
Investing in 
International Small 
Caps: The Polen 
Capital Approach



2 Polen Capital 
Investing in International Small Caps: The Polen Capital Approach

Our long-term goal remains unchanged: 
to deliver compelling absolute returns  
with lower volatility and enhanced  
downside protection.

Polen Capital’s International Small Company Growth Strategy 
follows the same time-tested investment approach and philosophy 
as all Polen Capital strategies. The philosophy is predicated on 
three key pillars: quality, concentration, and growth. This paper will 
explore why we believe that implementing this same disciplined, 
long-term approach to the international small-cap equity 
universe will be particularly effective. Our long-term goal remains 
unchanged: to deliver compelling absolute returns with lower 
volatility and enhanced downside protection.

High-Quality Companies

With over 4,000 companies spanning across nearly 60 countries—
including both developed and emerging economies—we believe 
the MSCI ACWI ex-USA small-cap index offers a vast and diverse 
investment opportunity set. Yet, analyzing which companies have 
what it takes to become tomorrow’s biggest winners requires a 
deep understanding and appreciation for what characteristics and 
behaviors lead to success.

We believe that consistent cash flow and earnings growth is 
the primary driver of intrinsic value and long-term stock price 
appreciation. Hence, we focus our time and energy squarely on 
finding and owning high-quality international businesses that are 
capable of growing and compounding their value at significant 
rates. Additionally, these competitively advantaged companies 
provide attractive downside protection given the resiliency of their 
business models and financial strength.

As a result, we believe that our investment approach is 
well-positioned to take advantage of the less efficient and 
relatively underfollowed market for small-cap companies outside 
the U.S. Our International Small Company Growth Strategy 

adheres to Polen’s five guardrails, ensuring that we seek to own 
only the highest-quality companies we can find. This helps identify 
outstanding businesses that harness the growth within the asset 
class and provide stability across different market cycles. 

Our desired quality characteristics include robust organic revenue 
growth, stable to improving margins, high adjusted returns, 
abundant cash flow, and strong balance sheets. We will not buy 
non-earners or companies that do not have sufficient cash flow to 
‘self-fund’ the ongoing and future needs of the business. 

We also avoid businesses that we do not believe have sustainable 
competitive advantages. This has typically led us away from 
cyclical, highly commoditized industries such as energy, materials, 
telecommunications, and utilities.

Additionally, Polen Capital’s International Small Company Growth 
team assesses business quality in conjunction with our Investment 
Flywheel, as shown in Figure 1. This is a disciplined and repeatable 
framework that we believe captures the characteristics needed 
for a company to grow and compound its value sustainably. While 
many businesses feature some of these elements, we believe only 
the best, highest-quality companies have all these characteristics 
in place. In our opinion, a business can create a virtuous cycle when 
all these components work in concert. Therefore, we believe the 
flywheel is what leads to long-lasting compounding and ultimately 
is what drives outperformance.

To us, quality is a significant factor when assessing the 
fundamentals of international small-cap businesses. As seen in 
Figure 2, companies with high ROE, strong balance sheets, and 
stable earnings growth have historically generated approximately 
300-450 basis points in annualized excess returns in the 
international small-cap asset class over the past five years. This 
suggests that the Polen approach of quality investing is conducive
to positive outcomes in this space, with higher-quality companies 
generating significantly higher risk-adjusted returns.

Our desired quality characteristics 
include robust organic revenue growth, 
stable to improving margins, high 
adjusted returns, abundant cash flow, 
and strong balance sheets.

Polen Capital’s Guardrails

1. Real organic revenue growth

2. Stable to improving profit margins

3. High and/or expanding returns (ROE & ROIC)

4. Abundant free cash flow to reinvest in the business

5. Strong balance sheets

Investing in International Small Caps: The Polen Capital Approach

https://www.polencapital.com/wp-content/uploads/Ten-Thousand-Portfolios-Project.pdf


3 Polen Capital 
Investing in International Small Caps: The Polen Capital Approach

Effective Management

• Strong ability to execute vision
• Acts in long-term best interest of all 

stakeholders
• Process-oriented with consistent & disciplined 

behavior
• A culture that inspires trust, confidence and 

effective teamwork

Value-creating Reinvestment 

• Disciplined expansion around a robust core
• Strong strategic vision and roadmap
• Evidence of reinvestment acumen and capital 

allocation discipline
• Ample opportunity to reinvest to keep the

flywheel in motion

Uniquely Positioned

• Durable competitive advantage
• Attractive market characteristics
• Leadership position
• Solves legitimate customer problem

Repeatable Sales Process

• Evidence of skill & consistency in how business
is run

• Clearly defined process & goals
• Strong customer demand & high customer 

satisfaction
• Superior customer value proposition

Robust Business Model

• Consistent growth in revenue and cash flow
• Strong margins & returns on capital
• Strong balance sheet & liquidity position
• Excess cash flow to reinvest in the business

Figure 1: Source: Polen Capital.

High-Quality Compounding — The Flywheel

Index Returns and Sharpe Ratio1

Index Returns Sharpe Ratio

5 Years 10 Years 5 Years 10 Years

Custom ACWI ex USA Small Cap Quality Index 15.37 13.88 1.08 1.05

MSCI ACWI ex USA Small Cap Index 10.75 8.81 0.61 0.58

Spread 4.62 5.07 0.47 0.47

5 Years 10 Years 5 Years 10 Years

MSCI World ex USA Small Cap Quality Index 14.17 10.33 0.79 0.80

MSCI World ex USA Small Cap Index 11.14 9.74 0.63 0.64

Spread 3.03 0.59 0.16 0.16

Figure 2: Source: Polen Capital, Morningstar. As of 11/30/2021. Returns are presented as percentages.

1

1 Custom ACWI ex. U.S. SC index methodology: Based on MSCI’s Quality Indices Methodology. However, for the ACWI ex-USA Small Cap index (which doesn’t 
have an MSCI quality version of the index) a quality score was calculated based on the statistical Z-score of each security’s return on equity, debt to equity, 
and earnings variability (standard deviation of 5-year EPS growth). Only the top 70 percentile were included in the quality index, and security weights were 
adjusted by the quality score.
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Concentrated, Long-Term Approach

At Polen Capital, we view the quality of the businesses we own as 
the “margin of safety” and have a high hurdle for any company to 
meet our definition of quality. Therefore, it stands to reason that 
we only own roughly 30 companies and have an active share* of 
95 – 99%, as seen in Figure 3. In our view, which is supported by 
academic research, this level of concentration provides adequate 
diversification2 without diluting the portfolio’s overall quality.

Polen’s concentrated approach to investing in high-quality 
companies has historically led to compelling downside 
protection, and our strategy has achieved a downside capture 
ratio of approximately 80% since its inception. We believe this 
characteristic embodies Polen Capital’s mission statement: to 
preserve and grow our clients’ assets to protect their present and 
enable their future. 

Once you identify these outstanding businesses, we believe the only 
way to benefit from the underlying compounding potential is by 
becoming long-term owners of these companies. This is why Polen’s 

2 A study by Evans-Archer in 1968 suggested that a portfolio of no more than 10-15 stocks were needed to achieve sufficient diversification.

*Active share is the percentage of a portfolio’s stock holdings that differ from its benchmark index.

International Small Company Growth team takes a long-term 
approach and seeks to own companies for an average of five years. 
Our business owners’ mindset allows us to focus on what matters 
most and look past short-term market noise and turbulence.

In our opinion, a long-term investment time horizon centered on 
owning high-quality businesses also mitigates volatility. Reducing 
short-term volatility is incredibly difficult with a short time horizon. 
It requires the ability to predict and time market movements, 
including frequent changes in investor sentiment. Instead, we 
believe the best way to mitigate volatility is by employing a 
long-term approach such that short-term, transitory fluctuations 
do not impact performance.

Attractive Growth Opportunities

International small-cap companies can grow at very fast rates. 
One major reason is that high-quality international small-cap 
companies often innovate and disrupt industries across the global 
marketplace. That rate of change is only getting faster in today’s 
highly digitized economy. Therefore, we see exciting potential 
opportunities available to smaller, more agile companies that 
embrace digital transformation. 

As Figure 4 shows, international small-cap earnings have grown 
faster than other asset classes during the five-and seven-year 
periods ending in 2019. These periods precede the distortions 
caused by the pandemic in 2020 and, we believe, appropriately 
highlight the outsized growth of the category. 

International Small Company Universe

Active Share & Holdings: Polen ISC Vs. Peers

Figure 3: Source: Morningstar, Polen Capital. As of 08/01/2021.  

Methodology: Peers (green dots) consist of 40 mutual funds within the 

diversified international small-cap space. Only includes funds where active 

share data  is available.
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Excluding 2020 (Through 2019)

Index 5 Year 7 Year

MSCI ACWI xUS SC 6.5% 9.0%

S&P 500 6.2% 7.0%

Russell 1000 5.5% 6.4%

MSCI ACWI 3.0% 4.1%

MSCI ACWI xUS -0.1% 0.5%

MSCI EM 0.5% -1.7%

MSCI World 3.0% 5.0%

MSCI World xUS -0.6% 2.9%

Figure 4: Source: Bloomberg. As of 1/3/2021
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We expect the small companies we own today will be tomorrow’s 
large-caps as they compound their growth over the long term. For 
our strategy, we estimate the companies we own will compound 
their earnings in excess of 20% over the next five years while 
maintaining higher earnings stability or “quality” than their peers. 
Simply put, we are constructing concentrated, high-quality growth 
portfolios with the simple goal of aiming to deliver double-digit 
investment returns with lower levels of risk. 

We are constructing concentrated, 
high-quality growth portfolios with the 
simple goal of aiming to deliver double-digit 
investment returns with lower levels of risk.

Summary

In conclusion, we think the international small-cap space is ripe 
with compelling investment opportunities for the Polen investing 
discipline. We believe quality, concentration, and growth are 
the keys to delivering attractive risk-adjusted returns to our 
clients. The Polen International Small Company team conducts 
deep fundamental research on an elite group of high-quality 
growth companies that stand apart from the 4,000 companies 
in the international small-cap universe. In our opinion, Polen’s 
philosophical adherence to guardrails and quality focus makes 
international small-cap equities an ideal universe. Our objective is 
to own high-quality companies today that can compound and grow 
sustainably over the long term, graduating to become large-cap 
leaders of the future.
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This information is provided for illustrative purposes only. Opinions and 
views expressed constitute the judgment of Polen Capital as of December 
2021 may involve a number of assumptions and estimates which are not 
guaranteed and are subject to change without notice or update. Although 
the information and any opinions or views given have been obtained from 
or based on sources believed to be reliable, no warranty or representation 
is made as to their correctness, completeness, or accuracy. Opinions, 
estimates, forecasts, and statements of financial market trends that 
are based on current market conditions constitute our judgment and are 
subject to change without notice, including any forward-looking estimates 
or statements which are based on certain expectations and assumptions. 
The views and strategies described may not be suitable for all clients. 
This document does not identify all the risks (direct or indirect) or other 
considerations which might be material to you when entering any financial 
transaction.

This information should not be construed as a recommendation to 
purchase, hold or sell any particular security. Holdings are subject to 
change without notice. There is no assurance that any securities discussed 
herein will be in the portfolio at the time you review this post or that any 
securities sold have not been repurchased. The securities discussed do 
not necessarily represent the entire portfolio. It should not be assumed 
that any of the securities, transactions or holdings discussed were or will 
prove to be profitable or that any investment recommendations we make 
in the future will equal the investment performance of the securities 
discussed herein. For a complete list of Polen Capital’s past specific 
recommendations for the last year, please contact info@polencapital.com.  
Past performance does not guarantee future results and profitable 
results cannot be guaranteed.

The volatility and other material characteristics of the indices referenced 
may be materially different from the performance achieved by an 
individual investor. In addition, an investor’s holdings may be materially 
different from those within the index.  Indices are unmanaged and one 
cannot invest directly in an index.

The S&P 500® Index is a widely recognized, unmanaged index of 500 
common stocks which are generally representative of the U.S. stock 
market as a whole.

The Russell 1000® Index is a widely recognized, unmanaged index of 
1,000 common stocks which are generally representative of the U.S. stock 
market as a whole.

The MSCI ACWI index captures large and mid cap representation across 
23 Developed Markets (D.M.) and 24 Emerging Markets (E.M.) countries. 
With 2,470 constituents, the index covers approximately 85% of the 
global investable equity opportunity set.

The MSCI ACWI ex USA captures large and mid cap representation across 
22 of 23 Developed Markets (D.M.) countries (excluding the U.S.) and 24 
Emerging Markets (E.M.) countries*. With 2,154 constituents, the index 
covers approximately 85% ofthe global equity opportunity set outside 
the U.S. The MSCI ACWI (ex-USA) is maintained by Morgan Stanley 
Capital International and is comprised of stocks from both developed and 
emerging markets.

The MSCI Emerging Markets Index is a market capitalization weighted 
index designed to provide a broad measure of equity-market performance 
throughout the world and captures large and mid-cap representation 
across 27 emerging markets countries. The MSCI Emerging Markets Index 
is maintained by Morgan Stanley Capital International.

The MSCI ACWI ex USA Small Cap Index captures small cap 
representation across 22 of 23 Developed Markets (D.M.) countries 
(excluding the U.S.) and 27 Emerging Markets (E.M.) countries. With 4,382 
constituents, the index covers approximately 14% of the global equity 
opportunity set outside the U.S. The MSCI ACWI ex USA Small Cap is 
maintained by Morgan Stanley Capital International and is comprised of 
stocks from both developed and emerging markets.

The MSCI World ex USA Index captures large and mid cap representation 
across 22 of 23 Developed Markets (D.M.) countries -excluding the U.S. 
With 931 constituents, the index covers approximately 85% of the free 
float-adjusted market capitalization in each country.

The MSCI World Index captures large and mid cap representation across 
23 Developed Markets (D.M.) countries*. With 1,555 constituents, the 
index covers approximately 85% of the free float-adjusted market 
capitalization in each country.

Active share is the percentage of a portfolio’s stock holdings that differ 
from its benchmark index.

Going Beyond with Polen Capital

Polen Capital is a team of experienced investment industry 
professionals who share an unwavering commitment to our clients, 
investors, community and each other. We have been dedicated 
to serving investors by providing concentrated portfolios of 
the highestquality companies for more than three decades. At 
Polen Capital, we have built a culture of results, and in this, an 
inherent belief in going beyond what’s expected for the people and 
communities we serve.

Connect with Us

For more information on Polen Capital visit www.polencapital.com 
and connect with us on LinkedIn.

Past performance is not indicative of future results. There can be no 
assurances that any portfolio characteristics depicted herein shall 
be replicated in the future.


