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Role of Small Cap

Small Cap is an inefficient asset class consisting of a 
large universe of stocks which we believe is relatively 
under researched. This creates mispricing which enables 
alpha generation potential through active stock selection. 
Moreover, it offers diversification benefits. We believe this 
makes it an appealing asset class with the potential for long-
term outperformance which deserves a strategic allocation 
in a diversified plan.

A Review of Small Cap Performance
Studies show that over the long-term, performance has 
favored small cap due to a confluence of reasons, including:

•	 Better structural growth prospects compared to large cap 
companies 

•	 A perceived risk premium due to their smaller size, 
generally less diversified product portfolio and 
geographical exposure

•	 The inefficiency of the asset class due to being relatively 
under-researched which creates significant mispricing. 
This inefficiency is sustained over time as the asset class 
evolves with new entrants

However, there have been short term periods when small cap 
has underperformed as observed in Chart I (overleaf):

- 	 1989-1999 when Enterprise Resource Planning (ERP) 
was adopted by large cap companies improving their 
operational efficiency while small cap companies 
lagged.

- 	 In 2007 with expectations of economic growth peaking, 
followed by the heightened risk aversion during the 
2008 GFC impacting small cap more than large cap. 

- 	 2011 during the European Sovereign Debt Crisis which 
caused significant risk aversion.

- 	 From late 2017 to Q3 2019 during global macroeconomic 
and political uncertainty as well as trade tensions. 

- 	 Year to date 2020 with the Covid-19 pandemic causing 
heightened risk aversion due to restrictive measures 
such as lock downs and social distancing creating 
significant global demand and supply shock affecting 
global aggregate demand resulting in a significant 
decline in global economic growth.

Introduction
This paper sets out the relevance of international small cap 
investment in a post Covid-19 world.

Economies across the globe are still beset with unresolved 
structural and residual effects stemming from the Global 
Financial Crisis (GFC) even though more than a decade has 
elapsed. Debt overhang, slow progress in deleveraging and 
lack of political will to adopt structural reforms and put in 
place adequate social safety nets to cater for populations 
disadvantaged by globalization and automation; coupled 
with unintended consequences of asset inflation driven by 
prolonged accommodative financial conditions resulting 
in widening wealth inequalities continue to plague the 
developed economies.

The emergence of the Covid-19 virus leading to 
implementation of aggressive restrictions across most 
countries has further weakened the sluggish global economic 
growth experienced post the GFC. Developed economies 
have announced expansive monetary and fiscal stimulus to 
protect jobs and businesses so as to position the economy 
for eventual recovery post Covid-19. Whilst the full impact of 
the virus remains unclear, one can only look to the countries 
in Asia to understand the trajectory from detection of the 
virus, restrictive measures implemented to normalization in 

activities and eventual economic recovery. When normalcy 
returns, it is expected that a short-term cyclical bounce is 
likely from the lows of economic activity driven by pent up 
demand and the lagged effects of the stimulus measures 
implemented. However, we believe that the economic 
recovery over the medium and long-term is likely to mirror 
the post GFC recovery - a continuation of modest growth 
with central banks retaining their current accommodative 
financial conditions in the absence of adoption of significant 
reforms, improvement in productivity and enlarged welfare 
safety net. 

Questions arise on the challenges to performance facing 
small cap as an asset class in the short term as well as 
medium to longer term given expectations of modest 
economic growth against the backdrop of a continuation of 
the easy availability of cheap liquidity. This discursive paper 
attempts to revisit the role of small cap in international 
investing. It also raises questions on whether international 
small cap investment remains compelling as an asset class 
with alpha generation potential. It finally reviews how best 
to invest in this asset class highlighting Mondrian’s unique 
valuation approach which is well suited in identifying 
mispricing in this asset class.
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Chart I: Cumulative Performance of MSCI AC World ex US Small Cap and Large Cap Indices 

Source: MSCI
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Definition:
The MSCI Global Investable Market Indexes (IMI) include large, mid cap and small cap segments and provide exhaustive coverage of these size segments by targeting a coverage range of 
close to 99% of the free float-adjusted market capitalization in each market. The Large Cap Indexes target a coverage range of about 70% of the free float-adjusted market capitalization in 
each market; the Mid Cap Indexes target a coverage range of about 15% of the free float-adjusted market capitalization in each market; and the Small Cap Indexes target a coverage range 
of about 14% of the free float-adjusted market capitalization in each market.

Relative Attractiveness of Small Cap
Financial assets including international small cap equities 
have benefitted from a decade of prolonged accommodative 
monetary and liquidity conditions post the GFC. One may 
question the relative attractiveness of small cap. Chart II and 
III below highlight that small cap appears attractive relative 
to its large cap peer as well as its own history. 

The relative valuation appears more compelling with the 
recent underperformance of the small cap asset class during 
the first quarter of 2020 following the Covid-19 pandemic. 
This is even more pronounced when one considers the 
exclusion of outliers during the technology bubble and the 
GFC.

Chart II: Earnings Yield Gap between MSCI AC World ex-US Small Cap and Large Cap Indices 

Source: MSCI
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Chart III: MSCI AC World ex US Small Cap Earnings Yield Over Time 

Source: MSCI
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Active Management is Key
Technology and digitalization have had negative effects 
on some traditional industries but have also lowered entry 
barriers to pave the way for new services and products 
favoring small cap companies. It is inevitable that this 
evolution will observe some winners as well as losers. 
This reinforces the role of active management for alpha 
generation to be unlocked within this large and relatively 
under-researched opportunity set.

Chart IV below highlights that active management thrives 
within small cap with its diverse array of managers typically 
leading to high dispersion in manager returns. However, this

dispersion narrowed in the ten years since the GFC due to 
strong markets supported by loose financial conditions.  
In the last few years, we observed higher dispersion in returns 
with the increase in volatility caused by repricing of risk and 
cost of funding. Looking forward, we believe markets will 
continue to face periods of volatility with a weak economic 
outlook post the Covid-19 pandemic coupled with an 
accumulation of political and social tail risks as a result of 
the last GFC crisis. Thus, we believe this environment would 
continue to observe a relatively high dispersion between 
manager returns, underlining the importance of manager 
selection within active management. 

Chart IV: Peer Group Performance within AC World ex-US Small Cap Universe of Managers
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Returns as of December 31, 2019

3 Years 5 Years 7 Years 10 Years

5th Percentile 19.9 15.0 13.2 13.2

25th Percentile 14.8 10.3 10.9 10.9

Median 12.6 9.1 9.1 9.7

75th Percentile 9.3 7.4 7.8 8.2

95th Percentile 2.5 4.8 6.2 7.8

MSCI Index 9.6 7.0 7.1 6.9
Member Count 57 48 37 25

Disclosure:
eVestment Alliance, LLC and its affiliated entities (collectively, “eVestment”) collect information directly from investment management firms and other sources believed to be 
reliable, however, eVestment does not guarantee or warrant the accuracy, timeliness, or completeness of the information provided and is not responsible for any errors or omissions. 
Performance results may be provided with additional disclosures available on eVestment’s systems and other important considerations such as fees that may be applicable. Not for 
general distribution and limited distrbution may only be made pursuant to client’s agreement terms. All catergories not necessarily included. Totals may not equal 100%. Copyright 
2012-2019 eVestment Alliance, LLC. All Rights Reserved
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Value Investment Style 
Within small cap long-term historical performance has favored the value investment style, similar to large caps.

Chart V: Cumulative Performance of MSCI AC World ex-US Small Cap Value and Growth Indices
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Why Has Value Disappointed Recently?
Contrary to long-term history, since the GFC we have 
observed value investment style being out of favor within 
the small cap asset class with performance favoring growth 
style. 

We believe this was the result of a number of factors 
including: 

a.	 Market distortions driven by central bank policies. 
Low interest rates make growth stocks appear more 
attractive as expectations of strong growth sustained 
into perpetuity are discounted at lower rates, particularly 
for stocks that only produce cash flows in the distant 
future.

b.	 Technology and digitalization creating disruptions in 
a growing list of companies in traditional industries, 
such as financials, energy, industrials and real estate, 
who risk becoming structural losers if they do not adapt 
to seek new products, services or improve operational 
efficiencies.

c.	 A transitional shift away from manufacturing towards 
services and technology, as reflected in the GDP 
composition of economies shown below in Figure I, has 
caused traditional sectors to lag the broad market as 
investors seek faster growing alternatives in the current 
environment of low growth and low interest rates.

Figure I: GDP Composition in Developed and Emerging Economies
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d.	 There are important differences in the composition of 
value and growth indices, as examined in Chart VII below. 
The value index has a higher exposure to traditional 
cyclical sectors such as commodities, financials, and 
real estate compared to the growth index, performing 
less well during periods of economic uncertainty and 
outperforming in periods of reflation and when the 
economy is improving. This was reflected vividly in the 

emerging small cap asset class during the synchronized 
cyclical recovery from late 2016 – mid 2017 as evidenced 
by the strong performance of the value index primarily 
led by cyclicals which were further supported by their 
attractive valuations while defensives lagged (Chart VIII).

Note: We are not addressing the debate on how to classify value and growth stocks and 
simply utilize the MSCI style data in this paper

Chart VII: Composition of MSCI AC World ex US Value and Growth Indices
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Chart VIII: Cumulative Performance of Cyclicals and Defensives within MSCI EM Small Cap Index

Source: MSCI
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Note: Defensive sectors include: consumer staples, energy, health care, telecommunications services, utilities Cyclical sectors include: consumer discretionary, financials, industrials, 
information technology, materials, real estate. Sector returns are derived by using beginning months weights and sector monthly performance. Real estate has been carved out from the 
financials sector for all periods.
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Mondrian Investment Partners Limited  |  Fifth Floor, 10 Gresham Street, London EC2V 7JD, UK  |  London +44 207 477 7000  |  Philadelphia +1 215 825 4500  |  www.mondrian.com
Registered office as above. Registered number 2533342 England. For your security and for training purposes, telephone conversations may be recorded.  
Mondrian Investment Partners Limited is authorised and regulated by the Financial Conduct Authority. Mondrian Investment Partners is a trademark of Mondrian Investment Partners Limited.

Where an MSCI index is used, neither MSCI nor any other party involved in or related to compiling, computing or creating the MSCI data makes any express or implied warranties or 
representations with respect to such data (or the results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy, completeness, 
merchantability or fitness for a particular purpose with respect to any of such data. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third party 
involved in or related to compiling, computing or creating the data have any liability for any direct, indirect, special, punitive, consequential or any other damages (including lost profits) even 
if notified of the possibility of such damages. No further distribution or dissemination of the MSCI data is permitted without MSCI’s express written consent.

Views expressed were current as of the date indicated, are subject to change, and may not reflect current views.

Views should not be considered a recommendation to buy, hold or sell any security and should not be relied on as research or investment advice.

The information was obtained from sources we believe to be reliable, but its accuracy is not guaranteed and it may be incomplete or condensed. All information is subject to change without 
notice.

This document may include forward-looking statements. All statements other than statements of historical facts are forward- looking statements (including words such as “believe,” 
“estimate,” “anticipate,” “may,” “will,” “should,” “expect”). Although we believe that the expectations reflected in such forward-looking statements are reasonable, we can give no assurance 
that such expectations will prove to be correct. Various factors could cause actual results or performance to differ materially from those reflected in such forward-looking statements.

This document is an internal research paper. The material is for informational purposes only and is not an offer or solicitation with respect to any securities. Any offer of securities can only 
be made by written offering materials, which are available solely upon request, on an exclusively private basis and only to qualified financially sophisticated investors.

Past performance is not a guarantee of future results. An investment involves the risk of loss. The investment return and value of investments will fluctuate. There can be no assurance that 
the investment objectives of the strategy will be achieved.

This document is solely owned by and the intellectual property of Mondrian Investment Partners Limited.  It may not be reproduced either in whole, or in part, without the written permission 
of Mondrian Investment Partners Limited.


