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FRONTIER DEBT HAS COME OF AGE

Door Thomas Christiansen

Frontier debt has grown significantly over the past decade and now warrants
serious consideration as a dedicated allocation in the portfolios of investors.

Fixed-income frontier markets have seen
significant growth in both importance and
liquidity over the past decade. While still
mainly thought of as part of global EM
investments, frontier markets have ‘grown
up” and deserve to be considered
separately. Around fifteen years ago,
frontier markets (as defined by JP
Morgan’s NexGEM Index) included fewer
than ten countries with a combined
market capitalisation of USD 15 bn. In
fact, at that time there was no index. The
NexGEM Index was created in 2011, but
data were backdated to end-2001 and the
index only includes US denominated hard
currency bonds.

Since then, the markets have seen
impressive growth. Ten years ago, the
index counted just 16 countries and a USD
37 bn market cap. Five years ago the
numbers were 34 countries and USD 88
bn. At the end of 2019 the index had 35
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countries and a market cap of USD 129 bn.
Despite this significant growth, resulting
in a substantial investment universe of
frontier debt, most investors appear
satisfied with allocating to emerging
market debt broadly (mostly through
funds managed against the JP Morgan
EMBI Global Diversified Index), in a similar
structure to what they might have done a
decade ago.

Most asset managers are not incentivised
to tell their clients to do otherwise. The
capacity of dedicated frontier funds is
lower than traditional broader EMD funds.
This means there is a commercial
disincentive for managers with large
‘traditional’ EMD funds to consider
frontier as a stand-alone investment, as
they may risk cannibalising their existing
businesses. Further, most fund managers
tend to be overweightin frontier debt
compared with their respective indices,
using it as a way of generating alpha, and
in the local currency space for

increasing diversification. So the group of
dedicated frontier debt funds is small and
clients may not appreciate just what this
asset class can offer.

Not viewing investments in frontier
markets as stand-alone investments
causes two separate problems. Firstly, the
specific facets of this investment universe
areignored and are instead grouped
together with broader emerging markets,
with which they at times have little in
common. Secondly, investing through
larger global EMD funds means one could
be foregoing significant alpha
opportunities within the frontier debt
space. Of the 35 countries included in JP
Morgan NexGEM Index at the end of 2019,
twelve have USD 1 bn or less worth of

bonds outstanding. A manager with a
large global EM sovereign fund would be
practically unable to investin a country
which has only USD 500 mn worth of
bonds outstanding. If this hypothetical
fund wanted to build a 1% position, it
would end up owning too much of the
outstanding debt. Acquiring such a
position - or potentially selling it later on
- would take a significant amount of time
and, even with the most skilled trader(s),
it would move the market, both on the way
in and on the way out. As a result, most
large sovereign EMD funds get their entire
frontier exposure from a smaller subset of
larger countries, leaving significant
opportunities on the table.

Frontier markets offer an attractive
investment opportunity for a number of
reasons. The most obvious is that returns
have outpaced most other fixed-income
asset classes through all relevant periods.
The risk premium imbedded in the yields
of EM sovereign bonds overcompensates
for the risk associated with defaults. This
is due to the combination of defaults
being relatively rare and recovery rates
being relatively high. Firstly, sovereigns
are usually loath to default, as it means
losing access to capital markets and US
dollars. At the same time, multilateral
institutions are often on hand and willing
to provide concessional financing and
technical assistance for any reforms that
are needed, as well as support during any
restructuring. We have indeed seen this
dynamic play out in 2020, between the
G20 DSSI (Debt Service Suspension
Initiative) and the rapid financing
provided by the IMF. While all sovereign
debt benefits from this, the ‘arbitrage”is
most significant for the higher-yielding
frontier part of the investment universe.



This is because defaults only comprise a
slightly higher proportion of the frontier
than of the broader emerging market
space, while recovery rates are similar.
The slightly higherincidence of defaults is
not nearly enough to wipe out the pick-up
inyields. As noted, the NexGEM Index was
launched in 2011 but the data have been
created back to end-2001, meaning there
is almost twenty years of data for analysis.
Over this period, the NexGEM Index
returned 9.7% (annualised to 30
September 2020), significantly outpacing
all other EMD sub-asset classes.

Frontier debt also outperforms all DM
(developed market) bond indices that we
have reviewed over time. The most natural
comparison is US high yield (both indices
are purely high yield and USD-
denominated). Since the start of 2002,
frontier bond markets have outperformed
US high yield by 2.35% (annualised) to
the end of August 2020. Yields on NexGEM
have historically been only marginally
higher than US high yield (50-75bps), but
defaults have been meaningfully lower
and recovery rates higher. Frontier
markets have seen average default rates
of 2%, with average weighted haircuts of
37% on those defaults. In the meantime,
US High Yield have had 4.4% average
default rates with 59% haircuts. These
combinations mean that frontier markets
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have seen average annual realised losses
of just 0.7%, while US High Yield has
averaged realised losses of 2.6%.

In addition to the historical returns, three
of the main traditional macro arguments
forinvesting in EMD - faster growth rates,
higher yields, and diversification benefits
- are even more true for frontier

markets. Frontier countries continue to
deliver average annualised growth rates
outpacing those of both broader emerging
and developed markets. Meanwhile, the
frontier index yielded 7.7% at the end of
September, which compares to just under
5% for the widely used hard currency
index. And the efficient frontier of an
investor who is allocated to global
equities and bonds improves significantly
more when adding frontier debt than
when adding broader emerging markets.

Today, frontier markets are the highest
yielding liquid debt markets and, as seen
above, compelling arguments can be made
for considering frontier debt as an
alternative to both traditional EM
sovereign debt, and US high yield. In a
world that is starved for yield, with close
to $16 trillion of negatively yielding assets
(as of 30 September 2020), investors
could stand to benefit significantly from
doing so. «

This article was written by Thomas
Christiansen, Deputy Head of EM Fixed
Income, Head of EM Sovereign Debt at UBP.

Disclaimer

This document reflects the opinion of Union Bancaire Privée,
UBP SA, (hereafter UBP) as of the date of issue. This document is
intended for informational and/or marketing purposes only. It
neither constitutes an offer nor a solicitation to buy, subscribe
for or sell any currency, funds, product or financial instrument,
make any investment, or participate in any particular trading
strategy, or to provide advices or placement services in any
jurisdiction where such an offer or solicitation would not be
authorised, or to any person to whom it would be unlawful to
make such an offer or invitation. It should not be construed as
advice. It is not intended for distribution, publication, or use in
any jurisdiction where such distribution, publication or use
would be unlawful, nor is it directed at any person or entity at
which it would be unlawful to direct such a document.
Reasonable efforts have been made to ensure that the content of
this document is based on information and data obtained from
reliable sources. The information contained herein is subject to
change without prior notice. UBP gives no undertaking to
update this document or to correct any inaccuracies which may
become apparent.

This document may refer to the past performance of investments.
Past performance is not a guide to current or future results. The
value of investment interests can fall as well as rise. Any capital
invested may be at risk and you may not get back some or all of
your original capital. The opinions herein do not take into
accountindividualinvestors’ circumstances, objectives or needs.
Each investor must make his/her own independent decision
regarding any securities or financial instruments mentioned
herein and should independently determine the merits or
suitability of any investment. Investors are advised to seek
professional counsel from their financial, legal and tax
specialists. UBP is authorised and regulated in Switzerland by
the Swiss Financial Market Supervisory Authority.
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