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While frontier markets’ youthful and rural populations at times muted COVID-19 case rates, the impact of the
pandemic has nevertheless been significant.
These small, open economies faced the combination of an external shock (affecting trade in goods and services,
but also foreign capital flows) and a domestic shock (with the slowdown in economic activity affecting the income
of households, businesses, and thus that of the government).
The impact has been particularly severe on economies that rely heavily on tourism—and the slow resumption of
global travel suggests that recovery will be slow for these markets.
But there are many factors that make us believe the investment case is compelling for this growing segment of the
emerging markets (EM) debt universe.
Growth of the Frontier
Frontier markets are part of the hard currency sovereign benchmarks that underpin allocations to EM debt,
including the J.P. Morgan Emerging Markets Bond Index Global Diversified (EMBI-GD), which represents the hard
currency universe with 74 issuing countries.
To be a part of the frontier markets debt benchmark—the frontier-focused J.P. Morgan Next Generation Markets
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(NEXGEM) Index—countries must be geographically part of the developing world and generally rated well below
investment grade. Specifically, they must be less than 2% of the weight of the J.P. Morgan EMBI-GD for 12 months;
must have less than a BB+ rating; and may not be a member of the European Union (EU). Of the 74 countries in the
J.P. Morgan EMBI-GD, 36 are also in the frontier-focused NEXGEM Index.
More and more frontier markets have entered this space over the past decade, as evidenced by the increasing
number of debut issuers and the growth in the asset class, particularly in the five years leading up to 2015. This
allowed the asset class to become increasingly diversified.
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The same can be said for the local currency space, with frontier markets forming an important source of alpha in
EM local currency strategies. The opportunity set in this space is growing as an increasing number of local currency
markets have become accessible to foreign investors with the external issuance playing a role in accelerating the
development of capital markets.
As my colleague Marcelo Assalin explained in “5 Differentiators in Emerging Markets Debt,” we tend to overweight
frontier markets because we believe the risk premium there is structurally mispriced.
Pinpointing the Opportunity
The pandemic caused severe global disruption, and frontier markets were no exception. The loss of revenue and
increased expenditure burden across frontier markets have been particularly challenging in light of the large
developmental challenges already faced by low- and lower-middle-income countries. Frontier markets have an
average per-capita gross domestic product (GDP) of $9,100 (on a purchasing power basis), but there is significant
divergence across markets.
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Still, while growth fell sharply in 2020, most countries managed to achieve positive growth in 2020 on the back of
shorter/less severe restrictions.
The strong rebound in developed market growth, along with the precipitous rise in commodity prices, suggests a
very supportive backdrop for frontier markets. The considerable rise in energy and metal prices has allowed for
much better terms of trade, especially among exporters such as Angola, Ghana, and Zambia
Against this backdrop, it will be critical for governments to stabilize their debt levels in years to come. We saw
sharp growth in indebtedness beginning well before COVID-19, but it was exacerbated by the loss to revenues and
increase in expenditures in response to the pandemic.
Over the past year, the market has priced an exceptional increase in perceived default risk across frontier markets.
This has led to the emergence of distressed prices across numerous frontier markets. However, most frontier
markets weathered this storm well and, in our view, continue to do so amid challenging circumstances. Generally
speaking, these countries remain focused on prudent debt-management strategies and maintaining access to
international capital markets as a complementary source of financing.
Looking at Pakistan’s debt, for example, 65% is issued domestically and 17% is raised externally from multilateral
financial institutions. This demonstrates that domestic markets and development partners are, and should
remain, the most important source of funding for these markets. Even in Angola, where public debt is largely
external and the country has borrowed more on commercial terms, development partners will offer critical
support to meeting financing requirements over the medium term.
Analyzing the composition and sources of public debt is important in understanding the willingness and ability of a
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country to repay its debt. The ability to raise finances in domestic currency and rely on financing from
development partners, are, in our view, mitigating factors when considering debt sustainability risks.
Still, while our analysis of a country’s financial flows is critical, so too is understanding the myriad nonfinancial
factors (often of socioeconomic and political) that drive a country’s willingness to pay. These include social and
environmental dynamics. Therefore, what is now coined as environmental, social, and governance (ESG)
integration, we believe, has long been a critical part of our investment process.
Fundamental Backdrop Supportive
While it is clear that there are significant development challenges in frontier markets, we believe the fundamental
backdrop remains supportive of their ability to service their debt.
We believe three sources of financing will offer significant support to frontier markets in the short to medium term.
First, the allocation of funds by the International Monetary Fund (IMF) to all member countries could help frontier
markets—although it matters more to small economies. There is further upside if steps follow from a mechanism
to redistribute Special Drawing Right (SDR) allocations from developed markets to lower-income countries. In
other words, all IMF members will receive funds, but the IMF is looking for ways that countries such as the United
States can use their allocations to help countries that are in greater need of liquidity.
Second, economic reform packages could be implemented with notable effort to further cement macroeconomic
stability under IMF programs.
Lastly, debt servicing suspension by bilateral and multilateral partners likely offers liquidity relief to low-income
countries. International capital markets are participating in liability management exercises that reduce the
interest burden and refinancing risk.
Concerns for widespread application of the Group of Twenty (G20) common framework and the associated
participation of the private sector in debt restructuring have proved overstated, with concerns limited to very
select cases.
Overall, a supportive external backdrop, resilient fundamentals, and continued focus on macroeconomic reform
(including debt sustainability and financial flows to frontier markets) bode well for this asset class, in our opinion.
Given this, valuations are even more striking. Frontier market valuations are, in our view, attractive across hard
currency debt, and notably so when contrasted to high-yield corporate spreads in many developed markets.
Lastly, frontier markets have offered strong risk-adjusted returns, as evidenced by Sharpe ratios and yield adjusted
by default and recovery rates. And defaults in frontier markets have been low over the past 20 years. The frontierfocused J.P. Morgan Next Generation Markets Index has a historical default rate of approximately 1.5%
annualized—slightly higher than the 1% of the focused J.P. Morgan EMBI-GD, but it compensates investors with a
higher carry.
Yvette Babb is a portfolio managers on William Blair’s Emerging Markets Debt Team.
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Sharpe ratio is a measure of risk-adjusted return. It describes how much excess return you receive for the volatility
of holding a riskier asset.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

