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Sweat Equities
As emerging market companies face new economic challenges, it’s time to work
their assets harder.

Q&A with Stephen Way, CFA, Senior Vice-President
and Portfolio Manager, AGF Investments Inc.
Since 2008, emerging markets (EM) have powered global
growth but they’ve faced a slowdown more recently. What’s
your outlook for EM?
On a structural basis, there is still a positive story for EM
due to strong demographics, low credit penetration and low
debt-to-GDP levels. However, on a cyclical basis emerging
markets have underperformed since 2010 mainly due to
declining return on equity, shrinking margins and higher
wage costs. While companies in developed markets have
been very disciplined about cutting costs, emerging markets
ﬁrms haven’t yet followed suit. Going forward they’ll need to
deal with sticky costs and get aggressive about cost-cutting
in order to remain competitive.
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Does that mean investors should temper their expectations
about emerging markets?
Emerging markets are maturing. Opportunities will be more
selective in the near term, but, over the long term, secular
drivers remain intact. Now, similar to investing in developed
markets, investors need to better understand a company’s
key drivers of shareholder value, which we believe are sales,
margins and asset turnover. The reality is that margins in
emerging markets today are almost at developed market
levels – they’ve fallen to just above 18% after trading at a
premium for years. Shrinking margins are an even bigger
problem in emerging markets right now because growth is
slowing as the global economy continues to languish and
these markets have become more competitive and crowded.

AGF INVES TMENTS

CORPORATE ASSETS UNDER MANAGEMENT

How do you identify EM companies that are really “sweating
their assets?”
At AGF, we use the same economic value added (EVA)
investment approach in emerging markets as we do in
developed markets. EVA helps us identify ﬁrms that are
earning a rate of return above their cost of capital. To do this,
we look closely at the cost of both equity and debt capital
to understand the value added by a company. There are a
number of metrics that investors can use to analyze economic
proﬁt. One that we believe helps to accurately determine
future value creation is Cash Flow Return On Investment
(CFROI). CFROI takes into account how much capital is
required for the ﬁrm to generate each dollar of cash ﬂow.
To drive higher levels of CFROI a company can increase
sales, improve operations margins or increase the eﬃciency
of their assets.
Another metric we use is a ﬁrm’s weighted average cost of
capital (WACC), which is based on the cost of debt and
equity as well as tax rates. This serves as a ﬁrm’s hurdle rate,
a minimum rate of return required for a company to break
even in economic terms on its investments.
Which sectors in emerging markets look the best from an
EVA standpoint?
We see opportunities in the Materials, Consumer Staples and
Consumer Discretionary sectors. Consumer Discretionary is
particularly attractive as it historically has demonstrated high
levels of CFROI relative to its cost of capital. Right now there
is a 200 to 300 basis point divergence between operating
margins in emerging and developed market companies.
We see no reason why some emerging market companies
can’t improve their margins at the same level as developed
market ﬁrms have.

You employ a country-allocation approach within your global
equity mandate. Does this approach work for emerging
markets? If not, why not?
This country allocation framework is used within our
global equity strategy to identify undervalued markets with
improving growth prospects and low risk characteristics.
Historically, the country allocation framework has not worked
when constrained within a particular region (in this case,
emerging markets). That is because the framework works best
when it is set free to move between diﬀerent regions (such as
emerging markets and developed markets) as it can then take
advantage of diﬀering economic trends by allocating funds
across those regions. Therefore, we currently do not use a
country allocation framework in our AGF Emerging Markets
Fund and focus instead on a bottom-up strategy.
When looking for promising stocks, do you tend to look ﬁrst
in some countries rather than others?
Based on our bottom-up approach, our screening process
helps us identify potential investments. We start with
an investable universe comprised of several thousand
companies, then screen for those companies with the most
promising characteristics (current or potential generators
of EVA) rather than look within certain countries or regions.
We thus avoid being biased for or against certain countries/
regions. Typically, allocations to countries and/or sectors
are a residual of our bottom-up security selection process.
Having said that, we remain cognizant of the importance of
diversiﬁcation: we typically own 60-100 securities across at
least eight of the 10 sectors (we currently own all 10) spread
over 18-20 countries.

For more information, visit AGF.com/institutional
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Clearly, EM companies are dealing with a completely new
playbook. To succeed going forward, they need to control
costs and do a better job of what we call “sweating their
assets,” which means using their balance sheets to improve
their return on assets. Developed market companies have
been more successful in sweating their assets, however, we
see many opportunities for EM companies to achieve the
same goal.

