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Portfolio Confidential 

I have most of my holdings in large-cap 
Exchange-Traded Funds (ETFs) such as the 

S&P 500 and the Nasdaq. But I have a small 5 to 
10% holding in the Russell 2000, on the theory 
that after a decade of lagging small and mid-cap 
performance, they are due for outperformance 
any day now. However, the mega cap strength, led 
by the Magnificent Seven, is making me wonder 
if small and mid-caps will ever outperform again.

I realize that kind of throwing in the towel or 
capitulation is normally a sign that the asset class 
is about to outperform! Any views on small-cap 
versus large-cap?

Real world confidential portfolio discussions

I reached out to my former colleague Levon Barker, 
Portfolio Manager, U.S. Equities, Cumberland Private 

Wealth Management Inc. for his views on this topic:

“Waiting for small-caps to outperform has felt like 
waiting for a pot of water to boil when you forgot to 
turn the burner on. Small-caps haven’t outperformed 
the large-cap indices since the early 2000s after the dot 
com bubble burst and the U.S. was coming out of a mild 
recession. Back then, U.S. large-cap stocks had peaked 
at almost a 60% valuation premium to small-cap stocks 
(as measured by forward Price/Earnings (PE).) Recently, 
the markets have reached the same level of valuation 
disconnect. An argument can be made that the large-cap 
trade is maturing.

Valuation alone, however, isn’t enough to reverse the 
trend. Like the cold pot of water, small-cap stocks will 

Barbara Stewart

Figure 1: Large-Cap Valuation Premium / Discount. Large-cap stocks' price-to-earnings ratio, represented by the PE of the S&P 500, 
relative to small-cap stocks' price-to-earnings ratio, represented by the PE of the S&P SmallCap 600. Source: FactSet, Standard & Poors.
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My daughter is thinking about becoming 
an investment advisor. She is great with 

numbers but she is quite introverted and she 
struggles with socializing at times. How much 
socializing is needed to be a successful advisor?
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need a catalyst to gain steam. In the early 2000s, the 
catalyst was earnings growth. From the end of 2000 to 
the end of 2007, small-cap stocks grew earnings 156% 
versus only 11% for their large-cap peers. And during 
that time, small-cap stocks advanced 70% while large-cap 
stocks were up only 22%. Since emerging from COVID, 
at the end of 2021, large-caps have grown earnings by 
8.4%, while small-cap earnings have declined by 15.9%. 
It’s no wonder investors are pursuing larger companies 
which are better capitalized and usually have structural 
competitive advantages.

What could cause small-cap earnings to start to 
outperform? Falling interest rates. Small-cap companies 
tend to carry more debt than their large-cap peers which 
are often flush with cash. Further, the cost of debt for 
small-caps has risen ~200bps from 2021 to the end of 
2023, but only ~100bps for the S&P 500 . Because of this, 
small-caps have a higher proportion of expenses related 
to interest expenses. Assuming the economy holds up, 
moderating interest rates combined with the excessive 
valuation discount could help small-cap stocks find their 
boiling point.

An allocation to small-cap stocks can be a good 
diversification tool. Small-cap indices, like the Russell 
2000 are less concentrated than the large-cap indices. 
The top 10 stocks in the S&P 500 make up almost one 
third of the index, where the top 10 stocks of the Russell 
2000 account for less than 6% of the total index. The less 
concentrated nature of small-cap indices creates greater 
potential to add alpha through in-depth research and 
active management.
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