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Executive Summary

�� Frontier Asia is increasingly becoming an 
important part of the frontier world in terms 
of size, potential growth, and opportunity. 

�� China plays an important role in the region. 
Encouragingly, current trends point to a 
favorable backdrop for Asian frontier markets 
as China grows and develops. 

�� It is important to identify the best opportunity 
set within these markets as, often index 
constituents do not fully represent the stocks 
that are central to the local growth story. 
Additionally, there is a strong need to be 
active within these markets as there can be 
great dispersion, both in terms of country and 
sector returns. 

�� Frontier Asia currently trades at attractive 
valuation levels, not only on a relative basis 
compared with emerging and developed 
markets, but also within the frontier 
investment universe. 

�� Valuations may be attractive, but stock 
selection remains paramount. It is important 
to focus on quality and stocks that will 
continue to deliver over the long term. 
However, with sufficient resources a manager 
can find areas of the market that can help to 
provide compelling risk-adjusted returns. 

Within frontier markets, Asia is offering up 

more and more interesting opportunities. 

Predominately, there are four main countries 

that offer the size and liquidity for international 

investors: Sri Lanka, Vietnam, Pakistan, and 

Bangladesh. However, on the horizon, Cambodia, 

Mongolia, Myanmar and Laos are open and/or 

will slowly open up to investors. 

In Figure 1 (page 2), you can see how Asia has 

come into greater focus now that Qatar and 

the United Arab Emirates have moved to the 

MSCI Emerging Markets Index. However, the 

current weightings and composition of the Asian 

portion of the MSCI Frontier Markets Index do 

not appropriately represent the opportunities 

we are finding in these markets. This can often 

be the case with frontier markets; this may be 

for historical reasons or down to the free-float 

methodology MSCI employs to create its indices.

As we mentioned above, we believe that the 

benchmark index for the region can often be an 

inefficient map of the opportunity set. Some of 

the index constituents are companies that may 

be partly state-owned enterprises, which means 

that they are often not run for the benefit of 

shareholders. Meanwhile, a number of them, 

in our opinion, can fall down on corporate 

governance or liquidity standards. Additionally, 

as in a number of developing economies, stocks 

listed in the index do not always fully represent 

the underlying economy. 
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Therefore, it is important to extend your search. A crucial 

element of any asset allocation study is the identification 

of the relevant opportunity set. The ability to diverge and 

look beyond the index can help to create added value. 

Searching for opportunities further down the market cap 

scale can also help in the pursuit of alpha. Increasing the 

opportunity set to include small- and mid-cap equities has 

many benefits. Smaller companies are often the source 

of new ideas that contribute to long-term GDP growth, 

while the sheer diversity of the companies available 

to investors is also very appealing. Mid-cap stocks can 

also offer the flexible, innovative, high-growth aspects 

of small-cap stocks, but with the additional benefits of 

proven management, established products, and greater 

liquidity. Generally, small- and mid-cap companies are 

also much better able to tap into the local growth story as 

they tend to have a greater domestic focus. 

Of course, moving further down the market cap 

scale can increase risks. However, these outside index 

positions should, in our opinion, only ever represent 

a manager’s highest-conviction and most compelling 

investment ideas. 

Financials a large part of the opportunity set 
The opportunity set in Asia, as with other frontier 

markets, is majorly focused on the financials sector. 

This is primarily due to banks and financial companies 

predominately being the first to equitize within the 

marketplace. Encouragingly, financials is an area where 

we see a tangible difference between the emerging and 

developed world. Financials can, in some respects, be 

considered a “levered” investment linked to an underlying 

economy. A banking system operating within a growing 

economy with controlled nonperforming loans (NPLs) is 

likely to be a good starting point if you wish to identify 

growing, profitable banks—we see many such examples 

in the frontier world today. 

The banking systems in frontier and emerging market 

countries have also been through a crisis in the past 

20 years. Having learned from the painful experience 

of excess leverage and a severe bad debt cycle, lending 

practices have been improved in many countries, and 

banks, therefore, tend to operate on a more traditional 

basis. Most concentrate on taking deposits, making 

loans to consumers and to businesses, and processing 

transactions; this model has been supportive of 

profitability, if well managed. 

Valuations are also generally favorable. There are many 

banks trading at high single-digit to low double-digit levels 

when considering forward-looking price-to-earnings (P/E) 

ratios. Many frontier banks are also generating exciting, 

but also sustainable, return-on-equity levels. Growth of 

20% annum is not uncommon, especially in Pakistan and 

Sri Lanka. In addition, with a macroeconomic backdrop 

that is becoming more positive, and a deleveraging cycle 

predicted to come to an end by the end of 2014, it is a 

great opportunity to own some exciting companies for 

the medium term at very attractive levels. 

Americas
Index 
Weight %

Central 
& Eastern 
Europe & 
CIS

Index 
Weight % Africa

Index 
Weight %

Middle 
East

Index 
Weight % Asia

Index 
Weight %

Argentina 7.50 Bulgaria 0.19 Kenya 4.96 Bahrain 1.39 Bangladesh 1.89

Croatia 1.72 Mauritius 1.28 Jordan 0.75 Pakistan 7.12

Estonia 0.47 Nigeria 19.68 Kuwait 24.61 Sri Lanka 1.76

Kazakhstan 3.82 Tunisia 0.57 Lebanon 2.33 Vietnam 3.39

Lithuania 0.15 Morocco 6.11

Romania 2.34 Oman 4.50

Serbia 0.27

Slovenia 2.97

Ukraine 0.21

7.50 12.14 26.49 39.69 14.16

Figure 1.  
MSCI Frontier Markets Index: 
Asia becoming an increasingly important area for frontier investors

Sources: MSCI and FactSet.
Numbers may not total 100 due to rounding.
As of August 31, 2014
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Push and pull with China
China has a large effect on many frontier markets in Asia. 

We can probably explain this trend as being the result of 

two key influences—one, more of a push, and the other, 

more of a pull. 

The push factor would be that cost inflation in China has 

been substantial over the past decade, and this is pushing 

more production and manufacturing to frontier countries. 

Government policies in China have led to this. We have 

seen minimum wage hikes in China at double-digit levels 

for a number of years as the government encourages 

wealth creation and consumption. Companies are 

increasingly being forced to provide better benefits, such 

as pensions for their workers. Meanwhile, the renminbi 

has also appreciated, making exports more expensive, 

and it has become harder and costlier to buy land. 

The Chinese government is also striving for a happier, 

wealthier population that has a cleaner environment to 

live in. So, while China wishes to maintain high levels of 

employment and may be disappointed to lose market 

share to other parts of Asia, it probably accepts that this is 

a natural byproduct of its policies. China has been trying 

to offset this to some extent by moving up the value chain. 

So it is less interested in being the low-cost exporter of 

pens and t-shirts and more interested in autos, aviation, 

factory automation, etc. 

However, it is important to recognize that what is 

happening has less to do with manufacturing closing 

down in China, and more to do with incremental 

investment moving elsewhere. Primarily, we have seen 

this in textiles/apparel and in electronics assembly. While 

the main manufacturing centers for companies like Luen 

Thai, Shenzhou International, and Pacific Textiles are still 

in China, they are being actively encouraged by their 

branded customers (Nike, Adidas, Uniqlo, Coach, etc.) to 

put incremental investment in Vietnam, Cambodia, and 

other parts of the region. 

The benefits are diversification away from concentrated 

China risk, lower manufacturing costs (wages are 

approximately 50% lower in Vietnam and 75% cheaper in 

Cambodia), and potentially lower corporate tax rates. For 

some industries, governments in Southeast Asia provide 

tax incentives to encourage investment. Often, you will see 

lower export taxes to Japan, Europe, and the U.S. in many 

countries. In Vietnam, for example, high value‑added 

manufacturing industries, such as electronics and health 

care, pay 10% corporate tax instead of the standard 22%. 

Samsung Electronics recently announced plans to build 

a $1 billion factory in Ho Chi Minh City, taking its total 

investment in Vietnam to $5 billion. By 2015, Samsung 

expects that up to 40% of its mobile handsets will be 

shipped from Vietnam. Cambodia also waives corporate 

income tax for garment manufacturers for the first 

five years. 

The pull factor is that many Southeast Asian nations have 

high rates of economic growth and large populations—

large and increasingly wealthy addressable markets. 

Indonesia’s population is over 250 million, Thailand 

70 million, Vietnam 93 million, and the Philippines over 

100 million. Companies can put production closer to their 

customers in these new markets. The other pull factor 

is that companies from more mature Asian economies 

are seeking new growth opportunities. Companies like 

POSCO (a South Korean steel manufacturer) already have 

facilities in Indonesia and are setting up in Vietnam. Even 

Chinese cement and power companies are looking at 

opportunities outside their domestic market as demand 

growth at home matures.

However, there are some risks and stumbling blocks that 

are likely to continue to prevent a rapid withdrawal of 

investment from China. These include:

�� Poor infrastructure (roads, rail, port, power), 

underdeveloped local supply chains and 

inefficient logistics.

�� Less stable political environments.

�� Rising costs—Thailand and Malaysia are already 

more expensive than China. Vietnam and other 

frontier countries will catch up. This is particularly 

true as these countries also move up the value 

chain (this has happened in Thailand and is now 

happening in Vietnam). 

�� Lower worker efficiency—Many companies have 

reported lower productivity in Southeast Asia 

partially offsetting lower wages.

�� Potential language barriers.

Financial markets have huge room to grow 
Long term, market dynamics for these markets should 

continue to improve. Pension reforms have yet to unleash 

local demand for equities, but when this happens, it 
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should help deepen the market and remove some of the 

volatility created by foreign buying. The region also has 

a very poorly developed banking system. Total loans as 

a percentage of GDP are extremely low relative to both 

developed and emerging markets (excluding Vietnam), 

while mortgages and credit card debt are almost non-

existent (Figure 2). We expect that future credit growth 

will increase as these markets evolve. 

Winners and losers 
Identifying a theme or a trend, however, does not 

necessarily make a successful growth investment. Stock 

returns within the same country and industry can exhibit 

notable dispersion. In Figure 3, we have illustrated some 

examples where companies in the same sector or industry 

have performed in very different ways. Within the Pakistan 

banking sector, investing in both United Bank and Habib 

Bank has proved far more successful than investing 

in National Bank of Pakistan, which is of similar size. 

Where both of these banks have succeeded and where 

National Bank has failed has been in the execution of 

their investment program and strategies. Habib Bank, 

the largest Pakistani bank, has enjoyed a far stronger 

normalization of bad debt provisions than most expected, 

while United Bank has benefited from a pick up in credit 

growth and margin expansion. By contrast, National Bank 

of Pakistan has continued to suffer from large-scale NPLs, 

which has seen the share price dramatically underperform 

other banks within the sector. 

Therefore, it is extremely important to spend a great deal 

of your research figuring out who really is winning in these 

marketplaces. This will help to refine stock-picking ideas. 

It also highlights the importance of meeting companies 

face-to-face. The value of meeting company management 

cannot be stressed strongly enough, particularly in their 

home markets—visiting their stores, factories, etc.—but 

also visiting their competitors at the same time. This is 

fundamental to properly evaluate companies and their 

competitors and brings us back to our belief that investors 

should not take a broad approach to buying stocks, but 

instead should focus on buying individual companies 

that will deliver near term and also over the medium to 

long term. 

The Asian front line
As with other frontier markets, economic growth rates 

in Asian frontier markets are far outstripping most 

emerging and developed markets. These markets are also 

becoming more important for frontier investors as positive 

demographics, low penetration levels in consumer sectors, 

pension reforms and an underdeveloped banking system 

provide a robust backdrop for investing. Additionally, with 

the flexibility of a broad range of investments across an 

increasing opportunity set, this part of the frontier world 

offers genuine excitement for us as experienced investors. 

With a focus on quality, Asian frontier markets should 

prove rewarding and will increasingly make a significant 

contribution to a frontier market portfolio. 
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Figure 3. 
The need to be active is important

Source: Bloomberg. 
As of August 31, 2014
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Figure 2. 
Give them credit 
Domestic credit to private sector in 2012 (% of GDP)

Sources: World Bank, IMF, Demirguc-Kunt, and Klapper 2012.
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Sources: World Bank, IMF, Demirguc-Kunt, and Klapper 2012.

Figure 4. 
It’s easier to do business than many expect

Economies are ranked on their ease of doing business, from 1 to 189. A high ranking on the ease of doing business index means 
the regulatory environment is more conducive to the starting and operating of a local firm. This index averages the country’s 
percentile rankings on 10 topics, made up of a variety of indicators, giving equal weight to each topic. 
Source: World Bank. 
As of June 30, 2014

Sri Lanka—The jewel in the Indian Ocean 
Sri Lanka is one of our favorite areas of Asia. It is the only country in South Asia that is currently rated “high” on the Human 

Development Index, and its rating is ahead of India, Indonesia, Thailand, and even China. The World Bank’s Doing Business 

Report ranks Sri Lanka 54th in “Ease of starting a business”—ahead of most developing countries (Figure 4). 

Notably, although Sri Lanka’s population of 20 million is relatively small; its per capita GDP, at $3,000, is much higher than India 

($1,500), Bangladesh ($800) and Vietnam ($1,700), which places the nation in the same league as the Philippines ($2,600) and 

Indonesia ($3,600). Furthermore, long before the civil war had ended, the seeds of improving macro dynamics were already 

being sown. Since 2004, the authorities have managed the fiscal accounts more prudently and macro dynamics have improved 

as public debt levels have fallen and inflationary pressures have subsided. After peace finally returned in 2009, the macro 

backdrop was already favorable. As a result, economic growth has jumped and has been driven primarily by construction, 

mining, transport, communication, and hotels, rather than by government services—which have actually fallen. In other words, 

the growth acceleration has been genuine, driven by the private sector rather than stimulus-induced. 

The growth acceleration has been accompanied by disinflation. Core CPI has fallen steadily over the last 10 years as continued 

restraint in public spending has driven inflation lower. Consistently, government sector real wages have fallen by over 20% in 

the past decade, even as private sector real wages have risen—another sign of fiscal restraint and private sector-driven growth. 

Moreover, the end of the civil war has sparked a surge in inward remittances, which now account for almost 10% of GDP. Finally, 

average manufacturing wages in Sri Lanka have not risen much and, therefore, remain competitive compared with those of 

Bangladesh and China—Sri Lanka’s two main competitors in the area of garments, its principal export item. 

In absolute terms, the equity market is not expensive. Its forward P/E is 14.6x and its price-to-book is 1.8x.1 In brief, the Sri Lankan 

equity market now commands valuations on par with other frontier markets, but with a much better structural and cyclical 

backdrop. The equity market is also well diversified as no companies or sectors skew the market cap in their favor. Some of the 

financial stocks look particularly interesting. 

1 Sources: Bank of America and Merrill Lynch.
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Important Information

The views contained herein are as of October 2014 and may have changed since then.
This document, including any statements, information, data and content contained therein and any materials, information, 
images, links, sounds, graphics or video provided in conjunction with this document (collectively “Materials”) are being 
furnished by T. Rowe Price for your general informational purposes only.

The securities mentioned in this paper represented 4.68% of the Institutional Frontier Markets Equity Fund as 

of 9/30/2014.

The risks of international investing are heightened for investments in emerging market and frontier market countries. 

Emerging and frontier market countries tend to have economic structures that are less diverse and mature, and political 

systems that are less stable, than those of developed market countries. In addition to all of the risks of investing in 

international developed markets, emerging and frontier markets tend to have less liquid and efficient trading markets 

and are more susceptible to governmental interference, local taxes being imposed on international investments, 

and restrictions on gaining access to sales proceeds. Diversification cannot assure a profit or protect against loss in a 

declining market.

Call 1-800-225-5132 to request a prospectus, which includes investment objectives, risks, fees, expenses, and other 

information that you should read and consider carefully before investing.

T. Rowe Price Investment Services, Inc., distributor, T. Rowe Price mutual funds.

C1DTN3715� 11/14
2104-US-5129

T. Rowe Price at a glance

Established in 1937 by Thomas Rowe Price, Jr., T. Rowe Price is headquartered in Baltimore, 
MD, with offices located in the Americas, Asia, Australia, and Europe. It has over 5,000 
associates worldwide, including 426 investment professionals. T. Rowe Price is a publicly traded 
firm (TROW) and is one of the few independent investment management firms included in the 
S&P 500 Index.


