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Editorial

Contents

Positioning portfolios ahead of  a key macro or geopolitical event is similar to solve an equation with two unknown variables, 
the first one being the outcome of  the event and the second one being how will the markets react to this outcome. After 
the “Brexit” event, the Trump election caught everyone by surprise; not only most investors got wrong-footed by his win 
but the fact that risk assets continued to make new highs in the wake of  his election was also against the odds. In this first 
edition of  Perspectives, our “Markets & Macro round-up” attempts to answer the question if  it is the time to call for a top 
in the U.S equity market. Our “hot topic” of  the month is about the rising rates story in Global Fixed Income market. We 
end this international markets section with our sector allocation outlook and share the view that we might have entered 
a new era in terms of  sector leadership.   

In the second part of  the publication, we shift our focus towards MENA and more fundamental stories. Within MENA 
equities, we take a closer look at the recent outperformance of  Kuwait equities and present our outlook for this country. 
The “Investment theme” of  the month makes the case for the Healthcare sector in Saudi Arabia. Last but not least, the 
final section is about best practice diversification strategies in portfolio management and the case for high conviction 
portfolios.    

We hope you will enjoy this first issue.
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MARKETS & MACRO ROUND-UP
“Is it time to call for a top on the U.S equity market?”

Since Donald Trump’s Nov. 8 presidential election vic-
tory, the S&P 500 is up almost 7% as investors focused 
on pledges to cut taxes and reduce regulations and paid 
little attention to tough talk on trade and immigration 
that many had feared would be negative. 

Yet some eminent money managers are now advising 
their clients to adopt a more cautious stance ahead of 
the coming months. They indeed believe that markets 
have been too optimistic on the possible developments 
in fundamentals. First, it’s unclear what form the new 
president’s policies will take and how much his policies 
will be accepted by Congress. Trump’s program is slim 
on details and potentially worrisome. Furthermore, there 
is an argument that the long-run potential of  the U.S. and 
other major economies is structurally and historically low, 
capping any upside to growth from policy. An economy 
generating rising inflation while also being constrained by 
low to mediocre growth would indeed not be a long-term 
positive for risk assets. It is also worth to bear in mind 
that the Fed would face a difficult choice between keeping 
monetary policy loose to support demand and tightening 
to quell inflationary pressure; it may become the object of 
political pressure in either scenario. Last but not least, val-

uations are now looking stretched. The current 12-month 
forward P/E hovers around 17.0x, which is just below the 
high of  the past 10 years. But other valuations metrics de-
pict a scarier picture. As the chart below shows, the medi-
an price/revenue ratio of  individual S&P 500 component 
stocks now stands just over 2.45, easily the highest level 
in history. The longer-term norm for the S&P 500 price/
revenue ratio is less than 1.0.

Median Price/Earnings ratio of  S&P 500 constituents
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Considering the aforementioned risks, is it time to call for a top on the U.S equity market?

We don’t think so. While a short-term correction might be due, this secular equity bull market could very well last much 
longer. Indeed, by comparing the many classic signs observed during the 2000 and 2007 market top with where we do 
stand today, it seems that it is still too soon to call for a market top.
As shown on the table below, credit spreads are tight, retail investors have not participated in the bull market at all, 
Merger & Acquisitions (M&A) and IPO activity have been uninspiring, market breadth is strong, and stock leadership 
has been seen from cyclical sectors.

Real interest rates are rising and that will, eventually pose a risk to earnings multiples. Still, the level of  rates is such that 
there is, believe it or not, some margin of  safety in the S&P. As mentioned earlier, the U.S equity market is far from 
being cheap, but relative valuation versus bonds remains attractive. We would thus see a correction as an opportunity 
to add exposure.
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HOT TOPIC
“Global Fixed Income: Does the rising rate story still have legs?”

Interest rates were the number one macro story for the mar-
kets in the second half  of  2016 which saw the largest bond 
market correction since the taper tantrum, with the rate on 
the U.S 10-year Treasury rising over 120 basis points. The 
upturn in rates has been global as European and Japan yields 
have been on the rise as well (see chart below).

In the first couple of  weeks in 2017, the rate story has 
somewhat abated, with U.S 10-year bond yields hovering 
around 2.50%. So what should investors now expect?

U.S 10-year could reach 2.8% by year-end

One of  the most important questions for 2017 is how many 
times the FOMC will hike interest rates.  Since it will probably 
need to address rising inflation and inflation expectations in 
2017, the FOMC will likely hike rates twice – once in June 
and once in December. This is consistent with the Fed’s dot 
plot, which called for a Fed funds rate between 1.00% and 
1.25% at the end of  2017.  But as Mrs. Yellen is probably re-
alizing that she will not be reappointed as Fed Chair when her 
term expires on January 31, 2018, her goal might very well be 
to deliver full employment with 2% inflation. As a result, she 
will probably remain slightly behind the curve this year, only 
hiking when the economic data clearly call for action, but no 
more than twice. Rising inflation expectations and a patient 
Fed should result in continued steepening of  the yield curve. 
Assuming two rate hikes and core inflation moving up to the 
Fed’s target, fair value on the 10-year Treasury could rise to 

2.80% by the end of  2017. Over the longer run, 10-year yields 
track nominal GDP growth. Although we could see nominal 
growth around 5% for a period of  time, sustainable growth is 
probably closer to 4% (2% potential growth + 2% inflation). 
So yes, investors cannot expect decent return by going long 
U.S Treasuries in the coming years. 

So how should investors allocate to fixed income?

Within a global portfolio, we continue to underweight 
fixed income relative to equities. We would however keep 
some exposure to fixed income for diversification and 
income generation purposes. 

For absolute return fixed income portfolios, we believe 
that decent performance might be difficult to achieve and 
investors should aim for coupon-like returns. If  Treasury 
yields resume their rise, don’t expect high yield to be im-
mune, as they are still bonds and need to compete with 
other fixed income investments.

For fixed income investors more interested in relative re-
turns, we would then recommend to overweight credit over 
government bonds. We continue to favor high yield over in-
vestment grade as there’s some further room for spread com-
pression. U.S. high yield was the best performing sector in 
2016, gaining 17.1%, according to Bloomberg Barclays. That 
has helped bring yields back below 6.00%, dragging the high 
yield spread under 400 basis points, less than half  the Febru-
ary 2016 peak, but 80 basis points above the June 2014 low. 
We also expect TIPS (Treasury Inflation Protected Securities) 
to outperform as worries over inflation should continue to 
push them to a premium over nominal Treasuries.

While we remain constructive on GCC bonds and selected 
emerging countries, we view emerging bonds less favorably 
than U.S high yields. Indeed, Emerging Debt index valuation 
remains rich at around 300 basis points spread over Trea-
suries, which is roughly 125 basis points below its historical 
mean and reasonably close to its post-financial crisis lows 
around 270 basis points. Emerging bonds continue to un-
derperform U.S high yields and policy uncertainty from the 
U.S. could also weigh on Emerging Markets.  Last but not 
least, a rising U.S. dollar makes it more costly for some 
countries to pay back dollar-denominated debt.

Global -10year bond yields • Source: Thomson Reuters
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INVESTMENT STRATEGY 
“A New Era for sector allocation”

As highlighted in the previous section, the rising rate story seems to have legs. Actually, we might have entered a new era, where 
the disinflationary trend which characterized the last 35 years could very well leave place to a long-lasting reflationary trend.

The “old era”

According to a study by Ned Davis Research, the “old era” can be defined as the period from 1982 to 2016 when bonds 
were in a secular bull market and the CPI growth trended down. Over that period, the U.S 10-year bond yield moved from 
a peak of  15.8% in 1982 to a low of  1.4% in mid-2016 (see chart below).

While the S&P 500 appreciated by 8.9% on an annualized basis over the same period of  time, there were clear outper-
formers in terms of  sectors. With an amazing 12.0% gain per annum, Consumer Staples is the clear winner. Health Care, 
with 11.3% return per annum, is a close second, but volatility was much lower for Staples. It is probable that Consumer 
Staples dominated because of  its hybrid status as both a consumer sector and a bond proxy sector. Consumer sectors 
benefitted greatly in the 1980s and 1990s as commodity prices, interest rates fell and demographics were favorable due 
to baby boomers. Consumer Staples also benefitted during the old era from globalization, when U.S. companies began to 
offer homogenized products in developed and emerging international countries. 

 Treasury Bond Yields vs CPI (Year-to-Year Change) • Source: NDR
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The last 35 years were obviously characterized by several bull and several bear markets. As a bond proxy, the Utilities sector was 
by far the best performing sector during downturn delivering double-digit returns during 8 out of  the 10 bear markets. The 
best performing sector during bull markets was Technology thanks to the once in a life time event of  the 90’s Tech bubble. But 
consumer discretionary and Financials were also strong performers during the bull phases.

The “new” reflationary era 

Major developed economies have been following aggres-
sive monetary policies over the last few years and there is 
now a strong feeling that we are reaching the limits of  this 
monetary experiment. Major developed countries such as 
the U.S, the UK and Japan are now pushing for a regime 
change, where aggressive monetary policy will give way 
to an expansionary fiscal policy. In the U.S, Trump’s fis-
cal plans entail a substantial rise in government deficit and 
debt levels. While these policies are unlikely to produce 
anything like a second New Deal, this could be definitely 
be a game changer compared to what have been observed 
over the last decade. Financial markets have been antici-
pating this trend as both bond yields and inflation expecta-
tions have been on the rise over the last 3 months. 

But besides U.S macroeconomics, U.S demographics trend 
could very well be a strong tailwind behind a secular rise 
in bond yields and CPI. Indeed, long-term inflation trends 
have closely followed labor force growth trends with a lag. 
We think it is no coincidence that interest rates and in-
flation peaked near 1980 when labor force growth peak-
ed. With labor force growth expected to continue to rise 
along with the working age population, the reflationary era 
seems to be firmly under way.

Who will benefit from the new trend?
 
If  history is any guide, stocks and commodities outperform 
bonds during reflationary era. Same historical references also 
show that rate-sensitive sectors tend to underperform whereas 
Financials and Commodity-related sectors tend to outperform.

For Financials, the secular decline in rates to near zero has 
resulted in a secular decline in net interest margins to their 
lowest level in decades. If  rates are finally starting a secular 
ascent, then net interest margins should finally have a secular 
tailwind. There should also be many winners in Financials that 
benefit from the bonds to stocks shift including equity asset 
managers and investment banks. Financials are also as a good 
way to play favorable Millennial demographics as this gener-
ation should get their student loan debt under control, buy 
homes and autos just like the four generations before them. 
Add in the fact that Financials could really benefit from lower 

regulation and lower taxes, and that it has one of  the more 
attractive cyclically adjusted P/Es out there, and you can build 
a strong case for an extended run for the group.

For Commodity sectors, it is hard to imagine an inflation-
ary environment where commodity sectors underperform. 
A rebounding global economy and a new President that 
wants to rebuild U.S. infrastructure can reaccelerate com-
modity demand. With Energy prices stabilizing, Energy 
Equipment & Services should benefit as well. 

The last theme is the comeback of  capital expenditures 
(capex). We believe that higher oil prices, an ongoing 
global economic recovery and Trump spending plans to 
have the potential to lift capex. While it may take a while 
for those factors to show up in GDP and Industrial profits, 
the market might anticipate this trend.
Industries such as Construction & Engineering, Machinery 
and Marine industries are expected to benefit. Finally, 
capex spending on computer looks promising and the 
economy should lift spending on Semiconductors and 
other Hardware & IT services.

2017 SECTOR AND INDUSTRIES PREFERENCES
International markets
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MENA EQUITIES
“Our view on Kuwait”

Drivers of  market performance – primarily 
liquidity driven

Year-to-date performance has been driven by very high 
liquidity with an average daily value traded of  4x compared 
to 2016 (see next page). While foreign investors are sig-
nificantly underweight Kuwait, local investors have aggres-
sively built positions primarily due to following catalysts:

• Movement of  Pakistan and Argentina from MSCI Frontier 
market index to MSCI Emerging market index, possibly in 
May 2017– this event could lead to an increase in Kuwait’s 
weight from 17.9% to 24.2%; 

• Americana’s acquisition of  minority shareholder by Adeptio 
will infuse liquidity of  USD 1.2 billion. The offer is expected 
to close on 13 Feb. Investors are hoping that some of  this 
liquidity could flow back into the market;
• Saudi Arabia issued its USD 17.5 billion debut sovereign 
bond in October 2016. The success of  this issuance (the or-
der books were 4x oversubscribed) acted as a catalyst for the 
market leading to c.27% increase, along with combination 
of  host of  other factors. Kuwait has hired lead managers for 
its debut international bond issuance and is getting ready to 
launch in H1 2017. There is a hope that successful issuance 
here (with oil prices around USD 55 – close to Kuwait’s bud-
get breakeven level) could act as a catalyst for the market.

Comparative performance of  GCC equity markets re-based to January 2012 • Source: Bloomberg

Over the last five years Kuwait stock market index has been lagging its GCC peers in terms of  market performance (see chart 
below). The market was characterized by low liquidity (barring few blue chip names) and absence of  major news flows.
However, since the start of  the year, the index is up 21% (as of  29th of  January), performing far better than its GCC peers and 
also being ahead of  MSCI emerging market index.
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Should we chase the rally?

Kuwait has been so far lagging behind its GCC peers 
in terms of  implementation of  reforms, largely due to 
its complicated hybrid political system which discour-
ages swift policymaking. Due to slower decision mak-
ing, the government spending in Kuwait has been low 
historically, resulting into lower breakeven oil price to 

While we are currently underweight Kuwait in our MENA Equity Fund given our concerns on valuations, we would consider 
building positions in Kuwait opportunistically as we remain optimistic from a long-term perspective.

balance its budget. Against this backdrop, the recent 
rally can be sustained only if  it is accompanied by sig-
nificant economic and market reforms. On a separate 
note, it is worth highlighting that the main Kuwait 
market index is a price index – stocks with higher price 
have higher weight, regardless of  their market capital-
ization. The price index is up 21% year to date but the 
market-cap weighted index is up only 14%, suggest-
ing that the rally is driven primarily by mid and small 
cap stocks, without any material changes in underlying 
fundamentals.

We compared MSCI Kuwait Index with other ma-
jor GCC peers and note that it is trading at trailing 
12-month Price-Earnings (P/E) multiple of  14.4x de-
spite lowest Return on Equity, confirming our view 
that the rally is not supported by any fundamental 
strength.
The MSCI Kuwait index P/Ex is close to its own 
historical 3-year and 5-year median levels, suggesting 
potential risks to a meaningful rally from here.  

Kuwait Stock Exchange Index – Average Daily Value Traded 
(USD million) • Source: Bourse Kuwait

Kuwait Stock Exchange Index – Average Daily Value Traded (USD million) • Source: Bloomberg
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INVESTMENT THEME
“The healthcare sector in Saudi Arabia”

Amidst the challenging macro-economic backdrop and 
ongoing fiscal reforms in Saudi Arabia, investors are 
looking-out for investment opportunities that can pro-
vide long-term sustainable growth with less correlation 
to oil prices and lower dependence on the government 
subsidy. The healthcare sector in KSA perfectly matches 
the criteria. 

Sector attractiveness driven by demographic profile

Demographic profile of  Saudi Arabia (current popula-
tion of  c.31 million) with over 27% of  population mov-
ing to the age bracket of  45 in the next decade, warrants 
a closer look at the healthcare sector from as an attrac-
tive thematic play. Increase in lifestyle diseases (KSA has 
very high prevalence of  diabetes) supports the demand 
side, while lack of  quality private healthcare shows supply 
constraints, thus increasing the sector attractiveness.   

The Saudi Government›s healthcare expenditure as % 
of  GDP has been steadily increasing, reaching 7.3% 
of  GDP in 2015. While KSA compares well relative to 
regional peers, healthcare spending is significantly low 
compared to developed countries, possibly due to inad-
equate investments in healthcare, suggesting scope for 
growth of  healthcare providers.

Past investments into the sector were driven by 
government, private sector to take lead

The government controls the majority of  the sector with 
share of  public sector healthcare spending reaching 75%. 
However, the government is planning to reduce the ex-
posure and encourage private sector to increase contribu-
tion to 35% by 2020.

Mandatory health insurance has resulted into higher pen-
etration of  insurance coverage, which in turn, has trans-
lated into increased outpatient growth at private hospi-
tals. Furthermore, due to higher prevalence of  insurance, 
inpatient admission have tilted towards private healthcare 
providers, comprising 38% of  total admissions in 2014 
up from 32% in 2010.

Private sector to drive incremental supply growth

The total number of  hospitals in the Kingdom were 462 in 
2015 while total beds were 69k. Out of  this, 59% of  beds 
came from ministry of  health while the private sector con-
tributed only 31%. The Kingdom has 22 beds per 10,000 
population, significantly lower than the developed coun-
tries, signifying meaningful potential for growth. 

The private sector added beds at growth of  5.1% since 2011, 
plugging the supply demand gap due to extension of  exist-
ing facility. However, the bed density continues to remain 
lowest in major cities of  Riyadh and Jeddah due to higher 
population growth. While the private sector will continue to 
shoulder this increasing demand for healthcare needs in ac-
cordance to National Transformation Plan 2020 and Vision 
2030, we might also see privatization of  some Ministry of 
Heath hospitals to reduce government’s share on healthcare 
spending, which would further encourage the private players 
with good track-record of  running hospitals.

Saudization drive could be a key risk

The major risk to this sector would be increased quota for na-
tionalization, as this sector is largely dominated by the expats, 
with Saudi physicians comprising only 2.5% of  total phy-
sicians in the private sector, while overall (private + public) 
the sector has 23.3% Saudi physicians. The major challenges 
for the private healthcare providers is (1) availability of  few-
er number of  Saudi physicians, as domestic education infra-
structure is inadequate to achieve desired churn rate, and (2) 
higher expected salary for Saudi physicians. Till these struc-
tural issues are addressed, cost escalation by employing non 
Saudi staff  (eg visa and permit fee) have to be dealt with.

Hospitals Beds evolution in Saudi Arabia (number of  hospitals 
and rate of  beds / 10,000)
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Healthcare sector valuations are undemanding

Healthcare sector in Saudi has been outperforming the 
broad index significantly (see chart below) especially 
in the recent past due to low correlation of  the sector 
profitability to oil prices. 

The sector is trading at P/E of  27.3x and P/B of 
4.0x, at a significant premium to the broad market in-
dex which is at P/Ex of  17.8x. Dividend yield for the 
sector is 1.9% vs. 3.3% of  market and ROE is on the 
higher side at 15.3% vs. 10.1% of  index, justifying the 
valuation premium over the market.

The higher P/Es vs. market looks expensive but if  we 
look at the historical sector multiples, it trades at a dis-
count to average sector P/E of  31x, which still makes 
it an attractive sector.

Within the Saudi Healthcare theme, our favorite sto-
ries are names such as Mouwasat and Middle East 
Healthcare. Both names have relatively lower exposure 
to government receivables and healthy balance sheets. 
The former is a growth stock with strong potential for 
earnings growth while the latter is a value stock with a 
re-rating potential.

Saudi Healthcare Sector vs. Saudi Price Index performance 
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PORTFOLIO MANAGEMENT
“The case for high conviction portfolios”

According to the Modern Portfolio Theory, diversification 
is the only «free lunch» in finance: with diversification, one 
can achieve higher levels of  return without exposing them-
selves to greater risk. This relies on the simple fact that not 
all asset prices move in tandem with one another—asset 
prices are not perfectly correlated. Price movements in one 
asset in a portfolio offset price movements in another asset.

Today, most investors take the wisdom of  diversification for 
granted. Over the last five decades, diversification has been 
inherent to portfolio construction. However, this trend has 
evolved into what may be deemed as over-diversification—
where securities are included in a portfolio to dampen vola-
tility rather than because of  fundamental stock picking. This 
leads many observers to link this over-diversification trend 
with the largely reported poor performance of  the mutual 
fund universe. According to them, the fact that the majority 
of  active managers underperform their respective bench-
marks is not because of  their poor stock selection skills, but 
rather institutional factors which encourage managers to 

The study concluded that by attempting to diversify holdings and perhaps move toward ideas which are not the portfolio 
manager’s top conviction, performance suffers. The analysis also suggested that the outperformance of  concentrated 
strategies is sustainable, as outperformance did not typically mean-revert over the subsequent year. 

over-diversify in order to avoid idiosyncratic risk. These 
arguments basically echoed the negative views towards 
diversification from the famous Warren Buffet: “Wide 
diversification is only required when investors do not un-
derstand what they are doing.”

So where is the truth? As portfolio managers, should 
we stick to Modern Portfolio Theory guidance or 
should we go for concentration?

In a paper published in 2012 (Diversification versus Con-
centration…and the Winner is?”), Yeung et al. argue that 
there is a trade-off  between diversification and returns. 
The study highlights that fund managers often fail to lever-
age their own stock-picking skills when constructing diver-
sified portfolios. Using quarterly data from 1999 to 2009, 
the authors created concentrated portfolios by measuring 
the active weights of  each diversified mutual fund, and 
then sorting the active weights from largest to smallest. 
The results of  their study are displayed in the table below. 

Concentrated portfolios outperform the Diversified portfolios from which they are derived • Source: Yeung et al. (2012)
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The first 20 stocks seem to achieve most system-
atic risk reduction

In Elton and Gruber’s book “Modern Portfolio Theory and 
Investment Analysis”, the authors concluded that the 
average standard deviation of  a portfolio of  one stock 
was 49.2%, and that increasing the number of  stocks 
in the portfolio to 1,000 could reduce its standard de-
viation to a limit of  19.2%. They also concluded that 
with a portfolio of  20 stocks the risk was reduced to 
approximately 20%.

Therefore, while the first 20 stocks reduced the port-
folio’s risk by 29.2 percentage points, the additional 
stocks between 20 and 1,000 only reduced the portfo-
lio’s risk by about 0.8 percentage points. The key take-
away is that most diversification benefits are realized 
after relatively few securities are added to a portfolio 
(see chart below).

The concept of  Active share

Another argument for more concentrated portfoli-
os is the concept of  active share as a metric for ac-
tive management. Active share basically measures the 
percent of  a portfolio’s holdings that differ from its 
benchmark. According to some studies, active share is 
a better measure of  active management than tracking 
error alone, as well as a better indicator of  future out-
performance.
It is considered that a fund manager with an active 
share of  60% or greater can be seen as truly active. 
Managers with high active share have historically out-
performed. 

Why concentrated portfolios tend to generate 
superior performance?

Academic research suggests that concentrated fund 
managers share the following features:

• A long-term outlook: managers of  concentrated 
portfolios are able to add value by exploiting long-
term mispricings in the marketplace;

• Information advantage: In general, managers who 
hold fewer companies have more time and greater in-
centive to develop complete information about each 
company in which they invest;

• More confident stock picking: managers who in-
vested a disproportionate amount of  assets in their 
“best ideas” were confident about their ability to as-
sess the merits of  investment options both inside and 
outside of  their portfolios.

Why isn’t focused investing the Industry stan-
dard?

The keys findings highlighted above raise the follow-
ing question: “Why do managers include investments 
that are not “best ideas” in their portfolios? There are 
a variety of  explanations for this. Among them: 

1) Career risk: As observed by JM Keynes, “it is better 
for reputation to fail conventionally than to succeed 
unconventionally.” Managers who underperform their 
benchmarks for any one- or two-year period may face 
the threat of  being dismissed. Consequently, many 
fund managers have incentives to stay close to their 
benchmarks, as well as a tendency to invest into popu-
lar stocks and sectors;

2) Wrong financial incentives: In general, mutual fund 
managers are paid a fixed percentage of  total assets 
under management. This creates an incentive for man-
agers to emphasize growth in fund assets over perfor-
mance. Since investors tend to stay in mutual funds 
even when they deliver mediocre performance, few 
managers are willing to close their funds to new inves-
tors for capacity issue. They thus prefer to invest into 
large capitalization / benchmark names while gather-
ing assets instead of  capping the size of  their fund and 
then being able to invest in their best ideas; 

Risk reduction rate slows with more stocks • Source: Elton 
and Gruber
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3) Regulation: For instance, the Prudent Man rule ba-
sically requires fund managers to avoid unwarranted 
risk. In addition, fund managers are guided by specif-
ic regulations that were designed to prevent mutual 
funds’ assets from becoming too concentrated (e.g the 
so-called 5/10/40 rule within UCITS funds).

Utilizing concentrated funds

A growing number of  institutional investors and fund 
of  fund managers have noticed the superior perfor-
mance features of  concentrated, high active share 
portfolios. Another key feature that they found very 
interesting is the fact that the “best ideas” owned by 
these concentrated funds are often unique to one man-
ager (i.e portfolios rarely overlap) and are under-repre-
sented in more traditional funds.

But these well informed allocators have also noticed 
two major pitfalls for the most concentrated strategies: 

1) Concentrated portfolios may have little or no ex-
posure to certain market sectors. Consequently, if  a 
sector in which the fund has little exposure gets ‘hot,’ 
a concentrated portfolio may lag its benchmark for a 
period of  time.

2) The movement of  a single stock in a positive or 
negative direction—based on rational or irrational 
investor behavior—may have a greater effect on a 
more concentrated portfolio.

Their thinking has thus been to build their allocation in a 
way to get the benefits of  concentration, but without the 
volatility that they face when holding a fund made of  15 
or 20 stocks. They thus came up with the idea of  pulling 
together a number of  excellent stock-pickers that they 
felt could run a high-conviction concentrated portfolio 
of  up to 15-25 stocks, and assemble them in their man-
date or fund of  funds so that they would have a lot of 
diversification. By investing in portfolios of  concentrat-
ed funds, instead of  more highly diversified funds, they 
actually enhance overall portfolio performance without 
increasing risk. 

One caveat though. Since these concentrated funds tend 
to own smaller and less liquid stocks than low tracking 
error and/or low active share funds, they may be less 
nimble. Therefore, investors should plan to hold these 
concentrated funds for longer periods of  time.

Conclusion

By design, concentrated strategies facilitate investing in 
the portfolio manager highest conviction ideas and 
therefore limit overlap with an index—leading to 
high active share, which in turn, is linked to potential 
outperformance. To our opinion, both theory and ev-
idence support the notion that concentrated portfo-
lios are well-positioned to generate alpha. Managers 
who have the incentives, confidence, and ability to 
concentrate assets in their highest convictions provide 
attractive opportunities for investors seeking val-
ue-added active portfolio management.
It is precisely this investment philosophy that we want 
to favor at Al Mal.  

Final Words

As highlighted in this newsletter, international markets 
are currently at a critical juncture. While the U.S equity 
market looks expensive and ripe for a correction, it 
seems premature to call the end of  the bull market. 

Importantly, it is still possible to identify attractive in-
vestment stories at decent valuation. The same apply 
within Fixed Income where selectivity remains the key 
word. Within our regional MENA markets, secular 
growth themes such as Saudi Healthcare can also be 
found. 

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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