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Happy New Year and welcome to the 21st edition of Perspectives.
While 2017 was the year of the “Goldilocks economy”, 2018 has turned to be the year of trade conflicts,
interest rate concerns and the rise of market volatility. As global equity markets peaked in January and
went through a brutal cyclical bear market in the last quarter, the calendar effect is disastrous as 93% of
the asset classes ended the year into negative territory. For most investors, 2018 was the worst year since
the great financial crisis.
Our flagship fund “Al Mal MENA Equity Fund” ended the year in positive territory (+2.6%) and is up more
than 20% over the last two years, more than any other asset class. This demonstrates that an unconstrained
strategy focusing on alpha opportunities instead of the direction of the market can generate strong returns
even in difficult global market conditions.
This publication is divided in two sections: in the first part, we focus on international markets by reviewing
the market action in 2018, the year when (almost) nothing worked. We then share our global investment
convictions for 2019.
In the second part, we look at our regional markets. To the surprise of many, Middle East equity was by far
the best performing region in 2018. We believe there are still some secular and cyclical reasons to be
positive on MENA. We also share our optimism on Dubai; while the local stock market is down -54% since
2014 peak, the Emirate remains a success story like no other and is now trading at deep value. We believe
it is time to be contrarian as some catalysts should soon be unlocking value.
We hope you will enjoy this issue.

Disclaimer. This document is provided to you by Al Mal Capital PSC (“AMC”) for informational purposes only, and contains proprietary information that may not to be publicly
distributed to, or used by you, or any third parties without AMC’s prior written consent. All figures and numerical representations appearing in this document have not been
audited and any references to AMC and returns are indicative only. Although all information and opinions expressed in this document were obtained from sources believed to
be reliable and in good faith, no representation or warranty, express or implied, is made by AMC as to its accuracy or completeness. AMC and any of its affiliates make no
guarantee, assurance, or representation what so ever as to the expected or projected success, profitability, return, savings, performance, result, effect, consequence, or benefit
(either legal, regulatory, tax, financial, accounting, or otherwise) of any instrument, product, strategy or service described here in this document.
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MSCI World Index

from 1st of Jan 2018 till 19th of Dec 2018

1ST JUNE
NEW POPULIST ITALIAN
GOVERNMENT IS
FINALLY FORMED
The sell-off was contained as
no EU spreads contagion took
place

2ND FEB

22ND JAN

16TH MAR
1ST JAN

22ND APR

22ND MAR

8TH MAY

16TH FEB

1ST JANUARY

.

-

Corporate tax cuts went into
effect at the beginning of the
year, pushing stocks to new
highs

22ND JANUARY

13TH JUN
12TH
JUN

2ND FEBRUARY
È

US TAX REFORM

1ST
JUN

US TARIFFS TARGET
STEEL AND
ALUMINIUM FROM
NATIONS AROUND
THE WORLD

16TH MARCH

12TH JUNE

TECH SELL-OFF

Data privacy concerns on social
media company sparked a 11%
correction on the Nasdaq index

16TH FEBRUARY

22ND MARCH

US FED RATE HIKE
EXPECTATIONS MOVE
HIGHER

MORE US-CHINA
TRADE TENSIONS

.

-

US / NORTH KOREA
SUMMIT IN
SINGAPORE
27TH APRIL

8TH MAY

PEACE HOPES IN
KOREA

ARGENTINA ASKED
FOR IMF LOAN

Meeting was seen as a success
but talks have stalled since

È

TRADE CONFLICTS
BEGIN

The U.S unveiled tariffs on
imported machines and solar
panels. China and South Korea
crticize the move

Equity markets sold off on the
back of strong US wage data
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US imposed tariffs on $50bn of
Chinese imports and China
retaliated with $3bn tariffs on
US imports

North and South Korean leaders
met to discuss the idea of a
peace treaty

The economy struggled as
inflation surged and Peso
collapsed

13TH JUNE
FED HIKE RATES

The US Fed raised rates by 25
basis points

6TH JULY

1ST AUGUST

6TH NOVEMBER

13TH SEPTEMBER

6TH DECEMBER
.

-

È

MORE US-CHINA
TRADE TENSIONS

US imposed tariffs on $50bn of
Chinese imports and China
retaliated with $3bn tariffs on
US imports

MORE TARIFFS ON
CHINA

President Trump announced he
was considering to raise tariffs
on an additional $200bn of
Chinese imports

1ST
AUG

MID-TERM ELECTIONS:
WINS AND LOSSES ON
BOTH SIDES

TURKEY RAISED RATES
TO 24% TO TAKE SOME
PRESSURE OFF TRY

Democrats regained control of
the House while Republicans
increased their majority in the
Senate

2ND
AUG

13TH
SEP

Oil price barely moved on the
news and remained down -33%
from peak

7TH DECEMBER

30TH SEP
30TH
AUG

OPEC MEETING:
AGREEMENT WAS
REACHED FOR A 1.2M
BARREL A DAY
PRODUCTION CUT IN
2019

“YELLOW VEST”
MOVEMENT INTENSIFIED
WITH VIOLENT RIOTS
IN PARIS

24TH
SEP

It looks like President Macron
will have to buy off voters with
some tax relief / fiscal stimulus

28TH
OCT

9TH JUL
6TH JUL

30TH
OCT

2ND AUGUST
APPLE HIT $1
TRILLION IN MARKET
CAPITALISATION
9TH JULY
TURKISH LIRA
TUMBLED ON
CONCERNS ABOUT
ITS TWIN DEFICITS

Situation was worsened by
the fact that President Erdogan
tightened his grip on the
central bank

It became the first world's listed
company to reach this level

24TH SEPTEMBER
ECB TURNED LESS
DOVISH

ECB President Draghi said that he
expects a "relatively vigorous"
increase in EZ inflation, pushing
bond yields higher

7TH
DEC

14TH DECEMBER

CONSERVATIVE
CANDIDATE
BOLSONARO
BECAME PRESIDENT

BREXIT PLANS
APPEARED TO REACH
AN IMPASSE

Brazil equity markets had been
very strong ahead of the results

30TH AUGUST

30TH SEPTEMBER

MORE EM WOES AS
THE ARGENTINA
CRISIS WORSENED

CANADA AND THE US
ANNOUNDED A NEW
TRADE AGREEMENT
TO REPLACE NAFTA

CHANCELLOR
MERKEL ANNOUNCED
SHE WILL
PROGRESSIVELY
WITHDRAW FROM
POLITICS

This happened a month after US
and Mexico reached an agreement

30TH
NOV

28TH OCTOBER

30TH OCTOBER

The peso tumbled and the central
bank of Argentina hiked rates to
a new high of 60%

6TH
NOV

14TH
DEC

30TH NOVEMBER
.

-

È

G20 SUMMIT IN
BUENOS AIRES: A
TEMPORARY RELIEF
FOR US-CHINA
TRADE WAR
Rethoric changed again a few
days after the meeting

PM Theresa May survived a
no-confidence vote in her
leadership but she could not
please both the EU and UK
Parliament

19TH DECEMBER
FED DECIDED TO HIKE
RATES AS EXPECTED
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2018: The Year
when (almost)
nothing worked
2018 started and finished with a bang, but in very different directions. The first part of 2018 was
characterized by excess to the upside driven by optimism and abundant liquidity producing
strong performance for risk assets but also some negative divergence amid waning participation
to the upside.
The latter part of 2018 was a wake-up call when all the factors that didn’t matter previously
suddenly did matter. The last month of the year will be remembered as the worst December for
U.S stocks since The Great Depression, leaving the U.S. stock market in the red for the year – the
first annual decline in a decade.

2018
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Global stocks lost almost $12 trillion in 2018, the second largest
market capitalization loss in history (behind 2008).
From a macro-economic perspective, the U.S. economy and corporate profits were clear bright spots in 2018, but the emergence
of tariff wars, tighter Fed policy, plunging oil prices, and weaker global growth created a more balanced ledger of tailwinds and
risks than we’ve experienced in many years.

2018 Winners and Losers
There are actually very few winners in 2018…
As shown on the chart below, 93% of assets exhibit a negative
return (in USD terms) for the year – the highest percentage ever.
For the first time since 1994, cash outperformed equities and
bonds. And you need to go all the way back to 1969 for the

last time cash returns were positive while equity, credit and
government-bond returns were all negative.
These exceptional circumstances mean that the large majority
of asset allocators and multi-assets funds delivered negative
returns in 2018. Hedge Funds didn’t fare much better as they
endured their worst year since 2011.

Percentage of Assets with a negative total return in USD terms
100%

93%

80%

60%

40%

20%
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Source: Deutsche Bank, Bloomberg Finance LP, GFD, Note, returns YTD are until December 20.

For the first time since
1994, cash outperformed
equities and bonds.
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The best performing market was actually Middle East equities as the S&P Pan Arab index ended the year in
positive territory (+6.2%) despite a -2% pullback in Q4. Saudi Arabia was ranked #1 in 2018 global equity markets performance
league (in USD terms). We look at our regional markets into more details in a dedicated section.

But there is no doubt that the best asset class in 2018 was volatility which made a strong come-back in the
second half of the year. Despite the negative roll effect, the VXX ETF (iPath S&P 500 VIX Short-Term Futures) is up a whopping
78% in 2018 – all achieved in Q4.
While U.S equities were up 10% at the end of
September, a 14% decline in Q4 for the S&P 500 index pushed the U.S stock market in the red for
2018. This negative performance is ending the streak of annual gains at nine consecutive years, matching the streak in the 1990s.

The MSCI World equity index posted a -11% loss for the year.

While the year-end pullback was steep, it is worth putting performance in perspective. Since the bull market started in 2009, the
S&P 500 has returned more than 350%, one of the strongest bull-market gains in history. Even with the recent drop, U.S stocks
have still posted gains of 15% over the past two years, 29% over the past three and 50% over the past five.
Looking at the U.S equities Q4 decline in more details, small caps were particularly hurt as the Russell 2000 index tumbled -21%
over the quarter, underperforming large caps by 650 basis points. For the full year, the Russell 2000 index is down -13%.
While the Growth style was by far the best performer during the first 9 months of the year, Value outperformed Growth by 400
basis points in Q4. On a year-to-date basis, the Citigroup U.S Growth index is down -3.7% versus -11.5% for the Citigroup U.S
Value index. We note that the Nasdaq index is down -3.9% in 2018 after a 17.4% decline in the last quarter – and has thus
outperformed the S&P 500 on an annual basis eight times over the last ten years.

From a sector point of view, leadership somewhat reverted in the last quarter of the year as defensive
sectors (Utilities, Healthcare, Consumer Staples) strongly outperformed cyclicals in Q4. For instance,
Utilities ended the 4th quarter flat whereas Energy was down -24% and Industrials down -19%. Despite the sharp sell-off of
FAANG (Facebook, Amazon, Apple, Netflix and Google) stocks since the end of September, Technology is still among the best
performing sector for 2018 (-4.0%) behind Utilities (+3.7%), Healthcare (+3.1%) and Consumer Discretionary (-0.7%). The
worst performing sectors are Energy (-24.7%) and Materials (-17.2%).

In the rest of the world, 2018 will be remembered as a very difficult year for most non-U.S equity
indices. While currency crisis in Argentina and Turkey in the second quarter of the year were initially seen as isolated events,

some contagion took place in the second half of the year as Trade fears, rising U.S interest rates and a strengthening dollar created
an almost perfect storm for emerging markets. Looking at 2018 performance in US$ terms, Argentina is down -52%, Turkey down -41%,
South Africa -25%, China -20% and Mexico -16%. Asia ex-Japan equities had their worst year since 2008 (and the second worst
on record). The best performing Emerging Markets was Brazil which was boosted by the access to power of President Bolsonaro.

European equities were a bloodbath in 2018 as slowing economic growth, aggressive negative revisions
to earnings expectations, trade war and renewed political tensions (Brexit, Italy, etc.) weighed on
performance. The EuroStoxx 600 index is down -13% for the year, its biggest loss since 2008. France and UK are down -14%

for the year while Germany posted a -22% loss.

However, we note that the U.S outperformance which was highlighted in October Perspectives edition has been narrowing
throughout the 4th quarter as the U.S equity decline has been more pronounced than in other developed markets (EU, UK) or in
Emerging markets. As shown on the performance chart, the MSCI Emerging Markets was down “only” -7.7% in Q4 hence
outperforming the S&P 500 by 660 basis points over the quarter. Still, on a full year basis, international non-U.S markets
underperformed U.S stocks by a wide margin (more than 1000 basis points).

From a cross-asset class perspective, it is interesting to compare the U.S 10-year yield decline that
took place in Q4 with the percentage change in the S&P 500. Clearly, something is wrong here – either U.S long

rates are too high or the S&P 500 is too low. But the chart on the right page also highlights why the job of asset allocators was so
difficult in 2018. Unlike the last two decades, U.S Treasury didn’t provide enough performance cushion during the equity drawdown
– i.e. the long equities / long U.S Treasury trade didn’t work last year (more on this in later).
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Bond markets performance was mixed in 2018. The rise in government bond yields during the first 9 months of the

year pushed the vast majority of fixed income segments into negative performance territory with emerging markets bonds and
long-dated U.S Treasuries being the worst performers while U.S high yield and senior loans were among the few in positive return
territory. But some rotation took place during the last two months of the year as flight to safety led to a drop in U.S 10-year
government bond yields. December was U.S Treasury’s biggest monthly rally since June 2016 while the U.S yield curve flattened
(and even inverted in the 2y-5y region). In the meantime, heavy selling in U.S High Yield and senior loans ETFs widened credit
spreads. Q4 of 2018 was the quarter for Junk bonds since Q3 2015 while Investment Grade corporate bond prices suffered their
worst yearly loss since at least 2002. For the full 2018, long-term U.S Treasuries are slightly down (-1.6%) whereas U.S High Yield
bonds and Emerging Markets Hard Currency bonds are both down around -2.0%. The S&P/LSTA U.S. Leveraged Loan 100 Index
tumbled in Q4 and is down -8.7% for the year.

S&P 500 % change versus U.S 10 year Treasury yield
%y/y

S&P 500 % change (ls)

US 10 year Treasury yield (rs)
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On the currency side, the dollar-weighted index is up 4.4% for the year as the outperformance of the
U.S economy translated into greenback strength. This was the best annual gain for the dollar since 2015. The EUR

and GBP are down -4.6% and -5.6% respectively against the dollar. The defensive currencies performed much better as the yen
is up 2% over the year while the Swiss Franc is down -1%.
2018 was a “bloodbath” for the majority of Emerging markets currencies with the worst performers being the Argentine Peso
(-51%) and the Turkish Lira (-29%). The Russian Ruble, Brazilian Real and South African Rand are all down roughly -15% while
the Indian Rupee is down -9%.

It was also a roller-coaster year for commodities. Oil was the best performing asset at the end of Q3 with a

performance of almost 30% and there were many talks of oil going back to the $100 level. But oil prices peaked in October and
then fell 37% from their high, ending the year with a -19% loss (USO ETF). The decline started with supply concerns but were
compounded as worries over a global slowdown impacted the demand outlook. The oil slump eventually led OPEC and its partners
to reach a deal to cut oil production in an attempt to balance supply and demand. Still in Energy, Natural Gas futures spiked

50% in early November before declining back to their October levels, ending the year up +5%.
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Industrial metals returns was a disappointment as emerging markets woes, trade war and stronger
dollar led to a decline of Copper (-17%), Aluminum (-18%) or Zinc (-26%). While Gold was among the worst

performer during the first 9 months of 2018, the yellow metal played its defensive role in Q4 (+8%) and posted a 2018 return of
-1.6%. The best performing commodities in 2018 were Corn (+7%), Wheat (+19%) and Palladium (+19%).

Last but not least, 2018 will also be remembered as the year of the cryptocurrencies bubble burst. While the
meteoric rise in the price of Bitcoin dominated the headlines for much of 2017, extreme optimism and questions about the impact of
government policies both contributed to the digital currency’s fall in 2018 from 18,600 to 3,600, down 80% from its peak. The decline
was even more pronounced for other cryptocurrencies such as Ether or Ripple which are down -90% and -87% from peak respectively.

Q4 and 2018 returns (in $) for selected asset classes
S&P Pan Arab
(Gross return)
Dollar index (DXY)
Medium-Term US
Treasuries (3-7y)
TIPS (Treasury Inﬂation
Protected Securities)

2018

Gold
Long-term US
Treasuries (20y+)

Q4 2018

Dollar index (DXY)
Emerging Markets Hard
Currency bonds
Emerging Markets
Local Currency bonds
Nasdaq
S&P 500
US REITs
Frontier Emerging
equities
Frontier Emerging
equities ex-US
Frontier Emerging
equities
Oil (USO ETF)
-40.0%

-35.0%

-30.0%
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As highlighted earlier, 2018 was a very challenging year for investors.
Before moving to the 2019 Market Outlook, we highlight some of
the important lessons we have learned over the last 12 months as
they will help set the stage for the new year.
Lesson #1: Geopolitics do Matter
With the benefit of hindsight, 2018 was a year with very decent
fundamentals, especially in the U.S where the real GDP is
estimated to have grown by around +3.0%, the strongest year
since 2008 and nicely higher than the average 2.0% rate
observed during this expansion. U.S unemployment rate
reached the lowest level in half a century as the U.S economy
added 2.3 million jobs this year. Meanwhile, U.S corporate
earnings rose by about 20% in 2018, the strongest growth in
eight years, as faster economic growth and tax reform helped to
lift bottom lines.
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While we had warned that financial markets were vulnerable to
temporary corrections in 2018 because of Trade fears, the impact
of geopolitics on markets did surprise us last year. As shown on
the chart on the right (source: Blackrock), the effects of geopolitics
on stocks is reflected in the decline of global equity valuations.
While Geopolitical risks didn’t have much impact on valuations
until the end of mid-2018, market attention to risks such as
U.S-China trade relationship, EU-Italy budget tensions and local
emerging markets transitions have been increasing throughout
the second half of the year as the Blackrock Geopolitical Risk

Indicator (BGRI) reached historically high levels.
Looking into 2019, geopolitical risks and their impacts on
market sentiment and valuation will have to be monitored very
closely. Indeed, weaker equity prices and widening credit spreads
could “contaminate” macro-economic fundamentals at some
point and trigger the start of a vicious circle with dampening

effects on financial markets. With global growth slowing down,
the impact of geopolitics on valuations could be magnified.
On the other hand, we should also assess if these risks are not
over-exaggerated by the market. For instance, we feel that the
impact of trade frictions is now well baked into current equity
valuations (e.g. China equity prices).

Global equity valuations and market attention to geopolitical risks, 2016-2018 (source: Blackrock)

NB: To calculate the Global BRI
(BlackRock Geopolitical Risk
Indicator), the BlackRock Investment
Institute identify specific words
related to geopolitical risk in general.
They then use text analysis to
calculate the frequency of their
appearance in various databases and
Twitter. They then adjust for
whether the language reflects
positive or negative sentiment and
assign a score. A zero score
represents the average BGRI level
over its history from 2003 up to
that point in time. A score of one
means that the BGRI level is one
standard deviation above the
average. Recent readings are
weighed more heavily in calculating
average.

Lesson #2: Higher rates hurt
Rising U.S short term yields has been a key story in 2018 for at
least two reasons.
First, it has made cash a viable alternative to riskier assets
for U.S dollar funded investors. For instance, the 2-year TIP
yield – which is the after- inflation yield that an investor can
achieve (i.e. the real yield) for next two years - is now firmly
positive (1.9%) for the first time in a decade. In the current
context of rising geopolitical risks, it is becoming more difficult
for risk assets to compete with a higher 2-year TIP yield.
The other reason why rising rates (and weaker liquidity) hurt is
that they expose markets with weaker fundamentals.
In response to the 2008 financial crisis, central banks around
the world cut interest rates and embarked on an unprecedented
program of monetary stimulus. As a result, risk free rates
around the world fell to zero. This had two related effects:

1) Lower discount rates pushed asset prices valuations higher;
2) The search for yield: over the last 10 years, yield-starving
investors have been forced to progressively moved up the risk
spectrum in order to generate higher returns. In fixed income
this manifested as capital rotating out of cash deposits and
government bonds into progressively riskier credit securities
(junk bonds, senior loans, etc.). More broadly, capital poured
into everything from equities to emerging markets, property,
etc. … The desperate search for returns trumped considerations
of how much risk was being taken to earn those returns. As risk
free rates are now rising, the paradigm has changed. Cash is no
longer free and those return seeking flows have correspondingly
weakened. As the chart on the next page shows, U.S dollar
interest rates have been rising quite meaningfully over the last
12 months and it is not a coincidence that equities and pretty
much all other asset classes have struggled over this period.

As risk free rates are now rising, the paradigm
has changed.
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3-month U.S Treasury bond yield (source: Bloomberg, Ardea Investment Management)

As we have already commented in the previous editions of
Perspectives, the effect of the rise of U.S interest rates has
been compounded with a surge of U.S Treasury issuance (due
to rising U.S budget deficits), the Fed quantitative tightening
and an appreciation of the dollar. This confluence of factors has
effectively created a dollar shortage situation which is particularly
painful for emerging economies hungry for U.S dollars funding.

Many emerging countries are now facing funding and refunding
pressure, are seeing their dollar reserves being depleted and are
thus being forced to sacrifice their already slow growth by
hiking rates to incentivize and support foreign inflows. We are
thus now in a situation where many emerging markets corporates
are facing refinancing risks at a time where they are hitting a
“maturity wall” (see chart below).

EM High Yield Corporate USD debt maturities (source: Bloomberg)
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As we move into 2019, the dollar shortage risk is key to monitor.
If the Fed choose to pause on their plans of interest rates hikes
and balance sheet reduction, and if the U.S Treasury slows down
the pace of borrowing, emerging markets could see some relief

thanks to a weaker dollar and their foreign currency reserves
being re-built. But in the case of a stagflation scenario (i.e.
struggling growth and rising rates), global risk assets (including
emerging assets) could continue to suffer.

Story #3: Diversification is not always a free lunch
The benefits of portfolio diversification are well-documented.
Spreading risk by investing across different asset classes such
as cash, fixed interest, property, local and international shares
enable asset allocators to achieve smoother, more consistent
investment returns over the medium to longer term. Indeed,
history shows that during periods of increased equity market
volatility, investments in other asset classes such as fixed
income, Gold or REITs may perform better over the same period
and thus smooth the returns of the overall investment portfolio.
Looking at the table below, this indeed happened to be true
over the last 10 years. For instance, while 2008 was one of the
worst ever for equities, some ETFs invested into other asset
classes posted decent returns. An investor with exposure to the
full ETFs list below would have had a third of them ending in
positive territory. In 2011, EAFE and EM stocks went into a
cyclical bear market but with 60% of ETFs posting positive
returns, a well-diversified portfolio would have limit drawdown
to a very nice extent. While 2016 and 2017 proved to be
anomalies with 100% of the ETFs shown below ending in
positive territory, 2018 is an exceptional year as well as only

one of them (cash) is positive. As explained in introduction,
some well-known global asset allocation funds and ETFs had
among their worst year ever not because of the severity of the
equity drawdown but due to the fact there was basically no way
to make money in the other asset classes. For instance, the
Vanguard Balanced Fund ETF ($38 billion in Assets under
management) posted a -5% decline for the full 2018 while the
Blackrock Global Asset Allocation Fund ($16 billion in assets)
was down -8.9%. For both of these two flagship funds, 2018
was the worst year since the 2008 crisis.
Looking at 2019, the key question for asset allocators is the
following: are we coming back to the “Goldilocks” years such as
2016 or 2017 where decent growth was accompanied by
supportive monetary policy lifting all asset classes or is 2018 the
start of a new era of higher volatility as the “Fed Put” is gone for
a long time? While the former implies to stick to well-diversified
portfolio strategy, the later requires a much more dynamic
tactical asset allocation and the use of other instruments than
long duration U.S Treasuries as portfolio hedges.

Historical returns for selected ETFs between 2008 and 2018 (source: @CharlieBilello)
ETF Total Returns (2008 - 2018, as of 12/31/18)
ETF

Asset Class

2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

2008-18
Cumulative

2008-18
Annualized

SPY

U.S Large Caps

-36.9%

26.4%

15.1%

1.9%

16.0%

32.2%

13.5%

1.2%

12.0%

21.7%

-4.5%

114.4%

7.2%

WM

U.S Small Caps

-34.2%

28.5%

26.9%

-4.4%

16.7%

38.7%

5.0%

-4.5%

21.6%

14.6%

-11.1%

106.4%

6.8%

EEM

EM Stocks

-48.9%

69.0%

16.5%

-18.8%

19.1%

-3.7%

-3.9%

-16.2%

10.9%

37.3%

-15.3%

-2.6%

-0.2%

EFA

EAFE Stocks

-41.0%

27.0%

8.2%

-12.2%

18.8%

21.4%

-6.2%

-1.0%

1.4%

25.1%

-13.8%

4.1%

0.4%

PFF

Preferred Stocks

-23.9%

37.6%

13.8%

-2.0%

17.8%

-1.0%

14.1%

4.3%

1.3%

8.1%

-4.7%

69.0%

4.9%

HYG

High Yield Bonds

-17.5%

27.4%

11.9%

6.8%

11.7%

5.8%

1.9%

-5.0%

13.4%

6.1%

-2.0%

69.2%

4.9%

LQD

Investment Grade Bonds

2.5%

7.9%

9.3%

9.7%

10.6%

-2.0%

8.2%

-1.3%

6.2%

7.1%

-3.8%

68.0%

4.8%

TLT

Long Duration Treasuries

34.0%

-22.1%

9.0%

34.0%

2.6%

-13.4%

27.3%

-1.8%

1.2%

9.2%

-1.6%

84.2%

5.7%

TIP

TIPS

-0.5%

7.5%

6.1%

13.3%

6.4%

-8.5%

3.6%

-1.8%

4.7%

2.9%

-1.4%

35.3%

2.8%

BND

U.S Total Bond Market

5.2%

2.9%

5.3%

7.7%

3.9%

-2.1%

5.8%

0.6%

2.5%

3.6%

-0.1%

40.9%

3.2%

BIL

U.S Cash

1.5%

0.3%

0.0%

0.0%

0.0%

-0.1%

-0.1%

-0.1%

0.1%

0.7%

1.7%

3.9%

0.3%

EMB

EM Bonds (USD)

-2.1%

15.4%

10.8%

7.7%

16.9%

-7.8%

6.1%

1.0%

9.3%

10.3%

-5.5%

77.4%

5.3%

VNQ

REITs

-39.4%

28.0%

28.4%

8.6%

17.6%

2.3%

30.4%

2.4%

8.6%

4.9%

-6.0%

86.1%

5.8%

GLD

Gold

4.9%

24.0%

29.3%

9.6%

6.6%

-28.3%

-2.2%

-10.7%

8.0%

12.8%

-1.9%

47.0%

3.6%

DBC

Commodities

-31.8%

16.3%

11.9%

-2.6%

3.5%

-7.6%

-28.1% -27.6%

18.6%

4.9%

-11.6%

-52.7%

-6.6%

Highest Return

TLT

EEM

GLD

TLT

EEM

IWM

VNQ

PFF

IWM

EEM

BIL

SPY

SPY

Lowest Return

EEM

TLT

TIP

EEM

TLT

GLD

DBC

DBC

TLT

TIP

EEM

DBC

DBC

% of Asset Classes Positive

33%

93%

93%

60%

93%

33%

67%

33%

100%

100%

7%

87%

87%
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Global Macro & Market
Outlook 2019:

Navigating in
choppy waters
As highlighted in the first section of Perspectives, financial
markets volatility is back and the market outlook for 2019
looks highly uncertain. In this context, it is key to not
overreact to market noise and rather try answering some
key questions such as: What is the state of the global
economy? What are the chances of a recession? And what
is currently priced in by the market?
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Global Growth: Not over until it is over
We expect global growth to slow from 3.8% in 2018 to 3.5%
in 2019, with risks skewed to the downside reflecting
continued uncertainty around trade disputes. The current
economic expansion - which is one of the longest in history has been going through “mini-cycles” over the past few years;

for instance, growth slowed in 2016 and reaccelerated in
2017–2018, partly because of the effects of the oil price
rebound on U.S activity. The cycle looks set to slow again in
2019, partially because the U.S fiscal push effects will fade in
the United States.

Global growth is set to slow in 2019 (source: State Street)
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Still, we are ruling out the recession risk in the
U.S in 2019. Growth looks set to slow to 2.6% in 2019

after a strong showing of ~3.0% in 2018. But the U.S
economy is expected to outperform the other developed
markets and to remain the envy of the world with an
unemployment rate at 3.7% (near a 50-year low), wages
rising at about 3.1% while core inflation is at 2.2%. This
combined with lower oil prices resulted in a strong backdrop
for the biggest part of the U.S economy – consumer spending.
Capex has not been as strong in the second year as many had
hoped but with corporate profits up 20% in 2018, we can
expect some spending in 2019 as the combination of tax cuts,
immediate expensing of capital expenditures, the mandatory
repatriation of overseas profits and a broad deregulation push
should incentivize capital expenditure.

Outside the U.S, advanced economies face
stronger headwinds in 2019, mainly because of
continued geopolitical uncertainty.

After surprisingly strong growth in 2017, Eurozone leading
indicators weakened materially in 2018. We expect growth to
slow to 1.5% in 2019 compared to 1.9% in 2018 and 2.5%
in 2017. Europe continues to be challenged by the structural
contradictions inherent in a monetary union without automatic
fiscal transfers. Structural reform since the global financial
crisis has been limited to a handful of countries, while Italy
still faces enormous fiscal challenges. European parliamentary
elections in May could see significant gains by EU-skeptic parties.

In the UK, the most serious question as we head to the
March deadline for leaving the EU is whether a deal will be
reached by a British government beset by internal dissent and
Brussels negotiators with little incentive to make exit easy.
Brexit uncertainty has certainly taken a toll on the UK economy,
particularly business investment. UK growth slowed to an
anemic 1.3% in 2018 and we expect similar growth in 2019.
Our base case remains that a framework for leaving will be
agreed, but all bets are off if a no-deal, “cliff-edge” Brexit occurs.
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Japan’s economic performance was highly uneven in 2018,
with a contraction in Q1 followed by a solid rebound in Q2.
Natural disasters in mid-2018 only added to data turbulence.
Overall, growth remained above potential in 2018 so the labor
market simply kept tightening (there are already 163 job
vacancies for every 100 applicants), creating some risk to
corporate margins. Because the October VAT hike comes so
late in 2018, it will have a limited effect on the 2019 annual
number, allowing growth to hold up at 1.2%. But 2020 could
be a very different story.

In Emerging markets, headlines in 2018 focused on the
fiscal challenges of Argentina, Turkey and South Africa. The
big emerging markets question for 2019 is whether a fasterthan-expected slowdown in China or other idiosyncratic risks
in smaller emerging markets countries could lead to broader
market contagion. To our opinion, growth looks poised to slow
more noticeably in 2019, to 4.5% due to persisting trade
tensions, a strong U.S dollar, rising financing costs and less
accommodative domestic policy settings. While growth
remains decent, risks are skewed to the downside amid the
escalating trade spat between the U.S and China. Moreover,
the emerging markets recovery in 2017 had a very strong
cyclical component, which has since dissipated, refocusing
attention on fundamental challenges such as high debt levels
and the lack of structural reforms. Another issue for EM
economic growth and corporate earnings is the fact that the
nature of consumption and investment in the world is
changing in a way that does not support EM economies. For
instance, U.S investments are directed towards IP and shale
oil & gas – neither of which are reliant on EM export.
From a country perspective, Brazil, Russia and India all
struggled against headwinds in 2018, which do not appear to
be dissipating in 2019. In Brazil, disappointment over the lack
of reform triggered a sharp depreciation of the real in 2018,
so investors will be closely watching the new government’s

reform signals in 2019. Russia’s recovery from its recession in
2015–2016 continues to be shallow and slow, and its longterm economic performance remains challenged by a lack of
economic diversification and poor demographics. Amid the
broader emerging markets turmoil in the second half of 2018,
India’s rupee hit record lows against the U.S dollar, forcing the
central bank to shift monetary policy gears in support of the
currency.

In China, trade tensions continue to weigh on growth which
means that deleveraging efforts are taking a back seat to the
more immediate need to stabilize the economy. We see growth
slowing toward 6.0% in 2019, although the outlook is
exceedingly murky because so much depends on how severe
the trade dispute becomes. In any event, China’s elevated
debt-to-GDP ratio provides considerably less scope for
aggressive debt-financed stimulus than several years ago.
The longer the trade spat continues, the more likely we think
that Chinese policymakers begin to diversify the response
channels, deploying a range of other tools, including guiding
the exchange rate lower and reassessing China’s foreign
exchange reserves policy.

While China is a key risk for this year (see the “Top 30 risks
for 2019” section), there are also reasons to believe that some
resolutions on U.S-China Trade could be a positive surprise
and catalyst for both the global economy and financial
markets. Our feeling is that President Trump wants a deal
more than the consensus expects. Indeed, a full escalation of
U.S – China Trade war could lead to almost $250bn negative
tariffs effect for the U.S, which is double the amount of the
U.S fiscal boost in 2019. A deal is also in the interest of China
as recent research shows that China is paying most of Trump’s
Trade War. Indeed, U.S companies and customers will pay
4.5% more after the nation imposed 25% tariffs on $250
billion of Chinese goods and the other 20.4% toll will fall on
Chinese producers.

A full escalation of U.S – China Trade
war could lead to almost $250bn
negative tariffs effect for the
U.S, which is double the amount
of the U.S fiscal boost in 2019.
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Inflation expectations, monetary policy and global liquidity conditions
2018 was characterized by the appearance of the first signs
of wage inflation, as labor markets in major economies continued
to tighten. However, it remains a very slow process. And as oil
prices declined, the risk of a sustained pickup in inflation seems
rather low.
With advanced economies growing, though at a slower rate, and
inflation contained, we expect to see a convergence of monetary
tightening in 2019, with the notable exception of Japan.
In the U.S, the divergence of views between markets and the
Federal Reserve “dots” is striking: indeed, the market is now
pricing in just 9.5bps of hikes in 2019, and a 10bps cut in
rates in 2020. To our opinion, we believe that the market
might have over-reacted. The Fed is currently in auto-pilot to
normalize rates as the domestic economy is doing reasonably
well, wage growth is near 3% and real rates still close to zero.

They are thus likely to stick to their plan until mid-2019
unless something breaks. However, a Fed Pause in the second
half of 2019 looks in the cards. Overall, we expect the US Federal
Reserve to hike interest rates one or two times in 2019.
In the rest of the world, the ECB and the Bank of England also
look likely to raise interest rates in the coming year. Meanwhile,
inflation remains too far below target for the Bank of Japan to
tighten, especially given the country’s commitment to a VAT
hike next October.
With the Fed continuing to normalize its balance sheet, global
liquidity should continue to diminish, adding to the challenges
of higher rates. Indeed, global liquidity is currently falling at its
fastest rate since the 2007/08 crisis. But unlike 10 years ago
where a broken banking system was the main culprit, it is this
time the over-zealous central banks which are largely to blame.

Should macro-economic and market conditions continue to
suffer from this global liquidity crash, investors will need
to start to anticipate some monetary easing in late 2019 or
2020 as central banks will then do “whatever it takes” to
avoid a hard economic landing.
Top 30 risks for 2019
Financial markets will have to climb a wall of worry. Below, we highlight what we consider to be the Top 30 risks for 2019 –
these risks are classified by country/region.
For sure, the highest risk is the “unknown unknown”. Another important point is that slowing down of global growth means that
financial markets are more sensitive than before to any type of shock and this implies that volatility is here to stay.
1
2
3
4
5
6
7

Gridlock in Washington creates clashes and repeated U.S government shutdowns
Increased U.S Treasury issuance pulls flows out of U.S equities and credit
U.S Treasury auctions bid-to-cover ratios start to decline as global investors lose faith in the U.S
U.S 2 years – 10 years yield incurve inverts and has negative impact on equity and credit markets
U.S corporate tax cuts boost buybacks but fail to encourage capex
The Fed decides to stay behind the curve and lose controls on U.S inflation as wage growth accelerates
and pressures U.S corporate margins
The Fed restarts Quantitative Easing (QE) but markets fail to respond

8
9
10
11
12
13
14

Slowing growth in Europe trigger further appreciation of the dollar						
The end of ECB QE lowers the demand for global bonds 						
Escalation of yellow vest protests in France and social unrest in the rest of Europe			
Surge of populist parties at EU Parliament election (in May)					
Italian fiscal situation continues to deteriorate leading to yield spreads contagion in EU Periphery
ECB restarts QE but the periphery spreads fail to tighten which leads to a Eurozone crisis 2.0		
A Globally Systemic Important Bank faces a funding risk leading to a full blown financial crisis
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15 No deal is agreed on the Brexit date 								
16 The UK economy slows much more than expected
17 Slowing BoJ QE lowers demand for global bonds 							
18 Japanese growth is hit by China slowdown and the economy moves back into deflation
19 Further escalation in U.S-China trade war 							
20 Slowing growth in China has ripple effects around the world as Chinese economy failed to respond
to stimulus											
21 Due to a sharp acceleration in the number of defaults, Chinese debt bubble starts to burst
22 Emerging markets continue to suffer from global dollar shortage 					
23 Emerging Markets corporates struggle to refinance their maturing dollar debt which leads to full-blown
credit spread widening										
24 Political changes in India, Indonesia, South Africa, etc.
25 Algo-driven and risk parity driven sell-off in equities and credit continues				
26 A few ETFs fail to honor redemptions which leads to a global confidence crisis in asset managers and 		
financial markets										
27 Global housing bubble starts to burst in countries such as Australia or Canada 			
28 More armed conflicts in the Middle-East lead to a surge in oil prices				
29 Continued increase in inequality leads to social unrest and changes in leadership all around the world
30 Extreme climate events become more costly and more visible

Global Equities outlook
As we enter into 2019, the key call to make on global equities is whether the recent market decline is a correction or the first
phase of a lasting bear market. To our opinion, despite the profound technical damages caused by the Q4 correction and despite
all of the risks aforementioned, we think that both the economy and equity markets can prosper this year. Our base case is that
we are currently in the corrective phase of a secular bull market.

With the benefit of hindsight, the Q4 correction was not about growth but rather about transition from ample
liquidity to a more uncertain economic environment with less liquidity. In the pre-QE world, when global activity
was expanding but modest rate hikes were taking place, corrections were frequent; we are precisely back there.
The good news is that chances of a global recession are low, valuation are now more reasonable and earnings growth expectations
have been reset. We now have entered into a global economic soft patch and we need some catalysts for the bull market to
resume. We thus remain long equities in a selective way.

U.S Equities
While U.S equities saw a severe pullback in Q4 2018, we still
expect them to outperform relative to the rest of the world in
2019. We expect U.S earnings to advance for several reasons,
albeit with some volatility in expectations. First, investors
have demonstrated that they are prepared to pay for the
greater expected return on equity of U.S companies and for
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economic stability, as demonstrated by the U.S’s relatively
contained inflation and robust GDP growth. Second, the U.S
is currently leading the world in terms of expectations for
earnings-per-share (EPS) growth in 2019 (see chart on the
right). Third, U.S consumption is buoyant, thanks to rising
disposable incomes and high employment.

Global 2019 EPS expectations (source: State Street)
US Leads EPS Expectations for 2019.
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Expensive valuations are frequently highlighted by the bears as
the main reason to avoid U.S equities. We tend to disagree with
this view. On the back of Q4 correction, the S&P 500 trades on
a 12-month forward P/E of 14.5x, in-line with 10-year average.
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average and thus clearly indicates that equities remain cheaper
than bonds.
For sure, some of the “technicals” have been deteriorating recently
and need to be closely monitored. Below, we updated the “Strategas
bull market check list”. While it is not as bullish as it was a year
ago, we would still give the bulls the benefit of the doubt.

Why we believe us equities are still in a bull market
U.S Bull Market Top “Checklist”
2000

2007

Current

Comments

Widening credit
spreads





Under
watch

High yield and investment grade credit spreads have been widening since January 2018. This is
indeed a cource of concern but we should keep in mind that they are still tight compared to history.

Rising real interest
rates





Under
watch

Real rates has moved higher but remains still very low at this stage of the cycle. However, 2-yr TIP
yield (@1.8%) starts to become competition for risk assets.

Weakening upward
earnings revisions





Under
watch

Upward earnings revision remain at elevated level (but has been weakening recently)

Signs of speculation





X

Pessimism is actually starting to dominate market sentiment (e.g meaningful spike in put/call ratios)

Heavy inflow into
equity market funds





X

Retail have missed the market rally and continue to be suspicious. Net inflows into domestic equity
mutual funds and ETFs is underwhelming whereas money continue to pour into bonds.

Big pick up in Merger
& Acquisition activity







M&A activity has picked up significantly in 2018 and is near the historical highs.

IPO Activity





X

Despite some high-profile new issues (e.g Snapchat), deal volume remain far below the pace
exhibited in 2015.

Less stocks making
new highs







The numbers of companies making 52-week highs peaked in January 2018. This is indeed a source
of concern.

Shift towards defensive
leadership





Under
watch

Since February 2016 low, cyclical shares have outperformed. However, there has been a shift
towards defensive names in the past few months and this needs to be closely monitored.
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Meanwhile, political and economic uncertainty
is causing risk aversion among global investors,
who are demanding higher risk premia from
non-U.S markets.
We do not see any reason for the U.S and rest of the world
divergence to be altered in the near term. But as highlighted
in the first section of Perspectives, the performance gap
between U.S and global equities has started to narrow in Q4.
Going into 2019 there is so much bad news embedded in
European and some EM equities that, if the worst outcomes

are averted, we could see attractive upside opportunities
toward the second half of the year. Any U.S dollar weakness,
downside surprises on U.S growth, signs of Federal Reserve
dovishness, U.S-China Trade war resolution or signs that
China will embark into looser fiscal and monetary policy
stance could provide a catalyst for emerging markets or
European markets to outperform the U.S.

EU Equities
Last year was a perfect storm for EU equities: deteriorating
macro data, Italy budget, Brexit, Trade tariffs and China slowdown
impacting EU exports, sharp negative earnings revision, etc. This
led to EU equities underperformance and undervaluation versus
peers reaching extreme levels. Absolute valuations are also cheap
(forward P/E is at 12x), the risk premium is at record level and
earnings expectations have been reset (-10%, the worst revision
since early 2016).
Looking forward, we believe that European equities performance
will continue to suffer from regional politics. Leaders in countries
such as Germany, France and the UK are preoccupied with their
own political survival, Brexit and the immediate financial risks

presented by countries such as Italy. This has weakened the
impetus to implement much-needed structural reforms aimed
at protecting the Eurozone from the next crisis.
If Brexit negotiations result in a deal and populists fail to dominate
May’s European Parliamentary elections, European markets
could make progress in the second half of 2019. They should
also benefit from a weaker euro and the decline in oil prices.
European growth remains reasonable and the ECB is set to
wind down quantitative easing and may even raise rates towards
the end of 2019. However, at the time of writing, we believe real
political risks could weigh on European stocks and justify a
defensive stance that seeks to mitigate market volatility.

EM Equities
Trade conflict, idiosyncratic issues in countries such as Turkey
and Argentina, fear of contagion and concerns about Chinese
banks have lowered EM relative equity valuations to all-time
lows in 2018, with a discount to developed markets of roughly
70% at the trough. But EPS estimates continue to trend
downwards for 2019 and will need to stabilize before investors
are likely to re-enter emerging markets. Moreover, as the Fed
continues to tighten monetary policy and the U.S dollar remains
strong, emerging markets are likely to struggle in aggregate.
Nonetheless, specific EM opportunities could emerge in 2019
if the risks are already priced in to markets do not materialize.
With Asia ex-Japan being 70% of the MSCI EM index, what
will happen in China will obviously be key for the broad EM
equities spectrum. With China equity valuations trading at
attractive levels (Forward P/E of 10x despite a 9% year-onyear growth in Chinese earnings), any improvement on the
trade outlook and/or Chinese (monetary or fiscal) stimulus
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could act as a catalyst and trigger a new wave of inflows into
Emerging Markets assets.
EM sector composition has also changed, with consumption
sectors now accounting for the largest proportion of the
MSCI EM index. Despite this, EM countries are still treated by
international markets as a play on resources rather than on
consumption. Sector-adjusted EM valuations still trail their
developed market peers, especially in technology and consumerrelated sectors. In addition, we are due to see significant
changes to MSCI EM indices, with the phased inclusion of
China A-shares and Saudi Arabian equities in 2019, which
should bring significant flows to these markets but also
prompt global investors to review their allocations.
Finally, institutional positioning in EM is now so light (even
compared to historically underweight institutional allocations)
that we would expect to see some reversion in due course,
especially if EM growth picks up versus developed markets.

Other Asset Classes
Fixed Income

Fixed income investors will need to stay vigilant and focus on
quality in 2019. With many of the advanced economy central
banks expected to tighten and the Fed continuing to normalize
its balance sheet, investors will need to proceed carefully. U.S
rates are near a cyclical peak and the yield curve will continue

to flatten as the Fed continues hiking. Pricing action in the
market suggests caution in credit. Against this backdrop, we
believe investors should begin to balance their overall risk
posture, look to the front end of the U.S yield curve for
opportunities and explore EM bonds and currencies for value.

Currencies
The U.S dollar showed unexpected strength in 2018, thanks
to tightening monetary policy, strong U.S growth and trade
uncertainty. We expect these factors to continue to support
the dollar into early 2019. By the second half of the year,
however, the dispersion between the U.S and the rest of the
world could start to peak, especially if trade disputes are
resolved more swiftly than anticipated; as a result, we could

see a re-rating in currencies. Investors could aim to use these
shorter-term dislocations as a means to capitalize on longerterm reversions to equilibrium through currency hedging.
In Europe, issues such as Brexit, Italian political uncertainty
and the erosion of Chancellor Merkel’s support in Germany
are likely to weigh on the Sterling and the Euro.

Oil
In 2018, crude oil went from 3 year high to a 1 year low in just
36 days. The Brent forward curve was in steep backwardation
in October, implying a tight market with prices for spot delivery
higher than those for later dispatch. Since then, however, the
curve has moved into contango for most of 2019, implying
oversupply as higher prices further out make it attractive to
store oil for later sale. Despite the -40% decline, some hedge
funds continue to add to their aggressive short positions. So
what could be the trigger for the oil bull run to resume?
OPEC and its allies defied market expectations early December
when they agreed 1.2 million barrels a day of production cuts
for 2019. But unlike when a deal was reached to cut supply in
2016, the market is more skeptical this time around about
exactly how the Organization of Petroleum Exporting Countries

1.2
Million Barrels

can go about supporting prices. And that despite Saudi Arabia’s
energy minister Khalid Al-Falih announcing the same week
that 900,000 barrels a day of the kingdom’s crude will be
taken out of the market between November and January, in
addition to cuts from OPEC’s allies.
Indeed, the market remains concerned over excess supply in
2019 (surging U.S shale and OPEC not binding to their
promises) at the same time global growth slows down.
On our side, we don’t expect much decline from current level
but think that oil markets will stay highly volatile during the
first months of the year. It will take a fundamental catalyst for
prices to stabilize and eventually trade higher. Such a catalyst
could include physical evidence that OPEC production is
sequentially declining and further proof of demand resilience.

OPEC and its allies defied market
expectations early December when
they agreed 1.2 million barrels a
day of production cuts for 2019.
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Key takeaways and our Asset Allocation Recommendations					
(one year time horizon)
Heading into 2019, we continue to favor equities over fixed
income. We expect moderate but positive returns for equities
on a one-year time horizon; while earnings momentum is
slowing down, valuations are more attractive than they were a
year ago. Better monetary and trade policy could lead to some
multiple expansion in 2019.

We continue to be cautious on Fixed Income. With $7 trillion
in bonds still in negative yield territory, the asset class remains
too expensive. We favor short-duration bonds and higherquality U.S investment grade corporates as well as localcurrency EM debt and EM currencies. We also continue to
favor alternative fixed income such as trade finance funds.

As mentioned earlier, there is indeed a large dichotomy in
terms of asset prices performance and valuation between the
U.S and the rest of the world. There is us a temptation for
investors to rotate their portfolios from the U.S into the rest
of the world in order to play an “anti-divergence” trade which
has started to materialize at the end of 2018.

Amid so much geopolitical and policy uncertainty, investors
should consider dry powder in the form of cash in order to be
more opportunistic, especially in the U.S where three-month
Treasuries are now yielding more than the dividend yield on
the S&P 500. Now is the time to add flexibility to portfolios
and take advantage of alpha opportunities through actively
managed funds.

To our opinion, it is premature to position too aggressively
into non-U.S risk assets. Indeed, in the coming weeks, we
could even see some continuation – or even intensification –
of the economic and policy divergences which have been
favoring U.S assets versus the rest of the world.
As shown in the asset allocation matrix below, we favor U.S
equities over the rest of the world.

Within real assets & illiquids, we are constructive on real
estate as the search for yield is likely to stay intact. We also
believe that hedge funds will deliver better returns going
forward as they should take advantage of the rise in volatility
and a more selective context. Private equity has become
overcrowded with the amount of “dry powder” reaching record
levels.

For investors with a longer time horizon, we recommend using
pullbacks to add to positions in EM equities. Within Europe,
there might be attractive trading opportunities at a micro
level within countries and sectors, depending on how they are
affected by ongoing trade disputes.

On the currency side, we believe there is still some upside on
the dollar. Emerging currencies correction has been extreme
and some consolidation is expected. The Swiss Franc and the
Japanese Yen can be used as a portfolio diversifier, i.e. it
should do relatively well in case of market turmoil.

Asset Allocation Matrix
Asset Class View

Bullish

Neutral

Bearish

Equities

Overweight

U.S small and mid caps
U.S large caps

Japan
Emerging Markets

UK
Europe

Fixed Income

Underweight

Trade Finance
U.S Investment Grade Corporates
Emerging Markets Debt (in $)

Emerging Markets Debt (in local
currencies)
U.S High Yield

Sovereigns

Real Estate

Hedge Funds
Gold
Energy
Industrial Metals

Private Equity
Agriculture

US $

Emerging Local currencies
Yen
Swiss Franc
British Pound

Euro

Real Estate/
Illiquids

Neutral

Cash
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Heading into 2019, we continue to favor
equities over fixed income. We expect
moderate but positive returns for
equities on a one-year time horizon;
while earnings momentum is slowing
down, valuations are more attractive
than they were a year ago.
Better monetary and trade
policy could lead to some
multiple expansion in 2019.

2019 Investment Themes
# Theme 1: Equity versus Fixed Income
As mentioned earlier, we do not see the US and other developed
economies heading into recession in 2019. We do not believe
that a financial crisis similar to 2008/9 is on the cards. Moreover,
a rise in inflation triggering excessive monetary tightening does
not look likely either. As such, we expect decent economic
growth with moderate inflation in 2019, a context which is
usually favorable to equities.
Equity valuations are more attractive than Fixed Income as
illustrated by the risk premium (e.g above 300 basis points in

the U.S, a level historically consistent with 10%+ 12-months
returns for U.S equities).
Allocating into equities after a 20%+ pullback is never an easy
task but it is precisely when sentiment is depressed and
valuations more attractive that the best opportunities arise. We
thus stick to our preference for equities over fixed income. This
is the most important call. However, we warn investors that
volatility is here to stay – this will be the price to pay to be
allocated to equities in 2019.

# Theme 2: High Free cash flow yielders
As liquidity is drying in the market, the key is to avoid illiquid
instruments as much as possible. When it comes to allocating to
equities and credit, the focus should be on companies with strong
balance sheets and generating sustainable, high free cash flows.
We do like in particular global stocks trading at an attractive high

free cash flow yield. In a world of high debt levels, we also feel
that avoiding companies with high leverage will pay off over time.
High quality free cash flow yielders can be found in all sectors
but are more frequently represented in Healthcare, Technology
and Consumer sectors.
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# Theme 3: Growth stocks
With growth slowing down, investors will pay a premium for
growth – we thus expect U.S growth stocks to make a comeback at some point.
Large Cap Tech stocks are now looking cheaper as the FAANGs
lost more than a $1 trillion of market capitalization in Q4
2018. Short-term forecasts are challenged but the long-term

thesis is intact.
Within defensive growth, Large-caps Pharma and Medtech
continue to offer attractive growth rates at a reasonable price
and will most likely be favored by investors looking to get
exposure to equities without being too much exposed to the
macro-economic cycle.

# Theme 4: Opportunities in Trade war casualties
As discussed earlier, Trade war has been among the main
culprits behind the rise in market volatility last year and remains
investors’ biggest concern.
Our base case is for the US to back down on some of the measures
that have been taken in its trade war with China. In turn, China
will be willing to make concessions on intellectual property rights,
technology transfer and foreign ownership of Chinese companies.
As a lot of bad news on Trade have already priced in, any good

news on Trade could trigger a re-rating of some of the “Trade
war” casualties.
This includes Asia-ex Japan equities – and Chinese domestic
stocks in particular.
But European stocks have also been suffering from the rise in
Trade tensions. For instance, the DAX index lost 22% in 2018
and companies such as German cars could benefit from any relief
on the Trade war front.

# Theme 5: Pro-growth policies
The pro-growth policies implemented by President Trump in the
U.S are creating some “neighbor envy”. As the European continent
is facing structural economic issues and 9-10% unemployment
rate, anti-establishment movements came back with a vengeance
in 2018. In March, Italy kicked off the move with the rise to
power of the populist Five Star Movement and The League. In
Germany, Angela Merkel will step down in 2021. France and UK
have their own problems. Ultimately, we believe that European
politicians will try to buy off voters with more fiscal stimulus.
In a certain sense, President Trump’s economic policies may be
exported not only in Europe but also elsewhere – e.g. China
recently announced that they are targeting a fiscal policy

stimulus of 1% of GDP in 2019. Following the path of the U.S
already happened before – e.g. when the U.S slashed its tax
rate in 1986, everyone followed afterwards.
The implementation of pro-growth policies in Europe and China
could trigger a rebound of these two under-performing markets.
But the implementation of pro-growth policies could also
continue to take place in the U.S. For instance, infrastructure
spending has been much slower to materialize than many
expected, but this could well be a key element of President
Trump’s growth strategy ahead of the 2020 elections. In such
scenario, U.S Industrial stocks would benefit.

# Theme 6: GCC bonds
2018 was a bloodbath for Emerging Markets bonds. While they
tend to trade at tighter spread than U.S high yield this has been
reverted at some point in 2018. Within EM bonds (in dollar),
we do like GCC issuers for the following reasons.
First, GCC fundamentals are among the strongest in the world.
GCC currencies are stable and pegged to the U.S dollar, GCC have
low debt levels, ample foreign reserves and benefit from fiscal
stability. This is in sharp contrast with many other emerging
markets which are currently struggling with their currencies
(due to the global dollar shortage situation), face widening
budget deficit, depleting foreign reserves and rising debt levels.
4 out of 6 GCC countries are currently an investment grade.
According to the Net Foreign Assets methodology used by the
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IMF, these 4 GCC countries (UAE, KSA, Qatar and Kuwait) are
among the wealthiest in the world, ahead of most G7 countries.
Before the oil crisis, GCC bonds suffered from very little interest
by international investors. One explanation was the lack of
issuance – indeed, that GCC sovereign and quasi-sovereign
issuers didn’t have to tap the bond market. Since then, the
situation has evolved as GCCs are progressively issuing bonds.
Another reason for the low representation of GCC bonds in
global portfolios was the fact that GCC bonds were not part of
the JPM EM bond index given that the GCC average per capita
income is much higher than EM. But this is changing as well as
JPM has tweaked the classification. In January 2019, JPM EM
bond index will start to progressively include GCC bonds which

means that $60 billion of passive and active flows should be
expected. Over time, GCC is expected to be 18% of the index,
on par with EM Europe and EM Asia. Last but not least, GCC bonds
are underpriced – in part because of the under-representation

in indices as mentioned above but also because of a geopolitical
risk premium. The spreads GCC bonds are currently trading at
do not reflect the strength of the fundamentals and we believe
that these spreads should tighten over time.

# Theme 7: U.S Corporate Investment Grade bonds
The U.S corporate bond market posted negative returns in
2018 as falling prices within investment grade and high yield
more than offset coupon income.
Over the last few months, investors have been concerned by
the high levels of corporate debt in some sectors, the relatively
high proportion of companies which are in the investment
grade universe but at risk to being downgraded to the high yield
universe and the rising risk of recession.
As discussed earlier, we do not expect a U.S recession and we
think the extent of interest rate increases will be quite modest
(one or two 25 basis point increases in the Federal Funds rate in

2019). Furthermore, for investment grade companies, the degree
of leverage is not particularly high by historic standards and the
coverage of debt interest payments by earnings is comfortably
high. The yield on U.S investment grade corporate debt, which
increased to 4.4% in late 2018 looks attractive to us. We think
that yield is a fair compensation for the risks involved and that
yields will not rise significantly further in 2019.
We think that positive returns will be seen in 2019. Nevertheless,
this is a market where investors need to be selective and we are
thus recommending an active management and individual
security selection approach.

# Theme 8: Trade finance
As highlighted in previous edition of Perspectives, Trade finance
loans represent a unique asset class that provides investors
with decent income as well as significant portfolio diversification.
The combination of floating rate income, collateral security and
low duration means that trade finance loans can act as a shield
against the possibility of rising interest rates in the current rate
environment while at the same time offering the security of
assets that are backed by collateral.

While they have been the preserve of commercial banks for
many years, trade finance loans are now more easily accessible
thanks to the de-leveraging and greater syndication efforts
from banks. Still, the biggest challenge remains the effort
required from mainstream investors to climb an initially steep
learning curve. To this end, specialized fund managers offer the
best access to this compelling asset class.

# Theme 9: Multi-assets investing
2018 proved to be a very difficult year for asset allocators and
multi-assets funds as 93% of the main asset classes ended in
negative territory – the highest level ever. We do not expect
such a scenario to repeat in 2019 and would thus advise
investors to get exposed to the market through a diversified
strategy. In this context, multi-assets funds can be a very useful
instrument for those investors who do not seek to manage
their asset allocations by themselves.

We believe multi-asset investing can offer our clients four key
benefits: 1) Multi-asset funds can help you targeting specific
and measurable investment outcomes (e.g. a targeted return
per annum); 2) Multi-asset funds are managed dynamically;
3) Multi-asset funds quickly adapt to markets using enhanced
capabilities; 4) Multi-asset funds give you access to “best-inbreed” investment managers.

# Theme 10: Blockchain
While 2018 was a bloodbath for crypto-currencies, blockchain
technologies continue to be adopted. Indeed, the global
blockchain market is anticipated to grow to over $60 billion by
2024 as more companies adopt distributed ledger technology
and mass-use cases appear. Very much still in the infancy stage,
blockchain technology is currently being explored and adopted
by global industry titans such as IBM and Softbank.
Additionally, thousands of innovative companies around the world

are trying to solve market inefficiencies by leveraging the benefits
that blockchain technology provides. These companies can be
found in every industry, from content creation and transportation
to financial services.
The blockchain ecosystem flourishes due to tokenized
economies, developers, service providers and entrepreneurs
who are breaking the mold. We are exploring ways to enable our
clients to get exposed to this very promising theme.
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Agenda 2019
JAN / F E B

U.S Trade:
China Tarifs
and
Automobile
Imports
Will the U.S impose a
25% trariff on a wide
range of Chinese
imports on January
1st and on autos on
February 1st?

MA RCH

March 7th

ECB
Monetary
Policy
Meeting

March 20th

Fed FOMC
Meeting

January 30th

Fed FOMC
Meeting
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MAY

Indian
Indonesia
General
Presidential Elections
Will Modi be
Elections
April 17th

April 25th

January 24th

ECB
Monetary
Policy
Meeting

AP RIL

BoJ
Meeting

Brexit
deadline 		
for the UK
to leave
the EU
Soft or hard brexit?
Or an extension of
Article 50?

June 6th 		

re-elected?

ECB
Monetary
Policy
Meeting

May 1st 			

June 19th 		

Fed FOMC
Meeting

May 9th 		
March 29th

J U NE

EU to agree
on a new
7-year
budget

Fed FOMC
Meeting

June 20th 		

BoJ		
Meeting

What would be the
level of support for
struggling southern
European states?

June 29th-30th 		

May 23rd - 26th 		

Trade and geopolitical
disputes wil be top of
the agenda

EU
Parliamentary
Elections

G20		
Summit
(Japan)

JULY
July 25th 		

ECB
Meeting

July 30th 		

BoJ
Meeting

AUGUST
May - August 		

South
African
Elections

Potential first loss of
African National
Congress majority

August 25-27th 		

July 31st 		

Fed FOMC
Meeting

G7 Summit
(France)

SE P T E MBE R
September 12th 		

ECB
Meeting

Economic
Policy
Symposium
Jackson
Hole

Polish
Elections
A test for ant-EU
sentiment

September 18th 		

Fed FOMC
Meeting

October 27th 		

Argentinian
Elections
A big test for the new
IMF regime

September 19th 		

BoJ
Meeting
Late August 		

OC TOBE R

NOV / D EC
Nov 1st - Dec 1st

New EU
leaders for
the ECB, EU
Commission
and Council
A key date for the
futire of monetary
policy

December 11th 		

Fed FOMC
Meeting

December 12th 		

ECB
Meeting

December 19th 		

BoJ		
Meeting
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Al Mal MENA Equity:

2018 and beyond
It has been two years since the investment approach
and management team of Al Mal Mena Equity team has
been revamped. In the coming pages, we review Middle
East equities market action in 2018 and the fund’s
performance. We then share our investment views and
convictions for the months to come.
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Middle East Equities: The Best Regional Market in 2018
As highlighted in our global markets review, 93% of asset classes
were in negative territory in 2018 and the MSCI Emerging
Markets index ended down -16.6%. In this context, the S&P
Pan Arab index was by far the best performing regional equity
index with a yearly gain of +6.8%.

while U.S equities were down -14% and emerging markets
down -8% . We note that the collapse (-36%) of oil over the
quarter had little effect on our regional equity markets.
Despite this strong (relative) performance, it was a heterogeneous
year for Middle East equities with strong performance for Qatar
(+21%), Tunisia (+16%), Kuwait (+12%) and Saudi Arabia
(+8%) whereas Egypt (-13%), UAE (-14%), Lebanon (-15%)
and Oman (-15%) had a very challenging year.

While the S&P Pan Arab index was volatile in Q4, it happened
to be much more resilient than most international markets as
MENA equities ended the quarter with a small loss (-1.8%)

MENA equities indices performance in 2018 and Q4
Qatar
Tunisia
Kuwait
Saudi Arabia
S&P Pan Arab
Bahrain
Morocco
Jordan

2018

Egypt

Q4 2018

UAE
Lebanon
Oman
-20.0%

-15.0%

-10.0%

-5.0%

We also note that large-caps and international flows-driven
stocks sharply outperformed small & mid-caps. As shown on
the table below, the strong 2018 performance of Qatar and
Saudi Arabia can be partly attributed to foreign flows.

0.0%

5.0%

10.0%

15.0%

20.0%

25.0%

In terms of sector performance, banks recorded the best
yearly returns during 2018 led by strong growth in earnings
reported by most major banks during the year.

Foreign flows into selected MENA equity markets in Q4 and 2018
USD mn

QTD Net Flows

YTD Net Flows

Market Cap

Foreign Ownership

%

UAE

263

493

178,575

17,649

10%

Abu Dhabi

282

708

118,179

10,021

8%

Dubai

(19)

(215)

60,396

7,628

13%

Qatar

557

2,300

155,647

12,389

8%

(1,890)

1,085

467,069

7,855

2%

NA

NA

46,762

2,557

5%

Saudi Arabia
Kuwait
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Al Mal MENA Equities: A Year in Review
After an exceptional year in 2017 (+17.8% against +1.3% for
the benchmark) and a very strong first quarter of 2018
(+12.4% versus +7.2% for the benchmark), the fund has been
giving up some of its absolute and relative gains in the second
half of the year as large-caps beta names outperformed
fundamental mid-caps names – a configuration which is less
favorable to our investment style. In the fourth quarter, October
saw a continuation of the same trend of ‘beta rally’ that impacted
our performance (details below); however we witnessed some
trend reversal in November and consequently the fund beat the
benchmark by 130 bps in December. Over the full year, Al Mal
Mena equity fund posted a +2.6% performance (net of fees)
compared with +6.8% for the benchmark.
There are three main reasons behind our underperformance
over the last few months: first our overweight in Egypt, second
our underweight in some of the large cap names included the
benchmark and third our underweight in Qatar.
While we benefited from the strong performance of Egypt
throughout 2017 and during the first quarter of this year, the
correction which has taken place since then had a negative
contribution to our relative and absolute performance. Egypt
was our second largest allocation (behind Saudi) and while most
of our core holdings performed relatively well compared to
Egypt’s main index, they underperformed against the S&P Pan
Arab since the end of March.

Since the MSCI watch list announcement in June 2017, Saudi
Arabia has enjoyed a strong “beta” rally which has mainly been
benefiting the large weights, as the vast majority of foreign
flows are directed towards these names. We do believe that the
beta rally we are currently witnessing in Saudi Arabia is on its
final leg. Indeed, current valuation levels will be very hard to
digest even by foreign investors, unless we see double-digit
earnings growth – which looks unlikely from our point of view.
The third factor behind the relative underperformance this year
has been our underweight in Qatar. From a macro-economic
perspective, the country has been doing probably better than
expected and some of the large caps names (e.g. QNB) remain
well bid by local investors. We didn’t find enough attractive
stories in Qatar and our under-exposure to this country had some
impact on the relative performance since the end of March.
Looking at the last two years in the rear-view, it is interesting to
see that Al Mal Mena equity fund is up +20.9% (after fees).
The fund is thus outperforming the S&P Pan Arab by more than
1400 basis points but has also been performing better than the
vast majority of indices – e.g the S&P 500 (+12%), the MSCI
Emerging Markets index (+12%), gold (11.8%), Global bonds
(+6.1%) or oil (-5%),. While past performance is not a guarantee
of future results, we aim to continue working very hard to
exploit the alpha opportunities available in our regional markets
and offer attractive returns to our clients.

MENA equities indices performance in 2017 and 2018
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Performance

12.0%

20.9%

7.6%

6.7%

12.0%

263

11.8%

-5.3%

-30.6%

3.4%
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Market Outlook
We remain positive on MENA equities for both secular AND cyclical reasons:
SECULAR REASONS

• The Oil crash has been a once in a life time opportunity for
the region to “reinvent itself”. We are seeing major economic,
societal and capital markets reforms being implemented and
this should help MENA to move post-oil era into a more
diversified economy with greater representation and activity
in the capital markets (e.g. Saudi inclusion into MSCI EM &
FTSE index, etc.);
• The geopolitical situation aside, MENA is full of attractive
companies and ALPHA opportunities (80% of the volume
is retail money, the market is under-covered by sell-side
research, etc.);
• There is still very low foreign ownership (i.e. FDIs can only
go upward);
• MENA is de-correlated from other EM markets ($-peg, solid
fundamentals, oil exporter);

• Based on the points above, we believe that MENA capital
markets have entered into a virtuous circle: index inclusion of
Saudi & Kuwait will attract passive and active foreign flows

– these foreign investors will require more transparency and
improved governance – flows will also improve liquidity –
valuations will adjust upward over time – all of the points
mentioned earlier will boost performance, attracting more
foreign flows, etc.

CYCLICAL REASONS

• Asset allocators and global emerging markets fund managers
will continue to favor the region (in particular GCCs) given
limited currency ($-peg);
• Unlike many other EM countries, GCC countries are benefiting
from rising oil prices;
• The region has limited exposure to trade war (vs. Asia for
instance);
• Valuations remain decent (except some large caps in Saudi or
Qatar – see below);
• The strong fundamentals of the region (foreign reserves, low
debt, fiscal stability, dollar-peg) also attract flows versus
weak EM countries (Turkey, Argentina, etc.)

Valuation and Growth
If we look at the overall simple average, the region is trading at 11.4x estimated 2019 earnings and those earnings are expected
to grow at nearly double digits.
A PE/G ratio of 1.3 is not too demanding. If we look at the big four GCC markets, the picture looks a bit less rosy - a forward P/E
of 12.7 for 7% estimated growth, i.e. a PE/G ratio of 1.7 which is a bit rich (thanks mostly to Saudi).
Relative valuations in part explains why we continue to overweight markets such as Egypt.

Valuations, earnings growth and PEG for the MENA region
21 Dec 2018

Mkt Cap

GDP

Country

USD bn

USD bn

ADV

# of

17

17

17

% GDP

USD m

Stocks

P/B

ROE

Div Yld

17

P/E

9m 18

18e

19e

Growth

Net YoY 18 vs 17 19 vs 18

PE/G

PE/G

18e

19e

Saudi

484

684

71%

771

183

1.8

10%

2.5%

17.4

17.0

16.0

1%

2%

6%

7.2

2.6

UAE

226

383

59%

119

117

1.2

10%

3.9%

11.5

10.5

9.7

11%

10%

8%

1.1

1.2

Qatar

161

168

96%

68

43

1.5

10%

4.6%

15.1

14.4

13.5

6%

5%

7%

3.0

2.0

Kuwait

87

120

72%

77

157

1.1

8%

3.4%

13.4

12.4

11.4

8%

8%

9%

1.5

1.3

1.4

10%

3.6%

13.6

14.4

12.7

7%

6%

7%

1.7

1.7

Big 4 Gulg Mkts
Morocco

54

109

49%

22

74

2.6

15%

3.8%

17.8

18.4

17.0

-4%

-3%

8%

-5.6

2.1

Egypt

42

235

18%

42

124

1.8

14%

3.9%

12.5

10.6

8.8

18%

18%

20%

0.6

0.4

Jordan

23

40

57%

6

177

1.0

6%

2.8%

15.9

14.6

13.8

11%

9%

6%

1.6

2.4

Oman

18

73

25%

3

117

0.9

7%

4.3%

12.1

11.1

10.2

9%

9%

9%

1.2

1.2

Bahrain

19

35

55%

4

39

0.8

9%

3.6%

9.4

8.9

8.3

6%

Tunisia

9

40

21%

1

80

2.1

12%

3.0%

13.7

12.2

11.1

0.6

10%

5.6%

5.9

5.8

5.6

Lebanon

8

52

15%

1

10

Country

1,131

1,030

58%

1,113

1,121

2%

6%

7%

1.6

1.1

12%

10%

1.0

1.1

2%

4%

3.4

1.6
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Investment Themes for 2019
EGYPT - Best Growth Profile
Egypt was the darling of MENA equity investors between January 2017 and April 2018 as the EGX30
recorded a gain of 65% in dollar terms over this period. Since then, the pressure on emerging markets
(currencies and equities) and stronger oil prices have been taking a toll on Egypt equities as the EGX30
entered a bear market, falling 30% (in dollar terms) from its peak on April 26th, hence giving up all its
year-to-date gains and underperforming the broader S&P Pan Arab index.
This steep decline also coincided with the recent disclosure of Net Foreign Assets at Egyptian banks (which turned negative for
the first time since April 2017) and the resurfacing of a stock manipulation case. Furthermore, the strong upcoming IPO pipeline
(10 primary and secondary offerings) planned in the coming quarters is raising concerns about the market’s ability to absorb
such issuances, amid current liquidity levels.
On our side, we remain positive on Egypt. Supported by broad reforms and with multiple catalysts ahead (stable or falling
interest rates, continued recovery in tourism, increased gas output), Egypt markets have the potential to deliver healthy returns.
While certain domestic issues can partly justify the recent plunge of the Egyptian stock market, we believe that most of the weakness
can be explained by the broad decline which has been taking place within emerging equity and currency markets. This indiscriminate
sell-off has created some very attractive alpha opportunities, which led us to increase our overweight stance on Egypt.
However, selection remains a key. At this stage, we focus on industrial companies which are infrastructure related. Over the coming
months, we might shift to consumer stocks if salaries catch up.

On our side, we remain positive on Egypt. Supported
by broad reforms and with multiple catalysts ahead
(stable or falling interest rates, continued recovery
in tourism, increased gas output), Egypt markets
have the potential to deliver healthy returns.
SAUDI ARABIA - Flows
The inclusion of Saudi Arabia in the main EM indices (MSCI & FTSE) is a major event for the region.
First, in terms of capital flows. Indeed, $60bn flows are expected through the 7 phased MSCI / FTSE
inclusion in FY’19 / Q1 ’20 ($20bn passive and $40bn active). We do believe that the KSA inclusion is still
underplayed by the market as we have only seen $1 billion of inflows in 2018.
We would also highlight that the EM indices inclusion is not just a Saudi story – e.g. the Kuwait phase 2 inclusion in the FTSE index
took place in Q4 and the MSCI upgrade is expected to take place in June ‘19.
Going forward, we expect MENA markets to have a weight of 5% in the MSCI and FTSE EM benchmarks by 2020 (up from 2%).
The planned IPO of Aramco by 2021 should add 2%. With a total of 7%, the weight should not be far from the weight of Latin
America for instance. With such a weight in the main EM index, global asset allocators will not be in a position to avoid the region
anymore – this is a major event which should trigger the virtuous cycle mentioned earlier in this document.
While KSA continues to be an index inclusion story for 2019, we have seen some green shoots in corporate earnings. We are
selective in our picks and are positioned on themes such as industry consolidation and healthcare. Insurance is another area where
we see growth both in medical and motor segments.
As explained above, the 7 phased MSCI and FTSE inclusion are expected to bring passive flows which are likely to benefit large
caps mainly. We would be very cautious if the market as a whole becomes very expensive following the initial phases.
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UAE - Attractive Valuations
The UAE markets underperformed in 2018 – and this was especially the case for Dubai (see dedicated
section). The markets may not recover before sentiment improves and this should be mainly driven by a
pickup in the real estate sector. While the timing remains uncertain, there will be very attractive alpha
opportunities to pick in the coming months.
BANKS - Rising Interest Rates
We still like banks, as Fed rate hikes have been benefiting the net interest margins (NIMs) of GCC banks
especially in Saudi, UAE and Kuwait. If the Fed monetary tightening pauses earlier than anticipated (as
discussed in the Global outlook section), the net interest margin expansion story will stall as well. However,
it might then be the time to revisit the case of leveraged companies.
GEOPOLITICS
Another investment theme where we would like to be positioned is the companies that benefit from
geopolitical developments (and avoid those that get impacted). For instance:
a
b
c
d

End of war in Yemen / Syria: watch for cement companies in nearby locations;			
(Hypothetical) Qatar dispute resolution: resumption of trade and tourism with the rest of Gulf;		
Sanctions on Iran: we avoid companies that have exposure to the country;				
U.S – China trade war: Logistics & transportation companies such as DP world could benefit from
any positive surprise on that front.

10 Strong Reasons To Consider Al Mal Mena Equity Fund As
An Investment Vehicle Of Choice
#1: Al Mal commitment: While the MENA equities team has

been revamped in early 2017, the involvement of Al Mal Capital
in regional equities fund management is more than 10 years
old. Indeed, Al Mal UAE equity fund was created in April 2006
whereas Al Mal MENA equity fund was launched in June 2008.
At a time when many regional financial firms are leaving the
segment and most international asset managers continue to
shun the space, Al Mal Capital is investing and expanding into
Middle East equities. This is the best proof of Al Mal Capital
level of commitment and conviction on our regional markets.
Al Mal Capital has been of the very few long-standing MENA
equity specialist and has a strong objective to be seen among
the worldwide leaders in this space.

#2: The strong backing of Dubai Investments: In 2015,

Dubai Investments increased its ownership to obtain a majority
shareholding in Al Mal Capital. Our main shareholder has been
a strong supporter of Al Mal asset management team and is
backing our MENA equities ambition, for instance by seeding
our newly created funds.

#3: The upcoming launch of the fund under a UCITS
format: One of the missions of Al Mal Asset Management

team is to promote MENA equities as a destination of capital
for international investors. As such, we need to provide them
with a fund structure which is investable.
Al Mal Capital and Azimut Group, one of the largest European
asset managers, have signed a partnership agreement to jointly
launch a Middle Eastern equity UCITS fund.
This newly established Fund is expected to be launched by
during the first quarter of 2019 and will be co-branded by Al
Mal Capital and Azimut. With more than USD 50 billion in
Assets under management, Azimut is one of the largest and
fastest growing asset managers in Europe. And thanks to
Azimut UCITS umbrella platform and their global distribution
footprint, Al Mal highly successful MENA equity strategy will
now be accessible to institutional and private investors around
the world.

#4: A unique investment approach and process: As already
mentioned above, we believe that our investment approach and
process is pretty unique.
Our investment strategy is bottom-up fundamental through a
deep research process. We favor an unconstrained and high
conviction approach. The fund active share is around 70-80%.
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#5: Strong absolute and relative performance since
early 2017: As mentioned earlier, the Fund is up + 21% since

early 2017 performance against +6.7% for the S&P Pan Arab
index. Not only was the performance strong against benchmark
but it did well against peers as we ranked #3 out of our universe.
It is also worth highlighting that an alpha of 14% with 6%
tracking error implies an information ratio of 2.3x. Last but not
least, the fund volatility was lower than the index despite the
fund’s concentration.

#6: A scalable strategy: On purpose, we selected an

investment universe which allows us to pick highly differentiated
companies. We define our universe as GCC, Levant and North
Africa (mainly Egypt and to a lesser extent Morocco). This
universe is rather heterogeneous and exposed to very different
dynamics (think about impact of rising oil prices on a country
such as Oman versus Egypt);
Unlike some competitors, we are not investing into illiquid
micro/small caps to generate such level of performance. We
believe we can achieve exactly the same results with a USD
500-700m assets under management. Not only our strategy is
scalable, but we have much higher capacity left than most of
our direct competitors.

#7: A highly liquid strategy: The current Bahrain registered

fund offers weekly redemption frequency to investors. The same
weekly frequency will be offered through the UICTS Luxembourg
format and could be applied to a managed account as well.
At a time when many investors believe that the only way to
generate double-digit returns is to allocate to illiquid strategies
such as Private Equity or real estate, it is somewhat refreshing
to see that very decent returns can be achieved with a strategy
which allows investors to get their money back within a week.

#8: Full transparency: As our investment strategy does not
imply investing into small/micro caps and because it is based
on a clear, repeatable investment process, we chose from day 1
to communicate with our existing and potential clients in a
transparent way and on a frequent basis.
We thus publish portfolio details and comments on a weekly,
monthly and quarterly basis. We also offer direct access to
portfolio managers.

#9: Investing into a fund and a team which might be in
the “sweet spot” of their lifecycle: In December 2017

edition of Perspectives (Special Focus: “The Fund Lifecycle
Theory”), we mentioned that many investors are under the wrong
impression that the right timing to invest in a fund is when it
has a long track record and large assets under management
(AUM). In this article, we highlighted that “bigger” and “older”
are not always better.
Indeed, many institutional investors and family offices may
significantly narrow down the number of fund managers, looking
for at least five years’ track record and over US$300-500 million
in managed funds. As we highlighted in this article, several
academic and industry research has suggested that large size
and old age can have a negative impact on fund performance and
performance persistence.
The “Fund life cycle theory” suggests there is an optimum time
to allocate to an asset manager. As shown on the chart below,
the growth and early maturity stages of a fund represent the
“sweet spot” for investing. It is the time window where the fund
manager is most likely to generate solid, consistent excess
returns and has developed a sustainable business and stable
operational infrastructure.

Excess return potential and business risk depending on the life cycle stage

Growth

Maturity

Emerging
Revitalization

Decline

Excess Return Potential
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Business Risk

As mentioned earlier, Al Mal Asset Management team has been
strengthened in early 2017. While the new team cannot show
a track-record of more than 5 years and over $300 million in
assets, we have now reached the stage once the fund has
achieved some success, when those making the decisions have
gained some confidence but they aren’t yet so well known that
the fund is too big or impossible to get into.
Al Mal Asset management team is highly qualified, with four
investment professionals cumulating almost 70 years of
experience. It is also a passionate and dedicated team. While
past results is not a guarantee of future results, the performance
achieved since the start of 2017 is a strong encouragement for
the foreseeable future.

Reason #10: the upside potential of MENA equities:

As mentioned earlier, we are upbeat about the near-future
prospects of our regional markets. While many investors have
been skeptical about the potential added value of MENA
equities to a global portfolio, 2018 proved to asset allocators
that Middle East markets can de-correlate from both
developed and emerging markets while generating attractive
returns. To our opinion, international investors will continue
to learn about the attractiveness of MENA and progressively
allocate to our regional markets. As highlighted below, the
MENA region blends most of the characteristics of developed,
emerging and frontier markets – this is a very unique feature.

MENA, a region like no other
Developed
Markets

Emerging
Markets

Frontier
Markets

MENA
Markets

Sovereign Quality
GDP Per Capita
GDP Growth
Demographics
Geopolitical Stability
Currency Stability
Strctural Reforms
Valuation
Corporate Governance
Liquidity
Alpha Opportunities

Conclusion:
The way we see our role as Al Mal Middle East equities team
is the following: whatever the direction and performance of
the market, we want to invest into what we define as the
very best opportunities within our investment universe. We
believe that by doing so, we should at least double our
client’s capital over 7 years. It should be achieved by using
the long market and generating 5-10% of alpha vs. the

index per annum.
While we cannot guarantee a repeat of the strong
performance we achieved in 2017-2018, we are confident
that our high conviction approach will enable us to generate
above benchmark returns going forward. And with the
Middle East market outlook improving, it is thus not too late
for investors to allocate to Al Mal MENA equities fund.
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Dubai:

Time to be Positioned
for a Rebound
The Dubai Financial Market General Index was down 27%
last year, and was as such one of the worst performing
emerging markets index in 2018. The local stock market
peaked in 2014 (the year of MSCI EM inclusion) and is
down 53% from the highs. Property prices have been
declining as well. Since the peak in 2014 overall prices are
down 26%. The average price/sq ft is down from AED
1,950 to AED 1,380. Apartment rents in Dubai are down
more than 40% from their mid-2014 peaks.

The local stock market
peaked in 2014
and is down

53
from the highs

%
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Since the peak in 2014
overall property prices
are down

26

%

Apartment rents
in Dubai are down
more than

40

%

from mid-2014 peaks

Indeed, regional turmoil and tax changes have been weighing
on real estate and retail sectors as a series of government
reforms in recent years haven’t been translating into an
immediate revival of Dubai’s economy. And the recovery of oil
prices which started in 2017 has failed to boost confidence in
a city which is indirectly sensitive to petrodollars.
The regional geopolitical tensions have for sure played their
role. Tensions with Iran, the war in Yemen and the embargo on
Qatar all contributed to a slowdown in trade, tourism and retail.
On the business front, the higher cost of living and tougher
enforcement of financial regulation have been weighing on white
collar job growth. While the Emirate’s population has surpassed
3.1 million in 2018, some well-paid executives are moving out

of the country and are replaced by less-experienced – and thus
lower income staff.
Lower discretionary spending has hit restaurant and retail as
the city introduced a 5% VAT at the start of 2018.
On the real estate side, chances of any immediate improvement
are slim, with Dubai likely to welcome 24,300 new apartments
this year plus about 8,500 villas according to the 2018 update
on the UAE property market by Asteco.
Still, there seems to be a silver lining. Indeed, growth is expected
to soon turnaround as the IMF is forecasting a rebound in
growth from 3.3% in 2018 and 4.1% this year as the city
prepares to host World Expo in 2020.

More importantly, one should not forget the secular growth
story of the Emirate and his unrivalled role as a regional hub.
Below we revisit the Dubai story and explain why we
believe it might be time to be positioned for a rebound.
Dubai: A success story like no other
As governments across the Middle East attempt to diversify
away from natural resources and build resilient economies, they
should take some lessons from Dubai. It’s a remarkable story.
Dubai is a highly entrepreneurial city with outstanding
leadership. In less than a generation, the Emirate has been
transformed from a small port into a major center for
investment, commerce, and high-end culture. From the outset,
Dubai had no other choice than diversify away from oil and has
built its growth on two other equally valuable raw materials:
imagination and determination.
Dubai’s founding visionary was His Highness Sheikh Rashid,
who ruled from 1958 to 1990. He inherited a relatively poor

Emirate, whose chief asset was the creek, which was used as a
trading hub for generations. In 1959 Sheikh Rashid saw the
way the tide of globalization was running and, in a bold move,
invested a vast sum to transform the creek into a large, modern
port. It was a risky plan which paid off handsomely and was
followed by many others, inspired by Sheikh Rashid’s “build-itand-they-will-come” philosophy.
Among them was Dubai International Airport (DIC), built in
1960 with a single runway of compacted sand. This year more
than 90 million people will land or take off from DIC. In early
January, what has become the world’s busiest international
airport handled its one billionth passenger.

As governments across the Middle East attempt to
diversify away from natural resources and build
resilient economies, they should take some lessons
from Dubai. It’s a remarkable story.

In the 1970’s, His Highness Sheikh Rashid ordered the construction of Jebel Ali, a large container port. While the logic of this
project was questioned at that time, Jebel Ali is today the ninth busiest port in the world and handles 15 million containers a
year. The port is connected to a tax-free logistics zone which makes it very popular.
But there is more to come. Dubai is completing Al Maktoum airport right next to Jebel Ali port to create a one of a kind
integrated logistics hub connecting the port, warehouses and airport all together. Containers can be unloaded from a ship,
segregated into smaller shipments and then on to flights in a matter of hours.
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These stories just exemplify Dubai’s great long-term vision and leadership
Few cities have this level of long-term strategic thinking. Dubai
is sometimes called the Singapore of the Desert, because, like
Singapore, it has experienced enormous state-directed economic
growth, and benefits from proactive, visionary leadership that
has turned a small city-state with limited natural resources
into an important international hub.
Under the leadership of his Highness Sheikh Mohammed bin
Rashid Al Maktoum, the Vice President and Prime Minister of
the United Arab Emirates (UAE) and ruler of Dubai, major
reforms in the UAE’s government have been undertaken,
starting with the UAE Federal Government Strategy in April
2007. In 2010, His Highness launched the UAE vision 2021
with the aim of making the UAE ‘one of the best countries in
the world’ by 2021. Sheikh Mohammed is responsible for the
growth of Dubai into a global city, as well as the launch of a
number of major enterprises including Emirates Airline, DP
World, and the Jumeirah Group.

Dubai has done a good job of branding itself to
attract the foreign investment and labor needed
to achieve its growth ambitions. Like New York,
Shanghai, and Las Vegas, which have all enhanced

their images through architecture, Dubai conveys
its innovation-oriented identity through its
cityscape and skyline, which has around 95
skyscrapers above 200 meters, more than any
other city except New York and Hong Kong.
Dubai’s brand is further strengthened by its political stability,
safety, tolerance, cultural diversity, and high standard of living,
which are a draw for skilled expatriates from around the world.
Moreover, the Emirate appeals to foreign investors with
special economic zones that few other states can match.
Dubai has also complemented its competitive advantage in
attracting high-skill workers and investment with labor
policies that also bring in lower-skilled foreign workers to
power its growth engine.
Dubai also has the first 3D-printed office building, stunning
manmade islands, the World’s only (self-proclaimed) “sevenstar hotel” (Burj El Arab), the tallest building (Burj Khalifa),
shopping malls combined with aquariums, indoor skiing, and
skydiving facilities, and many amusement parks. It also hosts
the world’s most expensive horseraces and other iconic
sporting events.

In 2010, His Highness Sheikh
Mohammed bin Rashid Al
Maktoum launched the UAE
vision 2021 with the aim of
making the UAE ‘one of the
best countries in the
world’ by 2021.
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Dubai recorded 15.8 million
overnight visitors in 2017
and is the 4th largest visited
city in the world with the
highest ever tourist
spend in the world.
Two billion people live within a four-hour flight radius of Dubai
So it is unsurprising that it has emerged as a compelling
location for visitors and investors alike. For instance, Dubai
benefits from being right next door to India. There are over
1,000 flights weekly between the UAE and India and Dubai
has been positioning itself aggressively as a place for Indians
to go on vacation and bring in their families. New theme parks
benefit from all these visitors but also hotels or retailers. Take

the Dubai Mall which gets 80 million visitors a year and is the
most visited mall in the world.
Dubai Tourism said the Emirate is on track to achieve its target
of 20 million visitors by 2020. Dubai recorded 15.8 million
overnight visitors in 2017 and is the 4th largest visited city in
the world with the highest ever tourist spend in the world
(see table below).

Top 10 global tourist destination 2017 (with average spend per day) Source: Lonely Planet
1 Bangkok: 20 million visitors a year ($173 per day)

6 New York: 13.1 million visitors a year ($147 per day)

3 Paris: 17.4 million visitors a year ($301 per day)

8 Tokyo: 11.9 million visitors a year ($154 per day)

2 London: 19.8 million visitors a year (#153 per day)
4

Dubai: 15.8 million visitors a year ($537 per day)

5 Singapore: 13.9 million visitors a year ($286 per day)

Among the tourist sources, India comes first with 2.1 million
tourists ahead of Saudi Arabia (1.5 million) and the UK (1.3
million). But China (0.8 million; +60% YoY) and Russia (0.5

7 Kuala Lumpur: 12.6 million visitors a year ($124 per day)
9 Istanbul: 10.7 million visitors a year ($108 per day)
10 Seoul: 9.5 million visitors a year ($181 per day)

million; +100% YoY) are among the top tourist sources as
well. Dubai hotels recorded steady growth in the first quarter
of 2018 with an 87% average occupancy rate.
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True, Dubai has the reputation to go through booms and busts
In 2008, the global financial crisis hit the city-state hard,
owing to its exposure to inflated real-estate assets). But
Dubai recovered quickly, as evidenced by its bids for events
such as the World Expo 2020.
The main reason for Dubai to go through real estate booms
and crashes is mainly because of the high supply of land.
This is comparable to what American investors face in cities
such as Los Angeles or Las Vegas where there aren’t any

geographical constraints on building like in New York or San
Francisco. Still, as the city expands and traffic gets worse well
located property prices go up. Los Angeles is spread out, but
certain neighborhoods trade well and continue to get more
expensive (e.g. Beverly Hills, Santa Monica). The same story is
likely to happen in Dubai as areas such as Downtown Dubai
and Dubai Marina are expected to appreciate in value over
time. Dubai Creek could be next.

Catalyst for a recovery
1 Government initiatives: for the UAE Property market, 2019
is expected to be the year when we should see benefits starting
to emerge from the many government incentives announced
in 2018. These include the publication of 10-year residency
visa for investors and certain professionals, a 100% ownership
of companies outside fee zones as well as the residency visa
for retirees, which property markets elsewhere have used to
good effect. These initiatives, coupled with other catalysts such
as increased federal and local budgets, stimulus packages and
reduced cost of doing business are expected to increase
investment and play positively on market sentiment;

market share and Emaar is probably 50 or 60% so this is a
good sign for supply concerns;

2 Dubai budget for 2019: despite lower oil price Dubai
government is committed to pursue infrastructure spending
(the total 2019 budget for 2019 is at AED 56.8bn - i.e.
slightly higher vs last year – of which AED 9.2bn will be in
infrastructure spending);

7 Dubai Expo in 2020: EXPO preparations should keep the
city vibrant for the next two years. Infrastructure, Hospitality
and Real Estate projects should stimulate growth. The total
economic impact of hosting the event is estimated at $28.8
billion which is material when measured against Dubai’s real
GDP of $105 billion (2017). The cost of constructing the Expo
site and related infrastructure is USD 6.9 billion. EXPO 2020
is expected to attract 25 million visitors from across the globe
and create 277,000 jobs for the Emirate, with 40% in the
travel and tourism sector, and 30% in the construction sector.
The main sectors that will directly benefit from the Expo are
real estate, construction, and retail/hospitality. People used to
be optimistic about this event, but now nobody cares about it.
At this point it might end up exceeding very low expectations.

3 More Chinese property buyers: Saudis, Russians and
Europeans have been the traditional buyers of real estate in
Dubai but Chinese have become one of the biggest buyers –
Emaar and the other developers are clearly targeting them;
4 Signs of relief on property supply as the two biggest
developers (Emaar and Damac) are withholding supply.
Damac is sitting on 1,000 units they don’t want to sell. They
will hold them until the market recovers. Damac has 20%

5 Mortgage rates in the UAE are about 4% for 3 year fixed
rates and rental yields are 5-6% - Dubai properties are thus
becoming an attractive property value play pegged to $;
6 New IPOs are expected to grab the attention of
international investors. For instance, Emirates aluminum - the
world’s 4th largest aluminum producer – is expected to be
listed this year. They already hired bankers but the IPO was
delayed due to tariff on aluminum import by the U.S

As mentioned in the introduction, the Dubai main equity index
is down more than 50% from 2014 peak. The broad Dubai market
trades at a very inexpensive P/E of 6.5x with a dividend yield of
6.2%. On this basis, the Dubai equity index is probably among
the cheapest in the world. Should the aforementioned catalysts
produce some effects, the equity price recovery could meaningful.
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Some deep value opportunities
Below, we share with our readers some individual stocks which offer deep value and which are poised to benefit from a Dubai recovery.
Company

Sector

P/E

P/B

ROE

Div. Yield

Remarks

Emaar
Devt.

Real
Estate

4.3x

2.1x

46.90%

11.70%

With Dubai’s property market dynamics looking solid in the long term and despite some operational challenges which we expect to continue in 2019- we believe the stock offers an attractive investment opportunity. Emaar will
leverage on its strong market positioning, continue to lead the local property market and outperform its peers. In
the short term, the stock will be supported by the attractive dividend yield.

DP World

Transportation

11.9x

1.2x

10.40%

2.50%

The correction seen in DPW’s share price, in our view, was mainly driven by concerns on global trade, especially as
US-China trade rhetoric deteriorated. Based on our discussions with DPW’s management, for every 10% tariff
applied on USD250bn in trade, global containerized trade would likely see a c50bps slowdown in growth. In all
cases, given the positioning of DPW’s terminal portfolio within frontier/EM markets, we think the company will
likely have the ability to grow at a faster vs global trade. Fundamentals also continue to be attractive, as the
company offers 7% FCF yield that should expand in the coming years; c11% ROAE and c9% ROAIC; and 2018-24e
EPS CAGR of c7.3%, driven by capacity expansions and improvements in utilization

Emirates
NBD

Banks

5.0x

0.9x

18.40%

4.80%

One of the cheapest banks in the region with a strong brand profile poised to benefit from any recovery in the
economy and NIM’s expansion due to increase in interest rates. Further upside will come from FOL increase which
will help in closing the valuation gap vs the rest of the sector

Dubai
Islamic
Bank

Banks

6.8x

1.4x

20.80%

8.00%

Dubai Islamic Bank has a market share in the UAE of 8.5% in loans and 8.9% in deposits. Despite the slowdown in
economy the bank has shown resilient asset quality with NPL ratio stable at 3.3%. We find valuations compelling at
current levels – P/E19e of 7.7x and P/Tnav18E of 1.4x – given strong returns of RoE 9M 18A of 18.2% and ROA of 2.31%

5.15%

This is a special situation investment, The Company built a pipeline between Iran and Sharjah 15 years ago at a cost
of $1bn. This pipeline has never been used as the Iranians refused to supply the gas as per the contract. The company
took Iran to arbitration and won. All appeals have been exhausted. The damage hearings are over and the damages
should be announced in the coming few months. The 10% return on investment required by Dana Gas on this
pipeline seems to be a reasonable request given the Iran risk $1bn over 15 years without compounding would be
$1.5bn and with compounding it would be around $2.0-2.5bn. That is equivalent to the company’s market cap.

Dana Gas

Energy

26.4x

0.6x

2.90%

Another way to play the recovery of Dubai DFMGI (Dubai Financial Market
Global Index) is through a fund.
The Al Mal UAE Equity fund was launched in 2006 and has the strongest and longest track-record of its universe. Since inception,
the fund is up +30.6% against -43.4% for the index. The fund is invested into Al Mal equity team’ 10 strongest convictions.

Al Mal UAE equity fund
Al Mal UAE Equity Fund
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As highlighted in this edition of Perspectives, asset allocators will have to navigate into choppy
waters in 2019. Still, it will be another year of global economic growth which is likely to provide
us with attractive opportunities – so let’s ride the wave before the next recession emerges.

After a disappointing 2018, equities
remain our favorite asset class. Multiples
have compressed appreciably, and some
markets are looking quite cheap on a
fundamental basis. However, we expect
market corrections to be more frequent
and likely going forward as the economy
is in transition. We remain thus long risk
assets in a selective way.
While our forecasts and views are always subject to changes, our commitment to serve our
clients is not.
We remain at your full disposal for any specific issues you would like to discuss, so please do not
hesitate to contact us.
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