
Small Cap Portfolio Analysis

We recently conducted an analysis of a professional investor’s small cap equity portfolio, 
structured with equal allocations to a growth manager and a value manager. This approach aims 
to offer style diversification, along with the expectation that in any given market condition, one 
manager should outperform the benchmark, offsetting underperformance from the other. In this 
case, we used the Bloomberg 2000 Total Return Index as the benchmark, and the two managers 
exhibited a negative correlation of excess returns of 0.35, indicating a complementary relationship.

Growth Manager

Wtd. Avg. Market Cap                                $4.1B
Number of Holdings                     112
Up Market Capture                              97.25%
Down Market Capture              95.31%
 

Value Manager

Wtd. Avg. Market Cap                 $4.0B
Number of Holdings                      111
Up Market Capture               98.19%
Down Market Capture                         86.15%

This structure has proven effective, with the portfolio outperforming the Bloomberg 2000 by 
132 basis points annually over the past 13 years. Notably, it outperformed in 10 of those 13 
years. However, two of the three years of underperformance coincided with periods when 
small caps exceeded large caps — a scenario less favorable for this particular structure.

Market Context and 
Potential Challenges

Given the extended period of large-cap 
leadership, some market observers 
believe small caps are set for a stronger 
performance phase. However, this could 
pose challenges for the current portfolio, 
as both growth and value managers have 
weighted average market caps around $4 
billion, which is roughly 30% larger than the 
$3 billion average of the small-cap index. In 
fact, a $4 billion average market cap 
exceeds approximately 85% of the 
constituents in these indices, potentially 
limiting the portfolio’s ability to fully capture 
small-cap rallies. Source: Bloomberg

Past performance is not indicative of future results.

 



Downside Protection Potential vs Upside Participation

Additionally, both managers have historically offered better downside protection than upside 
participation, as shown in their up and down-market capture ratios. This conservative approach 
may restrict returns in a robust small-cap market environment. Research by Furey Research, 
dating back to 1986, indicates that in years when small-cap indices outperformed large-cap 
indices by more than 4%, the four quintiles with the smallest market capitalization companies 
outperformed the largest quintile by nearly 8% annually, while the smallest two quintiles 
outperformed by almost 9.5%.

Opportunity for Portfolio Enhancement

To address this potential headwind, adding a core small-cap manager with a lower average 
market cap and stronger up-market capture could enhance overall portfolio resilience. One 
option to consider is the Penn Capital Smaller Company Equity Strategy, which offers a 
differentiated profile:

Incorporating this strategy into a diversified blend with existing growth and value managers has 
the potential to significantly enhance returns. Historical hypothetical simulations indicate that a 
model portfolio evenly allocated among the three strategies would have yielded average
annual returns of 15.56%, representing an additional 197bps of average annual 
outperformance while producing 534bps of added performance in years where small caps 
outperformed large caps. (shown in table and charts below)

Penn Capital Smaller Company

Style                                                            Small Cap Core
Weighted Average Market Cap        $2.2B
Number of Holdings                      108
Up Market Capture                       116.51 



Conclusion

Incorporating the Penn Capital Smaller Company strategy could enhance the 
portfolio by lowering average market cap exposure and boosting upside participation, thereby
aligning more closely with the potential for small cap market leadership. This strategy also 
introduces exposure to smaller, potentially higher-return companies that are often over-
looked by traditional growth and value mandates, resulting in a differentiated return profile.

Source: Bloomberg
Past performance is not indicative of future results.
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If you would like to learn more about the Penn Capital strategies and how they work with your 
portfolio, please reach out to your sales rep or contact us at Info@penncapital.com



DISCLOSURE:

All data is as of 3/31/204 unless otherwise indicated and requested initially for the exclusive use for an institutional client. IA services are 
offered through Penn Capital Management Company, LLC (“Penn Capital”), an SEC independent investment advisor registered under 
the Investment Advisers Act of 1940. This information should not be used as the primary basis for any investment decision nor, should it 
be construed as advice to meet a particular investment need. It should not be assumed that any security transaction, holding or sector 
discussed has been or will be profitable, or that future recommendations or decisions we make will be profitable or equal the investment 
performance discussed herein.The views and opinions expressed are for informational and educational purposes only as of the time of 
the writing/production and may change at any time. The material may contain “forward-looking” information that is not purely historical in 
nature. Such information may include, among other things, projections, forecasts, estimates of market returns, and proposed or expected 
portfolio composition. All information 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 informa-
tion and it should not be relied on as such. Discussions of securities, market returns and trends are not intended to be a forecast of future 
events or returns. Investing in the stock market involves gains and losses and may not be suitable for all investors. Investing in equity 
securities is speculative and involves substantial risk.  Small cap and mid cap securities may involve more risk than larger-cap securities. 
The use of index performance is for comparison purposes only. Index performance assumes no taxes and does not reflect the payment of 
transaction costs, fees and expenses associated with investments.  Investors cannot invest directly in an index. Diversification and asset 
allocation do not ensure a profit or guarantee against loss.

Back-testing and other statistical analysis is provided in use simulated analysis and hypothetical circumstances to estimate how it may 
have performed. The results obtained from “back-testing” information should not be considered indicative of the actual results that might 
be obtained from an investment. The Firm provides no assurance or guaranteeguarantees that the models shown would have operated 
in the past in a manner consistent with these materials. The hypothetical models have inherent limitations. Alternative simulations, 
techniques, modeling or assumptions might produce significantly different results and prove to be more appropriate. Actual results will 
vary, perhaps materially, from the simulated returns presented.

Hypothetical performance results may have other inherent risks. No representation is being made that any account will or is likely to 
achieve profit or loss. The relevant market and economic conditions that prevailed will not necessarily reoccur. There are numerous other 
factors related to the markets in general which cannot be accounted for. All hypothetical results are presented for illustrative purposes 
only.

Although the statements of fact and data in this report have been obtained from, and are based upon, sources that the Firm believes to 
be reliable, we do not guarantee their accuracy, and any such information may be incomplete or condensed. All opinions included in this 
report constitute the Firm’s judgment as of the date of this report and are subject to change without notice. This report is for informational 
purposes only, does not constitute investment, legal or tax advice, and is not intended as an offer or solicitation with respect to the 
purchase or sale of any security.


