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Welcome to the 20th edition of Perspectives.

Global risk assets had a rough start to the fourth quarter, as widespread risk-off sentiment sent U.S. and 
international stocks sharply lower. Markets ignored strong economic data in the U.S., focusing instead on 
fears about the impact of rising interest rates, increased U.S.-China trade tensions, and future earnings 
uncertainty. This led to the S&P 500’s largest monthly decline in seven years.   

              
In this context of increased uncertainty, we revisit the attractive features of one asset class which has been 
producing steady income with no correlation to other assets – trade finance loans. Taking a step back from 
market noise, we then look at one of the most promising applications of Blockchain for the financial 
industry – the tokenization of financial and real assets. In this article, we look at how security tokens could 
turn the world into a massive exchange. 

In the Middle East section, we review the case for Egypt and why we believe the country is on the path of 
a sustainable recovery. 

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.

In the first article of this edition, we explain why 
we stay positive on risk assets even though we 
expect market corrections to be more likely and 
more frequent going forward. We then look at 
the policy and market impacts of the U.S mid-term 
election which produced a legislative gridlock, 
as widely anticipated by the markets. 

Perspectives - November 2018  |  1



Market volatility made a come-back in October. The S&P 500 moved 
up or down by more than 1% in a single day on ten occasions last 
month – two more times than in the whole of 2017. The S&P 500 
ended the month down 6.8%, which now leaves the index up 3.0% 
year-to-date in total return terms. Other international equity 
markets also fell on the month and despite the risk-off sentiment, 
the Global Aggregate Bond Index also ended down 1.1%. 
There was no clear catalyst for the movements in broader asset markets although the bears were not short of excuses to sell the 
market: central bank balance sheets unwinding, tariffs, concerns over global growth, too optimistic earnings expectations (i.e. no 
more room for positive surprise), rotation taking place from high growth to defensive & value, some technical factors (no corporate 
buyback during earnings season, etc.) and a cautious stance ahead of U.S Mid-term elections were also mentioned as reasons for 
a pick-up in market volatility. 

All the above have led to a re-pricing of risk (through a rise of the VIX index and some credit spreads widening) as well as 
a re-pricing of equity valuation multiples (e.g. S&P 500 was down -10% from peak to trough while valuations were down 
-20% as P/E went from 19x to 15x).

GLOBAL EQUITIES

Global equities
Yes, it is still a
bull market
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With the benefit of insight, it is worth highlighting that each of these market corrections (or crashes) proved to be an 
exceptional opportunity to buy stocks.  

10 reasons to stay positive on global equities 
As large stock market corrections have historically been preceding economic recession, many economists and market strategists 
have been reading through the October correction as the looming sign of a global economic recession to soon take place.    

As shown on the table below, large market corrections happening without economic recession are legion.  

Another interesting element about this correction was that 
US equities didn’t catch up with the rest of the world – indeed, 
the S&P 500 declined but so did international equities. Rising 
correlations among risk assets and little support coming from 
traditional diversifiers complicated the task of multi-assets 
managers. Indeed, October 2018 proved to be among the 
most challenging ever for asset allocation funds as they went 

down -5.3% on average, or the worst monthly returns since 
February 2009 (source: BofA). 

Looking ahead, the key question for asset allocators is whether 
October decline was a healthy correction within a bull trend or 
the start of a more serious decline for the leading global 
equity indices.

Below, we explain why we stay positive on risk assets even though we expect market corrections to be more likely and more 
frequent going forward.

Major S&P Declines without a Recession
1945 to Present

Start Date End Date % Decline Recession?

5/20/2015 2/11/2016 -15.2% No

5/2/2011 10/4/2011 -21.6% No

7/20/1998 10/8/1998 -22.5% No

8/25/1987 10/20/1987 -35.9% No

9/21/1976 3/6/1978 -19.4% No

2/9/1966 10/7/1966 -22.2% No

12/12/1961 6/26/1962 -28.0% No

5/29/1946 5/19/1947 -28.5% No

Examples of large market corrections which didn’t lead to an economic recession (source: Strategas)

Looking at macro, fundamental 
and technical factors, we believe 
there are at least 10 reasons to 
stay bullish on global equities.
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Global PMI and GDP (source: JP Morgan & IHS Markit)
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Reason #1:  Global manufacturing and non-manufacturing PMIs are still 
solidly in expansion territory
While the chart below seems to indicate that global growth 
will slow down in 2019, it does not indicate that developed 
and/or emerging markets will fall into recession anytime soon.  
The headline JPMorgan Global Composite PMI, compiled by 
IHS Markit, fell for a third successive month in September, 
down from 53.4 in August to 52.8, its lowest since September 
2016. The latest reading is indicative of annual global GDP 
growth slipping below 2.5% (at market exchange rates). 

While the latest PMI surveys show that global economic 

growth has been moderating during the third quarter, global 
PMIs remain firmly in expansion territory (i.e. above 50). 
Slower growth was recorded across both manufacturing and 
services, the former down to a two-year low while the latter 
showed the joint-slowest rise for two years. A key area of 
weakness remained global exports, which fell for the first time 
in over two years in September, representing a marked 
turnaround in worldwide trade since the surging growth seen 
at the start of the year. This seems to be a direct consequence 
of trade war.

Macro Factors

For sure, “trade war” has been weighing on economic sentiment 
in 2018. The growth slowdown in China – which is in part 
related to the “trade war” issue – is also cited a key source of 
concern by business decision makers. 

On these two specific topics, we do believe that the market 
may be underestimating the potential for positive surprises. 
Expectations heading into the G20 meeting at the end of 

November for a trade deal between the US and China are 
rightly low. But a positive surprise is not impossible. Recent 
statements from President Xi and Trump have been more 
conciliatory, and there is precedent for initially harsh rhetoric 
from the Trump administration being tempered over time, 
notably in the cases of North Korea, NAFTA, and EU auto 
trade. Moreover, China still has flexibility to ramp up its 
economic stimulus. 
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Reason #2:  Inflation and inflationary expectations are restrained

Reason #3:  While global rates are on the rise, monetary policy is very far 
from being restrictive 

Higher energy prices have lifted headline year-over-year 
inflation rates in advance along with  emerging market and 
developing economies over the past six months. Core 
inflation—that is, excluding food and energy—remains below 
central banks’ targets in most advanced economies. Among 
emerging market and developing economies, excluding 
Venezuela’s hyperinflation, core inflation remains below the 
average of recent years but has inched up in recent months. 
One of the (positive) consequence of the previous point (i.e. 

decelerating growth) is that the global economy is not likely 
to overheat in the coming quarters – and this should keep 
global inflation in check. 

True, real wage growth has been picking up in the U.S, as 
unemployment rate hovers around multi-decade lows. But we 
expect the level of growth to stay below critical level (i.e. 4%) 
even as labor markets tightens and output gaps turns positive. 
We expect real wage growth to stay muted in the other 
advanced economies.

Global financial conditions have marginally tightened over the 
past six months. Although they remain accommodative and 
generally supportive of growth, significant differences have 
emerged between advanced and emerging market economies. 
As already discussed in previous editions of Perspectives, the 
widening growth differential between the U.S and other 
advanced economies, together with associated divergences in 
monetary policy stances and long-term yields, have contributed 
to US dollar appreciation since April. Against this backdrop, 
localized pressure points have emerged in countries with weaker 

macroeconomic fundamentals and greater political uncertainty. 

Within developed markets, the U.S Federal Reserve continue 
to decrease the size of its balance sheet and signaled another 
rate hike in December and 3 other hikes in 2019. Still, it is 
remarkable to see that real interest rates are close to zero, a 
level which is definitely not restrictive. In Europe, the central 
bank also committed to maintaining rates at current levels (i.e. 
-0.4%) at least through the summer of 2019. Same picture in 
Japan where the BoJ continues to target ultra-low interest rates.

U.S, Eurozone and Japan interest rates – what to expect       
(source: Central banks and latest Bloomberg surveys)
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To sum up, global monetary policy is expected to 
progressively tighten but G7 interest rates should 
remain at low levels.  
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Reason #4:  Long-term bond yields are low in absolute terms

Reason #5:  U.S fiscal policy is expensive and signs point to a global fiscal 
policy wave in 2019

Long-term bond yields have diverged among advanced 
economies since the end of Q1.  Early November, the 10-year 
US Treasury yield has risen to about 3.0 percent, while yields on 
German 10-year bunds have dropped 25 basis points to 0.40 
percent. Italian sovereign spreads have widened considerably 
since late May initially owing to difficulties in the formation of 
a government and, more recently because of uncertainty about 
the forthcoming budget. In contrast, other euro area sovereign 

spreads have remained compressed. 

The main positive implications of these (still) low levels of long-
term bond yields are:     
1) The costs of debt servicing remain contained (this is an 
important point given the considerable amount of leverage in 
the system, including real estate); 2) Risk premia remain 
attractive for equities (more on this later). 

The newly elected U.S administration decided in late 2017 to 
employ a stimulus fiscal policy. This has led to above-trend 
growth in the US in 2018 and the mid-term elections results 
seem to indicate that this policy will continue in 2019 (see “Hot 
topic”). What now remains to be seen is the effects of this 
policy on capital expenditures (“capex”). So in order to extend 
the U.S business cycle, we need to see a pick-up in productivity 
growth and a rise of capex (after years of underinvestment) 
would definitely help.  

While the U.S has been growing above-trend, policymakers 
outside the US are seeing slow economic growth (see chart 
below) and very restless voters. As such, the U.S fiscal policy 
is creating some “neighbor envy”. More and more countries 
want faster US style growth and the push for fiscal policy is 
growing. Indeed, deficits are less of a concern to these 
policymakers than the fact that their residents’ standards of 
living are growing at a very slow rate. 

In 2019, we expect China to provide more fiscal policy as trade 
tensions build with the US. It’s probably no coincidence that 
China recently announced they are targeting a fiscal policy 
stimulus of 1 percent of GDP, which mirrors the size of the US 
tax cut for 2018. 

But similar moves could happen in Europe. Italy started the 
trend by defying the E.U commission as it aims to hike spending 
and cut taxes. In France, President Macron is seeing his 
popularity slumping and tries to cut taxes for France’s working 

class. In Germany, Angela Merkel’s coalition keeps losing some 
crucial local elections and is under pressure as well. Netherlands 
plans to cut corporate tax to 20.5% by 2021. And Theresa 
pledged an end to austerity in Tory conference speech. 

This would be a move already observed in the past. When the 
US slashed its corporate tax rate in 1986, other countries 
quickly followed suit, largely because they had no choice. The 
after-tax rate of return in the US is now on par with the rest of 
the world and other countries need to adjust.  

IMF forecast of 2018 real GDP growth – the U.S is clearly leading

FranceFranceCanadaU.S France France France
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Global earnings growth 2012-2019e (source: LPL research, Factset)

Reason #6:  Global earnings growth remain solid and is expected to remain so 
in 2019
Corporate America has been a clear stand out so far in 2018 
in particular due to fiscal policy. The rest of the world has 
been underperforming but an acceleration of earnings growth 
is expected in 2019e both in developed ex-US and emerging 
markets. While U.S earnings growth should decelerate versus 
2018, it is expected to remain at a healthy level. The earnings 
growth for the 3 zones should thus grow on average by circa 

10% in 2019e, which is a solid rate not compatible with either 
a recession or a bear market.    

We will of course monitor earnings revision very closely. So 
far, we are not seeing any alarming downward revision rate 
except for European equities where earnings expectations 
have been reset in Q3 (-10% downward revision, the worst 
rate since early 2016).

Fundamental Factors

Reason #7:  Equity valuations remain reasonable
“Bears” have been pointing out expensive equity valuations a one 
of their main sources of concern. We disagree with this view. 

True, U.S equities are not cheap and is among the most expensive 
equity markets at this stage. But we should not forget that U.S 
equity valuations relative to bonds remain attractive as the 
S&P 500 risk premia (i.e. Earnings yield – 10-year US Treasury 
yield) remains at around 250 basis points. On an absolute level 
basis, the S&P 500 looks expensive when looking at the Shiller 

P/E (31x) and Price-to-book (3.3x). But there are some 
explanations to this; first, the Shiller P/E look at the last 10-
year earnings and one should not forget that the U.S went 
through an “earnings recession” in 2014-2016. Moreover, the 
price to book needs to be put in the context of the larger index 
weight of growth stocks for which the price to book ratio is not 
a reliable metric. However, as shown on the table next page, 
S&P 500 valuations remain below 20-year average on a Trailing 
P/E, Forward consensus P/E and trailing PEG basis.    
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There are two other important points to consider:   
First, the growth style is trading at a substantial premium to 
Value, i.e. even though the U.S market is in aggregate not 
cheap there are still some pockets of value. Second, the U.S  
is trading at a substantial premium to the rest of the world 

which means it is possible to find some markets with much 
more attractive valuations. For instance, the MSCI Emerging 
Markets index is now trading at a PE multiple of 10.7x 12m 
forward earnings, a level which can hardly be looked at as 
expensive. 

High Yield spreads remain near historic lows (source: Strategas)

High Yield Option Adjusted spread (Bps)

Technical Factors
Reason #8:  Credit spreads are still tight
Historically, widening credit spreads have been acting as a 
leading indicator for the economy and asset prices. While 
spreads have been widening for some selected emerging 

markets debt throughout 2018, this has not been the case in 
the U.S. As shown on the chart below, U.S High yield credit 
spreads remain near their historic lows.

March 2000 March 2009 Current 20 Yr Avg.

Trailing P/E (S&P) 29.6 13.7 18.1 19.5

Forward Consensus P/E 24.4 10.1 15.6 16.3

Trailing Normalized P/E 46.5 11.0 27.3 25.4

Shiller P/E 43.2 13.3 31.5 26.8

Price / Book Value 5.1 2.0 3.3 2.9

EV / EBITDA 15.7 10.1 14.3 12.6

Trailing PEG* NA 0.9 1.3 1.5

S&P 500 valuation metrics versus 2000, 2009 and 20-year average (source: LPL research, Factset)
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Reason #9: Market internals remain bullish (albeit less than a few months ago)

Reason #10:  No signs of “Irrational Exhuberance” 

Unlike in 2017, we are not witnessing a synchronized global 
equity bull market this year. As discussed in previous editions 
of Perspectives, the world is bifurcating as the U.S has been 
outperforming other developed and emerging markets quite 
meaningfully. The lower participation rate to the upside is 
indeed a source of concern and could signal more volatility 
ahead. Still, the percentage of markets trending upward is 

high enough to keep a positive stance on global equities. 

Looking at U.S equity market internals, the upside participation 
has also been deteriorating but not to an alarming level. We also 
note that defensive sectors have been outperforming cyclical 
ones recently. But this looks more like a short-term rotation, 
and even a healthy one considering the large outperformance 
of cyclicals versus defensives in the first part of the year. 

As already discussed in the past, the current bull market is often described as “the most hated bull market ever”. Indeed, many 
investors have been missing a good part of the bull market and remain skeptical on the sustainability of the current rally. While 
previous bull market tops (2000, 2007) were characterized by signs of “irrational exuberance”, we seem to be a long way off on 
that side. For instance:

Market internals are worth watching as a 
deterioration of what is happening Underneath 
the Surface usually leads the direction of the 
Big Picture (i.e. the index).
At this stage, we do not see enough deterioration to change our positive stance. 

“Blow-off” top:  While 2000 and 2007 were characterized by some panic buying 
and signs of heavy speculation by retail investors (e.g. leveraged positions), we 
are not seeing anything equivalent, at least for now;

Heavy inflows into equity market funds:  Since the start of the bull market in 
2009, mutual fund flows have been negative;

Big pick-up in M&A activity:  This is one area which is sharing some similarities 
with the 2000 and 2007 tops as M&A activity has picked up significantly in 
2018. But while the absolute dollar levels are near a historical high, it is not the 
case in the context of M&A volume relative to market caps;

IPO activity:  Despite some high-profile new issues in 2017, deal volume and 
assets raised remain even below the level seen in 2015.  
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Market corrections 
will be more likely and 
more frequent
As discussed in the previous section, the current economic, fundamental and 
technical data are still supportive for global equities. Although we are mindful 
of the potential risks of being long stocks at this stage of the cycle, our view 
is that the “red October” sell-off was a healthy correction within a long-term 
bull market.

The U.S reflation story could soon 
become a Global reflation story as 
exemplified by Italy’s passage of 
budget that will result in a deficit 
of 2.4% of GDP next year.

However, we also believe that this bull market is getting more 
mature and that market corrections are likely to be more 
frequent. Indeed, one of the key consequence of the Trump’s 
aggressive fiscal stimulus agenda is that we are moving away 
from a sole reliance on monetary policy into the reflation 
phase of the economic cycle. First, this implies there is no 
“Powell put”, which means that investors cannot rely on the 
Fed to support the market in a similar way than the “Bernanke 
Put” or the “Yellen Put”. Moreover, this policy transition phase 
can be seen to a certain extent as a “new normal” in which 
nominal GDP, inflation, and interest rates are all moving 
higher. As discussed earlier, the U.S reflation story could soon 

become a Global reflation story as exemplified by Italy’s 
passage of budget that will result in a deficit of 2.4% of GDP 
next year. 

As we are moving into this “new normal”, it would be natural 
for the volatility in both the economy and in asset prices to 
rise as this transition takes place. Going forward, we thus 
expect forward returns for equities to decline as real interest 
rates move from below zero to positive. In such a context, we 
can expect volatility to rise, correlations among financial 
assets to decline, and the dispersion of returns in stocks to 
diverge. In a nutshell, this should be a great environment for 
active management.  
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Asset Allocation Matrix

Emerging Markets
Debt/Investment Grade

Credit/High Yield
Underweight

Precious Metals
Energy

Agriculture
Private Equity

EM Local
Swiss Franc

Emerging Markets
US Small & Mid Caps

US Large Caps
Japan

Trade Finance

Real Estate
Industrial Metals

Hedge Funds

US $

UK
Europe

Sovereigns

Yen
Euro

British Pound

Overweight

Stocks

Fixed Income

Cash

Real Estate/
Liquid Assets

Overweight

Bullish Neutral Bearish

Asset allocation and investment conclusions
While the equity bull market is getting more mature and 
volatility is expected to pick-up, we believe that the value 
offered by global stocks justifies tolerating the higher volatility. 
As shown on the asset allocation matrix below, we maintain 
our positive view on equities. We expect moderate but positive 
returns on a one-year time horizon, as the asset class will have 
to digest higher bond yields as the business cycle progresses. 

As highlighted in the October edition of Perspectives, 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. Still, it is premature to bet 
on a sustained period of outperformance by these regions. 
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Hot Topic
U.S mid-term elections 
key takeaways
After months of campaigning and the most money ever spent 
on an election (more than $5 billion), the pollsters were this 
time generally right. At the time we are writing these lines, the 
Democrats had taken 26 House seats from the Republicans, 
surpassing the 23 needed to secure a majority.
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With results still coming in, the Democrats look set to gain 
more than 30 seats in total. This is in line with historical 
averages, with the President’s party usually losing around 29 
House seats in mid-term elections (see chart below). 

Meanwhile, Republicans not only kept the Senate majority but 

gained a few additional seats. This will make it easier for President 
Trump to secure approval for future judicial and cabinet nominees. 

The outcome, which had been extensively analyzed in advance 
and well anticipated by financial markets, can be summarized 
in one word: gridlock, i.e. a separated Congress. 
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The President’s party usually loses 29 house seats in his first midterm election (source: Strategas)

Below, we look at what could be the market and U.S policies implications of this legislative gridlock.

Impact on Financial Markets
“Gridlock in Washington is good for equity markets!” This was 
a rather common market commentary in the days that follow 
the U.S mid-term elections and risk assets indeed started to 

rise once the election results were confirmed. As shown below, 
historical performance analysis demonstrates that equity 
markets have generally thrived under gridlock in Washington. 
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Even more encouraging for the bulls, the S&P 500 has never 
declined in the 12 months following a midterm election since 
1946. A rational explanation for this encouraging statistic 
could be that U.S Presidents usually lose seats in their mid-
term elections and worry about their own re-elections. This 
forces Presidents to look for additional stimulus to get the 
economy re-accelerating before the presidential election. 

Equity markets tend price in this stimulus in year three of the 
Presidential cycle and the President benefits from the growth 
effects in his re-election year. 

This historical analogy is relevant today because Trump is 
facing a bit of a fiscal cliff in 2020 and he will likely need 
additional fiscal policy easing ahead of his re-election.

We would urge our readers to take these historical numbers 
with a grain of salt. Indeed, let’s not forget that it’s difficult 
to draw robust statistical conclusions given how little data we 

have. While the 9 decades since 1928 look like a lot of history, 
the sample sizes become almost prohibitively small when you 
divide them up into 6 subsets. 

Based on the upbeat numbers aforementioned, 
should investors assume that history will repeat 
itself and thus jump into US equities?

The stock market’s 
performance over the next 
two years will have a lot 
more to do with economic 
developments that, at 
best, are only indirectly 
related to which political 
parties are in power in 
Washington.
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Impact on Washington Policies
From a policy perspective, the election results suggest that the enactment of meaningful legislation must await the 2020 
election. The hope is that the Democrats and the President will be able to come together on areas of common interest. To be 
more precise: 

Trade policy should not be directly affected:  With the likelihood of increased gridlock in Congress, President Trump may fall 
back on policy areas that do not require legislative approval, such as trade. We believe the administration will continue to use 
tariffs to pressure trading partners, especially China. A Democratic House poses some risk to passage of the implementing 
legislation for the US-Mexico-Canada Agreement (USMCA), but the deal should eventually be approved. The outcome on the 
US-China trade policy is unlikely to be affected by the mid-term elections results, which means that additional tariffs in 2019 
are more likely than not – although, as said in the previous article of Perspectives, a positive surprise at the next G20 cannot 
be ruled out. This would be a massive tailwind for risk assets and emerging markets in particular;

Little impact on the regulatory agenda:  Control of the House has little direct impact on the regulatory agenda as most 
House-passed legislation would likely be blocked in the Senate;

Do not expect major changes on taxes:  We expect no major tax legislation to become law under a separated Congress. 
Democratic House leaders might attempt to pass tax legislation that redistributes the 2017 tax cut towards lower income 
households. But any proposal making substantial revisions to the 2017 tax reform legislation is very unlikely to attain the 60 
votes needed in the Senate if it even came up for a vote; 

Spending is likely to be extended around current levels:  Under legislative gridlock, we expect the Congress to approve 
discretionary caps for defense and non-defense spending for FY2020 and FY2021 that are roughly flat in real terms with the 
spending caps for 2019 that Congress approved earlier this year; 

Healthcare will be a major issue:  The Democratic-majority House is likely to pass drug pricing legislation, but it could be 
blocked in the Senate. That said, with President Trump also publicly supportive of drug pricing changes, Senate Republicans 
could come under pressure to reach a compromise on the issue.

An infrastructure deal seems unlikely:  While President Trump and congressional Democrats have both supported 
infrastructure programs, the details differ substantially and, more importantly, Democrats might not be motivated to reach an 
agreement with the White House prior to the 2020 presidential election. Still, it is possible to see a spending bill of some kind; 
this would be a massive tailwind for raw materials, commodity and energy;

Fiscal deadlines become riskier:  This is probably THE biggest risk emanating from the separated Congress outcome, in our 
view. We note that the two most disruptive debt limit debates in recent memory, in 2011 and 2013, both occurred in a 
separated Congress. There will thus be a substantial risk of shutdown at the next spending deadline in 2019. The debt limit will 
be reinstated March 1, 2019 and we expect Congress will need to raise it by August. 

Conclusion:
The outcome of the U.S mid-term elections was well anticipated 
by markets and we do not believe it will affect the broader 
outlook for US stocks. President Trump will continue to have 
the final say on many important policy decisions for the next 
two years, including trade, immigration, and internet regulation.

However, we do see sectoral implications. A Democratic majority 
in the House could work to slow deregulation in the financial 
services sector. Specially, it would reduce the prospect of 

legislation rolling back parts of the Dodd-Frank act, which has 
constrained the industry in the wake of the 2008 financial 
crisis. US industrials could receive less support. While 
Democrats in Congress might favor increased infrastructure 
spending, they could seek to finance it by reducing defense 
spending. That would limit the boost to the industrial sector 
overall. From a global markets perspective, the U.S-China 
trade policy development remains the wild card. 
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 80-90%
According to the World Trade Organization

of world trade is financed
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For bonds investors, there have not been many places to hide from negative returns 
since the start of 2018. Long duration sovereigns, investment grade, emerging markets 
hard or local currencies bonds, and even absolute return strategies are all exhibiting 
negative returns on a year-to-date basis. Meanwhile, alternative fixed income strategies 
such as Trade Finance have been delivering according to expectations and generated 
income above LIBOR rates since the start of the year.

In the first half of 2017, we highlighted Trade Finance Loans as a very interesting niche for investors looking for a source of 
income return de-correlated from traditional asset classes. 

Below, we re-visit the basic fundamentals of trade finance as an asset class, its means of access as well as its key characteristics 
and diversification benefits.

Trade Finance is as old as commerce: in its most basic form it is 
when a lender provides financing specifically linked to a trade 
transaction as opposed to the general credit of the borrower. It 
is the bread and butter activity of most commercial banks across 
the globe. According to the World Trade Organization, an estimated 
80 to 90% of world trade is financed, making it likely that many 
of the everyday goods we rely on have benefited from financing. 
In most cases Trade Finance is conducted in US dollars.

In learning about trade finance, it is essential to understand the 
underlying mechanisms associated with trading. Unlike traditional 
credit that is built on a bilateral agreement between the lender 
and borrower, trade finance involves three parties: the exporter 
(seller), the importer (buyer) and the financier (see picture below). 

In trading, there is frequently a time lag existing between the 
shipment of goods by the exporter and their receipt by the 
importer depending on the length of the ship’s voyage. Normally, 
exporters require payment upon loading, whilst importers 
ideally would delay payment until arrival. In its simplest form, 
trade finance reconciles these timing lags by providing a short-
term customized credit facility. These are generally intermediated 
by specialized third party financial institutions and collateralized 
by the underlying goods as well as by additional guarantees. 
The triangulation described below is one of the main factors 
explaining the extremely low default rates in comparison to 
other forms of credit. In fact, neither exporters nor importers 
are incentivized to interrupt the transaction as doing so would 
have irreversible consequences on their businesses.

What is Trade Finance?

Supplier
Sends
Goods

Contract

Trade
Finance

Supplier
(Exporter)

Buyer
(Importer)

CreditPayment

The trade finance “Triangle”
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Trade Finance loans market characteristics
Trade Finance is an essential part of the real economy. In 2017, 
Global Trade totaled $17 trillion, where an estimated 80% was 
facilitated by trade finance. The portion of trade finance focusing 
on commodities is estimated at USD 6.5 trillion. According to 
EFA estimates, the flow of commodity trade financing arranged 
by commercial banks is circa USD 2-3 trillion per annum, with 
around USD 1 trillion outstanding at any one time.  

Trade Finance loans have been progressively catching the 
attention of global investors given their relatively high yield, 

low default rates and high recovery rates. Indeed, an ICC study 
concluded that trade finance products have an average default 
rate of 0.02% with a recovery rate close to 60%. The resilience 
of trade finance transactions includes the global economic 
downturn of 2008 and 2009. The table below puts into 
perspective the default rates of trade finance loans with those 
of other traditional fixed income instruments during 2008-
2011, one of the worst period on record for default rates of 
any lending strategy. 

In terms of yields, the pricing of trade finance facilities, 
consisting of a premium on short term Libor, can vary 
significantly according to a wide array of factors. However, yield 
expectations invariably depend on the cost of local funding, 
availability of credit, transaction dollar amount, and counterparty 
risk. The chart below illustrates the relationship between the 
volume of transactions (in dollar terms) and the spread over 
LIBOR in the trade finance space. Bank-originated lending 

represents the vast majority of transaction volumes in dollar 
terms. This is where we can find better credit quality, liquidity, 
transparency and the largest transactions. The direct-lending 
segment is where boutique non-bank financial institutions 
typically extend credit to small and medium-sized enterprises in 
emerging markets. In this segment, smaller transactions are 
priced anywhere between 400 basis points and 1500 bps 
spreads over US Libor.

Asset Class

Trade Finance 
Exposure-Weighted 

Default Rates 
(2009-2011)

Investment Grade
Corporate Bonds

(1983-2012)

Investment Grade
Sovereign Bonds

(1983-2012)

Leveraged loans 
Average Default 

Rates
(1995-2012)

Tenor 90-120 
days 10-12yr 1yr 5yr 10yr 1yr 5yr 10yr 5yr

Default Rate 0.039% 0.50% 0.108% 1.148% 2.744% 0.000% 0.658% 1.364% 2.794%

Average default rates for selected fixed income categories (source: ICC, Moody’s and Credit Suisse)

Spread distribution of trade finance transactions (source: Galena)
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Direct investments or co-investments: This would appeal to the more expert investors with substantial 
capital to invest, a long investment horizon and risk management experience;

Managed accounts: They can be arranged by specialist asset managers for larger institutional mandates, 
where the institutional investor may participate in the customization of the portfolios (eligible assets and 
geographies, duration, etc.);

Trade finance loans funds: They have flourished over the past 15 years filling the gap left by retracting 
banks. Such funds, open or closed-ended commingled vehicles run by specialist managers, allow access to a 
portfolio of trade finance debt assets not readily available to institutional investors. Liquidity terms may vary, 
from monthly to a few years for the closed-end vehicles.

The commodity boom and the 2008 financial crisis created an opportunity 
for alternative lenders
Trade finance loans may not have been considered by 
institutional investors as an opportunity set as it has 
historically been the preserve of commercial banks. The largest 
commercial banks appear to account for a third of the global 
supply of bank-intermediated trade finance, with local and 
regional banks providing the remainder. In commodity trade 
finance, European banks (primarily French, Swiss and Dutch 
banks), historically providing up to 80% of the financing for 
the trading of commodities worldwide, still capture about 
50% of the deal flow. This concentration is a direct consequence 
of the required level of investments and the relatively long 
payback. Fundamentally, with trade finance being a scale-

dependent business, high barriers to entry to new entrants 
are relatively high. 

During the commodity bull market of 2001-2011, the price  
of most commodities and their associated transportation 
costs increased fivefold. The volumes transacted also grew 
substantially. Simultaneously, the financial crisis has forced 
banks, under pressure to deleverage, to curtail lending activities 
by giving up certain trade finance business or to seek greater 
syndication of risk. This has created a substantial gap in new 
capital requirements and new opportunities for alternative 
sources of funding. 

How to access the Trade Finance loans asset class?
Institutional investors looking to build a sizable trade finance portfolio may look at three possible avenues:

During the commodity bull market 
of 2001-2011, the price of most 
commodities and their associated 
transportation costs increased 
fivefold.

x5
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About Trade Finance loans funds
The size of the Trade Finance loans funds industry is difficult 
to estimate. Some trade finance funds have been in existence 
for a long time. For instance, Africa-focused Scipion Capital 
was originally established in 2007 in anticipation of the effect 
Basel II regulations would have on banks’ capital requirements. 
Singapore-based EFA Group was established in 2003 and 
currently provides close to $2bn of short-term, revolving 
trade finance loans to more than 100 mid-market companies 
annually. Octagon Asset Management, a New York-based 
investment adviser focused on alternative structured finance 
in global trade, commodity finance and transportation, has a 
number of managed accounts that focus on trade finance 
investments. 

Galena Asset Management – a subsidiary of Trafigura and 
now part of EFA Group – estimated in an August 2015 report 
that there are approximately 20 investable funds worldwide 
which focus wholly or in part on trade finance transactions, 

with combined assets not exceeding $5bn. Trade finance 
loans funds have, in general, been established by specialist 
fund managers who have held senior trade finance positions 
at commercial banks, commodity trading firms, etc. These 
fund managers operate vastly different strategies, depending 
on respective areas of concentration, expertise and geography. 
Investment returns depend on the sourcing methods (direct 
lending or bank intermediated), type of commodities 
(specialized vs. agnostic), the quality of borrowers (high-tier, 
low-tier) and the geography (domestic, regional, continental 
or global). 

The success of a trade finance loans fund depends on the 
ability of the fund manager to source and process sufficient 
transactions, find scale, implement robust investment 
processes and risk management (key man and operational 
risks).

There are approximately 
20 investable funds 
worldwide which focus 
wholly or in part on trade 
finance transactions, with 
combined assets not 
exceeding $5bn.
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Characteristics of Trade Finance as an asset class

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

While they have been the preserve of commercial banks 

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

We are distributing a few of them in the UAE and are keen 
to share these ideas with our investors. 

Floating interest:  As explained earlier, Trade finance loans are largely dollar-denominated and usually extended on a floating 
rate basis at a spread over 1m-US Libor (or 3m-US Libor) thus resetting the coupon payments on a monthly (or quarterly) 
basis respectively;

Spreads remunerate the performance risk in a transaction:  Performance risk is essentially the risk that the parties do not 
perform their contractual obligations - i.e. the production, processing and delivery of goods under the appropriate specifications 
by the exporter and the payment by the importer. A great deal of attention will be spent on analyzing such risk in a particular 
trade finance transaction. The analysis of performance risk will include a thorough analysis of contractual terms, of the track 
record of the borrower, and a capacity and cost analysis.

No speculation on commodity prices:  The commodity price risk component is systematically neutralized thanks to binding 
sale & purchase (back-to-back) contracts between counterparties for short-term transactions or thanks to overcollateralization 
and hedging for medium-term transactions. In short, trade finance loans do not involve speculation on commodity prices;

Self-liquidating and low duration:  Trade finance loans are self-liquidating, i.e. they are used to finance transactions whose 
proceeds are in turn used to pay off and extinguish the loans. This explains why the average life of trade finance loans is lower 
than that of bullet maturity bonds or bank loans of similar tenor. Trade finance loans, with a typical average life from 1-month 
to 3 years, have an effective duration close to zero;

Lower risk of default:  Trade finance loans mitigate the risk of default through a security package that includes pledged 
accounts receivable and the collateralization of real assets. A trade finance loan is tied to a specific transaction. Each loan, 
granted to a company for the use in an identifiable transaction flow, generates a payment of interest for the tenor of its 
utilization. Once the transaction is completed, the generated cash flow from the sale of goods is used to pay off the loan;

Low volatility:   Given the afore-mentioned characteristics of trade finance loans, a lender should expect consistent investment 
returns with low volatility, provided the proper due diligence and risk management are implemented. The consistent and range 
bound nature of investment returns can also be accounted for by the relative stability of spreads of trade finance loans; 

Low or negative correlation with other asset classes: Like floaters, trade finance loans within a broader fixed income portfolio 
have the potential to protect investors against a rise in interest rates and to offset changes in short-term interest rates. For 
investors seeking greater diversification in their portfolios, trade finance loans have a low or negative correlation with the 
different major asset classes. 
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How Tokenization could 
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Bitcoin caught global media attention last year as its price 
moved from $998 at the start of 2017 to a high of $19,666 
mid-December. At the start of 2018, what was described as a 
“crypto-bubble” started to burst and the price of Bitcoin 
collapsed before stabilizing around $6,500 recently. 

Price volatility aside, what makes Bitcoin so unique and 
powerful is the blockchain technology it uses. Blockchain is an 

open, distributed ledger that can record transactions between 
two parties efficiently and in a verifiable and permanent way. 
While Blockchain is the basis of the cryptocurrencies, it offers 
other applications such as record keeping, smart contracts 
and securitization. These applications have the potential to 
create massive opportunities in many different sectors and 
industries, such as in the energy industry, social networks, 
stock markets, power grids, etc. 

The vast majorities of our readers have probably heard of Bitcoin. For those 
who missed it, Bitcoin is a digital currency (also called crypto-currency) that 
is not backed by any country’s central bank or government. 

In this report, we will briefly come back on the benefits of   
blockchain and will then focus on what we believe to be the most 
valuable technology application that Bitcoin and blockchain have   
introduced: tokenization. We will then discuss how tokenization 
could turn the world into a massive stock or asset exchange. 
But first, on the following pages, let’s start with a small refresh on 
what blockchain is and its benefits.

The
Blockchain

Digital
Currency

Smart
Contracts

Digital Rights

Wagers

Escrow

Equity

Private Markets

Debt

Crowdfunding

Derivatives

Healthcare

Title Records

Ownership

Voting

Intellectual Property

Equity

Private Markets

Crowdfunding

Derivatives

Debt

Securities Record
Keeping

The benefits and potential applications of Blockchain
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Blockchain is the technology that underpins digital currency 
(Bitcoin, Litecoin, Ethereum, and the like). The blockchain 
technology allows digital information to be distributed, but 
not copied. This means each individual piece of data can only 
have one owner.

It is often described as a “digital ledger” stored in a distributed 
network. Blockgeeks has a good analogy to help understand 
how Blockchain works:

“Picture a spreadsheet that is duplicated thousands of times 
across a network of computers. Then imagine that this 

network is designed to regularly update this spreadsheet and 
you have a basic understanding of the blockchain.”

The information is constantly reconciled into the database, 
which is stored in multiple locations and updated instantly. 
That means the records are public and verifiable. Since there’s 
no central location, it harder to hack since the info exists 
simultaneously in millions of places.

Blockchain technology was invented in 2008, but only came 
into the public conversation when Bitcoin was launched.

Why is it called Blockchain?
A block is a record of a new transaction. When a block is 
completed, it’s added to the chain. Bitcoin owners have the 
private password (a complex key) to an address on the chain, 

which is where their ownership is recorded. The chart below 
illustrates the different steps required for the blockchain to 
validate a specific transaction. 

The transaction gets distributed
across the network

The block is added to the chain, 
reconciling across the 
network and creating a
permanent record

The block gets distributed
across the network

Jim’s record of ownership of the 
money moves to Mary

The network verifies the
transaction is valid

Jim wants to send money to Mary

1

2

3

4

5

6

Verified

Verified

Verified

How Blockchain works

What is Blockchain?
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What are the key characteristics of Blockchain?
Blockchains are consensus-driven. Large number of computers 
are connected to the network, and to reduce the ability for an 
attacker to maliciously add transactions on the network, those 
adding to the blockchain must compete to solve a mathematical 
proof. The results are shared with all other computers on the 
network. The computers, or nodes, connected to this network 
must agree on the solution, hence the term “consensus.”

An important characteristic of the blockchain is that the 
digital ledger is decentralized. That is, no single entity can take 
control of the information on the blockchain. Therefore, we do 
not need to trust a single entity since we rely on agreement by 
many entities instead. The transactions recorded in the chain 
can be publicly published and verified, such that anyone can 
view the contents of the blockchain and verify that events 
that were recorded into it took place.

What are the business benefits?
Prior to the advent of the blockchain, there was no way to secure 
and validate ownership in a digital asset or verify a transaction 
in a trustless, public manner. Take the example of the ownership 

of real estate or company shares. To transfer ownership, the 
current model requires a lot of paperwork, a lawyer or a 
centralized and trusted entity, such as a stock Exchange.

The blockchain is the first technology that enables the transfer 
of digital ownership in a decentralized and trustless manner. As 
such, there is a giant opportunity to disrupt many industries by 
creating digital tokens that can represent ownership in a company 
or a real asset through a process known as Tokenization.

To summarize, blockchains are transaction digital ledgers, immutable, consensus-driven, decentralized, trustless (it’s not based 
on a system of trust), secured by cryptography and can be made public.

The current system makes connection between
peers difficult because of fractured identity held

by service providers.

A blockchain system facilitates
much easier connection between peers.

Current system versus Blockchain system
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What is a blockchain token?
A blockchain token is a utility, an asset or a unit of value 
issued by a company. In most cases, tokens are issued when a 
company launches an initial coin offering (ICO) — that works 
more or less like an initial public offering (IPO). The difference 
between an ICO and an IPO is that in an IPO you receive stock 
in exchange for the investment you make while in an ICO you 
receive a token in exchange for your money.

In the last 18 months, digital developers have raised more 
than US$20 billion through the ICO funding process – many 
of which use tokens. While the growth of ICOs was explosive 
in 2017 (around $6 billion – see Top 2017 ICOs in the chart 
below), the amount raised in the first half of 2018 has already 
been doubled with over $13.7 billion raised by ICOs as of the 
end of June 2018. 

There are two primary types of tokens which 
are likely to meet in the ICO space: Utility 
Tokens and Security Tokens. 

What is Tokenization?
Tokenization is the process of converting the rights of an asset to a token on 
a blockchain.
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What is a Utility token?
Utility tokens enable future access to the products or services 
offered by a company. Therefore, utility tokens are not created 
to be an investment.

Just like an electronics dealer might accept orders for a video 
game that will be released several months later, a startup can 
create utility tokens and sell digital coupons for the services 
or products it is developing. A good example is Filecoin, which 
raised $257 million in 2018 through the sale of tokens. These 
tokens will allow users access to its decentralized cloud 
storage platform.

Like Filecoin, the vast majority of ICOs are intended as “Utility 
Tokens” which allow buyers of the token to access and pay for 
usage of a blockchain-based software service. The process is most 
of the time the following. First, startups create their whitepapers, 
tokens, websites and other marketing materials and then launch 
their ICO. Not all – but most of them - employ aggressive marketing 

strategies that promise investors huge profits. 

One major issue is that any security or token sold with the 
expectation of future profit qualifies as a security. Yet, some 
startups often fail to abide by the reporting and disclosure rules 
and they do not register their ICOs with SEC. Such companies 
are at risk of facing prosecution – in the U.S for instance.

While the SEC is not against ICOs in general, its primary 
objective is to ensure that all ICOs comply with the regulations. 
Earlier this year, they stepped in and officially set up a 
cryptocurrency task force. By now, the task force has already 
sent notices to non-compliant ICOs such as Centra and Tezos.

But most upcoming Blockchain startups have now realized 
the importance of complying with the regulations, and 
several SEC-compliant tokens have been issued. Examples 
of such tokens include Polymath, Corl, and tZERO. They are 
called security tokens. 

What is a Security token?
A security token, sometimes called a “Tokenized Security”, 
is more than a currency – it often represents ownership in 
an underlying real-world asset. 

Indeed, the major difference between security tokens and utility 
tokens is in the intended use and functionality of the tokens. 
Security tokens are created as investments. Token holders are 
given dividends in the form of additional coins every time the 
company issuing the tokens earns a profit in the market.

Users holding the security token also get ownership of the 
company. Blockchain offers a platform that can be used to 
create a voting system that allows investors to exercise control 
on the company’s decision-making process.

Utility tokens, on the other hand, are not intended to give 

their holders the ability to control how decisions are made in 
a company. They merely enable users to interact with a 
company’s services.

Like traditional stocks or bonds, security tokens are regulated 
by the U.S. SEC. Regular securities are tracked either on paper 
or – more likely these days – in a centralized database. 
Security tokens use a blockchain system – a decentralized 
database – to do the tracking of who owns which assets.

Security tokens make it easy for customers to access multiple 
investments: just as a single E-Trade investment account can 
keep records for a variety of different stocks and bonds, a 
blockchain-based digital wallet can do the same for a range of 
different security tokens, representing equity, debt and even 
real estate.

Utility token versus Security token

Access to protocol

Future users and/or speculators

Unregulated crowdsales

Ownership of asset

Investors (expecting profit)

Regulated offerings - KYC

UTILITY TOKEN SECURITY TOKEN

VS
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STOs versus ICOs
As said, ICOs are going through growing regulatory pains. 
Many ICO issuers have ben misleading their subscribers. They 
offer no real shareholder’ right and lack of transparency. 
Moreover, their success rate has been rather low - according 
to a PwC report, 75% of 2017 ICOs are now in the “red” while 
1/3 went to zero. As such, more satisfactory and legitimate 
means of funding blockchain innovation are needed. 

As mentioned earlier, the SEC hearings are changing the 
future of how cryptocurrencies work through more stringent 
regulations. STOs – which stands for Security Token Offerings 
- are the new kid on the crypto block. STOs are basically ICOs 
of tokens which are actual financial securities and thus backed 
by something tangible like the assets, profits, or revenue of 

the company. They key difference between ICOs and STOs is 
that the later will be more fraud-proof and meet regulatory 
criteria from the beginning so as not to be liable for legal 
trouble like so many ICOs are now. 

In the latter half of 2018 and in 2019 we are likely to see a 
huge rise in STOs. Indeed, while institutional investors have 
consistently stayed away from cryptocurrencies and ICOs in 
the past, the reasoning they used in keeping such a distance 
doesn’t apply to security tokens. With large names such as 
Nasdaq, Goldman Sachs, Fidelity, and JPMorgan all moving 
into the blockchain space, the situation suggests it’s only a 
matter of time before the security token sector becomes 
commonplace for institutional investors.

2017 was the year of 
the utility token, 2018 
was the year of 
realizing the mistake 
of the utility token, 
and 2019 could very 
well be the year for 
tokenized securities. 

BLOCKCHAIN
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The creation of equity crowdfunding
While the rise of cryptocurrencies/ICOs is seen as major 
innovation on the capital raising front, another financial 
disruption – though less spectacular – took place in April 2012 
through the signing of the JOBS ACT. This groundbreaking new 
legislation enables companies to raise money directly from 
main street investors cost effectively, meaning that companies 
no longer need to look at banks, VCs and accredited investor 
communities for capital. They can go directly to the crowd.

For the first time in 80 years, the ordinary investor can buy 
shares in the next groundbreaking startup. This means that 
millions of small businesses now have a chance to raise capital 
needed for growth. This had led to the creation of a new type 
of capital raising models – equity crowdfunding. New companies 
such as Kickstarter, Fundable, and IndieGoGo raised billions of 
dollars for private companies, basically disrupting traditional 
equity capital raising models such as Venture Capital, Private 
equity funds or IPOs. 

Bringing the two disruptors together: Securities Tokenization
As said, the equity crowdfunding model is a major disruption for the financial industry but has been taking place “off-chain”. 
What if equity crowdfunding move “on-chain”?

Indeed, by using cryptocurrencies and one of the JOBS Act 
exemptions, shares can be issued by companies, and by using 
the blockchain, those shares can be tokenized. Each company 
can have its own cryptocurrency (or security token) and allow 
that currency to be traded on Alternative Trading Systems 
(ATS) and on registered exchanges. This is by itself a revolution 
where investors in privately held companies can get liquidity 
and this very quickly. Traditionally, investors in early-stage 
companies don’t see liquidity for 5–7 years if it all. 

The best way to explain how shares can become tokens is to 
look at how Ethereum, one of the most popular blockchain 
platforms, works. Where Bitcoin and other currencies are mainly 
used to store value and transfer that value from one person to 
another without any further customization, Ethereum 
introduced smart contracts. The Ethereum blockchain allows 

companies and people to easily create smart contracts to 
perform complex financial and commercial tasks. The most 
popular smart contract is ERC-20, which permits a company to 
very quickly program their own cryptocurrency.

To properly tokenize company shares, a company needs to create 
a smart contract that works with trading platforms and registered 
transfer agents. Instead of issuing stock certificates to investors, 
a company can issue a smart contract representing that stock.

The smart contract will have a stock symbol to identify the 
shares. From a legal perspective, the smart contract is just a 
marker representing the shares. It is not the security itself. The 
actual security exists inside the company’s certificate of 
incorporation. This is a distinction that is not well understood 
by the marketplace, which often conflates the smart contract 
with the security, incorrectly labeling them as the same thing.

The Tokenization of 
Company Shares
In the previous section, we explained what securities tokens and STOs are. 
We would like now to shed light on one of the most promising features of 
security tokens and STOs: the ability to offer tokens as a digital representation 
of shares of a company’s stock.
Indeed, thanks to the explosion of trading in cryptocurrencies in 2017 (daily trading volume in the total cryptocurrency market 
hit $50B in December 2017), investors suddenly realize the liquidity potential of cryptocurrencies. This opened the door to the 
multiplication of ICOs – and soon STOs.
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How securities tokenization can tackle the flaws in the current system
Trading stocks has always been slow and expensive. In the past, 
investors would pay a hefty commission to execute a small 
trade. Later, discount brokers, such as Charles Schwab, came in 
and lowered the costs for buying and selling shares with fixed 
fees. Then came online trading firms, such as eTrade, which drove 
down the costs associated with fees even more. Finally, the 
Robinhood mobile app made trading shares free. The direction 
of the trend is apparent, yet nevertheless, the bigger issue was 
still not solved.

Under 3,500 US companies are publicly traded on the NYSE, 
NASDAQ and other exchanges, and the number of public 

companies in the US trading on those exchanges has been 
declining significantly. In fact, there are half as many public 
companies than there were in the mid-1990s.

The number of IPOs is declining because the system isn’t 
efficient. It’s expensive to go public as a company, and the 
massive companies that inevitably went public have already 
experienced most of their growth. 

Combine the expenses of taking a company public with the costs 
of trading public stock, and you’ve created a marketplace that 
isn’t supportive of liquidity and one that is shrinking as a result.

What does liquidity have to do with this? It drives investor interest, which in 
turn will drive up the value of companies.
The thousands of cryptocurrencies out there have proven how valuable liquidity is, and that investors are willing to buy a digital 
asset that they can trade at will. If companies tokenize their securities, investors will be able to trade those tokens immediately 
or after a one-year lock, depending on the exemption used. Even 1 year is far better than the 5–7 years average for private 
equity investments.

Over the past two decades, the number of US-listed, publicly traded companies has decreased by half

With the JOBS Act and cryptocurrencies, a new class of shares can be 
traded cost-effectively through small broker-dealers using an ATS and 
registered exchanges. This new market bypasses the very expensive 
exchanges and investment banks that are constantly raising the entry bar 
for businesses. Thanks to company share tokenization, the future for 
raising capital is brightening for small companies and startups. 

January 1975 December 2017

Number of US Stock Names

3,447

4,530
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One of the most promising markets for tokenization is real estate. 
Tokenization of a residential house will give people the opportunity 
to become its owners and conduct voting on digital platforms, 
making decisions based on the share of each of the voters in 
the house.

You can tokenize any property, whether it is a residential building 
or office, warehouses or restaurants. One of the platforms running 
in this market is Proof, whose platform was created based on 
Ethereum. Transactions here are held between the participants 
directly with the help of smart contracts. The tokens themselves 
are traded on the exchange. 

Another interesting project in this area is Swissrealcoin that 
tokenizes commercial property in Switzerland. Each issued token 
will be backed by a portfolio of real estate in the country. 
Investment in such an asset carries low risks, and the property 
itself is in great demand in the market. As a result, the price of 

tokens will gradually grow. And the stability of the exchange 
rate will be achieved by issuing additional tokens and investing 
them in new real estate objects.

It is also possible to tokenize resources such as oil or gold, 
which will significantly facilitate the process of trading them. 
For example, Digix Global platform works with gold tokens. At 
the same time, in the case of resources, it is necessary not only 
to keep their records in a single digital database on blockchain, 
but also to monitor that these resources are really available.

But security tokens make it possible to tokenize an infinite 
number of alternative assets. Through the implementation of 
smart contract and blockchain technologies, Swiss-based 
TEND is tokenizing assets such as rare coins, art and 
photography, wine collections, vineyards, musical instruments, 
collectable cars, boats, time-based rentals and even racehorses. 

Tokenization of 
Everything
In addition to the tokenization of company shares, real goods and assets can 
stand behind the tokens. In the future, the widespread tokenization of real 
assets could become a new trend.

Crowdfunding through a worldwide asset exchange

Tokenization

STOs

$14 tr potential annual turnover
Equity

Loans

Real Estate

Commodities

Works of Art

Looking across all these potential markets, we are talking 
about around $14 trillion of assets which could potentially 
be tokenized and tradeable on a worldwide asset exchange. 
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An overview of security 
token exchanges expected 
to launch in 2019
Security tokens could potentially attract an enormous share of Wall Street’s 
money in 2019 and beyond. This expected shift has urged many venture 
capitalists and entrepreneurs to invest in the establishment of security token 
exchanges during the past couple of years. 
However, where will security tokens be traded? Presently available cryptocurrency exchanges are not equipped to support 
security token trading. Moreover, most exchanges don’t have the necessary licenses to permit the trading of securities. As such, 
licensed security token exchanges have begun to emerge to fill this gap and provide liquidity for the security token market.

Current Security Exchanges

BankToTheFuture (BTF) is a crypto security investment platform that is only open to professional investors. BTF is trying 
to establish itself as a market for blockchain-based projects that issue security tokens, shares, conventional bonds, futures, 
and other forms of tokenized securities;

tZero is the brainchild of Overstock which has been established to serve as an exchange for security tokens. tZero has 
partnered with Polymath to simplify the legal process of issuance and trading of security tokens;

Bancor has innovated the Smart Token protocol which is the seed for a decentralized cryptocurrency exchange. Smart 
Tokens can be continuously and autonomously converted to other tokens on the network;

OpenFinance Network has created a mechanism of tokenized trading to bridge the gap between off-chain and on-chain 
capital markets. 

Security token exchanges that are expected to launch during Q4 2018 and 2019

The Gibraltar Stock Exchange (GSX) aims at the establishment of a regulated utility token marketplace. The launch of 
security token trading on GBX will mark a big moment for the crypto community as security tokens become recognized by 
an EU licensed stock exchange;

Coinbase, the popular US-based cryptocurrency exchange, has announced that it is on track to enable security token 
trading on its platform;

Templum recently acquired Liquid M Capital, which gave the company access to an ATS, enabling a secondary market for 
the institution. Via the ATS, Templum will be able to offer security token trading on its platform in compliance with the US 
SEC regulations; 
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Finally, it is worth mentioning that all these emerging security token exchanges and trading platforms for tokenized 
equities represent just the beginning of a new era that will take equity markets to a whole new level. We’re currently 
witnessing the emergence of many trading platforms for security tokens and tokenized equities. And as more and more 
people are beginning to realize the advantages of the public ledger technology, the market will start moving towards a new 
model based on tokenization of assets. 

SharesPost was established in 2009 to open the door for online private equity secondaries. Today, SharesPost has over 50k 
accredited investors and has executed more than $4 billion worth of shares transactions for over 200 technology companies. 
Last May, SharesPost announced that it would revamp its current ATS to be able to offer security token trading on its platform; 

The Australian Securities Exchange (ASX) announced in 2017 that it was working on becoming the world’s first stock 
exchange to develop an infrastructure for its trading platform based on the blockchain technology. ASX planned to use public 
ledger technology to replace its clearinghouse framework. Australia’s top stock exchange is developing their own blockchain, 
i.e. “permissioned blockchain”, to tokenize securities for the equity market in Australia;

Malta Stock Exchange has just inked several deals aiming at enabling MSX, the fintech arm of the exchange, to launch a trading 
platform for tokenized securities. These deals will see MSX partner with Neufund, a platform for the issuance of security tokens; 

SIX Swiss Exchange, Switzerland’s primary stock exchange, announced last July that it is developing a fully operational 
trading, settlement, and custody platform for security tokens and tokenized securities. The exchange’s new project, which has 
been named “SIX Digital Exchange” (SDX), is intended to be the world’s first end-to-end exchange for tokenized asset markets; 

London Stock Exchange, one of the world’s earliest stock exchanges, announced last July that it is collaborating with UK’s 
main financial regulator, the FCA, to issue tokenized equities in a UK based company in full compliance with the regulations 
of UK’s Financial Conduct Authority. 

Conclusion:
We believe tokenization is a significant breakthrough for at 
least 3 reasons. 

First, tokenization democratizes capital markets. Breaking down 
large assets into smaller pieces increases liquidity, but crucially 
helps low-income investors buy stakes in assets they might not 
have been able to afford.

Second, tokenization makes the market more efficient. 
Blockchain smart contracts guarantee asset ownership, secure 

trading, and ensure regulatory compliance without the need for 
intermediaries. The end result is lower costs for all parties.

And finally, tokenization opens up trillions of dollars in liquidity. 
Imagine if every investable asset was represented by security 
tokens, unrestricted by geography, computer systems, or 
bureaucracy. The global real estate market, one of the best use 
cases for security tokens, is worth $217 trillion dollars alone, so 
the potential is huge.

In short, tokenized securities are bridging the gap between 
traditional (financial and real) assets and crypto markets because 
they are aligned with everyone’s interest. Regulators want to 
protect the investors, owners want to raise capital and crowds 
from all over the world want to invest in a piece of building, old 
car or a promising startup in a liquid way. In the near-future, we 
will progressively move from stock exchanges to asset exchanges. 
And this will be hugely disruptive.  
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Middle East:
Egypt on the path of a 
sustainable recovery
Egypt was the darling of MENA equity investors between January 
2017 and April 2018 as the EGX30 recorded a gain of 65% in dollar 
terms over this period. Since then, the pressure on emerging 
markets (currencies and equities) and stronger oil prices have been 
taking a toll on Egypt equities as the EGX30 entered a bear market, 
falling 30% (in dollar terms) from its peak on April 26th, hence 
giving up all its year-to-date gains and underperforming the broader 
S&P Pan Arab index.

This steep decline also coincided with the recent disclosure of Net Foreign Assets at Egyptian 
banks (which tuned negative for the first time since April 2017) and the resurfacing of a stock 
manipulation case. Furthermore, the strong upcoming IPO pipeline (10 primary and secondary 
offerings) planned in Q4 ’18 is raising concerns about the market’s ability to absorb such 
issuances, amid current liquidity levels. 
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From an investor’s point of view, should we fear a similar debacle than in 2016 or on the 
contrary, is the recent sell-off a buying opportunity? 

Below, we review the main macro-economic and fundamental indicators for Egypt to assess whether the country can remain 
resilient to widespread emerging market sell-off and continue its path towards a sustainable recovery. We then share our investment 
strategy on Egypt equities going forward.

Growth Outlook
In the years that followed the Arab Spring, the Egyptian 
economy had been strangled by the political instability and a 
rigid exchange rate policy that resulted in severe shortage of 
foreign currency inflows. As a result, very little investment took 
place in the 5 years after the 2011 revolution and the country’s 
infrastructure failed to keep up with the growth in the 
population. As the economy came close to a complete collapse, 
the Central Bank of Egypt (CBE) decided in November 2016 to 
float the Egyptian pound in attempt to stabilize the economy. 

A weaker Pound was expected to boost external competitiveness, 
encourage foreign investors back to the country through a 
more transparent economy and to end the currency black 
market which was trading at double the price set by the CBE at 
the time of floatation. But the de-pegging of the Pound was 
also one of the key conditions set by the IMF for the grant of a 
$12 billion loan. Other conditions included the reduction of 
budget deficit by cutting back on subsidies. 

Allowing the currency to be determined by market forces 
removed a huge roadblock for the economy but the short-term 
price to pay for Egypt was higher inflation and a reduction in 
consumer purchasing power. Fast forward to 2018 and the IMF 
program seems to bear fruits: Egypt’s economy is showing 

strong signs of recovery with real GDP growth expected to be 
+5.2% this year, a rate which is among the highest in the 
Middle East. The Tourism sector is recovering, and the natural 
gas production is growing (more on these 2 themes later). 

Meanwhile, the authorities have adopted the value-added tax 
and reduced inefficient fuel and electricity subsidies. In addition, 
to improve the business climate, they passed the new industrial 
licensing law, the investment law, the companies law and the 
insolvency law. The fuel subsidy reform contributes to reducing 
the budget deficit and makes available more resources for social 
programs to support the most vulnerable.

Egypt’s recovery is helping to decrease the unemployment rate, 
which remains high at 9.9% with youth employment exceeding 
26%. As such, the current phase of structural reforms is 
focusing on jobs. After the successful execution of the painful 
adjustment that led to the devaluation of the Egyptian Pound 
and the adoption of a series of austerity measures have helped 
to reduce the fiscal deficit from 9.4% to less than 3% of GDP 
(see chart below). The authorities now face a more benign 
policy outlook which should shift the focus of structural reforms 
towards the creation of jobs by boosting domestic industrial 
production and attracting foreign direct investments.

Egypt current account balance
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The government aims to support the labor market even more by 
implementing measures to increase job opportunities for youth 
and promote women’s labor force participation. These include 
specialized training programs for youth and job search schemes. 
A more inclusive private sector led growth model is essential to 
absorb the significant increase in the labor force expected over 
the next five years. 

MIDDLE EAST EQUITIES

Foreign direct investments and forex reserves
The outflows in the fixed income market has been well absorbed 
by the internal system. The exodus of foreign investments in the 
T-bill market accelerated throughout the Summer as the interest 
rates after tax is no longer exceptional and needs to compete 
with the rates of countries such as Turkey. Thus far, this exodus 
has been well managed, with no pressure on the FX rates, while 

FX reserves remain untouched at USD 44.3bn. The banking 
system has absorbed the impact, with net foreign assets falling 
from USD 20.5bn in April (peak) to USD 15.7bn in July. At this 
pace, we expect foreign holdings to become an insignificant 
source of funding in the next 6-12 months, which should allow 
ECB to set its interest rates almost independent from FOMC.

Currency risk
The Egypt Pound (EGP) has depreciated by 2% against the 
dollar since the start of the Summer and a gradual – albeit 
relatively slow – depreciation of the EGP is becoming likely as 
runaway inflation has reduced the benefits of the devaluation. 
Moreover, some adjustments may be needed to remain competitive, 
particularly compared to the Turkish Lira, which has fallen by 
almost 40% over the course of the last few months. 

While the EGP/USD is likely to hover around 18 by year-end, a 
5-7% depreciation per annum could be expected thereafter 
based on the structural inflation differential with its key trading 
partners. But this depreciation needs to be very contained as 
stable local currency is key to continue attracting foreign inflows. 

While a more bearish scenario cannot be ruled out, we note 
that the CBE (Central Bank of Egypt) has ample munition to 
intervene in the Forex market (reserves currently stands at 
c8.6x of imports). FX reserves are likely to be topped up by 
another IMF loan of USD 2bn over two more phases as part of 
the USD 12bn Extended Arrangement and if need be support 
from the GCC (KSA, UAE and Kuwait).

Although the CBE plans to continue to refrain from interventions 
in the interbank FX market, and while the IMF may caution 
against this, one of the mandate of the CBE is to mitigate 
disorderly conditions, and we see the current net international 
reserves cushion providing a buffer for any action. 

Inflation, fiscal balance and debt
The reform program has also helped to reduce inflation which 
now stands at roughly 14%, falling from a 29.6% average in 
2017. We note however that the path of moderation in 
inflationary pressures reversed in August as inflation accelerated 
to 14.2% year-on-year, up from the 13.5% recorded in July. 

Indeed, higher oil prices are adding to inflationary pressure and 
this is most likely going to be the case for 2019.  If the rise is 
fully absorbed by prices at the fuel pumps, this would add 2% 
to next year’s inflation. However, should oil prices continue to 
drop (they have already decreased by -20% from peak), this 
should lend support to the resumption of “dovish” monetary 
policy by early 2019. 

The rise in energy prices is also placing additional strain on 
Egypt’s overall budget deficit, with every USD 10 per barrel 
adding roughly EGP 40bn to the overall budget deficit 
(equivalent to circa 0.9% of GDP). Fiscal deficit is already under 
more pressure from debt servicing with rates staying higher. 
With T-bills being 45% of outstanding bonds, every 100bps 
increases the total deficit by 0.4ppt on higher debt servicing 
costs, and Egypt will need to adhere to a small primary budget 
surplus (i.e. excluding servicing of existing debt). 

Having said that, Debt/GDP should be on its way down 
irrespectively, thanks to the high nominal GDP growth. The 
debt/GDP ratio is expected to fall from 91% June 2018 to 
81% by June 2020.
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Monetary policy & bond yields
The Egypt Pound (EGP) has depreciated by 2% against the 
dollar since the start of the Summer and a gradual – albeit relatively 
slow – depreciation of the EGP is becoming likely as runaway 
inflation has reduced the benefits of the devaluation. Moreover, 
some adjustments may be needed to remain competitive, 
particularly compared to the Turkish Lira, which has fallen by 
almost 40% over the course of the last few months. 

While the EGP/USD is likely to hover around 18 by year-end, a 
5-7% depreciation per annum could be expected thereafter 
based on the structural inflation differential with its key trading 
partners. But this depreciation needs to be very contained as 
stable local currency is key to continue attracting foreign inflows. 

While a more bearish scenario cannot be ruled out, we note 
that the CBE (Central Bank of Egypt) has ample munition to 
intervene in the Forex market (reserves currently stands at 
c8.6x of imports). FX reserves are likely to be topped up by 
another IMF loan of USD 2bn over two more phases as part of 
the USD 12bn Extended Arrangement and if need be support 
from the GCC (KSA, UAE and Kuwait).

Although the CBE plans to continue to refrain from interventions 
in the interbank FX market, and while the IMF may caution 
against this, one of the mandate of the CBE is to mitigate 
disorderly conditions, and we see the current net international 
reserves cushion providing a buffer for any action. 

As we write this piece, the reading for October has just 
came in. Headline inflation accelerated for the third 
consecutive month reaching 17.7% y/y (vs. 16% in 
September). The rise however is driven by volatile fruit 
prices which is a seasonal factor - higher education 
prices, which changes once every year in October (the 
beginning of school season). Monthly food inflation, 
excluding fruit and vegetables, stood at a benign 0.2%. 
Similarly, excluding education, monthly non-food 
inflation is only 0.2%. Core inflation, which excludes 
fruit and vegetables, as well as regulated items – saw 
a notable slowdown, reaching high single-digits for 
the first time in more than two years.
Thus, while the headline number is well above Central 
Bank’s announced target of 13% +/-3%, in our base 
scenario, we still expect the MPC to leave policy rates 
unchanged at this month’s meeting. Nevertheless, we 
do not rule out the possibility of a hike in fact we see 
a higher probability (then earlier), since monetary 
policy continues to be driven by inflation targeting.
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Political Stability
In 2011, the army deposed longtime President Hosni Mubarak 
after the Arab Spring protests. The ensuing political instability 
included dissolution of parliament in 2012, recurring street 
demonstrations, and an army coup that ousted the unpopular 
government of Mohamed Morsi of the Muslim Brotherhood’s 
Freedom and Justice Party in 2013. Under a new constitution, 
current President Abdel Fattah el-Sisi was elected for a four-
year term and then reelected in May 2018.  

Under president Abdel Fattah El Sisi, the political and economic 

situation has improved significantly. The country is undergoing 
major governmental transformation in the aftermath of the 
2011 revolution. Presidential and parliamentary elections in recent 
years have served to stabilize the country politically, reforming 
the constitution and the responsibilities and scope of Egypt’s 
leading institutions. Going forward, lower inflation and more 
jobs are critical for political stability in Egypt which is not a 
market you can buy and forget. A permanent monitoring of 
the macro and political situation is thus needed. 

The natural gas field opportunity

Discovered in August 2015, Zohr is often described as a “supergiant” field 
because it has estimated reserves of about 30 trillion cubic feet, equal to the 
reserves of Israel and Oman combined, making it the largest gas discovery in 
the Mediterranean Sea. The field covers an area of about 100 square kilometers.
Previously, Egypt had sufficient supplies to export gas by 
pipeline to Jordan and Israel. Gas shortages began after the 
2011 uprising against then president Hosni Mubarak. The 
ensuing political struggles scared off tourists and investors, 
provoking a drop in foreign currency reserves. The North 
African nation had to give up gas exports in 2014 to meet 
local demand. Sporadic sabotage of its pipeline in the Sinai 
Desert by Islamist militants also throttled exports. Repeated 

power cuts, especially during the summer months, fueled 
anger against Muslim Brotherhood President Mohamed 
Morsi, who was toppled by the army in July 2013.

Zohr’s output is enough to cover the gap between Egypt’s 
total gas consumption, which stood at 4.9 billion cubic feet 
per day in 2016, and its total daily production of 4 billion 
cubic feet, according to data from the BP statistical review. 

Divergence between headline and core* inflation, with the latter recording single-digits, clearly show a 
relatively benign overall inflation environment.
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Consumption outstripped production in 2015 reversing a 
trend of more than a decade. Egypt now imports liquefied 
natural gas, or LNG, at high costs to meet its energy needs. It 
first purchased the fuel in 2013.

Lower oil prices will help the domestic economy, while gas 

exports will help the trade and current account balances.
Currently, Eygpt’s natural gas exploitation is geared to a 
hungry domestic energy market. For instance, more than 
three-quarters of the country’s energy comes from gas-fired 
plants and power consumption was up 14 percent in 2017.

In late June 2018, it was reported that a massive natural gas 
field, Noor, was discovered by Eni, Italy’s major energy 
company, off the coast of North Sinai. Although the initial 
claims of Noor’s size could be overstated (as an exploratory 
well is not expected to be completed until August), there is a 
likelihood that Egypt’s offshore gas potential is substantial, 
perhaps game-changing. The estimate of Noor is 90 trillion 
cubic feet (tcf) of proven reserves, which would take the 
country’s proven reserves from 65.2 tcf (in 2016 according to 
British Petroleum) to 155.2 tcf, which would put it on a par 
with Algeria and Nigeria, but still behind gas giants Qatar, 
Iran, Russia and the United States. Combined with the earlier 
discovery of the Zohr gas field in 2015, Egypt is expected to 
once again return to being a net gas exporter in 2019.

Egyptian minister of petroleum Tarek El Molla stated that 
Egypt could stop importing LNG in the next couple of months. 

This is largely based on the overall success of Egypt’s current 
offshore and onshore gas projects, such as Zohr. Other gas 
projects are also expected to come onstream in 2019. With an 
expected windfall of gas exports, combined with an increased 
international interest in oil and gas, projected to attract $10 
billion in 2018 and 2019, the country is heading for a revival.

Egypt has developed the infrastructure for gas: it has two 
liquefaction terminals built along the northern coast. This is 
critical infrastructure for the transformation of gas into liquid, 
which can then be shipped. While this is a major positive for 
Egypt in developing its natural gas business, it also could 
potentially complicate Eastern Mediterranean energy politics. 
In February 2018, a $15 billion agreement was put in place 
between Israeli gas exporters and an Egyptian company, 
Dolphinus, which allow Israel to use Egypt’s liquefaction 
plants.  

Egypt Natural Gas field opportunities (source: The Economist)
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With an expected windfall of gas exports, combined 
with an increased international interest in oil and gas, 
projected to attract $10 billion in 2018 and 2019, 
Egypt is heading for a revival.

Perspectives - November 2018  |  39



MIDDLE EAST EQUITIES

Three years later, the political situation has stabilized, and 
visitors are returning to Egypt. There were 8.3 million tourists 
in 2017, and the 2018 numbers look even more promising. 

Tourism is finally recovering across Egypt, helped by cheaper 
prices and an improved security situation. Thorough security 
improvements overseen by the United Kingdom have been 
across Egypt’s airports. The Government has been offering 
incentives and reducing levies for airlines and tour operators 
to bring more tourists into the country.

Room rates are on the rise, bookings are up and tourists are 
spending more in an industry that is an important foreign 
exchange earner for the government. The Ministry of Tourism 

reported a 77 percent increase in income and 41 percent 
increase in hotel occupancy in the first quarter of 2018.

Tourism industry analysts STR also reported a healthy rise in 
room occupancy rates this year. Occupancy has gradually 
grown through 2018. In the Red Sea resorts, occupancy in 
2017 was languishing at between 31% in January to 44% in 
August. This year there was 45% occupancy in January, rising 
steadily to 56% percent in August. 

All this has been happening despite that direct flights from 
places like Russia to Sharm El-Sheikh are yet to resume.  
Russian and British tourists capture the largest portion of 
tourist inflows to Egypt. 

Egypt tourist arrivals (Source: Thomas Reuters Datastream, Central Bank of Egypt. ©FT)

The tourism sector wild-card
Tourism in Egypt hit an all-time high in 2010 at 14.7 million 
visitors (for perspective, Paris had 8.2 million tourists in the 
same year.) In the years that follow the Arab Spring uprising 
in 2011, arrivals dwindled. The failed revolution and the 
military’s violent reassertion of power dampened growth in 
the sector, sent tourists to other destinations and turned 
luxury resorts into abandoned ‘ghost hotels’.

The tourism industry took another hit in 2015, when a 

chartered Russian plane crashed in the Sinai Peninsula in a 
purported terrorist attack.  The attack, claimed by an Egyptian 
affiliate of the Islamic State group, killed all 224 passengers 
and staff on board. Russia — who sends the bulk of its 
tourists to warm coastal resorts — promptly cancelled direct 
flights to Egypt, along with many other European countries 
stopping charter flights to Red Sea airports. The following 
year, tourism fell to its lowest number in years: 4.8 million.

Room rates are on the rise, bookings are up 
and tourists are spending more in an industry 
that is an important foreign exchange earner 
for the government. 
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Earnings and valuations
Egypt has posted the strongest earnings growth in MENA so 
far in 2018 and this is expected to continue as capacity 
utilization picks up. The trailing earnings of EGX30 names are 
up 35% y/y in EGP terms from 2016 levels. Consensus 
expects 14% EPS growth for EGX30 in 2018 and 16% in 

2019. The market is trading at 9.8x 12m forward earnings, 
which is at a discount to MENA, Emerging Markets, Frontier 
Markets, and this despite offering one of the strongest 
growth profiles. The Forward P/E is also 11% below its long-
term average (see chart below). 

EGX30 index forward P/E versus long-term average (Source: Bloomberg, Arqaam Capital Research)

Egypt has posted the 
strongest earnings growth in 
MENA so far in 2018 and this 
is expected to continue as 
capacity utilization picks up.
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We would also like to 
highlight that Egypt 
Market capitalization 
to GDP stands at 20% 
vs an EM average of 
70%. IPOs and 

privatization efforts could bring more 
inflows into equities and improve the 
float size and liquidity in the market. 
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Egypt Market Cap to GDP currently stands at 20%

140

120

100

80

60

40

20

0

100%

80%

60%

40%

20%

0%
Dec

2003
Dec

2004
Dec

2005
Dec

2006
Dec

2007
Dec

2008
Dec

2009
Dec

2010
Dec

2011
Dec

2012
Dec

2013
Dec

2014
Dec

2015
Dec

2016
Dec

2017
Dec

2018

Mcap USDbn (LHS) Mcap/GDP (%, RHS)

42  |  Perspectives - November 2018



Furthermore, even though the EGX30 Index has delivered 62% return in 
local currency terms since devaluation, it still is 20% lower in USD terms.
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Conclusion & Investment Strategy:
Supported by broad reforms and with multiple catalysts ahead 
(stable or falling interest rates, continued recovery in tourism, 
increased gas output), Egypt markets have to potential to 
deliver healthy returns.

While certain domestic issues can partly justify the recent 
plunge of the Egyptian stock market, we believe that most of 
the weakness can be explained by the broad sell-off which 
have been taking place within Emerging equity and currency 

markets. This indiscriminate bear market has created some 
very attractive alpha opportunities, which lead us to increase 
our overweight stance on Egypt. 

However, selection remains key. At this stage, we focus on 
industrial companies which are infrastructure related. Over 
the coming months, we might shift to consumer stocks if 
salaries catch up.

We believe that most of the weakness can be 
explained by the broad sell-off which have 
been taking place within Emerging equity and 
currency markets. This indiscriminate bear 
market has created some very attractive 
alpha opportunities, which lead us to increase 
our overweight stance on Egypt.

Indexed performance of the EGX 30 (in EGP) and the EGX (in USD) since November 2016 - base 100

Perspectives - November 2018  |  43



FINAL WORDS

FINAL WORDS

As highlighted in this 20th edition of Perspectives, the world economy is moving away from a sole reliance 
on monetary policy into the reflation phase of the economic cycle. This “new normal” implies higher volatility 
in both the economy and in asset prices. In this context, investors need to become more tactical and selective. 
They also need to use volatility at their own advantage, i.e. sell on strength and buy in weakness rather of the 
other way around. 

This is precisely our mission at Al Mal: help 
our clients position their portfolio according 
to the business cycle but also provide them 
with the best alpha opportunities in regions 
and markets where inefficiencies can still 
be exploited.
As mentioned by a famous Athenian statesman more than 2,500 years ago, the most important thing 
is not to predict the future but get ready for it. 

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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