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In today’s environment, small-capitalization stocks 
in emerging markets (EM) offer compelling reasons 
for consideration. We believe this universe has big 
potential, may deliver consistent returns, and can 
provide diversification in portfolios.

The case for active management in this space is 
equally persuasive, in our opinion. A gauge of EM 
small caps is composed of numerous companies with 
liquidity constraints. Many of these stocks are under-
covered by analysts and typically misunderstood by 
the market. 

Investors tend to focus elsewhere within the 
emerging market equity universe. As such, individual 
stock volatility can be high, and correlations among 
stocks are typically low. We believe this environment 
creates a fertile backdrop for active, fundamental 
investing.

In this paper, we explore the EM small-cap universe.  
We delve into why we believe these companies are likely 
to provide compelling long-term performance and how 
they offer investors exposure to non-U.S. markets.

Competitive historical performance 
The MSCI Emerging Markets Small Cap Index, a  
benchmark that tracks the performance of small 
companies in developing countries, has generated 
attractive long-term gains. The index has returned 
10.1% annualized over the trailing 20 years as of  
March 31, 2022. It has also  added value relative to its 
all-cap counterpart, the MSCI Emerging Markets Index, 
as well as the MSCI EAFE Index, the MSCI EAFE Small 
Cap Index, and the S&P 500 Index over the same time 
period. We believe this relative outperformance should 
continue due to structural advantages in the EM 
small-cap space.
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A case for active management
While small-cap EM stocks have attractive historical 
returns, this has not attracted significant research coverage 
by equity investors. The sector remains a highly inefficient 
area of the market, in our view. Given the large number 
of companies and liquidity constraints, research teams 
are often under-resourced, and as a result, stocks in this 
universe may be under-covered. For example, 43% of the 
MSCI EM Small Cap Index is covered by only two analysts or 
fewer, versus roughly 7% for the MSCI EM Index, according 

to data from Bloomberg (as of 12/31/21). Many dedicated 
emerging market small-cap investment teams are typically  
composed of fewer than three analysts. As such, buy-side 
coverage is likely to be even lower. 

We see opportunities within these constraints. We believe 
this can allow for the development of unique and 
differentiated insights and potential returns that are less 
correlated to global markets.

Emerging market small-cap stocks have historically offered  
competitive short- and long-term returns
%, annualized returns
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Sources: Putnam Investments, MSCI Inc., as of 3/31/22.
Indexes are unmanaged and used as a broad measure of market performance. It is not possible to invest directly in an index.  
Past performance is not a guarantee of future results.
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Low buy-side coverage offers high potential for opportunity  
in EM small caps 
Sell-side coverage for EM and EM small-cap companies (# of analysts)
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Sources: Putnam Investments, Bloomberg, as of 12/31/21. Counts include coverage for 1,352 stocks in the MSCI EM Index universe and 
1,786 stocks in the MSCI EM Small Cap Index.

Furthermore, we believe the capacity-constrained nature 
of the market is another reason EM small caps remain 
under-covered and under-followed. That makes them 
inefficient and fundamentally compelling, in our opinion. 
Our research suggests an EM small-cap strategy starts  
to face liquidity challenges at around $1 billion in assets 

under management (AUM). Strategies with AUM levels 
above this breakpoint will face challenges in buying 57% 
of the MSCI EM Small Cap Index benchmark (by weight) in 
under two weeks at 2% for a hypothetical equal-weighted 
50-company portfolio.
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China’s lower weight in small cap EM index
With this understanding of the historical performance and 
current low coverage and liquidity, we turn to an issue 
of index construction that differentiates the terrain for 
investing in EM small caps. China’s market dominates  
the MSCI EM Index, but not the MSCI EM Small Cap Index. 
Chinese equities represented about 33% of the MSCI EM 

Index and accounted for nearly 52% of the listed names 
as of December 31, 2021. That compares with just 9% 
for the MSCI EM Small Cap Index and roughly 14% of the 
listed companies. We believe this creates an attractive 
complementary case for the inclusion of emerging market 
small-cap exposure in a diversified portfolio.

Capacity-constrained nature of universe contributes to opportunity set
Names in the MSCI EM Small Cap Index and the corresponding liquidity constraints by assets under management
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57% of benchmark weight and 73% of names 
are impacted at $1 billion AUM

Source: Putnam Investments, as of 12/31/21. For illustrative purposes only. Data reflect names in the MSCI EM Small Cap Index with 10 days,  
1/3 trading-value liquidity with less than 5% ownership of outstanding shares for 50-name equal-weighed portfolio AUM. This corresponds to  
a 2% portfolio weight. 
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A smaller role for state-owned enterprises
Aside from the China weighting, a second aspect of index 
construction for investors to note is the MSCI EM Small 
Cap Index’s low allocation to state-owned enterprises 
(SOEs). We believe SOEs do not typically provide attractive 
fundamental opportunities because of their poorly aligned 
incentives, below-average returns, and sector concentra-
tions. SOEs account for just 7% of the benchmark. 

We believe the index’s underweight to SOEs contributes to 
a more favorable index structure. In our opinion, SOEs are 
typically run for employment or other government objec-
tives. They do not represent the best long-term opportunity 
for fundamental growth and maximizing shareholder value. 

The MSCI EM Small Cap Index, in contrast, emphasizes 
sectors and industries that may benefit from innovation-
driven growth, such as industrials, health care, and 
information technology. Such attributes are much more 
appealing to an active strategy with a growth or capital 
appreciation objective.

Country exposures in EM small-cap stocks complement the larger  
EM country composition
Top 10 country sector weights (%) for the MSCI EM Index relative to the MSCI EM Small Cap Index
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Sources: Putnam Investments, MSCI Inc., as of 12/31/21. Excludes exposure to Russia.

SOEs are less represented in the  
EM small-cap universe
Weighted sum of state-owned enterprises
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Sources: Putnam Investments, MSCI Inc., as of 12/31/21.
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The potential benefits of portfolio diversification 
Reflecting the potential benefits offered by the sector and 
the characteristics of the benchmark index, EM small-cap 
shares offer broad diversification opportunities for  
investors. To this end, the MSCI EM Small Cap Index has  
a diversified list of countries and sectors. In addition, 

exposure to this universe offers relatively lower  
correlations to other indexes across cap sizes and  
in developed markets. These include stocks listed on  
the S&P 500 Index (U.S. all-cap equities) and the  
Russell 2000 Index (small-cap stocks).

Small-cap stocks in developing markets offer attractive potential  
for returns and diversification 
Return correlations across indexes

 Lower correlation    Highest correlation

MSCI EM 
Small Cap 
Index (ND)

MSCI EAFE 
Index (ND)

MSCI EM 
Index (ND)

MSCI World 
Small Cap 
Index (ND)

MSCI World 
Index (ND)

Russell 2000 
Index

S&P 500  
Index

MSCI EAFE 
Small Cap 
Index (ND)

MSCI EM Small Cap Index (ND) 100%

MSCI EAFE Index (ND) 85% 100%

MSCI EM Index (ND) 95% 86% 100%

MSCI World Small Cap Index (ND) 84% 92% 83% 100%

MSCI World Index (ND) 83% 96% 84% 94% 100%

Russell 2000 Index 71% 80% 72% 95% 87% 100%

S&P 500 Index 74% 87% 76% 91% 97% 89% 100%

MSCI EAFE Small Cap Index (ND) 86% 95% 85% 94% 91% 79% 81% 100%

Sources: Putnam Investments, MSCI Inc., as of 12/31/21.
Diversification does not assure a profit or protect against loss. It is possible to lose money in a diversified portfolio. As with any investment, there is a 
potential for profit as well as the possibility of loss. Indexes are unmanaged and used as a broad measure of market performance. It is not possible to 
invest directly in an index. Past performance is not a guarantee of future results. 
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The opportunity for active management 
Given this backdrop, small-cap strategies in the emerging  
markets space tend to have high active share, meaning  
portfolios can look very different than the benchmark.  
The median active share for the emerging market  
small-cap eVestment universe on a quarterly basis over 
the trailing 5-year period was roughly 90%, according 
to data from eVestment. Furthermore, over the trailing 
3- and 5-year periods ending December 31, 2021, the 
top-decile performers had higher active share than their 
bottom-decile counterparts. 

Additionally, over the same 3- and 5-year periods, the MSCI 
EM Small Cap Index ranked in the 61st and 69th percentiles, 
respectively, in the eVestment category. This reveals there 
is room for an active strategy to outperform the index, in 
our view. We believe investors will benefit from taking an 
active, best-ideas approach in this universe. 

Conclusion
As investors mull their portfolio allocations in a  
changing market environment, they should consider 
emerging  market small-cap equities. In our view, the  
investable universe offers attractive diversification and  
a modernized landscape, with the opportunity to gain 
exposure to a growing number of companies that could 
eventually become global leaders. 

https://www.putnam.com/?ref=TL911_IN.pdf
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eVestment is a third-party database that provides detailed 
information on investment managers and their products. Based  
on manager input, eVestment independently constructs universes 
using qualitative and quantitative factors. eVestment defines each 
universe and selects the participating managers for the universe  
it determines have similar investment strategies. The investment 
products are organized into peer groups and assessed on an 
ongoing basis to ensure the consistency of a product’s attributes 
within a designated style classification. eVestment does not 
independently verify the data provided by advisers, which forms the 
basis for rankings. Putnam has not verified and cannot verify the 
information from outside sources. Putnam pays a fee to eVestment 
for access to peer rankings and analytical services.

This material is prepared for use by institutional investors and 
investment professionals and is provided for limited purposes.  
This material is a general communication being provided for 
informational and educational purposes only. It is not designed  
to be investment advice or a recommendation of any specific 
investment product, strategy, or decision, and is not intended to 
suggest taking or refraining from any course of action. The opinions 
expressed in this material represent the current, good-faith views of 
the author(s) at the time of publication. The views are provided for 
informational purposes only and are subject to change. This material 
does not take into account any investor’s particular investment 
objectives, strategies, tax status, or investment horizon. Investors 
should consult a financial advisor for advice suited to their individual 
financial needs. Putnam Investments cannot guarantee the 
accuracy or completeness of any statements or data contained in 
the material. Predictions, opinions, and other information contained 
in this material are subject to change. Any forward-looking 
statements speak only as of the date they are made, and Putnam 
assumes no duty to update them. Forward-looking statements  
are subject to numerous assumptions, risks, and uncertainties. 
Actual results could differ materially from those anticipated.  
Past performance is not a guarantee of future results. As with any 
investment, there is a potential for profit as well as the possibility  
of loss. 

This material or any portion hereof may not be reprinted, sold, or 
redistributed in whole or in part without the express written consent 
of Putnam Investments. The information provided relates to Putnam 
Investments and its affiliates, which include The Putnam Advisory 
Company, LLC and Putnam Investments Limited®. 

Issued in the United Kingdom by Putnam Investments Limited®. 
Putnam Investments Limited is authorized and regulated by the 
Financial Conduct Authority (FCA). For the activities carried out in 
Germany, the German branch of Putnam Investments Limited holds 
a permit as a financial investment broker in accordance with  
Sec. 34f para. 1 sentence no. 1 of the German Trade Ordinance and  

is registered under the registration number D-F-16077N8-19 in the 
publicly available broker register. Putnam Investments Limited is 
also permitted to provide cross-border investment services to 
certain EEA member states. In Europe, this material is directed 
exclusively at professional clients and eligible counterparties  
(as defined under the FCA Rules, or the German Securities Trading 
Act (Wertpapierhandelsgesetz) or other applicable law) who are 
knowledgeable and experienced in investment matters. Any 
investments to which this material relates are available only to or  
will be engaged in only with such persons, and any other persons 
(including retail clients) should not act or rely on this material. 
Furthermore this material is only intended for the recipient receiving 
it directly from Putnam Investments Limited and should not be 
forwarded to, or relied upon by, the recipient’s underlying clients. 
Prepared for use with wholesale investors in Australia by Putnam 
Investments Australia Pty Limited, ABN, 50 105 178 916, AFSL No. 
247032. This material has been prepared without taking account  
of an investor’s objectives, financial situation and needs. Before 
deciding to invest, investors should consider whether the investment 
is appropriate for them. 

Prepared for use in Canada by Putnam Investments Canada ULC 
(o/a Putnam Management in Manitoba). Where permitted, advisory 
services are provided in Canada by Putnam Investments Canada 
ULC (o/a Putnam Management in Manitoba) and its affiliate, The 
Putnam Advisory Company, LLC. 

This material is prepared by Putnam Investments for use in Japan  
by Putnam Investments Japan Co., Ltd. (“Putnam Japan”).  Putnam 
Japan is registered with Kanto Local Finance Bureau in Japan as a 
financial instruments business operator conducting the investment 
advisory and agency business, and is a member of Japan 
Investment Advisers Association.  This material is prepared for 
informational purposes only, and is not intended as a solicitation  
to invest in any securities or other financial product in Japan, or 
 to enter into with Putnam Japan an investment advisory contract  
or a discretionary investment management contract. 

Frank Russell Company is the source and owner of the trademarks, 
service marks and copyrights related to the Russell Indexes. Russell® 
is a trademark of Frank Russell Company. 

BLOOMBERG® is a trademark and service mark of Bloomberg 
Finance L.P. and its affiliates (collectively “Bloomberg”). Bloomberg 
or Bloomberg’s licensors own all proprietary rights in the Bloomberg 
Indices. Neither Bloomberg nor Bloomberg’s licensors approve or 
endorse this material, or guarantee the accuracy or completeness of 
any information herein, or make any warranty, express or implied, as 
to the results to be obtained therefrom and, to the maximum extent 
allowed by law, neither shall have any liability or responsibility for 
injury or damages arising in connection therewith.
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