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               As U.S. investors increase  
        allocations to non-U.S. stocks,  
   a global approach—rather than 
the traditional geographically 
constrained approach—gives the 
portfolio manager greater freedom 
to select the best companies 
in each sector regardless of a 
company’s country of domicile.

Small-Cap Invest       

by  |  Blake Pontius
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ing Without Borders       

I
t has become almost cliché to talk 
about the “globalization of the econ-
omy.” Whether it’s the integration of 
supply chains across continents or 
expansion of local companies into for-

eign markets, we are all quite familiar with 
the ways in which the global economy is 
becoming more interconnected.

Globalization is the defining economic 
characteristic of our times, and everyone 
seems to have gotten the message. Every-
one except investors, that is.

Investors, by and large, have been slow 
to reflect the realities of globalization in 
their portfolios and in how they think 
about investing. Adopting a global ap-
proach to investing—one that views the 
world as one large pool of investment op-
portunities rather than segmenting the in-
vestment universe according to geographic 
boundaries—will help investors position 
their portfolios for success in an increas-
ingly interconnected world. And the case 
for global investing is particularly compel-
ling when thinking about the rapidly grow-
ing universe of small-cap stocks.

Expanded Global Opportunity Set
As the economy becomes more glob-

ally integrated, so has the opportunity set 
for investors. Today the United States— 
although by far the world’s largest economy 
and roughly twice as large as Number 2, 
China—accounts for just 19% of total glob-
al gross domestic product (GDP) in terms 
of purchasing power parity. That is down 
from 23% a decade ago. (See Figure 1.) 
Meanwhile, the contribution from emerg-
ing markets such as China, India, Russia 
and Brazil has increased from 38% to 50% 
of total GDP over that span.

As a result, equity markets have become 
more global as well, with non-U.S. equities 
representing a more substantial portion of 
the investing universe. In 2003, U.S.-based 
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companies represented 52% of all equi-
ties in terms of total market capitaliza-
tion. By the end of 2012, this figure had 
dropped to 44%. (See Figure 2.)

Despite these trends, U.S. inves-
tors have maintained a significant bias  
toward U.S. equities. A 2012 Vanguard 
survey found that U.S. defined benefit 
plan sponsors have more than 71% of 
their portfolios allocated to domestic 
(or U.S.-based) companies. (See Figure 
3.) Even though this percentage has 
steadily decreased, it still represents 
a significant overweighting based on 

the United States’ representation in the 
world index.

Traditionally, as investors have 
looked to reduce this home-country 
bias, they have done so by increas-
ing allocations to “international” 
(i.e., non-U.S.) strategies and, more 
recently, emerging-markets strate-
gies. This approach is based on a 
geographically constrained view of 
investing that divides up the invest-
ment universe according to where the 
company is located.

A global investment strategy is the 

antithesis of this geographically con-
strained approach. A manager employ-
ing a global strategy will decide on an 
allocation across sectors and then seek 
to identify the best companies within 
those sectors, regardless of where those 
companies have their headquarters.

The Diminishing Importance 
of Borders

Global strategies reflect a holistic 
view of the world and provide addi-
tional ways for a manager to add al-
pha (outperformance relative to the 
benchmark) in a rapidly evolving eco-
nomic environment. Without the geo-
graphic constraints inherent in an al-
location across U.S., international and 
emerging-markets mandates, a global 
manager has the ability to seek out the 
world’s best companies and the flexibil-
ity to respond to emerging threats and 
opportunities, be they geopolitical, de-
mographic or technological.

This “investing without borders” ap-
proach is aligned with the realities of an 
increasingly global economy. Where a 
company is domiciled is becoming less 
important to its investment prospects.

Large multinational companies 
such as General Electric and Colgate-
Palmolive have operations in multiple 
countries, use suppliers across several 
continents and get the majority of their 
revenue from foreign customers. But 
this reliance on overseas markets is not 
limited to well-known, large-cap cor-
porations. Many small companies are 
having tremendous success expanding 
into foreign markets. 

Two examples are Gentherm and 
Aveva. Gentherm makes heating and 
cooling systems for automotive seats 
and has a market cap of about $500 
million. Although it is located in sub-
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FIGURE 1
Contribution to Global GDP by Region

Source: IMF World Economic Outlook Database.

FIGURE 2
S&P Global Broad Market index by Region

Source: FactSet, 2012.
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urban Detroit, Gentherm derived just 
45% of its 2011 revenue from custom-
ers in North America. Aveva, a United 
Kingdom-based developer of engi-
neering software with a $1.54 billion 
market cap, generated just 48% of its 
revenue in 2011 from customers with-
in Europe.

One of the primary reasons inves-
tors have increased their international 
equity allocations over the past two de-
cades is to reduce risk through diver-
sification. This diversification benefit, 
however, has been weakened as the 
correlation between U.S. markets and 
international markets has increased 
significantly since the financial crisis. 
(Correlation measures the degree to 
which two markets move in relation 
to each other; a correlation of 1.0, or 
perfect correlation, means that the two 
markets move in lockstep with each 
other.)

Scouring the Globe  
for the Best Stocks

In this rising correlation environ-
ment, security selection and tactical 
shifts among sectors become increas-
ingly important. This adds to the at-
tractiveness of a global investment 
strategy because it incorporates the 
broadest representation of sectors and 
stocks into the selection process. Con-
versely, the constraints of a geographi-
cally based strategy may cause manag-
ers to sacrifice quality of the companies 
they invest in or take unnecessary valu-
ation risks.

A global mandate allows managers 
to compare a potential portfolio can-
didate to its industry peers regardless 
of domicile, giving managers the free-
dom to identify which they believe are 
the best companies globally in each 

sector. For example, in reviewing op-
portunities within the consumer sec-
tor, a global manager has the ability 
to compare specialty retail and ap-
parel companies in China, Germany 

and the United States relative to their 
local competitors and to their global 
peers.

The manager of an international eq-
uity mandate, on the other hand, would 
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FIGURE 3
u.S. Defined Benefit Equity Allocations

Source: Vanguard Survey, 2012.

FIGURE 4
Gentherm 2011 Revenue by Region

Source: Bloomberg.
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learn more >>
Education
Advanced investments Management
September 9-12, Philadelphia, Pennsylvania
For more information, visit www.ifebp.org/wharton.
investment Basics
For more information, visit www.ifebp.org/elearning.

From the Bookstore
Trustee Handbook: A Guide to Labor-Management  
Employee Benefit Plans, Seventh Edition
Claude L. Kordus, International Foundation. 2012.
For more details, visit www.ifebp.org/books.asp?7068.
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not be able to include U.S. companies 
in the search. It is easy to see how this 
could be problematic for the portfolio 
if most of the highest quality consumer 
companies happened to be located in 
the United States.

The flexibility provided by a global 
mandate is also beneficial with respect 
to sector allocations. If a global manager 
believes that the industrials opportu-
nity set in the United States has supe-
rior fundamentals relative to non-U.S. 
industrials, that viewpoint can be fully 
expressed in a global portfolio context. 
An international manager that shares 
this viewpoint, however, would have to 
either reduce the portfolio’s industrials 

weighting or invest in lower preference 
companies.

It’s a Small (Cap) World
Since the financial crisis of 2008 

and 2009, global equity strategies have 
slowly begun to gain traction with U.S. 
investors (and to a greater extent with 
European investors). While this trend 
toward more globalized portfolios is 
positive, investors should be mindful of 
the potential for unintended large-cap 
bias within their portfolios.

Global strategies typically have sig-
nificant weightings to large multina-
tional corporations and are oriented  
toward large-cap developed markets. 

As a result, these strategies may over-
look the relatively attractive global 
small-cap opportunity set.

Institutional investors have long 
viewed U.S. small-cap stocks as a fertile 
hunting ground for outperformance or 
alpha. Just as the number of small-cap 
companies worldwide has grown sig-
nificantly over the past decade, so has 
the case for using a global approach to 
small-cap equities.

In 2002 there were about 6,400 small-
cap stocks (those with market capital-
izations between $250 million and $5 
billion) in the world. Today there are 
more than 11,000 such companies. The 
vast majority of this growth has come 
from outside the United States, particu-
larly from emerging markets.

Although company growth has been 
strongest in Asian emerging markets, 
the developed markets of the United 
States, Europe and Japan continue to 
account for a majority of the small-
cap universe in terms of number of in-
vestible companies. Adopting a global 
small-cap mandate provides exposure 
to the expanding universe of small 
companies in high-growth economies 
while counteracting the large-cap bias 
within many global strategies.

The Case for Global Small Cap
The global equity opportunity set 

has increased dramatically over the 
past decade. Nowhere has this growth 
been more dramatic than within the 
universe of small-cap equities, an ex-
citing area that has long been ripe with 
undiscovered opportunities. The pur-
suit of these opportunities via a geo-
graphically unconstrained approach 
should appeal to investors seeking to 
move beyond traditional asset alloca-
tion boundaries.

FIGURE 5
Aveva 2011 Revenue by Region

Source: Bloomberg, Aveva.
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while, emerging markets’ share of GDP has gone down from 38% to 50%.

•   U.S. investors still have a bias toward U.S. equities, despite the trend of the United 
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In a world where trade barriers have 
fallen and market correlations have in-
creased, building portfolios based on 
strictly construed geographic bound-
aries makes less and less sense. Giving 
portfolio managers the flexibility to 
select the best companies—regardless 
of where those companies have their 
headquarters—helps investors position 
their portfolios for long-term success in 
a rapidly evolving world economy.   

Author’s note: This article has been 
prepared solely for informational pur-
poses and is not intended to provide or 
should not be relied upon for account-
ing, legal, tax or investment advice. The 
factual statements herein have been 
taken from sources the author believes 
to be reliable, but such statements are 
made without any representation as to 
accuracy or completeness. Opinions 
expressed are current opinions as of 
the date appearing in this material only. 
Any reference to specific securities is 
for illustrative purposes only and is not 
intended as a recommendation to buy 
or sell any security. International and 
global investing involves special risk 
considerations, including currency 
fluctuations, lower liquidity, and eco-
nomic and political risk. 
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FIGURE 6
Rolling Three-Year Correlations 
u.S. index vs. All-Country World ex-u.S. index

Source: MSCI U.S. IMI vs. MSCI ACWI ex-U.S. IMI.
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FIGURE 7
Small-Cap Equities by Region 
(Market Cap $250 Million to $5 Billion)

Source: FactSet.
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