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The “Trump” rally which began on November 8th continued in February. After a brief  pause at the start of  the month, 
the vast majority of  risk assets has resumed their uptrend. Unsurprisingly, most investors, including our clients and our-
selves, are wondering if  markets are now “priced for perfection”. This is the first topic of  this second edition of  Perspec-
tives. While a pause might be due, we continue to believe that this bull market has further to go and that any pullback 
should be seen as a buying opportunity. Most favored assets remain those which should benefit from rising inflation (see 
the “Investment theme” section). 

This year has been and will remain very much focus on the political agenda, would it be in the US or in the rest of  the 
world. In this publication, we look at two topics related to the implementation of  Donald Trump’s policies: the US tax 
reform and the “Trump impact” on Oil prices. The “hot topic” of  the month moves to Europe, where upcoming French 
Presidential Election is pushing France towards the edge of  the “Periphery”.

In the last part of  this publication, we take a back seat from politics and shift our focus on a fascinating theme, the rise 
of  e-commerce in the Middle East.       
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MARKETS REVIEW
“Are equity markets priced for perfection?”

At the time of  our writing, US equities are trading at their 
all-time highs as the major indexes posted their best per-
formance day of  the year following President Trump’s 
speech to the Congress. The Dow Jones closed above 
21,000 for the first time ever, led by Financials stocks. 

As written in our last edition of Perspectives, the US market 
does not flash the same red lights observed at the 2000 and 
2007 market tops. Credit spreads are not widening; to the con-
trary, US High Yield spreads are trading at a post-crisis low. Fi-
nancials and cyclical stocks are outperforming defensive stocks 
and the percentage of stocks making new highs is expanding; 
these are signs of a “healthy bull market”. And we still don’t see 
evidence of massive speculation such as big M&A announce-
ment or IPOs, although Snapchat made the headlines recently.

Global equities bull market is expected to continue

We should also keep in mind that non-US stocks are partic-
ipating to the current bull market, but are much less extend-
ed than US equities. As shown on the chart below, the MSCI 
World is only trading slightly above previous peaks of  2015 
and 2007. Underneath the price line is the “shark” index 
– the bigger the shark fin, the longer is the period of  time 
without a 10% correction. So yes, we haven’t seen a 10% 
correction for 275 days. But as shown on this chart, bull 
markets are often characterized by very long periods without 
such a correction. We thus stick to our assumption that this 
bull market has room to grow further. 

MSCI all country index & number of  days without a 10% 
correction (as of  03/2017) • Source: NDR

Investors intelligence sentiment index (as of  01/03/2017)
Source: Pension Partners

But signs of  short-term exuberance start to appear 

Indeed, the Bull-to-Bear ratio and other investors’ senti-
ment surveys are approaching extreme levels (see chart 
below), which is not a good sign from a contrarian per-
spective. Several indicators are pointing towards over-
bought conditions. Despite positive news on the macro 
front, long-term bond yields do not seem to make new 
highs which is flattening the yield curve.

Equity valuations are definitely not cheap

The S&P 500 is trading at 18x 2017 operating earnings 
expected by analysts over the next year. This is 11% above 
its 25-year average. The median Price to Sales ratio of  S&P 
500 constituents is trading at an all-time high of  2.5 times. 
This leads us to the $1 million dollar question: will earnings 
growth support the current level of  equity markets? As 
shown on the next page, Trump has pushed stock prices 
but not earnings forecast. The combination of  increasing 
equity prices and lower earnings is precisely what has been 
pushing the US equity market to the expensive territory. 
But improving macro-economic numbers and potentially 
lower taxes (see the US Macro round-up section) should at 
some point be reflected in earnings forecasts. If  it does not 
happen, the market will need to correct in order to trade 
at a more reasonable P/E multiple. But should tax legis-
lation and deregulation reforms pass Congress this year, 
analysts will have to factor in higher earnings and this will 
help pushing US equities higher. 
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US investors have been divesting from Europe & Japan last year Source: Strategas

 Trump has pushed stock prices but not earnings forecasts • Source: Deutsche Bank

MENA equities

At first glance, our regional markets do 
not look cheap. Saudi Arabia, Qatar, Ku-
wait and UAE all had a good run over the 
last few months and this has pushed valu-
ation upward. For instance, the main Saudi 
index is trading at 14.2x forward earnings 
while the UAE around 11.2x. We are cau-
tious on Saudi as +20% implied growth 
would be hard to accomplish and we ex-
pect analysts to start revising down their 
expectations after the first quarter results. 
We are also cautious on Qatar, but believe 
that they are few opportunities in Kuwait. 
We continue to favor current valuations 
in UAE as we believe that we are still well 
compensated for risk. UAE’s strategic po-
sition, and being preemptive in fiscal re-
forms, has allowed the country to leverage 
its position as a trade and tourism hub. We 
view the EXPO 2020 as a catalyst over the 
short term and related expenditures, along with upcoming attractions, should accelerate growth. We would buy on dips.  

Bottom line 

Overall, we keep our medium-term positive view on risk assets. We favor equities over bonds as assets classes with 
positive sensitivity to the reflation theme should benefit the most (see the investment strategy section). However, equity 
markets might be priced for perfection in the short-term and a correction is due. A decline would however be seen as an 
opportunity to add exposure as the equity bull market seems to have legs.  

What about the rest of  the world? 

On a relative valuation basis, it is indeed possible to find very interesting pockets of opportunities in non-US markets. This is especially 
the case for regions such as Japan and Europe (see the “Hot topic” section for the later). Indeed, nominal growth appears to be firming 
in these two regions as a stronger dollar and the effects of very accommodative monetary policy seem to finally bear fruits. For instance, 
Eurozone PMI just reached their highest level in 70 months. Should the economic recovery become self-sustaining, this will be reflected 
into earnings and market multiples. Last but not least, US investors are seeking to diversify their equity holdings.  After having retrenched 
from Europe and Japan last year (see chart below), it might be time for them to reallocate part of their assets beyond their borders.
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INVESTMENT THEME
“How to invest in a rising inflation environment?”

For dollar-based investors, cash has lagged other invest-
ments over the past 5 years, returning just 2% against 
61% for global stocks and 20% for investment grade 
credit. The only good news for ultra-conservative inves-
tors has been low inflation, which has kept purchasing 
power fairly constant.

As we all know, a rise in inflation can significantly 
erode purchasing over time (see chart opposite). This 
is why monitoring inflationary trends is one of  the 
most important decision-making tool for any asset 
allocator. 

Inflation is on the rise

The doubling of  oil prices over the past 12 months has 
indeed led to sharp increases in consumer prices indices 
(CPI) globally. While energy has only a modest contri-
bution to the US inflation basket (5% for oil), the mag-
nitude of  its price move has had substantial impact, and 
higher oil prices have also some impact on other CPI 
components, such as transportation and food.

In the meantime, US wages are rising at the fastest pace 
in eight years as the US jobless rate (4.7%) is close to 
cyclical low. Even in Europe, inflation is making a come-
back; Germany CPI in February rose at the fastest pace 
in 4 years. It came as Jens Weidmann, the president of 
Germany’s Bundesbank, said the ECB would have to 
raise its eurozone inflation forecast this month on the 
back of  rising oil prices and a strengthening economy.

Decline in purchasing power over time – What will $1,000 
today look like tomorrow? • Source: Al Mal Capital

Within MENA, the situation is mixed; Egypt is struggling 
with almost hyper-inflation while Saudi Arabia remains in 
a deflationary environment. But in the UAE, consumer in-
flation accelerated to 2.3% in January, up from 1.2% in 
December, according to the Federal Competitiveness and 
Statistics Authority. Medical care, education and transport 
expenses drove prices higher as economists expect further 
price pressures to emerge in the first quarter of  this year.

The stage is thus set for a revival of  inflation. This will 
have the effect to erode the purchasing power of  inves-
tors sitting on cash. We thus believe that it is time to shift 
more assets out of  cash and fixed income into assets that 
can perform better in times of  higher inflation. 

Here are few examples.

Equities with pricing power

Generally speaking, some inflation is good news for 
equities. While too much inflation trigger aggressive 
monetary tightening, modest inflationary pressures are 
bullish for earnings.

If  the Fed stays on its current two-to-three hikes per 
year pace, the stock market may be able to shrug off 
historical trends in the second year of  slow tightening 
cycles.
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While defensive and interest-rate sensitive sectors have 
been outperforming the broad market over the last few 
years, it is now time to overweight equities that are better 
positioned than other assets to generate returns in peri-
ods of  growth accompanied by inflation. There are indeed 
some companies which can respond to higher wages and 
input costs by raising prices, while others are not able to do 
so and thus face a compression of  their margins.

In this new market paradigm, we are overweight US and 
global equities versus bonds. We favor sectors which will 
benefit from higher inflation such as Energy stocks, Fi-
nancials and some selected cyclicals. Within international 
equities, MENA equities should fare relatively well in such 
a macroeconomic context.

Inflation-linked bonds, short duration high 
yield and variable coupons

Rising inflation is rarely a good news for Fixed Income. 
Fixed coupons are eroded in real terms. With central 
banks increasing rate to curb inflation, bond prices fall. 
And when the coupon level is as low as it is now, the 
drop in bond prices might actually more than offset the 
coupon, leading to negative total returns. 

A first strategy is to shorten duration of  the fixed in-
come portfolio. A shorter duration enables to lower the 
sensitivity of  the bond portfolio to interest rates. Short 
duration high yield bonds are thus expected to outper-
form traditional bonds in such a scenario as the investor 
will receive a higher coupon than investment grade bond 
while only facing a marginal erosion in price – if  any. 

Another strategy is to invest into bonds with a variable 
coupon. In a declining interest rate environment, this can 
be a negative for obvious reasons. However, in a stable en-
vironment and especially in a rising rate environment these 
instruments can offer investors a built-in hedge against 
rising interest rates. For instance, floating rate securities 
will see the level of  interest that they pay rise as soon as 
the next rate reset date. Investors can also consider riskier 
papers such as US bank loans. The primary attraction for 
investors is that lower rated borrowers pay a higher rate of 
interest than investment grade borrowers. 

Last but not least, US Treasury Inflation Protected Secu-
rities (TIPS), whose par value rises along with inflation, is 
another way to reposition fixed income portfolios. TIPS 
benefit from a rise in inflation and can still be used as 
a portfolio diversifier within a global balanced portfolio 
given their low correlation to equities.

Trade finance

Within alternative investments, Trade Finance seems an 
interesting strategy to consider in the current context.
Trade finance funds typically finance trade transactions 
secured by underlying assets or commodities flows. They 
exhibit a positive correlation with interest rates as they 
typically earn a spread over LIBOR. As such, portfolio 
yields will rise as interest rate rises. Loans are short term 
(usually below 360 days), secured with full recourse on 
balance sheet and have low default rate. 
Trade finance funds generate uncorrelated returns with 
low volatility. They typically target between 5% and 7% 
net annual return with volatility below 1%. While the 
funds liquidity - monthly or quarterly redemption fre-
quency – can be an issue for some investors, it is a low 
risk solution which offers decent income without facing 
principal erosion when interest rates start to rise.  

Precious metals and other commodities

With commodities being the main driver of  the rise in inflation 
measures, one investment strategy to benefit from rising infla-
tion might obviously be to go long a basket of  commodities. 
However, Industrial metals, agriculture and energy are highly 
volatile assets and are also influenced by many other factors 
such as short term supply / demand, weather, geopolitics, etc.   
Precious metals might be a wiser way to get exposure to ris-
ing inflation. Indeed, precious metals have historically bene-
fit from falling real yields. This could be the case at this stage 
of  the cycle as it seems that central banks might stay “behind 
the curve”, i.e raising rates more slowly than inflation rises. 
Within precious metals, palladium and platinum should ad-
ditionally be supported by greater economic growth and in-
dustrial demand. The global auto industry accounts for 80% 
of  total palladium and 40% of  platinum demand. 

The bottom line

While the pick-up of  inflation and rising interest rates cycle 
are still early-stage, portfolio allocation should reflect this 
new paradigm. Not only should fixed income portfolio be 
adjusted, but it is also time to rebalance equity portfolios 
to favor companies that benefit from higher inflation rate. 
Another important effect of  rising inflation and rates is the 
impact on currencies. Interest rates differential between the 
big “blocks” needs to be monitored. For instance, should 
US rate cycle diverge from Europe and Japan, the dollar is 
expected to strengthen, at least in the short run. This could 
have some important impact on the economies which are 
pegged to the dollar. So definitely an important factor to 
consider for the GCC economies and financial assets. 
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US MACRO ROUND-UP
“The US tax reform and which companies should benefit”

Many investors have long felt that a US tax reform was 
a policy that would probably improve the growth out-
look for the US by simplifying the complicated tax code, 
raising incentives for income growth and work, curtailing 
their support for debt and improving the outlook for sav-
ings, investment and thus productivity.

The good news is that a major Tax reform is high on 
the agenda for the United States in 2017. The Republi-
can-controlled House of  Representatives has been pre-
paring for this for years, creating detailed plans for over-
hauling how corporate and personal income are taxed. 
With a Republican majority in the Senate and a Repub-
lican president in the White House, hopes are high that 
there could be a swift progress on tax reform.

There are various topics Republicans are likely to address 
with the reform: cutting US corporate taxed currently at 
35% to at least get them in line with the OECD aver-
age of  25%, stopping tax avoidance, encouraging earn-
ings repatriation and reducing the trade deficit as well as 
increasing US employment by substituting domestic for 
foreign goods.

The bad news is that a Tax reform is a difficult and time 
consuming effort and none of  the proposed changes is 
guaranteed. Still, the likely shape of  the proposed tax 
package is becoming clear. 

There are four major components in the US 
tax reform and they can be summarized as 
follows:

• A lower tax rate on corporate profits 

The current 35% rate is the highest rate among all indus-
trial countries. The House Republicans and the Trump 
administration have both proposed halving that rate, 
which would cause capital to shift to corporate invest-
ment from real estate, unincorporated businesses, and 
foreign holdings. With corporate-tax revenue currently 
equal to 2% of  GDP, the proposed rate cut would reduce 
revenue by about 1% of  GDP. The resulting increase in 
investment would boost growth and lower the revenue 
loss, but congressional Republicans, who favor a reve-
nue-neutral tax reform, would still face a challenge.

• A territorial system for taxing US firms’ foreign 
subsidiaries (repatriation)

The US is unique among industrial countries in subjecting re-
patriated profits earned by its companies’ foreign subsidiaries 
to the full domestic tax rate (with a credit for tax paid to the 
foreign government). Thus, a US firm that earns a profit in 
Ireland pays a 12% tax to the Irish government and would 
now pay an additional 23% on any repatriated profits. Not 
surprisingly, US firms choose to keep their profits abroad.
Adopting a territorial system would increase investment in the 
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US, stimulating productivity and growth. The proposal would 
allow all future foreign profits of  US corporations to be re-
patriated without any extra tax. The $2.1 trillion of  previously 
accumulated overseas profits would be subject to a one-time 
tax (between 5% and 10% according to different sources), to 
be paid over several years.

• A cash-flow corporate tax 

This means two things: allowing companies to deduct all 
investments in equipment and structures immediately, in-
stead of  spreading the cost over time; and eliminating the 
deduction for interest costs on newly incurred debts. This 
would reduce the risk caused by high-debt ratios and put 
debt and equity on an equal footing.
This reform might be very difficult to enact given the op-
erational complexity: when is a loan a new loan, and when 
is it just a continuation of  an existing line of  credit? What 
happens when companies shift from borrowing to finance 
an equipment purchase to leasing that equipment? Etc.

• Border tax adjustment (BAT) 

Unlike most other countries, the US does not have a val-
ue-added tax. The border tax adjustment (BAT) would 
give the US the international advantage of  a value-add-
ed tax without levying that tax on domestic transactions. 
Here’s how it would work: Companies that import goods 
would not be allowed to deduct those imports’ cost in 
calculating their taxable profits. With a 20% corporate 
tax rate, that would be equivalent to a 20% import tax. 
Companies that export goods would be able to exclude 
the export earnings from taxable income, equivalent to 
a 20% export subsidy. Although it looks like this would 

reduce imports and increase exports, it is not as simple as 
that. Indeed, the changes in taxes on imports and exports 
would lead to a rise in the value of  the dollar that offsets 
the direct impact of  the border tax changes.
But if  the BAT would not improve the US trade balance, 
why are congressional Republicans eager to enact it? The 
real reason that it would boost tax revenue substantially, 
without increasing the burden on US consumers or pro-
ducers. It is indeed estimated that the BAT would pay for 
about two-thirds of  the cost of  the corporate tax cut. 
And, because there is no change in prices paid by Amer-
ican consumers or received by American exporters, this 
tax would then be borne by foreign producers.

There is also substantial opposition to the BAT among 
US importers who are not convinced that the dollar will 
strengthen enough to balance the higher implicit import tax. 
But the prospect of  raising more than $100 billion a year 
without hurting US consumers or producers will drive Con-
gress to move forward with this feature of  the overall plan. 
Still, the likelihood of  BAT to pass through Congress is low.

Markets remain skeptical

Tax reform will take some time and will likely fail before 
it succeeds. But it is very likely that something happens 
on taxes by year end and this is probably not integrat-
ed into share prices by the market. Indeed, government 
spending seems largely priced in but tax changes are not.
One reason for investor skepticism is that the ranges of 
outcomes is still very wide. Indeed, some reforms can be 
more easily adopted than others but still need to be fi-
nanced by the most difficult ones. In terms of  probability 
of  occurring, our working assumptions are the following:

US tax reform scenarios • Source: Al Mal Capital
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Should the three reforms highlighted in the top blue 
frame get adopted, there would be a clear incentive for 
US companies to repatriate untaxed foreign earnings 
back home. The one-time tax waiver opportunity was 
last time achieved in 2005 with good success (see below) 
and many believe Trump’s proposal will now pass again 
with bipartisan support. The lower tax rate and territorial 
tax base system would address this dilemma from a more 
permanent standpoint.   

The US Tax repatriation stock “bundle”

As mentioned above, the reform which is the most like-
ly to be adopted is the repatriation tax holiday. The last 
time the US had a repatriation tax holiday was in 2005 
and companies repatriated over half  of  the $600bn kept 
overseas. Presently, there are $2.4 trillion overseas in the 
S&P 500 alone. Since the government raises roughly 
$180bn over 10 years from repatriation and some of  the 
money can be used for infrastructure spending, it is high-
ly likely that a repatriation change will be part of  any tax 
deal in 2017.

Investors can get exposure to this theme by screening 
those companies that would most benefit from a one-time 

repatriation tax holiday, i.e the S&P 500 stocks with the 
most unremitted foreign earnings as a percentage of  their 
market capitalization. We call this the US Tax repatriation 
stock “bundle”.
This bundle is currently made of  23 stocks and can be 
rebalanced on a yearly basis. As shown below, the bun-
dle is heavily skewed towards Information Technology. 
Healthcare and Energy come next.

US Tax repatriation stock bundle breakdown
Source: Al Mal Capital

US tax repatriation stocks bundle last 12 month performance Vs S&P 500 • Source: Bloomberg

As mentioned before, tax changes do not seem to be priced in the stocks at this stage. As shown in the chart below, the 
repatriation index has been underperforming the S&P 500 over the last 12 months. Tax reform will take some time and 
will likely fail before it succeeds. 

But something is likely to happen on taxes by year-end and the “repatriation” reform is the most likely to go through.
We thus believe that the US Tax repatriation stocks bundle has a good chance to outperform the S&P 500 going forward.

Price Performance Vs Benchmark
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HOT TOPIC
“Europe: Is France now part of the periphery?”

For some time, France has shared several 
economic characteristics with the Eurozone’s 
periphery (i.e. Italy, Spain, Ireland, Portugal, 
and Greece). But markets, particularly bond 
yields, weren’t pricing France in a similar man-
ner. Over the last couple of  months, markets 
have been progressively adjusting to the real-
ity that the probability of  France leaving the 
Eurozone is rising, as demonstrated by the 
spreads between France government bond 
yield and German Bond Yield. 

The Presidential election in May with the poten-
tial chance of  a Marine Le Pen win, which could 
imply a dissolution of  the euro, is what’s now 
making France peripheral-like. An indication of 
the risk of  “Frexit” (i.e France exiting the Euro-
zone) is reflected by the Sentix index which now 
shows a 8% chance of  France exiting the Euro-
zone in the medium-term (see chart opposite).

What are the causes behind Marine Le 
Pen rise?

Five years ago, France economy was lagging 
at the same pace as the periphery.  Today, with 
a few exceptions, every eurozone economy is 
growing.  France, however, grew at the lower 
end, with real GDP up 1.1% in Q4 from a 
year earlier, matching Italy and Belgium (see 
chart opposite). Only Greece and Finland, 
which contracted, saw poorer performance.

This is nothing new. In fact, since the reces-
sion ended in 2013, compared to the periph-
eral economies, France’s real GDP growth has 
only exceeded that of  Greece and Italy.
France’s manufacturing industry has been 
lagging the rest of  the zone.  The unem-
ployment rate also remains elevated.  After 
Greece, Spain, Italy, and Portugal, France 
jobless rate (10%) has the highest jobless 
rate in the eurozone.  

Sentix Euro break-up index: France and Italy

Probability of  Euro break-up • Source: Sentix

GDP by region in Europe (Year-to-Year % change) • Source: NDR
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The French presidential race

There is a very high likelihood for Marine Le Pen of 
the National Front to be one of  two presidential can-
didates in the May run-off  election.  Le Pen and her 
party, an anti-immigrant and protectionist populist 
movement, has vowed to call a vote for EU member-
ship, if  elected. 

According to a Pew Research poll from Spring 2016, 
some 61% of  French people view the EU unfavorably, 
one of  the highest shares in the eurozone. A eurozone 
without France is hard to imagine, and markets know it. 

Every hiccup on a potential contender’s side has seen 
a subsequent widening in yields. For instance, spreads 

Spread between German -10 year bond yield and France -10 year bond yield • Source: NDR

widened in late January when it was discovered that 
Francois Fillon, Le Pen’s closest rival at the time for 
the second round, had been employing his wife on a 
hefty salary without any indication of  her working. 

The National Front has been around since the early 
1970s.  In fact, Marine Le Pen’s father, who was head 
of  the National Front previously, made it to the second 
round of  the Presidential election in 2002, but lost by 
a large margin. 

France’s relatively slow economic recovery and high 
unemployment, which is the reasoning behind com-
paring France to the periphery, has likely helped fuel 
Le Pen’s rise.  The recent economic recovery likely 
won’t deter her popularity among many. The U.S. and 
U.K. were also seeing similar economic improvement 
around the Presidential election and the Brexit vote, 
respectively, but ended up going the populist route 
anyway. 

No Coincidence, decades of  rising income inequality, 
coupled with a significant fall in incomes in the lower 
to middle classes since the Great Recession have helped 
her too.  Fear of  immigrants due to the recent surge in 
asylum seekers from places such as Syria and several 
large-scale terrorist attacks have also fueled her case. 
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In some respects, however, France still shares characteristics with the “core” eurozone economies. Its sovereign debt 
has remained below the eurozone average. France Government Bond yield spread over Germany has stayed relatively 
tight for years, even during the 2011-2012 sovereign debt crisis. 
Much of  what protected France in the past was its position as the eurozone’s second-largest economy and its strong 
devotion to the europroject. But that has changed.  As shown in the chart below, the spread between the 10-year Ger-
man bund yield and French OATs has widened to 81 bp.  This is roughly in line with Ireland’s spread and up to triple 
the spread in core economies, such as the Netherlands, Belgium, and Austria.
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What are the chances Le Pen makes her way into 
office? 

Just one month ago, it seemed quite simple: Le Pen, 
who has strong plurality - but not majority - sup-
port, was likely to win the first round in the French 
presidential election on April 23. However, in the 
second round she was expected to lose to Francois 
Fillon. Since then, things have taken a dramatic turn 
for the chaotic.

Right›s nominee Fillon - ultra-favored till January 
- announced he had been summoned to be indict-
ed for giving family members fake public jobs. The 
right›s faced complete chaos ever since. Their man-
ager resigned, the centrist party dropped support, 
as did many Republicans. All this dramatically in-
creases the independent centrist Emmanuel Mac-
ron›s chances... while also leaving him to fear a last 
minute right-wing candidate switch.

So all in all, the Presidential race remains very un-
predictable at this stage. According to polls, chances 
of  a Marine Le Pen’s win are low, but not impos-
sible. The Economist, which aggregated numerous 
French polls, sees her chance of  winning the second 
round at less than 5%. 

Based on how various assets are trading (e.g OAT-
Bund spreads), it seems that financial markets prices 
that are betting on the race have her chances much 
higher, with some up to 40%. Some betting firms in 
the UK seems to be in between these two numbers, 
with around 30% chance of  Le Pen winning (see 
chart below).

A win by right-wing Fillon (or another right candi-
date) would probably be the best news for financial 
markets.

The Republican Party is pro-Europe but wants to 
push for deeper reforms of  the EU institutions and 
mechanics. There are also plans to cut taxes and so-
cial security benefits. While the independent cen-
trist Macron is less market-friendly than Fillon, his 
win would still be a relief  for financial markets, at 
least in the short run.

Unlike Marine Le Pen, Macron’s program is deci-
sively pro-European and aim to reinforce France 
ties with Germany. To summarize, a loss of  Le Pen 
should help tightening the spread between France 
OAT and German Bund and support risk assets.

Time to come back into European equities?

Many investors were caught on the wrong foot 
when the U.S. Presidential and Brexit polls predict-
ed an incorrect outcome.  But it’s worth noting that 
those polls were still very close, while French polls, 
as of  now, show Le Pen as a long-shot.  With three 
months to go, anything can change. But chances of 
a French “black swan” scenario - i.e Le Pen victory 
and Frexit - seem exaggerated. This could thus be 
seen as a buying opportunity for European equities.
 
Indeed, forward-looking economic indicators in the 
Eurozone signal that the robust economic growth 
should continue in the months ahead. Euro contin-
ues to weaken against the dollar, which provides a 
boost to exporters. Moreover, while the U.S is es-
sentially at full employment, the eurozone is still 
earlier in its economic expansion. 

Relative valuations versus US equities is now becom-
ing very attractive. On a 12-month forward basis, 
the MSCI Europe ex-UK trades at a 20% discount 
to the MSCI USA index. Last but not least, it is 
worth noting that despite election concerns, French 
and many other European indices are trading at new 
highs, a sign that investors are ready to look beyond 
the elections.

PERSPECTIVES
March 2017

French presidential election 2017 – Winning odds
(as of  March 1st 2017) 
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INVESTMENT STRATEGY
“Oil: Is Trump bullish or bearish?” 

In the February edition of  Perspectives, we highlighted 
our three sector themes for 2017: Rising Rates, Commod-
ity over Consumer, and Capex Comeback. This month, 
we have a closer look at the most important commodity 
for investors in our region, oil. 

As we are all aware of, future direction of  oil prices is 
very difficult to anticipate as there are many key drivers. 
The strength of  the dollar, OPEC and non-OPEC policy, 
worldwide demand, weather, etc. can all surprise inves-
tors down the road. To make the equation even more 
complex to solve for investors, there is another key un-
known for the market: the “Trump’s effect”.  

While United States President Donald Trump’s first 
month in office has been the rockiest of  any president in 
modern history, it has been a quiet start of  the year for oil 
prices. As we write these lines, crude oil has been trading 
within a tight $5 trading range since the start of  the year, 
a sharp contrast with the high volatility regime we had to 
endure over the last two years.

But as we are still waiting to see the effect of  the OPEC 
plan, rumors are flying as to what the new President 
could do to the oil industry, both on the domestic and 
international front.

Trump’s friendship to the oil industry is well known. 

Trump’s team - unlike the outgoing Obama administra-
tion - will approve many of  the halted North American 
pipeline projects and will make more land available for 

Trump’s team - unlike the outgoing Obama administra-
tion - will approve many of  the halted North American 
pipeline projects and will make more land available for 
drilling. Trump has also declared “Energy Independence” 
to be his long term goal. To demonstrate his intent, 
Trump has filled his cabinet with some oil executives, the 
most important of  Trump’s energy appointments being 
the ex-CEO of  ExxonMobil Rex Tillerson as Secretary 
of  State. But the most important development for the 
US oil industry might very well be the Border Tax (see 
previous article). As mentioned earlier in this publication, 
we believe that the Border Tax Adjustment (BAT) is less 
likely to be adopted than other Tax Reforms. But should 
it be voted, it could have major effects on oil prices. 

Indeed, under the plan, a tariff  would be levied on crude 
oil $10 over. This means that US refiners would have a 
very strong incentive to buy US crude, hence helping 
US producers to become much more profitable. Under 
this very favorable measure, US companies will ramp 
up production and work towards energy independence.

While such tariffs might not be well interpreted by 
OPEC, Saudi Oil Minister Al Falih seem to be comfort-
able with this new paradigm, as he publicly said that he 
is committed to a strong US energy industry inch which 
the Saudis are keen to invest.
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So, does it mean that the Trump administration is 
bullish for oil?

It depends. For sure, if  tariff  is enacted, profit margins of 
US oil companies should soar, allowing them to increase 
production. And we could also see a technical jump of  the 
WTI oil price on the back of  this protectionist policy. But 
this could very well be in the short-term only. Indeed, 
shale production would rapidly increase, hence lowering 
US imports and creating further imbalance for the glob-
al oil market. While the spread between WTI and Brent 
would widen in the short-term, both would decline in the 
long run due to rising US production.

One should thus be careful with Saudi Minister Al Falih’s 
declaration. There is probably a mutual interest for the 
OPEC and the US not to have the plan to cut production 
being threatened by the new US leadership. But should a 
tariff  be levied, there is a clear risk of  trade war and this 
would put further pressure on oil prices. As the Trump 
administration has demonstrated a propensity to act via 
executive orders, a new tax could very well hit the market 
instantly.     

Which investment strategy should investors adopt?

Based on the above, a rise of  WTI crude oil towards the 
USD 60 in the short run seems like a credible scenar-
io. A tariff  will be short-term bullish for US oil, which 
means that relative value investors should favor a long 
WTI short Brent rather than the other way round. The 
most likely to benefit from the border tax will be the US 
oil companies and especially those who are upstream (oil 
production).  

But all these views are all short-term. In the long-run, 
as it is the case with many industries, tariff  might have 
some adverse consequences on the direction of  both oil 
and oil companies. The major consequence of  rising US 
oil prices and tariff  would be a sharp rebound in U.S. 
shale oil and gas production. After falling by ~700k bar-
rels per day (peak to trough), the EIA now predicts that 
shale oil production will increase by 43k barrels per day 
next month (Drilling Productivity Report). Obviously, in-
creased shale drilling could be a headwind for worldwide 
oil prices.

There is a silver ling though.  While shale production has 
likely bottomed, we do not believe it will do enough to 
beat back oil prices. In the 30 months since oil peaked, 

energy markets have undergone structural shifts that will 
make current prices resilient to increased shale produc-
tion (for now). More than two years of  sub-$60 oil has 
starved long-cycle projects of  the capex necessary to 
support oil production. The effects of  capital starvation 
are apparent in non-North American and non-Middle 
East countries like China, Mexico, Nigeria, Venezuela, 
and Norway (see chart below).

Back in the summer of  2014, this handful of  countries 
was producing just over 13 million barrels of  crude per 
day. According to the EIA, this number had dropped by 
~1.5 million barrels through September 2016.
Even if  shale roars back, these long-cycle supply sources 
will require a more protracted price signal to respond.

Last but not least, there is another potential bullish oil 
factor that the market hasn’t started to price in: the 
mounting geopolitical risks.
Indeed, potential tensions between the Trump adminis-
tration and Iran, the move of  US Embassy from Tel Aviv 
to Jerusalem, more war in Libya, etc. could create some 
volatility on the oil market.  

Unfortunately, it is hard to expect the next four years to 
pass without a new war or another geopolitical crisis.
The oil market should start pricing that risk.

Overall, we keep a constructive view on oil and US oil 
companies, but will be monitoring Trump policies and 
other key drivers very carefully. 

Crude oil production in major Non-North America / Middle 
East countries • Source: NDR 



PERSPECTIVES
March 2017

www.almalcapital.com

16

Investors are struggling to find growth in MENA af-
ter the oil slump. Growth sectors like Healthcare and 
Insurance are getting expensive, and governments’ re-
forms and rationalization are making life more diffi-
cult for both companies and consumers.

The private sector is struggling to deal with the after-
math of  slower growth and their focus has shifted to 
consolidation and cost optimization. However, there 
is one area which has been receiving massive interest 
from larger investors recently; the “Going Digital” 
theme.

We believe few will contest the eventual demise of  do-
ing business in the world as we know it today. The 
surge of  the digital online world is inevitable and those 
who are willing to take the risks will reap the rewards.

The opportunity

The region is still at its very early stages when it 
comes to e-commerce and growth potentials are huge. 
E-commerce accounts for a meagre ~3.0% of  total 
retail sales in the region, but expected to reach 15% 
in a decade. E-commerce backbone is a result of  the 
ever growing internet penetration globally, but the real 
challenge for the traditional retailers is to compete 
with the scale, breadth of  products and adaptability 
of  e-commerce. Many factors play into e-commerce 
advantage and lead to higher growth at the moment.

A young and tech savvy generation (~60% below the 
age of  35 in MENA), increasing smartphones penetra-
tion and higher internet speed. 

Over the last decade, e-commerce in the Middle-East 
has grown by 1500% supported by one of  the world 
highest internet penetration rates (above 70% in the 
GCC). Travel, phones, PCs are at the forefront for 
now, but the future has no limits for the services and 
products that can be done online.

The UAE has been leading in this segment with many 
of  the successful website growing in Dubai, and the 

real innovation was at the government level where 
most of  its services are now available online.

There are 110 million internet users in MENA with 30 
million already shopping online.
Current total market size is estimated at ~ USD15.0 
billion with the UAE being the biggest market with 
~USD2.5 billion last year, growing 20% annually. 
Saudi Arabia is second largest market at an estimated 
~USD520 million with the strongest growth of  40% 
a year, followed by Qatar ~USD375 million, Kuwait 
USD280m million, Bahrain USD175m million and 
Oman USD70m million.

Gathering attention

Recently, we started to see huge interest from larger in-
vestors in the region. Mohammad Al Alaabar Emaar 
Properties chairman along with the Saudi Investment 
Fund are preparing to launch one of  the region’s biggest 
online platform for e-commerce (noon.com) this year, 
along to Amazon interest in Souq.com.

Even Al Tayer recently announced that they are going 
to enter this field. Interest for digital services has been 
brewing behind the scenes for years now, with many 
startup funds and accelerators in play. 

Smart phones penetration rates in selected MENA countries
Source: Al Mal Capital

MENA EQUITIES
“E-commerce, the new frontier in the Middle-East”
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As highlighted in this newsletter, there are already lots of  good news priced in the market.
However, investment opportunities are plentiful, would it be in International markets or in the MENA region. 
Yes, some volatility can be expected down the road. But financial markets without volatility will be unnatural.

What remains key is to stay invested, build a case on some high conviction ideas and avoid emotional investing 
errors like selling the market at the bottom of  the correction. Time in the market is more important than timing 
the market.

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.

Final Words

Gaining exposure 

The obvious and easiest way to gain exposure to e-commerce is by investing in Regional Private Equity technology 
funds. Still, identifying winners at this stage will be very hard. Additionally, the vast majority of  these funds has a very 
long term investment horizon and are rarely managed by well experienced fund managers with a proven track record. 

However, there is one sector that will benefit regardless of  the ultimate winners; transportation & logistics.

Last mile delivery is where most of  these online businesses fail and developing your own infrastructure requires 
huge investments in terms of  systems and fleet. And as e-commerce entrepreneurs say “No one makes money 
on the last mile; it’s about minimizing losses”.

We believe Al Alaabar understood this really well before venturing into the sector.
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