
In focus

Long-term small-cap outperformance
Over the very long term, both UK and US small caps have 
handsomely outperformed large caps. $100 invested in US 
small caps in 1966 would be worth $56,232 today compared  
with $15,576 invested in large caps (Figure 1). UK investors would 
also have earned around four times as much from small caps as 
large caps over the very long run. 

There is also evidence that small caps outperform on a more 
global basis. Research by Elroy Dimson and Paul Marsh of the 
London Business School found evidence of impressive and 

pervasive outperformance by small caps in a study of 30 countries 
between 2000 and 2014. Smaller companies failed to outperform 
in only three countries1. 

However, while small caps outperform over the long run, they can 
also go through extended periods of underperformance as shown 
in Figure 2 (overleaf). The late 1990s is a most recent example of 
this, as the tech bubble in the US and efforts of European pension 
funds to diversify away from their home markets (predominantly 
into overseas large cap markets) contributed to a protracted bear 
market for small caps around the world.

1 The Numis Smaller Companies Indices 2014 Annual Review. Elroy Dimson and Paul 
Marsh, London Business School

Smaller companies (‘small caps’) offer the potential 
for higher returns, although not without risk. The 
wide dispersion of returns among small caps and 
the relative inefficiency of the market also give 
active investors greater opportunity to add value 
compared with investing in larger companies. 
However, investors are also being drawn to 
the market for another reason – the ability to 
navigate and profit from the increasingly disruptive 
environment in which we live. More cumbersome, 
larger, older companies are not always best 
equipped to adapt to such rapid change. Small 
caps, in contrast, can be more nimble and are  
often the driving force behind disruption.
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Figure 1: Long-term small-cap performance has been impressive

 
Past performance is not a guide to future performance and may not be repeated.

Source US: Credit Suisse, S&P. Data prior to March 2006 is Ibbotson. Data from March 2006 is S&P LargeMidCap vs. SmallCap. Data up to April 1 2019. USD return.  
Source UK: Lipper. Data up to March 31 2019. GBP return.  
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Understandably, such cyclicality might cool investors’ enthusiasm 
for small-cap investing. However, we believe that there are 
structural reasons why selective exposure to smaller companies 
can yield better returns than a broad market exposure. This belief 
is based on three key factors: the fundamental attributes of small 
caps, the relative inefficiency of small-cap equities, and the scale  
of the opportunity set. These factors hold true through market 
cycles and provide an opportunity for investors to exploit.

Structural advantages
The fundamental case is based on the fact that small companies, 
operating in relatively large and mature markets, have the 
capacity (albeit rarely realized) to grow disproportionately from  
a relatively low revenue and profits base.

Also, almost by definition, it is only by investing in small  
companies that investors can gain effective exposure to a new 
technology or a market. They are often the driving force behind 
disruption, benefiting from this trend rather than being a victim  
of it (see boxed section overleaf for more detail).

Therefore, small-cap investment success is a function of dynamic 
change in economies and industries. Importantly, these changes 
happen irrespective of the state of the economic cycle and provide 
a multitude of niche growth opportunities in which smaller 
companies can thrive.

The opportunity case is the fact that the small cap market is much 
larger than the large cap market. For example, there are 6,216 small 
cap companies in the S&P Developed Benchmark Index, compared 
with 1,932 large and mid cap companies2. Large cap investors are at 
risk of ignoring the vast majority of the investment universe. 

In addition to a larger opportunity set, small-cap is characterised 
by a different sectoral composition compared to large-cap 
(Figure 3). Unsurprisingly, small-cap is less represented in 
industries which have historically grown through government 
ownership or regulation, such as communication services 
and utilities, but also global sectors dominated by major 
multinationals, such as energy and consumer staples.  
Small-cap tends to be better represented in intrinsically  
more diverse sectors of consumer cyclicals and industrials.

2 Source: S&P. Data as at March 31 2019

Figure 2: Small cap outperformance can go in cycles
Rolling five-year annualized return 
%

Past performance is not a guide to future performance and may 
not be repeated.

Source US: Credit Suisse, S&P. Data prior to March 2006 is Ibbotson. Data from March 
2006 is S&P SmallCap. Data up to April 1 2019. USD return. Source UK: Lipper. Data up 
to March 31 2019. GBP return. 

Figure 3: Sectoral composition of MSCI World versus S&P 
Developed Small Cap
%

Source: Schroders, FactSet PA3, S&P, MSCI. Data as at March 31 2019.

Figure 4: Small caps have less foreign exposure
%

Source: Schroders, Style Research, S&P, MSCI, S&P.  3 year average to March 31 2019 of 
International Sales as a percentage of Net Sales.
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Small caps also tend to be more domestically focused than large 
caps (Figure 4). This means that, even if the broader global picture 
is less encouraging, it can be possible to identify companies that 
are exposed to supportive local growth dynamics. In contrast, large 
caps are more likely to be buffeted by global trends.

While the small-cap universe is large and varied, smaller 
companies have a higher degree of specific risks, at an individual 
stock level. Dependency on one product or market, a small number 
of key executives, higher representation in cyclical sectors and 
typically more limited options for financing are some of the key 
risks for small companies. Diversification is one way to mitigate 
these stock-specific risks, as is thorough research of the strengths, 
risks and vulnerabilities of individual companies. 
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The world is changing fast. Old industries are under 
considerable pressure with innovation and technological 
advances moving at an unprecedented pace. New competitors 
with superior technology can displace companies that have 
dominated their sector for decades. The relentless growth of 
Amazon and the decline of the US brick-and-mortar shopping 
malls is a clear example. Investors need to be alert to this wave 
of disruption. 

While not immune to it, select small-cap companies can benefit 
from this disruption. They are less burdened with layers of 
management and there is less fear of cannibalising existing 
revenues, a major issue for well-established large corporations. 
They can be more nimble and dynamic, making it easier for 
them to remain relevant in this wave of disruption. Three case 
studies are show below: 

Case study 1: Decarbonisation of electricity 
generation – Albioma SA

Albioma SA is a French independent renewable energy 
supplier, operating in French oversees territories and a few 
developing market countries. 

It has a particular niche in having a strong market presence 
in regions cut off from the national network. For example, it 
produces 45% of the electricity on the island of Mauritius.

In Brazil, Albioma drives the circular economy by collaborating 
with sugar mills to burn the waste from sugar cane crushing, 
to generate electricity and steam: the steam and part of the 
electricity are used in the sugar refinery, with surplus electricity 
sold via power purchase agreements (PPAs).

Albioma’s strength in French overseas territories is highlighted 
by a long-term supply contract with EDF (France’s state-owned 
electricity company) to provide electricity in several of those 
territories. This market positioning, and the fact that its power 
plants are designed to operate on variety of fuels, makes it well 
positioned to benefit from President Macron’s announcement 
that France will cease to use coal to produce electricity after 
2022, with a push to replace it with biomass (organic material 
used as fuel). The flexibility of Albioma’s plants means that the 
change in energy source will require less capital expenditure 
than large power companies will be burdened with to convert 
their legacy 100% coal-fired plants.

Case study 2: Electrification of the car - Musashi 
Seimitsu
Musashi Seimitsu is a Japanese auto parts manufacturer.  
It mainly produces transmission and engine parts for cars and 
motorcycles, collaborating with multinational corporations 
such as Honda.  

Case study 3: Disruption enabler – Chroma ATE

 
Disruption does not always have to be associated with well-
known products and come with excessive hype. Just as pick 
and shovel sellers, rather than gold miners, were the ones who 
made fortunes in California’s 19th century gold rush, today’s 
winners can be enablers of disruption, rather than producers 
of disruptive products. 

An example of a disruption enabler is Chroma ATE, a Taiwanese 
electronic testing and measurement equipment manufacturer. 
Chroma used to produce testing equipment for traditional 
power electronics. However, as new technologies have 
emerged, it has substantially reinvented itself. Over the past 10 
years, it has started making testers for wireless solution, LED 
lighting and semiconductor companies. In the last three years, 
electric vehicles have become the key driver of its growth. 
Chroma now sells testing machines to the largest global 
electric vehicle battery producers. 

It also has a growing presence in providing testing equipment 
for other emerging technologies. In the last two years, Chroma 
has also become a key partner of Nvidia, in suppling testing 
equipment for their new graphic processing unit (GPU) chipset, 
which is used in various new artificial intelligence solutions. 
Finally, Chroma enables facial recognition technology on smart 
phones by selling testers to companies in both the Apple and 
Android supply chain.

Case Studies
The proliferation of electric vehicles has the potential to 
reduce the demand for its products, since electric vehicles 
require different and fewer parts than internal combustion 
engine vehicles. Rather than accepting the inevitable drop 
off in demand and becoming a victim of disruption, Musashi 
has revamped itself by developing parts used specially in 
electric motors. As electric vehicles become more prevalent, 
the company can quickly respond to the changing demand by 
ramping up the production of electric vehicle parts. 

The company is also stepping up innovation in the area of 
artificial intelligence (AI), developing automated inspection 
robots for production lines of its metal parts. Moreover,  
it recently signed an agreement with an Israeli company  
to sell this product externally. 

Musashi Seimitsu is a good example of why being nimble 
in the face of changing demand is the key differentiator in 
determining the winners and the losers of disruption. 

Source: Schroders. For illustration only. 

Companies referenced are not intended to serve as any recommendation to buy/sell any security. Some data shown is from third 
party sources we consider reliable.
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Figure 7: Five-year annualized excess returns to end of March 2019

Global US Europe

Small Large Small Large Small Large

Gross of fees

Median 0.3 0 0.3 -0.2 2.2 0.3

Top 25% 2 1.4 2.1 0.5 4.2 1.4

Net of fees

Median -0.9 -1.3 -0.5 -1.1 0.7 -0.9

Top 25% 0.6 0.1 0.8 -0.2 2.1 0.3
 
Past performance is not a guide to future performance and may  
not be repeated.

Source: Schroders, Morningstar. Data as at March 31 2019.

The consequence of these inefficiencies is greater opportunity for 
active small cap managers to outperform. Figure 7 shows the five-
year annualized gross and net of fees excess returns of global, US 
and European active small and large cap funds. In all regions, the 
median small cap gross excess return has been positive, indicating 
that small cap managers on average do add value. Furthermore, 
in all regions, small cap funds have performed better than large 
cap funds. The difference is especially large in the performance 
of top quartile managers. In the latest five-year period, the top 
quartile small and large cap manager gross excess returns were 
2.0% and 1.4% for global mandates, 2.1% and 0.5% for US, and 
4.2% and 1.4% for European funds. This finding corroborates a 
recent report by Wilshire Consulting which showed a similar level 
of performance gap between small and large cap funds3.

3 https://wilshire.com/Portals/0/consulting/research/Wilshire%202018%20Active%20
Management.pdf

Figure 6: Wider dispersion of returns among small-caps
By number of companies – 12 months dispersion of returns

 

Past performance is not a guide to future performance and may 
not be repeated.

Source: Schroders, FactSet PA3, S&P, MSCI. Data as at March 31, 2019. 

Figure 5: Average number of I/B/E/S* estimates per company by size 

*Institutional Brokers’ Estimate System – A system that compiles estimates made by analysts on future earnings of publicly traded companies.  
Source: I/B/E/S, Schroders. Data as at March 31 2019.
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The inefficiency case rests on the fact that the smaller a company, 
the less well followed it is, and therefore the greater likelihood of 
pricing inefficiencies. This can result in greater opportunities for 
active managers to add value. Figure 5 illustrates this by showing 
that the number of broker forecasts declines as companies move 
further down the size spectrum. This relationship holds across all 
markets. There is also greater dispersion in returns among small 
cap companies than large. The best performers perform much 
better than the best large cap companies but the worst do worse 
(in technical terms, the distribution has “fatter tails”, as shown 
in Figure 6). For skilled active investors, this is a happy hunting 
ground.
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Conclusion
Smaller companies can be an additional source of return in global equity portfolios, but not without risk. 
Importantly, investors cannot rely on a mechanical approach when trying to harvest the benefits. Instead, they 
should focus on the fundamental aspects that differentiate the universe of smaller companies, such as larger 
opportunity set and pricing inefficiencies. At the same time, diversification and through research of individual 
companies are key in reducing stock-specific risks. Finally, disruption and technological progress could provide 
opportunities for nimble small companies that are better equipped to keep up with changes.

However, after adjusting for fees, the median net excess returns 
are negative for global and US small cap funds. Because the cost 
of small cap funds is generally higher, the excess return must be 
large enough to cover that cost. Consequently, the fundamental 
advantages of small-cap stocks and manager skill are two 
necessary but not sufficient conditions for delivering positive 
excess returns after fees. The good news for investors is that the 
top quartile of small-cap funds have been able to consistently 
outperform their benchmarks, as seen in Figure 8. This highlights 
the importance of manager selection to benefit from the 
inefficiencies in small caps.  

Finally comparing regions, European small-cap funds have fared 
better than their US and global peers, especially over the last 
five years. This could be explained by the relatively small number 
of European small-cap funds. In the US, there are hundreds of 
small-cap funds competing for same investment ideas. Inevitably, 
in such a competitive environment, it is very hard to consistently 
deliver positive excess returns. 
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Past performance is not a guide to future performance and may 
not be repeated.
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Figure 8: Rolling five-year excess returns of active small cap 
managers
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Important Information
The views and opinions contained herein are those of 
the authors as at the date of publication and are subject 
to change due to market and other conditions. Such 
views and opinions may not necessarily represent those 
expressed or reflected in other Schroders communications, 
strategies or funds. 

This document is intended to be for information 
purposes only. The material is not intended as an offer 
or solicitation for the purchase or sale of any financial 
instrument or security or to adopt any investment strategy. 
The information provided is not intended to constitute 
investment advice, an investment recommendation or 
investment research and does not take into account 
specific circumstances of any recipient. The material is 
not intended to provide, and should not be relied on for, 
accounting, legal or tax advice. 

Information herein is believed to be reliable but Schroders  
does not represent or warrant its completeness or 
accuracy. No responsibility or liability is accepted by 
Schroders, its officers, employees or agents for errors of 
fact or opinion or for any loss arising from use of all or 
any part of the information in this document. No reliance 
should be placed on the views and information in the 
document when taking individual investment and/or 
strategic decisions. Schroders has no obligation to notify 
any recipient should any information contained herein 
changes or subsequently becomes inaccurate. Unless 
otherwise authorised by Schroders, any reproduction of all 
or part of the information in this document is prohibited. 

Any data contained in this document has been obtained 
from sources we consider to be reliable. Schroders has not 
independently verified or validated such data and it should 
be independently verified before further publication or use. 
Schroders does not represent or warrant the accuracy or 
completeness of any such data. 

All investing involves risk including the possible loss 
of principal.

Third party data are owned or licensed by the data provider 
and may not be reproduced or extracted and used for any 
other purpose without the data provider’s consent. Third 
party data are provided without any warranties of any kind. 
The data provider and issuer of the document shall have 
no liability in connection with the third party data. www.
schroders.com contains additional disclaimers which apply 
to the third party data.

Past performance is not a guide to future performance 
and may not be repeated. The value of investments 
and the income from them may go down as well as up 
and investors may not get back the amounts originally 
invested. Exchange rate changes may cause the value of 
any overseas investments to rise or fall. This document may 
contain “forward-looking” information, such as forecasts 
or projections. Please note that any such information is 
not a guarantee of any future performance and there is no 
assurance that any forecast or projection will be realised. 
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