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Welcome to the 24th edition of Perspectives. 

The first quarter of 2019 is one of the most memorable on record with strong returns across all asset classes. 
Earnings growth expectations have been revised downward quite sharply, macroeconomic numbers came 
out generally lower than forecasted and geopolitical risks remained high. But equity markets were able to 
climb the “wall of worry” as U.S stocks posted their best quarterly return since 2009. Indeed, the 
deteriorating fundamentals were offset by improving expectations for a trade deal with China and maybe 
most importantly global central banks moving back to a dovish stance. 

In the first part of this publication we review the 10 stories to 
remember from this eventful start of the year. We then share 
our views for the second quarter and beyond – the good, bad 
and ugly developments investors might have to deal with in 
the foreseeable future.   

The second part of this edition of Perspectives is dedicated 
to our regional markets. Middle East equities posted decent 
returns in the first quarter although they lagged U.S and 
Emerging markets equities. We believe there are still some 
secular and cyclical reasons to be positive on MENA equity going 
forward. In a dedicated section, we share our main investment 
themes and stock convictions for the months to come.  
Our flagship fund Al Mal MENA equity fund is off to a very reasonable start this year with a gain of 8% 
as of the end of March. The fund is up more than 30% since January 2017, outperforming all the main 
asset classes. This demonstrates that an unconstrained and disciplined strategy focusing on alpha 
opportunities can generate strong returns even in volatile market conditions. 

We hope you will enjoy this issue.

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

Disclaimer. This document is provided to you by Al Mal Capital PSC (“AMC”) for informational purposes only, and contains proprietary information that may not to be publicly 
distributed to, or used by you, or any third parties without AMC’s prior written consent. All figures and numerical representations appearing in this document have not been 
audited and any references to AMC and returns are indicative only. Although all information and opinions expressed in this document were obtained from sources believed to 
be reliable and in good faith, no representation or warranty, express or implied, is made by AMC as to its accuracy or completeness. AMC and any of its affiliates make no 
guarantee, assurance, or representation what so ever as to the expected or projected success, profitability, return, savings, performance, result, effect, consequence, or benefit 
(either legal, regulatory, tax, financial, accounting, or otherwise) of any instrument, product, strategy or service described here in this document.
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10
Q1 2019 returns (in %) for selected asset classes
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The first quarter of 2019 will undoubtedly be remembered as one 
of the most memorable on record given the broadness of positive 
total returns across asset classes.
Indeed, in a far cry from the asset collapse of 2018, all of the 16 asset classes shown on the chart below finished with a positive 
total return in dollar terms. As a reminder, only 3 out of these 16 asset classes ended in positive territory for the full 2018, one 
of the worst year on record for the number of markets across the globe.

Indeed, one of the remarkable feature of the quarter under 
review is the fact that both the scale and breadth of returns 
have been impressive – an extremely rare event. 

Looking into more details at the main asset classes 
performance in Q1, equities outperformed both fixed income 
and commodities – although WTI Oil tops all markets (+29%). 
Within equities, the NASDAQ index (+16.5%) outperformed 
the S&P 500 (+13.1%), Emerging markets (+9.6%) and 
International ex-US equities (+9.5%). We note however that 
China equity is by far the best performing market worldwide 
with a +23.9% gain for the Shanghai Composite index since 

the start of the year. 

Within Fixed Income, Gilts (+3.4%) led the way in sovereign 
bonds while U.S Treasuries (3-7 years) and Bunds each 
returned around +2%. Credit markets outperformed sovereigns 
as USD High Yield returned 7.6%. Emerging markets bonds 
also had a very decent quarter with Hard currency bonds 
returning +5.4% and local currencies +3.6%.  

In commodities, the broader index returned +8.2%. Precious 
metals underperformed with Gold posting a small gain (+0.8%) 
while Silver (-2%) was one of the very few assets closing the 
quarter in negative territory.

Picking out some of the highlights of Q1 2019 at an asset 
level, this was the best quarter for WTI Oil and the S&P 500 
since Q2 2009, US High Yield since Q4 2011, the Shanghai 
Composite since Q4 2014 and the STOXX 600 since Q1 2015.
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Indeed, it is precisely the weakness in Q4 that set the stage 
for the recovery in equity markets in the first quarter of 2019. 
The Federal Reserve reacted to the market weakness and 
weaker global growth by becoming more patient. Much of the 
rally this year has been built on market expectations that the 
Fed now won’t raise interest rates again at any point in the 
next few years—in fact, the next move expected from the Fed 
by the bond market is now a cut, with 10-year Treasury yields 
down to 2.4%. The sharp fall in the US stock market late last 

year was probably also a factor in deterring the US 
administration from further increasing tariffs on China over the 
quarter. So the stock market decline last year helped to reduce 
two of the major risks that had caused it in the first place. 

And while macro data and earnings expectations have been 
falling throughout the first quarter, central banks dovishness 
and speculation for a positive U.S/China trade resolution have 
helped propelling stocks higher.

What are the main drivers behind the 
strong performance of risk assets in Q1?

A summary of Q1 2019 in one chart: world stocks and world Macro Surprise index have been decoupling
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Coming off its worst quarterly performance since 2011, 
the rebound in risk assets is being largely attributed to 
an oversold bounce, improving expectations for a trade 
deal with China and maybe most importantly a “dovish 
pivot” by global central banks.

On the following pages, we discuss in more details what we identified as the 
10 most relevant financial market stories of the first quarter.
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The Global economic growth is slowing - Citigroup Economic Data Change Indices

Story #1:  The Global economic growth is slowing – so does global earnings 
growth
The first quarter of 2019 provided more evidences that the 
global economy is slowing. As shown on the chart below, the 
slowdown is widespread as Citigroup Macro Surprise Indices 
for emerging markets (green line), the U.S. (black) and the 
Eurozone (pink) all deepened further in the red throughout Q1.

The weakness in the global economy has been most stark in 
the manufacturing and export sectors. While recent U.S 
manufacturing data have been encouraging, the rest of the 
world is rather weak. Eurozone industrial production is down 
2.5% since its peak in December 2017. Korean and Taiwanese 

exports both declined about 8% year on year (y/y) in March. 
While it is tempting to blame this global manufacturing and 
export slowdown on the trade war, softer Chinese domestic 
demand has also been a contributor. Again, on this front there 
are reasons for optimism, but also some caution. China’s non-
manufacturing purchasing managers’ index (PMI) increased 
to 54.8 in March, while its manufacturing PMI rebounded to 
slightly over 50, indicating a return to expansion. On the other 
hand, China’s imports declined 5.2% y/y in US dollar terms in 
February having grown by 27% y/y in July last year.

The slowdown is also very apparent on the earnings front. 
Indeed, S&P 500 earnings have fallen like a stone in the recent 
months, from an expected +11.9% growth rate for 2019 to 
an expected +5.3% as of the end of March. This kind of 
downward drift is rather common to the first quarter of the 
year as earnings estimates often starts too high and then 
erode as we get closer to the reporting quarter. Still, the slide 
which took place over the last 3 months has been steeper 
than usual. Emerging markets and Europe suffer similar 
earnings drift than in the U.S.  

Despite a weaker growth and profit outlook, labour markets 
have held up well so far, with unemployment continuing to 
decline, to 7.8% in the eurozone and to 3.8% in the US in 
February, and wage growth picking up. The key for investors 
will be whether a still relatively healthy global consumer can 
lift the manufacturing sector and business investment 
intentions out of their current soft patch, or whether the 
weakness in manufacturing and business confidence will infect 
consumer confidence and labour markets.

Daily 1/2/2015 - 3/29/2019
USA -35.90
Emerging Market -18.50
Eurozone -61.00
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Story #2:  Dovish central banks
As recently as mid-2018, the direction for interest rates in the 
main developed economies was quite clear: central banks were 
normalising their monetary policy as they were planning to 
unwind the unprecedented measures introduced in the post-
2008 era – although this normalisation was obviously not 
identical across countries.

However, the combination of the growth slowdown, stubbornly 
low inflation rates, financial market turmoils and looming 
geopolitical uncertainties – including US-China trade talks, 
Brexit and European politics – has prompted a brisk shift in 
central bank attitudes. Any desire for policy normalisation has 
been put aside and several are now contemplating easing 
measures to support economic activity. 

The Fed has announced it was inclined to refrain from increasing 
interest rates range in the foreseeable future and that they 
were considering halting the Fed balance sheet reduction. At 
the time of our writing, the probability of a Fed rate cut in 
2019 as estimated by the market is now 76% - up from less 
than a 10% probability as of the end of February. 

European Central Bank (ECB) president Mario Draghi unexpectedly 
announced that interest rates are likely to remain on hold until 
at least 2020. This is later than previous forward guidance had 
suggested, and beyond the end of the Italian’s term in office. 
In addition to the change in forward guidance, the ECB decided 

to offer a third round of cheap funding to banks in the form 
of targeted long-term refinancing operations (TLTROs). 

In Japan, the BoJ has signaled its readiness to ease monetary 
policy if necessary and the BoE is now eagerly awaiting some 
clarity on Brexit before attempting anything. The general 
trend for monetary policy in developed economies is no longer 
towards normalisation but rather towards neutrality, with a 
bias to providing more easing.

Meanwhile, Chinese authorities announced at several occasions 
they will support the economy. In February, China quietly 
launched a quasi-QE program in the form of the PBOC buying 
perpetual bonds issued by local banks, to flood the system with 
liquidity and achieve the same end goal as more conventional 
quantitative easing. In early March, Chinese Premier Li Keqiang 
said that Beijing was considering cutting some interest rates 
and banks’ reserve requirements to bolster economic growth. 
Li also stated that Beijing was keen to help the real economy, 
particularly small and private businesses, to bolster employment 
and prevent large layoffs.

On an aggregate basis, we have moved from a tightening bias 
to an easier stance in less than 3-months. As shown on the chart 
below, which exhibits the 6-month rolling sum of rate hikes minus 
rate cuts, global central banks are pivoting back to an easier 
stance after having briefly experienced some tightening.

20032001

Source: Bloomberg. Large sample of central banks across the world
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Global central banks are pivoting back to an easier stance (6 months rolling sum of rate hikes minus rate cuts)

The Global central banks dovish “pivot” has for 
sure helped to trump macro-economic data and 
earnings growth weaknesses. At least for now. 
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Story #3:  Global Yield curve inversion
A direct consequence of macro-economic data weakness and 
central bank dovishness has been a drop in long-term bond 
yields. 

Indeed, the U.S Treasury yields made a 15-month low (2.34%) 
in late March. Yields collapsed around the world, with 
Germany’s 10-year government bond yields slipping into 
negative territory (and below Japan’s 10 year yield) for the 
first time since October 2016. As of the end of March, $11 

trillion of debt around the world were trading into negative 
yield territory. The drop of long-term yields in the U.S resulted 
in a partial inversion of the yield curve as the 10-year yield 
traded below the 3-month Treasury bill for the first time since 
2007, prompting warnings that the U.S. is headed for 
recession later this year or in early 2020. That's because, 
historically, such “curve inversions” have tended to precede 
major economic slowdowns by about a year.

The U.S yield curve inversion is not an isolated 
event. It is actually getting worse in the rest 
of the world as 15 economies now have 30-
year yields lower than LIBOR overnight rates, 
as shown on the chart below.  

30 Years Yield vs LIBOR Overnight Rate Spread (Bps)

Switzerland -219.01

Japan -188.71

Germany -181.71

Finland -152.91

Netherlands -120.81

Austria -113.01

France -109.71

Ireland -105.21

UK -85.11

Hong Kong -79.01

Belgium -67.51

Canada -50.31

South Korea -31.71

Spain -15.81

New Zealand -15.31

Global Yield curve inversion (30 year vs. Libor spread)
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Story #4:  The collapse of volatility 
While an inverted yield curve and deteriorating macro data 
could have been interpreted by many as warning signs for risky 
assets, the first quarter of the year was actually one of the 
strongest one ever for equities and credit, as already mentioned 
in the introduction of this article. 

While volatility surged in the 4th quarter, it collapsed during 
the three first months of 2019. This is nicely illustrated by the 
chart below which is constructed by normalizing VIX (equity 
volatility), MOVE (bond volatility) and CVIX (US dollar volatility) 
and then aggregating the results into an equal-weighted index. 
The y-axis denotes the percentage of time that the same or 

lower levels of aggregated volatility occurred since 2010. For 
instance, the current level is 1.9, meaning that only 1.9% of 
readings registered a lower level. 

Beyond the very low level of volatility across the three major 
asset classes, the other takeaway worth mentioning is the violent 
nature in which volatility has surged and collapsed twice since 
2018. The slope of the recent advances and declines are much 
steeper than those that occurred before 2018. 

As volatility is inversely correlated to risk assets performance, 
it was thus quite logic to see both equity and credit perform 
strongly during Q1. 

Normalized Multi-Asset Volatility Index (Source: Bloomberg)

In some ways, the first quarter of the year was 
a come-back to “goldilocks”, i.e an environment 
of low interest rates, muted inflationary 
pressures and accommodative monetary policy 
which has historically been suppressing 
volatility, a bullish outcome for risk assets.
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With the first quarter over, year-to-date ETF inflows (all asset 
classes) now stand at $47.8 billion, a respectable sum, but 

behind where they were at this time last year ($61.3 billion) 
and in 2017 ($134.7 billion). 

Story #5:  The most hated rebound ever
Another remarkable observation for the past quarter is the 
fact that the average investor didn’t seem to trust the epic 
stock rally which took place during the first quarter of the year. 

According to a BofA Merrill Lunch Fund manager survey, 
Asset allocators cut their equity exposure to the lowest level 

since September 2016 while their cash overweight in Q1 was 
at the highest level since January 2009 (see chart below). 
Investors are long defensive assets such as real investment 
trusts (REITs) and are short cyclical instruments such as UK 
and Eurozone stocks. 

Net percentage of Asset Allocators saying they are overweight cash (blue bars)

If Traditional investors didn’t buy the rally, 
where did the buying power come from? 
It seems that short-covering and share buy-backs were 
the main source of buyers during the first two months of 
the year. Inflows into equity ETFs started to accelerate at 
the end of the quarter as a big pile of cash entered the 
equity space mid-March, lifting flows into the green. 
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Story #6:  Growth stocks outperformed

Story #7:  Chinese equities’ stellar performance

“Goldilocks” and periods of muted economic growth have 
historically been very favorable to growth stocks as investors 
are willing to pay a premium for growth stories. Given the 
macro-economic context of the first quarter, it is thus not a 
surprise to see growth stocks leading the performance ranking. 
The S&P Growth index returned +15.5% in Q1 whereas the 
S&P Value index was up “only” +11.4% over the same period.  

Looking at the U.S equity markets, lower rates drove alpha in 
the “bond proxy” REITs (+16.5%) and Utilities (+9.9%). Yet 
technology (+19.5%) outperformed all sectors in the first 
quarter. The FANGs (Facebook, Amazon, Netflix, Alphabet) 
posted another quarter of strong performance with a gain of 
+18.3%. Industrials (+16.6%) and Consumer discretionary 
(+15.3%) were strong as well.

As mentioned in the introduction, Chinese equities have been 
the top country performer in 2019. There are several factors 
behind this rally. First, Chinese authorities are making it clear 
they will not let growth decelerate too much further and are 
putting in place measures to support the economy via monetary 
and fiscal policies. Moreover, Chinese equities, on valuation 
metrics, are scoring very cheap compared to other equity 
markets, including developed and emerging equities – and this 
has led dome asset allocators and emerging markets managers 
to rebalance their allocation towards Chinese equities. 

On the trade war front, the situation between the US and China 
has calmed down recently, and one of the biggest beneficiaries 
of this improvement in sentiment have been Chinese equities. 
President Trump delaying the tariff increase to 25% on $200bn 

of Chinese imports was more than welcomed by market 
participants. Last but not least, domestic China A-shares were 
also fueled by the promise of a greater weighting in MSCI 
Emerging Markets indices.

It is also interesting to note the stimulus policies enacted by the 
Chinese Government have encouraged domestic investors to 
buy Chinese equities, taking the domestic indexes much higher 
than their equivalent traded in Hong-Kong. As shown on the 
table on the next page, Shanghai Stock Exchange Composite 
and Shanghai Shenzen CSI 300 indices are up +23.9% and 
+28.6% respectively in the first quarter, whereas the Hang 
Seng China Enterprises Index (Hong-Kong) is lagging with a 
gain of “only” +13.9%.  

Within Value, Energy (+15.4%) was the best performing sector although we note that it lagged the oil price rebound by a 
considerable margin. Healthcare (+6.1%) and Financials (+7.9%) were the two worst performing U.S sectors in Q1. Regarding 
the later, the inverted yield curve has definitely been acting as a headwind for Financials – especially regional banks.

Performance in Q4 2018 Performance in Q1 2019

-20.3% 27.2%

-25.0% 18.6%

-28.5% 33.2%

-13.4% 12.6%

FANG performance in Q4 2018 and Q1 2019
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Indeed, with a flat yield curve and rates anchored in negative territory, it is very difficult 
for banks to grow their net interest margins. This is putting pressure on bank earnings 
and with still a lot of non-performing loans sitting on their balance sheets (especially 
in Italy), the sector remains out of favor. While the European banks index was up +7.1% 
in Q1, it underperformed the broad index by more than 400 basis points and remains in 
a secular downtrend. 

Story #8:  European banks remain under pressure
European banks generally have a positive correlation with bund 
yields. When interest rates increase, banks tend to outperform the 
broad index and when interest rates decrease, banks underperform.

Between January 2018 until March 2019, European banks 
underperformed the broad European equity index by more than 

25%. At the same time, rates rallied, with the 10-year bund 
yield edging lower, from 0.47% to slightly negative yield. In the 
context of ultra-accommodative monetary policy in Europe, and 
with the ECB recently suggesting it will probably err on the 
dovish side for a bit longer, European banks’ profitability remains 
under pressure.

Eurostoxx Banks index versus 10-year bund yield

Security Currency Price Change Total Return Difference Annual Eq

SHCOMP Index CNY 23.93% 23.94% -4.72% 136.55%

SHSZ300 Index CNY 28.62% 28.66% – 174.77%

HSCEI Index HKD 13.88% 13.89% -14.77% 68.47%

XIN9I Index CNY 26.06% 26.13% -2.53% 153.75%

XIN0I Index HKD 13.83% 13.85% -14.81% 68.26%

China equity main indices in mainland China and Hong Kong (source: Bloomberg)
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Story #9:  The “Fragile 5” look frail again
The trade-weighted dollar recorded a slight appreciation over the 
first quarter (+1.2%). Unexpected dovishness by the Fed, a drop 
in U.S Treasuries long-term yields, some disappointing U.S Macro 
numbers and the partial U.S government shutdown in January 
were all strong headwinds for the greenback. But the main reason 
for the dollar to end the quarter in positive territory came from 
similar if not worst dovishness and macro weakness abroad.   

The British Pound (+2.5% against dollar and +4.4% against 
euro) was actually the best performing developed currency as 
the market still expects a “hard brexit” to be avoided. As it was 

often the case in the past, the currency is the first asset class 
to adjust to a change in an economy’s long-term prospects. 
From the 10 December 2018 low, when Theresa May decided 
to delay the UK Parliament’s vote on her Brexit deal by more 
than a month, sterling resumed its upward trend.

In emerging markets, the Chinese Renminbi managed to slightly 
appreciate against the dollar (+2%) on the back of growing 
optimism regarding a U.S-China Trade deal. Some high yielding 
currencies such as the Russian Ruble or the Mexican Peso 
recorded some very decent performance over the quarter.  

Story #10:  A mixed bag for commodities markets
Commodities benefited from renewed optimism by investors 
that a U.S-China Trade deal and central banks dovishness could 
help prolonging the current global economic cycle. As such, the 
first quarter of the year was a very decent one for commodities 
in absolute terms although the asset class lagged global equities 
performance. 

During the period from January through March 2019, we 
saw many more gains than losses within commodities. Four 
of the six primary sectors of the commodities asset class 
posted a gain over the three-month period. 

Energy led the commodities asset class with a 19.5% gain 
followed by base metals that were 10.8% higher and animal 
proteins that moved 8.7% to the upside. Precious metals were 

4.2% higher for the quarter. The biggest loser in Q1 was the 
grain sector that declined by 1.7% over the three-month period 
led by a 12% loss in wheat. Soft commodities posted a 1.1% 
loss for the period with coffee falling by over 7%.

As for the individual markets, there were more than a handful 
of double-digit percentage gainers in the commodities asset 
class in Q1. The top four performing commodities for Q1 were 
gasoline which appreciated by 44.6%, WTI crude oil which was 
up 29.4%, lean hogs which posted a 26.9% gain and Brent 
crude oil which exploded by 25.6%. Within industrial metals, 
iron ore was 24.8% higher, nickel gained 22.8% and Zinc 
posted a 19% gain. Within precious metals, palladium was 
12% higher while platinum added 6.7%.

However, the “Fragile 5” are again under pressure. Argentine Peso was the world’s worst currency in 
Q1 with a -14.2% performance. Turkish Lira was down 5% and the South African Rand down 2.1%. 
As a reminder, the weakness in emerging markets in 2018 started with a decline of the Fragile 5. Any weakness in emerging 
markets currencies thus needs to be very closely monitored as we move into Q2. 

Emerging Markets Currencies Year-to-date Performance (Source: Bloomberg)

Best Spot Returns (%) Worst Spot Returns (%)

Russian Ruble (RUB) 7.43%
Thai Baht (THB) 2.45%
Chinese Renminbi (CNY) 2.19%
Colombian Peso (COP) 1.99%
Peruvian Sol (PEN) 1.55%
Chilean Peso (CLP) 1.51%
Mexican Peso (MXN) 1.36%
Malaysian Ringgit (MYR) 1.32%
Indian Rupee (INR) 1.11%
Indonesian Rupiah (IDR) 1.03%

Taiwanese Dollar (TWD) -0.46%
Hungarian Forint (HUF) -1.63%
Belgarian Lev (BGN) -1.82%
South Korean Won (KRW) -1.83%
South African Rand (ZAR) -2.13%
Czech Koruna (CZK) -2.18%
Polish Zloty (PLN) -2.18%
Brazilian Real (BRL) -2.99%
Romanian Leu (RON) -4.05%
Turkish Lira (TRY) -4.98%
Argentine Peso (ARS) -14.17%
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For sure, the rebound of oil (see chart below) was the most scrutinized move within the commodity space. The strong advance 
of both WTI Oil and Brent demonstrated that the Oil price Plunge in Q4 was overdone and most likely linked to the global 
growth scare. Throughout Q1, this pessimism receded, translating into an improved outlook for oil demand. Meanwhile, the 
supply situation seems to have improved as well:

• Similar to early 2017, it might take time for OPEC+ production 
cuts to become visible on the inventory side – this seems to 
be happening now; 

• Venezuela's power outages not only hit its population but 
also oil production. India's Reliance (refining) also said it was 
to limit buying of Venezuelan crude as well so as to comply 
with US restrictions;

• The market also fears that Iran exports could face another blow 
in May when Washington reviews waivers for Tehran’s customers;

• Protests in Algeria (a big oil & gas supplier to Europe) are adding 
another supply risk;

• Futures are trading in backwardation, a contrast with the 
contango seen at the beginning of January and a typical 
situation for a market suffering from a lack of supply.
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The WTI oil price rebound (source: Bloomberg)

Outside the “traditional” commodities complex, it is worth highlighting 
that the Baltic Dry Index fell by 45% in Q1, a collapse which is interpreted 
by many as a warning sign for the sector and global economic growth.
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QUARTERLY GLOBAL MARKET OUTLOOK

Quarterly global market 
outlook: 

The Good,
the Bad and
the Ugly
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As highlighted in our Q1 Market review, risk assets came back 
with a vengeance posting strong returns across the board. To be 
honest, the amplitude and breadth of the rebound during the 
first 3 months of the months went beyond our most optimistic 
expectations.

The key question for investors is whether the “goldilocks” conditions 
which took shape throughout Q1 will prevail for the rest of 
the year. Indeed, risk assets are evolving within a very narrow 
path. The global economy needs to be strong enough to avoid 
sparking recessionary fears and weak enough to keep policy makers 
on hold. Any decline in U.S or global growth expectations could 
spur recession fears. But a hawkish shift in monetary policy by 

the Fed could create some market panic as well. Meanwhile, any 
geopolitical tensions such as trade tensions or oil price “melt-up” 
could further dent investors’ sentiment. As we highlighted 
previously in our Global 2019 outlook, the later stage of the 
economic cycle is very often characterized by higher macro-
economic volatility – and thus higher market volatility. Regarding 
the later, the recent sharp decline in the VIX index suggests 
investors are becoming complacent – we would caution them to 
not extrapolate recent market performance through year-end.

As we enter into the second quarter of the year, we review 
below what could be the GOOD, BAD and UGLY news for 
the markets going forward.

The Good News: Earnings could be 
stronger than expected in 2019

In our 2019 Global Outlook (Navigating Choppy Waters), we shared 
our positive view on risk assets despite all of the looming macro/
geopolitical risks and the profound technical damages caused by 
the 2018 correction. Our base case was that the Q4 pullback was 
the corrective phase of a secular bull market – and this led us to 
advise our readers to remain long equities in a selective way. 

As already mentioned in our global 2019 outlook, we expect 
global growth to slow from 3.8% in 2018 to 3.5% in 2019, with 
risks skewed to the downside reflecting continued uncertainty 
around trade disputes. The current economic expansion - which 
is one of the longest in history - has been going through “mini-
cycles” over the past few years; for instance, growth slowed in 
2016 and reaccelerated in 2017–2018, partly because of the 
effects of the oil price rebound on US activity. The cycle looks 
set to slow again in 2019, partially because the U.S fiscal push 
effects will fade in the United States.

At the same time, we are now becoming even more confident 
that the economy can avoid a recession throughout 2019 and 
thus remain in the late-cycle phase. This is due to 3 main reasons:

1. With U.S Growth moderating, we see little sign of economic 
overheating or inflationary pressures;

2. As global central banks have moved from tightening to easing 
(see Q1 market review section), financial conditions are now 
consistent with a still expanding economy;

3. An expected Chinese growth turnaround from this quarter 
onward should help boost global capital investment (capex) 
spending. 

From the 3 factors listed above, China is the most important 
development to watch. Indeed, China has been a drag on global 
growth since early 2018 as tightening domestic policy and 
increasing trade conflict had some negative impact on European 
and Emerging markets growth in particular. 

But Chinese reflation cycle seems finally to kick in. Beijing 
has started to ease fiscal and monetary policies. The month 
of January showed a big jump in aggregate financing 
(formally known as “total social financing”) to the tune of 
CNY 4.6 trillion ($ 690 billion) – see chart on next page. 

In early March, Premier Li Keqiang announced that the government 
will reduce taxes and fees totaling 2 trillion yuan ($298 billion) 
this year. That’s almost twice as much fiscal stimulus than originally 
planned. Premier Li also called for more efforts to resolve the 
financing difficulties in the corporate sector, especially for small- 
and medium-size enterprises. He requested the central bank 
devise more targeted reserve ratio requirement cuts so smaller 
banks would open up their accounts to loan to smaller businesses 
in China. He also said he wanted to see larger banks increase 
credit supply to the market, especially long-term bank loans for 
manufacturing.
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With the credit impulse (y/y change in credit growth) turning 
positive and fiscal stimulus gaining traction, we expect that 
Chinese growth will reaccelerate from the second quarter onward. 
This turnaround in China is likely to lift global growth, particularly 
in Asia. In developed markets, a key transmission mechanism of 
Chinese growth recovery should be capital expenditures (capex). 
China’s shrinking current account balance offers more evidence 
that China is transitioning to a consumer-led growth model – and 
this could mean higher investments into developed economies.   

Last but not least, market expectations of easing U.S-China trade 
tensions have increased. The Chinese need a deal, as tariffs have 

had a material effect on their trade-dependent economy. In 
January, Beijing reported that China’s economy grew 6.4% in the 
fourth quarter and 6.6% in 2018, which marked the country’s 
slowest pace of growth since 1990. President Trump, on the other 
hand, would benefit from a deal in order to refocus  the country’s 
attention on his economic wins, especially as he gears up for the 
start of his re-election campaign. As both parties would benefit 
from a deal, we thus expect an agreement to take place in Q2 
with China buying U.S goods and tactically retreating from China 
2025. However, we believe that key issues such as Technology 
transfer, IP enforcement or subsidies to SOEs are likely to stay. 

To our opinion, earnings growth is the key driver to watch in the 
coming months. While the first quarter of this year reflected a 
collective sigh of relief when investors’ fears failed to materialize, 
the market won’t be able to make much more upside from here 
as long as we don’t get further clarity on the earnings front. 

As highlighted in the Q1 market review, consensus expectations 
for 2019 earnings growth have been falling quite dramatically 
over the last few months. In the U.S, the consensus forecast for 
2019 S&P 500 profit growth was nearly 11.9% at the start of 
the year. That forecast has since fallen to around 5.3%. According 

to Bloomberg (see chart on the next page), the y/y earnings 
estimates for the coming quarters are -2.9% in Q1, +1.5% in 
Q2 and +2.7% in Q3. It is only in Q4 2019 and Q1 2020 that 
U.S earnings growth are expected to re-accelerate. 

In other words, we should see only one quarter of earnings 
contraction followed by a V-shaped earnings recovery. This 
could lead to a more bullish sentiment in the market with a shift 
in narrative from “earnings recession” to “the worst is behind 
us”. If it is the case, investors who missed the Q1 rally might 
finally decide to jump in the bandwagon.  

Bottom-line: should the much awaited China’s reflation 
story finally take place, this could change the narrative for 
global earnings growth. 

China Total social financing is surging as lending jumped (source: Bloomberg)
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Overall, we believe that consensus is too pessimistic and 
expect profits to ultimately come higher than analysts’ 
forecasts. This follows a recurring pattern, in which earnings 
estimates start falling during the quarter and then overshoot 
the eventual mark. Since the start of the year, we have been 
projecting high-single growth in profits in 2019, and we still 
believe that to be the case.

Indeed, U.S consumer remains in a solid shape thanks to tax 
cuts, lower bond yields, falling unemployment, rising wages 
and lower average oil prices than in Q1 2018. Business 
confidence remains strong and as mentioned above, China 
stimulus could led to a capex recovery. Last but not least, 

share buybacks remain a strong tailwind for EPS (earnings-
per-share) growth. True, profit margins are already elevated 
but there is still room for productivity gains and wage growth 
remains manageable for companies fixed costs at this stage. 

In the rest of the world, a China growth recovery could have 
some very positive implications for what we call the “Trade 
war casualties” – one our 2019 investment theme. Asia ex-
Japan (China in particular) but also European earnings growth 
have been suffering from China tightening domestic policy 
and increasing trade conflict over the last two years. Any relief 
on that front could lead to an earnings growth upgrade cycle. 

True, profit margins are already 
elevated but there is still room for 
productivity gains and wage 
growth remains manageable for 
companies fixed costs at this stage.

S&P 500 profit slowdown is now well priced by the market (source: Bloomberg)
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The Bad (and unpriced) News:  
The Fed might not be done
As mentioned earlier, one of the key catalyst for the strong 
equity run so far in 2019 has been the “dovish pivot” engineered 
by global central banks – especially the Fed – during the course 
of Q1.  

The equity markets have been trading on the expectation that 

there will be no more Fed rate hikes this year. In fact, investors 
believe there’s a greater likelihood that the Fed’s next move 
will be to lower rates rather than raise them (see chart below). 
Indeed, the probability of a rate cut in 2019 is now 76% 
(versus almost 0% at the end of February).

We do believe there are risks to this scenario. Indeed, the 
strength of the U.S. economy, punctuated by stronger-than-
expected earnings growth and rising wages, could force the 
Fed to conclude that one more rate hike is warranted in 2019. 
That would push the target for short-term rates up to the 
2.50% to 2.75% range. At this level, the benchmark policy 
rate in inflation-adjusted, real terms will be only slightly above 

its longer-term historic average (see chart on the next page). 
However, it will remain significantly below the rate that can 
induce recessions. Furthermore, long-term rates may be 
bottoming out and could start to climb again if economic 
growth exceeds current expectations. The yield on 10-Year 
Treasury Notes could rise from the current 2.35% to 3% 
before the end of the year. 

Probability (%) of a Fed rate cut in 2019 (source: The daily shot)
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The strength of the U.S. economy, punctuated 
by stronger-than-expected earnings growth and 
rising wages, could force the Fed to conclude that 
one more rate hike is warranted in 2019.
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There is no doubt that a recession will inevitably take place 
in the U.S one day or another; however, the probability of 
it happening this year seems to be quite low and investors 
might thus have become too complacent regarding the 
U.S interest rates path.

For sure, a rate hike in the second half of this year is not the 
consensus view. Indeed, most investors have now shifted their 
focus to the risk of an inverted yield curve. A sustained inversion 
has been the clearest predictor of impending recession. 
Fundamentally, it signals that the economy is slowing, and investors 
are betting that interest rates will fall as economic activity recedes. 

As mentioned earlier, there is no doubt that the pace of U.S 
economic activity is slowing compared to last year; indeed, 
this outcome was expected because of fading impact of the 
tax cut. But what the consensus could now be missing is the 
fact that the Federal Reserve, through its balance sheet 
reinvestment program, is creating demand for government 

securities that might actually distort prices and, therefore, 
yields. Add that to negative interest rates in Europe caused by 
central banks and we might end up with a yield curve which is 
distorting the U.S economic strength. 

There is no doubt that a recession will inevitably take place in 
the U.S one day or another; however, the probability of it 
happening this year seems to be quite low and investors might 
thus have become too complacent regarding the U.S interest 
rates path. Should U.S interest rates surprise on the upside, 
this could create the same market conditions which took place 
at mid-2018, i.e a rise in the dollar with some negative 
consequences on emerging markets assets. 
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Total Debt (Public and Private) Debt continued growing
after the recession
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The Ugly part of the story:  
A growing debt problem
As the business cycle ages, it is key to identify which factors could lead to or worsen the next recession. In this this effort, 
the matter of rising global debt levels deserves special attention.

A decade ago, as the world emerged from an epic credit crisis, 
there was agreement on one thing: Too much debt had caused 
the crisis, and so there must be a huge de-leveraging. Fast forward 
to 2019 and de-leveraging didn’t happen – quite the contrary. 

Indeed, most economists would agree that the current economic 
recovery (both U.S. and global) isn’t a genuine recovery because it 
has been driven by debt and the inflation of new economic bubbles 
as it seems that the world is repeating the same mistakes that 
led to the 2008 financial crisis in the first place. 

In 2018, worldwide government debt reached $61 trillion, more 
than double the level of 15 years ago. America’s share of that 
burden is rising faster than the level of worldwide debt itself. In 
2003, the U.S. accounted for roughly 13% of global government 
debt, or approximately $4 trillion. Last year, U.S debt share 
jumped to around one-third, or $21 trillion. 

Perhaps more troubling is that the bull market in debt issuance is 
not isolated to sovereign issuers. Globally, corporate debt has been 
growing at an even faster clip over the past 15 years. Since 2003, 

non-financial corporate debt has nearly tripled to $74 trillion. 
Eventually, the amount of debt sitting on the balance of the 
corporate sector threatens companies’ ability to feed the engines 
of stock price appreciation — capex spending, stock buybacks, 
and dividend growth. To be sure, corporations are carrying debt 
that is roughly 50% larger than the amounts carried in 2008. 

Consumers had grown overleveraged as well because the financial 
sector has been fueling them with cheap credit, funded on absurdly 
generous terms by the markets. 

As shown on the chart below, Total U.S debt is reaching all-time 
high and is growing at a much faster pace than Nominal GDP. 
Deleveraging only occurred for a very brief time in the U.S. during 
the credit crunch that caused the Great Recession. Though it only 
registers as a mere “blip” on the chart of the inexorable growth of 
debt, that blip was enough to push the global financial system to 
the brink of collapse. As a result of trillions of dollars’ worth of 
intervention from government and central banks, the debt 
bubble has continued to grow again.

Global debt has continued to explode after the global financial 
crisis because central banks cut interest rates to historical lows, 
which has made it much cheaper to borrow. So, governments, 
corporations, and households have been nurturing a giant 

$180 trillion global debt bubble to allow GDPs to grow.   
Worst, the debt bubble has contributed to the growth of 
many other bubbles such as the global stock market, real 
estate or derivatives.

Total U.S Debt versus Nominal GDP
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Visualizing the biggest economic bubbles (source: www.howmuch.net)

The era of financial repression (which is essentially about capping interest rates 
and forcing economic agents to purchase government bonds) might thus have 
further to go. This creates considerable (if not ugly) risks for global investors. 

In light of the above, a prolonged and painful deleveraging 
seems inevitable. And debt would have ultimately to be paid 
down or written off with some very negative consequences for 
global economic growth. As for now, governments and central 
bankers have been kicking the can down the road through he 
implementation of several rounds of quantitative easing (see 
chart below). But QE already had some collateral effects by 
creating more asset bubbles, widening the wealth gap and 

leading to resource misallocation. The ultimate consequences 
have been lower potential growth (at levels which are not strong 
enough to repay debt) and the raise of populism. While 
courageous structural reforms and astute long-term fiscal 
policy would be the best way to decrease the debt load and 
break the vicious circle, short-term politicians usually favor 
other means such as Protectionism, costly fiscal stimulus and 
more monetary stimulus.

The cost of kicking the debt can down the road (source: Algebris)
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Global Equity Outlook
As highlighted in the first section of this global market outlook, 
there are reasons to be cheerful but also to be fearful when it 
comes to the direction of equity markets. Generally speaking, 
equity markets should be seen through the four lenses of liquidity 
conditions, earnings, valuation and sentiment. 

When it comes to sentiment, the first quarter rally was among 
the most hated ever (see Q1 market review) as asset allocators, 
fund managers and retail investors haven’t participated to a great 
extent to the equity recovery. From a contrarian perspective, we 

view this as a positive sign. 

In terms of valuation, stocks are definitely more expensive than 
at the start of the year as the equity markets advance took 
place in the context of downward earnings revisions. At 19.8x 
12-month trailing earnings, the S&P 500 is above its 10-year 
average (17.7x) and is definitely more expensive than international 
peers. On a forward earnings basis (17x), it is not cheap either 
but remains attractive compared to sovereign bonds. The same 
applies to European and Emerging markets.

As explained earlier, we believe that the amplitude of downward 
revisions to 2019 expected earnings growth seems to be 
exaggerated. For the equity market to make further progress, it 
is necessary for earnings growth expectations to stabilize and 
then shift towards an upgrade cycle. Based on our constructive 
view on China reflation and the resilience of US consumer, we 
believe that a positive change of trends for earnings expectations 
is likely.

When it comes to liquidity conditions, we believe that equity 

markets are unlikely to benefit from further help by central 
banks – at least for now.   

Generally speaking, this part of the economic cycle (i.e late 
stage) is historically favorable to equity markets. A recent study 
by Blackrock looked at returns in the 28 quarters that fell into 
“late-cycle” periods since 1988. The result: Global equities 
produced quarterly returns above the full-cycle average, edging 
out fixed income. Yet there was wide dispersion around these 
averages, particularly in EM equities. 

Global stock market valuations as of 31/3/2019 – Trailing P/Es (source: Baird)
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BOTTOM LINE:  Risk assets can perform well late in the cycle, but beware of 
volatility. Investors should prepare accordingly and avoid extreme tactical bets. 

Performance of selected assets during U.S late-cycle quarters, 1988-2019 (source: Blackrock)

Below, we highlight our preferences for the main regional equity markets

U.S: OVERWEIGHT - A slowing but still growing economy is a positive macroeconomic context for U.S equities. We believe 
the potential for multiple expansion is capped but expect earnings growth revision to improve. We prefer quality companies with 
strong balance sheets in a late-cycle environment. Technology and Health care are among our favored sectors, although the 
valuation multiples for the former are rich.

EUROPE: UNDERWEIGHT - Weak economic momentum and political risks remain two strong headwinds for European 
equities – especially banks. While the region is cheap on a relative basis, a catalyst is missing to unlock value. We prefer higher-
quality, export-oriented stories – including what we call the “trade war casualties” (see themes section).

JAPAN: NEUTRAL - Valuations are attractive and reforms continue to be implemented along with shareholder-friendly 
corporate behavior. Monetary policy remains supportive through central bank stock buying. Political situation is stable. The key 
risk is on the earnings side given the high operating leverage and sensitivity to global growth.

EMERGING MARKETS: SELECTIVE - Economic reforms and policy stimulus support EM stocks. As explained earlier, 
the wild card is China as the region would disproportionately benefit from Chinese stimulus and a potential Trade agreement. 
The greatest opportunities seem to be in Emerging Asia. The “Fragile 5” need to be monitored closely.
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Our view on the other asset classes
FIXED INCOME
We believe that the drop in long-term bond yields observed during the first quarter has 
been exaggerated. Indeed, price appreciation made up roughly three quarters of U.S. Treasury 
returns this year to date. Going forward, we expect the coupon (income) to be the main 
contributor to bond returns. 

However, we are pleased to see that the traditional inverse relationship between U.S. equity 
and government bond returns is alive and well. This negative correlation helps asset 
allocators to diversify the risk of equities by adding long duration bonds to portfolios. There 
is a decent chance for this negative correlation being sustained in this late-cycle period, with 
Treasuries acting as a buffer to any selloffs in risk assets driven by growth scares. 

Within Credit, the rally in High Yield has been brutal and we see limited scope for further 
spread compression going forward. We thus favor relative value stories within Investment 
Grade. Within Emerging Markets debt, we continue to like high quality sovereigns in 
USD, particularly in the GCC region. 

OIL
Our view at the start of the year was that the Oil price plunge in Q4 2019 was overdone and 
linked to global growth scare. To our opinion, oil market looks more broadly balanced in 2019 
than in 2018. The slowing, but growing, global economy is likely to underpin oil prices this 
year. Supply remains constrained by OPEC+ discipline, Iran sanctions and the shaky political 
situation in countries such as Venezuela and Algeria. Capital discipline among U.S. shale 
companies should also help. We thus expect modest gains from the current level.

CURRENCIES
The U.S. dollar story so far this year has had two sides. Yield differentials have reasserted 
themselves as a key driver, with the greenback rising against the lower-yielding euro, yen and 
Swiss franc, but declining against most higher-yielding Emerging Markets currencies. 

While the long-term fundamentals of the dollar are not supportive, we remain positive in 
the near-term as we expect the U.S economy to continue outperforming the rest of the 
developed markets. Moreover, the dollar’s perceived “safe haven” role is likely to boost the 
greenback in the event of any return of recession fears or a resurgence in geopolitical risk. 
Yet its relatively high valuation may limit its upside in the long term. The real effective 
exchange rate — a key trade-weighted gauge of the dollar’s value — is sitting roughly one 
standard deviation above the 20-year average.

In the rest of developed markets, the Swiss Franc and the Yen could very well play their safe 
haven roles during the time of crisis. The British Pound remains deeply undervalued against 
the dollar (on a PPP basis, GBP/USD should be trading around 1.80) but a positive outcome 
on Brexit is needed for the Cable to progress further.
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Key takeaways and our asset 
allocation recommendations
(one year time horizon)
Heading into the second quarter of 2019, we continue to favor 
equities over fixed income. We expect moderate but positive 
returns for equities on a one-year time horizon. While valuations 
are more demanding than 3 months ago, earnings momentum 
is expected to re-accelerate in the second half of the year. 
Financial conditions remain supportive and sentiment is far 
from overbought. 

While we remain positive on equities, increased selectivity is 
needed. We also expect volatility to make a come-back in the 
near future. As mentioned earlier, the later stage of the economic 
cycle is usually characterized by higher volatility.   

As shown in the asset allocation matrix on the next page, we 
continue to favor US equities over the rest of the world. Japan 
and Emerging markets come next. 

Within Europe, there might be attractive trading opportunities 
at a micro level within countries and sectors, especially in case 
of some resolution on the ongoing trade disputes.

We continue to be cautious on Fixed Income. With $11 trillion 
of bonds still trading in negative yield territory, the asset class 
remains too expensive. We favor higher-quality US investment 
grade corporates as well as hard-currency EM debt. We also 

continue to favor alternative fixed income such as trade 
finance funds. Long duration U.S Treasuries could be bought 
as portfolio diversifiers. 

Amid so much geopolitical and policy uncertainty, investors 
should consider being more opportunistic. We are at the stage 
of the cycle where investors need to add flexibility to portfolios 
and take advantage of alpha opportunities through actively 
managed funds. 

Within real assets and illiquids, we are constructive on real 
estate as the search for yield is likely to stay intact. We also 
believe that hedge funds will deliver better returns going forward 
as they should take advantage of the rise in volatility and a 
more selective context. Private equity has become overcrowded 
with the amount of “dry powder” reaching record levels. 
Nevertheless, there are some attractive direct co-investment 
growth opportunities.  

On the currency side, we believe there is still some modest 
upside on the dollar. Emerging currencies are expected to become 
more stable – but the “Fragile 5” needs to be monitored closely. 
The Swiss Franc and the Japanese Yen can be used as a 
portfolio diversifier, i.e it should do relatively well in case of 
market turmoil. 

In the next section, we review our favorite themes for 2019 as well as the Top 30 risks for the rest of the year. 

Amid so much geopolitical and policy 
uncertainty, investors should consider 
being more opportunistic. We are at the 
stage of the cycle where investors need 
to add flexibility to portfolios and take 
advantage of alpha opportunities through 
actively managed funds. 
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# THEME 1:  Equity versus Fixed Income

As mentioned earlier, we do not see the US and other developed economies heading into recession in 
2019. We do not believe that a financial crisis similar to 2008/9 is in the cards. Moreover, a rise in 
inflation triggering excessive monetary tightening does not look likely either. As such, we expect decent 
economic growth with moderate inflation in 2019, a context which is usually favorable to equities. 

Equity valuations are more attractive than Fixed Income as illustrated by the risk premium (e.g around 350 basis points in the 
U.S, a level historically consistent with 10%+ 12-months returns for U.S equities). 

UPDATE:  Our call to overweight equities over fixed income proved to be right in Q1. However, maintaining an overweight 
stance to equities after such a rally is never an easy task. We however stick to our preference for equities over fixed income 
but warn investors that volatility (and the likelihood of correction) is likely to increase going forward. This will be the price 
to pay to be allocated to equities in 2019.

QUARTERLY GLOBAL MARKET OUTLOOK

Asset Class View Bullish Neutral Bearish

Equities Overweight • US Large Caps • US Small and Mid Caps

• Japan

• Emerging Markets

• UK

• Europe

Fixed Income Underweight • Trade Finance

• US Investment Grade 
Corporates

• Emerging Markets Debt (in $)

• Emerging Markets Debt       
(in local currencies)

• US High Yield

• Sovereigns

Real Estate/
Illiquids

Neutral • Real Estate • Private Equity

• Commodities

• Hedge Funds

• Agriculture

Cash • US $ • Emerging Local Currencies

• Yen

• Swiss Franc

• British Pound

• Euro

Asset Allocation Matrix

An UPDDATE on our 2019 
Investment Themes
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# THEME 2:  High Free cash flow yielders 

As liquidity is drying in the market, the key is to avoid illiquid instruments as much as possible. When it 
comes to allocating to equities and credit, the focus should be on companies with strong balance sheets and 
generating sustainable, high free cash flows.

We do like in particular global stocks trading at an attractive high free cash flow yield. In a world of high debt 
levels, we also feel that avoiding companies with high leverage will pay off over time.

High quality free cash flow yielders can be found in all sectors but are more frequently represented in Healthcare, Technology and 
Consumer sectors. 

UPDATE:  This theme worked well in Q1. Our call is intact. 

# THEME 3:  Growth stocks 

With growth slowing down, investors will pay a premium for growth – we thus expect US growth stocks to 
perform well in this context. 

At the end of 2018, Large Cap Tech stocks were looking cheaper as the FAANGs lost more than a $1 trillion 
of market capitalization in Q4 2018. Short-term forecasts are challenged but the long-term thesis is intact.

Within defensive growth, Large-caps Pharma and Medtech continue to offer attractive growth rates at a reasonable price and 
will most likely be favored by investors looking to get exposure to equities without being too much exposed to the macro-
economic cycle.   

UPDATE:  Growth outperformed value during Q1 and the FAANGs performed strongly. We do believe that valuations of growth 
stocks look stretched now and fund flows are pointing towards some over-optimism for this theme. Some caution is thus 
warranted but we believe that pull-backs are buyable. 

# THEME 4:  Opportunities in Trade war casualties

Trade war was among the main culprits behind the rise in market volatility last year and remains investors’ 
biggest concern. 

Our base case is for the US to back down on some of the measures that have been taken in its trade war 
with China. In turn, China will be willing to make concessions on intellectual property rights, technology 
transfer and foreign ownership of Chinese companies. 

As a lot of bad news on Trade have already priced in, any good news on Trade could trigger a re-rating of some of the “Trade war” casualties. 

This includes Asia-ex Japan equities – and Chinese domestic stocks in particular. 

But European stocks have also been suffering from the rise in Trade tensions. For instance, the DAX index lost 22% in 2018 and 
companies such as German cars could benefit from any relief on the Trade war front.   

UPDATE:  While there is still no resolution on the U.S-China Trade war front, the market is starting to price in some kind of 
agreement between the two super-powers. As anticipated, China equities are benefiting from this renewed optimism. For sure, 
any disappointment on the Trade war front would lead to a brutal correction in Chinese stocks. But as mentioned earlier, we 
expect some progress and this should continue to support the theme. 
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QUARTERLY GLOBAL MARKET OUTLOOK

# THEME 5:  Pro-growth policies  

The pro-growth policies implemented by President Trump in the U.S are creating some “neighbor envy”. As 
the European continent is facing structural economic issues and 9-10% unemployment rate, anti-
establishment movements came back with a vengeance in 2018. In In March (of last year), Italy kicked off 
the move with the rise to power of the populist Five Star Movement and The League. In Germany, Angela 
Merkel will step down in 2021. France and UK have their own problems. Ultimately, we believe that European 
politicians will try to buy off voters with more fiscal stimulus. 

In a certain sense, President Trump’s economic policies may be exported not only in Europe but also elsewhere – e.g China recently 
announced that they are targeting a fiscal policy stimulus of 1% of GDP in 2019. Following the path of the U.S already happened 
before – e.g when the US slashed its tax rate in 1986, everyone followed afterwards.

The implementation of pro-growth policies in Europe and China could trigger a rebound of these two under-performing markets. 

But the implementation of pro-growth policies could also continue to take place in the U.S. For instance, infrastructure spending 
has been much slower to materialise than many expected, but this could well be a key element of President Trump’s growth 
strategy ahead of the 2020 elections. In such scenario, U.S Industrial stocks would benefit. 

UPDATE:  We haven’t seen much progress on that front as monetary policy easing took the front seat in Q1. We still expect 
to see some positive developments on the “pro-growth policies” theme later this year.  

# THEME 6:  GCC bonds 

2018 was a bloodbath for Emerging Markets bonds. While they tend to trade at tighter spread than US 
high yield this has been reverted at some point in 2018. Within EM bonds (in dollar), we do like GCC 
issuers for the following reasons. 

First, GCC fundamentals are among the strongest in the world. GCC currencies are stable and pegged to the U.S dollar, GCC 
have low debt levels, ample foreign reserves and benefit from fiscal stability. This is in sharp contrast with many other emerging 
markets which are currently struggling with their currencies (due to the global dollar shortage situation), face widening budget 
deficit, depleting foreign reserves and rising debt levels.  

4 out of 6 GCC countries are currently investment grade. According to the Net Foreign Assets methodology used by the IMF, 
these 4 GCC countries (UAE, KSA, Qatar and Kuwait) are among the wealthiest in the world, ahead of most G7 countries.  

Before the oil crisis, GCC bonds suffered from very little interest by international investors. One explanation was the lack of 
issuance – indeed, that GCC sovereign and quasi-sovereign issuers didn’t have to tap the bond market. Since then, the situation 
has evolved as GCCs are progressively issuing bonds. 

Another reason for the low representation of GCC bonds in global portfolios was the fact that GCC bonds were not part of the 
JPM EM bond index given that the GCC average per capita income is much higher than EM. But this is changing as well as JPM 
has tweaked the classification. In January 2019, JPM EM bond index will start to progressively include GCC bonds which means 
that $60 billion of passive and active flows should be expected. Over time, GCC is expected to be 18% of the index, on par with 
EM Europe and EM Asia. 

Last but not least, GCC bonds are underpriced – in part because of the under-representation in indices as mentioned above but 
also because of a geopolitical risk premium. The spreads GCC bonds are currently trading at do not reflect the strength of the 
fundamentals and we believe that these spreads should tighten over time.   

UPDATE:  A GCC sovereign bond index returned 5% in Q1. While we don’t expect similar capital appreciation going forward, 
we still like this particular segment of fixed income.
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# THEME 7:  US Corporate Investment Grade bonds 

The US corporate bond market posted negative returns in 2018 as falling prices within investment grade 
and high yield more than offset coupon income.

Over the last few months, investors have been concerned by the high levels of corporate debt in some sectors, the relatively high 
proportion of companies which are in the investment grade universe but at risk to being downgraded to the high yield universe and 
the rising risk of recession.

As discussed earlier, we do not expect a US recession and we think the extent of interest rate increases will be quite modest (maybe 
one 25 basis point increase in the Federal Funds rate in 2019 if any). 

Furthermore, for investment grade companies, the degree of leverage is not particularly high by historic standards and the coverage 
of debt interest payments by earnings is comfortably high. The yield on US investment grade corporate debt, which increased to 
4.4% in late 2018 looks attractive to us. We think that yield is a fair compensation for the risks involved and that yields will not 
rise significantly further in 2019.

We think that positive returns will be seen in 2019. Nevertheless, this is a market where investors need to be selective and we are 
thus recommending an active management and individual security selection approach. 

UPDATE:  The spread compression in Q1 went beyond our expectations. The capital appreciation potential seems limited 
from current level but it is still possible to identify some attractive relative value opportunities. 

# THEME 8:  Trade finance

As highlighted in previous edition of Perspectives, Trade finance loans represent a unique asset class that 
provides investors with decent income as well as significant portfolio diversification. The combination of 
floating rate income, collateral security and low duration means that trade finance loans can act as a shield 
against the possibility of rising interest rates in the current rate environment while at the same time 
offering the security of assets that are backed by collateral.

While they have been the preserve of commercial banks for many years, trade finance loans are now more easily accessible thanks 
to the deleveraging and greater syndication efforts from banks. Still, the biggest challenge remains the effort required from 
mainstream investors to climb an initially steep learning curve. To this end, specialized fund managers offer the best access to this 
compelling asset class.   

UPDATE:  The thesis remains intact

# THEME 9:  Multi-assets investing

2018 proved to be a very difficult year for asset allocators and multi-assets funds as 93% of the main asset 
classes ended in negative territory – the highest level ever. We do not expect such a scenario to repeat in 
2019 and would thus advise investors to get exposed to the market through a diversified strategy. In this 
context, multi-assets funds can be a very useful instrument for those investors who do not seek to manage 
their asset allocations by themselves. 

We believe multi-asset investing can offer our clients four key benefits: 1) Multi-asset funds can help you targeting specific and 
measurable investment outcomes (e.g a targeted return p.a); 2) Multi-asset funds are managed dynamically; 3) Multi-asset funds 
quickly adapt to markets using enhanced capabilities; 4) Multi-asset funds give you access to “best-in-breed” investment managers.   

UPDATE:  After a dreadful Q4, the first quarter of the year was outstanding for the multi-assets funds which stayed invested. 
Our diversification thesis remains intact
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Top 30 risks to watch in 2019 
Financial markets will have to climb a wall of worry in 2019. 
Below, we highlight what we consider to be the Top 30 risks 
for 2019 – these risks are classified by country/region. 
For sure, the highest risk is the “unknown unknown”. Another important point is that 
slowing down of global growth means that financial markets are more sensitive than 
before to any type of choc and this implies that volatility is here to stay.

QUARTERLY GLOBAL MARKET OUTLOOK

# THEME 10:  Blockchain  

While 2018 was a bloodbath for crypto-currencies, blockchain technologies continue to be adopted. Indeed, 
the global blockchain market is anticipated to grow to over $60 billion by 2024 as more companies adopt 
distributed ledger technology and mass-use cases appear. Very much still in the infancy stage, blockchain 
technology is currently being explored and adopted by global industry titans such as IBM and Softbank.

Additionally, thousands of innovative companies around the world are trying to solve market inefficiencies by leveraging the 
benefits that blockchain technology provides. These companies can be found in every industry, from content creation and 
transportation to financial services.

The blockchain ecosystem flourishes due to tokenized economies, developers, service providers and entrepreneurs who are breaking 
the mold. 

We are exploring ways to enable our clients to get exposed to this very promising theme.. 

UPDATE:  The thesis remains intact – we are seeing very strong progress in terms of crypto-assets institutionalization and 
the range of products exposed to blockchain is expanding at a fast pace.

#1 Gridlock in Washington creates clashes and repeated US government shutdowns

#2 Increased U.S Treasury issuance pulls flows out of U.S equities and credit 

#3 US Treasury auctions bid-to-cover ratios start to decline as global investors lose faith in the U.S 

#4 US 2 years – 10 years yield incurve inverts and has negative impact on equity and credit markets

#5 US corporate tax cuts boost buybacks but fail to encourage capex

#6 The Fed decides to stay behind the curve and lose controls on U.S inflation as wage growth   
 accelerates and pressures U.S corporate margins

#7 The Fed restarts Quantitative Easing (QE) but markets fail to respond 
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#8 Slowing growth in Europe trigger further appreciation of the dollar

#9 The end of ECB QE lowers the demand for global bonds 

#10 Escalation of yellow vest protests in France and social unrest in the rest of Europe

#11 Surge of populist parties at EU Parliament election (in May)

#12 Italian fiscal situation continues to deteriorate leading to yield spreads contagion in EU Periphery

#13 ECB restarts QE but the periphery spreads fail to tighten which leads to a Eurozone crisis 2.0

#14 A Globally Systemic Important Bank faces a funding risk leading to a full blown financial crisis 

#15 No deal is agreed on the (extended) Brexit date  

#16 The UK economy slows much more than expected 

#17 Slowing BoJ QE lowers demand for global bonds 

#18 Japanese growth is hit by China slowdown and the economy moves back into deflation

#19 Further escalation in US-China trade war 

#20 Slowing growth in China has ripple effects around the world as Chinese economy failed to respond   
to stimulus

#21 Due to a sharp acceleration in the number of defaults, Chinese debt bubble starts to burst 

#22 Emerging markets continue to suffer from global dollar shortage 

#23 Emerging Markets corporates struggle to refinance their maturing $ debt which leads to full-blown   
credit spread widening

#24 Political changes in India, Indonesia, South Africa, etc. 

#25 Algo-driven and risk parity driven sell-off in equities and credit continues

#26 A few ETFs fail to honor redemptions which leads to a global confidence crisis in asset managers   
 and financial markets

#27 Global housing bubble starts to burst in countries such as Australia or Canada  

#28 More armed conflicts in the Middle-East lead to a surge in oil prices

#29 Continued increase in inequality leads to social unrest and changes in leadership all around the world

#30 Extreme climate events become more costly and more visible
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Special Focus: 

A strong quarter 
for Al Mal Mena 
equity fund

SPECIAL FOCUS
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Q1 Market review for MENA equities
As highlighted above, the S&P Pan Arab index recorded a very 
decent performance in the first quarter of 2019 as global 
markets and Brent Crude Oil rebounded strongly. 

In terms of country performance, Egypt (+13.1%) and Saudi 
Arabia (+12.7%) were the two best regional equity markets in 
Q1 2019. Oman (-7.9%) was the worst performing market.  

As mentioned in the first part of our monthly publication, the S&P 
Pan Arab Index performed well on an absolute basis (+7.7%) 
during the first quarter but lagged U.S equities (+13.1%) and 
Emerging Markets indices (+9.6%).
As a reminder, the Middle East equities was the best performing region last year (+6.2% for the S&P Pan Arab index in 2018), 
strongly outperforming World equities (-11%) over that period. It is this not a surprise to see the S&P Pan Arab index lagging 
the world equity index in Q1 as the oversold markets such as U.S or Emerging markets equities had a higher potential recovery 
as global equity markets bounced.  

Below we review the performance of MENA equities over Q1 as well as the performance of Al Mal Mena equity fund.  

Q1 2019
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MENA equities performance in Q1 2019

Middle East equities was the best performing 
region last year, strongly outperforming World 
equities over that period.
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SPECIAL FOCUS

The key events of the first quarter were the following:

SAUDI ARABIA:  The first phase of inclusion in the FTSE EM Index took place, attracting USD 600m 
of inflows. With foreign ownership on the rise, institutional participation should bring in more 
discipline to the market.

EGYPT:  The Central bank cut interest rates by 100 basis points during the February MPC. This came 
as a surprise as expectations were that we would see monetary easing not before the last quarter of 
the year. The central bank noted that inflation levels are under control and the high cost of capital is 
hurting investment from the private sector. 

UAE:  Employment tracker fell to 47.5 in February, its lowest level since August 2009 – which in 
simple words means companies in the non-oil private sector cut jobs at the fastest pace in a decade. 
The overall PMI reading though was healthy at 55.8 

OMAN:  Saw its credit rating cut to junk by Moody’s based on delays in measures that were announced 
in early 2018 to improve Oman's deficit.

The Al Mal Mena equity fund is up +8% since the start of the year
We started the year with a positive view on our regional stocks 
and with a mixed exposure between large caps and mid-caps. In 
terms of regional allocation, the Fund has been overweight Egypt 
and UAE, neutral on Kuwait and underweight Saudi and Qatar. 

While the Fund underperformed during the first two months of 
the quarter due to the strong performance of the large-caps 
“index” names, our stock selection paid off in March. Top 
contributors to Q1 relative performance were Egypt Kuwait 
Holding, Al Rajhi Bank, Emirates NBD, Samba and National 
Bank of Kuwait. 

Since the start of the year, the Fund is up +7.98% (net of fees)                        

and is thus outperforming the benchmark by 30 basis points. 

Since we reshaped the team and investment strategy at the 
start of 2017, the Fund has generated a performance of 
+30.6% (net of fees) over the period and is thus outperforming 
all the main asset classes (see chart on the next page). The 
Fund is also outperforming the S&P Pan Arabs Index by more 
than 15% over the period. 

It is important to note that throughout this period the active 
share of the Fund has been very high (60-70%) despite being 
invested in the better liquidity names while maintaining a very 
reasonable ex-post tracking error (around 6%).

While past returns are never a guarantee of 
future results, we continue to believe that our 
bottom-up, deep fundamental research and high 
conviction approach investing into a region full 
of alpha opportunities will produce attractive 
returns in the medium to long-run.
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Al Mal MENA equities Fund versus key market indices from January 2017 to end of March 2019

Date S&P 500 Al Mal MENA 
Equity

MSCI
World

S&P
Pan Arb MSCI EM Barclays

Bond Index Gold Oil DFM
Index MSCI FM

Cumulative performance 
since 01 Jan 2017 till 
31 Mar 2019

26.6% 30.6% 20.4% 15.3% 22.7% 8.4 12.6% 20.4% -27.7% 9.8%

9 QUARTERS IN THE REARVIEW
Al Mal MENA equity fund performance (net of fees) since implementation of the new strategy 
(1/1/2017 - 31/3/2019)

10 Strong Reasons To Consider Al Mal Mena Equity Fund As 
An Investment Vehicle Of Choice
#1: Al Mal commitment:  While the MENA equities team has 
been revamped in early 2017, the involvement of Al Mal Capital 
in regional equities fund management is more than 10 years 
old. Indeed, Al Mal UAE equity fund was created in April 2006 
whereas Al Mal MENA equity fund was launched in June 2008.  

At a time when many regional financial firms are leaving the 
segment and most international asset managers continue to 
shun the space, Al Mal Capital is investing and expanding into 
Middle East equities. This is the best proof of Al Mal Capital 
level of commitment and conviction on our regional markets. 

Al Mal Capital has been of the very few long-standing MENA 
equity specialist and has a strong objective to be seen among 

the worldwide leaders in this space.

#2: The strong backing of Dubai Investments:  In 2015, 
Dubai Investments increased its ownership to obtain a majority 
shareholding in Al Mal Capital. Our main shareholder has been 
a strong supporter of Al Mal asset management team and is 
backing our MENA equities ambition, for instance by seeding 
our newly created funds.

#3: The upcoming launch of the fund under a UCITS 
format: One of the missions of Al Mal Asset Management 
team is to promote MENA equities as a destination of capital 
for international investors. As such, we need to provide them 
with a fund structure which is investable. 

Below, we outline why we believe Al Mal Mena Fund equity fund performance potential remains intact. 
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Al Mal MENA Equity Fund is currently registered in Bahrain. 
While this fund domicile provides the manager with many 
advantages (including direct access to Saudi market), it is not 
investable for most international investors, would they be 
institutional or retail.

Al Mal Capital and Azimut Group, one of the largest European 
asset managers, have signed a partnership agreement to jointly 
launch a Middle Eastern equity UCITS fund. 

The strong regulation of UCITS and the resulting high level of 
investor protection have made them popular with supervisory 
authorities and 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.

This newly established Fund is planned to be launched by 
early May 2019 and will be co-branded by Al Mal Capital and 
Azimut. With more than USD 60 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.

#4: A unique investment approach and process: As already 
mentioned above, we believe that our investment approach and 
process is pretty unique. Our investment strategy is bottom-up 
fundamental through a deep research process. We favor an 
unconstrained and high conviction approach. The fund active 
share is around 60-70%.

#5: Strong absolute and relative performance since 
early 2017:  As mentioned earlier, the Fund is up +30.6% since 
early 2017 performance against +15.3% for the S&P Pan Arab 
index. Not only was the performance strong against benchmark 
but it did well against peers. 

It is also worth highlighting that an alpha of 15% with 6% 
tracking error implies an information ratio of 2.5x. Last but not 
least, the fund volatility was lower than the index despite the 
fund’s concentration.

#6: A scalable strategy: On purpose, we selected an 
investment universe which allows us to pick highly differentiated 
companies. We define our universe as GCC, Levant and North 
Africa (mainly Egypt and to a lesser extent Morocco). This 
universe is rather heterogeneous and exposed to very different 
dynamics (think about impact of rising oil prices on a country 
such as Oman versus Egypt). 

Unlike some competitors, we are not investing into illiquid micro/ 
small caps to generate such level of performance. We believe we 
can achieve exactly the same results with a USD 500-700m assets 
under management. Not only our strategy is scalable, but we have 
much higher capacity left than most of our direct competitors.

#7: A highly liquid strategy: The current Bahrain registered 
fund offers weekly redemption frequency to investors. The same 

weekly frequency will be offered through the UICTS Luxembourg 
format and could be applied to a managed account as well. 

At a time when many investors believe that the only way to 
generate double-digit returns is to allocate to illiquid strategies 
such as Private Equity or real estate, it is somewhat refreshing 
to see that very decent returns can be achieved with a strategy 
which allows investors to get their money back within a week.

#8: Full transparency:  As our investment strategy does not 
imply investing into small/micro caps and because it is based 
on a clear, repeatable investment process, we chose from day 1 
to communicate with our existing and potential clients in a 
transparent way and on a frequent basis. 

We thus publish portfolio details and comments on a weekly, 
monthly and quarterly basis. We also offer direct access to 
portfolio managers.

#9:  Investing into a fund and a team which might be in the 
“sweet spot” of their lifecycle:  In the December 2017 edition 
of Perspectives (Special Focus: “The Fund Lifecycle Theory”), we 
mentioned that many investors are under the wrong impression 
that the right timing to invest in a fund is when it has a long track 
record and large assets under management (AUM). In this article, 
we highlighted that “bigger” and “older” are not always better.

Indeed, many institutional investors and family offices may 
significantly narrow down the number of fund managers, 
looking for at least five years’ track record and over US$300-
500 million in managed funds. As we highlighted in this article, 
several academic and industry research has suggested that 
large size and old age can have a negative impact on fund 
performance and performance persistence. 

As mentioned earlier, Al Mal Asset Management team has been 
strengthened in early 2017. While the new team cannot show 
a track-record of more than 5 years and over $300 million in 
assets, we have now reached the stage once the fund has 
achieved some success, when those making the decisions have 
gained some confidence but they aren’t yet so well known that 
the fund is too big or impossible to get into.

While past results are not a guarantee of future results, the 
performance achieved since the start of 2017 is a strong 
encouragement for the foreseeable future. 

#10: The upside potential of MENA equities: As mentioned 
earlier, we are upbeat about the near-future prospects of our 
regional markets. While many investors have been skeptical 
about the potential added value of MENA equities to a global 
portfolio, 2018 proved to asset allocators that Middle East 
markets can de-correlate from both developed and emerging 
markets while generating attractive returns. To our opinion, 
international investors will continue to learn about the 
attractiveness of MENA and progressively allocate to our 
regional markets. As highlighted on the next page, the MENA 
region blends most of the characteristics of developed, emerging 
and frontier markets – this is a very unique feature.

36  |  Perspectives - April 2019



CONCLUSION:
The way we see our role as Al Mal Middle East equities team is the 
following: whatever the direction and performance of the market, 
we want to invest into what we define as the very best opportunities 
within our investment universe. We believe that by doing so, we 
should at least double our client’s capital over 7 years. It should be 
achieved by going long the market and generating around 5% of 
alpha vs. the index per annum. 
While we cannot guarantee a repeat of the strong performance 
we achieved since early 2017, we are confident that our high 
conviction approach will enable us to generate above benchmark 
returns going forward. And with the Middle East market outlook 
improving, it is thus not too late for investors to allocate to Al Mal 
MENA equities fund.

MENA, a region like no other
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MIDDLE EAST EQUITIES

Middle East equities:
Our outlook for 
Q2 and beyond
Despite some negative headlines on the region, Middle East 
equities have been performing reasonably well since the start of 
2017, as the S&P Pan Arab index posted a 15% absolute 
performance over the period. Below, we first review the reasons 
why we stay positive on the region. We then share our main 
investment themes and ideas for Q2 and beyond. 

2
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We remain positive on MENA equities for both secular AND cyclical reasons
SECULAR REASONS

• The Oil crash has been a once in a life time opportunity for 
the region to “reinvent itself”.  We are seeing major economic, 
societal and capital markets reforms being implemented 
and this should help MENA to move post-oil era into a 
more diversified economy with greater representation and 
activity in the capital markets (e.g Saudi inclusion into MSCI 
EM & FTSE index, etc.);

• The geopolitical situation aside, MENA is full of attractive 
companies and ALPHA opportunities (80% of the volume 
is retail money, the market is under-covered by sell-side 
research, etc.);

• There is still very low foreign ownership (i.e FDIs can only 
go upward);

• MENA is de-correlated from other EM markets ($-peg, solid 
fundamentals, oil exporter);

• Based on the points above, we believe that MENA capital 
markets have entered into a virtuous circle: index inclusion of 
Saudi and Kuwait will attract passive and active foreign flows 
– these foreign investors will require more transparency and 

improved governance – flows will also improve liquidity – 
valuations will adjust upward over time – all of the points 
mentioned earlier will boost performance, attracting more 
foreign flows, etc. 

CYCLICAL REASONS
• Asset allocators and global emerging markets fund managers 

will continue to favor the region (in particular GCCs) given 
limited currency ($-peg);

• Unlike many other EM countries, GCC countries are benefiting 
from rising oil prices;

• The region has limited exposure to trade war (vs. Asia for 
instance);

• Valuations remain decent (except for some large caps large 
caps in Saudi or Qatar – see below);

• The strong fundamentals of the region (foreign reserves, 
low debt, fiscal stability, $-peg) also attract flows versus 
weak EM countries (Turkey, Argentina, etc.)

Growth at reasonable price
If we look at the overall simple average, the region is trading at 
13.1x estimated 2019 earnings and those earnings are expected 
to grow at nearly double digits. On a relative basis, MENA 
equity valuations remain attractive. 

Within the MENA region, relative valuations in part explains 
why we continue to overweight markets such as Egypt as it is 
trading at a very low PE/G*. 

(*) PE/G is a ratio which divides a P/E multiple by expected growth.
The higher the PE/G, the more you are paying for expected growth, i.e we would tend to favor lower PE/G over higher PE/G. 

Region P/E (T12m) P/E (2019) P/B Div Yield % PE/G

Saudi Arabia 19.9 16.0 2.0 3.4 1.33

Dubai 9.8 6.7 1.0 5.5 0.42

Abu Dhabi 14.2 12.6 1.4 5.2 1.14

Qatar 14.2 13.1 1.5 4.5 1.63

Kuwait 16.5 13.3 1.8 9.1 0.87

Egypt 16.2 10.1 1.5 3.0 0.46

Oman 8.3 6.2 0.8 6.0 0.64

S&P Pan Arab Index 15.9 13.1 1.7 4.1 0.94

Valuations2
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Investment themes for Q2 and beyond
EGYPT - The Best Growth Profile 

Even though Egypt was the best performer in the first quarter, it remains the most attractive country to 
our opinion. The market was the darling of MENA equity investors between January 2017 and April 
2018 as the EGX30 recorded a gain of 65% in dollar terms over this period. Since then, the pressure on 
emerging markets (currencies and equities) and stronger oil prices have been taking a toll on Egypt 

equities as the EGX30 entered a bear market, falling 30% (in dollar terms) from its peak on April 26th till year-end, hence 
giving up all its last year gains and underperforming the broader S&P Pan Arab index. 

On our side, we remain positive on Egypt. Supported by broad reforms and with multiple catalysts ahead (stable or falling 
interest rates, continued recovery in tourism, increased gas output), Egypt markets have to potential to deliver healthy returns.

A positive development is the fact that inflation is set to moderate. The Egypt central bank paused its easing cycle at its last 
meeting due to the February’s jump in inflation to 14.4%. We expect inflation to moderate to less than 13.8% y/y and to fall 
back sharply in H2 due to the comparison base. We expect 200bps rate cut in August and 200bps in November, more than 
consensus anticipates.

While certain domestic issues can partly justify the 2018 plunge of the Egyptian stock market, we believe that most of the weakness 
can be explained by the broad sell-off which took place within emerging equity and currency markets. This indiscriminate sell-
off has created some very attractive alpha opportunities, which led us to increase our overweight stance on Egypt at that time.

However, selection remains a key. At this stage, we focus on industrial companies which are infrastructure related. Over the 
coming months, we might shift to consumer stocks if wage growth start to catch up.

On our side, we remain 
positive on Egypt. 
Supported by broad 
reforms and with multiple 

catalysts ahead (stable or falling 
interest rates, continued recovery in 
tourism, increased gas output), 
Egypt markets have the potential to 
deliver healthy returns.
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Banks - Rising Interest Rates  (with a pause)

We still like banks, as Fed rate hikes have been benefiting the net interest margins (NIMs) of GCC banks 
especially in Saudi, UAE and Kuwait. As the Fed monetary tightening is pausing earlier than anticipated 
(as discussed in the Global outlook section), the net interest margin expansion story is likely to stall as 
well. However, it might then be the time to revisit the case of leveraged companies.

High and Stable Dividend Yields  

We find many companies with stable business models – telecoms, utilities (including district cooling) 
and real estate, where majority of income is generated by rentals and is largely recurring in nature. As 
investors take in account renewed expectations of lower interest rates, we believe such stocks where the 
dividend yield is 5-7% would attract flows.

UAE - Attractive Valuations 

The UAE markets, especially Dubai underperformed in 2018 – and this was especially the case for Dubai 
(see January 2019 Perspectives). The markets have somewhat recovered in the first quarter, however 
valuations on a bottom up basis remain attractive. 

Saudi Arabia - Mainly about Flows 

The inclusion of Saudi Arabia in the main EM indices (MSCI & FTSE) is a major event for the region. 

First, in terms of capital flows. Indeed, $60bn flows are expected through the 7 phased MSCI / FTSE 
inclusion in FY’19 / Q1 ’20 ($20bn passive and $40bn active). We do believe that the KSA inclusion is still 

underplayed by the market as we have only seen $1 billion of inflows in 2018.  

We would also highlight that the EM indices inclusion is not just a Saudi story – e.g. the Kuwait phase 2 inclusion in the FTSE index 
took place in Q4 and the MSCI upgrade is expected to take place in June ‘19.

Going forward, we expect MENA markets to have a weight of 5% in the MSCI and FTSE EM benchmarks by 2020 (up from 2%). 

The planned IPO of Aramco by 2021 should add 2%. With a total of 7%, the weight should not be far from the weight of Latin 
America for instance. With such a weight in the main EM index, global asset allocators will not be in a position to avoid the region 
anymore – this is a major event which should trigger the virtuous cycle mentioned earlier in this document.  

While KSA continues to be an index inclusion story for 2019, we have seen some green shoots in corporate earnings. We are 
selective in our picks and are positioned on themes such as industry consolidation and healthcare. Insurance is another area where 
we see growth both in medical and motor segments. 

As explained above, the 7 phased MSCI and FTSE inclusion are expected to bring passive flows which are likely to benefit large 
caps mainly. We would be very cautious if the market as a whole becomes very expensive following the initial phases.

Geopolitics   

Another investment theme where we would like to be positioned is the companies that benefit from 
geopolitical developments (and avoid those that get impacted). For instance: 

a End of war in Yemen / Syria: Watch for cement companies in nearby locations;   
b (Hypothetical) Qatar dispute resolution: resumption of trade and tourism with the rest of Gulf;  
c Sanctions on Iran: we avoid companies that have exposure to the country;    
d U.S – China trade war: Logistics & transportation companies such as DP world could benefit from  
 any positive surprise on that front.
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MIDDLE EAST EQUITIES

Emirates NBD
BUSINESS OVERVIEW:

• UAE’s second largest bank (in terms of assets), with strong 
market share across segments - corporate, retail, Islamic, 
investment banking;

• Geared on the Dubai story – Expo, infrastructure, ports, airlines, 
malls – short term under pressure but outlook over 3-5 years 
is positive;

• Benefits from rising interest rates – more than half of the 
deposit base is current and savings account (CASA), most 
corporate loans reprice on a monthly EIBOR reset;

• Well capitalized (Capital Adequacy Ratio 21% o/w Core Tier-1 
ratio of 16.7%) to absorb the impact of IFRS 9 and Basel III;

• Legacy Non-Performing Loans ratio of 5.8% is well covered 
@ 127%, in fact management claims high scope for reversals;

VALUATIONS:

• The stock trades at trailing twelve months Price to Earnings 
ratio of 6.5x; our estimates for earnings growth in the next 2 
years is a conservative 9% (pencilling in a jump in cost of risk);

• It still puts the stock at a PEG (PE to growth) ratio of 0.67x 
(vs. First Abu Dhabi Bank at 1.3x and the UAE sector median 
at 0.9x); Price to Book at 0.9x also looks very decent for a 
Return of Equity (ROE) of 17-18%;

• Key reason for this discount: the low liquidity on account of 
low real free float (Government holds 90%) and Foreign 
Ownership Limit restricted to 5% (fully utilized);

• All that is about to change – we are in constant touch with 
the management and Investor Relations and they reiterated 
that the rights issue and Foreign Ownership Limit (FOL) 
increase are independent to Turkish acquisition.

Egypt Kuwait Holding
Egypt Kuwait Holding is one of the MENA region’s leading investment companies with a diversified portfolio of investments 
which includes fertilizers, petrochemicals, energy, and diversified Investments. 

The Company is a play on liberalization of energy sector in Egypt with portfolio of business which provides growth along with 
stability in cash flow. 

Our Top Conviction names for Q2

• A play on liberalization in Egyptian energy sector with portfolio 
of business which provide growth (Onshore North Sinai and 
Nat Energy) and stability in cash flow (Alex fert and Sprea);

• Strong balance sheet with net cash position representing 
20% of current market cap;

• They recently found 2.3 TCF (trillion cubic feet) of gas and 
112 million barrel of condensate under their concession in 
our valuation for the incremental reserve base, we assumed 
that a recovery factor of 0.7x . Out of being conservative, we 
also assume higher capex/bcf (+25%) for the new reserves 
of gas relative to the current producing fields. While there is 
no clarity yet on commencement of production, we assume it 
would start gradually in 2020 and remain operational until 2029. 

This is again more conservative than management’s initial 
view of a profile spanning 7-8 years. Once EK receives a 
third-party audit report on the economics of the concession, 
there will be more clarity, and further value may be unearthed 
in deep targets.

WHAT WE LIKE IN THE COMPANY

1) Stability of cash flow

• Sprea: the company has shown resilience in terms of growth 
in top line and stability in margins as they control 85% of 
market share in Egypt and has the pricing power. The current 
utilisation strands at 80% and we expected this to go to 
85% by 2020. The introduction of new line to export to 
Saudi will further improve the net income; 

UAE’s second largest bank, with strong 
market share across corporate, retail, 
Islamic and investment banking segments.
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• Alex Fert: stable cash flows with utilisation levels of 105% 
due to no problems in supply of natural gas. They currently 
sell 30% of output in local market and we expect no reduction 
in this quota for foreseeable future.

2) Pockets of growth

• Nat Energy: They have connected around 1.3mn household 
to the grid with another 1.7mn household to be added under 
their current concession and with current run rate they will 
need another 10-12 years to connect remaining houses to 
the grid while major growth is coming from Khobar power plant 
where they increased their capacity from 42MW in 2017 to 
75MW and will further increase it to 115MW by 2020; 

• ONS (Onshore North Sinai): This could be a source of massive 
growth they currently have 400 billion cubic feet (BCF) of P1 
reserves while 218BCF of this has been developed and currently 
under commercial production. They have been working on new 

gas discovery in their current concession and have already 
done some preliminary study by Schlumberger which indicates 
around 1-2TCF of additional gas. They have already conducted 
seismic study which confirms the gas now the last step is to 
dig an exploratory well this is expected to publish results by 
end of March 2019. If they are able to find this additional gas 
this could be worth USD 1bn (current market cap of company 
is around 1.3bn).

3) Strong balance sheet

The company has net cash of around USD 200bn (20% of 
market cap) this provides them strong edge vs competition as 
they can fund any new acquisition from this cash. They have 
been avoiding taking any leverage due to high interest rate in 
Egypt and eventually when interest rates will start to come 
down they will lever their balance sheet which will further 
improve their ROE’s.

Extra
Extra is a leading electronics retailer in Saudi Arabia with a 14% market share. The company has 40 stores in the Kingdom across 
24 cities and 3 in other GCC countries. United Electronics began an aggressive expansion strategy in 2010 to become a leading 
big-box retailer in Saudi Arabia, capitalizing on rising discretionary spending and an ongoing shift towards organized retailers. 

VALUE DRIVERS 

• Regulations requiring 100% Saudization for electronics retailers 
by November 2018 should drive strong market consolidation. 
Such developments push smaller, unorganized players out of 
the market, as these stores are mostly run by expats. We have 
already seen how the above played out in case of mobile retailers 
– market share of organized players increased from 26% to 
47%. The new decree issued in early 2018 encompasses large 
electric appliances, audio-visual equipment and small appliances, 
which together has a current size of around SR 10bn. This is 
a big opportunity for the company and we estimate it can add 
at least SR 0.5bn to the top line with higher margins;

• Consumer Finance - The company offers a unique consumer 
finance program and though the portfolio size is relatively small, 
its contributions to income is substantial because of high margins. 
Current book of around SR 280m is expected to grow to SR 
500m by 2019. Bad debt ratio is at 2% (target is to <5%). 
In our view, this along with differentiating ‘after sales services’ 
initiatives are a big advantage against other big box retailers;

• Extra also has a strategic alliance with the regions second 
biggest e-commerce player ‘Noon’, as exclusive partner for a 
consumer electronics and home appliance items.

Current book of around SR 280m is 
expected to grow to SR 500m by 2019.

The company has net cash of around 
USD 200bn (20% of market cap) this 
provides them strong edge vs competition.
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FINAL WORDS

As highlighted in this edition of Perspectives, the path for risk assets to move higher is becoming 
narrower. Over the last few months, equity and credit markets have been diverging from 
fundamentals and rising risks could knock markets off their upward trend. Yet, we continue to 
favor risk assets while acknowledging that markets looks fragile. We thus urge our readers to 
not extrapolate the strong returns of the first quarter into the rest of the year. While we advise 
our clients to stay invested into equities, they should balance risks carefully and add some 
protection to their portfolios. 

One very positive development on our 
side is the imminent launch of the UCITS 
Luxembourg fund co-branded with 
Azimut, one of the leading European 
asset managers. Al Mal Capital will be 
the sub-adviser on this fund which will 
replicate our highly successful Middle 
East equities strategy. 
While our forecasts and views are always subject to changes, our commitment to serve our 
clients is not. 

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