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In this era of economic globalization and increasingly correlated markets,
investors may be wondering if borders matter when it comes to global
investing? In particular, can a country allocation framework uncover
global opportunities? We believe the answer is a resounding yes. In fact,
despite the globalization of ﬁnancial markets, we consider stock markets
to be ineﬃcient. This ineﬃcient global allocation of assets suggests that a
country allocation framework is an excellent approach to investing in global
markets – provided an investor focuses on the right factors. A disciplined,
systematic multi-factor approach to country allocation can help identify
market ineﬃciencies and contribute substantially to outperformance over a
full market cycle.

Country selection currently explains a quarter of returns
Although economic integration and globalization have reshaped the global economy in
the last 20 years, country selection has remained a signiﬁcant source of alpha generation
in global portfolios. On average, from December 31, 1970 to December 31, 1998, country
selection explained approximately 34% of returns (see Figure 1). Since the Eurozone’s
overnight adoption of the euro in 1999, on average, country selection has represented
about 20% of returns over the past 15 years (period ending December 31, 2014).i While the
importance of country selection has experienced a modest decline since the adoption of a
common currency helped break down some ﬁnancial borders, it is important to note that
country selection still represented about 24% of returns as at December 2014.
Another analysis done on country allocation from 2001-2005 found that on a month-tomonth basis, country allocation explained 88% of fund return variation and, over longer
holding periods, explained 34% to 50% of the variance in excess returns.ii These various
studies point to a similar conclusion – that country allocation is an important factor to take
into account when investing globally.

i
ii

Based on rolling 12 month average returns
Bear Stearns Asset Management, May 2006.
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Figure 1: Importance of country, sector and industry in explaining company returns
through December 31, 2014
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Source: MSCI All Country World Index (ACWI), Bernstein Research. As of December 31, 2014

Ineﬃcient markets: Home-country bias
We recognize that multiple factors contribute to the pricing of global markets including but
not limited to monetary policy, a current account deﬁcit or surplus, politics, money ﬂows
and economic growth. Overall, we believe global markets are ineﬃcient and one of the
signiﬁcant drivers of this phenomenon is home country bias. Even today, despite decades
of encouragement to seek out the wide variety of diversiﬁcation beneﬁts available from
investing globally, investors still prefer to keep their money close to home. And this is not
just the case for retail investors. The home-country bias trend is also being played out by
some of the world’s biggest pension plans as they maintain hefty allocations to their own
markets, albeit less than it was in the late 1990s (Figure 2). There are a number of reasons
investors focus on domestic stocks including: improved and accessible information,
regulatory requirements, overconﬁdence about their markets’ prospects for good returns
or a lack of knowledge about foreign markets. Whatever the reason behind this behaviour,
a large number of investors will continue to invest close to home while potentially
disregarding the overall attractiveness relative to other global markets.
Persistent home-country bias has the potential to create ineﬃcient stock markets which can
lead to sustained periods of over or undervaluation and mispricing. This can in turn create
opportunities for investors that have the skill to identify underpriced markets with attractive
valuation, growth and risk attributes.
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Figure 2: Home country bias remains strong
Pension asset allocation – domestic equity exposure
• Home-country bias has fallen but remains signiﬁcant
• The U.S. pension market remains the most dependent on domestic equities
Domestic equity over total equity exposure
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Note: The Netherlands is not considered.

Outperformance: It’s not about economic growth
Identifying which countries will outperform is more diﬃcult than some investors believe.
For example, many still think that a country’s GDP growth, which captures a host of
economic information, is the most important indicator that a particular country’s stock
market will do well. However, historical data has shown that economic (GDP) growth only
explains a very small proportion of actual performance (R2=0.09).iii and there is a very
limited relationship between the two (Figure 3). The regression actually shows a slightly
negative relationship, meaning that when real GDP growth was higher, real equity returns
have been marginally lower.
Figure 3: Higher GDP growth in developed markets did not translate into higher returns
Real GDP growth versus real equity returns (1969-2009)
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Source: MSCI Barra. From Societe Generale’s Cross Asset Research Report “Country selection – as GDP growth is
irrelevant, what should we use instead?” dated April 2011.

iii

The R2, also known as the coefﬁcient of determination, typically ranges from 0 to 1. A value of 1 indicates
that the regression or linear approximation ﬁts the data well, and that a strong linear relationship could
exist between the variables. A value of 0 indicates otherwise.
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The data for emerging markets shows a slightly diﬀerent picture, with a regression showing
a slightly positive relationship this time, but even less signiﬁcance (R2=0.03) when
comparing annual real GDP growth to each year’s market returns in BRIC countries from
1996 to 2012 (Figure 4). The bottom line: whether in developed or emerging economies,
economic growth and equity returns have a very limited relationship.
Figure 4: Annual GDP not predictive of future equity returns in emerging markets
Comparison of total net return of BRIC equity market indexes to real GDP growth (1996-2012)
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Source: IMF, Bloomberg and Commonfund as of December 31, 2012

One potential reason for this limited relationship is that local stock markets may not be
representative of the local economy. For example, the UK stock market is ﬁlled with global
multinational ﬁrms that operate worldwide. The top ﬁve companies in the FTSE 100 Index at
the end of 2014 were HSBC Holdings PLC, Royal Dutch Shell PLC, BP PLC, GlaxoSmithKline
PLC and British American Tobacco PLC, all global ﬁrms with signiﬁcant foreign operations.
Yet, global proﬁts for such big companies don’t necessarily reﬂect prosperity at home, a
fact that might explain why a country’s economic growth may have a low correlation with its
stock market returns.

Drivers of returns: momentum and value
We have also found that over a longer time period, paying attention to valuation, growth/
momentum and risk characteristics helps identify global stock markets that could outperform.
For example, price-based indicators, including value and momentum factors, are some
of the most helpful in generating alpha. A basic global portfolio strategy that bought the
cheapest countries on a price-to-book basis and shorted the most expensive ones would
have outperformed by over 600 basis points per year since 1975 (rebalanced annually).
Among several other price-based indicators, price/book and price/earnings have all been
signiﬁcant contributors to alpha since 1975 (see Figure 5). Investors can infer that a framework
or methodology that includes these types of factors can generate additional alpha.
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As indicated in Figure 5, one driver of alpha is perfect foresight of a company’s earnings
which we believe is unrealistic and therefore an unreliable predictor. Furthermore, on
a trailing basis, proﬁts do not generate alpha and, as discussed earlier, there is little
correlation between GDP growth and stock market returns, whether on a trailing or
forward looking basis.
Figure 5: Valuation and price momentum are the best predictors of return
Country allocation using proﬁts, GDP, momentum and valuation (annual rebalancing)
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Source: MSCI Datastream. From Societe Generale’s Cross Asset Research Report “Country selection – as GDP
growth is irrelevant, what should we use instead?” dated April 2011.

Country allocation using momentum and valuation
In order to gain access to the one-quarter of returns explained by country selection an
investor needs to use an empirically-veriﬁed process that ranks and identiﬁes the best
opportunities available. In addition to testing these factors, any recommended allocations
derived from a framework must be evaluated within the context of the political and
economic environment.
We favor a multi-factor country allocation framework that incorporates time-tested
valuation, growth/momentum and risk measures. These measures include price to book,
price to earnings, price momentum, beta and other factors that have each been tested for
their ability to add value for our investors.
In our view, country allocation should not be based solely on macroeconomic factors, but
rather a process of identifying attractive stock markets. This works particularly well in our
MSCI ACWI investment universe, as it contains a wide variety of markets and returns are
widely dispersed (see Figure 6). In 2013 alone, Greece delivered the highest returns of +51.1%
while Peru delivered the lowest returns of -29.8%. The wide range in returns (80.9%) and wide
deviation in returns (19.8%) points to a signiﬁcant opportunity for investors that can allocate
between the numerous markets in the world (45 stock markets in the ACWI at end of 2013).
A country allocation framework would not work as well in an investment universe with a
more homogeneous group of countries, such as the MSCI World Index. All its constituent
developed markets returns were positive last year and posted a smaller range of returns
(46.1%) and lower deviation (12.3%), ranging from a minimum of 1.7% to a maximum of
47.8%. Casting a wider net on global markets can help identify greater opportunities (Figure 6).
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Figure 6: Casting a wider net can help identify opportunities
Dispersion of country annual returns (as of December 31, 2013)
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We believe that over time, valuations should ultimately demonstrate reversion to the mean
as one market will not be perpetually more expensive than another. Markets that have
become cheap (e.g. as a result of overzealous selling) will eventually normalize and gain in
value and expensive markets will become cheaper over time. However, markets can remain
cheap for signiﬁcantly long periods of time (Figure 7) and by including factors such as price
momentum and EPS revisions, one can avoid being caught in the value trap.
Figure 7: Valuation: A key indicator of a stock market’s attractiveness
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Source: AGF Investments Inc. for illustration purposes only.

Any framework should pay attention to risk and include an analysis of market beta, which
incorporates volatility and correlation. We favor stock markets with low betas (which implies
low volatility and/or low correlation) and this usually leads us to overweight those stock
markets, thereby reducing risk while improving overall diversiﬁcation.
It is also important to pay close attention to a country’s current account balance, which is
particularly critical when investing in emerging markets. Those countries with meaningful
current account deﬁcits may face funding challenges from time to time, thereby increasing
the overall risk of investing in those countries.
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Figure 8: Beta of major world indexes vs. the MSCI ACWI
Market
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Source: Bloomberg, for the 10-year period ending December 31, 2014 using monthly returns.

It is clear that country allocation can play a pivotal role in generating alpha. By using a
multi-factor country allocation framework that incorporates time-tested valuation, growth/
momentum and risk measures, investors can uncover the many opportunities that global
investing has to oﬀer.

Proof is in the pie
Finally, a decomposition of the sources of added value in our global equity portfolio over the
last 10 years (period ending December 31, 2014 shows that AGF Global Core Equity Strategy
outperformed its benchmark by roughly 214 basis points (bps) annually on a gross basis
and 133 basis points on a net basis.iv Approximately 30% of this, or 63 bps, came from the
country allocation decision while a further 151 bps came from stock selection.v
Figure 9: Active return contribution of AGF Global Core Equity Strategy
(10 years to December 31, 2014)
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The Strategy performance is based on the AGF Global Core Equity representative account (AGF Global Equity
Class). Net performance represents the maximum institutional fees applicable to this representative account.
Source: AGF Investment Operations, as of December 31, 2014.

Conclusion
It is clear that country allocation can play a pivotal role in generating alpha. By using a
multi-factor country allocation framework that incorporates time-tested valuation, growth/
momentum and risk measures, investors can uncover the many opportunities that global
investing has to oﬀer.

To learn more about the AGF Global Equity team’s investment approach visit
AGF.com/institutional
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Disclaimers
The commentaries contained herein are provided as a general source of information based on information available as of May 31, 2013 and should not be
considered as personal investment advice or an offer or solicitation to buy and/or sell securities. Every effort has been made to ensure accuracy in these
commentaries at the time of publication, however accuracy cannot be guaranteed. Market conditions may change and the manager accepts no responsibility
for individual investment decisions arising from the use of or reliance on the information contained herein. References to speciﬁc securities are presented
to illustrate the application of our investment philosophy only and are not to be considered recommendations by AGF Investments. The speciﬁc securities
identiﬁed and described in this presentation do not represent all of the securities purchased, sold or recommended for the portfolio, and it should not
be assumed that investments in the securities identiﬁed were or will be proﬁtable. The information contained herein was provided by AGF Investment
Operations. It is not intended to be investment advice applicable to any speciﬁc circumstance and should not be construed as investment advice. Market
conditions may change, impacting the composition of a portfolio. AGF Investments assumes no responsibility for any investment decisions made based on
the information provided herein.
Source: MSCI. The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as
a basis for or a component of any ﬁnancial instruments or products or indices. None of the MSCI information is intended to constitute investment advice or
a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data and analysis should
not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its afﬁliates and each other person involved
in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including,
without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and ﬁtness for a particular purpose)
with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special,
incidental, punitive, consequential (including, without limitation, lost proﬁts) or any other damages. (www.msci.com).
AGF Investments is a group of wholly owned subsidiaries of AGF Management Limited, a Canadian reporting issuer. The subsidiaries included in
AGF Investments are AGF Investments Inc. (AGFI), AGF Investments America Inc. (AGFA), AGF Asset Management (Asia) Limited (AGF AM Asia) and
AGF International Advisors Company Limited (AGFIA).
Past performance is not necessarily a guide to future performance. The value of investments and the income from them can fall as well as rise. Investments
denominated in foreign currencies are subject to ﬂuctuations in exchange rates, which may have an adverse affect on the value of the investments, sale
proceeds, and on dividend or interest income. Investors may not necessarily recoup the full value of their original investment. Investors should be aware that
forward looking statements and forecasts may not be realised.
Conﬂicts of Interest & Share Ownership Policy
AGF International Advisors Company Ltd. is authorized by the Central Bank of Ireland, in Ireland, and is regulated by the Central Bank of Ireland for conduct
of business rules in Ireland, and regulated by the FCA for conduct of business rules in the UK.
AGF International Advisors Company Ltd., its employees, directors or related companies, may have a shareholding / be a director in the securities (or related
investments/ derivatives) of certain companies covered in this report, or may provide/ solicit investment banking or other services to/ from them. It is noted
that the Institutional Sales Representatives compensation is impacted upon by overall ﬁrm proﬁtability and accordingly may be affected to some extent
by revenues arising other AGF business units including AGF Investments Inc. and InstarAGF Asset Management Inc. Notwithstanding, AGF International
Advisors Company Ltd. is satisﬁed that the objectivity of views and recommendations contained in this report has not been compromised.
For accredited investors only. Published Date: October 28, 2015.
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