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Foreword

The summit between US President Trump and
North Korean leader Kim Jong-un was one of the
most unpredicted events of the quarter and year
so far, and has lowered geopolitical risks.
However, Trump's decision to pull out of the Iran
nuclear deal presents a new geopolitical risk.

Even in the face of these momentous events,
global economic recovery is strengthening
moderately as evidenced by the global
Purchasing Managers Index (PMI), which is
currently at 53 — comfortably above the 50 level
threshold. Global GDP growth is expected to be
3.9% in 2018. Overall, global inflation is picking
up as well and is expected to average 3.7% in
2018. US growth is expected to be 2.7% in 2018,
while inflation is above 2% and has hit its Federal
Reserve target. This means there will be more
rate hikes in 2018. The Euro area continues to
recover, with growth expected to be 2.4% in
2018, supported by monetary policy that
remains relatively loose. The UK economy is
beginning to feel the weight of Brexit, with
growth expected to be 1.5% in 2018. However,
Japanese growth is expected to be 2% in 2018,
perhaps signalling the effectiveness of Japanese
policy-makers' strategy of targeting the yield
curve and keeping both monetary policy and
fiscal policy loose.

The major economic risk is the trade war and
protectionist policies between the US and the
rest of world, especially with China. This trade
war may dampen global growth prospects.

The African region is also experiencing stronger
growth in 2018, with several countries expected
to grow at rates above 6% in 2018, including Cote
d’lvoire, Ethiopia, Ghana, Senegal, Rwanda and
Tanzania. These countries have reasonably
diversified economies and are growing due to an

improved domestic policy environment. Nigeria
— the largest economy in Africa — has now come
out of recession, largely due to the rise in the oil
price and more flexible macroeconomic policies.
With the oil price now above $70 per barrel, and
rising further due to geopolitical tensions over
Iran, this can only add to the impetus of
economic recovery. The Nigerian economy is
expected to grow at 2% in 2018, and inflation is
trending downward.  Equally, the Angolan
economy is in recovery mode due to the effects
of the rising oil price and more flexible exchange
rate policies.

There is an expectation that a few countries —
such as Angola, Nigeria, Kenya, and Ghana,
among others — may issue Eurobonds in 2018,
seeing that the yields from these countries are
still attractive for global investors.

This issue of the Africa Investment Review covers
the macroeconomic outlook for Africa and the
commodity sector outlook. It also summarises
the Africa Investment Index (All), which
highlights the key drivers for investors in the
short to medium term. The latest All, based on
2017 data, places Morocco as the number 1
country, with Kenya, Ethiopia and Cote d’lvoire
all entering the top 10 list.

A potential Black Swan event going forward
would be heightened tension over the Iran
nuclear deal and US sanctions on Iran, which may
drive up oil prices and geopolitical risk in general,
despite the falling risks over the North Korean
crisis. This would have an impact on the African
and global investment climate.

Prof Mthuli Ncube
Group Head of Advisory & Managing Director of
Quantum Global Research Lab AG



1 African Economic Outlook

By Dr Lacina Balma, Quantum Global Research Lab

The outlook for Sub-Saharan Africa continues to
strengthen. Economic growth is projected to
edge up to 3.3%, following a 2.7% recovery in
2017. The
favorable global conditions and policy reforms

recovery in commodity prices,

will continue to drive economic activity.
Economic activity has rebounded in the region’s
largest economies, Nigeria, South Africa and
Angola. Nigeria’s economy expanded by 0.8% in
2017, supported by a higher oil price and healthy
agricultural output. GDP growth for South Africa
moderated to 0.9% in 2017, supported by a
rebound in investment and manufacturing in the
fourth quarter. Angola’s economy rebounded by
1.5% in 2017, spurred by expansions in both the

oil and non-oil sectors, but lower confidence,
high inflation and persistent exchange rate
misalignments are  constraining  activity
somewhat. The fastest-growing economies in
2016, such as Cote d’lvoire, Ghana, Senegal,
Ethiopia and Tanzania, maintained their robust
paces in 2017 —well above 6% — largely driven by
large-scale infrastructure projects and dynamic
which
activity. Economic activities in South Africa,
stifled by

Weak agricultural

private sectors, supported business
Kenya and DRC were, however,

political tensions. sector
activity due to severe drought exacerbated food
shortages in the Horn of Africain 2017, but there

are signs of recovery in 2018.

Figure 1: Growth estimates and forecasts for selected African countries, 2017 and 2018
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The outlook for 2018 is quite upbeat, with the
bulk of the region’s economies likely to see
growth accelerations. The region’s GDP is seen
growing at 3.3% in 2018, strengthening to 3.7%
in 2019. The recovery in commodity prices,

infrastructure projects, and policy support,
coupled with relatively low borrowing costs in
the international capital markets, will drive SSA
growth. Ghana will be the fastest-growing

economy this year, expanding 8.9%, followed by
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Ethiopia (8.5%) and Cote d’Ivoire (7.3%). On the
other hand, growth in the region’s major
economies will be below average. Angola is seen
growing at 1.6%, while the South African and
Nigerian economies will expand at rates of 1.1%
and 2.1%, respectively (IMF, World Economic
Outlook). Among the low-income countries,
Benin, Burkina Faso, Senegal, Sierra Leone and
Tanzania will also grow at robust paces, well
above 6%, propelled by increasing domestic
demand, infrastructure investments and policy
support.

Stabilizing exchange rates and food prices are
helping to reduce the region’s inflation rate of
about 10% in 2017 and provide space for
monetary policy to support domestic demand
and hence economic activity. Price pressures
eased in Ghana, South Africa, Malawi,
Mozambique and Zambia, but remain elevated
in DRC, Angola and Sierra Leone. Inflation has
been historically low in the CFA zone due to the
stable peg to the Euro. We expect a lower
inflation rate for the SSA region due to lower
price forecasts in Cote d’lvoire, Ghana,
Mozambique and Uganda.

Sub-Saharan Africa’s fiscal and current account
deficits have widened following the fall in
commodity prices in 2015/2016. The region’s
twin deficits are projected to narrow in 2018, on
the back of improving commodity prices, and
fiscal and external adjustments. The average
fiscal deficit is projected to narrow to 4.3% of
GDP in 2018, from 4.7% in 2017. For oil and
metal exporters, there is limited room for fiscal
adjustment in the face of pressing development
needs. Many African countries, both resource-
exporters and non-resource exporters with
limited space for fiscal adjustment, are turning to
the IMF for support. With many frontier market
economies having increased risk appetite for

external debt—especially in commercial terms—
debt levels are now rising amid currency and
maturity mismatches, depreciating domestic
currencies and rising US interest rates. The debt
to GDP ratio in the majority of African countries
has now reached worrisome levels. For 2017,
about 53% of SSA African countries had debt
levels above 50%. The region’s debt to GDP ratio
has increased to 45.1% of GDP in 2017 from 30%
of GDP in 2013 (IMF, Regional Economic
Outlook, October 2017). The debt ratio is project
to increase to 45.7% in 2018 and about 62% of
countries will retain debt levels above that
average. Debt levels will be higher among oil
importers (52.8% of GDP) than oil exporters
(35.1% of GDP), especially in Burundi, Cape
Verde, Mozambique, Togo and Zimbabwe.

Current account positions improved in 2017 for
commodity exporters and are poised to improve
further in 2018 with the recovery of commodity
prices. The current account deficit for SSA
narrowed to 3.4% of GDP in 2017, down from
4.2% of GDP in 2016, and is projected to widen
slightly to 3.6% of GDP in 2018, especially in oil
importers. Tanzania, Ethiopia, Kenya,
Mozambique, Sierra Leone and Guinea will have
current account deficits above 10% of GDP,
reflecting large imports of capital goods for
infrastructure and higher costs of fuel imports as
oil prices pick up.

With the exception of the CFA franc used by 14
African countries, which is pegged to the Euro,
most African currencies have depreciated
against the dollar since the beginning of 2015.
Depreciations have not been translated into
higher exports, but rather passed on to higher
domestic prices. Between January and March
2018, a number of currencies have appreciated.
The Mozambiquan Metical gained 14.2%,
making it the most appreciated currency in the
region, followed by the South African Rand



(13.8%) and the CFA franc (12.7%). Among the
currencies that have depreciated were the DRC
Congolese franc, which lost 49.4%, and the Sierra
Leonean Leone (38%). The depreciation of the

Risks to monitor

The outlook for the region is subject to a number
of risks. While low global interest rates and high
returns on investment in the region have opened
a window of opportunity for the region’s frontier
market economies to access international bond
markets, debt levels are building up significantly.
This is due to a tightening of global financing
conditions, which will increase the cost of
financing and debt servicing, thereby delaying
infrastructure projects, especially in countries
where domestic resource mobilization is weak.
53% of SSA African countries ended 2017
with debt levels above 50%, while more than
60% of countries are expected to retain debt
levels above 50% in 2018. The high debt
overhang is likely to drive credit rating
downgrades, and raise the cost of financing
investments, which could derail progress for
the much-needed infrastructure

development in Africa.

Political risks from elections in 2018 in some
countries (Cameroon, DRC, Mali, Mauritius,
Madagascar, Sierra Leone, and South Sudan,
Zimbabwe) and security risks are part of the
headwinds to the region’s outlook. In DRC,
tensions remain elevated following multiple
postponements of presidential elections
since December 2016.

On the external front, rising protectionism is
threatening to trump the positive global
economic picture. The recent imposition of
tariffs by the US on Chinese products could result

Angolan Kwanza continued since the beginning
of the year, following the lifting of the dollar peg
in January 2018. Between January and March,
the Kwanza lost 30% of its value.

in a broad trade war, which could dampen the
global economy and scuttle Africa’s growth
impetus. The US Fed hiked interest rates in
March and June 2018. This could trigger a
sudden correction in asset valuations, given
the already elevated valuations, resulting in
tightening of global financial conditions,
which could further dampen global growth
and confidence. In Africa, this could blight
sovereign access to financing, which has
been an important source for domestic
investment in recent years. China’s economy
continues to rebalance, while the housing
market continues to cool down. An abrupt
slowdown of the Chinese economy sparked
by the possible trade war with the US could
induce volatility in the global markets and
spillovers to African countries through
lower-than-projected commodity prices,
and lower exports, and a decrease in FDI.



2 African Commodities Outlook

By Dr Jeremy Wakeford, Quantum Global Research Lab

The first quarter saw increases in the prices of
most major commaodities, including oil and gas,
precious metals, base metals and agricultural
products. The majority of commodity prices are
expected to firm somewhat in the coming three
quarters, supported by stronger global economic
growth. The US economy is receiving a boost
from the Trump administration’s tax cuts and
fiscal expenditure stimulus, while India's
economy is rebounding following the monetary
and tax changes in the past 18 months. China's
economic rebalancing is proceeding in an orderly
fashion, with demand more robust than some
analysts had predicted.

Nevertheless, the outlook is still clouded by
various factors, most notably the Trump
Administration's protectionist trade policies, and
the risk of a broad trade war. The Purchasing
Manufacturers' Index climbed in the US in
March, but dipped in China and India — which
could indicate a slight shift in the locus of
manufacturing activity following Trump's recent
tariff increases. At this stage the likely path of
monetary policy tightening in the US and
Eurozone does not pose a great risk, but by
gradually pushing up long-term interest rates it
could dampen the cyclical upswing in advanced
economies. The risk of a sharp correction in
China appears muted at this point, especially
after the consolidation of power by President Xi
Jinping. The financial market instability
experienced in January has not persisted, but
could rear its head once again. Geopolitical
tensions on the Korean peninsula have also
abated in the past two months, but Kim Jong-un
is unpredictable, as is Trump.

The African Commodity Index (ACI) provides a
benchmark for the movements in key
commodity prices that are relevant for investors
on the African continent. The overall index (ACI)
is composed of 15 of Africa's top hard and soft
commaodities, selected according to annual value
of production. Because some of the fundamental
drivers differ between energy, mineral and soft
(agricultural) commodities, we disaggregate the
overall index (ACl) into ACI-E, ACI-M and ACI-S
sub-indices. In March, the unweighted ACI
declined by 1.4% on a quarter-on-quarter basis.
The ACI-E gained 5.3%, while the ACI-M edged up
0.6% and the ACI-S declined by 4.3%. Year-on-
year, the ACl inched up 0.2%, the ACI-E climbed
an impressive 30%, the ACI-M gained 3.1% and
the ACI-S fell by 7.7%.

The four indices are also weighted according to
the annual production value of the various
constituent commodities. In  March, the
weighted ACI-W rose by 4% on a quarter-on-
quarter basis. The ACI-EW gained 4.1%, while the
ACI-MW crept up 1.4% and the ACI-S climbed by
9.8%. Year-on-year, the ACI-W increased by
18.1%, the ACI-EW climbed 28.4%, the ACI-MW
gained 8.4% and the ACI-SW shed 4.6%. The ACI-
W is heavily influenced by the price of crude oil,
which carries a 47% weighting in the index in
2018. The chart shows that soft commodities
have been on a gradually declining trend since
mid-2012, while the other two sub-indices have
been rising since reaching a low point in January
2016.

The price of Brent crude oil dipped from $69/b in
January to $65.4/b in February after rising for
seven straight months. Brent picked up again
marginally to $66.4 in March. Thus far, prices



have been relatively stable in 2018, especially
considering the heightened volatility in equity
markets earlier in the year, and an uncertain
policy and geopolitical environment. The
continued gradual decline in global oil stocks has
provided support to oil prices. The geopolitical
risk premium is also still in play, considering
Turkey's military intervention in northern Syria
and the continued tensions between Saudi
Arabia and Iran. Earlier this year, the dollar index
weakened notably, which contributed to the rise
in oil prices. The International Energy Agency
(IEA) has raised its estimate of world oil demand
growth to 1.5 million barrels per day (mb/d) in
2018, while non-OPEC supply is forecast to rise
by a robust 1.8 mb/d, mainly due to increased
shale oil output in the US. Hence, oil inventories
could rise again, leading to a slight easing of
prices. In the absence of shocks, Brent is
expected to trade at around $62/b in 2018.
However, upside potential for oil prices stems
from the risk of further troubles in Venezuela,
where crude output has plunged by half a million
barrels per day owing to the political and
economic strife.

In Q1, natural gas prices rose by 7% in the US,
15% in Europe and 13% in Japan. In 2018, global
LNG production to set to exceed 300 million
tonnes, with the bulk of new supply coming from
Australia and the US. Last year, China accounted
for 40% of the increase in world LNG demand,
becoming the second largest consumer after
Japan. Burgeoning Chinese demand is being
driven by Beijing's push for cleaner energy to
reduce pollution levels in the major cities. As
with so many other commodities, China may
become the world’s ‘swing consumer’ for LNG
and have a major impact on the market in the
coming years.

The prices of all three precious metals rose in the
first quarter. Gold picked up by 4.2%, averaging
$1329/ounce. The price of platinum increased by
6.1% on a quarterly basis, averaging $977/ounce
in Q1. Silver inched up by 0.2%, averaging
$16.7/ounce. Based on economic growth
forecasts, the positive demand trends in the gold
market seen in the past two quarters are likely to
persist in 2018. Any escalation of tensions on the
Korean Peninsula is likely to further boost the
gold price. By contrast, platinum markets were
oversupplied in 2017, with inventories
consequently rising to about a year's worth of
supply. The longer term prospects for platinum
demand is under threat by the transition to
electric vehicles, which don't require the
catalytic converters that currently account for
over 40% of platinum demand.

Base metal prices all increased in Q1 compared
to the Q4 average. The best performer was
nickel, which gained 14.5%, followed by iron ore
with a 13.1% rise. Tin gained 7%, while zinc
edged up by 5.7%. Copper (2%), aluminium
(2.4%) and lead (1.1%) posted more modest
gains. Stronger global growth should continue to
support base metal prices in 2018, although iron
ore is likely to soften on expanding supply.
Longer term trajectories of base metal prices will
be influenced by fundamental technological
changes. Chief among these will be the
combination of the renewable energy and
electric vehicle revolutions, which will boost
demand for metals such as copper, nickel and
aluminium.

Agricultural commodities broadly reversed their
multi-year downward trend in Q1. The prices of
all four major grains rose substantially on the
back of strong demand. Maize gained 10%, rice
and wheat both increased by 8%, and barley
posted the strongest gains, rising 18%. However,
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grain stocks are expected to rise to record levels
in 2018, curbing further price gains. The three
major meat prices all rose modestly in Q1,
boosted by higher feed costs as well as
strengthening demand. Beef edged up by 2%,
mutton increased by 2.9%, and chicken gained
5.4%. There were mixed fortunes amongst
beverages in Q1. Coffee prices continued their
gradual downward drift, as Vietnam boosted
production significantly. Arabica coffee fell by
2.1%, while Robusta shed 4%. A sharp upturn in
the cocoa price (7%) followed problems with
tree diseases in the two major West African
producers. Tea prices plunged by 13% on

expanded supply in Kenya and other producers.
Timber prices saw their largest quarterly gains in
more than a year, supported by demand growth
as the global economy picked up speed. As long
the positive momentum in the global economy
continues, timber prices are likely to continue
their gradual upward trajectory.

In 2018 most agricultural commodity prices are
not expected to increase much, as modest
likely be offset by
productivity gains. As usual, however, extreme

demand growth will

weather events pose a downside risk to supply
for cereals and other crops.

Figue 2: African commodity indicefJnweighted) Figue 3. African commodity indicegWeighted)
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Figure4: Purchasing Managers Index
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3 Africa Investment Index 2018: Where to Invest in Africa?
By Milton Delo and Prof Mthuli Ncube, Quantum Global Research Lab

In 2016, Africa’s FDI inflows fell by 3.4 percent to
USS 59.4 billion, after a considerable fall of 13.7
percent the previous year. FDI inflows have been
registering a downward trend since 2012.
Inflows remain unevenly distributed, with large
economies such as Angola, Egypt, Nigeria,
Morocco, South Africa and Algeria together
accounting for 55.7 percent of total inflows in
2016. However, relatively small economies such

as Ghana, Ethiopia, Mozambique and the
Republic of Congo also feature among the top
FDI recipients in Africa. In absolute numbers, the
largest recipient of FDI in 2016 was Angola,
which does not feature among the top-ranked
All countries. Angola's inflows reached USS 14.4
billion, followed by Egypt (USS 8.1 billion) and
Nigeria (USS 4.5 billion), as shown in Figure 5.

Figure 5: Total FDI Inflow in 2016 (in millions of US$)

2014 (million USD)
18000

16000

14000

12000

10000

8000

6000

4000

2000

n
a
0

i
d

bbbb
_______

rid
ola
n

= @
@ g ® <
® T S 3 . ¢

B

-2000

Alge
An,
Burkina F:
Central African Repul
Congo, Dem. R
Cote d'Ivo
Egypt, Arab R
Equatorial Gui
Gambia,

Source:UNCTAD (updated

Although Africa’s large economies are
reasserting their dominance as FDI destinations,
overall investment attractiveness remains
balanced. The African Investment Index 2018
presents an overview of the investment climate
in Africa by ranking all 54 economies in terms of
medium-term investment appeal from a
balanced set of metrics, which include growth,
liquidity, risk, demographic, business
environment and social capital factors. The All
measures investment attractiveness of all
African countries based on these six broad
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pillars, guiding investors on locating solid
investment opportunities (Table 1).
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Table 1:  Africa Investment Index factors

Pillar Degription
| Growth factor Captures the growth opportunity and potential returns from
investments

Il | Liquidity factor Pertains to the level of the domestic real interest rate and excess
money supply

Il | Risk factor Includes risk of currency depreciation, import cover, current
account balance and debt levels

IV | Demographic Pertains to the size of the population
factor
V | Business Indicates the ease of doing business

environment

VI | Social capital | Accounts for the extent of networks, knowledge and
factor connections in the target countries

Following the inaugural edition in 2017, the present rankings show significant shifts among the leading
investment destinations. The top 10 countries on the Index have been reshuffled, and include three
newcomers — Ethiopia, Kenya and Senegal (Table 2). Most notably, Ethiopia rises to 7t place this year, and
Namibia falls to 30" position. Morocco has seized the top spot, rising from second position on the All
2017. This continued confidence is a result of its relatively large economy, low risk profile, conducive
business environment and the likelihood to easily establish a business relationship. Egypt moves up one
spot to rank 2. The update in perceived investment attractiveness is credited to its economy's size and
liquidity factors —the real interest rate and excess money supply — which could boost investor optimism.
Algeria is the third North African country to be featured in the top ranks, elbowing its way in to settle at
rank 3. An improved business environment and risk profile have served Algeria well, enabling it to pull
ahead of South Africa. North African countries claimed all the top 3 positions, making it the best region to
invest in Africa.

While Botswana was previously the most attractive investment destination in Africa, it has stumbled
mainly due to the sluggish recovery from a negative GDP growth rate registered in 2015. Cote d’lvoire has
displaced South Africa to rank number 5. Its strong and sustained economic growth remains appealing to
investors. South Africa slips from its rank 4 spot last year to 6. South Africa’s mediocre performance is
attributed to poor growth, the depreciation of the rand and deteriorating current account. Ethiopia lands
inthe top 10 this year by jumping 14 places. Part of this perceived attractiveness is driven by strong growth
performance, domestic investment, market size and liquidity. Zambia is holding firm in the top 10, despite
having dropped three places to rank 8. Kenya's accession to the top 10 owes to its economy and market
size potential, while Senegal's strong growth potential and reduced exchange rate risk helped it to edge
out Burkina Faso.

12



Table 2: Africa Investment Index Top 10 Counties.

All 2018 country ranking —top 10

Morocco
Egypt
Algeria
Botswana
Cote d’lvoire
South Africa
Ethiopia
Zambia
Kenya

0. Senegal
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4 AE50: Capturing Value for Investors in African Equities
By Dr Fernando Barbi and Prof Mthuli Ncube, Quantum Global Research Lab

Africa’s equity markets are frontier markets with
unique opportunities and challenges. While
African equity markets offer exceptional growth
potential, on the back of strong economic
growth, some markets raise concerns in terms of
asset liquidity and a lack of sectoral
diversification. Some of the most liquid equity
markets (apart from South Africa) include Egypt,
Nigeria, Kenya, Morocco and Mauritius, among
others.

Figure6: Countryexposurein the AE50

D

African equity markets provide both good
performance and risk diversification for global
institutional investors. This can be gleaned from
the Africa Top 50 Equity Index (AE50), which
focuses on the 50 biggest Sub-Saharan African
companies (excluding South Africa) by market
capitalization. The country with the largest
exposure is Morocco, followed by Nigeria,
Kenya, Egypt, and finally, Mauritius (see Figure
6).

= Morocco 43%

= Nigeria 24%
Kenya 15%

= Egypt 14%

= Mauritius 3%
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South Africa was excluded, as the market is so
big compared to the rest of Africa's stock
markets. All the companies included in the AE50
are traded in local exchanges in Sub-Saharan
Africa. This aligns international investors closer
to the preferences of domestic investors, who
know better and put their skin in the game

Figure7: Sectoral composition in the AE50 index

Telecom and Finance are two sectors that
present huge potential in the region, given the
recent trends in income and population growth.
Demand for financial and communication
services benefit from the compound growth of
income and population, improving economic
growth prospects as more people have access to
financial products, such as credit and insurance,
and to better information, through internet
news services and social media.

o Eastern Tobacco (Egypt)

m Utilities 2%

The top 50 companies in the AE50 index are
distributed across seven sectors: Financial,
Communications, Industrial Products, Consumer
Products, Utilities and Basic Materials (see
Figure 7).

= Financial 37%
= Communications 23%
= Industrial 21%

Consumer 14%

® Basic Materials 2%

Specifically, the largest 10 companies in the AE50
index include:

o Maroc Telecom (Morocco)

o Safaricom (Kenya)

o Dangote Cement (Nigeria)

o Attijariwafa Bank (Morocco)

o Banque Centrale Populaire (Morocco)
o Commercial International Bank (Egypt)
o Lafargeholcim Maroc Sa (Morocco)

o Banque Marocaine (Morocco)

o Guaranty Trust Bank (Nigeria)

Moroccan companies dominate the top 10 companies list by market capitalization.

1 Coval, J. D. and Moskowitz, T. J. (1999), Home Bias
at Home: Local Equity Preference in Domestic

Portfolios. The Journal of Finance, 54.
https://doi.org/10.1111/0022-1082.00181
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In Figure 8, we compare the AE50 index with the
S&P500 index for the period January 2008-
December 2017. The AE50 index performance
has been impressive for 6 years, between 2008
and 2014, staying systematically above S&P 500.
Over the ten-year period the AE50 has returned
100% cumulatively, compared to about 125% for

Figure8: Performance oAE50 and SB500
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The choice of an index for benchmarking
purposes in Africa should avoid country and/or
sector concentration risks. The economic
literature? related to African Equity Indexes has
shown that most existing ones tend to be biased
either in sector representation and/or liquidity
issues. For passive investors this may be a
concern, because if the market portfolio is not
well diversified, investors are implicitly holding
with

investment funds choose the market index to

portfolios unhedged risks. Passive

follow and they usually prefer capped indicators.

2 Daniel Broby and Jennifer Passmoor, "Choosing an
Appropriate African Equity Index." The Journal of
Index Investing Spring 2012, 2 (4) 34-41; DOI:
https://doi.org/10.3905/jii.2012.2.4.034

V' V'
SRS

the S&P500 (excluding dividend reinvestment).
The Sharpe ratio (a risk measure) is about 3.7 for
the AE50 and 2.7 for the S&P500 in the same
period. Therefore, over the last 10 years, the
African equities in the AE50 have delivered
higher risk-adjusted returns than the S&P500.

2 o A
N N &

S D S
S

S&P 500

A capped index® typically limits exposure to a
specific share, sector and country, and is
therefore an efficient way to restrict large
single shares and

weights to improve

diversification.

Investors in Africa who are interested in both
reduced risk and incremental returns can utilize
multifactor smart betastrategies, which are a
good option to balance return and minimum
volatility strategies. Smart Beta funds use rules-
based

indexes but outperform traditional

3 Some funds follow the 5/10/40 rule: no single stock
can make up more than 10% of the index and the
sum of all stocks larger than 5% can’t represent
more than 40% of a fund.
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benchmarks by targeting exposure to one or
more macro and microeconomic factors, as
discussed below.

A good opportunity to invest in Africa is offered
through ETFs (Exchange-Traded Funds), an
investment that has characteristics of both
open-ended mutual funds and shares. ETFs’
intraday liquidity grants investors and traders
significant flexibility by comparison with the
fixed dealing window of a mutual fund. At the
same time, ETFs have a secondary market price
that is close to the fund’s net asset value.

The rise of smart beta ETFs further blurs the
distinction between passive and active fund
management because rather than simply
tracking traditional market value-weighted
indices, smart beta ETFs implement factor-
weighting index strategies that be considered
active in nature®.

In African markets both macroeconomic and
microeconomic factors are important when
considering investments.  The factors are
sources of growth and volatility in returns within
and across asset classes. Macroeconomic factors

capture broad risks that exist across asset

4 Blackrock (2017): "Index investing supports vibrant
capital markets", Viewpoints.

classes, such as economic growth, real interest
and exchange rates, inflation, credit to the
private sector, market liquidity and fiscal
indicators (e.g. debt-to-GDP ratio): these factors
explain most of the variation across many asset
classes. Microeconomic factors, known as "style
factors", help explain excess returns within asset
classes, in a specific sector or company. Some
examples of style factors are momentum (prices
going up or down recently), growth, value (P/E),
size (market capitalization), leverage, liquidity,
volatility and dividend volatility.

Smart beta provides investors with a mix
between active and passive investing: delivering
performance at a substantially reduced cost as
trading is executed through ETFs that are cost
effective and tax efficient ways to gain exposure
to factors. In this context where trading follows
index patterns, it is critical to have benchmark
indexes closely aligned with investment targets.
In Africa, investors with particular investment
strategies can tailor benchmark indexes to their
needs by adjusting parameters such as the
regional location (currency risks and
demographic potential), size, liquidity, turnover,
currency, and many other criteria.

16



5 Copper Mining in Africa

By Dr Jeremy Wakeford, Quantum Global Research Lab

Copper has played a significant role in human
society since the dawn of civilisation, first being
used for ornaments and coins, and subsequently
fashioned into tools. Later, the discovery that
bronze could be formed as an alloy of copper and
tin ushered in the Bronze Age circa 3,000 B.C.
Copper has several useful properties: it is
malleable and ductile, it conducts electricity and
heat efficiently, and it is resistant to corrosion
and has antimicrobial properties. Consequently,
the metal has a wide variety of applications in
construction (such as wiring and plumbing),
electronic products, electricity generation and
transmission, telecommunication networks,
industrial machinery, motors, transportation
vehicles and semiconductors. Copper also
combines well with other metals to form useful
alloys such as brass (with zinc), bronze (with tin)

Global copper market overview

An assessment of global copper deposits by the
United States Geological Survey (USGS) in 2014
estimated that identified resources (i.e.,
geologically identified resources that could be
extracted with current technologies) contained
approximately 2.1 billion tons of copper.
Reserves, which depend on prevailing economic

and copper-nickel alloy. These qualities help to
explain why copper is today one of the world’s
most important and widely traded base metal
commodities.

As more countries industrialise, demand for
copper is expected to continue growing. Africa's
copper belt is one of the most important global
locations of copper deposits, and its resources
are relatively underutilised compared to many
other copper producing regions of the world. As
such, copper mining in Africa presents attractive
opportunities for investors. This article briefly
surveys the main trends in the global copper
market, provides a snapshot of copper mining on
the African continent, and offers an outlook for
copper price developments over the coming year
based on judgemental and model forecasts.

conditions, including prices, as well as
technologies available to extract copper, were
estimated at 794 million tonnes (mt) in 2017,
representing 40 years of supply at current rates
of production. Chile is the top reserve holder,
with an estimated 170 mt, followed by Australia
(88 mt) and Peru (81 mt) (see Table 3).
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Table3y 2 2N RQa f SIRAYy3I YAYSR O2LIISNI LINE RdzOSNE
Country Production | Reserves
(kilotonnes) | (mt)
Chile 5550 170
Peru 2350 81
China 1900 27
United States 1430 45
Australia 948 88
D.R. Congo 846 20
Zambia 763 20
Mexico 752 46
Indonesia 727 26
Canada 708 11
Other Countries 4160 260
World 20134 794

Source: USeological Survey, Mineral Commodity Summaries, January 2018

The United States was the world’s foremost
copper producer until 2000, when Chile took
over the top spot on the rankings. The USGS
estimates that Chile accounted for 27% of
copper output in 2017, followed by Peru (12%),
China (9%) and the US (7%). The top 10
producers account for over three-quarters of
global supply. Global copper mine output has
grown at an average annual rate of 3.2% since
1900. Copper can be readily recycled because
the metal and its alloys can be melted down
without loss of their physical or chemical
properties. Since 2011, secondary (recycled)
copper has comprised around 17-18% of total
refined copper production (ICSG, 2017).

Copper consumption has grown steadily over the
past century, rising from under 500,000 tonnes
in 1900 to 23.5 mt in 2016 — representing a

compound annual growth rate of 3.4% per
annum (Figure 9). Between 1980 and 2008,
consumption of copper declined slightly in the
advanced economies, but grew strongly in many
emerging economies. The years 1994-2000 and
2010 to 2014 witnessed particularly spectacular
growth in copper usage, mainly thanks to
burgeoning demand in China and other East
Asian economies. China surpassed the United
States as the top consumer of refined copper in
2002 (USGS, 2018), and since then has come to
dominate the global market, consuming about
50% of global refined copper in 2016. Asia
accounts for over two-thirds (69%) of world
refined copper usage, Europe for 18% and North
America, 10%.
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Figure 9 Copper production and usage, 19@016
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Copper prices have fluctuated markedly over
time, especially since the early 2000s (see Figure
10). There are three main driving forces
underlying price trends: (1) supply side factors
(such as mine production, recycling rates,
refinery capacity and utilisation, and refined
copper stocks); (2) demand side factors (e.g.
rates of economic growth and industrial
production in the world at large and especially in
key consuming countries such as China); and (3)
speculative trading by commodity traders and
asset managers.

Historically, the trend in the nominal copper
price can be split into two eras, before and after
2003. Up until that year, there was a very gradual
upward trend in nominal prices, but beginning in
2003, there was a rapid acceleration in the
nominal price. The abrupt change coincided with
the entry of China into the global market as a net
copper importer, and the Asian country’s

double-digit rates of economic growth during
the ensuing years, which ran up against supply
constraints. The dramatic copper price rise was
also fuelled by a speculative commodity bubble,
which swept up most commodities in 2007-
2008. This was followed by a sudden and
spectacular price collapse in late 2008, as a result
of the collapse in asset prices and world demand
in the wake of the Global Financial Crisis.
Subsequently, the copper price rebounded
swiftly and peaked in February 2011, driven
partly by the cyclical recovery in economies and
asset markets following unprecedented and
coordinated  intervention by  monetary
authorities in the major economies, and also by
China's infrastructure-intensive fiscal stimulus
package. For the next few years, the price of
copper gradually receded as the Chinese
economy's rate of growth decelerated, until
commodity prices began recovering again from
2016.
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Figure 10Historical copper prices
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Copper mining in Africa

Africa had 11 copper producing countries as of
2016. The top two producers are the Democratic
Republic of Congo (DRC) and Zambia, each of
which contributes about 4% of global primary
copper supply. Together, these countries
account for 87% of Africa's copper mine
production. Each country has estimated reserves
of 20 million tonnes (mt), which would sustain

Table 4 Copper production in Africa, 2016

Country 2016° (mt) Share (%)
D.R. Congo 930 47.4
Zambia 780 39.7
South Africa 84 4.3
Mauritania 45 2.3
Eritrea 43 2.2
Morocco 20 1.0
Tanzania 19 1.0
Namibia 17 0.9
Botswana 11 0.6
Zimbabwe 8 0.4
Uganda 6 0.3
Total 1963 100

2016 their levels of production for 24 years in the
DRC and 26 years in Zambia. These countries
have received substantial investments from
global mining giants like Glencore, Barrick Gold
Corp, First Quantum Minerals and Vedanta
Resources. Zambia's Ministry of Mines expects
the country's copper output to top 1 million
tonnes in 2018.

Source: US Geological Suniinerals Yearbook Volume Ill, 2014 (estimates)
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Nevertheless, investors in Africa's copper mining
sector face several risks and constraints. Chief
amongst these is the growing trend towards
resource nationalism, which includes tighter tax
and royalty regimes as governments try to cash
in on their countries' mineral endowments and
rising commodity prices. For example, in March

Outlook for copper prices

The major market trends are bullish for copper
prices. Demand looks set to grow robustly on the
back of industrialisation in developing countries.
Furthermore, the dual transitions from fossil
fuels to renewable electricity and from internal
combustion engine vehicles to electric vehicles
are fuelling growing demand for copper wiring
and other electronic applications. On the supply
side, copper mine output will likely be
constrained over the next few years. For one
thing, many of the biggest existing mines face
declining ore grades. Secondly, several years of
low copper prices from 2014 resulted in low
levels of investment in new production capacity.
The only major new mining project set to come
on stream in the next few years is First
Quantum’s Cobre Panama mine. Primary
production of copper contracted by over 2% in
2017, the first substantial decline in more than
15 years, and possibly an indicator of continued
constraints. Therefore, our judgemental forecast
is that copper prices will continue to firm in the
remainder of 2018 and into 2019. The major
downside risk to copper prices is posed by the US
government's increasingly protectionist trade

2018 DRC President Joseph Kabila signed into
law a new mining code that raises taxes and
royalties due by mining companies. Other
constraints on new mines include skill
constraints and  stricter  environmental
regulations in many countries, which can delay
the start-up of new projects.

policies, and the growing threat of a broader
trade war and economic slowdown as other
countries react to the Trump Administration's
imposition of new tariffs on a range of goods.

To complement our judgemental forecast, we
developed three econometric models that
forecast copper prices. The first is a univariate
model that relies solely on historical copper price
data (technically, this is a first-order
autoregressive model in first differences, i.e. an
ARIMA(1,1,0) model). The second is a vector
error-correction model (VECM) incorporating 3-
month copper futures prices along with spot
prices. The third is a vector autoregressive (VAR)
model, which includes the price of crude oil, the
US dollar index and the Chilean peso to US dollar
exchange rate, along with spot copper prices.
The figure below shows a comparison of
forecasts based on these three different models,
for the period January to December 2018.
Clearly, all three forecasts are consistent with
our judgemental forecast of a gradual upward
trend in copper prices for the remainder of 2018.
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Figure 11 Copper price forecasts for 2018
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Conclusion

With demand set to continue growing strongly
and supply in other parts of the world facing
constraints such as declining ore grades, the
prospects for copper investments in Africa look
favourable. In the absence of global economic

or financial shocks, copper prices are likely to
continue their recent upward trend for the next
few years, delivering solid returns to investors
in both mine production and refined copper.
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6 Does Foreign Direct Investment Drive Export Competitiveness in

Africa?

By Dr Seedwell Hove, Quantum Global Research Lab and Gladys Gamariel, Botswana International

University of Science and Technology

Foreign direct investment (FDI) into Africa has
surged in recent years. According to UNCTAD,
FDI into SSA increased from USS5 billion in 1995
to USS48 billion in 2015, reflecting the significant
increase of South-South FDI flows, especially
with the emergence of China and India in the
global trade and investment arena. At the same
time, international trade has increased notably
with the rise in globalisation in recent years. As
such, African countries have been exposed to the
pressures of international trade competition.
This raises the question of whether FDI could
play a role in enhancing export competitiveness
in Africa. The recent literature on trade has
highlighted the importance of the composition
and structure of exports in driving economic
growth, by emphasizing that “what you export
matters”. The literature shows that countries
that produce higher productivity goods and
export sophisticated or “high-tech” goods are
more competitive in international markets and
they grow faster. At the same time, some studies
on FDI suggest that FDI can play a role in driving
productivity and competitiveness of exports by
facilitating technological transfers, promoting
innovation, facilitating human capital
development, increasing productivity and
efficiency, augmenting domestic productivity,
and improving access to new markets.

We investigate the role of FDI in driving export
competitiveness in Sub-Saharan African (SSA).
We also explore the channels through which FDI
can influence export competitiveness and assess
the possible threshold effects, which could
reflect non-linear effects. The analysis covers 44
countries over the period 1995 to 2015. The
study employs the Systems Generalized Method

of Moments (S-GMM) technique, which
accounts for potential endogeneity that may
arise because of the potential dual linkages
between FDI and export competitiveness. It uses
EXPY, an index of export sophistication proposed
by Hausmann et al. (2007), as the measure of
export competitiveness. The index captures a
country’s export structure and competitiveness
as portrayed by the productivity level associated
with the country’s exports. The study controls
for technological progress, productivity, human
capital development, factor productivity costs,
export demand, macroeconomic environment
and institutions.

FDI and export competitiveness in SSA

South Africa and Nigeria have dominated FDI
inflows into SSA, accounting for about 50% of
total SSA FDI between 1980 and 2014. The
regional share of the top ten FDI recipients
averaged 82% between 1991 and 2010, and 73%
for the period 2011-2014. FDI flows accelerated
most from 2001 through to 2014, from USS$15
billion to USS$43 billion (Figure 12). This reflects
rising commodity prices and China’s growing
demand for commodities, which necessitated
significant investments, especially in African
resource sectors. Indeed, a large share of FDI to
SSA was received in resource rich countries like
Nigeria, South Africa, Angola, Sudan, and Congo
Republic, suggesting that most FDI is resource
seeking.

Sub-Saharan exports have also increased
considerably over the years, from USS11 billion
in 1970 to USS344 billion in 2010, moderating to
US$285 billion in 2015 following the decline in
commodity prices. The strongest growth of
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exports (17.4%) occurred between 2001 and
2010, and is attributed to the commodity super
cycle. However, the share of SSA's merchandise
exports in the world have been decreasing
steadily, from 3.6% in 1970 to 2% in 2009 as
shares of exports in world exports from Asia —
especially China and India — surged. By 2015, SSA
accounted for the smallest share of world
exports compared to other regions: 1.7%,
reflecting the dominance of primary

commodities in total exports, which were
affected by a slump in commodity prices.
Progress in moving to manufactured exports has
been slow in SSA, as they accounted for about
4% of the region's total exports in 1980, and only
increased to 15% by 1990 and 19% by 2015.
Interestingly, SSA’s largest market for
manufactured goods is Africa, reflecting
gradually deepening intra-regional trade.

Figure 12 FDI Inflows to SSA (US$ billion) and as a Percentage of Total Exports20290
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Export competitiveness is the ability of a country
to produce and sell goods in qualities required by
foreign buyers, and at prices equal to or better
than those of other potential suppliers. From a
globalisation perspective, it can be considered as
the ability of countries to successfully integrate
into the global economy. Based on EXPY
indicators of export sophistication or export
competitiveness, there has been a moderate
increase in competitiveness of exports between
1980 and 2015. Figure 2 shows that export
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competitiveness has improved, despite the
fluctuations in FDI. In general, there is a positive
correlation  between FDI and export
competitiveness, suggesting that FDI could play
an important role in driving export
competitiveness. At a country level, Angola,
Nigeria, and Kenya displayed higher EXPYndices
above 2015 points, reflecting their capital
intensity and embodiment of technology
content and higher per capita incomes.
However, Mauritania, Central Africa Republic,
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and Mozambique showed lower average values progress, but negatively correlated with unit
of EXPYhighlighting the low technology content labour costs.

of their main exports, which are mainly primary

commodities. SSA data also shows that export

sophistication is positively correlated with GDP

growth, human capital, and technological

Figurel3: Export competitiveness (EXPY) and FDI Inflows in SSA {20B%)
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Findings

The study finds that FDI has a positive influence
on export competitiveness in SSA. Human
capital, export demand, the macroeconomic
environment and institutional quality also
matter and drive export competitiveness. Higher
unit labour costs and curtailed foreign market
access reduce export competitiveness. Human
capital enhances the transfer of knowledge and
technical skills to the host economy, thereby
improving the productivity and competitiveness
of exports.

Export demand drives export competitiveness
through increased competition to meet demand
for goods and services in international markets.
A stable macroeconomic environment reduces
the costs of doing business, while good
institutions guarantee better protection of
property rights, and provide regulation and
administration that is more efficient, which
enhances export competitiveness. However, the
role of market access in driving export
competitiveness in SSA seems to be limited. The
study also finds that the key channels of
transmission from FDI to export competitiveness
are: human capital development, technological
spillovers in the form of backward linkages, and
enhancement of domestic productivity. Human
capital is an important channel, which reinforces
FDI in enhancing export competitiveness
through learning, demonstration effects, and
technical and managerial skills transfers.
Technology possibly spills over to the domestic
economy through importation of capital goods
and is likely to be more effective when there are
strong linkages between domestic and foreign
firms. FDI also seems to affect export
competitiveness by enhancing domestic supplier
productivity.

The study confirms the presence of threshold
effects, suggesting that the relationship between
FDI and export competitiveness could be non-
linear. This could imply that FDI positively affects
export competitiveness, up to a certain
threshold, beyond which the impact begins to
wane. This could possibly reflect the effects of
increased competition, where foreign firms
entering the export sector increase competition
and take some market share away from local
companies, forcing them to spread fixed costs
over a smaller production scale, hence
negatively affecting their productivity and
competitiveness at some stage. Crowding out of
local producers by foreign firms, potential Dutch
disease effects and weak linkages are other
possible reasons for the non-linear relationships.
The results are robust to a number of sensitivity
tests including using alternative estimation
methods and alternative measures of
competitiveness.

Attracting FDI brings benefits to the host
economy in terms of higher investment, new
technologies, as well as innovation, which
enhances productivity and competitiveness. The
findings from this study suggest that policies that
boost FDI into SSA will also enhance
competitiveness of their exports. Thus, SSA
countries need to improve their business and
macroeconomic environments to attract FDI,
and by so doing, they enhance the
competitiveness of their exports. Policy reforms
aimed at boosting export competitiveness
should focus on building human capital and
strengthening economic linkages to benefit from
FDI, catalyze technological transfers, and
enhance productivity and competitiveness.
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Key Data on Africa

Figurel4: Inflation rates of selected African countries (%)
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Figure 15 Government Debt for selected African countries (% of GDP), 2017 and 2018
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Figurel6: Changes of selected African currencies against the US$ (JaiMargh 2018)
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Figure I: Africanstock markets(USDBbased, index 100=Jan 2017)
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Figurel8: Crude oil prices
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Tableb: Selected macroeconomic Indicators for S&aharan Africa

2012 2013 2014 2015 2016 2017 2018
Real GDP Growth (%) 4.1 4.1 4.6 3.4 1.4 2.7 3.3
Real Per Capita GDP growth 1.8 2.8 2.6 1 -1.0 0.3 1
(%)
Inflation (%, yoy ave.) 9.4 6.6 6.3 7.0 11.3 10 9.0
Fiscal Balance (% of GDP) -1.8 -3.1 -3.5 -4.3 -4.7 -4.7 -4.3
Total Public Debt (% of GDP) 28 29 31.6 37.4 43.2 45.1 45.7
Current Account Balance -1.9 -2.4 -3.9 -6.1 -6.1 -4.2 -3.6
Net FDI (% of GDP) 2.0 1.3 1.6 1.9 2.6 2.6 2.7
Total Investment (% of GDP)  20.3 20.3 21.2 20.4 18.9 19.0 19.5
Reserves (months of imports) 5.3 5.0 5.6 5.4 5.1 4.8 4.7
Broad Money Supply growth 16.8 7.8 15.5 10.9 11.3 12.5 14.2
(%)
Private Sector Credit (% of 28.0 27.7 28.0 28.7 28.5 - -

GDP)

Sources: IMF, World Bank
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Figue 19 Bond spreads of selected African countries
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Table6: Credit ratings of selected African countries
S&P Moody's Fitch
Country Rating Outlook Rating Outlook Rating Outlook
Angola B- Stable B2 Stable B Neg
Congo CCC+ Stable CAA2 Neg Ccc NR
Dem.Rep. Congo CCC+ Stable B3 Neg B+ NR
Ethiopia B Stable B1 Stable B Stable
Gabon B Stable B3 Neg B Neg
Ghana B- Pos B3 Stable B Stable
Ivory Coast B NR BA3 Stable B+ Stable
Kenya B+ Stable B2 NR B+ Neg
Mozambique SD NR CAA3 Neg RD NR
Namibia NR NR BA1 Neg BB+ Stable
Nigeria B Stable B2 Stable B+ Neg
Rwanda B Stable B2 Stable B+ Stable
Senegal B+ Stable BA3 Stable NR NR
South Africa BB Stable BAA3 NR BB+ Stable
Zambia B Stable B3 Stable B Neg

Source: Bloomberg
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