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constituted over 44% of the MSCI World Index even 
though it represented just 8% of global GDP. This 
bubble took over 10 years to unwind and the huge cost 
of not being able to exploit this has been noted.

The benefits of a wide universe have been apparent 

to investors for some time and are well documented3.  
A closely-related extension is that portfolios with more 
stocks are usually more diversified and less likely to 
suffer significant drawdown in returns. Research in 
this area supports the view that there are no prizes for 
concentration and that risk-adjusted returns are inferior 
in portfolios with more concentrated positions.4

The benefits of widening the universe are available 
without the need to generate higher risk than is typical 
in international equities. Even greater rewards can be 
extracted by accessing the premium to value.

Skill – identify and allocate to value-oriented 
stocks
Value investing need not be thought of just in terms 
of a short-term stock selection mechanism, but as part 
of a long-term allocation to which all investors should 
have some strategic exposure. There is a large body of 
evidence documenting that investors have historically 
overestimated the prospects of growth companies while 
simultaneously underestimating value companies. 
There is remarkable commonality between the studies 
regardless of time-horizon or region studied, the 
implication being that investors systematically misprice 
value stocks globally. Fama and French’s landmark 
study in the early 1990s on the performance of low 
price to book value stocks estimated that the premium 
to stocks with the very lowest book/market value (that 
is, cheap stocks) was as much as 13% compared to the 
most expensive stocks in the US universe. The study 
has been updated numerous times and extended to 
international markets with similar conclusions5.

Schroders’ research suggests value investing is 
highly effective in 36 out of 40 countries and is one of 
the best long-term strategies for investing.  One way of 
estimating the size of this premium is to compare the 
return on MSCI World Index and MSCI World Value 
Index over time. Figure 4 shows that the historical 
outperformance of the Value index has been in excess 
of 1.2% per annum, although this more than doubles 
if US stocks are stripped out of the universe.

Although there have obviously been periods of time 
when value investing has not been profitable, it is clear 
that there exists some premium to value investing that is 
reasonably consistent across both country borders and 
time periods. Schroders’ research in this area suggests 
that the value premium can be captured even more 
systematically than in the studies mentioned above, 
by utilising more refined value metrics and, more 
importantly, adopting an unconstrained approach to 
stock weighting rather than using the traditional form 
of capitalisation weighting.  

Removing constraints – non-market cap-
weighting
The benefits of broadening out the investment universe 
have been noted. While in most cases, greater breadth 
will result in both higher returns and reduced risk, this 
is not guaranteed.  Diversification only works when the 
reduction in portfolio risk attributed to adding stocks 

Figure 1:  Benefit of investing in emerging markets – various time horizons

Source:  MSCI, SchrodersNotes: Annualised returns of the MSCI World and 
MSCI All Countries World
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Figure 2:  Technology bubble and burst

Source: MSCI, SchrodersNotes: Annualised returns of the MSCI World and 
MSCI All Countries World
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Figure 3:  Bust in Japan – a bubble that took ten years to deflate

Source: MSCI, SchrodersNotes: Annualised returns of the MSCI World and 
MSCI All Countries World
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that have low correlations with the peer group is not 
offset by high stock specific risk. This is a particular 
problem in capitalisation-weighted indices that are 
often dominated by a handful of mega-cap stocks.

Often, index volatility is actually misattributed 
stock-specific risk as a direct result of this concentration 
in a few stocks (for example, Nortel in Canada, Nokia 
in Finland and BHP in Australia). More generally, 
there is also very marked concentration in mega and 
large-cap stocks in capitalisation-weighted indices 
which crowds out the benefits of mid cap and small 
cap stocks. Taking MSCI World as an example, 62% 
of the index is accounted for by mega cap stocks (that 
is, those with capitialisation greater than $20 billion) 
despite only representing 14% of the universe.  Mid 
cap stocks ($1bn to $5bn) are nearly half the index 
by number but only 10% by weight, while small cap 
stocks (<$1 bn) represent just 0.3% of the index.

This bias away from mid cap and small cap stocks 
reflects a huge lost opportunity. To quantify this, we 
take one of the longest running measures of small-cap 
stocks – the Citigroup Extended Market Index (EMI) 
– and compare its performance with the equivalent 
Broad Market Index (BMI) which also includes small 
cap. As shown in Figure 5, small cap stocks have 
generated a performance enhancement of over 1% 
per annum compared to the BMI and nearer 2% per 
annum when compared to large cap stocks.

Other evidence is also very supportive of a small 
cap effect, particularly in the UK where the excess 
premium to small cap over the past half a century 
has been estimated as 2.8% per annum for small 
cap stocks and more than double that for micro cap 
stocks6. Finally, using data back to the 1920s, Ibbotson 
Associates estimates a premium of 1.7% per annum 
for small cap stocks and 2.7% per annum for micro 
cap stocks7. Ibbotson also found that mid cap stocks 
offered similar returns to small cap stocks but with 
reduced risk and greater consistency. 

Ignoring small cap and mid cap stocks represents 
an opportunity cost, as it goes against the philosophy 
of maximising the breadth of the universe.

Moreover, buying a cap-weighted index is akin to 
momentum investing. It is a buy-and-hold strategy 
that has become entrenched on the assumption that 
the market portfolio is the best reflection of investors’ 
expectations. It has been described as a strategy that 
allocates increasing weight to stocks that are currently 
overpriced relative to fair value, yet reducing allocations 
to stocks that are underpriced to true fair value8. As the 
better value stocks will tend to have smaller weights 
in capitalisation-weighted indices, investors are forced 
to buy less of these while the worse value stocks will 
have larger weights. This results in a natural drag in 
performance in capitalisation-weighted portfolios that 
can be regarded as a market failure. Taking this further, 
value-orientated strategies should not be benchmarked 
against a capitalisation-weighted index. What is true 
for individual stocks is also true for markets, and we 
have already referred to the consequences of the bubble 

in Japan and technology stocks in the recent past.
One response is to move away from capitalisation-
weighted indices by adopting an equal-weighted 
index. Schroders’ research estimates that such a 
strategy would have added nearly 1% per annum on 
average in the US after costs (top 1,000 stocks with 
quarterly rebalancing) compared to a capitalisation-
weighted version. But for investors with any scale, the 
lack of liquidity in smaller cap stocks does not make 
this viable. A more implementable solution proposed 
by Research Affiliates is to replace noisy capitalisation-
based weights with alternative, more stable, measures 
of company size such as cash flow, earnings, dividends, 
etc. For the period 1962 to 2004, their Fundamental 
Indices outperformed the capitalisation-weighted 
reference portfolio by 1.5% to 2.5% per annum with 
lower volatility9.

The benefits of non-market capitalisation weighting 
have also been quantified recently by assessing the 
impact of various constraints on the transfer coefficient 
(that is, the correlation between predicted returns 
and portfolio weights).10 Eliminating this constraint 
increased the transfer coefficient by 46%.11

Figure 4:  The value premium over time

Source:  MSCI, SchrodersNotes: Annualised returns of the MSCI World and 
MSCI All Countries World
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Figure 5:  Benefit of investing in small caps – various time horizons

Source:  Citigroup, SchrodersNotes: Annualised returns of the Citigroup Extended 
Market Index & Broad Market Index

14

12

10

8

6

4

2

0

Re
tu

rn
 (%

p
a)

19
90

-2
00

6 
–

19
93

-2
00

6 
–

19
97

-2
00

6 
–

19
98

-2
00

6 
–

19
99

-2
00

6 
–

S&P/Citigroup EMI Global (Small)

S&P/Citigroup BMI Global (All)

PortfolioConstruction Journal (Summer 2006/07)          81

Products 
(taking stock)



Research Paper

Bringing it all together – a unifying 
strategy
Most portfolio managers concentrate their efforts in 
stock selection and ignore the benefits of increasing 
breadth and reducing the opportunity cost of 
constraints, and neglect considerations of efficiency. 
The issues of breadth and constraints are a free 
lunch that is both exploitable and scalable and often 
overlooked by investors. This paper has highlighted 
some of the pitfalls of being constrained to a narrow 
universe of stocks, particularly one that is heavily 
concentrated by a skew to large cap companies. There 
are simple diversification benefits that can be achieved 
by broadening the universe either geographically or by 
looking further down the size distribution. 

Furthermore, market capitalisation-weighting 
is not necessarily the most efficient stock selection 
technique available against which to benchmark. 
Significant value added can be achieved by simply 
avoiding bubbles and carefully selecting the most 
attractive value opportunities in a diversified fashion 
from the widest possible universe.

These breadth and diversification strategies are 
implementable today. They can be regarded as both a 
more efficient delivery mechanism for market exposure 
and as a source of additional return that can be readily 
exploited. The real benefit of these proposals is in 
how they interact over time to produce risk-adjusted 
returns that are superior to any one approach taken 
independently. In short, the Fundamental Law states 
that investors should play well, play often and limit 
constraints. The last two aspects – breadth and removing 
constraints – are both readily available to investors who 
are willing to deviate from the consensus approach.
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