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Outlook: Why Active Beats Benchmarks in Frontier Investing-- and Cuts the Risks

“The benchmark of quality I go for is pretty high.” Jimmy Page

The meaning of “Frontier”. The key characteristics of Frontier markets require an active
portfolio manager, and for Kyklos, that means that we do not benchmark or choose stocks
according to an index. For us, actual Frontier countries are sometimes misclassified by index
providers as Emerging. Frontier economies tend to be at an early stage of development, feature
lower income levels than Developed countries, and have significant opportunities for expanding
infrastructure, education, healthcare, financial inclusion, and funding development. Most
Frontier countries offer better trends in demographic and consumption growth, and often
improving political governance. Most are subject to significant currency risks. Stocks listed on
Frontier stock exchanges often trade at lower levels of liquidity than bigger Emerging-market-
listed stocks, and the requirements to open trading accounts and settle trades are often far
more complex. As a result, we see very little ownership by foreign index-benchmarked funds in
our companies, making our trades far less “crowded,” which we see as lowering risks from
future foreign selling. Less competition to buy also creates better pricing-- our portfolio’s
trailing PE ratio is 11.8, over 60% lower than the MSCI World Index (MXWOQO) and over 30%
below the MSCI Emerging Markets Index (MXEF).

The absence of passive investors in our Frontier investment universe is easy to verify. For
example, investing in the #1-weighted Emerging index stock, Taiwan Semiconductor
Manufacturing Co. (TSM), is straightforward for any fund. Its shares trade in USD on the New
York Stock Exchange as well as in Taiwan. Compare that with Pakistan’s top index stock, Lucky
Cement Co, buying which requires a foreign investor to open an account in Pakistan, provide
detailed information on the fund management firm, hire a local accountant, and fund its trading
in the local currency, while Pakistan’s economy ticks all the boxes for a Frontier profile. While
both stocks are in MSCl’'s Emerging Markets Index, the lists of their foreign shareholders is very
different. The biggest passive fund manager, BlackRock, is TSM’s #2 shareholder, with a 5%
stake, which is over 8 times its stake in Lucky Cement, in which it only ranks as the #15 holder.
In Frontier-classified or un-classified countries, passive investors are practically absent. Even the
top-weighted company in a popular Frontier-classified market, such as Vingroup in Vietnam,
sports only a 0.06% BlackRock stake.
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The Payoff. What’s the long-term payoff of active investment in Frontier markets, to a typical
investor? The answer is lower risk, because of low correlation with the Developed-market
investments in their portfolio. A fund with perfect correlation to Developed markets (level of
1.0, in the graph below) would offer the exact same return to a Developed investor, and
therefore no reason to diversify into the fund. On the other hand, if there is no correlation with
Developed (0.0 below), diversification into the new fund would significantly offset downside
risks to the investor. By not benchmarking to any index, an active manager such as Kyklos,
should offer a lower correlation to the Developed markets than the MSCI Frontier Markets Index
or the MSCI Emerging Markets Index that passive investors can own via ETF funds—and on
average, it does (below). Our average 90-day correlation to the Developed benchmark, the
MSCI World Index (MXWO), is close to 0.50 (ie 50%), versus 0.58 for the MSCI Frontier Markets
Index, and a whopping 0.72 for the MSCI Emerging Markets Index. For reducing risk, Kyklos
offers the best bang for buck to an investor with a Developed markets portfolio.

Kyklos: Lowest Correlation = Biggest Risk Reduction
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IMPORTANT DISCLOSURE INFORMATION

This information is intended solely for the addressee, for informational purposes only, is confidential, is not intended
for public use or distribution, and may not be reproduced or distributed without the express written consent of Kyklos
Capital LLC (“Kyklos Capital”) or Charles Gushee.

In addition, the positions discussed in this letter are being provided only for illustrative purposes in order to provide
examples of the idea generation, research, and investment process of Charles Gushee. The issuers discussed in this
letter do not represent all of the positions selected by Charles Gushee in the Fund. No representation is made as to
whether or if the investment ideas represented in the positions discussed in this letter have been or will be profitable.
It should not be assumed that Kyklos Capital will be able to identify similar investment opportunities in the future or
that any such opportunities will be profitable. The information in this letter is current only as of the date indicated,
and may be superseded by subsequent market events or for other reasons. Statements concerning financial market
trends are based on current market conditions, which will fluctuate.

This information does not constitute an offering of any security, product, service or fund, including interests in the
Fund. An offer or solicitation of an investment in the Fund will only be made pursuant to a confidential private
offering memorandum (the “Private Offering Memorandum”) and other documents of the Fund (the “Fund
Documents”) in jurisdictions where permitted by law, and only the information in the Fund Documents should be
relied upon when making a decision to invest.

The purchase of interests in the Fund is speculative and suitable only for sophisticated investors for whom an
investment in the Fund does not constitute a complete investment program and who fully understand and are willing
to assume the risks involved in the Fund’s investment program. The Fund will employ certain trading techniques, such
as short selling and the use of leverage, which may increase the risk of investment loss. As a result, the Fund’s
performance may be volatile, and an investor could lose all or a substantial amount of his or her investment. Further,
the Fund has substantial limitations on an investor’s ability to redeem or transfer its interests, and there is no
secondary market for interests in the Fund and none is expected to develop. All of these risks, and other important
risks, are described in detail in the Fund’s Private Offering Memorandum. Prospective investors are strongly urged to
review the Private Offering Memorandum carefully and consult with their own financial, legal and tax advisors before
investing.

This information is not for distribution in isolation and must be viewed in conjunction with the Fund Documents as it
is not intended to be a complete description of the risks of an investment in the Fund or its investment strategies. To
the extent there is any inconsistency between this information and any of the Fund Documents, the Fund Documents
govern in all respects. Although the information contained herein is believed to be accurate as of the letter date,
Kyklos Capital and Charles Gushee do not make any warranty regarding its accuracy or completeness, and will not
accept responsibility for any errors in the information, and undertake no obligation to update any information set
forth herein. Any projections, market outlooks, or estimates in this document are forward-looking statements based
upon certain assumptions, and should not be construed to be indicative of the actual events that will occur. Any
information regarding portfolio composition or investment restrictions are intended as examples or guidelines which
may be modified or changed by Kyklos Capital at its discretion and without notice to you. Further, as noted in the
document, all positions discussed are positions that were held in the Account, which is intended to serve as the
development account for the Fund, and such positions do not necessarily represent the positions that will be held by
the Fund.
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