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Editorial

Contents

Welcome to the eight edition of Perspectives. 

Despite all the political noise and natural disasters, international markets continued their move in a favorable direction 
in the third quarter as investors cheered rising company earnings and improving global growth. As we discuss in this 
publication, the market outlook for the rest of the year seems pretty solid as the risks to economic and corporate profit 
growth seems rather low. 

That being said, the current market context of low volatility is not supposed to last forever which means that a more 
dynamic asset allocation will be required at some point. In the “Portfolio Management section”, we look at the “3-way 
model”, a simple but highly effective trend following system which could potentially help asset allocators to identify regime 
change. 

Our regional markets continue to be challenging but astute managers have the ability to generate decent returns through 
alpha generation. In this edition of Perspectives, we look at how Middle East economies and companies are navigating 
throughout the “post-Oil Era”. We view the current market context as an opportunity to differentiate between winners 
and losers. 

The “Hot Topic” of this month focus on the recent decision by Saudi Arabia to allow women to drive. We look at who can 
be the short term and medium term economic beneficiaries of this major milestone for Saudi.  

We hope you will enjoy this issue.
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MARKETS REVIEW
Q3 was another “risk-on” quarter

Leading asset classes Total Return (Local currencies) in 2011-2107 and Q3 2017

Quarterly markets review
So far, 2017 is a year where staying in cash has definitely not been a good option for investors. Indeed, with the 
exception of commodities, all main asset classes have been making money so far this year (see table below). 
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North Korea, Harvey, Irma. Despite all of the 
gloom, it has been another good quarter for global 
risk assets as data continue to point towards to a 
healthy economy. The job market remains strong 
globally; the US job vacancies hit he highest level 
since 2000, the UK unemployment rate is the low-
est since 1975 while the number of jobs available 
per applicant in Japan is at the highest point since 
1974. Meanwhile, US Industrial production is heal-
ing, Eurozone consumer confidence is at its high-
est since 2001 and Japanese exports are up +18% 
year-over-year.

On the earnings front, growth resumed their as-
cent in the US after a pause in 2014-2016. Sales 
growth continue to accelerate and is now above 
the long-term average (+4.8% year-over-year vs. 
an historical average of +3.9%) whereas stronger 
economic growth may allow companies to improve 
their margins. Whatever is happening on the geo-
political front, one thing is clear: profit growth is 
accelerating globally.

To put things in perspective, Trailing 12-months 
year-over-year earnings growth in Q2 2017 was 
+9.7% in the US, +34.9% in Europe and +36.9% in 
Japan. Earnings growth has thus been accelerating 
versus Q1 2017 and Q4 2016.

Against this positive economic and micro backdrop, 
global central banks continue to indicate that they 
want to gradually reduce the level of monetary 
policy stimulus still in place. The US Federal Re-
serve recently announced that they will start to re-
duce the size of their balance sheet which could be 
equivalent to a “quantitative tightening”. The Fed 
also suggested that another rate hike could hap-
pen in December. Meanwhile, the European Central 
Bank could also announce a further slowdown in 
the pace of its own QE program. Still on the polit-
ical front, and despite renewed talk of tax reform 
from Washington, it seems that investors do not 
expect much to happen on that front.

One consequence of the falling expectations for 
fiscal stimulus in the US and improving growth 
outside of the US has been a weaker dollar against 
most currencies – including the yuan. This weaker 
dollar trend has helped to improve emerging mar-
kets growth and facilitating a rebound into emerg-
ing markets earnings.

Consequently, the best performing markets in the 
past quarter have once again been emerging markets 
equities as the MSCI EM is up +7.7%. While our re-
gional markets have been lagging (-0.4% for the S&P 
Pan Arab in Q3), the Brazil Bovespa is up +18.1% 
over the quarter whereas the MSCI Asia ex-Japan is 
up +6.7%. Overall, emerging equities was the “place 
to be” in the first 9 months of the year.

Developed markets had homogeneous performance 
in Q3 (around 4% for the S&P 500, MSCI Europe 
and Japan Topix) as volatility remains remarkably 
low. Investors seem to be comfortable with earn-
ings expectations and see little sign of any near-
term recession risk.

Global bonds markets posted decent performance 
in Q3 (+1.8% for the Aggregate Bond index) de-
spite a sold-off of US Treasuries in September as 
investors are taking central bank tightening com-
munications more seriously. In this context, Credit 
(Investment Grade & High Yield) as well as emerg-
ing markets bonds have been outperforming US 
Treasuries.  

Last but not least, commodities have made a timid 
come back in Q3 as the trend in industrial met-
als, energy and some precious metals have been 
improving. Despite this encouraging move, Com-
modities remains the worst performing asset class 
so far this year (-2.9% year-to-date as of end of 
September).

Now, what’s next?

For sure, the strong performance of risk assets so 
far in 2017 comes at a surprise for most investors 
and our conversation with clients seem to indicate 
that there is still a lot of cash on the sidelines. This 
“dry powder” could eventually be funneled through 
equity and/or credit markets in the coming months, 
hence pushing risk asset prices to new highs. 

Would this mean that markets have (again) be-
come exuberant and that a major correction should 
soon happen?

Looking at the “US Bull market Top checklist” in-
spired by Strategas work (see table in the next page), 
the weight of evidence seems to prove that we still 
haven’t reached a top on the US equity market. 
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US Bull Market Top “checklist” • Source: Strategas

So what could trigger a major and quick turnaround of 
the indicators shown on this checklist?  An economic 
recession will probably shift the balance from positive 
to negative as we would then see a deterioration of 
market breadth, an outperformance of defensives ver-
sus cyclicals, downward earnings revisions and widen-
ing credit spreads. 

If history is any guide, recessions are generally caused 
by three circumstances: 1) growing inflation to the 
point at which the central bank believes it must stop it 
(the rise of interest rates then trigger the recession); 
2) a policy error of some sort (monetary, fiscal, etc.); or 
3) an exogenous event.

Regarding point 2 and 3, we obviously do not have a 
crystal ball and can thus not rationally call a stop for 
the bull market on this basis. The first circumstance 

(i.e growing inflation) can more easily be identified and 
evaluated. Looking at the US economy – which is the 
most mature developed economy within this cycle – 
the current level of wage inflation (2.3%) is far from 
the level (4%) where the yield curve usually starts to 
invert and economy gets closer to a recession. From 
this perspective, we still have a long way to go before 
entering into recession. It is precisely this aspect of the 
cycle (“lower for longer”) which extends the current 
equity bull market.

One of the cause of concerns for the bears has been 
the valuation levels, especially for US equities. Looking 
at various metrics, we struggle to describe the current 
market as overly expensive. True, the market is not 
cheap (most metrics are slightly above 20-year aver-
age), but current valuation levels should also be put in 
the context of much lower inflation and
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Relative value opportunities 

Calling the next level of the major equity indices is 
almost an impossible task. However, trying to identify 
some relative value opportunities across asset class-
es is probably a mission we can give a try on.  

Within US equities, September has seen a change of 
leadership as year-to-date winners (e.g Large Caps 
Technology) have been lagging whereas year-to-
date underperformers (Energy, Industrials, etc.) have 
started to outperform. This “mean-reversion” effect 
is usually observed in October-November and might 
have started a little bit earlier this year.

But generally speaking, we would be inclined to look 
at opportunities within some Value sectors such as 
Industrials or Financials. As shown on the chart at 
the right, the outperformance of Growth versus Value 
has reached an extreme and some reversion into Q4 
and early 2018 can be expected. Within Industrials, 
the Transport and Defense sectors seem attractive.

Financials have been consolidating mid-year but a 
steepening yield curve could provide another tailwind 
to the sector.      

10 year Treasury yield than over the last five decades. One should also not underestimate the potential effects of a 
tax cut in 2018. It might not be a major tax reform similar to the one observed in 1986 but a tax cut similar to the 
one passed in 2003 would have major implications for economic growth and corporate profits in 2018. Should earn-
ings continue to accelerate, the equity market still has the potential to reach new highs. (See table below) 

S&P 500 Historical and current valuation

Outside the United States, European equities continue 
to trade at attractive valuation levels and at a decent 
discount compared to their US counterparts. While 
better economic growth in Europe has been acting as 
a tailwind this year, a stronger Euro could dampen the 
earnings recovery at some point. We also want to care-
fully watch recent developments in Spain (Catalonia 
referendum) and the debt situation in Italy. 

In the absence of meaningful pro-growth policies on 
the “Old continent”, we would favor Japan over Europe. 
The yen is weakening again and Japan remains one of 
the best play on the global economic recovery given

US Growth vs. US Value • Source: Strategas
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the importance of the export sector and the operating leverage of Japanese equities.

Emerging Market equities have been surprising on the upside this year. The strength of the yuan and the recovery 
in some commodities have been benefiting Asia ex Japan and Brazil. Oil-exporting countries such as Russia and 
the GCCs have been lagging. However, a stabilization of the oil price and their attractive valuations should at some 
point attract global investors’ attention. 

Outside equities, we continue to prefer Credit and Emerging Markets Debt over US Treasuries. Credit spreads 
have been tightening again in Q3 but there are still some interesting opportunities in the market.

Within Emerging Markets debt, we continue to find GCC bonds attractive. In this low-yield environment, every 
basis point is relevant to investors and from this perspective, new issuance from the GCCs offer attractive oppor-
tunities to fixed income investors.

As mentioned during the last edition of Perspectives, commodities seem to come back on the radar. After indus-
trial commodities, it is now the turn of Oil to catch the attention of global investors. Recently, Citigroup commu-
nicated that we should get ready for an “Oil squeeze” as some nations including Iraq are currently pumping at 
maximum capacity which could lead to the emergence of a supply gap in the market as early as 2018. Stay tuned. 
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PORTFOLIO MANAGEMENT
“The 3-way model”

Many investment managers favor passive asset allo-
cation when they manage global portfolios. This ap-
proach, known as Strategic Asset Allocation (SAA), re-
lies on historical risk-return correlations to decide on 
the asset mix of the portfolio. Once decided, this asset 
mix remains relatively static throughout the market 
cycle, and thus irrespective of the valuation of the dif-
ferent asset classes.

The Strategic Asset Allocation (SAA) approach 
has worked well since 2008

Since the last financial crisis, this SAA approach has 
worked relatively well. Indeed, major asset classes 
enjoyed strong returns since 2008 as markets recov-
ered from distressed valuations. During this period, 
any market shocks threatening the recovery (euro 
crisis in 2011, taper tantrum in 2013, etc.) were 
combatted with central bank asset purchase pro-
grams known as Quantitative Easing (QE). Low or 
negative bond yields along with QE supported one 
of the largest bond rallies in history but also gave 
investors an incentive to seek higher returns in risk 
assets, particularly in equities. Hence, equities and 
bond markets were highly correlated and provided 
strong returns in unison. But it could very well be 
that yesterday’s tailwinds for SAA strategies could 
become tomorrow’s headwinds.

SAA is now being challenged

Indeed, asset allocators favoring a relatively traditional 
and static allocation are now facing at least three ma-
jor issues: 

1) Most asset classes now look expensive. The S&P 
500 is trading at a multiple of 21 times 12-month trail-
ing earnings. There is around $9 trillion of government 
debt currently paying negative yield, meaning that pas-
sive investors in global bonds are potentially exposed 
to capital losses if average yields rise from their record 
levels. And current levels of spreads do not offer much 
protection to credit investors;

2) The bull market distorted some of the major indi-
ces. For instance, US equities have been a major per-
former over this period given the low US dollar and 
surge in earnings. The US now makes roughly 50% of 
the MSCI World index. With profit margins at record 
highs, the upcoming monetary tightening cycle and the 
potentially rising dollar, it is likely that yesterday’s out-
performer could become tomorrow’s underperformer. 
Similarly, the collapse of bond yields has pushed the 
duration of fixed-income indices to extreme levels, and 
this potentially at the worst point of the cycle. SAA 
strategies are currently massively exposed to US equi-
ties and long duration government bonds. Any reversal 
of these trends would have negative consequences on 
SAA strategies performance.

A systematic Dynamic Asset Allocation Tool

In a world of low return and higher volatility, a dynam-
ic asset allocation strategy looks more appropriate for 
investors than a static one. A dynamic asset alloca-
tion approach can take many different forms and use 
a broad array of techniques, including relative valua-
tions, macro and fundamental analysis, technical anal-
ysis, behavioral finance, etc.
Another well-known decision-making process relies 
on the trend-following approach. A trend follower at-
tempts to identify developing price patterns and trade 
in the direction of the trend if and when they occur. 
Only the current and historical prices of the asset are 
used to make trading decisions.

The “3-Way Model”

One of simplest trend-following systems is the use of 
crossing of moving averages to determine if an asset is 
trending upward or not. US-based Ned Davis Research 
developed a few years ago a trend-following system 
called the “3-way model”. 

The goal is very simple: look at the three widely used 
and un-correlated exchange-traded funds (SPDR S&P 
500, iShares U.S Treasuries 20 years+, SPDR Gold) and 
allocate money ONLY to the ETFs which are trending 
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Looking into more details, this pro-forma performance analysis generated rather interesting results:

• Over the period, annualized returns for the “3-way model” were +10.7% versus +8.3% for the S&P 500 TR index 
  and +6.2% for 20-year US. Treasuries;
• Annualized volatility is 12% compared to 14.3% for the S&P 500 TR;
•  Sharpe Ratio is 0.86x (vs. 0.44x for US Treasury 20+years ETF and 0.56x for the S&P 500 index ETF).
   The risk/return ratio looks very attractive vs. other asset classes (see chart in the next page); 

The “3-way model” pro-forma performance
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upward (defined as 3 month moving average above 10 months moving average).

To be more specific, the “3-way model” allocates among the 3 aforementioned ETFs according to the following rules:

• If an asset class does not trend upward, it gets zero allocation;
• Those assets trending upward are then allocated on an equal basis within the portfolio;
•  If none of the assets is trending upward, the full allocation goes to cash (which then becomes the 4th type of
    instrument being invested in the portfolio);
• Rebalancing occurs on a monthly basis.

Pro-forma Back-testing

Based on this set of rules, we tested the approach between January 2006 and July 2017 (gross of fees).
Pro-forma charts and yearly returns are show below.



• Over the last 12 years, there has been only 2 (slight-
ly) negative year. The best performing year was 2013 
(+17.3%), while the worst year was 2008 (-0.7%);
• Maximum drawdown was -15.5% (in 2008-2009) 
versus -50.8% for the S&P 500 (in 2008-2009);
• Correlation with the S&P 500 is slightly negative  
(-0.19) and correlation with long-term US treasur-
ies is almost null (0.03). As shown on the second 
chart below, the strategy on average performs well 
when the S&P 500 declines whereas it has been 
participating to some extent to the upside when the 
S&P 500 is up. 

Ride the Winners Cut the Losers

So while this approach looks (too?) simplistic, it works 
pretty well and is actually very intuitive: “ride the win-
ners, cut the losers” is one of the oldest and most 
effective trading rules. The “3-way model” is just for-
malizing it into an easy, systematic rules-based invest-
ment strategy. And for the skeptics who will point out 
that the pro-forma track record is gross of fees and 
thus significantly overestimate “real performance”, it is 
worth noting that transaction and slippage costs are 
minimized thanks to the low frequency rebalancing pe-
riod (monthly).

Last but not least, when tested with indices over a lon-
ger time period, the approach leads to very convinc-
ing results as well. We therefore believe that a simple 
“trend-following” approach allocating to highly liquid 
and low-cost instruments is a very attractive solution 
for investors interested in a more dynamic approach to 
asset allocation. While past performance is not indic-
ative of future results, and while we would advise our 
clients to use this approach in combination with other 
approaches, this solution can be implemented through 
DPM solutions.

The “3-way model” risk/return vs. S&P 500 and 20 years 
US Treasuries 

The “3-way model” and the S&P 500 average monthly 
returns 
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INVESTMENT THEME
“The Post Oil Era in the Middle-East”

Preview

The Gulf region has come a long way economically since crude oil was first discovered in its sands in the late 1930s. 
Oil helped to bring these states on the global map and facilitated the realization of some of the most ambitious 
projects the World has seen. The region became a hub for oil and managed to attract millions of expatriates from 
over 200 countries thanks to world class living conditions.

The fall in global crude prices since late 2014 has had a significant impact on oil exporters in the Gulf Cooperation 
Council (“GCC”), as the majority of them are still heavily reliant on energy exports even decades after fossil fuel was 
first discovered. Indeed, Qatar, Oman and Saudi rely on oil for over 75% of their national budgets. This huge depen-
dency led to a combined budget deficit of USD 160 billion across the GCCs in 2015. This compares to an average 
annual budget surplus of 12 percent between 2002 and 2014.

Although most GCC economies have made progress on diversifying their economies away from oil over the last 
decade, success levels vary from one country to another. Consequently, states’ revenues are still quite vulnerable to 
changes in oil prices (see chart below).

As shown on the chart above, dependence on oil is very much evident when looking at budget breakeven oil prices 
across the different countries. Bahrain and Saudi have the highest breakeven prices in GCC, at $105 and $90 per 
barrel respectively (based on 2017 estimates of expenditure and oil production).

At the other end, Kuwait has the lowest break-even oil price at $48 per barrel, which is the consequence of their 
relatively low level of budget spending. Oman’s breakeven oil price this year is around $80 per barrel and we estimate 
the UAE’s budget breakeven price to be around $52 per barrel.

GCCs budget breakeven oil price on decline • Source: IMF
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Below, we look at the way the GCC countries are han-
dling the transition into a “post-oil era”. The first part 
looks at the immediate actions most of them have been 
taking to rebalance their budget and some of their rev-
enues. The second part focus on the long-term plans 
which aim to drive growth of the GCCs economies into 
the post-oil era. 

Part I: The immediate reaction

The early response to these pressures has been bold. 
For the first time in decades, Gulf fiscal budgets had to 
go through cutbacks in expenditures, subsidy reforms 
and plans to diversify the revenue base of their respec-
tive economies.

In a nutshell, the immediate responses brought by the 
GCC states after the oil crisis have been the following:

 1. Subsidy Reforms; 
 2. Widening the Revenue Base; 
 3. Fiscal Reforms

Besides overall spending levels being reduced, the GCC 
nations made cutbacks in subsidies as well. According 

to the International Monetary Fund (IMF), GCC econo-
mies were estimated to have spent about $175 billion 
last year on post-tax subsidies, accounting for about 
10% of the region’s overall economy (see chart below).

Governments began by gradually lifting subsidies on 
gas, electricity and water, and placed higher levies on 
tobacco and other harmful products. Subsidy cuts aim 
to achieve efficiency in energy use, protect natural re-
sources, but most importantly they seek to put a stop 
to waste and irrational use (see chart below).

To mitigate potential stress resulting from subsidies reforms, the government introduced direct benefits targeted 
to lower and mid-income families. 

GCC domestic price reform in the context of falling international oil prices
Source: National government websites, and various national media

Subsidies as a % of GDP • Source: Bloomberg
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Widening the Revenue base: Levy Taxes and 
Fees &Value Added Tax (VAT)

The UAE and Saudi Arabia will be the first countries in 
the GCCs to introduce a VAT from January 2018. The 
rate for VAT is set at 5 per cent whereas excise tax will 
be 100 per cent on tobacco and energy drinks and 50 
per cent on soft drinks. Any business that meet the 
minimum annual income of Dh375’000 as confirmed by 
their financial records are required for compulsory reg-
istration with the VAT system.

A pan-GCC VAT has been discussed and would likely be 
a major economic reform in the region. It is expected to 
boost revenues and reduce the burden of the respective 
governments. According to the IMF, levying a 5% VAT 
has the potential to enhance the region’s non-oil econ-
omy by 3.5%.

Moreover, Oman approved a law which levies a 15% in-
come tax on all corporates without exception, thereby   
increasing the corporate tax rate from an earlier 12% 
imposed on firms earning more than OMR 30’000. The 
Sultanate also amended its fee structure on a range of 
services such as the services offered by the administra-
tion in a bid to increase its non-oil income.

Expat dependents levy: Saudi Arabia

Governments in the region are taking several other 
measures to increase revenues.

For instance, Saudi Arabia just introduced a new fee for 
expats’ dependents from July 1 2017. The fee starts 
at SAR100 for each individual dependent per month, 
amounting to SAR1’200 for one year. The monthly fee 
is set to further increase to SAR200 for each dependent 
from July 2018, SAR300 in 2019 and SAR400 in 2020. 
Dependents include the expat sponsor’s wife, children, 
parents, in-laws, maids and drivers who are registered 
under his name.

According to estimates, the new fees will add roughly 
SAR1bn to Saudi’s coffers by the end of the current 
year, rising to SAR24bn in 2018, SAR44bn in 2019 and 
SAR65bn in 2020.

Part II: Beyond 2017 - Fixing Economic Deficien-
cies and dependence on oil over the longer term

When oil prices collapsed in 2014, GCC countries were 
at different stages on the road towards economic di-
versification. The UAE had the largest reserves and 
was the most diversified among its neighbors. Saudi 
Arabia also had significant reserves, low debt levels, 
but was more dependent on oil revenues. Oman was 
also very dependent on oil, had the least reserves and 
was quite leveraged (see the two charts below).

While all GCC countries has already been embarking 
into some reforms, Saudi Arabia has been the most 
aggressive so far with the most important measures 
being the introduction of the 2020 National Transfor-
mation Plan and “Vision 2030”.

Saudi National Transformation Plan (NTP) 2020

The NTP is an ambitious plan which aims to diversify 
the Kingdom’s economy away from oil. One of its major 
goals is to generate 450,000 jobs, accelerate privatiza-

GCC countries could use their huge foreign exchange 
reserves to sustain fiscal expansion • Source: Respective 
central banks, IMF, Sovereign Wealth Fund Institute

GCC countries current status • Source: IMF, World Bank, 
DB, Euler Hermes, Value Partners) 

Summary of GCC countries status
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tion and cut sharply the state’s wage bill. The following 
are the main objectives of the 112-page NTP 2020:

1)   Generate 450,000 jobs in non-government sectors;
2)  Reduce the wage bill from 45 to 40 percent of the 
      state budget; 
3)   Implement more than 500 initiatives at a cost of 
      SR270 billion ($72 billion), 40 percent of which 
       would come from the private sector; 
4)   Raise non-oil revenues from SR163.5 billion to a 
       staggering SR530 billion; 
5)   Boost public assets from three trillion to five
       trillion riyals, a 67 percent rise; 
6)   Maintain oil production capacity at 12.5 million 
       barrels per day, while raising gas production from 
       11 billion cubic feet to 17.8 billion cubic feet daily; 
7)   Raise the number of annual hajj pilgrims from 1.5 
       million to 2.5 million, while increasing the number 
       of umrah (minor pilgrimage) visitors from seven 
       million to 15 million per year; 
8)   Build an international complex for marine
       industries that will provide 80,000 jobs and cut 
       imports by $12 billion a year; 
9)    Continue to cut subsidies, with reductions in water 
       and electricity subsidies projected to save 200
       billion riyals; 
10) Raise the value of non-oil exports from SR185 
       billion to SR330 billion; 
11) Cut the unemployment rate for Saudis from 11.6 
       percent to nine percent; 
12) Raise the proportion of women in the job market 
       from 23 percent to 28 percent; 
13) Increase investments in tourism from SR145
       billion to SR171.5 billion; 
14) Boost Foreign Direct Investment from SR30
       billion to SR70 billion

The plan is very transparent as progress and revi-
sions are constantly communicated to the public (vi-
sion2030.gov.sa/en).

Vision 2030

Laying the foundations through NTP2020, the Vision 
main goal is to create a more sustainable and diversi-
fied economy by (see chart on the right):

1) Privatization
2) Increasing non-oil revenue (i.e. Tourism, Mining)
3) Curbing public wages spending

4) Utilize other sources of financing
5) Reduce local oil consumption
6) Job creation

Privatizations

With the objective to boost the contribution of the 
private sector in the economy to 65 per cent of the 
economy by 2030, Saudi Arabia has created new com-
mittees to oversee asset sales in eight key sectors.
The program aims to rationalize public expenditure and 
reduce the burden on the government budget, while 
increasing government revenues from ongoing stakes 
in some of the sell-off targets, and via compensation 
for concessions and proceeds of the sale of shares cur-
rently held by the government.

Saudi Aramco is set for a record breaking IPO in 2018 
— other potential privatization candidates, include 
Saudi Arabian Airlines (Saudia), the King Faisal Spe-
cialist Hospital and Research Center in Riyadh, and 
the commercial aspects of Hajj and Umrah pilgrimage 
services. The “for sale” list further include the Saline 
Water Conversion Corporation, the King Abdullah City 
for Economic and Renewable Energy, government uni-
versities, the Saudi Health Council, and Saudi Post.

A value of $200 billion has been put on the privatiza-
tion program over the next few years, double the esti-
mated value of the Aramco IPO.

Deputy Crown Prince Mohammed bin Salman laid out 
his vision for the Public Investment Fund, which will 
eventually control more than $2 trillion and help wean 
the Kingdom off oil reliance. Listing Aramco and trans-

Saudi NTP 2020 build the foundations of Vision 2030 
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ferring its shares to PIF (public investment fund) will 
technically make investments the source of Saudi gov-
ernment revenue, not oil.
Apart from the Kingdom, Oman also signaled plans of 
privatizing firms in a bid to raise money and encourage 
private sector growth and development. Three state-
owned Omani companies are already confirmed to 
float IPO’s on the Sultanate’s local bourse this or next 
year and it is anticipated that firms in the mining, edu-
cation, transportation and healthcare services could be 
privatized by the government over the coming years. 
Qatar has indicated plans of privatizing a few state-run 
firms as well. We expect other economies in the region 
to follow suit as privatization will not only help in in-
creasing revenues but will also support development of 
the private sector.
Finally, the UAE is going ahead with privatizing Emir-
ates Aluminum and Emirates National Oil Company 
(ENOC) petrol stations and distribution arm.

Tourism

Saudi Arabia wants to welcome tens of thousands of 
tourists a year and showcase the country›s rich her-
itage, including pre-Islamic sites, and encouraging 
Saudis to spend some of their tourist money at home. 
The religiously conservative country currently does 
not issue tourist visas, though it ran a pilot program 
between 2006 and 2010 welcoming around 25,000 
visitors annually to see Saudi Arabia›s ancient archae-
ological sites and vast landscapes of mountains, coast-

line, valleys, volcanoes and deserts.
Travelers from Saudi Arabia, Kuwait, Qatar, the Unit-
ed Arab Emirates, Bahrain and Oman are expected to 
spend $216 billion on world travel by 2030, according 
to a 2014 study for the travel tech company Amadeus.
The study found that, on average, a traveler from these 
countries spends around $9,900 per trip outside the Gulf.
UAE, Qatar and Oman have their own ambitious plans, 
with Dubai being the leader and working to attract 20 
million visitors per year from 14 million as of last year.

Mining

Minerals sector is one of the top non-oil growth sectors 
for the Saudi. The country has been blessed with rich 
resources such as aluminum, phosphate, gold, copper, 
uranium and other raw materials. Although the sector 
has already undergone improvements, its contribution 
to economy has yet to meet expectations. The govern-
ment wants the mining sector to contribute $26 billion 
to the economy by 2020, creating 90,000 jobs.

Saudi have great ambition plans ahead and we already 
seeing very serious steps like allowing 100% foreign 
ownership in many sectors to attract foreign direct 
investments (FDIs), 100% Saudisation for services 
sectors like mobile shops and car rentals and most im-
portantly allowing women to drive which can increase 
women participation in the job market. We estimate 
that the Saudi economy can double by 2030 under the 
Vision’ full potential scenario (see chart below).

In a bullish scenario, Saudi Arabia could still double GDP by 2030 • Source: McKinsey Clobal Institute analysis

Key outcomes in 2014 and 2030
Constant 2013 prices (assumes $80 per barrel oil price)

1     Saudi nationals only and does not include 
     foreign workers

2     After possible taxes  ( pre-tax increase is 
     80% ) 

3     Reserve assets plus government 
     stock-market equity less gross debt
     ( as of end 2014 )  minus cumulative fiscal 
     deficits between 2015   and 2030

4        Excludes interest payments if government 
     chooses to finance deficits with debt
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Ecommerce

Internet spending in the Middle East is booming. In the GCC, it is expected to quadruple to reach $20 bn by 
2020. Business to customer (B2C) will represent 30 per cent of the total value followed by government to busi-
ness or customer (G2B/C) at 25 per cent and business to business to business (B2B) at 20 per cent.

With the recent acquisition of SOUQ.com by Amazon and the anticipated launch of the new local e-commerce 
site Noon.com, the shift to online shopping in the GCC has become more apparent than ever. A recent study 
from YouGov has found that 83% of local GCC millennials have shopped online in the past six Months, with 
42% shopping on local websites and 41% on international sites.

Digitalization

In the MENA region, a burgeoning online population, combined with mobile telephony, IoT, artificial intelligence 
(AI) and cloud computing, are propelling the data boom and ushering in the Fourth Industrial Revolution. 
Smartphones, IoT-enabled (Internet of Things) devices, automated machines – virtually anything that is con-
nected to the Internet – is creating a humongous amount of data in the region. Big data is the underlying driver.

The focus is now on ‘data monetization’ as the industry is looking to extract value out of the mountains of 
data that is available to it. By effectively capturing, storing, analyzing and disseminating data, companies can 
monetize and generate more revenue.
 
The UAE is leading the region in innovation through many initiatives. They introduced the world’s first flying 
taxi, hefty incentives to promote electric cars and targeting 25% driverless cars by 2030 (see chart below).

UAE ranks as one of world’s most digitally advanced nations, & a leader in driving innovation.
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Conclusion

During the era of high oil prices, Petrochemicals, industrials, state-owned enterprises and Power Utilities were 
the place to be for investors. As Middle-East economies are transitioning into the “post-oil era”, investors now 
need to focus on the sectors and industries which will benefit from this secular shift, namely Investment goods 
and services, infrastructure, tourism and very soon digital. 

Such a transition is not easy but as we have seen in the UAE over the last decade, it is achievable. We view 
recent development in the rest of the GCCs as very positive ones. 

We are encouraged not only by the reforms being implemented across all levels but also by the energy and 
strong willingness shown by the regional leaders to move forward. Should this trend persist, the region is defi-
nitely a place where global investors need to allocate capital.  

The 3 phases of GCC economic growth

State companies

Petrochems

Power utilities

Industrials

Infrastructure

Investment goodsand
services

Digital

VA
LU

E

HIGH OIL PRICE TRANSITION PHASE POST OIL ERA
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MIDDLE EAST EQUITIES
“Navigating through the storm”

MENA equities have been struggling over the last few years

Since 2011, the MENA region has been going through a serie of crisis: the Arab spring (and the destabilization in 
Egypt), unrest across the region and the collapse of oil prices in late 2014 have been among drama which not only 
weighed on the performance of the regional equity markets but also led to some drastic secular changes in politics, 
economics and most notably people’s lives.

Operating in such political uncertainty and economic conditions proved to be very tough for governing bodies and 
investors. As shown on the chart below, GDP growth has been slowing across the region since 2014 although it is 
expected to soon pick-up. Since oil prices collapsed in September 2014, MENA equities indices have been perform-
ing poorly, not only underperforming global indices but also posting a decline of roughly 32% (as measured by the 
S&P Pan Arab Composite).

That being said, such a difficult context has also been a unique opportunity for investors to distinguish well managed 
companies from the poor performers. During the years of high oil prices, many companies were simply hiding behind 
strong economic activities and government support instead of focusing on their intrinsic business. In this post-oil 
era (see previous section), relying on exogenous support is not an option anymore. To paraphrase Warren Buffet, 
“only when the tide goes out do you discover who’s been swimming naked”… 

In this article, we would like to shed light on companies that not only showed resilience, but also experienced robust 
growth and outperformed their peers over the past few years. 

GDP Growth has slowed down across the GCCs



PERSPECTIVES
October 2017

www.almalcapital.com

20

Identifying the winners and the losers

Understanding the different tides and forces that 
shaped and will continue to shape the region had 
played a major role in our investment process over 
the past years. The biggest challenges have been 
to understand the new economic reality but also to 
assess how the different countries will be affected 
and react. 

Over this period of time, regional equity mar-
kets volatility has nearly doubled and navigating 
through all the noise has been challenging, to say 
the least. But this crisis has also created unique 
opportunities for active investors, would it be at 
the sector or company level.

When it comes to identifying the sectors likely to 
outperform during a period of falling oil prices and 
rising geopolitical risk, it is obvious that certain 
sectors such as Healthcare, Consumer Staples and 
Telecoms were bound to outperform sectors such 
as oil and discretionary spending. However, with-
in a given industry, not all companies / stocks are 
deemed to perform in a similar way. The ability to 
adapt, endorse changes and take advantage of the 
situation can lead to drastically different economic 
and stock performance.

Importantly, as it is the case across the globe and 
throughout various economic cycles, long-term 
stock returns are dictated by earning growth and 
dividend policy. The task of any equity investor, 
would it be in our regional markets or elsewhere, 
has been and will remain to assess the impact of 
macro-economic changes on each company and in-
vest into the ones which are able to create share-
holder value.

As in any market, we need to own these companies 
at a price sufficiently below underlying value to allow 
for extreme volatility in a complex, unpredictable and 
rapidly changing world. Investing into strong compa-
nies with a margin of safety has been rewarding and 
will continue to be so in the coming years.

Below we highlight some opportunities we have 
been identifying across the region within Health-
care, Airlines, E-commerce, Transportation and Lo-
gistics.

Healthcare

Healthcare has always been perceived as a defen-
sive sector owing to the growing world population, 
higher life expectancy and technological advance-
ment. These secular trends make this sector im-
mune to short term volatility; it is the case at the 
global level and also in MENA. 

Indeed, Healthcare spending in MENA is expected 
to reach US$144 billion by 2020 with approximate-
ly US$69 billion coming from the GCC countries. 
MENA spending on Healthcare as a percentage of 
GDP is still relatively low when compared to de-
veloped markets, but a relatively small and young 
population will sustain growth over the coming 
years (see charts below).
 

Growth in demand of Hospital beds in the GCCs (total 
number of hospital beds)

Growth in demand for hospital beds in each GCC country 
(% change over 2015-2025) 
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The sector offers immense growth opportunities on the back of demand-supply imbalances. Still, certain 
players are better placed than others to seize the opportunity. NMC Healthcare is a high conviction name 
for us as it is a perfect example of company where the management has been able to navigate through the 
rough time owing to:

1) An efficient cost management; 
2) The use of their strong balance sheet to acquire assets during down cycle at attractive valuations;
3) Their strong capital deployment capabilities by doubling the bed capacity and limited exposure to government.

On the other hand, a company such as CARE in Saudi Arabia has been facing significant challenges due to 
high government dependence. They had to take provisions and things deteriorated even further after the 
ministry of healthcare re-priced down the contracts by 70% on average.

Unsurprisingly, the profitability of the two companies have been diverging as show below chart on the left. 
The dichotomy of performance between the two stocks is self-explanatory (see chart on the right). 

Airlines

Growth in the airline industry has been spectacular over the last decades and has been resilient during the 
financial crises. Nevertheless, airlines cannot be considered as the best business to invest in over the long 
run. To paraphrase Warren Buffet, “the Airline industry has been a death trap for investors” although he 
changed his mind earlier this year when buying American and Southwest Airlines stocks.

His long-term cautious view on Airlines seems still valid. The industry has too many moving parts and com-
petition often becomes irrational. In addition, periods of profitability are often short-lived and cannot be 
extrapolated.

That being said, one of the major disruptive forces recently has been the emergence of aircraft leasing. It 
is a natural development as airlines prefer to reduce risks and capital requirements by leasing rather than 
buying aircrafts.
This allows them to be more adaptive in a fast moving and rapidly changing industry. However, the leasing 
model has also brought immense competition as the barriers to entry are now much lower.

We do have a positive view on the aircraft leasing industry as it enjoys strong demand dynamics and requires 
a unique set of skills which keeps the usual lenders like banks and leasing funds away from it.

Profitability of NMC vs CARE Stock price performance of NMC vs CARE



PERSPECTIVES
October 2017

www.almalcapital.com

22

In MENA, one of the most experienced players is 
ALAFCO in Kuwait. They currently manage a fleet 
of 60 aircrafts diversified among tier 1 and tier 2 
clients, and are on the verge of a major growth ac-
celeration over the coming 5 years. They are plan-
ning to take deliveries of 117 aircrafts by 2021, 
which will double their fleet.

ALAFCO ranks in the #14th position with clients 
like Royal Jordanian, Malaysia Airlines, Garuda In-
donesia, Air Europa, Turkish Airlines, China Eastern 
Airlines, Air India, China Southern Airlines, Saudi 
Arabia Airlines. 

Geographical distribution of their leased aircrafts 
and the growth in revenue and profitability are 
shown below and on the top right.

Airlines top lessor’s order book (number pf planes as of 
the end of 2016)

Growth in revenue and profitability for ALAFCO (in 
million KWD)

Geographical distribution of ALAFCO leased aircraft

Ecommerce

The region is still at its very early stages when it 
comes to e-commerce and the growth potential is 
huge. E-commerce accounts for a meagre ~3.0% 
of total retail sales in the region but is expected to 
reach 15% in a decade. E-commerce backbone is 
a result of the ever growing internet penetration 
globally, but the real challenge for the traditional 
retailers is to compete with the scale, breadth of 
products and adaptability of e-commerce.

Many factors play into e-commerce advantage and 
lead to higher growth at the moment. There are 
110 million internet users in MENA with 30 mil-
lion already shopping online. Current total mar-
ket size is estimated at ~ USD15.0 billion with the 
UAE being the biggest market with ~USD2.5 billion 
last year, growing 20% annually while Saudi Ara-
bia is the second largest market at an estimated 
~USD520 million but the one with the strongest 
growth (+40%) – see chart below.

E-commerce market in the GCC will reach USD 20BN 
by 2020
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The sector is facing huge competition due to large 
players trying to capture market share. However, 
there is one sector that will benefit regardless of 
the ultimate winners – it is the transportation and 
logistics sector. 

Indeed, last mile delivery is where most of these 
online businesses fail and developing your own in-
frastructure requires huge investments in terms of 
systems and fleet. And as e-commerce entrepre-
neurs say “No one makes money on the last mile; 
it’s about minimizing losses”.

Aramex is one of the best managed companies 
within the MENA region. They are pursuing both 
organic and external growth across the fastest 
growing emerging markets.

Aramex bottom-line has been growing at double 
digit for more than 10 years and they still aim for 
double digit growth in 2017 & 2018. The compa-
ny embarked on a strategic expansion into new 
emerging markets such as Africa and Asia. Pacific 
Express courier accounts for over half of Aramex’s 
revenue and generates high gross profit margin, 
thus contributing 68% to gross profit. In Octo-
ber 2016, Aramex’s 60%-owned JV with Australia 
Post acquired the latter’s Star Track International 
(global e-commerce postal and supply chain solu-
tions) for USD48mn. This will enable them to cap-
ture the fast growing market of e-commerce in the 
Asia Pacific area.

Logistics

The Middle East and North Africa (MENA) is stra-
tegically located in the middle of the Far East and 
Europe, the cusp of international trade and com-
merce between the East and West. The region is 
positioned as a hub for international trade as well 
as transport and logistics companies.

Global enterprises considering exports to the 
MENA region view Dubai as their primary entry 
point to the market. With well-established, mod-
ern port facilities, attractive free trade zones and 
a locally headquartered marine terminal operation 
(one of the largest in the world), the region has 
much to offer to companies.

MENA has a large number of ports as all countries 
in the region have a coastline.
The largest port is Dubai/Jebel Ali (UAE) which 
handled 18.5 million twenty-foot equivalent units 
(TEUs) in 2017. Dubai is followed by Jeddah (Sau-
di Arabia), Sharjah/Khor Fakkan (UAE), Port Said 
(Egypt) and Salalah (Oman).

DP World (DPW) is the fifth largest marine termi-
nal operator in the world, with 65+ terminal span-
ning six continents with International operations 
account for 58% of total consolidated capacity 
thus providing diversification from weak regional 
economy due to lower oil prices. Developing strong 
operational capabilities and a network of ports 
around the major trading hubs provides a strong 
distribution network thus creating a one stop shop 

Online Shopping is gaining traction in all segments 
(breakdown by sector in 2016)

Growth in revenue and profitability for Aramex (in AED 
million)



for the clients having trading relations in various 
parts of the world.

Conclusion

The Middle East region has been facing many chal-
lenges over the past few years. But with every cri-
sis comes an opportunity - companies with strong 
fundamentals and skilled management have been 
able to capitalize on these difficult times to grow 
faster and acquire market share. Our deep research 
and strong bottom up approach help us to identify 
such companies and better withstand market vol-
atility.

Growth in revenue and profitability for DP World (AED 
million)
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Motorization rates are in-line with GCC peers

HOT TOPIC
“Empowering women in Saudi Arabia”

On the 28th of September, it was announced by a 
Saudi Royal decree that women will be allowed to 
drive in KSA, effective June 2018. The decision comes 
in line with the Saudi Vision 2030 and the NTP, by 
way of increasing the participation rate of women in 
the workforce (to 28% by 2020 from 20% currently).

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

Below, we briefly highlight the economic benefits 
of this move. Beyond this, we believe that investors 
should not underestimate the positive vibes that such 
decision will have on Saudi Arabia image locally and 
globally.

A positive economic impact

Saudi geography and lack of adequate public trans-
portation impose the use of cars as a way for com-
muting. This is easily identified by looking at the 
number of vehicles per 1000 population when 

compared to regional countries with more developed 
public transportation systems (424 for Saudi versus 
293 and 117 for the UAE and Turkey, respectively) – 
see chart below.

The main positive consequence of this decision will be 
the increase of women participation rate in the job mar-
ket. Saudi female population stands at around 13.6 mil-
lion of which 6.9 million are of the age group between 
20-50 years (see chart in the next page) and most of 
them can be considered as potential vehicles owners. 
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Moreover, Saudi women are on average better edu-
cated than Saudi men. But for the time being they 
are dependent on drivers. This makes it more dif-
ficult to enroll in the job market due to addition-
al costs. The new decree is thus a game changer 
and the target set by NTP to increase female labor 
participation rate from 20% to 28% by 2020 now 
looks achievable.

Another benefit to the economy would be a decline 
in remittances, thus, less pressure on the current 
account. There are currently 1.4 million drivers 
hired by households in Saudi and remittances in 
total accounted for 5.8% of 2016 GDP.

More generally, the move will benefit the whole 
economy over the longer term as a result of high-
er employment rate amongst women. Some studies 
expects this move to add around 0.5% to 1.0% to 
GDP growth over the medium term.

Sectors likely to benefit

In terms of sectors, the immediate impact would be 
more pronounced for car dealers, car rentals and 
insurance companies.

The gradual increase in car ownership as women 
gain access to motor vehicles should revitalize the 
aforementioned sectors. However, as shown above, 
motorization rates in Saudi Arabia are already 
among the highest in the GCC. 

Insurers would benefit from a decent increase in car usage 
but also from lower net loss ratios (versus those for men) 
due to reduced likelihood of automotive accidents, fewer 
violations and less frequent driving than for male drivers.
Over the medium term, sectors such as consumer discre-
tionary and banks should also be largely benefit. Indeed, 
the impact on spending should materialize gradually. 
Household discretionary spending (total spend excluding 
food and housing) in KSA as a proportion of gross income 
is already among the highest in the GCC. We expect mini-
mal near term impact on spending (except for a potential 
spike in vehicle purchases in H2 18e), but see a significant 
long term catalysts for discretionary spend across orga-
nized retail outlets going forward.  

Conclusion

We applaud the new spirit and drive for change in Saudi. 
The pace of reforms in the Kingdom has indeed surprised 
most observers. We view this news as a net positive for our 
bullish thesis on Middle East equities. 

Final Words

As highlighted in this publication, the biggest risk for 
investors so far this year has been to not be invested. 
We believe that the opportunity cost to stay in cash 
will prevail in the medium-term. 

As no one can predict the future perfectly, investors 
need to consider taking a different approach: prepare 
for a variety of outcomes by looking at longer-term 
trends and improving the diversification and quality 
of their investments. 

Being invested has provided attractive returns in the 
past. And while past performance doesn’t guarantee 
future results, stocks outperformed bonds as well as 
inflation and cash. In addition to beta exposure, allo-
cating selectively to alpha opportunities can improve 
further portfolio returns. This is precisely our mission 
at Al Mal: provide to our clients market exposure but 
also the best alpha opportunities in regions and mar-
kets where inefficiencies can still be exploited. 

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

Women as % of population (by age bracket)
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