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Weekly Market Update

Insight of the Week Small Caps Remain Sensitive to Yields

The chart below illustrates moves of the 5 year yield compared to the relative
returns of the Russell 2000 index vs the S&P 500, highlighting the relationship
between small vs large cap equities and interest rates. An inverse relationship is
evident — small cap stocks tend to underperform as yields rise. A little over a month
ago the 5 year yield was around 4% and has since climbed to almost 4.6%. And
during this time we’ve seen small caps lag.

Yield impact on Small vs Large Caps

Russell 2000 Relative to S&P 500 US 5 Year Yield
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Source: Russell, S&P, FactSet. Prices used 6/30/2023 - 1/10/2025.

Higher interest rates mean higher costs to finance operations. This effects small
caps more for two reasons. First, since small caps are generally more risky, they
already start with a higher cost of debt. Second, small caps are usually unable to
refinance and lock in long term debt in the same way as large caps. For instance,
some large caps were able to issue 10 year bonds a few years ago when rates
were low, locking in this low cost over a long period. Many small caps, however,
need to roll their debt over every 3-5 years, meaning they are closer to refinancing
at current higher rates, which will directly affect their bottom line.

For 2025, while we do have a preference for US large caps, we also expect a

rounding out of earnings to other sectors of the market. Should unemployment
remain low and economic growth remain healthy, this may allow small caps to
perform to higher expectations.
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Asset Allocation Update — Stock Bond Correlation and the 60/40

One of the most valuable components in constructing a portfolio is the long
standing negative relationship between stocks and bonds. We’ve seen this dynamic
change entirely over the past five or so years that many once called for the death of
the 60/40 portfolio.

We check in on the stock bond correlation below.

1Y Rolling Correlation of US Agg and S&P 500 Returns
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Source: FactSet. Daily data used as of 1/14/2025.

The latest metric measuring daily correlation over the past year shows as 0.14. The
chart depicts a trend of normalization, with the data moving in the preferred
direction. However, now that the Feds path is less prescriptive, markets have been
more reactive to the latest macroeconomic data prints. The “good news is bad
news” phenomenon is back.

We saw a glimpse of this with the latest payrolls and CPI print. December
consumer price inflation showed slower than expected core inflation at 3.2%, in
support of a lower Fed Funds rate. Yields fell and the stock and bond market both
reacted positively up 1.83% and 0.04% respectively. Similarly, the stock and bond
market reacted in sync with the nonfarm payrolls print on January 10 which
showered stronger than expected payroll numbers at 223K. Yields rose on the back
of the report, and stock and bond markets had a tough day down 1.54% and 0.59%
respectively.

Yields backing up has become synonymous with equity markets taking a hit.
However, high yield credit, typically known to be more “equity like” offers more
information about equity market performance. Widening spreads, indicative of a
higher risk environment, typically go hand in hand with increased equity volatility.

This dynamic is explored in the chart below which shows higher daily average price
reaction of the S&P 500 during times of rising yields vs. tightening spreads.
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Source: FactSet, S&P, Bloomberg. Average return calculated from 1/14/2020 to 1/14/2025. Changes in yield
measured by daily change in 10Y UST. Changes in spread measured by daily change in Bloomberg US
Corporate High Yield OAS.

Interestingly, as the market tries to navigate rates, credit spreads remain at a very
tight level. Although rates remain elevated, and in our opinion, above neutral, credit
markets aren’t sweating the backdrop and are hinting towards a stable macro
environment. This could mean good news for the equity market, and indeed we
favor U.S. equities as the year rolls on.

The snapshot below takes a look at the overall performance of a 60% equity 40%
fixed income portfolio. 2024 was another good year for the diversified portfolio with
a return of 13.43%.

60/40 Portfolio

- 25
- 20
- 15
- 10

- -5
- -10
- -15
- -20
- -25

N b D A
O VSV SV
B B

Source: FactSet. Equity market proxy = S&P 500. Fixed income market proxy = Bloomberg US Aggregate

Index. Data as of 12/31/2024.
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As we head into the new year, we hope to see rates normalize as the Fed makes
their way closer to neutral. Of course, this will likely come with volatility. Keep an

eye on credit spreads as a better indicator of equity market performance and the

overall health of the economy.

Source: State Street Global Advisors, FactSet, Bloomberg, S&P.
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*Pensions & Investments Research Center, as of 12/31/23.
1This figure is presented as of September 30, 2024 and includes ETF AUM of $1,515.67 billion USD of which
approximately $82.59 billion USD in gold assets with respect to SPDR products for which State Street Global
Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent. SSGA FD and State Street

Global Advisors are affiliated. Please note all AUM is unaudited.

For over four decades, State Street Global Advisors has served the world’s
governments, institutions, and financial advisors. With a rigorous, risk-aware
approach built on research, analysis, and market-tested experience, and as pioneers
in index and ETF investing, we are always inventing new ways to invest. As a result,
we have become the world’s fourth-largest asset manager* with US $4.73 trilliont
under our care.
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Marketing Communication

The information provided does not
constitute investment advice and it
should not be relied on as such. It

should not be considered a

solicitation to buy or an offer to sell

a security. It does not take into
account any investor's particular
investment objectives, strategies,
tax status or investment horizon.
You should consult your tax and
financial advisor.

The information contained in this
communication is not a research
recommendation or ‘investment

research’ and is classified as a
‘Marketing Communication’ in
accordance with the applicable

regional regulation. This means

that this marketing

communication (a) has not been
prepared in accordance with legal

requirements designed to
promote the independence of
investment research (b) is not
subject to any prohibition on
dealing ahead of the

dissemination of investment
research.

This communication is directed at
professional clients (this includes
eligible counterparties as defined by
the “appropriate EU regulator”) who
are deemed both knowledgeable
and experienced in matters relating
to investments. The products and
services to which this
communication relates are only
available to such persons and
persons of any other description
(including retail clients) should not
rely on this communication.

The views expressed in this material
are the views of Dane Smith,
Christopher Carpentier, Christine
Norton, and Devin Foster, through
the period ended January 16, 2025
and are subject to change based on
market and other conditions. This
document contains certain
statements that may be deemed
forward-looking statements. Please
note that any such statements are
not guarantees of any future
performance and actual results or
developments may differ materially
from those projected.

Investing involves risk including the
risk of loss of principal.

The whole or any part of this work
may not be reproduced, copied or
transmitted or any of its contents
disclosed to third parties without
SSGA’s express written consent.

All information is from SSGA unless
otherwise noted and has been
obtained from sources believed to
be reliable, but its accuracy is not
guaranteed. There is no
representation or warranty as to the
current accuracy, reliability or
completeness of, nor liability for,
decisions based on such
information and it should not be
relied on as such.

Equity securities may fluctuate in
value and can decline significantly
in response to the activities of
individual companies and general
market and economic conditions.

Bonds generally present less short-
term risk and volatility than stocks,
but contain interest rate risk (as
interest rates raise, bond prices
usually fall); issuer default risk;
issuer credit risk; liquidity risk; and
inflation risk. These effects are
usually pronounced for longer-term

securities. Any fixed income security
sold or redeemed prior to maturity
may be subject to a substantial gain
or loss.

Currency Risk is a form of risk that
arises from the change in price of
one currency against another.
Whenever investors or companies
have assets or business operations
across national borders, they face
currency risk if their positions are
not hedged.

Generally, among asset classes,
stocks are more volatile than bonds
or short-term instruments.
Government bonds and corporate
bonds generally have more
moderate short-term price
fluctuations than stocks, but provide
lower potential long-term returns.
U.S. Treasury Bills maintain a stable
value if held to maturity, but returns
are generally only slightly above the
inflation rate.
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