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Emerging market local currency bonds:
investing in frontier markets

For many investors, frontier markets remain relatively unexplored.
They offer an additional opportunity set to informed investors, but
investing in these smaller, less efficient markets also involves a
number of unique challenges and risks. In this paper, we discuss
how to define frontier local currency markets, why they could make
an attractive investment and how best to invest in them.

Defining frontier markets

Frontier markets are generally emerging market (EM) economies that are at the
lower end of the development spectrum (as measured in per capita income) and
have sub-investment-grade credit ratings. They generally have weaker
infrastructure and score low in various social metrics such as life expectancy and
literacy. These countries are yet to embark on a sustainable reform process to
strengthen institutions and help drive economic growth further. Some are ‘fallen
angels’ - markets that were part of the main EM universe, but have lost their core
EM status because of economic crises, typically resulting from short-term or
populist economic policies.

Emerging markets are volatile and may suffer from liquidity issues.
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There is no frontier markets index within local currency EM debt (EMD). The
JPMorgan Next Generation Markets Index (NEXGEM) is often used to define the
frontier market group within the hard currency space. The 33 countries classified
as ‘Next Generation’ are non-investment grade, relatively infrequent issuers and
less liquid markets. The following rules determine index eligibility:

e The country must have possessed a weight of less than 2% of the
JPMorgan EMBI Global Diversified Index for the past 12 consecutive
months.

e Itcannot be a European Union member or be engaged in the process of
seeking EU membership.

e The country must be rated Ba1/BB+ or lower by both Moody's and S&P.
A country will no longer be eligible if it is rated investment grade by
either S&P or Moody's.

JPMorgan NEXGEM country weights (%)
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As at 31 January 2019. Source: JPMorgan

For the purpose of this paper, we define frontier local currency markets as the
NEXGEM countries, with the addition of India. India displays many characteristics
of frontier markets and there are not any local currency bonds in the JPMorgan
GBI-EM Global Diversified Index.

Why invest in frontier markets?

Potential growth/higher returns

Many traditional EM countries, such as Mexico, Russia and South Africa, are now
much more developed than they used to be, with more stable institutions and
infrastructure. As such, it will be difficult for these countries to grow at the same
rate as they did in previous decades. Meanwhile, financial markets have
deepened, communication from authorities has improved and risk premiums
have declined, reducing expected returns from investing in EM. In contrast,
many frontier markets, such as Egypt, Ghana and India, are at the early stage of
development (economic, political, and financial) and display many of the same
characteristics that traditional EM countries had years ago.

Past results are not a guarantee of future results.



Demographic dividend: A key characteristic of the frontier markets that has
resulted in even faster economic growth is a young, growing population. Many
frontier markets are currently benefiting from a ‘demographic dividend’, which
means that the labour force is temporarily growing more rapidly than the
population that is dependent on it, freeing up resources for investment in
economic development and welfare. This can help improve per capita income,
domestic consumer spending and the sustainability of economic growth.

Improvement in macroeconomic framework and governance: An effective and
accountable government can lay foundations and provide a stable
macroeconomic framework. This in turn enables more sustainable growth (rather
than a boom/bust cycle) and could increase potential returns. While still clearly
an issue, governance and accountability are improving in many frontier market
countries. Part of this happens naturally as the electorate becomes more
knowledgeable and leaders understand the importance of good governance to
allow the natural laws of the economy to function properly. The International
Monetary Fund (IMF) has also helped some frontier markets develop. IMF loan
programmes carry conditionality requirements, requiring frontier countries to
improve accountability and provide a stable macroeconomic framework in
exchange for funding. Egypt is an example of a country that has made progress
in macroeconomic stabilisation, growth, inflation and the budget deficit in
conjunction with an IMF programme.

Attractive for foreign direct investment: The above factors, as well as abundant
natural resources in many of the countries, make frontier markets attractive
destinations for foreign direct investment (FDI) and new manufacturing hubs.
China has been a major recipient of FDI in the past, but growing labour costs in
recent years have led many companies to relocate their manufacturing facilities
to frontier countries. China, meanwhile, has been investing in many African
countries, particularly in commodity- and infrastructure-related sectors.

Example emerging markets and frontier markets: real GDP growth forecast
2017-19 and GDP per capita in 2017
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Forecasts shown for illustrative purposes only.
As at October 2018. Source: IMF, World Economic Outlook
GDP: gross domestic product. GDP per capita is in thousands of dollars, based on 2007 data.
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Diversification

Historically, frontier markets have had low correlation with developed and
emerging markets, as well as with other frontier markets. This is partly because
they are mostly owned by domestic investors (rather than global investors), they
are generally not held passively, and also because they have lower debt levels
(so are less correlated with global currency and interest rate movements) and are
generally less involved in global trade.

There also tends to be wide variation among, and different investment
opportunities offered by, frontier market economies. As a result, investments in
frontier markets tend to be impacted more by the domestic political or
economic situation than by global events. For example, a change in the political
regime in Egypt is unlikely to have any impact on the prospects for Argentina.

Value opportunities

Frontier markets are generally under-owned and under-researched, which can
create excess risk premiums and opportunities to generate alpha.

We see attractive opportunities within a number of local currency frontier
markets. Within Africa, Egyptian bonds became attractive after the country had a
large devaluation and allowed its currency to float towards the end of 2016.
Egypt is now on a positive track, with inflation moving into single digits and the
country's external position improving. Ghana continues to offer attractive yields,
with inflation relatively contained and slowing, although the currency is a
concern. In Nigeria, both the country’s monetary and fiscal policy look
unsustainable longer term, but the short-term bills continue to look attractive
with yields at over 17%.

Meanwhile, dollarization in Argentina has eased somewhat, and median 12-
month inflation expectations have finally dropped, allowing interest rates to
come down, and supporting the local currency bonds.

Valuation opportunities within frontier markets

Argentina: Kenya:
“um High local bond yields, Diversified African
Macri reform story, economy with decent
IMF support. long-term prospects.
s Ghana:
INDIA . Nigeria: mmmm Growth slowing to
EGYPTIR i Post devaluation, comfortable levels,
GHANA , reform story. inflation should
NIGERIA  WKENYA remain contained.
- India: B Egypt:
ARGENTINA B [ onger term disinflation E High local bond yields
and structural reform. following devaluation.
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Past results are not a guarantee of future results. For illustrative purposes only.
As at February 2019. Macri: President Mauricio Macri. Source: Capital Group

Another market with frontier-like characteristics is India, which has been a high-
conviction investment in Capital Group Emerging Markets Local Currency Debt
Fund (LUX), based on a long-term disinflation and structural reform story. Yields
have come down since the current government came into power in May 2014.
The central bank has been focused on inflation targeting, which has been
positive with regard to the country’s debt. Longer term, we would expect the
entire yield curve to be lowered as structural reform is implemented.
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Investing in frontier markets through an active research-based approach

The rationale for potentially having a strategic allocation to frontier local
currency EMD is therefore strong; we now look at how best to manage that
exposure.

A passive strategy

The JPMorgan GBI-EM Global Diversified Index is the benchmark most
commonly used by passive investors of EM local currency debt and includes a
couple of frontier countries, including Argentina and Uruguay. However, a large
proportion of the investable universe and most frontier markets are excluded
because of difficulties in investing in them. Many countries require foreigners to
complete lengthy registration processes before they are allowed to trade in local
bonds, while some frontier markets impose taxes on foreign investors. An active
manager with experience in EM can navigate these restrictions and assess
whether the additional burden still makes the investments worthwhile.

A dedicated frontier market local currency bond strategy

Another option is to invest in local currency frontier markets through a dedicated
frontier market strategy. However, this may be too restrictive given the relatively
small number of frontier markets that are able to issue in local currency. A wider
investment universe would ensure that investments are not ‘forced’ into less
appealing countries for lack of opportunities elsewhere.

In general, a broad universe including both core and frontier local market
currency debt could be beneficial to portfolio construction, allowing managers
to use the core markets (e.g. Mexico and South Africa) as the base of the
portfolio, and adding frontier markets (e.g. Egypt and Ghana) to improve
diversification and potentially enhance returns.

An active broad EM local currency strategy

While all investments involve some level of risk, investors in frontier markets face
additional risks, given the lack of domestic pension funds, capital markets
infrastructure and regulatory safeguards, all of which cushion shocks in more
developed markets including more established emerging markets. In particular,
frontier markets typically have higher levels of risk around politics and
governance (corruption, social unrest, etc.), and macroeconomic cyclicality.

These kinds of risks warrant a research-based active approach to investment,
based on bottom-up, fundamental research. Managers need to frequently visit
smaller markets in order to understand changes in their macroeconomic
environments and policies, and assess longer term debt opportunities, ideally
with equity colleagues to share investment insights. This is more important for
frontier markets than more developed EM countries. Kirstie Spence, one of
Capital Group’s EMD portfolio managers, has talked about how analysing newer
African credits today brings back memories of Central and Eastern Europe when
the region was less developed in the mid-1990s, and how it is beneficial to
spend a lot of time on the ground. "l was part of a team of Capital analysts and
portfolio managers that visited Nigeria a few years back,” she says. “The
experience was instrumental to my gaining greater confidence in the country’s
outlook. We met with policymakers, corporate management, bank executives
and even local pension plan managers. To hear people talk about how they are
responding to current reforms, or the real cost of capital in the economy, was
extremely instructive.”

Frontier markets also tend to be less liquid than more developed EM economies.
The lower liquidity of frontier markets can have both a positive and negative
impact - they can suffer from sharp declines based on selling by a small group of
investors, but they can also hold up better during wider market downturns as the
more liquid assets are often sold first. A well-connected, experienced trading
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desk is important to monitor sentiment and flows, and to be able to transact in
small or large sizes as needed.

Given difficulties in access to foreign investors, frontier market investing would
also benefit from active managers that have teams that investigate all aspects of
investing in new markets, including custody, clearance, repatriation, domestic
market regulation and local brokerage services. This allows managers to invest
with ease as and when investment opportunities arise.

How to assess investment opportunities within frontier markets

Within an active strategy, portfolio managers can assess frontier markets broadly
through three approaches: data, screening and active engagement.

Data: Managers can look at macroeconomic and financial data to better
understand frontier markets. Data on the composition and growth of GDP,
inflation, debt, balance of payments, etc. can give an indication of how an
economy is progressing and how resilient it may be to shocks. However, the
availability and reliability of data, particularly in frontier markets, can be
challenging. Another issue with data, even if it is accurate, is that it has to be
understood within the wider context of what is going on in an economy. So for
example, quantitative easing and the search for yield allowed many African
countries to start issuing debt on the international capital markets. This could
either turn out to be a problem for these countries (if dollar debt can’t be paid
back, it could cause an economic crisis), or it may turn out to be the best thing to
happen to the region if access to finance facilitates infrastructure investment that
leads to structural growth. Rather than looking at the numbers alone, it is
important to consider the composition of growth and the flow of funds to help
determine the sustainability of credit growth.

Screening: Managers can screen countries for various metrics such as levels of
corruption, human rights, etc. However, there are multiple screening categories
for sovereigns, these are harder to define than for corporates, and a blind
reliance on screening with dramatically narrow the opportunity set. As the table
below shows, most countries in Sub-Saharan Africa would be ruled out if we
needed positive indicators on all the metrics mentioned. Systematically
excluding countries with poorer metrics makes it difficult to capture the
transition from frontier to emerging to developed market.

Moreover, positive and negative screening can tell different stories. For example,
in Rwanda, the representation of women in parliament is high, but the freedom
of its press is relatively low.
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Screening within frontier markets

Corruption Resource Hgman PoIit.ic.aI Democracy
Economy Rights Stability
South Africa
Ghana
Nigeria X X
Kenya X X
Ivory Coast X
Zambia X
Angola X X
Gabon X X X
Rwanda X X
Ethiopia X X

For illustrative purposes only.
Based on Capital Group assumptions as at 28 February 2019.

Active engagement: Engagement is not just for equity investors - long-term
relationships with policy makers create potential to impact the development
path. The complexity of frontier markets makes local engagement a necessity -
spending time on the ground and with equity colleagues can help managers see
arising risks. Incorporating data and governance/economic indicators alongside
active engagement can help complete the picture.

The power of global integrated research: a long-term, comprehensive
approach is critical to understanding the viability of frontier market investment
opportunities

Capital Group has been investing in emerging markets since 1986, when many
EM countries displayed similar characteristics to frontier markets today. Our long
history of investing within EM means we have the experience to be able to
identify early signals of changes in political regimes, and how this could impact a
country’s bonds.

Capital’s experience in frontier markets is evident from our results. Within our EM
local currency fund, our country selection in frontier markets added 284 basis
points to relative returns during the past five years.! These relative gains have
come predominantly from off-benchmark local currency frontier investments,
including in Ghana, India, Nigeria and Egypt and overweight positions in
Argentina.

We started investing in Ghana in 2014, soon after the central bank had imposed
a number of foreign exchange controls to halt the depreciation of the currency.
While this may have put many foreign investors off the market, our expertise in
frontier markets helped us to navigate the difficult liquidity conditions and as a
result, our allocation to Ghana has been the top contributor to relative returns on
a country allocation basis over the past five years.

Past results are not a guarantee of future results.

'Over the period 1 January 2014 to 31 December 2018. Returns for Capital Group Emerging
Markets Local Currency Debt Fund (LUX) are relative to the benchmark JPMorgan GBI-EM Global
Diversified Index. Returns are cumulative over the five-year period in US dollar terms, shown before
fees and expenses with income reinvested. For illustration purposes only, the Z share class has a
maximum Total Expense Ratio of 90bps. The impact of fees on returns may vary depending on the
investor and share class. Please visit capitalgroup.com/europe for further details. Sources: Capital
Group, JPMorgan
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Capital Group Emerging Markets Local Currency Debt Fund (LUX): frontier
market contributions to relative returns in 2014-18"
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Past results are not a guarantee of future results.

While the Indian government removed some of the constraints on foreign
investment in 2013, the market for local currency sovereign bonds remains
restricted. Foreign investors have to buy the rights to access sovereign bonds
through an auction when holdings exceed 90% of the investment limits, while
other rules require that foreigners invest in notes with a minimum residual
maturity of three years. Despite these constraints, Capital Group was one of the
earliest foreign investors in the local currency bonds, helped by our team of
associates that are focused on gaining access to new markets.

We starting building a position in Argentine local currency bonds in 2016,
before the inclusion of the bonds in the index. Despite the fact that we expected
the currency to depreciate to restore competitiveness, our analysis suggested
that high local currency bond yields in a declining inflation environment would
more than offset any currency losses, providing a strong positive overall return.

Conclusion

Whether investing in local currency frontier bonds through a broad local
currency bond portfolio or through a dedicated frontier mandate, the potential
alpha, growth and development, along with diversification benefits offered by
the asset class, is significant for long-term investors. Given the additional risks
that come with investing in frontier markets, lack of research in the asset class
and lower levels of liquidity, we believe that an active, research-based approach
is the most effective way to navigate the dynamic market conditions.



Risk factors you should consider before investing:

* This material is not intended to provide investment advice or be considered a personal recommendation.

* The value of investments and income from them can go down as well as up and you may lose some or all of your
initial investment.

¢ If the currency in which you invest strengthens against the currency in which the underlying investments of the fund
are made, the value of your investment will decrease.

® The Prospectus and Key Investor Information Document set out risks, which, depending on the fund, may include
risks associated with investing in emerging markets and/or high-yield securities.

Statements attributed to an individual represent the opinions of that individual as of the date published and do not
necessarily reflect the opinions of Capital Group or its affiliates. This information has been provided solely for
informational purposes and is not an offer, or a solicitation of an offer or a recommendation to buy or sell any
security or instrument listed herein.

The Capital Group companies manage equities through three investment divisions that make investment and proxy voting decisions independently.
Fixed income investment professionals provide fixed income research and investment management across the Capital organisation; however, for
securities with equity characteristics, they act solely on behalf of one of the three equity investment groups.

This material, issued by Capital International Management Company Sarl (“CIMC"), 37A avenue J.F. Kennedy, L-1855 Luxembourg, is distributed for
information purposes only. CIMC is regulated by the Commission de Surveillance du Secteur Financier (“CSSF” - Financial Regulator of
Luxembourg) and manages the fund(s), which is a (are) sub-fund(s) of Capital International Portfolios (CIP), organised as an investment company
with variable capital (SICAV) under the laws of the Grand Duchy of Luxembourg and authorised by the CSSF as a UCITS. All information is as at the
date indicated unless otherwise stated and subject to change.

For Austria: A full list of Paying Agents is located on the website stated. This fund(s) may only be appropriate for long-term investment.

For Denmark: The fund is recognised by Finanstilsynet (Danish FSA) for distribution to the public in Denmark.

For Finland: The fund is recognised by Finanssivalvonta - Financial Supervisory Authority (FIN-FSA) for distribution to the public in Finland.

For France: The details of the correspondant centralisateur are provided on the website stated.

For Germany: A full list of Paying Agents and Distributors is located on the website stated. All legal documentation mentioned in this disclaimer are
available in hard-copy and free of charge from the Paying Agent.

For Ireland: Copies of the Prospectus, the Key Investor Information Document, the annual and semi-annual reports are available on simple request
and free of charge in English at the facilities agent J.P. Morgan Administration Services (Ireland) Limited, J.P. Morgan House International Financial
Services Centre, Dublin 1, Ireland as well as on capitalgroup.com/europe where the latest daily prices are also available. Income may fluctuate in
accordance with market conditions and taxation arrangements. Past performance may not be a reliable guide to future performance. Changes in
exchange rates may have an adverse effect on the value price or income of the product. The Prospectus and Key Investor Information Document set
out risks, which, depending on the fund, may include risks associated with investing in emerging markets and/or high-yield securities these
emerging markets are volatile and may suffer from liquidity problems.

For Italy: A full list of Paying Agents and Distributors is located on the website stated. The source of data, statistics or graphs in the factsheets is
Capital Group, unless otherwise stated.

For Norway: The fund is recognised by Finanstilsynet the Financial Supervisory Authority of Norway for distribution to the public in Norway.

For Spain: To obtain a list of distributors of the fund please visit CNMV.es. Capital International Portfolios (CIP) is registered with the Comisién
Nacional del Mercado de Valores ('CNMV') under the number 981.

For Sweden: The fund is recognised by Finansinspektionen (Fl) for distribution to the public in Sweden. The representative agent in Sweden is
Nordea Bank AB, Smalandsgatan 17, 105 71 Stockholm, Sweden.

For Switzerland: The Representative in Switzerland: Capital International Sarl, 3 place des Bergues, 1201 Genéve. Paying agent in Switzerland for
CIF, CGEMGLU, CIP: JPMorgan (Suisse) SA, 8 rue de la Confédération, 1204 Genéve.

For UK: Most protections provided by the UK regulatory system do not apply to investment in the fund and compensation will not be available
under the UK Financial Services Compensation Scheme. You should contact a financial adviser, and read carefully the latest Prospectus, Key Investor
Information Document and Supplementary Information Document, including without limitation, the section on the risks as referenced below, if you
are considering investing. Approved for issue in the United Kingdom by Capital International Limited, Registered office 40 Grosvenor Place, London
SW1X 7GG. Authorised and regulated by the Financial Conduct Authority.

Other important information:

The fund(s) is (are) offered only by Prospectus, together, with the Key Investor Information Document. The Prospectus, latest annual and semi-annual
reports (available in English), the KIIDS (available in the following languages; Danish, English, French, German, Italian, Norwegian, Portuguese,
Spanish and Swedish) for other share classes and latest daily prices are available free of charge from capitalgroup.com/europe. These documents,
together any documents relevant to local legislation, contain more complete information about the fund(s), including relevant risks, charges and
expenses, and should be read carefully before investing. However, these documents and other information relating to the fund(s) will not be
distributed to persons in any country where such distribution would be contrary to law or regulation. They can be accessed online at
www.capitalgroup.com/europe, where latest daily prices are also available.

The tax treatment depends on individual circumstances and may be subject to change in future. Investors should seek their own tax advice. This
information is neither an offer nor a solicitation to buy or sell any securities or to provide any investment service.

© 2019 Capital Group. All rights reserved. CR-339435 ACE
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