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An Active Approach to 
International Smaller Companies 

EQUITIES

BARINGS INSIGHTS

Barings’ Head of Small Cap Equities Nick Williams discusses the characteristics of the 

International Smaller Companies asset class, and explains why an active approach to 

investing in the sector best positions investors to generate attractive returns.

Investing in international small-cap equities offers 

a unique opportunity to gain exposure to a large 

investment universe of highly differentiated and 

idiosyncratic companies operating in niche market 

segments. The sector continues to generate increasing 

interest among investors and asset managers, with 

small/mid-cap funds seeing far greater inflows as a 

percentage of AUM over the past decade than larger 

funds.1 In this paper, we examine the relative risks 

and opportunities associated with smaller companies 

compared to their larger counterparts and detail 

how the long-term performance advantage and 

diversification benefits can help to optimize investors’ 

risk and return profiles. 

The asset class is particularly well suited to active 

management. With more than 2,000 companies at the 

index level, the depth and widespread availability of research 

in the investment universe is rarely exhaustive, creating 

opportunities for focused active management, specifically 

bottom-up stock pickers, to add value in a way that more 

broad passive strategies cannot. Structured fundamental 

research and a bottom-up stock selection process are core to 

our approach at Barings, and we take advantage of the wide 

and diverse opportunity set to select our favored investment 

ideas. The large number of index constituents means that 

no individual company is regarded as a ‘must-hold’ for 

risk-reduction purposes, thereby allowing us to follow our 

conviction to build a portfolio of the best ideas for clients.

1. Source: Bloomberg, Morningstar, J.P. Morgan. Net flows as % of AUM in actively 
managed small/mid-cap funds since 2007. As of September 11, 2018.
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Small-Caps Have Performed Strongly

International smaller company indexes have tended to outperform their larger-cap 

counterparts over the long term, registering higher returns in 14 out of 19 calendar 

years since the turn of the century (FIGURE 1).

By their nature, smaller companies—typically defined as companies with market 

capitalizations of between $250 million and $6 billion, although the benchmark’s 

constituents currently range from about $100 million to $10 billion—may not enjoy 

the scale advantages of their larger counterparts, but it is precisely this smaller 

size that grants the asset class an inherent growth potential and performance 

advantage over the longer term. Smaller companies can also possess a number of 

attributes which have underpinned their strong performance and typically faster 

profits growth (FIGURE 2). They can be innovative and entrepreneurial businesses 

and are often nimble enough to capitalize on opportunities or respond to adverse 

market conditions quickly. The asset class also offers exposure to companies 

focused in specific, niche business areas not directly accessible through 

investment in larger firms. 

FIGURE 1: Small-Cap Equities Have Significantly Outperformed Since 2000 

SOURCE: Barings, Bloomberg, MSCI EAFE versus MSCI EAFE Small Cap in U.S. Dollars.  
As of February 20, 2019.
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FIGURE 2: Percentage of Years Small-Cap EPS Growth Exceeded Large-Cap Since 2002

SOURCE: Barings, Factset Fundamentals, MSCI. As of December 2018.
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Why Take an Active Approach? 

Returns can be More Extreme...

Returns from smaller company investments, while often superior to large-caps, also tend to be more extreme—

both to the upside but also to the downside (FIGURE 3). This lends itself to active stock picking in an attempt to 

select the most attractive opportunities, while avoiding the weaker companies. This is not possible via index-

tracking, or passive investing. 

FIGURE 4: Small-Cap Equities Offer Attractive Risk-Adjusted Returns 

SOURCE: Barings, Bloomberg, MSCI EAFE versus MSCI EAFE Small-Cap. Indexes are total returns in U.S. dollars. Volatility is one  
year daily. Risk-free rate is one month ICE Libor. As of March 11, 2019. 
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...but Sharpe Ratios are Superior to Large-Caps

As a result of the strong performance of smaller companies relative to larger companies over the last 19 years, 

albeit with fatter tails, the Sharpe Ratio, which measures the level of return per unit of risk, of the smaller 

companies index is stronger than that of its larger company peers over this longer term period (FIGURE 4). 

Indeed, research at an index level has shown that the small-cap sector has a more attractive Sharpe ratio than 

equity markets in any other major region across the globe since 2000.2

2. Source: eVestment Alliance. Sharpe ratios of MSCI EAFE, MSCI EAFE Small Cap, MSCI EM, MSCI ACWI ex US, 
Russell 2000 and S&P 500 were compared on an annualized basis. As of June 30, 2018. 

FIGURE 3: Smaller Companies Tend to Have More Extreme Returns Than Larger Counterparts

SOURCE: Barings, MSCI. Chart shows return distributions for MSCI EAFE Small Cap and MSCI EAFE Large Cap Indexes over the  
10 years through 2018. The X-axis shows the returns bucket and the Y-axis is the percentage of observations lying in that bucket. 
The returns are annualized and in U.S. dollars. As of March 13, 2019. 
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When Added to Portfolios, the Picture Improves Further

Reflecting these superior long-term return and Sharpe ratio characteristics of international smaller 

companies, efficient frontier analysis would appear to promote a significant allocation to smaller 

companies in international equity portfolios (FIGURE 5). While these risk-return characteristics 

appear compelling it should be noted that the volatility of smaller companies at the index level 

is greater than that of larger companies. Index-level observations do not always paint the whole 

picture when it comes to volatility, however. The much greater number of constituents in the 

MSCI EAFE Small Cap Index, and smaller average weight of each constituent, will tend to dilute the 

higher stock specific volatility of smaller companies relative to larger companies. Therefore, actively 

managed smaller company portfolios, which typically include between 50 and 150 constituents, 

may well have significantly different volatility characteristics compared to the benchmark index.

FIGURE 5: Adding Small-Cap Equities Reduces Risk While Improving Returns

SOURCE: Barings, MSCI. Using MSCI EAFE Small/Large Cap data over 15 years, in U.S. dollars.  
As of March 7, 2019. 
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FIGURE 6:  Small-Cap Indexes Are More Difficult to Replicate Than Larger-Caps

SOURCE: Barings, MSCI. As of March 6, 2019.

MSCI EAFE Small Cap MSCI EAFE

Constituents 2340 921

Weight of Largest Constituent 0.37% 2.04%

Weight of top 100 Constituents 18.47% 47.36%

Tracking Error of Top 100 Constituents 4.37% 2.11%

Volatility of Index 14.51 14.25

Index Replication can be Problematic 

Similarly, these characteristics counteract index tracking strategies hoping to replicate the smaller 

companies index (FIGURE 6). Index tracking strategies are required—if their aim is to have a low tracking 

error risk relative to this index—to include a large number of individual holdings, which will tend to 

increase costs, and may increase exposure to liquidity risks. As demonstrated below, one can attempt 

to replicate a large-cap index by investing in the top 100 constituents, which corresponds to an exposure 

to roughly half of the total weight of the benchmark. Employing the same strategy with the small-cap 

index results in exposure to just one-fifth of the total weight, and more than double the tracking error.
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FIGURE 7:  Major Differences Between Sector Weightings Don’t Tell the Whole Story

MSCI EAFE Small Cap Index MSCI EAFE Index
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SOURCE: Barings, MSCI. Chart shows major sector breakdowns of MSCI EAFE SC versus MSCI EAFE Large. As of March 6, 2019. 

In IT Consulting & Services (a sub-sector of Information 

Technology), MSCI EAFE Small has 49 constituents and 

a 2.22% weighting, while the large-cap index has only 7 

constituents and a 0.47% weighting. In Biotechnology 

(within Health Care, where at first glance the large-cap 

index is heavier weighted), the small-cap index has a 

1.67% weighting and 33 constituents, while the larger 

index has a 0.64% weighting and just 4 constituents. 

Finally, in Renewable Electricity (which falls under 

utilities), the small-cap index has 8 constituents with a 

0.15% total weighting compared to 1 constituent at 0.02% 

in the large-cap index. So for stock pickers, looking a little 

deeper can uncover compelling opportunities. 

To be sure, the small-cap index also includes significant 

weightings in Industrial sector companies, many of which 

can be highly cyclical. For example, in the Construction 

& Engineering sub-sector, the small-cap index has a 

2.97% weighting and 83 constituents, while the large-cap 

index has a 0.96% weight and 13 constituents. Within 

this small-cap sub-sector, however, the constituents 

include companies with a wide diversity of growth 

opportunities and end markets, from companies 

focused on specific geographic regions and niches, to 

a world-leading environmental consultancy, to leading 

mining equipment and chemical plant designers. The 

constituents of this sub-sector in the large-cap index 

are, by contrast, typically international construction-

concession conglomerates. In other words, the breadth of 

the smaller companies index provides for a wide range of 

stock selection and potential growth opportunities even 

in sectors which might at first glance appear to be very 

exposed to global economic trends.

Sector Weighings Don’t Tell the Full Story

International smaller companies comprise an asset 

class that includes a large number of individual index-

constituent companies, with a further coterie of 

potential investment opportunities not included in the 

benchmark, but within the market capitalization range 

and geographic scope of the benchmark index.

As a result of the combination of the broad scope of 

investment opportunities in the asset class, and the 

relatively high volatility of returns of the constituents  

of the asset class, the opportunities for active management 

to add alpha are more widespread in international smaller 

companies than in many comparable asset classes.

 

Furthermore, the international smaller company asset 

class tends to have greater exposure to sub-sectors 

which have been subject to less global consolidation 

than larger company indexes, which further strengthens 

the case for stock picking. 

Dig Deeper, Uncover Key Differences 

Within the MSCI EAFE family of indexes, at the major 

sector level, the smaller company index may appear to 

have greater exposure to sectors such as industrials, 

and less exposure to healthcare (FIGURE 7).

Within these broad sectors, however, there are significant 

differences between smaller and larger companies when 

looking at deeper sub-sector splits. In some of the sectors 

associated with long-term global growth and sustainable 

development trends, the smaller company index has far 

greater representation than the larger company index. 
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Less Sell-Side Analyst Coverage Creates More Opportunities

The stock selection opportunities arising from a wide range of choice and higher stock specific volatility are further 

enhanced by the relative lack of sell-side coverage of smaller companies compared to the volume of research available 

in other asset classes. The average number of sell-side analysts covering smaller stocks, in a phenomenon that is 

repeated across all geographies, is significantly lower than for larger companies (FIGURE 8). With fewer sell-side analysts 

per stock, and a larger number of companies to cover, the implication is that the average sell-side analyst in the smaller 

market capitalization segment will also have research responsibilities for a larger number of individual companies. 

In this context, it is inevitable that greater information gaps will exist in smaller companies. This may contribute to 

the correlation of returns between different stocks in the smaller companies index being lower than it is for larger 

companies, in addition to returns tending to be more extreme, as noted earlier in the paper.

Conclusion

The broad and diversified international smaller companies universe has demonstrated long-term outperformance over 

larger counterparts and can offer investors a breadth of compelling, niche, growth opportunities. However, it remains 

under-researched, and information inefficiencies stemming from a lack of analyst coverage create very supportive 

conditions to add value through an actively managed strategy, in our view. As active managers we can take advantage 

of the wide and diverse opportunity set to select our favored investment ideas from both on and off-index smaller 

companies, a strategy which can be difficult and costly to replicate through passive investing. Indeed, our experience 

shows that an approach geared toward structured fundamental research and a bottom-up stock selection process that 

focuses on quality, growth and a strict sell discipline can help identify attractively priced, long-term growth companies 

that can outperform the wider market. 

FIGURE 8:  Smaller Companies Have Fewer Analysts Covering Them Than Larger Counterparts

SOURCE: Bloomberg, Factset, JPMorgan. As of January, 31. 2019.
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Our Approach

The Barings approach to equity investing is designed to achieve a strong risk-adjusted return through bottom-up stock 

selection based on our Growth at a Reasonable Price (GARP) investment process. We take a long-term view of the 

companies we research, with explicit 5-year earnings forecasts, and the aim of identifying companies whose returns,  

value creation and ESG characteristics are strengthening, and where this improving trend is not reflected in their valuations.

Bottom-Up Analysis: We conduct a thorough GARP analysis, in addition to assessing management and 

transparency factors. Consistent application of our proprietary and differentiated research process further 

narrows the investable universe, with all research centrally stored and accessible to all investment professionals. 

Environmental, Social and Governance (ESG): We have fully embedded ESG analysis into our process 

by ensuring that a company’s ESG score automatically impacts both the overall score and the price target 

accorded to the company. The framework is proprietary and looks at nine factors for every company, which 

are scored on a sliding scale, from exemplary to deteriorating. We were an early adopter of ESG, which has 

been integral to our investment process for over three years. 

Position Sizing: International small-caps represent a large and diverse alpha pool. At Barings, we have created 

a portfolio of 100 stocks (both on and off-benchmark), and we have the same return requirement of all of them. 

With a 100-stock portfolio, and roughly equal position sizing, adjusted for liquidity, each holding is only 1%, so 

we aim to generate alpha from a variety of different individual stocks and generate small, compounded returns.

Style Consistency: As a consequence of our quality GARP approach, we favor companies with well-

established business franchises, proven management and strong balance sheets. We regard such 

companies as higher quality. In our experience, they offer a level of transparency and stability of earnings 

and share prices that help to reduce portfolio volatility and make it possible to forecast long-term earnings 

growth more accurately.

Sell Discipline: We invest within the range of the market cap constituents of our benchmark index and we 

aim to target companies with 40% upside potential within 9 to 12 months. We strictly adhere to our sell 

discipline, taking profits when the original mispricing has closed, the anticipated catalyst has not appeared, 

or when we have a significantly more attractive investment idea. We aim to avoid companies that are 

subject to price momentum, which is a fairly standard tool implemented by quant funds. In our view, this 

opens up funds to risk because it involves buying price rather than the value creation that we focus on.

Nicholas Williams
Head of Small Cap Equities

Nick is Head of the Small Cap Equities Team and co-manager of the Barings Europe Select Trust, the 

Barings European Opportunities Fund and the Barings International Small Cap strategy. He joined Barings 

in 2004, having previously worked for 11 years at Singer & Friedlander, where he was Head of the European 

desk and a member of the Investment Policy Committee. During his tenure at Singer & Friedlander, Nick 

was responsible for managing both institutional and retail European funds across the capitalization range. 

Nick has a BA (Hons) in English Language and Literature from Corpus Christi College, Oxford.



IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject 

to change without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily 

indicative of the future or likely performance. Investment involves risk. The value of any investments and any income 

generated may go down as well as up and is not guaranteed by Barings or any other person. PAST PERFORMANCE IS 

NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples 

set forth in this document are provided for illustrative purposes only and are not indicative of any future investment 

results, future portfolio composition or investments. The composition, size of, and risks associated with an investment 

may differ substantially from any examples set forth in this document. No representation is made that an investment will 

be profitable or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value 

of investments. Prospective investors should read the offering documents, if applicable, for the details and specific risk 

factors of any Fund/Strategy discussed in this document.

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its global 

affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings 

Japan Limited, Barings Real Estate Advisers Europe Finance LLP, BREAE AIFM LLP, Baring Asset Management Limited, 

Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland) 

Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland 

Sarl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC 

(each, individually, an “Affiliate”).

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale 

of any financial instrument or service in any jurisdiction. The material herein was prepared without any consideration of 

the investment objectives, financial situation or particular needs of anyone who may receive it. This document is not, and 

must not be treated as, investment advice, an investment recommendation, investment research, or a recommendation 

about the suitability or appropriateness of any security, commodity, investment, or particular investment strategy, and 

must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in 

good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual 

portfolio management teams may hold different views than the views expressed herein and may make different 

investment decisions for different clients. Parts of this document may be based on information received from sources we 

believe to be reliable. Although every effort is taken to ensure that the information contained in this document is accurate, 

Barings makes no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of 

the information. 

Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or 

available in their jurisdiction. 

Copyright in this document is owned by Barings. Information in this document may be used for your own personal use, 

but may not be altered, reproduced or distributed without Barings’ consent.

Barings is a $303+ billion* global financial services firm dedicated to meeting the evolving investment and 

capital needs of our clients and customers. Through active asset management and direct origination, we provide 

innovative solutions and access to differentiated opportunities across public and private capital markets. 

A subsidiary of MassMutual, Barings maintains a strong global presence with business and investment 

professionals located across North America, Europe and Asia Pacific.

*As of December 31, 2018
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