
Global Small Caps* is an often overlooked segment of the market. With
tech stocks and other global mega-caps dominating the headlines, many
investors are unaware of the huge opportunities available in the smaller
capitalisation end of the market.

Small Caps offer investors the opportunity to invest in companies at an
early stage in their growth cycle, and to benefit from the inefficiencies in
the market to access superior returns. Through our extensive research
and experience in this segment of the market, Blue Orbit outlines some
key points on why you should consider a small-cap allocation in your
portfolio. 

*Global Small Caps refers to the universe of stocks covered by the MSCI World Small Cap Index, an index
focused on smaller capitalization stocks in over 20 Developed Markets countries. For more information on
the index, visit www.msci.com
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1. The importance of being diversified
The MSCI World Index (“Large Cap”) is considered to be the starting point for many global investors for
international equities exposure. Large Caps, particularly when accessed via a passive investment or ETF,
is generally viewed as a safe, well-diversified investment. 

However, investing in Large Caps alone will leave you much less diversified than you might think. Despite
the seeming diversification offered by 1,400+ constituents over more than 20 countries, the top 10
stocks account for around 20% of the index by weight, with all being US stocks. The largest individual
stock (Apple) is now more than 4% of the Large Cap index alone.
 
In the MSCI World Small Caps index (“Small Caps”), there is significantly more diversification of index
weight across constituents. With over 4,400 stocks, the top 10 holdings only sum to 2%, with the largest
individual holding at only 0.2%. The Small Caps sector covers approximately 14% of the free-float
adjusted market capitalisation in each country.

The ‘Effective Number of Constituents’ is a measurement of index concentration, showing how many
names within the index actually drive the majority of its returns. Figure one shows Small Caps has a
diversification number of over 2000, while Large Cap has an effective exposure to only 250 stocks. 

Figure one: Were Small Caps immune to concentration?

Source: MSCI*  data at 31 March 2021

2. Buy tomorrow's Tesla - today!
Small Caps are the growth engine of financial markets. Many of the largest mega-cap success stories got
their start in the Small Caps universe and experienced multiples of price gains before making it to the
big leagues. 

Looking for winners in the Small Caps universe allows us to get into these stocks early and benefit from
the early stage price gains, before the coverage and popularity of a Large Cap index addition.

Figure two shows the price movement in Tesla shares, from listing in 2009 to its current share price. The
line shows the date of graduation from the Small Cap to Large Cap universe. 

*“Were Small Caps Immune to Concentration?” June 9, 2021 <https://www.msci.com/research/global-investing-
trends/small-caps-immune-to-concentration>



Figure two: Tesla's rise to the S&P500

Source: Factset

Figure two also shows that the two biggest price runs in Tesla preceded its inclusion in a major index. By
waiting for the stock to graduate into a larger index before buying, investors would have missed out on
much of the potential price gains.
 

3. Less risky than it seems
Small Caps are often assumed to come with significantly higher risk and volatility than Large Caps, which can drive
many investors away from considering this market segment. However, the impact of adding a Small Cap allocation
into a diversified portfolio can actually improve risk and return outcomes. 

Figure three: Risk and return for different portfolio combinations

Source: Factset MSCI, Blue Orbit - 15 year annualised data to 31 October 2021, in USD, unhedged



Over the last 15 years, Small Cap has delivered superior returns to Large Cap, with only a small uplift in
risk. Small Cap has also significantly outperformed Emerging Markets and Emerging Markets Small Cap
indices, on both a risk and return basis.

An investor adding a Small Cap allocation would have seen better risk-adjusted returns in their portfolio
over this time period than investing in only Large Caps or Emerging Markets. The green dot in figure three
shows the improved risk and return profile of a 50% Large Cap + 50% Small Cap portfolio.
.

4. Not so small, after all
When looking at the Small Caps universe, the companies included can be a lot larger than one might think.
The universe encompasses a large number of globally recognised brands that are still small enough to be
left out of many Large Cap-focused portfolios.

With a weighted average market capitalisation of $5bn USD, and with the largest stock’s market cap at over
$10bn USD, it ’s clear that these ‘small ’ companies are not that small.

Source: Blue Orbit

5. Good data where it counts
Global Small Cap stocks occupy the ‘Goldilocks’ zone - small enough to fly under analyst radar,  with huge
room to grow - while still being large enough to have investible liquidity and strong fundamental data
coverage. 

For any investor, particularly quants, access to data that is accurate, timely and reliable is a key foundation
for an investible strategy. 

While MSCI Small Caps might lack in market capitalisation, the quality and availability of financial statement
and market data is extremely good. Participation on global developed market exchanges requires these
companies to meet almost the same standards of disclosure, reporting and audit quality as their Large Cap
counterparts in MSCI World. Corporate governance and disclosure standards in some of these markets,
such as the US and Canada, are significantly more prescriptive than in Australia*.

 *Christiansen H and Kolderstova A (2008). “The Role of Stock Exchanges in Corporate Governance”. Financial Market Trends,
Vol 2009/1, https://www.oecd.org/finance/financial-markets/43169104.pdf



Data on stocks in developed markets is rapidly processed by data vendors into standardised, electronically
accessible formats. Data provided via Factset, for example, will have more than 50% of preliminary company
updates provided within one business day of publication, with 75% within three business days. For the US
market, which constitutes over 60% of the universe by weight, 97% of data is available within three business
days. Moreover, the data itself in raw format is available immediately upon publication. This includes annual
and quarterly reports, along with company updates and news items. Market data such as pricing and volume
is, of course, available instantly. 

While the availability and quality of financial statements and market data of the universe is excellent, Small
Caps are not well covered by research analysts in comparison to their Large Cap counterparts. Given the
huge numerical and geographical size of the investment universe, the lack of broker coverage poses a
challenge for fundamental strategies that depend on these estimates as a key process input. 

Figure four: Analyst coverage of Small Cap stocks

 
Source: Factset

As illustrated in figure four, almost 50% of stocks have five or fewer brokers covering the stock, and around
10% of the stocks have no broker coverage at all.  Across the entire universe, we see an average of around
five analysts per stock, with the best-covered stock having 28 analysts.

This is a great situation for an active investor- the lack of analyst coverage leads to the ability to find
mispriced and overlooked market gems before the market consensus catches on.

MSCI World Small Caps has very good data availability and 
low analyst coverage. Combined with the massive universe 
of stocks, this provides a significantly better opportunity 

for alpha creation than MSCI World.
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Disclaimer and Disclosure
Blue Orbit Asset Management (Blue Orbit) (AFSL 513710) is the manager for the Blue Orbit Asset Management Global
Small Cap Systematic Alpha Fund. The material contained in this communication (and all its attachments) is general
information only and has been prepared by Blue Orbit. It is not intended to take the place of professional advice and
you should not act on any recommendation (if any) made in this communication without first consulting your
investment advisor in order to ascertain whether the recommendation (if any) is appropriate, having regard to your
investment objectives, financial situation and particular needs. Nothing in this communication shall be construed as a
solicitation to buy or sell a security or to engage in or refrain from engaging in any transaction. Blue Orbit believes
that the information and advice (if any) contained herein is correct at the time of compilation. However, Blue Orbit
provides no representation or warranty that it is accurate, complete, reliable or up to date, nor does Blue Orbit accept
any obligation to correct or update the opinions (if any) in it. The opinions (if any) expressed are subject to change
without notice. Blue Orbit does not accept any liability whatsoever for any direct, indirect, consequential or other loss
arising from any use of the material contained in this communication. This communication may refer to the past
performance of a person, entity or financial product. Past performance is not a reliable indicator of future
performance. Investors should obtain the relevant product disclosure statement and consider it before making any
decision to invest. Publication date 1 February 2022.


