Small-cap stocks have a way of making economic cycles feel personal. In a growth year, they often sprint ahead as
investors search for earnings momentum and assume credit conditions will stay friendly. When the cycle turns,
they can stumble faster than large caps because their balance sheets are more fragile, their liquidity is thinner, and

their access to capital can become expensive or intermittent.

That doesn’'t mean small caps are “bad” in downturns or “always great” in booms. It means the market tends to
price them more like a business ecosystem than a collection of ticker symbols. You are not just buying a company,

you are buying its financing reality, its customer demand profile, and the market's willingness to fund growth.

Why small caps trade like economic weather

Economic cycles show up in small-cap portfolios through a few channels that are more pronounced than for large-

cap firms.

First is financing. Many small companies borrow more relative to their cash generation, and their debt often has
fewer layers of protection. Even when a company has low absolute leverage, it may have less room for error in a
recession because small changes in revenue can swing coverage ratios quickly. When interest rates rise, the impact

is not only the coupon on new debt, it is also the refinancing calendar and the way lenders tighten terms.

Second is liquidity. In calmer markets, small-cap bid-ask spreads can be manageable. In stress, liquidity can vanish,
not just widen. That forces investors to either accept worse execution or wait, and waiting can turn into selling
because capital has to work somewhere. The result economy is that prices can overshoot fundamentals in both

directions.

Third is operating sensitivity. Smaller businesses are frequently more exposed to local economies, discretionary
spending, and early-stage demand trends. A large cap might have diversified revenue and contracts that smooth
volatility. A small cap can be dominated by one product line, one labor market, or a handful of customers. Cycles

show up in their margins and revenue growth sooner, and those changes are often harder to reverse quickly.

When you watch small caps for cycle clues, you are effectively reading the intersection of credit conditions and
earnings expectations. The same recession can produce very different outcomes across sectors, even within the

small-cap universe.

The credit cycle: the underappreciated driver

People talk about GDP prints and employment numbers. Those matter, but for small caps, the credit cycle often
changes the decision-making faster. Lenders react quickly when they sense risk, and small companies feel lender

behavior immediately because they have fewer options.

In expansion phases, you often see credit become more flexible in practice, even if headline rates do not fall.
Covenants can loosen, underwriting standards can soften, and refinancing becomes smoother. Equity investors
then add fuel by rewarding growth. Small caps can rally as investors assume that new funding will keep pouring in,

and that assumption can become self-reinforcing for a while.

During contraction phases, credit tends to tighten. Even if a company has cash, markets can still punish it due to
uncertainty about future funding costs. The market does not need a company to default tomorrow to reprice it. If
it believes the refinancing window could be unfavorable in a year, valuation can compress well before any obvious

failure.
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In my own experience, the most painful drawdowns in small caps have not always come from companies with
obvious near-term distress. More often, they have come from companies that were “fine” but became newly
expensive relative to risk. You do https://www.fox13seattle.com/news/study-states-most-people-working-past-
retirement-age not have to be wrong about operations. You only have to be wrong about how the market will

fund those operations next.

Earnings cyclicality: margins, inventory, and the timing of pain

A major trap in small-cap investing is treating earnings as if they move in a neat, linear way. They rarely do. Cycles

hit in waves, and the timing can differ between revenue and margins.

Consider a typical pattern during a late-cycle expansion. Demand may remain strong, but costs start creeping up.
Labor and input prices can rise, and companies may run promotions to keep growth going. If the market is

forgiving, stocks can keep advancing even as margins flatten, because investors focus on forward estimates.

Then reality arrives. Orders can slow faster than guidance suggests. Inventory can build, especially in businesses
with longer lead times or multi-quarter manufacturing cycles. Management teams may pivot to cost controls, but
working capital problems can worsen before they improve. In these moments, the income statement can look

“okay,” while cash flow deteriorates. Small caps with limited liquidity feel that cash squeeze disproportionately.

A recession can also affect customer behavior in uneven ways. Some customer segments delay purchases, others
reduce volumes but keep service contracts, and a few customers pivot toward lower-cost alternatives. That mix
shift can surprise both management and investors. In small caps, the investor base may be smaller and less

diversified, which means expectations can be both concentrated and fragile.

So when evaluating economic cycles, you want to look beyond whether earnings are positive. The question is how

earnings respond to shifting demand and financing costs, and whether cash flow is keeping pace.

Rate cycles: the simple story that breaks quickly

Interest rates affect small caps through multiple channels. Higher rates raise discount rates, which tends to
pressure valuation for companies whose earnings are expected farther out. Higher rates also raise the cost of
borrowing. For small companies, that second effect can dominate quickly because they often have less retained

earnings and more reliance on external funding.
But the story becomes complicated because not all small caps are equally rate-sensitive.

A profitable small-cap distributor with recurring cash flows can respond differently than a loss-making software
company that needs capital to survive until scale. A small-cap manufacturer with fixed-rate debt and long
production contracts behaves differently than a small-cap lender or a business with variable-rate loans. Even

within the same sector, the financing structure can change the sensitivity.

During rate normalization, markets sometimes compress valuations even before fundamentals deteriorate. Later,
when economic activity slows, revenue declines become visible and confirm the repricing. If you only watch the
macro headlines, you might miss the earlier valuation shift. If you only watch earnings, you might miss the

financing shock that causes future earnings to falter.

In practice, investors often learn two lessons in one cycle: valuation can move fast, and fundamentals can move

later.

Liquidity and investor behavior: why “good companies” still fall
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Economic cycles are not just about business performance. They are about who is forced to sell.

In expansion, investors may rotate into small caps because returns elsewhere are less compelling, and because
market risk budgets can be loosened. When that rotation happens, small caps can catch a bid for reasons that

have more to do with portfolio construction than with any single company’s near-term prospects.

In contraction, the same mechanism works in reverse. Some investors reduce risk, trim illiquid holdings, or meet
redemption needs. Small caps can become the easiest place to cut, not because they are the worst businesses, but

because their liquidity is thinner and their position sizes are easier to unwind.

This is why the relationship between fundamentals and stock prices can look messy during major cycle shifts. You
can see companies with improving earnings drop sharply because the market is repricing liquidity and credit risk.
Conversely, you can see stocks rebound strongly even when macro data still looks soft, because sellers have

already exited and buyers return with fresh capital.

The practical takeaway is not to ignore fundamentals. It is to recognize that the price you pay can be driven by

liquidity conditions that do not show up in the latest quarterly report.

The sector question: small caps are a portfolio, not a category

Small-cap is not one thing. It is a mix of industries, business models, and capital structures. In the same economic

environment, one subset can thrive while another struggles.

Think about a small-cap retailer. If consumer spending softens, revenue and margins can fall together, and
inventory management becomes more urgent. Compare that with a small-cap industrial services firm that sells
maintenance and compliance work. If customers keep running equipment and meeting regulations, revenue may

be steadier, even if new construction slows.

Now add leverage and refinancing exposure. A cyclical business with high debt can amplify downturn effects. A
business with low debt can be resilient, even if revenue growth slows. Still, even low-debt firms can face valuation

compression if investors decide the “risk premium” for small caps needs to be higher.

When you build a small-cap portfolio, you are implicitly building a macro bet. The bet may be about credit
sensitivity, about demand cyclicality, or about the market’s risk appetite. The more your holdings share a similar

financing model, the more your outcomes will cluster around one type of cycle shock.

How I think about cycle positioning without pretending to time it
perfectly

Market timing is hard, and small caps punish sloppy assumptions. What you can do instead is structure your

process around cycle realities.

The first step is to decide what kind of small-cap investor you are willing to be. Some investors lean into higher-
growth names during expansion, accepting that drawdowns will be part of the package. Others prefer steadier

cash flow and stronger balance sheets, accepting that returns might look muted during euphoric periods.

Neither approach is “right” all the time. The key is consistency between your expectations and your tolerances. If
you know you will panic in drawdowns, you should avoid models that require long periods of patience under

volatile conditions.

The second step is to connect your holdings to economic drivers you can observe. You do not need perfect macro

forecasts. You need directional indicators and company-level confirmation.



Here are a few cycle diagnostics | use as a sanity check. This is not a mechanical rule set, it is a way to frame what

could go wrong next:

* Credit conditions: watch how quickly funding costs and lending terms deteriorate, not just the headline
policy rate

* Earnings dispersion: in downturn risk, performance splits widen, and the market starts rewarding survivors

differently
* Cash flow quality: revenue staying flat while cash flow declines can be an early warning sign

* Guidance behavior: cautious language and shorter visibility often show up before full results deteriorate

If several of these shift at the same time, the burden of proof on new buys becomes heavier. If they improve or

stabilize, valuation risk may be temporarily less acute, though not erased.

What tends to happen in expansions, and why entries matter

In early to mid expansion, small caps can benefit from multiple tailwinds at once. Revenue growth improves,
investors expect better future cash flows, and credit conditions often stay supportive. The market is willing to

underwrite risk, and for many small companies, underwriting risk is the difference between growth and stagnation.

This is also when valuation can get stretched. In calm times, investors may pay up for “quality growth” within the
small-cap universe, and quality is not always a stable concept. A company can look healthy because it just rode a
demand upswing. Then a downturn arrives and reveals that margins were propped up by favorable conditions, or

that customer demand was borrowed from the next quarter’s budget.

A practical entry lesson from cycles | have watched: the best opportunities are not always the cheapest in absolute
terms. They are often the ones where you can still underwrite the business if growth slows. When you buy a small
cap during expansion, you want to be able to explain how it survives a tougher year, not just how it performs in

the next quarter.

Downturns and the “funding gap” problem

The most dangerous scenario for small caps is not merely lower revenue. It is a funding gap, the period where

operating cash flow is insufficient to cover commitments without raising additional capital on unfavorable terms.
Funding gaps show up in different ways:

® Higher interest expense, especially if debt is variable-rate or refinancing is near
* Working capital drains, such as slower collections or inventory buildup

e (Capex freezes that impair future revenue, creating a second wave of weakness

In equity markets, the first wave of concern can be reflected in credit spreads or in the pricing of new issuance. The

second wave shows up in earnings revisions. The third wave is often the actual equity dilution or covenant stress.

The market can price these waves out of sequence. Sometimes liquidity stress hits first, even when the balance
sheet looks okay. That can create opportunities, but it can also trap investors who assume “the fundamentals will

eventually catch up.” Fundamentals might never catch up if the funding gap forces structural changes.

This is where judgment matters. | am skeptical of buy-the-dip narratives that ignore the possibility of dilution. For
many small caps, dilution is not a one-time event, it can be a pattern if the business repeatedly needs external

funding to function.



A simple way to pressure-test small caps across cycles

You cannot eliminate uncertainty, but you can reduce it by asking better questions. Below is a compact pressure-
test framework | use when deciding whether a small-cap position can weather a less friendly economic

environment. It is intentionally not a checklist for timing. It is a checklist for survivability.

¢ Balance sheet durability: can the company meet obligations through a slower year without relying on

capital markets at peak stress
* Margin structure: how quickly do margins respond when pricing power fades or costs rise
* Cash conversion: does cash flow track earnings, or does working capital turn into a recurring drain
® Customer concentration and churn risk: are revenues likely to fall together or staggered across customers

* Management credibility in weak periods: do past actions during stress suggest discipline, or repeated

“papering over” issues

If several answers look fragile, the position size should reflect that fragility. If answers look durable, you still need
to accept that valuation can fall during macro stress. Durability helps you avoid permanent loss, but it does not

guarantee you avoid drawdowns.

Portfolio construction: how investors can reduce cycle dependency

Small caps can be volatile even when individual companies are solid. That volatility is part of the asset class, but

portfolio construction can manage the relationship to economic cycles.

Concentration is the biggest controllable risk. If your portfolio is packed with a single financing profile, such as
highly levered cyclicals, a downturn can compress everyone at once. Diversification across business models and

capital structures can reduce the chance that one macro shock dominates outcomes.

Another lever is liquidity management. In stressed markets, small-cap positions can become hard to exit at
reasonable prices. That does not mean you avoid them, it means you should avoid oversized positions that you

cannot live with if liquidity worsens.

Finally, think in scenarios rather than narratives. Instead of “recession or no recession,” consider a few more
granular outcomes, such as “slowdown with stable credit” versus “slowdown with tightening credit.” Small caps

often react more to the financing path than to the headline economic label.

Common mistakes that show up in small-cap cycles

Mistakes are usually not about failing to understand the macro. They are about failing to translate macro

understanding into underwriting discipline.

One mistake is assuming that low leverage automatically means low risk. A company can have modest leverage
but still face a funding gap if cash conversion deteriorates or if revenue concentration makes demand collapse

sudden.

Another mistake is confusing “cheap” with “safe.” In small caps, you can find stocks that are inexpensive for a
reason. Sometimes that reason is temporary. Sometimes it is structural. The difference lives in cash flow durability

and refinancing timing.

A third mistake is chasing the narrative. Economic cycles shift quickly, and narratives follow with a lag. A stock can
rally because investors believe a problem is solved, and then the cycle exposes new issues. When you buy, try to

identify what would falsify your thesis under a harsher economic environment.



Practical observations from watching small caps through turns
Across cycles, | have noticed three behaviors that repeat.

First, early downturn signals often appear in management communication and cash flow dynamics before they

fully show up in earnings. You do not need exact forecasts. You need to respect the direction of change.

Second, the “survivor set” becomes clearer after the first leg down. Early winners in a slowdown are often not the
highest growth names. They are the ones with the strongest cash conversion, pricing discipline, and refinancing
options. That is why diversification among quality small caps can outperform the strategy of betting on a single

rebound.

Third, the market tends to overreact during periods of illiquidity. That overreaction can create opportunities, but
only if your underwriting is solid enough to tolerate continued volatility. If your thesis depends on a rapid macro

reversal, you are likely relying on timing more than fundamentals.

Where this leaves a small-cap investor

Economic cycles shape small caps, but they do not dictate a single outcome. They influence the probability
distribution. In expansions, the odds favor growth and re-rating, especially for companies with credible runway. In

contractions, the odds favor durability, cash conversion, and balance sheet flexibility.

If you want your process to be resilient across cycles, you need three things: underwriting discipline, an honest
view of refinancing and cash flow risks, and portfolio construction that does not force you to sell in the wrong

week.

Small caps reward investors who do their homework and can hold through uncertainty. They also punish investors
who confuse a temporary market environment with a permanent business improvement. The cycle will keep
changing. Your job is to keep adapting the assumptions behind every position, without constantly changing your

strategy.

If you track small caps as businesses that live inside a financial system, rather than as symbols that move on news,
the economic cycle becomes less mysterious. It turns from a headline into a set of observable pressures. And that

is where durable decision-making starts.



