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Challenge and opportunity

Ewen Cameron Watt
Editor-in-Chief, London

ecameronwatt@act.is

Welcometo this edition of Street View.
Asusual ourteamlooks atinvestment
relatedissuesdrawingonlocal
knowledge and global presence. If
you'relooking for economicforecasts
or stock market predictions please
look elsewhere. Thisis the viewonthe
ground and fromthe street as seenby
the Actis Macro Forum and our network
ofresearch affiliates.

Nicolas Escallonrunshisruler over
Colombia.He points to the growing
need forinfrastructureinvestmentand
economicdiversification. For cycling
fanslike methereisavivid paralleldrawn
betweenthe astonishing triumph of
22-year-old Colombian Egan Bernalinthe
Tour deFrance and the challenges facing
his home nation. We think the hard work
iswellunderway to allow the 4thlargest
economyin Latin Americato continueto
winthrough. Like this prodigious young
talent, we recognise there are many
mountain passesto crossinthe future.

Felipe Villaneda and Juan Garcia from Actis
EnergyInfrastructure provide anexpert
viewonthe development of electricity
supply and distributionin Colombia. Their
conclusionis that many of the building
blocks neededtotranslate the country's
amazingnaturaladvantagesinto sustained
foreigninvestmentareinplace. Provided
thatbarriersincluding tariff reformand
(outdated) perceptions of corruptionrisk
canbe overcome we cansee opportunities
inthiskey sector.

Inthe June 2019 issue we wrote about the
role played by effective onshore savings
poolsinstabilising volatility. The recent
passage of alongoverdue pensionreform
through Brazil's Lower House could mark
aturning pointfor Latin America's largest
economy. Ourteamontheground,as
documentedby Felipe Vivacqua, feel
thatforallthe bombast of President Jair
Bolsonaro his economic team are making
progressonseveralfronts. Whilst Brazilis a
world class generator of false dawns when
itcomestoreformthislatestiterationis off
toagoodstart.
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Switching continents, welookatthe
sustainability of recent rapid growthin
Vietnam. Concerns overtrade wars pose
risks for Vietnam's exportled model. But
farfrombeing gloomy, Simon Ogus, CEO
of DSG Asiaandaclose friend of Actis,
believes Vietnam can continue to benefit
from China'srising cost base through
relocation of manufacturing foreigndirect
investment (FDI). Simonfocussesinpart
ontheunderdevelopment of domestic
infrastructure andtherepositioning of the
role of the state asareas where change can
yield considerable opportunity.

Thisisechoedby David Tranfromthe Asia
Real Estate teamat Actis. David shares
research we have undertakenabout
therealestate opportunityinVietnam
includinglogistics as wellas housing. His
Street Viewis that the currentupswing
inVietnam's real estate marketis solidly
based onenddemand growthand an
improving regulatory and financial climate.

Anyjourney throughthe emerging
marketsincludes some focus on political
risk. Most commentaries tendtofocuson
theserisks as seenfromafar. Thisresults
insingle dimensional views. As with our
investments though we try tounderstand
the problemsandchallengesfromthe
inside out-atype of Street View of how risk
may develop.

Thelran/US standoff provides an example
of howrisks should be perceived from
inside and outside of acountry. Actis does
notinvestinlranbut eventsthere could
impact the entire world. Understanding
this high-risk, high stakes standoff, trigger
pointsandredlinesisvital.

A Street View frominside the Iranian
governmentor populationishardtocome
by. So, we commissioned three external
expertstolookatthecrisis throughthe
lens of Tehran. Timothy Voake, Clovis
Meath Bakerand Nicholas Beadle have
backgroundsinintelligence production
andanalysis whichwe believe allowthemto
provide aninsider's view of lranian priorities
andpractice. These are theirinsights and
conclusions, but we find them easy to
comprehend.No spoilers here-make sure
youreadtheirviews.
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Guestview: Vietnam—will it continue to deliver?

Simon Ogus

CEO,DSG Asia Ltd,
HongKong

Out of thedysfunction that currently
passes for US-Chinarelations, the
ASEAN economies (and those of
theIndian subcontinent) haveareal
opportunity to exploitarecalibration of
global supply chains that, both predated
Donald Trump, and only seems likely
toaccelerate. Viethamappearstobe
better positioned than most, attracting
significantamounts of foreign direct
investment (FDI) across awiderange of
industries. However, canit continueto
upgradeits productive andinstitutional
capacitiestoabsorb evengreater
inflows?

Tobesure, notallproductionis goingto
move out of Chinadespite anincreasingly
high cost base andburgeoning (and likely-
to-be-long-lasting) trade, investmentand
security tensions withthe US. Although
therehasbeenmuchwastedinvestment
inthe People's Republic of China over
theyears, the physicalinfrastructure and
intricate network of sub-contractors put
inplace to supportglobal supply chains
cannotbe easily and quickly replicated. At
leastnotinsize withanythingapproaching
similarlevels of productivity.

Nevertheless, ifevenarelatively small
percentage of existing production

were todecide to up sticks, or marginal
decisions for greenfieldinvestments
and capacity expansionsweretostartto
moveinthe favour of other destinations,
thentheimpactonsmallerrecipient
economies would be disproportionately
large. Assuming—andthisisthekey—that
absorptive capacity canbe expanded
concomitantly.

Whatis absorptive capacity? At the
physicallevel sufficient provision of

ports, roads, powerand communication
networks, aswellas the ability to secure
usablelandfor operations. However, while
physicalinfrastructureisanecessary
condition, ithasto operateintandem
with the requisite human capital. This,
inturn,isafunction of both education,
trainingandlabour laws that while offering
necessities of worker protection, also
encourage companies to hireinthe first
place.Finally, the ease of doingbusiness
andthegreaterthe certaintyincontract
and security recourse available, the
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Exhibit 1: If youhaverelocated orare considering to relocate China-based manufacturing
facilities to other countries because of the tariffs and/or concerns over the future of U.S.-
Chinatraderelations, where are yourelocatingto?

No plans torelocate

(o)
manufacturing activities 64.6%
Southeast Asia
Elsewhere
Indian Subcontinent
United States
Europe
East Asia
Latin America
Source: AmCham China
Exhibit 2: Relocating China-based manufacturing by industry
Consumer products Southeast Asia 33.3%
Otherindustrial Southeast Asia 33.3%
Retail & distribution Elsewhere 30.8%
Aerospace Indian Subcontinent 27.3%
Technology &telecom hardware Southeast Asia 26.7%
Automotive Southeast Asia 25.0%
Chemicals Southeast Asia 23.1%
Source: AmCham China
Exhibit 3: Inward foreign directinvestment as a percentage of GDP
7%
5%
3%
1%
-1%
Malaysia  Thailand Indonesia Philippines Vietnam India China

I 1990-1997 0 1998-2005 I 2006-2018

Source: DSG Asia Limited calculations based on Government and other supranational data sources
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Exhibit 4: Doing Business 2019, Vietnam

DB 2019 Rank

DB 2019 Ease of doing business score

69

68.36

Malaysia (Rank 15) I 80.6

e Vietnam (Rank 69) I 68.36

Indonesia (Rank 73) I 67.96

Regional Average (East Asia & Pacific) I 63.41

Philippines (Rank 124) I 57.68

Lao PDR (Rank 154) I 51.26

Note: The ease of doing business score captures the gap of each economy from the best regulatory
performance observed on each of the indicators across alleconomies in the Doing Business sample
since 2005. An economy's ease of doing business score is reflected on a scale from O to 100, where O
represents the lowest and 100 represents the best performance. The ease of doing business ranking

ranges from 1 to 190.

Source: World Bank Group, doingbusiness.org

Exhibit 5:Nominal GDP per capita, US dollars, Index 2000=100

1,100
1,000
900
800
700
600
500
400
300
200
100
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— Vietnam (2,600) — India (2,100)

— Thailand (7,200) — Malaysia (10,300)

Philippines (3,200) — Indonesia (4,200)
China (9,600)

Numbers in parentheses: 2018 USD Nominal GDP Per Capita

Source: DSG Asia Limited calculations based on Government and other supranational data sources

greaterthelikelihood thatlong-term
capitalwillengage. The ASEAN countries
(andIndia) are certainly beingeyed up again
by potential suitors as Exhibit 1 &2 from
aSeptember 2018 American Chamber

of CommerceinChinareportsuggests’.
Similar surveys of Europeananddeveloped
northeast Asian companies yield similar
responses.

Although the survey does not detail
specificcountryrelocation plans, Exhibit 3
makes abundantly clear, Vietnamhas
beentheregion's FDIdarlingfor the
pastdecade, while the countryhasrisen
sharply up the World Bank's "Ease of Doing
Business"rankings from 93rd placein 2010
to 69thtoday (Exhibit 4).

Suchinflows have helped propelstellar
growthrates, secondonlyto China's
overthe pasttwentyyears. Yetbecause

Vietnamwas startingfrom suchalow
base whenthe DoiMoireformstentatively
beganin 1986, itremains one of the
region's poorer countries with per capita
GDPlessthanathirdof China's. There
would seemtobe plenty more catch-up
potentialto be exploited (Exhibit 5).

Average wages have been ontherise with
companiesrecentlyreportingaccelerating
wage settlementsandinvestmentinflows.
Nevertheless, wagelevelsremainless
thanaquarter of China's while production
volumes haverisenonaverage atdouble
digitratesoverthelastdecade, suggesting
thatunitlabour costs have remainedhighly
competitive. Indeed, notwithstanding
Vietnam's attractive demographic profile,
agreatermedium-termrisk may arise from
burgeoninglabour supply constraints
—especially as demand for more skilled
workersincreases (Exhibit 7).

Anotherpotential Achilles Heelis the
country'srecentinability tofurtherboost
investmentratestolevelsthat might
facilitate even faster growth. A fixed capital
formationrate of 25%isamore than
respectable outcome but (non-bubble)
rates of 30% or more have beenregularly
experienced by other rapidly-developing
Asian economies over the decades.

There are several explanations why capital
formationhas beenrelatively moribund
inrecenttimes. Foremostamongst
theseistherelatively slowcleanup ofa
lendingboom gone awry a decade ago.
The state-sectors ongoingoutsized
anddistortionaryrolein creditand other
resource allocations hardly helps as well.
Subtracting FDland publicinvestment
fromthe totalleaves private domestic
investmenthoveringatonlyaround 10%
of GDP. Chinatoorecorded similar private
investmentratesinthe 1990sbut the
state was subsequently willingandable to
create the space and conditions for this to
rise tonearer 30% today.

None of thisisto say that capital has

not been successfully mobilised from
the ground zero starting point of the

late 1980s. However, capital deepening
clearly hasalongway torunand could

be furtheraided by a state more willing
toallow domestic private sector
initiativestoflourish, and able to create
greater simplicity andtransparencyin
infrastructure procurementanddelivery.

1 "Impact of US and Chinese Tariffs on American Companiesin China" survey by AmCham China, September 2018.

Actis Macro Forum



Capitalmarkets development, which
would provide alternative avenues for
mobilisingdomestic household savings,
couldalso potentiallyboost sustainable
investmentratesfurther. Currently
householdslargely save via property since
the growth of the domestic stockand
bond marketsremains stuntedand, inthe
case of equities, more akintoacasinothan
ahomeforlong-terminvestment.
Households have also discoveredthejoys
of consumer creditrather earlierthan
many of their neighbours and peers.
Althoughratios of householdleverage are
notyet,inaggregate, athighly dangerous
levels, they doseemrather stretchedfora
countrywith Vietnam's low average level of
income. This trend willbear watching

alongside the pay back between levels of
corporate debtandassociatedreturnson
investment (Exhibit 8).

Anover-weaning governmentwitha
strongtilt towards SOEshas arguably
constrainedthe development ofthe
domestic private corporate sector.

More positively though, the State has
beenwillingto putoutthe welcome mat
and has largely kept out of the way of
foreigninvested enterprises engagedin
employment creating exportindustries.
Suchaninflux of foreign capital combined
with Vietnam's young, hardworkingand
relatively well-educated workforce, has
also allowed the country to move up
thevalue-added chain. Forexample,
electronics exports comprisedless than
10% of totalexports at the beginning of
this century; they nowaccountforathird.

Exhibit 6: USD capital stock per capita, 2018 prices

35,000
30,000
25,000
20,000
15,000

10,000

5,000 J
0

1990

I Vietnam

2000

India

Philippines Bindonesia B Thailand I Malaysia

2010 2018

China

Source: DSG Asia Limited calculations based on Government and other supranational data sources

Exhibit 7: USD average monthly wage (2010-18 CAGR)
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Source: DSG Asia Limited calculations based on Government and other supranational data sources
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Vietnamhasbeenone oftheregion's
exportstars with dollar shipmentsrising
18% perannumonaverage over thelast
decade. Thisaggregate figure masksa
marked bifurcation though: the foreign
invested sector now accountsfor 70% of
totalexportsandhasdeliveredanannual
averagerate of dollarexport growth
since 2010 of 26%; the 30% of exports
produced by domestic entities has only
compoundedat 13% perannumby
contrast.

Over the medium-term, it seemsfair to
conclude that Vietnam has broad potential
tofurtherboostitsabsorptive capacity
anditsreputationasanattractive
destinationfor FDI.Nevertheless,
wholesalerelocations of production
facilities donothappen overnightand
thereis growingevidence that Vietnam,

short-term, isalso benefitting strongly
from other countriesre-routing their
shipments, especially tothe USA
(Exhibit9).

This may be adouble-edged sword. 30%
annualised growth of Vietnamese exports
to America, whilelaudable on the surface,
does not quite smellrightand Washington
isstartingtotrainits protectionist

sights onHanoi. Anoverallcurrent
accountposition broadlyinbalance, and
aDongthatdoesnotostensibly appear
particularly cheap, mightargue against
the Trump Administration's building
accusations of currency manipulation.
However,whenoneisdealingwitha
POTUS who views bilateral trade deficits
as prima facie evidence of malfeasance,
economiclogic may take aback seat.

Exhibit 8:Household debtas apercentage of GDP

70%
60%
50%
40%
30%

20%

10% i///ﬁj

0%

2001 2003 2005 2007

— Vietnam India

2009 2011

Philippines — Indonesia

2013 2015 2017

China

Source: DSG Asia Limited calculations based on Government and other supranational data sources

Exhibit 9: Vietnam and China export growth

30%
20%

o
10% |

AN

2019

0%

-10%

-20%

2015 2016

2017

2018 2019

— Vietnamto USA — Vietnam Total — Chinato USA — China Total

Source: DSG Asia Limited calculations based on Government and other supranational data sources
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2020

Vietnam canand most probably will
make the grade as a fully-fledged
emergent economy capable of
challenging othersin Asiafor middle
income status. But the pathway is
not smooth and externalissuesas
wellas theinternal challenges of
regulation, margins of safety for
debtaccumulationandtherole of the
stateremainimportantbarriers to
overcomeinthe mediumterm.



Streetview: Vietnam - building for the future

Please watch this podcast at www.act.is

David Quang Tran
Real Estate, HongKong
dtran@act.is

Vietnam’sreal estate market has
demonstrated solid fundamentals
afterrecoveringfromthe 2014
downturn. Demand hasbeen good
with strongtake-upsandrobust
priceincreasesacrossallsectors.
In Ho Chi Minh City, the economic
centre of Vietnam, theresidential,
office and retail sectorsrecorded
close to full take-ups, with prices
andrentsonconsistent uptrend
over thelast five years (Exhibits 1
and2).

The Vietnamesereal estate market
has gone through three cycles since
openingupin 1987. Easy bank credit
and speculative demand were the
main drivers of previous upswings
in2000-2002 and 2007-2009,
whichresultedin painful corrections
when the government tightened
monetary policy. Today's market
seems more sustainable due to
severalfactors. First, higherincome
andbetteraccesstomortgages
atlowerinterestrateshave
significantlyimproved affordability;
enablingthe middle classtoowna
home without government subsidy.
Second, developers who have
survived thelast downturns are now
more prudent andrealistic - they
targetfundamentaldemand. For
illustration, the percentage of new
supply for grade C apartments,

the most affordable category,
increasedfrom 36%in 2015 to 58%

8  Actis Macro Forum

in2018. Totalgrade Capartments
soldincreasedalmost threetimes
inthe same period. Finally, learning
from past mistakes, the government
alsointroduced new policies and
regulations to safeguardthe property
market. Capitalisation requirements
have beenincreasedtodeter
incompetentdevelopers, buyers'
protectionwith mandatory bank
guarantee hasbeenraisedandreal
estate creditdirectedto serve end-
usersdemand.

While performance has been
upbeatacrossallsectors, the most
compellinginvestment opportunities
liein serving the expanding middle
class. Ourresearchidentifies pent-

Exhibit 1: Residential - strongabsorption

2014 2015

up demand for workforce housing,
whichwe define as apartments
thatare affordable tothe 50th to

70th percentile of the population by
income. Supplyinthis segmentis now
closetofulltake-up after takinginto
account projectsunder construction.
Middle-incomeretailisalsoan
importantthemeintargetingthe
increasing purchasing power of the
middle class, which has drivenretail
sales growth averaging 11% p.a. over
thelastfive years. Justasvital, real
estate forlogisticsis amajortheme
benefiting fromthe conjunction of
high economic growth, e-commerce
proliferation, and the relocation of
more manufacturing facilities and/or
supply chainto Vietnam.

300,000 100%
240,000 80%
180,000 60%
120,000 40%
60,000 20%
0 0%
2014 2015 2017 2018
I Total supply B Totalsold — Sales rate (%)
Exhibit 2: Asking Rent (USD psm pm)
50 e — 100%
40 80%
30 60%
20 40%
10 20%
0 0%

2017 2018

I Grade Arent B GradeBrent — Grade A occupation (%) — Grade B occupation (%)

Source: Savills, CBRE, Actis Asia Real Estate analysis
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Guestview: Understandinglran

Prof. Nicholas Beadle

Founder,
Risk Officer's Number
London

Clovis Meath Baker

Founder, Risk Officer's
Number & Associate Fellow
Royal United Services
London

Timothy Voake

Founder,
Risk Officer's Number
London

The West oftenfindsliranhardto
understand-arevolutionary theocracy
yearning for anlslamic past, yetat

the sametimean educated society
abletodevelop anindigenous nuclear
programmeinthe face of forty years
of sanctions. Astensions mountin
the Gulf, how events turnout willrely
toalarge extent onhow thelranian
leadershipin Tehran sees the world. In
common with theimportance placed
onunderstanding the “street view"”
inmarketsinwhichitinvests, Actis
believes thatlookinginside out often
makes more sense thanrelyingonthe
view from afar.

The USwithdrawal fromthe Joint
Comprehensive Plan of Action (JCPOA)
followed by additional sanctions targets
structuralandbehaviouralchanges
beyondrestrictingthe lraniannuclear
project. Iran must counter this orrisk
losinginfluenceinthe regionwhichit
seesasvitalforhersecurity. IfIranfails to
keep China, Russiaand Europe onside,
the JCPOA UN sanctions that were lifted
asapartofthatagreementwouldsnap
backintoplace. This couldwellleadtoa
long-term stand-off with the USrisking
economic collapse which willbringabout
the sameresultand provokeinternal
instability.

Thessituationis finely balanced: Iran's
currentpolicy choices threatentopush
France, Germany and UK (E3) towards the
US position. Tehran calculates thatrecent
meetings and the promise of further
dialogue willbe enoughto preventthat for

10 Actis Macro Forum

Exhibit 1: Export destinations (Total: $53.7B)

Exhibit 2: Importorigins (Total: $49.9B)

SouthKorea

8.1%

Source: OECD

now. Chinaand Russiawillresist moving
tothe US position for wider geo-political
reasons.

ASWOT analysis, as seen from an Iranian
perspective,and data onthe economic
realities highlight some interesting policy
options.

Strengths

Relative size—Iranisbig, asbigasthe UK,
France, Germany and Italy combined. Its
populationis approximately 82m, similar to
Germany, but withamuch younger profile
with 50% of the populationunder 30. Iran
seesitselfasthe naturalregionalleader.

Leadership of the Shiaworld—Iranisone
ofthe few majority Shia countriesinthe
world (Iragbeing the other bigone) and
isthe avowedleaderand supporter of
Shiaminorities all over the Muslim world.

SouthKorea France

13% 4.4%

Japan
6.0%

Germany
6.5%

Italy

3.9%

Russia

2 GOy
.07

Netherland

2.4%

Brazil
5.1%

Theseminorities arelran's natural allies,
whichlran canuse as proxies to destabilise
Sunni-led countries which opposeit.

The Shiacrescent—Irancansendmen
and materieloverland ontheroutelran-
Irag-Syria-Lebanoninorderto supplyits
most effective, and oldest, ally, Lebanese
Hezbollah, as wellas reinforce the Syrian
regime andinfluencelraqg.

Internal stability — The émigré opposition
have almostno supportinsidelran,

and domestic oppositionis contained
andsuppressed by the security forces.
Divisions of view between 'hardliners'and
‘moderates'intheruling elite willdisappear
iftheregimeisunderthreat.

Thenuclear programme—Inthelongterm
anuclearweaponwillensure Iranis never
defeated militarily like Iragand Libya. Even
reachingthe stage of nuclear ambiguity



would be asafeguardagainstaUS attack. Exhibit 3: Iran Real GDP Annual Growth %
North Koreastandsasanobviousexample 15
ofthisbelief.

Oil-Iranhasabout 10% of theworld's
provenoilreserves. Energyis cheap, and 9
hard currency earnings from oilexports

make Iran's economy potentially strong.

ThelRGCandhybrid warfare—Iran

has developedarange of aggressive I .

techniques andtacticsjust short of [
conventional war which make it aregional

power. Examplesinclude cyber, use of Shia =3
proxy groups (inatleast Syria, Afghanistan,

12

[e)]

W

o

Yemen, Lebanon, Iragand Syria), missiles, ©

drones, specialmines, smallboat swarm -9

tactics. S o 88 3 8 85832 923 L9 rx 9y
S 823888 IIRIRIIRRIRRER

Weaknesses Source: Oxford Economics

The economy—hastanked, largely as

aresultofsanctions. ThelatestUS Exhibit 4: IranInflation % change YoY

measures have had asevere effect, 40

targeting corporationsthathave

significanttrade with Iran, includingin oil 35

andbanking. Many Western companies

have shelvedinvestment plans for 30

the foreseeable future, whilst China

isattempting to focus ondomestic 25

companieswithno US exposure. Total,

forexample, reluctantly scrappedits 20

investmentinthe South Pargasfield, its

position being takenby CNOOC. 15

Historical sanctions have cutthe economy

offfrominternational debt markets 10

leavinglowlevels of overseas debt. Overall

debtto GDPisamodest 35% whichis
2000 2003 2006 2009 2012 2015 2018

likely sustainable given limited levels of

government spending (25% of GDP), — Real GDP growth — Inflationrate, average consumer prices

domesticfinancialrepressionandfiscal Source: Oxford Economics
inflows equally balanced between oiland
non-oilrevenues. Butthereis limited Exhibit 5: Iran Productivity Growth % Year
room for anti-cyclical deficit spending 10
whichleavesthe dooropentointernal
unrest, particularlyinascenario where 8
the economy contractsinline withIMF 6
projections.
Like much ofthe Middle East, Iranhas 4
seen ChinaandIndiaas their main growth 2
customers forhydrocarbons, but with wide
ranging Chineseimports from consumer 0 ~—
goods, torailways the domesticeconomy )
has seenlittle diversification away fromoil
andits derivatives (>80%). -4
-6
-8

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018

Source: Oxford Economics
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Exhibit 6: Top Trading Partners of Iran
(2017)

China 19.5%
UAE 16.8%
EU 16.3%
Source:EU

Lots ofenemiesandno strongallies—
Iranis seenasamajor threatby most of
itsneighbours, particularly the Gulf Arab
states. Ithasnobigpowerally—although
ChinaandRussiahaveinterestsinlran,
theywerebothfullsignatories to thelran
nucleardealandboth seeradicallslamasa
threat. Iran's only fullallyis Syria.

Weak conventional defence forces —
Althoughlranhasboughtarmsfrom Russia
and China, Iran's defence forces cannot
take onthe US using conventionalmeans.

Opportunities

Divide the West —Ifthe USisisolatedit
willbe hard foritto attainits goals except
throughveryunpopulardirect military
action.

Get closer to Russiaand Turkey —Russia
andlranare onthe samesidein Syria,
where Russianintervention shows how far
Putinwillgoto thwartthe US.

China—Chinaseeslran, withadeep history
oftrade, asalong-termlink for Asiato the
Persian Gulf and onwards to Europe. It will
oppose US military actionagainstiranbut
willnotactasaguarantor of security.

Threaten the GCC countries—Destabilise
the UAE economy or attack the Saudioil
economy through proxy terrorism. The
IRGC hasthreatenedto escalate violence
acrosstheregionifiranisattacked.

Block the Strait of Hormuz—Either
selectively to some countries'ships, orto
allcommercial shipping. Whilst this would
provoke aninternationalresponse, it would
notleadtotheinvasionoflran. Thiswould
onlybeworthdoingifiran's oilexports
were already blocked, otherwise Iran would
be blockadingitself.

12 Actis Macro Forum

Terroristattacks—in Western Europe by
Hezbollah. These would be deniable but
would make the European electorates
questionwhy they were getting sucked
intoadispute withIran.

Threats

TheUS -The USwillneveracceptthe
Islamicregimein Tehran. Toaccept
Pompeo's 12 demandswouldbe a
surrender of sovereignty whichno state

couldaccept. Acombination of sanctions,

cyberattack, andlimited conventional
strikesto destroyelementsoflran’s
defence forces couldbringlran'sformal
economytoastandstill. The US believesa
failingIranian economy could resultin civil
unrestandthreattotheregime.

United pressure fromtheinternational
community —waswhatforcedlranto
acceptthe 2015 nucleardeal. Ifthat
international consensuswerere-
established, andbecame harderline, it
wouldbe problematic forIran.

Iranian policy options
Iranwillfeelthereisno gooddealtobe
donewiththe USbutrecognisesthe
status quois not sustainable. Therefore,
somethingneeds tochange.

Thebalancingact - Ifthe bigpowers
remain disunited on their policy Iran
hasamuchbetter negotiating position.
Therefore, Iranmustnotinadvertently
bringthemtogetherinaway theydidin
2015.

China, France, Germany, Russiaand UK (in
Iraniantrade order) continue to support
the JCPOA accord buteachhas adistinct
setofnationalintereststo support.Iran
calculatestheywillnotabandonthe
nuclear dealwithouta credible alternative.

Pressuring the European countries to
make up the economic shortfallof US
sanctions by threateningtoreduce
compliance still further may gotoo
far. Theyriskone of the E3 triggering
thedisputeresolutionprocessthat

couldresultina’'snapback’of U.N.
sanctions.Iran, supportedby Russia, is
demandingthat crude oilisincludedin
the EU mechanism (INSTEX) for avoiding
sanctions.

Inasimilarvein, furtheractionagainst
shippinginthe Strait of Hormuz risks
pushingthe E3 towards the US position.

Tread carefully - with China, urge
increasedoiltrade andbankthe Chinese
commitmenttoabigBeltand Road
Initiative investment. Chinais supporting
the export ofiranian oil, but their official
imports oflranian oilare atathree-year
low, reflecting perhaps China's concern
overtheUStradewar.

Succeed with Russia - Part of that would
betowinthewarin Syria. [t would meana
stronger block of mutual support. Turkey's
rapprochementwith Russia, means there
may be adealtobedonethere.

Demonstrateregional reach—Iran will
continue to buildits strengths, inwar
technologies, inregionalalliances, and
through support for Shiamilitias. The US
hasbeenunable tostop this; Hezbollahin
Lebanonandthe Houthisin Yemenhave
gotstrongeroverthe past 10years.

Moreradical options - If faced with
unbearable pressure onthe economy, Iran
has many options for causing disruptionin
the West, through cyberand/or terrorist
attacks, further disrupting the Strait of
Hormuz, andasalastresort, aregional
conflictwithlsrael. Iran feelthey would
survive aregional conflagration, albeit at
aheavy price, but the Gulf monarchies
wouldbemore vulnerable torevolution
from within.

Thinklong-term - The nuclear
programmeis seenas essentialasalong-
termguarantee of Iran's sovereignty. Inthe
shorter-term, elements ofit are a useful
bargaining chip, butnotto be givenup
entirely.



In summary, the key questionis whether Iran buckles under extreme pressure or - =
lashes out. US policy assumes arational reaction with concessions made torelieve
economicpressureratherthanriskinternalunrest andregime change. Thisignores

the nationalistideology of the revolutionary elite running Iran and their successful

deployment of asymmetric offsets which the US finds difficult to counter. Redlines

forthe US would be targeting of US military personnel or closure of the Straits of

Hormuz. Tehran’slinein the sand is US military strikes onIranian territory. Crossing

oneor either ofthese positions wouldrepresent animmediate and noticeable

escalation of current levels of political risk with far reaching implications beyond

the Middle East.

Exhibit 7: Map of Straits of Hormuz
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Colombia: Cyclingupwards

Nicolas Escallon
Energy, Mexico

nicolasescallon@act.is b

On Sunday 28 July 2019, Egan Bernal,
anunassuming 22 year old from the
smalltown of Zipaquira, Colombia,
achievedahighlyimprobable, others
would say impossible, feat. Hebecame
theyoungest winner ofthe Tourde
Franceinthelast 110 years,and the
first ever South American towinthe
mythical cycling event. Fromincredibly
humble beginnings—Egan trainedon
ahand-me-down steel framedbikein
his early career-the youngcyclist was
shaped against consistent adversity

in hisyouth, ultimately leading him to
crown Coldel’'lseran, the highest paved
mountain passinthe French Alpsand
the preeminent obstacleinthe Tour.

Colombia, theland of Gabriel Garcia
Marquez's magicalrealism, is no stranger
toimprobable feats. With apopulation of
50millionandas Latin America's fourth
largesteconomy, Colombiaisacore
emergingmarkettoday.Ithasrecently
earned OECD status, following Chile and
Mexico's footsteps, and maintains an
investmentgrade rating onthe back of
decades of orthodox macroeconomic
policyand stable democraticrule.
Colombiaisthe only Latin American
country tohave had no political coups
inthelastcenturyandtohave never
defaultedonitsdebt. Ithascomealong
way sinceits civil-war-torn past. Nearly two
decades of consistent growth have more
thanhalved poverty and made Colombians
as prosperousasits more developed
emerging market peers.

However, the country facesits own
mountain pass. Three decades of oil
discoveries and bountiful production,
pioneeredby Ecopetroland subsequently
byjunior players, have made Colombia's
economy excessively reliantonthe
commodity. Over half of the country's
exportsrely exclusively onoiland coal,
two out-of-fashion products withan
uncertaindemand outlook. This has
caused latent fiscal weakness, significant
exchangerate volatility, recurring current
accountdeficits, andincreased foreign
currencyindebtedness, allheld hostage
by commodity price swings. Allthis amidst
aforecast of dwindlingdomestic oil
production, which could make Colombiaa
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Exhibit 1: Colombia oilexports (USDm)
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netimporterby 2030. The countryhasone
key mission;itmust successfully diversify
its economy away from oiland coal.

Thegoodnewsisthatthereareaseriesof
identified policies and measuresto achieve
thisandto battle the symptomatic
weaknesses that oil-reliance has created.
In particular, three actions are paramount:
i) overcominginfrastructure bottlenecks
thatimpede economic diversification, i)
implementing fiscalreform that provides
solidgroundto pushforward a
diversificationagenda, andiii) proper
implementation of apeace agreementto
fostereconomicactivity acrossthe
territory. The troublingnewsis that this
requires significant political capital. One
yearinto histerm, lvan Duque, Colombia's
young, centre-right, technocratic
President, haslacked the political skillto
implement thisagenda. Aprotégé of
former Presidentand now Senator Alvaro
Uribe, Duque has oftenfallenhostage to
larger politicalforces at play, which have
impeded swiftactiononthesethree
fronts.

Witha highly fragmented geography,
itisnot surprising that Colombia has
significanttransportinfrastructure

gaps. The Andesbreakintothree
separate mountainrangesinthe country,
creatingadramatictopography. The
same mountains where Bernal trained
also create severelogistical barriers for
Colombianentrepreneursto get their
productacross the countryand overseas.
Asanexample,anemblematic 90 km
two-lane mountain passironically called
“LalLinea"(The Line)whichconnectsthe
Pacificport of Buenaventurawiththe
capital Bogota oftentakes 5-10 hours
fortruckerstocross. Thishasimpeded
clusterformationand economies of scale
hinderedthe creation of new productive
industries andraised costs for exporters.

Exhibit 6: LatAm Macro View 2018

Exhibit 4: Latin America: Logistics Performance Index (ranking out of 160 countries)
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The countryhas the mostto gainfrom
transportinfrastructureinvestment
outofallits Latin American peers based
onseveral studies. An emblematic road
initiative called 4G, fostered by the prior
presidentandlaunchedin 2014, setout

totackle thischallenge. Thirty projects
cameup fortenderintotal. Five yearslater
theinitiative hashad some success but
hasalsohadchallenges. Several projects
were miredinthe Odebrecht corruption
scandal,andthe contractandrisk

GDP per Gross Reserves, Electricity
capita, real, government foreign Consumption Road Density
Population, GDP, real, US$, constant debt(asa%of exchange, Per Capita (per 100sq
total annual growth prices GDP) Us$ (MWh/capita) KM)
Brazil 209,673.5 11 8,478.4 77.2 371,934.0 2.5 18.6
Colombia 49,538.0 2.6 6,287.5 50.8 46,087.0 1.4 18.8
Mexico 126,362.2 2.0 9,919.0 46.8 165,197.0 2.3 19.1
Peru 32,538.0 4.0 6,521.1 26.7 57,930.1 1.5 10.0

Source: Oxford Economics, IEA, Land Portal
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structures offeredfailedto attract broad Exhibit 7: Doing Business 2019, Colombia
foreigninvestorandlender participation

resultingin constructiondelays. The 65
administration needs to take note of this
firstround's shortcomingsto accelerate

the creationofarobusttransport
infrastructure network.

DB 2019 Ease of doing business score  [ehel

‘ Colombia (Rank: 65) I 69.24

Creatingthe conditions for diversification Rk G I 68.83
is costly. Strongfiscal coffers with

adequate ammunition are required todrive
infrastructureinvestmentand other
diversification policies such as President
Duque's "Orange Economy" (abattery of
policies aimed at fosteringthe techand
creativeindustries). Furthermore, oiland
mining production, whichtoday provide c.
20% of fiscalrevenue, are subject to
evaporatingover the nextdecadesand
must be substituted. The country also

Brazil (Rank: 109) I 60.01

Regional Average (Latin America & Caribbean) I 58.97
Argentina (Rank 119) I 58.80

Ecuador (Rank: 123) I 57.94

Note: The ease of doing business score captures the gap of each economy from the best regulatory
- ) ) performance observed on each of the indicators across all economies in the sample since 2005. An
facesadditional cost pressuresindealing , ) ) )

economy's ease of doing business score is reflected on a scale from O to 100, where O represents the

with the}wave of Venezuelan m_'g rants, ) lowest and 100 represents the best performance. The ease of doing business ranking ranges from 1 to
now estimatedat overtwomillion,coming ;99

inthrough Colombia's easternborderand
drivenbyits neighbour'sinternal crisis. As
is oftenthe case with fiscal mattersinany
economy, Colombia's regimeis born out of
politicalcompromise. Well-intended and
comprehensive reforms enter Congress
onlytocome outasapatchwork of
insufficient policies. Thelastone of these
tookplacein2018andalsofell short of its
ambitions. Colombia has progressed
mildly to relieve the massive fiscalburdenit
placeson corporations vis avisindividuals
(c.80% of tax-takeis provided by
corporationsvs. 33% onaverage in OECD
peers). Highlevels of economicinformality,
taxregime complexity, and excessive
exemptions make the system suboptimal.
Thismustbe addressedinorder tocreatea
strongfiscal position fromwhichtodrive
diversification policies.

Source: World Bank Group, doingbusiness.org

Exhibit 8: Road Concessions

[ Existing concessions
M New concessions

Finally, diversification must stemfromall
corners ofthe country. Inlate 2016, the
governmentsigned a peace agreement
withrevolutionary armedforces FARC
endinga 60-year conflict. There are
multiple theories onwhat the much
awaited "peace dividend" will bring for
Colombia, with optimists statingit could
increase structurallongterm GDP growth
by as muchas 30-50bps. Meanwhile the
short-term costs ofimplementation of
theagreementarehigh, with over 70%

ofthese borne by centralgovernment. 1:9,244.649

Achieving.alasting pea(;ewillrequire 0 75 150 200mi
thoroughimplementation of apeace S
accord, whichinturnrequires significant 0 125 250 500km

fundingand political will Source: Agencia Nacional de Infraestructura
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Streetview: Colombia—from river hydro

tosmartgrid

Felipe Villaneda

Energy Infrastructure, Mexico

felipevillaneda@act.is

Juan Garcia

Energy Infrastructure, Mexico

Enjoying steady year-round
sunshine, heavy rainfall, significant
oiland gasreserves,and
exceptionally strongwinds alongits
northern coast, Colombiaisa
dream-come-true for power
generation. Growing prosperity and
reduced security risks since the
early 2000s have significantly
boosted private consumption,
industrial output and energy
demand. However, thereis still
substantialroom for energy
demand growth, as evidenced by
comparing energy consumption per
capitaacrosstheregion.

Onpaper,investmentin Colombia's
energyinfrastructure should have
beenan attractive opportunity
forinternational players decades
ago.However, Colombia's energy
agendahasbeenbehindthat of
regional peers since before the turn
ofthe millennium. Eventhoughthe
government made, and continues
tomake, effortstoimplement
bespokeinvestmentinitiatives to
accommodate concerns from foreign
players, thishas beenadecades-long
process of trialand error. Progress
has beenmade though, andforeign
investors have responded accordingly.
Today, the governmentis keento

renewable auctions and upgraded
regulatory reformsacross selected
power verticals to keepimproving
the country's energyinfrastructure
viaforeigninvestment. How has
Colombia overcome the barriers
forforeigninvestment, and

what specific opportunities and
challengesremaininits energy
infrastructure sector?

Hydroelectricis the core power
technology taking over 65% of

the country'sinstalled capacity.
Dependence onhydrowas even
more pronounced backin the
1980s, which made the country
particularly vulnerable to changing
rainfall patterns. Back then, utilities
wereinefficient, government-
owned, verticallyintegrated players
operatingindifferentregions. Enter
the early 1990s, astrong EINifo
phenomenon, characterised by long
droughts, wreaked havoc across
the country, causing repeated
nation-wide blackouts. The energy
crisis coupled with political will for
reformtriggeredrestructuring of
the energy sector. Theindustry
was unbundledand the first wave
of privatisations began. However,
the 1990s were particularly fraught
with security risk arising from drug-
relatedinsurrectionandinternal
conflict. The only players willing
tobearthe country's security risk
were local strategicinvestors and
Spanish utilities; otherinternational

Exhibit 1: 2016 Energy demand per capita (kWh)
12.8

playersremained wary of entering
the country. These much needed
funds helpedrevamp the previously
government-owned utilities, but
fell short of fully developing and
diversifyingthe sectorandthe
country's energy matrix, stillheavily
relianton hydro.

Alvaro Uribe was elected as
Presidentin 2002 with the promise
of defeatingthe guerrillas. He
almost succeeded: the FARC
guerrillamovement was weakened
significantly which contributedtothe
signing of a peace agreementwith
Mr. Uribe's successor. Besides his
strong military stance, Mr. Uribe had
apro-marketagendawhich touched
the energy space. International
industrial players and regional funds,
investedinthe sectorthrough
projectfinance type structures:
thermal power plants thrived on

the back of dollar-denominated
reliability chargesintroducedin
2006 to guarantee energy supply
through severe weather conditions.
Dollarizedreliability charges were
assignedto 46% ofthe country's
installed capacity, helpingto
mitigate foreign exchangeriskin
power generation (today's figure is
51%). By the end of Mr. Uribe's two
termsinoffice, Colombiawas en
route toaninvestmentgraderating,
opening the country to muchlarger
pools of foreigndirectinvestment.
He steppeddownin 2010, yielding

eSS PESEl oS, us UK Chile  Argentina  Brazil Mexico Peru  Colombia

Source: [EA Atlas of Energy
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the presidency to his political heir
and defence minister, Juan Manuel
Santos.

While Mr. Santos continued the
economic agenda of his
predecessor, he drastically changed
his approach towards the armed
conflict, negotiatinga peace
agreementwiththe FARCin 2016.
This further positioned Colombia's
positiveinternationalmomentum.
With security risks mitigated, a
twenty-yeartrackrecordof private
sector participation, and growing
energy demand, Colombia's
attractivenessforenergy
infrastructure investments
improved significantly. A third wave
of privatisations took place in which
moreinstitutional players entered
the country. Following the
privatisation of Isagen (acquired by
Brookfield), the government
allocated sale proceeds to fundthe
US$40bngame-changing 4G
roadway concession program.
However, severalrisks stillloomed,
encumbering the mass entry of
foreign capitalinto the energy
sector: peso-denominated prices
(onlyreliability charges are dollar-

denominated), short contractterms,

unfavourable dispute resolution
structures, and corruption.

[twasn'tuntil 2019 that Colombia
jumped onthe non-hydro
renewables bandwagon, several

Exhibit 2: FDI—-Power, gas &water (US$ millions)
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years after peerslike Mexico, Chile
and Peruimplementedlarge-scale
programs. February 2019 witnessed
the firstattempt ofincreasingnon-
hydro renewable generation from

50 MW of installed capacity today
toover 500 MW within 4 years. Even
though bidders submitted proposals
totalling 1.5 GW (to supply c. 2% of
Colombia's generation) the process
failed due totender design failures.
Bidders soughtlongertermcontracts,
ideally dollar-denominated prices,
andimproved offtake structures.
This feedback wasincorporated by
the governmentand should partly be
reflectedinthe secondtender that
willoccurin October 2019. One key
termremains unchanged, though:
foreign exchange risk. Prices will still
be peso-denominated which will
undoubtedly pose challenges for
certaininvestors and could hinder
the program's success—as apoint of
reference, Chile, Peruand Mexico have
allimplemented dollar denominated
auction programs, Brazilbeingthe
onlylocalcurrency advocate.

The outlook forthe sectorlooks
bright.In power transmission, the
highlightinthe shorttermwillbe the
privatisation of the government's
51.4% stake inISA, Colombia's electric
transmission backbone and South
America'slargest transmission
company. The company holds a 75%
market share across the country

and hasinternational presencein
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Source: Banco de la Republica de Colombia (Central Bank)
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Peru, Chile and Brazil. This couldbe
one of Latin America's largest M&A
transactionsinthe energy spacein
2020.During the next twelve months,
recently upgraded tariff regulation will
bring Colombia's distribution sector
to OECD standards and willencourage
significantlow-riskinvestmentsatan
attractiverate ofreturn. Mr. Duque's
governmentis also promoting the
privatisations of several regional
distribution companies aggregating
over 1 million customers and
Electricaribe, adistribution company
with a 23% market share (2.5 million
customers).

Lookingahead, powerand
infrastructureinvestments will be
drivenby liberalised energy market
policies and sustainedregulatory
stability. Several growth avenues
willemergeinthe sector from 2020
onwards: i) smart meteringand
distributed generation, ii) wind and
solarauctions andiii) transmission and
distribution privatisations. Regulatory
changeis already underway for some
ofthese opportunities, fostering new
business models for small-scale self-
generationand propellingdistribution
companiesintoanewbillingera
through cuttingedge smart meters.

Improving the quality of the
energy sectors efficiency and
incentivising foreigninvestment
havebeen key priorities for the
government duringthe past 25
years. Four waves have shaped the
power infrastructureinitiatives
inthe country, cultivating the
field for foreign players. Colombia
has demonstratedits willingness
tolistenandact onthe concerns
of potentialinvestorsandhas
improved significantly since the
days of nation-wide blackouts.
Foreigninvestors have taken
noticeandresponded accordingly.
However, foreign exchange and
otherrisks remain, hindering
mainstreaminvestmentinto the
sector. Investors’ eyes willbe seton
theresults ofthe secondrenewable
energy tenderin October 2019,
the nexttestofthesectors
attractivenessto foreign capital.



Streetview: Saving Brazil - a milestone moment

Felipe Vivacqua
PE, Brazil

fvivacqua@act.is

Wednesday 7 August 2019 saw a
major stepin much neededreform
of Brazil's antiquated pension
system, when thelower house
approved proposals before final
approvalinthe senate, expectedin
late September.

After decades of debate, often muted
by years of positive demographic
bonus and economic expansion, it
isencouragingto see adifficultand
intrinsically unpopular reformm moving
forward.

Interestingly, the approvalwas
achieved despite the discredit of
governmentleadersinafragmented

Thereformhasamultifaceted
impacttothe Brazilianeconomy:
notonly doesithelp stabilise future
social security expenditures, it

also creates externalities with
incremental positive effects to debt/
GDP leveland stability, such as lower
longterminterestrates, astronger
financial system, lower FX volatility
andrelatively better economic
prospects.

Despite allthe noise around Mr.
Bolsonaro's controversialrhetoric
and his dwindling popularity,
behindthe scenes hiseconomic
teamis gradually making progress.
Privatisations, tradeliberalisation,
taxreformsandreduction ofthe
so called "Custo Brazil" (cost of
doingbusinessin Brazil), are all
long overdue critical structural
reformswhich are nowbackonthe
government'sagenda.

[fimplemented these shouldlead

to greater productivity, renewal of
sustainable growth and give support
toastructurallylowinterestrate
environment, allkey forlong-term
economic development ofthe
Brazilianeconomy.

Exhibit 1: Governmentdebtasa% of GDP

Inaddition, the pensions reform
willnaturallyincrease the number
of Brazilians planning their future
retirements. As financial services
investors, Actisis seeing financial
services businesses providing new
savings and pensions offerings;
openingup newinvestment
opportunities.

Longerterm, the reforms could
allow Brazilto develop asolid base
of domestic savings, which would
eventually helpreduce currency and
financial volatility as Ewen Cameron
Wattwrote inour June 2019 edition
"Saving the Future".

Itisclearly too soonto celebrate
justyetbutthetangible progress
is encouragingina country full of
untapped opportunity. Elsewhere
- from Chile to Mexico, Malaysia
to Koreapensionfundreform
hasled to stronger domestic
financial systems andrelatively
reduced exchangerate volatility.
Latin America’s most populous
economy may continue this
trend...stay tuned.

Thepensionsreformis critical asithas a multifacetedimpact to the Brazilian economy:
notonly doesithelp stabilise future social security expenditures, particularlyinthe long
term, butalso creates externalities withincremental positive effects to Debt / GDP level
and stability, such as potentially lower long terminterestrates, stronger financial system,
lower FXvolatility and relatively better economic growth prospects.

congress andthe pessimism of many
reputable market participantsjusta
fewmonthsago.

Inadditionto the expected savings of

c.R$900bnover 10years, the pension 0
120% 2026
reformsetsthe groundforareturnto .
stability, reducesrisk perceptionand 100.0%
potentially unlocks alonglist of other 100% 2030
desirable reforms, both macro and 2018 108.1%
micro, across Brazilian economy and
society. 80% 2030
82.6%
60%
40%
20%
2006 2010 2014 2018 2022 2026 2030

— Base Case — Pessimistic Scenario
Source: Senate IFI—-Instituto Fiscal Independente
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