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The Fed’s Rate Race Has Squeezed Small
Caps, but They’re Still in the Running

For small cap growth stocks, the last leg of the interest rate journey may be
the hardest—but we still see room for optimism (and opportunity).
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It's no secret that the Federal Reserve (Fed) has had a sizable impact on both personal
and corporate balance sheets since it began its aggressive campaign to tame inflation in
March 2022.

Now, after 11 interest rate hikes, the federal funds rate is in a range of 5.25-5.50%. In the current
“higher for longer” rate scenario, the last mile of this race may be the most challenging as
the Fed attempts to bring inflation in line with its 2% target.

Why?

The Fed’s rate-hike path has caused unintended consequences in the U.S. banking system,
as seen during the first quarter of 2023 when rising rates devalued regional bank assets.
Quantitative tightening has not only restricted small companies’ access to capital, but it
has also significantly increased the cost. That's because, compared with their larger peers:

= Small companies tend to seek capital from regional banks. These banks have
instituted stricter lending guidelines—resulting in higher rates for borrowers that are
perceived as riskier.

= Small companies take on a higher proportion of variable-rate debt. Roughly 30% of
the debt small companies assume is in the form of variable-rate loans, compared with
only 8% for large companies. These loans have shorter average maturities than fixed-rate
debt, and refinancing when rates are rising can stress a small company’s balance sheet
and may affect its cash flow, net profit margin and growth prospects.
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These conditions are likely to persist until the Fed starts
to cut rates, which we believe will happen in the second
half of 2024. The good news is that fundamental equity
research performed by experienced portfolio analysts
can help identify companies with strong cash flow
characteristics when growth is challenging.

How we manage small cap assets when interest
rates are rising

First, we scrutinize the debt levels of each company in the
portfolio to understand the structure and duration of that
debt and the company’s ability to service it.

We also look to invest in companies that have strong
revenue and cash flow generation, the ability to self-
fund their operations and opportunities for expansion.
These qualities are especially beneficial when loan
costs—which can put a dent in a company’s bottom
line—are rising.

" Jefferies. As of 11/7/23.

Risks of investing

Why should I continue to invest in small
cap growth?

Despite the underperformance that small cap growth
experienced relative to large cap growth in 2023, we
remain optimistic. Fed Chairman Powell's remarks in
December hinting at potential rate cuts in 2024 sent
small cap stocks running to close out the year. And, if
rates do fall in 2024—as the market expects—the
potential for reducing the cost of capital should
bode well for small caps.

Additionally, much of the impact of higher
borrowing costs has already been baked into small
cap stock prices and forward earnings revisions.
Earnings growth estimates for small cap growth
companies for 2024 average 9.3% (compared with
14.2% for large cap growth companies).! We believe
this difference should not discourage investors from
allocating to small cap growth stocks—especially
considering today’s decades-low valuation levels
relative to their large cap growth peers.

The principal risks are generally those attributable to investing in stocks and related derivative instruments.
Holdings are subject to market, issuer and other risks, and their values may fluctuate. Market risk is the risk
that securities or other instruments may decline in value due to factors affecting the securities markets or
particular industries. Issuer risk is the risk that the value of a security or instrument may decline for reasons
specific to the issuer, such as changes in its financial condition. More particularly, the strategy invests in smaller
companies which may be more susceptible to price swings than larger companies because they have fewer
resources and more limited products, and many are dependent on a few key managers.

Disclaimer

Past performance does not guarantee future results. This market insight has been prepared by Voya Investment Management for informational purposes. Nothing
contained herein should be construed as (i) an offer to sell or solicitation of an offer to buy any security or (i) a recommendation as to the advisability of investing in,
purchasing or selling any security. Any opinions expressed herein reflect our judgment and are subject to change. Certain of the statements contained herein are
statements of future expectations and other forward-looking statements that are based on management’s current views and assumptions and involve known and
unknown risks and uncertainties that could cause actual results, performance or events to differ materially from those expressed or implied in such statements. Actual
results, performance or events may differ materially from those in such statements due to, without limitation, (1) general economic conditions, (2) performance of
financial markets, (3) interest rate levels, (4) increasing levels of loan defaults, (5) changes in laws and regulations and (6) changes in the policies of governments and/
or regulatory authorities. The opinions, views and information expressed in this commentary regarding holdings are subject to change without notice. The information
provided regarding holdings is not a recommendation to buy or sell any security. Fund holdings are fluid and are subject to daily change based on market conditions
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