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Happy New Year and welcome to the eleventh edition of Perspectives.

By most measures, 2017 will be remembered as an extraordinary year for global risk assets as International equities re-
corded strong performance with record low volatility. The same cannot be said for our regional Middle East equities which 
ended a very volatile year with a slim gain.

Ironically, the performance of our flagship MENA equities fund (+19% after fees) is almost in line with the gross returns 
generated by the S&P 500 and the MSCI World. This demonstrates that an unconstrained strategy focusing on alpha 
opportunities instead of the direction of the reference benchmark can generate strong absolute returns even in “flattish” 
markets.

This publication is divided in two sections: in the first part, we focus on international markets by looking at what we 
consider as the 10 most relevant (and unexpected) stories in 2017. We then share our global investment convictions for 
2018.

In the second part, we look at our regional MENA equities. Despite challenging market conditions, there were some true 
growth stories in 2017 – and most of them seem still valid for this year. In our 2018 outlook, we outline our bullish case 
for the region. While some key risks remain, the stabilization of oil prices should enable the GCCs economies to enter into 
a “sweet spot” with less budgetary austerity but further roll-out of structural reforms.

At a time where investment ideas become scarcer, we believe that our regional equity markets provide global asset alloca-
tors with a unique combination of beta and alpha opportunities.
 
We hope you will enjoy this issue.
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Since the US Election Day in November 2016, most 
of financial newspapers headlines could have been 
summarized as follow: “Markets keep rising; investors 
ignore some key risks such as expensive valuations, 
North Korea, the Trump Administration not delivering 
any of its promises on the economy, etc.” This line of 
thinking led to the conclusion that the market was due 
to an inevitable correction or crash. 

But some major fundamental stories and technical 
factors have been lost in the discussion.

Those who failed to correctly read them missed what 
will be remembered by almost all measures as one of 
the most extraordinary year for risk assets, as shown 
on the chart below.

Selected asset classes performance in 2017
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As one can easily figure out from these numbers, in-
vestors who went long risk assets in 2017 enjoyed a 
year of very solid returns. 

But as it is the case every single year, most of the main 
market and economic events that took place were not 
accurately predicted by the consensus and many asset 
allocators missed some opportunities.  

Below, we highlight what we consider as the 10 most 
relevant (and unexpected) stories of 2017.

Story #1: A remarkable year for global economic 
growth

Almost 10 years after the 2008 depression, global 
economic growth is doing remarkably well. According 
to the Organization for Economic Cooperation and 
Development (OECD), World GDP growth accelerat-
ed in 2017 compared to 2016. Growth is again ex-
pected to pick up in 2018 (see chart below).

The breadth of the recovery is also remarkable as ev-
ery one of the world’s 45 major economies tracked by 
the OECD grew in 2017. It has been a decade since 
the lift to the world economy hasn’t been that broad.

As we can see on the chart below, the OECD might 
actually underestimate the pace of GDP acceleration 
in 2018 if the Global manufacturing PMI can be con-
sidered as a reliable leading indicator.

Story #2: The end of the earnings recession

The market’s rally since the election has coincided 
almost perfectly with an end to the US earnings 
recession that started in the 4th quarter of 2015. 
And the recovery in earnings growth is not just a 
US phenomenon – profits in Europe, Japan and 
Emerging markets have been picking up through-
out 2017.

PERSPECTIVES
January 2018

Global growth is picking up
Source: OECD

Global manufacturing PMI and World GDP change
Source: Invest Blue

The earnings recovery in the US and Japan 
Source: Strategas



Story #3: An extraordinary increase of central 
bank balance sheets 

As mentioned before, global growth and global earn-
ings have been accelerating in 2017. In the face of this, 
the arguments from the bears have been that asset 
prices are expensive across the board at the time the 
Fed is hiking rates. 

Story #4: An extraordinary year for Global equi-
ties with equity returns far above the norm

The S&P 500 ended the year up 20 percent, far above 
the roughly 8 percent average yearly gains since 1945. 
For sure, it wasn’t a good year for the average stock in 
Pakistan, Russia, Qatar or UAE (more on MENA eq-
uities in the dedicated section). But on a global scale, 
it was one of the best year in history, as out of the 73 
stock exchanges tracked by Reuters, all but nine have 
recorded gains in local currency terms this year. 

As shown on the right, 2017 was also a year of outper-
formance by international equities versus US equities. 
Indeed, Emerging markets grew a whopping 34.4%. 
Asia - including Japan - had a very strong year with a 
28.7% advance for the MSCI Asia index. Europe was 
behind (+8.7%) but the USD performance was much 
stronger as the Euro gained 15.4% against the dollar 
last year (more on this later).   

These observations are true but one should keep in 
mind that major central banks do remain accommo-
dative. Indeed, the average real interest rates for the 
G3 countries is -1.5%. Furthermore, the size of G3 
balance sheets increased by almost 17% (in USD 
terms) last year, the biggest annual increase since 
2011. While correlation is not causation, one can’t 
help but see a pattern in the chart below.

www.almalcapital.com
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Main equity indices performance in 2017 in local currency 
Source: Bloomberg

G-3 central bank balance sheet vs. MSCI World index
Source: Bloomberg
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While the US was not the best performing market in 
2017, it was nevertheless a remarkable year for US eq-
uities as well.

The Dow Jones index ended up 25% over 2017, its 
second straight annual increase, as well as its best year 
since 2013. The S&P posted a gain of 20%. Like the 
Dow, it recorded its second straight annual increase 
and its best year since 2013.

The Nasdaq advanced 29% in 2017, its best year since 
2013 and its sixth straight annual gain. According to 
the WSJ Market Data Group, this is the longest streak 
for the Nasdaq since a six-year streak lasting from 
1975 to 1980. The Russell has gained 13.6% in 2017. 
The index is set for its second straight annual gain.

It was also a year of extraordinary sector dispersion for 
US equities: the top-performing sector - technology, 
up 37 percent - outperformed the worst-performing 
sectors (energy and telecom, down about 5 percent) 
by more than 43 percentage points.

Story #5:  Extraordinarily low volatility

Using again US equities as a proxy, the S&P 500 moved 
1 percent or more on only eight trading days in 2017 - 
the average since 1945 was 50 days. 

The maximum level reached by the VIX index in 2017 
was 17.28. That is the lowest maximum level attained 
in any year since inception — and 60% lower than the 
“average yearly max”. Obviously 2017 was an extraor-
dinary year in its lack of stock volatility.

The average daily closing price of the VIX in 2017 was 

11.10. That is the lowest of any year — by more than 
one and a half points — since the VIX inception in 1986 
(by comparison, the ‘average yearly average’ is over 20).

Story #6: Stocks endured less adversity in 2017 
than any other year on record 

In 2017, global equity markets did something they have 
never done before... rise for 12 consecutive months 
(they even rose 14 months in a row if we take into ac-
count 2016) – see chart below.

But it wasn’t not just global equities: the S&P 500 is 
up 14 straight months and thus completed its “perfect 
year” of positive total monthly returns for the 1st time 
in its history…(on a side-note, the S&P 500 is up 21 of 
the last 22 months).

But not only was the upside incredible, there were very 
few drawdowns. Indeed, based on cumulative losses, 
stocks endured less adversity in 2017 than any oth-
er year on record, going back more than 100 years. 
By calculating the amount of losses incurred during 
every down day in the market (using the Dow Jones 

7
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S&P 500 sectors performance in 2017 
Source: Bloomberg Global equities didn’t have a single down month in 2017

Source: Bloomberg

2017 is the calmest year on record
Source: The Lyons share



Industrial Average as a reference), the stock market 
enjoyed less adversity in 2017 than any other year in 
history going back over 100 years – see chart below.

As shown above, the DJIA had lost a cumulative 
-27.36% on all of its down days throughout 2017. 
That shattered the prior record of -31.45% set in 
1965 which, by the way, is the only other year that 
saw less than -38% in total losses. So, other than 
1965, 2017 experienced nearly 30% less adversity 
than any other year on record.

Story #7: The silent industrial metals bull market 

While all eyes last year have been on equities, high 
yield bonds or cryptocurrencies, there is one story 
which has been largely ignored by most investors – 
the nascent industrial metals bull market. 
Broad commodity indices paused in 2017 as the GSCI 
index ended the year with a very modest gain of 4%. 
But performance within the commodity complex has 
been uneven.  

Within Energy, U.S oil prices closed above $60 a bar-
rel on the final trading day of the year, the first time 
since mid-2015, as the Crude WTI ended 2017 with a 
12 percent gain spurred by strong demand and declin-
ing global inventories. International benchmark Brent 
crude futures ended the year with a 17 percent rise, 
supported by ongoing supply cuts by top producers 
OPEC and Russia as well as strong demand from China.

The spread between the benchmarks widened 
throughout the year, as Brent responded to the draw-
down in supply from major world producers while U.S. 
output continued to grow. The gains indicate that the 

global glut that has dogged the market since 2014 is 
shrinking.

Still, it has been a bumpy year for oil as prices slumped 
in the first half of the year on concerns that rising 
crude production from Nigeria, Libya and elsewhere 
would undermine output cuts led by the Organization 
of the Petroleum Exporting Countries and Russia. But 
prices have rallied nearly 50 percent since the middle 
of the year on robust demand and strong compliance 
with the production limits.

While the oil recovery was a key story in 2017, the 
broadest bull market within commodities last year 
was in industrial metals as Aluminum, Copper, Zinc 
and Nickel all surged by more than 20%.  Industri-
al metals are essential to regular technology and in-
frastructure. President Trump’s promise to go on an 
infrastructure binge, global GDP growth acceleration 
and continued improvement in end-use sectors like 
automotive, aerospace, construction and packaging 
all gave a boost to the price of industrial metals.

Another strong support for industrial metals came 
from the Chinese economy. On the demand side, Chi-
na plans to stimulate growth with further construc-
tion and infrastructure building projects have helped. 
Tight supplies also aided in boosting prices, especially 
zinc, aluminum and copper.

Most precious metals lagged industrial metals per-
formance; Gold ended up 13.6% but Silver was up 
only 5.9% and Platinum ended the year with a gain 
of 3.7%. The outstanding performer was Palladium 
with a 54% gain. The performance dichotomy be-
tween Palladium and Platinum seems to come from 
the observable shift in consumer preferences with-
in the automobile market. Palladium’s most common 
usage is in catalytic converters, which prevent the re-
lease of harmful emissions. The increasing popularity 
of gasoline and hybrid vehicles - both of which use 
palladium-rich catalytic convertors - and the marked 
decline in diesel vehicles, which tend to prefer plati-
num converters, go a long way towards explaining the 
greater interest in palladium at present.

Last but not least, anticipations of rebuilding after US Hur-
ricanes pushed the prices of Lumber higher – Lumber is the 
2nd best commodity performer in 2017 with a 42% gain. 

www.almalcapital.com
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Stocks experienced record low “adversity” last year
Source: The Lyons Share
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For sure, it wasn’t a good year for all commodities as some soft commodities such as Cocoa, Sugar and Orange juice had 
a terrible year, as shown on the chart below. 

Looking forward, demand vs. supply ratios look quite 
favorable for all three major commodity sectors. Com-
modities have been in a bear market during 5 years 
and this has led to a massive cut in capital spending 
and thus less supply. Meanwhile, demand is improving.
There is thus a decent chance for renewed interest for 
the commodity spectrum going forward. Indeed, com-
modities have never been that cheap versus the S&P 

500. As shown on the chart below, the ratio of the S&P 
GSCI Total return to the S&P 500 fell to an all-time low 
at the end of 2017.
If history is any guide, troughs in this ratio were fol-
lowed by very strong commodity bull markets – e.g the 
surge of oil prices in the early 70s and the China-driv-
en super cycle in the first decade of this century.

9
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Commodities performance in 2017
Source: www.investing.com & Business insider

Commodities have never been that cheap versus S&P 500 
Source: Bloomberg
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Story #8: The collapse of the yield curve

US Treasuries had a very mixed year in 2017. In-
deed, the 2-year yield soared 67 basis points while 
the long-end of the curve (30 years) decreased by 
34 basis points. As a consequence, the 2-30 year 
spread collapsed by more than 100 basis points, 
which is the biggest flattening since 2007. This is by 
the way the flattest US yield curve since Oct 2007 
(see chart below). 

The slope of the yield curve has historically been a 
very reliable indicator of future nominal growth, and 
inverted yield curves have generally signaled a loom-
ing profits recession. As such, investors are now pay-
ing a lot attention to the curve’s slope as it flattens.

But contrary to popular belief, a flattening yield 
curve has historically still been an optimistic sign for 
equity returns. Stock market expected returns are 
generally positive so long as the curve is positively 
sloped, but expected returns skew negatively when 
the curve inverts. This means that investors need to 
watch the curve very carefully but there is no reason 
to panic at this stage.

Besides US Treasuries, 2017 happened to be a pret-
ty decent year for fixed income investors. US cor-
porate bonds & high yield bonds gained almost 6% 
while emerging markets bonds advanced more than 
9%. As highlighted in a previous edition of Perspec-
tives, 2017 will also be remembered as a year where 
some segments of the global bond market reached 
unchartered territories – e.g around 70% of Euro-
pean BBs now yield less than US Government bond 
equivalent, Gazprom 1-year bond yields 60 basis 
points, etc.

Story #9: The dollar bloodbath

Entering 2017, the broad trade-weighted USD had 
been up three years in a row with an 8.6% gain in 
2014, a 10.7% appreciation in 2015 and a more 
modest 3.0% move in 2016. 

2017 happened to be very different, as the 
trade-weighted dollar dropped 7%. This is a worse 
drop than in 2009 (-5.7%) but not as bad the 8.5% 
plunge in 2003.

Among the largest currencies, the euro rose the 
most, soaring 14% against the dollar in 2017 and 
ended the year at $1.20. The Canadian dollar is up 
7% against the dollar, the Japanese yen nearly 4% 
(see more details below).

Even with the benefit of insight, the dollar weakness 
is difficult to explain. 

The Fed hiked rates three times last year and kicked 
off the QE unwind, thus taking dollar liquidity out of 
the market. Meanwhile, US macro- economic num-
bers have been pretty decent. On the internation-
al front, European and Japanese central banks re-
mained in accommodative mode.

One explanation for this weakness could just be that 
investors have been front-running the Fed over the 
last 2 years, as they effectively anticipated the rate 
hikes and then took off some money off the table 
when it happened in 2017.

Let see if the dollar will respond to further tighten-
ing US monetary environment this year.

The US Treasuries 2 – 30 year spread 
Source: Zerohedge

Selected currencies performance versus the dollar 
Source: Bloomberg & Business Insider
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Story #10: The crypto frenzy

As highlighted in previous editions of Perspectives, 
2017 was the year when cryptocurrencies moved from 
nowhere to Main and Wall Street. The combined mar-
ket cap of cryptocurrencies rocketed from $15 billion in 
January to over $600 billion by year’s end. And in do-
ing so, crypto assets crossed another kind of threshold, 
transforming from something easily dismissed to some-
thing hard to ignore.

The spectrum of new investors ranges broadly — 
tech-savvy teenagers, busy mothers thinking about how 
to invest their savings, individuals disenchanted by cen-
tral institutions, nimble family offices, financial advisors 
on behalf of clients, and even sophisticated hedge funds 
and institutions. People are taking note of the returns, 
headlines in the media and stories of new millionaires 
being minted overnight.

As this new set of stakeholders contemplates investing, 
it has drawn into focus the challenges to accessing the 
market. 2017 has been a year of tremendous growth for 
crypto assets, but also of increasing complexity and frag-
mentation. Indeed, since its introduction in 2009, bitcoin 
had always been 85% of the total market cap of all cryp-
to assets. But this is now changing. As of May, bitcoin’s 
proportion has dropped to around 50%. Not because it’s 
lost value but rather because a number of other assets 
have appreciated to significant sizes. There are now over 
10 crypto assets with a total supply valued upwards of $5 
billion. Some are competing with bitcoin, while others are 
endeavoring to do different things, each with their own 
communities, contributors, advocates and critics.

As highlighted by Coindesk, the implication for investors 
is that there’s a lot more research that needs to be done 
to understand the landscape. Prior to this year, an in-
vestor who wanted to invest in the crypto assets as an 
asset class might feasibly just buy bitcoin. But today, to 
bet on the asset class rather than picking winners you’d 
need to buy a portfolio and actively manage it as things 
change. Both of which are increasingly hard.

The multiple-thousand percent cryptocurrency price 
appreciation has been accompanied by trade volumes 
well over $1 billion since May. Unsurprisingly, this is now 
attracting the interest of new market participants, retail 
and institutional alike. CBOE and CME both launched 
Bitcoin futures at the end of the year. Meanwhile, doz-

ens of applications for exchange-traded products have 
been sent and crypto asset funds are being launched. 
Morgan Stanley Research estimates there were over 84 
new hedge funds formed in 2017, up from 11 in 2016, 
managing an estimated $2 billion in capital.

In terms of cryptocurrency performance, Bitcoin, the 
largest by size and the most famous cryptocurrency at-
tracted much of the attention. But while its value grew 
by more than 1,000% in 2017, it wasn’t enough to even 
place it among the 10 best-performing cryptocurrencies 
of the year.

In a breakout year for cryptocurrency trading, the biggest 
winners were Ripple, which is touted as a new kind of pay-
ment system for banks, along with less familiar names like 
NEM, Ardor, and Dash. Here are the top 10 cryptocurren-
cies of 2017—plus bitcoin, which came in 14th place.

As recently commented by Richard Bernstein, cryp-
to-currencies have all five characteristics of a bubble:

1. Available liquidity - central banks have clearly
    provided a sea of liquidity;
2. Leverage - the listing of futures contracts may be just 
    the beginning;
3. Democratization – individuals globally are active
    participants;
4. New issues: there are over 1,000 crypto-currencies;
5. Turnover - trading volumes have soared.

As most strategists will agree on, financial bubbles tend 
to continue until the liquidity needed to speculate dries 
up. Accordingly, the crypto-bubble could very well con-
tinue until the Fed and other central banks remove too 
much liquidity from the economy. As long as liquidity stay 
ample, the bubble could very well continue to inflate.

Cryptocurrencies ranked by 2017 performance 
Source: CoinMarketcap



www.almalcapital.com

12 PERSPECTIVES
January 2018

GLOBAL MARKETS
“Our conviction calls for this year”

As mentioned earlier, 2017 was full of surprises for 
global investors. And the only “sure bet” for 2018 is 
pretty much along these lines: the future remains un-
predictable and most of investors will again be caught 
by surprise. 

In our “median” scenario, we expect 2018 to be an-
other year of respectable economic growth and higher 
corporate profits.

But investors will need to factor in a changing context:

Monetary tightening: major central banks are in 
transition from loosening to tightening. The Fed is ex-
pected to shrink its balance sheet by 10% and raise 
rates at least 3 times, the European Central Bank is ex-
pected to slow down bond their buying program from 
EUR 60bn per month to EUR 30bn, etc. With global 
central quantitative easing slowly but surely coming to 
an end, we could see rising term premia in Treasuries 
and Bunds. Let’s also keep in mind that a new Fed lead-
ership will be tested in 2018 (will Powell be politically 
driven or driven by the incoming macro data?);

Rising inflation trend: while we don’t believe that in-
flation can pick-up like in the 1970s, US CPI is still ex-
pected to come back to the 2% target level. This is not 

a very high absolute level for inflation, but the trend 
is the most important. And the comeback of inflation 
is not just a US story. We could very well see German 
wages and inflation surprising to the upside as well. 
Should global inflation starts to pick up, expect to see 
some pressure on the equity multiples and on bond 
spreads;

Political flux: the political calendar is likely to raise 
risk in local markets e.g Italy (likely election in April), 
Ireland, Brazil, Mexico, Russia, South-Africa, Spain, UK 
(local election and Brexit developments) and the US 
(midterm elections in November);

The fiscal agenda: investors will have to cope with 
three major measures of Fiscal policy in 2018: i) the 
tax reform in the US (reduction in corporate tax rate 
and the repatriation of foreign earnings could boost 
EPS by 10%); ii) Tax cuts and structural reform in the 
Eurozone; iii) The roll-out of China long-term plans 
(silk-road). The implementation of these reforms could 
potentially result in slower growth in liquidity thus af-
fecting the major asset classes – especially equities 
– and long-term bond yields, the yield curve and the 
supply of credit;

Expensive valuations: while equity valuations are 
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not outrageous with a P/E multiple of 18.0x for the 
MSCI World in-line compared to a long-term average 
of 18.3x. Still, they are not cheap either. This leaves 
very little margin for disappointment to earnings. But 
overvaluation is not just an equity phenomena: what 
about the inflated bond prices or the housing bubbles 
in Canada, Australia, Sweden, Norway or China?

More technological disruption – e.g Amazon, Uber, 
electric cars, etc. are important disruptive forces which 
are shaking established business models in retailing, 
entertainment, advertising and transportation. These 

We thus advise investors not trying to outsmart the 
market by making high-level top-down calls. Instead, 
investors need to focus on portfolio construction and 
allocate their capital in a prudent manner by  follow-
ing 4 basic investment tenets: 1) Stay invested; 2) Re-
balance; 3) Look for relative value and; 4) Favor active 
management when it makes sense.

Below, we develop each of them and illustrate how 
they can be implemented within a globally diversi-
fied portfolios. 

Stay invested

After such a strong year for risk assets, it is very tempt-
ing to raise some cash (or stay in cash for those who 
“missed the train”) and wait for a market pullback be-
fore (re)allocating. This process of attempting to pre-
dict the future direction of the market and switching 
between asset classes and cash is known as “market 
timing”. 

Investors face behavioral challenges in market timing 
as they tend to be poor forecasters, yet are overconfi-
dent in the accuracy of their forecasts. In general, mar-
ket timing could be detrimental to a sound and disci-
plined investment process.

Indeed, brief, explosive spurts of market volatility (both 
positive and negative) are the norm, but an impulsive 
investor who abandons the market during one or more 
of its sharp downturn, may miss the strong, ensuing 
rebounds.

The table in the next page shows how much it can cost 
in terms of performance when missing the best days of 
the S&P 500 index over a 20-year investment period. 
The results are compelling;
• If an investor missed just the 10 best days, almost 
40% of the gains would be lost;
• If they missed the 20 best days, about two-thirds of 
the gains are gone;
• Missing the 40 best days resulted in a loss.

disrupters also have some profound and difficult to as-
sess impacts on global inflationary trends.

Overall, we generally expect the economy to be stron-
ger in 2018 than in 2017. While it might sound con-
tradictory, we also believe that 2018 will be a more dif-
ficult year for risk assets - i.e we expect lower returns 
and more volatility than in 2017.

Historically, low volatility years have almost always 
been followed by some degree of a drawdown the fol-
lowing year, as shown on the table below.

www.almalcapital.com
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Historical S&P 500 Performance after “low volatility” years (since 1945)
Source: Strategas
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One easy way to get exposed to the market while limit-
ing the drawdowns during market corrections is to build 
a diversified portfolio or to subscribe to a diversified 
mutual fund. Most of the diversified funds have enjoyed 
very attractive risk-adjusted returns over the long-run. 

Rebalance

Asset allocation is the major determinant of a portfo-
lio’s risk-and-return characteristics. Yet, over time, as-
set classes produce different returns, so the portfolio’s 
asset allocation changes. Therefore, to recapture the 

portfolio’s original risk-and-return characteristics, the 
portfolio should be rebalanced.

Over the last few years, selected asset classes and mar-
kets have been sharply outperforming the others. For 
instance, the 35-year old fixed income bull market has 
pushed allocation to this asset class to extreme levels in 
some portfolios. With the risk of inflation tilting towards 
the upside, it might be a wise strategy to rebalance part 
of the fixed income allocation towards other asset class-
es which might perform better during “reflation” time 
(e.g Natural resources, TIPS, equities, etc.).

The problem with market timing: missing the best days. Average Annual Total Return (1/1/1994 – 12/31/2013)
Source: Goldman Sachs 

The 35-year old US Treasuries bull market
Source: Robert Shiller
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Similarly, US equities have been outperforming interna-
tional equities over the last few years. But as we have 
seen last year, the trend is starting to turn and it might 
be opportune to re-allocate some of the gains into non-
US equities. 
Last but not least, our regional markets have been per-
forming very poorly recently against other emerging 
markets as they faced an almost “perfect storm” (Arab 
spring, oil crash, geopolitical concerns, etc.). With asset 
allocators looking for “relative value” opportunities (see 
next section), it might be an opportune time to look 
again at MENA equities.  

Look for relative value

As already mentioned earlier, 2018 is not likely to be 
as a strong year for investors than in 2017. While we 
continue to believe that a diversified multi-asset class 
portfolio is well adapted to the current environment, 
we think that some limited tactical / relative value bets 
can add some value as well. 

Let’s list a few of them:

1. Equities over Bonds 

The duration of US equity rally without a typical 3-5% 
pullback has been very unusual – and is on track to 
become the longest since WWII. Based on this, should 
investors fear that the end of the equity bull market is 
approaching? 

It might sound as a cliché but bull markets do not die 
from old age, they normally die as a result of an infla-
tion-induced recession. And we are not there yet – to 
our opinion, it is very hard to have a recession when 

the Fed Funds rate is still negative in real terms and 
profits are growing.

True, it is hard to say that equities are cheap - the US 
market especially looks rather expensive. But over the 
last few months, equity performance has been driv-
en by earnings – not by multiple expansion - which is 
rather a positive sign. Last but not least, we don’t see 
the normal conditions usually observed around market 
top such as hot IPO markets, big inflows into equities 
and mutual funds, etc. 
When it comes to fixed income, the upside potential 
seems rather limited as there are still $11 trillion of 
bonds with negative yields. Spreads are tight and the 
risk-reward is becoming less attractive. 

Overall, we still prefer equities over bonds at this stage 
of the cycle.

2. Reflationary sectors

While the upside for US equities might be limited, 
some sectors are likely to do reasonably well. We be-
lieve that the segments of the markets most likely to 
benefit from reflation should outperform – this should 
be the case of Financials (which also benefit from de-
regulation), Industrials, Materials, capex-oriented IT 
and small caps (tax reform beneficiaries). 

3. Japan & EM equities over Europe & the US
 
As highlighted earlier, US equities have been outper-
forming the rest of the world since 2009 and this might 
have come to an end. In terms of geography, our pref-
erences go to Japan & Emerging Markets over Europe 
and US. Indeed, the US market looks expensive at 20x. 
While we expect low double-digit growth in earnings 
to support the S&P 500, we do believe that there are 
better opportunities elsewhere, e.g Japan. In a previ-
ous edition of Perspectives, we presented our bull case 
for Japan. In a nutshell, Japan equities should benefit 
from accelerating global growth, Abenomics, structural 
improvement in corporate Japan and attractive valua-
tions. Despite the strong run in 2017, Japan remains a 
contrarian call.   
Emerging markets should benefit from being in the 
early stages of their economic recoveries (after a sharp 
slowdown in 2012-2015) and increasing domestic re-
forms. Emerging Markets Q3 real GDP growth in-
creased at its fastest since 2011 Q4, back to its 

S&P 500 outperformance versus the rest of the world 
Source: M&G
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25-year average. Meanwhile, relative valuations re-
main attractive. We like Frontier markets as most of 
them are benefiting from urbanization trends and a 
decline in inflation.
Some of the commodity-sensitive emerging markets 
(e.g Russia, GCCs) have been lagging the main Emerg-
ing Markets index in 2017 but could very well play 
some catch-up in 2018. This is particularly true in the 
GCCs as economic growth perspectives are improving 
while valuations remain attractive (more on this in the 
last section of this publication and in our Q1 2018 
Middle East outlook). 

4. Commodities 

As highlighted in the 2017 markets review, Commod-
ities have never been that cheap versus S&P 500. As 
asset allocators rebalance their portfolio, this might be 
an interesting relative value call to consider, especially 
if the reflation theme plays out as expected. 
Another reason for investors to look at commod-
ities is from a contrarian perspective. Indeed, one of 
the primary investment rule is that return on capital 
is highest when capital is scarce. Today, it is difficult 
to find segments of the global financial markets that 
are starved for capital because of the abundance of li-
quidity. However, commodity is one market segment in 
which capital is relatively scarcer if not scarce.
The chart below shows the flows into bond and commod-
ity mutual funds and ETFs since interest rates troughed 
in mid-2016. While nearly a half-trillion dollars have 
flowed into bond funds and ETFs, only about 1/100th 
of that amount has flowed into commodity funds and 
ETFs during the period. Global asset allocators might 
decide at one point to come back to this space.

5. Emerging Credit & specialized credit segments 
over G7 Government bonds

Investment opportunities in Fixed Income are be-
coming scarce. Should inflation & growth expec-
tations be met, both credit and government bonds 
might achieve coupon returns at best. When it 
comes to long duration US Government bonds, re-
duction in the Fed’s balance sheet combined with a 
more expansionary fiscal policy could cause the long 
end of the US yield curve to rise.

This is forcing investors to look beyond low-risk gov-
ernment bonds. But the current tight credit spreads 
mean unattractive returns for credit investors. Still, we 
do see pockets of opportunity in Emerging Markets 
credit (spreads are still wider than at previous cyclical 
low) and specialized fixed income areas such as CAT 
bonds, ABS and inflation-linked bonds.

We also like long-dated spreads which are usually twice 
the spread of short term bonds. Normally, the spread 
is quite small but the current wide gap reflects prefer-
ence of investors for short-maturity bonds. However, 
a flattening is expected as long yields should rise less 
than short-term yields.

We also like some fixed income alternatives such as 
senior loans and trade finance as both segments are 
likely to benefit from further rate increase.

Favor active management when it makes sense

While most asset allocators focus on their beta al-
location, 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 manag-
ers 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 equites as shown on the chart below.Cumulative Fund & ETF Flows June 2016 - October 2017

Source: RBA & Morningstar
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Surprisingly, and despite the strong alpha opportu-
nities provided by emerging markets, it seems that 
asset allocators are progressively moving from ac-

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 bene-
fits astute managers who can differentiate between 
winners and losers. 

tive management to ETFs, as shown on the chart 
below. We would advise again to be contrarian on 
this call. 

Intra- and inter-market correlations are already fall-
ing but it might keep going lower which would be a 
good news for active managers but also long/short 
managers.

5-year average excess returns of Active equity managers • Source: Bloomberg

The shift away from active managers in emerging markets equities continue
Source: EFG Hermes
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MIDDLE EAST EQUITES
“Winning investment themes in 2017 and beyond”

At first glance, Middle East equities’ performance in 
2017 was disappointing, especially when compared to 
emerging or even developed markets. The S&P Pan 
Arab Index returned a mediocre 2% gain last year 
compared to 34% for the MSCI Emerging Markets In-
dex and 20% for the MSCI Global Equities Index. 

Not only did MENA equities underperformed the rest 
of the world, but the volatility was fairly higher than in 
the rest of the Emerging markets.

These poor risk-adjusted results can be explained by 
continued uncertainties regarding oil prices, a difficult 
geopolitical agenda (Qatar blockage, GCC fragmenta-
tion, Lebanon, etc.), concerns over capital flight from 
Saudi and the fact that GCC GDP growth has been 
among the weakest in the World last year. With Saudi 
Arabia in recession and a soft UAE growth, the GCC 
weighted real GDP growth in 2017 might end up just 
around 0.3%, far away from the 3.5-4% projected 
growth for World GDP.  There is no doubt that this 
lackluster growth rate had some impact on regional 
company earnings and equity multiples.

That being said, we believe there are also reasons to be 
cheerful when looking back at 2017. 

First, ongoing supply cuts by top producers OPEC 
and Russia seem to work as International benchmark 
Brent crude futures ended the year with a 17 percent 
rise. The recent strength of energy will probably help 
GCC countries to ease their fiscal policy in 2018, as 
explained in the next section. 

Another reason to look at 2017 from a positive angle 
is what we have been witnessing in terms of structur-
al economic, social and political reforms, especially in 
Saudi Arabia. Indeed, 2017 will be remembered as a 
pivotal year towards economic diversification, new po-
litical leadership and societal changes in Saudi. While 
we were expecting some critical improvements, we 
have been truly impressed by the pace of reforms and 
this makes us even more optimistic for the years to 
come.

Last but not least, 2017 was a year full of alpha oppor-
tunities for astute managers. By sticking to our bot-
tom-up fundamental strategy which focus on the true 
underlying value drivers for each company, we have 
been able to identify strong performers within GCCs 
such as NMC (+88%), Rahji Takaful (+53%), Walla 
(+44%) or DP World (+45%). This unconstrained and 
bottom-up approach also helped us to identify Egypt 
as an attractive value opportunity. This country was a 
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great contributor to performance in 2017.

While the S&P Pan Arab ended the year almost flat, 
our stock picking helped our flagship MENA equities 
strategy to generate almost 19% of absolute perfor-
mance after fees last year. Ironically, while MENA equi-
ties was among the worst performing region in 2017, 
our MENA equity fund performance is pretty much 
in line with the S&P 500 and the MSCI World perfor-
mance. This shows that investing into stocks rather 
than indices can be much more rewarding for asset al-
locators. 

Throughout 2017, we presented our bullish views on 
MENA equities at several occasions and highlight-
ed our favorite themes. For those who read us on a 
regular basis, you might remember the following ar-
ticles: “When the dust settles” in April’s Perspective, 
“The long-term case for Middle East equities” in May’s 
Perspective and “The post-Oil Era in the Middle-East” 
and “Navigating through the storm” in October’s Per-
spective.

Below, we highlight some of the main themes discussed 
last year and explain why these stories still need to be 
considered positively in 2018.

Theme #1: “E-commerce, the new frontier in the
Middle-East”

We believe the trend towards online shopping will con-
tinue to strengthen in 2018. 

The Middle East region is still at a very early stage 
when it comes to e-commerce and the growth poten-
tial is huge. E-commerce accounts for a meagre ~3.0% 
of total retail sales in the region but is expected to 
reach 15% penetration rate within a decade. 

The rise of e-commerce stems from the ever growing 
internet penetration globally but it is also gaining mar-
ket share due to the fact that traditional “brick and 
mortar” retailers are unable to compete with e-com-
merce players in terms of scale, breadth of products 
and adaptability. Many factors play into the advantage 
of e-commerce and this enable the segment to outper-
form the overall retail sector in terms of growth.

Over the last decade, e-commerce in the Middle-East 
has grown by 1500% supported by one of the world 
highest internet penetration rates (above 70% in the 
GCC) and a young and tech savvy generation (~60% 

below the age of 35 in MENA). Travel, phones, PCs are 
at the forefront for now, but the future has no lim-
its for the services and products that can be done and 
provided online.

The UAE has been leading in this segment with many 
of the successful website growing in Dubai but the real 
innovation has been at the government level where 
most of its services are now available online. There are 
110 million internet users in MENA with 30 million al-
ready shopping online.

Current total market size is estimated at ~ USD15.0 
billion with the UAE being the biggest market with 
~USD2.5 billion last year, growing 20% annually. Sau-
di Arabia is second largest market at an estimated 
~USD520 million with the strongest growth of 40% 
a year, followed by Qatar ~USD375 million, Kuwait 
USD280m million, Bahrain USD175m million and 
Oman USD70m million.

As already documented in a previous edition of Per-
spectives we are firm believers of the e-commerce 
trend and has been playing it through Aramex. The 
Dubai-based international express, mail delivery and 
logistics’ services company should continue to benefit 
from the rise in cross-border e-commerce deliveries.

Theme #2: “MSCI index inclusion as the next big step 
for Saudi”

As expected Saudi got upgraded to MSCI watch list in 
June last year and is on the right track for inclusion in 
June 2018.

On the basis of the current free float and the 49% for-
eign ownership limit, the weight of Saudi within the 
MSCI emerging market index is expected to be around 
2.5%. A listing of Saudi Aramco would add another 

Online Shopping is gaining traction in all segments
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2.0% thus leading to a total weight of 4.5%.

Should foreign ownership in Saudi market rise to lev-
els equivalent to those of UAE and Qatar (i.e. around 
11.0%), we should then see USD 40.0 billion of inflows, 

which is almost 7 times the current foreign ownership.

The current foreign ownership in Saudi Arabia 
stands at USD 5.8 billion, or 1.3% of total market 
capitalization. 

There are some fundamental reasons for our bullish 
case on Saudi banks - among them, improving net 
interest margins, better system liquidity (after tap-
ping the international debt market), strong capital-
ization, cheap valuations and higher payouts. From a 
technical perspective, Saudi banks should be among 
the top beneficiaries of a FTSE/MSCI upgrade (see 
previous Theme).

Saudi Banks are also big beneficiaries of rising rates 
since a large part of their deposit base is interest 
free (see chart below). As such, the cost of funding 
is not expected to increase whereas yield on loans 
might gradually move up. This is particularly true for 
Al Rajhi Bank which has a non-interest bearing base 
close to 95% of its total deposits.

Current foreign ownership as a percentage of market caps for selected GCC markets

We believe that Saudi Arabia inclusion in the main 
Emerging Markets indices will be a game changer 
for the whole Middle East region. Saudi along with 
UAE, Qatar and Egypt, could bring Middle East close 
to an estimated 7% weighting in the MSCI Emerg-
ing Markets index, which will make Middle East the 
fifth largest MSCI EM constituents behind India and 
before Brazil (see chart below). 

We do believe that large caps Saudi names – includ-
ing Saudi banks (see next theme) – are well posi-
tioned to benefit from this potential inclusion.

Theme #3: “The bull case for Saudi Banks” 

We continue to view this sector favorably and are ready 
to increase our allocation to the sector.

Expected weighting of Middle East equity markets in the 
MSCI Emerging Market Index by 2019

Saudi Banks aggregate deposits breakdown 
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In the current cyclical downturn, we noticed that some 
of the issues coming from troubled borrowers have 
been managed relatively well with banks engaging in 
renegotiating or restructuring these loans before they 
turn non- performing and hit their bottom lines. In fact, 
there does not seem to be a lot of stress in the system; 
the non-performing loan ratio has been pretty stable 
since the oil prices started to decline in late 2014 (see 
chart below). In addition, the Saudi Government has 
recently started the payment of arrears to the private 
sector – this should act as a relief for the banks.

Historically, GCC banks (especially in Saudi) have been 
maintaining high capital buffers to the extent it has 
been considered detrimental to their Return on Equi-
ties and thus to shareholders’ value. However, in diffi-
cult times like the one we are currently going through, 
these buffers bring much needed support and confi-
dence in the system. They also help to sustain divi-
dends. Importantly, and as highlighted in the table be-
low, a large part of their total capital is made up of Tier 
1 capital (Core Equity) which required to be strength-
ened under Basel 3. Given the high level of Tier 1 ratio, 
this doesn’t seem necessary in the case of Saudi banks.

In terms of preferences among Saudi banks, we have 
been positioning our portfolios into Rajhi Bank, NCB 
and Samba. 

Theme #4: “The real Saudi frontier: The education 
sector” 

There are no clear plays on Saudi Education, howev-
er, some players may present a more compelling case 
as we get closer to the end of 2018.

Saudi Arabia has the largest population in the 
Gulf Cooperation Council (GCC) which is expected 
to reach 29 million by the end of 2017, with 27% 
of population still under the age of 14 years. This 
represents a strong opportunity for quality prima-
ry and secondary education, especially for women 
who stand at the center of the government’s diver-
sification plans. 

The government is also one of the major driving 
forces within the sector. Public spending on educa-
tion accounted for around 23% of 2016 and 2017 
budget, and grew by a cumulated average growth 
rate (CAGR) of 5% between 2011 and 2016.

The sector dynamics can be summarized in the fol-
lowing way:

• Changing demographics: The key driver for the in-
crease in private sector education is change in de-
mographics in terms of the school-age population 
which is expected to grow by about 30% through 
2020. The growth of student population is estimat-
ed to be 27% for Saudi Arabia for the decade 2010 
to 2020; 

• Demand for high quality education: High quality 
of education entails attributes such as good quali-
ty of teachers, curriculum, schools’ reputation and 
environment for children. Saudi Arabia still has a 
lot of room to improve in terms of quality of edu-
cation;

• Increased willingness to pay for quality education: 
There is increasing spending propensity and people 
are willing to pay for better infrastructure, foreign 
accreditation of universities and quality education

Al Khakeej Training & Education is a name we are 
looking at.

Saudi Banks sector median coverage % and NPL ratio % 

Selected Saudi Banks CAR (Capital adequacy ratio) and Tier 1 ratio

Bank CAR Tier 1
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Theme #5: “Empowering women in Saudi Arabia”

This story was probably one of the most widely vis-
ible among last year’s reforms. Its impact goes be-
yond macroeconomics as it is also shifting the social 
and cultural habits in Saudi Arabia. We continue to 
believe that this trend will have a huge impact on 
Saudi Arabia’s future and prospects.

Allowing women to drive in Saudi Arabia might 
sound trivial for many, but we do see it as an im-
portant milestone towards economic diversifica-
tion. To our opinion, the Kingdom’s biggest asset is 
its human capital and having half of the population 
idled has hampered economic growth.

The main positive consequence of this decision 
will be the increase of women participation rate in 
the job market. Saudi female population stands at 
around 13.6 million of which 6.9 million are of the 
age group between 20-50 years and most of them 
can be considered as potential vehicles owners.

As already discussed in a dedicated Perspective ar-
ticle a few months ago, this story will have favor-
able impact on various sectors and stocks. We play 
this theme through the Saudi insurance sector 
(see next theme) and car rental companies such as 
Budget Saudi.

Theme #6: “Insurance in Saudi Arabia” 

The Saudi Arabian market is the second-largest af-
ter UAE in the GCC, representing 33.5% of regional 
GWP. Mandatory health and motor insurance regu-
lations launched by the government have fuelled de-
mand for insurance products in the country and are 
likely to remain the key driver for industry growth in 
the medium term.

Enforcement of mandatory motor insurance will 
transform the sector and allowing women to drive 
is another key driver in the short to medium term. 
As per Industry experts estimate only 45% of the 
cars are covered by insurance. Within this sector, 
we favor names such as Rajhi Takaful and Walaa 
Insurance. 

Theme #7: “Trade and Logistics in the UAE”

Soon after the United Arab Emirates was formed in 
1971, logistics and transportation became key areas 

of focus for Dubai as the Emirate quickly realized 
the importance of trade. We continue to believe in 
this long-term trend. 

The investment thesis on this theme was devel-
oped in details in the November edition of Per-
spectives. As mentioned, one of the best ways to 
get exposure to the UAE’s unique value proposition 
in logistics and trade would be a long position in 
DP World, one of our core holdings. The compa-
ny exhibits above sector average growth rates and 
is a beneficiary of the improved outlook for global 
trade. 

Theme #8: “Healthcare across the region” 

As life expectancy grows with continuing medical 
advancements made and generational movement 
taking place, there is a growing ageing population 
with various medical issues, as incidence of lifestyle 
diseases is on the rise.

As shown on the chart below, MENA per capita 
healthcare expenditure remains very low compared 
to major developed countries and has much room 
to grow. We continue to like the sector and favor 
stocks such as NMC. 

Theme #9: “Education in Kuwait” 

Nearly a quarter of the country’s population is un-
der the age of 14 and c32% is below 25 years of 
age, building a strong base for Kuwait’s higher edu-
cation sector.

Given high personal income levels (Kuwait has a 
large and strong middle class) along with a tax-
free environment and benefits (such as free health-
care and education at public schools), the Kuwaiti 
population has a strong ability to spend on higher 
education even if there are no scholarships. We get 

Per Capita Healthcare Expenditure (USD)
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exposure to the sector through Humansoft. Top conviction names 

Our MENA equities portfolio was rather concentrated 
last year (20-25 names) and we maintained a very high 
active share (70-80%). The portfolio was well diversi-
fied in terms of sector, country or size (market caps). 
Another source of diversification came from the inter-
national exposure of some of the companies we invest 
in - this is the case for instance of Aramex, DP World 
or Alfaco.  Importantly, there was no top-down bets – 
our style is to invest into businesses and themes rather 
than on top-down views.

In the table below, we review some of our major convic-
tion names. Please note that some of the names were 
recommended after reaching attractive levels and not 
at the start of the year.

Number of students in Kuwait – Secondary school

Company Country 2017 Return Outlook for 2018
Aramex UAE 9% Positive

NMC Health UAE 88% Positive

Emaar Properties UAE -1% Neutral

DP World UAE 45% Positive

ALAFCO Kuwait 56% Positive

Human Soft Kuwait 44% Positive

Walaa Insurance Saudi Arabia 44% Positive

Rajhi Takaful Saudi Arabia 53% Neutral

National Commercial Bank Saudi Arabia 36% Neutral

Rajhi Bank Saudi Arabia 7% Neutral

Budget Saudi Saudi Arabia -1% Positive

Egypt Kuwait Holding Egypt 54% Positive

Advanced Drilling
Engineering Systems

Egypt -18% Positive

MTIE Group
(IPOd during 2017)

Egypt 128% Positive

Ooredoo Oman*
(IPOs during 2017)

Oman -14% Positive
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SPECIAL FOCUS
“Our 2018 outlook for MENA equities”

Over the last decade, the Middle East has been nav-
igating through what can almost be considered as a 
perfect storm: the 2008 global crisis, 2010 Dubai’s 
meltdown, the Arab spring, the 2014-2015 oil crash, 
nearly constant geopolitical tensions, the Egypt 
pound collapse, the Qatar blockade, etc. All of these 
stories impacted both business and consumer sen-
timent. 

As such, it doesn’t come as a surprise that at a time 
where the global economy is re-accelerating, growth 
throughout the MENA region has been underper-
forming the rest of the world.

Indeed, the oil crisis has led GCC governments to 
impose fiscal austerity by cutting subsidiaries, pub-
lic expenses and investments. Meanwhile, companies 
have been forced to significantly cut costs, delever-
age and reduce capital expenditure (capex).

As briefly eluded in the previous section, every cri-
sis creates an opportunity – for the first time ever, 
we are seeing significant economic, social and polit-
ical reforms being implemented in countries such as 
Saudi Arabia. The Saudi 2030 Vision, the National 
Transformation Plan, NEOM economic zone project, 
Saudi women empowerment, the opening of capi-

tal markets, Saudi Aramco IPO, etc. should radical-
ly transform the regional landscape and ultimately 
lead to a re-rating of the region by international in-
vestors.

The GCC economies are likely to enter into a sweet 
spot in 2018 

When it comes to the 2018 outlook, market senti-
ment is not likely to be driven by the aforementioned 
long-term picture – the focus by investors is rather 
on this year government spending plans as the fiscal 
situation is really what matters in the GCC when it 
comes to short-term market direction.

On that front, there are some valid reasons to be 
more optimistic in 2018. With oil stabilizing around 
USD 50-60, the region has entered into a “sweet 
spot”: the oil price is still not high enough to slow 
down structural reforms but the recent oil recovery 
allows the GCC governments to relax their austerity 
programs.

For instance, Saudi Arabia is heading for larger gov-
ernment spending, increased public debt and falling 
reserves in coming years as clearly shown on the ta-
ble in the next page.
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Meanwhile, Dubai’s 2018 budget was approved with 
expenditure of Dh56.6 billion, Dubai’s largest public 
budget ever, as the Emirate is seeing a marked increase 
in spending, primarily on infrastructure and social ser-
vices. 

That being said, we should see some form of fiscal di-
vergence within the GCC. As just mentioned, the UAE 
and Saudi do have room for a loosening of fiscal policy 
but countries such as Bahrain and Oman might have 
to tighten. Indeed, weak external and fiscal positions 
leave Bahrain and Oman exposed to further credit rat-
ing downgrades. 

In aggregate, and after two difficult years including a 
challenging 2017 where regional GDP growth is ex-
pected to come in at just 0.3%, GCC economies are set 
to enjoy in 2018 their fastest expansion in three years. 
We forecast 2.7% growth for the region next year with 
all six GCC economies set to enjoy a relatively robust 
performance.

According to Oxford Economics research, Oman is set 
to lead the regional rebound, with forecast growth of 
5% after a likely 2017 outcome of 0.2%. The UAE is 
meanwhile set to see its pace of growth almost dou-
ble to a forecast 3.3% next year, after a likely 2017 
outcome of 1.7%. Likewise, Qatar is projected to see 
its growth accelerate to 3.1% from a likely 1.3% for 
2017. Bahrain is expected to match the likely 2017 
pace of growth by again expanding by 1.8%. Saudi 
Arabia is meanwhile set to stage a revival from a 0.3% 
economic decline this year to grow by 2%.

Despite this improving outlook, we should keep in mind 
that the GCC still faces significant headwinds. Region-
al inflation is expected to rise and the US dollar peg 

means that the region will have to raise interest rates 
in tandem with the US Federal Reserve, reinforcing a 
still-restrictive fiscal policy stance. Ongoing political 
uncertainty in the region generally may also unsettle 
domestic and global investors.

In the rest of MENA, we believe that Egypt is on the 
right path. While it is difficult to be overly optimistic 
with interest rates at 19-20%, they are at least moving 
to the right direction as inflation is going down. Other 
positive news include increasing remittances, re-open-
ing of Egypt-Russia direct flights, etc. In 2017, Egypt 
was able to attract fixed Income investors thanks to 
high interest rates. This helped them to rebuild re-
serves around $36bn. 2018 could be the second leg of 
the recovery of foreign investments into Egypt as they 
will seek to attract equity investors again.

In the Levant, with Iraq & Syria stabilizing, Jordan is 
likely to enjoy very decent growth in 2018. 

In North Africa, we would be cautious on Tunisia where 
currency devaluation risk is looming. 

A positive outlook for MENA equities

With expansionary budgets this year and significant 
reforms implemented since 2015 we expect companies 
CAPEX (capital expenditures) to revive.

In terms of valuations, MENA equities have his-
torically been trading at a premium to emerging 
markets due to USD peg and higher GDP per 
capita. But as we enter 2018, MENA equities 
are now trading at a discount to MSCI Emerging 
Markets on the back of oil prices volatility and 
geopolitical tensions.

Saudi Arabia budget
Source: Ministry of Finance
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MENA equities Trailing P/E (white line) vs. Emerging markets Trailing P/E (green line) 
Source: Bloomberg

• Undemanding valuations – UAE, Egypt and Oman

• Increased capital spending and higher oil prices – 
  Banks, Logistics and selected Industrials

• Regulatory and Social Reforms – Insurance in Saudi  
  and Healthcare in Egypt

• Reduced public spending on Education and
  Healthcare that should benefit to the private sectors 
  in Education and Healthcare

• Privatization in Saudi, UAE and Egypt

• Outsourcing in Egypt

• Improving Global Outlook: MENA companies with 
  strong emerging market exposure

• Deleveraging & Higher Payouts – with lower growth 
  prospects and stabilization in cash flows many banks 
  and companies has been deleveraging and this should 
  support higher dividend payouts.

Conclusion

While we understand global investors’ skepticism on 
the MENA region, we believe that the 2018 outlook for 

Going forward, with oil prices stabilizing, geopolitical 
tensions easing and the macro-economic outlook im-
proving, we expect this gap to close.

Compared to Global Emerging Markets, MENA equities 
provides a higher return on equity (12.9% vs. 10.4%) 
and a higher dividend yield (4.7% versus 2.7%). Ad-
ditionally, some strong technical factors such as Saudi 
inclusion into the MSCI index or Saudi Aramco IPO are 
likely to support the market.

Some key top-down stories

As discussed in the previous section (MENA equities: 
Winning Investment themes in 2017 and beyond), 
some of last year themes and top conviction names 
are still valid for this year. As explained, these themes 
have been identified mainly from our bottom-up work.

When looking at our investment universe from a 
top-down perspective, there are however some key 
cross-MENA stories we are paying particular attention 
to. Among them:    

• Passive flows - Large Caps in Saudi and Kuwait on 
  FTSE/MSCI Inclusion could attract ~ USD 20.0bn in 
  passive inflows

As shown on the chart below, MENA equities trailing P/E is at 13x against 16x for the MSCI Emerging Markets. 
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our regional equities looks much more attractive 
than last year. 

As outlined above, we expect the region’s GDP 
growth to rebound meaningfully next year and the 
progress already achieved in terms of economic re-
forms should further brighten the regional outlook.

The combination of an improving macro-economic 
background, undemanding valuations and potential 
inclusion / upgrade of Saudi and Kuwait into key 
indices such as FTSE and MSCI should attract in-
ternational investor’s attention this year. As men-
tioned in the first part of this publication, value op-
portunities are becoming scarcer on a global scale 
and this forces asset allocators to look for contrar-
ian calls – we do believe that MENA equities could 
be one of them.

The MENA market “beta” opportunity is not the 
only reason for our optimism. We indeed continue 
to believe that the region is full of alpha opportu-
nities and this for at least two reasons. First, the 
region is going through a major economic and so-
cial transition and this should create a meaningful 
performance gap between winners and losers. Sec-
ond, our regional markets remain relatively ineffi-
cient due to the high retail investors’ participation 
and the lack of research coverage. While the trend 
towards passive investing remains strong from a 
global perspective, active management should be 
favored in the MENA region.

If properly executed, this unique combination of 
beta and alpha opportunities should lead to very 
decent returns for the investors who have the 
stamina to stay allocated to our region.

Final Words

As highlighted in this 11th edition of Perspectives, 
value opportunities in global risk assets are becom-
ing scarcer. This should incentivize international 
asset allocators to take some contrarian calls. In 
this publication, we share some of our top invest-
ment ideas and we believe that MENA equities is 
one of them.

As we enter a new year, the key question is wheth-
er investors in 2018 will finally regain their con-
fidence in the equity markets. It is ironic that the 
mainstream investor continue to fear more about 
traditional equities than cryptocurrencies…Let see 
if the sentiment can shift in the coming months.

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 is-
sues you would like to discuss, so please don’t hes-
itate to contact us.
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