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Welcome to the 19th edition of Perspectives, where we review the third quarter of the year and
share our thoughts for the months to come.
As highlighted in our Q2 outlook, “the world is bifurcating” and this happened to be the case again during
the past quarter. Indeed, the U.S. economy and corporate America have been outperforming the rest of
the world and the trend has been reinforcing during the third quarter. This macro-economic and fundamental
performance divergence has translated into financial assets relative performance, with U.S risks assets
clearly outperforming.

Performance divergence has not been occurring
solely across international equity markets. Within
U.S equities, “Growth” style has been outperforming
“Value” style for seven quarters in a row. There are
also large performance dichotomy within commodities,
credit and even within our regional equity markets.
As we enter the final quarter of the year, a key question for investors is whether these divergences will
ultimately be reconciled. In other words, will the trends observed during the first 9 months of the year
persist in Q4 or on the contrary, should investors start to rotate their portfolios to benefit from a potential
recovery of the regions and asset classes which have been underperforming so far this year. The 4th
quarter of the year has historically been a favorable period for mean-reversion. It is thus the right time to
re-assess the investment case for emerging markets, European equities, the “value” style or Middle East
mid-caps.
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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Q3 Markets
Review:
Oil, Trump and
the Dollar
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Trumponomics, the strong dollar and rising Oil prices continue to drive financial
markets. The combined effects of U.S supply-side economics and a more
hawkish monetary policy by the Federal Reserve have the following impacts on
markets: U.S equities are outperforming long-term U.S. Treasuries, the dollar
is strengthening and U.S risk assets are outperforming the rest of the world.
Despite the stronger dollar, oil prices are breaking out to a 12-month high which is complicating the picture for oil-importing
emerging markets which are seeing their currencies weakening and their cost of borrowing soaring.
As highlighted in our Q2 outlook, “the world is bifurcating” and this happened to be very true when it comes to financial markets
performance over the 3rd quarter, as shown on the chart below.

Q3 and YTD 2018 returns (in $) for selected asset classes
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While US equities posted strong returns in Q3 (around +7.5%
for the S&P 500 and the Nasdaq), International ex-US equities
were flattish as Emerging markets equities ended in slightly
negative territory when expressed in dollar terms. Indeed, the
trade dispute has so far not impacted the U.S. stock market as tax
and regulatory reforms have been highly bullish for U.S. equities.
However, the Chinese equity market has suffered under the
weight of the trade dispute in a sign that the Chinese economy
is feeling the pain of protectionism much more than the U.S.
Meanwhile, Emerging Markets currencies have been under
pressure since March of this year and the worst performing ones
- i.e. Argentina Peso and Turkish Lira - continued to record
heavy falls in Q3 with declines of -30% and -24% respectively.
However, we note that the dollar index ended the quarter almost
unchanged mainly from the stability of the Yuan and the Euro.
It is interesting to note that the best performing market (in $
terms) over Q3 was Mexico (+10%), as the country is emerging
as one of the winner of the outgoing global trade dispute.
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The divergence of performance also took place within fixed
income markets. Credit had a solid quarter with US High Yield
returning almost 3% while EU High yield returned +1.7%.
Emerging markets hard currency bonds rebounded +2.2% after
the heavy losses endured in Q2. Due to the EM currencies’
weakness highlighted earlier, Emerging Markets local currency
bonds had another negative quarter (-1.7%). Within U.S
Treasuries, the long-end of the curve underperformed with 20
years+ U.S government bonds recording a decline of -3.0%
over the quarter. While posting slightly negative returns, TIPS
(Treasury Inflation protected securities) outperformed.
The worst declines of the quarter were reserved for precious
metals with Gold returning -5.0% and Silver -8.8%. But it wasn’t
all that dark within precious metals as Palladium surged by
+13% in Q3. Elsewhere in commodities, we note that Copper
was weak as well (-4.9%) whereas Oil posted another solid quarter
(+3.0%). More details on this in a dedicated section later on.
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On a year-to-date basis, Oil leads the way (Brent +30.0% and
WTI +21.2%) followed then by US equities (NASDAQ +17.5%
and S&P 500 +10.6%). Besides U.S equities, Japan (+6.0%) is
the only developed region posting positive returns (in dollar
terms) on a year-to-date basis. The Euro Stoxx 50 is slightly
negative since the start of the year (-3.5% in $ terms) with
European banks being particularly hit (-20% year-to-date).
The MSCI Emerging markets index (in $) is down -8.3% since
the start of the year with some notable declines for Brazil Bovespa

(-14%), the Shanghai Composite (-17%), Turkey (-46%) and
Argentina (-50%) – all performances in USD terms. With a gain
of +7.5% since the start of the year, Middle East and North
Africa is a clear outperformer within Emerging markets (more
on this later).
Apart from U.S. High Yield bonds (+2.8%), all major fixed income
indices have seen a negative total return this year ranging from
-1.3% (medium-term U.S Treasuries) to -9.7% (Emerging
Markets Local Currency bonds).

BELOW, WE DISCUSS IN MORE DETAILS WHAT WE BELIEVE TO BE THE 10 MOST RELEVANT FINANCIAL MARKET
STORIES OF THE THIRD QUARTER.

Story #1: America First
Trumponomics – i.e. the economic policies of Donald Trump were outlined in his campaign pledges and include trade
protectionism, immigration reduction, individual and corporate
tax reform, the dismantling of the Dodd–Frank Wall Street
Reform and Consumer Protection Act, and the repeal of the
Patient Protection and Affordable Care Act (“Obamacare”).
Many economic experts are highly skeptical about any longterm positive effects of Trump’s policies and the
Congressional Budget Office (CBO) estimated in April 2018
that implementing the Tax Act would add an estimated $2.3
trillion to the national debt over ten years, pushing the public
debt from around 77% GDP in 2017 to as much as 105%
GDP by 2028.
Still, a quick glance at 2018 soft and hard economic data seems
to indicate that the United States is outperforming the rest of
the world in 2018. According to Atlanta Fed forecasts, the U.S.
economy is growing at a 4.7 percent annualized rate in the third
quarter. With the unemployment rate falling below 4 percent,
many firms continue to report that they are having a difficult
time filling open positions despite faster labor force growth. In
fact, the Bureau of Labor Statistics reported that in the second
quarter of 2018, unfilled job openings exceeded the number of
those unemployed and actively seeking a job for the first time
on record. The strong demand for labor has fueled a modest
acceleration in labor compensation - the year-to-year growth in
the employment cost index has increased to 2.9% in Q2
2018—a 10-year high.
It is thus no surprise to see consumer and business confidence
reaching record high levels. The Pictet composite confidence
indicator hit a level which is consistent with real GDP growth of
more than 7%. It looks indeed that U.S consumers and corporate
America seem unfazed by the political circus happening in
Washington. A recent NFIB (U.S small businesses association)
survey shows that while the Policy uncertainty index remains at
high level, their plans to hire recently hit a record high level.
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The U.S. economy is thus revving up just as Europe and other
major economies lose steam, jeopardizing a rare period in which
the world’s largest economies have been accelerating in unison.
Indeed, the macroeconomic situation is very different in the
rest of the world as “Trumponomics” are creating some collateral
damages. At the time of our writing, there are some early
evidences that Trade war has had some negative impact on
China GDP growth and earnings – with some ripple effects
around the world.
Trump’s policies are also creating a “dollar shortage” which
results from the lack of coordination between the Fed
(quantitative tightening) and the U.S Treasury (more debt
issuance to finance the deficit). The “soaking up” of liquidity
is creating major issues for emerging markets currencies
and economies.
Ironically, some of these external pains are beneficial for the U.S
to some extent; indeed, U.S assets – particularly U.S. government
bonds – are considered by global investors as safe havens and
this explains in part why the U.S yield curve has remained flat.
The (still) relatively low yield level of the long end of the curve
(and this despite accelerating wage growth, higher oil prices, etc.)
is helping the U.S to finance their highly leveraged economy at
a very reasonable cost.
Another key headwind for many developed and developing
economies has been the rise of the oil price (see story #7).
While strong energy prices help oil & gas rich states in the
U.S, energy importers around the globe are clearly impacted
by this unexpected development.
The same divergence of performance between the U.S and the
rest of the world seems to be valid on the earnings front as well.
U.S earnings forecasts are still edging higher while optimistic
forecasts for Chinese earnings are being trimmed. European
earnings growth has been clearly underperforming.

The bottom-line is that
investors need to face a new
reality: for the time being, the
U.S. economy and corporate
America are outperforming
most of the rest of the world.
As already mentioned, this
macro and fundamental
performance divergence has
translated into financial
assets relative performance,
with U.S risks assets clearly
outperforming.
In Story #5, #6 and #7, we will come back into more details on
some of these asset classes performance divergence.

America First!
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Story #2: The Brats
As discussed earlier, the selloff in emerging market assets has
been relentless over the last few months. Most Emerging markets
foreign currencies are at their lowest level in over a year (see
chart below), pressured by the BRATS – the acronym for Brazil,
Russia, Argentina, Turkey and South Africa. Argentina’s peso has

plunged 62% since the start of the year. Meanwhile, Turkey’s
lira has tumbled 42%. The currencies of the other BRATS have
also lost value, depreciating by roughly 20%. And while the
Chinese yuan appear to stabilize, some currencies such as the
India Rupia are now under pressure.

Selected Emerging Market currencies relative to the U.S dollar (Indexed to 100 from 1/2017) – source: Strategas

Emerging markets fixed income have been suffering as well,
affecting the performance of some of the largest fixed income
funds in the world (more on this in story #9). And as we
highlight in story #5, Emerging Markets equities have been
sharply underperforming U.S equities.

since 2013. In aggregate, emerging markets’ current account
surplus has grown from 0.1 per cent to 0.8 per cent of GDP
over that time. Even among emerging countries with deficits,
the gap has narrowed to 1.7 per cent of GDP compared to
almost 4 per cent during the taper tantrum.

At this stage, the consensus view is that the two weakest
BRATS – i.e. Argentina and Turkey aren’t representative of the
global emerging markets complex. They are considered as
emerging market outliers that have been punished for several
missteps, not least the undermining of central bank
independence. And while their large external debt position and
current account deficit are definitely a source of concern, they
only account for a small weight of the MSCI Emerging Markets
while the largest weight (i.e. China and Korea) are in better
shape – at least based on these metrics.

Still, the big question facing investors — whether they are
looking to maintain, increase or reduce exposure to emerging
markets — is the extent to which deteriorating technicals and
liquidity increases the pain for EM economies and asset prices,
thereby sapping investor sentiment further. The US dollar
funding shortage risk mentioned earlier could very well mean
that the weakness of the BRATS could start spilling over on the
rest of emerging markets.

It is worth highlighting that the current account positions of
most developing economies have in fact improved considerably

One of the key reason for the solid growth across emerging
markets in recent years has been the constant inflow of foreign
capital, resulting in a significant external funding requirement
for continued growth.

With the dollar rising and outside capital inflow
coming to a stop, or worse, reversing, what will
be the consequences on developing economies?
6 | Perspectives - October 2018

Story #3: Italy is becoming a headache again
As already mentioned in previous editions of Perspectives, Italy
is becoming one of the single largest known risk to global markets
for the months ahead. The rise to power of a populist government
and their aspiration for a more relax fiscal stance has been
widening the spread of Italy bonds versus German Bund.
Indeed, the targeted budget deficit of 2.4% of GDP announced
by Italy at the end of September is beyond even what Italy’s own

finance minister had argued was a sustainable level.
Consequently, Italian yields have risen to levels sufficient to
create a self-feeding debt spiral due to higher interest costs.
The weighted-average maturity of Italy’s 2.4 trillion euros debt
pile is 6.77 years, with a weighted-average coupon of 3.05%.
At the time of our writing, seven-year BTP yields are trading
at 3.10-3.20%.

Yield of the Italian 10Y Benchmark Bond and Spread to German 10Y Bund since 1Q18

On its own, the yield spike wouldn’t be a cause for panic
if the Italian government and EU officials were combining
to counter the move. But it is far from being the case as
the EU has made clear its disapproval. And it doesn’t help
that the ECB is halving its monthly bond purchases as of
mid-October.
Until now, investors have shown some complacency. After all,
they have seen the same story playing out before; in Greece, a
very difficult situation all got solved in the end without the euro
zone collapsing. But Italy isn’t anything like Greece; its debt
burden is more than seven times larger. Italy is nothing else
than the 3rd largest borrower in the world and the most
stressed in the G7. During the last euro zone debt crisis, in the
early part of this decade, the only reason that the situation in
Greece, Ireland and Portugal caused such stress was the fear
that contagion would spread to Italy. It’s always been known by

debt watchers that Italy is the real risk to the currency union.
Unless the government in Rome turns the tide of sentiment
soon, there is thus a risk that contagion will spread far and
wide. European banks have been weakening over the last few
months and have thus been pricing in some of this risk already.
But some known negative catalysts are scheduled in October as
both Moody’s and S&P Global Ratings are set to review Italy.
Both are likely to downgrade the sovereign given the budget
plans and the rise in yields. This could very well trigger a fullblown euro zone debt crisis.
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Story #4: Japan is healing
While most of the focus so far this year has been on the U.S
superior economic and financial assets performance, Japan’s
economy has been growing at a pace above its potential in
fiscal 2018, mainly against the background of highly
accommodative financial conditions and the underpinnings

through government spending. After a -0.9% decline in the
1st quarter of calendar year 2018 (see chart below), real
GDP growth has bounced back to +3.0% in the second
quarter of calendar year 2018 (which is the first quarter of
fiscal year 2019).

Japan GDP bounced back in Q2 2018 (calendar year)

Japan Real Gross Domestic Product
(SAAR, Q/Q Pct.)
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From fiscal 2019 through fiscal 2020, the economy is expected
to continue on an expanding trend, partly supported by external
demand, although the growth pace is projected to decelerate
due to a cyclical slowdown in business fixed investment and the
effects of the scheduled consumption tax hike. The year-onyear rate of change in the consumer price index (CPI, all items
less fresh food) has been positive but has continued to show
relatively weak developments compared to the economic
expansion and the labor market tightening. Nonetheless, with
the output gap remaining positive, firms’ stance gradually will
shift toward further raising wages, prices and households’
tolerance of raising prices will increase. In this situation, further
rising in prices are likely to be observed widely and then
medium- to long-term inflation expectations are projected to
rise gradually. As a consequence, the year-on-year rate of
change in the CPI is likely to increase gradually toward 2
percent, although it will take more time than expected.
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Back in our 2018 global outlook (Perspectives January 2018),
we shared our positive view on Japan. Our bull case thesis was
that Japanese equities should benefit from accelerating global
growth, Abenomics, structural improvement in corporate Japan
and attractive valuations. Our view was that despite the strong
run in 2017, Japan remained a contrarian call.
While underperforming the U.S (and GCC) equities, Japanese
stocks have been outperforming the rest of the non-US
international markets (in dollar terms) since the start of the
year. One of the reason has been the strong earnings growth on
the back of an improvement of Japanese companies’ profit
margins – see chart on the top right. While the level of profit
margins remains clearly below the U.S ones, Japanese
companies have been catching up recently and we expect this
trend to continue.

Japanese and U.S. profit margins trends (source: Top-down charts)

Story #5: U.S equities are diverging from the rest of the world
Late June, we published our Q3 market outlook under the
following title: “The World is bifurcating”. This is indeed what
has been happening within international equity markets in 2018;
U.S equites have been outperforming the rest of the world and
this trend has been reinforced during the third quarter.
Indeed, as shown on the chart below, the relative performance

of US stocks versus the MSCI All Country World ex US Index is
at its highest level in history. As already explained earlier, a
confluence of factors has driven this move: among them, trade
fears, a strengthening dollar and currency crises in certain
emerging market nations. In addition, US earnings growth this
cycle has also far outpaced the rest of the world, which justifies
some of the US’ relative performance.

Relative performance S&P 500 vs. MSCI All Country World ex US (Source: Factset)
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The most extreme of the performance differential described above is most likely the one between the Russell 2000 (U.S small
& mid-caps) and the MSCI emerging markets. The 6-month performance differential between the two recently hit a 95th
percentile extreme – see chart below.

Rolling 6-month performance spread between the Russell 2000 and the MSCI Emerging Markets index
(source: Strategas)

laggards rally while winners consolidate. We would thus not
be surprised to see a CONVERGENCE TRADE playing out and
the Russell 2000 vs MSCI EM equity index could very well be
an interesting mean-reversion pair to trade.

As we will develop in the Q4 outlook section, international
equities might be poised for a performance reversal versus US
equities – at least in the short-run. Historically, both October
and November have a track record for mean reversion – i.e.,

Story #6: Equity style divergence
Divergence has not been occurring solely across international
equity markets. Within U.S equities, Growth style has been
outperforming Value style for seven quarters in a row. Since
the start the year, the S&P Citigroup Growth index is up

+17.2% versus +3.4% for the S&P Citigroup Value index (see
chart below). On a relative basis versus value stocks, growth is
the highest it has ever been except for the late 1990s.

Performance of US Growth vs. US Value in 2018
20
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S&P Citigroup Growth

S&P Citigroup Value
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Q2 2018

Q3 2018

Year-to-date 2018

In terms of sector leadership, Healthcare was the strongest
performer in Q3 with a gain of +14.5% ahead of Industrials
(+10%) and Telecoms (+9.9%). Technology (+8.8%) and
Consumer Discretionary (+8.2%) both outperformed the S&P
500 in Q3 and tie up as the best performing sector year-todate with a gain of +20.6% ahead of Energy (+17.5%) and
Healthcare (+14.5%).
It is worth highlighting that since the House of Representatives
released its tax reform plan, only three sectors have outperformed
the S&P 500: 1) Consumer discretionary; 2) Technology and; 3)
Healthcare. Repatriations are likely helping tech and healthcare
companies which account for 57 percent of the total unremitted

foreign earnings among S&P 500 companies.
Financials edged slightly higher in Q3 (+4.4%) and are now flat
on a year-to-date basis – the flattening yield curve partly
explains their disappointing performance.
Materials were flat in Q3 and are down -2.7% year-to-date as
mining stocks have been hit by declining commodity prices. We
also note that defensive sectors such as Consumer Staples,
Telecoms, Utilities and REITs have all been underperforming
the S&P 500 this year. The outperformance of cyclical versus
defensive is a clear “risk-on” signal for the market. But as
mentioned above, the most importance divergence has been
happening between growth and value.

S&P 500 sectors performance in Q3 and 2018 year-to-date
Health care
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Technology
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Discretionary
S&P 500
Staples

YTD 2018
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Q3 2018 (Sorted)

Utilities
Real Estate
Energy
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Interestingly, some mean reversion took place between mega-caps and small-caps during Q3. While small-caps outperformed
in the first half of the year, mega-caps (S&P 100 index) took the lead over the summer with a quarterly performance of +9.9%
versus +3.6% for the small & mid-caps segment (Russell 2000 index).

Fears of a trade “war” seem to have subsided to a certain
degree with the deals signed by the U.S with two of their
three biggest trading partners – Mexico in late August
and Canada as of end of September. This may be one of
the reasons mega cap stocks closed the performance
gap with small caps in the third quarter.
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Performance U.S Mega caps vs. U.S small caps in 2018
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Story #7: Commodities prices divergence
Commodities as an asset class has been doing reasonably well
since the start of the year (+5% for the CRB index) but this is
mainly explained by the strength of energy prices and Oil in
particular. There is indeed some strong performance divergence
within commodities.
A stronger U.S. dollar and concerns over international trade
impacted the overall performance of commodities in Q3 as the
Bloomberg Commodity index (which is more evenly balanced
than the CRB) was down -4.8% for the third quarter of 2018.
The same index is down -3.90% year-to-date.
The best performer over the quarter was the Baltic Dry Index
which posted a gain of 14.7% for the three-month period with
palladium in second place with a 12.8% gain. Palladium is
benefiting from rising demand for Electric vehicles.
The most significant move to the downside came in lumber
futures which fell 39.5%. This could be an early indicator of

weakness happening in the U.S real estate market.
There were no other double-digit gainers over the three-month
period, but there were plenty of double-digit losers in Q3 including
lead, nickel, zinc, rice, ethanol, sugar, cocoa, cotton, and lumber.
As mentioned in the introduction, Gold was down -5% in Q3
suffering from dollar strength, decreasing emerging markets
demand and being useless as a safe-haven, at least for the time
being.
After the 3.1% gain in Q3, Brent oil is trading at a 12-month
high and is now up 29.2% year-to-date. The combined effect
of higher Brent prices and stronger dollar is becoming a major
headwind for many markets, especially those who are net energy
importers. Their current account is deteriorating while inflation
is on the rise, hence further weakening their currencies. Such a
vicious circle is unfortunately “déjà vu” in the emerging markets
and rarely end well.

The price of Brent crude in emerging-market currencies is already at its 2008 peak

Note: Rebased. July
4, 2008=100. Brent
peaked in U.S. dollar
terms on July 11
but in most
emerging currencies
it happened around
a week earlier.
Source: Bloomberg
Opinion calculations.
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Story #8: Credit divergence
U.S High Yield spreads continue to shrink. Key reason cited by
analysts has been the accelerating shrinkage in high-yield
supply, as last month was the slowest September for junk bond
issuance since 2011, while the high yield market as a whole has
been contracting as investors have shifted their focus to
leverage loans where demand has been unprecedented.
Thanks to the strong U.S economy, earnings even for the
distressed sector have been solid with no unexpected blow ups.
While Fed rate hikes have been pushing fixed income yields
upward, unlike investment grade bonds, the impact has been
more nuanced on high yield as spreads have been contracting
to a larger extent.
Meanwhile, emerging markets debt spreads have been widening

for the reasons mentioned earlier. Back in August, (Hard
currency) Emerging markets debt spread became wider than
U.S High yield spread – a rare phenomenon. The spread
between Hard-currency Emerging markets debt and USD High
yield debt hit a high of 50 basis points in early September
before reverting back close to parity (see chart below).
Overall, the performance of US High Yield and (Hard currency)
Emerging markets debt is very similar (+2.9% and +2.2%
respectively). But since the start of the year, U.S High Yield is
outperforming by almost 700 basis points. As a matter of fact,
the norm is for Emerging markets to trade 100 basis points
tighter than U.S High Yield. Should the situation in Emerging
Markets stabilize, there is potential for this performance
divergence to somewhat mean-revert.

Bloomberg/Barclays index spreads (OAS) – Source: Strategas

The spread between Hard-currency Emerging
markets debt and USD High yield debt hit a
high of 50 basis points in early September
before reverting back close to parity.
Perspectives - October 2018 | 13
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Story #9: Active management is having a hard time
Performance divergence has been one of the key world of this
quarterly review. Such a market context is usually a fertile ground
for active asset allocators, stock pickers and bond fund managers.
But for a good number of investment professionals, that has
not been the case so far this year. Indeed, large asset allocation
funds such as Blackrock Global Asset Allocation Fund ($ 17
billion in assets under management) or Nordea Stable Return
($12 billion) are exhibiting negative year-to-date performance
as of the end of September.

Total Return Bond Fund ($16 billion assets under management)
is down -3.2% since the start of the year after a -5.2% decline
in August – mainly due to some exposure to Argentina. The
Jupiter Absolute Return Bond Fund recorded a -4.6% in Q3
and the GAM Absolute Return Fund is exhibiting a -8.1% loss
as of the end of September. With regards to the later, the Swiss
asset manager is liquidating nine unconstrained and absolute
return bond funds worth CHF7.3bn (€6.3bn) after dealing was
suspended in the wake of a manager’s suspension.

While large fixed income funds run by Top Tier firms are seen by
many investors almost as safe havens, some emblematic names
have been struggling in 2018. For instance, Templeton Global

While U.S equities has been the place to be so far in 2018, the
percentage of actively managed funds outperforming is a meagre
17.8%, one of the worst proportion ever (see chart below).

Annual S&P 500 performance versus % of Active managers outperforming (sorted by annual S&P
Performance High to Low)” – Source: Strategas

The disappointing performance of
active managers could very well spur
another acceleration of the flows
towards passive investments (ETFs).
As already commented in previous editions of Perspectives, the ETF bubble also has some shortcomings and create additional
risks for financial markets.
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Story #10: The most hated bull market of all time
While U.S equities have been hitting new record, one of the most intriguing
feature of the current bull market is the persisting skepticism of investors,
financial analysts and the media.
Indeed, with central banks’ stimulus, rather than strong economic growth fueling
the rise from the post-crisis lows of March 2009, investors have been reluctant
to embrace this Wall Street bull. And few believe in potential supply-side effects
of the tax cuts.
The current bull market is widely known as the “the most hated bull market of all
time” as no one has ever wanted to believe in it.
Probably the best illustration of this investors’ skepticism is the US mutual fund
flows. As shown in the table below, it appears as if persistently low yields have
prompted many investors to use bond funds (+$1.947 trillion inflows since
March ‘09) as a proxy for money market mutual funds (-$1.07 trillion outflows).
International equity funds and ETFs have enjoyed large inflows (+$521 billion
and +$596 billion respectively). But for U.S stocks, inflows into passive strategies
like ETFs (+$904 billion) have been more than offset by outflows from mutual
funds (-$1.167 trillion outflows). “Normal” bull markets are characterized by
much larger inflows into equities – hence the labeling of this rally as “the most
hated bull market ever”.

Net U.S domestic investors’ flows into Mutual Funds and ETFs in $ billion (Source: Strategas)
Net Flow in Mutual Funds + ETFs ($BN)
Year

Domestic Equity

International Equity

Bond

Money Mkt

39.6

417.2

(539.1)

56.7

41.5

262.0

(525.1)

47.3

4.1

24.3

163.7

(124.1)

(159.1)

80.9

6.4

51.9

358.5

(0.2)

2013

18.1

104.1

141.4

62.8

(59.0)

15.0

2014

(60.2)

141.5

85.4

46.6

94.5

6.2

2015

(170.8)

65.4

93.9

109.7

29.4

21.5

2016

(235.4)

167.6

(24.5)

20.1

190.1

(30.3)

2017

(236.0)

186.0

76.7

159.8

381.1

106.9

2018 YTD

(84.6)

34.3

51.4

40.6

110.0

(6.9)

Total

(1169.9)

904.7

521.1

596.8

1947.5

(1076.1)

MF

ETF

MF

ETF

2009

(27.6)

30.9

29.6

2010

(81.1)

46.7

2011

(133.3)

2012
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Global markets:
Will the U.S dip
or will the rest
of the world
catch-up?
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As highlighted in the first section of this edition of Perspectives, an important
issue facing the global economy and markets when entering the final quarter
of the year is the widening divergence of economic and policy between the
U.S and the rest of the world.
Looking forward, one key question for investors is whether these divergences will ultimately be reconciled. In other words, will
the rest of the world play catch-up with the U.S economy or on the contrary will Uncle Sam lose momentum being dragged
down by slowing global growth and/or domestic issues such as rising bond yields or fading fiscal stimulus. The outcome on
these issues will obviously have very important consequences on the relative performance of the various asset classes.
Before presenting our thoughts and asset allocation recommendations, we review below some important macro and
fundamental indicators.

Global Growth
Since the end of 2007, U.S real GDP has expanded a cumulative
17.1% compared to 11.6% in Europe and 6.7% in Japan. The
current expansion is basically made of 3 phases: 1) Between 2007
and 2012 an initial phase of U.S outperformance which was mainly
explained by bigger problems in other parts of the world (especially
Europe); 2) It was then followed until the end of 2017 by a period
of synchronized expansion and; 3) Most recently, a deregulation
and fiscal policy stimulus has been driving a pick-up in

consumption and investment in the U.S while the rest of the
period is facing some internal but also US exported issues
(strong dollar, quantitative tightening, etc.).
In the near-term, this dichotomy is unlikely to revert. True, economic
surprises indices are starting to show some convergence between
the large blocks. But as shown on the chart below, most economic
surveys continue to show some strong divergence in terms of
outlook between the U.S and the rest of the world.

The US manufacturing PMI is diverging from the rest of the world (source: Datastream, J. Safra Sarasin)

When it comes to the U.S, an anti-consensus view might actually
be that we are closer to mid-cycle than late-cycle. Indeed, nine
years into the expansion, a case can be made that certain
indicators – namely corporate profits and still-restrained wage
growth – are more consistent with the start of a business cycle
than the end of one. Still, others – particularly the unemployment

rate and business confidence – suggest that we aren’t all that
early in the cycle either. What will be key in the next few years
will be the way by which monetary policy yields to other economic
policy tools – like tax cuts, spending, regulatory policy, and trade.
Overall, we believe investors are currently underestimating the
stimulating effects of the fiscal stimulus and regulatory easing
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while overestimating the potentially deleterious impact of a
“trade war.” We believe that the risk on U.S GDP growth is
skewed on the upside – unless global growth ex-US slows down
to a more dramatic extent.
PMIs in Europe and Japan show that the two regions should
continue to grow at a moderate pace. In Europe, there are indeed
some structural impediments to the implementation of progrowth policies. Budget restrictions by Brussels prevent highly
indebted countries to pursue supply-side stimulus. Meanwhile,
Germany seems still reluctant to re-invest their excess savings.
Other key risks in Europe include an instable government
coalition in Germany and the come-back of the “Italexit” risk
(see previous editions of Perspectives).
Growth in Europe and Japan will also be influenced by what will
happen in Emerging markets and in China in particular. In
Emerging markets, the surge in oil prices and rise of the dollar
are forcing some countries (e.g. India, Pakistan, etc.) to increase
interest rates (see dedicated section) while their balance of
payment is suffering from capital outflows and deteriorating trade
balance. Higher borrowing costs and lower availability of private

credit is also undermining the profitability of the corporate sector.
While China has been embroiled for months in a trade fight
with the U.S., it is facing increasing trouble on the home front
from a slowing economy. Growth in output from China’s huge
manufacturing sector slumped last month to its lowest level in
more than a year, according to the results of a survey of
hundreds of companies published at the start of September.
Signs of further weakness are spreading. Chinese factories’
export orders slumped for the fifth month in row, according to
the data. Moreover, spending on so-called fixed assets such as
factory machinery and public works projects cooled to the
lowest point in nearly two decades, the government reported in
August. Other data also pointed to economic challenges. Retail
sales grew, but not as sharply as analysts had expected. And
unemployment ticked up to 5.1% in July, from 4.8% in June,
the National Bureau of Statistics said. Going forward, China
economic weakness is a key risk to watch. An acceleration of the
slowdown would have some important consequences on global
demand, including commodity prices. Further weakness of the
yuan could also impact the global inflationary outlook.

Monetary Policy
On a global basis, monetary policy has been gradually shifting
from easing to tightening. As shown on the chart below, the
Fed balance sheet has already been shrinking while the SNB
and BOE have both stopped to grow. The Bank of Japan
balance sheet continues to expand but in Europe, we expect
quantitative easing purchases to end this year, but do not see

rate hikes until the latter part of 2019.
While the bears are pointing out the move from easing
monetary policies to restrictive ones as a bearish signal, we
note that real rates are still negative in Europe and Japan or
close to zero in the U.S. If history is any guide, no recession
started when real rates were close to zero.

Shrinking Central Banks balance sheet

A more worrying development is the fact that several emerging markets (Argentina, Turkey, India, Pakistan, Indonesia, Philippines,
etc.) are now in a monetary tightening mode as they need to defend their currency and fight against imported inflation. As
mentioned earlier, this is increasing the probability of financial stress and restrict the access to credit for corporates.
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Geopolitical risks
Since the start of the year, Trade War has been seen by
consensus as the biggest risk for the market. As mentioned in
the Q3 review section, these fears seem to have subsided to a
degree with the deals signed by the U.S with two of their
three biggest trading partners – Mexico in late August and
Canada as of end of September. Naturally, this leaves China as
the remaining “bete noire” for the Administration’s trade
negotiators. A smooth and speedy resolution of this issue
seem, at first glance, to be unlikely. But some progress could

very well happen after the U.S mid-term elections.
The U.S mid-term elections are also pointed out by many as a
potential turning point for the market. At this stage, the
market odds are for the Senate to stay in the hands of the
Republicans and the House of Representative to move to the
hands of the Democrats (see table below). A sweep win by
either the Democrats or the Republicans would thus be the
real surprise and indeed create some volatility.

Election outcome scenario probabilities (as of 1st of October; source: Strategas)
Scenario

Market Odds

Democrats “Sweep” Victory

21%

Republicans “Sweep” Victory

21%

Democrats win the House/ Republicans win the Senate

50%

Republicans win the House/ Democrats win the Senate

8%

Based on historical data, the equity market tends to perform well just ahead and after the mid-term US elections.

Currencies outlook
As discussed earlier, there is a risk for economic and policy
divergence between the U.S and the real of the world to
persist. If US exceptionalism does become the new baseline
consensus, there is clearly further room for the dollar to adjust.
For sure, some of the dollar structural headwinds (current
account deficit, budget deficit, political risk, etc.) haven’t
disappeared. Meanwhile, the EU continues to run a very large
current account surplus which means that these euros first
need to be recycled before we can see more euro weakness.
Moreover, the soft patch witnessed in the Eurozone in the
first nine months of the year could come soon to an end and
the ECB is likely to become more dovish.
Still, the dollar strength could reinforce itself if the “US

exceptionalism” observed so far in 2018 become sustainable
and if the global economic expansion become undermined by
one of numerous factors – e.g. a disruptive political and fiscal
crisis in Italy that challenges the integrity of the euro, a global
trade war breaking out, etc.
At this stage, we thus maintain a positive stance on the dollar
and remain bearish on the Pound, the euro and the yen. Some
Emerging markets local currencies might have hit some
extreme undervaluation levels and are thus expected to
stabilize. For instance, the depreciation of the Turkish Lira has
enabled a brutal and favorable adjustment of Turkey Trade
balance and current account. This should help to stem the
depreciation of the Lira – at least in the short-term.

There is a risk for economic
and policy divergence
between the U.S and the real
of the world to persist.
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Global Equities outlook
Most of the bearish comments with regards to equities – and
the U.S market in particular – are based on two postulates:
1) Bull market advance and duration are way too extended;
2) Equities valuation are too expensive.

When it comes to the second argument from the bear
(valuations), there are different ways to look at this. First,
valuation is a poor market timing indicators. Second, valuations
should be viewed from an absolute and relative perspective.

When it comes to the first argument, let’s keep in mind that bull
markets do not die from old age. If history is any guide, recession
and bear markets are generally caused by one of the following:
1) growing inflation to the point at which the central bank
believes it must stop it; 2) a policy error of some sort or; 3) an
exogenous event. As highlighted before, we believe that the U.S
economic cycle is closer to mid-cycle than late cycle and this
could mean this U.S equity bull market could have further to go.

One of the major difference between today and previous market
peaks (2000 and 2007) is that U.S earnings have been revised
upward (instead of downward) as shown on the chart below.
Moreover, we tend to disagree with the assumption that U.S
earnings have peaked. True, profit growth should decelerate
from the 26% year-over-year (yoy) observed in Q2. But the
growth rate is expected to stay healthy at 21% yoy in Q3 and
18% in Q4.

US earnings revision (source: Strategas)

The slope of adjustment to
CY’18 & CY’19 profit
expectations have tempered,
but remain positive

From an absolute valuation perspective, U.S equities remain
expensive with the S&P 500 trading at a forward P/E of 17x.
Still, it is way below March 2000 forward P/E (24x). Today’s bull
market has been driven by earnings growth to a much larger extent
than the dot-com era when the rally was largely sentimentdriven multiple expansion.
Another way to assess the level of expensiveness of the equity
market is to look at the S&P 500 equity risk premium which is
U.S earnings yield (inverted P/E) less the U.S 10-year Treasury
Yield. While the equity risk premium was negative in the early
1970s and in the late 1990s, as of now, it remains positive and
well above the long-term average.
Last but not least, the overall market valuation fails to reflect the
pockets of undervaluation which can be found in some sectors.
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We note that the “value” style is much cheaper than the “growth”
style which could open the door to some portfolio rotation in Q4.
As with growth versus value, we believe international equities
could be poised for some performance reversal versus US
equities. From a valuation standpoint international equities
collectively are compelling. The forward P/E ratio versus US
stocks sits at an all-time low – see chart on right.
International equities have experienced minimal multiple
expansion during this cycle: The forward P/E on the MSCI ACWI
ex US increased to 12.9 today from 11.7 in 2012. Therefore,
while US stocks aren’t as extended as they were at the peak of
the dot-com rally, the disparity in valuations today is a reason
why some investors see potentially greater opportunity in
international equities relative to the US.

Forward P/E ratio for the S&P 500 and the MSCI World All Country ex-US

Key takeaways and our Asset Allocation recommendations
(one year time horizon)
As highlighted earlier, the economic and (monetary & fiscal)
policy divergence between the U.S and the rest of the world
will become increasingly challenging for the global economic
system. At several occasions since the start of the year, we
have been discussing why the bifurcating growth prospects
between the U.S and the rest of the world is likely to become
a self-reinforcing process as shown in the diagram below.

Higher growth and interest rates in the U.S fuel both the
capital inflows from abroad and the repatriation of some U.S
funds held there, thereby bolstering the dollar. This intensify
trade tensions and threaten emerging countries as their
currencies weaken, aggravating inflation, increasing local
interest rates, their dollar borrowing costs and creating more
financial vulnerabilities.

The self-reinforcing process of economic and monetary policy divergence between the U.S and the rest
of the world
Trump’s fiscal
stimulus

Fed raises rates
above LT neutral

Current account
deficit

Budget deficit

Real rates rise
absolute
and relative

Tariffs

Capital
flows into
the US

Profit
repatriation

Reduces money
supply in offshore
US$ economy

Deflates EM,
China, Europe

QT

Shrinks US
money supply

Offsets decline in
US money supply

Capital account
surplus rises more
than current
account deficit
deteriorates

Policy divergence
as the Fed
tightens while
China and Europe
ease
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As explained in the previous section, this divergence of growth prospects
justify to some extent the performance differential between U.S assets and
the rest of the world. But the vicious circle described above is increasing the
probability of spillbacks creating headwinds for the advanced economies –
including the U.S.
As explained in the previous section, this divergence of growth
prospects justify to some extent the performance differential
between U.S assets and the rest of the world. But the vicious circle
described above is increasing the probability of spillbacks creating
headwinds for the advanced economies – including the U.S.
As mentioned by Mohamed El Erian in a recent article, the gap
between U.S growth and the rest of the world growth would
have to close either from below or from the top.
A convergence from the below would mean Europe, Japan and
China growth to pick-up. This would reduce pressure on emerging
markets currencies and interest rates, ease trade tensions and
thus allow for a more gradual normalization of developed markets
monetary policy. This scenario would be a win-win for both the
U.S and the rest of the world as the global economy would resynchronize, similarly to what happened in 2017.
A convergence from the above would mean U.S growth declining
towards the lower rates of Europe and Japan and would obviously
be bad news as it would weaken the global growth engine and
potentially intensify trade tensions. While this scenario would
weaken the dollar and ease rates, the underlying benefits for
emerging markets would be more than offset by lower global

demand and the effects of Trade war.
We tend to disagree with the later scenario. As mentioned earlier,
we think the U.S economy is closer to mid-cycle than late cycle.
Indeed, we believe that consensus is currently underestimating
the stimulating effects of the fiscal stimulus (e.g. increased capex)
and regulatory easing while overestimating the impact of a
“trade war.” This suggests to us an increase in U.S real GDP growth
rate, inflation and earnings as the year progresses. For sure, the
positive effects on risk assets prices will be partly offset by rising
bond yields but as we detail below, this top-down scenario remains
a positive one for risk assets – especially U.S ones.
While some form of financial stress coming from Europe and/
or Emerging markets in the coming months cannot be ruled out,
we believe that the U.S economy should continue to do
reasonably well in the near-term. We also believe that a
potential financial stress emanating from Europe and/or
Emerging markets could trigger some form of stimulus which
could help the rest of the world to close some of the growth
gap. However, if Europe, Japan and China cannot stimulate
enough growth, the global economy will become much more
vulnerable and this would impact the U.S as well.

How should investors navigate this both in the short term and the longer term?
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 could materialize
in the coming months.
While we would agree that the divergence trade has most like
gone too far and that Q4 is very often the time of the year where
some “mean-reversion” often takes place, we believe that it is
premature to position too aggressively into non-US 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.
We are however cognizant that the longer this divergence
persists, the higher is the danger for cracks in the global financial
system to happen with some serious downside consequences
even on U.S risk assets. Such a scenario would require a decrease
of the risk within portfolios, including U.S ones.
In an alternative scenario where Europe and Japan implement
some pro-growth measures, investors would then be welladvised to evolve into more globally diversified portfolios. Again,
this remains a lower-probability scenario.

From our point of view, the U.S economy
is closer to mid-cycle than late cycle.
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Conclusion
As shown in the asset allocation matrix below, equities and real
assets remain our preferred asset classes. We expect moderate
but positive returns for equities on a one-year time horizon, as
the asset class will have to digest higher bond yields as the
business cycle progresses. In terms of equity preferences, we
favor US small & mid-caps and Japan, recommend some
selectivity in Emerging markets and remain medium-term
cautious on European equities. We are however cognizant that
both European and Emerging Markets are oversold and that a
bounce could happen in Q4. But as explained earlier, it is
premature to bet on a sustained period of outperformance by
these regions. We note however that MENA equities continue
to benefit from some secular and cyclical tailwinds (more on
this in a dedicated section).

we think we are more likely than not to reach an inflection point
in 2018. Spread widening has been taking place in Emerging
markets throughout 2018 and we believe that EM debt should
outperform US corporates in the near term. Last but not least,
our negative view on Sovereigns include European issuers. A
key point regarding sovereign bonds is the role they can play as
a portfolio diversifier. In 2018, sovereign bonds have failed to
provide any protection during periods of equity markets
downside; on the contrary, the speed of bond yields rise is now
becoming a threat for the stock market. However, in a scenario
under which some financial stress takes place or global growth
expectations are materially revised downwards, long duration
high quality sovereigns could again be considered as useful
portfolio diversifiers.

We recommend to be underweight in Fixed Income. We are
bearish on US government bonds. While yields have been
picking up recently, we believe the market is underpricing the
pace of future Fed rate hikes. More broadly, the risk of more
fiscal expansion, discussions about the potential for the Fed to
adopt a higher inflation target and the risks around the
slowdown in global QE flows all suggest the need for a higher
risk premium in government bonds. We continue to believe that
spreads (Credit, EM debt) will outperform Government bonds.
That being said, we are approaching the point in the economic
cycle when credit spreads have historically started to widen and

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 can be
used as a portfolio diversifier, i.e. it should do relatively well in
case of market turmoil.

Within real assets & illiquid assets, we are constructive on real
estate and commodities. 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.

Asset Allocation Matrix
Overweight

Emerging Markets

UK
Europe

Underweight

Trade Finance

Emerging Markets
Debt/Investment Grade
Credit/High Yield

Sovereigns

Overweight

Real Estate
Industrial Metals
Hedge Funds

Precious Metals
Energy
Agriculture
Private Equity

US$

EM Local
Swiss Franc

Overweight

Fixed Income

Cash

Bearish

US Small & Mid Caps
US Large Caps
Japan

Overweight

Real Estate/
Liquid Assets

Neutral

Yen
Euro
British Pound
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Middle East
Equities:
A difficult quarter
to navigate
As mentioned in the first part of our monthly publication,
the S&P Pan Arab Index has been one of the best
performing benchmark so far this year – and this despite
a small pullback (-1.3%) during Q3.
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Below, we look in detail at the regional returns within MENA since the start of the year as well as the performance of our
flagship fund, Al Mal MENA Equity fund.

MENA is the best regional equity market within Global EM since the start
of the year
While Middle East equities sharply underperformed the broader
emerging markets index in 2017, the trend reverted in 2018 as
the S&P Pan Arab is up +7.5% since the start of the year
compared to -8.3% for the MSCI Emerging markets. Several
factors explain this outperformance of almost 16% in 9 months.
First, since the end of Q1, Middle East equities have almost
been seen as a ‘safe heaven’ by many global emerging markets
fund managers. Indeed, 2018 has been so far a perfect storm for
many emerging markets with equity indices such as Turkey or
Argentina being down -50% while China and Brazil are down
roughly -15% in dollar terms since the start of the year. At a
time where many emerging markets are suffering from
depreciating local currencies, rising dollar external debt and
deteriorating current account position (due to rising oil prices),
many of our regional markets – and GCC in particular - are
exhibiting the opposite picture. Indeed, the dollar-peg protects
investors against the risk of weakening local currencies and
GCC countries are benefiting from the rising oil prices as the
market has been anticipating the positive effects on the fiscal
situation. The upward trend of the dollar and oil prices have
however not been positive for a country such as Egypt which

tends to trade more like a typical emerging market as Egyptian
Pound devaluation continues to be seen as a risk while rising oil
prices complicate the inflation and fiscal outlook.
Second, the region is benefiting from idiosyncratic stories such
as structural reforms and the upcoming inclusion of Saudi and
Kuwait in major emerging markets indices. At a time where most
emerging markets are suffering from international outflows, the
attention from global investors is suddenly shifting to MENA in
anticipation of the MSCI and FTSE inclusion of the two
aforementioned countries. Foreign ownership of MENA equities
is still at very low levels and basically can only go up.
Last but not least, our regional equities have also been benefiting
from relatively strong fundamentals: the macro-economic
situation is improving (GDP growth is being revised upward, fiscal
situation is better than expected, etc.), the region has been
trading at a discount to the rest of emerging markets (and this
discount gap is progressively narrowing) and corporate earnings
growth has been relatively decent. As shown on the table below,
second quarter earnings exhibited very strong sequential growth
while year over year growth of was +17% in aggregate.

MENA equity indices profit breakdown in Q2 2018 (in USD million) – source: SICO research
2Q17

2Q17

3Q17

4Q17

1Q18

2Q18

YoY

QoQ

Bahrain

611

490

310

620

587

-4%

-5%

Kuwait

1,369

1,544

1,266

1,713

1,551

13%

-9%

Oman

452

453

187

433

415

-8%

-4%

Qatar

2,495

2,451

2,468

2,892

2,714

9%

-6%

Saudi Arabia

7,042

8,899

4,420

7,073

8,361

19%

18%

UAE

3,487

4,419

3,849

4,733

4,493

29%

-5%

Grand Total

15,457

18,255

12,500

17,464

18,120

17%

4%

Since the end of Q1, Middle East equities have
almost been seen as a ‘safe heaven’ by many
global emerging markets fund managers.
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MENA equities are slightly down in the 3rd Quarter
Major developments in the region during Q3 have been as follow:
1. Oil prices hitting 4-year high as U.S. sanctions on Iran tighten supply
2. The decline of the Turkish Lira with some impacts on some companies in the GCC (e.g. Emirates NBD acquisition);
3. Prolonged period of stress on emerging markets currencies with spillover effects on Egypt and Levant;
4. Consolidation in the UAE banking sector;
5. IMF report on the Saudi reforms and economy (see last edition of Perspectives);
6. Announcement of stimulus packages in the UAE to boost growth

Despite the continued strength of oil prices and the strong Q2
earnings results, MENA equities have been consolidating their
gains during the 3rd quarter. The S&P Pan Arab is indeed down
-1.9%, slightly underperforming the MSCI Emerging Markets.

currencies. Over the quarter, Egypt is down -9.7% while Lebanon
is down -8.5% and Morocco down -5.5%. We note that Saudi
Arabia has been giving back some of the gain recorded in the
first half of the year as the Saudi index is down -5% in Q3.

As shown on the chart below, the best performing markets in
Q3 have been Qatar (+9%), Abu Dhabi (+8.5%) and Kuwait
(+4.6%). North Africa and Levant have been suffering from
outflows related to global investors’ fears on emerging markets

On a year-to-date basis, Tunisia remains the best performing
market (+26%) ahead of Qatar (+14.5%) and Saudi Arabia
(+9.6%). Worst performing markets are Lebanon (-15.2%),
Oman (-1.7%) and Morocco (-5.5%).

Q3 and YTD 2018 returns (in $) for selected MENA equity indices
Tunisia
Qatar
Saudi Arabia
S&P Pan Arab
Composite
Kuwait
Bahrain
Egypt
UAE
Jordan
Morocco

YTD

Oman

Q3-18

Lebanon
-20

-15
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Al Mal Mena equities fund is up +23% since January 2017
exposure in the Fund. As we have highlighted in the past, our
approach is high-conviction bottom-up fundamental analysis
which means that we do not build our portfolios based on country
or sector considerations. As such, our exposure to the Saudi name
was not driven by MSCI/FTSE index inclusion consideration or
their weight within the benchmark, but rather by their
fundamental attractiveness. 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.

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 over the last 6 months.
The fund was down -1.5% in Q2 and ended the third quarter
with a decline of -5.3% (against -1.9% for the benchmark).
Since the start of the year, the Fund is up +4.8% against +7.8%
for the benchmark.
There are three main reasons behind our underperformance over
the last six months: first our overweight in Egypt, second our
underweight in some of the large cap names included in 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 took place in the second and third quarter 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.

The third factor behind the relative underperformance over the
last 6 months has been our underweight in Qatar. From a macroeconomic 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.

Entering the second quarter Saudi was our largest country

The focus of the Fund has thus been on some mid-cap names with strong fundamentals and attractive valuations. While this
positioning has been detrimental to relative performance in over the last 6 months, we continue to believe that this
fundamental approach will ultimate ly bear fruits.
As a remainder, we have been following the same investment approach and process since January 2017. Our high-conviction,
bottom-up driven approach has been producing very decent results (+23.2%), outperforming the S&P Pan Arab by almost 16%
(after fees) and performing roughly in-line with the MSCI Emerging Markets (with less volatility).

Performance of Al Mal Mena equity Fund versus S&P Pan Arab and MSCI Emerging Markets index since
the implementation of the new strategy (January 2017 – end of September 2018)
1.60

S&P Pan Arab Benchmark

MSCI EM

Al Mal MENA Fund

1.50

1.40

1.30

1.20

1.10

1.00

0.90

Jan
17

Feb
17

Mar
17

Apr
17

May
17

Jun
17

Jul
17

Aug
17

Sep
17

Oct
17

Nov
17

Dec
17

Jan
18

Feb
18

Mar
18

Apr
18

May
18

Jun
18

Jul
18

Aug
18

Sep
18

Perspectives - October 2018 | 27

INVESTMENT STRATEGY

Investment
Strategy:
Our top MENA
ideas for Q4
While Middle East equities ended the quarter with
a performance which was almost flat, a lot has
been happening beyond the surface as highlighted
in the previous section.
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As we progress towards year-end, there are two important questions to be considered by Middle East equity investors:
• First, will Middle East equities continue to outperform the broader emerging market equity universe? On the contrary,
will some mean-reversion take place? Indeed, under the scenario where the dollar and/or the oil prices weaken, we could
very well see asset allocators moving back to the emerging markets which have been punished so far this year precisely
on the back of these factors. Another negative scenario for the S&P Pan Arab could be a meltdown for global equities
with some contagion effects on the region;
• Second, will the sector and country leadership observed in Q3 continue throughout year-end or will we see some of the
underperforming stories from last quarter (e.g. small& mid-caps, Egypt) coming back into fashion?
Below, we attempt to cover these two important topics.

MENA Equities: What’s Next?
When it comes to the medium-term outlook for MENA equities,
our view remains constructive. As mentioned in the global
markets section of this edition of Perspectives, our base
scenario remains a continuity of some of the trends observed in
the first 9 months of the year. We expect the dollar and oil (see
previous editions) to remain relatively strong. While their
strength is playing against some emerging countries, we do not
expect extended financial stress at this stage. In a nutshell,

exogeneous factors remain favorable for Middle East equities.
When it comes to the regional factors, our bullish view
remains intact.
MENA equities – and GCCs in particular – have been an outlier
within Emerging Markets so far in 2018. We believe that MENA
equities should stay resilient in Q4 and this for both cyclical and
secular reasons:

Cyclical reasons:
• There is very limited currency risk for dollar-based investors when allocating to MENA equities. While Egyptian Pound can
indeed become a risk at some point, GCC currencies are pegged to the dollar. This is a major difference with other emerging
markets (e.g. Latam & Asian currencies are currently in a downtrend);
• Unlike many emerging markets, GCC economies benefit from rising oil prices;
• Middle East equities do have very limited exposure to the US Tariff / Trade war story;
• Valuations remain cheap in most markets (see table below)

MENA equities valuations
Index

P/E 2018

P/B 2018

ROE 2018

Dubai DFM

7.9x

1.0x

12.3%

Abu Dhabi

12.5x

1.6x

12.7%

S&P UAE

10.6x

1.2x

11.7%

Saudi Tadawul

14.5x

1.7x

12.1%

Qatar

12.9x

1.5x

12.1%

Oman

11.1x

0.8x

8.2%

Bahrain

9.0x

0.8x

9.4%

Kuwait

14.0x

1.5x

9.4%

Egypt

8.7x

1.6x

26.3%

S&P Pan Arab Index

13.4x

1.6x

12.1%
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Secular reasons:
• The Oil crash which took place in 2014-2015 should be seen not as a risk but rather as a once-in a life time opportunity for
the region to reinvent itself. Over the last few years, regional leaders have started implementing major economic, capital
markets and societal reforms which should ultimately help MENA to move to a “post-Oil era” with a much more diversified
economy and capital markets. This includes for instance the inclusion of Saudi and Kuwait into the large Emerging Markets
indices, the distinction of winners and losers of the Saudization, etc.
• The macro and geopolitical situation aside, the MENA region is full of cheap, profitable and well-managed companies. Given
the inefficient nature of our regional markets and the heavy risk premium they trade on, astute investors can buy these
companies at a very attractive price and generate attractive returns.
• Current foreign ownership is still extremely low– it can only go up.

Wining Themes for Q4
As our approach is very much bottom-up driven, we refrain to manage portfolios based on sector and/or geography preferences.
That said, we share below some of our top-down considerations ahead of Q4.
We expect Saudi Arabia - the largest country weight within MENA – to perform reasonably well and this for at least four reasons:

Increased oil prices are yet to trickle down to the Saudi economy. The Kingdom
increased projected spending for FY 18e by 5% mainly due to already agreed upon
bonuses and allowances. It also revised spending for the next few years by 9-10%.
This, together with increased oil production, should lift Saudi’s real GDP growth in
FY 19-20e to well above 2%;

The Saudi equity market is the most liquid market which means that large
investors might continue to use it as a proxy to play a year-end rally in the region;

Looking into FY 19e, investors will realize that the Saudi index inclusion event
is still significantly underplayed. We expect Saudi inclusion into the MSCI/FTSE
indexes to result in a combined c. USD 20bn in passive inflows and total inflows of c.
USD 60bn including active money. However, the market has only seen c. USD 2.9bn of
inflows year-to-date, with c. USD 1bn coming in September alone, as foreign investors
appear to be now playing the Saudi market again, after partially exiting over the summer;

Banks and Petrochemicals – two of the largest sectors in Saudi - are

currently favorably oriented. Banks continue to benefit from higher Net Interest
Margins, contained provisions and improved cost-income ratio.
The higher oil price is benefiting petrochemicals – a sector which has been out
of favor for a long period of time.
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Still in Saudi, we continue to like some insurance stocks as well
as medical and motor Gross Written Premiums should improve
slightly vs. the first half. Q3 results within consumer and healthcare
company results will be very important to monitor as it will give
strong indications regarding the impact on the real economy of
the expats exodus which has been taking place in the Kingdom.
As mentioned earlier, the UAE macro-economic picture – and
real estate in particular – has been weighing on investors’ morale
so far this year but we expect some improvement going forward.
The UAE government’s recent move to expand public spending
in the context of improving oil prices will be central to the rebound
in economic growth in FY 18-19e. A more accommodative fiscal
policy will be positive for non-oil GDP growth. Still, growth in
Abu Dhabi is expected to be higher than in Dubai due to higher
oil prices and substantial increase in public spending. For similar
reasons than in Saudi Arabia, the UAE banking sector remains
attractive from an investment point of view. We also note that
the large UAE banks remain adequately capitalized and can play

a big role in UAE’s economic growth through an expansion of
credit. Besides banks, we continue to like some selective stories.
The UAE stock market remains one of the cheapest and any
catalyst would help to unlock value.
Kuwait has been a large caps story due to index inclusion event.
Beyond large caps, there are attractive, under-researched and
neglected stories with very attractive upside potential (e.g.
Humansoft – more details later in this article). There are also a
few alpha opportunities in Oman.
Egypt is the country where we find the largest number of
bottom-up value opportunities. However, this market continues
to trade in sync with global emerging markets and any
deterioration on that front could have a negative impact on
Egypt stock market short-term performance. On the macroeconomic side, addressing twin deficits remains pivotal in Egypt,
with higher oil and interest rates pressuring its fiscal budget.
We however note that current account deficit has improving
throughout 2018.

The UAE government’s
recent move to expand
public spending in the
context of improving oil
prices will be central to
the rebound in
economic growth
in FY 18-19e
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Investment Conclusions and some key calls for the fourth quarter
As highlighted above, we remain positive on MENA equities
on a medium and long-term basis. With oil stabilizing around
USD 60-80, the region has entered into a “sweet spot”: the oil
price is still not high enough to slow down structural reforms,
but the recent oil recovery allows the GCC governments to relax
their austerity programs.
Decent valuation levels, structural reforms, cyclical improvement
and the relative attractiveness of the region for international
asset allocators (dollar-peg, positive correlation to oil prices)
should continue to support MENA equities going forward.
For sure, there are other remaining risks in the region. Besides
geopolitics, the fact that regional central banks are forced to
follow the steps of the Fed and raise rates despite being at an
earlier stage of the business cycle is another risk to monitor.
But overall, we believe that most of these risks are already
priced by the markets. We thus expect further gains ahead.
However, we believe that the market will become more selective
in the near-term as some segments of the market (e.g. Saudi
large caps) are too richly valued and moving on technical factors
rather than fundamental ones. By sticking to our process
which is based on a bottom-up and value-driven approach we

have been avoiding most of these names and this had some
negative consequences on our relative performance. However,
we are selectively adding some Saudi names to the portfolio
ahead of the Index inclusion timeline. These stocks should be
considered neither as “Core” names nor “Value” ones but are
part of our “Opportunistic” bucket.
While we continue to find value in Egypt, we are starting to
become more cautious on this market; indeed, interest rates
are expected to stay high for some time as Egypt monetary
policy cannot afford to decouple from the actions of global
(and other EM) central banks. There is also a risk that the
weakness in emerging markets currencies has some ripple
effects on the Egypt pound.
In terms of geographic allocation, we are currently neutral on
Saudi, overweight Egypt and UAE, slightly underweight Kuwait
and underweight Qatar. An important point is that this
allocation is a result of our bottom-up positioning rather than
a top-down conviction.
Below, we share some with our readers some of our favorite
positions within the fund.

#1

Al Rajhi Bank

Bloomberg

RJHI AB

Country

Saudi Arabia

Sector

Banks

Market Cap ($m)

38,087

ADVT ($m)

46.7

• 90%+ deposits are CASA (non-interest bearing) – therefore Net Interest Margin (NIMs)
improve as interest rise interests rates move up and assets
• With market share of 40% in retail – it is well positioned to capture growth in national
employment especially women (credit cards, loans, mortgage, auto)
• Beneficiary of Saudi Arabia joining EM benchmarks and the ensuing large passive inflows

#2

Saudi Kayan Petrochemical Co

Bloomberg

KAYAN AB

Country

Saudi Arabia

Sector

Petrochemicals

Market Cap ($m)

6,855

ADVT ($m)

44.4

• Plant has been stabilized after facing operational issues for some years; post catalyst change, have
been able to reach utilization of 110%
• Strong oil and polycarbonate prices leading to higher margins
• Highly leveraged - can repay this debt quickly which will reduce interest expense (2018e 		
EBITDA of 5.5bn and Free Cash Flow(FCF) of around 3.5bn)
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#3

United International Transportation

Bloomberg

BUDGET AB

Country

Saudi Arabia

Sector

Transport/Logistics

Market Cap ($m)

498

ADVT ($m)

1.8

• Saudization of car rental front office is expected to result in closure of many smaller players; new
regulation may even require a minimum fleet size of 100 to operate in Metropolitan cities
• Women driving – demand for used car sales to grow & markup on net book value to improve from
historical lows
• Break on fleet expansion (2015-17) resulted in huge cashflow generation - 3x (Free cash Flow)
FCF/ Div - suggests dividends can substantially increase
#4

United Electronics Co

Bloomberg

EXTRA AB

Country

Saudi Arabia

Sector

Consumer Discretionary

Market Cap ($m)

748

ADVT ($m)

44.4

• Saudization of consumer electronics (among 12 others) will consolidate the sector towards organized
retail, as experienced in Mobiles – management estimates SR 700m additional revenue next year
• Pioneer in innovative marketing campaigns, consumer finance, extended warranty programs (our
estimate it contributes 25% to op. income)
• Track record of gaining share in a declining market – testament to management’s shrewdness &
capability to deliver
#5

Al Rajhi Co for Co-operative Insurance

Bloomberg

ARCCI AB

Country

Saudi Arabia

Sector

Insurance

Market Cap ($m)

610

ADVT ($m)

5

• Enforcement of motor insurance in KSA (currently 45% penetration) & the lifting of the ban on
women driving can add SR 10bn to premiums by 2020
• Preferred play on the segment 80% of Gross written premium (GWP), strong franchise, Rajhi
platform provides access to captive customer base for cross sell
• Loss of exclusivity, client concentration & loss of MoE contract (thin margins) led to sharp share
price decline – a good entry point
#6

Humansoft Holding Co KSC

Bloomberg

HUMANSFT KK

Country

Kuwait

Sector

Education

Market Cap ($m)

1,310

ADVT ($m)

1.8

• The only listed pure play on Education in MENA, should deserve a scarcity premium – yet inexpensive
valuation of 13.5x (global average 18x)
• Operates the American University of the Middle East ( AUM ) & American College of the Middle East (ACM)
in Kuwait with 13k students – current capacity of 18k & can be expanded to 21k (operating leverage)
• Tuition price revisions (15-20%) are due for 2019; tertiary segment is underpenetrated (only 40%
of high school students)
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With oil stabilizing around
USD 60-80, the region has
entered into a Sweet Spot:
the oil price is still not
high enough to slow down
structural reforms, but the
recent oil recovery allows
the GCC governments
to relax their austerity
programs.
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#7

Abu Dhabi Commercial Bank PJSC

Bloomberg

ADCB UH

Country

UAE

Sector

Banks

Market Cap ($m)

11,407

ADVT ($m)

3.6

• In 3-way talks to merge with UNB & Al Hilal Bank – scope for significant cost & funding synergies
as was evidenced in case of FAB
• Being the consolidator & 62.5% owned by AD Gov. (higher than UNB’s 50% ownership), we expect
the share swap to be fair, if not favorable
• Standalone valuations attractive as well – 1.4x book for 16% sustainable Return on Equity (RoE),
Non Performing Loan (NPL) coverage at 145%, Capital Adequacy Ratio (CAR) at 16.7%
#8

Egypt Kuwait Holding Co SAE

Bloomberg

EKHO EY

Country

Egypt

Sector

Chemicals/Utilities

Market Cap ($m)

1,177

ADVT ($m)

0.8

• Egypt based conglomerate with interests in fertilizers, chemicals, natural gas E&P & utility (PNG
distribution)
• ONS - gas concession in North Sinai – gas reserves to 218bcf in shallow waters, deep targets could
hold multi TCF asset
• Current market cap is 5.5x 2021e Earning per share (EPS) – driven by Natenergy & gas discoveries;
cash accounts for 25% of market value
#9

Orascom Development Egypt

Bloomberg

ORHD EY

Country

Egypt

Sector

Real Estate

Market Cap ($m)

287

ADVT ($m)

0.3

• Play on Egypt tourism (Hotels in Gouna , Taba and Makadi) - around 80% of Revenue is in USD as
they mostly cater to foreigners; Hotel business will add around 300mn to bottom line in 2018
(recurring source of revenue) at 80% utilization
• Launch 2 projects every year (selling at EGP 39k per sqm) - at this pace this land will last for 20 years;
Current NAV is worth EGP 9 per share
• Next leg of growth to come from higher room rates (USD 65 per night vs USD 80 pre Arab spring),
monetization of land bank and reduced interest expense
#10

Qatar Gas Transport Co Ltd

Bloomberg

QGTS QD

Country

Qatar

Sector

Utilities

Market Cap ($m)

2,713

ADVT ($m)

3

• Current dividend yield of 5.6%, Free cash Flow (FCF) yield of 12.3% to grow strongly as debt
repayments ease
• Expansion of Qatar’s LNG output from 77 MTPA to 100 is a significant driver (potentially another
30 conventional vessels); also considering targeting the FSRU (Floating storage & regasification unit)
• Enjoys stable revenue/cash flows from long term (25 years) and fixed-rate time LNG 		
charter contracts; defensive profile with industry-leading EBITDA margins
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As highlighted in this 19th edition of Perspectives, the economic and policy divergence between the U.S and
the rest of the world will become increasingly challenging for the global economic system. Higher growth and
interest rates in the U.S fuel both the capital inflows from abroad and the repatriation of some U.S funds
held there, thereby bolstering the dollar. This intensify trade tensions and threaten emerging countries as
their currencies weaken, aggravating inflation, increasing local interest rates, their dollar borrowing costs and
creating more financial vulnerabilities.
As explained earlier, this divergence of growth prospects justify to some extent the performance and valuation
differential between U.S assets and the rest of the world. But the vicious circle described above is increasing
the probability of spillbacks creating headwinds for the advanced economies – including the U.S.
The growth gap between the U.S and the rest of the world would thus have to close either from below or
from the top. For sure, there is a temptation for investors to rotate their portfolios from the U.S into other
geographies in order to play an “anti-divergence” trade which could materialize in the coming months.

While we would agree that the divergence trade has most
likely gone too far and that Q4 is very often the time of
the year where some “mean-reversion” takes place, we
believe that it is premature to position too aggressively
into non-US risk assets. Indeed, in the coming weeks, we
could even see some intensification of the economic and
policy divergences which have been favoring U.S assets
versus the rest of the world. We are thus maintaining our
previous asset allocation recommendations which are
rather skewed towards U.S risk assets, Japan and Middle
East equities.

.

While our forecasts and views are always subject to change, 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 don’t hesitate
to contact us.
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