
It seems logical that frontier 
markets represent a further degree 
of risk beyond emerging markets, 

but this is not really the case. While 
these markets, by definition, have 
lower levels of market infrastructure 
and regulatory support, portfolios 
can easily be structured to control 
risk and secure unique benefits.

Many frontier markets are 
developing rapidly, with GDP 
growth unimaginable in developed 
markets and investment returns to 
match. The downside is volatility, 
but portfolios can net unwanted 
exposures; for example, the asset 
class contains both producers and 
consumers of oil.

“You have several levels of 
diversification. Country, regional, 
sector and company level. It is why 
frontier funds exhibit consistently low 
levels of volatility,” says East Capital, 
portfolio adviser and global frontier 
markets expert, Emre Akcakmak. 
“What happens in Vietnam has 
nothing to do with Argentina or 
Nigeria. In developed and emerging 
markets, passive money is chasing 
the same assets so there is high 
correlation. You have a much 
smoother ride in frontier markets.”

There are many idiosyncratic 
stories within the frontier market 
basket. “More so, I would argue, 
than for emerging markets,” says 
NN Investment Partners, portfolio 
manager emerging market debt, 

Yvette Babb. “They are less 
intertwined with global financial 
markets and cycles and a diversified 
portfolio allows you to hedge your 
bets – if you have a portfolio of 45 
transforming countries it means you 
can outperform.”

Equities 
The MSCI Frontier Market Index is 
the most widely used benchmark for 
equities. However, even this is 
highly concentrated in certain 
markets and sectors – financial 
stocks make up 46 per cent and the 
top three countries make up 53 per 
cent. This has obvious implications 
for passive investment and most 
active managers look well beyond it 
when constructing a fund.

The index has been particularly 
volatile over the past 12 months 
mainly because a lot has been 
happening in two of its three largest 
markets – Argentina, which makes 
up around 22 per cent of the index, 

and Vietnam, 15 per cent.
Argentina was sold off due to 

internal political issues. “Markets 
got a bit jittery about the priorities of 
the government and central bank,” 
says Ashmore head of frontier 
market equities Andrew Brudenell. 
“You always get US hedge-type 
funds coming into Latin America 
and they have definitely been 
fiddling about in Argentina.”

Vietnam experienced a stock 
market surge, especially towards the 
end of 2017, based on a convincing 
long-term investment case. GDP 
growth is very strong, the labour 
force is very competitively priced 
and inflation is under control – it is 
ideally placed to pick up secondary 
manufacturing business now Chinese 
wages are increasing. 

A sell-off occurred this year only 
because the market got ahead of 
itself, according to Brudenell, noting 
that the MSCI Vietnam was trading 
at 23 times earnings. “Earnings were 
not growing very quickly despite 7 
per cent GDP growth – which tells 
you something fishy was going on. 
For it to be the most expensive market 
in our universe did not make sense.”

East Capital’s Akcakmak, who 
works in Dubai for the Stockholm-
based emerging and frontier equity 
specialist, says there is an oft-
repeated narrative. “First you have 
interest, then you have a rally – and 
this causes hype. When there is 
hype, everyone wants to get rich  
and takes a piece of the market.  
This leads to unrealistic prices and, 
in time, to a correction.”

Fixed income  
Fixed income investment in frontier 
markets is concentrated in sovereign 
rather than corporate debt, as banks 
dominate corporate lending. The 
main choice is whether sovereigns 
are denominated in hard or local 
currency – the latter paying more to 
compensate for currency risk.  
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attracted to the high returns and diversification benefits 

offered by frontier markets, says Alastair O’Dell, as long as 

risk is managed effectively
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“Frontier markets will always be a 
more constrained basket than emerging 
markets,” says Babb. “But there is 
certainly room to make a very 
diversified fixed-income portfolio.” 

As certain countries are in the 
early stages of the credit cycle, risk 
is relatively subdued. “Many are 
recovering from the pain of 2014-
16,” says Investec emerging markets 
fixed income portfolio manager, 
Thys Louw, noting that their initial 
efforts to maintain unsustainable 
dollar-pegs after the oil price 
collapsed mean they are typically  
at an earlier stage than emerging 
markets. “Several now have their 
fiscal house in order. But you are 
still getting paid high yields, 12-19 
per cent, with short duration and an 
improving credit story.”

Nobel laureate Paul Krugman 
recently warned there is a possibility 
of a repeat of the 1997 Asian financial 
crisis. Then, steeply depreciating 
currencies lead to dollar-denominated 
debts becoming unaffordable, 
damaging confidence and causing 
the value of currencies to fall further. 
Foreign debt-to-GDP of the four 
largest ASEAN countries hit 180 per 
cent of GDP at the end of the crisis.

While this is a possibility, most 
acutely in Turkey, frontier markets 
would only be affected indirectly. 
“They have not had the same 
opportunity to leverage themselves,” 
says Babb, who primarily focuses on 
African hard currency fixed income. 
“A large number of frontier markets 
companies do not have access to 
international capital markets.”

In any case, external imbalances 
and foreign currency reserves are in 
much better positions than during 
the 2013 so-called taper tantrum. 
Says Babb: “The fundamental 
support is still there – we are less 
concerned about a crisis than in 
2013, but we are aware of the risks.” 

Louw notes that the issue is very 
country-specific. “The countries we 

favour have already done a lot of  
the adjustment. At the weaker end  
of the spectrum, Zambia has a lot  
of dollar-debt and has not reformed 
the fiscal position – you can 
definitely imagine an external  
shock weakening its situation.”

He favours local currency bonds 
as they “dance to their own tune” 
and are less affected by US rates. 
Accepting the currency risk also 
pays well: in Egypt, one-year 
T-bonds pay almost 18.5 per cent 
and there is an improving fundamental 
story; Nigeria has a current account 
surplus and pays above 14 per cent. 
“The high yield gives you a buffer 
for any kind of external event.”

European pension trends
The timing is conducive for pension 
schemes to invest in frontier markets 
and asset managers. “It’s a high-
yield, low-duration, low-correlation 
asset class – and that is what people 
want in a global rate-rising 
environment,” says Louw.

NN IP reports interest from  
Nordic funds, which are already  
well acquainted with the asset class 
and, anecdotally, increasing interest 
in Italy.

Akcakmak adds that equities  
are also aligned with institutional 
investors’ aims: “It is a perfect fit  
for European pension funds – they 
are looking for a cyclical long-term 
growth story and a well-diversified 
investment case. Nordic funds 
particularly have a good understanding 
of frontier markets – the pension 
system is very developed and they 
have a long-term view.”

The increasing willingness  
to invest is perhaps a result of  
the increasing sophistication. 
Ashmore’s Brudenell adds: “Five  
or 10 years ago this environment 
would have scared people – now 
institutional clients get it, they 
understand the headlines and see  
it as a buying opportunity.” ■
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esG considerations
All managers interviewed said they 
take environmental, social and 
governance (esG) factors into account. 
While it requires more effort than  
in more developed markets, the  
lower levels of protection mean  
the risks are greater. 

the process varies by investment 
house and asset class. for example,  
nn IP analyses quantified annual 
measures – such as the World Bank 
ease of Doing Business rankings  
and World Development Indicators; 
the Wef Global competitiveness 
Index; and country Policy and 
Institutional Assessment (cPIA)  
scores – and applies a more  
qualitative approach quarterly,  
for its sovereign investments. 

Babb adds that the credit  
work is more “intense” because 
information is less robust. “Our 
responsibility is to ensure we are 
comfortable with countries’ 
willingness and ability to repay  
their debts,” she says. “If a country  
has weak governance and an  
unstable political environment  
that is a hard case to make. there  
are times where red lines are crossed 
and we would not invest.”    

louw adds: “esG is particularly 
important in frontier markets. the 
ones that can perform over cycles  
are those that have put the right 
governance structures in place – 
investment in housing, health and 
education leads to sustainable growth.”

east capital also uses a scorecard 
approach, which consists of around  
90 questions, for its equity 
investments. “the ultimate aim is  
to be aware of the additional layer  
of risk of specific companies,” says 
Akcakmak. “even if we end up with 
low scores, it is our duty to ask the 
questions and try to improve 
corporate governance. We can’t  
leave the bar at a low level.”

28-29_frontier_markets.indd   3 19/06/2018   14:17:38

http://www.europeanpensions.net

