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1Q 2018 in the rearview
An eventful start of the year

Big US Tax cuts, threats of Trade War, fears of rising inflation, Fed rate hikes,
strong earnings…It was indeed an eventful start of the year for investors. In our
January Perspectives (“Special 2018 outlook”), the main message to our clients
was to stay invested in risk assets although we expected lower returns and more
volatility than in 2017. To be fair, we didn’t expect volatility to make such a come-
back as soon as in the first quarter of the year.

While January happened to be a very strong month for risk assets - the S&P 500
had its best start of the year since 1997 with a gain of +5.6% - this was followed
by a record one-day spike for the VIX index and a 10% correction for equity
markets, the first one with this amplitude since 2016.

As highlighted in our February Perspectives, US Treasuries didn’t help diversified
portfolios to smooth out losses as the 10-year US Treasury yield rose 50 basis
points to 2.90%, hitting its highest point since the “taper tantrum” in late 2013.

While the correction in February was led by concerns that inflation (and interest
rates) could rise faster than expected, renewed volatility took place in March on the
back of another market fear – an escalation of Trade tensions after Trump
announced its intention to impose tariffs on up to $60 billion of imports from
China.

A slump in tech stocks and the re-pricing of other crowded assets (European High
Yield, cryptocurrencies, etc.) also contributed to make this first quarter much more
complicated than expected by most investors.
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1Q 2018 in the rearview
A strong year for risky assets

As shown on the table below, the performance of various asset classes illustrate the benefits of one of the investment principles we highlighted in our 2018 outlook
– i.e. portfolio rebalancing. Indeed, while Oil and Pan Arab equities underperformed most asset classes last year, they proved to be among the best performers in 1Q
2018.

Meanwhile, U.S and International developed equities are going through a soft patch after a very strong 2017. Interestingly, frontier markets continue to show
leadership. The other important events of the quarter include global fixed income which recorded its first quarterly decline since 2016, the (unexpected) flattening of
the US yield curve, the surge of the U$ Libor, the decline of the US$ index for the 5th straight quarter and the collapse of cryptocurrencies.

In the next slides, we discuss in more details what we believe to be the 10 most relevant financial market stories of the first quarter.

Selected asset classes 
performance in 1Q 
2018 
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1Q 2018 in the rearview
Story #1: The come-back of equity volatility 

As mentioned in our 2018 outlook, last year was characterized by extraordinary low volatility. The market behavior over the last 3 months suggests that the
somnambulant nature of the rise in broader equity indices over the last several years is coming to an end. The S&P 500 saw 23 daily moves of +/- 1% in the first
quarter compared to a total number of 48 in 2016 and 8 in 2016.
The VIX index (also known as the “fear gauge”) had its biggest quarterly spike since September 2011. It is also up two quarters in a row for the 1st time since
2015. While February was the biggest monthly spike since August 2015, the VIX also increased in March, which means that quietly, the VIX recorded a monthly
gain 5 times over the last 6 months. It is interesting to see that the VIX started to snap on a monthly basis when the Fed started to normalize its balance sheet (see
chart below on the left).
One factor which might be adding to volatility is the fact the famous “buy-the-dips” spirit which has been in place for month and annihilated any attempt of decent
correction seems to have lost its mojo. Indeed, it looks like professional money managers were leery about buying stocks during the recent rebound, judging from
Bloomberg's Smart Money Flow Index, which tracks Dow Jones Industrial Average moves in the first and final 30 minutes of trading.
As shown on the chart below (right), the index is hovering at its lowest in two years - since the start of The Shanghai Accord - suggesting a very different regime
has recently begun. The thinking behind this market indicator is that smart money will test the market and wait until the end of the day before committing to any
large moves. The last time SMART money index and the market diverged was in 2000 and it did not end well for stocks...This indicator should thus be monitored
very carefully.

S&P 500 VIX index (blue line) versus US Federal 
Reserve Assets inverted (red line) S&P 500 (in blue) vs. SMART Money Flow index (in red)
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1Q 2018 in the rearview
Story #2: First negative quarter for S&P 500 since 2015

This is the first quarterly drop for the S&P 500 since Q3 2015 (China devaluation, flash crash) and this is the first back-to-back monthly losses for US equities
since October 2016, and the biggest 2-months drop since September 2015 (see chart below). About $2.3 trillion of market cap was erased from U.S stocks wealth
in February and March.

While the S&P broke its 9-quarter winning streak the Nasdaq managed to close in the green for a 7-quarter winning streak – but March was the worst month since
1Q 2016. Small-caps (+0.6% in 1Q) have been starting to quietly outperform mega-caps (-1.7%). Indeed, smaller stocks expected earnings growth look much
stronger than for larger caps this year as they benefit to a greater extent from the fiscal reform and are more insulated from a potential Trade War.

We also note that growth outperformed value by a strong margin over the last 3 months with the S&P Growth index being up +1.9% versus -3.6% for the S&P
Value index. Technology (+3.5%) and Consumer discretionary (+3.1%) were the best performing sectors over the quarter despite the sharp correction endured by
some social media mega caps (see next story). It is also interesting to see that defensive sectors such as Telecoms (-7.5%), Consumer Staples (-5.5%), Real
Estate (-5%) or Utilities (-3.3%) underperformed during the correction. The dichotomy between Energy (-5.9%) and oil prices (+9%) is again puzzling, suggesting
that the market doesn’t believe that the current oil price is sustainable.

US exchange market –
Quarterly performance 
(source: Bloomberg)
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1Q 2018 in the rearview
Story #3: The FANGs sell-off (1/2)

The FANGs (Facebook, Amazon, Netflix, Alphabet) have enjoyed an extraordinary run over the last few years as the NYSE FANG+ index has beaten the S&P 500 by
100% since its inception in 2014. Main reason for this outperformance came from their perceived “economic moat” and monopolistic advantage as well as the lack
of growth stories which push many investors to favor a small number of names.

The FANGs posted another quarter of strong performance with a gain of +8%, its 7th quarterly advance in a row. But over the last few weeks, it looks like the
trend is finally starting to reverse as the FANGs and other “Big Tech” have lost hundreds of billions of dollars of Market Cap – see chart below.

Back in July of last year, “Al Mal Perspectives” included a piece called “Will political scrutiny cool down the FANGs?” in which we highlighted that “Big Tech” was
accumulating too much power from the point of view of some consumers, voters, and perhaps most especially regulators.

Being prudent on momentum stocks is always a dangerous bet, especially on those with high short interest ratio. This is indeed what happened as Amazon,
Facebook, Netflix, Alphabet and the liked had a very strong 2H 2017 and January 2018. But since the start of the year, and especially over the last few weeks, they
have been underperforming the rest of the IT sector. In the next page, we outline some of the reasons for this trend reversal.

NYSE FANG+ index performance since the start of the year
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1Q 2018 in the rearview
Story #3: The FANGs sell-off (2/2)

Reasons behind the FANGs “sell-off”:

• Regulation: The objects of regulatory scrutiny have changed dramatically from the Obama
administration to the Trump administration. Indeed, Energy and Financials were viewed as warranting
special attention during the Obama years while Big Tech was seen as virtuous. But these days seem to
be over;
• The tax cut passed in December is potentially far more positive for capital spending oriented Tech
than it will be for social media and search companies. The reform of the US tax code could also have
some impact on some business models. For instance, one of the reason behind the fall in Amazon stock
price came from the fact that the Supreme Court said earlier this year it would consider whether
States can require an online retailer to collect sales taxes even if the company has no physical presence
in that State. If the current law is changed, States could tax online sales from beyond their borders,
which would eliminate benefits for consumers;
• Trade war: A large percentage of the FANG sales are recorded abroad which could expose them to
tariffs;
• Growth stocks have been doing very well during the years were global economic growth was subpar.
Indeed, investors pay valuation premiums for these stocks when growth is scarce. But now that the
economy is strengthening, there is less reason for investors to overpay for earnings momentum;
• Some idiosyncratic events have acted as triggers for more downside recently (e.g Cambridge
Analytica for Facebook, etc.)
• Valuations for the FANGs might have hit some extreme levels which magnifies the amplitude of the
downfall. Indeed, on a trailing basis, Alphabet and Google trade at a P/E of 30x while Netflix and
Amazon trade at a P/E of around 300x;
• Over-optimism: Too many investors are overweight Technology and now need to adjust to the old
reality, i.e Big Tech is a high return/high risk sector and not a one-way ticket to outperformance;
• The size of the FANGs within indices has reached some extreme levels (almost 10% of the S&P 500
– see chart on the right). With roughly 45% of collective money being invested into ETFs (of which
90% is market-weight), the decline of the FANGs is triggering a vicious circle where their price decline
trigger broader market decline, which itself trigger ETFs redemptions and thus more selling of the
large index weights (which include the FANGs), etc.
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Should we conclude that this the end of the FANGs?

We do not think so as we continue to believe in the
strength of their business model and competitive
advantage. That being said, valuations and index
representation of the FANGs have hit extreme levels and
this correction was long due. For sure, the price decline of
the FANGs is weighing on the main US equity indices but
the good news is that there are other interesting
opportunities within US equities.
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1Q 2018 in the rearview
Story #4: Emerging markets outperformed, Europe & Japan pausing

The MSCI Emerging markets index posted very strong returns last year and handsomely
outperformed developed equities. While the outperformance trend persisted in the first
quarter of this year, there was much more dispersion – especially among the BRICs. Indeed,
Brazil posted double-digit returns (+11.7%) on the back of stronger commodities prices
and the benchmark Selic rate being cut to a historic low of 6.75%, following 10 consecutive
cuts. The recovery of oil prices was also beneficiary to Russia which managed to post a gain
as well (+5.3%). On the other hand, China and India both recorded single-digit losses in 1Q
after a strong 2017.

But the best performing emerging markets in the first quarter can be found in the Frontier
segments. While some Central European countries and Vietnam (+19.3%) posted very
decent returns, some markets within the Middle East and North Africa region managed to
catch the attention of investors. This was indeed the case for Egypt (+19.3% in $ terms)
and Saudi Arabia (+12.3%) – more details on this in a dedicated section.

Turning back to Europe, the strength of the Euro (see story #8) was one of the factors
weighing on performance as the Eurostoxx 50 declined by -4.1% over the quarter. The
rolling over of economic sentiment surveys pointing toward moderating growth momentum
in Euro-area (see chart below) is probably linked to the strong Euro story and can also
explain the declining appetite for European equities. The financial sector had an ugly 1Q and
was down for the second quarter in a row with the month of March being the worst month
for the sector since Brexit. The rise in US dollar Libor (see story #7) is one of the
explanation behind the renewed stress on this sector.

The story on equity markets would not be complete without a few words on Japan – one of
our strongest conviction for this year. After a very strong 4Q 2017 (+11.8%), Japan was
among the worst performing markets (-7.1% in local terms) this quarter, although the
performance in US dollar looks more digest given the strength of the yen (+4%). The
currency appreciation is by the way one of the main culprit when it comes to explain the
disappointing performance of the Nikkei 225. Comments by Kuroda that a change in
monetary policy was likely before the end of fiscal year 2019 and renewed appetite for “risk-
off” currency in March can explain the strength of the yen.

Surveys point to moderating growth momentum in 
Euro-area (source: Bloomberg)
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1Q 2018 in the rearview
Story #5: Fixed Income woes (1/2)

In the November 2017 Perspectives, our investment theme of the month was about the “$8 trillion debt bubble” and why investors would be better off looking at
the fixed income market with more caution than before. The broad US bond market’s total return fell in the first quarter for the first time since Q4 2016 as all
yields were higher across the term structure in 1Q. The move has not been contained to the US obviously as most developed markets saw their yield curve shifting
upward over the quarter.

When it comes to sovereign bonds, the rise in yields was mainly a January/February story as the trend reversed in March. Still, both medium-term Treasuries and
long-term Treasuries recorded negative returns in 1Q. Despite their higher coupon, high yield and emerging markets bonds also endured losses over the last 3
months as spreads started to widen in March.

US High Yield spreads were stable over the course of the quarter but US Investment Grade widened in the later part of the quarter, March being the worst month
for this segment since January 2016. European High Yield credit spreads widened for the second quarter in a row and European Investment Grade credit spreads
exploded wider for the first time since 3Q 2015 with March being the biggest Investment Grade spread spike since the crisis. As we discuss in story #7, the
explosion in Libor-OIS spread is sending an ominous signal on the credit market.

Generally speaking, we believe that market action on credit markets needs to be watched very closely as in the past, credit spreads have very often been a very good
leading indicator for equity markets. As shown below, it seems that the junk-bond market started to get scary way ahead of the equity markets in 2017.

US High Yield price action has been 
diverging from US equities for some 
time now
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1Q 2018 in the rearview
Story #5: Fixed Income woes (2/2)

The 2-year Treasury Yield is now greater than S&P 500 
dividend yield (source: Strategas)

Beyond the spreads widening and the negative returns for bonds this quarter, there are two remarkable aspects observed during the recent rise of bond yields:

1) The usual diversifying aspect of high quality bonds is starting to fade: as mentioned in our last Perspectives (“Cross-assets: the most important correlation is
flipping”), the use of longer duration bonds as a diversifier for the riskier par of global portfolios didn’t prove to be effective in 1Q. After winning in every quarter
last year, Risk Parity funds (which benefit from positive correlation between equity and bond yields) tumbled in 1Q. Global asset allocators might now have to look
at other instruments than fixed income to diversify their portfolios;

2) “Risk-free” bonds can again compete against other asset classes: this is something particularly valid in the U.S. It might have gone unnoticed, but with the
rebound of two-year US Treasuries above 2.3% and US core inflation hovering around 1.6%, we are back into positive real yields territory, which is a game changer
from the T.I.N.A (“There Is No Alternative” then to be invested in risk assets”) environment which has been prevailing since 2011. Actually, the two-year bond yield
is even competing with the S&P 500 dividend yield for the first time since the financial crisis – see chart below.
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1Q 2018 in the rearview
Story #6: The U.S yield curve continues to flatten 

At the start of the year, we already highlighted the flattening of yield curve as one of the major events of 2017. Despite some evidences that global growth is
accelerating, that inflation is on the rise and that the Fed is now taking a more “hawkish” stance, the spread between the US 2-year bond yield and the 30 year bond
yield is ending the quarter at 60 basis points - its lowest level since 2007. Actually, March saw the biggest yield curve flattening since September 2011.

While a flat yield by itself isn't bad, an inversion of the yield curve is usually seen as a red flag for a potential recession. The yield on the 10-year Treasury bond
declined to 2.82% at the end of March while the yield on the three-month bond dipped to 1.74%. With a differential of more than 100 basis points, we are thus not
there yet. And looking at things from a positive angle, it is interesting to observe that the bond market has not seen an inverted curve in 2,767 trading days, the
longest streak in history. This stretch beat the last record of 2,265 trading days that ended in 1998.

But should the yield curve flattens further, some predict the Fed would become more hesitant to hike rates. Indeed, the yield curve has not inverted since 2007, right
before the recession borne out of the financial crisis. Another interesting feature with regards to flattening US yield curve is that this pattern is not as pronounced in
all markets. For instance, the European yield curve is steeper as the short end of the curve remains anchored to the current ZIRP (zero interest rate policy) while the
long-end of the curve is starting to anticipate positive interest rates in the foreseeable future. The dichotomy between these two markets is triggering some swap
activity by banks – a development we discuss in the next point.
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The US Yield curve has been flattening 
but is still not inverted 
(source: Strategas)
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1Q 2018 in the rearview
Story #7: Libor-OIS spread is exploding (1/2)

Over the course of the quarter, the London interbank offering rate (LIBOR) for three-month dollars, a reference rate for $200 trillion worth of dollar-
denominated financial products, rose to 2.3%, its highest level since 2009.

While this important benchmark rate for Banks has been following the direction of Fed funds, it is intriguing to see that the amplitude of the rise is more
pronounced than the for the reference rate set by the Federal Reserve. Indeed, for the second quarter in a row, the LIBOR-OIS spread is exploding and this time
by the most since Q3 2011. This spread is now at its widest level since 1Q 2009 (see chart below).

This spread is regarded as a measure of how expensive or cheap it will be for banks to borrow (as shown by Libor) relative to a risk-free rate (the one paid by
highly rated sovereign borrowers such as the U.S. government). The Libor-OIS spread provides a more complete picture of how the market is viewing credit
conditions because it strips out the effects of underlying interest-rate moves, which are in turn affected by factors such as central bank policy, inflation and
growth expectations.

Therefore, when the gap widens, it’s a good sign that the financial sector is on edge. The recent widening this spread is thus creating some nervousness.

3-month US dollar – OIS spread
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1Q 2018 in the rearview
Story #7: Libor-OIS spread is exploding (2/2)

So what can explain the recent spread widening?

First, the shift of Fiscal & monetary policy in Washington explains part of the story.
As Washington tries to plug the hole in the federal budget, the issuance of US Treasuries is expected to surge (+USD 955 billion of new bonds in this fiscal year
alone, +84% yoy). The prospect of a supply glut, combined with the US Federal Reserve’s move to shrink its holdings of bonds by USD420 billion in 2018, is
squeezing up rates on short-term instruments such as commercial and bank paper.
Offshore dollar borrowing costs are also rising because US multi-national corporations are repatriating cash held in overseas money market instruments to take
advantage of a one-off tax break.
The liquidity squeeze may weigh particularly heavily on European and Japanese banks which are the most dependent on dollar funding. They don’t seem to be
facing a dollar shortage yet, but the first signal of stress will come if they begin tapping into the dollar liquidity swap lines provided by the European Central Bank,
the Bank of Japan and the Fed

The steepness of German Yield curve could also partly explain the rise of Libor & LOIS spread. As highlighted in the previous “story”, the German curve is
steeper than the U.S and one way to take advantage of this is to swap dollars into Euros and buy longer duration Euro bonds. This seems corroborated by CP
(commercial paper) issuance numbers. Indeed, CP issuance by non- U.S. banks has led the rise (and drop) in LIBOR spreads over the last 3 years. Since the start of
the year, net issuance has been about $30 billion, bringing total outstanding amounts up to a 3 year high. This large amount of CP issuance, along with an
unusually large jump in T-Bill supply, have likely been the primary drivers of higher LIBOR spreads, at least on the supply side. Demand will also be affected (the
Fed is launching in April the Secured Overnight Financing Rate (SOFR), a contender to the LIBOR - and this might be a factor for continued spread widening going
forward.

Historically, the rise in Libor-OIS spread has led to further rise in US Financial Credit Risk. This is thus something to be monitored along what we highlighted on
the credit spreads side. It is by the way interesting to see that Banks CDS have spiked to a 6 month high recently.
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1Q 2018 in the rearview
Story #8: The weaker dollar

The “dollar bloodbath” was one of the top stories of 2017 and it seems that the trend continues in 2018. Despite a growing interest rate differential between the
US and Europe/Japan, the greenback keeps weakening, as shown on the left chart below. So what could be the cyclical and secular explanations for this weakness?

Among them:
• While interest rate differentials are seen by many as a key driver of forex moves, it looks like the differential between the long-end of the curves is a more reliable indicator – i.e it is
only when the US yield curve will steepen relative to other yield curve that the US dollar will strengthen again;
• The fiscal stimulus enacted by the new US administration is forecasted to expand the budget deficit in a considerable manner. Historically, the US dollar weakens when the US
budget deficit is widening;
• The prospects that the ECB and the Bank of Japan will scale back stimulus more quickly than generally expected also acted as a headwind for the dollar;
• Global macro data keep improving. For instance, the Euro, which just a few years ago was almost a byword for political instability and faced threats to its very existence, is now
attracting buyers at times when risk assets around the world are being sold. Part of that is due to haven flows and investors unwinding carry trades. But it also reflects a market that
is increasingly upbeat about growth and inflation in Europe. The fact that Europe is running a 3% of GDP current account surplus is also helping;
• The internationalization of RMB (e.g Bundesbank adding it to its reserves, he launch of yuan-denominated oil futures contracts, etc.)
• Increased political stability also helps – e.g French, German and Italian elections are now behind us while the situation with North Korea seems to be stabilizing.

The direction of the dollar will of course have some wide implications for future asset class returns as well as monetary policy. For the time being, the weak dollar
is benefiting US earnings and emerging markets but create a more complex situation for European & Japanese companies. It is also tightening financial conditions
in the countries where the currency is appreciating (which is the case in Europe and Japan precisely). On the other hand, the weak dollar can add to inflationary
pressures in the U.S.
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1Q 2018 in the rearview
Story #9: A mixed picture for Commodities

As highlighted at the start of the year, commodities are among the least crowded asset classes at this point as global asset allocators have been shying away from
both active and passive strategies exposed to this segment.

The first quarter of the year proved to be a mixed bag for commodities. The S&P GSCI Index posted a small gain in the first quarter of 2018 (+1.7%) but we saw a
wide variety of results across the various sectors. The overall performance was supported by a weaker U.S. dollar and growth in global economies. Concerns over a
potential trade war, however, are prompting mixed reactions as traders weigh the potential impact of the Trump administration’s import tariffs on steel and
aluminum, and its plans to implement tariffs on at least $60 billion of Chinese goods.

The metals markets saw the biggest impact from changes in U.S. trade policy. Steel prices jumped 33% over the quarter as Steel demand has been strong and is
running ahead of supply while the three key consuming sectors of steel demand—construction, automotive and energy—are all doing well.

Cocoa, however, scored the most impressive quarterly gain, with futures up 35%. Production issues in West Africa fueled the rise. Soybeans were a standout as
well, with futures up 7% as a drought hurt crops in Argentina. U.S. farmers worry that China may limit purchases as a retaliation tool against U.S. tariffs.
Meanwhile, Sugar saw prices drop 17% in the quarter, pressured by increasing supplies from India.

Gold was among the commodity winners, but gains were modest (+1.7% over the quarter). Inflation concerns, geopolitical tensions and still relatively low real
yields contributed to a rise in gold. The other precious metals didn’t fare as well as Palladium and Platinum both moved over 10% lower.

WTI crude managed to climb despite expectations of record U.S. oil production for this year, amid oil-output cutbacks led by the OPEC and expectations for a
continued rise in demand. The USO ETF (which holds near-month NYMEX futures contracts on WTI crude oil) is up +9% over the quarter.
Among the big decliners were coal and natural gas which fell 31% and 9%, respectively. Natural gas took a hit from high U.S. production and the lower price for
natural gas in turn weighed on coal demand.
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1Q 2018 in the rearview
Story #10: The crypto-carnage (1/2)

This was the worst quarter ever for cryptocurrencies with Bitcoin down almost 50% and breaking below its 200 days moving average. After a buying fever at the end
of 2017 that sent the price of a Bitcoin token to nearly $20,000 and a spectacular fall at the beginning of the year, bitcoin's price made a modest recovery before
falling sharply again in March to $8,000. The carnage was not limited to Bitcoin as the overall cryptocurrencies market cap dropped from around $500 billion as of
the end of 2017 to around $250 billion as of the end of the first quarter. Ethereum is down -36% over the period, IOTA down -66% and Ripple down -72%.

While previously seen by many as a de-correlated asset, it is interesting to see that Bitcoin was not insulated from the traditional risk assets like stocks. As shown on
the chart below, Bitcoin moves seem to match those of the S&P 500 forward P/E. Some strategists are now considering Bitcoin as a proxy of investors’ appetite for
risk assets.

For sure, the rise of Bitcoin remains impressive on a long-term historical chart as Bitcoin was trading around $800 a year ago and at less than $80 five years ago.
Still, wild fluctuations within the cryptocurrency market have once again sparked debate between investors who believe it is merely undergoing a correction and
those who see it as a costly fad.
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1Q 2018 in the rearview
Story #10: The crypto-carnage (2/2)

There are indeed some tangible signs of a loss of momentum for Bitcoin. The weekly number of Google searches containing the term bitcoin is five times lower than
at its peak, in the week of December 17 to 23. Another worrying development for Bitcoin is the dramatic decline of the number of daily transactions which fell from
500,000 per day at the beginning of December 2017 to less than 200,000 per day at the end of Q1 2018. This is a key metric to watch as the incentive for holding or
buying bitcoin is mainly the belief that it will become more adopted and widespread.

Many experts also link the recent cryptocurrency volatility to stricter regulations coming. Those policing the largest bitcoin markets, the FSA in Japan and the SEC in
the United States, have increased warnings and action against suspect trading platforms. In addition, social networks Facebook and Twitter as well as the search
engine Google have all announced a ban on advertising for ICOs -- fundraising campaigns carried out in cryptocurrency. Others put the volatility down to sell-offs by
historical players in the bitcoin market who carved out huge positions when it was in its infancy.

The crypto bulls however point out that Bitcoin has already lost about 90 percent of its value on two occasions since its 2009 launch -- in 2011 and 2015 -- before
recovering. Still, a majority of them believe that the levels reached in December will not be seen again any time soon.
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The number of daily confirmed Bitcoin transactions (Source: blockchain.info)
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Our predictions and preferences
Strategic trends as defined at the end of 2017

#2
Monetary Policy 

divergence

#3
Tax reforms

#4
Rising bond 

yields

#5
The commodity 

recovery

#6
The come-back 

of Volatility

#8
Rebalance

#7
Stay invested

#9
Relative Value 

trades

#10
Active 

management

#1
Global Growth 

accelerates 
(and then 
matures)
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Our conviction calls for Q2 and beyond 
Introduction

22

As mentioned earlier, equity volatility returned with a vengeance after the unusual calm of 2017. As we enter the second quarter of the year, we are inclined to
consider the first 3 months of the year not as an aberration but rather a healthy come-back to more “normal” market conditions.

One explanation behind the global equity roller-coaster that took place in the first quarter is the fact that some of the developments which were expected to
materialize last year only did so in early 2018. With the benefit of insight, global markets resisted last year pricing in the normalization of the Fed Policy and some of
the consequences of the “Trumponomics” (reflation, trade tariffs, rising budget deficit, etc.). This denial acted as a strong repressor of volatility and yields, which led
investors to “buy the dips” on every small market pullback.

We thus believe that higher volatility is here to stay and that recent developments require investors to position their portfolios in a different way than last year.

In the coming pages, we review some of the most important macro, fundamental and technical factors to consider before sharing our main investment
recommendations.
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Our conviction calls for Q2 and beyond 
Global Growth is doing fine – so what? (1/2)

Regardless of the mediocre performance of Global equities in 1Q, global growth expectations continue to be revised upward. Soft data are strong everywhere, and
even more in the consumer segment. Adding business sentiment to consumer sentiment for the biggest world countries leads to the amazing below chart (left hand
side).

This chart bodes well for global economic growth in 2018. The World Bank forecasts global economic growth to edge up to 3.1 percent in 2018 after a much
stronger-than-expected 2017, as the recovery in investment, manufacturing, and trade continues. Growth in advanced economies is expected to moderate slightly to
2.2 percent in 2018, as central banks gradually remove their post-crisis accommodation and the upturn in investment growth stabilizes. Growth in emerging market
and developing economies as a whole is projected to strengthen to 4.5 percent in 2018, as activity in commodity exporters continues to recover amid firming prices.
However, some (positive or negative) economic surprises could very well happen, especially when it comes to the macroeconomic relative performance of one region
versus another.

As a remainder, the current enthusiasm of many market participants is related to the synchronized nature of the economic cycle. As shown on the chart below (right
hand side), some divergences are starting to take place in terms of economic momentum – this could have some implications across asset classes and currency
returns.

Aggregated 
business and 
consumer 
confidence in 
the biggest 
world countries 
(source: OECD)
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Our conviction calls for Q2 and beyond 
Global Growth is doing fine – so what? (2/2)

What to conclude from an investment perspective? Is the strong macro momentum necessarily a positive for risk assets?

While it might sound counter-intuitive, a stronger economy does not necessarily translate into stronger return of assets.

First, a stronger macro momentum could lead to tighter monetary policy – a point that we will develop later on. Second, earnings momentum and revision remain the
main drivers for equity prices with obviously some consideration for valuations. There are also some macro risks to consider such as geopolitical risks including
potential Trade war and US mid-term elections – see later. Last but not least, it is very important to keep in mind that financial markets are not driven by today’s
news but by tomorrow’s news.

While investors try to identify what will be the next factor to shock expectations, this approach is very often self-destructive. If the community of investors identifies
a market risk, then it becomes benign. Moreover, history shows that most reversal in trends do not come from an exogenous shock but rather an endogenous one. For
instance, March 2000 and July 2008 were pure endogenous reversals. There were no external factors that triggered the reversal. Exogenous shocks came later
(September 2001 and October 2008) and did not revert the trend but reinforced it only.

It is likely that history will repeat itself. As such, we do not think that the main market risk is a macro one. The macro backdrop is too strong to change in the space of
a few months. It will take time for the macro factor to become a threat (H2-2019/H1-2020?). The real risk will come from elsewhere. Thus, this market cycle could be
different from the previous ones as it could end before the economic cycle ends. Bottom-line: GDP growth numbers and soft data might be poor indicators of future
returns for risk assets.
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Our conviction calls for Q2 and beyond 
Inflation and rates 

In early February, the equity market experienced heightened volatility amid fear that inflation—and interest rates—would rise too far, too fast. While we anticipate
interest rates and inflation to continue moving up, we believe potential increases in both should be gradual, and that type of gradual movement shouldn’t derail the
markets. The Fed doesn’t see any signs of inflation accelerating, which would be good news for investors given the projections for a strong economic backdrop.

At its March monetary policy meeting, the Federal Reserve raised its benchmark interest rate, the fed funds rate, by 25 basis points to a range of 1.50% to 1.75%.
This was the result the markets were anticipating. It was Jerome Powell’s first meeting as Fed chair, so many observers were anxious to see if his approach or
communication style might differ. We did not see any radical departure from prior Fed communications or approach and the takeaway from the meeting was one of
continuity. Whether it’s three or four rate hikes this year probably doesn’t matter all that much, in our view. Fed policymakers have repeatedly stated their actions are
based on the latest data, so these projections are just guidelines. What would matters more is the market perception whether or not the Fed is behind the curve.
Latest PCE (Personal consumption expenditures) price index, the most regarded measure by the Fed, shows a core index rising by 1.6% over the last 12 months. This
remains nicely below the 2.00% inflation target set by the Fed. So on this measure, the Fed doesn’t seem to be behind the curve. However, the last 3 month change
for the same index was 3.00%. Should the upcoming numbers start to gravitate towards this number rather than the former, we might see the yield curve steepening
again with some consequences on the dollar and thus risk assets.

When it comes to the impact of the Fed policy on other central banks, nothing major is expected from European Central Bank policymakers. They seem to be
concerned about recent market turbulence, the strong euro and a dip in both headline and underlying inflation. It thus seems that ECB officials prefer waiting, perhaps
as late as the summer, before starting to signal the end of asset buys. The ECB wants plenty of evidence that inflation will rise, fearing damage to its credibility if
moved too early and had to reverse course.

When it comes the Bank of Japan, Mr Kurada took the market by surprise in February by officially acknowledging that a change in policy was likely before the end of
fiscal year 2019, with the BOJ stance being that around March 2019 inflation will reach 2 percent. For sure, Kuroda has the economy on his side: Japan’s
unemployment rate is at 2.4 percent, the lowest since 1993, while inflation in Tokyo rose more than expected in February, suggesting prices could move higher
nationwide. But Japan's wages still have to rise to justify a more “hawkish” stance by the BOJ as Kuroda said that reaching 2% inflation isn’t possible without wage
growth of more than 3%. Pay gains are still well below this level. The important point is that even with the recent easing in the pace of bond purchases by the central
bank, the monetary base is still increasing at an annual pace of more than 9 percent. When the European Central Bank begins to formally normalize its own monetary
policy, it may provide a window for the BOJ to act as well. We would thus not call the end of the “Abenomics”.

A more serious impact emanating from the monetary policy of the Fed could be felt on economies which are sensitive to US interest rates moves. This is the case
for instance of Turkey and South Africa but also Honk-Kong as the HKD-USD is at its lowest level since 1984, just a few pips from obligated intervention. Economies
which have been using the era of easy money to boost credit and consumption are not all ready to pull the plug and rise rates – this could create a major policy
accident at some point. When it comes to the GCCs, things will not be easy either as GCC central banks are forced to follow Fed moves while their economies are not
at the same stage of the cycle.
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Our conviction calls for Q2 and beyond 
Global earnings

Earnings remain the main equity prices driver which means that the upcoming quarterly earnings seasons needs to be closely monitored. Looking at the US market
(which is almost 60% of the MSCI World index), it might have gone unnoticed that earnings estimates for 2018 and 2019 have actually gone up throughout the
quarter – i.e analysts now expect higher S&P 500 earnings growth than at the start of the year (see chart below). This is quite unusual as earnings estimates almost
always decline each quarter as companies manage expectations lower (and then top those expectations anyway). Yet the opposite happened this time as analysts
scrambled to assess the benefits of President Trump's corporate tax cuts. Annual earnings estimates for S&P 500 companies jumped 7.1% during the first three
months of the year — the most since FactSet began keeping track in 1996.

The chart below can be read from both a positive and negative angle. On one hand, solid earnings momentum and upward earnings revision are two very strong
tailwinds for US equities. On the other hand, expectations are rather lofty which means that in case of negative surprises and/or cautious guidance over the coming
quarters, the market could correct quite substantially. We continue to believe that most sell-side analysts have been underestimating the positive effects of the tax
cuts and this readjustment was long due. Should US companies deliver earnings and guidance which are in-line or above these expectations, the equity market should
react positively.

When it comes to the rest of the world, earnings momentum is not necessarily as strong as in the U.S. For instance, earnings for the Europe Stoxx 600 are expected
to grow by +5% in 2018 versus the +21% expected for the S&P 500. This probably explains why US stocks trade at the largest premium versus Europe since 2009. A
weakening of the Euro could perhaps lead to some upward revisions later this year.
In Japan the strength of the yen is also starting to weigh on the earnings estimates but the outlook remains positive. In emerging markets, the bar is set very high
after a record year for earnings growth in 2017 (+30%). The pace of positive earnings revisions is thus expected to moderate and the opportunity for earnings to
beat estimates will likely be more difficult, not least given the higher base. However, current earnings expectations for 2018 of around 14% look well supported.

Analysts estimates for S&P 500 
earnings as of the end of March 
versus January 5th 
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Our conviction calls for Q2 and beyond 
Equity valuations

The bears growled for months about how expensive stocks became during the euphoria of late last year. And they had a point: rarely in history have stocks been as
pricey as they were during the recent boom. Yet if there's a silver lining to the recent market chaos, it's that stocks no longer look absurdly overpriced. As mentioned
earlier, not only equity prices got corrected, but in the meantime earnings got revised upward – a rare event.

This unique combination pushed P/E ratios downward. For instance, the S&P 500 is now trading at 16.1 times projected earnings for the next year, according to
FactSet. That's down dramatically from 18.6 in late January, when the Dow shot above 26,500. It's also back in line with the five-year average. As the vast majority of
world-ex US equities trade at a discount to the S&P 500, the overall valuation picture looks more attractive than at the end of 2017. As mentioned earlier, quarterly
earnings will have to deliver on these optimistic expectations.

When it comes to equity markets relative to other asset classes, we still believe that stocks remain attractive versus bonds. As shown on the chart below, the equity
risk premium (defined as S&P 500 earnings yield minus 10-year bond yield) remains positive and nicely above historical average.

Equity risk premium (Source: Strategas)
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Our conviction calls for Q2 and beyond 
Fears of a trade war seem to be overblown (1/2)

According to Merrill Lynch / BofA survey, a Trade War is seen by investor as the biggest risk for the market (see chart below on the left) . Global trade has grown at a
rapid pace over the past few decades reflecting increased globalisation and the greater interconnectedness of global supply chains. As a share of GDP, global trade
increased from 20% in 1960 to 43% at end 2016 it was 43%. 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.

Our take
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: since President Trump said he was targeting China for intellectual property violations at Davos, the US equity market has
lost $2.7 trillion of shareholder wealth. Yet, we are seeing just $37bn of tariffs while fiscal policy is likely to deliver $800bn of tax relief in ’18 (see chart below on the
right).

What do you consider the biggest “tail risk” for the market? 
(Source: BofA Merrill Lynch Survey) 
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Our conviction calls for Q2 and beyond 
Fears of a trade war seem to be overblown (2/2)

Last but not least, there is one very important point we have learned with Trump since the start of last year. Trump 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.

Some examples:

- NAFTA negotiations: Coming into 2018, the market’s main trade concern was about NAFTA termination. At the end of March, a major step was taken as the US
has dropped a demand that all vehicles made in Canada and Mexico for export to the United States contain at least 50 percent U.S. content;

- STEEL: on the day of the China 301 announcement, the Trump Administration quietly exempted 65 percent of global steel from its steel tariffs after claiming
there would be no exemptions. These are fairly large concessions being made by the President on trade, and it is likely to be the case with China as well;

- KOREA: At multiple points during the Trump Administration, the President has threatened to terminate the Korean trade deal. At the end of March, negotiators
reached an agreement in principle for a renegotiated deal. The way we read this deal is that Korea will allow more US cars into its country, but will get a longer
exemption for high tariffs on pickup trucks.

Bottom-line: we believe investors are overestimating the potential impact of increased trade tensions and underestimating the potential impact of fiscal stimulus.
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Our conviction calls for Q2 and beyond 
Fears of a trade war seem to be overblown (2/2)

Last but not least, there is one very important point we have learned with Trump since the start of last year. Trump 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.

Some examples:

- NAFTA negotiations: Coming into 2018, the market’s main trade concern was about NAFTA termination. At the end of March, a major step was taken as the US
has dropped a demand that all vehicles made in Canada and Mexico for export to the United States contain at least 50 percent U.S. content;

- STEEL: on the day of the China 301 announcement, the Trump Administration quietly exempted 65 percent of global steel from its steel tariffs after claiming
there would be no exemptions. These are fairly large concessions being made by the President on trade, and it is likely to be the case with China as well;

- KOREA: At multiple points during the Trump Administration, the President has threatened to terminate the Korean trade deal. At the end of March, negotiators
reached an agreement in principle for a renegotiated deal. The way we read this deal is that Korea will allow more US cars into its country, but will get a longer
exemption for high tariffs on pickup trucks.

Bottom-line: we believe investors are overestimating the potential impact of increased trade tensions and underestimating the potential impact of fiscal stimulus.
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Our conviction calls for Q2 and beyond 
Key takeaways

To bring everything together, the overall picture for risk assets seem more complicated than last year. On one hand, global growth is in a very decent shape, earnings
momentum remains strong, overoptimistic sentiment and exaggerated valuation levels got corrected to some extent in the first quarter.

On the other hand, central banks are becoming more hawkish and it might take some time for the market to digest the changes of fiscal and trade policies to be
implemented by Washington. We thus expect volatility to stay in the coming months. A cycle analysis indicates that mid-term election years in the US are back-end
loaded (see chart below). The first 9 months are usually volatile and range-trading while the fourth quarter is historically very strong.

It is always dangerous to build a roadmap from that kind of historical analysis but after such a strong 2017 and given the changes of monetary and fiscal regimes we
are currently going through, we would not be surprised to see such a pattern developing over the coming months. In the next point, we outline our
recommendations to investors.

Average S&P 500 performance following midterm elections 
(‘94, ‘98, ’02, ’06, ’10, ‘14) – Source: Strategas
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2018 Outlook – Global Asset Allocation
5 key messages to our clients (1/3)

Message #1: Maintain perspective
The higher level of volatility, the constant news flow from Washington and the heavy geopolitical agenda will test investors’ nerves. These are
typically the times where investors need to filtering out the noise from the fundamentals. As mentioned above, the recent decline in stock market
capitalizations seem exaggerated compared to the size of potential tariffs on Chinese imports.

Message #2: Stay invested
It might sound like a cliché, but Bull markets do not die from old age. One of the main reasons mentioned by some investors to shy away from equity
and other risk assets is the strong performance exhibited by the main equity indices over the last few years. Looking at the global macro and
fundamental outlook, we do believe that this equity bull markets has further to go. An early exit can have a high opportunity cost. Since 1992,
missing just the top 10 trading days in the S&P 500 would have reduced cumulative total returns by 37%. For those who still have some cash on
the sideline, we recommend to use volatility at your own advantage – i.e use pullbacks to build exposure to risk assets.

Message #3: Protect portfolios against tail risk
When keeping a long bias on risk assets, investors also need to keep some diversifiers in their portfolios in order to limit the downside in case of
market downturn. As already discussed, long duration bonds might be less effective than before as a diversifier but some exposure is still warranted.
Gold, inflation hedges such as Copper and save-haven currencies such as the Japanese Yen, Swiss Franc or New Zealand dollar can also be
considered.

Message #4: Be selective
As already mentioned at the start of the year, we do believe that 2018 will be about relative value.

We continue to prefer equities over bonds. It is hard to say that equities are cheap but at this stage of the cycle, they still look more attractive than
bonds. Over the last few months, equity performance has been driven by earnings which is a rather positive sign.

Within US equities, we favor the segments of the market which are most likely to benefit from reflation such as Financials (which also benefit
from deregulation), Industrials, Materials, capex-oriented IT and small caps (tax reform beneficiaries).
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2018 Outlook – Global Asset Allocation
5 key messages to our clients (2/3)

In terms of geography, our preferences goes to Japan and Emerging markets. Europe looks less interesting given weaker earnings momentum, the
difficulties in implementing structural reforms and the strength of the euro. The US market looks less expensive than at the start of the year and
we are thus more constructive as we expect double-digit earnings growth to support the S&P 500. Within Emerging markets, India, Central
Europe and Middle East North Africa all look attractive. True, the performance of the MSCI Emerging Markets has been impressive lately but
looking at the longer term picture (see chart below), it looks like we are only at the start of a potential reversal of relative outperformance for
Emerging markets versus US equities.

Fixed Income as an asset class looks more complicated although we believe some emerging markets offer some compelling opportunities – e.g GCC
fixed income. We also continue to like de-correlated segments such as Trade Finance.

Last but not least, commodities could be an interesting contrarian call. While the asset class has been in a 5-6 year bear market, investors need to
look at the market segments where capital is scarce. While bonds are not starving for capital (half a trillion $ have flowed into bond funds and
ETFs last year), only about 1/100th of that amount has flowed into commodity funds and ETFs. We like in particular industrial metals such as
Copper (see Dr. Copper article in Perspectives March 2018).
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2018 Outlook – Global Asset Allocation
5 key messages to our clients (3/3)

35

Message #5: Favor active management

While most asset allocators focus on their beta allocation, one should not forget to look for market segments with alpha opportunities. The
potential for alpha generation is usually more pronounced in markets which are less efficient than in the most developed ones. We do believe that
the most compelling alpha opportunities can be found within emerging markets equities, specialized credit segments and alternative assets. For
investors able to identify the right fund managers in these less efficient markets, there is definitely an incentive to favor actively managed funds over
ETFs – this is the case for instance within emerging markets equities.

Surprisingly, and despite the strong alpha opportunities provided by emerging markets, it seems that asset allocators are progressively moving from
active management to ETFs. We would advise again to be contrarian on this call.

Let’s also keep in mind that a rising interest rate environment could generate renewed interest for active management – even in developed markets
– as this kind of market regime change usually benefits astute managers who can differentiate between winners and losers. Intra- and inter-market
correlations are already falling but it might keep going lower which would be a good news for active managers but also long/short managers.
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2018 Outlook – Global Asset Allocation
Asset Allocation Matrix (1-year horizon)

The Asset Allocation matrix below summarizes our main calls

Stocks

Fixed Income

Real Estate/ 
Illiquid Assets

Cash

US small & mid caps 
Japan

Emerging Markets
US Large Caps

UK
Europe

Trade Finance
Emerging Markets Debt  
Investment Grade Credit  

High Yield
Sovereigns

Private Equity
Industrial Metals

Real Estate

Precious Metals
Hedge Funds

Energy
Agriculture

US $ Canadian $
EM local 
Aussie $

Yen
Euro

British Pound

Bullish Neutral Bearish
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 Hard and economic data have been sending reasonably
positive signals for the US economy which remains in a
‘Goldilocks’ situation, i.e very decent growth without
much inflation (PCE yoy is +1.6%);

 The US earnings recovery story was missed by many
investors. Earnings growth estimates remain strong
especially if tax cuts are factored in;

 Cutting corporate taxes is a bullish event for the equity
market as it is designed to benefit owners of capital;

 The US corporate sector is healthy – cutting tax will
make the sector even healthier;

 The weakness of the dollar is another strong tailwind for
the US economy and companies;

 Valuations came down from 19x P/E (end of Jan.) to
16x P/E

 Cutting taxes while interest rate are still low and
the economy clearly reaccelerating is a risky bet.
The Fed could have a tighter policy because of
the tax cut;

 At 106 months so far, the expansion is the
second longest in US history (after the 120-
month expansion from 1991 to 2001) and some
think that longevity is a reason for expecting it
to end soon;

 Flattening of the yield curve (2-10y spread is
now the lowest in a decade) is sending a more
cautionary signals than most hard and soft
economic data;

 Trump tariffs could trigger a Trade war with
some adverse consequences on growth;

Despite high valuations and the strong run, it is difficult to get too pessimistic on US equities. Indeed, earnings growth is
expected to be double-digit in 2018 and some sectors might benefit disproportionately from the this tax cut.   

Financials (which also benefit from deregulation), Consumer discretionary, Consumer Staples and Industrials are the 
most likely beneficiaries of the tax reform. We also expect US small caps to outperform. 

As mentioned earlier, we expect this year to be more volatile than 2017. We could also be at a turning point when it 
comes to the relative performance of the U.S versus International equities (especially Emerging markets). 

Opportunities Challenges Key Macro Indicators 

Key Market Metrics (2017)Our Take

Metric P/E P/B DY RoE
ND/EBIT

DA 

Current 16.7x 3.0x 2.1% 17.8% 1.5x

10 Years 
Average 17.5x 2.5x 2.2% 12.6% 1.9x

10 Years High 24.1x 3.5x 3.8% 15.3% 4.5x

10 Years Low 12.1x 1.6x 1.8% 3.1% 1.0x

2018 Outlook – Equities by region
US equities

S&P 500 Performance versus MSCI World Index (Normalized Price)

38

 65
 80
 95

 110
 125
 140
 155

A
pr

-1
5

Ju
n-

15

A
ug

-1
5

O
ct

-1
5

D
ec

-1
5

Fe
b-

16

A
pr

-1
6

Ju
n-

16

A
ug

-1
6

O
ct

-1
6

D
ec

-1
6

Fe
b-

17

A
pr

-1
7

Ju
n-

17

A
ug

-1
7

O
ct

-1
7

D
ec

-1
7

Fe
b-

18

S&P 500 MSCI WORLD

Indicator 2015 2016 2017 2018
Real GDP Growth (%) 2.9 1.5 2.2 2.3 
CPI (Average) 0.1 1.3 2.1 2.1 
Population (Millions) 321.1 323.3 325.4 327.5 
Gross Debt (% GDP) 105.2 107.1 108.1 107.8 
Current Account (% 
GDP) (2.4) (2.4) (2.4) (2.6)
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 The Eurozone’s economic turnaround in 2017 took
many people by surprise. Overall GDP growth for the
region looks set to have been around 2.3% and
consensus forecasts are for a similar rate in 2018.;

 Scaling back of ECB asset purchases will happen only
gradually and an increase of interest rates still some way
off;

 Banks look much better positioned than before: balance
sheets are stronger, capital positions are much healthier
and leverage is lower;

 Valuations versus US equities are at historically low
levels;

 Some key elections (French, Germany, Italy) are now
behind thus. Periphery bond spreads remain tight

 Solid economic growth is masking structural
problems and buying policymakers time (for
now);

 Still unsettled political conditions in some
countries (Spain, notably but also Italy which has
is a “hung” parliament);

 The lagged effects of the euro’s appreciation are
starting to impact business sentiment and
corporate earnings growth in 2018;

 Valuation is now higher than last 10 years
average. And while relative valuations versus the
US looks attractive the earnings momentum is
much weaker in EU than in the US

The strength of the euro is mainly the reflect of a much healthier economic and political picture for the Eurozone. For
the first time in a while, Eurozone growth has been outperforming the US in 2017.

But this acceleration of growth is also creating some challenges. The ECB is now expected to scale back his bond buying
program sooner than initially expected while the strength of the euro is likely to create some competitiveness issues. For
instance, soft macro data have been weakening recently.

There are still some individual interesting stories in Europe but the overall market is less appealing than in other regions
notably Japan and Emerging markets.

Opportunities Challenges Key Macro Indicators 

Key Market Metrics (2017)Our Take

2018 Outlook – Equities by region
EU equities

Metric P/E P/B DY RoE
ND/EBIT

DA 

Current 14.3x 1.7x 3.7% 9.7% 3.2x

10 Years 
Average 20.3x 1.7x 3.8% 10.0% 5.7x

10 Years High 53.9x 2.0x 6.5% 18.0% 9.5x

10 Years Low 9.0x 1.2x 3.2% 4.6% 3.2x

MSCI Europe versus MSCI World Index (Normalized Price)
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MSCI Europe MSCI WORLD

Indicator 2015 2016 2017 2018

Real GDP Growth (%) 2.3 2.0 2.3 2.1 

CPI (Average) (0.0) 0.2 1.7 1.7 

Gross Debt (% GDP) 86.5 85.7 84.2 82.6 

Current Account (% GDP) 2.2 2.2 2.4 2.4 
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 Economic growth has been improving in Japan with six
straight quarters of real (GDP) growth, the longest
streak since 2005–2006.

 PM Abe has consolidated power in the last election,
providing a mandate for more of Abe’s “three arrows”
plan, i.e government spending, monetary policy, and
structural reforms.

 Over the past 25 years, Japanese companies have been
forced to reinvent themselves. As a result, Corporate
Japan is now extremely lean and efficient.

 Japan is undervalued, unloved and under-owned (which
is good from a contrarian perspective)

 The yen is expected to weaken (but has been stronger
than expected recently)

 Demographics continue to be a challenge in
Japan

 Gross debt as a % of GDP is still very high;

 A risk of monetary accident can still happen as
the BoJ is buying 40% of the debt new supply
and owns 4% of the Japanese equity market
through ETFs

While the market might have gone a little bit ahead of itself in 2017, we do think that a synchronized global expansion
should support growth and earnings momentum in Japan and thus extend the rally.

We thus believe that this Japanese equity bull market is for real. An interesting historical comparison could be with the
Dow Jones between 1964 and 1983. The US index had been range trading during the period before breaking out of its
20-year base. This breakout was the start of a huge secular rally which still hasn’t ended. The recent breakout of the
Nikkei 225 from its 20-year base may be the start of a similar story.

While Japanese equities paused in Q1 2018 (Yen strength, more “hawkish” Kuroda, Trade war fears), we expect the
Japanese equities bull market to soon resume.

MSCI Japan versus MSCI World Index (Normalized Price)

Opportunities Challenges Key Macro Indicators 

Key Market Metrics (2017)Our Take

Metric P/E P/B DY RoE
ND/EBIT

DA 

Current 13.4x 1.2x 1.9% 7.6% 0.0x

10 Years 
Average 18.0x 1.2x 2.1% 6.3% 4.3x

10 Years High 33.1x 1.7x 3.2% 9.6% 8.1x

10 Years Low 11.7x 0.9x 1.6% -3.6% -0.1x

2018 Outlook – Equities by region
Japan equities
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MSCI Japan MSCI WORLD

Indicator 2015 2016 2017 2018

Real GDP Growth (%) 1.1 1.0 1.5 0.7 
CPI (Average) 0.8 (0.1) 0.4 0.5 

Population (Millions) 127.0 127.0 126.7 126.4 

Gross Debt (% GDP) 238.1 239.3 240.3 240.0 

Current Account (% GDP) 3.1 3.8 3.6 3.8 
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2018 Outlook – Investment Themes
Favoring US Value over Growth & Small over Large

There are two reasons to favor value stocks over growth in 2018:
1) A stronger economic and corporate profit growth should, at least in theory, give investors less of an incentive to pay up for “growth” as they did

when nominal GDP was mired between 3 and 4% since the end of the global financial crisis. In particular Financials and Energy sectors, major
weights in the style, look particularly attractive.

2) Meanwhile, Technology valuations look richer

The bias toward small and mid-cap issues over large caps is also due in large part to changes in the tax code. Smaller and mostly domestically
oriented companies who bear effective tax rates closer to the old statutory rate of 35% will benefit most significantly from the coming tax cut, to
say nothing of lower regulatory costs.

Source: Strategas
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2018 Outlook – Investment Themes
Dr Copper and Electric Cars

Source: EFGAM

Historically, movements in the copper price have been a helpful indicator of future economic prospects, but now the prices of other metals may be
regarded as a more modern version.

Lithium, nickel and cobalt are all used in the production of batteries, in particular for electric cars.

We see a rise in electric vehicles as a fundamentally important trend for the global economy.

We favor exposure to global battery makers and Chinese battery companies which are often under-recognized.
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2018 Outlook – Investment Themes
China dominating the world’s social media platform - demographic supports 
another 10-year boom

In 2016, Social Media platforms connected 2.8bn people, more than 1/3 of the world population.

China has the largest group of internet users in the world, with its Monthly Active Users (MAU) accounting for 28% of World’s MAUs.
• China’s MAUs is 3 times the size of the US’ MAUs and 4 times the size of India’s.
• The further improvement of telecom infrastructure will further boost China’s internet population.
• The bigger consumer pool in China should drive more innovations in both products and services for the digital world.
• eSport is a good example of new product/entertainment in the digital world that is coming from the East.

China has the largest growing Internet-User population. And digital Consumption in China is at a 10-year booming sweet spot: the age group with
strong spending power (20-39 years old) accounts for more than 50% of China’s internet population.

Source: EFGAM
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2018 Outlook – Investment Themes
Trade Finance

Trade finance has typically offered investors returns that are uncorrelated to traditional asset classes c.5-14% net returns depending on the
geography of the transaction and the strategy of the lender

Loans are predominantly provided on a secured, short-term basis, with trade financiers controlling the transport of the commodity. Security is
strengthened further by insurance on the borrower’s collateralized assets and on the transaction itself, as well as, in many cases, via guarantees from
the borrowing company and its directors

Finance providers take ownership of the commodity (LTVs at 80-90% to allow for margin of comfort) and control its movements such as its
transition from warehouse to ship and vice versa

Trade Finance transactions have historically low default rates due to rigorous risk management procedures and the short-term, self-liquidating
nature of the loans

Favorable Market 
Opportunities for

Private Debt as an Asset 
Class

45



Investment Team



Private and Confidential   | www.almalcapital.com

Asset Management Team

47

Charles Monchau, CFA 
Managing Director,
Investment Management
Charles-Henry joined Al Mal as Managing Director - Head of Investment Management. Charles was previously SEO / Head of Asset Management at SHUAA Capital
and brings more than 20 years of experience in international multi-asset investing. Before moving to the UAE, Charles was heading the Asset Allocation Team for the
Europe & Middle East at Deutsche Bank (2014-2016). Based in Geneva, he was in charge of a team of 25 portfolio managers running around USD 10bn in
discretionary mandates. Prior to Deutsche Bank, Charles was Regional CIO for EFG Private Bank (2010-2013) and held various senior portfolio management and buy-
side research roles at Rothschild Bank AG in Zurich (2009-2010), Lombard Odier in Paris and Geneva (2001-2009) and BNP Paribas in Geneva and Nassau (1995-
2001). He was also an adjunct professor in Finance at the International University of Geneva. Charles has an Executive MBA from Instituto di Empresa (Madrid &
Shanghai) and a MSc in Finance (University of Geneva). He is also a CFA, CMT, CAIA and CIIA Charterholder.

Marwan Haddad, CFA
Lead Fund Manager,
MENA Equity

Marwan came from SHUAA Capital (Dubai) with +11 years of experience in investment management. At SHUAA he was responsible for leading the investment
process on MENA equities, generating new investment ideas, conducting fundamental research and actively managing portfolios. Prior to joining SHUAA he was
working at Rasmala Investment Bank in DIFC as a Portfolio Manager since 2010. At Rasmala, Marwan was at the center of transforming Rasmala's MENA Equities
offering from funds of funds model to a stock selection model, launching the Arabia Market Growth Fund in early 2011, and GCC Islamic Equity Fund in June, 2013.
He started his investment career at Awraq Investment and then Global Investment House after he completed a Master of Business in Finance from Sydney University
in Australia. He is also a CFA Charterholder.

Aida Talaat
Senior Product Specialist
Aida joined Al Mal Capital in 2015 as Wealth Management Officer. Aida helps in generating new business by screening International Fund Managers to add to Al Mal
range of products. Prior to joining Al Mal Capital, Aida was a Trade Finance specialist at Invest Bank. She has also worked in Corporate Customer Service with HSBC.
Aida holds a Bachelor’s of Arts from Ain Shams University, Egypt. Aida holds an International Certificate for Wealth & Investments from the Chartered Institute for
Securities &Investments.
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Sanat Sachar
Equity Research Analyst
Sanat joined Al Mal Capital in 2015 as Analyst. Sanat brings a fresh prospective to the team because of his diverse background.
He has worked on various deals during his summer internship with PwC in Dubai. Sanat has also interned with Citibank in Dubai, where he worked with the retail
operations team of the bank. Prior to pursuing his post graduate program, he had worked with Portiviti Consulting, India in the area of software development.
He has earned his MBA in Finance from Indian Institute of Management, Indore and a Bachelors in Technology from Jamia Hamdard University, New Delhi, India.
Sanat has passed Level 3 of the CFA Program.

Disclaimer
None of the information and opinions contained herein is intended to form the basis for any investment or trading decision, and no specific recommendations are intended. The products and transactions described herein are not suitable for every investor. Such products and transactions are only suitable for sophisticated and
knowledgeable professional users of financial instruments, and are structured and customized to the needs and objectives of each investor. The information and opinions contained herein have been prepared for informational purposes only and do not constitute an offer to sell, or solicitation of an offer to purchase, any security,
any commodity futures contractor commodity-related product, any derivative product, or any trading strategy or service described herein.
Neither Al Mal Capital PSC nor any of its affiliates, directors, authorized managers and/or employees accepts liability for any loss arising from the use of or makes any representation as to the accuracy or completeness of the terms and conditions of products and transactions described herein. Finalized terms and conditions are
subject to further discussion and negotiation, and will be determined in part on the basis of pricing and valuation models, data, and assumptions that are proprietary to Al Mal Capital and its affiliates. No assurance can be given that a product or transaction can, in fact, be executed on any representative terms indicated herein.

Coming with 13 years of experience in MENA Vrajesh will be leading our research efforts across the MENA markets. Vrajesh joined from A/T Capital in DIFC, where
he was responsible for researching MENA equities & help manage the investment funds & portfolios. He has a wide-ranging experience in asset management &
investment research focusing on Middle Eastern & Frontier markets. He has previously worked for GHOBASH Group, a family office in Dubai as a Sr. Investment
Analyst where he managed a team overseeing the prop book invested in various asset classes. Prior to that, he worked on the sell side in the Equity Strategy team at
HSBC (India) covering global markets. He started his career at Evalueserve, India as a Research Associate. Vrajesh has an MBA & a MSc in Finance from ICFAI
Business School, India. He holds the CFA charter since 2007

Vrajesh Bhandari, CFA
Portfolio Manager| Analyst
MENA Equity
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