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Small caps bouncing off extreme underperformance, but
macro environment is still a headwind

June 14, 2023

What happened

o Aided by a much larger weighting in the technology sector, large caps are outperforming small
and mid caps by a wide margin this year.

e Moreover, heading into June, on a three-month basis, small caps’ underperformance reached
the second most extreme level in the past 20 years, only surpassed by the early stages of the
2020 pandemic period.

e However, since the beginning of the month, small caps have outperformed large caps by just
over 3% as other areas of the market have started showing signs of life.

Dylan Kase, CFA, CAIA
Sr. Investment Strategy Analyst S&P SmallCap 600 minus S&P 500 three-month rolling

price return difference
40%

30%
20%
10%

0%

(0% mm——— e e e e e e -

Extreme small cap underperformance

-20%
‘03 '04 '05 '06 '07 '08 '09 '10 '11 '12 '13 '14 '15 '16 '17 '18 '19 '20 '21 '22

Data source: Truist IAG, FactSet. Past performance does not guarantee future results.

Our take

The improved small cap performance likely has further to go near term given how oversold this
asset class had become, yet we maintain a more neutral tactical view. As mentioned, a key driver
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for the small cap underperformance this year has been a much lower allocation to the technology
sector relative to large caps. Small caps also tend to have a much higher allocation to
economically-sensitive areas of the market, such as industrials and financials. These sectors have
lagged on concerns of an economic slowdown but have also been bouncing recently as investors
look for areas that could play catch up.
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Despite the potential for further near-term upside, the reason why we are not advising moving to an
overweight position is small caps tend to be more levered to the economic cycle, have higher debt
levels, and lower operating margins compared to large caps. Indeed, small caps tend to outperform
early on during an economic cycle and trail in the latter stages. Our House View is the economy,
weighed down by the fastest rise in interest rates in 40 years and tightening credit conditions, will
remain a challenge to sustainable small cap outperformance.

Weaker economic trends are
a negative for small caps
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Forward earnings estimates have been weak since late last year, and relative to large caps,
forward earnings are near a two-year low.
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Data source: Truist IAG, FactSet. Past performance does not guarantee future results.

Longer term, we are more positive on the prospects for small caps. Indeed, they are one of
the more attractive asset classes in our long-term capital market assumptions. Valuations are
an important input in this process, and small caps are trading almost two standard deviations
below their 20-year average. Thus, as we move to the other side of the economic cycle, we
would likely look to boost our outlook.
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Data source: Truist IAG, FactSet. Past performance does not guarantee future results.

Bottom line

While the recent bounce in small caps likely has further to go, on a tactical basis, we remain
neutral. Our expectation is that a slowing economy paired with more economically-sensitive
characteristics and weaker earnings trends will likely remain headwinds for small caps. In order to
get more tactically positive, we would want to see improving earnings trends on an absolute and
relative basis and a more positive outlook for economic activity.
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Disclosures

Advisory managed account programs entail risks, including possible loss of principal and may not be suitable for all investors.
Please speak to your advisor to request a firm brochure which includes program details, including risks, fees and expenses.

Truist Wealth is a name used by Truist Financial Corporation. Banking products and services, including loans, deposit accounts, trust and
investment management services provided by Truist Bank, Member FDIC. Securities, brokerage accounts, insurance/annuities offered by
Truist Investment Services, Inc. member FINRA, SIPC, and a licensed insurance agency where applicable. Life insurance products offered by
referral to Truist Insurance Holdings, Inc. and affiliates. Investment advisory services offered by Truist Advisory Services, Inc., Sterling Capital
Management, LLC, and affiliated SEC registered investment advisers. Sterling Capital Funds advised by Sterling Capital Management, LLC.
While this information is believed to be accurate, Truist Financial Corporation, including its affiliates, does not guarantee the accuracy,
completeness or timeliness of, or otherwise endorse these analyses or market data.

The opinions and information contained herein have been obtained or derived from sources believed to be reliable, but Truist Financial
Corporation makes no representation or guarantee as to their timeliness, accuracy or completeness or for their fitness for any particular
purpose. The information contained herein does not purport to be a complete analysis of any security, company, or industry involved. This
material is not to be construed as an offer to sell or a solicitation of an offer to buy any security.

Opinions and information expressed herein are subject to change without notice. TIS and/or its affiliates, including your Advisor, may have
issued materials that are inconsistent with or may reach different conclusions than those represented in this commentary, and all opinions and
information are believed to be reflective of judgments and opinions as of the date that material was originally published. TIS is under no
obligation to ensure that other materials are brought to the attention of any recipient of this commentary.

Comments regarding tax implications are informational only. Truist and its representatives do not provide tax or legal advice. You should
consult your individual tax or legal professional before taking any action that may have tax or legal consequences.

Investments involve risk and an investor may incur either profits or losses. Past performance should not be taken as an indication or
guarantee of future performance.

TISITAS shall accept no liability for any loss arising from the use of this material, nor shall TIS/TAS treat any recipient of this material as a
customer or client simply by virtue of the receipt of this material.

The information herein is for persons residing in the United States of America only and is not intended for any person in any other jurisdiction.
Investors may be prohibited in certain states from purchasing some over-the-counter securities mentioned herein.

The information contained in this material is produced and copyrighted by Truist Financial Corporation and any unauthorized use, duplication,
redistribution or disclosure is prohibited by law.

TIS/TAS’s officers, employees, agents and/or affiliates may have positions in securities, options, rights, or warrants mentioned or discussed in
this material.

The S&P 600 Small Cap Index which is a measure of the performance of the small-cap segment of the U.S. equity universe

The S&P 500 Index which is an unmanaged index comprised of 500 widely-held securities considered to be representative of the stock market
in general.
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