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The power of portfolio flexibility
and why it’s so important today

he equity opportunity set for emerging markets
has changed dramatically over the past three
decades, but institutional investors have gener-
ally not put those changes to good use in their portfolios.

Whether seeking to increase funded status, meet return
targets or improve portfolio diversification, institutional
investors need to be risk aware when investing in inter-
national and emerging market strategies. Yet traditional
approaches to risk management can be limiting.

Many investment managers apply strict portfolio con-
straints under the guise of risk management best prac-
tices. These constraints often include limits on sector
weightings, geographic concentrations, minimum levels
of portfolio holdings and/or market capitalization require-
ments. Though designed to reduce potential return vari-
ance, typically in relation to a particular benchmark, they
can constrain excess return potential. Overly restricting
a potential investment universe can work against active
managers’ ability to fully exploit research and market mis-
pricing opportunities.

Jeff Feng, senior portfolio manager and co-lead portfolio
manager of the Invesco International Select Equity Strate-
gy, used the example of a retail consumer to illustrate the
point about the trouble with constraints.

Feng said a consumer who is free to purchase from any
retailer without restriction can make more informed choic-
es — and likely better purchases in terms of price, quality
and overall value — than one who must spread purchases
across, for example, 50 retailers, must restrict purchases
from retailers headquartered in certain countries or make
purchases only from retailers with a minimum of $1 billion
in annual sales. “Applying the same logic to investment
management suggests that greater selection choice com-
bined with effective security research can offer a more fa-
vorable position to generate excess returns,” he explained.

LIMITATIONS OF A CONSTRAINED APPROACH

What’s more, institutional investors can develop a false
sense of security with a portfolio that has conventional
constraints. Country constraints, for example, usually cat-
egorize companies based on the location of their senior
managements or the exchanges they are listed on. But
Feng said that where a business derives its underlying
revenue is much more indicative of its risk profile.

Similarly, sector limitations can be problematic given the
somewhat blurred nature of industry classifications. Feng
said that beyond energy, materials and financials, few
businesses fit neatly into a sector in which constituents
are consistently more highly correlated within than out-
side the segment. He also noted challenges such as when
S&P Dow Jones Indices and MSCI shifted several promi-
nent companies from the technology sector to a newly re-
named communications services sector, which had been
called telecommunications services.

“Are Netflix, Facebook, TripAdvisor and Google more
closely correlated with traditional communication stal-
warts like AT&T and Verizon?” he asked. Truly understand-

ing how a company generates revenues and its underlying
business prospects are much more insightful into risk ex-
posures then what may be an arbitrary, and at times even
potentially misleading, classification.

That’s why Feng and his fellow portfolio manager on the
Invesco International Select Equity Strategy focus on
businesses and their fundamentals and pay less attention
to sectors, regions and size.

Another reason: “Great businesses tend to outperform
long term,” said Matt Peden, senior portfolio manager and
co-lead portfolio manager of the Invesco International Se-
lect Equity Strategy.

“In our view, having the discipline to focus on buying great
businesses at a discount to intrinsic value, even if the mar-
ket seems to be moving against you short term, is how you
put the odds of consistent investment success in your fa-
vor,” he said. “Factor macro events into your analysis, but
don’t let any potential noise distract you from investing in
great businesses. No one can really predict the outcome
of volatile issues such as trade wars or Brexit.”

The International Select Equity Strategy has no limitations
on geographic, sector or market capitalization allocations
except for a 30% cap on emerging market exposure.

“We try to avoid constraints that limit alpha generation but
do not create the diversity that is intended,” Feng said. “A
good example is country constraints. We focus on where
the revenue is being generated rather than the domicile
of a business. We believe that by truly understanding the
business drivers and geographic distribution of revenues,
even a concentrated portfolio can be diverse.”

The strategy typically holds between 30 and 45 positions,
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with the belief that a concentrated portfolio allows the
team to make fewer, better investment decisions.

“Owning fewer names allows us to intimately understand
each company and maintain our conviction throughout
periods of volatility,” Feng explained. “We are disciplined
about selling positions when we identify a more attractive
opportunity, there is downside risk from valuation, or our
thesis is no longer intact.”

WHY RESEARCH IS KEY

To make those investment decisions — any investment de-
cision, really — research is critical. Wall Street is flooded
with information from brokerages and independent re-
search firms but some managers trust their own research
and use outside research mainly for another perspective.
In an unconstrained portfolio context, in-house research
is critical for portfolio construction.

“We conduct thorough independent research, relying on
proprietary information rather than Wall Street research,”

MAJOR BELGIUM-BASED BREWER DERIVES MOST OF ITS REVENUE ABROAD
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Country Percent of
total revenue

United States 24.0
Panama 18.8

Brazil 14.3

India 9.6
Australia 5.1

Canada 4.4
Argentina 3.1

Chile 1.4
Belgium 1.3

Other 18.0

Source: FactSet Research Inc., as at Dec. 31, 2019. In 2018, reported revenue was $54,619 million USD worldwide. On the same basis, net revenue from
external customers attributable to the country of domicile represented $710 million USD, representing only 1.3% of total revenue. The above company
was selected to illustrate how we focus on where revenue is generated rather than the domicile of a company. This information is subject to change and

this is not to be construed as a buy/sell recommendation.



Peden said. “We believe that significant outperformance
comes from independent ideas rather than following the
crowd.

“In addition to regular dialogue with the management
teams that we invest in, we also speak to customers, com-
petitors, suppliers and industry experts,” he said. “Our
preference is to conduct on-the-ground research that
includes one-on-one meetings with management, or on-
site visits where we can assess a company’s operations
firsthand.”

That research effort also includes combing through pub-
licly available source documentation and publications
covering competitors, customers, suppliers and other
pertinent industry participants, Peden said, adding that
the team’s ability to generate repeatable, long-term alpha
is in no small part due to the fact that the team’s research
leads it to different conclusions than the broader market.

The unconstrained approach can produce what Feng
called “meaningful” portfolio shifts in sector, country
and market capitalization over time, based on where the
team’s research uncovers the greatest relative business
and underlying growth value. The one real constraint is a
limit of 30% in emerging markets. Without that restriction,
the portfolio could, at times, become an emerging markets
mandate.

PORTFOLIO TILTS TOWARD SMALL CAP

Currently, for example, the Invesco International Select
Equity Strategy is showing a small-cap bias.

Feng explained that small-cap exposure doubled to 38%
at the end of the third quarter last year from 19% at the
end of the third quarter of 2017, and the shift has been
based solely on individual security selection rather than
top-down calls. Still, he said that some overarching market
drivers have made the broad small-cap segment relatively
more attractive over the past few years.

First, a surge of assets into large-cap passive strategies
has likely helped fuel recent growing performance diver-
gence between large- and small-cap stocks. Feng pointed
to an increase in sales flows to the top international ex-
change-traded funds, which are predominantly composed
of large- and mid-cap stocks. Because smaller-cap com-
panies comprise a small percentage of most international
stock indexes, these flows have had a much greater impact
on the valuations of larger-cap company share prices.

In addition, some strategies might not own small-cap com-
panies that are index constituents because full index rep-
lication is often inefficient and uneconomical, particularly
for smaller, less liquid stocks.

Second, larger companies typically have greater Wall
Street brokerage analyst coverage, which leads to greater
interest in those company stocks. Feng said that more
brokers are producing frequent and extensive research on
larger, more actively traded companies and that research
garners greater commission revenues. They thus produce
sparse, if any, coverage on smaller and more illiquid com-
panies that may be less profitable for them to cover.
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SIGNIFICANT TWO-YEAR PERFORMANCE DIVERGENCE BETWEEN SMALL- AND LARGE-CAP STOCKS
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Indexes are not investable. Past performance is not a guarantee of future results.

Once again, Feng has an illustration to make the point. Af-
ter examining the number of analysts covering each com-
pany in the Invesco International Select Equity Strategy,
Feng and his team found, not surprisingly, that larger-cap
companies received significantly greater — just over dou-
ble, on average — analyst coverage than small companies.
The three smallest companies in the portfolio were cov-
ered by a mere four analysts, on average, most of whom
were employed by small regional brokerages.

“We believe greater analyst coverage translates into more
investor interest and more widespread ownership,” Feng
said. “Conversely, smaller and more illiquid companies
are subject to thinner coverage and likely to draw less
portfolio manager interest. Hence, these companies may
be more prone to be overlooked.”

BIAS WORKING

Peden explained how this bias has worked in the portfo-
lio’s favor.

“We’ve been finding opportunities in less widely followed
businesses that are off-benchmark or aren’t major com-
ponents of the index,” he said. “Regionally, we have found
several businesses in the U.K. that were indiscriminately
sold off because of Brexit concerns. Although these busi-
nesses are domiciled in the U.K., they obtain most of their
revenues globally.”

He added that the team has identified investment opportu-
nities in Chinese domestic consumer-related industries as
a result of tariff disputes depressing valuations. While the
trade agreement signed in January between China and
the U.S. eased investors’ concerns, it could still prove dif-
ficult to enforce and be potentially problematic.

“We believe the businesses we own will have strong de-
mand for their products and services over the long term,”
Peden said. “Any short-term weaknesses provide oppor-
tunities to buy more of the high-quality companies we own

or new businesses trading at significant discounts to in-
trinsic value.”

Feng said the approach is bearing fruit.

“Over the past two years, our highly flexible portfolio ap-
proach combined with our independent research led us to
double small-cap exposure in our international strategy,
exploiting extensive broker coverage of larger, more lig-
uid companies and strong flows into passive vehicles,”
he said. “We have already begun to see the benefits of
this positioning, as the market has begun to recognize
the merits of many of our small-cap company holdings.
Without the burden of excessive constraints, we are often
able to buy into investment ideas at earlier stages and at
more reasonable valuations, while passive vehicles and in-
vestors reliant on broker research and/or operating under
constraints may be forced to buy at much higher valua-
tions and at a later stage in the growth trajectory.”

The Invesco International Select Equity Strategy is tracked
against the MSCI ACWI Ex USA index, which includes
large and mid-cap companies across 22 developed mar-
kets, excluding the United States, and 26 emerging mar-
ket countries. It captures about 85% of the global public
equity universe outside the U.S.

The strategy can replace a diversified portfolio with lower
active share or complement passive strategies. “It also
allows our clients to gain all-cap international exposure to
compliment large-cap strategies,” Feng said. *
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