RISKS SKEWED
TO THE UPSIDE

THE SOUTH AFRICA DIARIES

The ANC Elective Conference Election is expected to
take place from 16-20th December. Seizing the moment,
we embarked on an investor trip to South Africa to test
our investment thesis by gaining local insight into the
economic impact of the potential outcomes of the ANC
election and the macroeconomic challenges the country

faces.

DIRE FISCAL OUTLOOK

A week before we arrived, South
Africa’s Finance Minister presented
the mid-term budget, which saw the
ZAR weaken 3% to a 10-month low
(R14.10/USD) on account of the dire
fiscal outlook:

* GDP growth estimates were
revised down from 1.3% to 0.7% for
2017,11% in 2018 and 1.5% in 2019;

» Tax revenue shortfall of R209.5bn
over three years vs. R34.8bn
expected, and tax revenue growth
revised down to 6.1% in the current
fiscal year from 10.6%;

* Budget deficit of 4.3% of GDP
in 2017/18 vs. 31% projected in
February;

* Expenditure ceiling breached by
R3.9bn; and

* Gross national debt is forecast
to increase to 61% of GDP by 2022
while c15% of budget revenue
would go towards servicing debt
by 2020/21, up from 8.8% in the
2008/09.

With this depressing reflection of
the government’s inability to incite
investment in the country, it’s hardly
surprising business confidence fell
to a 30 year low in August. This

inability is exemplified further, with
unemployment figures the highest in
14 years at 28%, negative FDI for the
past three years, cash on corporate
balance sheets reported to be 40%
of gross domestic product and
notable South African names opting
for offshore investments.

The fiscal outlook could worsen;
downgrade of South Africa’s local
currency rating to sub-investment
grade by S&P and/or Moody'’s in
the coming weeks will trigger the
removal of South Africa bonds from
the World Government Bond Index,
and consequently increase the
country’s cost of finance.

PREPARING FOR THE
WORST

This sorry state of affairs accurately
depicts the more than 8 years of
mismanagement under President
Jacob Zuma.

Against this backdrop, we attended
13 company meetings and 3 site
visits to understand how businesses
are positioning themselves for the
potential election outcomes. All

of the businesses we met had an
appetite for change however, many
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did not use the macro environment
as an excuse.

The outcome of the ANC election
has a key bearing on whether the
country will address its economic
challenges. To assess the impact

of alternative scenarios, we have
summarised below the potential
outcomes from the ANC leadership
election:

1. Scenario A - Worst Case
Scenario: a clean slate win for
the Zuma faction via his ex-
wife Nkosazana Dlamini-Zuma
and other heavily compromised
associates.

This would maintain the status-
quo and increase the possibility

of further rating downgrades,
dissolution of the tripartite alliance
between the ANC, SACP and
COSATU, and make ANC'’s leading
position in the 2019 General
Election tenuous. For said reasons,
we consider this outcome highly
unlikely.

2. Scenario B - Compromised slate
headed by another Zuma friendly
candidate, designed to keep the
tripartite alliance together, and
protect Zuma'’s influence.

This outcome is likely to see Zuma’s
aides in key ministerial positions
and therefore limit the appetite for
constructive reform. In our opinion
Zuma’s political knack and sizeable
influence makes this scenario the
second most likely outcome.

3. Scenario C - Headed by the

business friendly, current deputy
president Cyril Ramaphosa
alongside a compromised slate.

This will limit his ability to clean out
the cabinet and initiate wholesale
reform, but should however bring a
close to the Zuma presidency. In our
view, this is the most likely outcome
for a range of reasons, including

the tendency for the ANC’s Deputy
President to proceed to the
leadership role. Ramaphosa has also
secured the backing of COSATU and
SACP, and he is relatively unsullied
by the many allegations that have
marred other leading ANC names.

4. Scenario D - Best Case Scenario
with an investor friendly, clean
slate win for Ramaphosa.

This scenario is unlikely due to
the coalition needed to secure a
majority vote in an opaque ANC
delegates system.

LOCAL COMPANIES’
POSITIONING

Many South African companies have
become accustomed to operating
under challenging conditions, and
have prepared for the worst by
focusing on cost efficiencies and
their core propositions. Specifically,
the companies we met fell into three
camps:

1. Companies wedded to South
Africa and/ or SA business
activity:

There is strong potential
for an election outcome
that will kick start recovervy.
Although we favour the optionality
offered by South African equities, we
remain aware of alternative

outcomes.

More cyclical companies in this
bracket, such as City Lodge,

are implementing a disciplined
approach with growth, but are
seeing more opportunities in

South Africa compared to the

rest of Africa. In order to retain
their competitive edge, consumer
product companies such as AVI are
investing in operational efficiency.

These conditions have afforded
well-managed companies with a
unigue proposition, such as KAP
and Capitec, the opportunity to
strengthen and gain market share.
Meanwhile, their less capitalised
competitors continue to struggle
under financial constraints, lacking
efficient operations and technology.

2. The “Playing a Waiting Game”
group:

Companies with a significant
presence outside South Africa,
particularly in more developed
markets, have sought growth
elsewhere and will revisit capex
plans after the election.

Other names who have strong
reputations, such as Bidvest, are
leveraging their balance sheet,
innovative capabilities and extensive
network, to grow in niche, non-
discretionary areas, where they are
positioned to be market leaders
without geographical constraints.

3. The supportive industry and/or
market dynamics group:

Companies like Clicks, Dis-Chem,
ADVTECH and Curro operate in
fragmented or undersupplied
markets with significant growth
potential. While a better
macroeconomic climate will be
positive for these companies, it is
considered secondary. As such,
most of the companies in this
grouping have maintained their
ambitious growth plans.

HIGHLY ADAPTABLE

These findings did not surprise us
in the slightest, as South African
companies are noted for being
flexible, well managed and able
to operate under difficult trading
conditions.

Over the last 8 years, many of the
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companies we have met are best-
in-class in their sector. It is also

of note that other South African
institutions have remained strong
through the years of political
dysfunction. President Zuma is back
in court, this time to face 783 counts
of corruption and fraud charges.
This highlights the strength of the
judiciary, while the central bank has
remained independent.

Two weeks after the mid-term
budget, the ZAR has settled in the
R14.10 - R14.30/USD range. SA
equities have derated, the FTSE/JSE
ALSI has dropped by c15% since
the beginning of 2017 and by over
20% excluding Naspers, which has

a negative rump excluding Tencent
(see Chart 1). YTD foreign investors
have disposed of R88bn of South
African Equities. The worst outcome
appears to have been priced in and,
as illustrated below (see Chart 2),
SA equities are cheap relative to
other EM equities.

ADVANTAGEOUS
OUTCOMES

Given the low base, mere political
change (Scenario B) and closure

of the Zuma chapter will provide
certainty and drive businesses to
deploy their cash locally. While a
Ramaphosa headed slate (Scenario
C and D) will reverse the severe
political drag on sentiment and drive
a rally across all asset classes in the
short term.

To unlock the potential of South
Africa, tangible steps need to be
taken to address the economy’s
fundamental weaknesses, which
include an unsustainable debt
profile, lack of growth and
governance issues. Returning SA to

Chart1

a 3% plus sustainable GDP growth
would be much more likely under
Ramaphosa given his business
background.

The above has reinforced our view
that the South African economy

is at the bottom of the business
cycle. There is strong potential for
an election outcome that could
kick-start recovery. We favour the
optionality offered by South African
equities, but remain aware of other
possible outcomes.

Chart 2

Source: Bloomberg

COULD HISTORY REPEAT
ITSELF?

To conclude, it is our view that the
downside is much smaller than the
upside of a more business friendly
political outcome. This is a scenario
we've witnessed over the past

10 years in Brazil, Argentina and
Indonesia, and “History doesn’t
repeat itself but it often rhymes,” as
Mark Twain is often reputed to have
said.

Source: Alquity, SBG Securities Analysis.
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For more information on the Alquity Africa Fund, please contact:

MIDDLE EAST & ASIA EUROPE & LATIN AMERICA UK
Suresh Mistry Benoit Ribaud Steven Williams
+44 207 5577 867 +44 207 5577 862 +44 207 5577 865
suresh.mistry@alquity.com benoit.ribaud@alquity.com steven.williams@alquity.com
/company/alquity-
W www.alquity.com @Alquity investcrjnent—management— /Alquity
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The information in this document (this “Document”) is for discussion purposes only. This Document does not constitute an offer to sell, or a solicitation of an offer to acquire, an
investment (an “Interest”) in any of the funds discussed herein. This Document is not intended to be, nor should it be construed or used as, investment, tax or legal advice. This
Document does not constitute any recommendation or opinion regarding the appropriateness or suitability of an Interest for any prospective investor.

This material is for distribution to Professional Clients only, as defined under the Financial Conduct Authority’s (“FCA”) conduct of business rules, and should not be relied upon
by any other persons. Issued by Alquity Investment Management Limited, which is authorised and regulated in the United Kingdom by the FCA and operates in the United States
as an “exempt reporting adviser” in reliance on the exemption in Section 203(m) of the United States Investment Advisers Act of 1940

The Alquity Africa Fund, the Alquity Asia Fund, the Alquity Future World Fund, the Alquity Indian Subcontinent Fund and the Alquity Latin American Fund are all sub-funds of
the Alquity SICAV (“the Fund”) which is a UCITS Fund and is a recognised collective investment scheme for the purposes of the Financial Services and Markets Act 2000 of the
United Kingdom (the “FSMA”"). This does not mean the product is suitable for all investors and as the Fund is invested in emerging market equities, investors may not get back the
full amount invested.

This Document is qualified in its entirety by the information contained in the Fund’s prospectus and other operative documents (collectively, the “Offering Documents”). Any
offer or solicitation may be made only by the delivery of the Offering Documents. Before making an investment decision with respect to the Fund, prospective investors are
advised to read the Offering Documents carefully, which contains important information, including a description of the Fund'’s risks, conflicts of interest, investment programme,
fees, expenses, redemption/withdrawal limitations, standard of care and exculpation, etc. Prospective investors should also consult with their tax and financial advisors as well as
legal counsel. This Document does not take into account the particular investment objectives, restrictions, or financial, legal or tax situation of any specific prospective investor,
and an investment in the Fund may not be suitable for many prospective investors.

An investment in the Fund is speculative and involves a high degree of risk. Performance may vary substantially from year to year and even from month to month. Withdrawals/
redemptions and transfers of Interests are restricted. Investors must be prepared to lose their entire investment, and without any ability to redeem or withdraw so as to limit
losses.

References to indices herein are for informational and general comparative purposes only. There will be significant differences between such indices and the investment program
of the Funds. The Fund will not invest in all (or any material portion) of the securities, industries or strategies represented by such indices. Comparisons to indices have inherent
limitations and nothing herein is intended to suggest or otherwise imply that the Fund will, or are likely to, achieve returns, volatility or other results similar to such indices.
Indices are unmanaged and do not reflect the result of management fees, performance-based allocations and other fees and expenses

All Fund performance results presented herein are unaudited and should not be regarded as final until audited financial statements are issued. Past performance is not
necessarily indicative of future results. All performance results are based on the NAV of fee paying investors only and are presented net of management fees, brokerage
commissions, administrative expenses, and accrued performance allocation, if any, and include the reinvestment of all dividends, interest, and capital gains. Net returns shown
herein reflect those of an investor admitted at inception of the Fund, and are representative of a regular [shareholder], net of applicable expenses and reflect reinvestment of
dividends and interest. In the future, the Fund may offer share in the Fund with different fee and expense structures.

The Fund’s investment approach is long-term, investors must expect to be committed to the Fund for an extended period of time (3-5 years) in order for it to have an optimal
chance of achieving its investment objectives.

This Document may not be reproduced in whole or in part, and may not be delivered to any person (other than an authorised recipient’s professional advisors under customary
undertakings of confidentiality) without the prior written consent of the Investment Manager.

SWISS INVESTORS:

The prospectus, the Articles of Association, the Key Investor Information Document “KIIDs” as well as the annual and semi-annual report of the Fund is available only to Qualified
Investors free of charge from the Representative. In respect of the units distributed in Switzerland to Qualified Investors, place of performance and jurisdiction is at the registered
office of the Representative. Funds other than the Luxembourg domiciled Alquity SICAV mentioned in this document may not be admitted for distribution in Switzerland.

Swiss Representative: FIRST INDEPENDENT FUND SERVICES LTD., Klausstrasse 33, 8008 Zurich.
Swiss Paying Agent: Neue Helvetische Bank AG, Seefeldstrasse 215, CH-8008 Zurich.



