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The global economy is in the midst of a massive reconfiguration, with increasing contributions
from outside the United States creating more opportunities for investors. In today’s dynamic
and expanding markets, investors may want to align portfolios to potentially take advantage
of the changing composition of growth economies in world markets.

We find, however, that most investors demonstrate a home country bias and allocate a
disproportionate share of their investments into domestic assets, thereby reducing their
opportunities to potentially benefit from exposure to global markets. An overdependence on
the home country for equity investments can expose a portfolio to greater concentration risk
at a time when global investing has become less risky due to improved accounting standards
and strong fiscal positions among the emerging economies.1

Reflecting these global dynamics, Northern Trust advocates a total global equity exposure.
This includes a proportionate weight in developed, emerging and frontier markets, and provides
comprehensive market capitalization exposure by incorporating developed small-cap and
emerging market small-cap securities. We think investors should consider shifting to current,
more complete “total international equity” benchmarks.

BENCHMARK INDEXES
Historically, U.S. investors looked to international equities to generate higher returns while
increasing diversification within a portfolio. The most widely used benchmarks – MSCI Europe,
Australasia Far East (EAFE) and MSCI Emerging Markets – have become more highly correlated
to U.S. equities than in the past. Additionally, these benchmarks are biased toward large- and
mid-cap equities and don’t provide the complete opportunity set to build the optimal portfolio.
Developed small-cap, emerging small-cap and frontier sub-asset classes, while having
higher risk have historically provided higher returns with less correlation to the global economy,
since they are driven by local factors. This is demonstrated later in the paper in Figures 11 and 12.

In November 2006, MSCI announced it would update its benchmark methodology in the
MSCI Global Investable Market Indexes (GIMI) to include non-overlapped asset class subsets
for both developed and emerging large-, mid- and small-cap equities. Such benchmarks include
(Figure 1) the MSCI All Country World Investable Market Index (ACWI IMI). These new indexes
more closely resemble the broad representation of major U.S. indexes, such as the Russell 3000
or Dow Jones Total Market Index, and help investors incorporate a truly international equity
mix into their portfolios. Benchmark providers such as Standard & Poor’s (S&P) and MSCI
have also created benchmarks that allow for exposure to frontier markets, which are the
remaining piece of the puzzle to complete the investable international opportunity set.

1 The Global Imperative, NTGI, Jim McDonald
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AN INTRODUCTION TO FRONTIER MARKETS
Frontier markets give investors the ability to expand their asset allocation beyond developed and emerging
markets to the next “frontier” of capital investment. Although there is no strict definition of frontier markets,
investors often consider frontier markets to be the next generation of emerging markets. These markets
represent approximately 1% of the entire non-U.S. equity universe. They tend to be developing countries
with high rates of economic growth and small, relatively illiquid stock markets. Figure 2 provides a breakout
of frontier markets by geographic region. Generally, these markets are in their infancy and have attracted
investor attention due to their diversification benefits and growth potential. Countries classified as frontier
markets generally are not represented in the major emerging market indexes. Risks are part of any investment,
but investments in less-developed international markets face additional risks due to a lack of the infrastructure
and safeguards that investors are accustomed to in established markets. These risks are surmountable for
investors who understand them and are willing to conduct the additional due diligence required to invest
in these markets.

FIGURE 2: THE FRONTIER MARKET COUNTRIES

EUROPE AFRICA MIDDLE EAST ASIA AMERICAS

Bulgaria Botswana Bahrain Bangladesh Argentina
Croatia Ghana Jordan Cambodia Colombia
Cyprus Ivory Coast Kuwait Pakistan Ecuador
Estonia Kenya Lebanon Kazakhstan Jamaica
Georgia Mauritius Oman Sri Lanka Panama

Latvia Namibia Qatar Vietnam Trinidad and Tobago
Lithuania Nigeria UAE
Romania Tunisia

Slovak Republic Zambia
Slovenia
Ukraine

Includes those countries included in the MSCI Frontier Index, the S&P Frontier Index, the S&P Select Frontier Index and
the S&P Extended Frontier 150 Index.
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FIGURE 1: THE GLOBAL EQUITY OPPORTUNITY SET

Source: MSCI, ACW IMI and Frontier, December 2009



By adding a frontier market
allocation to a portfolio,
investors obtain expanded
exposure to under-repre-
sented regions such as
Eastern Europe, Africa,
and the Middle East, as
well as a broadened oppor-
tunity set in Asia and the
Americas.

When comparing frontier
markets to emerging markets
at the sector level (Figure 3),
you can see that the fron-
tier markets are dominated
by telecom and financial
stocks. In addition, materials
and energy are underweight
relative to emerging markets.
While some of the frontier
market economies (particularly Middle Eastern economies) are affected by commodity prices, these
companies are often state-owned enterprises which do not appear in the frontier market indexes. For
example, Saudi Aramco, the state-owned national oil company of Saudi Arabia, is one of the largest oil
companies in the world, but is not publicly listed and does not appear in a major frontier market index.
The dominance of financial and telecom stocks is a common early development theme. As wealth grows,
the service sectors must grow as well to accommodate economic development of a growing middle class.

Frontier Markets - The Investment Thesis

Many frontier market economies, once plagued by instability, currency crises and debt, have now
stabilized. The frontier markets have “grown up” in recent years, demonstrating strong economic
growth, attractive valuations and diversification opportunities.

As Figure 4 shows, the average inflation rate in frontier markets was 243.61% in 1993; in 2008 it was a
more respectable 11.91%. Gross domestic product (GDP) growth has modestly improved, from an average
of only 1.53% in 1993 to 4.79% in 2008.

Leaders in many frontier markets also learned
from the currency crises of the 1980s and 1990s
and used flush economic times to build govern-
ment surpluses and save for “rainy” days. Current
accounts in many frontier markets have gone from
deficits to surpluses.

As frontier market economies have improved,
they also have cautiously opened up to foreign
investors. Frontier markets such as Vietnam and



Dominance of

financial and

telecom stocks is

a common early

development

theme.

continued

0% 10% 20% 30% 40% 50% 60%

MSCI EM

S&P Extended Frontier 150*

M

S

Utilities

Telecommunication Services

Materials

Information Technology

Industrials

Health Care

Financials

Energy

Consumer Staples

Consumer Discretionary

*S&P Extended Frontier 150 excludes Colombia.
Source: Northern Trust, S&P, MSCI. Data as of December 2009.

FIGURE 3: FRONTIER MARKET SECTORS

REAL GDP GROWTH COMPARISON

1993 Frontier Markets 1.53%

2008 Frontier Markets 4.79%

INFLATION COMPARISON

1993 Frontier Markets 243.61%

2008 Frontier Markets 11.91%

FIGURE 4: FRONTIER MARKETS HAVE “GROWN UP”

Source: IMF, World Economic Outlook database, October 2009





the United Arab Emirates have
reduced barriers to foreign
investors by lowering foreign
ownership limits on equity
ownership. While many frontier
markets have made significant
economic and market reforms,
there is clearly more work
to be done. For example,
Argentina enacted capital
controls in 2008, and currently
foreign investors can only reliably
access the market through
depository receipts. As a result
of these capital controls, MSCI
demoted Argentina in May 2009
to frontier market status from
emerging market status. Most
of the frontier benchmarks
that now include exposure to
Argentina are accomplishing
this by including depository
receipts instead of the local secu-
rities, which lets investors gain
exposure to the market while
avoiding the capital controls.

Liquidity, once a major problem
in frontier markets, has also
improved significantly. Fewer
barriers to entry and more
accessibility to markets have
attracted investors, helping the
asset class become more liquid.
Similar to what investors have
experienced with emerging
markets, we expect liquidity
to improve as more investors
dedicate a portion of their
assets to frontier markets.

Economic Growth

Frontier markets have experienced strong economic growth in the last few years, significantly outpacing
developed markets, as depicted by the International Monetary Fund (IMF) data in Figure 5. In the recent
economic downturn, real GDP growth dropped in all market classes; however, frontier and emerging
market growth still outpaced developed market growth. Frontier markets are expected to grow at a
higher rate than developed and emerging markets for the foreseeable future.

Gross Domestic Product Growth
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FIGURE 5: REAL GDP GROWTH

Source: IMF, World Economic Outlook database and MSCI, October 2009.

Copyright: © IMF, 2010. Source: World Economic Outlook – April 2010.
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FIGURE 6: PROJECTED REAL GDP GROWTH IN 2014
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The IMF predicts that global
GDP growth will continue to
be driven by emerging and
frontier markets. Figure 6
shows projected real GDP
growth in the year 2014, and
expected GDP growth of 3%
or more is overwhelmingly
concentrated in the developing
regions of South America,
Africa, Asia and Eastern Europe.

Even with strong economic
growth, frontier market
economies remain very small in
terms of market capitalization
versus developed and more
advanced emerging market
countries.One gauge of potential
capital growth measures the
median stock market capitalization
relative to GDP. As Figure 7 demonstrates, the median market capitalization of frontier markets relative to
GDP is much lower than developed markets, leaving room for steady “equitization” of their economies.

THE ECONOMICS: WHERE DO THEY STAND?
Frontier markets have made remarkable economic progress compared to emerging markets. The projected
GDP per capita for frontier markets is actually higher than in emerging markets regardless of their
lower “development” status.

Figure 8 shows the regional economic strengths and weaknesses of frontier markets. The Middle Eastern
frontier markets are clearly the strongest economies with respect to per capita GDP. The Middle East also
leads the pack regarding current account balances, reflecting the region’s position as a net exporter of oil.

Although Europe and Africa have a lower GDP
per capita, this doesn’t reflect the relatively
higher GDP growth rates of countries within
these regions such as Nigeria, Serbia, and
Romania. (Source: IMF Data, October 2009.)

Many of the frontier market countries have
matured to the point that they are being
considered for graduation to emerging markets.
MSCI, for example, recently evaluated the status
of Kuwait, Qatar and the UAE for graduation
to emerging markets but instead decided to
maintain frontier status for these markets.
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Source: World Bank, Developed Markets are defined as MSCI EAFE+Canada+U.S., Emerging Markets are defined as MSCI EM,
Frontier Markets include those countries included in the MSCI Frontier Index, the S&P Frontier Index and the S&P Extended Frontier
150 Index (excluding Colombia).

FIGURE 7: 2009 MEDIAN STOCK MARKET CAPITALISATION

FIGURE 8: THE ECONOMICS OF FRONTIER MARKETS

PROJECTED GDP CURRENT
PER CAPITA INFLATION ACCOUNT BALANCE

Emerging Markets 12,770 7.33 –0.56

Frontier Markets 15,567 11.91 –3.07

Latin America/Caribbean 12,824 11.98 –0.62

Asia 2,905 18.08 –7.76

Europe 15,811 10.88 –11.78

Africa 6,201 10.13 –0.85

Middle East 36,821 11.37 12.17

Source: International Monetary Fund, World Economic Outlook Database, October 2009. Developed, Emerging,
and Frontier categories are defined using S&P and MSCI. GDP per capita = gross domestic product based on
purchasing-power-parity (PPP) per capita GDP in current international dollars. Inflation rate = average consumer
prices, (annual percent change). Current Account Balance = current account balance as a percentage of GDP.
Gross domestic product, current prices (national currency) current account balance (U.S. dollars).





POLITICAL/SOCIAL GROWTH FACTORS
The exceptionally young population in frontier countries highlights the asset class’s extraordinary growth
potential. Across frontier markets, the median age of the population is only 30.2 years compared to the
aging population in the developed markets at 40.5 years, as shown in Figure 9.

In addition to higher economic growth rates, the frontier markets exhibit higher population growth rates
than both developed and emerging markets. Thus, we believe frontier and emerging markets will continue
to demonstrate relatively strong GDP and population growth in the future.

As the population and GDP of frontier
markets grow, so does the middle class
of these countries, as evidenced by the
economic growth of recent decades that
lifted millions of people out of poverty and
created a new class of consumers. Future
economic growth in the developing world
will be fueled by domestic consumers as
well as international consumers.

VALUATIONS: GETTING FRONTIER MARKETS ON THE CHEAP
Figure 10 displays trailing price/earnings (P/E) ratios for frontier, developed and emerging markets during
the market crisis of 2008. Before then, frontier market valuations were approaching the levels of developed
and emerging markets. But in 2008, frontier market valuations fell in tandem with the developed and
emerging markets.

Emerging markets came out of the financial crisis attracting significant inflows, as many emerging
market countries were trading at historically low valuations and had better economic characteristics
than many developed countries. Frontier markets perceived as having relatively more risk, however, did
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FIGURE 10: TRAILING P/E RATIOS

AVERAGE
POPULATION AVERAGE
GROWTH RATE MEDIAN AGE

Developed Markets 0.97 40.50

Emerging Markets 1.00 30.37

Frontier Markets 1.33 30.20

FIGURE 9: DEMOGRAPHICS

Source: IMF, World Economic Outlook database, October 2009



Data as of 12/31/09
Source: S&P, MSCI, Northern Trust



not experience the recovery enjoyed by the developed and emerging markets in 2009. Concerns over
debt crises in the Middle East and Eastern Europe also conspired to limit the frontier market recovery.
However, frontier markets today look fairly valued compared to the emerging markets, which have
become more richly valued relative to historical norms.

DIVERSIFICATION FACTORS
The frontier market sub-asset class completes the international opportunity set, has low correlations to
developed countries, high economic growth potential and a historically attractive risk/return profile.
We encourage sophisticated, long-term investors to explore a diversified exposure to this asset class while
being ever-mindful of the higher geo-political, regulatory and operational risks that do exist in these markets.

Many of the companies in frontier market indexes have a national or regional reach, and their perform-
ance is driven by local economic and political factors rather than the global economic environment. As
Figure 11 demonstrates, this has historically led to an asset class with remarkably low correlations with
developed markets.

Historically, U.S. investors looked to international equities to provide diversification within a portfolio. In
the 1990s, the S&P 500 Index and the MSCI EAFE Index had a moderately low correlation of 0.54. However,
from January 2000 to December 2009, the correlation between the two indexes rose to 0.88. The MSCI
EAFE still has diversification benefits, but clearly the benefit has eroded with globalization. During this
period, emerging market equities also exhibited higher correlations with developed markets, including
the United States, as returns of larger emerging market companies like Samsung Electronics were driven
more by global factors.

Frontier markets historically have demonstrated a pattern of low correlations, as shown in Figure 11. As of
December 2009, the long-term (10-year) correlation between the S&P BMI Frontier Markets Index and the
S&P 500 was a moderately low 0.54. These correlations underscore the strong long-term diversification
potential that frontier markets can offer. Prior to the global financial crisis in 2008, the correlation between
frontier and developed markets was even lower. As investors reduced risk across their portfolio, asset classes
became more correlated. We believe that the frontier markets will continue to have a relatively lower corre-
lation because as certain frontier countries become more global, it is likely these countries will “graduate”
into emerging markets.

continued

FIGURE 11: CORRELATION BETWEEN THE S&P 500 AND MSCI EAFE
10 YEARS ENDING 2009

(JANUARY 2000 TO DECEMBER 2009)

MSCI DEVELOPED EMERGING
MSCI EMERGING INTERNATIONAL MARKETS S&P BMI

S&P 500 EAFE MARKETS SMALL CAP SMALL CAP FRONTIER

S&P 500 1.00

MSCI EAFE 00..8888 1.00

MSCI Emerging Markets 0.79 0.88 1.00

Developed International Small Cap 0.81 0.96 0.89 1.00

Emerging Markets Small Cap 0.72 0.83 0.96 0.86 1.00

S&P BMI Frontier 00..5544 0.69 0.65 0.71 0.69 1.00





Further, Figure 12 demonstrates the attractive historical risk/return profile (as measured by the standard
deviation of returns) of frontier market equities. The low correlations between different frontier markets
may be a contributor to the overall low standard deviations of the asset class. Hence, we advocate a diversified
approach for this asset class. We also caution that the lower volatility of frontier markets is driven by
the slow adjustment of prices in these markets due to a combination of low liquidity and the long-term
investment horizon of investors in this asset class. We expect volatility to increase in line with emerging
markets as more investors adopt an allocation to the frontier markets. 

FRONTIER MARKETS INDEX CHARACTERISTICS 
There is significant variation across benchmarks with respect to country and regional composition and
investability metrics. It is important to understand and be aware of the differences. The major global
index providers, MSCI, S&P and FTSE, use a number of different quantitative and qualitative factors to
classify a frontier market country. Their differing criteria affect all the major index-based investment 
managers, who use the parameters defined by the index providers to determine the countries included 
in their index fund mandates.
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Returns of the indexes also do not typically reflect the deduction of investment management fees, trading costs or other expenses. It is
not possible to invest directly in the index. Indexes are the property of their respective owners, all rights reserved.
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FIGURE 12: RISK RETURN CHARACTERISTICS





When reviewing the major qualitative factors for frontier market classification, the index providers tend to
agree on some points. However, their interpretations of how to measure country-specific particulars can
vary based on:

� Level of economic development

� Perceived political risk

� Measurement of a market’s depth and breadth

� Assessment of operational efficiency and accessibility 

� Qualification of the market and regulatory environment

� Terms regarding custody and settlement

Determining which index to benchmark against is a key decision for investors considering an allocation
to frontier markets. The S&P Frontier BMI Index, the oldest frontier markets index, aims to encompass a
breadth of markets. As such, it covers 35 different frontier markets and aims to cover 80% of the market
cap of each country. While this index provides broad coverage and is good for research purposes, it falls
short as an investable index because of prohibitive operational, regulatory and liquidity challenges in many of
the 35 countries.

The S&P Extended Frontier 150 Index is a subset of the S&P Frontier BMI Index, and provides coverage of 
25 countries and 150 of the largest and most liquid equities. Unlike the MSCI Frontier Markets index, 
the S&P Extended Frontier 150 Index caps the weight of each country at 15%, limiting concentration in
regions such as the Middle East and providing more diversification. This S&P benchmark also offers more
depository receipts and foreign listing options, allowing investors to gain exposure to otherwise
uninvestable markets.

ADDITIONAL RISKS OF FRONTIER MARKETS
Frontier market investors face similar and more abundant risks than emerging markets. As a result, it is
critical to gain broad exposure to this asset class while being mindful of the challenges of investing in 
this asset class. As discussed earlier, risks are part of any investment, but investments in less-developed
international markets face additional risks due to a lack of the infrastructure and safeguards that investors
are accustomed to in established markets. These risks are not insurmountable for investors who understand
them and are willing to conduct the additional due diligence required to invest in these markets.

Following are some of the potential risks and challenges requiring investment managers to gain expertise
in before managing assets in  frontier markets.

Operational Risks

Operational risks include any elements that could impede the operational aspects of buying and selling
securities in a local market. This encompasses settlement issues, failed trades, the buy-in process and/or
high overdraft rates. Botswana, for example, has heightened operational risks. Processes there are highly
manual and lack the standard mechanisms that protect equity market investors.

continued



 

Regulatory/Market Risks

Each market may have its own set of regulatory risks or other market barriers. These could include high 
regulatory barriers to market entry or exit, currency restrictions, onerous local custody account setup and
maintenance and/or limits on foreign ownership. Vietnam, for example, limits foreign ownership at 49% in
general and 30% for banks. This became a potential barrier to entry in 2007, as assets continued to pour
into Vietnamese equities, and many companies were at or near the limits. 

Geo-Political Risk  

Frontier market countries may face heightened geo-political risk, so investors need to consider how 
geo-political conditions affect market accessibility and operational and regulatory risks.

Transaction Costs

Investors should always be aware of investment-related expenses, including transaction costs. Frontier
markets by nature are more costly to invest in than more established developed markets due to factors
such as higher commissions, fees and taxes, wider bid/ask spreads and lower liquidity. For this reason,
we believe it is critical for investment managers to build transaction costs into their investment process. 

NTGI FOR FRONTIER MARKETS
The frontier market sub-asset class completes the international opportunity set, has low correlations to
developed countries, high economic growth potential and a historically attractive risk/return profile. We
encourage sophisticated, long-term investors to explore a broad exposure to this asset class while being
mindful of the higher geo-political, regulatory and operational risks in these markets. Investors with a 
current allocation to emerging markets and who appreciate the risks involved might consider a proportional
allocation to frontier markets.

Northern Trust’s frontier market strategy is designed to account for and reflect the real world challenges of
investing in frontier markets. The strategy is designed to offer diversified exposure while being mindful
of the costs and risks associated with these markets. The portfolio management team employ strategies 
to mitigate risks such as excluding local investment in equities within countries with severe operational and
regulatory market hurdles even if they are included in the benchmark. 

Northern Trust is a leader in global index management, with more than $265 billion invested in index
strategies as of March 31, 2010. Our product array includes a comprehensive set of equity and fixed-income
strategies available through commingled funds as well as segregated accounts. Each fund is designed to
offer institutional investors and high-net-worth clients with efficient market exposure to designated 
benchmarks. Our port folio management teams, based in Chicago, London, and Tokyo, are composed of
experienced investment professionals who bring together the best practices from leading quantitative 
management firms.



 

IRS CIRCULAR 230 NOTICE: To the extent that this message or any attachment concerns tax matters, it is
not intended to be used and cannot be used by a taxpayer for the purpose of avoiding penalties that may be
imposed by law. For more information about this notice, see http://www.northerntrust.com/circular230

This material is directed to eligible counterparties and professional clients only and should not be distributed to or relied upon by retail investors. For Asia Pacific
markets, it is directed to institutional investors, expert investors and professional investors only and should not be distributed to or relied upon by retail investors.

Information has been obtained from sources believed to be reliable; however, NTGIL makes no representation as to the accuracy, completeness and interpretation of
such third party information. 

Past performance is no guarantee of future results. There are risks involved in investing including possible loss of principal. There is no guarantee that the investment
objectives of any fund or strategy will be met. Risk controls and models do not promise any level of performance or guarantee against loss of principal. It is not
 possible to invest directly in any index. Index performance returns do not reflect any management fees, transaction costs or expenses. Index performance is based upon
information provided by the index providers. Indexes and trademarks are the property of their respective owners, all rights reserved. 

This material is provided for informational purposes only and does not constitute a recommendation of any investment strategy or product described herein.
Opinions expressed herein are subject to change at any time without notice. The information in this report has been obtained from sources believed to be reliable,
but its accuracy and completeness are not guaranteed. 

Northern Trust Global Investments comprises Northern Trust Investments, N.A., Northern Trust Global Investments Limited, Northern Trust Global Investments Japan,
K.K., the investment adviser division of The Northern Trust Company and Northern Trust Global Advisers, Inc. and its subsidiaries to offer investment products and
services to personal and institutional markets. ©2010

Information intended for use with institutional investors only.



northerntrust.com

Q28113 (7/10)


