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1 Source: FactSet, State Street Global Advisors from 31 January 2001 to 31 August 2023 . Smaller companies are often in the early stage of their corporate 

life cycle and can offer potential for above market growth. 

 

The Opportunity For Global Small Caps – 

Part II   
 

 

 

The Opportunity For Global Small Caps Part I – Global Smaller Companies Have 
Much To Offer Investors  

At the index level, global small caps have much to of fer investors looking for long term 
capital growth. From January 2001 to 31 August 2023, the global small caps have 
generated higher earnings growth, with outperformance of more than 2% p.a. over MSCI 
large caps and +2.9% p.a. over Australian small caps1. Currently many investors are 
reviewing the opportunity for global small caps given the current relative valuation.  

Small Caps Part II -  Active Management Is More Suited To Global Small Caps  

In this monthly note we shine a light on the greater ability to pick stocks in smaller 
companies compared to larger companies. We find the opportunity for outperformance 
f rom stocks selection is larger across smaller companies and more likely across global 
small caps. The economic rationale is simple - smaller companies are less researched 
resulting in a less ef f icient information f low to investors and the opportunity for an 
information advantage. News from small companies is expected to take longer to be fully 
ref lected in share prices which creates a better opportunity for ef fective stock selection. 
For investors focusing on this less efficient area of the market, it can  of fer potential for 
greater stock picking ability.  

Measuring Stock Selection Ability – The Correlation Coefficient  

A commonly accepted measure of a managers ability to pick relative stock performance is 
to look at the relationship between a manager’s stock views and  performance. Most 
managers will develop an investment process that ultimately ranks expected relative stock 
performance from most favorable to least favorable. To determine if this stock ranking has 
ef f icacy to predict stocks returns we can measure if there is any relationship between the 
stock rankings and subsequent stock returns. The correlation coef f icient can be used to 
measure the average relationship between these ranks and stock returns. It measures 
how much of the variation in ranks can be explained by the variation in the stock returns 
to provide a measure on how much they move together. If  the scores can explain the next 
period’s return you would expect a positive correlation coef f icient.  

 

Figure 1. Information coefficients – a measure of stock selection ability 

 

Correlation 
Coefficient  

Interpretation for Stock Selection Skill 

Positive 
Good - Your stock selection process has some stock selection 
power 

Zero Neutral - Your stock selection process has no stock selection power 

Negative 
Bad - Your stock selection process provides negative stock 
selection insights 

 

Source: State Street Global Advisors 

 
The more powerful the relationship the higher the correlation coef f icient and the greater 
your stock selection capability and expected ability to generate excess returns.  

 

 

 

 
Bruce Apted 
Head of  Portfolio 
Management Australia,  
Systematic Equity - Active 

https://www.ssga.com/au/en_gb/intermediary/mf/insights/the-opportunity-for-global-small-caps
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Developed Markets – Better Stock Selection in Small Caps 
 

In Figure 2 below we illustrate the average information coef f icient (IC) for large and smaller caps across the developed 
markets. On average the small cap IC is 6.2% which is 45% higher than the larger cap IC. The result is consistent across most 
years occurring 88% of the time.  In 2009 the year of  the global f inancial crisis, liquidity likely played a big role in smaller 
companies security movements and may partly explain the lower IC. Interestingly during 2019 the IC for small caps remained 
positive when it was negative for larger caps. Looking to emerging markets we see even stronger results.   

 

Figure 2: Information coefficients higher in smaller companies across developed markets 

 
 
Source, State Street Global Advisors from 31 January 2007 to December 2022. Each month we calculate the information coefficient between the stock 
rankings and the next month’s returns. The annual number represent the average over the year. Past performance is not a relia ble indicator of future 

performance. The information contained above is for illustrative purposes only. 
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Emerging Markets – Better Stock Selection In Small Caps 
 

In Figure 3 below we highlight the average information coefficient (IC) for large and small caps across emerging markets. On 
average the IC for EM small caps is 7.8% which is 66% higher than large caps across the emerging markets universe. Again, 
it is broadly consistent across years occurring in 88% of the 16 years. During the difficult years in 2019 and 2020 the small cap 
IC’s were positive. There were no negative years for small cap IC’s in Emerging markets.  

 

Figure 3: Information coefficients higher in smaller companies across Emerging Markets 

 

 

Source, State Street Global Advisors from 31 January 2007 to December 2022. Each month we calculate the information coefficie nt between the stock 

rankings and the next month’s returns. The annual number represent the average over the year. Past performance is not a reliable indicator of future 
performance. The information contained above is for illustrative purposes only.  

 

Breadth, Liquidity And Market Impact  
Small cap stock selection as measured by the information coefficient is consistently higher across Developed and Emerging 

Markets. The effective number of securities and the opportunity for higher breadth is also greater in the smaller company 

universes.  

 

Figure 4: Effective number of names across Large and small cap universes 

Universe Herf indal-Hirschman Index 

(HHI) 

Ef fective number of  securities ~ 1/HHI 

Developed Market Large Cap 0.73% 136 

Developed Market Small Cap 0.05% 2021 

Emerging Market Large Cap 0.96% 104 

Emerging Market Small Cap 0.09% 1142 
 

Source: State Street Global Advisors as at 30 September 2023. Herfindal-Hirschman Index was designed to measure industry concentration and is applied to 
an equity index. Lower values are less concentrated. 1/ HHI provides an approximation to the effective number of securities in an index. We have calculated 

the 1/HHI for Developed Market Large Cap, Developed Market Small Cap, Emerging Market Large Cap and Emerging Market Small Cap . The information 
contained above is for illustrative purposes only. 
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The opportunity for a large number of independent active positions further builds conviction in an active global small caps 

approach. The main caveat is market impact. Bid ask spreads are larger in smaller companies and trading volumes are lower 

increasing trading costs. Limiting capacity and managing market impact would need to be key to translating better stock 

selection capability into higher active returns for investors.  

 

The Bottom Line 
 
Active management would appear to have an advantage in smaller company universes. We find the information coef f icients 
are consistently higher for smaller companies across both developed and emerging markets and across most time periods. 
Active managers should be able to provide greater excess returns in smaller companies provided they limit capacity and 
manage market impact.  
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Important Disclosures 

Issued by State Street Global Advisors, Australia, Limited (AFSL Number 238276, ABN 42 003 914 225) (“SSGA Australia”).  Registered 

office: Level 14, 420 George Street, Sydney, NSW 2000, Australia · Telephone: +612 9240-7600 · Web: ssga.com. 

The views expressed in this material are the views of Bruce Apted , Head of Portfolio Management Australia, Systematic Equity - Active Team 

through the period ended 25 October 2023 and are subject to change based on market and other conditions. The information provided does 

not constitute investment advice and it should not be relied on as such.  

All information is from SSGA unless otherwise noted and has been obtained from sources believed to be reliable, but its accur acy is not 

guaranteed.  There is no representation or warranty as to the current accuracy, reliability o r completeness of, nor liability for, decisions based 

on such information and it should not be relied on as such.  

Investing involves risk including the risk of loss of principal.  

Equity securities may fluctuate in value and can decline significantly in response to the activities of individual companies and general market 
and economic conditions. Investing in foreign domiciled securities may involve risk of capital loss from unfavor able fluctuation in currency 

values, withholding taxes, from differences in generally accepted accounting principles or from economic or political instabi lity in other nations. 

Investments in small-sized companies may involve greater risks than in those of larger, better known companies.   

The information provided does not constitute investment advice and it should not be relied on as such. It should not be consi dered a solicitation 

to buy or an offer to sell a security. It does not take into account any in vestor's particular investment objectives, strategies, tax status or 

investment horizon. You should consult your tax and financial advisor. 

All the index performance results referred to are provided exclusively for comparison purposes only. It should not be assumed that they 

represent the performance of any particular investment. Because of their narrow focus, sector investing tends to be more vola tile than 

investments that diversify across many sectors and companies. 

The trademarks and service marks referenced herein are the property of their respective owners. Third party data providers make no 

warranties or representations of any kind relating to the accuracy, completeness or timeliness of the data and have no liabil ity for damages 

of any kind relating to the use of such data. 

This document may contain certain statements deemed to be forward -looking statements. All statements, other than historical facts, contained 

within this document that address activities, events or developments that SSGA expects, beli eves or anticipates will or may occur in the future 

are forward-looking statements. These statements are based on certain assumptions and analyses made by SSGA in light of its experience 

and perception of historical trends, current conditions, expected future developments and other factors it believes are appropriate in the 
circumstances, many of which are detailed herein. Such statements are subject to a number of assumptions, risks, uncertainties, many of 

which are beyond SSGA’s control. Please note that any such statements are not guarantees of any future performance and that actual results 

or developments may differ materially from those projected in the forward -looking statements.  

This material is general information only and does not take into account your individual objectives, financial situation or needs and you should 

consider whether it is appropriate for you.  

The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents disclosed to third par ties without SSGA 

Australia’s express written consent. 
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