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David vs. Goliath: Why Small Caps Killed Large Caps As

Inflation (Barely) Softened
By Vineer Bhansali | July 11th, 2024

The big keep getting bigger, until they don’t. Since nothing grows to the moon, in the markets
there always comes a time when momentum reverses sharply, and the unloved become loved
and the loved become hated. In the dot-com crash, the signs of an impending recession
resulted in high flying dot-com stocks getting walloped, many losing 90% or more of their
value in a year, as smaller businesses and companies held their own. The reversal of fortunes
not only applied to the different sectors within the US markets, but also to global markets.
Emerging market stocks took off, and outperformed their developed market counterparts for
close to a decade that followed.

An illustration from a mid-19th century copy of Grand Catechisme des
Familles (Christian Doctrine for Families). (Photo by Stefano Bianchetti/
Corbis via Getty Images)

The most recent inflation data today resulted in small cap stocks, as measured by the Russell
2000 index, severely outperforming large cap tech stocks as measured by the S&P 500 and
NASDAQ. At the end of the day, the small-cap stock Russell 2000 index and an ETF that tracks
is (IWM) were up more than 3.5% while the Nasdaqg and the QQQ ETF were down over 2.0%
(Source: Bloomberg). An almost 6% outperformance in one day, in opposite directions.
Something we have not seen in a while. An anomaly or a canary in the coalmine?
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Going into today’s inflation release, the market was expecting a month-over-month rise in
inflation of +0.1%. The actual release showed it to have fallen by the same magnitude; i.e.
minus 0.1%. While inflation year over year is still running at 3%, which is higher than the Fed’s
goal of 2%, this surprise was enough to start a vicious rotation into small caps at the expense
of large cap tech stocks. For the last couple of years, the haves — i.e., large mega-cap tech
stocks such as NVDA, AAPL, AMZN, MSFT, NFLX, GOOG, FB (the original FAANGs + one) —
have been rallying despite higher interest rates, while the rest of the stock market has
languished. Flush with the cash thrown at them during COVID courtesy of a generous
government, the public spent money on the stuff that the large cap firms make; e.g. phones
that cost close to $2,000, or multiple daily deliveries of boxes from Amazon. This resulted in
massive cash hoards for the large-cap tech firms, that they spent both on record buybacks,
resulting in a massive short squeeze of sorts on their stock prices. They also earned 5%+ on
their cash hoards, which they paid out as small dividends to reward shareholders to keep
them faithful. On the other hand, the small-capitalization stocks, with a few exceptions (such
as GME, AMC and other meme favorites) went through a boom-and-bust cycle and were left
with little cash and high interest costs. They just experienced an existential risk period, where
for many their survival came into question. Some others were lucky to get caught up in the Al
frenzy (e.g. SMCI), and just in time graduated to the S&P 500, which is like getting a free ticket
on the express train, because passive indexed money keeps flowing into the S&P 500.

The market has fantasized a Fed ease many times earlier this year, but all of it so far has come
to nothing, as inflation picked up and the rate cut hopes were dashed. A sharp, unexpected fall
in inflation today was what was needed to improve the odds of an actual cut, and the latest
inflation report showed just that. Indeed, Chair Jerome Powell’s testimony a couple of days
ago which indicated a “balanced” picture amplified the view that the Fed is looking for a
reason to cut interest rates. So, rate cuts later this year are back on the table. And as a
corollary, a weakening economy and falling inflation is relatively bad news for the mega-cap
tech stocks.
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Our closest analog, on which we reported last month (see “Is The Stock Market In A Bubble?”),
is the dot-com bust of 1999-2000. Famously CSCO rose over 500% even in the face of rising
rates and then collapsed 90% all within a couple of years, and the “this time is different”
stories turned out to be nothing but fantasy. We could be in a similar situation today. Falling
inflation and a slowing economy then resulted in the question: “who will buy all this stuff if
the economy falls off the cliff”? The answer was — no one. In the aftermath of the dotcom bust
the overhang of too much bad investment resulted in good companies being sold at cheap
prices (and bad companies going bust), which resulted in substantial gains to those who had
not gotten caught up in the hype and maintained their liquidity. The Fed reacted by cutting
rates aggressively, but it was too late for the high-flying tech stocks (Fed Fund rates were
slashed from above 6% to 1% over the next few years) but good for the smaller cap stocks that

had languished.

Putting this together, we can now see that the dismal performance of the small caps
compared to the stellar performance of the large caps until today is partially explained by
something as simple as the short rate.

“Once short rates fall, especially because the macroeconomic
conditions change, the playing field is leveled. Not only the cost of
financing is lower for the small caps, but also the extra money that the
large caps can earn by depositing it into T-bills goes down. Whether or
not one inflation print will be enough to turn the tide, the exposure of
the market 1s now clear for everyone to see.”

Falling inflation, weakening economic conditions, and a possible rate cut can be the little stone
in the sling that David uses to fell Goliath, as during the dot-com bust. If one economic
number can become the catalyst for a change in the big picture, today’s inflation release
certainly seemed to have done that job. Now it remains to be seen if this event reversed the
trend of mega cap supremacy for good or if it was just a blip we will forget. Something seems
to be afoot.
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Important Disclosures

Vineer Bhansali, Ph.D. is the Founder and Chief Investment Officer of LongTail Alpha, LLC, an SEC-registered
investment adviser and a CFTC-registered CTA and CPO. Any opinions or views expressed by Dr. Bhansali are
solely those of Dr. Bhansali and do not necessarily reflect the opinions or views of LongTail Alpha, LLC or any of
its affiliates (collectively, “LongTail Alpha”), or any other associated persons of LongTail Alpha. You should not
treat any opinion expressed by Dr. Bhansali as investment advice or as a recommendation to make an investment
in any particular investment strategy or investment product. Dr. Bhansali’s opinions and commentaries are based
upon information he considers credible, but which may not constitute research by LongTail Alpha. Dr. Bhansali
does not warrant the completeness or accuracy of the information upon which his opinions or commentaries are
based.

This publication is for illustrative and informational purposes only and does not represent an offer or solicitation
with respect to the purchase or sale of any particular security, strategy or investment product. Past performance
is not indicative of future results.

Different types of investments involve varying degrees of risk, including possible loss of the principal amount
invested. Therefore, it should not be assumed that future performance of any specific investment or investment
strategy, or any non-investment related content, will be profitable or prove successful. Nothing contained herein
is intended to predict the performance of any investment.
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