W HSBC Asset Management

Smaller Cap Stocks: ‘||
Understanding Historical Trends and Future

Opportunities

Q2 2024

For professional clients only and should not be
distributed to or relied upon by retail clients.

Introduction

The development of generative Artificial Intelligence (Al) has progressed very quickly in the US since
the start of 2023 and a handful of mega cap stocks which have benefitted from its development and
its use have performed exceptionally well. Al like the Internet marks a long-term transformative

breakthrough and has the potential to continue to support the US and global stock market upwards.

However, it is clear that valuations have become stretched. Recently, the Magnificent 7's 12-month
forward price-earnings (P/E) ratio was 32x while the rest of the S&P 500 was trading at 18x. As a
result, investors are more vulnerable to disappointing earnings or news flow concerning these stocks.

It is worth remembering that markets can quickly reverse when earnings disappoint. For example,
the P/E ratio of the S&P 500's seven largest stocks reached a high level of 36x in late 2021. In the

first half of 2022, the market levelled out and their combined P/E fell to 24x by June 2022. In other
words, excessive valuations mean that exceptionally good news is required to avoid a pronounced
market reversal.

As interest rates start to fall, this presents an opportunity for smaller cap stocks to outperform which
have lagged the market lately. A rebound of smaller cap stocks has started to unfold in recent weeks
where we have seen the biggest switch out of the tech-heavy Nasdaq into the smaller-cap Russell
2000 since 1979, driven by expectations of lower future interest rates and disappointing tech-related
news.

In this paper, we analyse the historical performance of smaller cap stocks across various market
regimes. By doing this, we aim to uncover the drivers of smaller cap stock performance and how
these stocks have responded to changing market conditions. Additionally, we outline the potential
outlook for smaller cap stocks in the context of current economic trends and evolving market
dynamics.

Source: HSBC Asset Management as of end of June 2024. This is a marketing communication and for informational

purposes only and should not be construed as a recommendation or solicitation for any investment strategy or product,
nor securities in the regions and countries referenced. The commentary and analysis presented in this document reflect
the opinion of HSBC Asset Management on the markets, according to the information available to date. 1



Smaller cap stocks through the ages

From the late 1990s to the late 2010s, there has been a general upwards trend in the excess
returns of smaller cap stocks in the MSCI ACWI universe. There are noticeable periods of
higher volatility accompanying major economic events such as in the early 2000s during the
dot-com bubble, the global financial crisis in 2008 and the Covid-19 pandemic in 2020. Below
we analyse the major market regimes illustrated in Figures 1 and 2 in more detail.

Late 1990s to Early 2000s (Dot-com Bubble and Burst)

The late 1990s saw a rapid rise of smaller cap stocks driven by technology and internet-related
companies. In other words, this was quite different to the recent Al-related rally, where smaller
cap stocks underperformed their larger cap peers. This can be attributed to the fact that many
internet-based companies during the dot-com bubble had very low earnings and often had
unproven business models. In contrast, today’s Al rally is driven by tested companies with
significant earnings, established business models and high investments in Al. Therefore, the
recent rally has been less speculative in nature and backed to a greater extent by fundamentals.
In addition, the current economic environment is characterised by high inflation and interest
rates while monetary policy in the late 1990s was more accommodative, supporting smaller
cap stocks which tend to be vulnerable to higher borrowing costs.

Mid-2000s to 2008 (Pre-Crisis Growth and Financial Crisis)

Leading up to the 2008 financial crisis, smaller cap stocks experienced significant growth
amidst favourable economic conditions and market liquidity. Smaller cap stocks are generally
sensitive to economic conditions and often rely on consumer spending, which rose during this
period. In addition, investors’ risk appetite tends to rise during periods of economic growth
which makes them more willing to invest in riskier smaller cap stocks. However, the global
financial crisis led to a severe economic downturn. In the aftermath, smaller cap stocks had
reduced access to capital and investors fled to the safety of larger cap stocks which resulted in
a sharp decline in smaller cap share price performance.

Figure 1: Cumulative Excess Returns of Smaller Cap Stocks versus MISCI ACWI
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Past performance does not predict future returns.

Source: HSBC Asset Management as of end of June 2024.in USD, MSCI. Cumulative returns are calculated using daily returns in USD.
Cumulative multivariate factor returns based on long & short MSCI ACWI Universe, based on local currency for each stock.Any views
expressed were held at the time of preparation and are subject to change without notice.



Post-2008 Recovery to 2020 (Recovery, Quantitative Easing and Bull Market)

Extensive monetary stimulus in the form of quantitative easing and low interest rates enabled a
recovery and bull market following the global financial crisis. The low-interest rate environment
led to a broad-based market rally, with smaller cap stocks benefitting amidst the improved
economic outlook at the time.

Smaller cap stocks reached a peak around 2011 but then declined for several reasons. In 2011,
the Eurozone debt crisis intensified, raising concerns about the stability of the financial system
which raised market volatility. The Fed also hinted at reducing its asset purchases which
heightened market uncertainty, leading to worries about liquidity and rising borrowing costs.
Finally, post-2011, there were signs of a potential economic slowdown with reduced emerging
market growth rates and more muted developed market growth. This combination of factors
led to the subsequent decline of smaller cap stocks post-2011.

However, smaller cap stocks managed to rebound in 2019-2020 with 2019 being characterised
by the Fed adopting a more dovish stance which raised liquidity as well as the U.S.-China trade
war easing which bolstered market sentiment. This drove capital into smaller cap stocks. The
onset of the Covid-19 pandemic led to unprecedented monetary and fiscal stimulus measures
which further increased liquidity and economic support which in turn fuelled a strong recovery
in risk assets, including smaller cap stocks.

2021 Onwards (Post-Recovery Adjustment)

In 2021, inflation and supply chain disruptions raised input costs and created logistical
challenges which adversely impacted smaller cap companies since they generally have less
pricing power and flexibility than larger cap stocks. In 2022, central banks responded to signs
of rising inflation by shifting to tighter monetary policy which raised borrowing costs for smaller
cap companies. Moreover, geopolitical tensions (e.g. the Russia-Ukraine conflict) increased
uncertainty and risk aversion amongst investors who gravitated towards larger, more stable
companies. The Al-related rally in 2023 and YTD'2024 has been a key driver of market
performance, driven by mega cap technology firms whose established market positions and
high R&D budgets enabled their leadership in Al. Some niche smaller cap companies
specialising in specific Al applications have benefitted but the overall impact on smaller cap
stocks has been more tempered.

Figure 2: Cumulative Excess Returns of Smaller Cap Stocks versus MISCI ACWI

160

140

1
!
I
I
!
!
I
I
!
!
120 '
I
!
!
I
I
!
1

Dec-08 Sep-10 Jun-12 Feb-14 Nov-15 Aug-17 Apr-19 Jan-21 Sep-22 Jun-24
Past performance does not predict future returns.

Source: HSBC Asset Management as of end of June 2024.in USD, MSCI. Cumulative returns are calculated using daily returns in USD.
Cumulative multivariate factor returns based on long & short MSCI ACWI Universe, based on local currency for each stock.Any views
expressed were held at the time of preparation and are subject to change without notice.



Prospects for smaller cap stocks

As evidenced in past regimes, the future of smaller cap companies will be influenced by
macroeconomic, technological and market factors. There is a possibility that a soft landing

does indeed materialise — in other words, a moderate economic slowdown avoiding a recession.
A reasonable baseline scenario is a gradual weakening of the labour market and a contained
increase in the unemployment rate. This means that inflation may revert to an improving trend,
driven by a dampening in services inflation, which will in turn enable central banks to cut rates.

Falling inflation and subsequent decreases in interest rates can create a more favourable
environment for smaller cap companies which will benefit from cheaper external financing to
fund their growth and operations. Investor sentiment should improve as a result which may
increase the demand for riskier smaller cap stocks. These factors coupled with the fact that
smaller cap stocks are trading at significantly more attractive valuations compared to larger cap
peers, means that smaller cap stocks are well positioned to capture market share and drive
revenue growth.

Equally, there are risks stemming from areas such as geopolitics and elections as well as
possible policy errors and the possibility for economies to cool faster than expected, due to
rates remaining too high for too long. This could result in a mild recession and moderate
financial stress.

Therefore, it is important to keep an eye on economic indicators, such as inflation rates and
central bank policies. This also underpins the importance of a long-term, diversified approach
to managing portfolios which can help to mitigate these risks.

Figure 3: Macro Scenarios 2024
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Past performance does not predict future returns. Diversification does not ensure a profit or protect against loss.

For informational purposes only and should not be construed as a recommendation for any investment product or strategy. The views expressed
above were held at the time of preparation and are subject to change without notice. The commentary and analysis presented in this document
reflect the opinion of HSBC Asset Management on the markets, according to the information available to date. Not an exhaustive list of capabilities.
Representative overview of the investment process, which may differ by product and or asset class, client mandate or market conditions. Any
forecast, projection or target contained in this presentation is for information purposes only and is not guaranteed in any way. HSBC Asset
Management accepts no liability for any failure to meet such forecasts, projections or targets.



HSBC Multi-Factor Equity Strategy

If you would like to benefit from an equity factor solution that aims to perform regardless of market cycle or
economic regime at competitive fees, then look no further than HSBC’s Multi-Factor Equity Strategy. The
strategy uses a systematic investment approach, leveraging our multi-factor framework which targets five core
factors: Value, Quality, Momentum, Low Risk and Size.

@é‘z Designed to outperform
Aiming to provide consistent outperformance over the medium to long term through exposure to
cyclical, defensive and dynamic factors

Long and stable track record

We have been managing multi-factor portfolios for over 20 years and the strategy benefits from an
extensive track record, having launched in 2004

@ Well diversified portfolio
Core allocation through a portfolio which is well-diversified across factors, stocks and sectors

Access HSBC's vast experience and extensive track record

We have over 20 years of experience in the use of multi-factor equity investment strategies. The five core
factors of Value, Quality, Momentum, Low Risk and Size have been identified by academics and widely
adopted by investment professionals over recent years. We believe our edge lies in our ability to generate
alpha using our proprietary factor construction, within a highly risk-controlled and clear investment framework.

Past performance does not predict future returns. The value of investments and any income from them
can go down as well as up and investors may not get back the amount originally invested.
Representative overview of the investment process, which may differ by product, client mandate or
market conditions.

Source: HSBC Asset Management as of June 2024.



Important information

For Professional Clients and intermediaries within countries and territories set out below; and for
Institutional Investors and Financial Advisors in the US. This document should not be distributed to or
relied upon by Retail clients/investors.

The value of investments and the income from them can go down as well as up and investors may not get
back the amount originally invested. The performance figures contained in this document relate to past
performance, which should not be seen as an indication of future returns. Future returns will depend, inter
alia, on market conditions, investment manager’s skill, risk level and fees. Where overseas investments are
held the rate of currency exchange may cause the value of such investments to go down as well as up.
Investments in emerging markets are by their nature higher risk and potentially more volatile than those
inherent in some established markets. Economies in Emerging Markets generally are heavily dependent
upon international trade and, accordingly, have been and may continue to be affected adversely by trade
barriers, exchange controls, managed adjustments in relative currency values and other protectionist
measures imposed or negotiated by the countries and territories with which they trade. These economies
also have been and may continue to be affected adversely by economic conditions in the countries and
territories in which they trade.

The contents of this document may not be reproduced or further distributed to any person or entity, whether in whole
or in part, for any purpose. All non-authorised reproduction or use of this document will be the responsibility of the user
and may lead to legal proceedings. The material contained in this document is for general information purposes only
and does not constitute advice or a recommendation to buy or sell investments. Some of the statements contained in
this document may be considered forward looking statements which provide current expectations or forecasts of future
events. Such forward looking statements are not guarantees of future performance or events and involve risks and
uncertainties. Actual results may differ materially from those described in such forward-looking statements as a result
of various factors. We do not undertake any obligation to update the forward-looking statements contained herein, or
to update the reasons why actual results could differ from those projected in the forward-looking statements. This
document has no contractual value and is not by any means intended as a solicitation, nor a recommendation for the
purchase or sale of any financial instrument in any jurisdiction in which such an offer is not lawful. The views and
opinions expressed herein are those of HSBC Asset Management at the time of preparation, and are subject to change
at any time. These views may not necessarily indicate current portfolios' composition. Individual portfolios managed by
HSBC Asset Management primarily reflect individual clients' objectives, risk preferences, time horizon, and market
liquidity. Foreign and emerging markets. Investments in foreign markets involve risks such as currency rate fluctuations,
potential differences in accounting and taxation policies, as well as possible political, economic, and market risks.
These risks are heightened for investments in emerging markets which are also subject to greater illiquidity and
volatility than developed foreign markets. This commentary is for information purposes only. It is a marketing
communication and does not constitute investment advice or a recommendation to any reader of this content to buy or
sell investments nor should it be regarded as investment research. It has not been prepared in accordance with legal
requirements designed to promote the independence of investment research and is not subject to any prohibition on
dealing ahead of its dissemination. This document is not contractually binding nor are we required to provide this to
you by any legislative provision. You must not, therefore, rely on the content of this document when making any
investment decisions. All data from HSBC Asset Management unless otherwise specified. Any third party information
has been obtained from sources we believe to be reliable, but which we have not independently verified.

Standard & Poor’s and S&P are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P") and Dow
Jones is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”) and have been licensed for use
by S&P Dow Jones Indices LLC and sublicensed for certain purposes by HSBC Global Asset Management Limited. The
S&P500 (“Index”) is a product of S&P Dow Jones Indices LLC, and has been licensed for use by HSBC Global Asset
Management Limited. This fund is not sponsored, endorsed, sold or promoted by S&P Dow Jones Indices LLC, Dow
Jones, S&P, their respective affiliates and neither S&P Dow Jones Indices LLC, Dow Jones, S&P, their respective
affiliates make any representation regarding the advisability of investing in such product(s).

The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form
and may not be used as a basis for or a component of any financial instruments or products or indices. None of the
MSCI information is intended to constitute investment advice or a recommendation to make (or refrain from making)
any kind of investment decision and may not be relied on as such. Historical data and analysis should not be taken as
an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided
on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI,
each of its affiliates and each other person involved in or related to compiling, computing or creating any MSCI
information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, any
warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a
particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI
Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation,
lost profits) or any other damages. (www.msci.com) 6



HSBC Asset Management is the brand name for the asset management business of HSBC Group, which includes the
investment activities that may be provided through our local regulated entities. HSBC Asset Management is a group of
companies in many countries and territories throughout the world that are engaged in investment advisory and fund
management activities, which are ultimately owned by HSBC Holdings Plc. (HSBC Group). The above communication
is distributed by the following entities:

HSBC Asset Management is the brand name for the asset management business of HSBC Group, which includes the
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