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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.

Welcome to the fifteenth edition of Perspectives. 

To paraphrase a former hedge fund manager, there is always a bull market somewhere. So far, 2018 is no 
exception to this rule. While global equities and bonds are still in the red on a year-to-date basis, Middle East 
equity indices and global commodities markets have been roaring. In this publication, we use the concept of 
an investment clock as a way of relating the economic cycle to asset and sector allocation. Recent news flow 
and market action seem to indicate that the clock is ticking. This could imply an important rotation where 
previous underperformers start to become the new market leaders.

In these times of uncertainties, we also find it useful to look back at some key portfolio construction principles 
– a topic we cover in the second section of this publication. We then move to what is at the core of what we 
do; identifying implementable investment ideas for our clients. The Hot topic of the month is on Commodities 
where a perfect storm might be brewing. The last sections are dedicated to our regional markets. We attempt 
answering two key questions coming from our clients. First, is there any “juice” left in the Saudi equities after 
their strong run? Second, with the DFM index trading at its lowest point since February 2016, are Dubai 
stocks cheap enough?    

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.

While global equities and bonds are still 
in the red on a year-to-date basis, 
Middle East equity indices and global 
commodities markets have been roaring.
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April in review
As highlighted in our last edition of Perspectives, volatility 
returned with a vengeance in the first quarter of 2018 and 
this story persisted through much of April. Geopolitical 
headlines continued to play a significant role in unsettling 
investors, particularly the prospect of a “trade war” between 
the US and China alongside an escalation of tensions       
between the US and Russia. Coupled with uncertainty over 
the role of Iran in the international community, oil price          
rose 7% over the month and is now up 10% since the start 
of the year.  The International Energy Agency announced that 

the excess oil inventories that had kept prices low have now 
disappeared thanks to the production cuts put in place by the 
OPEC and the strength of global oil demand. According to 
consensus estimates the oil price could rise further, also 
boosted by the prospect of sanctions on Iran – more on this 
in a dedicated section. Oil is the top performing asset class 
year-to-date (up 10% – see table below) while commodities 
(+6%) has been outperforming both equities and fixed 
income since the start of the year. 

Oil is the top performing asset
year-to-date (up +10%) while commodities 
(+6%) have been outperforming both 
equities and fixed income since the start 
of the year

Selected asset classes performance year-to-date (as of the end of April 2018)
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The perception that inflationary risks are starting to build put 
pressure on global bond prices and the US 10-year Treasury 
yield briefly touched 3% for the first time in over four years. 
The rise in bond yields took place despite some signs that the 
global synchronized recovery – which proved so fertile for asset 
markets in 2017 – has appeared to falter in recent months as 
survey data has pointed to a slowdown in many parts of Europe. 
On a year-to-date basis, most fixed income segments are 
exhibiting negative returns as of the end of April and the long 
duration (20 years+ US Treasuries) is now deep in the red. 

Despite the risks related to trade restrictions, geopolitical noise 
and expectations of tighter monetary policy, global equity 
markets remain on track thanks to signs that the global 
economy continues to expand, inflation is only rising gradually 
and earnings growth is healthy. 

Indeed, earnings season looks to be exceeding expectations - 
particularly in the US. In the end, the stronger earnings 
momentum was enough to push developed market equities 
higher over the month, but the year-to-date performance for 

both US equities and International ex-US equities remain 
slightly negative year to date. 

What has likely made recent months more challenging for many 
equity investors is that the traditional defensive groups have 
done very little to offer any meaningful relative advantage. 
Looking at the US market, it is interesting to see that while the 
S&P 500 index is off about -1%  for the year, it is outperforming 
sectors such as Utilities (down -2.3% year-to-date),  REITs 
(down -6.5%), Telecom (down -10.7%), and Consumer Staples 
(-11.9%). Conversely, groups like Small-caps or Banks beat the 
S&P which is in some way a rather positive message. If we 
would be in a more serious situation, we’d expect bond yields 
lower and defensive to work, neither of which has happened yet. 

The change of sector and style leadership seems to be a global 
phenomenon. As shown below, it seems that “Value” sectors are 
starting to outperform “Growth” sectors, which is something we 
expect to happen as highlighted in our Global 2018 outlook.

MSCI world ex-US (top quadrant) and MSCI World ex-US Value relative to Growth 

ACWI Ex. US - Value Relative to Growth

Early... but global
Value is starting to

outperform
Growth again.

MSCI ACWI Ex. US
50 & 200 Day MA
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What you would have missed by following the “Sell in May” Rule in 2013-2017

Looking at Emerging markets, the MSCI EM index equities have 
returned 2.0% since the beginning of the year. The large weight 
of Technology (27%) within Emerging markets and the fact 
that China Tech stocks have been correcting in sympathy with 
the US “FANGs” explain part of recent EM weakness. 

Since the start of the year, strength within emerging markets 
have been coming from commodity-exporting regions such as 
Latin America or GCC countries. The best performing emerging 
regional index is the S&P Pan Arab index with a year to date 
gain of +9.7%. We continue to find meaningful opportunities in 
our region – see dedicated sections.

On the currency front, we note that the dollar has been 
strengthening last month. It has been a broad move, including 
the EURUSD which has cooled to 1.20.  The firming of the 
dollar is happening amid a clear growth slowdown in major 
developed-market alternatives, notably the U.K. and Europe. 
We also note that the rise in U.S. yields has been significant 
enough to start attracting unhedged inflows into Treasuries. 
Indeed, the dollar offers the highest FX-implied carry of G-10 

currencies and this is hard to ignore.

The direction of the dollar is obviously important to monitor to 
several extents. While the dollar has probably been weaker than 
most expected, it has been fluctuating within a trading range of 
1.05-1.25 against euro for more than 3 years. However, should 
the dollar weakens meaningfully, it could have some negative 
consequences on the US economic cycle. A much weaker dollar 
would indeed imply that foreign investors are not funding the 
U.S. deficit, which would then be funded internally. That, in 
turn, would imply that the U.S. savings rate would have to go 
up, and this would happen mainly through higher U.S. wages. In 
that case, inflation will accelerate and interest rates will climb, 
potentially killing the cycle. 

On the other hand, a strengthening of the dollar would affect 
some US exporters. It could also have some negative consequences 
on Emerging markets especially those who are dollar-pegged. 
On the positive side, a strong dollar would also become a 
tailwind for European and Japanese equities – both markets 
have been underperforming the U.S. since the start of the year. 

Sell in May and go way? 
Coming back to equity markets, May is here, and the debate 
about whether to heed the “Sell in May” adage is as sharp as 
ever. The “Sell-in-May” pattern, also known as the 1-year 
cycle, is one of the most well-known calendar effects. It holds 
that investors can outperform a simple buy-and-hold strategy 
by selling stocks at the beginning of May and buying them 
back at the beginning of November. 

This pattern has been very heavily tested and most of these 

rigorous empirical analysis seem to indicate that the effect is 
a true and persistent investment anomaly. 

That being said, this pattern has become a little muddled over 
the recent years. As shown below, investors who would have 
exited the Dow Jones during the May to November period 
over the last few years would have missed a decent part of the 
stock market rally.  
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Historically, 
the market 
hasn’t made 
much 
progress until 
October in 
mid-term 
election years

We’re about 
here

CROSS-ASSETS

So should investors sell in May and go away this year?
As shown on the previous page, relying on such historical 
analysis can lead to misleading investment decisions. However, 
investors willing to rely on market cycle analysis to time their 
market exposure might be well inspired to look at the typical 

pattern during a US mid-term election year. As shown on the 
chart below, the market hasn’t made much progress until 
October in mid-term election years. But the last 3 months of 
the year have historically been very strong.

S&P 500 Average Performance during Midterm election years (source: Strategas)
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Market cycle analysis 
is one school of 
thought and as 
mentioned above, they 
do have failures and 
have decreasing 
success rates over long 
periods of time. So 
let’s now go back to 
macro fundamentals 
and the current 
business cycle.
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The investment clock (source: Al Mal Capital)

CROSS-ASSETS
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The “Investment clock” is ticking
Over the intermediate term, the performance of the main asset 
classes, sub asset classes and sectors is driven largely by cyclical 
factors tied to the state of the economy—such as corporate 
earnings, interest rates, and inflation. The business cycle, which 
encompasses the cyclical fluctuations in an economy over many 
months or a few years, can therefore be a critical determinant 
of asset market returns and the relative performance of various 
asset classes.

Every business cycle is different in its own way, but certain 
patterns have tended to repeat themselves over time. From 
that perspective, the concept of using an “investment clock” to 

illustrate the cyclical nature of the economy with various 
investments positioned where they are most attractive can be a 
useful guide for asset allocators. 

The premise of the Investment clock (see chart below) is that 
the economy follows periods of expansion and contraction, 
overheating then cooling off, with inflation picking up and then 
falling away after growth slows. Each of the four phases of the 
cycle favors a particular asset class, sub-asset classes and 
sectors. Tracking the movement through each of the clock’s 
quadrants - Reflation, Recovery, Overheat and Stagflation - can 
guide rotation across assets and sectors.

The clock’s horizontal axis, left to right measures inflation while its vertical axis indicates economic growth. In simple terms, the 
economic cycle moves through waves; from prosperity to decline, with central banks inflating or deflating monetary policy as a 
means of stabilizing activity within the economy.
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Investment conclusion
As already mentioned in our Q2 outlook, the overall 
picture for risk assets seems more complicated in 2018 
than last year. On one hand, global growth is in a very 
decent shape, earnings momentum remains strong, 
overoptimistic sentiment and exaggerated valuation 
levels got corrected recently. On the other hand, central 
banks are becoming more hawkish and it might take 
some time for the market to digest the changes of fiscal 
and trade policies to be implemented by Washington. We 

thus expect volatility to stay in the coming months and 
the performance for equity markets to be back-end 
loaded.

That being said, there are relative value opportunities to 
be seized. We might be in the midst of an important 
asset allocation shift where previous underperformers 
(commodities, cyclical sectors, Financials, etc.) start to 
become the new market leaders. 

Where do we stand?

With global growth accelerating and inflation still below inflation target, we 
do believe that we are still in the “recovery” phase of the business cycle. Indeed, 
one of the great mysteries of the current expansion is that even with strong 
economic performance, inflation has been very slow to respond. Many have 
even questioned the Phillips curve, a fundamental construct of macroeconomics 
and central banking: when an economy is strong, it will over time generate 
inflationary pressures. 

The solid-growth, low-inflation mix has allowed the Fed to keep 
monetary policy very accommodative and to raise rates only 
gradually the last few quarters, even as unemployment has 
fallen to near-record lows. That environment has underpinned 
very strong financial market performance, with the clock 
gradually moving from “reflation” to “recovery”. 

During the “recovery” phase (2009-2016), bonds and defensive 
/ interest-rate sensitive sectors within equities have been 
performing very well. More recently (2017), equities and in 
particular cyclical sectors such as Technology, Industrials, 
Financials and Consumer Discretionary have been picking up 
from a relative performance point of view. Within fixed income, 
corporate bonds have been outperforming government bonds. 
Last but not least, Industrial metals were very strong last year.  

Fast forward to Q2 2018, asset allocators have been paying 
great attention to the trajectory of inflation to figure out if we 
are still in the recovery phase of the business cycle or if they 
need to tilt portfolios towards the “overheat” quadrant – a 
context more favorable to commodities, real assets and “late-
cycle” equity sectors such as Materials & Energy. 

Indeed, we are now starting to see more evidences of higher 
inflation going forward. First, commodities prices have been 

recovering across the board (see dedicated section). For the 
first time in a decade, the global economy output gap (the 
difference between the actual output of an economy and its 
maximum potential output) has closed. Last but not least, the 
US employment cost index (ECI) reached 2.7% in March. While 
the 1990-2000 time period was characterized by disinflation, we 
might be near to enter a “overheat” phase where inflation would 
come back with a vengeance. And there are various reasons for 
this: Fiscal stimulus in the US at a time where global monetary 
policies remain accommodative, the rise of protectionism, lagging 
effects of capital misallocation, ageing demographics, etc. 

From our point of view, it is key to not over-react to this 
progressive rise of inflation. Indeed, inflation is turning up from 
low levels and there are also some structural reasons for 
inflation to not run away (e.g massive global indebtedness, 
“Amazon effect”, etc.). That being said, it is key to acknowledge 
that inflation is going higher and to position portfolios 
accordingly as the asset allocation shift is likely more important 
than the inflation itself. Another important dimension is the 
fact that the portfolio hedges which have worked well during 
the reflation and recovery phases (e.g. long US Treasuries) 
might not be effective once we move into the “overheat” stage 
of the business cycle. 
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Principle #1: Create clear, appropriate investment goals
Why you should have a plan

Like many things in life, goal setting is paramount to your 
success. Without a clear investment plan, investors often build 
their portfolios bottom-up, focusing on investments line by line 
rather than on how the portfolio as a whole is serving the objective. 

Indeed, many investors — both individuals and institutions — 
are driven by the performance of the broad stock market, 
increasing stock exposure during bull markets and reducing it 
during bear markets, a behavior known as “buy high, sell low” 
which mirror what appears to be an emotional response — fear 
or greed — rather than a rational one. Not only do investors in 
aggregate allow their portfolios to drift with the markets, but 
they also tend to move cash between stock and bond 
investments in patterns that coincide with recent performance 
of the equity market. 

For example, from 1993 to the market peak in March 2000, 
investors’ allocation to stock funds nearly doubled, and in the 
two years preceding that peak, as the market climbed 41%, 
investors poured nearly $400 billion into stock funds. 
Unfortunately, the stock market then reversed rather 
dramatically and returned -23% over the next two years.

The same applies to mutual fund investing where a behavior 
known as “fund collecting” often takes place: in this process, 
investors evaluate a particular fund and if it seems attractive, 
they buy it, often without thinking about how or where it may 
fit within the overall allocation. While paying close attention to 
each investment may seem logical, this process can lead to an 
assemblage of holdings that doesn’t serve the investor’s 
ultimate needs. 

As a result, the portfolio may end up being concentrated in some 
specific markets and sectors, or it may have so many holdings 
that portfolio oversight becomes onerous and diversification 
useless. Most often, investors are led into traps such as. 

Performance-chasing or reacting to market “noise” are typically 
what push them into such portfolio construction mistakes. 

Defining the goal and constraints

A sound investment plan — or policy statement, for institutions 
— begins by defining the investor’s objectives and constraints. 
Outlining these elements is essential because the plan needs to 
fit the investor; copying other strategies can prove unwise. 
Because most objectives are long-term, the plan should be 
designed for any type of market environment while being 
flexible enough to adjust for unexpected events along the way. 

Most investment goals are straightforward — preserving assets, 
grow capital, etc. Constraints, on the other hand, can be either 
simple or complex, depending on the investor and the situation. 
The primary constraint in meeting any objective is the investor’s 
tolerance for market risk. Importantly, risk and potential return 
are generally related, in that the desire for greater return will 
require taking on greater exposure to market risk.

In most cases, the investment time horizon is another key 
constraint; for example, a sovereign wealth fund with a 
theoretically infinite horizon might take some risks that would 
be unwise for investors looking to fund their kids’ education. 

Other constraints can include liquidity requirements, legal 
issues, or unique factors such as a desire to avoid certain 
investments entirely. Because constraints may change over 
time, they should be closely monitored.

A sound investment plan can help the investor to avoid altering 
his or her asset allocation for irrational reasons. We believe 
investors should employ their time and effort up front, on the 
plan, rather than in ongoing evaluation of each new idea that hits 
the headlines. This simple step can pay off tremendously in helping 
them stay on the path toward their ultimate financial goals.

As mentioned in the cross-assets section of Perspectives, this year is expected to be more 
complicated and volatile for risk assets than 2017. We believe that it is during times of 
uncertainties that investors need to focus on things which are within their control. 

Indeed, too many focus on the markets, the economy or the performance of an individual 
security. By doing so, they overlook the fundamental investing principles that can give 
them the best chance of success.

In one of its white paper, Vanguard, the largest provider of mutual funds in the world, 
shared with investors what they see as the four principles for investing success. We see 
them as timeless guides for investment decision and would like to highlight some of their   
key tenets.  
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PORTFOLIO CONSTRUCTION

Principle #2: Develop a suitable asset allocation using broadly diversified funds
The importance of asset allocation

When building a portfolio to meet a specific objective, it is critical 
to select a combination of assets that offers the best chance 
for meeting that objective, subject to the investor’s constraints. 
The mixture of those assets will determine both the returns 

and the variability of returns for the aggregate portfolio.

In a well-known white paper, Wallick et al. (2012) showed     
that the asset allocation decision was responsible for 88%           
of a diversified portfolio’s return patterns over time (see           
chart below).

Investment outcomes are largely determined by the long-term mixture of assets in a portfolio

Security selection and market-timing 12%

Percentage of a
portfolio’s movements
over time explained by:

Asset allocation 88%
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The mixture of assets defines the spectrum of returns (source: Vanguard)

The chart below shows a simple example of this relationship using 
two asset classes – U.S. stocks and U.S. bonds – to demonstrate 
the impact of asset allocation on both returns and the variability 
of returns. The middle numbers in the chart show the average 
yearly return between 1926 and 2013 for various combinations 

of stocks and bonds. The bars represent the best and worst 
one-year returns. Although this example covers an unusual 
extended holding period, it shows why an investor whose portfolio 
is 20% allocated to U.S. stocks might expect a very different 
outcome from an investor with 80% allocated to U.S. stocks.
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An individual who remained invested for the 
entire time period would have accumulated 
$400,768 while an investor who missed just five 
of the top performing days during that period 
would have accumulated only $265,866

Stocks are risky - and so is avoiding them

Stocks are by nature more volatile than investments such as bonds 
or cash instruments. The previous chart demonstrates the 
short-term risk of owning stocks: even a portfolio with only half 
its assets in stocks would have lost more than 20% of its 
overall value in at least one year. So why not simply minimize 
the possibility of loss and allocate the whole portfolio to low-
risk investments? Because the attempt to avoid market volatility 
associated with equities by investing in more stable, but lower-
returning, assets such as Treasury bills can expose a portfolio to 
other, longer-term risks.

One such risk is “opportunity cost,” more commonly known as 
shortfall risk: because the portfolio lacks investments that carry 
higher potential return, it may not achieve growth sufficient to 
finance ambitious goals over the long term. 

Another risk is inflation: the portfolio may not grow as fast as 
prices rise, so that the investor loses purchasing power over time. 
For longer-term goals, inflation can be particularly damaging, as 

its effects compound over long time horizons. For example, 
Bennyhoff (2009) showed that over a 30-year horizon, an average 
inflation rate of 3% would reduce a portfolio’s purchasing power 
by more than 50%. For investors with longer time horizons, 
inflation risks may actually outweigh market risks, often 
necessitating a sizable allocation to investments such as stocks.

Another temptation for investors is to get the “best of two 
worlds” by allocating into stocks but only at times where the 
risk/reward seems compelling enough. Alas, this is a very risky 
strategy with little chance of success. Indeed, missing the top-
performing days can dramatically hurt your return over a long-
time horizon. The chart below courtesy from Blackrock shows 
how a hypothetical $100,000 investment would have been 
affected by missing the market’s top performing days over the 
20-year period from January 1, 1998 to December 31, 2017. 
For example, an individual who remained invested for the entire 
time period would have accumulated $400,768 while an 
investor who missed just five of the top performing days during  
that period would have accumulated only $265,866.  

Missing top-performing days can hurt your return – see below various outcome for a hypothetical 
investment of $100,000 in the S&P 500 index over the last 20 years (1998-2017)
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In 2008, the S&P 
500 Index 
returned –37%. 
However, a decent 
number of “blue 
chips” went down 
more than -90%

PORTFOLIO CONSTRUCTION

Use reasonable assumptions when choosing the asset 
allocation

Just as important as the combination of assets that are used to 
construct a portfolio are the assumptions that are used to 
arrive at the asset allocation decision, i.e. realistic expectations 
for both returns and volatility of returns should be used. 

Long-term historical data may serve as a guide, but investors 
must keep in mind that markets are cyclical and it is unrealistic 
to use static return assumptions. History does not repeat, and 
the market conditions at a particular point in time can have an 
important influence on an investor’s returns. 

For example, over the history of the capital markets since 1926, 
U.S. stocks returned an average of 10.2% annually and U.S. 
bonds 5.5%. For this 87-year period, a half-stock, half-bond 
portfolio would have returned 8.3% a year on average if it 
matched the markets’ return. Contrast that with the period 
from 2000 through 2013, when U.S. stocks provided a 4.3% 
average return and U.S. bonds 5.7%; then the same balanced 
portfolio would have averaged 5.6% a year.

In practice, investors will always need to decide how to apply 
historical experiences to current market expectations. 
Particularly for bonds, recent market developments suggest 
that returns may be lower than what many investors have 
grown accustomed to. The implication is that investors may 
need to adjust their asset allocation assumptions and 
contribution/spending plans to meet a future objective that 
could previously have seemed easily achievable based on 
historical values alone.

Diversify to manage risk

Diversification is seen as the only “free-lunch” when investing. 
Diversifying across asset classes reduces a portfolio’s exposure 
to the risks common to an entire class. Diversifying within an 
asset class reduces exposure to risks associated with a particular 
company, sector, or segment.

In practice, diversification makes common sense: markets will 
often behave differently from each other – sometimes 
marginally, sometimes greatly – at any given time. Owning a 
portfolio with at least some exposure to many or all key market 
components ensures the investor of some participation in 
stronger areas while also mitigating the impact of weaker areas. 

Although broad-market diversification cannot ensure an 
investor against loss, it can help to guard against unnecessarily 
large losses. One example: in 2008, the S&P 500 Index returned 
–37%. However, a decent number of companies previously 
seen as “blue chips” (e.g. Lehman, AIG, Fannie Mae, Washington 
Mutual, etc.) went down more than -90%. They were 
concentrated in the financial sector, considered a staple in many 
dividend-focused portfolios. 

Although this example comes from the stock market, other 
asset classes and sub-classes can provide many of their own. 
It’s worth saying again that, while diversification cannot ensure 
against loss, undiversified portfolios have greater potential to 
suffer catastrophic losses.
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Principle #3: Minimize cost
Minimizing cost is a critical part of every investor’s toolkit. This 
is because in investing, there is no reason to assume that you 
get more return if you pay higher fees. Instead, every dollar paid 
for management fees or trading commissions is simply a dollar 
less earning potential return. 

The key point is that — unlike the markets — costs are 
largely controllable.

The chart below illustrates how strongly costs can affect long-
term portfolio growth. It shows the impact of expenses over a 

30-year horizon in which a hypothetical portfolio with a starting 
value of $100,000 grows an average of 6% annually. In the 
low-cost scenario, the investor pays 0.25% of assets every year, 
whereas in the high-cost scenario, the investor pays 0.90%, or 
the approximate asset-weighted average expense ratio for U.S. 
stock funds.

The potential impact on the portfolio balances over three 
decades is striking a difference of almost $100,000 (coincidentally, 
the portfolio’s starting value) between the low-cost and high-
cost scenarios.

Indexed investment strategies can actually give investors the 
opportunity to outperform higher-cost active managers — even 
though an index fund simply seeks to track a market benchmark, 
not to exceed it.

Without entering into the active versus passive debate, we 
believe that both approach has each its own merits and inherent 
drawbacks. On our side, we do not endorse one style or another. 
Rather, we define the characteristics of each approach in order 
to determine which best suits to our client needs. 

On one hand, we believe that active managers should be used 
in market segments where it has the best chances of success. 

This is for instance the case of emerging markets equities, private 
equity or real estate.  

On the other hand, when limited alpha opportunities are 
available or when the best managers available can only deliver 
average performance, passive investments are favored. 

This approach may lead to optimal portfolios that play into the 
strengths of the different investment options. Unlike what 
most of the industry is doing, we believe that investors need to 
emphasize passive management in the most efficient markets 
(e.g. government bonds) while active management should be 
favored in the less efficient asset classes (e.g. emerging markets).
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The long-term impact of investment costs on portfolio balances (source: Vanguard)
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PORTFOLIO CONSTRUCTION

Principle #4: Maintain perspective and long-term discipline
The case for discipline

Although the asset allocation decision is one of the cornerstones 
for achieving an objective, it only works if the allocation is 
adhered over time and through varying market environments.

Periodic rebalancing will be necessary to bring the portfolio 
back into line with the allocation designed for the objective. In 
a 2010 paper, Jaconetti, Kinniry, and Zilbering concluded that 
for most broadly diversified portfolios, the asset allocation 
should be checked annually or semi-annually, and the portfolio 
should be rebalanced if it has deviated more than 5 percentage 
points from the target.

Of course, deviations resulting from market movements offer 
an opportunity to revalidate the targeted asset allocation. 
However, abandoning an investment policy simply because of 
these movements can harm progress toward an objective. 

The chart below shows the impact of fleeing an asset allocation 

during a bear market for stocks. In this example, the investor 
moves out of equities at the end of December 2008. The 
portfolio escapes the stock market’s further declines in January 
and February 2009 (stocks dropped an additional 17% in 
those two months), but it also misses out on the significant bull 
market that started in March. 

Although this represents an extreme example, it also reflects a 
reality for many investors: after abandoning exposure to an 
asset class, such as stocks, inertia makes it all too easy to 
postpone the decision to “get back in.” 

It’s understandable that during the losses and uncertainties of 
a bear market in stocks, many investors will find it counterintuitive 
to rebalance by selling their best-performing assets (typically 
bonds) and committing more capital to underperforming assets 
(such as stocks). But history shows that the worst market declines 
have led to some of the best opportunities for buying stocks. 
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The importance of maintaining discipline: reacting to market volatility can jeopardize return
(source: Vanguard)

NOTE: The initial allocation for both portfolios is 42% US stocks, 18% international stocks, and 40% US bonds. The rebalanced portfolio is returned to 
this allocation at the end of each June and December. Returns for the US stock allocation are based on the Dow Jones US. Total Stock Market Index 
through April 2005 and on the MSCI US Broad MarketIndex thereafter. Returns for the international stock allocationare based on the MSCI All Country 
World Index ex USA, and returns for the bond allocation are based on the Barclays US Aggregate Bond Index.

Source: Vanguard, using data provided by Thomson Reuters Datastream.
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Ignore the temptation to alter allocations

In volatile markets, with very visible winners and losers, 
market-timing is another dangerous temptation. The appeal 
of market-timing — altering a portfolio’s asset allocation in 
response to short-term market developments — is strong. 
This is because of hindsight: an analysis of past returns 
indicates that taking advantage of market shifts could result 

in substantial rewards. However, the opportunities that are 
clear in retrospect are rarely visible in prospect.

Indeed, it is well documented that while it is possible for a 
market-timing strategy to add value from time to time, on 
average these strategies have not consistently produced 
returns exceeding market benchmarks. 

Far more dependable than the markets is a program of steady saving (or dollar-averaging). Making regular contributions to 
a portfolio, and increasing them over time, can have a surprisingly powerful impact on long-term results.

Because investing involves emotion, 
even sophisticated investors should 
stick to a long-term perspective 
and a disciplined approach. 
Abandoning a planned investment 
strategy can be costly, and research 
has shown that some of the most 
significant derailers are behavioral: 
the failure to rebalance, the allure 
of market-timing, and the 
temptation to chase performance.
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Hot Topic:     
A perfect storm 
might be 
brewing for 
Commodities 
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In our 2018 outlook, we highlighted the favorable demand vs. supply situation 
for all three major commodity sectors. The asset class has been in a bear market 
during 5 years and this has led to a massive cut in capital spending and thus 
less supply. Meanwhile, demand is improving. We then highlighted that 
commodities have never been that cheap versus the S&P 500, as shown on the 
chart below. 

Commodities have never been that cheap versus S&P 500 (source: Bloomberg)

Commodities have been outperforming 
both equities and bonds since the start 
of the year with a +6% gain

Fast forward to the end of April and it looks like commodities 
are gaining momentum especially on a relative basis. As 
mentioned in the cross-assets section, commodities have been 
outperforming both equities and bonds since the start of the 
year with a +6% gain for the S&P GSCI Commodities. But it 
was the market action in April which was as of particular 
interest. Despite a sharp recovery of the dollar and the 10-year 
US Treasury yield crossing a key level, commodities were up 
nearly 3% versus a flat performance for the S&P 500. This 
could be a sign that the outperformance of commodities versus 
equities and bonds could now start to accelerate. 

Last but not least, the asset class starts to receive a lot of 
attention from some well-known investors. For instance, Double 
Line CEO Jeff Gundlach said his favorite trade for 2018 is to be 
long commodities. Goldman’s head commodity strategist Jeff 
Currie recently wrote that the strategic case for owning 
commodities has rarely been stronger.

Below we take a closer look at the performance of commodities 
during the first part of the year. We then re-visit our bullish 
thesis on commodities and outline why a potential perfect 
storm could be brewing for the asset class in 2018.

Perspectives - May 2018  |  19



HOT TOPIC

A strong start of the year
As highlighted on the previous page, commodities are gaining 
momentum versus the decade-long rally in stocks. Still, it has 
been a mix bag for the various sectors since the start of the 

year. As shown on the table below, grains have been the best 
performer with a 10%+ return though we note they would 
need to rally another 80% to match the 2012 peak. 

Commodities sector performance year-to-date as of April 30th, 2018 (source: Bloomberg)
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ENERGY has been a positive contributor to the broad commodities index. Crude Oil is the 
leading energy performer so far in 2018. Spot-price gains and positive carry, due to rolling 
into backwardation, are boosting WTI and Brent crude oil performance (+15.5% and 
+14.5% respectively). After a mild winter, natural gas has been a drag (-7.4%). 

INDUSTRIAL METALS performance is still negative on a year to date basis but the 
segment regained some strength in April. Nickel is the best performing metal so far this 
year (+6.9%) thanks to the most favorable demand versus supply conditions in more than 
two decades. Strong demand for stainless steel, anticipation of greater consumption in 
electric vehicles, declining stockpiles and supply hiccups are price-supportive. Sanction-
driven aluminum strength was a key story in April, but metals were already pointing higher 
with or without Russia sanctions. Copper (-7.5% year-to-date) erase some of 2017 gains 
but remains above key support levels. 

One of the reason for mediocre performance by industrial metals in early 2018 has been 
weak metals demand in Q1 by China. This was due to the late Lunar New Year and the 
uncertainties created by this year’s National People’s Congress in March. Inventories of 
steel, copper, and aluminum climbed sharply in the first quarter. However, one important 
lesson we learned about China during the past year is that the overall growth target is still 
important to the government and policies are likely to remain flexible to counterbalance 
perceived risks domestically or from abroad. In fact, the PBOC recently announced an RRR 
cut to offset risks of trade tensions with the US. The politburo meeting in late April also 
signaled an easing bias while the country continues to pursue structural reforms. Higher 
frequency data have already shown demand picking up in China. Taken together, it is 
probable that the Q1 weakness is temporary which means that metals could strengthen 
for the rest of 2018.
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The strategic case for commodities

PRECIOUS METALS have been flattish with gold being in its narrowest 12-month trading 
range since 2005. The precious metal generally shines during times of dollar weakness, 
increasing inflation and bottoming stock-market volatility. The bulls await the next catalyst 
for Gold to break out its trading range on the upside. The picture is even more extreme for 
Silver. It has been about 50 years since the silver’s 12 month-trading range was this narrow, 
increasing the likelihood of a sharp rally.   

AGRICULTURE is on pace to be the surprise commodity sector in 2018. Within grains, 
Soybean-meal has been the best performer so far (+22.7%) reflecting sub-par production 
in Argentina. Wheat has been very strong as well (+18.3%). Cold and wet growing conditions 
that delayed planting of the primary Corn Belt crops (corn and soybean) are supporting 
prices. Sugar (-22.1% year-to-date) has been the main drag to performance and is now the 
most shorted commodity in the world.

While commodities has been the best performing asset class so far in 2018, most investors remain skeptical as they 
believe that commodities lack a structural catalyst like China in the 2000s.

On our side, we believe that it is still time for asset allocators to consider including some commodity exposure in their portfolios as we 
do see 4 bullish catalysts for the asset class.

Catalyst #1:  The business cycle is favorable to commodities
As outlined in the cross-asset section of this Perspectives 
edition, the global economy was operating below capacity in the 
‘reflation/early recovery’ phase for over a decade. Typically, 
commodities perform poorly when the global economy has 
slack in the system. Today, the global economy is operating near 
or above capacity and this is a much more favorable context for 
the asset class, especially if we move from the “recovery phase” 
to the “overheat phase”.

Some of the commodities bears argue that it does not make 
sense to be constructive on commodities as this stage as we are 
seeing the first signs that the global economic activity might be 
slowing. But one key aspect to keep in mind here is that in 
contrast to financial markets, commodities depend upon activity 
levels, not growth. So even if growth slows, as long as demand 
levels are above supply levels - which creates market tightness - 
commodities can still generate positive returns. 

This thesis is known as the “scarcity premium”. It is at the core of 
the late-cycle playbook for owning commodities and why 
commodities typically perform the best when other asset classes 
perform their worst, particularly in relation to inflation. When 
demand levels exceed the capacity to produce, i.e. a positive 
output gap, commodities inventories drawdown. The resulting 
inflationary pressure slows expected growth rates via higher 
interest rates, which hurts financial assets. In contrast, even if the 
growth rate of commodity demand slows, the high level of 

commodity demand continues to deplete supplies, which 
maintains the scarcity premium in commodity prices, i.e. spot 
prices trade a premium to forward prices.

The scarcity premium creates the positive carry in commodities 
as the investor buys forward at a discount, a characteristic that 
financial markets cannot possess. It is this scarcity premium that 
creates the late-cycle diversification benefits of commodities, 
particularly in relation to inflation.

In oil, the current scarcity premium is 14.7% pa, which means 
oil prices could drop by $10/bbl in and the investor still breaks 
even. This premium also explains why the oil price has been 
strong while energy stocks have been lagging: as an investor, 
wouldn’t you prefer to get a 15% per annum carry by going 
long Brent instead of buying supermajors Energy stocks which 
are paying a 4% dividend?

The key to this scarcity premium in commodities is the high levels 
of demand usually associated with a late cycle economy. 
Underscoring that this commodity market is not artificially driven 
by supply cuts from China and OPEC/Russia is the increasing 
number of commodities developing a scarcity premium. As shown 
in the chart on the next page, 13 out of 24 commodities are 
currently in backwardation. As the business cycle deepens the 
number of commodity markets creating a scarcity premium has 
increased significantly as supply chains are depleted.
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Today, the global 
economy is operating 
near or above capacity 
and this is a much 
more favorable 
context for the asset 
class, especially if we 
move from the     
“recovery phase” to 
the “overheat phase”.
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Catalyst #2: A lack of long-cycle investment
Another structural argument for going long commodities is the 
lack of long-cycle investment. Short-cycle investments in 
sectors such as technology and even shale oil and gas have 

attracted capital over the past decade at the expense of long-
cycle investments in oil and commodities (see chart below). 

Going forward, short-cycle projects are not sufficient to balance demand and commodity prices need to incent long-cycle investment.
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Catalyst #3: Depleted inventories
While supply cuts pulled forward market tightness, inventories 
are now low and demand levels significantly exceed supply 
levels. This is especially the case for oil. As rightly mentioned by 
Goldman Sachs, there is no precedent of supply from OPEC or 
any other producer overtaking demand this late in the business 
cycle to replenish inventories before a recession occurs (see chart 

below). They forecast demand levels to stay persistently above 
supply which means that the current dynamic may continue 
until such time as the negative feedback loops from surging oil 
prices send the world into a freefalling “cost-push” recession, a 
repeat of what happened in the summer of 2008, when $150 
oil was one of the catalyst to unleash the financial crisis.

There is no precedent for supply to catch demand before a recession this late in the business cycle 
(source: Goldman Sachs)
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Dollar credit to EM economies has rebounded particularly strongly in 2017 (source: Goldman Sachs)
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Catalyst #4: A Positive feedback loop for commodities
Still referring to the bullish thesis outlined above by Goldman, 
there is another development which is expected to drive 
Commodities price higher – the easing of financial conditions. 

Indeed, while higher oil prices may sap consumer demand, they 
end up easing financial conditions, as they lead to more global 
excess savings. As shown by latest BIS data, there is increasing 
evidence of an improving trend in the international dollar 

liquidity as dollar credit to Emerging Markets economies has 
rebounded particularly strongly in 2017. 

Meanwhile, as one would expect in a world of rising commodity 
prices, Emerging Markets forex reserves have begun to build 
again as a result of higher commodity prices and improvement 
in net capital flows (see chart below).
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The liquidity released due to rising commodity prices, sits at the 
center of a self-reinforcing loop (see chart below). According to 
this “3Rs” concept popularized by Goldman a year ago, the rise 
of commodity prices due to the current reflationary cycle will 

not only spur inflationary pressures but also strengthen the 
balance sheets of commodity producers as well as the financial 
strength of their lenders. These two forces combined create easier 
financial conditions which in turn will spur a re-leveraging cycle.

REFLATION

RECONVER
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CE

RELEVERAGING

Higher commodity prices

Easier financial
conditions

More credit growth,
especially in EM

EM growth accelerates,
EM FX strengthens

More commodity demand
vs limited supply growth Producers

balance sheets recover Rising inflation
pressures

Lenders balance
sheets improve

Static real rates
vs rising nominal
rates

The ‘3Rs” should push commodity prices higher (source: Goldman Sachs)

Investment Conclusion
Commodities are in an early stage recovery from what could 
prove to be a major bottom for the asset class. After a 
decade-long bull markets for stocks, it might be the time for 
asset allocators to consider some exposure to the asset 
class, especially if the business cycle shifts from the 
“reflation” to “overheat” phase. Commodities strength 

despite the dollar recovery in April, geopolitical tensions, 
sustained crude oil supply cuts, a potentially hot and dry 
North American Summer, depleted inventories, lack of long-
term investment and a potential self-reinforcing feedback 
loop are all recipe for higher commodity prices. A sustained 
dollar recovery is a key risk but looks unlikely. 

Thanks to increased credit growth, especially in 
emerging markets, growth in EM is likely to 
accelerate and EM forex should strengthen. This 
“re-convergence” is likely to push commodity 
demand higher at a time supply growth is limited, 
hence driving commodity prices even higher, and 
so on.
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A strong start of the year for Saudi equities

After a 2017 equities run in which almost every stock market across the globe 
went up, the average performance of world equity markets so far this year is 
roughly flat. But two stock exchanges have been booming unlike the rest of 
the pack: Egypt and Saudi Arabia.

MENA Equities:
Is there any 
“juice” left in 
Saudi?

As of the end of April, the Tadawul (KSA) index was up almost 
14 percent, surpassed only by Egypt, which is up 22 percent 
over the same period. Flows into Saudi markets have been very 
strong since the start of the year with USD 3 billion of inflows 
of which $162 million in the sole Blackrock Saudi ETF. 

For sure, the rise of oil price is one of the factor behind this 
rebound and the surge of foreign interest for Saudi. Indeed, 
there has historically been a strong correlation between Brent 

oil prices and Saudi equities. Let’s not forget that 85 percent of 
Saudi export is from oil while most of non-oil exports is from 
petroleum products. Moreover, the higher oil revenue helps the 
private sector and leads to greater economic confidence because 
it implies a higher level of government spending. After years of 
austerity due to the oil price crash and increasing concerns that 
the Saudis cannot continue to fund their heavily subsidized 
economy, the rally in crude has flipped the budget equation. 
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Still, the Saudi equities rebound is not just about oil, as 
Financials (39%) and Materials (31%) are the two largest 
sector weighting in the index while Energy represents less than 
1% of the index.

And as we have already highlighted in previous edition of 
Perspectives, there are various drivers behind the renewed 
interest for Middle East equities – and Saudi in particular: 1) 
Structural reforms; 2) Attractive valuations; 3) MENA to be 
part of the major equity indices; 4) Alpha opportunities (still 
inefficient markets) and; 5) an improving macro picture. 

In the case of Saudi, the market was barely a bargain as we 
entered 2018 and is now even more expensive (see later). Still, 
let’s not forget that Saudi equities have been lagging most 
emerging markets since the oil crash (from 2014 to 2017, the 
Saudi stock market had a cumulative decline of about 15% 
against a 35% gain for the MSCI Emerging Market). As a result, 
the Saudi index was trading at a discount to MSCI emerging 
markets at the end of last year. Some catch-up in performance 
was long due. 

A very strong support for the Saudi market has been the 
international visibility of Crown Prince Mohammad Bin Salman 
(MBS) who has been making the case of structural reforms 
even more apparent. Over the last few months, MBS has been 
on a world tour promoting business opportunities in the Kingdom, 

from technology to entertainment. 

But MBS and Saudi authorities also “walked the talk” by 
implementing a series of market reforms to encourage foreign 
investment and entrepreneurship. In January, Saudi regulators 
changed rules for qualified foreign institutions to allow them to 
own up to 49 percent of listed securities as the Kingdom opens 
up its stock market and plans a 5 percent sale of $2 trillion oil 
giant Aramco in 2019. IIF noted in a recent report that plans to 
privatize several state-owned enterprises beyond the Aramco 
deal, a doubling in the size of the domestic stock market and 
the trading of local currency government bonds on the Saudi 
exchange all deepen the Kingdom’s capital markets. In February 
a bankruptcy law was enacted to make the Saudi market more 
attractive to entrepreneurs and investors.

Another positive has been the news flow about potential 
inclusion of Saudi into major indices. In early April, FTSE 
declared that Saudi Arabia will be classified as a secondary 
emerging market effective March 2019. As a result, the 
Kingdom will have a 2.7 percent weighting in its main emerging 
stock benchmarks. If the 5 percent sale of Aramco shares 
happens, then the projected weight for Saudi would increase to 
4.5 percent. MSCI may also make a decision to include Saudi 
stocks in its emerging market indexes by June of this year.

After this strong run, Saudi index now trades at an aggregate Price to Earnings (P/E) multiple of 18x against a 10-year median 
P/E of 16.6x (see chart below). From this perspective, the Saudi equity market can hardly be seen as a bargain, especially when 
considering the low visibility on earnings growth.

Is it already time to take profit?

Tadawul index Price to Earnings ratio (current versus median)
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Looking “beyond the surface”, the top 20 constituents of the Tadawul index look expensive as well 
(see table below). For instance, SABIC now trades at 19x trailing earnings which is 15% higher than 
historical average. From our perspective, many of the large caps have been inflated by the index 
inclusion story and look either fairly valued or 5-10% more expensive than fair market value.

COMPANY WEIGHT IN THE INDEX P/E

AL RAJHI BANK 14.2% 14.90

SAUDI BASIC INDUSTRIES CORP 9.2% 19.72

NATIONAL COMMERCIAL BANK 5.7% 14.01

SAMBA FINANCIAL GROUP 3.5% 11.40

SAUDI TELECOM CO 3.2% 16.34

JABAL OMAR DEVELOPMENT CO 3.1% -

RIYAD BANK 2.8% 11.34

ALINMA BANK 2.8% 15.54

SAUDI ARABIAN MINING CO 2.7% 84.79

BANQUE SAUDI FRANSI 2.5% 11.17

SAVOLA GROUP/THE 2.0% 22.34

SAUDI ELECTRICITY CO 1.9% 13.64

SAUDI BRITISH BANK/THE 1.9% 12.25

DAR AL ARKAN REAL ESTATE DEVELOPME 1.9% 28.53

ARAB NATIONAL BANK 1.8% 10.26

JARIR MARKETING CO 1.8% 17.66

SAUDI KAYAN PETROCHEMICAL CO 1.7% 25.44

YANBU NATIONAL PETROCHEMICAL CO 1.7% 16.37

ALMARAI CO JSC 1.5% 29.72

NATIONAL INDUSTRIALIZATION CO 1.5% 14.66

Top 20 stocks in the Tadawul Index (weight and trailing P/E)

So is it time to take profit and decrease allocation to Saudi?
We continue to be positive in Saudi equities in the long-run for 
the reasons outlined above. But given the expensive valuation 
of the index, we prefer to stay away from some of the large caps. 

Still, we have actually been increasing our exposure to Saudi 
recently as we find some value in the mid-caps space where 
more idiosyncratic stories are playing out. 
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Idea #1: The “Saudisation” winners
“Saudisation”, officially known as Saudi nationalization scheme, 
or Nitaqat system in Arabic, is the newest policy of the Kingdom 
implemented by its Ministry of Labor, whereby Saudi companies 
and enterprises are required to fill up their workforce with Saudi 
nationals up to certain levels. As part of the Vision 2030 reforms, 
announced in 2016, reducing the number of unemployed Saudi 
nationals is a key element of the plan. Previously the private 
sector was largely dominated by expatriate workers from Pakistan, 
India, Philippines and Arab countries such as Lebanon or Egypt.

The Saudi Government took the decision to reduce 
unemployment among native Saudis, under the slogan ‘Let’s Put 
the Saudi in Saudisation’. Companies which “fail to comply” with 
Saudisation regulations have been warned that they “will not be 
awarded government contracts”. 

From the above, it is now becoming clear that some companies 
will not not able to cope with Saudisation and will thus either exit 
the business or be forced to consolidate. We thus believe that 
companies which are already positioned for this transformation 
are likely to take market share and benefit from this consolidation. 

Two names we like within this theme:

Budget Saudi is the largest car rental firm in Saudi with 20% 
in market share. They offer a diverse range of services including 

short term rental, long term leasing, “Hajj” and “Umrah” services 
and pre-owned car sales. In the month following the new 
regulations, roughly 7,000 car rental offices in Saudi were 
inspected, with 224 found to be in violation and 55 were shut 
down. In the medium term, Budget Saudi management is expecting 
up to 25% of the market (which is made up of 850 companies, 
some of which operate 1-5 locations) to consolidate. We continue 
to like the name as we expect a step-up in earnings over 2018-
19 (16% CAGR) on market share gains. The company should 
also benefit from the royal decree that allows women to drive in 
KSA to be effective in June 2018 and likely to produce a pick-up 
in car rental demand. Last but not least, the stock is still trading 
at attractive multiples (2018e P/E of 15x vs peers’ 16x). 

United Electronics Company (eXtra) is a leading electronics 
retailer in Saudi Arabia (c13.6% 2017 market share). The company 
mainly sells audio-visual equipment, digital and home appliances, 
and computers. A decree issued in January 2018 requires consumer 
electronics retailers to have 100% Saudisation by November 
2018, encompassing: i) large electric appliances; ii) audio-visual 
equipment, and iii) small appliances. eXtra expects cSAR700mn 
incremental revenue as it gains market share in these categories 
similar to that seen with mobiles. Despite its strong share price 
performance, we believe the stock (trading at only c12x 2019e 
P/E) is yet to fully price in the new consolidation story. 

The Saudi Government took the decision 
to reduce unemployment among native 
Saudis, under the slogan
‘Let’s Put the Saudi in Saudisation’

Where to find value 
in Saudi equities?
Below we outlined five investment themes with 
attractive upside potential.
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SPECIAL FOCUS

Idea #2: Motor Insurance 
Motor Insurance is a segment we have been favoring for some time as it is benefiting from two regulatory changes:

1. The push for insurance enforcement. As of now, we 
estimate that 45% of cars do not currently have insurance 
in Saudi. The present regulation requires vehicle registration 
every three years and owners have been beating the system 
by availing a one year policy (the minimum period) prior to the 
registration and not renewing in the subsequent two years. 
A new law is now requiring yearly registration which should 
have a strong impact on the growth of insurance premia; 

2. The “women driving” royal decree described above is 
also expected to have a material impact on the sector. 

Two names we like within this theme:

Malath motor franchise is still amongst the largest and most 
technologically advanced in KSA, allowing it to regain market 

share from its competitors, with focus on more lucrative SME 
and retail segments. A Management reshuffle and new 
conservative underwriting standards should drive combined 
ratios to well below 100%. The stock is currently trading at a 
12.2x P/E 21e on very conservative estimates;

Rahji Takaful is one of the largest Saudi Insurance company. 
Around 85% of the Gross Written Premium is coming from 
the motor segment in which the company is a strong market 
player with 14% market share, benefiting from the backing of 
Rahji bank branch network. They recently acquired Abdul latif 
Jameel contract which is around 8% of total market. Rahji 
Takaful has the lowest expense ratio of the market at 13% vs. 
22-25% for competitors. 

Idea #3: Selected names within Petrochemicals 
With oil prices staying above $60, we start to find some attractive 
stories within the petrochemical sector. One example is Kayan 
Petrochemicals. The company is indeed expected to benefit from 
higher oil prices and higher margins on their products. Over the 
last few years, they have been able to stabilise operations which 
should help them to generate sustainable cash flows. A reduction 
in SG&A cost is coming from lower marketing expense and 
lower interest expense from deleveraging. 

Kayan is not only a thematic play on higher oil prices improving 
their profitability but also a company specific story. Indeed, Kayan 
is currently highly leveraged with approximately SAR 23bn of 
net debt and SAR 14.3bn of equity. The company trades at an 
EV/EBITDA of 7.5x (versus a global average of 8x). As the 

company reaches the maturity stage with higher operational 
efficiency and higher cash generation capabilities they should 
be able to reduce their debt burden each year by approximately 
SAR 3bn. Not only they will save on the interest expense 
(approximately SAR 900mn each year), but the simple process 
of replacing debt with equity while maintaining similar enterprise 
value to EBITDA multiples should push the equity value upward 
by 16% per annum as a result of higher EPS due to lower interest 
expense. A re-rating of the multiple (from 7.5x EV/EBITDA to 
8.0x) should increase the target price by an additional 10%. 

Based on current product / spread levels, our expected return on 
the name is around 34% within a time-horizon of 12-18 months.

Kayan is currently highly leveraged
with approximately SAR 23bn of 
net debt and SAR 14.3bn of equity

As of now, we estimate that 45% of cars 
do not currently have insurance in Saudi

30  |  Perspectives - May 2018



Idea #4: Cost optimization 
Many companies are facing pressure from various aspects of 
the Saudi economic and societal transformation, e.g increased 
operating costs as Saudi nationals are replacing expats, the 
effects of expats levies (for those still employed), the higher 
input costs of feedstock, diesel & electricity, lower consumer 
spending as a result of increased taxes, etc. Consequently, 
companies management are forced to take a 360 degree view 

at their existing costs and are re-evaluating every items of 
their P&L (general overhead, headcount, marketing, etc.)

We do believe that some companies have ample leeway to 
optimize their costs and this will take some time to be 
reflected in the consensus numbers. We are thus looking for 
the most promising names to play this theme.

Idea #5: Selected names within Banks 
We have been positive on Saudi banks for a long time now and 
continue to like the segment not because they are heavyweights 
in the index but mainly due to their improving earnings 
trajectory. Saudi Banks are a big beneficiary of rising rates – 
since a large part of their deposit base is interest free and as 

such do not see increase in cost of funding, whereas yield on 
loans gradually move up. This is very prominent with Al Rajhi 
Bank which has a non-interested bearing base close to 95% of 
its total deposits. Despite a strong performance over the last 
few months, Al Rahji Bank remains a core holding in our portfolio.

Companies management 
are forced to take a 360 
degree view at their 
existing costs and are
re-evaluating every items 
of their P&L

Despite a strong 
performance over the 
last few months, Al Rahji 
Bank remains a core 
holding in our portfolio
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INVESTMENT THEME

Investment 
Theme:
Are Dubai 
stocks cheap 
enough?
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The aggregate GCC market performance has been strong so far this year, pushing the market-cap for the seven GCC 
exchanges to USD 1.01 trillion, the highest monthly close since July-15. 

Since the start of the year the S&P GCC index is up +10% led by gains in Saudi Arabia (+14%), Qatar (+7%) and Abu Dhabi 
(+6%). Meanwhile, the Dubai exchange has been the worst performer within the GCC with a year-to-date decline of -9% as 
of end the April. 

Indeed, the DFM index is now at its lowest point since February 2016 (see chart below).

DFM index since April 2015 (Source: Bloomberg)

What are the reasons behind Dubai index recent weakness?
First, the performance of the Dubai index looks better when we 
look at it from a total return standpoint. Indeed, the price index 
has been impacted by stocks going ex -dividend – e.g. Emaar 
special dividend. Actually, when taking into account dividends, 
the year to date total return is roughly 5 percent better than 
the price index performance aforementioned.  

Real estate names were among the worst performance 
contributors

Looking beyond the surface, the worst contributors to 
performance have been names related to real estate – which is 
the largest sector within the DFM index. Damac Properties and 
Emaar Properties have been the two worst contributors (in 
points) to the index performance so far this year. Indeed, Q1 
2018 activity in the Dubai residential market was subdued. In 
the secondary market, total residential sales value grew 59% 
year-on- year and 105% versus Q4 2017 to AED71.3bn in Q1 
2018, but this was due to a surge in land transactions that 
boosted the segment’s performance up to record levels. 
Excluding land transactions, market activity, in general, was 
weak and this has been weighing on the market sentiment. 

Investors have also been digesting some of the disappointment 

on the dividend distributions by the two real estate flagship 
companies. Indeed, Damac Properties stock tumbled at the end 
of April after its shareholders approved a lower dividend than 
what its board recommended for 2017. Shareholders approved 
a payout of 15 fils per share compared with the board’s 
recommendation of 25 fils. 

With regard to Emaar Properties, the Dubai flagship dividend 
program in 2017 disappointed investors as the special dividend 
distributed after the Emaar development IPO was at 83% of 
IPO proceeds rather than the 100% expected. Moreover, they 
skipped the regular dividend for 2017. Since then, the stock has 
been weak and dropped to 5-6x P/E and 0.5x P/NAV. This is 
the lowest for Emaar since 2011 market trough.

Sharp decline of some of the speculative names

The disappointing year-to-date return of the DFM also came 
from some speculative names which did not meet investor 
expectations in turning around their respective business. Many 
retail investors recorded some heavy losses on stocks such as 
Marka, Drake & Scull, etc. in a short period of time and are now 
shying away from the market.
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MIDDLE EAST EQUITIES

Are Dubai stocks cheap enough?
The weakness of Dubai stock market has been taking place 
despite the fact that macro-economic prospects in Dubai have 
been improving. Should we thus see the recent pullback as a 
buying opportunity?

From a valuation standpoint, Dubai is now the cheapest market 
in the region with a forward Price Earnings multiple of 8x versus 
12.9x for the broad MENA market. From a historical perspective, 
Dubai looks attractive as well as the 10-year median P/E is 13x. 

From our side, we find valuations, especially large caps ones, to 
be rather undemanding. 

For instance, Emaar Properties is now the cheapest stock in the 
sector at 5-6x P/E while the company is due for high growth 
across all business assets in FY 18e. Emaar Properties can grow 
its revenues by +19% in FY 18e and its EPS by +25% year-on-
year, largely via stronger UAE development proceeds, higher 

malls rentals and growth in hotel/leisure income. Emaar 
continues to benefit from growing tourism in Dubai (16 million 
visitors in 2017 which is a 6% rise year-on-year) and attractive 
residential yields of roughly 6.9% (vs. 3.3% in Europe and 
2.6% in HK) that continues to drive investor demand as well as 
the end-user buyer. Emaar is targeting the handover of roughly 
12,000 residential units this year (5k units in the UAE, 7k units 
internationally), 900 hotel rooms and around 2.6 million sqft of 
retail Gross leasable area in FY 18-19e.

We also find the Emaar Development (ED) story quite 
compelling at a P/NAV of 0.68x. ED is supported by a: i) 
stronger brand name, ii) larger land bank, iii) a resilient client 
base, iv) a diversified product offering, and v) a strong sales 
network. We expect ED to deliver growth, with both revenue 
and EPS growing at a 2017-20e CAGR of 17%. This is in 
addition to committed dividends, yielding 10.3% in 2018-20e.

Money has been flowing to Saudi names

But a more technical explanation for the underperformance of Dubai index is 
the fact that money has been flowing from Dubai (and other Gulf Arab markets) 
into Saudi Arabia as investors want to get ahead of the billions of dollars of 
passive foreign funds which are expected to pour into Riyadh after it gains 
emerging markets status.
While Saudi Arabia has been benefiting from foreign flows, their market is also supported by their resident investors.  
This is a key difference with the UAE which is relatively more dependent on foreign flows.

Name % Change

Marka PJSC -50.1

Drake & Scull International PJ -46.0

DXB Entertainments PJSC -39.2

Gulf General Investment Co -35.2

Emirates Refereshments Co -26.7

Dar Al Takaful PJSC -21.2

Amlak Finance PJSC -20.0

Gulf Navigation Holding PJSC -17.9

Islamic Arab Insurance Co -17.6

Union Properties PJSC -17.2

Worst performing stocks on the DFM index since the start of the year (as of the end of April)
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A market full of opportunities
As highlighted in previous edition of Perspectives, our regional 
MENA markets - including DFM - are full of alpha opportunities. 
This implies that fund managers do not need to purely rely on 
the market direction to generate decent returns. 

Through our bottom-up, deep research fundamental approach, 
we have been able to identify very attractive investment 

opportunities in the UAE and the DFM in particular. As shown 
on the chart below, Al Mal UAE equity fund has generated more 
than 20% of alpha (outperformance) versus the UAE index 
since the start of January 2017. Despite a decline of -4% for 
the S&P UAE local index (and -14% for the DFM index), our 
UAE equity fund generated a performance of +16.6% (after 
fees) over the period.

Al Mal UAE Equity Fund monthly and cumulative alpha between 1st of January and end of April

Monthly AlphaCumulative Alpha since Jan 2017
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Indeed, despite the poor returns generated by some large caps 
names, there have been some strong performers in the UAE – 
some of them are listed Abu Dhabi (e.g. First Abu Dhabi Bank) 
or in London (NMC Healthcare). But some Dubai-listed stocks 
such as DP World (in 2017) or Emirates NBD (this year) have 
been strong contributors to performance as well.  

Overall, we remain positive on UAE equities. Within our broader 
MENA equity strategy, we are currently neutral on UAE but this 
stance is subject to changes depending on the investment 
opportunities we identify. 

From a macro standpoint, the Dubai and UAE story remain very 
compelling.   

Dubai’s GDP is much less dependent to oil than any other GCC 
economies as much of the growth over the recent years have 
been coming from Trade, Real Estate and Tourism. In the 
foreseeable future, we expect these sectors to remain the key 
contributors to growth. And as we approach the Expo 2020, 
Government spending should stimulate both infrastructure 
spending and the private sector activity, leading to a multiplier 
effect. The tourism sector should benefit from visa liberalization 
policies and the weaker USD.  

While there is currently a lot of pessimism on the real estate 
market, it is important to keep in mind that the long-term 
economic backdrop of Dubai is supportive of an improved real 
estate market. Indeed, Dubai’s favorable demographic story, 
wealthy resident base, and growing importance, as a logistics, 
retail and hospitality hub, all bode well for healthy local and 
international inflows into the sector. Dubai’s attractive 
residential rental yields and investor friendly environment (low 
transaction and rental income tax, USD-pegged currency, zero 
capital gains) support international flows into the sector as well.

Given the relative valuation attractiveness, we feel the market 
could seesome of the local inflows which went to Saudi Arabia 
– and to a lesser extent Egypt – coming back on the DFM. 

Finally, we also believe that MENA equities as a region will 
continue to attract a lot of international flows. While these 
inflows are currently going into Saudi, the relative valuation 
attractiveness of UAE and Dubai in particular could create 
some rebalancing opportunities at some point. What is probably 
needed at this stage is a catalyst which will pull back investors 
into our local equity market. An improvement of sentiment on the 
property market and Emaar in particular could be the trigger.
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FINAL WORDS
Uncertainty and change create opportunity. As investors, we need to avoid the short term news and 
focus on finding the long-term bull markets – Middle East equities can be one of them. 

Throughout each of the 15 editions of Perspectives, we have been sharing with readers our optimism 
on the regional equity markets as we see at least 5 main reasons to be positive on Middle East equities: 
1) Structural reforms; 2) Improving macro picture; 3) Attractive valuations; 4) MENA as a destination 
of capital and; 5) Alpha opportunities.

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. 

While this call looked like a contrarian one 18 months ago, the 
story is progressively taking shape and we believe the best is yet 
to come. The Middle East equities universe remains a fantastic 
playground for active managers: Companies beneficiating from 
decreasing interest rates in Egypt, GCC banks taking advantage 
of rising interest rates, mid-caps value in Saudi, UAE large caps 
trading at deep discount, IPOs, index inclusion winners and losers, 
etc. To make a long story short, alpha opportunities are plentiful. 
Do not hesitate to contact us if you wish to benefit from them.   
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