@ Macre Forum insights 124,04
% ‘and perspectives

g - April 2017 7

e & :
Aty =
4 = )

SENH]

el

ARSI

L
D Eal e

B Sad




Welcome

In this issue, we are privileged to be able to report on a recent interview with the
Governor of the Central Bank of Egypt. Our team in Cairo has proven able through
the years to identify profitable and interesting investment opportunities in both
our private equity and energy businesses, and with the recent flotation of the
Egyptian Pound, the interview reveals a new sense of optimism that the course of
reformis now well-set. In addition, we come back to the question of why investors
should continue to allocate to growth markets, notwithstanding strong relative
performance in the developed markets over the last few years. Finally, we reflect
on the warming in the relationship between China and the new administration

in the US, and question whether the pre-election rhetoric will translate into
aggressive trade policy now that President Trump is in the White House.
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Egypt's Economic Reforms: Anin-depthinterview
withthe Governor of Egypt’'s Central Bank

Sherif Elkholy
Consumer, Egypt {

selkholy@act.is 7

Sherif Elkholy: Mr. Governor, whenyou
were appointedasthe Governorofthe
CentralBankin2015 there was already
significant distortions andilliquidity in
Egypt’'s currency market. Howdid the
decisionto float the Egyptian Pound
(LE)inNovemberlast year comeabout
andwhat was thethought process
underlyingit?

H.E.Mr. Tarek Amer: [t was clear to

me since the beginning that the fixed
exchangerateregime was unsustainable.
Thiswas evident fromthe emergence

of parallelforeign exchange markets as
wellas the deterioration of the external
balance of goods and servicesinaway that
was hardly financeable given weak appetite
for foreigninvestmentin Egyptat thetime.
While externalfactors outside the CBE's
control contributed to the deterioration-
suchasthedropintourism-anadjustment
mechanismwas necessarytore-balance
supply and demand of foreign currency
torestore anorderly functioning foreign
exchange market, attractforeign
investors, andimprove inflows and
liquidity. InMarch 2016, the CBE decided
todevalue the Egyptianpound by 13%
inordertoquellthe distortions thathad
emergedinthe domesticforeigncurrency
market. However, this was notenough,
forwerealizedthatinordertosetthe
Egyptianeconomy onasustainable path
we hadto develop acomprehensive,
all-encompassing economic program.
Reformisabelief,anda conviction

above everythingelse. Assuch, the

CBE andthe Governmentembarkedon
developingatruly multi-faceted program
aimed at addressingmacroeconomic
vulnerabilities while promotinginclusive
growthandjob creation. Significant
policy adjustments were neededinorder
torestore confidenceinthe Egyptian
economy such as fiscal consolidationand
ensuring public debt sustainability. At the
heart of these policy adjustmentswas the
decisiontoliberalize the foreign exchange
regime. This enormous shift was aimed
atimproving Egypt's competitiveness
and allowingfor the deepening of foreign
currency liquidity while streamlining
activity into the formal channels.
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SE:Istheflotation ofthe LE achieving
its desiredimpact on economicand
investmentactivity andisthe CBE
determinedtoupholdits positionon
lettingthe exchangeratebe freely
determined by the forces of supply and
demand?

HETA: We believe thatan open market
with aliberalexchangerateisthe optimal
solutionfor providing a sustainable path
forEgypt's economic stability, and, for
thisreason, we remain committedto

the steps we have taken. Infact, there
isastrongpolitical willat the highest
levelinthe countryto seethesereforms
through, and without that strong political
willthe reform programwouldn't have
beenimplemented. Theresults ofthe
liberalization have already started to
positivelyreflect ontherecentindicators
of economicandinvestmentactivities. But
firstlet me summarize what the programis
about; Egypt's economic reform program
issupportedbythe USD12bnthree-year
extended fund facility ("EFF") Agreement
withthe IMF. The program aims at
accomplishing 4 main keystones:

1. Rectifyingthe macroeconomic
imbalances with strong fiscal
conditions, better monetary policy
conditions, and eliminating FX
distortions;

2. Anchoringthe structuralreformsin
sound microeconomic policies that
provide asocial safety netthrough
channellingmore resourcesinto pro-
poor socialprograms;

3. Promotinginclusive growththrough
creatingnewjob opportunitiesand
raisingexports; and

4. Closingthefinancinggap by improving
the profile and build-up of the
country's foreignreserves.

Therehasbeensome progressineach
areaover the second quarter ofthe
fiscalyear ("FY") 2016/17. Progress on
keystones 1and 4 has perhapsbeenthe
most pronouncedas we have startedto
seesigns of external sector rebalancing.
Forexample, duringthe period of
October-December 2016, the overall
balance of payments surplusjumped
toUS$ 5.1 billion (from US$ 1.9 billionin
July-September 2016), confirmingearly
signs of externaladjustment postthe
decisiontoliberalize the exchangerate
marketin November 2016. The current
accountregisteredits firstimprovement
onanannualbasissince Q1 FY 2014/15,

andthe capitaland financialaccount
registeredanetinflow of US$ 10.5 billion
(vs.US$ 4.5 billioninthe same period for
the previousyear). The currentaccount
improvements were mainly drivenby a
gradualrecoveryinexports,andarecovery
inworkers'remittances which startedto
be channelled through the formal banking
market following the liberalization. Net
inflows from tourismalso recovered for the
firsttime since Q2 2015/16.

Morerecently, the following signs continue
toprovidereassurancesthat Egyptis now
ontherighttrack followingthe reforms.
InJanuary 2017 non-oilexportsrose by
34.3% year-on- year, workers'remittances
increasedby 23.0% year-on-year, and
tourismrevenuesrose by 73.4% year-
on-year. Foreign exchange shortages
thatusedtohindereconomicactivity

have been eliminated, making Egypt

more competitive. Investors' appetite for
various Egyptian asset classes witnesseda
markedimprovement, and this has directly
contributedtotherebuilding of Egypt's
foreigncurrencyreserves. Egypt's gross
foreignreservesfigureamountedto LE
26.5billioninFebruary 2017, the highest
figure since June 2011.Soyes,lamvery
proud ofwhathasbeenachievedsofar!

SE: Howdoestheliberalization of the LE
fitinto Egypt’'s overall comprehensive
economicreformprogram?

HETA: Aslsaidearlier, we are onajourney
of comprehensive economicreform. To
dothat, we had to change mindsetsand
breaklegacy policy taboos. The overall
objective of Egypt's economicreform
agendaistoreturntosustainability and
the new exchangerateregimeisinline with
this overall objective. Before thereform
program, Egypt's currentaccount deficit
hadrisento 5.9 percentof GDP duringFY
2015/16 and was hardly financeable under
the old exchange rateregime, resulting
inone-sided exchange rate movements
andexpectationsaswellas constant
cost-push pressures oninflation. Starting
our comprehensive reform plan quickly
changedthatenvironmentanditput
thereputationandthe credibility of the
Egyptianeconomy back ontrack.

Ontheotherhand, the newexchange
rateregime andthe associated strong
depreciation of the Egyptian pound
againsttrading partner currenciesis only
expectedtoconducttemporary cost-
pushpressuresoninflation, subsequently



enablinglowand stable inflation over

the mediumterminline withthe CBE's
mandate, in addition to gainsinterms of
sustainability andalower currentaccount
deficitasapercent of GDP.Indeed,
monthlyinflation during February 2017
droppedto 2.6 percentafteraveraging 4.0
percentinthe precedingthree months,
suggesting diminishing cost-push
pressures and confirming the short-term
nature of the inflationary shock. Giventhe
recentlevel shift of the consumer price
index, annualinflationis expectedto drop
when favourable base effects kick-in,
supportedby monetary policyactionsand
recedingmonthlyinflationrates.

SE: Since theliberalization of the FX
regime, the stock market hasreacted
very positively, withastrongrecoveryin
foreigninvestors’ participation. We have
alsoseenstrongappetitefor Egypt's
USD 4bn multi-trancheinternational
bondissuance which was over 3x over-
subscribed. Do youfeel that the flexible
exchangerate environmentis directly
paving the way for thereduction of
Egypt'srisk premiumsandrecovery of
FDI?

HETA: Yesindeed. Theliberalized
exchangerateregimeignited more
demand forvarious Egyptian asset classes
by foreigninvestors and partly contributed
totherebuildingof Egypt's foreign
currencyreserves. Egypt'srisk premiums
have tightened since theliberalization. As
of now Egypt's 5 year CDS spread stands
at 3.32%, downfrom 4.75% before the
liberalization of the foreign exchange
regime. This stronglyindicates an
improvementin therisk sentimenttowards
Egypt. Also, yields on Egypt's Eurobonds
have tightenedacross allmaturities since
theliberalization due to animprovementin

the sentimentandthe recovery of foreign
investors'appetite for Egypt.

Onthetopic of foreigndirectinvestment...
foreigninvestmentonthe EGX, which
was onanegative trendbefore the
liberalization, switched to showanet
positive purchase positionof US$ 395
millionfrom October-December 2016
(againstnet sales of US$ 134.8 millionin
the corresponding period ayear earlier).
The EGX 30indexincreasedby 53%

since November 2016, surpassingmost
emerging marketsindices overthe same
period. Foreigninvestmentsin Egyptian
treasurybills switched toreflectanet
inflow, recording net purchases of US$
631.7 million (against net sales of US$ 10.3
millioninthe corresponding period the
previous year).

SE:Inlight of the ongoing reforms and
theimprovingmacro picture for Egypt,
what canyou say toforeigninvestors
who are seeking comfort on their ability
tofreelyrepatriate profits out of Egypt
asapreconditiontoincreasingtheir
investmentsinthe country?

HETA: | would say the following... this
country has always had huge potential;
itjustneededthe correctpoliciesto
unlockthat potentialandturnitintoreal
opportunities. The President has made

it clear that we are committedtoour
reformprogramandtounlocking Egypt's
potential. This strong political will should
provide clearreassurances toinvestors.
Foreignexchange shortagesand
restrictions that used to hinder economic
activity have been eliminated post the
liberalizationas banks becameinasolid
positiontoaccommodate new demand for
foreign currencyandequallyimportantto
addressbacklogs of dividends andtrade,
amongst others. Forexample, portfolio
investors'backlogthathadreached US$

416 million before the liberalization of the
exchangerate was cleared swiftly post

3 November 2016. Foreign companies
and portfolioinvestors are now freely
repatriating their profits. Moreover,
foreign currency liquidity has substantially
improved since theliberalizationand our
foreignexchangeinterbank marketis
now showing persistent signs of adeeper
andmore liquid market, allowingbanks as
mentionedabove to cater to demand for
foreign currency from different market
participants suchasimporters, portfolio
investors, and foreign directinvestors.

Inaddition, Egypt's ability to tap
international marketsimproved

markedly as evidenced by the successful
issuance ofits Eurobonds during the first
quarter of 2017. Investors'appetite has
strongly recoveredas witnessed by the
oversubscription and pricing of our bond
issuance aswellasthe hugeinflowsinto
ourlocalequity and fixedincome markets.
Thisrecoveryininvestor sentimentisalso
evidencedby the surge of capitalinflows
intothe countryandtheincreaseinbanks'
resources; ourinternationalreserves
haveincreased creatingavirtuous cycle
ofincreased confidencein oureconomy
andinourforeigncurrency market. The
parallelmarket has alsobeen eliminated.
Soinsummary, Egypt has beenand will
always be fully committed to meeting

its obligations, and now the Egyptian
economyhasturnedacornerandthe
market should be fundamentally more
attractive forinvestors. We will see these
reformsthrough!

SE: Your Excellency, on behalf of Actis
thank you very muchforyourtimeand
foryourinvaluableinsights.

HETA: Youare very welcome; lwishyou
continuedsuccessin Egypt.

In the photo opposite: Actis Partner Dr. Sherif Elkholy interviewing H.E. Mr. Tarek Amer, Governor of the Central Bank of Egypt.
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Why investinthe Growth Markets?

Andrew Newington
COO, London

anewington@act.is

Theurbanmythwouldhave youbelieve
thatinvestmentingrowth marketsis
inherently and unavoidably highrisk,
involvingasitdoesaneedtoassessand
priceintheimpact of politicalinstability,
macro-economic volatility and exposure
toFXmovementswhere the underlying
investmentis not hard currency
denominated. Indeed, whenwe look at
datafromHamilton Lane and others, we
canseethattheir broadly defined group
of Emerging Market GPs haveingeneral
under-performedtheir developed market
peersover the fundvintages since the
globalfinancial crisisin 2008. However,
aswelookattherelative attraction of our
markets today, we see adifferent picture
developing, and one which suggests that
therear-viewmirrorisnolonger theright
toolforinvestorstouseindecidingonhow
besttoallocate capital.

Thepictureisdominatedby two
foreground elements. Firstly, the relative
risknolonger favours developed markets
inthe same way asit has historically.
Whyis this? One reason of courseis the
significantly greater politicalrisk we see
inthe US, Europe and developed Asia.
Previous articlesinthis publication have
reflected ontheimpact of President
Trump on globaleconomic growth
prospects, butit seemsundeniable
thatthe continuation of the populist
movement that broughthimto power
risks unleashingapowerfulbacklashin
developed marketeconomiesasthe
reality of isolationismbitesinthe form
ofincreasedinflationandaworsening
balance oftrade. Inaddition, the factors
thathave driven asset priceinflation (and
the performance of alternative assets)
indeveloped markets —supply of capital
anddemand forassets, yield curve
compressionandincreasedrisk tolerance
—allseemtobeatorclosetotheir peak.
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Secondly, the developedworld appearsto
be stuckinperpetuallow growth, already
almost 10 years downthe path established
by Japan. Sustainedloose monetary
andfiscal policy donotappeartohave
stimulated anything otherthangrowth
inasset prices and the concentration of
wealthinthe hands of the few, andyetno
developed economy seems able towean
themselves offthe drug of easy money
andfocus onwhatwe wouldargue are the
onlytwo sustainable drivers of growthinan
economy—populationand productivity.
Anditis this simple truth that we would
suggestrequiresthatinvestors putaside
theirrear-view mirror as they consider their
assetallocationdecisions.

Ingrowth markets, both populationand
productivity are driving sustained growth.
Of course, there will continue to be bumps
intheroad, particularly as thelessmature
democracies occasionally stumble,
butthe correlation between positive

A growing working age population
Soare our growth marketsreally younger? The evidence confirms this, with UN data
placingNigeria, Egypt, Indiaand Mexico at the upper end of forecast growthinthe
population of workingage. This standsin stark contrast to the forecastsforthe EU and
Japan, andthisis before takinginto account theimpact of post-populist reductionsinnet

immigration.

Growthinworkingage population
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demographics and economic growth
areevident. Recentresearchhas shown
conclusively thattherate of growthin GDP
ishighly correlatedtothe average age of
the population, peakingwhenthis reaches
30-35.

GDP Growthand Demographic Shares
Implied regression coefficient
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Productivityis alsoimproving

Turningthento productivity, longthe
factoronwhichthe UShasreliedin
retainingits crownasthe world'slargest
economy. Again, the evidence shows us
thatproductivity is demonstrably greater
ineconomies with growing populations,
and particularly those where the average
age of the populationislow. This seems
intuitive, as once populations start
toagetothepointwheretheelderly
outnumber the working population, as we
are seeinginJapan, the ability toreplace

Productivity growth
(1999-2021)
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losteconomic output mustnecessarily
impact GDP growth, evenwhere thereis
significantinvestmentininfrastructure
andautomation. Whenyouthenremove
or limitimmigration, a significant source
of historical population and productivity
growthinthe US, andyoudo so for political
reasons, youplace afurtherburdenon
the existingworking population andyou
remove fromyourarmoury the one socio-
economicweaponthatcanreversethe
trend.
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China
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Correlation between fertility and productivity

Thedataalsodemonstrates that fertility
rates and productivity are correlated,
andthatoncefertility startstodecline,
observed productivity increases, andin
allgrowth markets outside Africa, this
trendisevidentinthe historicdata. As
andwhenthe benefits of better female
education, improved accesstohealthcare
andreducedinfant mortality start tocome

India - Fertility rate vs productivity
(1980-2015)

throughin Sub-Saharan Africa, we would
expecttosee productivityimprove asit
hasintherestoftheworld. Perhaps not
tomorrow, but withthe continued and
unflagging support of committed donors
andresponsibleinvestorsinthe region, we
seetheseimprovements startingtobear
fruitlocally.
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Finally, many of our markets have
historically beennet exporters of
human capital, but with the tide turning
inthe developedworld, we anticipate
thata globaldiaspora could easily
contribute to their relative competitive
advantage, by bringing skillsandan
influx ofinvestmentback home. This
isalsonot somethingthatis goingto
impact dramatically ongrowthinthe
nextfewyears, butit contributesto
the sustainability of the growth we are
already seeing, and potentially toan
accelerationinthe developmentofan
affluent middle class, one of the key
themes that growth marketinvestors
like ourselves have soughttoinvest
behind.

Sopullingthese themes together, what
we observeisthatthe monetary factors
that have stimulated developed market
out-performance post-global financial
crisis appear tohave peaked, whilstthe
twodrivers oflong term sustainable
growth are notable by theirabsence.
Incontrast, the growth markets have
not seensignificant benefits from
accommodative economic policy, but
are poised for strongand sustained

growth, particularly onarelative basis.







China'srole as leader of growth markets:
Impact post US election

Max Lin

Consumer, China
1
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Challenges and opportunities

mlin@act.is

Overthe pastthree decades, Chinahas
beenone ofthetwo largest contributors to
globalgrowthandhasbeenthe standout
performer from our growth markets. It
hasbeen one of the chief beneficiaries of
globalization. Chinasurpassedthe US as
theworld'slargest trading nationin 2013,
withatrade surplus againstthe US alone
standingat US$347 billionin 2016, about
3% of China GDP or 2% of US GDP.

Therehasbeen considerable concern
withinthe Chinese governmentsince
the November 2016 US elections, that
the Trump Administration willbe taking
anaggressive policy stance withrespect
to Sino-USrelations, and particularly
towards Sino-US trade. However, recent
developments,includingavisit to Beijing
by US Secretary of State, Rex Tillerson,
andthe meetingbetween President
Trump and Chairman Xiin April, seems
tohavereassuredthe Chinesethatthe
new Administrationis comingbackto
the normal post-electionrealizationthat
workingwith Chinato solve problemsis
more productive.

Onthe otherhand, alot of Chinese sawthe
recent settlement oftheinvestigation of
ZTE, comingsoonafter theinauguration
ofthe Trump Administration, asastrong
signal of the toughening of US attitude
towardstrade. ZTE, China's secondlargest
telecomequipment maker, was accused by
US authorities of violating American laws
onsellingUStechnology tolran. While the
investigation of ZTE wasinitiated by the
Obama Administration, the settlement
andits USD900mn fine cameinearly
March 2017.
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While we think a fullontrade war
betweenUS and Chinais unlikely, amore
protectionistapproachtotrade, such
asmore aggressive imposition of anti-
dumping and anti-subsidy charges against
certaingoods from China, is stillpossible
and couldbring significant challengesto
China'seconomic growthinthe nearterm.

As Chinafaces pressure of excess
capacityinmany ofits export-oriented
sectors, slowdown of exportstothe US will
negativelyimpacteconomic growthand
employmentin China. While the Chinese
governmenthas beenimplementing
furtherdomesticreforms overthepast 18
monthswithfocus onstructuralreforms
onthesupply side, with the new US
administration, thereisrenewedurgency
onthepart ofthe Chinese governmentto
shiftitseconomic growthdrivers. Atthe
recently concludedannual sessionofthe
People's Congress, Premier Lireaffirmed
the Chinese government's economic
policiestoboostdomestic consumption
and explore new externaldemand, while
seekingto maintain currency stability
withinareasonablerange.

Akey policy initiative toincrease domestic
consumption for the Chinese government
hasbeenincreasingurbanizationand
thaturbanizationdrive has received
renewed urgency. As of today, China's
urbanizationratiois 54%, stillmuch lower
thandeveloped countries. The Chinese
governmentis accelerating policies that
encourage urbanizationwith atargeted
urbanizationratio of 60% by 2020,
drivingdemandforurbaninfrastructure
andservices, the underlyingdrivers for
consumptionupgrade andincreasing
demand for quality educationandhealth
careservices.

While there are challenges on Chinese
exports, the Chinese government seesthe
rising protectionism from the US actually
providing a historical opportunity for China
totake onmore globalresponsibility and
aleadershiproleto promoteinternational

trade andglobalisation, suchasits
ambitious "One Belt, One Road" initiative
forthe emergingmarkets.

Unlike US and other developed markets,
many countriesinthe "One Belt, One
Road"regions, including Southeast

Asia, Central Asia, Middle East, Eastern
Europe and Africa stillhave significant
demand fordomesticinfrastructure. The
overwhelmingresponsesfromovera
hundred countries to the China-led Asian
Infrastructure Bankis aperfectexample.
However, "One Belt, One Road"is not just
aboutinfrastructure projects. It helps
deepeneconomic ties between China
andotheremergingmarketsinmany
sectorssuchas consumer, healthcare
andindustrials where we make most of
ourinvestmentsin China. Forexample,
some of our medical devices portfolio
companiesin Chinaare enteringnew
overseas markets with high-quality value-
for-money products, where Chinese
governmentinvestmentis helpingsome
"OneBelt, One Road" countries build

new hospitals. Thereisalsoincreasing
Chineseinterestinacquiring our portfolio
companieslocatedinthose countries, as
theylookto diversify away from developed
markets followingthe recentimposition of
new overseasinvestmentrestrictions.

Asuccessful"One Belt, One Road”
initiative willdrive externaldemand

for Chinese goods andservices, and
supporteconomic developmentand
promotetrade for countriesinthese
regions. Whether these benefits willbe
realizedtotheir full potential depends
onhow successfulstakeholders are
innavigating the political, socialand
economic challenges alongthe way.
Theimportanttaskfor China, therefore,
shouldbe to carefully consider the
interests ofits partners, and guide and
help other countries to take advantage of
andshare benefits fromworld trade and
globalization. Chinacertainly does not
wantto be seentopromote “Chinafirst”.
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