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International Small Cap 
 

he historical record shows that smaller companies deliver higher 
returns over longer timeframes than their larger compatriots. Ex-

planations abound: one might consider the excess return required 
compensation for taking greater risk, or a gift from overconfident 
CEOs who are willing to pay a premium to acquire small companies, 
or even an illusion born of poor data collection and analysis of the 
asset class. We certainly don’t believe this is a secret; data on US small 
caps is well circulated amongst the investment community and op-
portunities to invest are plentiful. However, we observe that the US 
qualifier to that statement is key – non-US small caps have received 
less attention from investors. 
 
After a September rebalance, Keel Point’s strategic portfolios now 
include an allocation to international small cap companies. Part of the 
rebalance goal was to expand our footprint within global equities - to 
increase the breadth, location, and type of enterprises that our clients 
might profit from. We think that diversifying potential sources of eq-
uity returns and risk makes sense. More horses on the track help 
smooth the inevitable cyclicality of markets. Since international small 
cap is a horse you may not know, we want to dedicate these two pages 
to some data that supports its inclusion in portfolios. 
 
Same Story, Different Protagonist 
 
We begin with some definitions. The MSCI EAFE Small Cap Index 
(what we own via an iShares ETF, ticker SCZ, and what we analyze 
here) owns 2,260 stocks domiciled in developed markets excluding 
the US and Canada. These stocks have a market capitalization below 
$10 billion and an average capitalization of $1 billion. MSCI reports 
that as of August 2017, these stocks have an average forward P/E 
ratio of 15.6, significantly less than the MSCI benchmark that blends 
US and non-US small caps (a 19.1 forward P/E). Non-US small caps 
are currently about 20% cheaper than US small caps.   
 
Figure 1 compares the returns of international small cap stocks to 
international large cap stocks using, respectively, the MSCI EAFE 
Small Cap Index and the MSCI EAFE Index.  We can draw a few 
conclusions from this comparison of rolling twelve month returns. 
First, international small caps differentiate themselves. Sometimes 
this is to the investor’s detriment, especially during the late 1990s. 
More recently, though, the asset class has added value relative to in-
ternational large cap stocks. The entire period shows a 0.8% annual-
ized improvement in returns. However, since 1999, the return pre-
mium is a more impressive 4.8%. 
 

Second, non-US small cap’s absolute level of risk, as measured by 
standard of deviation of returns, is not much higher than large cap’s. 
The former generates about 1.3% more deviation in the data since 
1992, thus asking less of an investor’s mental fortitude than US small 
caps, which experienced 4.3% more variation relative to US large caps 
over the same period per a comparison of the Russell 2000 and Rus-
sell 1000 indices. This risk evaluation is evident on the graph – the 
green small cap line hasn’t experienced significantly worse losses than 
the blue large cap line since the late 1990s.  

 
   
Other Considerations 
 
It’s important to consider what else changes, other than size, when 
you allocate to smaller companies. For example, we observe differ-
ences in regional and sector concentrations within the asset class.  
Figure 2 shows a detailed comparison of two ETFs that mimic the 
two indices considered in Figure 1 - the iShares MSCI EAFE Small 
Cap ETF (SCZ) and iShares MSCI EAFE ETF (EFA). Relative to 
international large cap, smaller companies are generally more concen-
trated in Asia and less in Europe. Japan stands out as prodigious cre-
ator of small companies. France, Germany, and Switzerland are all 
large cap-heavy. This also means the currency risk inherent in non-
US small cap equity investment is skewed towards the yen and away 
from the euro relative to non-US large caps. 
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Figure 1: Rolling 12 Month Returns
Intl Small Cap = MSCI EAFE Small Cap
Intl Large Cap = MSCI EAFE
Source: Bloomberg
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Economic sectors differ as well. Financial, consumer staples, and 
health care companies skew towards large cap, while industrial, tech, 
and real estate take bigger weights in the small cap universe. Figure 3 
shows that some of these differences are quite significant (sourcing 
data from the same ETFs used in Figure 2). Interestingly, a graph 
comparing US small caps to US large caps would show similar tilts. 
One could draw the conclusion that more highly regulated sectors 
foster larger companies, to spread the costs over a larger asset base, 
no matter the home country. 

 

These data give us a partial understanding of why performance might 
differ between the two non-US equity asset classes. All else being 
equal, we expect small caps to deliver a return premium to large caps 
over the long-term. When Japan excels, the yen appreciates, and/or 
the industrial/tech/real estate sectors outperform, we expect a boost 
to that premium. However, if Europe leads, the euro strengthens, 
and/or financials/staples/health care win the day, we expect to see 
underperformance. Naturally, these are just a few drivers of returns, 
as many other factors could also impact long-term performance. 
 
Perhaps the Biggest Benefit 
 
International small cap’s most beneficial attribute for portfolio con-
struction may be its ability to diversify US stocks. Figure 4 shows 
how, when compared to international large cap on a rolling three year 
basis, this asset class provides more differentiation versus the S&P 
500. This benefit was wider pre-financial crisis, but still meaningfully 
today. 

 
Conclusion 
 
We believe the data supports an allocation to international small cap 
equities because the asset class provides a meaningful differentiated 
source of risk (this alone makes it a strong candidate), while also de-
livering excess return over the long-term. Further, it should be a log-
ical leap for those comfortable investing in smaller US companies to 
consider further diversifying equity risk by investing in similar expo-
sure in international markets.     □ 

This material is distributed for informational purposes only. The investment ideas and expressions of opinion may contain certain forward looking statements and 
should not be viewed as recommendations, personal investment advice or considered an offer to buy or sell specific securities. Data and statistics contained in this re-
port are obtained from what we believe to be reliable sources including Bloomberg, iShares, and MSCI but their accuracy, completeness or reliability cannot be 
guaranteed. An index is an unmanaged weighted basket of securities generally representative of a certain market or asset class. An investment cannot be made directly 
in an index. Our statements and opinions are subject to change without notice and should be considered only as part of a diversified portfolio. No conclusion should be 
drawn from any chart, graph or table that such illustration can, in and of itself, predict future outcomes. You may request a free copy of Keel Point's Form ADV 
Part 2, which describes, among other items, risk factors, strategies, affiliations, services offered and fees charged.  
 

Past performance is not an indication of future returns. Securities offered through Keel Point Capital, LLC, Member FINRA and SIPC. Investment 
Advisory Services are offered by Keel Point, LLC an affiliate of Keel Point Capital. Keel Point does not give tax, accounting, regulatory, or legal advice to its 
clients.  The effectiveness of any of the strategies described will depend on your individual situation and on a number of complex factors.  You should consult with your 
other advisors on the tax, accounting, and legal implications of these proposed strategies before any strategy is implemented. 
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Figure 2: International Small Cap Regional Bets
Small Cap Weight minus Large Cap Weight (%)
Source: iShares

-10 -5 0 5 10

Financials
Industrials

Consumer Discretionary
Consumer Staples

Health Care
Materials

Information Technology
Energy

Telecommunications
Real Estate

Utilities
Cash and/or Derivatives

Figure 3: International Small Cap Sector Bets
Small Cap Weight minus Large Cap Weight (%)
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Figure 4: Rolling 3 Year Correlation to S&P 500
Intl Small Cap = MSCI EAFE Small Cap
Intl Large Cap = MSCI EAFE
Source: Bloomberg
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