
June

Perspectives



PERSPECTIVES
June 2017

www.almalcapital.com

2

Contents
Disclaimer

This document is provided to you by Al Mal Capital PSC (“AMC”) for informational purposes only, and contains proprietary information that may 
not to be publicly distributed to, or used by you, or any third parties without AMC’s prior written consent. All figures and numerical representations 
appearing in this document have not been audited and any references to AMC and returns are indicative only. Although all information and opinions 
expressed in this document were obtained from sources believed to be reliable and in good faith, no representation or warranty, express or implied, 
is made by AMC as to its accuracy or completeness. AMC and any of  its affiliates make no guarantee, assurance, or representation what so ever as 
to the expected or projected success, profitability, return, savings, performance, result, effect, consequence, or benefit (either legal, regulatory, tax, 
financial, accounting, or otherwise) of  any instrument, product, strategy or service described here in this document.

www.almalcapital.com



www.almalcapital.com

PERSPECTIVES
June 2017 3

Editorial

Contents

Ramadan Kareem and welcome to the fifth edition of  Perspectives. 

Despite the extraordinary political environment in which we find ourselves, the vast majority of  global equity markets are 
reaching new highs as investors begin to appreciate the rate of  change improvement in the economy, and importantly, 
corporate earnings. During this euphoria, some particular stories are catching the attention of  the general public. 
The 20-year anniversary of  Amazon IPO is one of  them – this exceptional journey is our “Hot topic” of  the month.

Unfortunately, our regional markets have not been participating to the global uptrend. But despite the gloomy sentiment 
on the region, we remain upbeat on the prospects for the Middle East. In the markets review, we highlight the bright 
outlook for GCC (Gulf  Cooperation Council) Fixed Income markets. The investment theme of  the month is about the 
growing popularity of  GCC Real Estate Investment Trusts (REITs). Last but not least, our Middle East equities section 
tries to quantify the effects on the market of  a potential inclusion of  Saudi in the MSCI Emerging Markets Index.

Coming back to international markets, our monthly investment strategy piece focus on Trade Finance Loans, a unique 
asset class that provides investors with decent income as well as significant portfolio diversification.

We hope you will enjoy this issue.
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HOT TOPIC
“Happy 20 years IPO anniversary to Amazon!”

Online retail giant Amazon went public on May 15, 1997. 
Since then, the stock has appreciated a whopping 64000% 
- or a 38% annualized return – as the shares break above 
$1,000 for the first time ever on May, 30th. An investor 
who could go back in time and invest $10,000 in Ama-
zon’s IPO would have around $6.4 million on his or her 
account by now.

The rise of  a giant
 
Over that period of  time, the company has grown from 
books and CDs to the digital versions of  them, as well 
as clothing, food, furniture, jewelry and just about ev-
erything else. It has drastically been changing the way 
we shop and consume entertainment. Amazon is also a 
cloud computing leader and an emerging player in the 
world of  streaming digital media along with Netflix. The 
company has invested in freight airlines in order to have 
more control over the delivery process and is also work-
ing on drones and ocean freight as well. Amazon has also 
the potential to be a winner in the Internet of  Things/
connected devices market with its Alexa-powered Echo 
speaker.

The Bezos-run company is no longer an unprofitable In-
ternet retailer either. As The Wall Street Journal reported 
when Amazon first filed for its initial public offering, the 
company was just three years old and had no clear path 
to profitability. It faced a growing list of  competitors that 
included Simon & Schuster and Barnes & Noble, each 
of  which was already selling books online. Fast forward 

to 2017, Amazon consistently makes money -- not just 
in the fourth quarter when people go shopping for the 
holidays. Actually, Amazon has now turned a profit for 
eight straight quarters, thanks in large part to the strength 
of  its cloud-computing business, Amazon Web Services. 
Its more popular retail segment is not as profitable but 
is often cited as the existential threat not only to other 
bookstores but to any company in the brick-and-mortar 
retail business (more details below).

In 2017, Amazon is expected to generate $166 billion in 
total revenue. Sure, that still pale in comparison to the 
nearly $500 billion in sales analysts are estimating for 
Walmart. But Amazon’s projected sales are about $40 
billion more than the expected revenues of  Target, Best 
Buy, Macy’s and Barnes & Noble combined this year.

This phenomenal expansion and growing dominance 
on the retail industry get reflected in the relative market 
capitalization. Indeed, Wal-Mart market capitalization is 
now less than half  of  what Amazon is worth. Even more 
striking, Amazon is bigger than most brick and mortar 
retailers put together, as shown below.

Are Amazon and e-commerce killing the
“brick-and-mortar” retail industry? 

As of  the end of  April, a record 8,640 U.S Retail de-
partment Stores are forecasted to close in 2017. As such, 
many industry specialists but also general media eagerly 
pointed out that the main reason for the burst of  the 
“retail bubble” is the relentless growth of  non-store, i.e. 
online retailers, among which one stands out: Amazon. 

The extraordinary size of  Amazon in one picture 

www.almalcapital.com
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As highlighted on the chart below, there is no doubt that 
non-store retail sales have been taking very large market 
share to department store retail sales. This didn’t stay un-
noticed by the general public: retail is one of  the most 
venerable sectors of  the US economy, one which employs 
nearly 16 million workers. On the employment front, the 
surge of  e-commerce and Amazon is raising some eye-
brows.  To put things in perspective, Amazon employs 
350,000 people versus 2.3 million workers at Wal-Mart… 

As shown on the chart below, the dichotomy in stock 
performance between Amazon versus retail department 
stores is striking and does not bode well for the future of 
the department store retail industry

But while retailers blame Amazon for their struggles, this 
might not represent the entirety of  what companies are deal-
ing with. In a recent article, Forbes asserted that department 
stores have been on the decline for more than two decades, 
long before Amazon was able to assert itself  as a legitimate 
competitor. They further contend that the shift from de-
partment stores to off-price retailers and dollar stores has 
been punishing, and that department stores haven’t been 
able to embrace digital or more generally transform them-
selves or in ways that meet consumers’ needs..

Another explanation for the fall of  “traditional” depart-
ment stores is the change in consumer behavior. More 
specifically, shoppers are putting their money into ser-
vices or experiences like trips, rather than buying physical 
goods. They also are trying to put their hard-earned dol-
lars into investments, such as home improvement, that 
they see as more prudent. There has also been specula-
tion that the entire retail pie might be shrinking due to 
economic factors like tighter credit conditions and hous-
ing expenses. Other specialists further points toward that 
the prices for many retail items are rising more slowly 
than overall prices, making it difficult for companies to 
generate gains even if  sales volume is high.

As retailers and online stores continue to battle it out, 
consumers likely will see retailers coming up with new 
models and strategies that benefit buyers overall. TJX, 
for example, emphasizes a more constant flow of  new 
goods, which is allowing it to survive when other stores 
are having trouble responding to trends. They’ll still be 
able to hit stores where experience, service or transport 
are critical, but e-commerce is there to stay, and it won’t 
just be Amazon at the finish line.

Food for thought

Coming back to the Amazon IPO 20 year anniversary, 
we see at least three lessons to be learned from this story. 

First, future market leaders can be found not only in 
the small and midcaps area but also within large caps. 
By definition, small and mid-caps are companies with a 
market capitalization below USD 10 billion. During its 20 
year history, Amazon qualified as a small and mid-caps 
only during the first 6 years. While becoming a large caps, 
Amazon has progressively been emerging as the “Goli-
ath” of  the e-commerce and retail industry. Any investor 
considering allocating money to a future industry leader 
with huge appreciation potential would have missed the 
Amazon story by only concentrating on the small and 
mid-caps segment instead of  “All Caps”.  

A second lesson from the Amazon story is the necessity 
to stick to your conviction. For good as Amazon stock 
has been over the last two decades, the average draw-
down per year has still been above -30% (see chartin the 
next page). 

Great trends often test your faith along the way. 

US non-store retail sales vs. Department store retail sales

Amazon stock vs. S&P department stores index

www.almalcapital.com



www.almalcapital.com

6

Last but not least, the Amazon story is also about the “human efficiency”. As mentioned earlier, Amazon market cap 
is twice as large as Wal-Mart although Amazon employs almost 7 times less employees than Wal-Mart. But the success 
of  “human efficient” does not just apply to Amazon. Indeed, investing into the companies with the highest ratio of 
Market cap to number of  employees has been quite rewarding over the years. As we can see on the table below, the 
outperformance of  the Top 20 companies in terms of  ratio of  market cap to number of  employees versus the bottom 
20 is quite impressive…

Source: Strategas

Ratio of  market cap to # of  employees within S&P 500 – Top 20 vs. Bottom 20 • Source: Strategas
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INVESTMENT STRATEGY
“Trade finance loans as an asset class”

Over the last few years, investors have been getting used to 
the new paradigm of  lower interest rates for longer. Still, 
investor priorities haven’t changed as they still continue to 
look for yield, diversification and wealth preservation. At 
the same time investors are dissatisfied with the low yields 
on traditional fixed income but tend to be hesitant about 
turning their attention to equities as an alternative. 

As a result investors are beginning to look towards new al-
ternative investments as a source of  income return de-cor-
related from traditional asset classes. Trade Finance loans 
is one of  them.
Below, we cover the basic fundamentals of  trade finance as 
an asset class, its means of  access as well as its key charac-
teristics and diversification benefits.

What is trade finance?

Trade Finance is as old as commerce: in its most basic form 
it is when a lender provides financing specifically linked to 
a trade transaction as opposed to the general credit of  the 
borrower. It is the bread and butter activity of  most com-
mercial banks across the globe. According to the World 
Trade Organization, an estimated 90% of  world trade is 
financed, making it likely that many of  the everyday goods 
we rely on have benefited from financing. In most cases 
Trade Finance is conducted in US dollars.
In learning about trade finance, it is essential to understand
the underlying mechanisms associated with trading. Unlike
traditional credit that is built on a bilateral agreement 

between the lender and borrower, trade finance involves 
three parties: the exporter (seller), the importer (buyer) and 
the financier (see picture below). In trading, there is fre-
quently a time lag existing between the shipment of  goods 
by the exporter and their receipt by the importer depending 
on the length of  the ship’s voyage. Normally, exporters re-
quire payment upon loading, whilst importers ideally would 
delay payment until arrival. In its simplest form, trade finance 
reconciles these timing lags by providing a short-term cus-
tomized credit facility. These are generally intermediated by 
specialized third party financial institutions and collateralized 
by the underlying goods as well as by additional guarantees. 
The triangulation described below is one of  the main factors 
explaining the extremely low default rates in comparison to 
other forms of  credit. In fact, neither exporters nor importers 
are incentivized to interrupt the transaction as doing so would 
have irreversible consequences on their businesses.

The trade finance “triangle” 
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Trade finance loans market characteristics

Trade Finance is an essential part of  the real economy. In 2015, Global Trade totaled $16.5 trillion, where an estimated 80% was 
facilitated by trade finance. The portion of  trade finance focusing on commodities is estimated at USD 6.5 trillion. According 
to EFA estimates, the flow of  commodity trade financing arranged by commercial banks is circa USD 2-3 trillion per annum, 
with around USD 1 trillion outstanding at any one time.
Trade Finance loans have been progressively catching the attention of  global investors given their relatively high yield, low de-
fault rates and high recovery rates. Indeed, an ICC study concluded that trade finance products have an average default rate of 
0.02% with a recovery rate close to 60%. The resilience of  trade finance transactions includes the global economic downturn 
of  2008 and 2009. The Table below puts into perspective the default rates of  trade finance loans with those of  other traditional 
fixed income instruments during 2008-2011, one of  the worst period on record for default rates of  any lending strategy.  

In terms of  yields, the pricing of  trade finance facilities, 
consisting of  a premium on short term Libor, can vary 
significantly according to a wide array of  factors. How-
ever, yield expectations invariably depend on the cost 
of  local funding, availability of  credit, transaction dollar 
amount, and counterparty risk.

The chart opposite illustrates the relationship between 
the volume of  transactions (in dollar terms) and the 
spread over LIBOR in the trade finance space.

Bank-originated lending represents the vast majority of 
transaction volumes in dollar terms. This is where we can 
find better credit quality, liquidity, transparency and the 
largest transactions.

The direct-lending segment is where boutique non-
bank financial institutions typically extend credit to 
small and medium-sized enterprises in emerging mar-
kets. In this segment, smaller transactions are priced 
anywhere between 400 basis points and 1500 bps 
spreads over US Libor.

The commodity boom and the 2008 financial crisis 
created an opportunity for alternative lenders

Trade finance loans may not have been considered by in-
stitutional investors as an opportunity set as it has histor-
ically been the preserve of  commercial banks. The largest 
commercial banks appear to account for a third of  the 
global supply of  bank-intermediated trade finance, with 

PERSPECTIVES
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Spread distribution of  trade finance transactions • Source: Galena

Average default rates for selected fixed income categories • Source: ICC, Moody’s and Credit Suisse
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local and regional banks providing the remainder. In 
commodity trade finance, European banks (primarily 
French, Swiss and Dutch banks), historically providing 
up to 80% of  the financing for the trading of  com-
modities worldwide, still capture about 50% of  the 
deal flow. This concentration is a direct consequence 
of  the required level of  investments and the relatively 
long payback. Fundamentally, with trade finance being 
a scale-dependent business, high barriers to entry to 
new entrants are relatively high. 

During the commodity bull market of  2001-2011, 
the price of  most commodities and their associated 
transportation costs increased fivefold. The volumes 
transacted also grew substantially. Simultaneously, 
the financial crisis has forced banks, under pressure 
to deleverage, to curtail lending activities by giving up 
certain trade finance business or to seek greater syn-
dication of  risk. This has created a substantial gap in 
new capital requirements and new opportunities for 
alternative sources of  funding.

How to access the trade finance loans asset class?

Institutional investors looking to build a sizable trade 
finance portfolio may look at three possible avenues:

1) Direct investments or co-investments: this would 
appeal to the more expert investors with substantial 
capital to invest, a long investment horizon and risk 
management experience;

2) Managed accounts: they can be arranged by spe-
cialist asset managers for larger institutional mandates, 
where the institutional investor may participate in the 
customization of  the portfolios (eligible assets and ge-
ographies, duration, etc.);

3) Trade finance loans funds: they have flourished 
over the past 15 years filling the gap left by retract-
ing banks. Such funds, open or closed-ended commin-
gled vehicles run by specialist managers, allow access 
to a portfolio of  trade finance debt assets not readily 
available to institutional investors. Liquidity terms may 
vary, from monthly to a few years for the closed-end 
vehicles.

About trade finance loans funds 

The size of  the Trade Finance loans funds industry is 

difficult to estimate. Some trade finance funds have 
been in existence for a long time. For instance, Afri-
ca-focused Scipion Capital was originally established 
in 2007 in anticipation of  the effect Basel II regula-
tions would have on banks’ capital requirements. Sin-
gapore-based EFA Group was established in 2003 and 
currently provides close to $2bn of  short-term, revolv-
ing trade finance loans to more than 100 mid-market 
companies annually. Octagon Asset Management, a 
New York-based investment adviser focused on alter-
native structured finance in global trade, commodity 
finance and transportation, has a number of  managed 
accounts that focus on trade finance investments. 

Galena Asset Management – a subsidiary of  Trifigura 
and now part of  EFA Group – estimated in an August 
2015 report that there are approximately 20 investable 
funds worldwide which focus wholly or in part on 
trade finance transactions, with combined assets not 
exceeding $5bn. Trade finance loans funds have, in 
general, been established by specialist fund managers 
who have held senior trade finance positions at com-
mercial banks, commodity trading firms, etc. These 
fund managers operate vastly different strategies, de-
pending on respective areas of  concentration, exper-
tise and geography. Investment returns depend on the 
sourcing methods (direct lending or bank intermedi-
ated), type of  commodities (specialized vs. agnostic), 
the quality of  borrowers (high-tier, low-tier) and the 
geography (domestic, regional, continental or global).

The success of  a trade finance loans fund depends on 
the ability of  the fund manager to source and process 
sufficient transactions, find scale, implement robust 
investment processes and risk management (key man 
and operational risks). 

Characteristics of  trade finance as an asset class

Floating interest: As explained earlier, Trade finance 
loans are largely dollar-denominated and usually ex-
tended on a floating rate basis at a spread over 1m-US 
Libor (or 3m-USLibor) thus resetting the coupon pay-
ments on a monthly (or quarterly) basis respectively;

Spreads remunerate the performance risk in a 
transaction: Performance risk is essentially the risk 
that the parties do not perform their contractual ob-
ligations - i.e. the production, processing and delivery 
of  goods under the appropriate specifications by the 
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exporter and the payment by the importer. A great 
deal of  attention will be spent on analyzing such risk 
in a particular trade finance transaction. The analysis 
of  performance risk will include a thorough analysis 
of  contractual terms, of  the track record of  the bor-
rower, and a capacity and cost analysis. 

No speculation on commodity prices: the com-
modity price risk component is systematically neutral-
ized thanks to binding sale & purchase (back-to-back) 
contracts between counterparties for short-term trans-
actions or thanks to overcollateralization and hedging 
for medium-term transactions. In short, trade finance 
loans do not involve speculation on commodity prices;

Self-liquidating and low duration: Trade finance 
loans are self-liquidating, i.e. they are used to finance 
transactions whose proceeds are in turn used to pay 
off  and extinguish the loans. This explains why the 
average life of  trade finance loans is lower than that of 
bullet maturity bonds or bank loans of  similar tenor. 
Trade finance loans, with a typical average life from 
1-month to 3 years, have an effective duration close 
to zero;

Lower risk of  default: Trade finance loans mitigate 
the risk of  default through a security package that in-
cludes pledged accounts receivable and the collateral-
ization of  real assets. A trade finance loan is tied to a 
specific transaction. Each loan, granted to a compa-
ny for the use in a particular identifiable transaction 
flow, generates a payment of  interest for the tenor of 
its utilization. Once the transaction is completed, the 
generated cash flow from the sale of  goods is used to 
pay off  the loan;

Low volatility: Given the afore-mentioned character-
istics of  trade finance loans, a lender should expect 
consistent investment returns with low volatility, pro-
vided the proper due diligence and risk management 
are implemented. The consistent and range bound 
nature of  investment returns can also be accounted 
for by the relative stability of  spreads of  trade finance 
loans; 

Low or negative correlation with other asset classes: 
Like floaters, trade finance loans within a broader fixed 
income portfolio have the potential to protect inves-
tors against a rise in interest rates and to offset chang-
es in short-term interest rates. For investors seeking 

greater diversification in their portfolios, trade finance 
loans have a low or negative correlation with the dif-
ferent major asset classes.

Conclusion

Trade finance loans represent a unique asset class that 
provides investors with decent income as well as sig-
nificant portfolio diversification. The combination of 
floating rate income, collateral security and low dura-
tion means that trade finance loans can act as a shield 
against the possibility of  rising interest rates in the 
current rate environment while at the same time offer-
ing the security of  assets that are backed by collateral.

While they have been the preserve of  commercial 
banks for many years, trade finance loans are now 
more easily accessible thanks to the deleveraging and 
greater syndication efforts from banks. Still, the big-
gest challenge remains the effort required from main-
stream investors to climb an initially steep learning 
curve. To this end, specialized fund managers offer 
the best access to this compelling asset class. We have 
identified a few of  them and are keen to share these 
ideas with our investors. 
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MARKET REVIEW
“A bright outlook for GCC fixed income” 

While the media have been widely publishing several sto-
ries on the oil crash and its negative impact on the equity 
markets in the GCC, there has been subdued coverage on 
the positive aftermaths of  this. With every crisis comes an 
opportunity, and this is precisely what has happening with 
GCC bond markets. 

Prior to the oil crisis, GCC government and corporates 
have always taken pride in their solid cash reserve and de-
leveraged balance sheets and never had to struggle to raise 
money. Because of  the limited supply of  bonds and sub-
dued liquidity, there was very little demand for GCC Fixed 
Income. But things have changed over the last few years.

2016 was a record-breaking year for GCC
bond markets

Indeed, one consequence of  GCC countries striving to di-
versify their economies away from traditional reliance on 
fossil fuels is their new-found enthusiasm for participat-
ing in the international debt market. For the first time, all 
six members of  the GCC —Bahrain, Kuwait, Oman, Qa-
tar, Saudi Arabia and United Arab Emirates—have bonds 
outstanding in international debt markets. GCC sovereigns 
have issued a record $69 billion of  debt in 2016 (see chart 
below), increasing the share of  GCC debt from 12% to 18% 
of  external emerging market sovereign debt in 2016. On the 
corporate side, the GCC has more than 160 issuers that have 
tapped the market and the GCC corporate sector represent-
ed approximately 16% of  emerging market external corpo-
rate debt, more than Latin America or emerging Europe.
In 2016, Saudi Arabia was the largest sovereign issuer 
ahead of  Qatar and Abu Dhabi.

The other good news is that most of  these new issues wit-
nessed huge interest both from local and international in-
vestors, as the fiscal and structural reforms that individual 
GCC members have undertaken as well as the stabilization 
of  oil prices seem to have positively influenced market 
confidence. While sovereign issues attracted substantial in-
terest from Europe and US, the corporate issues captured 
the Asian investors. Most of  the sovereign issues were 
oversubscribed by at least 3X and corporate issues in the 
range of  3-14x. 

This year is likely to be even stronger than 2016

Having successfully tested the market in 2016 we can ex-
pect more new issues by all the GCC sovereigns in 2017. 
The first quarter of  the year was the busiest ever in the 
GCC primary market as corporates and sovereigns already 
raised a record of  $39bn (see chart below) out of  which 
$15bn came through sukuks. 

2017 expected to be a record year for Sukuks

While sukuks were largely ignored initially as regulations 
and investor awareness were limited, things seem to evolve 
and we expect sukuk issuance from the GCC to surge to 
a record level this year. The recent KSA sukuk garnered 
$9bn and was oversubscribed by over 3.7x, encouraging 
other GCC countries to follow (e.g Oman, Kuwait, etc.). 
Aramco recently raised $3bn through a sukuk issuance. 
Many financial and corporate issuers are also considering 
the sukuk route as Islamic investors tend to be longer term 
holders of  the paper. Other private corporates are also ea-GCC bonds and Sukuk issuance in 2016  • Source: Bloomberg

GCC bonds and Sukuk issuance in 2017 as of  14th of
April 2017  • Source: Bloomberg



www.almalcapital.com

12

ger to access the debt market as bank lending becomes costlier. There clearly is a paradigm shift with regulators also provid-
ing an accommodative stance. Exchange houses in the region have started listing such issues creating visibility and liquidity.

Reasons to be positive on GCC bonds from a long-term perspective

For sure, GCC debt markets cannot be totally immunized from the ups and downs of  US Treasuries and global fixed income 
markets in general. That being said, the GCC bonds offer international investors diversification and a certain premium for its 
scarcity. They are not completely correlated to the externalities and usual economic problems surrounding other countries. 

We also think that once the oil price reaches equilibrium, the market will be in a better position to evaluate the winners and 
losers from the lower oil price. GCC is the most competitive region from a cost of  production standpoint and should be a 
winner in the medium term, based on increased market share at a lower price.  The GCC’s problem is excess fiscal expen-
diture based on high oil prices, not the cost of  production. We thus believe the GCC will adjust its fiscal policy to make 
government finances more sustainable, as we are starting to see in Saudi.

From a valuation standpoint, the region is still very highly rated by agencies despite recent downgrades. As shown below, 
GCC sovereigns are rated favorably as compared to many of  their peers from EMEA.

Conclusion

With a more stable oil price, fiscal consolidation, rational spending and proactive decision making by governments, the evo-
lution of  the GCC bond markets has only begun. We expect the GCC region to become an important segment of  global 
fixed income in the years to come. 
While there are strong reasons to expect the US Treasury yield curve to shift upward in the medium-term, an investment 
strategy focusing on quality names trading at a discount versus EMEA peers should lead to very decent risk-adjusted returns 
going forward.   

PERSPECTIVES
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GCC sovereign credit ratings and CDS spreads vs. peers • Source: NBAD
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INVESTMENT THEME
“GCC REITS: Is it just the beginning?”

Real Estate Investment Trusts (REITs) have been in 
existence for more than 50 years, ever since US Presi-
dent Eisenhower activated the REIT Act title in 1960. 
REITs fundamentally seek to provide investors with 
exposure to real estate at very low minimum invest-
ment amounts. They are essentially income-generating 
structures that either own real estate properties (Eq-
uity REITs), have financing exposures to real estate 
properties (Mortgage REITs) or operate under a com-
bination of  both (Hybrid REITs). In most countries, 
REITs usually receive significant tax benefits that are 
unavailable to regular companies, but one of  the ma-
jor requirements to qualify as a REIT is to distribute 
at least 80 to 90% of  the taxable income annually to 
shareholders as dividends.

REITs industry has enjoyed strong growth
in the US

The US REIT market has witnessed significant growth 
since the economic crisis of  2008, as the market cap-
italization of  the FTSE NAREIT All Equity REITs 
has grown at a compounded annual growth rate of 
26%, from $176 billion to $886 billion. Using returns 
data over more than 40 years, REITs provide attractive 
risk-return profiles (see chart opposite) and have his-
torically generated higher dividend yields when com-
pared to the 10-year constant maturity US treasury 
yield. In addition, REITs have been regarded as having 
a relatively low correlation with other instruments,

such as stocks, although recent trends suggest that these 
correlations are increasing.

REITs have been expanding on the
international front as well

The success of  the REITs industry in the US has ob-
viously been a source of  inspiration in other regions 
of  the world as REITs have become an increasingly 
popular vehicle for real estate ownership. 

About 35% of  REIT assets tracked by the FTSE 
EPRA/NAREIT Global Index operate outside the 
United States. And, as highlighted later on, the world 
of  global REITs encompasses numerous and varied 
global real estate sectors. 

Performance of  stocks, bonds, bills and REITs
Source: Morningstar
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REIT jurisdictions - maturity stage • Source: E&Y

Geographical breakdown of  the FTSE EPRA / NAREIT 
global index • Source: Morningstar

The global market capitalization of  REITs now stands at 
approximately USD 1.7 trillion, up from USD 734 billion 
in 2010. In the meantime, the market capitalization of 
non-US REITs has more than doubled in USD terms. The 
two fastest-growing markets in the last 5 years have been 
Australia and Japan, both of  which have now overtaken 
France and the UK to be the second- and third-largest 
global REIT markets, respectively. 
According to Ernst & Young, REITs markets can be clas-
sified into the four categories detailed below. As we can see 
on this chart, GCC markets such as the UAE or Bahrain 
belong to the “Nascent” markets category. This group rep-
resents the next wave of  REIT markets as regulatory and 
legislative issues are ironed out. When that occurs, compa-
nies and REIT markets can move forward rapidly.  

REITs are now starting to grab attention throughout the GCCs

Until recently, REITs had not been successfully initiated into the GCC capital markets due to the lack of  regulations in many 
GCC countries, along with lack of  investor awareness of  the asset class. With low or no taxes, the basic incentive of  allowing 
a REIT to not pay taxes (as they pay out 80–90% of  their income as dividends) is not applicable in the region. Furthermore, 
many GCC nations have been facing limitations on foreign ownership of  real estate, inhibiting the development and growth 
opportunities of  these trusts. Within the region, only Bahrain and Dubai (UAE) had legislations governing REITs, with the 
introduction of  the DIFC Investment Trust Law in 2006 and Bahrain Financial Trusts Law in 2009.
In the UAE, the first successful REIT IPO listing – Emirates REIT – took place in April 2014 on NASDAQ Dubai. 
Emirates REIT’s IPO was 3.5 times oversubscribed, driven by high interest from institutional investors, both in the 
Gulf  and in the UK.

Despite this promising start, we hadn’t seen any uptake of  REITS in the GCC and not much happened between the Emir-
ates REIT IPO and the end of  2015. But in the last year or so, it seems that REITs are finally come to the fore in the GCC. 
Indeed, we have recently seen a vivid flurry of  activity, as new REITs laws have been enacted in Abu Dhabi (June 2015), 
Saudi Arabia (October 2016) and Bahrain (November 2016). In the meantime, several new REITs have been established 
across the region. 
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A lot has clearly happened in a very short space of 
time. However, market commentators suspect that 
this may just be the beginning of  the rise of  the 
REIT in the region, with some sources suggesting 
there could be room for as many as 10 to 20 REITs 
in the UAE alone and roughly the same number in 
Saudi Arabia.

Reasons behind the rise of  REITs in the GCCs

So, why the rise of  the REIT in the GCC? The main 
reason is liquidity. In taxable jurisdictions, the prin-
cipal benefit of  a REIT is its tax efficiency. Typically, 
REITs are exempted from payment of  income and 
capital gains taxes, provided they dividend a mini-
mum amount of  their profits to unit holders. 

However, in the GCC, tax efficiency is less relevant. 

Rather, the key factor behind the rise of  the REIT in 
the region seems to be the liquidity they offer.
Indeed, REITs provide real estate companies with access 
(through private placements and IPOs) to a new and en-
larged pool of  private and institutional capital to fund 
their real estate acquisition and investment activity.

REITs also provide liquidity to investors. From an 
investor’s perspective, buying units in a REIT allows 
him/her to acquire an exposure to the real estate 
portfolio owned by that REIT at a significantly lower 
ticket size than if  the investor had acquired the un-
derlying assets directly.
Moreover, as the investor owns liquid tradable units 
rather than illiquid real estate assets, it is easier for 
the investor to step in and out of  its investment as 
need or opportunity requires.

In Dubai, we have just seen the IPO of  ENBD REIT, which listed on Nasdaq Dubai on March 23, thus becoming the Emirate’s 
second listed REIT, alongside Emirates REIT. In Abu Dhabi, we have seen the emergence of  the emirate’s first two REITs, 
The Residential REIT and The Logistics REIT, which have been established in the Abu Dhabi Global Market as private (i.e. 
unlisted) REITs. 

Since the introduction of  the new REIT laws in Saudi Arabia last October, we have already seen three new
REITs listed on the Saudi Stock Exchange (Tadawul): Riyadh REIT, AlJazira Mawten (REIT) and Jadwa REIT Alharamain 
Fund. In Bahrain, where new trust laws facilitating REITs were enacted last November, we have witnessed the arrival of  the 
first REIT, Eskan Bank Realty Income Trust, which listed on the Bahrain Bourse on January 2. 

The table below highlights the REITs currently trading on GCC markets. 

Current REITs in the GCCs
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But REITs provide other advantages to investors:

• Diversification at the REIT level: the REITs 
portfolio is likely to be diversified, thus spreading the in-
vestor’s risk;

• Diversification at the global portfolio level:  
REITs also provide avenue for diversification of  glob-
al portfolios since REITs have low correlation with the 
other asset classes;

• Hedge against inflation: REITs main attraction is 
its ability to be used as a hedge against inflation. In gener-
al, real estate prices rises during periods of  high inflation 
(inflation above expectations);

• Property management without headaches: 
investor can also enjoy the benefits of  a property owner-
ship without headaches of  rent collection, facility man-
agement and drafting contracts with tenant as the REITs 
management takes care of  these processes;

• High yields: another significant attraction for REITs 
has been the high dividend yield secured by stable return 
from long term leases.

The other key feature driving the rise of  the REIT in the 
GCC is the REIT “brand” and the market confidence 
that this carries with it. REITs across the world are sub-
ject to rigorous regulatory requirements. To be eligible, 
REITs need to pay dividend above a pre-required level. 
But they are also subject to strict limits on the amount 
of  bank debt they can take out and on the proportion of 
development assets they can own (which for obvious rea-
sons are considered riskier than completed assets already 
yielding rental proceeds).

Furthermore, REITs are typically subject to stringent 
corporate governance, disclosure and transparency re-
gimes. These checks and balances on global REITs have 
been applied in a similar way to the local REITs regimes 
in the GCC.

For investors in GCC REITs, this means they can take 
considerable comfort from the REIT brand, which (all 
things being equal) will over time have the effect of  driv-
ing up demand and price for REITs units as REIT mar-
kets mature in the GCC.

For the REITs themselves, there is obviously a “cost” of 

compliance with the REIT regime, but the upside of  this is 
the improved access to capital and liquidity that this entails.

So, what’s next for REITs in the GCC? 

There is still a lot of  skepticism regarding the potential for 
REITs in the GCCs. Some point towards the low liquidity 
observed on some of  the recent IPOs. Others fear that 
all these REITs IPOs can soak up some of  the already 
tame liquidity from our regional markets. But they miss an 
important point: GCC REITs are attracting a new catego-
ry of  investors, precisely those who prefer real estate over 
traditional liquid assets. With the launch of  REITs, many 
of  those investors are coming to the equity markets for the 
first time as they feel comfortable to invest into an instru-
ment which is tied to their favorite asset class – namely real 
estate. As such, they still enjoy the liquidity provided by 
REITs, even though it is lower than most blue chips stocks.  

As mentioned above, there is a feeling among industry ex-
perts that there is still plenty of  spare capacity in GCC REIT 
markets, and we are currently hearing speculation about new 
REITs on an almost daily basis. One trend we expect to see 
as competition mounts is increased specialization of  RE-
ITs. In mature REIT markets, it is common to see REITs 
focused on specific asset classes. We have already seen a 
residential REIT and a logistics REIT form in Abu Dhabi, 
and we would expect this pattern to continue. In the GCC 
context, you would expect to see, before too long, REITs 
focused on the asset classes that are most prevalent here, 
such as malls, hotels, hospitals, warehousing and logistics.

Another interesting feature for GCC REITs is that fact 
that most of  them are Sharia compliant and are thus con-
sidered as Islamic REITs (I-REITs). Given the growing 
interest for Islamic finance in the region and around the 
world, this should be seen as an additional tailwind for the 
GCC REIT industry.  

It will be very interesting to see over the next few years 
how REITs can contribute to the general investment mix 
in the GCC and how they stimulate the real estate sector. 
For example, there is a feeling that REITs can help to deliv-
er more affordable housing in Saudi Arabia, by providing 
a new category of  institutional purchaser for such assets 
and thus generating a virtual cycle, i.e. stimulating greater 
demand and increased supply. This remains to be seen, but 
what we can be sure about is that REITs have now firmly 
arrived in the GCC and that there is plenty more to come 
from the sector.
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MIDDLE EAST EQUITIES
“MSCI index inclusion as the next big step for Saudi”

Many investors still have their doubts regarding Saudi equity market inclusion into the MSCI Emerging market 
watch list. To our opinion, we believe that there is a strong determination on behalf  of  regulatory authorities for 
this inclusion to happen and it is not of  question of  “if ” but rather of  “when”. The goal of  this writing is to quan-
tify the opportunity created by this potential inclusion.  

Despite opening of  the market to QFIs, foreign ownership is still benign 

With a market capitalization of  $440 billion and an average daily traded value of  over $750 million, Saudi Arabia 
is the Middle East’s largest and most liquid stock market. Nonetheless, the Saudi equity market has also one of  the 
most restricted access for global investors.

With the objective of  promoting market stability and improving the level of  transparency, local authorities opened 
the market to direct investment by qualified foreign institutions (QFIs) in 2015. Still, it came with restrictions and 
strict guidelines (see table below), which were relaxed last year. 

Since then, the Tadawul has registered a total of  60 QFIs. However foreign ownership still stands at only about 
1.3% and less than 1% is held by the QFIs. This has been attributed to a number of  factors, from which the stron-
gest being the pre-funding requirements.

But a game changer for Saudi equities is expected to be the inclusion into MSCI Emerging markets by 2018.
Indeed, if  history is any guide, markets expected to get into the MSCI Emerging Markets have been rallying the
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years before the inclusion. This is particularly true during the time between the decision and the inclusion. As 
shown in the chart below, UAE and Qatar enjoyed strong rally back in 2013.  

What does MSCI inclusion mean?

On the basis of  the current free float and the 49% foreign 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 2.0% thus 
leading to a total weight of  4.5%. 

Should foreign ownership in Saudi market rise to levels 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 (see chart below).  

Performance of  UAE and Qatar equity markets before and after inclusion within MSCI EM index

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

Between decision and actual inclusion After inclusion



www.almalcapital.com

PERSPECTIVES
June 2017 19

Capital market reforms show the
determination of  Saudi authorities

Reforms by the Capital Market Authority (CMA) have 
been moving at an unprecedented pace. They accom-
plished in months what took years to others. The 
CMA is making foreign inflows (and thus MSCI inclu-
sion) a key priority and to further improve the trading 
infrastructure, the exchange has introduced a slew of 
measures: 

• Elimination of  the cash pre-funding and
   introduction of  a delivery versus payment Model;

• Amendment of  the settlement cycle to T+2 bringing 
  it in line with international norms;

• Enabling of  foreign participation in domestic IPOs 
  through QFI program;

• Launch of  Nomu, a parallel equity market for smaller 
  companies;

• New corporate governance rules to improve the 
  rights of  shareholders and board members;

• Adoption of  the Global Industry Classification
  Standard (GICS) in January that makes easier the
  comparison of  companies across markets and
  analysis of  sector performance;

• Investor relations training for the markets Top 24 
  corporates with the most international exposure and 
  liquidity. The program aims to enhance transparency 
  and disclosure;

• Short selling- allowing the sale of  borrowed
  securities for better price discovery;

• Narrowing the tick size to reduce spread costs and 
  reduce tracking error for passive managers.

The exchange is also in the process of  setting up a 
clearing house to effectively manage trading risks, 
and replace its back-office technology. Further-
more, Tadawul hopes to introduce equity futures 
& options in about 24 months – after having all 
risk controls in place.

The road to inclusion

Saudi Arabia has now being through most of  the steps 
required for inclusion by index compilers MSCI and 
FTSE. The exchange has conducted 3 roadshows in 
the US, Europe and Asia with more than 250 partici-
pating investors, which, according to the CEO of  Tad-
awul, Khalid Abdullah Al Hussan, represent together 
at least $18 trillion in investable assets. 

MSCI has acknowledged the positive reforms un-
dertaken by CMA and said they would make a “sig-
nificant contribution toward bringing the Saudi eq-
uity market closer to emerging market accessibility 
standards”. It further confirmed that Saudi could 
be on the ‘watch-list’ for review “conditional on 
receiving positive early feedback from market par-
ticipants on their experience of  investing in Saudi 
Arabian equities”.

However, if  MSCI follows its normal schedule, Saudi 
would not join the index until mid-2019. Below is the 
expected timeline.

FTSE has said it will decide in September whether 
it upgrades Saudi market to the status of  secondary 
emerging market.
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Conclusion

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 
Emerging Markets index, which will make Middle East the fifth largest MSCI EM constituents behind India and 
before Brazil (see chart below).

The prospects of  relaxing foreign ownership rules further in the GCC and Kuwait inclusion could bring Middle 
East weight closer to 10.0% in total. Should our region reach such a large weight in the main indices, it will then be 
really hard for global asset allocators to continue ignoring the Middle East region. 

Expected weighting of  Middle East equity markets in the MSCI emerging markets index by 2019 
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Final Words

The natural trend for equities is to go up. And for as long as common stocks have existed (hundreds of  years), this ex-
pectation has been met: stocks have had their ups and downs, but have trended steadily higher in value over the years. 
This applies to developed markets, but we expect this to ultimately happen in our regional markets.

There are indeed many excuses to be fearful on Middle East equities, but we do believe that there are many reasons to 
be cheerful on our regional equities in the longer run. Easier access to international credit markets, the nascent GCC 
REITs market and the upcoming inclusion of  Saudi and other markets in the MSCI Emerging Markets index should 
be seen as strong tailwinds for Middle East equities. 

From a more global perspective, we continue to believe that despite demanding valuations and a challenging geopo-
litical context, investment opportunities remain plentiful. We encourage our investors to stay invested by allocating to 
the most promising markets while diversifying into income-generating instruments such as GCC fixed income or trade 
finance loans fund. 

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.
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