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to become Emerging Markets (EMs). Since the concept first emerged over three decades ago, FMs have gained

substantial investment appeal, particularly after the 2008 Global Financial Crisis. At the same time, the recent

series of global shocks starting with the COVID-19 pandemic highlighted the countries’ persistent vulnerabilities.

This paper seeks to deepen our understanding of FMs by offering new analysis on the determinants of frontier

market status and, using a dynamic country sample, examining the factors that help LICs attain and lose FM

status. It finds that building robust macroeconomic fundamentals and ensuring good governance are critical for

becoming an FM. In addition, the paper identifies flexible exchange rates, substantial official reserve buffers, and
relatively low public debt and deficit levels as key contributors to lessening the sensitivity of FMs’ sovereign
spreads to changes in global financial conditions.
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Frontier market (FM) status is a steppingstone on the trajectory of Low-Income Countries (LICs)? graduating
towards Emerging Market (EM) status. The concept of Frontier Markets was born three decades ago,? reflecting
a need to better recognize the particular characteristics of advanced LICs that are more integrated into the global
economic and financial system than their peers in the LIC universe. Being granted FM status signaled that
countries are becoming an attractive destination for investment due to rapid growth and development, buttressed
by significant exposure to international private capital flows in the form of FDI or portfolio flows. FMs were seen
as beacons of optimism among LICs, and FM status as a milestone on the path to becoming an EM.

The number of countries considered to be FMs has been growing since the 1990s. This trend accelerated in the
aftermath of the Global Financial Crisis (GFC), which saw increased investor interest in this subgroup of low-
income developing countries (LIDCs). This growth in market interest paved the way for greater access and
heightened external debt issuance, with 23 LIDCs tapping international financial markets between the GFC and
2022. Investment banks and corporations supported this new interest by launching indices like the J.P. Morgan
NexGen, S&P Frontier BMI, and FTSE Frontier Index. Additionally, the inclusion of LICs since 2009 and investors’
growing interest in these markets helped promote the J.P. Morgan EMBI Global Diversified Index.

More recently, these countries have been affected by a series of adverse global shocks that tested their resilience
and affected their growth trajectories. These shocks started with the COVID-19 pandemic, which was succeeded
by shocks on energy and food prices as a result of the Russia-Ukraine war, the tightening of global financial
conditions in response to monetary policy tightening in advanced economy interest rates to support disinflation,
and major shifts in external financing to LICs with declines in remittances and official development assistance
(ODA) flows. As FMs saw their macroeconomic fundamentals deteriorate, they experienced capital outflows,
currency depreciations, widening spreads and difficulties in issuing new bonds after the COVID-19. However,
these pressures have somewhat unwound recently, with several FMs successfully regaining market access* in
a context of overall better economic performance than less advanced LICs. Nevertheless, the exposure to
sizeable adverse shocks has highlighted risks of FMs losing their frontier status, which motivates our paper’s
focus on FMs’ economic characteristics and vulnerabilities and their implications for their FM status.

The analysis proceeds in three steps. First, we refine and extend the definition of what constitutes a FM that was
initially developed in the 2014 report on Macroeconomic Developments in Low-Income Developing Countries

2 Low-Income countries (LICs) usually refer to a group of countries at the bottom tier of the income distribution. From an operational
perspective, however, different organizations follow different criteria in practice. Our paper borrows from the IMF's LIC definition
which is equivalent to PRGT-eligible countries and broadly aligns with the World Bank’s IDA eligibility framework; 69 countries
are thus considered LICs (the recent 2024 Review Of The Poverty Reduction And Growth Trust Facilities And Financing —
Reform Proposals reviewed PRGT eligibility, increasing the number of PRGT eligible countries to 70). We also include some
non-PRGT eligible developing countries, which together with the LICs constitute a broader group called low-income developing
countries (LIDCs). Other widely accepted LIC definitions include Least Developed Countries (LDCs) as defined by the United
Nations (UN).

3 Multiple sources, including Fowler (2010), trace the origin of the term “frontier markets” back to 1992, created by Farida Khambata
who worked at the World Bank.

4 Notably, some frontier LICs successfully re-gained market access in recent years. In 2024, Benin, Cote d’Ivoire, Senegal, Kenya,
Cameroon, and Uzbekistan successfully tapped Eurobond markets, ending a multi-year absence from international markets in
the aftermath of the COVID-19 pandemic. These issuances totaled US$7.7 billion. And on October 30, Senegal further issued
an additional US$300 million in bonds through a private placement. In the same year, Honduras also returned to international
capital markets, issuing a US$700 million sovereign sustainable bond. In 2025, Benin, Cote d’'Ivoire, and Kenya continued to tap
the Eurobond market, while the Kyrgyz Republic made its inaugural Eurobond issuance of about US$700 million, marking its
debut entry into international capital markets.
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("2014 LIDC report" hereafter; IMF 2014) and create a time-varying sample of FMs. We then compare the
macroeconomic and structural characteristics of FMs compared to non-frontier LICs (NFLICs) and EMs. Second,
we examine the drivers of the transition from NFLICs to FMs and evaluate the relative importance of country
specific fundamentals compared to global conditions in increasing the probability of attaining the FM status. Third,
we estimate the sensitivity of FMs' sovereign spreads to changes in global financial conditions, captured by the
shadow U.S. short term interest rate, and examine how their response is affected by countries’ structural
characteristics.

We find that the transition from NFLICs to FM essentially depends on fundamentals such as strong output growth
and low public debt, as well as improvements in economic institutions and governance. Meanwhile, global push
factors such as US monetary policy stance and stock market volatility seem to matter less for the transition from
NFLIC to FM status. We also find that the response of FM sovereign spreads to changes in U.S. monetary policy
does not differ to that observed for EMs, while no such sensitivity is observed for the spreads of NFLICs that are
less integrated into global financial markets. A closer look at the role of countries’ structural characteristics for
the sensitivity of FMs’ sovereign spreads to global financial conditions, proxied by U.S. monetary policy stance
points to a positive impact of flexible exchange rates, large official reserves buffers, low deficits and public debt—
consistent with findings of studies investigating the likelihood of financial crises in EMs.

Related Literature

Our paper contributes to the broader literature on (i) market access and (ii) the propagation of shocks among
Frontier and Emerging Markets. It does so by relying on a systematic approach to identify Frontier Market
countries that reduces the role of judgment and subjective factors. In practice, the classification of countries as
FMs, including for analytical work, typically occurs based on their inclusion in dedicated FM market indices (e.g.,
IMF, 2022) or a combination of market access and income criteria. Our identification method relies on financial
variables beyond market access and is closely related to Abidi et al. (2016) who also use a time-varying version
of the IMF (2014) classification. While the focus of their analysis is on capital flows dynamics, this study focuses
on the determinants of the transition to FM status and the response of FMs to changes in the global financial
conditions.

First, we contribute to the literature that assesses the relative importance of push (external shocks) and pull
(macroeconomic fundamentals and other country-specific characteristics) factors in driving market access by
looking at how these factors affect the transition to Frontier Market status, which is a broader concept than market
access. We find that the transition to FM status is mainly driven by pull factors, consistent with findings from our
identification methodology that FM status tends to be a persistent state. Our findings complement Presbitero et
al. (2015), who find that countries with stronger fiscal and external positions and more robust institutions are
more likely to access international markets, and Haque et al. (2017), who find that strong growth performance,
quality of governance and favorable sovereign credit rating tends to increase LICs’ likelihood to access
international markets.® Da Silva et al. (2021) reach similar conclusions but also find a role for easing external
financial conditions in determining increased external issuance and lower spreads. Kogan et al. (2024) find that
global financial conditions and country debt ratios are the most important factors that determine market access
during IMF programs, using a sample of 56 EMs and FMs. On the other hand, Feyen et al. (2015) show that
global push factors mattered significantly for external bond issuance in EMs and LIDCs between 2000-2014.
Recent analysis on LICs (IMF, 2025) shows however a distinct role for both push and pull factors: domestic pull

5 See Haque et al. (2017) for a detailed literature review on EM/FM push-pull factors before 2017.
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factors matter more to attract longer-term FDI flows, while global push factors together with financial market
development are more important determinants of portfolio flows.

Second, we contribute to the extensive literature studying the response of sovereign yields to economic shocks
and global factors. This literature shows that (i) global factors, such as global liquidity and contagion among
others have a crucial role in driving the dynamics of sovereign yields in EMs (Gonzalez-Rozada and Yeyati
(2008), Agur et al. (2019)), and that (ii) there is a positive link between changes in U.S. monetary policy and EMs
sovereign yields through a capital flow channel (Ahmed and Zlate, 2014; Broner et al., 2021; Bhattarai et al.,
2021; Albagli et al., 2019; Gilchrist et al, 2019). Comelli et al. (2012) find that periods of high global uncertainty
are characterized by a dampened response of spreads to domestic fundamentals. We find that the response of
FMs’ yields to US monetary policy stance does not differ from that of EMs,® which contrasts with the prevailing
perception of higher vulnerability of this group of countries compared to EMs. We also find that strong fiscal and
external buffers as well as a diversified export structure help dampen the rise of sovereign spreads for FMs
following a US monetary policy tightening. Our analysis highlights the importance for policymakers in LICs to
improve macroeconomic fundamentals to reach FM status and to keep strong fiscal and external buffers to
dampen the costs of external macroeconomic fluctuations.

The rest of the paper is organized as follows. Section Il introduces the methodology to identify Frontier Markets
and presents descriptive statistics, comparing FMs to non-FM LICs and EMs. Section Ill presents empirical
analysis to (i) identify determinants of FM status and (ii) analyze the sensitivity of their spreads to changes in
global financial conditions. Section IV discusses robustness checks. Section V concludes.

Identifying Frontier Markets

This section exploits time series variation in macroeconomic and financial indicators to identify FMs over time
and compare them with NFLICs and EMs. There is no universally agreed-upon definition of what constitutes an
FM, despite many efforts to define this concept.

Credit rating agencies (CRA) and financial institutions have attempted to identify FMs in efforts to compile
investment indices targeting this market segment. As the primary purpose of these indices is to provide
information to investors, indices developed by these entities (e.g., JP Morgan EMBIG, S&P Frontier BMI, and
MSCI Frontier Markets Index) rely on classification based on financial depth, and encompass elements such as
market size, liquidity, and market regulation and structure. While their classification is widely used for economic
monitoring, using these indices to identify FMs for investigating their fundamental characteristics could be
problematic due to a lack of transparency in the underlying methodologies and use of judgment. Using these
indices to track FMs over time prior to the early 2000s presents additional challenges, owing to data availability
constraints.

8 The impact of US monetary policy stance changes on EMs has been well documented and analyzed in the literature (e.g.,
Bowman et al., 2015; Bhattarai et al., 2021; Aizenman et al., 2024), as well as the dampening role of stronger fundamentals
(Ahmed et al., 2017).
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Apart from CRA-based definitions, other definitions often rely on the concept of market access. Da Silva et al.
(2021) propose a rule to distinguish FMs from other low-income countries using two criteria, one of which includes
at least one public and publicly guaranteed (PPG) external bond issuance between 1990 to 2019.” One drawback
of this definition is that it does not vary in time and does not account for changes in PPG bond issuance over
time. An additional risk includes inaccurately identifying countries as FMs based on a one-off debt issuance.

On the other hand, the 2014 LIDC report (IMF, 2014) uses a more granular and data-oriented definition that is
based on five indicators. The definition captures a country’s financial system's depth (broad money-to-GDP ratio,
stock market capitalization), its openness (cross-border loans and deposits, portfolio inflows), and its capacity to
issue in international markets (see Table 1). A key point of this definition is that it exclusively relies on financial
variables and does not cover macroeconomic fundamentals. To identify FMs, the values of these variables for
each LIDC country are compared to those from the sample of EMs, according to a methodology that is described
below.

Our paper aims to build on the 2014 LIDC methodology, while incorporating additional sources of data, to
construct an annual time series of FMs.

Given differences in the definition and coverage of “low-income countries” across the literature, this study adopts
a broad initial sample when identifying FMs with a quantitative methodology, so as to minimize the risk of
omission. The sample is based on the 2023 vintage of PRGT-eligible countries,® supplemented by additional
countries that have a been part of the LIDC classification in the past or have potential to be identified as FMs due
to their inclusion in FM financial indices.® The final sample comprises 87 countries. For each country in the
sample, we then compare the average value of several financial indicators (described in Table 1) over a three-
year rolling window' to the value of the same indicator for countries labeled as EMs in the WEO classification
for those years. A country in our sample is classified as a FM if it meets at least 4 out of the 5 criteria each year
(considering the rolling window). For four indicators, (i) the ratio of broad money to GDP, (ii) cross-border loans
and deposits, (iii) stock market capitalization and (iv) portfolio inflows, the criterion associated with that indicator
is considered met if the three-year average surpasses the lower end of the one-standard-deviation band of the
three-year average of the EMs. The fifth criterion, sovereign bond issuance, is considered met if a country issued
external bonds in the current and past two years or has a credit rating above BB-.

Frontier Market status is assigned to 369 observations, corresponding to roughly 14.13% of the sample (1,921
observations categorized as NFLICs and 320 EMs). Market capitalization and market access appear to be key
drivers of the FM classification, as illustrated in Table 2, which shows a correlation matrix between the FM
indicator and its five determinants.

" This definition is related to one of the criteria requiring some better-off LICs to blend PRGT and GRA resources to access IMF
lending resources, namely that they do not have debt vulnerabilities that limit their access to international financial markets. To
assess that criterion, external issuance of PPG bonds on international markets over the last 5 years is assessed.

8 It includes 69 countries, without Syria which became PRGT-eligible only after October 2024.

% This includes 18 countries that are either included in the 2014 LIDCs list or recognized as FMs at least once in one of the FM
financial indices. (FTSE FM, NEXGEM FM, S&P BMI FM, MSCI FM, EMBI Global Diversified). Countries that have appeared in
these indices but have been classified as either EMs or advanced economies (AEs) throughout our sample period are excluded
from the sample.

10 Alternative window durations are also explored for robustness. For details, see Section V.
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Table 1. Description of FM identification criteria'!

Criterion Definition Data source Dummy construction

Broad Money - M2/GDP (%GDP) Sum of money and WEO
quasi-money A criterion is considered met for a

Cross border loans and deposits  External loans and BIS country if its 3-year average exceeds
deposits of banks vis a the .Io.wer end of the one standard
vis all sector deviation band of the 3-year average

of the EMs

Stock Market Capitalization Market capitalization of  Bloomberg

(%GDP) or listed domestic

Being included in one of the FM companies (current

market index-based US$)

Portfolio inflows (%GDP) Cross-border flows WEO
involving equity or debt
securities,

Sovereign bond issuance Bond issuance or Fitch, The criterion is considered met if a
potential to issue Standard country issue public and publicly
based on the credit- and Poor's/  guaranteed (PPG) external bonds or
rating Bond radar  has a credit rating similar to

countries that issued external bonds
(BB-).

Table 2. Correlation matrix of the baseline FM identification and different definition criteria

Market Broad Cross Market Portfolio
FM Access Issuance Rating Money Borders Capitalization Flows
FM 1
Market Access 0.52 1
including:
Issuance 0.4 0.85 1
Rating 0.34 0.72 0.44 1
Broad Money 0.17 0.23 0.18 0.22 1
Cross Borders 0.13 0.17 0.14 0.13 0.12 1
Market Capitalization 0.47 0.59 0.56 0.48 0.12 0.12 1
0.14 0.07 0.03 0.13 0.1 0.36 0.18 1

Portfolio Flows

" These indicators are similar to those used in the 2014 LIDC report (IMF, 2014) Broad money, defined as the share of M2
aggregate in GDP, intends to assess the liquidity and depth of the domestic financial market, reflecting the capacity of the
country to support both domestic and foreign investments. Stock market capitalization in percent of GDP captures the size of a

country's equity market, reflecting the depth of the financial sector, investor confidence, and economic participation in the capital
market. Where stock market capitalization data is unavailable, a country is regarded as satisfying this criterion for a specific year
if it appears in any of the established FM financial indices (FTSE-FM, NEXGEM-FM, S&P BMI-FM, or JPM EMBIG), since the
eligibility criteria used in formulating these indices relies on an assessment of market size and can thus serve as a proxy. Cross
border loans and deposits as well as portfolio inflows as percent of GDP capture countries’ integration and interconnectedness
with the global financial system as well as foreign investors’ confidence in the country's financial system. Lastly, a country's
ability to issue external bonds stands as a pivotal criterion in our adopted definition. This metric reflects international investors'
confidence in the country's macroeconomic outlook, and the government's creditworthiness.
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Figure 1 shows the dynamics of FMs status over time for a sample of countries that changed status between
1993 and 2022. This figure shows that several countries have transitioned to FM status in the aftermath of the
GFC, a period characterized by accommodative monetary policies in advanced economies (AEs), which eased
global liquidity conditions. For instance, countries such as Honduras and Ethiopia achieved FM status in 2013
and 2014, respectively, following their foray into the international debt market. On the other hand, countries with
above-average income levels but poor market access are not classified as FMs. There have also been several
instances of countries downgrading from FM to LIC. In addition, the chart suggests that the duration of the FM
status does not seem related to a subsequent transition to EM. Section V considers two alternative FM
identification methodologies to assess the robustness of our findings.

Figure 1. Tracking the shifts in countries status: A heatmap view (1993-2022)
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Note: Only showing countries that change status.

Our methodology for identifying FMs is based on the 2014 LIDC report (IMF, 2014). However, our results
somewhat differ from that report due to different time coverage. For 2014, 13 out of the 14 FMs identified in the
LIDC report are also classified as FMs in this paper, with Cote d’lvoire being the exception. Conversely,
Honduras, Lao PDR, Ethiopia, Guinea-Bissau, Lesotho, and Georgia are identified as FMs in this paper but
were not recognized as such in the 2014 LIDC report. Another key distinction is that the LIDC report does not
update the FM list beyond 2014, whereas this paper introduces a dynamic list that evolves over time.

Descriptive Analysis

Table 3 presents descriptive statistics of macroeconomic and governance characteristics of NFLICs, EMs, and
FMs. This static view highlights three distinctive features of FMs.
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. FMs display robust macroeconomic fundamentals, illustrated by higher growth rates, low public debt,
and low inflation, compared to NFLICs and EMs.
. FMs are also characterized by larger fiscal deficits than NFLICs and EMs, and higher FDI inflows,

developments supporting aggregate demand.

. FMs display improved governance metrics (WGI) in comparison to NFLICs, particularly in terms of
government effectiveness and regulatory quality, while there seem to be no differences in political
stability and control of corruption across FMs and NFLICs.

Table 3. Descriptive analysis

Test of Means Equality

NFLICs FMs EMs AEs FMs> FMs<
NFLICs NFLICs
Output Growth 3.55 5.35 3.14 2.45 ox
(5.69) (4.69) (6.29) (3.24)
FDI flows (%GDP) 3.21 3.76 3.28 0.55 >
(4.82) (5.55) (8.23) (20.95)
Fiscal Balance x
(%GDP) 2.43 -3.27 -2.03 -1.97
(7.55) (4.35) (6.54) (4.54)
Current Account
(%GDP) -4.34 -4.18 -1.38 1.56
(18.55) (10.2) (9.86) (5.97)
Reserves (months 4.21 4.66 6.12 3.82
of import)
(3.24) (2.99) (5.18) (4.48)
Gov Debt (%GDP) 59.85 51.58 49.22 67.69 o
(55.83) (29.09) (35.07) (41.1)
Inflation'? 40.41 7.25 62.39 2.23 b
(596.4) (6.97) (1445.94) (2.56)
WGl index 0.38 0.4 0.5 0.77
average
(0.14) (0.08) (0.13) (0.08)
Political Stability 0.49 0.48 0.56 0.72 *
(0.18) (0.13) (0.15) (0.09)
Government 0.34 0.4 0.49 0.79
Effectiveness
(0.13) (0.08) (0.13) (0.09)
Regulatory Quality 0.35 0.41 0.5 0.78 b
(0.12) (0.08) (0.15) (0.08)
Rule of Law 0.38 0.41 0.48 0.79 o
(0.15) (0.09) (0.14) (0.09)
Control of 0.37 0.38 0.47 0.79
Corruption
(0.13) (0.11) (0.14) (0.14)
Voice and ex
Accountability 0.4 0.43 0.47 0.74
(0.17) (0.13) (0.17) (0.08)
Observations 1921 369 2314 941

2 The reported inflation averages and standard deviations are skewed by hyperinflationary episodes in certain NFLICs and EMs.
Notably, there have been 24 instances where inflation rates in EMs exceeded 500 percent, with extreme cases such as

Venezuela reaching an inflation rate of over 65,374 percent in 2018.
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Figure 2 shows a comparison between FM and NFLIC over time between 1993 and 2022: The left panel displays
time-series of key variables across groups over time, while the right-hand panel presents the dynamics of these
variables around the year of transition for countries that upgraded from NFLIC to the FM status.'® This dynamic
view reveals that FMs show stronger macroeconomic fundamentals, and display an improvement in the key
indicators (particularly output growth) before transitioning to the FM group. Nonetheless, this figure also shows
that output growth among FMs is subject to higher volatility, with more pronounced downturns observed following
the GFC and the COVID-19 pandemic, hinting at a source of vulnerability potentially driven by a higher exposure
to global shocks.

Figure 2 also reveals that the higher attractiveness of FMs as a destination for foreign investments is driven by
post-2013 years, coinciding with higher yields in EMDEs and substantial Official Development Assistance flows
from China attracting foreign investment in the context of low interest rates in AEs. The time-series also shows
that FMs started running higher deficits after 2009, and higher indebtedness after 2015. Specifically, we can
observe that budget deficits widened after the transition to FM status, by contrast to improving dynamics seen
before the transition, eventually leading to a rise in public debt after transitioning to FM status. Shrinking deficits
ahead of transition could be explained by a larger interest from international investors in countries that are fiscally
more prudent. However, easier access to external financing after the transition could lead to wider deficits.
Regarding governance, FMs have also consistently overperformed NFLICs during the period.

Overall, descriptive statistics indicate that FMs typically exhibit stronger economic performance and governance
than NFLICs, with noticeable gains leading up to their transition.

3 For the purposes of assessing transition dynamics in Figure 2, we consider a country as having transitioned from NFLIC to FM
status if it has advanced to the FM group after being classified as an NFLIC for at least three years. This approach aims to
mitigate the impact of short-term changes in classification.
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Figure 2. Dynamics of key variables: Comparison between NFLICs and FMs (1993-2022)
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In this section, we first exploit time-series variation in global factors and differences in macroeconomic
fundamentals across countries to determine which factors drive the transition from NFLIC to FM status. We then
aim to evaluate the risks tied to accessing global sovereign bond markets for FMs with local projections showing
how global shocks affect sovereign spreads in these economies. Finally, we assess the role of structural factors
in reducing the sensitivity of spreads to global financial conditions, proxied by changes in US monetary policy
stance.

Factors Influencing the Transition to Frontier Market Status

We start the analysis by investigating whether country-specific economic fundamentals help predict the transition
of NFLICs to FM status, building on the literature studying global (push) and county-specific (pull) factors driving
capital flows (see Calvo et al., 1996, Fernandez-Arias and Montiel, 1996, Chuhan, et al., 1998). To examine the
drivers of transition to FM status and assess the relative importance of push and pull factors, we restrict the
sample to countries that were NFLICs at time t-1, and estimate the following specification:

Pr (FM;; = 1| FM;,_, = 0) = Macrofundamentals,_; B, + Governance[,_, B, + IMFpmgr,msiTt_1 Bs +
PuShiT,c—1 Bs + € (2)

The dependent variable Pr (FM;, = 1|FM,;,_, = 0) takes a value of 1 if country i is identified as FM in year t."*

We include three sets of country-specific pull factors. First, we control for standard macroeconomic fundamentals
identified by the push-pull literature in the vector Macrofundamentals],_; , including one-year lagged values of
output growth, FDI as a percentage of GDP, the fiscal balance as a percentage of GDP, the current account
balance as a percentage of GDP, official reserves in months of imports, government debt as a percentage of
GDP, and inflation. Second, government effectiveness from the Worldwide Governance Indicators database
(Governance/,_,) is also included, as better governance is expected to foster investors’ confidence. Third, we
seek to examine whether financial assistance to LICs by the IMF acts as a catalyst to achieve FM status.
IMF_Programs],_, includes two dummy variables: one indicating whether a country was under a General
Resources Account (GRA) program, and the other indicating whether a country was under a Poverty Reduction
and Growth Trust (PRGT) program™®.

Global factors in Push{,_, include the VIX and the Krippner Shadow US rate'® to capture broader monetary
easing and tightening situations than changes in nominal short-term interest rates.

* We apply a three-year rolling average to the country-specific variables in this specification, consistent with the FM identification
strategy relying on a three-year rolling average of several macro financial indicators. We do not extend the rolling average
treatment to the push factors, given their transient effect.

5 We assign a value of 1 to the indicator variable if the country was under either IMF program in the preceding three years, aligning
with the identification method used by Presbitero et al. (2015).

6 The author presents the documentation for Shadow Short Rate Estimates here: Documentation-for-SSR-estimates-29-May-
2020.pdf



https://www.ljkmfa.com/wp-content/uploads/2021/07/Documentation-for-SSR-estimates-29-May-2020.pdf
https://www.ljkmfa.com/wp-content/uploads/2021/07/Documentation-for-SSR-estimates-29-May-2020.pdf
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The specification above is estimated using linear and binary dependent variable regressions, using an annual
unbalanced panel comprising 87 LICs (including FMs) between 1993 and 2022. Table 4 shows marginal effects
of the potential drivers of the transition for different regression specifications.'”

Table 4 suggests that stronger output growth dynamics, lower government debt and improved governance
effectiveness increase the probability of transition to FM status. Coefficients associated with the presence of a
GRA program are positive but not statistically significant. Better governance effectiveness seems to serve as a
more efficient signaling device than other drivers of governance, as shown by Appendix Table 5, where
alternative governance measures (such as the average WGI governance index, other WGI subindices, and the
CPIA average index) are not associated with a significant difference in the probability to transition to FM status,
except for regulatory quality. Lastly, the analysis does not establish a definitive connection between push factors
and the transition to the FM status.

7 Some specifications also account for cross-country differences in per capita income (columns 2, 4), country fixed effects in the
linear probability model case, (column 5) and random effects (columns 6-7).
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Table 4. Factors driving the transition from NFLIC to FM status

Dependent variable: Probability of transition to the Frontier Market Status

(1) ) @) “4) ®) (6) )

Output Growth 0.003*** 0.002** 0.004** 0.004* 0.0004 0.002 0.003
(0.001) (0.001) (0.002) (0.002) (0.001) (0.001) (0.002)
FDI 0.002 0.002 0.001 0.001 0.004* 0.005* 0.001
(0.002) (0.002) (0.001) (0.001) (0.002) (0.003) (0.001)
Fiscal Balance -0.001 -0.001 -0.001 -0.001 0.00001 -0.0003 -0.001
(0.0005) (0.0004) (0.001) (0.001) (0.0005) (0.001) (0.001)
Current Account -0.0002 -0.0001 -0.0002 -0.0002 -0.0001 -0.0002 -0.0002

(0.0001) (0.0001) (0.0003) (0.0003) (0.0001) (0.0001) (0.0003)

Reserves 0.002 0.0004 0.001 0.0004 0.002 0.002 0.001
(0.003) (0.003) (0.002) (0.002) (0.003) (0.004) (0.002)
Government Debt -0.0001* -0.0001* -0.0005*  -0.0004 0.00003 -0.0001 -0.0004

(0.0001) (0.0001) (0.0003) (0.0003) (0.0001) (0.0001) (0.0003)

Inflation 0.0002 0.0002 0.0002 0.0001 0.0001 0.0002 0.0001
(0.0002) (0.0001) (0.0005) (0.001) (0.0001) (0.0001) (0.001)
Gov. Effectiveness 0.096* 0.108** 0.159*** 0.167*** 0.066 0.146* 0.149*
(0.052) (0.051) (0.062) (0.063) (0.122) (0.086) (0.082)
PRGT program -0.008 -0.006 0.0001 0.002 -0.019 -0.019 -0.005
(0.013) (0.013) (0.012) (0.012) (0.018) (0.017) (0.010)
GRA program 0.076 0.077 0.033* 0.033* -0.046 0.056 0.020
(0.055) (0.055) (0.019) (0.019) (0.045) (0.062) (0.019)
Income per capita 0.000 0.000
(0.000) (0.000)
VIX -0.001 -0.001 -0.001 -0.001 -0.001** -0.001* -0.001
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Shadow rate -0.002 -0.002 -0.002 -0.002 -0.006** -0.004 -0.002
(0.003) (0.003) (0.002) (0.002) (0.003) (0.003) (0.002)
Constant -0.008 -0.011 -0.004
(0.025) (0.025) (0.033)
Observations 930 929 930 929 930 930 930
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note: The table reports the estimated coefficients and the associated robust standard errors. The parameters from the Probit
estimations in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01
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The Sensitivity of FMs to US Monetary Policy Stance, Compared with NFLICs and
EMs

The sensitivity of FMs’ sovereign bond spreads to global financing conditions, proxied by U.S. monetary policy
stance, is assessed using a local projections approach (Jorda, 2005). Our analysis focuses on countries which
have switched into or out of FM status and compares their impulse responses to other NFLICs and EMs, using
the following regression specification:

Yierh — Yiee1 = Lpmy[ Bap Shocke + Vapbye—r + panvixe + Yxey Bhnzkica] +

Unruicy| Bon shocke +  YppByeo1 + ppavixe + Xh—y BEnzh ic—1] + (3)
H{EM}[ Ben shocke +  VepBye—r + penvixe + Xieq B(I,‘(,hzg,i,t—l]
+ a; + Eit

where, shock, = A ShadowRate,

v+ represents the sovereign yields spreads.'® . shock, represents changes in the U.S. Krippner shadow rate to
capture both conventional and unconventional monetary policy. To capture other global factors, we account for
risk-aversion through the VIX index, and control for country-specific factors in zf,_; by accounting for output
growth, fiscal balance, and government debt in the estimation, in addition to country fixed-effects. The
specification also controls for past variation in spreads to address serial correlation of the error term. Our sample
covers 76 countries, with quarterly observations between 2012 Q2 and 2022 Q4, except for macroeconomic
fundamentals in zf,_; that are observed at annual frequency.

Figure 3 presents cumulative impulse response functions (IRFs) of sovereign spreads following a change in U.S.
monetary policy stance based on the specification of equation 3. The left-hand chart depicts IRFs for FMs and
NFLICs, while the right-hand chart shows the impulse response of FMs compared to EMs. Figure 3 shows that
sovereign spreads in FMs and EMs are similarly sensitive to U.S. monetary policy stance changes and react
positively afterwards, consistent with the capital flow channel (Ahmed and Zlate, 2014; Broner et al., 2021),
whereby lower interest rates in AEs due to expansionary monetary policies drive global investors to seek higher
yields in EMs, resulting in considerable inflows to these economies increasing demand for local bonds and
lowering their yields.'® In addition, the difference in IRFs is small between FMs and EMs in our sample,
suggesting that the response to market disruptions does not significantly differ between FMs and EMs given that
they both have market access. By contrast, the response of NFLICs is not statistically significant, reflecting both
higher average risk premia and more heterogeneity across the sample.

'8 Spreads are calculated as the difference between the yield of a country's bonds and the linearly interpolated yield of benchmark
U.S. Treasury bonds, adjusted for maturity and weighted by par value; this data is sourced from the Sovereign Spread Monitor.

% See, e.g., Inoguchi (2021) and Ebeke and Lu (2015). This mechanism also holds following a monetary tightening in the U.S.due to
capital outflows.



IMF WORKING PAPERS Frontier Markets: Analyzing Drivers of Market Growth and Sovereign Risks

Figure 3. FMs spreads response to a U.S. monetary policy stance changes: A comparative analysis of
regime switching with NFLICs and EMs
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Figure 4. FMs Spreads response to a U.S. monetary policy stance changes: The role of domestic financial
buffers and macroeconomic fundamentals

FLOATING vs NON-FLOATING EXCHANGE RATE REGIME HIGH OFFICIAL RESERVES vs LOW OFFICIAL RESERVES
FLOATING EXR REGIME (SOLID BLUE) - NON-FLOATING EXR REGIME (DASHED RED) LARGER RESERVES (SOLID BLUE) - LOWER RESERVES (DASHED RED)

Cumulative change in Spreads (Quarter-on-Quarter) Cumulative change in Spreads (Quarter-on-Quarter)

1.5
(Points) . (Points) - __
—— Floating PR ~—o
——— Non-Floating [.-=7 oo, )|
1 S— 1.0 ¢
U i B LR | P P — Large Reserves
-7 P ——— Low Reserves

1 2 3 4 5 1 2 3 4 5
LOW PUBLIC DEBT RATIO vs HIGH PUBLIC DEBT RATIO HIGH FISCAL BALANCE vs. LOW FISCAL BALANCE
LOW PUBLIC DEBT (SOLID BLUE) - HIGH PUBLIC DEBT (DASHED RED) LARGER BALANCE (SOLID BLUE) - LOWER BALANCE (DASHED RED)
20 Cumulative change in Spreads (Quarter-on-Quarter) 25 Cumulative change in Spreads (Quarter-on-Quarter)
(Points) S (Points)
- B 20
1.5 —== o
A1 15 ==
1.0 o -l
L Low Public Debt 1.0 —
05 5% ——— HighPublicDebt ~ ---=-=-----°-°"°"°7°7°7°7
R 05 Large Fiscal Balance

——— Low Fiscal Balance

1 2 3 4 5 1 2 3 4 5
Note: Shaded area represents 90% confidence.

INTERNATIONAL MONETARY FUND 16



IMF WORKING PAPERS Frontier Markets: Analyzing Drivers of Market Growth and Sovereign Risks

Role of Structural Factors in Mitigating Exposure to US Monetary Policy

Restricting our analysis to FMs, we now estimate whether country-specific structural characteristics affect the
sensitivity of spreads to global financial conditions proxied by changes in U.S. monetary policy stance, as follows:

Yigrh — Yig—1 = dig-1 +

Ban shocky +  YapAyi_1 + papvixe + Zﬁg,hzjl{,i,t—l
k=1

+

K
; k
(1 - di,t—l) [ Bpn shocky +  VppAyi—1 + pppvix; + Z ﬁg,th,i,t—l
k=1
a; + Eit

We consider two sets of structural characteristics to classify countries: (i) macroeconomic fundamentals and
financial buffers (exchange rate regime, official reserves level, public indebtedness level and fiscal balance), and
(i) the export structure (oil export status, diversification of exports®). In the above equation, d,,_, is a dummy
variable splitting countries according to two regimes. When considering the exchange rate classification, d;,_,
equals 1 when the country has had a floating regime in the previous period, and when considering oil export
status, it equals 1 for oil and gas exporters. Otherwise, the dummy variable, d;._; equals 1 for countries above
the median of the characteristics’ distribution. We further assess whether structural characteristics in EMs differ
from FMs in mitigating the spillovers of U.S. monetary policy stance changes on local sovereign spreads (Figure
6 and 7).

Figure 4 highlights that the response of FMs spreads to US monetary policy stance changes depends on their
ability to smooth economic fluctuations. Specifically, having a floating exchange rate, larger reserves buffers,
lower public indebtedness, and a smaller fiscal deficit is associated with a more muted response of sovereign
spreads to U.S. monetary policy changes. Countries’ export structure also plays a role. Similarly, Figure 5 shows
that having a more diversified export structure is associated with a dampened impact from U.S. monetary policy
fluctuations.

Impulse responses shown in Figure 4 are consistent with the shock-absorbing function of floating exchange rates,
lowering the sensitivity of local spreads to shifts in U.S. rates via the capital flows channel?'. We also find that
the sensitivity of local spreads is near zero when official reserves are high, while low FX reserves diminish
confidence in the ability to absorb shocks, which is reflected in a positive and significant impulse response,
consistent with earlier findings (Aizenman, 2023). Further, higher fiscal space offered by low public indebtedness
and a stronger fiscal balance help in managing external shocks, allowing governments to shield local financial
markets from global interest rate fluctuations. The results show that the response of FMs spreads is more muted
when public debt low, whereas it is larger and statistically significant when debt is high.

Finally, greater exports diversification could cushion against trade fluctuations arising from changes in U.S.
monetary policy, as shown by Figure 5. Results show that spreads also tend to react less for oil exporters
compared to oil importers, except in the initial quarter where the response is similar across both groups. The
resilience of spreads in oil exporting FMs may reflect their ability to build higher buffers due to oil revenue.

20 Export diversification is captured by a Diversification Index from UNCTAD. It represents a normalized Herfindahl-Hirschman Index
measuring the concentration of merchandise exports at the national level. It ranges from zero to one, where higher values
indicate greater export concentration.

21 A flexible regime facilitates exchange rate appreciation following capital inflows, reducing demand for local bonds.

4
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Figure 5. FMs spreads response to a U.S. monetary policy stance changes: The role of external position

structure
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Figure 6 and Figure 7 show the differential response of EMs spreads to U.S. monetary policy stance changes
depending on macroeconomic fundamentals, and the exports structure, respectively. While they also appear to
matter for the response of EMs spreads to U.S. monetary policy stance changes, their effect is less pronounced
compared to FMs. This underlines that robust macroeconomic fundamentals and strong financial buffers are
more critical for FMs in cushioning against the impacts of U.S. monetary policy swings on sovereign spreads.
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Figure 6. EMs spreads response to a U.S. monetary policy stance changes: The role of domestic financial
buffers and macroeconomic fundamentals
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Figure 7. EMs spreads response to a U.S. monetary policy stance changes: The role of external position
structure
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Three robustness checks are performed. First, we assess the stability of the FM identification approach using
alternative definitions. We then investigate the robustness of the determinants of the transition to FM status using
these alternative definitions. Finally, we examine the response of FMs spreads to U.S. monetary policy stance
changes, employing both the alternative FM identifications mentioned and a different measure of spreads.

Robustness of FM identification

For the alternative FM status identification, we refine the initial identification in two ways: (i) we exclude portfolio
flows from selection criteria, meaning that a country is considered a FM if it meets three criteria out of four, (ii)
we employ a market-based definition for FM identification, solely relying on debt issuance in international
markets. Changes arising from these different selection criteria are shown in Appendix Figure 10 and Figure 11,
respectively. Excluding portfolio flows from classification criteria mainly affects small and developing states, while
solely relying on debt issuance excluding a small sample of countries that either did not have a minimum rating
of BB- or did not have market access.

Robustness Checks for Frontier Market Classification and Transition Determinants
from NFLICs to FMs

Using the additional identifications mentioned above as alternative binary dependent variables, we investigate
the robustness of the regression results on the determinants of the transition to the FM status. Average marginal
effects shown in Appendix Table 6 and 7 are only consistent with baseline effects in Table 4 when considering
the role of improved government effectiveness: The role of macroeconomic fundamentals such as output growth
and government debt and the role of IMF program varies depending on the FM identification used.

Robustness Checks on FMs Spreads Sensitivity

We finally assess the robustness of baseline results analyzing the sensitivity of FMs spreads to U.S. monetary
policy stance changes, and consider three alternative specifications: We consider the two alternative FM
classifications of the first robustness exercise, and we then introduce a third specification that instead uses an
alternative measure of sovereign spreads, from EMBIG rather than the Sovereign Spread Monitor used in the
baseline. Appendix Figures 12 to 20 depict impulse responses that are for the most part consistent with baseline
results when comparing FMs to EMs and NFLICs considered.
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Achieving FM status is a major milestone for LICs, offering more reliable access to external funding sources—
and, in particular, international private capital, which can accelerate economic growth and development.

Our findings suggest that attaining FM status is closely tied to a country’ s economic fundamentals, particularly
robust output growth, significant foreign direct investment, and sound fiscal management. The quality of
institutions and economic governance stand out as a critical determinant: countries with higher institutional
effectiveness and transparency are more likely to achieve FM status, because these qualities foster investor
confidence. By contrast, external push factors play a less important role for accession to the group.

Once LICs belong to the prestigious club of FMs, retaining the status depends on countries’ ability to weather
external shocks. Our results show that FM sovereign spreads demonstrate significant sensitivity to changes in
U.S. monetary policy, on a level that is similar to that observed in EMs. This showcases the fragility of their market
access. To mitigate the sensitivity, our analysis highlights the role of maintaining flexible exchange rates,
adequate foreign reserves, and prudent debt levels. Various examples highlight that the persistence of FM status
cannot be taken for granted, with several FMs having taken recourse to IMF programs in efforts to stabilize their
economies in the aftermath of the COVID-19 pandemic and subsequent shocks.

Ultimately, the path from LIC status to FM status, and later on graduation to EM status, requires more than initially
achieving favorable macroeconomic and financial conditions—continuously benefiting from the status in terms of
market confidence requires an ongoing commitment to resilience-building and robust economic governance. This
implies building buffers, continued progress on prudent fiscal and other macroeconomic policies, structural
reforms, and continuous upgrading of economic institutions. As fiscal deficits and public debt tend to increase
after the graduation to FM status, implementing prudent fiscal policies, enhancing revenue mobilization, and
introducing credible fiscal rules and medium-term frameworks is of particular importance for anchoring investors’
confidence.
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Annex |. Additional Stylized Facts

Figure 8. Dynamics of government spending & investment: Comparison between NFLICs and FMs 1993-
2022

Cross-Group Comparison Dynamics Surrounding Transition to FM Status

(in years)
CURRENT GOVERNMENT EXPENSES (%GDP)
- Tl

40 \ LICs 40 I

A =~ ~ -~ |

35 <’ eNa~_ ! VN 35 '

30 !

30 :

25 FMs ]

|

20 25 |

O X DB A O ALY LD ALY A I

PRI RS FPFE SR8 Q 9

A IR S St S S Sl S S S S S 5 4 3 2 4 t 1 2 3 4 5

INTERNATIONAL MONETARY FUND 22



IMF WORKING PAPERS

Frontier Markets: Analyzing Drivers of Market Growth and Sovereign Risks

Figure 9. Dynamics of governance sub-indices: Comparison between NFLICs and FMs 1993-2022
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Figure 10. Tracking the shifts in countries status: A heatmap view with the first alternative definition
(1993-2022)
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Figure 11. Tracking the shifts in countries status: A heatmap view with the second alternative definition
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ZMB-
VNM-
VCT-
uzB-
TZA-
TUK-
SEN-
RWA-
PNG-
NGA-
MOZ-
MNG-
MDV -
MDA -
LSO-
LCA-
LAO-
KEN-
HND-
GRD-
GNB-
GHA-
ETH-
DMA-
CPV-
CMR-
Clv-
BOL-
BGD-
BEN-

Bl resns
W Foer

Non-Frontier LIC




IMF WORKING PAPERS Frontier Markets: Analyzing Drivers of Market Growth and Sovereign Risks

Table 5. Factors driving the transition from LIC To FM Status: Alternative variables for Governance

Dependent variable: Probability of transition to the Frontier Market Status

(1) (2) (©) (4) () (6) (7)

WGI Average 0.028 0048  0.074 0.089*  0.076  0.059  0.079
(0.045) (0.046) (0.051)  (0.054)  (0.153) (0.076) (0.058)

Political Stability 0.012 0021  0.038 0.042 0.072 0031  0.034
(0.028) (0.029) (0.040)  (0.041)  (0.094) (0.048) (0.047)

Government Effectiveness  0.096* 0.108**  0.159*** 0.167***  0.066 0.146* 0.149*
(0.052) (0.051) (0.062) (0.063) (0.122) (0.086) (0.082)

Regulatory Quality 0.079 0.105**  0.136™** 0.156** 0.053 0.149* 0.123
(0.052) (0.052) (0.066) (0.069) (0.125) (0.090) (0.086)
Rule of Law 0.004 0.025 0.037 0.049 0.111 0.043 0.036
(0.040) (0.041) (0.047) (0.049) (0.144) (0.068) (0.058)
Control of Corruption 0.019 0.045 0.058 0.076 0.148 0.058 0.059
(0.046) (0.047) (0.048) (0.051) (0.106) (0.075) (0.0
Voice and Accountability 0.003 0.030 0.023 0.047 0.061 0.046 0.021
(0.034) (0.035) (0.040) (0.045) (0.104) (0.064) (0.048)
Average CPIA 0.122 0.128 0.245** 0.252** 0.049 0.204 0.256***
(0.083) (0.082) (0.115) (0.118) (0.190) (0.131) (0.062)
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note: The table presents coefficients for alternative governance metrics, each assessed independently within the specification.
The table reports the estimated coefficients and the associated robust standard errors. The parameters from the Probit estimations
in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01
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Table 6. Factors driving the transition from LIC To FM Status: First alternative for FM identification

Dependent variable: Probability of transition to Frontier Market Status

(1) (2) () (4) ®) (6) ()

Output Growth 0.002 0.001 0.003 0.002 0.0003 0.001 0.002
(0.001) (0.001) (0.002) (0.002) (0.001) (0.001) (0.002)
FDI 0.001 0.001 0.001 0.001 0.004 0.003 0.001
(0.002) (0.002) (0.001) (0.001) (0.002) (0.002) (0.001)
Fiscal Balance -0.0003 -0.0004 -0.0004 -0.0004 -0.0001 -0.00005 -0.001
(0.0004) (0.0004) (0.001) (0.001) (0.0005) (0.0005) (0.001)
Current Account -0.0001 -0.00001 -0.0001 -0.00001  -0.0001 -0.00004 -0.0001
(0.0001)  (0.0001) (0.0003)  (0.0003) (0.0001)  (0.0001)  (0.0003)
Reserves 0.001 -0.0002 0.001 0.00003 0.002 0.0004 0.001
(0.003) (0.003) (0.002) (0.002) (0.003) (0.004) (0.002)
Government Debt -0.0001 -0.0001 -0.0004 -0.0003 0.00001 -0.0001 -0.0004
(0.0001)  (0.0001) (0.0003)  (0.0003) (0.0001)  (0.0001)  (0.0003)
Inflation 0.0002 0.0002 0.0002 0.0001 0.0001 0.0002 0.0002
(0.0002) (0.0001) (0.001) (0.001) (0.0001)  (0.0001)  (0.0004)
Gov. 0.195** 0.205** 0.233*** 0.247*** 0.104 0.320*** 0.226**
Effectiveness
(0.069) (0.069) (0.070) (0.073) (0.123) (0.122) (0.112)
PRGT program 0.001 0.004 0.008 0.012 -0.018 -0.009 -0.001
(0.013) (0.013) (0.013) (0.013) (0.018) (0.017) (0.011)
GRA program 0.054 0.056 0.028 0.028 -0.035 0.037 0.020
(0.055) (0.055) (0.020) (0.020) (0.046) (0.063) (0.021)
Income per capita 0.000 0.000
(0.000) (0.000)
VIX -0.001 -0.001 -0.001 -0.001 -0.001** -0.001* -0.001
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Shadow rate -0.002 -0.002 -0.002 -0.002 -0.006** -0.004 -0.002
(0.003) (0.003) (0.002) (0.002) (0.003) (0.003) (0.002)
Constant -0.030 -0.032 -0.040
(0.028) (0.028) (0.039)
Observations 912 911 912 911 912 912 912
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note: The table reports the estimated coefficients and the associated robust standard errors. The parameters from the Probit
estimations in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01
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Table 7. Factors driving the transition from LIC To FM status: Second alternative for FM identification

Dependent variable : Probability of transition to Frontier Market Status

() 2) (©)] 4) ) (6) )

Output Growth 0.002* 0.002 0.004* 0.004* 0.001 0.001 0.003
(0.001)  (0.001) (0.002)  (0.002) (0.001)  (0.001)  (0.002)
FDI -0.0003 -0.0004 -0.00002 -0.0001 0.002 0.001 0.001
(0.002) (0.002) (0.002) (0.002) (0.002) (0.002)  (0.001)
Fiscal Balance -0.0001 -0.0001 -0.0002 -0.0002 0.0001 0.0001 -0.0004
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)  (0.001)
Current Account 0.0001 0.0001 0.0001 0.0001 0.0002 0.0002 0.0001
(0.0001)  (0.0001) (0.0003)  (0.0003)  (0.0002) (0.0002)  (0.0003)
Reserves 0.0002 -0.001 0.001 -0.0003 0.002 0.0001 0.0004
(0.003)  (0.003) (0.002)  (0.002) (0.004)  (0.004)  (0.002)
Government Debt -0.0001 -0.0001 -0.0005*  -0.0004 -0.0001 -0.0001 -0.001
(0.0001)  (0.0001) (0.0003)  (0.0003)  (0.0001)  (0.0001)  (0.0003)
Inflation 0.0002 0.0002 -0.0003 -0.001 0.0001 0.0002 -0.0002
(0.0001)  (0.0001) (0.001) (0.001) (0.0001)  (0.0001)  (0.001)
Gov. 0.233*** 0.243*** 0.274*** 0.285*** 0.206 0.381*** 0.281***
Effectiveness
(0.071) (0.071) (0.074) (0.075) (0.134) (0.123) (0.109)
PRGT program 0.001 0.003 0.009 0.011 -0.034* -0.015 -0.003
(0.013)  (0.013) (0.014)  (0.014) (0.019)  (0.018)  (0.013)
GRA program 0.118* 0.119* 0.053*** 0.054*** 0.002 0.105 0.043*
(0.066)  (0.066) (0.020)  (0.020) (0.048)  (0.073)  (0.024)
Income per capita 0.000 0.000
(0.000) (0.000)
VIX -0.002** -0.002** -0.002* -0.002* -0.002** -0.002** -0.002*
(0.001)  (0.001) (0.001)  (0.001) (0.001)  (0.001)  (0.001)
Shadow rate -0.004 -0.004 -0.003 -0.003 -0.007** -0.005* -0.003
(0.003)  (0.003) (0.003)  (0.003) (0.003)  (0.003)  (0.002)
Constant -0.010 -0.012 -0.022
(0.031)  (0.031) (0.041)
Observations 941 940 941 940 941 941 941
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note: The table reports the estimated coefficients and the associated robust standard errors. The parameters from the Probit
estimations in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01
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Table 8. Factors Driving the transition from LIC To FM status (using the first alternative FM identification):

Alternative variables for governance

Dependent variable: Probability of transition to Frontier Market Status

(1)

(2)

(3)

(4)

(5)

(6)

(7)

WGI Average 0.106** 0.128* 0.140* 0.165"*  0.146 0.212** 0.147%
(0.051) (0.052) (0.055) (0.060) (0.142)  (0.102) (0.071)
Political Stability 0.006 0.006 0.009 0.009 -0.0004  0.009 0.008
(0.005) (0.005) (0.007) (0.007) (0.012)  (0.009) (0.008)
Regulatory Quality 0.182** 0.208*** 0.226*** 0.257**  0.079 0.307** 0.204*
(0.074) (0.075) (0.076) (0.082) (0.119)  (0.127) (0.106)
Rule of Law 0.060 0.079 0.082* 0.100* 0.151 0.161* 0.094
(0.049) (0.051) (0.049) (0.053) (0.137)  (0.094) (0.099)
Control of Corruption 0.089 0.116* 0.107** 0.133** 0.154 0.182* 0.115
(0.058) (0.060) (0.051) (0.056) (0.105)  (0.101) 0.149)
Voice and Accountability 0.041 0.069 0.057 0.091* 0.051 0.128 0.058
(0.041) (0.042) (0.042) (0.048) (0.102)  (0.084) (0.086)
Average CPIA 0.253***  0.256*** 0.350*** 0.364***  0.083 0.392** 0.349*
(0.091) (0.091) (0.130) (0.135) (0.187)  (0.157) (0.179)
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note:  The table presents coefficients for alternative governance metrics, each assessed independently within the
specification. The table reports the estimated coefficients and the associated robust standard errors. The parameters from
the Probit estimations in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01

Table 9. Factors driving the transition from LIC To FM status (Using the second alternative FM

identification): Alternative variables for governance

Dependent variable: Probability of transition to Frontier Market Status

(1)

(2)

(3)

(4)

(5)

(6)

(7)
WGI Average 0.132* 0.151% 0.158** 0.179"* 0.340% 0.246™ 0.170*
(0.052) (0.052) (0.058) (0.061) (0.167)  (0.096) (0.076)
Political Stability 0.029 0.034 0.043 0.045 0.140 0.071 0.050
(0.031) (0.032) (0.044) (0.045) (0.099)  (0.063) (0.060)
Regulatory Quality 0.233*** 0.258*** 0.277*** 0.305*** 0.076 0.373*** 0.251**
(0.080) (0.080) (0.083) (0.088) (0.141)  (0.135) (0.101)
Rule of Law 0.067 0.083 0.088* 0.101* 0.288* 0.193** 0.101***
(0.051) (0.053) (0.053) (0.056) (0.148)  (0.098) (0.007)
Control of Corruption 0.099 0.123* 0.117** 0.138** 0.299**  0.211* 0.139
(0.063) (0.064) (0.056) (0.060) (0.137)  (0.109) (0.089)
Voice and Accountability 0.047 0.071 0.067 0.096* 0.040 0.127 0.066***
(0.043) (0.044) (0.046) (0.052) (0.112)  (0.086) (0.005)
Average CPIA 0.297*** 0.300*** 0.410*** 0.417* 0.015 0.443** 0.417**
(0.097) (0.097) (0.136) (0.138) (0.213)  (0.166) (0.198)
Pooling Yes Yes Yes Yes No No No
Country FE No No No No Yes No No
Country RE No No No No No Yes Yes
Linear/Probit Linear Linear Probit Probit Linear Linear Probit

Note:  The table presents coefficients for alternative governance metrics, each assessed independently within the
specification. The table reports the estimated coefficients and the associated robust standard errors. The parameters from
the Probit estimations in columns (3), (4) and (7), are presented as average marginal effects.

*p<0.1; **p<0.05; ***p<0.01
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Figure 12. FMs Spreads response to a U.S. monetary policy stance changes: A comparative analysis of
regime switching with NFLICs and EMs (Taking the first alternative FM identification)
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Figure 13. Spreads response to a U.S. monetary policy stance changes: A comparative analysis of regime
switching with NFLICs and EMs (Taking the second alternative for FM identification)

FRONTIER MARKETS vs LOW INCOME COUNTRIES FRONTIER MARKETS vs EMERGING MARKETS
Cumulative change in Spreads (Quarter-on-Quarter),- , Cumulative change in Spreads (Quarter-on-Quarter)
(Points) i (Points)

R = 0
— FM — FM
- ——— NFLIC 4 —_——— EM
1 2 3 4 5 1 2 3 4 5
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Figure 14. Spreads response to a U.S. monetary policy stance changes: A comparative analysis of regime
switching with NFLICs and EMs (taking alternative spreads measure)
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Figure 15. FMs spreads response to a U.S. monetary policy stance changes: The role of domestic
financial buffers and macroeconomic fundamentals (Taking the first alternative FM identification)

FLOATING vs NON-FLOATING EXCHANGE RATE REGIME  HIGH OFFICIAL RESERVES vs LOW OFFICIAL RESERVES
F

Cumulative change in Spreads (Quarter-on-Quarter) Cumulative change in Spreads (Quarter-on-Quarter)
(Points) is (Points)
11—} _.—-"'-- 1.0 ,," —— Large Reserves
’/---- o ———Low Reserves
o= —— Floating
I ——— Non-Floating 05

0.0
1 2 3 4 5 1 2 3 4 5
LOW PUBLIC DEBT RATIO vs HIGH PUBLIC DEBT RATIO HIGH FISCAL BALANCE vs. LOW FISCAL BALANCE
Low
20 cumulative change in Spreads (Quarter-on-Quarter) 25 Cumulative change in Spreads (Quarter-on-Quarter)
(Points) RISV 20 (Points)
15 e —=
’/'-‘ 15 o=
1.0 . : -~
K Low Public Debt Lo
——— HighPublicDebt ' .- o=
0.5 72 Large Fiscal Balance
i 05 ——— Low Fiscal Balance
0.0

Note: Shaded area represents 90% confidence.

INTERNATIONAL MONETARY FUND 30



IMF WORKING PAPERS Frontier Markets: Analyzing Drivers of Market Growth and Sovereign Risks

Figure 16. FMs spreads response to a U.S. monetary policy stance changes: The role of domestic
financial buffers and macroeconomic fundamentals (Taking the second alternative FM identification)
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Figure 17. FMs spreads response to a U.S. monetary policy stance changes: The role of domestic
financial buffers and macroeconomic fundamentals (taking alternative spreads measure)
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Figure 18. FMs spreads response to a U.S. monetary policy stance changes: The role of external position
structure (taking the first alternative FM identification)
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Figure 19. FMs spreads response to a U.S. monetary policy stance changes: The role of external position
structure (taking the second alternative FM identification)
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Figure 20. FMs spreads response to a U.S. monetary policy stance changes: The role of external position
structure (taking alternative spreads measure)
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