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Perhaps the most important asset mix decision for long term investors is the percentage of their 
portfolio allocated to emerging markets (EM). By “long-term”, we mean individual investors 
thinking about wealth enhancement over a span of three to five years, and for financial 
professionals who are willing to embrace the considerable growth and risk management 
opportunities available outside Canada’s borders. 

Many investors currently view EM countries as vulnerable to protectionism, contagion risks 
and moderating growth. But this view simply extrapolates the EM experience of the 1980s and 
1990s to the present. Both are mistakes. Most EM economies are far more shock-resistant than 
previously, owing to a whole host of improving macroeconomic factors and structural reform.

Looking ahead, growth in developed economies is forecast to stagnate in the coming years while 
EM growth is expected to accelerate. A coming surge of labor-force age EM citizens will drive 
much of that growth. According to the World Bank, the working-age population in the developed 
world is forecasted to decline 6.8% — from 411 million people in 2017 to 383 million people in 
2050. By way of comparison, the working-age population in the EM is poised to surge 135% — 
from 1.8 billion people in 2017 to 4.0 billion people by 2035.

Our investment team has such strong conviction in our EM investment thesis — that the region 
will dramatically outperform in the period ahead — that Forstrong has launched a family of ETFs 
based on this perspective. The carnage in EM in the 2010s offers an excellent entry point at a time 
when momentum has begun to take hold. Given the potential returns, investors need to have a 
strategic allocation to this part of the world brimming with opportunity.



On the surface, that may seem intuitive. But globalization is a double-edged sword. Yes, a large 
portion of Western profits are now derived in EM but international expansion does not guarantee 
fatter margins. Quite the opposite. As world trade continues to increase, developed market 
multinationals face new competitors both at home and abroad. In other words, there are new 
opportunities — but there is also new competition. 

The reality is that many EM companies now perform at the same 
level as their Western counterparts, and, in many cases, have 
higher, and increasing, local brand loyalty. Moreover, many EM 
companies are now focused on increasing market share, even at 
the expense of short-term profitability.

The final point is that developed market multinational equities 
have not been a good proxy for EM equities. Why? First, higher 
volatility in EM investor flows and sentiment mean that EM 
assets have higher volatility, and, therefore, wide performance 
dispersion relative to developed markets. The key for investors is looking for attractive entry 
points. With EM valuations at multi-year lows (particularly compared to American multinationals), 
now is one of those times for investors. Secondly, and perhaps to state the obvious, potential 
returns rise with increases in risk. EM assets, with higher risks, have shown to dramatically 
outperform their developed market counterparts over defined periods.

The reality is that many 
EM companies now 
perform at the same 
level as their Western 
counterparts, and, 
in many cases, have 
higher, and increasing, 
local brand loyalty.
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Why not invest in developed market multinationals that have a 
high percentage of their sales in EM regions?  
This seems like a good proxy for EM without the political and financial risks.



Compared to their developed counterparts, EMs can 
be less regulated and company data is not always 
disseminated equally. Information asymmetries can be 
significantly higher. Shouldn’t this allow stock pickers to 
outperform more easily? 

In fact, there is no empirical evidence that less efficient 
markets like EM are associated with “easier” stock 
picking alpha. Multiple reports, including the widely-
followed annual “SPIVA” (S&P Indices versus Active) 
scorecard, show similar underperformance in developed 
and emerging markets (and EM mutual fund managers 
often perform worse than their peers in developed 
markets). What’s more, many important EM markets are 
increasingly dominated by sophisticated local investors 
and foreign institutional investors and are now as 
efficiently priced as developed markets.  

In contrast, ETFs offer substantial benefits. First, investors 
do not have to transact on international exchanges 
where transaction costs are significantly higher. ETFs 
now offer diversified and liquid access to EM directly 
on North American stock exchanges. Secondly, and 
most importantly, using ETFs focuses investor efforts on 
adding alpha where it counts most — active selection 
among EM sectors, countries and themes.

In fact, there is no empirical evidence that less 
efficient markets like EM are associated with 
“easier” stock picking alpha.

Why not invest directly in individual  
EM companies rather than ETFs? 



Why an active versus  
passive approach?  

•	 Passive ETFs overweight yesterday’s winners

•	 Maximize exposure to EM nations with high growth potential

•	 Commodity-exporting nations under-represented in broad EM indices

An index-based approach to EM is unlikely to be the right strategy. Passive investing in broad-based 
indices often means buying yesteryear’s winners. Today, EM indices allocate far too much capital 
to digital economy heavyweights like Chinese consumer internet stocks and not nearly enough to 
real economy sectors like manufacturing, industrials and natural resources. The top four nations 
(China, Taiwan, India and South Korea) currently comprise over 70% of the MSCI EM Index. This 
makes passive investing in EM a concentrated call on a small number of Asian economies, who (apart 
from India) have economic growth trajectories that are now in a more mature phase relative to the 
high growth experienced in recent decades. While an allocation to EM stocks provides an important 
diversification benefit to global portfolios, the passive EM index itself is not adequately diversified.
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21.60% - Financials

20.27% - Information Technology
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8.32% - Materials

6.37% - Industrials

6.32% - Consumer Staples

5.06% - Energy

3.78% - Health Care

2.57% - Utilities 1.77% - Real Estate
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What’s more, EM nations with the highest growth potential tend to be at relatively early stages of 
economic and capital market development. Their inherent lack of market capitalization means that 
passive EM indices will have minimal to no exposure to them. Yet, long-term sustainable growth 
requires a solid societal foundation from which to build on. Forstrong’s process strives to identify 
countries that have strong or improving institutions, environmental standards, property rights, 
social security systems and business conditions.

Looking ahead, industrial commodity demand is set to take off over the next couple of decades with 
significant capital expenditures being devoted to green energy infrastructure projects worldwide. 
A concentrated, Asian-centric EM index lacks exposure to commodity export-oriented nations 
(primarily found in Latin America). These nations should benefit from a structural terms of trade 
boost which would support domestic growth and boost fiscal resilience. Latin American stocks also 
happen to possess some of the lowest valuations and highest dividend yields currently on offer in 
the EM universe. With central banks in the region on the cusp of an interest rate loosening cycle 
(after proactively tightening amidst burgeoning inflationary pressure), a passive EM allocation 
would lack participation in a prosperous revaluation process. Active management will be crucial to 
capture the pockets of opportunities within countries, sectors and themes.



Why an active strategy 
using a global macro approach?  

•	 Higher macro volatility than developed markets

•	 Wide performance dispersion among EM countries

•	 “Top down” analysis outperforms “bottom up”

A global macro approach has a variety of advantages. The approach seeks to identify trends in asset 
prices driven by changes in fundamentals, economic factors, politics or regulations, and investor 
sentiment. These trends may be idiosyncratic and specific to a particular country, or they may 
originate in the developed world and span a number of markets and assets.

With higher returns comes higher volatility. EMs are more dynamic and volatile compared to developed 
markets due to the diverse nature of their political and capital market development. Average EM 
country dispersion (the difference between the top performing and worst performing nation) in the 
last 20 years was over 90% per annum. That means there is significant room for active EM country, 
sector and thematic selection to bolster performance and manage risk. Within this analysis, “top 
down” perspectives are crucial, as they tend to dominate “bottom up” stock drivers.

But investors collectively have paid little attention to country-specific macro factors when investing 
in EM. Rather, these countries are lumped together as a static group of homogenous markets carrying 
the single banner of “EM”. For example, the famed BRIC group of countries — Brazil, Russia, India and 
China — in fact have drastically different macro profiles in terms of their positions in the commodity 
supply chain and their respective current account situations. 

China and India are both net commodity importers, but China runs a chronic current account surplus 
while India has been in chronic deficit. Brazil and Russia are net commodity exporters, but the former 
runs a current account deficit while the latter is in surplus. Indeed, no four other EM countries are 
more different than the BRIC countries. Nonetheless, numerous ETFs have been established to invest 
in BRIC countries and EM bourses in general. These passive acronym investors strictly follow country 
weightings according to the indexes without differentiating macro drivers for each country. 

Even active fund managers who pay attention to country fundamentals often do not deviate 
meaningfully enough from index weightings. All of this has created strong pro-cyclical fund flows to 
EM countries that tend to push EM equities to over and undershoot extremes. Needless to say, this is 
fertile ground for macro thematic strategies.



Long-Term: Super Trends (3 – 5 Years Plus)

1.	 Macro Misinformation: What could the consensus have wrong? 

2.	 Political Risk & Structural Reform: Reformers are performers 

3.	 Valuation: Value trap or opportunity? 

Forstrong Investment Process: 
9 Risk Factors That Matter For EM 

Medium Term: Economic and Cyclical Opportunity Factors			 

4.	 Global Operating Leverage: Changes in global trade and the business cycle 		
	 amplified in EM 

5.	 Commodity Changes: Extreme swings lead to outperformance in commodity 		
	 importers/exporters 

6.	 Financial Vulnerability / Resilience 

7.	 Credit Cycle 

Short-Term: Investor Sentiment and Behavioural Psychology Factors		

8.	 Behavioral Extremes 

9.	 Policy Opportunities    

At Forstrong, we view an investment in EM as a core part of any investor’s portfolio. With a growing 
consumer class, younger demographics, and, now, higher growth with better valuations, our 
investment team expects a long period of outperformance and substantial opportunity for active 
management among EM countries, sectors and themes.

Go Further With Forstrong Emerging Markets Equity ETF (TSX: FEME).


