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Welcome to the fourth edition of  Perspectives.

Volatility made a (timid) comeback in April and bond yields continued to surprise on the low side. Nevertheless, it was 
another solid month for international equity markets as the technology-heavy Nasdaq index crossed the 6,000 mark for 
the first time ever. Meanwhile, global investors’ focus is progressively shifting towards non-US international markets as 
Europe and selected Emerging Markets have been collecting impressive amounts of  foreign flows recently. In the Middle 
East, markets have been range-bound but the major news was definitely the decree by King Salman of  Saudi Arabia to 
rescind salary cuts and reinstate bonus payments to thousands of  civil servants.
While it could beg the question of  how committed the Kingdom is in terms of  reforms, this news is likely to boost con-
sumer sentiment and is supportive for growth.

Coming back to international markets, investors are now facing the usual question: “Should we sell in May and go away?” 
This is precisely the focus of  our monthly investment strategy (“Seasonality and other stock markets cycle”). 
In the “Macro round-up”, we take another look at Global inflation trends and conclude that upside risks are mounting, 
especially in the U.S. The “Hot topic” of  the month is about the French Presidential election, which creates both risks 
and opportunities for fund managers. We then make the case for Active management, arguing that asset allocators should 
balance their exposure between passive and active instruments in a smart way.

In the second part of  this monthly publication, we share our long-term optimism on Middle East equities. 

We hope you will enjoy this issue.

INVESTMENT STRATEGY
“Seasonality and other stock markets cycles”

MACRO ROUND-UP
“Global inflation risk is on the rise”

HOT TOPIC
“French presidential election: Vive le status quo?”

INVESTMENT THEME
“Solving the active versus passive management   
  debate” 

MENA EQUITIES
“The long-term case for Middle East equities”

04

07

10

12

15



PERSPECTIVES
May 20174

INVESTMENT STRATEGY
“Seasonality and other stock market cycles”

The adage “Sell in May and go away” is one of  the most 
recognized on Wall Street. And for a good reason: it of-
ten pans out. Indeed, many of  the worst six-month pe-
riods have occurred around summer. The 27.3% decline 
between May 1 and October 31, 2008 is a recent example 
of  a big market crash you would have avoided had you 
sold in May. Also there were similar drawdowns in 2002 
and 2001 when stocks fell nearly 16% in those periods.

So what is equity market seasonality about? Do empirical 
studies confirm the adage? If  yes, are there any funda-
mental reasons for this behavioral bias?

About equity markets seasonality

Equity markets seasonality is also known as the “one-year 
cycle”, which divides the year into 2 parts: winter (from 
November 1st to April 30th) and summer (1st of  May to 
October 31st). 

History shows that individuals invested in the Dow Jones 
Industrials Index from 1 November to 30 April every 
year from 1928 to 2016 – the ‘winter season’ – and hold-
ing cash in their account for the remainder of  each year 
would have recorded a cumulated gain of  5541% before 
tax (and without dividends).

If, over the same 89-year period, investors had invested in 
the same index from 1 May to 31 October – the ‘summer 
season’ – and held cash in their account for the remainder 
of  each year, their performance (gross of  dividends and 
taxes) would have a meagre 52% (see chart below). 

This translated to a 0.5% annualized performance for 
summer, and a 4.7% annualized for winter. ‘Summer’ pe-
riods produced an average gain of  1.2%, versus 5.5% for 
‘winter’ periods. There was a maximum performance of 
35.9% for summer and 29.8% for winter, and lowest of 
-34.3% for summer, versus -46.2% for winter. 
Wall Street has long been aware of  this seasonality trend 
and one would thus have expected that investment man-
agers would have exploited this market inefficiency, thus 
reducing the seasonality effect.
But analysis of  the last 10 years data shows that the sea-
sonality bias remains strong. Furthermore, researchers 
have found that this seasonal impact is pervasive – pres-
ent in numerous countries, significant in size and statisti-
cally robust over time.

There are reasons behind seasonal trends. 

First, money flows and liquidity are more favorable towards 
year-end and the first quarter than during the summer. In-
deed, volume tends to dry up in the summer months.
On the other hand, the end and the beginning of  a year 
are rather active months and benefit from dividend dis-
tributions from corporations, payment of  bonuses, con-
tributions to 401k, etc.
But this seasonal pattern is also due to the fact that inves-
tors, governments, CEOs, etc. are more optimistic during 
‘winter’ than in ‘summer’.
For instance, governments and economists tend to up-
grade forecasts for the next year as year-end approaches; 
but they then tend to adjust their forecasts downward 
as the year progress. Furthermore, asset allocators and 
hedge fund managers tend to take more risk at the begin-
ning of  a period.

Should investors take seasonality seriously and
invest portfolios accordingly?

First, investors shouldn’t assume it’s a law of  nature.
It is the cumulative gain over time that is impressive but 
there is no guarantee that investors in a ‘winter season’ will 
generate gains. Indeed, seasonality doesn’t always work. 
Stocks fell 12.4% and 8% between November 1 and April 
30 in 2008 and 2007 respectively. That means escaping the 
market during those months doesn’t protect you from all 
downside. Moreover, nothing can replace thorough funda-
mental research when it comes to assessing markets and 

Dow Jones industrial average index (price return) since 1928 - 
“winter” performance vs. “summer” performance (indexed at 100) 
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company growth prospects and valuations. 

Furthermore, there are other cycles and behavioral biases 
that need to be taken into account. Indeed, there are at 
least two other cycles prevalent that need to be consid-
ered for US equities: the Presidential cycle (the “4 year 
cycle”) and the decennial cycle (or the “10 year cycle”).
Below, we look into more details at these two cycles and how 
they can be combined together with the seasonality cycle. 

The 4-year cycle (or “presidential” cycle)

This cycle refers to the effect of the US presidential 4-year term 
on the stock market, real estate, bonds and commodities. The 
theory about this cycle states that economic sacrifices are gener-
ally made during the first two years of a president’s mandate. As 
the election draws nearer, administrations have a habit of doing 
everything they can to stimulate the economy so that voters go to 
the polls with jobs and a feeling of economic wellbeing.
Interest rates are generally lower in the year of  an election, 
so experienced mortgage brokers and real estate agents 
often advise clients to schedule mortgages to come due 
just prior to an election. This strategy has worked quite 
well during the last 16 years. The stock market has also 
benefited from increased spending and decreased interest 
rates leading up to an election, as was certainly the case 
in the 1996 and 2000 elections. Presidents know that if 
voters are not happy about the economy when they go 
to the polls, chances for re-election are slim to none, as 
George Bush Sr. learned the hard way in 1992.
As shown on the top right chart, markets usually record 
strong returns in the months that follow the election. But re-
turns start to fade after a few quarters which means that year 1 
and year 2 have historically been the weakest ones for market 
returns whereas year 3 and year 4 have been the best ones.

The 10-year cycle (or “decennial” cycle)

In his book Tides and the Affairs of  Men (1939), Ed-
gar Lawrence Smith presented the notion of  a ten-year 
stock market cycle, where he demonstrated that there 
appeared to be a price pattern in the stock market that 
had similar characteristics every ten years. This pattern 
has since been called the “decennial pattern.”

The decennial pattern theory states that years ending 
in 3, 7, and 10 (and sometimes 6) are often down years. 
Years ending in 5, 8 and most of  9 are advancing years 
(see chart below). Smith did not follow the normal cal-
endar year beginning in January but found that counting 
the beginning of  a year in October was more reliable.

He attempted to find the reason behind the decenni-
al pattern and looked at sunspots and solar radiation, 
average rainfall, barometric pressure, and other weath-
er-causing conditions, believing that weather patterns 
were the most likely cause of  change in human psychol-
ogy. It was then well accepted that weather had an affect 
on health and disease, and thus on optimism and pessi-
mism, and observation first mentioned by Hippocrates.

The decennial pattern continues to have an excellent 
history. For example, the fifth-year advance has been 
observed well over 100 years and never failed 12 out 
of  12 times. One problem with the theory is that a 
large enough sample is not possible yet, and that such 
projections could be the result of  chance. It is some-
thing to keep in the back of  an investor’s mind but 
not something to use alone to commit funds to the 
stock market.

The decennial cycle Presidential cycle (1928 through 2012)
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The cycle composite

There is obviously a temptation to 
combine the 3 cycles aforementioned 
and this is precisely what Ned Davis 
Research is doing by creating a Cycle 
composite which takes into account the 
1-year, 4-year and 10-year cycles. 

Based on this composite cycle, we can 
try to anticipate what could be the 
stock market pattern for a given year, 
as shown on the chart below. As ex-
pected, the year started strongly and 
after the modest pause we just went 
through, the stock market is expected 
to be strong until in the end of  August. 
Based on this pattern, a serious correc-
tion can be expected in September / 
October 2017. 

The cycle composite (seasonality + presidential cycle + decennial cycle) 
Source: Ned Davis

Conclusion

Should we sell US equities in May and go away? Based on the analysis of  3 strong cycle patterns, it seems that US equities 
might have further to go in the coming months but that a strong correction could take place by the end of  Q3. 

Obviously, cycle analysis is only one forecasting methodology among others. But as mentioned above, investors’ 
average behavior provide some rationale explanations on the way these cycles work.

We would thus encourage investors to integrate cycle analysis in their overall investment decision process.
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MACRO ROUND-UP
“Global inflation risk is on the rise” 

The inflation trend, or the direction of  the rate of  infla-
tion, has a profound effect on how a portfolio should 
be structured. Historical studies show asset categories 
perform substantially different when the inflation rate 
is rising from when the inflation rate is declining (dis-
inflation), or when prices are actually falling (deflation).

Empirical evidence shows price movements of  asset 
categories are correlated with the direction of  the in-
flation, not the absolute number at any given time. This 
means that an important aspect of  asset allocation in-
vesting is keeping track of  economic conditions and the 
long term inflation trend.

The election of  Donald Trump in November of  last 
year triggered the start of  a global reflation trend where 

Is this the end of  the reflation trend? Should we assume that global inflation will remain low for longer? 
We don’t think so. Below, we argue that this renewed pessimism on inflation is misguided. Inflation risks in the US are 
actually shifting to the upside, and the move from deflation risk to rising inflation elsewhere around the globe is here 
to stay. 

Fact findings: Inflation has turned up in the US, Europe and China

Across major countries, with the exception of  Japan, underlying or core inflation has generally been moving upward 
over the past year to levels that are near or above central bank targets (see chart in the next page). Indeed, headline 
inflation has been boosted by surges in energy and food prices, which in some cases are now being partly reversed. 
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investors started to shift their portfolios from defensive 
assets to pro-cyclical assets as they revised their infla-
tion expectations upward.  

But more recently, legislative setbacks for the Trump 
administration and recent disappointing macro-eco-
nomic numbers have led investors to mark down their 
expectations for the reflationary trade. Indeed, the US 
10-year breakeven inflation rate (the difference between 
the yield of  a nominal bond and an inflation-linked 
bond of  the same maturity) has fallen more than 20 
basis points from recent peaks to below 1.9% (see chart 
below), which basically means that the market doubts 
that the Fed will achieve its inflation target for many 
years to come.  

US 10-year breakeven inflation rate • Source: FRED
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Inflation risk is on the upside in the US as
labor market is tightening

As mentioned earlier, investors have run out of  patience 
waiting for the Trump administration to put in place 
business-friendly policy measures. Failure by Trump to 
pass pro-growth policies in Congress has dampened US 
inflation expectations recently. But a recent report by 
Deutsche Bank economists highlighted that inflation isn’t 
just a function of  domestic politics.

In his Global Economic Perspectives, Dr Peter Hoper 
shows that US inflation is not so much reliant on the pas-
sage of  new fiscal stimulus measures in the U.S. Rather, 
the possibility of  a significant overtightening of  the labor 
market is enough to shift the inflation risk to the upside.

While much of  the inflation resurgence has been driven 
by the rebound in energy and other commodity prices 
over the past year, labor markets have been tightening 
impressively despite relatively moderate rates of  output 
growth. Indeed, continuing jobless claims recently fell to 

a 17-year low and the unemployment rate has declined 
to its lowest level since 2007. Further tightening of  the 
job market could lead to a buildup in wage growth which 
would then eventually break into higher consumer prices, 
the economists said.

True, predictions that less slack in the labor market drive 
up inflation have historically failed to pan out, as the tra-
ditional relationship between the two economic variables 
broke down over time. The Phillips curve, an economic 
theory that says prices fall if  unemployment picks up, or 
vice versa, appears less valid in an era of  depressed eco-
nomic growth.

Yet statistical analysis from Deutsche Bank showed the 
original relationship between the two factors had ap-
peared to strengthen recently, and that unemployment 
trending below a level known as the non-accelerating in-
flation rate of  unemployment, or NAIRU, could stir up 
modest inflation. The NAIRU is how economists refer 
to the Goldilocks range for the jobless rate, too high to 
spark runaway growth in consumer prices and too low to 

Euro prices were also boosted by a bounce in food prices as a result of  unfavorable weather conditions. 

US inflation is the one which is the furthest advanced, as wage inflation (as gauged by average hourly earnings) has been 
rising faster than core consumer price inflation.

The inflation picture in Asia is more mixed, as can be expected from such a heterogeneous region. A reflationary trend 
is obvious in China where both headline and non-food inflation have been broadly rising since early 2015. Japan remains 
obviously the exception as inflation ex-food and energy is still falling. 

When it comes to emerging markets, the pattern seems to be that commodity importers and those countries most closely 
linked to advanced economies with rising inflation are the countries where reflationary trends seem the most visible. 

Global headline inflation on the rise • Source: The Economist
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and the inflation-skeptics view this as a one-off.

On our hand, we think that the underlying fundamen-
tals are solid enough to support the reflation story in 
Europe once the French election is over (see “Hot Top-
ic” section). First, we do believe that growth momen-
tum could surprise on the upside as export growth is 
picking up and financial conditions have been both easy 
and stable. Moreover, core inflation might very well be 
supported by the indirect effects from rising non-core 
inflation (i.e rising food & energy prices). A third factor 
is imported inflation as rising producer prices in China 
could soon translate into rising euro area import prices 
throughout the year.     

Conclusion

While the reflation trade has recently been challenged 
by the markets and many economists, we continue to 
believe that global inflation risks are rising, especially 
in the US. The rest of  the world is still well behind the 
US in terms of  inflation, and not at risk of  an imminent 
surge in inflation, but resource utilization has tightened 
enough in the global economy that it will not provide 
the kind of  pressure release valve to dampen inflation 
that it has in the recent past.

The upshot for policy is that we see the Fed adopting a 
more hawkish stance than the market currently antici-
pates, while central banks in Europe and Asia ex-Japan 
might have to gradually shift from an easing stance to-
ward a tightening stance. 

To our opinion, global portfolios asset allocation should 
be adjusted accordingly. 

PERSPECTIVES
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Actual, baseline and upside risk scenario for core PCE inflation 
in the US • Source: Deutsche Bank

Euro area inflation rate (Headline and Core)

require the Federal Reserve to hike its benchmark interest 
rate.

The Deutsche Bank economists admitted the biggest 
risks to their forecast include a scenario in which con-
tinued slack in the labor market is sufficient to keep a lid 
on wage inflation. Another risk is that inflation expec-
tations remain depressed. Even so, these negative risks 
can be easily overstated in view of  the fact that good 
progress is being made in removing slack from the labor 
market. Deutsche Bank added that a more rapid decline 
in unemployment rate could imply upside risks to the 
forecast, especially if  the Phillips curve steepens.
Deutsche Bank baseline and upside risk scenario is
depicted in the chart below.

Obviously, the risk of  an overshoot on inflation with 
the Fed falling significantly behind the curve has to be 
a factor in the Committee’s decision to portray a more 
hawkish stance than what the market currently expects. 
What we have been hearing of  late – three rate hikes 
this year with likely some initial balance sheet adjust-
ment (tapering) – is clearly more than the market has 
priced in at present. 

Euro area: evidence points to a gradual rise in 
inflation

Despite the impressive upturn in euro area headline in-
flation over the past year, there are doubts about the 
sustainability of  a Euro reflation. These doubts contin-
ue to be fed by risks surrounding the French election 
and by ongoing slack in the labor market. Moreover, the 
rise in headline inflation has been mainly fueled by large 
increases in food and energy prices (see chart below) 

www.almalcapital.com
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HOT TOPIC
“French elections: Vive le status quo?”

For once, a key election ended with no surprises 
for both the pollsters and the markets.

Over the last months, the single most likely 
outcome of  the first round of  French Presi-
dential voting was seen as a run-off  between 
the centrist independent Emmanuel Macron 
and the leader of  the right wing National 
Front, Marine Le Pen.

And this is exactly what happened, with Macron 
now in a very strong position to win the second 
round. 

Another surprise was that markets reacted 
as they were expected to react: even though 
this outcome was largely expected, the Euro 
moved strongly upwards, peripheral spreads 
tightened, German bunds sold-off  and Euro-
pean equities rallied.

That’s for the short-term effect. What are the 
implications for financial markets of  a highly 
probable win by Macron in the second round 
on May 7? 

A reduction in political uncertainty should be seen as a positive 
for risk assets in medium-term

Should Macron’s win be confirmed, it is reason able to expect that the 
euro will stay strong. Bank of  America Merrill Lynch’s monthly fund 
manager survey showed that institutions were shorting the common 
currency more than any other asset class ahead of  the election. It is 
thus not surprising that the euro gained sharply as the results came out.

European equities ETFs investable by US investors - equal weighted performance 
and asset flows • Source: Ned Davis Research
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A rise in the euro and the reduction in political uncertainty 
could potentially help a rotation by global investors into Euro-
pean equities, something we highlighted in our March edition 
of  Perspectives. Actually, flows into European equities funds 
and ETFs have been gaining pace over the last few months. 
Looking at European equity ETFs investable for US inves-
tors, we can see on the chart below that asset flows have been 
positive in five straight months. At $62 billion, total assets are 
still well below the roughly $90 billion peak in 2015, so addi-
tional inflows are certainly a possibility, especially if  the region 
continues to show positive relative strength. 

It is also reasonable to expect French bonds to continue to 
outperform their German equivalents as the elevated yield 
spreads over Bunds narrow, even after the spectacular 17 ba-
sis points tightening that happened the day after the 1st round 
results. Peripheral spreads should also continue to narrow, 
helping Eurozone banking sectors to recover even further. 

With reduced uncertainty and with the Eurozone econ-
omy performing reasonably well (the ECB is projecting 
economic growth of  1.8% in 2017), this will lead to spec-
ulation that the ECB will change its rate guidance as soon 
as its June 6 meeting and announce a further tapering of 
its asset purchases next year.

The improvement of  sentiment, combined with rising in-
flation (see previous section) and the tapering of  asset pur-
chases could trigger a series of  bond bearish events. Rising 
German bund yields could potentially put some upward 
pressure on yields globally, including the US. This would 
have some implications in terms of  asset allocation.

Long-term risks remain

Despite this short-term relief  for risk assets, the list of  po-
tential trouble points in Europe remains long. 

Let’s start first with France. The Presidential election vote 
shows that the country is profoundly divided, which will 
make France even harder to lead than before. The freshly 
elected President must win big in June’s legislative elections 
in order to smoothly implement his reformist agenda. To do 
so, the En Marche! candidate needs to build a new coalition 
and it is far from being acquired. The new President will also 
have to deal with the conditions that saw the rise of  anti-im-
migration parties and the hard left. 

Indeed, France’s economic performance in recent years has 
been underwhelming, especially when compared to that 

of  Germany. Fifteen years ago, the Eurozone’s two big-
gest countries enjoyed comparable living standards. Today, 
Germany’s are almost a fifth higher than those in France. 
Likewise, at the time when the euro was introduced in 2002, 
French and German unemployment rates were both around 
8%. Today, Germany’s unemployment rate has dropped be-
low 4% while French unemployment is close to 10%, with 
youth unemployment being a particular problem.

Most of  France’s problems stem from structural rigidity and 
the lack of  labor market flexibility rather than from inad-
equate demand. France’s main problem is that the state is 
too big and needs to be pared back through significant cuts 
in spending. Likewise, the French unions are too powerful 
and the unemployed need to price themselves into jobs by 
working harder for lower wages.

Will Macron be able to solve France’s structural problems? 
Nothing is less certain. One needs to keep in mind that Ma-
cron does not offer radical changes but more of  a status-quo 
of  Hollande Presidency. The major difference here is that if 
Macron fails to deliver on his promises, the National Front 
will be able to mount an even stronger challenge for the 
presidency in 2022 than it has this time. Indeed, Le Pen’s far 
right ideology is likely to stick around in mainstream French 
politics, saying that her Eurosceptic, nationalist and protec-
tionist agenda could become the “natural opposition” to 
Macron’s stance over the medium term.  This could lead to 
more Euro weakness and volatility on French government 
spread vs. Bund in the years to come. 

But France is not the only “Sorgenkind” in Europe. In 
Italy, the banking problems refuse to go away. And the 
anti-EU Five-star movement has been consolidating its 
strength, which could lead to a win at the general elec-
tions which are taking place in May 2018.

Conclusion

A Macron presidency would work far better for markets 
than the alternative. With the (short-term) reduction of 
political uncertainty in Europe, global investors will look 
at European risk assets more favorably and focus on 
the improving fundamentals of  European equities (see 
March edition of  Perspectives). We also believe that this 
risk-on move is short-term bearish for bonds.

Over the long-run though, we continue to believe that eco-
nomic and political risks in Europe remain. The European 
saga is expected to keep going… 
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Active and passive management – pros and cons
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INVESTMENT THEME
“Solving the active versus passive management debate” 

Ever since index funds - also known as passive invest-
ments - have existed, there has been an endless debate 
about their merits versus active management. 

Proponents of  active and passive investment manage-
ment styles have made exhaustive and valid arguments 
for and against both approaches. At Al Mal Capital, we 
do not endorse one style over the other. Rather, our goal 
is to understand and define the characteristics of  each 
approach in order to determine which best suits to our 
client needs. 

The basics of  active and passive management

The proliferation of  passive management strategies in 
recent years is well known and evidenced by the exponen-
tial growth of  ETFs or Exchange Traded Funds (see last 
edition of  Perspectives). Passive investment management 
attempts to replicate as closely as possible the return on 

As the Table above shows, there are tradeoffs between the costs and potential benefits of  the two approaches.

Passive management will maintain exposure to the market, but not offer any potential for above-benchmark returns (or 
down market protection). Active management offers the potential for above-market returns, but comes with the chance that 
the manager won’t beat the stated benchmark. 

an index (e.g the S&P 500), typically by purchasing the 
majority or all the securities in the same weighting as the 
index. The intellectual basis for passive investment man-
agement is the belief  that over the long term, an active in-
vestment strategy cannot achieve returns in excess of  the 
market. This is due to market efficiency and the impact of 
higher turnover, which leads to higher capital gains taxes 
and trading costs. 

Active investment management does not attempt to 
replicate an index, but rather purchases securities in differ-
ent weights than the index in an attempt to outperform the 
index or some other benchmark.

The intellectual basis for practitioners of  active money 
management is a belief  that the market is inefficient and 
individuals who are proficient at stock or sector selection 
can add value through increased returns above a bench-
mark index like the S&P 500.
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Historical evidence

Proceeding from the conclusion that both active and passive management are valid strategies, the question becomes where 
and when is one more appropriate than the other? 

At the end of  2009, Baird & Co made an interesting study. They examined several major asset classes to identify which of 
them are conductive to active management and which are best suited for passive management. To do so, they measured the 
frequency that the median mutual fund in a given asset class was able to provide excess return above its benchmark (see 
second column in the Table below). In column 3, they defined the degree of  efficiency of  each asset class. Market efficiency 
is the degree of  which asset prices reflect all available information.

As the table below shows, active management probability of  success does depend on the degree of  efficiency of  a 
market. In efficient markets such as U.S Equities - large caps value or fixed income, the percentage of  periods median fund 
produces excess return is quite low. On the other hand, less efficient markets such as Emerging markets or U.S small caps 
growth offer high probability of  success to active managers.  

The Baird study caused them to question whether the marketplace recognizes that some asset classes are more efficient 
than others and, therefore, have a distinct bias towards active or passive management. A way to measure that was to determine 
what percentage of  assets in an asset class is invested in active or passive managers (4th column of  table 2).

Surprisingly, some of  the most efficient asset classes are dominated by active management (e.g in U.S equities Large and 
mid caps value, both over 90% active assets) and many of  the least efficient asset classes have a bias towards passive 
management (e.g Emerging Markets and Commodities, both over 50% passive assets). This is counter-intuitive and leads 
to the conclusion that many investment portfolios are not optimally constructed.   

PERSPECTIVES
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Active and passive management – historical evidence • Source: Baird
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A pragmatic use of  active and passive funds

Our open-architecture philosophy enables us to use ac-
tive and passive management in a pragmatic way, i.e we 
use active management where it has the best chances of 
success while passive management is used to round out 
the asset allocation. This approach may lead to optimal 
portfolios that play into the strengths of  the different 
investment options. 

Unlike what most of  the industry is doing, we aim to 
emphasize passive management in the most efficient 
markets (e.g government bonds) while active manage-
ment is usually favored in the less efficient asset classes 
(e.g emerging markets). 

Top-quartile funds improve the case of  active 
management

On the basis of  the poor results experienced by active 
managers on the most efficient markets, one could ar-
gue that active management should be avoided in some 
markets such as US equities or High Yield bonds.

But this hasty conclusion fails to take into account that 
the results showed in the previous section focused on 
the performance of  the median mutual fund. Indeed, 
this outcome changes dramatically when looking at the 
performance of  the top-quartile funds (i.e performance 
that ranks in the top 25th percentile of  the peer group 
universe). 

For example, the average performance of  the top quar-
tile fund within U.S equities - large caps is clearly above 
the index performance.

Here, the success of  top quartile funds greatly improves 
the case for active management. 

While there is no certain way to identify and invest 
strictly in top-quartile managers, the success rates of 
average versus above-average managers makes a strong 
case for trying to identify the best managers. We believe 
that by conducting thorough research and due diligence 
on investment managers, it becomes easier to identify 
which of  them exhibit the characteristics associated 
with consistent, long-term success. 

Connecting the dots

How can an asset manager or fund selector maximize the 
chances of  generating high alpha? From the above, one 
can easily deduct that being able to select a top-quartile 
manager within a less efficient market (e.g Emerging Mar-
kets equities) can create outstanding alpha opportunities. 

This is precisely the move initiated some years ago by 
the large pension funds and endowments when it comes 
to use their “alpha budget”: they allocate more towards 
passive strategies within the most efficient markets but 
commit a lot of  due diligence efforts in order to identify 
the best managers within the less efficient markets such 
as Emerging Markets equities.

Conclusion

Active and passive management has each its own mer-
its and inherent drawbacks. At Al Mal Capital, we do 
not endorse one style or another. Rather, we define the 
characteristics of  each approach in order to determine 
which best suits to our client needs. 

On one hand, we believe that active management based 
on fundamental deep research can add value. This is 
especially the case for our local Middle East equities 
markets. 

On the other hand, when limited alpha opportunities 
are available or when the best managers available can 
only deliver average performance, passive investments 
are favored. 

Understanding how to balance and leverage both active 
& passive management is crucial to realizing our client 
investment objectives.
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MENA EQUITIES
“The long-term case for Middle East equities”

Middle East equity markets have been out of  favor 
for a long time now. Since the financial crisis, markets 
have not recovered in tandem with other developed 
or emerging markets. From its trough in March 2009, 
Middle East equity markets have returned +38.0% 
versus +170.0% for developed markets and 107.0% 
for emerging markets. The financial crisis in 2008, fol-
lowed by the Arab spring in 2011 and the oil crash in 
2014, have not given our regional equity markets ade-
quate time to breathe.

The game changer

We believe the region is on the verge of  an inflection 
point and we expect the performance gap to narrow 
over time as the region’s largest market opens up for 
foreign investors and will soon join the MSCI Emerg-
ing Market Index. Indeed, we expect Saudi Arabia to 
soon join the MSCI EM index with an expected weight 
of  ~2.5% which will lead to ~$11bn of  passive in-
flows in total ($3 billion through FTSE and $8 billion 
through MSCI). In addition, an IPO by Saudi Aramco 

We like the seriousness of  regional governments in addressing reforms as the room for error is actually very small.

We specifically applaud the determination we see in Saudi-Arabia, the region’s largest economy.

Put simply, their goal is to attract foreign investors and diversify revenue, and for that to happen they need to invest in 
infrastructure and amend regulations. The chart below shows that the expected investments are well diversified among 
industries. 

will add another 2 to 3% which can lead to another $5 
to 10 billion in passive flows. 

Allowing more foreign ownership in the UAE and 
Qatar, along with the addition of  Kuwait and Saudi 
Arabia to the Index (especially with Aramco’s IPO) 
would push Middle East weight within the MSCI index 
between 8.0% and 10.0%. This can translate to $50 
billion in passive and active flows. Most importantly, 
asset allocators could then no longer afford to ignore 
the region. From one day to another, a new line will 
be added to global asset allocation grids: Middle East 
equities, alongside Asia ex-Japan, Eastern Europe and 
Latin America. 

Other exciting stories are also gaining traction as the 
region evolves post the high oil prices era to a more 
sustainable economic and fiscal model that is less sen-
sitive to oil price movement. The last two years have 
seen many reforms and inefficiencies being tackled 
(see chart below). 
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Which reforms and inefficiencies have been addressed? 
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Middle East equities: Full of  alpha opportunities, 
under-covered, uncorrelated and under-owned

Despite the optimistic outlook mentioned above, there 
is currently very little appetite for the region. And this 
is precisely where we do see opportunities for asset 
allocators and fund selectors. There is no better alpha 
opportunity than a market which is still full of  inef-
ficiencies (see previous section), under-covered, un-
correlated and under-owned. These are precisely the 
current features of  Middle East equities:  

Full of  alpha opportunities

Capital markets in Middle East are still premature and 
many of  them took off  just recently (late nineties). 
Moreover, markets are dominated by retail investors, 
where retail accounts for 90% of  daily trading in Saudi 
Arabia, and around 75% in other GCC countries. 

Transparency is not the greatest, as more than 50% 
of  companies listed across the Middle East still report 
their financials and release their disclosures in Ara-
bic, especially in Saudi Arabia and Egypt. As markets 
evolve, investors will be more comfortable to allocate 
to the region.

Under-covered

International brokers only cover a few large caps, 
while regional and local brokers’ coverage is both lim-
ited and shallow. 

PERSPECTIVES
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Saudi national transformation plan 2020 - Industry allocation (in %) of  the planned investments

Only 7% of  listed companies are covered by more 
than 8 brokers and 35.0% are covered by at least one 
broker (see chart below). As more companies get cov-
ered, visibility and returns should improve.

Uncorrelated

Correlation with emerging and developed markets is 
very low (see chart in the next page).

Limited and weak sell-side coverage (only 7% of  universe is 
covered by more than 8 analysts)
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Under-owned in MSCI world index relative to its GDP

Correlation of  S&P Pan Arab index with other indices

Middle East region economics & demographics
2000 versus 2016

Under-owned

Middle East markets are perceived as an “oil-only play” 
and thus are highly exposed to geopolitical risks. If 
compared to their contribution to global GDP, Middle 
East equities are 15x under-represented within MSCO 
World (see chart below). 

Moreover, due to the absence in major indices (less 
than 2.0% in the MSCI Emerging Markets Index), 
Middle East markets are often overlooked by foreign 
investors as the current foreign ownership in Saudi 
Arabia (the region’s largest market) is only 1.4%.

Economic transformation and the longer term view

Since the start of  the millennium, aggregated GDP 
in the Middle East grew at an impressive CAGR of 
13.4%. Most importantly, economic diversification 
within GCC countries has started to take place many 
years ago (see chart opposite). 

Even the region’s largest economies, such as Saudi 
Arabia and the UAE, have shown significant diversi-
fication efforts.

Today the issue is more about diversifying fiscal
revenues. 

The Middle East has very strong foundations to spur 
future growth. It has a very young population, with 
~50% under the age of  25, solid technological infra-
structure, with 60% internet penetration rates (above 
75% in the GCC), 47% of  proven global oil reserves, 
and 30% of  global oil production.

Moreover, transforming regional economies will 
not be as painful as many expect due to strong
fiscal positions and ~$3.1 trillion in foreign
currency reserves.
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Valuations are still attractive

Middle East has a very strong dividend culture (see chart 
below). Importantly, Middle East companies exhibit 
a higher Return on Equity (~12.0%) than their Global 
Emerging Markets peers (~10.0%) and the potential for 
increasing dividends as payouts increase.

Due to higher Return on Equity and more generous div-
idends, Middle East equities have historically traded at a 
premium to emerging markets. However, they have been 
trading at a discount recently and missed the emerging 
market rally this year. Middle East equities trade at a P/E 
of  14.5x versus 15.9x for emerging markets.

Conclusion

We believe that Middle East equities are at a cross road 
today.

Should Middle East governing bodies deliver on only half 
of  the reforms and transformation discussed above, the 
reward for investors is likely to be very interesting. 

True, volatility is likely to stay elevated but investors with 
a long investment horizon will be rewarded accordingly. 
As we discussed in last month’s edition of  Perspectives, 
we believe that 2017 should be a year of  normalization in 
terms of  government spending and consumer demand, 
but the longer term view is also very well-supported. 

During the high oil prices era, sectors like discretionary 
consumption and petrochemicals were market leaders 
within Middle East equities. But as the region moves to-
wards a more sustainable model, industries related to in-
frastructure, power, healthcare, education, transportation 
and outsourcing will be the main beneficiaries (see chart 
below). 

This transition is likely to offer many alpha opportunities 
to seasoned investors. 

Historically, top quartile active managers have been able 
to outperform their respective benchmark by 5% to 7% 
per annum. We expect this outperformance to continue.Average MENA dividend yield by market • Source: Bloomberg

The Middle East is in transition
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Final Words

With the probable win by Macron at French Presidential election, general risk from Europe has faded, at least for 
now. Importantly, the global story generally remains one of  a synchronized recovery.

With global inflation expected to rise, one should expect a bounce of  the nominal GDP and thus global corporate 
earnings to be supported.

True, there remain some risks (NAFTA renegotiation, North. Korea, etc.) but the synchronized nature of  global 
growth, combined with still-easy policy in many areas (eg, ECB QE) is helping risk assets look past many of  these 
items. As discussed in this edition of  Perspectives, the market cycle is expected to remain favorable another couple 
of  months and investors should enjoy the trend, but maybe in a more selective way. That’s where active management 
is the most relevant, including in our regional markets. 

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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