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Welcome to the third edition of  Perspectives.

Looking at the headlines over the first quarter of  2017 (“Trumponomics”, Fed rate hike, North Korea nukes, rise of 
populism in EU, etc.), one would imagine intense volatility in the world’s capital markets. But that would be entirely 
wrong - Q1 2017 was the calmest for US stocks since 2006, as the VIX (also known as the “fear index”) is closing in on 
its lowest quarterly average since the final months of  2006 while the S&P 500 Index climbed 5.8 percent over the quarter. 
Now, what’s next?

Entering into the second quarter, market participants might have to look at other indices than the S&P 500. This is precisely 
the focus of  our monthly investment strategy (“Looking beyond US equities”) and the “Macro round-up” (“Brexit is official!). 
The “Hot topic” of  the month is about the ETF bubble, which creates both risks & opportunities for fund managers. We 
then make the case for investing into Floating Rate Loans, an attractive asset class in a rising rate environment. 

In the second part of  this monthly publication, we share our outlook on MENA equities for the rest of  the year. We also 
look at some seasonality trends that seem to offer an interesting arbitrage opportunity on our regional markets. 

We hope you will enjoy this issue.
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INVESTMENT STRATEGY
“Looking beyond US equities”

As mentioned into more details in our quarterly outlook, our asset allocation remains overweight equities, underweight bonds 
and cash. We see relative valuations strongly favoring equities with real rates likely to be re-priced in the medium term, as it 
typically happens during rate hiking cycles. 
While most market participants have been focused on US politics and the S&P 500, Europe and Emerging Markets equities 
have been quietly outperforming US equities over the last few months (see chart below). 

While we remain positive on US equities, we do believe that 
the outperformance of  non-US international markets might 
continue in the medium-term and would thus favor Europe 
and Emerging Markets over US equities. Here’s why. 

US equities relative valuation becoming expensive

US equities have historically traded at a significant premium 
(15%) to the rest of  the world with an 8% band on either 
side (7%-23%). US equities are currently trading at the top 
of  the historical band (see chart opposite).

However, with demand-supply support from buybacks re-
maining solid ($500bn net in 2017) and earnings momen-
tum expected to improve going forward, we do believe that 
there is some upside remaining for US equities, especially in 
the sectors exposed to the “reflation” story (see previous 
editions of  Perspectives). That being said, we believe that 
there might be better opportunities outside the US.

MSCI EAFE (Europe & Far East) index – absolute and relative performance vs. S&P 500 • Source: Bloomberg

www.almalcapital.com

The US equity valuation premium relative to the rest of  the 
world is at the top of  its historical range 
Source: Deutsche Bank
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Understandably, rising political uncertainty has been a drag 
on European equity valuations. Similar to the path observed 
ahead of  uncertain political events (Brexit, US elections, 
Italian referendum), options markets have been pricing in 
the risk of  an adverse outcome in the French elections with 
French equity volatility staying elevated even as equities have 
been rallying. A dissipation of  the uncertainty risk premium 
and a covering of  shorts as catalysts are realized would be 
positive for European equities as was evident after the Italian 
referendum vote which saw European equities rally sharply 
despite a disappointing outcome. Based on current polls, we 
do believe a victory for Le Pen is a very low probability event 
(see last edition of  Perspectives).

Furthermore, history shows that Euro zone equities are 
usually not hurt when US bond yields rise.
And record divergence of  monetary and soon fiscal policy 
between Europe and the US will ensure that the euro re-
mains weak, with positive implications for corporate profits.

Last but not least, investors lost faith with investing in Eu-
rope in 2016, as the sector seeing the most net outflows over 
the year was the Equity – Europe, with outflows of  €22.7 
billion. Outflows have stopped over the last 6 months but 
have not yet given way to inflows. We do believe that with 
Macro data surprises on the upside and political risk being 
soon behind us, we should see strong inflows into Europe-
an equities. As shown on the table below, sell-side analysts 
remain very skeptical on the upside potential for European 
equities. We view this as a strong positive contrarian signal. 

Window of  opportunity for European equities

After the lost years of  the euro crisis, European equities 
have become an attractive investment case again. The pri-
mary driver of  the underperformance of  European eq-
uities since 2014 had been the ECB’s extraordinarily easy 
monetary policy which in our view had clear negative im-
pacts on growth and equities. An end to the negative rates 
policy by the ECB would in particular materially improve 
prospects for European Financials, especially those with 
shorter duration exposures, notably in the periphery. De-
spite underperforming over the last 3 years, Financials re-
main the largest sector in European equities comprising al-
most one-fourth of  earnings and one-fifth of  market cap.

Another reason for our bullish stance is based on the fact 
that it is in Europe where the level of  pent-up demand 
is the highest. Domestic demand is already back to 2% 
growth, but the euro area economy still has much room to 
grow before wages and core inflation begins to normalize. 

Moreover, Europe’s equity risk premium is very high by 
historical standards, both against corporate bond yields 
and against US equities, as mentioned above. The real eq-
uity yield stands more than 6% above real bond yields, and 
the P/E of  euro zone small and mid-caps is 15% cheaper 
than normal against their US peers. Although an expected 
cut in the US corporate tax rate explains a part of  the val-
uation gap, it is clear that most of  it is related to politics. 

European equities always trade at a discount to the US but the 
gap has recently widened
Source: Deutsche Bank

12-month target price for Stoxx 600 by leading sell-side
strategists

Just 1%
above the
market’s
current level
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Emerging markets equities are looking
attractive again

In Q1 2017, EM equities (as represented by the MSCI 
Emerging Markets index) were up 9% in local curren-
cies and 13% in US dollars. Over the recent months, 
most market participants have been somewhat cautious 
on emerging markets. Indeed, post-election concerns 
over a shift in US monetary policy, dollar strength and 
the possibility of  increased tension on trade have re-
frained investors to favor emerging markets despite 
the strong long-term case for the broad region.

But with the perspective of  expansive fiscal policies 
in the US, there are now some hopes of  accelerating 
global growth, which should ultimately benefit growth 
in the emerging world. As such, EM economies are 
now expected to grow at their fastest pace in almost 3 
years, driven by Brazil, Russia and China. Although oil 
prices have recently seen a pullback, commodity pric-
es have generally remained stable, supporting the EM 
economies that rely on them for expansion.

This “EM growth advantage” is the primary driver 
of  Emerging Markets relative valuations. Since 2009, 
the spread between Emerging Markets growth and 
developed markets growth has kept shrinking. 2017 
is expected to be a pivotal year as IMF forecasts call 
for a widening of  the growth differential this year 
(see chart below).

EM macro data has surprised strongly to the upside since 
the start of  the year. EM equity valuations are in line with 
growth and other drivers, but EM currencies still looks 
too cheap. 

While equity inflows to EM have resumed, these fol-
low many years of  enormous outflows and from a lon-
ger run perspective flow allocations are only at neutral, 
with plenty of  scope to move higher Also, contrary to 
popular perceptions, EM relative performance and the 
US 10y yield have been strongly positively correlated 
outside of  episodes of  sharp moves up in US rates. 

We expect EM outperformance to continue as rates 
continue to re-price going forward. Given recent 
gains, there is definitely a risk of  pullback as valua-
tions, like most risk assets, have moved higher. But it 
is important here to keep in mind that Emerging Mar-
kets are not homogeneous and that selectivity will be-
come now even more important as earnings multiples 
get stretched. For instance, export-oriented economies 
in Asia tend to be more exposed to global trade while 
some other economies may be driven more by com-
modity prices or growing domestic demand. Within 
commodity-driven markets, Russia and MENA look 
attractive. Among the Asian countries, Taiwan and 
South Korea are among the cheapest and are on the 
verge of  breaking out multi-year channels.   

More cautious on Japan
 
We are somewhat more cautious on Japanese equities 
which remain tightly tied to a very cheap yen. Japa-
nese equities are trading at a significant discount to 
the US and should be beneficiaries of  a cyclical global 
rebound. However the BOJ’s monetary easing looks 
set to persist and in our view will continue to be a 
drag on valuations. Moreover the relative performance 
of  Japanese equities remain tightly and inversely cor-
related to the yen (94%) which we think is already too 
cheap relative to longer term fair value. Japanese equi-
ties have also been recipients of  large inflows over the 
last 3 years in sharp contrast to other regions.

Conclusion

We expect the recent outperformance trend of  European 
and Emerging Markets equities to persist. As it is the case 
in the US, “reflation” themes are expected to outperform 
in Europe. Within emerging markets, selectivity is key. 

PERSPECTIVES
April 2017

EM growth advantage has normalized and is now bouncing 
back up • Source: Deutsche Bank
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MACRO ROUND-UP
“Brexit is official!”

On Wednesday, March 29, 2017, U.K. Prime Minister 
Theresa May triggered Article 50 of  the Treaty of  Lis-
bon, effectively opening the two-year window where the 
U.K. will negotiate its exit from the EU. Following the 
historic June 2016 Brexit referendum, numerous senti-
ment and economic indicators plunged, some to levels 
consistent with recession, before rebounding, and many 
to new highs.

Helped somewhat by an accommodative Bank of  En-
gland and a weaker pound, the UK economy has remained 
relatively unscathed, surprising many who thought that 
the U.K. would fall into recession. A look at the chart 
below shows that UK Industrial production has fared rel-
atively well since Brexit (see chart below).

Nonetheless, policy uncertainty has been hovering 
around near-record highs since the vote, as confirmed 
by the Economic Policy Uncertainty Index. While this 
elevated level of  uncertainty has had little impact on the 
economy thus far, it has certainty influenced the pound 
(see chart below).

The relative resiliency of  the economy since the vote, 
contrary to numerous predictions of  economic demise, 
has led many to believe the damage from Brexit would 
not be as pronounced as forecasted.

But it’s important to note that besides the rise in political 
uncertainty, nothing has officially changed. With the trig-
gering of  Article 50, more uncertainty is now coming.

UK industrial & manufacturing production
Source: ONS; Graphics: Nicholas Megaw/FT

Sterling has tracked policy uncertainty well in recent months
Source: Deutsche Bank, Bloomberg Finance LP
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The first thing the EU wants is for the UK to pay EUR60 
billion for past commitments it made to the union.
After that comes the negotiation of  a free trade agreement 
(FTA). Most FTAs take at least three years to negotiate, 
making this a very tight time table to get everything done 
(Britain would need 100% backing from all EU members 
to extend the two-year deadline). 
Prime Minister May has set out a very ambitious agenda 
of  wanting to maintain full access to the single market, 
without allowing the free movement of  EU citizens. No 
other country currently benefits from such an agreement 
and there has been no indication that the EU is willing 
to make Britain an exception. From a trade perspective, 
Britain needs the EU much more than the EU needs Brit-
ain, i.e the EU has an upper hand. The EU also doesn’t 
want the U.K. to be a successful example of  leaving the 
EU, as it could fuel the rise of  more anti-EU populist 
movements. This means the U.K. will likely have to make 
some trade-offs.
Below, we outline some possible outcomes, highlighting 
what they imply in terms of  trade and movement of  EU 
citizens. If  time permits, the most likely outcome is a 
FTA, but a hard Brexit shouldn’t be ruled out. It seems 
that this risk hasn’t been fully priced into the pound.

OPTION I: FREE-TRADE AGREEMENT
Tariff-free trade with the EU: No
Free movement of  EU citizens: No
If  time permits (and that’s a big if), this seems like the 
most likely outcome for Britain. This would result in a 
soft Brexit. A FTA, like the one the EU recently nego-
tiated with Canada, vastly reduces tariffs across a wide 
range of  products. Britain would maintain a great deal 
of  its sovereignty, including no free movement of  EU 
citizens and the ability to negotiate FTAs with other 
countries. It doesn’t, however, eliminate tariffs entirely 
(something Britain enjoys now with the EU) and can 
take years to negotiate (EU talks with Canada began 
in 2009 and just finished recently), something Britain 
may not be able to afford to do.

OPTION II: SINGLE-MARKET MEMBER
Tariff-free trade with the EU: Yes
Free movement of  EU citizens: Yes
From a trade perspective, this is Theresa May’s ideal 
solution. Single-market members, such as Norway and 
Iceland, enjoy free movement of  goods with the EU.
Members of  the single market are also free to negoti-
ate their own FTAs outside of  the EU. But with that 
come trade-offs, including the free movement of  peo-
ple, maintaining EU regulations, and contributing to 
the EU budget. This will be tough to accept for May. 

According to recent surveys, a vast majority of  UK 
voters are in favor of  no free movement.
Becoming a single-market member is projected to be 
the least costly Brexit option for Britain, as it main-
tains Britain’s preferential trading agreements, while 
the free movement of  citizens helps sustain the coun-
try’s healthy demographic outlook.

OPTION III: CUSTOMS UNION
Tariff-free trade with the EU: Yes
Free movement of  EU citizens: No
A customs union fits a lot of  the attributes May wants. 
Although all EU members (including the U.K. now) 
are members of  the customs union, there are some 
countries, such as Turkey, that are not. Through the 
customs union, countries enjoy free trade with the EU, 
but if  they are not in the EU, they are not obligated to 
the free movement of  people and contributions to the 
EU budget. There is, however, strong conditions at-
tached to it. Being part of  the customs union requires 
a country to set common external tariffs with the EU. 
This means the U.K. cannot negotiate its own FTAs. 
Because of  that, it looks unlikely that the UK will go 
to this route.

OPTION IV: WTO (Hard Brexit) 
Tariff-free trade with the EU: No
Free movement of  EU citizens: No
Prime Minister May has mentioned several times that 
no deal is better than a bad deal. No deal would mean 
WTO (World Trade Organization), which encompass-
es 164 countries and 95% of  world trade and works 
to place limits on tariffs. If  no FTA is in place in two 
years, the U.K. would have to apply the same tariffs to 
the EU that it applies to all other countries (and vice 
versa). Any concession from either side, without an 
official FTA, would violate WTO rules.
The WTO option is the costliest for Britain. Broad-
based tariffs would reduce trade, thereby slowing 
down economic and productivity growth, while reduc-
ing immigration would hold back labor force growth.

Conclusion

The U.K.’s economy has remained relatively unscathed 
thus far despite higher policy uncertainty associated 
with the Brexit vote, which has mostly had a negative 
impact on the pound.
If  time permits, the most likely outcome is a FTA, 
but we wouldn’t rule out a hard Brexit, which would 
weigh further on the pound and might ultimately be 
very costly for the UK. 
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HOT TOPIC
“The ETF bubble”

When entering into the late stage of  a bull market, there 
is often a tendency of  investors and market commenta-
tors to bring a “rational reason” for some of  the market 
excesses. In 2007, housing was indeed seen as expensive, 
but the “bulls” argued at that time that real estate could 
only go into one direction (i.e upward) and that there 
was nothing to worry about mortgage debt as no major 
bank had gone “under” in decades. In 2000, stocks with 
negative earnings reached multi-billions market caps 
but this was the “new era of  internet” so no need to 
wonder about fundamentals. As we all know, many dot-
com stocks just disappeared. There was similar stories 
in 1972-1973 with the “Nifty-Fifty” group and in 1987 
where “portfolio insurance” gave a false impression of 
safety net to investors before playing a major role in the 
October crash.  

Fast forward to 2017 - where should we be looking for 
the next bubble to burst? We do believe that the new 
bubble could very well be passive investing, i.e the rise 
of  ETFs (Exchange-traded-funds). 

As highlighted on the chart below, the Global ETF indus-
try has indeed grown tremendously over the last 10 years.  

One of  the reasons ETFs have become a $3.2 trillion 
part of  the world’s financial system is convenience. 
Thanks to ETFs, investors can cheaply buy or sell ex-
posure to almost any industry or market at the click of  a 
button. Another reason for their success is based on the 
fact that a majority of  ETFs has been outperforming
active managers, at least in the most efficient segments 
of  the market such as fixed income or US equities. 

As a consequence, the success of  “passive” invest-
ing has happened at the expense of  actively managed 
funds. As shown on the chart below, US equity passive 
funds (ETFs) have recorded massive inflows since 2008 
whereas US equity actively managed funds (mutual 
funds) have endured major outflows.    

The trend movement from active to passive strategies 
has largely benefited the large, liquid stocks that have a 
high representation in the market-capitalisation weight-
ed indices which passive fund managers adopt.

That movement can be exacerbated when import-
ant themes develop. For example, the group termed 
‘FANGs’ (Facebook, Amazon, Netflix and Google) 
have received attention because they magnify what is 
perceived by investors as the strength of  large, innova-
tive technology-centered companies. As shown in the 
chart below, they have strongly outperformed the S&P 
500 over the recent years, a phenomenon which is sim-
ilar to the popularity of  the ‘Nifty Fifty’ in the 1960s 
and 1970s.

Global ETF asset growth (2003-2016) • Source: ETFGI

Cumulative flows (in billion $) into domestic equity ETFs and 
domestic equity mutual funds (MFs) since 2007 • Source: J.P. 
Morgan Quantitative and Derivatives Strategy, ICI, Bloomberg
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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 un-
likely to create waves that significantly move prices.

However, the expansion across more niche invest-
ments has created concerns that trading can become 
concentrated in an ETF, or the redemption process 
will exacerbate losses when markets for the under-
lying securities are far shallower, producing disloca-
tions. 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.

Opportunities for active managers
 
When investors buy an index fund such as the SPDR 
S&P 500 ETF, they buy all the stocks in the Index, 
whether cheap or expensive, and whether growth or 
value. As already highlighted in the February edi-
tion of  Perspectives, the average (median) stock in 
the S&P 500 is now more overvalued than it was in 
2000 and 2007. This seems to indicate that we have 
entered expensive territory. But this is also creating 
opportunities for active managers as valuations and 
earnings growth perspective of  the different stocks 
constituents are diverging. Stocks returns are de facto 
diverging as highlighted on the chart below, which 
shows that the median correlation of  S&P 500 stocks 
with the index has been sharply declining since the 
start of  the year. 

Median correlation of  S&P 500 stocks to the S&P 500 index 
Source: S&P Dow Jones Indices

As with any strong trend, there are risks but also opportu-
nities attached to it for investors. Let’s first have a look at 
the downside risks related to the boom of  ETF investing. 

Risks for ETFs investors

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 in-
vestors 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  iS-
hares Emerging Markets Equity ETF known univer-
sally 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 dis-
appeared.

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.

Equally-weighted performance of  the FANGs versus S&P 500 
since January 2015
Source: EFG Asset Management
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Median correlation of  S&P 500 with other asset classes
Source: Commodity Research Bureau, Commodity Systems Inc (CSI)
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When intra-stock correlations are high and 
rising, performance tends to be less close-
ly related to fundamentals such as earnings 
and so less dependent on manager skill. 
However, since the US election we have ob-
served a significant decline in correlations 
as investors have become more optimistic 
on the US growth outlook. This also pro-
vides a more supportive environment for 
stock selection.

These “alpha” opportunities are even eas-
ier to identify in Emerging Markets. Take 
the example of  Egypt stock market and the 
brutal devaluation of  the Egypt Pound that 
took place at the end of  last year. 

This event provided a unique opportunity 
for active managers to differentiate between 
companies benefiting from the devaluation 
(e.g some exporters) and companies suffer-
ing the most from devaluation (e.g some 
importers). An index tracker can barely 
make this differentiation.  

Opportunities for asset allocators
 
Another good news for active managers is 
that the decline in correlation is also happening 
inter- asset classes.

As shown on the top right, the main asset 
classes are now less correlated than they 
used to be.

While it is very difficult for asset allocators 
and fund managers to outperform in a bull 
market, more difficult market conditions 
clearly offer alpha opportunities for seasoned 
investors. 

Conclusion

We do feel that we are in the late phases of  a passive index bubble. In 
the medium-term, this should create great 
opportunity for active managers to outperform passive managers.

This should be even more valid in emerging markets, including our 
local markets.

We will address this topic more specifically in the coming months. 
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INVESTMENT THEME
“Floating rate loans: an attractive asset class for a rising rates environment” 

As already highlighted in our previous Perspectives, the interest rates and bond market environment is changing in most 
part of  the world. Managing money when interest rates are rising and when bond yields reverse their long-tern downward 
trend force asset allocators to look at new investment strategies and vehicles.  

Among them, Floating Rate loans offer an attractive alternative to more “traditional” fixed income investments. Not 
only they provide very decent yields to investors, but they also protect them against potentially higher rates in the future 
through their floating-rate nature.
Below, we look at the main characteristics of  Floating Rate Loans and why we believe our clients should start to have a 
closer look at this asset class.

What are floating rate loans?

Floating rate loans (also known as leveraged loans, syndicated loans, senior loans or bank loans) are non-investment grade 
but senior secured debt obligations issued by public and private corporations. Floating rate loans are issued by companies 
(including large ones) to finance acquisitions, refinance existing debt, and for general business purposes. The loan market 
is mature and transparent with over $1 trillion with a large primary / secondary market. They are traded over the counter 
(OTC) using established platforms that ensure sufficient liquidity. And while they have similar annualized return volatil-
ity as investment grade bonds, they exhibit higher yield and lower duration (see chart below). Unlike most fixed income assets, 
they benefit from rising rates as their coupons are floating rate. 

Duration and yield for various asset classes • Source: Barclays Capital, Credit Suisse, BBH Analysis

• US Loans = Credit Suisse
  Leveraged Loan Index
• US HY Corp = Barclays Capital 
  US Corporate High Yield Index
• EM Corp = Barclays Capital 
  Emerging Markets USD Corporate 
  and Quasi Soverign Index
• US IG MBS = Barclays Capital US 
  Investment Grade Mortgage - 
  Backed Securities Index
• Muni = Barclays Capital Municipal 
  Bond Index
• US IG Corp = Barclays US
  Aggregate Corporates Bond Index 
  Data as of  August 4, 2016
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Basic loan characteristics

The periodic interest payments made on loans float 
over the level of  a reference index, typically the LIBOR 
rate. Additionally, they often carry a floor that provides 
a minimum level for the reference index. As with float-
ing-rate bonds, loan coupon payments typically reset 
every quarter. 

Therefore, only the size of  the incoming coupon pay-
ment is known in advance, and it is a function of  the 
value of  LIBOR, the value of  the floor (if  any), and 
the quoted margin, or contractual spread, over LIBOR 
offered by the loan.

Loans have lower duration thanks to floating 
rate coupon

Changes in market interest rates have a completely dif-
ferent effect on loans than they do on bonds. Indeed, 
while the amount of  interest paid by a senior loan typi-
cally goes up and down with changes in market interest 
rates, the change in rates alone rarely has a direct impact 
on the price of  that loan.

Absent other factors, such as changes in the current 
or prospective creditworthiness for the particular bor-
rower, the price of  a senior loan is generally unaffected 
by changes in market interest rates. As a consequence, 
rate duration of  senior loans is close to zero. Because 
of  their unique reaction to changes in market interest 
rates, senior loans have the potential to provide a natu-
ral hedge against rising short-term interest rates. This is 
of  particular interest in an environment of  historically 
low interest rates.

Downside protection

Another important difference between bonds and se-
nior loans is that senior loans are typically secured by 
some or all of  the assets of  the borrower. Bonds, on the 
other hand, are typically unsecured.

As shown below, senior loans generally have a first pri-
ority or senior lien on borrower assets. As a result, if  a 
company becomes distressed and falls into bankruptcy, 
senior loans are first in line to be repaid and typically 
get paid back before payments are made to bondhold-
ers, preferred shareholders or holders of  a company’s 
equity.

Sample capital structure • Source: Credit Suisse

The credit risk of  loans is considerably lower 
than high yield bonds

In addition to have priority to obtain recovery values, 
loans usually involve protecting covenants providing 
the lender with forceful control over the borrower. 
These features lead to lower default rates (see chart be-
low). Indeed, the average annual credit loss over the last 
20 years was 1.3% on US loans and 2.8% on US high 
yield bonds.

Senior loans have also demonstrated a recovery rate of 
about 70-75% compared to unsecured high yield bonds, 
which have historically recovered below 50%.

Historical performance

Senior loans have historically provided steady returns. 
The S&P/LSTA Leveraged Loan Index (the “Index”) 
has shown positive returns every year since its incep-
tion, with the exception of  2008 (global financial crisis) 
and 2015.

Default rate for leveraged loans  • Source: Credit Suisse
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Due to their floating-rate nature, loans tend to perform 
best in periods when interest rate rise (or remain flat, as 
loans usually still provide a good yield pick-up). Loans pro-
vided returns of  8% historically when interest rates were 
rising, outperforming most fixed income classes. 

Another remarkable feature is the fact that the cor-
relations between senior loans and traditional, “main-
stream” fixed income asset classes are relatively low 
or negative over the period from 1992 through De-
cember 2016. This means that senior loans have the 
potential to provide additional diversification to an 
investor’s portfolio and to reduce overall portfolio 
volatility.

The loan market

The US institutional loan market has been growing 
steadily, with the amount outstanding of  the S&P US 
Leveraged Loan Index rising from USD 90 billion to 
USD 890 billion to date.

Loans total returns by year  • Source: Voya

Past performance is no guarantee of  future results.
Performance shown is historical and not indicative of  any investment.

The S&P/LSTA Leveraged Loan Index is an unmanaged total return index 
that captures accrued interest, repayments and market value changes.
An investor cannot invest directly in an index.

S&P US loan index ratings breakdown in %  • Source: S&P 
LCD, UBS, as of  13 October 2016

Growth of  the US senior loan market • Source: Voya

Senior Loan Market Size based on the total outstandings of  the S&P/LSTA
Leveraged Loan Index. New Senior Loan Volume includes $U.S. denominated
non-investment grade bank debt (revolvers, pro rata and institutional term loans).

Institutional investors and CLOs comprise the majority 
(80%) of  the US senior loan structure, although retail in-
vestors still account for 20% of  the primary allocation.

In terms of  rating, US loans are rated below investment 
grade but 10% of  the market is BBB rated (see chart below).

Sector-wise, the loan market has a large exposure to the 
technology, healthcare, services and media sectors.
It is also worth noting that commodity-sensitive sectors 
have a relatively small weight in the US (see chart below).

Summary

In this new paradigm for fixed income investing, we 
view Floating Rate Loans as an attractive solution for 
our clients. They indeed provide higher yields with low 
duration and good downside protection. 

While the asset class is less liquid than high yield 
strategies, investors with a long-term horizon should 
benefit from these attractive risk-return features. 

S&P US loan index sector breakdown in % • Source: UBS
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MENA EQUITIES
“When the dust settles”

It has not been easy…

During the past 2 years, the MENA region has been go-
ing through a transformational phase where oil is no lon-
ger the lone driver of  regional economies. Governments 
have endured a difficult process of  establishing fiscal re-
forms and rationing spending in order to reduce their de-
pendence on oil and increase private sector participation. 
However, they have also set ambitious goals that aim to 
stabilize their economies by addressing inefficiencies.

‘Vision 2030’ in Saudi Arabia (see chart below) and ‘Kuwait 
2035’ in Kuwait have been launched with great strategic 
planning and determination.

The way MENA economies were managed before was 
not sustainable over the long run as its past success 
was mainly reliant on higher oil prices. Apart from the 
UAE, the GCC countries were too dependent on oil 
and in late 2016 the effect of  lower oil prices was felt 
by the average citizen.

The subsidy culture of  the past created deep market 
distortions and weighed on investor mindsets, which 
will take a few years to overcome.

Over the past two years, public sector capital expenditure 
has been reduced significantly.

Saudi Arabia, the region’s largest economy, slashed its 
capital expenditures from SAR370 million in 2014 to 
SAR165 million in 2016 (chart top right) and its public 
sector wage bill has been reduced by an average of 
20%. 

Vision 2030 private sector & SME (as % of  GDP)

Saudi Arabia public capital spending (SAR billion)

Private spending for publicly listed companies in the 
GCC fell by -15.0% in 2016 (see chart below). Cor-
porate spending in Kuwait, Qatar and the UAE also 
dropped by -49.9%, -32.2% and -9.2%, respectively. 
Consumer spending eased, and the impact was more 
evident in discretionary items like cars, which saw sales 
reverting to 2011 levels after falling -40.0% in 2016. 
2016 was indeed a tough year.

Where do we go from here?

Over the long term, the success and speed of  achieving 
economic diversification will depend on oil price recovery 
and discipline. However, over the short term we expect 
some normalization, which might evolve into sustainable 
growth if  oil prices stabilize and governments manage to 
attract foreign investments.

Looking back at 2016 may portray a negative image of  the 
future, but we have to keep in mind that the MENA region 
has gone through several significant reforms (see table in 
the next page). Many important milestones have been 
reached so far, as energy and food subsidies have been ad-
dressed, fees have been increased in some areas, and

GCC corporate spending (USD billion)
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wage escalation has been curbed. This level of  austerity is difficult to sustain in the long-run, although there are 
still more reforms yet to come. However, the introduction of  these new measures will take place at a slower pace 
and will be accompanied by major events such as the Saudi Aramco listing or some new projects announcements. 
At the very least, some actions towards diversifying the economy must begin. 

Most investors want to see the effects of  recent reforms 
and economic diversification before allocating to the re-
gion. We do believe that this is a mistake, as they should 
consider the benefits of  economic normalization, stable 
oil prices, better economic indicators, market reforms 
and other technical factors like Saudi Arabia getting in-
cluded in emerging market indices. By staying out of  the 
market in 2017, investors might miss great opportunities.

A noticeable improvement is also the GCC’s openness 
and transparency with their economies, as they aim to 
attract foreign investments.

2017 has been faring well so far…

1. Saudi Arabia has posted its first expansionary budget 
in 2 years, increasing capital expenditures  by 57% from 
2016 levels. Kuwait also announced a 12% increase in the 
2017 budget, while UAE 
and Qatar will be flattish after slashing spending 
for two consecutive years. 

2. A positive start in the UAE led by strong real estate ac-
tivities and a 12% jump in the number of  tourists during 
the first 2 months, which resulted in higher occupancy 
and room rates.

3. PMI readings in Saudi Arabia and the UAE were strong 
as well. The UAE recorded the highest reading in Janu-
ary since July 2016, and Saudi Arabia recorded the fastest 
reading in 17 months.

To conclude, we would advise investors taking advantage 
of  the market weakness in April/May to invest in the 
market.

MENA region has already gone through major reforms

Fuel Subsidy

Water & Electricity Subsidy

Food Subsidy

Spending Rationalization

Monetary Reforms

Increasing fees

VAT

GCC

 Yes

 Yes

 Yes

 Yes

 No

 Yes

 Yes

Egypt

 Yes

 Yes

 Yes

 Yes

 No

 Yes

 Yes
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BEHAVIORAL FINANCE
“Can investors exploit seasonality in GCC markets?”

Many investors argue for efficient markets. In theory, prices should reflect all available information, but in practice, 
empirical evidence had shown that market anomalies like small cap effect, lower valuation effect, seasonality effect 
and many others do actually exist.

These anomalies are mainly a product of  numerous reasons and differ from one market to another.
Things like information asymmetry and lower liquidity are common among many markets, but more visible in 
emerging markets.

GCC markets are no exception and our experience has shown us that anomalies do exist, probably due to higher 
information asymmetry and dominance of  retail investors who exhibit stronger behavioral biases compared to 
institutional investors.

Seasonality in GCC market: “The Story”

GCC equity markets exhibit strong signs of  seasonality, with all major indices showing positive move 80% of  times 
during the month of  April over the past 10 years (Table 1). July has proven to be a positive month, but April is the 
one with the strongest returns and highest probability.

Many retail, family offices, HNWIs and even corporates start building positions after results announcements and 
ahead of  the dividend season in March. During March, as companies go ex-dividend, the markets usually correct 
more than the dividend yield as investors sell excess exposure leading to negative performance.

As markets correct in March and valuations become attractive, institutional investors start pushing the market up 
again in April mainly by redeploying their cash positions resulting from dividend payments.

We believe July positive performance (Table 1) is mainly a product of  retail investors (> 80.0% of  trading activity) 
offloading their positions ahead of  the summer holiday in June (Table 2), which make markets attractive again for 
institutional investors.

Table 1
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For the first time in several years, all of  the world’s major economies – the US, China and the euro area – 
seem to be growing in sync. We thus believe that there is potential for upside surprises to the global economic 
outlook, and that it is not yet time to fade the risk rally. We thus maintain an overweight allocation to equities 
over bonds, but shift from US stocks to European and emerging market stocks, including MENA. 

That being said, the uncertain and changing environment underlines the importance of  selectivity.
This leads us to favor active management and think outside the box when it comes to fixed income investing.

While our forecasts and views are always subject to change, our commitment to serve our clients is not.

We remain at your full disposal for any specific issues you would like to discuss, so please don’t hesitate to
contact us.

Final Words

When to exit the market

Another interesting story takes place around November as many investors lock up their returns for the year prefer-
ring not to take the risk of  waiting till December.
November has shown a tendency for negative performance with some indices like DFM plummeting 7 times over 
the past 10 years with average loss around -5.0% (Table2).

Investment idea

Investors can generate positive returns by going long on ex-dividend stocks in March and as markets correct in 
June and sell around May and October.

Table 2
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