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[A Structured Approach for Small Cap Investing: A New Source of Alpha for 

Investors] 

 

[INTRO BY HOST] 

 

Welcome to our podcast on “A Structured Approach for Small Cap Investing.” I’m Amy 

Riggins of Northern Trust and joining us today is Philip DeSantis, vice president and 

product manager of quantitative equities for Northern Trust Global Investments. This 

podcast will be of particular interest to institutional investors who are looking for a risk-

controlled way to generate alpha in the small cap equity arena. Phil, can you first share 

background on some of the dynamics institutional investors encounter as they build out 

allocations to small cap equities? 

 

{PHILIP DESANTIS} 

Certainly Amy. For the past 5 years, the small cap equity asset class has been one of the 

leading contributors to investors’ overall performance. Fueled by today’s low equity 

return environment, the demand for small cap products continues at a rapid pace – despite 

many top-quartile managers closing their doors to new investors. This is particularly 

significant given the wide performance gap among managers and reflects a 

disproportionate level of alpha generation. Historically, investors have opted for 

traditional active management in the small cap space regardless of risk and overlooked 

quantitative strategies. A structured small cap strategy can overcome capacity, risk and 

cost constraints to provide not only a new, but in many cases a zero correlated source of 

alpha in the small cap equity arena. 

 

{HOST} 

Phil, can you explain what you mean by a “structured strategy”? 

 

{DESANTIS} 

A structured investment strategy is a quantitative and trading-based approach to adding 

alpha in the small cap segment. Structured small cap strategies have long-term alpha 
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targets and active risk components, but they are agnostic to bottom-up stock 

fundamentals or top-down market sentiment. The investment philosophy is centered upon 

capturing the small cap premium by utilizing a rules-based process while taking a 

disciplined, risk-controlled approach. The small cap premium has long been recognized 

by academics and investors alike – dating back 25 years to when Rolf Banz found that 

small company stocks provided a higher rate of return adjusted for risk than would have 

otherwise been predicted. That research was later built upon by professors Fama and 

French in the 1990s. The philosophy stresses investing over speculating while attempting 

to exploit not only the size factor but other market anomalies that we believe will persist 

in the future. 

 

Structured strategies tend to focus on obtaining market capitalization and sector 

exposures across the entire small/micro cap universe while maintaining benchmark 

neutrality. An investor can expect a structured strategy to fall in between a pure passive 

and traditional active approach when evaluating alpha targets, tracking risk and 

management fees. Alpha targets and tracking error for a structured strategy often range 

between 200 to 300 basis points through a risk-controlled portfolio construction process. 

 

{HOST} 

How does a structured approach generate alpha? 

 

{DESANTIS} 

What differentiates a structured approach from a traditional active strategy is the potential 

to generate alpha from three sources:  (1) portfolio construction; (2) sophisticated 

trading tactics; and (3) market anomalies surrounding the annual Russell 2000 

reconstitution. 

 

First, a structured portfolio expands the investment universe to access a broader 

opportunity set that includes names within its benchmark, as well as micro cap securities. 

By doing so, the strategy has the ability to capture more of the small cap premium. In 

addition, expanding the small cap universe allows for a more scaleable investment 
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structure, reducing both turnover and market impact during rebalancing. Structured 

strategies often employ an optimization process designed to emulate the characteristics of 

the Russell 2000 Index. Risk controls are set at the sector, security and market cap levels 

in order to maintain benchmark neutrality. This is a key feature that allows the strategy to 

include micro cap names without taking on undesired market risk or volatility relative to 

the benchmark. 

 

The second source of alpha is often derived from implementing cost-effective trading 

techniques. By utilizing patient trading strategies and sophisticated tactics, the strategy is 

able to minimize transaction costs and take advantage of liquidity premiums embedded in 

the bid/ask spread. This can be significant because bid/ask spreads can exceed 2 percent 

when trading in the lower market cap deciles. That is according to Citigroup research – 

based on small-micro cap stocks above $5.00 per share –published in May 2006. Overall, 

this allows the strategy to attempt to capture the liquidity premium when trading instead 

of paying it. 

 

The third source of alpha is a result of the portfolio construction and engineering where 

market frictions are managed via the rebalancing process. Because the investable 

universe spans the entire small cap segment, the strategy is already invested in “high 

impact” names being added to the Russell 2000 benchmark. A research piece entitled 

Index Changes and Losses to Investors – by Chen, Noronha, Singal – published in March 

2005, found that funds tracking the Russell 2000 Index lose between 1.3 percent and 1.84 

percent annually due to expected demand and arbitrage activity around index changes. 

The structured small cap strategy looks to add alpha by exploiting market anomalies that 

typically occur pre and post the Russell Reconstitution. 

 

{HOST} 

What are the benefits of a structured approach? 
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{DESANTIS} 

Amy, investors should consider the following 4 benefits of a structured small cap equity 

strategy: 

 

The first benefit is diversified sources of alpha. As result of the overall investment 

process, each source of alpha is significantly less correlated with traditional active 

strategies. Subsequently, the strategy’s information ratio can be significantly higher – at 

or above 1.0. 

 

A second benefit is risk controls. By optimizing with active risk constraints at the sector 

and security level, benchmark neutrality is maintained while long-term tracking error 

ranges from 200 to 300 basis points. 

 

A third benefit is capacity. Because the strategy’s eligible universe spans the entire small 

cap spectrum, it has a more scaleable investment structure and smaller liquidity footprint 

during implementation. This preserves the small cap premium and reduces transaction 

costs, helping it overcome both the implementation and performance hurdles frequently 

encountered in small cap investing. As a result, the strategy’s capacity can be up to 8 to 

10 billion dollars – much greater than a typical active strategy’s capacity. 

 

Finally, low costs are another major benefit of a structured approach. Due to the scalable 

investment process and low turnover features, management fees can be 50 to 75 percent 

less than traditional active strategies. That is based on competitive fees of a $100 million 

dollar assignment in a commingled vehicle. Investors who are attracted to low-fee 

strategies can consider this as a new alternative to passive management with a marginal 

increase in fees. 

 

{HOST} 

Phil, will you describe how investors might implement a structured small cap equity 

strategy? 
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{DESANTIS} 

Traditionally, investors have favored active management in the small cap space and have 

defaulted to using a passive strategy when active manager capacity has become an issue. 

Because capacity is not a major concern for a structured approach, this strategy can act as 

a replacement to index exposure, and generate alpha cost effectively. 

 

Combining active and structured strategies helps mitigate capacity and yields 

diversification benefits since the alphas of the two strategies are created differently and 

have low correlation. This is because the structured strategy generates diversified sources 

of alpha from the portfolio construction and trading process while an active strategy 

typically generates alpha from fundamental stock selection. Because a structured strategy 

is more risk-controlled and typically has lower tracking error than most active strategies, 

this combination results in a reduction in volatility and risk. This complementary 

approach can be an effective solution for investors seeking new sources of alpha within 

the small cap space. 

 

 

In summary, the continued evolution of quantitative strategies offers both traditional 

active and passive investors new ways to engineer more efficient portfolio solutions. 

Using a structured strategy presents a risk-controlled, cost-effective way of creating alpha 

in the small cap equity segment. We believe quantitative strategies will continue to 

flourish regardless of the market environment as more investors broaden their exposure 

across the small cap spectrum and become better informed of the benefits of a structured 

small cap approach. 

 

{HOST} 

Thank you, Phil. If you’d like more information on small cap investing or would like to 

hear future podcasts from Northern Trust, please visit northerntrust.com/podcasts. 

 

Past performance is no guarantee of future results. All investment strategies involve risk, 

including the possible loss of principal. Investing in small-cap stocks involves a higher 
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degree of risk due to the generally greater volatility of the investments. It is not possible 

to invest directly in any index. Index returns do not reflect the deduction of fees, trading 

costs or expenses. The information in this report has been obtained from sources believed 

to be reliable, but its accuracy and completeness are not guaranteed. Any opinions 

expressed herein are those of the authors and are subject to change at any time without 

notice. This report is provided for informational purposes only and does not constitute 

investment advice or an offer or solicitation to purchase or sell any security or 

commodity. 

 

[END] 


