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Identifying Risks and Opportunities in 
Frontier Markets

Frontier markets offer high growth prospects and low correlations with developed 
markets; they are often said to be the next emerging markets. Passive investors in 
frontier markets should be mindful of large regional, sector, and country biases in the 
indices, which can lead to overly large risk exposures. Active management offers the 
opportunity for controlled risk exposures and for alpha in inefficient markets.

During the past few decades, emerging markets 
have delivered substantial returns and gained 
mainstream status in investors’ portfolios. As 

emerging markets have progressed and become more 
integrated into the global economy, their correlations 
with developed countries have risen while diversifica-
tion benefits and expected returns have fallen. Investors 
are increasingly turning their attention toward frontier 
markets as the next significant global growth opportunity.

Often called the “new emerging markets,” frontier 
markets in 2010 constituted 21.6% of the world’s popula-
tion, 6.8% of the world’s GDP, and 2.4% of world market 
capitalization. In comparison, emerging markets made 
up 63.3% of the world’s population, 26.0% of the world’s 
GDP, and 25.8% of global market capitalization. Favor-
able demographics, advances in education and innova-
tion, and rising levels of economic and investment free-
dom have poised frontier markets for substantial growth.

Lawrence Speidell, CFA, author of the book Fron-
tier Market Equity Investing: Finding the Winners of the 
Future, is a forerunner in frontier market investing. 
Speidell was an early investor in emerging markets, 
beginning with his first trip to China in 1987, and is now 
founding partner and chief investment officer of Fron-
tier Market Asset Management, formed in 2006 to focus 
solely on investing in frontier markets. Speidell travels 
widely among these developing countries to evaluate 
opportunities and risks. In this interview, he discusses 

risks related to investing in frontier markets, why those 
risks are lower than investors may perceive, and why 
attractive valuations in these markets offer greater oppor-
tunities than those in emerging markets.

Kidd: How are frontier markets typically defined?
Speidell: The definition depends on who you talk to. 

Because most investors use the MSCI Emerging Mar-
kets Index as the gold standard for classifying emerging 
markets, we call a developing country “frontier” if it is 
not in that index. Alternatively, one might define fron-
tier markets solely on the basis of market capitalization. 
It’s easy to see why South Africa, with its huge market 
capitalization of $855.7 billion, is classified as an emerg-
ing market, along with the Philippines at $165.4 billion 
and Indonesia at $390.1 billion. Nigeria, the largest of 
the African frontier markets, has a market capitaliza-
tion of $39.3 billion. Kazakhstan’s market capitaliza-
tion is $43.3 billion, although that figure comes mostly 
from energy companies. Focusing solely on market cap, 
however, could lead to such issues as those presented by 
Hungary. For example, although Hungary is considered 
an emerging market, its market capitalization is just 
$18.8 billion. In contrast, Hungary’s GDP per capita is 
around $11,000 per year, compared with Nigeria’s GDP 
of $1,500. Hungary is clearly more developed than Nige-
ria, so MSCI calls it an emerging rather than frontier 
country. I am sympathetic to the index providers because 
using the metrics of market capitalization and trading 
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liquidity to define their constituents does lead to some 
natural inconsistencies. (Note: Countries classified as 
frontier markets by MSCI are shown in Table 1.)

When evaluating countries for investment risk, I 
like to consider the Heritage Foundation’s Index of Eco-
nomic Freedom, which ranks each country according 
to an overall score ranging from zero to 100 based on 
business freedom, trade freedom, monetary and invest-
ment freedom, financial freedom, corruption, and prop-
erty rights, among other factors. In the 2012 rankings, 
economic freedom is lower in Russia (50.5) than it is in 
China (51.2), and economic freedom for both of these 
countries is lower than for Bangladesh (53.2) and Nige-
ria (56.3). Malawi (56.4) has greater economic freedom 
than India (54.6), and Kenya’s economic freedom (57.5) 
is better than that of Greece (55.4), India, China, or Rus-
sia. Putting countries in those buckets gives a very differ-
ent view of the world.

Kidd: In your book, you said the introduction of 
the indices has focused attention on frontier markets 
but that the variety of indices can cause confusion. 
The frontier market indices are fairly new; Standard & 
Poor’s (S&P) launched the first index in 2007. You noted 
that the indices differ significantly in composition and 
methodology. The Russell Indices, for example, include 
companies in a country where they transact business, 
regardless of where the company trades. The differences 
in performance among the indices highlight their dif-
ferences in construction. For 2012, performance ranged 
from 11.9% for the Russell Frontier Markets excluding 
Gulf Cooperation Council (GCC) countries, to 13.1% 

for the S&P Frontier Broad Market Index (BMI) ex-
GCC, to 17.1% for the MSCI Frontier Markets ex GCC 
Index—a spread of 520 bps. Can you describe how the 
indices evolved?

Speidell: The first frontier market index arose from 
a composite of 21 frontier countries created by the Inter-
national Finance Corporation (IFC) in 1996. That com-
posite included all of the current popular frontier market 
countries, such as Nigeria, Kenya, Romania, Ukraine, 
and Sri Lanka. When the IFC exited the index business, 
it sold that product to S&P. In 2007, MSCI introduced 
a frontier market index that included the GCC, the oil-
producing countries in the Middle East, which the S&P 
composite index did not. S&P then introduced a ver-
sion of its original index called the Broad Market Index, 
which included the GCC countries. The original IFC 
composite became the S&P Frontier BMI ex-GCC. 
So, that index best represents a continuous return his-
tory of the frontier markets. (Note: Table 2 shows the 
differences in regional weightings in the MSCI Frontier 
Markets Index versus the MSCI Frontier Markets Index 
ex-GCC.)

Kidd: How do the risk exposures and return oppor-
tunities of GCC countries compare with those of non-
GCC countries?

Speidell: The dominant story of the frontier mar-
kets is a story of developing countries. Since the GCC 
countries discovered oil years ago, they have quickly 
ramped up to developed country status. Many people 
in the Middle East are quite wealthy. Those countries’ 
stock markets are traded by sophisticated investors, 

Table 1.   MSCI Frontier Market Countries by Region

Americas
Europe and Commonwealth 

of Independent States Africa Middle East Asia
Argentina Bosnia–Herzegovina Botswana Bahrain Bangladesh
Jamaica Bulgaria Ghana Jordan Pakistan
Trinidad and Tobago Croatia Kenya Kuwait Sri Lanka

Estonia Mauritius Lebanon Vietnam

Kazakhstan Nigeria Oman

Lithuania Tunisia Qatar

Romania Zimbabwe Saudi Arabia

Serbia United Arab Emirates

Slovenia Palestine

Ukraine

Note: Not all of the above country indices are included in the MSCI Frontier Markets Index.
Source: MSCI, June 2013
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many of them graduates of the London School of Eco-
nomics. Thus, Middle Eastern markets lack the ineffi-
ciencies of other frontier markets, and so the opportuni-
ties for active management are not as robust. From an 
economic standpoint, these countries are highly devel-
oped. Their markets typically lack oil exposure or natu-
ral resource exposure because those businesses are part 
of their governments, but they have highly developed 
and very competitive banking systems. So, the story of 
investing in Middle Eastern markets is one of investing 
in competition with very sophisticated local investors in 
companies that are fully developed and facing very com-
petitive markets. For example, net interest margins on 
banks are 1% to 1.5% in GCC countries and 5% to 10% 
in developing markets ex-GCC. The investing environ-
ments differ quite a bit. It’s not to say that an active 
manager cannot do well in the MENA (Middle East 
and North Africa) region—certainly, many funds focus 
on that region. I truly believe, however, that the fron-
tier story is one of poor, developing markets, not one of 
wealthy, oil-producing countries.

Kidd: Investors may be surprised to learn that the 
biggest sector exposure in frontier markets is finance. 
Why not natural resources, such as oil or raw materials, 
which many of these countries have in abundance?

Speidell: For most frontier markets, global multi-
nationals or nationally owned petroleum companies per-
form the natural resource development. Frontier market 
sector exposure is currently dominated by banks. This sec-
tor is interesting because most banks in frontier markets 
(excluding the GCC region) are simply taking deposits 
and investing in government bonds. They are not retail 
banks in the conventional sense, although that is chang-
ing gradually. There are a few leaders in retail lending, but 
most of these banks are slow to change because their busi-
ness model of taking in deposits and investing the funds 
in government bonds, or making loans to government 

enterprises or large corporations, works very well. Some 
are beginning to make loans to employees of large cor-
porations. But retail lending, the savings and loan model, 
has yet to happen in Africa. This opportunity is huge 
because African banks will gradually come to understand 
that they can provide for credit losses and still generate 
sizable profits by lending to retail consumers.

Kidd: In your book, you noted that the five frontier 
regions—Africa, Asia, Latin America, Eastern Europe, 
and the Middle East—differ vastly from each other and 
that each offers unique opportunities and challenges. Is 
each region characterized by similar types of risks?

Speidell: Although the countries within each region 
may have similar characteristics, it is difficult to general-
ize country risks by region. The Index of Economic Free-
dom provides the best source of data for assessing the 
primary types of risks per country.

Regarding opportunities, it is very popular to think 
of frontier markets as being only in Africa, and it is easy 
to imagine the prospect of a middle class rising in Africa 
as it did in China. But that notion is a little simplistic. 
Attractive opportunities exist in other frontier markets 
in other regions, especially in southern and eastern Asian 
countries, such as Vietnam and Bangladesh. Despite 
its political and social problems, Bangladesh is poised 
to follow India’s path, and Vietnam is poised to follow 
China’s path. Sri Lanka will follow its own path. Latin 
America and Eastern Europe are high-income regions 
relative to Asia and Africa. In Eastern Europe, investors 
often neglect Romania, Ukraine, and the Baltic states 
because they lack the emerging market status of Poland, 
Hungary, and the Czech Republic.

Kidd: One of the risks of passive investing in fron-
tier markets is that benchmark index weightings can 
lead to overexposure to certain countries. In your book, 
you point out that Kuwait is approximately 25% of the 
MSCI Frontier Markets Index and that Nigeria, plagued 

Table 2.   MSCI Frontier Markets Regional Index Weightings

MSCI Frontier Markets Index 
Weightings

MSCI Frontier Markets Index 
ex-GCC Weightings

Americas 3.19% 7.00%
Eastern Europe 10.37 22.75
Africa 18.60 40.81
Middle East 57.70 7.18
Asia 10.14 22.26
Source: Data from MSCI, May 2013
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by internal upheaval and corruption, is too risky to hold 
as a benchmark weighting. What other risks might pas-
sive investors face?

Speidell: Nigeria today in the frontier markets is 
similar to Japan when it made up a large part of the MSCI 
EAFE Index.1 Some index funds do lower the weight of 
particular countries as well as the entire GCC region. The 
GCC region constitutes approximately one-third of the 
S&P Frontier BMI, but the MSCI Frontier Markets Index 
has approximately 60% in the GCC region. The MSCI 
Frontier Markets ex GCC Index has fewer countries com-
pared with the other indices ex-GCC, which results in a 
weighting for Nigeria of close to 30% in that index.

Because frontier markets are highly volatile, passive 
indexing by market-cap weighting can also lead to the 
problem of holding the greatest weighting of each coun-
try at the top of its volatile cycle and the least exposure to 
it at the bottom of the cycle. Investors may be better off 
equal weighting, or at least rebalancing their holdings, 
rather than indexing by cap weighting.

Kidd: When choosing an index for a benchmark, 
investors often must decide between an index that is 
more representative of the investing universe and one 
that is more investable but has fewer constituents. The 
MSCI Frontier Markets 100 Index, for instance, screens 
companies for investability to provide an index that is 
replicable. How investable are the frontier markets?

Speidell: Comparing the investability of frontier 
market stocks with that of other markets is like compar-
ing real estate and private equity with the equities that 
trade on the New York Stock Exchange. The total trad-
ing volume of frontier markets ex-GCC is roughly $100 
million per day. For a firm with $1 billion under manage-
ment, that works out to 10 days’ trading volume, which 
is not too much. Some large investment firms hold that 
amount in a single company in developed markets.

Regarding trading volume by region over time, there 
have been significant increases. In Africa, for example, 
there are now probably 50 stocks that are each trading 
close to about $1 million per day. One could say the price 
discovery process is alive and well in Africa. In con-
trast, the Ivory Coast trades only $225,000 per day, so 
this market is not very liquid at all. But across most of 
the markets and individual stocks, there is good volume. 
In Kenya, for example, daily volume is $4.8 million; in 
Ghana, it is $1.9 million, and in Nigeria, $19.0 million.

Kidd: You encourage investors to seek opportunities 
in countries outside the indices. By simply following the 
indices, one would exclude some very attractive countries 
and companies in frontier markets. Is this an opportunity 
risk, essentially?

Speidell: Yes, that is very much the case. There are 
lots of countries with good stocks that are that not in the 
indices. For investors who are looking at relative attractive-
ness rather than at relative market cap or relative trading 
volume, the opportunities are spread widely across smaller 
markets. There are very attractive investments in Tanzania, 
Malawi, Zambia, Ghana, and Zimbabwe, which are small 
markets and not included at all in some indices.

Kidd: Many investors make the case that when 
allocating investments globally, one should not draw a 
line between emerging markets and developed markets 
because on a risk-adjusted basis, they are very similar. 
Why do you often say that frontier markets are no riskier 
than emerging markets?

Speidell: I have been saying for years that the differ-
ences among frontier, emerging, and developed markets 
are a lot more blurry in practice than investors think. The 
term “emerging” is itself misleading. At the moment, sev-
eral emerging countries seem to be going in the wrong 
direction. South Africa is one of them; Egypt is another. 
I would say Mexico is another. And for a long time, it has 
been difficult to tell in what direction Indonesia, the Phil-
ippines, Thailand, and Malaysia—which was classified as a 
developed country from 1993 to 1997—have been going.

When we compare risks based on standard devia-
tion, frontier market indices have had much lower stan-
dard deviations than emerging or developed market indi-
ces. For 36-month rolling periods from inception of the 
first frontier market composite index through Decem-
ber 2012, the standard deviation for the S&P Frontier 
Markets BMI ex-GCC was 14.0%, versus 21.4% for the 
MSCI Emerging Markets Index, 19.6% for EAFE, and 
15.1% for the S&P 500 Index.

Kidd: To what factors do you attribute the lower 
standard deviation?

Speidell: The S&P Frontier BMI ex-GCC consists 
of 21 countries that have very low correlations with one 
another, which results in classic portfolio diversification. 
Although one country may have a volatility of 40% per 
year, the markets together are uncorrelated, so average 
index volatility may be lower than that of the S&P 500. 
That fact is not widely known or appreciated. At this 
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stage of development, cross-country correlations in fron-
tier markets are exceedingly low, about 0.1 or 0.2, across 
an average of the correlations between the countries in 
the S&P Frontier BMI ex-GCC. Meanwhile, in the 
developed world, many investors buy all the same com-
panies, and those companies may have 50 or 100 analyst 
estimates, so they are efficiently priced. As a result, those 
investors do not receive much diversification.

Kidd: You also make the case that overall opportu-
nities in frontier markets are greater than for emerging 
markets. In your view, what are the unique features of 
frontier markets that provide for more opportunity?

Speidell: As an active investor, I am threatened 
by efficient markets, where all information is already 
reflected in the prices. But in frontier markets, lots of 
inefficiencies result from local investor behavior, low for-
eign participation, and low analyst coverage.

Local investors often do not trade on fundamentals 
or even calculate P/E ratios. In Bangladesh, for exam-
ple, when the price of one multinational starts rising, 
the prices of all multinationals rise. Local investors in 
Bangladesh also have a preference for stock dividends, 
which they call “bonus shares.” If a cash dividend–paying 
company declares a stock dividend, the stock price may 
immediately rise. These types of trading behaviors create 
a lot of opportunity.

Institutional investor presence in frontier markets 
can range from less than 10% to 50% or more, and this 
interest has been rising. In Nigeria, foreign participa-
tion has risen to 70% from 20% in 2009. Some of that 
increase was stimulated by J.P. Morgan’s announce-
ment that it would add Nigerian bonds to its Emerg-
ing Bond Index in August 2012, sparking an inflow of 
capital and rallies in the country’s currency, bond, and 
stock markets. As the Nigerian stock market rose, it 
became more liquid.

Low analyst coverage also leads to market inef-
ficiencies. In the Russell Global Emerging Markets 
Index, only 5% of the companies are covered by two 
analysts or fewer, whereas in the Russell Frontier Index 
ex-GCC, 55% of the companies have two or fewer ana-
lysts. Of these, a third of the companies have zero ana-
lyst coverage.2

Kidd: In your book, you recommend that active 
managers be given a fair amount of latitude in tracking 
error relative to their benchmarks. Can you explain why?

Speidell: The wide bid–ask spreads and low liquid-
ity in frontier markets make them particularly well suited 
for active management and the pursuit of alpha. Inves-
tors should be prepared to give active managers wider 
tracking error ranges relative to their indices to allow 
for diversification from the regional, sector, or country 
weightings of the indices.

Kidd: On a practical level, how do the custody, trad-
ing, and settlement risks in frontier markets compare 
with those of emerging markets?

Speidell: They are very similar, which would not 
have been the case five years ago. All of the frontier 
markets have moved to central depositories, and most 
of these have scrupulous trading practices. Their pro-
cedures are much more modern than trading proce-
dures were in some of the emerging markets 10 or 20 
years ago.

Kidd: Do you have any final thoughts you would 
like to convey?

Speidell: It’s hard for investors to remember that 
emerging markets were often easily dismissed in 1991. 
Although I am not saying that frontier markets will grow 
to $3 trillion in capitalization, I do think that investors 
dismiss these places at their own peril.

Those interested in further reading on frontier mar-
kets can explore a collection of special reports and publica-
tions online.

N O T E S
1. The MSCI EAFE Index comprises the MSCI country indices that 

represent developed markets outside of North America: Europe,
Australasia, and the Far East.

2. As of 31 August 2012, according to Russell Investments.
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