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Welcome to the 18th edition of Perspectives. 

At first glance, the backdrop for financial markets and the global economy remains healthy. Despite the collapse of the 
Argentinian Peso and the Turkish Lira, escalating trade war and the upcoming US mid-term election, August was the 
calmest in 50 years for the S&P 500 but also a historical time for the index as the current US equities bull market 
officially became the longest ever. In a dedicated section, we first review the key factors behind this record run, the 
sectors which have been benefiting the most from it, the impacts on valuation metrics and why this rally has been the 
most hated of all time. We then take exception to the claim that this is the longest bull market in history by showing 
that this could be a much younger rally than the consensus thinks. 

As mentioned in our last edition of Perspectives, the world is bifurcating and the divergence of performance between 
the US and the rest of the world continued unabated throughout the summer. The key question investors are now 
facing is whether or not the weakness observed in emerging markets can spillover into developed markets. Our hot 
topic of the month is covering this issue by looking at the 10 key global risks investors will have to deal with in the 
coming months. In the Special Focus, we look in details at the crisis in Turkey and what could be the next developments. 

This uncertain international context leads us to look at investment solutions for investors willing to be exposed to risk 
assets while limiting their downside in case of market turbulences. Multi-assets funds seem well positioned to cover 
their needs and we take a deep dive into one fund in particular. 

Moving to the MENA region, our focus this month is on Saudi Arabia. At the end of August, the IMF published an 89 
pages report on the Kingdom following their annual consultations with Saudi authorities. In this edition of Perspectives, 
we highlight some of the key observations and recommendations included in this report. We then share our latest 
thoughts on the Kingdom and how we play the Saudi equity market in our portfolios. 

In line with our expectations at the start of the year, Middle East equities have been performing reasonably well 
especially when compared to the rest of the emerging markets complex. We remain positive on our regional equities.

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.

Disclaimer. This document is provided to you by Al Mal Capital PSC (“AMC”) for informational purposes only, and contains proprietary information that may not to be publicly 
distributed to, or used by you, or any third parties without AMC’s prior written consent. All figures and numerical representations appearing in this document have not been 
audited and any references to AMC and returns are indicative only. Although all information and opinions expressed in this document were obtained from sources believed to 
be reliable and in good faith, no representation or warranty, express or implied, is made by AMC as to its accuracy or completeness. AMC and any of its affiliates make no 
guarantee, assurance, or representation what so ever as to the expected or projected success, profitability, return, savings, performance, result, effect, consequence, or benefit 
(either legal, regulatory, tax, financial, accounting, or otherwise) of any instrument, product, strategy or service described here in this document.
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Late August, most financial newspapers headlines were celebrating the current 
US equities bull market as the longest in history. 
Indeed, as of 29th of August, the S&P 500 had officially gone 3,453 days 
without a drop of 20% or more, the decline typically associated with a bear 
market. Thus, it has put this rally past the length of the 1990-2000 one.
From its closing low of 676.53 on 9 March 2009 the S&P 500 has risen to 2,862.96 points, or a gain of 323%. On a total return 
basis, which includes dividends paid by companies, the index has returned 415%. While the current bull market is the longest in 
history, bigger gains were made during the 1990s (see table below). From a closing low of 295.46 on 11 October 1990, the S&P 
500 rose 417% to peak at 1,527.46 on 24 March 2000, or 546% on a total return basis.

*CAGR: Compound annual growth rate. The compound annual growth rate (CAGR) is the mean annual growth rate of an investment 
over a specified period of time longer than one year.

Major bull markets since 1970 Market performance Market performance 
(CAGR)*

1970s Grownth: 3 Oct 1974 - 6 Jan 1981 122% 14%

Reagan era: 12 August 1982 - 25 August 1987 229% 26%

The great expansion: 11 Oct 1990 - 24 March 2000 417% 19%

Pre-GFC bull market: 9 Oct 2002 - 9 Oct 2007 101% 15%

Post GFC bull market: 9 March 2009 - present 323% 16%

Major S&P 500 bull markets since 1970

On the following pages, we first review the key factors behind this record run, the sectors which have been benefiting the most 
from it, the impacts on valuation metrics and why this rally has been the most hated of all time. 

We then take exception to the claim that this is the longest bull market in history by showing that this could be a much younger 
rally than the consensus thinks. 

As the American stock market 
makes the longest bull-run in 
history, is it time to take profits 
and sell your US shares?
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Key reasons for the longest bull market ever
US equities gains have been made despite a difficult economic and political backdrop over the past decade. More recently, the 
prospect of trade wars, a surging US dollar, rising interest rates and the withdrawal of stimulus by central banks also failed to derail 
the bull-run.

We believe there are five main factors which explain this record long bull market:

Factor #1: The Federal Reserve
To our opinion, the single largest force that has boosted share 
prices has been the post-financial crisis quantitative easing 
(QE) experiment. In late 2008, former Federal Reserve 
Chairman Ben Bernanke has cut interest rates just above zero 
and announced the central bank would purchase up to $600 
billion in mortgage bonds to help stem the housing bubble 
collapse. In March 2009, that program was expanded by more 
than $1 trillion as the Fed added Treasury bonds to the 
purchasable assets. 

In the following years, multiple iterations of money stimulus 
followed and expanded the size of the Fed’s balance sheet by 
nearly $4 trillion. Indeed, the anemic nature of the economic 
recovery (see next point) has caused interest rates and the 

Fed to be so much more accommodative for so much longer 
than other bull markets that it has helped to elongate it. 
Quantitative easing (QE), which is effectively central banks 
pumping money directly into the system by way of asset 
purchases (mainly bonds), has driven down the cost of 
financing. It has kept lenders lending and corporations 
spending. It has inflated the prices of many assets, from stock 
markets to houses to trophy assets (classic cars, etc.). 

While the bond-buying stopped in early 2015 and the Fed 
started to raise interest rates in December 2015, monetary 
conditions remain accommodative as the BOJ and ECB 
continue expanding their balance sheet (see chart below). 

Cumulated size of US Fed, ECB and BOJ balance sheets (source: Vontobel)
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Factor #2: The longevity of the current economic cycle
According to the designation of expansions and contractions of 
the National Bureau of Economic Research (NBER), the U.S 
economy has been growing since June 2009. At 110 months, 
the current expansion is the second longest in the U.S history, 
after the 120-month growth streak recorded between March 
1991 and March 2001. While the expansion longevity is 
remarkable, it has also been the slowest economy recovery 
since the Great depression. Indeed, the U.S. economy has only 
grown 2% a year between 2009 and 2016. That’s far below the 
typical growth in rosy times of over 4% a year that the U.S. has 
experienced since World War II. Thanks in particular to fiscal 
stimulus (see factor #4), growth has been picking up recently. 

The slow pace of economic recovery also had some consequences 
on inflation. Despite the record amount of monetary stimulus 
injected into the global economy, inflation has stayed contained 
for reasons which are both cyclical (anemic growth, de-leveraging, 
inflation-targeting policy by central banks, etc.) and structural 
(globalization, technological and demographic changes). The 
fact that the inflation rate didn’t accelerate to a meaningful 
extent since 2009 also explains the accommodative stance of 
central bank and thus the longevity of the current bull market. 
Indeed, the context of moderate growth without accelerating 
inflation is often seen as a “sweet spot” for equity markets. 

Though S&P 500 market capitalization has run up, shares outstanding have declined (source: FT, Credit Suisse)

Factor #3: Share buybacks, dividends and earnings growth
On the corporate side, the loose monetary policy didn’t necessarily 
have the desired effect on investments. Instead of seeking riskier 
revenue-growing efforts such as new hiring, capital expenditures 
or mergers and acquisitions, corporate managers’ focus has instead 
been on shareholders’ value by using net income and leverage 
to buy back their own shares or increase dividend payouts.  

Higher dividends increase the income investors can earn from 
equities and thus the attractiveness of stocks relative to bonds 
or cash. By reducing the number of shares outstanding, buybacks 
boost earnings-per-share metrics while also lowering the price-
earnings valuation ratio. It is remarkable to see that public 

companies have been the single largest source of buying demand 
during this bull market, far outpacing purchases by households. 
As shown on the chart below, buybacks led to a 3.1 per cent 
decrease of the number of shares in the S&P 500 — a factor 
that some say creates a scarcity value that has added to the 
gains. After a burst of equity issuance in the wake of the financial 
crisis, particularly by banks rebuilding balance sheets, the 
number of shares has been declining sharply as companies have 
been buying back their own stock. The buyback trend has been 
accelerated by the repatriation to the US of profits once held 
overseas to avoid taxes; Goldman Sachs believes US companies 
will repurchase a record $1tn of their own shares this year. 
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Factor #5: The rise of the digital economy
Just like the bull market of the ‘90s, the rally from March 9, 
2009, has also coincided with a technological revolution - in 
this case the rise of the digital economy.  In March 2009, the 
largest companies in the index by market capitalization were 
ExxonMobil, Walmart and Microsoft, respectively. Now topping 
the leaderboard are Apple, Amazon and Alphabet. Facebook, in 
the No 6 spot, was not even a public company when this current 
bull market first got under way. The stock market stars of the 
digital economy were even given a nickname: the FAANGs 

(Facebook, Apple, Amazon, Netflix and Google’s parent 
Alphabet). If you had dropped 99 per cent of the S&P 500 and 
focused on these 5 names you would have outperformed the 
bull market handsomely. Concerns about privacy, heightened 
regulation and growth prospects of these tech companies are 
not just important questions for the durability of their share 
price gains. They are now central to the prospects for the overall 
bull market. 

Factor #4: US Tax reform
The U.S is well known for its fiscal largesse, twin deficits and 
ballooning government debt levels. These “Damocles swords” 
hang over the financial markets and create from time to time 
major market set back such as the 2011 decline which was 
related to the downgrade of the U.S. Treasury’s credit rating by 
S&P Global Ratings amid a budget showdown between Tea 
Party Republicans and President Obama. Fights over the debt 
ceiling followed, making investors deal with government 
shutdowns and the 2013 fiscal cliff. 

Fast forward to 2017/2018, President Donald Trump has 
decided to keep fiscal discipline aside as the new administration 
recently passed tax cut and government spending which have 
been increasing the national debt to $21.4 trillion and widening 
the budget deficit. 

But in the short run, the fiscal stimulus has been boosting GDP 
growth and corporate profits hence helping the stock market to 
breakout out of the 2014-2016 trading range. 

The rise of the FAANGs (source: FT, Bloomberg)
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As for earnings, the S&P 500 companies went through an “earnings recession” 
in 2014-2016 mainly due to the oil crash which disseminated the earnings of 
Energy companies. But more recently, US companies have been enjoying record 
profit growth of more than 20 per cent on a year over year basis as oil price is 
recovering and U.S tax reform is boosting their bottom-line (more on this below). 
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The most hated rally of all time
An important feature of the current bull market is the high 
level of investors’ skepticism around it. Indeed, with central 
banks’ stimulus, rather than strong economic growth fueling 
the rise from the post-crisis lows of March 2009, investors 
have been reluctant to embrace this Wall Street bull.

The current bull market is widely known as the 
“the most hated bull market of all time” as no one 
has ever wanted to believe in it. 
Probably the best illustration of this investors’ skepticism is 
the US mutual fund flows. As shown in the table next page, it 

appears as if persistently low yields have prompted many 
investors  to use bond funds (+$1.947 trillion inflows since 
March ‘09) as a proxy for money market mutual funds (-$1.07 
trillion outflows). International equity funds and ETFs have 
enjoyed large inflows (+$521 billion and +$596 billion 
respectively). But for U.S stocks, inflows into passive strategies 
like ETFs (+$904 billion) have been more than offset by 
outflows from mutual funds (-$1.167 trillion outflows). 
“Normal” bull markets are characterized by much larger inflows 
into equities – hence the labeling of this rally as “the most 
hated bull market ever”.  

Best performing S&P 500 sectors between March 2009 and August 2018: What $1,000 would be worth 
now if you invested in March 2009 (source: Bloomberg)
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Who have been the main winners and losers of the 
bull market?
As highlighted earlier, technology stocks have led the gains during the current bull-run – just as they did in the 1990s. As the 
chart below illustrates, $1,000 invested in the technology sector in March 2009 would now be worth more than $7,000, not 
adjusted for inflation. But the best performing sector has been consumer discretionary which includes the large internet retailers 
(Amazon, etc.) and Netflix. 

The worst performing sector was Energy which suffered from the oil crash in 2014-2016. An investment 
of $1,000 in March 2009 would now be worth a little bit more than $2,000 – still a remarkable gain but 
far away from the gains recorded by Technology and Consumer discretionary stocks.
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What happened to valuations? 
Many investors remain reluctant to “jump into the bandwagon” 
as they fear that after a 417% total return for the S&P 500 
the equity market is inevitably overvalued.  

The tables on the opposite page attempts to put market 
valuation in the context of history and relative to other 
markets and economic indicators. 

Between 2009 and summer 2018, the trailing P/E went from 
13.7x to 19.5x, the forward consensus P/E from 10.1x to 16.4x, 
the Price to book value from 2.0x to 3.2x while EV to Sales 
has moved from 1.4x to 2.6x. So yes from this perspective, the 
market is more expensive than at 2009 through.

But as shown on these tables, current valuations remain 
reasonable compared to 2000 and historical average. 
Moreover, lower inflation, lower 10-year US Treasury yield and 
lower dividend tax rate than historical averages can 
theoretically justify higher valuation ratios. 

It is by the way interesting to see that the current Equity risk 
premium (the difference between stock and bond expected 
returns) is roughly at the same level than in March 2009 
(roughly 220 basis points) which means that relative valuation 
of US equities versus Fixed Income remains attractive.

Many investors remain reluctant to “jump into 
the bandwagon” as they fear that after a 417% 
total return for the S&P 500 the equity market 
is inevitably overvalued.

Net Flows into Mutual Funds (MF) + ETFs ($BN)

Year
Domestic Equity International Equity

Bond Money Mkt
MF ETF MF ETF

2009 (27.6) 30.9 29.6 39.6 417.2 (539.1)

2010 (81.1) 46.7 56.7 41.5 262.0 (525.1)

2011 (133.3) 47.3 4.1 24.3 163.7 (124.1)

2012 (159.1) 80.9 6.4 51.9 358.5 (0.2)

2013 18.1 104.1 141.4 62.8 (59.0) 15.0

2014 (60.2) 141.5 85.4 46.6 94.5 6.2

2015 (170.8) 65.4 93.9 109.7 29.4 21.5

2016 (235.4) 167.6 (24.5) 20.1 190.1 (30.3)

2017 (236.0) 186.0 76.7 159.8 381.1 106.9

2018 YTD (84.6) 34.3 51.4 40.6 110.0 (6.9)

Total (1169.9) 904.7 521.1 596.8 1947.5 (1076.1)

Net U.S domestic investors’ flows into Mutual Funds and ETFs in $ billion since 2009 (source: Strategas)
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Average Inflation, Treasury Yields, Valuation, Tax Rates & Nominal GDP by Decade

CPI Y/Y%
Change

S&P 500
Operating P/E

10 Year 
Treasury Yield

Dividend Tax 
Rate

Capital Gains 
Tax Rate

Nominal        
GDP

1950s 29.6 13.7 19.5 19.6 19.5 19.6

1960s 24.4 10.1 16.4 16.3 16.4 16.3

1970s 5.1 2 3.2 2.9 3.2 2.9

1980s 15.7 10.1 14.9 12.6 14.9 12.6

1990s NA 0.9 1.4 1.4 1.4 1.4

2000s NA 0.9 1.2 1.3 1.2 1.3

2010s 2.9 1.4 2.6 2.1 2.6 2.1

Average 3.5% 16.0x 5.6% 52.9% 24.7% 6.5%

Current 2.8% 19.5x 2.8% 23.8% 23.8% 4.7%

S&P 500 Historical & Current Valuation

March 2000 March 2009 Current 20 yr Avg

Trailing P/E (S&P) 29.6 13.7 19.5 19.6

Forward Consensus P/E 24.4 10.1 16.4 16.3

Price/Book Value 5.1 2 3.2 2.9

EV/EBITDA 15.7 10.1 14.9 12.6

Trailing PEG* NA 0.9 1.4 1.4

Forward PEG* NA 0.9 1.2 1.3

EV/Sales 2.9 1.4 2.6 2.1

Equity Risk Premium (bps) -262.3 223.1 228.4 169.9

Valuation metrics remain reasonable (source: Strategas)

*Uses 10- Year Average, All data as of 6/30/2018
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A contrarian view: what if the current bull market is younger than most think? 
As mentioned earlier, many media stories declared that the 
stock market broke the record for longevity at the end of 
August. But what if popular wisdom is wrong regarding the 
starting date of the current bull market?

Indeed, a bull market is broadly defined as one that rises over 
time without falling more than 20% from its peak during the 

period. While the S&P index hasn’t declined by more than 
20% since 2009, both 2011 and 2015 saw deep drawdowns 
at the individual stock level with over 70% of issues down 
-20% during the former and 63% during the latter (see chart 
below). With the bulk of stocks being down at least -20%, 
both periods could be seen as bear markets.

Both 2011 and 2015 saw deep drawdowns for individual stocks (source: Strategas)

Similarly, the US small cap index Russell 2000 declined by 
roughly -30% in 2011 and -27% in 2015. 

It is also important to note that global equities endured severe 
drawdowns too. Between mid-2014 and 2016, the Shanghai 
Composite went down -49%, the MSCI Emerging Markets 
index -38% while the German DAX index went down -30%.

Ultimately, while the S&P may have not reached the -20% 
threshold during these periods of time, in many cases the bar 
was reset around the globe. 

It’s also worth considering the relative standing of an asset 

class when measuring bull markets. For instance, the S&P 500 
did not decisively breakout relative to Bonds until late 2016. 
By that measurement, the current bull market is barely 2 
years old.

An alternative way of measuring the length of a bull market is 
to start the countdown when equities breakout to a new all-
time high. By this method, the current secular breakout did 
not occur until April 2013 (see chart on the right) which 
would mean that the current US equities bull market is much 
younger than most investors would think. 
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Conclusion
Many investors do see recent longevity record achieved by US 
equities as a signal to exit (or to continue avoiding) US equities. 
Admittedly, the spectacular and rather sudden end of the two 
latest record runs (1990-2000; 2002-2007) could mean that 
investors should brace themselves for a similar demise this 
time around. 

But as the adage says, “bull markets do not die of old age”, i.e. a 
passing of any particular milestone in time does not fit the bill 
as a genuine potential trigger for a mass sell-off. Major stock 
market collapses are very rare events and need a catalyst to 
occur. There is nothing in play now like the sudden loss in 
confidence in the prospects of internet companies that 
triggered the 2000 slide, or indeed the sub-prime property 
market calamity in 2008. 

As shown earlier, relative valuations remain attractive for US 
equities and the underlying economics in America remain 
strong. Low unemployment of 3.8 per cent, strong economic 
growth touching 4 per cent, stock market friendly tax policies 
enacted by the Trump regime, and a cautious approach to 
raising interest rates by the Federal Reserve should keep things 
on a sure footing for some time to come.

For sure, there are certainly some strong arguments for cashing 
out some of the juicy profits made over recent years, based on 
high multiples of share prices to company earnings, worries 
over global trade, rising interest rates or Emerging markets 
woes (see the “Hot topic” section). But the simple fact that 
investors are so aware of the risks facing them is probably the 
single most compelling reason we are still far from a market top.

What if the new bull cycle only started in April 2013? (source: Strategas)

From our point of view, there are strong reasons 
to believe that this US equities bull market might 
not be that old after all and that further upside 
potential remains.
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Despite challenging political and geopolitical headlines, risk assets 
have generally continued their grind higher over the summer. As 
already highlighted earlier in this publication, US markets are doing 
best, supported by strong earnings and corporate activity, as well as 
solid economic growth. The picture looks different in the rest of the 
world. The European earnings picture doesn’t appear as strong, and 
ongoing worries about European banks continue to weigh on 
sentiment. Meanwhile, emerging markets currencies remain under 
intense pressure and weigh on emerging equities and bond spreads.

10 key global 
risks to watch
till year-end
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12  |  Perspectives - September 2018



Perspectives - September 2018  |  13

RISK #1: The Italian Budget
In the June 2018 edition of Perspectives, we highlighted     
the new risks emerging from Italy following the rise to power 
of a populist government. We then predicted a bumpy road 
for Italy government bonds (BTPs) and potentially other 

European assets. Since then, Italy government bond spreads 
have continued to widen against the Bund (see chart below) 
but without any major contagion to risk assets.

On the surface, the macro-economic picture still looks solid. 
While the synchronized global expansion is over, global growth 
remains robust, mainly thanks to a still-buoyant US economy. 
Second quarter data in the US was strong, non-farm payrolls point 
to a solid labor market and inflation is rising, but not alarmingly 
so. Indeed, the latest core inflation data came in at 2.4% on a 
year-on-year basis. European data has showed a slowdown from 
2017’s very high pace, but remains at relatively strong levels – 
Q2 GDP came in at 0.3% (below expectations of 0.4%). Inflation 
was a little higher than expected at 2.1%, though core inflation 

remains at 1.1%. Overall, we are not worried about a downturn 
for the time being in emerging markets; while Turkey and Argentina 
currencies continue to plummet, most market participants do not 
seem to fear a systemic risk to broader EM, nor to the European 
banking system where exposure remains relatively small. 

While there are reasons to stay optimistic, markets still need to 
climb a “wall of worry” in the months to come. Below, we are 
highlighting 10 key global risks that markets are facing in the 
second half of 2018. 

As we are now getting closer to the last quarter of the year, should we expect 
a continuation of the aforementioned trends, is it time to rotate portfolios 
to non-US assets or on the contrary move into a full risk-off mode? 

However, we expect Italy to gradually come back into focus as 
the market begins to anticipate the draft 2019 Budget due by 
the end of September. 

At the end of August, European Commissioner for Economic 
and Financial Affairs, Taxation, and Customs Pierre Moscovici 
gave a harsh and controversial interview in Italian financial 
paper Il Sole 24 Ore.

Moscovici told press that Brussels expects a “substantial 
effort” from Italy on its upcoming budget law, and added that 
if the EU’s 3% deficit/GDP limit is breached, it would create 
difficulties that he doesn’t even want to imagine.

Moscovici seeks a clear commitment to a budget deficit 

reduction of 6% from Rome, with deficit/GDP staying inside 
the 3% limit. He also stated that Italy has already been the 
prime beneficiary of what he terms EU “flexibility”, laying 
down a firm line for Italy’s populist coalition government.

Unlike the 180-degree turn seen in Greece, there seems to be 
a deep-seated desire among Italy’s populists to confront the 
EU directly, and for the EU to take them on. 

And it seems that rating agencies are becoming nervous as 
well. On the 1st of September, Fitch cut its outlook on Italy’s 
government debt to ‘negative’ from ‘stable’ on concern the 
country’s high level of public debt could leave it vulnerable to 
potential shocks and the untested nature of its new coalition 

BTP-Bund spread (source: Bloomberg)
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Comparing the size of Tariffs with incremental fiscal policy, in $ billion (source: Strategas)
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government. The rating agency affirmed Italy’s credit rating at 
BBB, though, which is just two notches above non-investment 
grade. Explaining the cut to the outlook, Fitch said that following 
the formation of the country’s new coalition government it 
expected “a degree of fiscal loosening that would leave Italy’s 
very high level of public debt more exposed to potential shocks” 
and that downside risks to its fiscal forecasts have increased 
since the agency’s previous review in March.

Tensions with Brussels and pressure stemming from rating 
agencies do not bode well for Italian assets, and it will probably 
spill over into the euro as well. This is the start of “budget 

season” across Europe, and while it is always a time of headline 
risk, strikes, and tumult, the stakes are higher this year.

While European assets will be the most affected by any fiscal 
confrontation between Italy and EU, any spread widening 
between BTPs and the Bund could also have some negative 
consequences on global credit markets. European banks are 
the most exposed to Italy risk but further decline of the euro 
could have broader consequences as we highlight later in risk 
#5 (“The US dollar funding shortage”).

RISK #2: Escalating Trade Wars
Trade War is seen by the majority of investors as the biggest 
risk for the markets. Indeed, Global trade has grown at a rapid 
pace over the past few decades reflecting increased globalization 
and the greater interconnectedness of global supply chains. As 
a share of GDP, global trade increased from 20% in 1960 to 
43% at end of 2016. 

This expansion in global trade has been accompanied by 
relatively strong global GDP growth. Countries that are net 
importers have benefited from the low labor costs in many 
exporting emerging market countries, whilst the exporting 
nations have received much needed foreign income to help fund 
domestic investment. It is thus not a surprise to see investors 
being concerned by recent announcements of US trade tariffs 

potentially triggering a Trade War.

To our opinion, no one benefits from a trade war, especially one 
in which the tariff imposing country is raising costs on its own 
consumers. This is a cause for concern, particularly if escalation 
builds. Yet the facts suggest the impact will be limited. The iron, 
steel and aluminum tariffs impact only a small value of imports 
once exemptions are taken into account. The tariffs to be 
imposed on China will potentially have a greater impact though 
it remains to be seen precisely how they will be implemented.

Moreover, one needs to put the numbers in context: at the time 
of our writing, we are seeing between $120 and $240 billion in 
tariffs while fiscal policy is likely to deliver $800bn of tax relief 
in ’18 (see chart below).

Last but not least, there is one very important point we have 
learned with Trump since the start of last year. The US 
President is a believer that it takes great risks to reach great 

results. On many occasions, he bluffed by raising the bar very 
high in order to be able to negotiate from a high level and 
then offer some concessions.
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RISK #3: China slowdown
While China has been embroiled for months in a trade fight 
with the U.S., it is facing increasing trouble on the home front 
from a slowing economy.

Growth in output from China’s huge manufacturing sector 
slumped last month to its lowest level in more than a year, 
according to the results of a survey of hundreds of companies 
published at the start of September. Indeed, the latest 
purchasing managers index survey, conducted by media group 
Caixin and research firm Markit, fell to 50.6 in August from 
50.8 in July. Any reading above 50 indicates growth, but 
August showed the slowest rate of acceleration in 14 months.

Signs of further weakness are spreading, Chinese factories’ 
export orders slumped for the fifth month in row, according to 
the data. The decline in orders has coincided with the 
escalation of trade hostilities with the United States, which 
began in earnest in late March.

Moreover, spending on so-called fixed assets such as factory 
machinery and public works projects cooled to the lowest 
point in nearly two decades, the government reported in 
August. Other data also pointed to economic challenges. 
Retail sales grew, but not as sharply as analysts had expected. 
And unemployment ticked up to 5.1% in July, from 4.8% in 
June, the National Bureau of Statistics said.

Meanwhile, the Shanghai Composite index has meaningfully 
decoupled from the S&P index performance (see chart below) 
and the yuan has been weakening, contributing to the collapse 
of the MSCI Emerging Markets Forex index. 

Going forward, China economic weakness is a key risk to 
watch. An acceleration of the slowdown would have some 
important consequences on global demand, including 
commodity prices. Further weakness of the yuan could also 
impact the global inflationary outlook.   

At the time of our writing, it looks like things are going into 
the right direction as US and China have been re-engaging in 
trade discussions. But this will definitely not be a linear 
process and will most likely take some time. To our opinion, 
the more important metrics to watch are resolution of NAFTA 
(getting close with Mexico), US talks with the EU about zero 
tariffs on industrial goods, and the mid-term elections. 
Closure on the outstanding trade issues will pressure China. 
Mid-term elections will determine the amount of political 
capital Trump has. Our view is that China trade issues will 

need to be resolved at the presidential level and that resolution 
is not likely until after the midterm election. Our anticipation 
was that China does not want to cut a deal until after the 
midterm elections when they presume Trump will be weaker.

We have seen some increased optimism about a US/Mexico 
deal on NAFTA at the start of September. It looks like Mexico 
and the US could also agree to a NAFTA sunset in one form 
or another that Canada will likely be opposed to and will need 
to be resolved. We also anticipate steel and aluminum tariffs 
will be removed for Mexico once a deal is reached.

Shanghai Composite index versus S&P index since 31/12/2016 (source: Strategas)
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RISK #4: US Mid-Term Elections
Another key risk financial markets will be closely watching is 
the upcoming mid-term elections as shifts in the balance of 
power in Washington could have meaningful implications for 
fiscal policy and foreign relations.

At first glance, it looks conceivable that Republicans will lose 
control of the House. They could also lose the Senate although 
it looks less likely. Still, it isn’t clear that this would be enough 
to derail the bull market. A quick look at historical performance 
shows that stocks often struggle in September  for the years 
that features midterm elections — and other years as well. 
Markets do not like uncertainty, and as mid-term elections 
years typically see the incumbent president’s party lose seats, 

it has historically created some market volatility. But as the 
chart below shows, stocks tend to do just fine as Election Day 
nears and in the aftermath of the vote, regardless of the 
outcome, as uncertainty begins to fade.

According to a study by UBS, the S&P 500 has rallied an 
average of 14.5% from the end of August to the end of March 
around mid-term elections. That includes a rocky start marked 
by a median decline of 1.4% from the end of August through 
early October followed by rally through year-end and into the 
next year. Moreover, the rally in equities around mid-term 
elections has been much stronger than the average returns 
seen in all other years.

Taking a more short-term approach, Binky Chadha, chief 
strategist at Deutsche Bank, noted that the three-month period 
running from a month ahead to two months after the election has 
produced a median 8% gain. And that includes only one decline, 
a 4% drop in 1978, over that period in the last 21 mid-term years.

These are encouraging numbers for market bulls. But as the 
analysts caution, history is only a guide. Moreover, it isn’t clear that 
the performance is necessarily all about politics and uncertainty.

While Chadha looked at mid-term years stretching back 80 
years, that’s a sample of just 21 elections, which warrants caution 
when it comes to interpreting correlations, he said. In fact, he 
suspects the performance has more to do with the coincidence 
of other traditional drivers, such as growth and earnings.

Seasonal factors also provide a tailwind in the three-month 
period around mid-terms. After controlling for growth and 

seasonality, the magnitude of the performance attributable to 
the elections in the October-to-December period during mid-
term years is smaller than first appears and is more likely on the 
order of 0.5% to 2.5%, he said.

Meanwhile, the policy implications of the election can’t be 
ignored. Indeed, the president’s party has historically not fared 
well during mid-term elections, and the results could affect the 
likelihood of certain pro-growth measures such as the so-called 
Tax Reform 2.0, which could include making individual tax cuts 
permanent and create new incentives for retirement savings , 
research and development. 

Others argue that Democratic majorities could make for more 
confrontation, including government shutdowns, investigations 
into Trump administration activities and even the threat of 
impeachment, which could unsettle markets, at least temporarily.

Average S&P performance around midterms versus all other years (source: Haver, S&P, UBS)
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RISK #5: The US dollar funding shortage
In the June edition of Perspectives, we mentioned in the section 
dedicated to asset allocation the ominous sign of a dollar 
shortage. Our view at that time was that a dangerous combination 
was taking place. On one hand, there was the so called 
“quantitative tightening”, or the gradual shrinking of the Fed’s 
balance sheet which is set to grow from a rate of $30 million 
reduction per month to $50 billion per month by October. On 
the other hand, the soaring U.S deficit requires an even greater 
amount of dollars from foreigners to fund the U.S Treasury. We 
then wrote that this combined effect should suck dollars out of 
the economy and ultimately create a shortage of U.S. dollars 
which could affect some parts of the global economy. 

Since then, things have gotten worse. 

On the Fed side, Chairman’s Jerome Powell issued a statement 
at the end of June that they would actually increase the amount 
of rate hikes over the next two years, i.e the Fed tightening is 
going to be faster than initially expected.

On the fiscal side, the U.S. Treasury increased their debt-
borrowing needs to the highest since the financial crisis. The 
Treasury department now expects to issue $329 billion in net 
marketable debt from July through September, the fourth-largest 
total for that quarter on record and higher than the $273 
billion estimated in April. The department’s forecast for the 
October-December quarter is $440 billion, bringing the second-
half borrowing estimate to $769 billion, the highest since $1.1 
trillion in July-December 2008. 

Meanwhile, the euro has been under pressure due to a growth 
slowdown and the rise of populist governments (see risk #1), 
China’s growth is slowing down (see risk #3) and the weaker 

Emerging Markets are draining their U.S. dollar reserves even 
faster to defend their currencies (see risk #6). 

To illustrate the last point, the Vietnamese Central Bank had to 
sell $2.5 billion of their dollar reserves in July just to “limit 
depreciation of the Vietnamese Dong.” And the Reserve Bank 
of India (RBI) continues to sell U.S. dollars to prevent the Indian 
Rupee from depreciating further. The rise of the dollar is also 
translating into higher offshore funding (i.e higher interest 
rates) which is putting huge pressure on dollar-indebted 
countries and corporations such as Turkey.  

Another consequence of the rise of the dollar is the unloading 
of the “carry trade” positions. A decade of ZIRP (zero interest rate 
policy) starved investors for yield and pushed them into riskier 
trades. A popular trade has been to borrow in low-interest rates 
currencies (such as the USD) and converts the money into 
currencies with higher-interest rate bonds (such as Turkey). 

Now that the US dollar and interest rates are rising, some of 
these carry-trades are deep in the red which is forcing investors 
to unloading their Emerging Market positions. As we learned 
from the Austrian Business Cycle Theory, “it is when the Fed 
raises rates that the misallocation of credit is revealed and must 
be un-winded. . .”

There is thus now a risk for a vicious circle to progressively 
unfold: Rising US Treasury issuance and a hawkish Fed strengthen 
the dollar, carry-trade positions get unloaded, Emerging markets 
see their cost of funding rising and are forced to drain their 
reserves to defend their currencies.   

In a nutshell, global dollar liquidity is drying up (see chart below) 
and this is rarely a good omen for risk assets

Global $ liquidity: Broad Money supply
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So, what’s next?

First, don’t expect President Trump with his ‘America First’ agenda to show pity on the 
countries suffering from a dollar shortage. And as we wrote in June, the US Federal 
Reserve has the right to simply ignore the ongoing troubles it is (indirectly) causing for 
Emerging Markets – after all the S&P 500 just broke its longevity record (see the first 
section of this edition of Perspectives). However, should the Fed maintain its hawkish 
stance, there is a risk of broader contagion, first in Emerging Markets countries with 
low ‘cover-ratios’ (small amounts of dollar reserves), then across all Emerging Markets 
and most likely into developed markets. It would be only once the U.S. starts to slow 
down (or once we see a major US equity market correction) than we might see the Fed 
starting to blink.

RISK #6: The BRATS
As discussed above, the selloff in emerging market assets has 
been relentless over the last few months. The MSCI emerging 
markets foreign currencies is at its lowest level in over a year 
(see chart below), pressured by the BRATS – the acronym for 
Brazil, Russia, Argentina, Turkey and South Africa. Argentina’s 
peso has plunged 28.8 percent in August, after president 
Macri’s latest announcement of emergency measures did little 
to raise sentiment. Meanwhile, Turkey’s lira has tumbled 26 
percent (see dedicated section in this edition of Perspectives). 
The currencies of the other BRATS have also lost value, 

depreciating by roughly 10 per cent.

Meanwhile, emerging markets fixed income have been 
suffering as well, affecting the performance of some of the 
largest fixed income funds in the world (e.g. Templeton Global 
Bond Fund). On the equity side, the iShares Emerging Markets 
ETF (ticker: EEM) is down by almost 9% since the start of 
the year, sharply underperforming U.S equities. True, emerging 
markets equities declined less than emerging markets bonds 
(in local currencies). But as fixed income tends to lead equities, 
this should not be seen as a good sign.  

MSCI Emerging Markets currencies (source: Bloomberg)
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At this stage, the consensus view is that the two weakest 
BRATS – i.e. Argentina and Turkey aren’t representative of the 
global emerging markets complex. They are considered as 
emerging market outliers that have been punished for several 
mis-steps, not least the undermining of central bank 

independence. As shown on the chart below, while their large 
external debt position and current account deficit are definitely 
a source of concern, they only account for a small weight of the 
MSCI Emerging Markets while the largest weight (i.e. China and 
Korea) are in better shape – at least based on these metrics. 

It is worth highlighting that the current account positions of 
most developing economies have in fact improved considerably 
since 2013. In aggregate, emerging markets’ current account 
surplus has grown from 0.1 per cent to 0.8 per cent of GDP 
over that time. Even among emerging countries with deficits, 
the gap has narrowed to 1.7 per cent of GDP compared to 
almost 4 per cent during the taper tantrum.

In the Middle East, as we highlighted in a dedicated section, 
Saudi Arabia macro fundamentals have been improving. Thanks 
to higher oil & non-oil revenues, the fiscal deficit continues to 
narrow to 4.6% of GDP in 2018. This is clearly below budget 
(7%) and significantly down from the 9.3% deficit in 2017. In 
2018, the current account balance is projected to reach a 
surplus of 9.3% GDP in 2018. We also note that Egypt has a 

primary budget surplus for the first time in 15 year. And at the 
end of August, Egypt’s credit outlook was raised from stable to 
positive by Moody’s Investors Service, which cited progress in 
implementing a program backed by the International Monetary 
Fund to bolster economic growth and repair public finances. 

According to Pictet, the notion that emerging market companies 
are awash with debt doesn’t hold up to scrutiny, either. True, 
Chinese firms have been big borrowers, but strip them out of 
the analysis, and the picture isn’t quite so unsettling: company 
debt as a proportion of GDP in emerging markets drops from 
over 100 per cent to just 48 per cent, a mere 3 percentage 
points above where it was five years ago. That compares to 72 
per cent for the US, 100 per cent for the euro zone and 103 per 
cent for Japan.
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While the large external debt position and current 
account deficit of Turkey & Argentina  are definitely 
a source of concern, they only account for a small 
weight of the MSCI Emerging Markets Index.
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Also encouraging is that borrowing is moderating across the 
developing world, China included. The credit gap – or the 
difference between the current and trend rate of private debt 
growth measured as a proportion of GDP – has been falling 
across all major economies. In China, the differential has 
dropped from a peak of 27 per cent of GDP to 17 per cent. In 
Brazil, India, Russia and India, the gap has actually turned 
negative.

Furthermore, the proportion of “risky” corporate loans and 
bonds in the developing world (ex-China) is lower than it was 
during the 2008 financial crisis, according to a study by the 
Fed. In part, that’s because many of the firms issuing dollar-
denominated bonds are exporters whose revenue is 
predominantly denominated in foreign currency. For these 
companies, when the greenback rises, the resulting increase in 
debt costs is offset by the extra revenue earned overseas.

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

One of the key reason for the solid growth across emerging 

markets in recent years has been the constant inflow of 
foreign capital, resulting in a significant external funding 
requirement for continued growth. With the dollar rising and 
outside capital inflow coming to a stop, or worse, reversing, 
what will be the consequences on developing economies? 

To answer that question, Morgan Stanley has created its own 
calculation of Emerging Market external funding needs, and 
defined it as an “external coverage ratio.” It is calculated by 
dividing a country’s reserves by its 12 month external funding 
needs, which in turn are the sum of the i) current account, ii) 
short-term external debt and iii) the next 12 months 
amortizations from long-term external debt.

What this ratio shows is how long a given emerging market 
has before it runs out of cash. And, as the chart below shows, 
if we were investors in Turkey, Ukraine, Argentina, or any of 
the other nations on the left side of the chart - and certainly 
those with less than a year of reserves to fund its external 
funding needs - we would be worried.

In order to anticipate which Emerging Markets will run out 
of funding first, start on the left and proceed to the right.

Within the Middle East universe, Jordan is among the weakest 
while Egypt is in the middle of the pack with an External 
coverage ratio above 1. GCC countries do have very strong 
external coverage ratio – and this explains in part their 
resilience so far this year. 

External funding needs across selected developing countries (source: Bloomberg)
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One of the key reason for 
the solid growth across 
emerging markets in recent 
years has been the constant 
inflow of foreign capital, 
resulting in a significant 
external funding 
requirement for continued 
growth. With the dollar 
rising and outside capital 
inflow coming to a stop, or 
worse, reversing, what will 
be the consequences on 
developing economies?
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RISK #7: US Yield curve flattening
A number of strategists have been pointing out the flattening 
US yield curve as one of the major risks for the market. Indeed, an 
inverted curve has preceded all but one recession since the 1960s. 

Despite improving US macro-economic numbers, rate hikes 
and rising inflation, the US Treasuries 30 year yield is at the 
same level than a year ago (see chart below).

There are some caveats though. First, the yield curve is getting 
flatter but is not inverted yet. And the good news is that 
historical evidence shows that the market has continued to 
grind higher in the initial stages of yield curve flattening. 
Moreover, should we move into a scenario of an inverted yield 
curve, there is no guarantee that the historical correlation 
between an inverted yield curve and a recession will hold this 
time. Indeed, there does not exist a compelling, clear 
mechanism that can describe why an inverted curve leads to 
less economic growth. And as we have seen in the past, an 
economic relationship, without a reason for being, eventually 
breaks down. Take the Phillips curve, which predicts that 
inflation goes up when unemployment goes down. Today, 
there is both low unemployment and low inflation. 

Last but not least, we believe that the current flat yield curve 
conundrum can be rationally explained, as we already highlighted 
in the July edition of Perspectives (Q2 Markets review). 

We do believe that the front end of the US curve best reflects 
the domestic economy whereas the long end of the curve is a 
function of what is happening outside the US border. Indeed, 
the tighter employment market in the U.S and rising wages 
are now fully reflected in the front-end of the curve. The U.S 
is actually exporting their domestic strength to the rest of the 
world through higher short-term rates and a stronger dollar 
(and this explains in part some of the emerging markets 
troubles as already highlighted). On the other hand, the back-
end of the curve is a function of the external environment 
such as long-term bond yields being anchored at 0% in Japan, 
still very low bond yields in Europe, declining EM currencies, 
etc. Thus, the U.S long-end of the curve is importing a much 
more benign international inflationary and growth outlook 
which explains why the U.S 10 year yield struggles to cross 
the 3.0% level while the yield curve is at the flattest level in 
years, despite the acceleration of the U.S economy.

US yield curve keep flattening (source: Factset)

At a 19 basis point difference between the 2- year and the 10-year 
yield, the yield curve is at it flattest level since the start of the year and 
is thus very close to be inverted. So if history is any guide, we may be 
heading for some turbulence.
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RISK #8: High debt levels
High level of global leverage was the main culprit of the latest financial crisis as debt went from $62 trillion in 2001   to $116 
trillion in 2007. Ten years later, global debt has swelled to 225% of GDP reaching $164 trillion, nearly $50 trillion above the 
levels that preceded the financial crisis  (data is for 2016—the latest year for which totals from the IMF are available), as it can 
be observed in the chart below.

And while the International Monetary Fund (IMF) forecasts the 
U.S. as the only advanced economy that will see a further 
increase in debt-to-GDP ratio over the next five years, more 
than one-third of developed economies have debt-to-GDP 
levels above 85%--three times worse than in 2000.

While a high debt burden isn’t necessarily a problem by itself, it 
increases the vulnerability of the system to a shock—in 
particular in the case of interest rates going up. Since 2009, 

central banks quantitative easing programs helped easing the 
cost of higher debt burdens by keeping interest rates low. But 
as we already discussed earlier, those programs are now winding 
down. Things can get even worst when the rise in interest rate 
is combined with a stronger dollar as we discussed in risk #5. 
While it is difficult to assess the impact an interest rate shock 
would have on the increasingly indebted global economic and 
financial system, ballooning debt burdens represent an 
increased vulnerability to a shock.
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Global debt has nearly tripled since 2001 (source: Charles Schwab, IMF)

High level of global leverage was the main culprit 
of the latest financial crisis as debt went from 
$62 trillion in 2001 to $116 trillion in 2007. Ten 
years later, global debt has swelled to 225% of 
GDP reaching $164 trillion, nearly $50 trillion 
above the levels that preceded the financial crisis.  
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RISK #9: Less ammunition to fight a downturn
Another key risk for financial markets is that there are considerably 
less ammunition than before to protect the economy and financial 
system should one or several of aforementioned risks do materialize. 
Indeed, as mentioned before, debt burdens are already huge which 
means that governments have little room to use increases in public 
spending in response to a shock. For instance, the pre-crisis 
2007 U.S. budget deficit of $161 billion, or 1.1% of GDP, looks 
pale in comparison to this year’s projection of $804 billion, or 
4.5% of GDP. In Europe, with the exception of Germany, there 
is very little room for governments to engage in fiscal stimulus.

When it comes to central banks, their leeway seems restricted 
as well. Quantitative easing has left central bank balance sheets 
stuffed with nearly $15 trillion in assets and interest rates are 
still close to record lows—with policy rates still negative in 
some countries.

While a downturn that could require as much stimulus as the 
2008 financial crisis is unlikely, the vulnerability posed by 
limited ammunition to fight a downturn could lengthen and 
deepen the effects of the shock.

RISK #10: The rise of passive investing
By extrapolating the trend in passive investing, Moody’s Investor Service forecasts passively invested assets to exceed those 
actively invested by the end of 2021 (see chart below).

Passive investing market share may exceed 50% by 2021 (source: Charles Schwab)

Pre-crisis 2007 U.S. budget deficit of 
$161 billion, or 1.1% of GDP, looks pale 
in comparison to this year’s projection 
of $804 billion, or 4.5% of GDP



Passive investing is a strategy typically implemented by 
holding securities in line with their representation in an index, 
offering a diversified and low-fee portfolio. 

It is unknown if the rise of passive investing presents a 
vulnerability to the system, but there is no doubt it represents 
a change. And some fear that the mechanical investment rules 
of passive investing may give rise to distortions in the pricing 
of individual securities and might reduce diversification while 
amplifying investors’ trading patterns on the overall market.

As discussed in the April 2017 edition of Perspectives (“Hot 
Topic: The ETF bubble”), the trend movement from active to 
passive strategies has largely benefited the large, liquid stocks 
that have a high representation in the market-capitalisation 
weighted indices which passive fund managers adopt.

That movement can be exacerbated when important themes 
develop. For example, the group termed ‘FAANGs’ (Facebook, 
Apple, Amazon, Netflix and Google) have received attention 
because they magnify what is perceived by investors as the 
strength of large, innovative technology-centered companies. 
As discussed in the section dedicated to the record longevity of 
the US equities market, the ‘FAANGs’ have strongly outperformed 
the S&P 500 over the recent years, a phenomenon which is similar 
to the popularity of the ‘Nifty Fifty’ in the 1960s and 1970s.

As with any strong trend, there are risks attached to it for 
investors. Indeed, the rapid rise of ETFs is raising questions 
about whether the industry has built a giant on top of a 
structure designed for something much smaller. In other 
words, are ETF managers able to provide investors with 
instant liquidity, when what goes into their products is often 

much harder to buy and sell?

Let’s take one example. In 2013, Ben Bernanke, then chairman 
of the Federal Reserve, prompted panic among investors into 
emerging markets with the so-called “Taper Tantrum”. That 
day, the price of iShares Emerging Markets Equity ETF known 
universally as EEM, its ticker symbol, changed hands for 2.6% 
less than the value of the securities in the MSCI emerging 
markets index it attempts to track. At the time, during the US 
afternoon, two-thirds of those underlying securities were not 
available to trade. By the next day, however, the discount had 
all but disappeared.

Another day of stress related to ETF investing was August 24, 
2015, where declines in Asian bourses snowballed at the Wall 
Street open and wild trading ensued. Some 1,278 securities, 
mostly ETFs, were halted for sharp moves, some ETFs widened 
to big discounts and some electronic market makers backed 
away from the market.

By and large the system has worked. In heavily traded ETFs, 
such as those offering exposure to the gold price or the S&P 
500, flows of buyers and sellers produce a deep market where 
even big trades are unlikely to create waves that significantly 
move prices.

However, the expansion across more niche investments has 
created concerns that trading can become concentrated in an 
ETF, or the redemption process will exacerbate losses when 
markets for the underlying securities are far shallower, 
producing dislocations. Although the product was around 
during the financial crisis, it has yet to be tested in its current 
size and breadth in a market meltdown of such scale.

Conclusion

As mentioned above, investors have no shortage of things to worry. 
But these risks also create major opportunities in terms of dynamic 
asset allocation and relative value trades. At this stage, we maintain 
our previous recommendation to stick with US dollar denominated 
(or dollar pegged) assets. As mentioned in our latest quarterly 
outlook, we continue to favor equities and real assets over fixed 
income. Within equities, our preference is with US small & mid-caps 
and Japan. We recommend selectivity in Emerging markets (e.g. we 
still have a positive stance on Middle East equities) and remain 
negative on European equities.
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INVESTMENT SOLUTIONS

The benefits of 
Multi-asset 
investing 
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Despite the strong performance of financial markets over the 
last few years, the global outlook for risk assets remains 
highly uncertain. This has been the case for years now and 
many investors have been missing some of the upside by 
failing to deploy the cash they had at hands.
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One way to get exposure to risk assets while limiting downside 
potential is through the use of balanced funds which allocate 
roughly 50-60% of their assets to equities and the other 40-
50% into fixed income. Correlation with equities remains high 
but the allocation to fixed income provides investors with a 
buffer during the more difficult times. Still, one major pitfall of 
balanced funds is their failure to protect capital during major 
market corrections. Taking 2008 as an extreme example, two 
of the largest balanced funds in the world – namely Vanguard 
Index balanced fund and Blackrock Global Asset allocation 
Fund – both endured severe drawdowns during that period 
(roughly -23% each). While they recovered their losses quite 
dramatically in the following years, many investors couldn’t 

withstand such a drawdown and unfortunately redeemed 
their holdings just before the recovery. 

We would thus suggest a different type of solutions for 
investors willing to allocate to financial markets in a diversified 
way – the multi-assets funds.  

Below, we first explain what the main differences are between 
a balanced fund and a multi-asset fund. 

We then list some of the main benefits of multi-asset 
investing and highlight one fund we are currently invested in 
some of our clients’ portfolio – the New Capital Strategic 
UCITS Fund. 

Balanced funds versus Multi-assets funds
As mentioned above, the strategic asset allocation of 
traditional balanced funds tends to be quite steady and 
limited to two asset classes – i.e. equities and fixed income. 
They are mainly invested into other funds which means that 
investors face several layers of fees. Most traditional balanced 
fund managers are benchmarked against a customized index. 

Multi-asset funds differ from “traditional” balanced funds 
because they target a specific investment outcome, such as a 
return above inflation rather than measure performance 
against a benchmark.

The main characteristics of multi-assets funds are the following:

• A strategic asset allocation which has been designed to 
achieve a pre-specified absolute return target (e.g. Libor + 

500 basis points)

• Targeted exposures to a wide and deep toolkit of asset 
classes (traditional and non-traditional asset classes, such 
as real estate and infrastructure), styles and investment 
instruments (funds, ETFs, individual securities and derivatives). 
The pre-defined ranges of exposure to the various asset classes 
usually provide the portfolio manager with a lot of flexibility

• Dynamic portfolio management.

These characteristics may result in portfolios with broad access 
to a flexible range of investment instruments that can seek out 
growth opportunities as the market environment changes, while 
carefully managing risk. Of course, diversification and multi-
asset investing do not assure a profit or protect against loss.  

Balanced funds versus Multi-assets funds (Source: Russell)

• Absolute Return

• Emerging Markets Debt

• Global High Yield Bond

• Convertible Bonds

• Commodities

• Global Real Estate

• Global Infrastructure
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A Multi-Asset Strategy
SAMPLE Allocation“Traditional” Balanced
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6%

3%

40
%60

%

For illustrative purposes only.
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Benefit 1: Multi-asset funds can help you 
targeting specific and measurable 
investment outcomes 
Multi-assets funds are less dependent on the returns from 
equities and bonds than “traditional” balanced funds. 
Indeed, they are designed to provide measurable investment 
outcomes that aim to help you reach your investment goals 
(see examples below – source: Russell). 

Benefit 2: Multi-asset funds are 
managed dynamically  
A multi-asset portfolio is designed to navigate all kind of 
market conditions by adjusting exposure dynamically. Ample 
flexibility is provided to the fund manager to respond to 
changing market conditions, looking for the most promising 
return opportunities while attempting to avoid asset classes 
and sectors that could add unnecessary risk to the fund. 

Benefit 3: Multi-asset funds quickly 
adapt to markets using enhanced 
capabilities  
Multi-asset portfolios provide actively managed exposure to 
various sectors, asset classes, geographies and market 
capitalizations, giving access to a broad investment universe. 
The funds can also use derivatives - such as options, futures 
and currency hedging – which allow the portfolio manager to 
target the desired investment outcome through risk 
management and return-seeking positions. These enhanced 
capabilities can help the portfolio navigate through volatility 
more effectively than with a traditional balanced fund.

Benefit 4: Multi-asset funds give you access to “best-in-breed” investment managers  
Multi-asset portfolios can provide you with access to some of the world’s leading investment opportunities and money 
managers through an open architecture approach. 

By combining independent money managers from around the globe in a single fund — not just managers who work for one 
fund company — you potentially get access to “best-in-breed” managers for the most recognized asset classes. 

But when the use of actively managed fund does not make sense or is simply not available, multi-assets fund managers can 
use additional instruments such as ETFs, individual securities and derivatives.

INVESTMENT SOLUTIONS

We believe multi-asset investing can offer our clients four key benefits:

Main benefits of Multi-assets investing

The New Capital Strategic UCITS Fund
There is one highly successful multi-asset fund that we have been 
allocating to on behalf of our clients – the New Capital Strategic 
UCITS Fund. New Capital is the funds arm of EFG Asset 
Management (EFGAM), the investment arm of global private 
banking group EFG International (USD 150 billion in assets 
under management). 

The New Capital Strategic Portfolio UCITS Fund was launched 
in December 2014 and encapsulates EFG Asset Management 
macro-driven asset allocation process. While it broadly mirrors 
the Cayman-domiciled vehicle launched in 2009, they introduced 
the UCITS offering to make this strategy available to a wider 

audience. The Fund’s current assets under management are now 
getting close to USD 200 million. The Fund seeks a returns of 
USD Libor 1 month + 5% which means roughly 7-8% per 
annum and this with half the volatility of equity markets.

The Fund invests across global equities and bonds, commodities, 
real estate, and hedge funds, aiming to offer consistent risk-
adjusted returns across different market conditions. The asset 
allocation within the portfolio reflects their strategic macro and 
market views, with various tactical positions also in place. As 
shown on the next page, the asset allocation range is rather broad.

Multi-Asset Growth 
& Income Strategy

Multi-Asset Growth 
Strategy

Long-Term
Return Goal:
CPI* + 4%

Long-Term
Return Goal:
CPI* + 5%

Risk Goal:
1/2 the volatility of 

Global Equities

Risk Goal:
2/2 the volatility of 

Global Equities

*Consumer Price Index
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Performance & Calendar Year returns (as of end of July 2018)

Asset allocation range versus current allocation (as of end of July 2018)

0% 60%Equity

Fixed Income

Hedge Funds

Real Estate

Commodity

Cash

Current allocationAllocation range

57.41%

0% 60%

23.67%

0% 25%

8.90%

0% 20%

3.28%

0% 20%

1.28%

0% 100%

5.46%

In terms of current exposure, the lead fund manager’s main 
view is that the tightening of interest rates which, together 
with the tapering (ECB) and unwinding (Federal Reserve) of 
quantitative easing, is likely to create headwinds for bonds. So 
central bank actions, in particular, remains a big focus.  

In this setting, they have been looking across the different 
asset classes and position the portfolio according to the 
forecasted economic environment. This should allow the fund 
to provide investors with a solid long-term return.

The Fund has a 57% exposure to equities, 24% to fixed 
income, 9% to hedge funds, 3% to real estate and 1% in 
commodities. It keeps some dry powder with 6% in cash. 
Within equities, more half of the allocation is in the U.S, 20% 
in Europe, 12% in Asia and 12% in Japan. The exposure to 
emerging markets ex-Asia is very modest. Within fixed income, 
80% of the allocation is in Investment grade bonds.  

We can provide you with more information on this fund 
upon request.

In terms of the equity and bond exposure, the Fund takes 
advantage of the best New Capital has to offer: positions in 
those portions of the portfolio – which make up roughly 80% 
– will overlap with their products investing in those areas. For 
example, the fixed income exposure will use ideas, based on 
rigorous analysis, from their flagship fixed income funds, while 
the equity positions will reflect the stock-picking expertise of 
our specialist equity managers.

Unlike many similar funds available to investors, the lead portfolio 
manager of this multi-asset fund is EFG Asset Management 

CIO himself – Moz Afzal who has worked at EFGAM for more 
than 20 years. The Strategic Portfolio UCITS Fund reflects his 
own track record in asset allocation as well as that of EFGAM.

In terms of performance, the Fund is among the very best of 
its investment universe (it is ranked 97th percentile on Bloomberg 
over the last 12 months) and has been delivering according to 
objectives since the launch of the fund (see chart below). In 
2017, the fund was up +19.5% (after fees) and has been 
delivering positive returns since the start of the year while 
most competitors are flat or in the red. 
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Special Focus:
The Turkish crisis
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Alongside downgrades from ratings agencies Moody’s and S&P moving Turkey’s debt closer into “junk” territory, inflation is 
expected to continue rising above 20% (see chart below) and push the economy into recession in the last quarter of 2018 and 
probably in the first half of 2019.

Turkey’s economic situation is going from bad to worse. At the start of the 
year, a dollar bought roughly 3.8 lira. As of the end of August, it bought more 
than 6.5 or a 40% decline for the Turkish currency (see chart below). The 
iShares MSCI Turkey ETF (ticker: TUR) is down -54% year to date. Meanwhile, 
Turkish 10-year bond yields have been surging to a record level of 20.7% by 
a 900 basis points rise since the start of the year.

Special Focus:
The Turkish crisis

Turkish Lira against the U.S dollar (source: www.investing.com)

Turkish Inflation Rate Hits New 14-1/2-Year High (source: www.tradingeconomics.com)
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The currency crisis will likely have a lasting impact on Turkey’s 
ability to finance itself abroad, as well. Turkey is scheduled to 
deal with $180bn of external debt maturing in the next year 
and a current account deficit of $50 billion. On the political 
side, President Recep Erdogan accuses the United States of 
waging economic ‘war’ against Turkey and has threatened to 

‘look for new allies’.

While Turkey comprises only 1 per cent of global domestic 
product (GDP), an economic crisis in a country of 80 million 
people, which sits at the crossroads of Asia and Europe and is 
home to both NATO’s second-largest military and more than 
3.5 million Syrian refugees, would be no small event.

Anatomy of a crisis
As we already highlighted in the June edition of Perspectives 
“Investors prepare for a long and hot summer”, Turkey’s 
economic woes and the collapse of the Lira look first and 
foremost as a self-inflicted domestically-driven event. 

To put things into context, it is worth remembering that Turkey 
was in 2017 the fastest growing economy among the G20 
countries with 7.4 percent real GDP growth. The country has 
responded positively to a strong economic stimulus program 
launched shortly before the referendum on the presidential 
system in April 2017. The fiscal impulse designed by the Turkish 
government was aimed to reignite economic growth through a 

250 billion Turkish lira ($68 billion) credit guarantee facility, a 
cut in taxes, and increased spending. The scheme saved SMEs, 
brought volume to financial institutions and supported 
consumer demand (e.g. record high auto sales). Overall, the 
economy surged and led to record earnings growth for 
companies. 

While the boost in economic growth helped President Erdogan 
to win the referendum (albeit narrowly), it also contributed to a 
marked increase in Turkey’s current account deficit and inflation. 
Within one year, the current account deficit soared to 5.5 
percent of GDP, its widest since 2013 (see chart below). 

Turkey current account as a percentage of GDP (source: www.investing.com)
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While most emerging countries have been shrinking their balance of payments deficits and have been rising their foreign 
exchange reserves, Turkey has been going into the opposite direction.

As the current account deficit increased, Turkey’s dependence on foreign 
capital inflows has surged correspondingly, leaving Turkey as a prime 
candidate for the first domino to fall in the next storm.
Another ramification of the 2017 referendum stimulus was the double digit inflation that jumped to 13 percent on a yearly 
basis last November. As a result of these developments, the Turkish lira had depreciated considerably in 2017.



To further complicate the situation, Turkey also 
started to suffer from “external” headwinds such 
as the rising oil price (a move from $50 to $100 
costs 1.5% of GDP growth), the strength of the 
dollar (given the sizeable amount of $ debt) and 
the rise of interest rates in developed countries.

At the beginning of 2018, Turkey was looking fragile again.
At the start of the year, it became obvious for observers that 
the government’s intention was driving growth ahead of the 
crucial presidential and general elections taking place at the 
end of June. One area of concern for foreign investors was the 
short Foreign exchange position of the non-financial sector, 
which stood at more US$200 billion (25% of GDP) at the 
start of 2018. Indeed, the period of strong growth has been 
accompanied by rising leverage in the private sector. While the 
government decided in January to introduce a floor of US$15 
million for the total FX liabilities of the companies with no FX 
income, it proved to be too late. In February, Turkish cookie 
giant Yıldız Holding requested the banks to restructure $6.5 
billion of debts. The Pandora’s Box had opened and other 
companies (Dogus Holding, Unit Investment, and Bereket 
Energy) followed. Investors’ concerns about debt problems in 
Turkey started to materialize, putting pressure on the Lira.

To further complicate the situation, Turkey also started to 
suffer from “external” headwinds such as the rising oil price (a 
move from $50 to $100 costs 1.5% of GDP growth), the 
rising dollar (given the sizeable amount of $ debt) and the 
rise of interest rates in developed countries. 

The combination of these domestic and external factors 
created the conditions for a perfect storm in Turkey. To restore 
confidence in the Turkish Lira, foreign investors were waiting 
for a strong, hawkish signal from the Turkish Central Bank. 
What they neither knew nor suspected was the Central Bank’s 
impotence in raising interest rates. Indeed, Turkish President 
Recep Tayyip Erdogan has long pressured the central bank 
against monetary tightening, calling himself “the enemy of 
interest rates”. During a visit to London in May 2018, President 
Erdogan did anything but inspire confidence among 
international investors. In an interview with Bloomberg 
Television, Erdogan said that he planned to assume greater 
control of the economy after the snap presidential and 

parliamentary elections. This increased investors’ worries 
about the central bank’s ability to fight inflation.

Concerns about Erdogan’s remarks sparked a sell-off in 
Turkish assets. The Lira slumped to record lows and yields on 
long-term government debt raised to the highest on record. 
The anxiety among investors was not confined to the economic 
sphere. Turkey’s slide into authoritarianism has caused 
tensions with its Western allies, and the political risk premium 
of the Turkish assets sharply increased due to Ankara’s 
growing isolation. 

At the end of June, Erdogan was able to secure his re-election 
with 53 percent of the votes. While the result was widely 
anticipated by the market, the surprise for the investor 
community came when the president appointed his son-in-
law as treasury and finance minister. 

Another trigger for the current crisis was the Central Bank’s 
decision not to raise the interest rate, when the consensus 
expectation was of a 100 basis point tightening.

To make things worse, a diplomatic rift took place between 
Ankara and Washington as a result of the detention of the 
American Pastor Andrew Brunson, an evangelical missionary 
who was arrested in October 2016 and who has been indicted 
on charges of espionage and links to terror organizations. In 
retaliation, the United States imposed sanctions against 
Turkish minister of Justice Abdülhamit Gül and interior 
minister Süleyman Soylu, while doubling the tariffs against 
Turkish steel and aluminum.

After a Turkish delegation to Washington failed to make 
progress towards the lifting of U.S. sanctions, the slide of the 
Turkish Lira turn into a crash as the currency dropped as much 
as 18 percent in just one day. It has thus lost more than 40 per 
cent of its value since the start of the year.
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While banking authorities have attempted short-term fixes 
for the Lira, like pledges of liquidity for banks and a halt in 
offshore currency swaps to stem Lira short-selling (traders 
betting against the currency), the government largely lacks a 
broader recovery plan. Instead, Erdogan has blamed the U.S. 
for waging “economic war” against Turkey. Warnings of potential 
further sanctions by the U.S. Treasury on Ankara have only 
thrown more uncertainty over the country’s financial trajectory. 

S&P Global Ratings predicts an economic contraction in 2019, 
thanks in large part to the deep hit to the Lira which, according 
to S&P Global Ratings, is really putting a lot of pressure on a 
private sector. Indeed, corporates are highly indebted in 

foreign currency (foreign currency-denominated corporate 
debt equals about 50 percent of Turkey’s GDP). Next at risk 
are Turkey’s banks, which provide a lot of that financing. 
Turkish bank stocks continue to lose value and are now at 
their lowest level in nine years. While most specialists believe 
the banking system is still strong, others warn that banks may 
reduce their lending in the future and such a move would 
likely affect growth. Turkish consumers will also feel the pain 
as inflation could peak at 22 percent over the next four 
months, before subsiding to below 20 percent by mid-2019, 
according to S&P. As shown on the chart below, both business 
and consumer confidence have been taking a hit recently.

No long-term plan in sight

Turkey Business & Consumer confidence are plummeting (source: www.tradingeconomics.com)
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What’s next?
While many economists say that contagion to other Emerging markets and European banks will be limited (see our “Hot topic” 
section), the worst may be yet to come for Turkey, as market observers see no relief measures in sight from a government 
choosing to double down rather than de-escalate and listen to the advices of experts. Ankara’s ability to improve relations with 
Washington and remove the threat of further sanctions, which is weighing on capital flows, is thus going to be crucial.

Looking at the situation from an objective point of view, there is a decent chance for the crisis to calm down at some point. 
Firstly, Turkey’s enduring strategic importance to NATO means that its Western allies have an interest in preventing relations 
from deteriorating further.

The Russian economy is struggling with the impacts of U.S. sanctions, and new sanctions targeting leading state-controlled 
banks are on the way.  China’s economy, meanwhile, faces a slowdown. The trade war with the United States is complicating Beijing’s 
efforts to fix the economy. When struggling with problems of their own, neither China nor Russia could or would want to 
underwrite Turkey’s huge debts. So far the only country that has offered Turkey tangible support is Qatar. But Qatar’s pledged 
support of $15 billion dollars is not anywhere near enough to shelter the Turkish economy from the rising financial storm.

NB: Our regional equity portfolios do not have any exposure to Turkey as our investment universe has been defined as 
MENA rather than MENAT

The above means that Turkey has no alternative 
to Western capital. Sooner or later, Turkey is 
going to have to do whatever it takes to restore 
the confidence of Western investors. This 
would be the first step into the right direction 
but much more needs to be done in order to 
fix Turkey’s economic imbalances.

Moreover, Erdogan’s track record shows that 
pragmatism dictates his foreign policy. And 
while Erdogan raised the specter that Turkey 
would consider withdrawing from NATO and 
aligning with Russia and China, these two 
superpowers are unlikely saviors as both have 
their own problems with the U.S. 
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At the end of August, the IMF published an 89 pages report on Saudi 
Arabia following their annual consultations with the Kingdom authorities. 

Overall, the IMF commended the authorities for the progress made in 
implementing their reform agenda. The pace of reforms has surprised 
most observers on a positive way and some significant structural 
changes have been taking place over the last two years in many 
different areas (see Appendix II at the end of this report). 

The IMF also welcomed the broadly positive outlook for the Kingdom 
and emphasized that higher oil prices should not slow the reform 
momentum. 

They agreed that continued commitment to implementing wide-
ranging reforms will help achieve the fiscal objectives and promote 
non-oil growth.
Below, we highlight some of the key observations and recommendations included in this report. We then share our latest 
thoughts on the Kingdom and how we play the Saudi equity market in our portfolios. 

Inflation: back to positive territory
2017 was a deflation year in Saudi Arabia (CPI was -0.9%). Inflation is now forecasted to reach 3%  
in 2018 on the back of the introduction of the 5% VAT. It is expected to stabilize around 2% in the 
medium term. 

Saudi Arabia IMF Article IV Report Highlights

GDP Growth: accelerating
Saudi real GDP growth is expected to grow at 1.9% in 2018 following the -0.9% decline in 2017. Non-oil 
GDP is growing at 2.3% (versus 1.1% in 2017) thanks to slowing fiscal consolidation and increased 
government spending on the back of easier oil backdrop. As a consequence, confidence in the economy 
has been improving. We note that non-oil output gap is now estimated at -3.7% in 2017 which means 
that the economy would need to catch up for years of slow growth.  

The IMF expects growth to pick up in the medium term as reforms are implemented and oil production increases. The IMF now 
sees Saudi non-oil real GDP growth accelerating progressively from 2.1% in FY19e to 3.2% in FY23e. 

The stance on the Saudi reform program remains positive although the IMF cautions Saudi against slowing down the reform 
momentum. While oil prices have been firming, the current program is needed to achieve the fiscal objectives (fiscal balance by 
2023) and stimulate non-oil GDP growth. The IMF recommends using surplus revenues that exceed the budget to start rebuilding 
fiscal buffers, keeping fiscal breakeven points in check. 
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Fiscal deficit: continues to narrow
Thanks to higher oil & non-oil revenues, the fiscal deficit continues to narrow to 4.6% of GDP in 2018. 
This is clearly below budget (7%) and significantly down from the 9.3% deficit in 2017. 

While the firmer oil price is helping on the revenue side, the Kingdom continues to run a deficit due to 
additional capital spending, the cost of the citizen’s account and the “January Royal Decree” (monthly 
allowances for public sector workers, students, retirees…). 

While the IMF bets on an even tighter deficit of 1.7% in 2009 (end of Royal Decree allowances, increased VAT, etc.), it expects the 
deficit to widen back to 3.6% in 2023 on weaker oil revenues. This conflicts with the Saudi’s plan of a balanced budget by 2023. 
This divergence of view comes from the assumption on the oil price ($59/bbl is used by the IMF whereas a balanced budget 
requires a price of oil of $73/bbl). 

We note that the IMF agrees with the Kingdom regarding the slower pace of fiscal reform as a slower pace of adjustment should 
reduce the negative impact on growth. The IMF commended the Saudi authority for moving the target of a balanced budget from 
2020 to 2023, which is closer to the IMF’s 2022 recommendation. They however recommended the authorities to plan for 
different scenarios given the uncertainty of the oil price trajectory. In case of higher oil price, savings should be increased but non-
oil balance targets should be unchanged. But in the case of lower oil price, some new measures should be taken in order to help 
achieve the 2023 fiscal target, e.g. raising VAT to 10%, freezing wage bill and further prioritizing investment projects.  

Employment: increasing but unemployment rate for 
nationals stay high
The key focus remains on Saudization and female employment. The Saudi government is taking steps to 
increase the level of Saudi employment by making expatriate workers more expensive, limiting expat 
employment through Nitaqat quotas (and even banning them from certain sectors), offering temporary 
employment for hiring Saudi labor and providing Saudi nationals with increased training and education. 

When it comes to female employment, steps are being taken to encourage further female participation by subsidizing transportation 
and childcare costs, increasing childcare facility capacity and allowing women to drive. 

So far, results of the new employment measures have been mitigated. Indeed, Total employment contracted by 2.3% in Q4 ’17. 
Employment of Saudi nationals has increased, especially for women, however unemployment rate among Saudi nationals rose to 
12.8% in 2017 vs 12.3% in Q4 2016. The unemployment rate of females fell to 31% from 34.5% the previous year. 

Saudi participation in the labor force stands at only 40% vs. 62.8% internationally. Female participation stands at 18%. At the 
current labor force participation rate, KSA would need to create 0.5m jobs by 2023 to absorb new entrants to the labor force, 
however, if female participation rises by 1 percentage point every year, then KSA would need to create 1.4m jobs.

The Saudi government is taking steps to increase the competitiveness of Saudis in the private sector. The IMF cautioned that these 
steps should be gradual in order to avoid impact growth in the short term. The IMF also prescribed the Government to convey the 
message to Saudis that government jobs are limited and that they should look for private jobs and to train for it. Expat workers 
mobility should be increased through reforms of the visa system (this is a work in progress) – this should increase expats wages 
and productivity. The IMF also recommended to continue removing constraints to female employment, improve training and 
education and review the wage subsidy program.

On the private business side, we note that steps are also being taken to improve the business requirements by including a new 
insolvency law, competition law and franchise law. 

Privatization programs have been delayed as work is done to improve the regulatory requirement but should begin soon. 

Credit and deposit growth: weak but expected to strengthen
Credit and deposit growth remain weak, but both are expected to strengthen due to higher government 
spending and non-oil growth. On the positive side, banks’ profitability should continue to increase as interest 
margins widen (a theme which has been played within our portfolios for some time – more on this in the 
last section). Another positive fact is that banks are well positioned to withstand liquidity or negative asset 
quality shocks; the higher net interest margins also provide them with room to increase credit growth.



Current account: high single digits surplus
The current account returned to a surplus (+2.2% of GDP) in 2017 thanks to increased value of oil 
exports and the effects of fiscal consolidation (lower imports and remittances outflows). In 2018, the 
current account balance is projected to reach a surplus of 9.3% GDP in 2018. While imports have been 
recovering, higher oil prices and decreased remittance outflow are moving the current account firmly in 
positive territory. 

The analysis of the capital account shows a large outflow due to overseas investment by PIF while government borrowing ($17 
billion) and inflows into Saudi equities ahead of index inclusion should partly offset the former.

Exchange rate – peg remains suitable
The IMF continues to believe that the dollar peg serves the country well but suggest reviewing it on a 
regular basis.

One suggestion by IMF is to move to a more flexible regime where the rate would move in-line with oil 
prices, providing more stable fiscal revenues in SAR terms while supporting the development of the non-

oil tradable sector and allowing the Central Bank to follow a more independent monetary policy. But there are risks attached to this 
regime, e.g. the monetary anchor would be less credible, could result in higher inflation, etc.

Risks – tilted to the downside
• Oil prices remain a major variable to watch at it will affect the fiscal and external accounts, as well as 
economic growth and the financial sector.

• An escalation of geopolitical tensions could raise oil prices but hurt confidence.

• Weak non-oil growth and limited private sector employment opportunities may make further fiscal 
reforms difficult with larger fiscal deficits.

• Higher than expected government financing needs could reduce credit availability and stifle private sector growth

• Delays in the privatization program 

Our views on Saudi Arabia and how we are positioned within our portfolios
Since Saudi Arabia was put on watchlist for inclusion in the 
MSCI Emerging Market Index in June 2017, Saudi equities 
posted significant gains (+17%). Unsurprisingly, the rally was 
led by large index weights, a trend which was enhanced by the 
large inflows into the iShares Saudi Arabia (ticker: KSA) ETF. 
While the Tadawul All Share Index has given up some of its 
gains recently, we continue to find most Saudi large caps too 
richly valued. As such, we continue to find the best ideas 
within the mid-caps segment. 

In terms of sectors, we continue to be cautious on businesses 
exposed to consumer spending such as staples, discretionary, 
telecoms & healthcare. As mentioned in the previous section, 

non-oil GDP growth is picking up but the decline of population 
due to expats leaving the country because of the dependent 
fees is a major headwind for the sector. Furthermore, reduced 
subsidies and the introduction of new fees has been eating on 
the purchasing power of the average Saudi household.  

Retail companies have responded to this change of paradigm 
by offering promotions to stimulate their top-line at the 
expense of their margins. Indeed, most retailers embarked on 
major expansion program during the 2011-2015 oil boom 
period and are now forced to utilize assets while being also 
required to pay levies depending on the number of expats 
they employ. 
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Theme #1: Rising Interest Rates
As we already mentioned in the past, Saudi banks are a major 
beneficiary of rising interest rates. Indeed, as the interbank 
rates move up, the loans they offer are getting repriced almost 
immediately, whereas deposits in current and savings account 
(CASA) do not benefit from this development. Given the high 
proportion of CASA in the system, net interest margins have 
thus been expanding alongside the rise of the benchmark rate. 
As highlighted in the first section, lending activity is expected 
to pick up in the second half of 2018 and next year on the 
back of infrastructure projects initiated by the Government. 
Saudi banks have been managed in a very conservative way 
and their NPL coverage stands at an average of 220%. We 

also believe current provisioning levels are fair and stable. 
Finally, Saudization only has a minor effect on the banking 
sector as Saudi banks already have a Saudization rate of 90%, 
which means that they are unlikely to witness any escalation 
in staff cost due to these initiatives.

Overall, we remain positive on Saudi banks as aforementioned 
factors should help the banking sector to improve its return 
on Equity and book stock prices. While the first leg of the 
sector upward move was dominated by the blue-chip banks, 
we now expect the mid-tier segment to outperform as it has 
been lagging the large caps and now trade at discount to large 
caps. Al Rajhi Bank and Samba are among our portfolio holdings.
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While being cautious on retailers, we are 
however positive on four major themes:
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Overall, we remain 
positive on Saudi banks 
as aforementioned 
factors should help the 
banking sector to 
improve its return on 
Equity and book stock 
prices.
Al Rajhi Bank and 
Samba are among our 
portfolio holdings.
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Theme #2: Petrochemical Spreads
Over the last 12 months, petrochemical product prices have 
increased on the back of higher oil prices. Brent crude averaged 
USD 72/bbl in August, a +50% year over year gain. Meanwhile, 
the median prices for a basket of major petrochemical 
products posted a gain of 23% over the same period.  

Most Middle east ethylene crackers have fixed input costs 
while in some instances the costs move up with a lag, which 
helps expanding the spreads for a while. We are currently at 
the stage of the cycle where spreads will not normalize before 
the 6 to 12 months. Until then, companies should be able to 
report strong earnings. This is exactly what happened during 

the latest reporting season as at least seven names in the 
sector published results which were above consensus 
estimates thanks to higher than expected utilization rates of 
the plants.

While the large caps in the sector remain too richly valued, we 
found some attractive mid-caps stories such as Alujain 
Corporation, Saudi Kayan or National Petrochemical company. 
They are also benefiting from idiosyncratic stories such as an 
operational turnaround, balance sheet deleveraging or 
exposure to products with favorable economics. 

Theme #3: Motor Insurance Enforcement
Motor Insurance is a segment we have been favoring for some 
time as it is benefiting from two regulatory changes: firstly, 
the push for insurance enforcement. As of now, we estimate 
that 45% of cars are not insured in the Kingdom. Indeed, the 
current regulation requires vehicle registration every three 
years and owners have been “getting around” the system by 
availing a one-year policy (the minimum period) prior to the 
registration and not renewing it the subsequent two years. A 

new law is now requiring yearly registration which should have 
a strong impact on the growth of insurance premia.  

The other tailwind is the “women driving” royal decree which 
is also expected to have a material impact on the sector.

Within the sector, we continue to like names such as Al Rajhi 
Insurance and Malath Insurance.

Theme #4: Consolidation
As discussed in the first section of this article, major reforms 
are being implemented in the Kingdom and this forces many 
companies to adapt their model to new rules. Across sectors, 
some companies are better positioned than others to 
capitalize on the current reform program. This is for instance 
the case with Saudization which is leading to consolidation 
and benefiting to the companies with already high rate of 
Saudization. This is what happened for instance within the 
mobile retailers’ industry when they had to comply with a 
September 2016 deadline. The ones which were already 
prepared for it saw their market share moving from 26% in 
March 2016 (when the decree was passed) to 47% in 
September of 2016. 

As part of the reforms, the Government has imposed a 70% 
Saudization level in sales outlets for 12 activities – from 

stores selling electronics to readymade garments, watches, 
home furniture, etc. and the Ministry of Labor will soon begin 
inspection. The reduction from the original 100% quota can 
be a small positive as it can alleviate some staff cost’ pressure 
but it will still impact the smaller/unorganized stores which 
are operating under the ‘Tasattur’ arrangement. Within 
electronics retailers we own eXtra. 

In case of car rental business, the Public Transport Authority 
brought during the Summer a new rule that imposes a limit 
on the fleet size (of at least 100 cars) for companies operating 
in metropolitan areas. Some companies have been quicker to 
respond to the changing market dynamics – cutting costs 
with the help of technology. Within this sector, we like names 
such as Budget. 

Conclusion
While Saudi equities enjoyed a substantial rally over the last 
12 months and despite some negative headlines recently (e.g. 
the delay in Saudi Aramco IPO, clash with Canada, etc.), we 
remain positive on the Saudi story. As highlighted in the first 
part, the Kingdom continues to implement reforms while we 
are seeing some improvement on the macro-economic side. 

The upcoming inclusion of Saudi equities in the major EM 
indices and the resilience of Saudi equities despite the turmoil 
in Emerging markets should continue to attract foreign flows. 
More importantly, the Saudi equity market remains full of 
attractive alpha opportunities for active managers such as 
ourselves.
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2015 2016 2017
(Priliminary)

2018
(Projected)

2019
(Projected)

2023
(Projected)

OUTPUT
Real GDP Growth (1%)
Non oil Real GDP Growth (1%)

4.1
3.2

1.7
0.2

-0.9
1.1

1.9
2.1

2.4
3.2

2.4
3.2

PRICES
CPI Inflation (%) 1.3 2.0 -0.9 3.0 2.0 2.1

CENTRAL GOVERNMENT FINANCES
Fiscal balance (% GDP)
Non oil primary balance (% Non-oil GDP)
Public debt (% GDP)

-15.8
-50.0
5.8

-17.2
-45.7
13.1

-9.3
-39.7
17.2

-4.6
-41.7
19.1

-1.7
-36.9
20.3

-3.6
-32.1
24.3

MONEY AND CREDIT
Broad money M3 (% change)
Credit and private sector (1% change)

2.5
9.2

0.8
2.4

0.2
-0.8

2.3
2.0

2.8
2.2

4.7
5.0

BALANCE OF PAYMENTS
Current account (% GDP)
AMA’s total net foreign assets ($ billion)

-8.7
608.9

-3.7
528.6

2.2
488.9

9.3
521.8

8.8
560.3

1.2
585.6

UNEMPLOYMENT RATE
Overall (% total labor force)
Nationals (% total labor force)

5.6
11.5

5.6
12.3

6.0
12.8

n/a
n/a

n/a
n/a

n/a
n/a

Appendix I: Saudi Arabia Economic indicators (source: IMF)

Appendix II: Saudi Arabia structural reforms in 2017-2018 (source: IMF)

Creation by the 
Public 
investment Fund 
of a mortgage 
refinance 
company

Fund of Funds 
created by PIF 
to invest in 
venture capital 
& private equity 
funds. 
Restructuring of 
the partial 
credit guarantee 
scheme for 
SMEs (Kafalah 
program). 
Investment 
fund created to 
invest in SMEs.

Approval of the 
new Bankruptcy 
Law by Council 
of Ministers

The minimum 
asset size  for 
foreign 
investors to 
trade in market 
was reduced

Foreign 
investment 
licenses 
available for 5 
years  (1 year 
previously)

Government  
bonds traded 
on the Tadawul

Women 
permitted to 
drive

Labor market 
reform to be 
implemented as 
agreed earlier in 
Aug 2017

1-Consent of a 
male guardian 
no longer 
needed to start 
a business

2-Access to 
certain jobs in 
the military.

Authorization of 
qualified foreign 
companies to 
have full 
ownership of 
engineering firms

Law requiring 
Saudi Electricity 
Company to 
compensate 
customers for 
violations of 
guaranteed 
standards.

1-Consent of a 
male guardian 
no longer 
needed to start 
a business

2-Access to 
certain jobs in 
the military.

Regulations 
approved for 
issuance of 
tourist visas

Prohibition of 
issuing new work 
visas for 19 
professionals 
restricted to 
Saudis. Issuance 
of a Ministerial 
decree to limit 
work fin 12 sales 
activities to 
Saudi effective 
September  2018. 
Amendments to 
Nitaqat 
introduced, 
increasing the 
mandatory 
employment 
ratio of nationals 
to expatriate 
employees.

Work in 
Progress

Sept
2018

Jun
2018

Apr
2018

Feb
2018

Jan
2018

Dec
2017

Aug
2017

Oct/Dec
2017

Capital Markets Labor Markets SME’s Women Empowerment Legal Framework FDI/Tourism
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As highlighted in this publication, the smooth ride of the S&P 500 is not a fair representation 
of what is currently happening in the global financial world. In the months to come, markets 
will have a climb a wall of worry and investors need to prepare for a variety of outcomes.  

Still, staying out of the market is likely to be a greater risk than being long the market. Indeed, 
being invested has provided attractive returns in the past. And while historical performance 
doesn’t guarantee future results, stocks outperformed bonds as well as inflation and cash. 

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.

In addition to beta exposure, allocating 
selectively to alpha opportunities can 
improve further portfolio returns. This is 
precisely our mission at Al Mal: provide to 
our clients market exposure but also the best 
alpha opportunities in regions and markets 
where inefficiencies can be exploited.  
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