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Editorial
Welcome to the ninth edition of Perspectives.
Many investors were expecting some type of market correction in October, but the only thing that crashed last month was
volatility. Despite being historically the most volatile month of the year and even as we commemorated the 30th anniversary of the Black Monday stock market crash, October 2017 happened to be the calmest on record for equities. Indeed,
the CBOE Volatility Index recorded the lowest monthly average in its history, according to data compiled by Bloomberg.
While most market observers point towards Bitcoin and the Nasdaq as an accident waiting to happen, this edition of
Perspectives takes a close look at another bubble, namely the 8 trillion dollars of bonds currently trading at negative
yields. The “Hot Topic” of the month is about Japanese equities, which is breaking out from a 20-year trading range. To
our opinion, there are reasons to believe that this time the recovery could be for real.
We then have a look at Search Funds, a niche within Private Equity. The Middle East equities section focus on the Trade
& Logistics in the UAE. Last but not least, we shed light on a very important development for Al Mal – our partnership
with Azimut, one of the largest asset managers in Europe. We explain how this partnership and the move to a UCITS fund
format will enable us to promote our Middle East equities strategy beyond the GCC borders.
We hope you will enjoy this issue.
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INVESTMENT THEME

“The $8 trillion debt bubble”

Nine years after the 2008 crash and ensuing economic recession, the ratio of US Household assets
to disposable income has reached a new high.
Unsurprisingly, many investors now fear that another bubble is on the making and could soon
burst. Interestingly, they do not necessarily agree
on which assets are in bubble territory.
Bitcoin, Canadian real estate, the Nasdaq, ETFs,
luxury cars, etc. are often cited. As a matter of fact,
some prefer to bring them into one basket and call
this bubble the “everything bubble” as shown on
the chart below.

Household financial assets relative to disposable income
Source: TheFelderReport.com
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In this article, we would like to shed light on the one
which could affect the most global investors – i.e
the growing “bubble” in the Fixed Income market.
A wall of money
As discussed in a previous edition of Perspectives
(April 2017 – “The ETF Bubble”), ETFs (exchangetrade-notes) have enjoyed massive inflows and are
increasingly being accused of inflating valuations
in the equity market. We would agree that the rise
of equity ETFs has been impressive and that too
much money into passive instruments (versus active) could ultimately create some distortions and
liquidity issues over time. However, it is worth noting that inflows into equity ETFs have simply offset
outflows from mutual funds.
In point of fact, since January 2015, equity mutual funds have lost $400 billion in assets under
management whereas equity ETFs have been adding $500 billion; the net flow into the equity asset
class has thus been around $100 billion. This is a
large absolute number, but given the maturity of
the equity cycle (almost 9 years of bull market),
this is not the type of “hype” on equities observed
at previous peaks (e.g 2000 and 2007).
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Equity mutual fund and ETF flows, 2014 to 2017
Source: Bloomberg

However, there is another ETF frenzy which is currently taking place on the bond market. Since January
2015, Fixed Income ETFs have grown by more than
$200 billon. But contrary to the equity market, bond
mutual funds have also been gathering assets – not as

quickly as ETFs but they still absorbed a net $20 billion
since the start of 2015 (see chart below). Flows into
bond funds (both ETFs and mutual funds) have been
accelerating recently and are now averaging a billion
dollars a day.

Bond mutual fund and ETF flows, 2014 to 2017
Source: Bloomberg

These huge flows have started to raise eyebrows.
Recently, Torsten Sløk, Deutsche Bank’s Chief International Economist, identified the $8 trillion
of government and corporate bonds with negative
yields as the ultimate bubble.
As shown in the chart on the right, 17% of all bonds
outstanding are still trading in negative yield territory.
From his view, this is not a normal situation. This is
a legacy of the amount of stimulus that global central banks had to pump into their economies after
the recession, partly by buying massive amounts of
government bonds. Investors have been following
the move, pushing bond yields below zero in Japan
and in some parts of Europe.

$8 trillion bonds outstanding trade at negative interest rates
Source: Deutsche Bank
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Not only are these $8 trillion a bubble by itself
but these negative yielding assets have pushed
investors around the world into all kinds of other asset classes such as Investment Grade credit,
loans, mortgages, High Yield bonds and emerging
markets fixed income, hence creating more fixed
income bubbles.
How bad is the bubble?
By observing the market, it is possible to create a
little “museum of horrors” for fixed income. Here
are a few “species”:
• On August 2, 2017, the Republic of Iraq $1
billion issue of 6.75% coupon 2023 bonds at
tracted bids of $6.6 billion;
• One month earlier, Argentina issued a 100-year
bond at a yield of 8% as yield-starved investors
likely forgot that the country defaulted seven
times on its international debt and five times on
its domestic debt in the past century;
• Despite the lack of a sustainable bailout agreement, the IMF’s insistence that Greek debt be restructured, and the fact that the Hellenic Republic
has been in default for half its history, the country
was warmly welcome back to the bond market with
a €3 billion issue of 5-year bond in July, which currently yields 4.6%;

BB Euro high yield index now yield less than US Treasury
Source: Bloomberg

In a very interesting research article, Vincent Deluard
made some comparisons between the 2000 dotcom
bubble and the current fixed income “frenzy”. He first
put things into perspective to help better understand
the size of the bond funds flow.
According to the Fed’s Flow of Funds, U.S. households poured $5.4 trillion into equity funds between
1992 and 2001. Encouraged by the desire of corporations to dump their defined-benefits liabilities onto
401-k plans, the rise of online brokers, etc., retail investors rushed into the stock market to push it into
a prolonged state of irrational exuberance. But from
his view, the 90s equity bubble looks pale in comparison with the 2010s bond bubble: households added
a staggering $8.9 trillion to their bond holdings since
2008 as shown on the chart below.

• Lenders willing to lock their money with the Republic of Botswana for 23 years are rewarded with
a yield of 5.3%. This might sound reasonable given the country’s rating of A2 but the bonds were
actually issued in the Botswanan Pula, a currency
that has depreciated by 78% in the past 25 years;
• Gazprom’s bonds are the largest holding of the
Markit iBoxx Euro Liquid High Yield Index. Its
1-year paper fetches 61 basis points. Talking about
Euro High Yield, it is worth highlighting that the
BB- rated Euro High Yield index now yields less
than the US Treasury index (see chart on the top
right), as “Junk-bond tourists” have been crowding
into non-investment grade.

www.almalcapital.com

A tale of two bubbles – Equity fund flows in the 90s
and bond flows in the 2010s
Source: Bloomberg

Vincent Deluard made another interesting point: the
two bubbles share the same demographic explanation. In the 90s, America’s greatest generation was in
its 40s and the great moderation of the productivity
miracle offered the promise of permanently higher
economic growth. Both demographic and sentimental
factors pushed boomers into equities. 20 years later,
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these boomers approached retirement and needed
income. Economists rationalized this shift by arguing
that rates would stay “lower for longer” amidst the
“secular stagnation” of the “new normal”.
Based on the above, can the current bubble in fixed
income be rationally explained? Should we fear the
bubble to soon burst?
Below, we review the factors behind this fixed income
bubble and what could be the triggers for a potential
“bond crash”.
The 4 elements behind the current fixed
income bubble
The reasons behind the bond bull market and its (irrational?) exuberance have already been well documented but we would like to outline below the four
elements which have spurred the current bond mania.

Cumulative GDP growth post-recessions
Source: Credit Suisse

“It’s different this time”
There are indeed some structural reasons for inflation (and thus interest rates) to stay low. In a recent
research, Morgan Stanley Ellen Zentner highlighted the impact of technology on inflation. They see
technology as a longer-term disinflationary force as
services like Uber, Amazon and Airbnb have allowed
consumers to purchase goods and services at lower
cost, but similar quality. In the same research report,
they see US oversupply, China overcapacity and the
dollar bull market as further reasons for inflation to
remain tepid.
A visible hand

A sound rationale
True, there are some fundamentals reasons behind
the ZIRP (Zero interest rates policy) and then the
NIRP (Negative interest rates policy).
The current economic recovery has been lagging in
amplitude past recoveries, as show on the chart on
the top right.
The very low (if not negative) yields act as anchors
for the rest of the bond market. And despite a pick-up
in growth rate, we are not seeing any meaningful acceleration in inflation which means that interest rates
should stay lower for longer.

The bull market of 2010s is seen by most observers
as a legacy of the amount of stimulus that global central banks had to pump into their economies after
the recession, partly by buying massive amounts of
government bonds. Led by the US Federal Reserve,
central banks have themselves become huge buyers
of bonds, driving up prices and pushing yields below
zero. This policy of quantitative easing was meant to
reduce interest rates for business and personal borrowers, stimulate growth, buoy inflation and force
money managers out of safe haven investments. From
less than $1tn in 2007, the Federal Reserve’s balance
sheet has more than quadrupled in size. As the financial crisis spread to Europe and Japan, the European Central Bank, Bank of Japan and Bank of England
joined in the expansion. All told, the balance sheets
of the four central banks have surpassed $14tn. With
the Swiss National Bank and Sweden’s Riksbank, that
figure climbs to $15tn and accounts for a fifth of the
six countries’ total government debt.
www.almalcapital.com
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Along with central bank interest rate cuts — including
setting unprecedented negative rates in Europe and Japan — the bond-buying programs explain why $8tn still
trades with a negative yield, as shown on the chart below.

Bonds held by central banks and total negative yield
debt in trillion $
Source: FT

The invisible hand
This hand is actually not that invisible. Investors have
been walking in the footsteps of central banks and buying these bonds for their perceived safety. Some institutions like banks and insurance companies have also
been buying these bonds because they are required to.
But this low or negative yielding environment has also
pushed investors further out of the risk spectrum to
generate returns. As the average U.S. pension plan is
still trying to generate a return of 7.5 percent, and because they can’t put everything in equities to generate
that return, a wall of money is going into junk bond
debt with light covenants or risky emerging markets
debt to get that extra yield.
What could trigger a bond crash?
We’ve been in one of the longest expansionary periods
in postwar history. That, combined with asset-price inflation, poses a potential risk. Should one or several
of the 4 elements mentioned above begin to be challenged, there is a then a risk for the bond bubble to
burst.
Take inflation, which is not seen as a risk by the majority
www.almalcapital.com

of investors at this stage. Over the past few months,
reflationary signs have been accumulating worldwide.
In the US, wages growth seems likely to accelerate as
the job market continue to heal. In Japan, Prime Minister Shinzo Abe has asked Japan’s chief executives to
help consumers feel richer by hiking wages 3% in the
coming year. Meanwhile, commodities seem to emerge
out of their prolonged bear market (see previous edition of Perspectives) and the Chinese renminbi has appreciated almost 7% since the start of the year. As a
reminder, the weakness of the Chinese currency was
pointed out as one the culprit for the deflationary environment of 2015-2016. To our opinion, the “lower
inflation for longer” seems to be a highly consensual call for now and any upside surprise could trigger
a change of monetary policy and a rise in long-term
bond yields.
While the new Fed Chairman Jerome Powell seems to
be willing to follow Yellen’s path, the Federal Reserve is
already trying to unwind the $4.5 trillion balance sheet
it stoked after the recession by gradually ceasing reinvestments of its fixed-income assets as they mature.
While this looks unlikely to pop the bubble by itself,
the real test might come when other central banks will
also start to decrease the size of their balance sheets
and/or hike rates. The true risk for fixed income holders will then become apparent: it is when the negative
yielding bonds will move into positive yielding territory that investors will then consider getting out of the
most risky part of the bond markets (junk, emerging,
leveraged loans, etc.) to come back to higher-yielding
government bonds.
Hence will come another reality check for the bond
market which is the liquidity risk. Indeed, most investors in mutual funds and ETFs probably don’t worry
much about liquidity at this stage.
After all, fund shares can be bought and sold easily anytime online, and trades are completed in one
to three business days. But there is another layer of
trading — the trading the funds themselves do when
a wave of selling by investors requires the funds to
sell some of their assets — that has the SEC worried
about liquidity. And the commission wants investors to
be more aware of the risks it sees. The issue is particularly pertinent for the fixed-income fund market since
the assets that some of those funds hold are very thinly traded.
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The SEC’s concern is that some mutual funds and ETFs
may hold too many securities that aren’t easy to sell
quickly. As a result, the funds might not always be able
to adjust their holdings without “materially affecting”
the funds’ net asset value per share, the commission
said in its September 2015. In other words, selling a
substantial amount of illiquid securities quickly could
drive down their price, resulting in a big loss for a fund,
lowering its value and thus triggering a negative feedback loop that could bring down the broad fixed income market and thus “pop the bubble”.
The declining liquidity of the fixed income market is
something which has been broadly documented for
some time now. As a remainder, the main concern has
been the downsizing of investment banks’ fixed income
inventories for regulatory reasons, at a time when the
total stock outstanding has surged (see chart below).
This dichotomy could create massive bid-ask spreads
widening the day bond holders wish to take the exit
door at the same time…

Primary dealer inventories of corporate bonds vs.
total stock outstanding
Source: Deutsche Bank

Will too much debt keep the fixed income
bubble alive?

Global debt levels surge
Source: McKinsey

Conclusion
Timing the burst of a bubble is a very risky and difficult exercise. As mentioned in this article, we are
starting to see indicators of irrational exuberance on
the fixed income markets. When discussing with investors, there are obvious signs of complacency when
it comes to the direction of yields and spreads. Leveraged fixed income, light covenants junk papers and
highly illiquid papers continue to be accumulated regardless of the true risk-reward profile of the underlying securities.
We would thus advise to look at the fixed income market with more caution than before, especially when it
comes to papers issued by the riskiest borrowers and
on the less liquid segments of the market.

Despite all the aforementioned risks, there is a silver
lining though. Some of the bond bulls indeed believe
that any rise of interest rates and bond yields will actually self-correct over time for a very simple reason –
there is so much debt within the global economy (see
chart on the top right) that any rise of yields would
trigger another recession which would then spur another virtuous circle for bond markets, i.e lower inflation, more central bank intervention, thus more bond
buying leading to ultimately tighter spreads as investors will again be starving for yields…
www.almalcapital.com
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HOT TOPIC

“Japan, the quiet bull market no one is talking about”

Japanese Prime Minister Shinzo Abe’s bold bet on
an early election has paid off.At the end of October, his Liberal Democratic Party (LDP) and its coalition partners scored a stunning victory, securing
a “super majority” in both houses of parliament.
While this effectively amounts to a continuation
of the so-called Abenomics stimulus policies, investors were not prepared.

In the week prior to the election, Japanese equity
mutual funds suffered net outflows of $4.4 billion —
the largest negative number since 2002.
And as shown below, despite the Nikkei 225 strong
performance since the start of the year (+18%), we
continue to see outflows on the Japanese equity
ETFs.

Flows into Japan equity ETFs are not showing any form of enthusiasm
Source: Strategas
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There are only a few believers in a sustainable Japanese bull market. And, on the surface, why should there
be? When thinking about Japan, many who started
following markets closely in the 1980s or later know
nothing else besides year after year of recession, deflation, rising debt levels, aging demographics and a
poorly performing stock market.
Still, we do believe that there is an interesting contrarian call to be made on Japanese equities. It’s been a
long, slow process but we believe that investing conditions are changing in Japan for the better, making the
country’s markets worth a look. Below we highlight five
reasons to take a serious look at Japan.
Reason #1: Improving economy
Economic growth has been improving in Japan with six
straight quarters of real gross domestic product (GDP)
growth, the longest streak since 2005–2006 (see chart
below). That streak included a quarter that was essentially flat, so you have to go back to the mid-1990s to
find a streak of six quarters with meaningful growth.
A potential 1.5% increase in GDP in 2017 (based on
Bloomberg consensus forecasts) does not sound like
much, but it is the fastest rate of growth since 2013.
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Reason #2: More abenomics
As mentioned in the introduction, Prime Minister Abe
has consolidated power in the last election as his ruling coalition - his Liberal Democratic Party (LDP) and
coalition partner Komeito - retained its two thirds parliamentary majority, providing a mandate for more of
Abe’s “three arrows” plan, including:
1) government spending, 2) monetary policy, and
3) structural reforms.
The first arrow, government spending, is tricky given
Japan’s heavy debt load. But the second arrow is firing on all cylinders, as the Bank of Japan (BOJ) is expected to continue its aggressive securities purchases.
The BOJ is also expected to continue capping interest
rates at zero to support bank lending and encourage
investor risk taking, even as the U.S. and Europe pull
back support. This divergence in monetary policy may
help keep the value of the yen down, which may help
Japanese stocks.
A weak yen helps support Japanese exporters, which
are critical to the country’s growth prospects. As shown
on the chart below, the Japanese Yen seems to continue weakening which should support the economy and
the equity market. According to some measures, the
Japanese Yen is the cheapest it has been in 32 years.
In a globalized world, corporate profits typically show a
strong correlation with cheaper exchange rates.
This is the crucial difference between now and previous
Japanese bull markets over the last 20 years, where
the Yen was expensive.

Longest streak of Japanese GDP growth since
2005-2006

Japan is also making progress in its battle against inflation. Wages have started to pick up, albeit gradually,
putting some upward pressure on Japanese interest
rates. Although unemployment in Japan has always
been low, the quality of jobs is improving. More stimulus and additional structural reforms could help an
already improving picture.

A dollar rally will support Japanese equities upward move
Source: Strategas

www.almalcapital.com
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The structural reform arrow is still a work in progress,
but deregulation, immigration reform, and encouraging
women in the workforce are among some of the policies that can help offset the demographic headwinds
of an aging population.
Reason #3: The “micro” story
Japanese macro headwinds have been known by everyone. Far fewer understand the micro story. Over
the past 25 years, Japanese companies faced the twin
burdens of chronic deflation and an overvalued currency. Consequently, corporate Japan has been forced to
reinvent itself. As a result, Corporate Japan is now extremely lean and efficient.
Corporate governance in particular has gone a long
way. For many years, one of the big knocks on Japanese stocks was that the companies were not managed
for the shareholders, but rather for social good. The
corporate culture in Japan has been changing, and increasingly we are seeing companies run more for the
benefit of shareholders, with smarter capital allocation
decisions and more cash returned to shareholders in
the form of dividends or buybacks - see below.

Another important point to keep in mind is that Japan is the hub for companies at the forefront of several
technologies reshaping the global economy — including robotics, electric cars and alternative energy.
Reason #4: Undervalued, unloved and
under-owned
In theory, better corporate governance, returning more
capital to shareholders, and higher ROE should translate into higher valuations for Japanese stocks. Yet, as
shown below, the Japanese market is slightly cheaper
than the U.S. and also cheaper than Europe.
On a forward price-to-earnings ratio (PE) basis, the PE
for Japan is 14.2 compared with 17.9 in the U.S. and
15.1 for Europe, despite comparable expected earnings growth in Japan. Consensus earnings estimates
are calling for 18% earnings growth for 2017 and 7%
in 2018.

Japanese stocks Forward P/E valuations
Source: Factset
Shareholder return at Japanese companies

For example, since 2006, dividends for the MSCI Japan
Index have grown by an average of 5.9% per year, not
far behind the equivalent in the U.S. (7.5%). Growth in
share buybacks has been even stronger over this period, increasing by 9.8% per year, more than five times
the growth rate of buybacks for the S&P 500 Index.
Aggregate Japanese return on equity has been quietly
trending upwards and corporate profits just hit a record
high relative to GDP. Japanese companies also happen
to sit on top of USD $4 trillion in cash. That means
capex can be radically increased without borrowing.
www.almalcapital.com

Another striking element (and one explanation for the
above) is that Japan remains unloved and under owned
by international investors, which is a positive from a
contrarian perspective.
Indeed, the latest data on investor positioning show
that U.S. investors are underweight the country’s equities. Furthermore, the recent Barron’s Big Money
poll — a survey of more than 140 money managers
across the country — showed that only 6% expect Japan to be the top-performing market over the next 12
months, the lowest of the five choices (emerging markets, Europe, U.S., China, and Japan). As international
asset allocators realise Japan’s potential, inflows are
expected to support market’s valuation.
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Reason #5: Technical picture is improving
The Japanese Nikkei broke out to fresh 21-year highs
at the end of October. This strong momentum has led
to some favorable chart patterns for this market from
a technical analysis perspective.
The current pattern, which began forming in July 2015,
breakout above a key resistance in September 2017,
increasing the likelihood that the Nikkei 225 continues
to move higher over the long term.

Is the Nikkei today the Dow in 1982?
Source: Strategas

A significant structural breakout for Japan this month
Source: Strategas

Conclusion
Last month, the Japanese Nikkei 225 rose for 15
consecutive days, one of its best runs since 1949
and the longest in nearly 30 years. While the market
might have gone a little bit ahead of itself in the
short-term, we do think that a synchronized global
expansion should support growth and earnings momentum in Japan and thus extend the rally.
We thus believe that this Japanese equity bull market is for real. An interesting historical comparison
could be with the Dow Jones between 1964 and
1983.
The US index had been range trading during the period before breaking out of its 20-year base.
This breakout was the start of a huge secular rally
which still hasn’t ended. The recent breakout of the
Nikkei 225 from its 20-year base may be the start
of a similar story.
www.almalcapital.com
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ALTERNATIVE ASSETS

“Search Funds, a niche within Private Equity”

Forewords: sources of this article include Stanford Center for Entrepreneur Studies (CES), IESE, The Operand
Group, Relay Investments
At the time of disruptive business models, “uberization” of the economy and “everything-on-demand”,
similar revolutionary capital raising models are being
developed within the financial industry. Crowdfunding platforms and “Peer-to-Peer” lending have been
attracting the most attention. But there is one niche
within Private Equity which is developing at a very fast
pace while staying under the radar of most generalists.
Indeed, an increasing numbers of talented entrepreneurs are raising acquisition capital to buy lower middle-market businesses using Search Funds.
Search Funds are not a new concept. In 1984, H. Irving Grousbeck, the Director of the Center for Entrepreneurial Studies at the Stanford Graduate School
of Business, pioneered a new investment model, commonly termed a “search fund”. The objective of this
first Search fund was to provide a vehicle for young,
aspiring entrepreneurs to search for, acquire, manage,
and grow a company.
Search funds started slowly in the 1980s and then
picked up steam in the ’90s and 2000s. Over the last
few years their number has started to expand, as
www.almalcapital.com

shown on the chart below. As recently as 5 years ago,
15-20 closed searches would have been a so-called
“busy” year. It is estimated that more than 50 searches
closed in 2016.
Search Funds have become one of the fastest-growing
niches in the alternative asset management space, rising dramatically both in terms of the number of funds
in the market and the capital available to back them.

Search Funds activity per year
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What is a Search Fund?
A search fund is a two-stage investment model used by
entrepreneurs to raise funds from investors to search
for and eventually acquire a small-size company. As the
most popular model in the entrepreneurship through
acquisition (ETA) category, search funds attract many
young business school students who are interested in
both private equity and entrepreneurship.
The main difference between search funds and other investment instruments, such as venture capital or private
equity, is that they are created expressly to capitalize on
the entrepreneurial and leadership potential of young
executives or recent MBA graduates.
Search Funds have carved out a niche in the private equity space – the category is almost exclusively focused
on acquiring lower middle-market businesses earning
$1M-$3M of EBITDA. The fund searches for a highgrowth, high-margin business, valued at $5-20 million.
Acquisition targets are typically businesses that have
an older founder looking to retire, a middle-aged founder looking to turn over the reins, or a warring pair of
co-founders that elects to bring in new management.
As “Searchers” have usually no experience as CEO,
Search Funds target companies that have straightforward operations, a margin of safety in profitability, and
feature few “red-flag” risk factors like high customer
concentration or non-recurring revenue.
The lifecycle of a Search Fund
Search Funds typically go through four stages:
Obtaining Capital to Create the Fund
The aim is to raise enough money to pay the entrepreneur’s salary while conducting the search, as well
as cover the costs (travel, due diligence, etc.) incurred
throughout the process. Typically, the initial search capital can range from around USD 400-600K;
Search and Acquisition
The search for the right company to acquire can take up
to 2 years which involve:
a. generating deal flow and screening potential
candidates;

15

b. assessing seller interest and performing due
diligence on the target company;
c. negotiating the terms of the acquisition;
d. raising debt and acquisition equity capital
The entrepreneur identifies a promising target and
makes a buyout offer. The decision-making process
leading up to the acquisition is guided by variables such
as geographic location, industry, earnings before interest, taxes, depreciation, amortization (EBITDA) and
other standard business valuation indicators. A typical
search fund considers around 300 potential targets before making the acquisition.
In exchange for this up-front equity, the entrepreneur
(or “Searcher”) is obligated to give his investors a right
of first refusal on any deals. Each investor in the Search
Fund has a right to invest his pro rata share of the equity
tranche required to close the transaction. Any monies
that were contributed to the Search itself are rolled into
the equity as well, irrespective of the investor’s decision
to invest or not in the follow-on transaction.
As compensation for this risk, investor initial equity is
usually stepped up by 50% - for example, an investor who
seeds the Search with $30,000 will get $45,000 of equity
in the acquired company independent of his decision to
invest further, if and only if the transaction goes through.
Operation and Value Creation
The searchers take over management of the company
usually for up to 5-7 years (no fixed time limit). He/
she assumes a key operational role in the acquired company, usually as CEO, in which he/she will theoretically
remain until an opportunity to exit arises. Typically the
seller watches over the transition of management while
acquisition capital investors form and advisory board to
the searchers.
Exit
Towards the end of investment horizon the company is
being sold to realize value created by the management
team. The search fund promoter provides investors with
a substantial cash return on their investments by selling
to a strategic buyer or launching an IPO.
The complete life cycle of these funds is normally upwards of 5-8 years, and thus demands a strong commitment by the entrepreneur.
www.almalcapital.com
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Search Funds investment process

Growing popularity
The fact that Search Funds have grown in popularity should come as no surprise. Since the Great Recession, increasing numbers of talented MBAs are
forgoing careers on Wall Street in favor of paths
with greater autonomy, even at the cost of shortterm compensation.
Acquiring a business is attractive to many entrepreneurs who don’t want the risks associated with
start-ups and/or have immediate cash flow needs
to support young families or student debt.
Most important to the discussion of Search Fund
growth, however, is the inexorable aging of the U.S.
population.
According to several studies on the subject, business equity represents almost 20% of the volume
of wealth that needs to be transferred by Baby
Boomers.
The economy has developed Search Funds as just
one of the tools required to handle the biggest intergenerational wealth transfer event ever.
Bandwidth as the biggest constraint
Search Funds are more than just a tool for buying
small businesses, however. Search Funds are invested in by a small number of serial investors, and
www.almalcapital.com

for a good reason.
Searchers, lacking comprehensive CEO and deal
sourcing experience, rely on their investor group
for mentorship and guidance, many times to great
degree.
The time demands on Search Fund investors is so
great, in fact, that many view bandwidth, as opposed to capital, as the biggest near-term constraint facing the Category.
Investors are counted on to provide feedback on
candidate transactions, assist in due diligence, help
negotiate deal terms, and oftentimes serve on the
acquired company’s board.
All of this is expected in exchange for the opportunity to invest an amount of money that, by traditional private equity standards, is absurdly low.
Investors in Search Funds will be hard pressed to
deploy over $1 million in any one opportunity.
Strong historical performance
A study by Bain & Co, Cambridge Associates and
Credit Suisse show that over the past 15 years,
Search Funds have formed one of the best performing asset classes in terms of returns, producing in
aggregate a pre-tax IRR of 34–37% and an aggregate, pre-tax return on invested capital of 10x.
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Search Funds are likely to stay a niche
Indeed, among the 40-50 serial investors in Search
Funds sit around a dozen fund platforms which is considered as extremely small. Deploying capital in the
category is rather difficult. Most of those platforms
are managed by veterans of Search Funds or Search
Fund investing. There are only a few newcomers and
outsiders; this scarcity can be explained by the fact
that Search funds are very demanding in terms of
manager’s time and energy. While the traditional Private Equity universe favors large investments as a way
to improve margins, this cannot be applied to Search
Funds investing.
Search funds offer a compelling set of value propositions to investors

Aggregate Search Fund IRR in 2001-2016 versus
other asset classes

So why is this tiny little niche of the investment
universe performing so well?
There are various reasons for this. For instance, the
Search Fund category reaps the benefits of being
sponsored by academic institutions with a penchant
for research. They are extremely well-defined in their
terms and syndicated by rule, leading to easy access
to data. Another reason for success is that the Search
Fund structure creates more opportunities than is enjoyed by other similarly-sized investment firms to find
solid companies to acquire outside the auction process.
But the most credible reason for this success has probably something to do with alignment. Searchers actually have to run the company they acquire, and run it
well if they want to make up for the opportunity cost
of having chosen the entrepreneurial path to life. Investors, for their part, have to bring more to the table
than just a check. Effective feedback and ongoing guidance is not just sought after – it is required. This by the
way explains another aspect of Search funds which is
the lack of institutionalization.

The first is access to proprietary investment opportunities. Search Fund principals predominantly source
proprietary deals by screening the country (and the
world) for companies that fit the financial criteria of
the Model. For LPs often the most dramatic investment gains can be realized through direct co-investment alongside the fund into portfolio companies.
The unique two-stage investment process attending
Search Fund affords this option better than other
private equity fund investments: first, at the point of
acquisition there is an opportunity for co-investment,
and second, at future points when the acquired company needs growth capital, there are further opportunities for direct investment.
The second value proposition is diversification at an
attainable investment amount.
Most high-net-worth-individuals (HNWI’s) have a private equity portfolio containing one or two “special
situations” they were referred by friends or business
associates. Most private equity fund portfolios will
contain no more than a dozen investments sourced
through competitive but expensive processes. In contrast, Search Fund portfolios typically consist of dozens of minority interests in profitable businesses.
Last but not least, the unique Search Fund model also
provides protections against downside risk. First, when
a Search Fund investment fails it is usually pre-acquisition, thus mitigating the amount of capital that
could have been lost. Second, the investment focus is
on already solid, profitable companies: all the Search
www.almalcapital.com
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Managers need to do to return the invested capital
(without investment gain) is not actively destroy value.
When executed properly, the Search Fund strategy’s
primary risk is not a failure of enterprise, but a failure
of growth.
Conclusion
Search Funds have emerged as a new paradigm in entrepreneurship and investing, and it is growing at a
speed that typifies the pace of change across the economy at large. We are currently in discussion with a few
highly regarded Search Funds in the US and will soon
be able to share the results of our due diligence with
our clients upon request.

Statistics on search fund operations
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MIDDLE EAST EQUITIES

“Trade and logistics in the UAE”
When it comes to the 20th century, many will pinpoint
technological advancement and breakthroughs in
transportation, medicine, space travel, communication
and many other tangible discoveries.
But one of the least perceived changes and milestone
in the past century was the commencement of free
trade after world war II, namely after the United States
brought its allies together for a conference at a place
called Bretton Woods.
Before that, global trade was based on an imperial system. France, Great Britain, and Japan traded with their
colonies, and their fleets protected that trade.
Realizing the importance of trade, soon after the United Arab Emirates was formed in 1971, logistics and
transportation became key areas of focus for Dubai.
The city has come a long way, developing at a fast pace
and emerging as a global logistical hub which includes
1) world class airports connected by over 100 airlines
to more than 240 destinations; 2) large modern seaports and; 3) a state of the art infrastructure with a
top-class road network and public transport facilities
including the Dubai metro and plans for UAE-wide and
regional rail network.
Jebel Ali Port: Connecting the world
Jebel Ali Port is the largest marine terminal in the Middle East. Strategically located, it is at the crossroads
of a region providing market access to over 2 billion
people.
As an integrated multi-modal hub offering sea, air and
land connectivity, complemented by extensive logistics
facilities, the Port plays a vital role in the UAE economy. It is a premier gateway for over 90 weekly services
connecting more than 140 ports worldwide.
Expansions currently underway at the Port will bring
total handling capacity to 22.1 million TEU (Twenty-Foot Equivalent Unit) by 2018, which is a long way
from 19.5 TEU at present.

Jebel Ali capacity and throughput (2009-2017)

Currently more than 300 logistics companies from 29
countries are operating within the Jebel Ali Free Zone
(JAFZA). Those companies lease 4.2 million square
meters (sqm) of mixed-use facilities, including 4.13
million sqm as land; 85,700 sqm of warehouse and
light industrial units, and 1,600 sqm of showrooms and
offices.
The beginnings
UAE has a history as a maritime trading nation. Its development as an international trading center can be
traced back to the early 1900s when Dubai became a
free port and cargoes began to move freely through
Dubai Creek. Deep sea merchant ships began to anchor
offshore and discharge their cargoes of silk, spices and
hardware onto barges which were in turn unloaded in
customs secured areas.
Oil revenues enabled Port Rashid to be built, opening up to what eventually became a massive economic
industry in the UAE. Over time, the Port’s operation
changed radically and its container throughput rose
year on year demanding further investment. By the
mid-1980s, Port Rashid was established as the regional hub with feeder shipping lines servicing upper
Gulf ports and an international trans-shipment hub. At
its peak, nearly 70 per cent of Port Rashid containers
were re-exported without entering Dubai. But the era
of “just-in-time” (JIT) deliveries, modernization,
www.almalcapital.com
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globalization, and increasing container ship sizes required bigger ports, infrastructure, and more investment.
Jebel Ali Port’s opening in 1979 was one of the triggers for UAE’s transition to a true global player in the
maritime sector. Its original purpose was to support
industrial growth around the new town of Jebel Ali.
However, that town was not built and instead Jebel Ali
Port became a conventional port.
In its early years though, Jebel Ali was not as successful as Port Rashid – mainly because consignees perceived the Port too far out of town to be convenient.
The two ports, both owned by the Dubai Government
acted as rivals, competing with each other for the same
business. While Port Rashid was full to overflowing
and demanded substantial government investment in
new berths, dredging and equipment, Jebel Ali Port
had minimal throughput and extensive under-utilized
facilities. Government responded by terminating both
management contracts and absorb the management
and staff in both ports into a new company called
Dubai Ports Authority. Resistance from shipping lines
was overcome by offering inducements to relocate to
Jebel Ali Port and consignees perception changed by
using Jebel Ali Port’s trucking fleet to move containers
between the two ports at no cost to the consignees.
The net result was that throughputs started to grow
at both ports.
Heavy road traffic caused by Port Rashid’s operations
and Dubai’s expansion meant the Port traffic now presented both an environmental hazard and a road safety
hazard to commuters. Eventually it was the substantial
extensions to Jebel Ali Port which began in the early
2000s, which enabled Port Rashid to close operations
in 2008.
Jebel Ali Free Zone (JAFZA)
Jebel Ali Free Zone (Jafza) is a massive industrial Free
zone, i.e a place where foreign firms can operate without the need of a local partner and with less red tape
and lower taxes/fees than in the rest of the Emirate.
South of Dubai, it offers seamless links to the region
and rest of the world. Home to 7,300 international
companies, Jafza recorded non-oil foreign trade worth
a whopping $80.2 billion in 2016.

www.almalcapital.com

The Free zone accounts for almost 32 per cent of total
FDI (Foreign Direct Investment) flow into the country,
contributes to 21 per cent of Dubai’s GDP on a yearly basis and sustains the employment of more than
144,000 people in the United Arab Emirates.

JafzaOne, a premium one-stop-shop business facility
located in the heart of the free zone offers a comprehensive range of corporate requirements including offices, a convention center, an amphitheater and a hotel.
Jafza also offers pre-built warehouse/office space for
light industrial units (LIUs). Apart from business facilities, Jafza also offers more than 10,000 rooms for employees as part of its on-site accommodation facility.

Air connectivity
Dubai International became the world’s busiest hub
for international passengers in 2014 and has since
strengthened its position with traffic in the first 9
months of 2017 hitting 66.6m passengers (+5.8%
growth over the same period of last year). The airport
is ranked third in the world for cargo volumes while
Dubai World Central (DWC), which started cargo operations just over 6 years ago, is already among the
world’s top 20 busiest cargo hubs.
Emirates Airline business model is to connect Dubai to
the world, and connect the world through Dubai. From
Dubai, it is able to serve about one-third of the world’s
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population within a four-hour flying radius, two-thirds
of the world’s population within an eight-hour flying
radius, and almost 90 per cent of the world’s population with non-stop flights using the latest ultra-long
range aircraft.
Among the world’s best emerging
logistical centers
On Agility’s Emerging Markets Logistics Index, the
UAE ranked the third best logistics center out of 50
emerging markets thanks to its investment in infrastructure and ease of doing business.
Low oil prices however have slowed regional growth
and forced Gulf countries to adjust their fiscal strategies. Even though the UAE began to move away from
reliance on energy some time ago, its economy is affected by the ebb in global trade flows and a drop in
the construction and real estate market.

Emerging markets quadrant

The same applies to Market connectedness (transport
infrastructure and customs/border efficiency) as the
UAE stood as number one last year.

Trade volume forecasts for selected emerging markets
(2015-2020 CAGRs)

Future outlook
The United Arab Emirates continues to invest heavily
on developing its transportation infrastructure.

Agility’s emerging markets logistics index (2017)
Source: Transport Intelligence

In terms of market compatibility that measures overall
business climate, UAE retains its position at the top
for a third consecutive year, with its abundance of free
trade zones, no corporation tax, the offer of full ownership and unlimited repatriation of profits still setting
the benchmark for emerging markets.

The $32 billion Dubai World Central (DWC) is being
built at the center of a project that includes a Logistics City which will provide a base for global logistics
brands and is connected to the Jebel Ali Sea Port and
the Jebel Ali Free Zone by a bonded road for fast and
easy connectivity for freight moving between sea and
air. Dubai Airports has plans that will see DWC transform into the world’s largest airport with an ultimate
capacity for 240 million passengers and 16 million
tons of freight annually.
It is exploring the possibility of using the Hyperloop
technology at Jebel Ali Port.
www.almalcapital.com
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DPW has signed a memorandum of
understanding with Hyper
loop One,
with a plan to move containers from
ships docked at DP World’s flagship
Jebel Ali Port through the Hyperloop
tube to an inland container depot in
Dubai 29 kilometers away.

Appendix

Hyperloop can potentially move containers or up to 40 people in a single
capsule at speeds of up to 1,100 kilometers per hour – 89 per cent the
speed of sound.
Conclusion
From an investment perspective, one
of the best ways to get exposure to
the UAE’s unique value proposition in
logistics and trade would be a long position on DP World.
The company exhibits above sector
average growth rates and is a beneficiary of the improved outlook for global trade.

Jebel Ali Port
Source: DP World

www.almalcapital.com

23

PERSPECTIVES
November 2017

INVESTMENT SOLUTIONS

The benefits of UCITS “Passporting”

Early October, Al Mal Capital and Azimut Group, one
of the largest European asset manager, have signed
a partnership agreement to jointly launch a Middle
Eastern equity fund. The Fund will be established by
AZ Fund Management S.A. (Azimut Luxembourg fund
Management Company) within its UCITS umbrella
fund. With more than USD 50 billion in Assets under
management, Azimut is one of the largest and fastest growing asset managers in Europe. And thanks
to Azimut UCITS umbrella platform and their global
distribution footprint, Al Mal highly successful MENA
equity strategy will now be accessible to institutional
and private investors around the world.

collective investment schemes across Europe through
a process broadly known as “Passporting”. What this
means is simple: under the UCITS legislation, when a
firm registers an investment product in one of the EU
countries, it effectively gains the right to distribute
that product across the European Union.
Towards the end of 2016, UCITS net assets accounted
for €8.6 trillion which is over 60% of the net assets
of European investment funds. Furthermore, as shown
on the chart below, assets managed under the UCITS
regime have significantly grown over the past decade.

Below, we would like to review what UCITS funds are,
why they are becoming a dominant investment vehicle and how they can expand the distribution footprint of an Emerging Markets equities fund manager
such as Al Mal Capital.
What are UCITS?
The Undertakings for Collective Investment in Transferable Securities (UCITS) legislation was introduced by
the European Commission in 1985 to create a harmonized regime for the management and distribution of

Net assets of European investment funds
Source: EFAMA
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Luxembourg and Ireland are the main domiciles for
UCITS distributed cross-border together accounting
for more than 90% of UCITS sold into more than three
countries.
Why UCITS?
The strong regulation of UCITS and the resulting
high level of investor protection have made them
popular with supervisory authorities and retail investors all over the world. The UCITS brand and,
particularly, Luxembourg UCITS have a large market share in a number of non-EU countries, e.g Asia,
Latin American and MENA countries.
As an illustration of the “global branding” status of
UCITS, the chart below displays the volume of assets under management distributed in the respective market. The chart illustrates the distribution
of Luxembourg UCITS, other foreign and domestic
open-ended funds on selected markets.
It is interesting to see that the market share in
terms of Assets under management for Luxembourg
UCITS funds among foreign funds distributed globally is more than 60%. For instance, 3 out of 4 foreign funds publicly sold in Asia are UCITS.

In addition to geographical expansion, the UCITS
framework also enables the creation of an umbrella
fund; it means that the same UCITS fund can have subfunds with various fee structures (retail/institutional,
dividends distributing/accumulating, USD/EUR/etc.)
and investment strategies enabling the fund to be suitable for both retail and institutional investors.
For the aforementioned reasons, international asset
managers – especially firms that are not domiciled in
EU – are keen to leverage the UCITS regime to widen
investor base (both in terms of geography and type of
clients) and increase assets under management.
So… What’s in for investors?
The success to date of UCITS has to do with the fact
that the UCITS product can not only meet the demand
of the fund promoter (as highlighted above) but also
the needs of investors.
Indeed, UCITS key features provides the fund subscribers with the following:
High liquidity
UCITS funds are required to be liquid which in practice means that they must be able to meet redemption
requests on at least a bi-monthly basis and redemption proceeds have to be paid within a maximum of ten
business days.
Security of assets
An independent custodian (depositary) must be appointed to hold fund assets. Such assets must be held
in segregated custody accounts with the relevant custodian/depositary.
A robust risk framework
A comprehensive risk-control framework is employed
through prescribed rules on governance, a minimum
level of diversification, limitations on leverage and
types of assets, and regulation of service providers (including custodians and auditors).

UCITS Luxembourg footprint
Source: E&Y
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Better transparency
EU Member States require UCITS funds to report comprehensively to investors on their portfolio holdings,
disclose net asset value at least on a fortnightly basis,
as well as annual and semi-annual financial reporting.
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How to launch a UCITS fund?

Azimut – Al Mal Capital’s partner

For asset managers, there are two ways to set-up a
UCITS fund. The first option is to establish their own
Luxembourg/Irish management company and their
own UCITS fund umbrella.

As mentioned in the introduction, Azimut Group and
Al Mal Capital have signed a partnership agreement
to jointly launch a Middle Eastern equity fund. This
new fund exactly fits with the strategy outlined in this
article.

Though this has its advantages such as possessing
full control and flexibility over fund decisions and
create multiple sub-funds within the umbrella, it is a
very lengthy and strenuous procedure with high setup costs and lack of or limited access to branding and
distribution rights.
The second and highly viable option is to partner with
an Investment Management company which has an
existing UCITS umbrella fund and establish a subfund under its wing.
Though the advantages of setting up one’s own
UCITS fund and a portion of management fees are
relinquished, the process is much simpler, quicker and
involves no or limited set-up costs. Additionally, in the
case of a co-branding partnership, distribution rights
for the local asset manager are considerably extended along with the support of a well-established, reputable local brand.

Azimut is one of the leading European independent
asset managers. Founded in 1988, the group operates via an integrated business model including both
asset management and distribution (mainly via dedicated financial advisers). As of mid-year 2017, Azimut total assets under management stand at USD 57
billion invested across 105 funds.
The company is a member of the FTSE MIB 40 and
Eurostoxx 600 indices with a market capitalization
in excess of USD 3 billion. The largest shareholder
of the company is the employees’ trust (13%) while
Blackrock, Franklin Templeton, Lazard and Fidelity
each own around 5% of the company.
A major added value for Al Mal is Azimut global footprint, as shown below. Their distribution network will
considerably increase the visibility of Al Mal MENA
equities strategy.

Azimut Group global footprint
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The newly created Fund will be established by AZ Fund
Management S.A., Azimut Luxembourg fund’s management company, within its UCITS umbrella fund. It
will integrate the distinctive investment advisory capabilities of AMC with the Group’s global portfolio management team, comprising more than 100 professionals across its international network. The Fund will be
branded AZ Fund Al Mal MENA Equity to reflect the
strategic partnership between the two companies. Azimut will add the Fund to its global franchise, including
third parties distribution channels.
Promoting MENA as a destination of capital
As we have already highlighted in previous editions of Perspectives, we are long-term bullish on
the Middle East region. We indeed believe that the
MENA region diversity between oil exporters in the
Arabian Peninsula (Saudi Arabia, UAE, Bahrain,
Qatar, Oman and Kuwait) and oil importers in the
Levant (Eastern Mediterranean, Lebanon and Jordan) and North Africa (notably Egypt and Morocco) offers an untapped investment universe with
unique fundamentals. MENA’s overall GDP of more
than USD 2 trillion accounts as a Top 10 economic
system globally. The region is home for more than
300 million people (50% are under the age of 25)
and with a consumption power in excess of around
USD 90 billion annually. In addition, it accounts for
47% of proven global oil reserves and 30% of global oil production. Moreover, the region still enjoys a
strong fiscal position underpinned by around USD
1 trillion in foreign currency reserves (the highest
ratio on GDP globally).
MENA equity markets have been historically neglected by international investors mainly as a result of
under-representation in mainstream equity indices,
thus resulting in being structurally under-owned by
global money managers. Indeed, due to the low level
of coverage from global investors, the MENA region
stands as one of the few regional markets where actively managed funds still represent a significant opportunity to create alpha over passive instruments
such as ETFs.
Al Mal Capital is one of the largest independent
asset management companies in the United Arab
Emirates and since 2005 manages Middle East and
UAE focused stocks portfolios with AUM of USD
www.almalcapital.com

250 million currently, through onshore funds and
mandates for local investors. A newly established
team has been generating very strong results so
far this year as our Bahrain-domicile MENA Market Equity Fund generated returns of +16.6% year
to date, or +15% above the benchmark (S&P Pan
Arab large Cap Index) as of 1st of November. Our investment process primarily follows a high conviction
deep research approach, maintaining a 3 to 5 years’
investment horizon and focusing on business performance, effective capital allocation and management quality. We do believe that this differentiated
process will continue to generate strong results in
the foreseeable future.
As highlighted by Al Mal Capital CEO, Naser Nabulsi,
the partnership with Azimut is a major milestone for
Al Mal Asset Management growth strategy. Thanks
to Azimut UCITS umbrella platform and their global distribution footprint, Al Mal highly successful
MENA equity strategy will now be accessible to institutional and private investors around the world.

Final Words
Global risk assets have been performing extremely
well so far in 2017. While a year-end “melt-up” looks
like a plausible scenario, the 2018 tactical asset allocation strategy already looks like a difficult equation
to solve for investors. But as highlighted in this edition of Perspectives, there are still some attractive
investment opportunities, be it in liquid or less liquid
assets.
Our regional markets have been once again out of favor this year. But there are at least two reasons to be
cheerful for next year: first, Middle East equities is one
of the few regions in the world which has the potential to catch-up with the world equity index. Second,
and more importantly, alpha opportunities are plentiful. These are exactly the reasons we want our MENA
equity strategy to be investable by international asset
allocators.
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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