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1. The MSCI World ex Australia Small Cap Index 

Background 
The MSCI World ex Australia Small Cap Index (WSCI) in comprised of small cap stocks traded on 
the stock exchanges of 23 Developed Markets (DM) countries (opposed to the All Country World 
Index (ACWI), which contains emerging markets). MSCI’s small cap universe contains stocks with a 
full market capitalization in the range of USD200m – 1,500m, plus a minimum free float-adjusted 
capitalization of at least USD 100m. The largest stock in the index as September 2019 had a market 
capitalisation of USD14b, with the smallest stock’s market capitalisation at USD22m. 

To overcome issues of illiquidity and to ensure a fair representation of all sectors and countries 
MSCI adjusts the market capitalization of the index constituents after considering their free float and 
targets for index inclusion 40% of the full market capitalization of the eligible small cap universe 
within each industry group in each country. 

Error! Reference source not found. illustrates the change in the number of index constituents 
from 2000. With 4,295 constituents (as a February 2020), the index covers approximately 14% of 
the free float-adjusted market capitalization in each country. As detailed in Section 0, United States 
of America (US) domiciled companies dominate the index, with Japan, the United Kingdom, and 

Canada being the only other countries with a material representation in the index. 

Rationale for Investing in the Index 
With the advent of Factor investing in the 1990’s has come the recognition that small cap investing 
is capable of generating consistently superior returns to their larger cap counterparts. Error! 
Reference source not found. illustrates this point, with the MSCI WSCI having achieved superior 
growth to not only the large cap universe but emerging markets and the Australian small cap 

Figure 1: The number of constituents in the MSCI World Small Cap index 
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universe. Despite the superior performance of the Global Small Cap universe, it is associated with a 
higher risk, a point highlighted in Error! Reference source not found., with the WSCI index 
recording the highest volatility (measure through the standard deviation in returns) over that time. 
Section 3 examines the role of volatility within the WSCI universe. 

Figure 2: Relative index performance since 2006 
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2. Detail 

Country Exposure 
A striking characteristic of the WSCI universe is the degree by which US companies dominate the 
weighting within the index. Error! Reference source not found. illustrates that by weight, US 
stocks constituted approximately 62% of the index at as at December 2019. Significantly, the heavy 
presence of US stocks is consistent with the US’s weight in the global large cap indexes. The 
ramification of this characteristic is that index’s performance in the short-term will be heavily 
contingent on the performance of the MSCI US small cap market.   

The continual growth of US stocks in MSCI indexes present unique issues for the management of a 
global small caps portfolio. One consideration is ensuring that the portfolio successfully balances 
the need to maintain geographic exposure while not exposing the portfolio unnecessary country risk 
by becoming too under- or overweight a given country. The other consideration is whether US 
companies will continue to grow, maintain, or reduce their share of the index. This thematic is likely 
to be a long-term trend that will greatly influence the performance of the index and portfolios 
benchmarking against the MSCI WSCI. 
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Per Error! Reference source not found., other countries that make a meaningful contribution to 

Figure 4: 

Figure 3: 
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the WSCI include Japan, the United Kingdom (UK), and Canada, noting the exclusion of Australian 
stocks markets. While it appears that the index is biased towards US companies, it should be noted 
that the number of US companies in the index is proportional less than their weights. For example, 
in 2019 US stock as a proportion of stocks were 42% of the index, yet their combined MSCI index 
weight was 62%. Figure 3 demonstrates this point, along with illustrating how the US constituents 
have increased their significance by both proportion (+11.5%) and index weight since 2000 
(+23.2%). The gains in market weight have predominately come from the UK (-3.3%) and Japan (-
8.5%), while the UK (-3.9%) and German (-3.8%) lost share in terms of domiciled companies in the 
index. 

Sector Exposure  
Since 2000, there has been a significant change in the sector allocation of the MSCI WSCI. Figure 5 
illustrates this trend over the past 20 years. The first change of note is the introduction of the Real 
Estate sector. This change saw the existing stocks transferred from the Financial sector, hence 
explaining the decline of that sector in 2016. Despite the removal of the Real Estate stocks, the 
Financial sector’s relevance was equivalent in 2000 and 2020; noting the significant increase prior 
to the 2008 Global Financial Crisis (GFC) and subsequent decline since then. 

The notable decline in the sector exposures is the Consumer Discretionary sector (-8.7%). The 
Materials and Energy sectors have experienced a minor decline over the 20-year cycle. However, 
similar to the Financial sectors, their weights have demonstrated cyclical tendencies in line with 
commodity prices. In terms of increased relevance, the technology centric sectors of IT and 
Telecommunication Services have increased their index weights by 2.1% and 3% respectively since 
2000. Given the tech bubble collapse in 2000, the increase in exposure to the IT sector is more 
recovery than outright growth. 
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Figure 5: 

Performance: Company Financials 
An important consideration for investors in the MSCI WSCI universe is that while the companies are 
small cap, in relative terms to the Australian market they are large with a mixture of mature and 
growing companies. For example, the market capitalisation of the largest stock in the WSCI would 
place it in the top 20 stocks within Australian market. Therefore, while the companies are deemed 
small it is no reflection on their business models or profitability.  

Error! Reference source not found. provides a summary of the financial performance of the 
stocks in the index, with almost 100% of stocks reporting positive sales. Further, over 80% have 
positive net income, with approximately 75% of stocks providing a dividend, and cash flows appear 
of high quality. The high rate of dividend payments is noteworthy given the tendency for US 
companies not to provide dividends, preferring to either buyback shares or reinvest profits. In 
addition, dividend pay-out ratios will vary across countries, with US firms again more likely to 
maintain lower pay-out ratios due to the previously stated reasons. 
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The ramification of a high proportion of companies reporting positive earnings and cash flows is that 
reducing the investable universe into a single portfolio will rely heavily on other factors, such as size 
and volatility. 

3. Performance 
Given the diversity and the size of the WSCI universe, an initial analysis was undertaken to identify 
possible sources of performance variations within the index by forming portfolios based on the 
decile rank on the stocks with regard to particular metrics. Size, 12-month return momentum and 
volatility were the chosen metrics, with the following charts provide the cumulative returns of these 
hypothetical portfolios. A stock’s MSCI WSCI weighting formed the basis of its weight in each 
portfolio.  

The common feature across all three charts is that higher deciles have tended to outperform the 
lower deciles. With regard to size (Figure 7), the larger stocks have outperformed the small ones, 
with the dynamic becoming more evident since 2011.  

Figure 6 
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Figure 7:  

Figure 8 highlights that the stocks with higher 12 momentum have tended to outperform stocks will 
poor momentum. 

 
Figure 8: 

Concerning volatility, as previously noted that the WSCI exhibits higher volatility than its large cap 
peer group. Given this fact, understanding the effects of the increased volatility become essential. 
From Figure 9 (where decile 1 is the lowest volatility) it is apparent that in planning to achieve higher 
returns one must accept an elevated level of volatility, but too much is detrimental. 
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Figure 9: 

 


