actis

Macro forum
insights and

perspectives
April 2016




In this firstissue of our Macro Newsletter, we hope to share some
insights from the Actis Macro Forum, a group composed of professionals
from across our regions and from each of our three key business units,
Energy and Infrastructure, Private Equity and Real Estate.

The Forum meets regularly to share experience and perspectives
on key macro and political developments across our markets and
is alsorepresentedin all Investment Committee discussions.

Inthisissue, we have two focus articles, one of which covers the current
situationin North Africa and one which looks at developments we are
seeingin China. We conclude with an introduction to our longer term
view on thelocal currencies in which we invest and how we seek to
manage our FX exposure through the use of this analysis.

Partner, COOQ. Director: Financial Services Investment Principal:
Energy, Brazil

Investment Principal: Information Manager Director: Consumer, Egypt
PE, India

Director: PE, China



North Africa

Reality versus perceptionin North Africa:
Perspectives fromthe frontline

SherifElkholy
Director
selkholy@act.is

As Aldous Huxley said “There are things
knownand there are things unknown, and
inbetween are the doors of perception.”

Five years after the Arab Spring,

North Africa continues to face its

own macroeconomic and geopolitical
challenges. The changes that swept
across theregion saw regimes toppled
(sometimes twice) and brought a

wave of hope that new governments
would deliver overdue reform and
improvements in social inequality and
economic growth. Difficulties in meeting
these high expectations have led to
continued geopolitical unrest, making
North Africa seem an unlikely investment
destination for foreign capital.
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However, the regionhas continued to
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consumer investment thesis.
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macro economic considerations:

Commodity prices

The decline in commodity prices has
affected North African countries in different
ways. As the largest producer of oilin North
Africa, Algeria has suffered from the dropin
oil prices, however the same drop has helped
to improve public finances in Egypt, Tunisia,
and Morocco which are all net oilimporters.

Monetary policy

Inthe last 12 months, North African
economies have all faced what the IMF's
Chief Economist, Maurice Obstfeld described
as the "developing countries trilemma”. This
implies that a country cannot simultaneously
maintain fixed exchange rates and an open
capital market while pursuing a monetary
policy oriented towards domestic goals.

A country can consequently choose either
to block the mobility of capital by prohibiting
international financial transactions from
being conducted throughits system (thus
cutting itself off from global financial
markets), or it can abandon its FX controls,
leaving exchange rates to be determined by
the forces of market supply and demand.

Source: African Development Bank

Over the past decade, North African
economies have all chosen to open up to
the global economy to varying degrees,
andinthe last 12 months, all have come
under pressure to devalue their currencies
as a result of macroeconomic headwinds.



A closerlook

Egypt

As the largest and most populous market
in MENA, Egypt is the economic heart
of the region.

Thelast 12 months have seen US$
liquidity challenges, with the Central
Bank of Egypt acting slowly to devalue
the currency inline with other growth
market currencies, spurring a parallel
market for US$ where dollars were
exchanged at a premium, peaking at
LE/USD at 25% above the official rate.

Authorities have taken stepstoresolve
foreignexchange shortagesby:

partially removing capital controls on
individuals and a wide range of corporates
to channeldollar liquidity away from the
parallelmarketback to the banking system;
devaluingthe LE by c. 13%against the USD
inMarch 2016, signalinga move towards a
more flexible exchange rate regime; and
increasing policy rates by 150 bpsin

an attempt to controlinflationand
stimulate de-dollarization.

Therecent Cabinetreshuffle and the
Government's 2016-18 program presented
to Parliamentin March both pointtoa
continuing positive direction of reform.
Recentmeasuresto ease FXshortagesare
expectedtoadd pressure onanalready high
fiscal deficit (budget deficit expectedto be
11.5% of GDPinFY2015/16), pointing to
alikely IMF agreement which would boost
investors' confidence.

Inthe short-term, we expect GDP growth to
settle ataround 3.5%p.a.as FX shortages,
importrationalisation measures and
challenges facing the tourism sector put
pressure on economic growth. Signingan IMF
dealandimplementing the reform program
would potentially helpimprove FX shortages,
gradually unlockingthe economy's potential
andleadingto growth movingto above 4%
inthe next couple of years. Inthe short-term,
one canexpect continued stop-gap funding
for Egypt from Saudi Arabiaand UAE while
the Government continues withits structural
reformmeasures.
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Morocco

Morocco has continued to show resilience
andis expectedto continue to perform
better thanits neighbors, Tunisia and
Algeriain the comingyear. However, 2016
GDP growthis set to fallbelow 1% versus
4.2%in 2015 due toasharp declinein
agricultural production, with the poor rainy
season this yearleadingto a declinein
agricultural production of c. 15%. Thisin
turnislikely toleadto decelerating private
consumption growth with c. 40% of the
country'slabor force workinginthe sector.

Non-agricultural growthis likely to remain
stable around 3% with accelerated
investment growth counterbalancing
weaker private consumption.

To stimulate the economy, the Government
is steppingupinvestmentininfrastructure,
including renewable energy, and foreign
investmentis also picking up. Private
sectorand corporate credit growth remain
weak due to alack of confidence and
poor external demand. Tourism revenues
continue to contract while exports are likely
tonormalizein 2016 onweaker growth
inthe Eurozone and lower commodity
prices. The Moroccan Dirhamis expected
to devalue by between 3% to 5% over the
course of 2016.

Parliamentary elections willbe heldlaterin
the year, at which the Islamist Justice and
Development Party (PJD) is expected to
maintain its majority.

Tunisia

Tunisiaisin a more difficult position than
Morocco. Public discontent regarding
unemploymenthas triggered sporadic
demonstrations across the countryin Q1
2016. The Tunisian Dinar has devalued by c.
8% over the course of 2015 andis expected
todevaluebyc.6%in 2016, asits fortunes
are closely tied tothose of the Euro.

Consumption continues to be akey
driver of the economy andis set to grow
atc. 1.7%this year;inflationis set to
easefrom4.9%in2015t0 3.9%in 2016.
|deological differences between members
ofthe coalition governmentare causing
inefficiencies and slowing down reform.
Due tothe current political and economic
challenges, private investment growthis
likely toremain negativein 2016 due tolow
investor confidence, butis likely toimprove
inthe mediumterm.

GDP growthis expectedtobec. 1.5%in
2016, andis expectedtofurtherrise to
¢.3.5%by 2020. Controlling the growing
fiscal deficit will remain elusive in the short-
term given anaemic growth and social
pressures; continuing aid flows fromthe
EU will continue to be essential as Tunisia
navigates a challenging geopoliticaland
socioeconomic landscape.

France has promised €1bninaid over five
years tohelp Tunisiaaddress unemployment.
The EU has promised €500m of softloans
to help Tunisia coverits external financing
needsin 2016-17. The World Bankis
providing US$4bn over five years and
negotiations are underway with the IMF
onaUS$2bn stand-byloan.



Theinvestment opportunity

Despite the macro headlines, we believe
the North Africaninvestment opportunity
remains solid. The populationis young,
with Egypthavingamedian age of 24, and
with over 40% of the entire African middle
class being North African, we expect the
demand for consumer goods and services
to grow faster than the economy atlarge.

These consumption-driven economies are

strategically located to act as a gateway to
Europe and Asia and the region has stable
financial systems that are increasingly
wellregulated.

Cairo, Egypt

Beingonthe ground, we see the challenges, African middle class storyisreal, andit spills
but also the opportunities every day over notjustinto the consumer sector, but
through the prism of our portfolio. Our the healthcare sector, the financial services
consumer facing businessesin North sector and even the energy sector, where
Africa have gone from strength to strength: our Lekelaplatformis rapidly emerging
Edita, asnackfood business, grew volumes asone of Egypt'sleading solar and
byc.10%in 2015. Integrated Diagnostic wind developers.

Holdings, Egypt's largest private sector
diagnostics service provider, grewits
number oftests by c. 10%in 2015 and our
North African education business accepted

c. 15% more students in Universite Centrale
inthe academicyear 2015/16.Sothe North
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China

2016, the year of the 'Fire Monkey'

and structuralreform

MaxLin
Director
mlin@act.is

2016isthe year ofthe “Fire Monkey”

in China, which signifies volatility and
change, an appropriate starting pointin
the process of rebalancing the Chinese
economy frominvestment-led to
consumption-led. At the closing of the
National People’s Congress in March,
2016, the ‘13th Five Year Plan’ was
approved, identifying supply-side reform
as akey policy pillarinthe short to medium
termtorebalance the economy, revive
growth and reduce excess capacityin
traditionalindustrial sectors.
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Some of the key policy initiatives from
the planincluded GDP growth targeted
at 6.5%to 7%, driven by measures to
encourage Innovationinthe form of
mass entrepreneurship; Fiscal and tax
reform: to reduce the overall tax burdenon
corporations; Modernisation, particularly
throughthe "Madein China 2025" plan to
supportdomestic champions in strategic
emergingindustries;investmentinthe
Information economy; investmentin
Infrastructure; and continued support
for Urbanisation.

So starting with the growth outlook, while
the days of double digit GDP growth may
be overand 7% may be the "newnormal’”,
itisimportant to remember that 7% would
equate to RMB5 trillioninincremental GDP
in 2016, whichis the same as the entire
Chinese economy 20 years ago, or the size
ofthe entire Indonesian economyin 2014.
Sothe Chinese "slowdown"needs to be
keptin perspective. That said, corporate
performance in this environment has
been, and will continue to beimpacted by
over-capacity and theresultantintense
competition, andin traditional industry it
willbe some time before demand catches
up with supply. Good news then that the
Government has confirmedits support for
reducing excess capacity intraditionalheavy
industries (where state owned enterprises
tendto dominate) such as steeland coal
mining, and to close down "zombie" firms.

There was also bad news forinvestorsinthe
form ofrrevisions to proposed capital markets
regulation, and the removal of the planned
launch of a "strategic emergingindustries”
board onthe Shanghai Stock Exchange. The
board's creation was once widely regarded
asanimportantnew listing venue for China's
SMEs, and for more than 30 overseas-listed
Chinese TMT companies seekingto delist
fromabroadandre-listathome.ltwasalso

expectedtobecome atesting groundforthe
planned newregistration-based PO approval
process. Domestic capital markets have
reacted positively to the news, fearinganin-
flood of new entrants would divertinvestment
capital from existing trading venues, but by
some estimates, as many as 380 companies
had already met the listing requirements
and were planning to publicly list and raise
capital. Such companies willnow have to seek
alternative routes to access capital.

OnFX, Chinaadopts a"Managed Float”
policy thatis market demand-based
withreference to abasket of currencies,
dominated by the USD. However maintaining
astable exchange rate alongside monetary
easing could be challenging; policymakers
are likely to prioritise the goal of a stable
exchangerate usingFXreservesandde
facto capital controls over aggressive
monetary easing.InFebruary 2016, China's
FXreserves showed amuchnarrower
decline (US$29bnvs. c.US$100bninthe
previous month), consistent with a visible
dropinonshore USD/CNY spot trading
volume and a more stable RMB exchange
rate, indicating relief for China's capital
outflows pressure. Market consensus points
toamodest RMB depreciation of c.5%vs.
USD with anexchangerate target of 6.80
bytheendof 2016.

Thisisinline withwhat we see onthe
ground in China. While we saw tightening
de facto capital controlmeasuresinlate
2015 and extendingtothe start of 2016,
we are now seeing these measures relaxed
as pressure onnet capital outflow eases.
Thisis especially true whenit comes
totransactions that supportindustry
consolidation, for example, the acquisition
oftechnology and brands, andis evident
in Actis' recent exit from Plateno Group,
atransaction that required the Chinese
buyerto pay USD1.35 billionintotal.



In common with many of our markets
globally, while industrial growth may be
constrained and corporate profitability
under pressure due to excess capacity and
rising labour costs, consumption growth
should exceed China's headline GDP
growth by a significant margin. That's why
therecent news thatindustrial profits for
the first two months of 2016 grew at 5%
year onyear, the fastest growthratein

18 months, should give the policy makers
some breathing space inimplementing
structuralreforms.

Beijing, China

While the year-long anti-corruption drive
has arguablyresultedinaleaner and more
efficient bureaucracy, historically the
Chinese governmentis atits effective
bestwhenitisunder pressure and sees no
better alternative. Allthe signs are pointing
toarapidimplementation of overdue
structural reforms, benefiting sectors that
Actisisfocusing onin China: consumption
relatedindustries, demographically driven
health care, deregulation and technology
influenced financial services and an
upgradedindustrial sector.

Andin our existing China portfolio companies,
we continue to see signs of consumption
growth exceeding GDP. At Bellagio, our casual
diningrestaurant chain, customer numbers
grewby 15%in 2015. Our branded biscuit
business Jiashilisold 10% more biscuits

in 2015; China Micro-Tech, the largest
manufacturer of endoscopic consumables
in China sold 15% more sets of medical
consumables, and our leading Chinese

In Vitro Diagnostics company Chemclin
sold over 40 million CLIA testsin 2015, an
increase of about 20% over the previous year.
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Foreign Exchange
A’'LongRun, nota Random Walk'

AliMazanderani
Director
amazanderani@act.is

Of all markets, EM foreign exchange is
onethat canreward aninvestor withmore
arbitrage opportunities than most. At
Actis, we do not speculate on FXrates, but
our returns are heavily influenced by the
relative performance of ourlocal currencies
tothe US dollar, and in consequence, over
time we have developedalong term view
on FXwhich we use toinform our decisions
around investment, exit timingand
hedgingalternatives.
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Inits simplest form, the exchangerate of a
currency is determined by the supply and
demandfor that currency. Demandis from
foreigners wanting to buy domestic goods/
services or assets, while supplyis from
residents wanting to buy foreign goods/
services orassets. The supply and demand
forgoods and servicesis accounted for
inthe 'currentaccount’ of the balance of
payments and the supply and demand for
assetsinthe ‘capitalaccount.

Inthe shortrun, the theory of Uncovered
Interest Rate Parity (UIRP) holds that the
differenceininterest rates between countries
should be reflective of the expected
appreciation/depreciation of the currency.
Aninvestor should be indifferent to holding
depositsindifferent currencies because the
movementin the exchange rate would be
fully compensated for by the interest rate
differential. Inthe very shortrun thereis some
evidence that this holds but practically thisis
notthe case. Ifthis held, there would be no
basis forinvestors toborrowin alowinterest
countryto purchaseinstrumentsinahigher
interest country, also known as the ‘carry
trade' (the emergingmarket carry tradeis
estimatedtobeworthatleast US$2 trillion).

The theory of Covered Interest Rate Parity
(CIRP) extends using the Forward Rate. This
theory states that the differenceininterest
rates between two countriesis equal to
the expected depreciation/appreciation
as measured by the forward curve. Under
the assumptions of capital mobility and
perfect substitutability of domestic and
foreign assets, thisis ano-arbitrage
condition, representing an ‘equilibrium’
state. Economists have found evidence that
thisholdsinmostinstances. So thenisthe
forward curve agood predictor of exchange
rate movements?

The existence of ‘coveredinterest arbitrage’
asatrading strategy shows CIRP does not
hold all the time either. The global financial
crisis laid bare how it can also breakdown
completely. Counterpartyrisks, political risks,
transaction costs and taximplications canall
leadto divergence. These canbe more acute
inthe emerging market context.

Inthe long run, economic theories of
exchange rate determination move from
the capitalaccount to emphasize the

‘realeconomy’and the current account
mechanisminstead. Economic theory
suggests that with perfect markets and
where there are no transportation costs or
differential taxes, identical goods should
sellfor the same priceintwo separate
markets. Ifthey didn't there would be an
arbitrage opportunity by buyingin the
cheaper market and sellingin the more
expensive market, hence equalizing prices.
Thisis known as the ‘Law of one Price’.

Fromthis principal derives the "Theory of
Absolute Purchasing Power Parity' (APPP)
which holds that the exchange rate should
equal the differencein the price levels
between the respective countries. The
implicationisthatifagoodcostslessinone
country thaninanother, when takinginto
accountthe exchangerrate, then one would
expectthe currency where the goodis
cheaperto appreciate relative to the other
currency. Inthe aggregate, this principalholds
relatively wellbetween developed markets
but doesn't work well for growth markets,
most of which have persistently lower prices.

Thereasonforthisis partly because markets
are not perfect, there are information
costs, trade barriers, tax distortions and
transportation costs. Whatis more significant
isthat many goods and services are not
sensibly tradable, and so not subject to
arbitrage. The proportion of tradable versus
non-tradable goods evolves slowly andinan
evolutionary fashion. Theimplicationis that
thereal exchange rate (RER) can be different
from parity, but should be fairly constant
overtime.

The RERisnot constant. Areason for this
is because of differences in productivity
impacted through non-tradable goods. The
effect of productivity onthe RER is known
as the '‘Balassa-Samuelson effect’ Basically,
if wages are determined by productivity
and productivity inan economy increases
allowing workers to move between working
intradable and non-tradable sectors, then
anincrease in productivity should result
inanincreaseinthe overall price level
oran appreciation of the RER (or both).
Therefore, allother things being equal, if
acountryis 'catching up’ withincreasing
productivity relative to another, its RER
would likelyincrease over timerelative to
the other.



Sowhatdoes this allmean? Well, it means
developingaview on ‘fundamental value'for
exchangerates,independent of the forward
curve or other oscillations opens up a 'pricing’
opportunity formedium andlongterm capital.
Ifinthelongrun, exchange ratesrevertto the
inflation rate differentials between countries
adjusted for productivity differentials,
while the marketis primarily driven by short
terminterestrates and other factors (from
commodity prices to the weather) thereisa
mispricing of exchange rates.

Inthe midst of the stormthat hitemerging
market currencies over the last couple of
years, it was easy to believe emerging market
currencies were following some inexorable
depreciating path, or atbest a 'random
walk' Those who held fast to a conviction
infundamental value andreflected on the
long run, would be reminded of Keynes'
observationthat'inthelongrun, we are
alldead.

With our sense of history and with the
perspective that comesfrombeingalong
terminvestor, we took a step back to look
forward. We looked to compute fundamental
value across our currenciesin order to
determine how "long" thelongrunis. Agood
placetostartwith suchananalysisis the Rand
andthe Real, the two most volatile currencies.
Weinvestinboth.

The Rand and the Realin their current
‘convertible’'incarnations are both just over
20years old; the Foreign Exchange (FX)
line on charts adjacent shows quarterly
US$/local currency exchange rates for the
Rand and the Realindexed to their 1994
values. The Fundamental Value (FV) line
shows the inflation differentials adjusted for
productivity differentials between the US/
local currencies. In other words, the FV line
is what economic theory would suggest
the fundamentalvalue of the currencyis. If
the FXlineis belowthe FV, the currencyis
overvalued andvisa-versa.

Animportant observationisthatthe FVliineis
nota'meanreversionline’ Whilst suchatool
cannot be usedto accurately predict where
the currency willmove inthe shortrun, it can
helpinferitinthelongrun..andthelongrun
is within a private equity time horizon. Both
currencies cross the FV line several times
overa 20 year period.
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The analysis shows clearly that from 2009~
2013 both currencies were overvalued
relative to the dollar, however, the sharp
depreciation over 2014 means that both
became undervalued (with the recent
appreciationinthe Real bringingit back
tofairvalue).

Inpracticalterms, looking at exchange rates
through the lens of fundamental value
means we are able to make more informed
investment decisions both on entry and exit.
Inearly 2016, we formally rolled out the FV
Modeland as such, investment decisions
at Actis are made with reference to where
currencies are against their fundamental
value. This provides a valuable anchorin
shortterm storms, and a clearer horizon
with which to navigate the portfolioin the
interest of ourinvestors andto deliver the
best absolute US$ returns we can.
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