
MARKET VIEW
INTERNATIONAL SMALL CAP S:  A  ST IMUL AT IN G OP PORTUNI T Y

Additional bond-buying moves by the European Central Bank could extend the rally in the asset class. 
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The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results.

Quantitative easing (QE) may be approaching an end in the United 
States, but the party is just starting in the eurozone.  With the 
European Central Bank’s (ECB) pledge last week to not only continue 
but also possibly extend, if necessary, its bond-buying program 
beyond September 16, 2016, market sentiment is improving, and 
that is supporting the performance of small-cap stocks in the 
eurozone.  

We suggested this possibility in an April Market View (“Interna-
tional Equities: Let’s Get Small”) wherein we explained that, based 
on the experience of Japan and the United states, small-cap stocks 
tend to outperform large caps in the months following the announce-
ments of quantitative easing.    The question we posited at the time 
was, “Would we see a similar response in Europe?”  As Chart 1 
suggests, if the trend line continues, the eurozone’s small-cap 
stocks may be well on their way to outperformance.

Moreover, we believe that non-U.S. stocks in general are poised for 
recovery.  The MSCI ACWI ex-US Index (on a price-return basis) peaked 
on October 7, 2007, and, as Chart 2 indicates, has yet to recover that 
position, unlike the S&P 500 Index, which benefited from the U.S. 
Federal Reserve’s quantitative easing following the financial crisis of 

2008–09.  With quantitative easing just starting in the eurozone, inves-
tors should consider the possibility of a similar recovery, if not further 
gains, in non-U.S. stocks. 

In terms of small-cap stocks, there is an apparent correlation 
between small-cap performance and QE, at least in the developed 
markets, which can be explained by a number of factors peculiar to the 
small-cap asset class.  First, small caps tend to be concentrated in 
growth-oriented sectors, such as information technology and 
consumer discretionary, where valuations are pushed up by investors 
seeking returns in the early stages of recovery.  Second, small-cap 
valuations are supported by the potential for acquisition as larger firms 
seeking growth take advantage of low borrowing rates during a period 
of QE to acquire targets.  Third, divergent monetary policies in the 
United States and Europe have weakened the euro versus the U.S. 
dollar, benefiting eurozone exporters and boosting local economic 
growth and, thus, small caps, which benefit from the stimulation of 
local domestic demand.   

For a more extensive evaluation and a long-term perspective of the 
investment opportunity in international small caps, you might want to 
read our earlier report, “Why International Small Caps Are Big.”  As 
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CHART 1. U.S. AND JAPANESE SMALL CAPS OUTPER-
FORMED AFTER QE—IS EUROPE NEXT? 
PERFORMANCE OF SMALL-CAP STOCKS RELATIVE TO LARGE CAPS  
IN THE MONTHS FOLLOWING THE ANNOUNCEMENT OF  
QUANTITATIVE EASING, POST-2008

CHART 2. LAGGING RECOVERY IN NON-U.S. STOCKS MAY 
LEAVE ROOM FOR ADDITIONAL UPSIDE
NON-U.S. STOCK RETURNS VERSUS U.S. STOCK RETURNS  
(PRICE RETURN ONLY, AS OF 10/15/15)

Source: Bloomberg.
Relative performance is calculated subtracting the large-cap total return from the 
small-cap total return. In the U.S. market: Large caps: Russell 2000® Index minus 
Russell Top 200 Index. In Europe: MSCI Europe Small Cap Index minus MSCE Europe 
Index. In Japan, JASDAQ Stock Index minus Topix 100 Index.

Source: Bloomberg.
U.S. stocks as measured by the S&P 500 Index.  Non-U.S. stocks as measured by the 
MSCI All Country World - ex-US Index.
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that article points out, the historically low correlation between U.S. and 
non-U.S. small-cap stocks (and between non-U.S. small caps and U.S. 
large caps) makes particularly attractive the benefits of portfolio diver-
sification by adding international small caps.  Because international 
small-cap stocks are less likely to rise and fall with their U.S. counter-
parts (and with the broader U.S. market as well), the asset class better 
lends itself to active management strategies, while it complicates the 
outlook for more passive investment strategies.    

History seldom repeats itself, but often there are discernible 
patterns.  We have seen the positive performance of U.S. and Japanese 
small caps following QE in those respective regions, and we believe 
that QE could have similar benefits in the eurozone and in other regions 
where QE strategies are applied. And so far, the data from the eurozone 
seem to support our case.

IMPORTANT INFORMATION

A Note about Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. Small-cap 
and mid-cap company stocks tend to be more volatile and may be less liquid than large-cap company stocks. Small-cap companies also may have more limited product lines, markets, or financial resources and typically 
experience a higher risk of failure than large cap companies. Mid-cap companies typically experience a higher risk of failure than large cap companies.  Investing in international securities generally poses greater risk than 
investing in domestic securities, including greater price fluctuations and higher transaction costs. No investing strategy can overcome all market volatility or guarantee future results.

Market forecasts and projections are based on current market conditions and are subject to change without notice.

The JASDAQ Stock Index is a capitalization-weighted index of all JASDAQ stocks, except the Bank of Japan and stocks assigned to the liquidation post. The index was developed with a base value of 100, as of  
October 28, 1991.

The MSCI Europe Large Cap® Index tracks the large-cap stocks in the MSCI Europe® Index, which is a free float-adjusted market capitalization-weighted index that is designed to measure the equity market performance 
of the developed markets in Europe. The MSCI Europe Index consists of the following 15 developed market country indices: Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy, the Netherlands, Norway, 
Portugal, Spain, Sweden, Switzerland, and the United Kingdom.

The MSCI Europe Small Cap® Index tracks the small-cap stocks in the MSCI Europe® Index, which is a free float-adjusted market capitalization-weighted index that is designed to measure the equity market performance 
of the developed markets in Europe. The MSCI Europe Index consists of the following 15 developed market country indices: Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy, the Netherlands, Norway, 
Portugal, Spain, Sweden, Switzerland, and the United Kingdom. 

The MSCI All Country World ex U.S. Index is a free float-adjusted market capitalization weighted index that is designed to measure the equity market performance of developed and emerging markets excluding  
the United States.  

MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein.  The MSCI data may not be further redistributed or used as a basis for 
other indexes or any securities or financial products. This report is not approved, reviewed, or produced by MSCI. 

The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index.

The Russell Top 200® Index measures the performance of the 200 largest companies in the Russell 1000 Index, which represents approximately 68% of the total market capitalization of the Russell 1000 Index.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries.

The TOPIX 100 Index is a capitalization-weighted index that tracks the performance of the 100 stocks in the TOPIX Index that have the largest market capitalization and are the most liquid. The index was developed with a 
base value of 1000 as of April 1, 1998. The TOPIX Index is also known as the Tokyo Stock Price Index. It is a capitalization-weighted index of all companies listed on the First Section of the Tokyo Stock Exchange.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Neither diversification nor asset allocation can guarantee a profit or protect against loss in declining markets.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor before making an investment decision.
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