|
|
Kyklos Capital

Outlook: So Frontier is cheap. What can turn it around?

“The thing is to be able to outlast the trends.” Paul Anka

The MSCI Frontier Markets Index has rebounded about 16% from its March lows, only about
one-half the bounce of the global Developed and Emerging markets. That Frontier
underperformance fits a longstanding trend that has accelerated especially in the past five years
(see the chart below, showing the steady decline in Frontier relative to Global markets). It has
left Frontier shares trading on the cheapest valuation multiples of any equity asset class, which,
we argue, should tempt long-term active investors. But what is likely to change this picture?

First, the Bad News: Frontier's Relative Performance
Versus Global Markets
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The underperformance has left Frontier valuations at deep discounts to Developed equity
markets, at a near-record low trailing PE ratio. Furthermore, the depressed valuations offer
Kyklos, as an active value investor, opportunities to invest at significant discounts even to
Frontier average valuations. Our portfolio’s trailing PE is currently 5.8, a whopping 70%+
discount to Developed equity markets. Other valuation ratios show a similarly dramatic Frontier
discount.
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If Cheaper = Good, Frontier is Good. Kyklos is Even Better.
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What, however, will make Frontier reverse the trend and outperform Global markets? A change
in trend requires a change of foreign investors’ behavior, since they come and go, while local
individuals and institutions stay focused on home markets. No prizes, then, for guessing that
foreigners have been dumping their Emerging and Frontier equity holdings, which are now three
times below historical ranges (as in 2.9 standard deviations below five-year averages!). What
will make foreign investors come back to Frontier equity?

A reversal in the mighty US dollar would probably do the trick. For dollar-based investors with
Frontier holdings, dollar strength is a direct subtraction from their investment returns in local

terms. Dollar peaks have historically coincided with Frontier equity bottoms, and vice versa
(below).
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1 Simon Flint, Bloomberg Macro View, June 28, 2020.
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Frontier Markets Bottom When the US Dollar Peaks- And Vice Versa
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As it happens, the US dollar today is one of the world’s most expensive currencies, in economic

terms, and is near the top of its valuation range (near one standard deviation above the five-
year average).
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It’s not a timing tool, but the potential for a reversal in the US dollar accompanied by a rebound
in Frontier performance is clear. Our money is where our mouth is.

Charlie Gushee
June 30, 2020
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IMPORTANT DISCLOSURE INFORMATION This information is intended solely for the addressee, for
informational purposes only, is confidential, is not intended for public use or distribution, and may not be
reproduced or distributed without the express written consent of Kyklos Capital LLC (“Kyklos Capital”) or
Charles Gushee. In addition, the positions discussed in this letter are being provided only for illustrative
purposes in order to provide examples of the idea generation, research, and investment process of
Charles Gushee. The issuers discussed in this letter do not represent all of the positions selected by
Charles Gushee in the Fund. No representation is made as to whether or if the investment ideas
represented in the positions discussed in this letter have been or will be profitable. It should not be
assumed that Kyklos Capital will be able to identify similar investment opportunities in the future or that
any such opportunities will be profitable. The information in this letter is current only as of the date
indicated, and may be superseded by subsequent market events or for other reasons. Statements
concerning financial market trends are based on current market conditions, which will fluctuate. This
information does not constitute an offering of any security, product, service or fund, including interests in
the Fund. An offer or solicitation of an investment in the Fund will only be made pursuant to a
confidential private offering memorandum (the “Private Offering Memorandum”) and other documents
of the Fund (the “Fund Documents”) in jurisdictions where permitted by law, and only the information in
the Fund Documents should be relied upon when making a decision to invest. The purchase of interests in
the Fund is speculative and suitable only for sophisticated investors for whom an investment in the Fund
does not constitute a complete investment program and who fully understand and are willing to assume
the risks involved in the Fund’s investment program. The Fund will employ certain trading techniques,
such as short selling and the use of leverage, which may increase the risk of investment loss. As a result,
the Fund’s performance may be volatile, and an investor could lose all or a substantial amount of his or
her investment. Further, the Fund has substantial limitations on an investor’s ability to redeem or transfer
its interests, and there is no secondary market for interests in the Fund and none is expected to develop.
All of these risks, and other important risks, are described in detail in the Fund’s Private Offering
Memorandum. Prospective investors are strongly urged to review the Private Offering Memorandum
carefully and consult with their own financial, legal and tax advisors before investing. This information is
not for distribution in isolation and must be viewed in conjunction with the Fund Documents as it is not
intended to be a complete description of the risks of an investment in the Fund or its investment
strategies. To the extent there is any inconsistency between this information and any of the Fund
Documents, the Fund Documents govern in all respects. Although the information contained herein is
believed to be accurate as of the letter date, Kyklos Capital and Charles Gushee do not make any warranty
regarding its accuracy or completeness, and will not accept responsibility for any errors in the
information, and undertake no obligation to update any information set forth herein. Any projections,
market outlooks, or estimates in this document are forward-looking statements based upon certain
assumptions, and should not be construed to be indicative of the actual events that will occur. Any
information regarding portfolio composition or investment restrictions are intended as examples or
guidelines which may be modified or changed by Kyklos Capital at its discretion and without notice to you.
Further, as noted in the document, all positions discussed are positions that were held in the Account,
which is intended to serve as the development account for the Fund, and such positions do not
necessarily represent the positions that will be held by the Fund.



