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In this latest issue of the Actis Macro Forum Insights and Perspectives, we
reflect on some of the immediate challenges facing Mexico, arguably the
growth market most affected by the recent US election and the number of
Executive Orders emerging from the Trump White House. We also reflect
on the relationship between African electoral cycles and economic growth,
particularly relevant as we go into a year with elections across many of
Africa's most populous economies. Finally, we look at the impact of India’s
recent demonetisation, a dramatic policy initiative implemented on the
same day as the US election took place and which succeeded, somewhat
incredibly, in relegating President Trump to page two in the local media.
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Thepoorold Mexican Pesohas taken
abattering, notonlyinrecentmonths,
butoverthelastfewyears,losing58%
ofitsvalueanddecliningfrom 13to 21
tothe US$ between January 2014 and
January 2017. The downward direction of
travelhasbeen commontomany growth
market currencies, butthe reasons may
be different, as whilst the Peso has not
matchedthe Turkish Lira (64%) orthe
Russian Ruble (86%) to say nothing of
the Egyptian Pound (161%), its fallhas
out-pacedthat of the South African
Rand (31%) and the Brazilian Real (38%),
bothmarkets where the fundamentals
have undoubtedly been materially more
challenging over the same period.

Sowhythisracetothe bottomandwhy
isthere aclear difference betweenthe
factors affectingthe Pesoandthose
impactingour other currencies? Inmost
emerging market currencies, the strength
of the US$ hasbeenexacerbated by

the declining price of commodities and
endogenous politicaldevelopments.
Mexicois distinctive inthat the commodity
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impactis mutedandthe politicalissues
it faces have beenimportedratherthan
home grown. Unusually, the faulthere
‘does'lieinthe Stars (and Stripes) rather
than within Mexico.

Notsince the Tequilacrisisin 1994 has

the Peso experienced such amarked

sell off. Relative currency stability has
characterized the two decades since.
However, historyis not exactly repeating
itself—in 1994, the Central Bank devalued
the Peso, whereas today the market
setsthe FXrate. Asmanagers of patient
long-term capital, the question we have
toaskiswhetherthereisabasisfor this
devaluation?Isthe marketrevisingits view
onfundamentalvalue orreactingto policy
statementsreleasedvia Twitter?

Inthe April 2016 edition of Actis Insights
and Perspectives, we introducedreaders
tothewaywelookat currencies, focusing
on Fundamental Value (FV)ratherthan
the near-term oscillations of the Foreign
Exchange (FX)rate. Our analysisis based
onabelief, supported by compelling
academic evidence, thatinthelongrun
currencies moveinline with differential
inflation rates adjusted for productivity
differences between countries. While
amultitude of othervariablesinfluence
foreignexchangeratesinthe shortrun,
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inthelongrunourthesisisthattheytend
togravitatetothese fundamentals.In
thatarticle we profiledthe Randand Real,
and concludedthatthese exchangerates
were 15%-30% under-valuedrelative to
Fundamental Value (FV). The Rand has
since appreciatedfrom ZAR16 to ZAR13.5
totheUS$andthe RealfromR$4toR$3.2
tothe US$.

Utilizing the same methodology tolook at
the Mexican Peso tellsaninteresting story
(seebelow). The Peso has beentrackingin
linewithFV since 2000, itisonlyinthelast
couple ofyearsithas seriously diverged.
Whatis more, the Pesoisnow amongst
the mostundervalued of the currencies
we track. The FV analysis again suggests
the Pesois between 20-30% under-
valuedrelative to the US$. Whether it will
strengtheninthe shorttermandseeour
forecast substantiatedinthe same way as
fortheRandand the Realis another matter,
asthe currentpolitical climateinthe US
most definitively leaves Mexico "between
awallandahardplace". Our modelwould
suggest, however, thatitis perceptions
andnotfundamentalsthathaveledtothe
currentexchangerate situation, and while
perceptions canpersistforalongtime,
we continue tobelieve thatinthelongrun,
currencieswillreverttofundamentals.
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Asagrowthmarketinvestor,we are
accustomedto heightened volatility in

our markets, whetherresultingfrom
presidential elections, politicalinstability,
shiftsinfiscal or monetary policies or
periods of civilunrest. Our multi-decade
investmentlegacyinthese markets has
taughtusthreeimportantlessons—(i) the
worldis notlinear (andambiguityisanever-
present); (i) itis dangerous to presume that
common sense always prevails, atleastin
the shortterm;and (positively) (i) never
under-estimate the power of acountry to
adapt tonew circumstances.

Having said allthat, even for experienced
investorsithasbeenchallengingtoremain
sanguineinthe period of heightened
uncertainty that has followed President
Trump's electionin November 2016. In
the November edition of Actis Insights
and Perspectives, we discussed the
possibleimpact ofthe electionon
growthmarkets (see "Pollsters Trumped
Again!"),and nowthat we are amonth
post-inauguration, we thought we should
re-visit Mexico, to analyse the aftermath
ofthe US presidential election on Mexico,
probably the market mostimpactedby
the protectionistrhetoric duringthe US
electioncampaign.

“NAFTAlavista”

Incontrast tothe historicalrole played by
the US asthearchitect of globalfreetrade,
the Trump campaign was anchoredby a
significant shiftin US trade policy, whereby
rising protectionism would underpin the
thesis of "making America greatagain”.

Trump made clear hisintentionto review
multiple trade agreements, including
NAFTA, andthishasinfact playedout
inthe series of recent executive orders
emerging from the Trump White House.

NAFTAhas strengthenedtraderelations
between Mexicoandthe US, with ca. 80%
of Mexico's exports now goingtothe

US, and with the manufacturing sector
accountingforca.20% of GDP growth
since 2008. That explains why a challenge
toNAFTAfromnorth of theborder has
seenthe Mexican Pesoweaken sharply,
the Mexican stock exchange dropca. 15%
(inUSD)and the country risk premium rise
60bps after President Trump was elected.

From aneconomic standpoint, the Central
Bank of Mexico (Banxico) reacted quickly
increasing the benchmarkinterestrate
twice by acumulative 100bpsto 6.25%,
againstamarket expectationofa25bps
increase. Thismovewasinresponse to
likely devaluation associated with the US
election, whichitselfimpactedinflation,
therecentliberalization of gasoline
prices, and the review of minimum wages:
togetherthese could boostinflation
expectations.Inordertotryandcurb
excessive volatilityinthe Peso, the
CentralBankhas USD176bninforeign
reservesatitsdisposalaswellasaccess
totheFlexible Credit Line (FCL) withthe
IMF.Inthe political arena, rising risk of US
protectionism, ifrealised, could catalyse
populistmovementsin Mexico, during
aperiodwhenleftist parties have been
gaining ground in advance of Mexican
Presidential electionsin 2018.

Sothereactiontotheuncertainty
hasbeenrapid, andtodatehasdone
somethingtore-injectadegree of
confidenceintotheeconomy.Inthe
Mexican energy sector, where Actis’
renewable energy platform Zuma Energia
operates, ascalingback of economic
integrationintheregion could certainly
impactonMexico'splantoincrease the
importance of naturalgasinits power
generation matrix, as that does depend
oncontinuedimports of US shale gas.

However, to date we have seenno
slowingdowninthe pace ofinvestmentin
the sectorandtheimportance of self-
sufficiencyin power generationis likely, if
anything, tobeincreasingly recognisedin
future capacity auctionsinthe Mexican
market. Good news for some perhaps, but
fornowandforthe foreseeable future,
theseinvestmentsarelikely to see higher
funding costs and potentially reduced
appetite fromUSinvestors.

What comes next? Political campaigns are
usually marked by promises and polemic
speeches, which are eitheramended or
forgottenby acandidate whenelectedand
the focus switchestohowbesttogovern.
As George Washington stated: “Toforma
new governmentrequiresinfinite care and
unbounded attention; forifthe foundation
is badlylaid, the superstructure mustbe
bad."

Inconsequence, we expectthatanumber
of President Trump's campaign promises
may be watered down, andevenifthe
borderwallis finally built, the NAF TAissue
mightnotbe as simple as the President
believesittobe. Twomainfactors

drive thisview - the US-Mexico trading
partnership hasup untilnow resultedin
extensive supply-chainintegration, with
60% of the exportsinthe US classified
asintermediate goods, actingasan
importantengine forthe US production
ecosystem.Hence, apotential US
withdrawalfrom NAF TAwould harm both
sides. Secondly, regardless of the ability of
aUS Presidenttoissue executive orders,
itseems clearfromthereactiontothe
recenttravelban, thatthe US President
unilaterally withdrawing from NAFTA
wouldface achallenge, whether fromthe
US Senateorthecourts.

Aswe highlightedin our prior edition, ifthe
USistocontinue tobuildanexportbase,
itwillneedtorecognise that 80% ofthe
growthinworld's middle classis goingto
come from growth markets, and Mexico,
givenits strategiclocation, willbe an
important piece of this puzzle.
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Demonetization: Flawed execution could
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India’'s current Prime Minister Narendra
Modiwas elected onthe poll promise of
fighting corruptionandcleaningup the
"black"economy (undeclared transactions
outside the tax net), which by some
estimatesisworth over 20% of the official
GDP. After aseries of measures over the
last couple of years, which have had varying
degrees of success, the Government
introducedits mostdrastic reformto date
onNovember 8th 2016 by withdrawing

the two highest denominationbanknotes
(500Rupeeand 1,000 Rupee) from
circulation. The policy move created
ripplesthroughout the country and caused
large scale disruptions to businessesin
thenearterm.Forthose of usinindiaat
the time, the magnitude of Modi's move
was demonstrated by the fact that Donald
Trump'svictoryinthe US Presidential
Electiononthe same daybecame "second
pagenews"!

“APolicy Shock”

India has alarge unorganised sectorand
cashis usedfor98% ofallconsumer
transactions by volume. The two bank
notes removed from circulation comprised
86% ofallcurrencyincirculationin
Indiaand their suddenwithdrawalhada
profoundimpactontheincomesofthe
poorestandonbusiness activity across
categories. Theruraleconomy, particularly
the agrarian part, whichincludes payments
made by the governmentto farmers for
acquiring produce, wholesale trading
andtransportof agricultural produce

and purchase of farminginputs, is almost
entirely cashdriven, The biggestimpact
was seenacrossdiscretionary categories
suchas consumer durablesinwhich
demanddeclinedby 50%inthe days
followingdemonetization. Unorganised
labourinthe country, whichislargely paid
incash, sawalargedropinincomes and
significantlayoffs. The initial popularity
ofthe planwasbasedonthe beliefthat

the greedy and corrupt, who had stored
theirblackmoneyinbanknotes, had been
caught off guard and would face heavy
finesandtaxscrutiny ifthey exchanged
the old notesfor new currency.Inreality,
however, many of these people had the
flexibility to find alternative uses for their
unused currency and most probably were
notholdingthe bulk of their undeclared
wealthincashbutinsteadinacombination
of propertyandgold.

The Governmenthas remained steadfast
initsviewthatitwasworthwhile to

go throughsome shortterm pain for
thelongertermbenefits of higher
transparency and flushingout black
money fromthe system. However, in

its quest to maintain absolute secrecy
aroundthe timing ofthe move, the
Government seemingly failedto planthe
implementation phase properly andthe
ill-conceived operationtoreplace old
currency noteswithnew ones createdan
immediate liquidity crunchandledtoan
almost daily ritual of short term policy flip
flops. Public support for the move, which
was overwhelmingly positive inthe early
days, alsoreceded somewhatduetothe
inconvenience causedto alarge section of
the population.

The Governmentalso sufferedasetback
asdemonetization was expectedto
ensure thatapartofblackmoney stored
incashwould not get exchanged, being
unaccounted wealth (or black money).
These unreturned monieswouldresult
inreduction of currency liabilities for

the CentralBank and create some fiscal
headroomfor the Governmentinthe form
of additional spending power. Estimates
forthe amountofunreturnedblack
money varied from 15-25% of the total
demonetized currency of US$220bn,
whichwould have provided US$35-45bn
of additional spending power tothe
Government. However, the entire stock
of demonetized currency was exchanged
overthelasttwo months, partially diluting
one ofthe coretarget outcomes ofthe

policy.

“Limpingback to normality”

The Governmenthad predicted that the
liquidity situation would take about 60 days
tonormalize as the old banknotes were
beingreplaced withnew ones of 2,000
Rupee and 500 Rupee denomination.
Those calculations proved overly
optimistic with cash outages at Bank ATMs
beingthe normover the lasttwo months.
As of December 2016, new currency
equivalentto 40% of the value of cancelled
notes hasbeenprinted anddistributed,
andthisis expectedtoincrease to 60% by
mid-February

However, postaninitial period of
uncertainty and extreme forecasts about
the negativeimpact onthe economy,
recentdatafrom corporate earnings
seemstosuggestthatthe negative
impacton certain sectors of the economy
may have been over-estimated. Sectors
that were expectedto have the highest
negativeimpactincluded Autos, especially
two wheelers, Constructionand Real
Estate, Building Materials, Financial
Services, Consumer Durables and Apparel.
Paymentsbusinesses were expected
toreceiveaboostduetoincreasein
electronic payments.

Datafrom corporate earnings suggests
thattwowheeler manufactureshave
indeed seensales declines of 20-30%,
while property sales have also declined
byupto 20%, leadingtoacorrectionin
property prices and declinein prices of
cementand other building materials.
However theimpactonFinancial Services
businesses hasbeenmixed, withsome
Banks and Specialty Finance companies
seeinganuptickin collections as old
noteswere used torepayoutstanding
loansresultinginanimprovementinasset
quality. Loan growth was expectedto slow
downformostBanks, buttheimpacthas
beenlower thanexpectedso farandwillbe
more pronounced in the January—March
quarter. Our portfoliocompanies have
reportedsimilar on-the-groundimpact
with consumption beingimpactedby 15-
20%, while our ATM outsourcingbusiness,
AGS, whichwas expectedto seean
increaseintransactionvolumes, actually
sawadeclinedueto asevere shortage of
the newbanknotes, whichled toalmost
half of ATMsbeingidleinthe firstfew days
postdemonetization.
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Ifthereis onethingthat Brexitand Trump
demonstratedin 2016, itis that politicalrisk
isnotandhasneverbeenthesolepreserve
ofthe emergingmarkets. Investorsin
Europe andthe USneedonlylook back
afewyearstothedisputedresultofthe
Gore-Bushelectionandthe hanging

chads of Florida, the repeated scandals of
the Berlusconiand Sarkozy yearsin Italy
andFrance orthe periodin2010-11 when
Belgiumwent 589 days post-election
without beingable toformagovernment.

Thisriskisreflectedinthe performance
ofthe capitalmarkets. Since 1928, the
S&P 500 hasfallenanaverage of 2.8%in
US presidential electionyearsthatdon't
featureanincumbent seekingre-election.
Infact, ofthe eightyearsincludedina
two-term presidential cycle, the final year
ofthe second term—whentheincumbent
is constitutionally prevented fromrunning
—istheonlyonethathas seenaverage
negative marketreturns. By contrast, in
yearswhenthe sitting presidentis up for
re-election, the S&P 500 has averaged
positivereturns of 12.6%. So whilst
politicians seeking office will typically run
onapromise that change will be positive,
itwould appearthat marketstendto
disagree.

Soaswe moveinto 2017, animportant
yearinAfrica's electoral cycle, how will
marketsandindeedthe economies of
these countriesreacttothe prospectofa
number of leaders stepping down orlosing
theirmandate? Democracyis "new"to
Africa,andinfactis newin many markets.
Forroughly thefirst 2,400years since
theideaof democracy firstdeveloped,
"governmentby the people” was
consideredachaotic, impracticalidea.n
factittookuntil 1900 for universal suffrage
tobeintroducedanywhere ontheplanet.
By 1973, only about 30% of sub-Saharan
countries were defined by Freedom House
as "free" or "partly free". Initslatestreport
the sharestandsat 59%.

Electionsare whendemocracy and
economic growthinteractmostdirectly,
andthe elections that have takenplace
across Africaoverthelast 20 yearsand
particularly overthelasttwoyearsare
inmany ways significant developmental
milestones.In 2015, Nigeria achievedits

first peacefultransition between civilian
governments sinceindependence.In
2016, Ghanaelected Nana Akufo-Addo as
its new president following an extremely
tight contest. Mostrecently, the electionin
The Gambia was considered abellwether
for Africandemocracy asawhole, and
althoughthe defeatedincumbentwas
initially reluctant to surrender his office,
itnow appears as though apeaceful
transitionhasbeensecured. Thiswasan
importantachievement, as afailure of the
electoralprocesseveninacountry of 2
million people where the GDPisless than
athird oftheamount spentby 2016's US
presidential candidates, could have done
meaningfuldamage to thereputation of
the wider continent.

Atfirstglance Sub-Saharan Africa’s
recenteconomic evolutionsuggests
apositiverelationshipin the region
betweendemocracyandeconomic
growth.Inparallelwith theintroduction

of regular multi-party competitive
electionsto 40 countriesin Africa over
the pastdecade, we have seenaperiod
ofrelatively consistenteconomic growth
and adeparture fromthe stagnationand
recession of the "hopeless continent”
ofthe past. Growthin GNP rose froman
average of 1.7%inthelate 1980s to over
5%intherunupto2010-2012,anditwas
this combination of growth and anewhope
for political stability that were behind the
emergence of the "Africa Rising" narrative.

Sowhilstfroma continental perspective,
the emergence of democracy seemsto
have had a beneficialeconomicimpact, at

Focus on African elections 2017

1. Rwanda: Aug. 4, 2017: President Paul
Kagame seeks athird, seven-year
termhe wonthe country's second
electionin 2010 with 93% of the vote.

2. Kenya, Aug.8,2017: Kenyanswillgo to
the pollstoelectnearly 2000 officials
including the president, senators,
county governors, members of the
nationaland county assemblies, and
women county representatives

3. Angola: Aug.2017:InDec. 2016,
president Jose Eduardo dos Santos
announced that he will step down as
president beforethe 2017 elections
whilstremaining leader of the
ruling People's Movement for the
Liberation of Angolaparty. Jodo
Lourenco, aformer defence minister,
asvice presidentis the heir apparent.

acountrylevel, theimpacthasnotalways
beensopositive. Forinstance, Ghana's
growthdroppedfrom 15%in2011to0 7.9%
in2012,the electionyear.In Zimbabwe,
thedropwas 4.3% ahead of the 2013
presidential election. We would expect

to seethisphenomenonrecuragainthis
yearincountries where electionsare
happening, as electoral cyclesimpact
oneconomic policy decisions. Examples
ofthisare extensive. Following the
electionin Ghanain 2008, the National
Democratic Congressreassessed

many existing contracts, insome cases
withholding payment foruptotwo years.
Non-performingloansin Ghana's banking
sectorsoonmorethandoubledto 18
percent.In Zambia, the new government
reversedthe privatization of Zamtel, and
introduced additional capital requirements
forthebanking sector. Andinallmarkets,
developedandemerging, ministries and
governmentdepartments candescend
into pre-election paralysis, delayingor
deferringcriticalinvestment decisions
pendingclarity onthe newadministration’s
policy changes.

Africa's quest fordemocracy hasalso
famously delivered some of the most
prominent political shocks of the last
decade, as the quest for fairand universal
suffrage hasresultedincivilunrest. The
Arab Spring—triggered by the protest

of unemployedyouthin Tunisiainlate
2010—unleashed awave of upheaval
andconflictthat soonspreadto Libyaand
Egypt. Thesethree countries’economies
didnotgrowatallbetween 2010and 2015,

4. Liberia:Oct. 10,2017 After 10yearsin
office Africa's first female president
andNobel Peace Prize recipient, Ellen
Johnson-Sirleaf of Liberialeaves
office. She willbe remembered for
the Ebolacrisisandrebuildinga
countryravagedbywar. Liberia's next
president- willinheritaneconomy
impaired by commodity pricesanda
post-Eboladeclinein officialinflows.

5. TheDemocratic Republic of Congo:
TBC 2017 the governmentand
oppositionmembersinthe DR
Congo seemtohave agreedadeal
that would see President Joseph
Kabila step down after the next
election.
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Theemergence ofaneducated, wealthier
andyounger middle class andrapid
urbanisation are keyindicators forthe
macro-economic outlook, the attraction
of foreigndirectinvestmentand for the
rise of democracy. Aricher, younger, 2
tech-savvygenerationismoreinclined
torejectthebriberyand corruption
ofthe old "winner takesall" order. The
questionthenbecomeswhetherthere
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Actisis aleadinginvestoringrowth markets across Africa, Asiaand Latin America. We
deliver consistent, competitive returns, responsibly, throughinsights gained from
trustedrelationships, localknowledge and deep sector expertise across our chosen
asset classes of consumer, energy, financial services, healthcare, industrials and real
estate.
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