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Managers should get their cash out
Mena stock markets have had a difficult year so far. Take for
example the Gulf, where equity funds lost 9% in the second quarter
owing to Dubai’s debt situation (see News analysis, p4).

A reflection of  the generally difficult climb of  Mena markets is
found in the fact that, on average, Mena-focused equity investment
funds have about 10% of  their money in cash, and some of  them
even have close to 25% of  their assets in cash against a global
average of  2% to 5%, according to Standard & Poor’s.

Yet strangely enough, appetite for investing in Middle East companies appears to be quite
high and there are at least some signs that the outlook for company financing needs looks
fairly positive. However, there is a snag. A significant amount of  investment that could be
going to Mena stock markets – with the beneficial result of  exercising their infrastrucures –
is going into depositary receipts, which are instruments based on the shares of  Middle East
companies, but which are listed elsewhere, typically in Europe, America or Asia.

In the first half  of  the year, the value of  depositary receipts traded globally increased by
42% – $1.8trn (€1.4trn) – compared with the first half  of  2009, despite difficulties in
equities markets. This is according to JP Morgan, and the bank expects increased IPO
activity from, among other places, the Middle East, in the second half. 

Also, the Bank of  New York Mellon reports that a group of  US institutional investors
visited the region earlier this year to look at the possibility of  investing in Mena companies
through depositary receipts (see p14).

This may be good for the companies looking to raise capital, but less so for the underlying
markets, which as well as needing inflows in order to evolve, are also  hampered by a lack
of  liquidity. 

But the outlook for Mena markets in the near term is by no means all bad. Some investors
believe that once the debt repayment schedule for Dubai World is settled, Gulf  and Mena
stocks could rally as investors belatedly realise their value.

And the fact that Global Investment House has managed to maintain its debt repayments
is encouraging. It’s worth noting here also that, according to S&P, Mena financials bounced
back strongly in the first seven months of  2010, although the best-performing names have
been the higher quality ones. 

Maybe it’s about time Mena fund managers took their cash off  deposit.

Nick Fitzpatrick
Editor
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News in brief
INVEST AD JOINS MANAGERS TO
LAUNCH FUNDS
Quam Asset Management plans to launch
a Middle East fund offering Asian investors
access to the region’s markets. In May, the
firm formed a partnerhips with Invest AD,
an Abu Dhabi-based investment company,
to enable people in Asia to invest in the
Middle East equity markets. Reportedly,
the Quam Middle East fund will look to
raise around US$50m (€38m) to invest
primarily in companies in the UAE. Invest
AD is also getting together with Japan’s SBI
Holdings to establish a new fund
management company to invest in Africa,
starting with a fund of  up to $100m. The
new fund will focus on Nigeria, Ghana,
Kenya, Egypt, Tunisia and Morocco. It will
invest in several sectors, including banking,
mining, consumer products and
manufacturing, through listed equities,
initial public offerings (IPOs), as well as pre-
IPO and unlisted equity. The jointly run
fund management company plans to
launch additional funds, which will be open
to third-party investors, with strong interest
expected in Asia. 

CITI LAUNCHES TRANSITION
MANAGEMENT TEAM
Citigroup has launched a new transition
management effort in the Middle East,
Africa and Europe and has hired Steven
Dalzell from BlackRock to lead the team.
The new team will seek mandates across
asset classes, including equities, fixed
income, foreign exchange and derivatives.
The transition team will also 
work alongside Citi’s Pension Solutions
Group to provide broader services, 
such as portfolio optimisation, interim
portfolio management and synthetic 
beta management.

GLG HIRES DIAB FROM QATARI
INVESTMENT BANK
GLG Partners, based in London, has hired
Mark Diab to its emerging markets team
from Amwal, a Qatari investment bank. In
his new role as portfolio manager, Diab will
take responsibility for Middle Eastern and
North African equities. 

4

NEWS ANALYSIS

Equity funds invested in Gulf  Co-operation
Council (GCC) countries fell by 9% in the
second quarter of  the year as local markets felt
concerns about Dubai’s debt situation and
broader problems in Europe.  

Of  the 73 equity categories monitored by
Lipper, a data company, just 13 ended Q2 with
positive net gains. Funds investing in Saudi
Arabia saw an increase of  2.34%, although this
was little compared to top-ranking Asian
products, such as Indonesian equity funds,
which gained 18.12%.

Lipper said that of  the funds domiciled in
GCC markets, telecoms proved to be the
top-performing sector, achieving a semi-
annual return of  6%. GCC-domiciled funds
invested in Saudi Arabian equities gained
2.10%, supported by a strong Q2 which saw
gains of  10.50%.

Markets in the red
The performance of  the equity funds inevitably
echoes a poor performance in the region’s stock
markets. Three of  the seven regional markets
were in the red by the end of  the second half.
The Emiratis markets were the worst
performers: the Dubai Financial Market
General plummeted 5.62%, while the Abu
Dhabi securities market lost 4.52%. 

Meanwhile, the Bahraini market recorded the
best monthly performance, gaining 2.89%. 

The “retarded finalising” of  state-run
property firm Dubai World’s debt restructuring,
and the mounting fears about Greek sovereign
debt and its eventual contagion throughout
southern Europe affected investor sentiment,
said Lipper.

May saw “disastrous results”, with a 
sharp plummeting of  the seven equity
markets, posting sometimes double-digit
negative returns. 

The Doha Securities Market 20 lost 10.04%,
and the Saudi Tadawul All Shares shrank
10.88% during the month. The heavy losses
were mainly due to decreasing oil prices,
Greece’s worsening debt crisis, and the myriad
fiscal consolidation measures undertaken by
several European countries. 

Despite strong fundamentals and unreserved
support from its authorities, the GCC region
was not immune to the Eurozone difficulties

because of  the robust trade linkages established
between the two economies, said Lipper.

The downtrend continued in June, although
at a slower pace. Among Saudi funds, Global
Investment House’s Global Saudi Equity
Sharia’h Compliant (Al Noor) fund recorded
the best performance. The best-performing
sector fund registered for sale in the GCC was
the Franklin Pharma Fund-Growth with an
increase of  23% in the first half  of  the year. 

Eurozone turmoil
Bond funds also declined 3.47% during the
period following a positive return of  0.98%
during Q1 to give a negative return of  2.48%
for the first half  of  2010. Lipper said this was
reflective of  the turmoil experienced in the
euro-sovereign bond market during Q2 and the
decline of  the euro against the US dollar. 

US dollar-denominated bond funds posted
positive returns during the quarter with
investment grade bonds gaining 4.85% and
high-yield increasing by 3.26%. The Japanese
currency bond category rose 7.34%. 

Merieme Boutayeb, research analyst at
Lipper and co-author of  the Q2 GCC fund
market Insight Report, said: “The GCC
markets ended first-half  2010 on a negative
note, after an upbeat first quarter that was
marked by positive global returns. The region
was not immune to the Eurozone difficulties
because of  the robust trade linkages
established between the two economies,
though comparing the financial and
macroeconomic situation in the GCC and the
Eurozone reveals a radical difference.” 

Dunny Moonesawmy, the other author and
head of  Middle East research, added: “Fund
managers in the region closely monitor Mea
[Middle East Africa] economic development
and have a strong knowledge of  the Asian
market. Their expertise matches local investors’
objectives of  accepting higher risks as
counterparts of  higher return expectations. 

“While most assets are invested in local
stock markets, there is a significant number of
investment funds invested in Asia and in
North Africa. The region is thus an
interesting window for investors to access
expertise that is maybe less readily available in
Western countries.”

Eurozone turmoil reaches into 
Gulf markets
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Global investors allocated more money to
hedge funds that invest in the Middle East in
the second quarter of  the year, despite pulling
out of  other emerging market regions.

Brazil also gained, but allocations to emerging
markets decline overall.

Emerging market hedge funds experienced
a net withdrawal of   $1.5bn (€1.15bn) over
the three-month period to June, according to
figures released recently by Hedge Fund
Research (HFR), a hedge fund industry 
data provider.  

This represented the second consecutive
quarter, and the seventh quarter in the last
eight, in which emerging market hedge funds
witnessed net withdrawals. 

Combining Q2 outflows with performance-
based losses, total capital invested in emerging
market hedge funds declined by $3.2bn to end
the quarter at just under $95bn.

Emerging market outflows reflect a
“significant decoupling” from the overall hedge
fund industry, said HFR. The industry
experienced a net capital inflow of  $9.6bn for
the second quarter, and a first-half  capital
inflow of  $23bn. Combined with redemptions
in excess of  $550m in the first quarter, investors
have withdrawn over $2bn from emerging
market hedge funds in the first six months of
the year. 

The outflows were region-specific during the
period; investors allocated new capital to hedge
funds focusing on Latin America and the
Middle East, while redemptions were
concentrated in Russia and emerging Asia. By
investment strategy, emering market funds in
‘Equity Hedge’ experienced $1.8bn in
redemptions, which was only partially offset by
inflows of  $320m to ‘Macro EM’ funds.

Kuwait’s Global honours debt News in brief
BOOST EXPECTED IN MENA
GROWTH-ORIENTATED M&AS
A gradual recovery in growth-orientated
M&A (merger and aquisition)
transactions is likely over the next few
months as companies in Western
Europe attempt to broaden their
presence in the Mena region, according
to the European Financial Services
M&A Insight report from
PricewaterhouseCoopers (PWC). Nick
Page, partner at PWC, said: “The
increase in growth-orientated
transactions will involve cross-border
deals aimed at developing and
strengthening a commercial presence in
rapidly growing markets, such as Turkey,
the Middle East and North Africa.” He
also said that emerging market
businesses may also seek to acquire
European expertise, especially in 
wealth management or investment
banking, to use across their home or
emerging markets.

TADAWUL LISTS SECOND
SAUDI PETROCHEMICAL ETF
Tadawul, the Saudi stock exchange,
listed its second ETF in July from Falcom
Financial Services, a Sharia-complaint
Saudi investment bank. The ETF invests
in petrochemical companies.The Middle
East produces 11% of  the world's
petrochemicals and it is expected that
this ratio will rise to 16% by 2015. The
fund invests at least 95% of  its assets in
equities from the petrochemical sectors
that are Sharia-compliant, listed and
traded on the Tadawul. Adeeb Al-
Sowailim, CEO of  Falcom Financial
Services, said: “With the ETF, we had to
invent as well as invest in a whole new
risk management tool, as classical
models fell short as derivatives and other
hedging instruments are not allowed
under sharia law. This template was
invented in our kitchen, so to speak, as
innovation is embedded as a core value
within the organisation.” He added that
Saudi Arabia is experiencing an
“evolution with positive moves by the
capital market authorities” in
spearheading the liberalisation process.

Hedge funds rise in Middle East, while
facing downturn in emerging markets

Global Investment House, a Kuwait-listed
combined asset manager and investment bank,
made a US$50m (€38.4m) repayment to its
lenders in July, keeping the company on
schedule to honour a debt-restructuring plan
that is important for the Gulf ’s reputation as a
financial centre.

In December 2008, the company, one of  the
region’s biggest institutional investors, said it
was unable to repay a $200m loan. Reportedly,
the company had appointed HSBC to
renegotiate the deal after the Kuwait
government decided not to bail out the bank.

At 21 July this year the total principal
repayments to the firm’s lending banks reached
$78.9m, representing 46% of  the total
repayments due by 10 December 2010.  

Sunny Bhatia, chief  financial officer of  the
company, said he was delighted that Global
had succeeded in meeting all its commitments
of  the Debt Restructuring Agreement that was
dated 10 December 2009.

“To date we have made principal repayments
of  $78.9m and interest payments of  $20.8m,
despite the continued market turbulence in
GCC and the rest of  Mena markets where
primarily Global has its principal investments
book,” he said. 

“This reflects our ability and commitment
to honour the terms of  restructured 
debt agreement.”

Global settled the KWD20m (€53.5m) bond
on its due date of  23 December 2009, less than
two weeks after signing the debt-rescheduling
agreement, and paid $28.9m to its banks in
April 2010 as a first principal repayment of  its
restructured debt.

In July the National Bank of  Umm Al
Qaiwain was told by a court to repay $250m to
Global towards the refund of  a deposit placed
by the company with this bank. This will
further accelerate Global’s debt repayments.  
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NORTH AFRICA

Out of Africa
Over the past decade fund manufacturers, both in the West and Middle
East, have created and distributed their own versions of Mena funds.
However, most of these funds have been overweight to the Middle East and
lacking in the North Africa ingredient. Why it is that North Africa has been
neglected at the expense of the Middle East? John Foster reports

6

It’s all a matter of  semantics – where does
the Middle East start and where does it end? 

The Middle East is divided into roughly
three sectors, the Maghreb, the Levant and
the Arabian Peninsula. The Maghreb, or
‘place where the sun-sets’, includes modern-
day Morocco, Algeria, Tunisia, Libya,
Mauritania and the disputed territory of  the
Western Sahara. The Levant, a French term,
is commonly used to describe Palestine,
Lebanon, Syria, Jordan, and Iraq, and to a
lesser extent Egypt and Israel. The Arabian
Peninsula encompasses the Arab nations of
Kuwait, Bahrain, Qatar, and the UAE on the
east, Oman on the southeast, Yemen on the
south and Saudi Arabia at it centre.

However, the Middle East – depending on
who you talk to – can also include Iran,
Afghanistan, Cyprus, Turkey, Pakistan, the
Caucasus and Central Asia. As for the ‘Arab
World’, this terminology can be extended all
the way down the east coast of  Africa and
across the Indian Ocean. Moreover, the
original Arab travellers influenced people 
as far away as the Philippines, Indonesia 
and Malaysia.

The whole concept of  the ‘Middle East’ was
a term first believed to have been used by the
British India Office in the 1850s, to describe
the bit of  the world that came between
Southern Europe and India, and as a
descriptor had a very Eurocentric tang to it.
The description stuck and as a result the
nations of  ‘that bit before you get to Asia
proper’ as a 19th century British imperialist
might have put it, has stuck, despite it actually
meaning very little.

The disingenuous and arbitrary creation
and lumping together of  a group of  nations
by 19th century imperialists has created

many problems in the modern world. In the
world of  fund management it has created
distinct problems of  identity. Laziness, or in
some cases ignorance, has led to fund
manufacturers trying to tie very different
economies and macroeconomic drivers
together, because the relativity of  some of
the ‘Middle Eastern’ and ‘North African’
nations is so far apart that one might try to
develop a fund based on letters in the
alphabet, such as a ‘B’ fund including
investments in Bangladesh, Belgium, Bosnia,
Botswana and Brazil.

One of  the things that unifies what the
modern world classifies as the Mena (Middle
East and North Africa) region is its mineral
wealth, high GDP and high population
growth rates. It is the mineral wealth and
growth profile that has drawn fund mangers to
the region, as Mena has a very attractive
demographic and macroeconomic story. But
this story is not without its downsides. 

There are stark differences between the
different nations and sub-regions, which is
why in many ways a truly Mena fund is
destined to fail. The biggest difference is
between the economies and societies of  the
Arabian Peninsula and the Maghreb. The
former is the home turf  of  the GCC – or Gulf
Co-operation Council – including exchanges
in Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia and two in the UAE. Yemen is also
geographically located in the area, but
because of  its small economy and relative
impoverishment it has not been asked to join
the GCC as a full member. 

Fuel for thought
The GCC has lots of  oil and gas; in fact the
Arabian Peninsula owns 40% of  the world’s

One of the things that
unifies what the modern
world classifies as the

Mena region is its
mineral wealth, high

GDP and high
population growth rates
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oil reserves and 22% of  gas reserves. However,
the GCC produces only 22% of  the global oil
output and only 7.3% of  the global gas
output, so theoretically it still has a vast store
of  wealth and economic potential locked away
for many years. The GCC has a modern
infrastructure, gleaming cites and enjoys
relative peace. The region is also very
autocratic, with its countries run by the
families of  a sole ruler, and apart from Saudi
Arabia, with a population of  28 million, it is
mostly empty.

The people in the GCC huddle by the coasts
as the interior of  the sub-region is a harsh,
agriculturally unproductive area. The
populations of  Bahrain, Kuwait, Oman,
Qatar, and the UAE are miniscule and to
build their cities and infrastructure have
invited millions of  guest workers – mainly
from the Indian sub-continent and Southeast
Asia – as well as many white-collar Western
expats to their shores. This has seriously
unbalanced the demographics of  the sub-

region and created problems for its indigenous
people, who are often excluded from executive
jobs in their own countries and choose not to
do manual or blue-collar jobs.

By contrast, the countries of  the Levant and
the Maghreb have large, youthful indigenous
populations. They also have high
unemployment – something that is endemic
amongst the indigenous populations across the
region. The Levant and Maghreb are not as
blessed as the GCC in terms of  mineral
wealth with a few exceptions, most notably
Iraq and Libya. However, the region is cursed
with political instability and low intensity and
high intensity conflicts have plagued Iraq,
Israel, Lebanon, Palestine, Algeria and
Morocco. The sub-region has experimented
with democracy and secular rule, but in most
cases this has degenerated into autocratic,
unstable government. 

These regions’ markets vary widely in terms
of  maturity,; for instance, the Alexandria
Stock Exchange in Egypt can trace its roots

The GCC has a modern
infrastructure, gleaming
cites and enjoys relative
peace. The region is also
very autocratic, with its

countries run by the
families of a sole ruler
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NORTH AFRICA
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back to the late 1800s, while the Qatar
Exchange only began formal activities in the
1990s. There is a broad spectrum of
companies that are listed in these markets but
the most predominant sector is banking.

Maria-Gabriella Khoury is sector head of
Luslight’s Gems (global emerging markets)
consumer team and oversees the investment
research house’s coverage of  the Mena region.
She says: “Each market has a different set of
rules and limitations on foreign ownership.
What I would say differentiates these
exchanges from mature, or even other
emerging markets, is the way in which they
react to global events. Unlike Bric [Brazil,
Russia, India, China] exchanges, which are
becoming more and more affected by foreign
stimuli, Middle Eastern markets would tend to
react more, or faster, to local or regional
events versus international incidents.”

The GCC countries, primarily the UAE,
were significantly affected by the global
financial crisis. This slammed the brakes on
the GCC’s high-octane growth over the last
decade. But in North Africa, the story was
different. These countries were not wholly
reliant on the export of  oil and had more
diversified economies; hence they were able to
weather the storm better.  

In many ways North Africa has more in
common with the rest of  Africa, or even
Southern Europe than with the Persian Gulf.
This does offer some advantages to fund
managers as they can leverage the different
regions off  against each other and when one is
not doing well, they can invest in the other.
But this has not happened as the industry is
beset by an ingrained attraction to the GCC.

The Maghreb and Levant should be a port
in a storm while the GCC markets flounder.
But that has not been the case. Currently the
majority of  equity funds investing in the
region are sitting on large amounts of  cash,
and this would infer that the managers do
not feel confident in the region – or that they
are very overweight in the GCC and cannot
find the right investment opportunities in
North Africa.

According to Standard & Poor’s, on average,
Mena funds have about 10% in cash, while
some have nearly 25% of  their assets in cash
against a global average of  2% to 5%. Many
managers talk up the prospects of  the region,
but don’t seem to be following their talk up
with their convictions. “At the moment there is
very little one can do apart from buying and
holding,” comments Shehzad Janab, head of

asset management at Daman Investments,
which runs four funds and whose parent
manages about US$1.47bn (€1.13bn) in
assets. Because of  a lack of  sophisticated
investment management tools, like derivatives,
sometimes managers are forced to sit on their
hands. Janab says: “I can’t short-sell and when
you look at over-the-counter derivative
markets, the inherent volatility in our markets
coupled with the lack of  sellers means pricing
tends to be prohibitive.”

Oil rush
Many household names beat a path to the
region, hoping to cash in on what they
perceived as petrodollar liquidity in the hands
of  a few family offices. Schroders, JP Morgan
Asset Management and Fidelity all set up
operations in the GCC. Some, like Franklin
Templeton, even created partnerships with
local fund manufacturers. In Franklin
Templeton’s case, it partnered up with
Algebra Investments, while others used houses
such as Al Mal Capital or Rasmala
Investments as advisors.

However, all these fund managers based
themselves in the GCC – primarily in Dubai,
and when Dubai went wrong, liquidity and
confidence flooded out of  their funds. Many
managers remain bullish though, despite the
continued underperformance of  Dubai and
its neighbours. 

“The industry is still at a nascent stage and
you will see more international names coming
to the region,” said Rami Sidani, head of
investments at Schroders in Dubai, in a recent
interview. He said  that his $250m fund was
fully invested in the region.

The dearth of  the GCC has led to a
renaissance in the ‘NA’ part of  the equation
and has forced managers to increase their
exposure to Africa. African regional funds
recorded net inflows of  more than $480m in
the first half  of  the year, according to fund
tracker EPFR Global, an indication of
investor appetite for the poorest continent.

The top-performing Mena fund according
to Lipper is the Bellevue BB African
Opportunities fund, which has returned about
30% in the twelve months to end-July. The
fund has a relatively high cash position of  9%.

Mena funds have seen relatively poor
inflows over the past 18 months, which may
lead to some managers deciding to split the
atom and create separate ME and NA funds
and eventually put the right bits in the 
right boxes. fe

‘The industry is still at a
nascent stage and you

will see more
international names
coming to the region’
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HEDGE FUNDS

Catch you
if you fall
Mena’s fledgling hedge fund
industry has an opportunity to
prove that absolute-return managers
can protect clients from downside
risk, finds Nick Fitzpatrick
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The eagerly awaited restructuring of  Dubai
World’s debt problem, which sent stock
markets in the United Arab Emirates (UAE)
into freefall when the state-run property
company defaulted last year, could be the
trigger for a rally in Gulf  and wider Mena
stock prices. At least this is the position of
Andrea Nannini, of  HSBC Global Asset
Management’s frontier markets team.

He says: “There is an incredible amount of
value in stocks in the Gulf, especially in the
UAE. I think the undervaluation is mainly due
to the uncertainty about the final outcome of
the ongoing [Dubai World] restructuring,
even though it has been agreed upon in
principle by the key creditors, and uncertainty
about further restructuring at other entities.” 

In January, more than 25% of  Mena
equities were trading below book value.
Coupled with other factors, such as market
inefficiencies, it could be said there was
never a greater time to take a directional 
bet on Mena equities, and that the
anticipated direction of  that bet is most
emphatically upwards. 

After all, without the problems of  Dubai
World, Gulf  and other Mena shares could
have followed their frontier-market
counterparts to dizzying heights. HSBC’s
New Frontiers Fund, a long-only strategy, had
risen around 71% in the twelve months to the
end of  March, for example.

If, as some feel, Mena markets have entered
a new economic phase and are set to project
upwards for a sustained period once Dubai’s
debt is faced down, it will be a testing time for
Mena’s fledgling hedge funds. Will they be
able to demonstrate the power of  absolute-
return investing in a rising market when even
long-only, relative-return managers could, in
principle, hardly fail to make top returns too?

Well, there exists the view that Mena
investors have been disappointed by specialist
long-only managers since 2008 when net asset
values deteriorated in some cases by more
than 50%. Investors understand the current
drivers for a long strategy of  some form, but if
possible they will seek to limit downside value
destruction using sophisticated risk
management. This is where Mena specialist
hedge funds are setting out their stalls.

The first Mena-focused hedge fund, the
Cayman-based Mena Admiral Fund, was
launched from London in 2006 by Mena
Capital – a firm founded by a former asset
management chief  at Arab Bank in Dubai,
Khaled Abdel Majeed.

Insparo Asset Management, founded in
London by Mohammed Hanif, a former
emerging market distressed debt specialist at
Bluebay Asset Management, launched its
inaugural fund, the Cayman-domiciled
Insparo Africa & Middle East Fund, in 
May 2008.

Since the Dubai Financial Services
Authority introduced hedge fund regulations
along the lines of  European principles – such
as requiring investment management and
fund valuation duties to be segregated – a
small number of  hedge funds have sprung up
in and around Dubai’s trade zone, the Dubai
International Financial Centre. These
include Gulf  Mena Alternative Investments,
a specialist hedge fund firm that launched the
Gulf  Mena Arab Opportunities Fund in
October last year, and the Arqaam Capital
Alpha Fund launched last year also by
Arqaam Capital, an integrated investment
bank and asset manager.

Stopping short
These funds will be looking to limit downside
damage in order to deliver market-beating
returns no matter how the underlying
markets behave, which is, of  course, the
whole principle of  absolute-return investing.

But hedge funds around the globe typically
employ their ability to short sell securities in
order to limit price erosion and boost overall
returns. Yet the Mena hedge funds operate in
a region where short selling is, at best, limited.

“People hear the words ‘hedge fund’ and
straight away they think of  shorting stocks,”
says Amin El Kholy, head of  asset
management at Arqaam Capital. He notes
that regulators in the region prohibit
shorting but that short positions can be
copied using swaps. 

He adds: “If  you are a hedge fund
operating in a market that is performing well
and you are a good stock picker, and if  you
can use derivatives to take short positions,
then it is not so important to be able to
physically short. 

“What is important is to be able to deliver
the correct risk-return profile, and this is
made possible by using derivatives and other
risk controls.”

If  there is a lack of  physical shorting then
an investor might expect a less hedge fund-
like fee. Arqaam is offering this. El Kholy
says: “Our management fees are 1.5%, which
are in line with long-only funds in region. We
are not on the 2% route.”

‘What is important is to
be able to deliver the
correct risk-return

profile, and this is made
possible by using

derivatives and other
risk controls’
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El Kholy says the “target peak-to-trough
drawdown period” – or worst expected drop –
in the Arqaam fund is 15% in any given 12-
month period.

“If  we start a losing period and get close to this
limit, we have strategies to hedge that risk out
and reduce our exposure.”

He adds: “This fund is aimed at people that
are very averse to losses and it is how we run the
risk management around a concentrated
portfolio that will differentiate us.”

Here lies the crux of  Mena hedge fund
investment. Asset managers who are selling
absolute return funds to regional investors are
not just selling hedge funds to an inexperienced
absolute-return clientele, but potentially
providing these clients with their first significant
experience of  investing in public markets
regardless of  the strategies. For those clients who
made their initial foray into public equities prior
to the 2009 debt crisis, the losses of  the order
experienced after that event would have been a
shock. Therefore preserving gains is critical,
especially if  Mena’s upward trajectory proves to
be a bumpy one.

The four-year-old Mena Admiral Fund,
offered by Mena Capital, indicates this is
possible. Its annualised return since launch is
6.6% compared to the -15.70% of  the MSCI
Arabian Markets benchmark. Volatility is 15.2%
compared to the 27.6% of  the benchmark.

However, some of  Admiral’s performance, in
fact most of  its March 5.2% gain for example,
was derived from non-Mena stocks, particularly
London and Toronto companies, although the
firms have the majority of  their business in the
Mena region.

Inexperienced investors in the region will still
have to face shocks. Although the Admiral fund
fell just 6.5% in 2008 while the MSCI Arabian
Markets fell 56.0%, the fund fell 8.6% in 2009
while the MSCI Arabia was up 17.3%.

Trying to allay investor fears about price
erosion is one thing, but hedge fund investing
does traditionally require a reasonable nerve
given the entrepreneurial nature of  the
investments many of  the investment managers
look for.

Take Iraq. The Admiral fund invests in a
company called Gulfsands Petroleum, which is
listed on the alternative investment market of
the London Stock Exchange. Gulfsands is
exploring options in Iraq that may lead to
capturing currently flared natural gas – that is,
gas that is burnt if  deemed unfeasible to use or
transport – to produce electricity that can then
be sold to industrial plants. Gulfsands has been

a core holding for the Admiral fund over the
past year or more. By March this year the
company had delivered a 40% return. As well
as explorations in Iraq, it also has productive
operations in Syria and the Gulf  of  Mexico
(GOM), and exploration interests in Tunisia
and Italy.

Meanwhile, the Arqaam fund has scope to
invest in Iran, says El Kholy. “Sometimes in the
region liquidity is a restriction even though there
may be opportunities. But Iran has a pretty
active exchange, although there needs to be a
clarification about the repatriation of  profits.”

On the upside
The strategy of  the Arqaam Alpha Fund is
simply to make a return on the secular upside in
the Middle East, which is powered by reform,
demographical and globalisation themes, as well
as the oil story, says El Kholy.

“We have a five-to-ten-year view and during
this time the market opportunity will mainly be
on the long side.”

Arqaam Capital launched the fund last year
but relaunched it on December 1, 2009 with a
new team and new strategy.

“The fund launched initially with pure seed
money and it wasn’t an easy time to raise
capital,” says El Kholy, who joined in October
last year to rebuild the fund and the team after a
period of  turnover.

He points out that the fund started out with
$2m (€1.56m) in December 2009, and assets
under management stood at $30m at July 1
this year.

When certain Gulf  markets are upgraded
from frontier market status to join the MSCI
emerging market universe, El Kholy expects
there will be more flows, including from clients
outside of  the Mena region.

“When a country is included in broad
benchmarks, history teaches us that more
interest and more cash flows from it.”

Earlier this year, there were expectations that
MSCI would reclassify the United Arab
Emirates (UAE) as an emerging market, though
this did not happen.

El Kholy says: “I do expect a number of
markets to go into the MSCI emerging market
index in the next three years, like Saudi Arabia,
the UAE, Qatar and Kuwait.”

By then, Mena hedge funds of  the type
launched in recent years should have
sufficiently long track records for potential
investors to evaluate.

And by then, the Dubai World debt problem
will hopefully have cleared too. fe

‘We have a five-to-ten-
year view and during
this time the market

opportunity will mainly
be on the long side’
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mastered
Multi-Asset
“Investing dynamically across the full universe of asset classes and finding the 
optimal way to capture each opportunity, increases the potential for delivering 
consistent, risk-controlled returns.

Diversified asset-liability management lies at the heart of Schroders, and  
we have used this approach to manage our own pension scheme since 2005.”

John McLaughlin,  
Head of Multi-Asset Solutions, Schroders

Our dedicated multi-asset team of more 
than 60 professionals based across the 
globe manages over €30 billion* for clients 
worldwide. We invest in a wide range of 
traditional and alternative asset classes – 
including specialist areas such as private 
equity, hedge funds and infrastructure – and 
allocate to the best internal and external 
managers for each strategy. 

Our state-of-the-art systems and structuring 
techniques help us to reduce the unrewarded 
risks from both your liabilities and assets.

With unrivalled experience and a proven 
process, we are at the forefront of multi-
asset investing.
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Safety in the Citi
Citi’s investment in its Middle East and North Africa custody and asset
servicing business, which supports investors’, intermediaries’ and fund
managers’ operations, is showing results as the bank prepares to take on
new business in its newly launched Kuwait and Bahrain markets and to
migrate its first regional investor clients onto a key platform developed
specifically for Middle East Investors. Funds Europe talks to Richard
Street, Citi’s regional head for securities and fund services. 

Custody banks, the ultimate safekeepers of
assets for investors, fund managers and
brokers, have pushed further into Mena
(Middle East and North Africa) markets over
the past decade as recognition of  their role
in defending against financial risks, such as
fraud or settlement failures, has increased.

The principle drivers behind that recognition
stem from policy makers, such as regulators,
who are charged with building reputable
financial centres in the region to fuel economic
diversity. This regulatory drive is spurred on
also by more interest from institutional
investors. International institutional investors
have long since demanded custody as a best-
practice requirement, and increasingly key
professional investors from the Middle East
now expect the same type of  infrastructure
employed in foreign markets where custody is
more commonplace.

Citi, the large US banking group, is one of
the custody providers that has made significant
inroads in recent years, and 2010 is something
of  a watershed moment for its Middle Eastern
custody and asset servicing business.

“We have significantly enhanced our service
proposition for institutions investing into the
Middle East,” says Richard Street, head of
Middle East & Pakistan securities and fund
services at Citi’s Global Transaction Services.
“The delivery of  a Middle East global
custody platform located in the UAE will
provide a full investor service solution on local
business days, with local cut-off  times, local
customer service and a complete treasury and
foreign exchange service.”

He adds: “We will transition our first regional
client across to our Middle East-based global

custody platform later this year.”
Street explains that the client had previously

used Citi’s global custody platform in London,
and he says there are a number of  clients in the
pipeline ready to make the same switch,
including all of  Citi’s key investors clients in
the region that have contracted Citi to support
their portfolio management activities.

The team has also lined-up a Mena-based
hedge fund with a Cayman-domiciled product
to migrate to Citi’s global custody platform
too, he says, explaining that the custody
business, along with its wider asset servicing
functions, supports fund managers with
Middle East and overseas-domiciled funds. 

Citi has an established presence in Bahrain, a
large centre for funds domiciled in the Middle
East, as a custodian/administrator to Bahraini
-domiciled funds. But some fund management
clients  have selected other fund domiciles,
such as Luxembourg and Dublin. Citi provides
a locally based service offering to all of  these
clients in order to deliver the necessary local
market expertise. 

The Citi offering supports outward, inward
and intra-regional investment by investors
and fund managers wherever they are based
or wherever funds are domiciled.

Boost to capital markets
Street notes that whereas historically the
largest  Mena-based investors have invested
in capital markets outside of  the region, flows
among these clients, including sovereign
wealth funds, now show that these asset
allocators have begun to invest in capital
markets in the Middle East and North Africa.

Coupled with a greater tendency to invest
through third-party managers rather than
make large strategic investments themselves
(which was commonplace in the past), the
impact of  these professional investors will also
contribute to the development of  the regional
asset management industry, says Street. 

Not only this, they will benefit the custody
industry too, by bringing custody costs down.

Street says custody in the Mena region,
relative to Europe and North America, is still
expensive despite increased competition that
is gradually compressing prices. But in
Europe, for example, custody is a commodity
business, run at low margins, and usually
supplemented with value-added asset
servicing fees.

Part of  the reason for Mena’s higher
pricing is its capital markets. They are, of
course, smaller compared to elsewhere and
trade volumes, certainly over recent months,
have been notoriously low. Given that
custody fees are directly correlated to asset
values and the frequency of  transactions,
margins are inevitably low. 

A Mena-based hedge
fund with a Cayman-
domiciled product is
also being lined up to

migrate to Citi’s global
custody platform in the

Middle East
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Consequently, the intra-regional flows from
major regional investors should add scale over
time, bolstering values of  assets under custody
and increasing efficiencies for all market
participants. As the institutional component
of  the investor participation grows,
custodians should be able to pass on savings
to their clients.

Citi’s own internal business lines are a help 
to the bank as it builds its regional business,
notes Street.

Street says: “Our internal business enables us
to make the required investment in establishing
ourselves as a local custodian and deliver the
controls and service standards we apply across
all 58 markets in which we operate. This
business allows us to quickly establish the
operational and local market experience that
third-party clients demand, be they  global-
investors, private banks, or international
broker dealers.”

A future event that could positively impact
custody and the various value-added services
around it would be the inclusion of  more Mena
markets in emerging market portfolios. Once
those Mena markets that are still classed as
frontier markets (the majority of  them) by index
providers, such as MSCI and FTSE,  advance
in market classification, fund flows to these
equity markets will inevitably increase through
investors benchmarking to these indices. 

Shouldering risks
Risk is virtually omnipresent in investment
operations, of  course, but it is more visible in
some places than in others.

Settlement risk persists in a number of  the
regional markets, where brokers – and
therefore, effectively, the market – assume
responsibility for settlement. 

“This makes some investors nervous because
it gives brokers access to their shares and cash,”
says Street.

Of  course, risk goes to the heart of  what the
safekeepers of  assets – the custodians – are
there for, and Street notes that Citi, in response
to specific client concerns, has delivered
bespoke solutions for the settlement model,
where required, by acting as a cash clearing
bank, ensuring that appropriate controls are
applied during the settlement process.

There are different levels of  protection and
transparency in each market, says Street. He
notes the region’s markets are ‘beneficial
ownership’ markets. One aspect of  such
markets is that investors are identified when
they buy or sell shares.

For global investors looking to invest in the
Middle East, market practices like these are
key operational points.

Street says: “There is an inherent degree of
protection offered by the markets. Although
this has not been considered acceptable for
international investors.”

Regulators are mindful of  risk management
measures, too, as it is partly their task to give
their capital markets integrity.

“We have seen some listed entities on the
regional markets that have not produced their
financials on time, subsequently suspended
from the market,” says Street.

“The region is moving from a very private
culture to one that is much more transparent.
This is happening everywhere, at an official
level for example, not just in equity markets.”

As a commercial bank, Citi has been in the
Middle East for around 50 years, starting in
Beirut. Today the company has banking
licences in Morocco, Algeria, Egypt, Lebanon,
Jordan, Kuwait, Qatar, the UAE, Bahrain and
Pakistan. Banking relationships also extend
across the region, from Morocco in the west, to
Afghanistan in the east and from Iraq in the
north to Oman in the south.

Citi’s Securities and Fund Services division
sits within the bank’s Global Transaction
Services unit. As with other universal 
banks with similar businesses, the 
asset servicing division tends to follow the
parent’s mainstream banking activities
around the globe.

It provides local custody in Egypt,
Morocco, Pakistan, Kuwait, Bahrain and the
UAE. The bank is also technically ready to
act as a custodian in Qatar, pending the
required licences. fe

Intra-regional flows from
major regional investors

should add scale over
time, increasing

efficiencies for all
market participants 
and creating savings 

for clients

Richard Street, Citi 
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Show us the money!
International fund managers expect wealthy individuals in the
Mena region to employ funds to gain access to global markets.
Yet the same is not true of home investment. Angele Spiteri Paris
asks why, and listens to fund managers’ expectations

16

A large portion of  the money raised by
international fund managers to invest in Mena
markets has been from non-regional investors.
Sovereign wealth funds (SWFs) in the Mena
region have mostly preferred to put their money
to work in international markets, while local
individual investors that do invest in domestic
markets have invested directly. 

At least, this is the impression of  market
observers spoken to.

But they also feel that the landscape for raising
money is changing now as high-net-worth
individuals (HNWIs) and family offices – most
of  them burned by the global financial crisis
and by local events, such as the debt default by
Dubai World – are beginning to seek out fund
management products.

It is largely felt that, particularly before 
the financial crisis, HNWIs in the Middle
East tended to invest in their domestic
markets directly.

Rami Sidani, fund manager of  Schroder ISF
Middle East, says: “Among local high-net-worth
individuals there is a prevalent trading culture
and these investors used to invest in the local
markets directly.”

Schroders is a global asset management firm
with €200.3bn in assets under management
(AuM). The Schroder ISF Middle East has
€150.3m in AuM.

Vivek Kudva, a managing director who covers
the Middle East at Franklin Templeton, says:
“People [in the Middle East] tend to have short-
term investment horizons and although data on
the exact figures are not easily available, it’s fair
to say that some do invest directly.”

Franklin Templeton is a US fund manager,
with around €463.7bn in AuM.

Muneer Fulayfil, director of  BNP Paribas
Investment Partners, Mena, agrees: “High-net-
worth individuals have a bias to taking their

own educated investment decisions. In this
segment 90% of  the equity market
capitalisation in the Middle East is through
direct investments.” BNP Paribas IP is a French
firm with €569bn of  AuM.

Direct investment by HNWIs seems to be
entrenched, which threatens to make the
pooled funds offered by international fund
managers with a focus on the region
somewhat overlooked.

Jean-Michel Bourgoin, global head of  state
entities coverage at Amundi, which has
€675.5bn in AuM, says: “There is a tendency
for Middle East investors to believe they’re
more in control if  they don’t invest in
commingled funds. The high-net-worth
individuals think they know their domestic
markets well enough and that they don’t need
fund managers to invest in these.”

But Sidani, from Schroders, says: “After the
crisis, things started changing. You’re
beginning to see more high-net-worth
individuals talking more to fund managers
and professionals in the field.”

Fulayfil, of  BNPP IP, says: “Clients are
starting to work closer with advisors and are
becoming more open to being educated about
diversification through those advisors. It’s about
educating the high-net-worth individual clients
about their investment options and introducing
best practices. Then it is up to the end client to
trust their advisors.”

A family affair
And it’s not just the wealthy that are showing
more interest in the funds market. Large
Middle Eastern family offices are also
becoming more receptive to fund managers,
players say.

Joseph Pinto, regional head of  Southern
Europe and Middle East at Axa Investment

Managers, says: “We’re increasing our
coverage of  family offices and the reception
we’re getting from them is positive; they want
to listen to what we have to tell them. In the
past, several family offices were very active in
the market directly and were very leveraged. 

“But now those of  them that are savvy
investors are coming to fund managers 
for guidance.”

However, the rate of  change in attitudes
towards fund management is often difficult 
to quantify.

Kudva, at Franklin Templeton, says: “We
don’t see this change directly in our dealings
with the distributors and the private banks.
People haven’t specifically said things 
are changing.”

Pinto notes: “It is difficult to see an increase
in demand for our products from HNWIs
because we work behind the scenes. What we
have seen, on behalf  of  the private banks and
family offices, has been an increase in requests
to better understand the products they buy.”

Sidani, of  Schroders, says: “If  the global
recovery continues, I expect to see HNWIs
coming into the markets at the beginning of
2011. Hopefully they will do so through asset
managers, rather than do it themselves, which
is what they used to do before they were
burned by the crisis.”

Similarly, Fulayfil says: “Fund managers
will see flows because clients will make more
use of  private banks, and those private banks
need to select the best-of-breed funds from
the universe.”

For the time being, some managers in the
region expect flows from abroad to continue
into Mena markets, and that when HNWIs
from the region itself  become more active,
they will look to invest outside of  the region
for diversification.
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Sidani, at Schroders, says: “In the short term,
we will continue to rely on international money
coming into our Middle East business; HNWIs
will come later.”

Bourgoin, of  Amundi, says: “We see
HNWIs begin to invest, albeit reluctantly, in
commingled funds within highly specialist
asset classes like commodities and 
emerging markets.”

Will Middle East HNWIs employ fund
managers for exposure to their own markets?
Bourgoin doesn’t think so.

“They [local investors] still believe they have
better insight into their markets than any
foreigner would. They are very involved in the
business and believe they’re better informed.
Therefore, I’m not convinced asset managers,
especially foreign asset managers, can bring
much value-add to this client base, except in
terms of  reporting, transparency and
governance,” he says.

It seems that foreign asset managers have not
had much traction in terms of  local money
flowing into their Mena funds. Sidani says: “We
never raised much money [in our Mena funds]
from local investors. Our flows came from
institutions in Asia and Europe – and this has
not changed, those flows are still there. 

“We have around $250m (€195m) in the
greater Middle East region and most of  that
money comes from international institutions
from Asia and Europe.”

A result of  the financial crisis is the speeding
up of  the shift from West to East of  global
purchasing power. Does this mean, then, that
Middle Eastern clients are becoming more
important to global fund managers?

Again, not in terms of  Mena funds, says
Sidani. It is still the institutions in other parts of
the world that will help fund managers achieve
scale in the Middle East.

However, other fund manager offerings have
proved popular.

Kudva, from Franklin Templeton, says: “The
most popular products or strategies were
emerging market equities, global bond funds
and guaranteed/structured products. Emerging
markets, which include Mena, will continue to
be popular.”

Pinto, at Axa, agrees. “We saw an increase
in demand for emerging markets [from
Middle East clients]. Actually, investors in the
region were ahead of  a lot of  the rest of  the
world when it came to exposure to the
emerging markets, since historically they
were well exposed to their own markets and
to Asia as well.”

Sidani, at Schroders, says the firm’s global
emerging markets fund has been of  the best-
selling products in the region.

According to Bourgoin, it is the desire for
exposure to certain emerging markets that is
compelling clients in the Middle East to use
funds. He says: “Middle Eastern investors are
ready to use commingled funds from external
managers to get exposure to certain markets,
like Latin America and international global
fixed income.”

When it comes to fixed income, however,
the broad appetite is still not really there; and
this may lead to a significant opportunity for
fund managers, if  the interest in the asset
class is aroused.

Bourgoin says: “There could be a significant
opportunity for foreign fund managers
offering fixed income in the Middle East but
very few investors are interested in the sector
at the moment. But if  we see the beginnings of
some spark of  interest, then foreign fund
managers can seek to make the most of  that.”

Growth forecast
Most asset managers would not make 
public their Mena assets under management,
but they all say they are seeing growth in 
the region.

Kudva, of  Franklin Templeton, says: “Both
retail investors and SWFs have money to invest
and therefore this is where the opportunity for
fund managers lies. We plan to grow our client
base across client segments and will be tying
up with new distribution partners in order to
achieve this goal.

“At present, the firm’s assets under
management in the combined India and
Ceemea [Central Eastern Europe, Middle
East and Africa] region are around 4-5% of
the $602bn total AuM, and we expect this 
to increase.”

Pinto, from Axa IM, says: “The Middle
East is one of  our key strategic regions for
growth. We have added two additional
recruits to the team and are broadening out
our client segments.”

Bourgoin, of  Amundi, says: “We have seen
strong growth in the Middle East region since
2007. This was mainly because of  the high
price of  oil and also because SWFs kept
investing, even after the crisis hit.”

Although he is not at liberty to give the exact
AuM held by Amundi in the Middle East,
Bourgoin says: “It’s not far from US$10bn and
this covers distributors, SWFs, local banks and
some large family offices.” fe

‘There could be a
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All about Mena
Asset servicers in the Mena region exist for local managers that want
to expand internationally, and for international managers that want
access to the Gulf and surrounding area. Here they talk about the
problems faced by managers in the region and the challenges, such as
automation, that asset servicers face in order to help clients
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Funds Global: For fund distributors and
managers, how important is it to have
local facilities for fund services? To what
extent can, or should, service providers
offer fund services remotely for funds
targeting Middle East investors? 

Craig Roberts, Apex Fund Services:
Managers in the region appreciate the fact
that servicers have a local presence. This
solves basic issues of  time zones,
understanding the markets and helps us to be
responsive to the local players. It takes time
to understand what goes on here and why it
happens in certain ways and you can’t easily
learn that from London or Luxembourg. A
lot of  the managers do need the extra
expertise that we can provide. We’re more
than just a basic administrator to them; we
are a resource that can help them. We can
maybe translate a problem for them or solve
a particular issue that they’re struggling with
that may not quite be your general field of

play. But partnerships between managers and
servicers are a lot easier because they  [the
managers] have a little bit more reliance on
the fact that you’re here. However, on purely
operational things like currencies, we can
work with any banks on their time zones; we
can access them and clear a lot of  the
necessary things through very quickly.

Tom Sams, Citi: I’ve worked with Middle
East clients for six years and in my
experience, it really depends on the
requirements of  the fund. If  a local, in-
region manager is looking to launch a
Dublin Ucits fund then we will connect them
with our Dublin team – the same goes 
for Luxembourg. This means the fund
manager has the on-the-ground,
jurisdictional expertise they need to best
manage their fund. 

In conjunction with the specific regulatory
requirements of  different fund domiciles, it is
important to give the manager the right level

of  service. For example, I’ve spoken to
managers whose funds require both monthly
or weekly NAVs (net asset valuations), but if
the NAV is delivered before Friday then they
generally do not ask for the services of  an in-
region accountant as they’re comfortable
with a hub-type solution. Conversely, an in-
region solution is very important for some
managers, irrespective of  whether the NAV is
cut daily or weekly. Moreover, if  the fund is
investing in this part of  the world, you need
to be here to be able to answer those
questions on a timely basis.

In my view it is very important that you can
provide all your clients with a local contact
who has the right skill set and who can be the
day-to-day touch point – this means being in
the same time zone and available from
Sunday to Thursday. This is essential when
custody is added to the fund services mix as
you must have an extra service layer in place
in order to address another set of  market
requirements that the fund is likely to have. 

Dimitri Arlando, State Street: Sometimes
it is more efficient for service providers to do
the processing in its hub or centre of
expertise. However, it is also important for
the client to know that if  they pick up the
phone, somebody is there in the same
working hours as theirs. Clients get frustrated
when they pick up a phone on a Sunday or a
weekend and have to wait until Monday to
have their query dealt with. It’s a long wait
and a lot can happen in the region in a
couple of  days. So, if  you can create a service
model where the processing is done in the
provider’s hub and the client service is done
locally, it satisfies the client and is often more
efficient for the service provider.

�Dimitri Arlando, head of  business
development, State Street
�Glyn Gibbs, head of  business
developent, HSBC Securities Serivces
�James Martinson, senior vice president,
Maples Finance
�Craig Roberts, chief  executive officer,
Apex Fund Services (Dubai)
�Michael Slater, senior vice president,
Northern Trust
�Thomas Sams, business develooment
director, Citi
�Nick Fitzpatrick, Funds Global

PARTICIPANTS

‘It is very important that
you can provide all your

clients with a local
contact who has the

right skill set and who
can be the day-to-day

touch point’
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Roberts: We have clients based in London
or Hong Kong who deal with us here in
Dubai, and they get used to the fact that we
work a Sunday-to-Thursday week.
Sometimes, they appreciate it because it
brings their weekend around quicker. They
get more work done by Thursday, and then
we can respond on Friday. But come Monday,
they come to work after we’ve had a full day’s
work – on Sunday – and we’re able to get
their weekly stuff  out to them. They think
this is fantastic, although these clients are the
exception rather than the rule as most of  our
clients are local. In our field, you don’t have
to be in the same location, but there are
advantages to being close to your client.

James Martinson, Maples Finance:
There are clear and distinct advantages to
servicing clients from the region and I agree
that local knowledge, which you can only
really gain from being in the region, is key.
We feel it’s crucial to be in the region,
servicing our clients in the same time zone
and during the same working week. That
being said, it’s also very important to be able
to support your suite of  services globally
from all the major time zones and key
jurisdictions. That way you can interact with
managers locally and facilitate client work
across jurisdictions while still having that
local presence to provide the necessary
support on the ground in the first instance,
but then also to support fund managers’
businesses globally.   

Funds Global: How much of your business
is Ucits driven, be it Luxembourg or
Ireland, and how much of it is regional? 

Glyn Gibbs, HSBC: Interest in Ucits is
growing.  Clients are beginning to value Ucits
more, over and above the less regulated
structures through the Cayman Islands and
British Virgin Isles. Clearly, part of  that is
driven by regulatory and legislative changes
elsewhere in the world, but if  an asset
manager has ambitions to pick up large

institutional investment from overseas, then
being able to offer a Ucits-regulated
proposition has its attractions and benefits.
The manager does have to be confident of
picking up sizeable investment because there
are substantially higher costs associated in
going down that route than going for the
Cayman type set-up. 

Regarding local funds, in a number of
jurisdictions in this region, you have to be
locally based whether it’s in Qatar or UAE
[United Arab Emirates] or Saudi Arabia or
Bahrain. If  you’re launching a locally
domiciled fund then your service providers
have to be in that particular country.
Therefore it’s a prerequisite you’re
represented there. 

It must also be remembered that we are
covering twelve very different markets. It’s
not as homogenous as perhaps in Europe
where processes may be more efficient and
much more automated; here the simple
opening of  a custody account in a particular
country may prove complex and therefore it
is certainly beneficial to have a
representative in that country who is familiar
with the regulation, familiar with the
particular entities concerned and can
explain directly what’s required in terms of
paperwork and approach.

Funds Global: Can you give us a bit more
insight into the difficulties you’re
indicating? To what extent is the asset
manager involved with those difficulties?

Martinson: The key difficulty is that you’re
dealing with several different countries all
being lumped into the Middle East region.
Then you can expand that region to include
Southern Asia and North Africa. So you’re
potentially covering a vast geographical area
with several different countries that all have
their own particular challenges and
intricacies to which services need to cater. It’s
not as easy as operating and providing a
service to the North American market, which
is largely similar, or the European market,
which is again largely similar. You’re dealing
with a very large amount of  diversity and it’s
difficult if  not impossible to generalise.

Funds Global: When you’re providing
local custody for a locally domiciled fund,
at what type of client would that fund 
be aimed, from the asset manager’s point
of view? 

Sams: Potential clients can be anyone from
friends and family of  the asset manager to
one or two very large investors. If  an asset
manager is launching a US$25m (€19.5m) to
$50m fund they may seek friends and family
who can help by seeding funds or perhaps
they can assist by reaching out to some 
close allies and, hopefully, market it to a
broader audience.

Gibbs: A fund launched under local
regulation in the region would be aimed at
distribution within the region and most
probably just within the country of  the fund
sponsor. For example, Bahrain is clearly the
most popular local domicile for funds, but
you get a lot of  Kuwaiti entities launching
funds out of  Bahrain, which will then be
distributed in Kuwait because most of  the
Kuwaiti banks don’t necessarily have a big
regional distribution network. However, if

James Martinson, 
Maples Finance

Dimitri Arlando, 
State Street

Michael Slater, 
Northern Trust

Thomas Sams, 
Citi

‘Clients are beginning to
value Ucits more, over

and above the less
regulated structures
through the Cayman
Islands and British

Virgin Isles’

Glyn Gibbs, 
HSBC

Craig Roberts, Apex
Fund Services (Dubai)
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the fund is to be aimed at international
investors, then it will probably go down the
Ucits or Cayman route.  Similarly, if  the
manager is launching an alternative fund of
some sort, then invariably it’ll have to be
domiciled outside the region.

Funds Global: From the perspective of a
European fund manager wanting to enter
these markets to offer funds, are there
different options for entering the region? 

Gibbs: The advantage of  having a regional
domicile is that it allows classification of  the
fund as a GCC [Gulf  Cooperation Council]
entity. Therefore it is able to invest locally
and is not necessarily subject to the same
foreign ownership and foreign investment
restrictions of  a Cayman or European
domiciled fund.

Martinson: Different options are available;
however, restrictions do exist on who may
register a fund. Funds are also impacted by
marketing rules prescribed by regional
central banks and regulators, which place
restrictions on the marketing of  funds in and
across some countries in the Middle East,
unless they are registered with the relevant
central bank or regulator. Some of  these
restrictions that impact the establishment
and marketing  of  funds across the region
can be  fairly subjective and are sometimes

discretionary in nature so it’s not necessarily
always crystal clear what the rules are, which
certainly adds a layer of  complexity.  

Funds Global: Over the past year what
have been the most in-demand products
and services? And how has that been
reflected by the current environment
which is still defined by the crisis?

Roberts: Fixed income has definitely
attracted greater interest, mostly because
relative returns versus the risk of  stock
markets were appealing. People are attracted
to more fixed income products becoming

available for the managers to implement a
strategy. We’ve seen as much private equity,
but are definitely not seeing any real estate.
You would also expect some more of  that
opportunity-type fund to become available.

Funds Global: Fixed income is interesting
because firms want greater access to
capital. But to what extent does this
affect your business? One player said this
was quite a significant area of their
business across the bank rather than
purely for the asset servicing side.

Martinson: In the private equity space
we’ve seen quite a lot of  increased interest in
small and medium enterprises in essence
going back to more of  a traditional venture
capital model; asset classes like technology
are receiving more interest lately. Many
players are very interested in these small and
medium enterprises and are also looking at
taking longstanding and established regional
family businesses, somewhat irrespective of
their sector of  operation, to the next level. 

Funds Global: If they can persuade the
families to give up the share ownership,
which I’m sure is an issue, is there a drive
by the respective regulators, like the
QFCA or DIFC, to get local businesses to
list on the exchanges, to try and bring
liquidity to the market? 

Roberts: Whether it’s a direct drive or not,
there have been initiatives on share
ownership by those entities. There has been
a large undertaking in respect of  increasing
corporate governance with the aim of
eventually getting these guys listed. They
have to be aware of  the increased
responsibility, if  they do actually list on the
exchanges.

Gibbs: There is currently an initiative in
Dubai to look at maybe launching a small
cap market, but that’s in the very early stages
so we’ll see what that brings. 

Funds Global: Talking about demand
from foreign asset managers, are you still
seeing a good deal of inquiries from asset
managers in Europe and the United
States who come here to potentially set up
a business? Or has the Dubai debt crisis
really dried that up?

‘Fixed income has
definitely attracted

greater interest, mostly
because relative returns
versus the risk of stock

markets were appealing’
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Sams: I sat down with a large foreign player
about a month ago. They came over from
Europe to scope out how to set up an office,
whether it should be a representative office
or one based in the DIFC [Dubai
International Financial Centre]. They were
also trying to understand how the market
was performing and the levels of  demand.
They left in an upbeat mood noting that
some of  the negativity surrounding Dubai in
November 2009 had dissipated and Dubai
Inc. had made headway in sorting many
issues out. 

It just so happened that during the 
week I saw them the local markets
experienced increased volumes, so at least
they were on the upside. But, as all of  us
sitting around the room know, these markets
vary from one week to the next and this can
really affect some firms’ decisions. The main
thing is that more and more firms are waking
up to the fact that they must have some
exposure to the Middle East. Combine this
with our, and the regions’, marketing efforts
and we are seeing calls every one or two
months from European managers asking 
for advice. 

Slater: Some of  the medium-sized asset
managers in the US are looking to do more
the emerging markets. Obviously with the
Northern Trust connectivity, we have
received quite a few phone calls from that
perspective, but that has been more of  an
inquiry as opposed to actual action.

Funds Global: Asset service providers aim
to bring automated processes to Middle
East banks to help them sell funds. How
easy is it for local banks and fund
managers to plug into straight-through
processing [STP]? 

Roberts: There isn’t really a straight-
through-processing side to the business.
There isn’t a huge demand, especially with
some of  the volumes we’re seeing, so STP
tends not to get the same priority as it would
do elsewhere. Plus, due to the uniqueness of
the various markets and the types of
structures that are involved, there often is a
lot of  customisation involved just to get this
to work. We get one or two queries about
augmenting something and although it
makes sense for us and we can do it, because
we’re talking about a smaller scale it does not
get fully implemented.

Gibbs: From time to time we receive
inquiries from managers wanting to place
their funds on platforms for distribution,
pooled funds for instance. The difficulty is
whether there’s sufficient volume to justify
the creation of  the automated link into that
platform. It comes down to a cost/benefit
type of  equation, both for the fund manager
and for ourselves. What we have seen is that
where a manager has put funds on such a
platform they’re not necessarily attracting the
level of  flow they had been hoping for, largely
due to the fact that as an investment
destination, the Middle East still remains a
bit out of  fashion, out of  favour. That’s a
pendulum that will swing back, but at the

moment we’re not seeing people making the
call that the Middle East has bottomed out
and it’s where they should put their money as
opposed to, say, Bric (Brazil, Russia, India,
China) countries which have outperformed
substantially over the past couple of  years. So
for an international fund manager it’s been a
no-brainer on their asset allocation strategy,
but it will change, it will come back.

Funds Global: Do you think it will 
change once the status of some Middle
Eastern countries is upgraded to being 
an emerging market rather than a
frontier market?

Gibbs: Certainly that will be an important
development should it happen. If  the UAE
gets upgraded then clearly any emerging
markets benchmarked fund has to
automatically invest in the country. That
would result in a material inflow because
there are some pretty big emerging markets
funds out there. Bearing in mind the fact that
a number of  stocks in each of  the Mena
markets are relatively illiquid, gaining the
relevant exposure may be more difficult for a
fund than is realised. Whatever happens, the
reality is it’s going to bring fund money and
cash into the region and it’s going to be a
boost to the relevant stock market. So
perhaps now is the time to buy ahead of  
that event.

‘If the UAE gets
upgraded then clearly
any emerging markets
benchmarked fund has
to automatically invest

in the country’
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Slater: I would agree. Local investment
managers are not looking at the technology
efficiencies. They will begin to look at how to
gain these technology interfaces when they
start developing the Ucits or the feeder fund
infrastructures out of  Dublin and
Luxembourg. There are other outsourcing
components that can provide such as data
warehousing or web trade services. Those are
the efficiencies local managers need to be
able to connect to the international
brokerage communities. I don’t see them
gaining the efficiencies they’re looking for
with local partners. 

Everyone round the table probably has a
system internally that allows them to connect
directly with the investment manager, so
faxes are dead. You’re already getting some
automation because you’re putting a system
in, whether it’s Northern Trust Passport or
another providers, building up that house’s
trading  floor. So you’re already getting some
efficiencies anyway.

Funds Global: If everybody’s got their own
internal systems, is there the danger that,
as the market grows and there is a greater
need for standardisation, the different
internal systems will not fit together in a
straight-through kind of way? 

Martinson: When it comes to systems and
automation we have taken the approach of  in
the first instance having a best-of-breed core
system in place along with the key building
blocks for that system.  Most importantly, for
all markets and the Middle East in particular,
you have to remain flexible as to how you
deploy that core system and its components
and tailored additions. You have to be able to
customise as far as possible. As long as you
can provide that link into your system and
generate customised reporting solutions you
are able to provide clients with the bespoke
solutions they require.  We are also seeing a
lot more demand for middle office-type
services, but everybody’s definition of
middle-office services is quite different. You
have to retain the flexibility and have
confidence that you’ve got the right key
system and support structure in place that
can be interfaced and be flexible enough to
generate exactly what your client needs.

Sams: I don’t think it’s going to be a terrible
hurdle. Fact is, if  an investment manager
here is looking for best practice they’re going

to look to the West or the East to see what
other developed investment managers have
done and have implemented. All of  us have
operations around the globe that probably
interface with a similar system – much of  the
time it’s how you deliver that solution locally
that really matters. We have successfully
implemented so many solutions across the
world that it’s often an easy plug and play
situation with some bespoke service and
reporting agreements. 

Arlando: I think the onus is on the 
service providers to ensure that their 

own systems are flexible enough to be able to
grow with the market and ensure that any
new system developments that come into the
market can be easily integrated into the
existing set-up – I’m sure that this is true of
the systems for all who are sitting round this
table – I’d be surprised if  they weren’t, to 
be honest.

Funds Global: Beyond the ‘commodity’
services of custody and administration, to
what extent can providers deliver more
complex services such as collateral
management? Is it investor appetite or
regulatory development that hinders this? 

Gibbs: At present there are initiatives at
various stages of  progress in various
countries to look at stock borrowing and
stock lending. So that may be something that
develops going forward to a greater extent
than it is at now. But there isn’t a great deal
of  momentum behind it in relation to
regional stocks, particularly when you take
into account the beneficial ownership rules
in local markets that require the share to be
registered in the name of  the owner.
Therefore, if  you go down that route and
need to switch ownership of  stock, brokerage
costs will be incurred which begin to make it
look expensive relative to the benefit being
gained out of  doing it. 

‘As long as you can
provide that link into

your system and
generate customised

reporting solutions you
are able to provide

clients with the bespoke
solutions they require’
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Arlando: Local regulators are starting to
look more at things like securities lending.
Obviously it is a concept that needs to be
handled with care in the region given the
sensitivity to short selling but if  you’re going
to move from being a frontier market to an
emerging one, products like securities lending
and borrowing need to be looked at and
developed locally.

Slater: Considering some of  the more
complex services – for example, collateral
management – there’s obviously some
significance for this service out here. With as
much money being moved, and as quickly as
it’s being moved, collateral management is a
service that’s actually utilised quite a bit.
Also, the alternative space is no longer that.
Opposed to just holding it as single line of
assets, you’re actually looking at a lot more
sophistication on private equity and hedge
fund servicing. For hedge funds, for example,
you’re starting to look at managed  accounts
within hedge funds and you have to do the
custody of  those assets. The institutions out
here are becoming a lot more sophisticated in
how they’re looking at the risk, which is
another area that they’re focused on. They’re
looking at how they develop their risk
management services to understand what
they’re getting, not just in terms of  custody
and administration, but really understanding
what the risks are and understanding how to
manage sophisticated assets.

Sams: From a provider perspective, whether
you have operations in a particular country
in the Middle East or not, it is likely that all
of  us around this table have these
capabilities. The primary priority is to secure
some time with your clients to understand
exactly what they need and want. Then, if
you can deliver the right blend of  lending
and collateral management programmes,
provide the required level of  hedge fund
and/or administration services and meet the
manager’s in region then you should be in a
good position.

Martinson: That’s exactly right. We provide
so many different services around the world
and from a service provider’s perspective;
we’re all placed to provide sophisticated and
complex services to funds. One has to
remember that outsourcing to service
providers is not traditionally as accepted in
the Mena region as it is in North America or

Europe, so there is a natural progression
that’s taking place here. This natural
evolution will, over time, change the
landscape of  the market and the asset
servicing industry in the region. But that
being said, we’re well placed to provide
whatever clients need and the actual services
utilised are still very much client driven.

Funds Global: Will the regulators be key to
driving outsourcing within the specific
regions? Or will it be the fund managers
themselves wanting best practice within
their business?

Roberts: A bit of  both. For example, Qatar
and the UAE are putting directives through
to split the custody function from the fund
manager, but the managers have already also
been implementing this to a certain degree.
They have asked to be seen to be taking best
practice seriously and are now getting
support for it from the regulators. But that is
an area where outsourcing will benefit from
the regulators’ approach, but then there are
other areas, such as middle-office functions,
that managers are prepared to look to
outsourciong for best practice without being
directed by the regulator.

Gibbs: As we all know, competition within
the custodian and administration services
area has increased exponentially over the
past two years, particularly within this region.
If  we were having this conversation three
years ago, I would have probably been the
only person around the table, because that
was the reality at that time. Now there are
more alternatives for fund managers and if

you’re a regulator that’s a good thing,
particularly if  you want to drive the
separation and independence of  certain
service support activities.  To do this the
market needs service provider options to
drive competition in order for pricing and
other efficiencies to be gained. So it’s going
to be a combination of  factors that will
gradually, over the next couple of  years,
begin to come together that enable
authorities to drive that process.

Sams: I have one particular prospect where
the management board recognises that they
do a lot of  the custody and administration
servicing in-house and now they are looking
for an external solution. The board has
mandated that by mid-2011 they must have
their internal structure sorted out and a
third-party provider in place. With an
external provider in place, they won’t have to
worry about someone coming in and
accusing them of  a Madoff-type situation.

Martinson: Both regulators and investors
are driving the overall move to more of  an
independent outsourcing model. While
regulators in the region are prescribing the
minimum standards for outsourcing,
independence, transparency and
accountability, it is the investors that are the
other main driving force. Increasingly, we’re
seeing investors demand the administration
to be separate from the manager’s
operations, the brokerage and custody and
managers are responding swiftly and
positively, so it’s a collective effort on the part
of  regulators, investors, managers and the
service providers that service this demand.

Funds Global: When we first came out to
the Mena region, many local fund
managers had weekly NAVs while now
they want daily NAVs. In your experience,
are the locally based fund managers
becoming more sophisticated in what 
they require from you? And are they
willing to pick up the cost for more
sophisticated services?

Roberts: There are many services you can
offer a client and then many times their
incentive fizzles out as soon as you tell them
how much it will cost. There are a few add-
ons that we can roll into our offering. But if
one told them, ‘look it’s going to cost you this
much’, then that would be different. But now
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they are asking more sophisticated questions
and for more formal options than what they
were before. They’re coming at it from a
higher level of  sophistication where they
know what answers to expect and what they
want from you. They know what they want to
do and that allows you to come up with a
tailored and effective solution for them.

Arlando: From the fund’s perspective, cost is
an important factor. There’s so much
competition within the funds world itself  that
fund managers can be reluctant to pay for
additional services, which, although can be a
great marketing tool for them, ultimately
make their funds more costly relative to their
competitors.

Sams: Due to developments over the last
two and half  to three years, the market is
driving down costs. We’re all very fierce
competitors, which is a good thing.
Competition is helping the market mature
and the funds receive more services at a
more acceptable price. We’re not giving
away things for free yet, but it is a different
market than it was three years ago.

Funds Global: Craig mentioned that the
cost being driven down has been partly a
result of regulation and partly by the
client. Can you say exactly which type of
client has been driving this? Is it the Arab

private bank or multi-managers driving
this kind of outsourcing?

Roberts: The newer managers have much
more incentive to do that and have a fresher
look at outsourcing. We’re also seeing a
change of  occupation for some managers.
They go from one management firm to
another, and its in this transition period,
when they’re just beginning their new role,
that they can make initiatives such as
outsourcing work, or at least put it before the
board as this is a value-add. So you’re
beginning to see a couple of  more established
institutions now looking at outsourcing
differently, and it’s happening more because
there has been a change of  guard which has
come in with a new approach.

Funds Global: With all the abilities you’ve
got, do you feel underused here? You have
all these things to bring to the table but
the fact is there isn’t a great deal of
demand for everything.

Martinson: You tend to spend more time
working more closely with investment
managers on things that you wouldn’t
necessarily work on in the North American
and European markets where you would be
more focused on automation, straight-
through processing and a variety of  other
services that come back to middle-office

services. On the other hand, here you really
are working with the manager through an
education and development process. From
explaining the service you’re providing and
then working through how to structure
communication with their investors that
enhances the manager’s relationship with
their investors and how to adopt best practice
at all levels. So it’s really a collaborative
partnership evolving in the region, which
takes a lot of  time, but it’s time spent
differently to time spent in other regions and
it’s equally rewarding.

Funds Global: The Madoff story did reach
the Middle East, right? Everyone knows
who Madoff is?

Arlando: Yes. It drives the point home to
them. After Madoff  and the crisis I found
that there was a lot of  education, not only
about funds but even around custody. We had
to reeducate people about what custody is.
Sadly, or to our benefit, because of  what
happened a lot of  people understood custody
as being prime brokerage with
rehypothecation where assets actually come
onto one’s balance sheet. We had to sit and
explain that that is not what true custody is,
but rather it’s about holding assets in trust on
behalf  of  an underlying client.

Gibbs: And they ask whether you’re going to
charge them as there is still great reluctance
to pay for the service when assets can be left
with brokers for free. Thus a lot of
conversation takes place concerning the risks
and hidden costs that arise as a result

Arlando: That’s where the regulation
change happening in Saudi, in the UAE and
in Qatar can make a difference. Fund
managers will no longer be able to use 
their brokers to hold assets and will have to
find custodians.

Sams: When I speak about our products I
like talking about securities lending because
it’s interesting, it’s something a little more fun
to talk about than standard custody or
administration – it’s entertaining and
generates interesting questions. However, it’s
not here yet as there isn’t the need for it. The
region is focused on the nuts and bolts and
the building blocks of  investor services. 

That’s not to say that change isn’t
happening. But it takes time. What is clear is
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that people are using the market downturn
and the slow down in volumes to think 
about how they can strengthen their 
offering, be it from a service provider
perspective or by introducing new services
and outsourcing more.

Roberts: Particular to the custodian aspect,
is that you only can hold some securities in
the region on a nominee basis. It’s not meant
to, but funds are holding on a nominee basis
and could be putting a large risk on that
particular position. There is an unlikely
chance that something could go wrong and
that’s generally accepted as an associated
risk. So you have to bear in mind that you’re
coming into an environment where they will
accept practices like that.

Funds Global: In Europe, custody laws are
becoming increasingly tighter under the
proposed AFIM [Alternative Investment
Fund Managers] directive, which people
say will filter through to Ucits as well,
making liability on your businesses in
Europe very onerous. Do you think that
the Mena markets will catch on to this
and increase liability here as well? 

Sams: The region is just now focusing on a
true custody service where assets are
ringfenced from brokers with a third-party
institution. Over time the Middle East will go

in the same direction as Europe, but you have
to remember that the industry here is at a
different stage and does on occasion move
much more slowly.

Funds Global: How are asset-servicing
firms coping with the Islamic finance
segment of the funds world and what are
its particular challenges?

Martinson: It depends on what your
definition of  a fund is. There are numerous
Islamic finance products that we service

globally and some of  those Islamic finance
products contribute significantly to the global
financial markets. There is a very extensive
Sukuk market in the region and a lot of  the
established businesses in the UAE specifically
use that market to raise funds. We see a lot of
the private equity funds that are Sharia-
compliant, which have their intricacies. With
hedge funds, we don’t really see the same
proportion of  Sharia-compliant funds which
is a factor attributed to the typical investment
strategies and the use of  leverage. Ultimately,
from a service provider perspective, it’s our
prerogative to ensure structures are
administered in accordance with their
constitutional documents and once the
documents are final and formally approved
as Sharia compliant it’s seamless. A more
recent development is towards focused
‘Sharia-friendly’ products, which are not
necessarily Sharia-compliant. So they don’t
necessarily go through the formal process,
but they are acceptable investments to people
with a focus on Sharia products, which is a
demonstration of  the importance of  Islamic
finance to investors and managers alike. 

Gibbs: It depends which country you’re in as
well. For example, if  you’re in Saudi Arabia
the demand for Islamic funds is higher than
in other parts of  the Gulf. It also depends on
the asset manager involved. If  it is an Islamic
bank, then it’s naturally going to have Sharia-
compliant funds. As you drive down Sheikh
Zayed Road [the main road in Dubai; home
to most of  the Emirate’s skyscrapers] the
names of  the banks along the roadside shows
that there are a lot of  Islamic banks. When it
comes to servicing, it depends on the funds
themselves. Sometimes there are commodity-
based specific Islamic structures set up by
certain managers to make sure that the
underlying investments are orientated
around capital gains rather than investment
returns. Additionally, these are less
structurally complex than Sukuk and equity
funds and we certainly view this as an
expanding segment of  the market.

Funds Global: Will there ever be a
dedicated centre for Islamic finance? 

Roberts: I don’t know whether it’s necessary
for there to be a Sharia centre, as long as
every financial centre can understand and
communicate what’s required. The issue is
about applying a consistent set of  principles
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and understanding across the different
countries. That will make things a lot easier.

Martinson: There are different
interpretations of  what Sharia compliance
constitutes and that’s the challenge, especially
in the fund context. You would need to
qualify what is absolutely not allowed and
what is actually permissible to a certain
extent. So you do have an element of
subjectivity, which complicates matters and
makes the fund documentation more
complex than that for a conventional fund.
So documentation remains key. Asia is still a
dominant market in Islamic finance, but
you’re seeing all these different centres
around the world trying to establish
themselves as Islamic finance centres. So
you’re really looking at a global financial
industry that’s emerging from this trend
rather than it being focused on a specific
geographical location.

Gibbs: The centre for Saudi Sharia-
compliant funds is Saudi Arabia, the centre
for Qatari Sharia-compliant funds is Qatar,
and the centre for Bahraini Sharia-compliant
funds is Bahrain because that’s a matter of
regulation. There has been talk about
Luxembourg trying to establish itself  as the
centre for Sharia-compliant funds but that
would probably be more for Ucits-compliant
funds where it competes against Dublin
primarily. Luxembourg would not be
competing against funds regulated in
Bahrain or in Saudi, for example.

Sams: You have to remember that you don’t
have to be Muslim to invest in Islamic
products. During the crisis there was a lot of
empirical evidence showing that these funds
were quite resilient to some of  the things that
were going on globally. There is a growing
trend where fund managers would launch an
Islamic product that’s not necessarily targeted
to the UAE and the Emiratee population.  

Roberts: A private equity fund would be a
classic example of  where the nature of  the
asset is Sharia compliant and you can put very
few restrictions on how you operate the fund
so the fund can be Sharia compliant, yet still
retain the risk profile of  a conventional fund.

Gibbs: I had one manager advise that all
they manufacture are Islamic funds because
they can distribute such funds to everybody.

In contrast they can’t distribute a non-Islamic
fund to the Muslim community so it just
makes sense for them to go the Islamic route.

Sams: As a core fund administrator or a core
custodian to Islamic entities, yes there is
documentation with specific requirements,
but the actual operation of  the fund is not
difficult for us.  Islamic finance is a very ‘en
vogue’ subject and I receive calls from
around the globe from clients and prospects
interested in learning more on the subject.
But, while there are some very significant
Islamic finance fund nuances and
requirements, such as the provision of  a
Sharia board, the customisation required to
make an operation compliant will not turn it
on its head.

Slater: An Islamic fund is managed by a
manager that has a specific mandate and
that’s where a lot of  the regulatory issues play
out. The Sharia board has to invest in the
right stocks, so there are a few nuances that
the funds industry is going to have to work
through, like the purification of  dividends
and the like. 

Funds Global: As Mena-based fund
managers increasingly look to market
their investment management expertise
beyond the Mena region and into Europe
and the US, which international domiciles
will capture this business? 
Sams: Dublin and Luxembourg are
certainly at the top of  that list. This is

because Western investors have a certain
comfort with the structure that a Dublin and
a Luxembourg fund bring to the table. As
mentioned earlier, there is an education
process in doing that, given the costs that
surround it. But increasingly we have
existing and prospective clients that are very
interested in capturing the European
investor. They believe, as we all do, that 
the Middle East will recover making it 
a good value proposition to certain
European investors. 

Fund providers want to make sure their
client base is comfortable with the structures
on offer. We’re all very ambitious and having
the best business practises of  a well-known
service provider as support allows investors
to say, ‘yes I know that name, they have the
global consistency and local market expertise
I need’. This can mitigate a lot of  the
concerns that a European investor may have
about this part of  the world or about a
smaller investment manager that’s not a
household name. By using Dublin or
Luxembourg along with a large international
administrator and custodian you can tick the
geographical due diligence boxes that are
core to the decision-making process when
investing into a new region.

Roberts: The analogy’s similar to that of
the Sharia versus conventional product. A
Ucits product allows you to access a wider
range, maybe your local market plus the
European and the Asian markets. If  you can
take advantage of  that and you’re prepared
to risk increasing costs and can deal with the
possible restrictions in the region, then Ucits
may be an option. You must remember that
a Ucits fund may apply significant
restrictions on how you can actually
implement your strategy. But if  everything
lines up and if  you can afford it then it opens
up a wider market. We have recently opened
our office in Luxembourg and have the
ability to service regional managers with
Luxembourg funds from our local offices –
this is being well received by our clients. But
we’re still in the very early stages of
education around what managers need to do
and what their objectives are around Ucits. 

Martinson: Exactly, it really depends on
what you’re trying to achieve and which
investors you’re targeting. For the retail
market, there’s a mutual understanding
between managers and investors of  what’s
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gained by using a Ucits structure domiciled
in Luxembourg or Ireland. If  you’re talking
about qualified investors in a fund offering
shares on a private placement basis, then it’s
a completely different scenario that needs to
be analysed. European centres have done a
very good job of  marketing some of  their
structures in the Mena region and
particularly Ucits structures. However, this
may not necessarily be appropriate for the
types of  funds that we’re seeing emanating
from the region, where you typically have
high net worth individuals and institutions
providing the seed capital for these funds
that are not focusing on the retail sector. It’s
more of  a private placement scenario here.
In the alternatives sector, Luxembourg and
Ireland shouldn’t be discounted either
because they do offer structures other than
Ucits that may be more appropriate to the
types of  investors the managers are trying to
attract. You can get quite far along with
somebody wanting to establish a Ucits
structure in Europe and then they realise
that they cannot bear the costs or the
restrictions. This would ultimately lead them
back to some of  the tried and tested
jurisdictions like Cayman where there is a
good fit with their investor profile and
investment objectives.

Gibbs: Many regional and local asset

managers are ambitious and would like to
attract funds from high-net-worth individuals
and institutions around Europe and maybe
the US. The fundamental challenge faced is
that while most of  the asset managers are
very familiar to everybody around this table,
they’re probably not so recognisable to the
large investors outside the Middle East. So
the first hurdle they face is persuading those
cash-rich institutions to have the confidence
to invest through them. To do this they have
to demonstrate that they’ve got the processes,
controls and procedures to run that money in
a professional manner. 

In the region there are only a handful of
names that have the international reputation
to carry that off, or have a track record of
investment success over an extended period
of  time. For example, a local entity that
launched an international regulated fund in
early 2009 aimed at just this investor base has
recently announced that it was closing the
fund to third-party investors having not
attracted sufficient external inflows to justify
the overhead. It’s a lot harder than people
think and there are a lot more components to
it. The Ucits domicile does offer certain
reassurance because of  the tighter
regulations, but there’s more to it than just
that, and that’s the problem. This comes back
to the point we talked about earlier regarding
cost.  It depends on how long you are willing
to bear that cost, while your fund builds a
track record and you prove your processes
over a two-, three-, four- or five-year time
horizon. And all this would be going on while
institutional investors look at your firm and
get comfortable with it. Particularly when the
local players choose to go to into the Ucits
environment and their Mena fund is
competing with the likes of  Franklin
Templeton, Schroders and ING, firms that
are internationally recognised. 

Slater: You’re right there are some that are
going to succeed but not a great number.You
will probably see more JVs [joint ventures]
or alliances, where the local managers have
specific mandates inside a Western asset
manager, providing the Sharia, the Saudi or
some other local specific component. I don’t
think a large number of  local players are
going to go to Luxembourg or Dublin to 
set up Ucits funds; they’ll find there’s no
money there.

Martinson: Ultimately the jurisdiction has
to be a good fit with the strategy and the
investor base. Managers in this region are
increasingly partnering and forming joint
ventures with European and North
American firms because typically the
investment banks in the region have the
investor contacts with high levels of  liquidity
but they still need global exposure in the asset
management industry. So European and
North American firms are looking to access
that liquidity and local asset management
firms and investment banks are looking to
partner with them to get their names out
there and grow their global reach. fe
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Islamic exchange-traded funds (ETFs) are
not a new concept. The first Sharia-
compliant ETF was launched in January
2007 by Liechtensteinische Landesbank and
the now disappeared ABN Amro on the
SWX Swiss Exchange.

The market began to gain traction when
Daiwa, Japan’s second largest securities house
and Barclays Global Investors’ iShares (now
owned by BlackRock) also rushed out their
own versions of  Islamic ETFs covering various
equity markets before the close of  2007.

The humble Sharia-compliant ETF
seemed to have got the official nod a year

after it first came to light when Malaysia, the
world’s leading Islamic finance hub,
launched its own state-sponsored Islamic
ETF in January 2008. This was followed by
the creation of  a suite of  Sharia-compliant
ETCs – or exchange-traded commodity
products – by London-based ETF Securities.

Then the market went quiet, except for a
few ETFs that popped up in the next few
years, most notably Javelin Investment
Management’s US-focused Islamic ETF, and
the launch of  Benchmark Asset
Management’s India-focused ETF last year.
But on the whole there was more action at a

The humble Sharia-
compliant ETF seemed to
have got the official nod
a year after it first came
to light when Malaysia
launched its own state-

sponsored Islamic ETF in
January 2008

ETFs have revolutionised the global fund management industry,
spawning into a US$1trn business. Yet Islamic ETFs in the Middle
East are much slower to take off. John Foster finds out why
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librarian’s convention than in the Islamic
ETF market.

Why? 
ETFs have taken the conventional world by

storm, and are now as much a part of  the
investor’s compendium as the balanced fund.
However, in the world of  Islamic finance
they are a fringe product. 

According to research by IFIS, there is only
US$8.53bn (€6.65m) invested in Sharia-
compliant ETFs out of  an estimated total
assets for the Islamic finance industry of
$1trn (according to Standard & Poor’s).
When ETF assets are broken down, $8.2bn
of  these assets are in ETCs, based on
precious metals, and therefore equally
attractive to non-Islamic investors.

Until quite recently there were no Middle
East-based Sharia-compliant ETFs. In
March, Falcom Financial Services, a Sharia-
compliant bank in Saudi Arabia, launched a
Saudi-domiciled ETF based on the Saudi
bourse, Tadawul.

At around the same time, the National
Bank of  Abu Dhabi launched a UAE
product, and most recently, in July, Falcom
launched its second ETF that invests mainly
in Sharia-compliant equities of  Saudi petro-
chemical firms.

No reason why not
According to Majid Dawood, chief  executive
officer of  Yasaar, an Islamic finance
consultancy based in the UAE, there is no
legal or theological impediment to the
creation of  Islamic ETFs. “We originally
worked with iShares setting up Barclays
Capital’s suite of  MSCI-based Sharia-
compliant ETFs and ETFs as a product are
very cost effective for investors, allowing
them to get in and out of  markets simply and
efficiently,” he says, adding: “However, they
are passive products that don’t generate a lot
of  alpha, and just haven’t caught the
imagination of  fund manufacturers or
investors in the Middle East region. We have
not had a single approach from fund
managers wanting to design Sharia-
compliant ETFs in the Middle East.”

Ali Shervani, director of  Islamic finance at
Miftah Advisory India, and behind the
launch of  the Shariah Benchmark Exchange
Traded Scheme, Shariah BeEs ETF, in
India, in February 2009, was another strong
advocate of  Islamic ETFs. He says: “ETFs
make you believe in the market. In Islamic
finance there is no such concept as a ‘fixed

return’ and as ETFs are based on trading
there is no Gharar, or uncertainty, and if  the
underlying index or securities of  the ETF are
screened for Sharia-compliance, they are a
perfect Islamic financial product.” The fund
size of  Shariah BeEs was approximately
$250,000 as at end of  July.

Shervani stresses the lack of  participation
in the ETF sector by Islamic finance
companies. “In India Islamic finance is in its
infancy and there are only a handful of
Sharia-compliant funds. The market is
growing at a very slow pace,” he says.

Financial disincentive
The lack of  market interest – so far – in
Sharia-compliant ETF products can be
explained by the relative immaturity of  the
Islamic fund management industry as a
whole. But there are other reasons.

One senior Islamic banker, who preferred
to remain anonymous, said: “The big
problem with ETFs in the Middle East is the
fees that managers can earn from them.
Office rents and costs of  living in the
financial centres such as the DIFC [Dubai
International Financial Centre] and Doha
are still very high and the fund
manufacturers are just not interested in
earning the measly 20 basis points in
management fees that you can get off  ETFs.
I guess the fund manufacturers are too
greedy to want to go through the trouble of
setting up products that will earn them little
in the long run.”

But Rushdi Siddiqi, head of  Islamic
finance for Thompson Reuters and former
global director for Dow Jones Islamic Market
Indices, also believes that an unsophisticated
investment infrastructure and lack of
investor education were other reasons why
Islamic ETFs had not taken off  in the
Middle East. He says: “In the Middle East, if
you take the majority of  financial services
companies out of  the index for Sharia-
compliance reasons, you are left with a
handful of  large liquid companies and lots of
medium-sized illiquid companies. The
indices are not as structurally attractive from
an ETF perspective.”

Compared to the stock markets of  the UK
or the US that are diverse and liquid, or the
depth and maturity of  the capital markets in
developing nations such as India or Malaysia,
Gulf  stock markets do not have the same
profile. Many of  the companies listed on the
regional exchanges do not have a large free
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float of  shares, as they are still tightly
controlled by their owners and family offices. 

Alternatively, the local exchanges are also
dominated by ‘national champions’, for
example Emaar on the Dubai Financial
Market, which has such a large value that it
completely overshadows and dictates the
daily movement of  the market. Local
investors are so used to riding these stocks up
and down, frequently trading in and out of
them, that the passive index-tracking
concept of  an ETF becomes redundant.

Regional investor attitudes are also very
different amongst retail investors in the Gulf
with a short-term trading approach, as
opposed a long-term investing approach to
stock market participation prevailing. And it
is also this lack of  investor sophistication that
has muted the response to ETFs – Islamic or
conventional – in the Middle East.

“When NBAD and Falcom launched their
ETFs earlier this year, many investors
thought that they were participating in an
IPO, as opposed to investing in a passive
investment product. When the investor
community realised the nature of  the
product, optimism and liquidity swiftly
drained away,” says Siddiqi.

The biggest Sharia-compliant ETF in the
world, the New Gold ETC from South
African bank Absa, has a net asset value
(NAV) of  $1.97bn. This is peanuts compared
to the largest conventional ETF, the so-called
‘Spider’, based on the S&P500, with a NAV
of  $80bn and a daily average trading volume
of  $15bn and is a fair reflection of  where
Islamic ETFs stand in comparison to
conventional ETFs.

There have been moves in the world’s most
sophisticated Islamic finance market,
Malaysia, to try and bring ETFs in from the
cold. Zainal Izlan, CEO of  i-VCAP creator
of  Malaysia’s first Sharia-compliant ETF,
explains that the South East Asian bourses
were trying to increase investor education
and participation in Islamic ETFs. “Bursa
Malaysia has come up with a few initiatives
to encourage the liquidity of  ETFs, one of
them being the reduction of  the tick size of
ETFs in August 2009,” he says.

Better balance
Previously, the tick size – or price change –
was set at one cent, and NAV prices were
quoted to four decimal points. To strike a
better trading balance between buyers and
sellers, Bursa Malaysia changed the tick size

to three decimal points. Moreover, the
Malaysian Securities Commission and Hong
Kong Financial Services Centre recently
signed a Memorandum of  Understanding to
enable the listing of  more Islamic products,
including ETFs. However, industry players
do not expect to see this being emulated too
swiftly by the Middle Eastern bourses due to
their infancy.

Siddiqi believes that if  Islamic ETFs are
going to take hold globally and specifically in
the Middle East there has to be government,
or quasi-government support, through
sovereign wealth fund participation in the
market. “What is needed is the creation of  a
family of  Sharia-compliant ETFs. If  you
have just sectoral or country-focused ETFs,
when that sector or country is doing badly
you will have a lot of  money sat on the
sidelines,” he says.

“State pension funds or sovereign wealth
needs to support this. Having a basket of
ETFs with $100-200m behind it will make
the global markets sit up and take notice.”

Niche market
However, the acceptance of  Sharia-
compliant ETFs in the local and global
market has to be there. John Sandwick, a
Switzerland-based specialist in Islamic
finance and Islamic wealth management,
says: “Mature, disciplined wealth managers
do indeed buy them for their managed client
accounts. ETFs have a role to play. But let’s
be honest. They are a niche product and will
always be a niche product. No professional
allocation would have more than 10% of  all
funds into equity ETFs.  Any more than that
and the client is getting fooled and the
manager is an idiot.

“So, they are not a gimmick, but at the
same time ETFs are not the brave new world
of  investing, either, as some of  the wags want
you to believe.” 

It took 17 years for the conventional ETF
phenomenon to morph into a $1trn industry.
If  1993 was the start of  the conventional
ETF market, the Sharia-compliant market is
by comparison in 1995. The existing funds
have to prove that they can perform;
investors have to be educated about the value
of  long-term, low-cost, liquid, passive
investment, and there needs to be a
significant coordinated effort to put assets
into the sector before Sharia-compliant
ETFs can truly become a substantial part of
the global Islamic finance industry. fe
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DEPOSITARY RECEIPTS

Depositaries fuel Mena investments
Depositary receipts are attracting investors to the Middle East, finds
Nick Fitzpatrick, who talks to Tarek Elrefai, of BNY Mellon

Certain Mena companies have turned to
the depositary receipt market in recent years
to raise finance from international investors.

Depositary receipts, which are listed on US
and European stock exchanges, allow
investors to invest in the equities and bonds
of  foreign companies without the associated
risks of  investing in the issuer’s local stock
exchanges where problems with clearing 
and settlement and other structural risks
affect confidence.

One example from the Middle East is
Global Investment House, a Kuwait-based
fund manager and investment bank, which
raised money through depositary receipts
listed in London. Allianz Global Investors is
a key owner of  Global’s London depositary
receipts. Each depositary receipt represents
five of  Global’s ordinary shares, which are
listed in Kuwait, Dubai and Bahrain.

Headline figures for the depositary receipts
market for the first half  of  this year threw
out some record numbers. There were
78.1bn American and global depositary
receipts, valued at $1.84trn (€1.43trn), in the
first half  of  2010. Trading volume increased
by 8.3%. 

The figures are from The Bank of  New
York Mellon, which is the world’s largest
depositary for American and global
depositary receipts. It is also the major
player in the Mena region, providing
depositary services for Global Investment
House’s depositary programme, which with
it’s $1.15bn issuance in 2008, was the largest
by a Middle Eastern company and the first
by a Kuwaiti firm.

Tarek Elrefai, head of  BNY Mellon’s
global client management in the Middle East
& Africa, and who is based in Dubai, says
that with a 67% market share globally in
depositary receipts, and a 100% market
share in Egypt, and 85% in the markets of
the Levant countries that include Jordan and

‘We believe that the GCC
will attract significant
foreign investors in the
not-so-distant future’
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Lebanon, the Gulf  region is now also
growing as a depositary receipts market
while Saudi Arabian and other firms look to
raise foreign capital.

“We are putting a lot of  infrastructure for
the depositary receipt business in Saudi
Arabia and other member states of  the Gulf
Co-operation Council (GCC), like Dubai,”
says Elrefai. “We believe that the GCC will
attract significant foreign investors in the
not-so-distant future.”

He says this because at the last Middle East
annual conference held by BNY Mellon, 250
people attended with a significant amount of
companies there looking at depositary
receipt programmes. BNY Mellon has held
these conferences in the Middle East for 13
years and the last one took place in Istanbul.

Raising interest
Part of  the depositary function, or part of  its
infrastructural development, for BNY
Mellon is bringing companies together with
potential investors. One reason Global
Investment House chose BNY Mellon was
because the Kuwaiti company felt the US
bank could give its depositary receipts the
visibility they needed.

Although this marketing role is like a
capital introduction exercise, Elrefai 
says: “We provide information, not
investment banking.”

He adds: “We can tell clients in different
businesses which fund managers in the US
and Europe invest in their sector.”

This proved helpful with one of  BNY
Mellon’s Egyptian clients, Commercial
International Bank (CIB), which 
delisted from the Abu Dhabi and Kuwait
stock exchanges in July, though kept its
Egyptian listing.

Elrefai says: “In late 2009, an American
fund manager wanted to sell its 20% stake in
the depositary receipt programme of
Commercial International Bank, an
Egyptian bank and client of  ours. This
would have been terrible if  the depositary
receipts had gone to the retail market. 

“However, we were able to find a UK
institutional investor to buy a 10% stake 
in CIB.”

More recently, Elrefai hosted a group of
fund managers, called the Russell Group
2010, in March this year as they made a trip
to Saudi Arabia and the United Arab
Emirates to look at investment opportunities.

According to Elrefai, this group travels to
different locations each year to scope
international investment.

“The Russell Group went to petro-
chemicals companies and other firms in the
region to meet with senior management and
hopefully they will begin to invest in these
companies in the near future,” says Elrefai.

“The fund managers want to understand
more about custody arrangements and other
market technicalities on top of  the
investment opportunities that are here. We
had some of  our clients do follow-up
meetings with them in Saudi Arabia.”

According to Elrefai, a large Canadian
pension fund was among the group.

Elrefai says the investment interest shown
by the Russell Group, which he says had
around $12trn in assets under management,
centred on depositary receipts. 

“They are looking for opportunities in
depositary receipts rather than in the more
ordinary markets because the investment
managers want the companies to be listed on
an intermediary exchange so that the exit
opportunities are more available. They know
the risks of  investing locally.”

Corporate governance
A depositary provider like BNY Mellon also
has a role to play in facilitating
communications between companies on one
side, and investors and potential investors on
the other. A challenge here is to square up the
expectations surrounding transparency and

corporate governance between a conservative
Mena issuer on one hand, and a rigorous
Western investment manager on 
the other.

“Part of  our job is to help issuers
communicate better with foreign investors,”
says Elrefai.

The information available about Global
Investment House on its website far exceeds
what many combined investment banks and
asset managers would voluntarily provide.

The fact is that many corporate governance
issues in Europe and North America – such
as combined chairman and chief  executive
roles, or director holdings – have not quite
got the same sense of  importance in the
Mena region, at least not yet.

But corporate governance standards are
changing for the better, says Elrefai.

“The big engine behind the change in
attitudes to corporate governance is the
second generation,” he says.

Despite the apparently positive outlook for
this segment of  the capital markets, and
despite their recent record numbers, the BNY
Mellon ADR Index, which tracks American-
listed depositary receipts, or ADRs, was
down 15.76% in the first half  of  the year, and
down 9.92% compared to 
June 30, 2009.  In total, 30 of  the 35
depositary receipt country indices were lower
year to date.

However, the number of  available
depositary receipt programmes rose to 3,214
at June 30, 2010, from 3,096 a year ago,
largely due to recent changes in US
regulations that made it easier to establish
over-the-counter-traded ADR programs.  

In the first half  of  2010, issuers from nine
countries completed 44 new primary and
follow-on depositary receipt offerings, raising
more than $4.1bn. India and China together
accounted for 34 of  the offerings and more
than half  the total value raised.

Michael Cole-Fontayn, chief  executive
officer of  BNY Mellon’s depositary receipts
business, said recently:  “Depositary receipts
continue to prove their popularity as a cross-
border investment vehicle during an
uncertain global financial recovery.

“The market has seen a significant 
increase in trading value and volume, as 
well as continued growth in new
programmes.  Much of  this was spurred by
high-growth markets and their attractive
growth prospects.” fe
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