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Once considered a relative backwater by the
global hedge fund industry, the Middle East
is starting to attract increasing attention
thanks to a combination of factors, including
the surge of wealth created by the oil price
boom over the past few years, the increasing
sophistication of local financial markets and
the efforts to develop a world-class financial
services infrastructure in jurisdictions such
as Dubai, Qatar and Bahrain.

Having already seen strong growth in
areas such as private equity, the region is
now seeing the emergence of local financial
institutions that are looking to offer their
clients a wider spread of alternative
investments, as volatile markets and concern
about the concentration of individual and
institutional assets in real estate prompt a
new appreciation of the benefits of financial
diversification.

Although the growing enthusiasm for
investments that comply with Islam’s Shariah
law poses problems for the hedge fund

industry, with its strictures against the receipt
or payment of interest and against the short
selling of borrowed assets, a number of
asset managers have already developed
products that they say have been certified as
Shariah-compliant by their Islamic advisers.

And more broadly Western managers are
increasingly developing hedge fund products
that invest across the Middle East and North
Africa. Amid general enthusiasm for the
outsize returns offered in recent years by
emerging markets, they are attracting interest
both from local investors and from clients
elsewhere in the world for which the region
offers not only excellent recent performance
but little or no correlation with the other
asset classes in which they invest.

The latest big name asset manager to enter
the fray is US firm BlackRock, which at the
end of last year built on its existing investment
experience in the region by launching a
Middle East and North Africa hedge fund.
BlackRock, for which its USD6bn in hedge
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GAM Multi-Manager

This advertisement is for Investment Professionals only, and should not be relied upon by, or passed to, private investors. Past performance is not indicative of future
performance. All data as at 31 July 2007. This is not an invitation to subscribe for any product and is by way of information only. Issued and approved by GAM London
Limited, 12 St James's Place, London, SW1A 1NX, authorised and regulated by the Financial Services Authority. GAM is a company of the Julius Baer Group.

� GAM is one of the largest and best-resourced hedge fund investors in the world, with
more than 20 years’ experience and £15 billion invested in alternative investments.

� A team of more than 100 specialists based in London, New York and Hong Kong, cover
the global hedge fund universe; a separate team of 10 focuses solely on operational due
diligence.

� At the 2007 Financial News Awards GAM was recognised for its excellence in funds of
hedge funds by winning:

– Best Manager Selection Process, Fund of Hedge Funds
– Best Due Diligence Process, Fund of Hedge Funds
– Best Client Reporting, Fund of Hedge Funds
– Best Product Development, Fund of Hedge Funds.

� For the third consecutive year GAM has been awarded ‘Best Group’ for investment
process by Hedge Funds Review (2004, 2005 and 2006).

� GAM’s flagship fund of hedge funds, launched in 1989, has delivered consistent long-
term performance with low correlation to equities and bonds. The fund is AAA rated by
Standard and Poor’s.

For further information about GAM’s funds of hedge funds, please contact Bridget
O’Callaghan on +44 (0) 20 7393 8733 or email info@gam.com
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Interest in the Middle East as a market for
alternative investment products has never
been greater. The development of the Dubai
International Financial Centre and the growth
of the financial industry in Qatar and Bahrain
have focused attention on opportunities for
asset managers in a region characterised by
rapidly growing wealth and increasing
investor sophistication.

The burgeoning interest among Middle
East institutions and individuals in Islamic
investments has also turned the spotlight on
efforts to devise products that comply with
the tenets of Shariah law. This poses certain
challenges for the hedge fund industry, with
Islam’s prohibition of the payment of
acceptance of interest, but financial
engineers and religious scholars are
examining how to create structures that
provide attractive levels of performance while
conforming with Shariah principles.

It is against this backdrop that GAM
opened an office in Dubai last September,
drawing on the local private banking
experience of its parent, Julius Baer, as well
as established relationships with state and
corporate institutions, individual and family
investors in the region. With the increasing
economic stature of the Gulf states in the
global economy, it is the appropriate time to
establish a permanent base in a region that
promises to become an even more important
market in the future.

The past few years have highlighted the
role of sovereign wealth funds that seek to
achieve a balanced and diversified deployment
of income derived from states’ petroleum
resources. At the same time, the region has
experienced a widespread professionalisation
of its financial services industry as local
institutions offer a growing range of Islamic
and non-Islamic products and services.
Additionally, the entry into the market of
Western banks is bringing their own expertise

and operating procedures into the market.
In a region that sets great store by

relationships, it’s also important to
demonstrate a long-term commitment.
Companies that have a permanent presence
can provide a higher level of service than
those with representatives who occasionally
visit from elsewhere. This will prove a key
advantage in what is becoming an
increasingly competitive environment.

As a global investment manager, GAM
has long-term relationships with clients such
as the big private banking and distribution
houses, some of which have also recognised
the need for a permanent footprint in the
Middle East, and for whom our presence in
Dubai is a logical extension of the global
service we provide to them.

The Middle East offers a number of
advantages to providers of alternative funds
such as GAM. First, the absence of the tax
considerations found in Western Europe, for
instance, removes the obstacle of
unfavourable tax treatment to the distribution
of offshore hedge funds and funds of hedge
funds. Secondly, Dubai’s adoption of the
principles-based regulatory approach
developed by the UK’s Financial Services
Authority gives a significant advantage to
providers that have long-term experience of
this kind of supervision and policy adherence.

Another principal benefit of a local
presence is the growing interest in investment
from clients elsewhere in the world in a
region that remains comparatively under-
researched. GAM recently launched a hedge
fund that will invest up to 90 per cent of its
assets in the region. Middle Eastern markets
are not only booming but, at present, largely
uncorrelated with those in Europe and North
America, making it an attractive investment
theme for diversification as well as growth.
Establishing a permanent investment office
locally could be the next step. ■
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fund assets are a relatively small share of its
total of USD1.3trn under management, is
aiming to attract up to USD250m for the new
fund by the middle of this year.

BlackRock is following in the footsteps of
multi-manager specialist GAM, which recently
launched a fund that has up to 90 per cent of
assets invested in the Middle East. “The level
of interest from clients has quite surprised us,
not only from the Western world but from
within the region,” says group head of
institutional and fund distribution Craig Wallis.
“It’s a new approach for local investors,
buying a fund that invests in the region rather
than investing in a particular project.”

The vigorous development of the region’s
financial markets owes at least something to
the change in its economic fortunes over the
past decade, and to the efforts now
underway throughout the Gulf to create an
attractive environment for the financial sector.
These initiatives aim not only to facilitate the
financing of petroleum-related and other
infrastructure projects but to encourage the
development of the financial industry as an
economic diversifier in its own right.

For much of the past couple of decades
Bahrain has been the region’s most
important financial hub, and the centre of
most of its indigenous alternative investment
activity. According to Abdul Rahman Al
Baker, executive director of the Central Bank
of Bahrain, the country is home to more than
57 hedge funds, with total assets of
USD2.6bn – approximately a quarter of the
USD10bn in assets held by Bahrain-
registered mutual funds.

Bahrain was the birthplace in 1982 of
Investcorp, probably the region’s highest-profile
home-grown alternative asset manager. Today
the group has added offices in London and
New York and has a total of more than
USD13bn in assets under management
worldwide in private equity and venture capital,
hedge funds and real estate investment.

Last June Bahrain introduced new collective
investment scheme regulations that offer a
more flexible choice of vehicles for structuring
hedge and other alternative funds. The new
rulebook introduced three categories of funds,
retail, expert and exempt, of which the latter
two offer streamlined regulatory requirements
for funds with more sophisticated investment
strategies and investor profiles.

Expert funds may only be offered to
expert investors (defined as individuals or
families as well as companies, partnerships
and trusts with investible financial assets of
at least USD100,000, public and international
bodies) and have a minimum investment of
USD10,000. They are subject to fewer
restrictions than retail funds, notably in terms
of risk concentration rules and asset classes;
expert funds may invest in real estate,
commodities and unlisted securities and
offer funds of hedge funds.

Exempt funds are largely unregulated and
need only to register with the central bank.
They are open to accredited investors, defined
as individuals, families, companies,
partnerships and trusts with investible financial
assets of at least USD1m as well as national
and international institutions and state
investment organisations, and carry a minimum
initial investment of USD1m. Exempt funds are
not subject to any investment policy restrictions
and registration approval is promised within 15
calendar days of the receipt of applications.

The new regulations also liberalised
Bahrain’s rules regarding recognition of funds
domiciled in other jurisdictions. Funds
established in recognised jurisdictions
including Bermuda, the Cayman Islands,
Guernsey, Jersey, Ireland, the Isle of Man,
Luxembourg and Singapore, as well as
European Economic Area members and the
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As an emerging markets investment
opportunity, the Middle East and North Africa
(MENA) region has been overshadowed over
the past couple of years by the focus on
Asia and Latin America and especially the
so-called BRIC quartet of Brazil, Russia, India
and China. But with attractive prices,
impressive performance and a lack of
correlation with other key markets, the region
is unlikely to remain a secret much longer.

Rasmala Investments, which serves
institutions and high net worth individuals
throughout the region, has longer experience
than most in assessing the investment
opportunities available in the MENA
countries as well as the qualities of the asset
managers active in these markets, as the
manager of eight regional and global funds
investing in equities, real estate and
alternative investments.

In 2005 the firm launched the Rasmala
Hedge Fund Strategies Fund, a multistrategy
fund of hedge funds, subsequently adding a
two times leveraged version of the fund, and
the following year it added the Rasmala
MENA Equity Opportunity fund, a mostly
long-only fund of funds that uses tactical
allocation to alternative strategies to optimise
its risk-return profile.

For its MENA strategy, Rasmala invests with
managers throughout the region, from Cairo to
Riyadh. The past year has seen a significant
growth in the number that meet its selection
criteria, reflecting new managers entering the
market and existing ones developing a
stronger base for their business, and coincides
with increased interest in MENA investment
among investors in Europe and the US.

Market valuations in the MENA region are
currently very attractive, with price/earnings
multiples averaging around 14. Prices are
particularly compelling by comparison with
China and India, which although darlings of

the emerging market world have become
relatively expensive. At the same time,
earnings growth averaging a solid 20 to 25
per cent is forecast to continue over the next
two to three years.

Further, the volatility of markets in the
MENA region has declined dramatically over
the past 12 months, just as volatility in other
emerging markets has moved in the opposite
direction. Suddenly MENA markets look
substantially less risky not only in relation to
their own historic characteristics but against
developed and other emerging equity markets.

The third factor is that markets in the
region have almost no correlation to other
major asset classes and markets favoured
by international investors. Over the past few
years, Middle Eastern equity markets have
exhibited practically zero correlation to Latin
America, US and other developed market
equities, and only the most modest positive
correlation to other emerging equity markets.

Meanwhile, Rasmala has launched
Shariah-compliant versions of its Global
Equity Opportunity, MENA Equity Opportunity
and Global Real Estate Opportunity funds.
These funds of funds use the same manager
identification, selection and due diligence
methodologies as their conventional
counterparts but allocate to managers that
adopt a Shariah-compliant investment
approach, certified by a fatwa from the
funds’ Shariah boards.

This investment field is growing rapidly
thanks to demand from clients for Shariah-
compliant products and an expansion of the
range of compliant funds offered by top-
drawer asset management groups. All the
evidence indicates that Islamic restrictions
do not incur any long-term performance
penalty for Shariah-compliant funds, and
there is now a wider choice of eligible
underlying funds than ever before. ■

R A S M A L A  I N V E S T M E N T S
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US, are now required only to register with
the central bank rather than go through a full
authorisation process.

“The extended list of recognised
jurisdictions gives us a clear edge over some
of our competitors by opening the market
and encouraging all aspects of the industry
as well as increasing the offering available in
the region,” says Jane Dellar, managing
director of Bahrain Financial Services
Development, the promotional body for the
country’s financial industry. And speaking at a
regional hedge fund conference last year, Al
Baker said he expected Bahrain to attract
more alternative funds business, noting that
for all its high international profile, Dubai had
only one registered hedge fund.

But Bahrain’s neighbour and rival, which
has spared no effort to make the Dubai
International Financial Centre the jurisdiction
of choice for financial services groups
looking to tap into the new-found wealth of
the Gulf, is ready to compete vigorously for
alternative investment business as well. Last
July the Dubai Financial Services Authority
set out its stall by publishing a set of
principles designed to guide the operation of
hedge fund managers based in the emirate’s
international financial marketplace.

The publication of the hedge fund code,
coming a year after the introduction of the
DIFC’s collective investment funds regime, is
one of the steps aimed at giving Dubai a
solid foundation from which to offer
alternative funds alongside a comprehensive
range of other financial products. The
authorities are keen to stress the strength of
the jurisdiction’s regulatory structure rather

than follow other offshore jurisdictions in
making supervision as light as possible.

At present there are just a handful of
funds domiciled within the DIFC, although
the centre is also home to asset managers
whose funds are domiciled in other
jurisdictions. But other parts of Dubai’s wide-
ranging industry infrastructure are also
gearing up to provide an environment
attractive to hedge funds and other
alternative products. For example, the Dubai
International Financial Exchange, while still
finding its feet as a trading venue – its
biggest draw is the shares of global port
operator DP World – has become the first
exchange in the Middle East to list structured
products alongside equities, fixed-income
offerings and sukuk.

“We believe that a lot of what we are doing
will be of interest to hedge funds in particular,
partly because equities and structured
products are set to get bigger, but because
also next year we will become the first
exchange in the region to list equity
derivatives,” says Mark Fisher, head of
corporate communications at the DIFX. “At the
moment some institutions based here access
derivatives via the OTC market because
there’s no equity derivatives exchange.”

A number of managers based in Dubai
are already offering alternative products to
both local and foreign investors, such as
Rasmala Investments, which has launched a
range of conventional and Shariah-compliant
funds of funds covering both tradition and
alternative assets and strategies. Chief
executive Eric Swats notes that this is a
relatively new focus for the DIFC, but he
does not doubt that it will eventually enjoy
the same success it is achieving in other
areas of the financial industry.

“The Dubai International Financial Centre
and its collective investment scheme rules
are relatively new, even in the framework of
the DIFC,” he says. “They were only issued in
2006, and it’s still very early days for funds to
be established here. We understand there’s a
lot of interest, and a number of funds have
certainly been domiciled in the DIFC, but it is
only now starting to gain traction. And Dubai
is competing against the Cayman Islands, the
BVI, the Channel Islands, the Isle of Man and
all the other offshore tax-free jurisdictions.”

So far, he suggests, Dubai has mainly
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The alternative investment sector in the
Middle East is growing and attracting
increasing attention as a result of a number
of factors. The wealth driven by rising oil
prices is generating demand for new
investment opportunities, while sovereign
wealth funds established to provide long-
term diversification of national assets are
starting to put an increasing proportion of
their capital to work in the alternative
investment arena.

Meanwhile a number of jurisdictions in the
region are encouraging the development of
the alternatives industry through regulatory
changes. The Dubai International Financial
Centre in particular has created a legal
infrastructure for lightly regulated investment
funds. Service providers are now in place to
support the business, and it’s only a matter
of time before fund managers establish a
presence in order to meet investor demand
for alternatives.

While a number of local fund providers
are already looking at alternatives, initially the
growth of the business is likely to be driven
substantially by established providers trying
to replicate their models from Europe, the US
and Asia in the Middle East. As time goes
on, the level of indigenous expertise is set to
grow and local providers will have a greater
impact in the marketplace.

These developments are of great
importance to PerTrac Financial Solutions,
which already enjoys a strong platform in
the Middle East thanks to longstanding
client relationships on the investor side of
the marketplace, where the Pertrac
Analytical Platform has been well adopted.
Although the firm does not yet have a full-

time, on-the-ground presence in the region,
staff are focusing additional sales and
training efforts on clients and contacts in the
Middle East.

The firm is currently managing Middle
Eastern clients and prospects through its
London office. Many asset managers from
the US and Europe are following a similar
pattern of expansion, typically dedicating
resources to and increasing time spent in
the region before opening a local office.

An important issue is Shariah compliance,
an area in which PerTrac functionality can
play an important role. Investors can use the
PerTrac Analytical Platform to screen for
firms involved in sectors such as tobacco or
financial services, and many of the available
hedge fund databases list funds that have
indicated they are Shariah-compliant.

In addition, since the universe of Shariah-
compliant funds is smaller than for
conventional products, since asset classes
such as fixed income as well as funds that
have significant investments in non-compliant
sectors are unavailable, rigorous screening
of those funds that are available to Shariah
investors is essential to maintain
diversification and performance.

Over the past year PerTrac has continued
to expand its product offering, with a
redesigned version of the PerTrac CMS
workflow product for investment managers
and the development of a new portfolio
management system aimed at funds of funds
and large investors. This is expected to
appeal particularly to larger investors in the
Middle East that are seeking products with
which to manage their alternative investment
portfolios. ■
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attracted asset managers that are looking to
distribute their products in the Middle East.
“The jurisdiction has been very successful in
attracting marketing people,” Swats says.
“The next stage is to get people to think
about domiciling their funds and managing
their assets in this jurisdiction. That may be
a more difficult challenge than getting
marketing people out here at a time of an oil
boom, but it will happen, there’s no doubt
about that.”

His conviction is shared by Mark Weller,
managing director for Europe, the Middle
East, Africa and Asia with PerTrac Financial
Solutions, provider of the PerTrac Analytical
Platform, who says the firm already enjoys
strong demand from major investors in the
region. “We’re been focusing on the investor
side of the marketplace for a long time and
established some very significant clients in
the region,” he says “These include some of
the biggest sovereign wealth funds, which
are now putting a lot of their money to work
in the alternative investment space.

“The amount of wealth being generated in
the Middle East by rising oil prices is
creating even more opportunities. There are
also regulatory changes in markets such as
Dubai that are encouraging the development
of the alternatives space. The DIFC has
created a legal infrastructure to establish
relatively unregulated funds, and there are
now service providers to support that
business. Now it’s just a question of fund
providers setting up there, and we’re
convinced it will come because there is so
much wealth on the investor side.”

PerTrac is hoping to see a broad range of
interest in the region for its newest product,
a portfolio management system geared
toward funds of funds and large investors
that was developed in partnership with
London-based emerging markets hedge fund
manager Caliburn Capital Partners. Says
president and chief executive Gerry Mintz:
“The new product is likely to garner a lot of
interest in the Middle East because it’s
particularly geared toward investors,
especially some of the larger clients.”

Fisher notes a hunger for diversification
that is growing with the expansion of oil
wealth, which stands to boost the appetite for
alternatives among both institutions and
private investors in the Middle East. “This

region has got a lot richer very quickly, and
even in Dubai there is a limit to the amount of
real estate people inside and outside the
region can invest in,” he says.

“People want the capital markets to
develop to increase the number of options to
park their money. There have been a lot of
IPOs over the past year, and we believe
there will be a huge institutional appetite for
vehicles like structured products and
derivatives, especially derivatives based on
stocks from the region. It may take longer for
demand to build among smaller private
investors who are less familiar with some of
these sophisticated investment offerings.”

Swats says a number of factors are set to
drive the momentum of growth in the
industry for the foreseeable future. “The
volume of managed funds as a proportion of
the market capitalisation of this region is
much lower than in many other emerging
markets, and we expect it to rise,” he says.
“There’s a good tailwind in this region for
managing money in this region for local
clients.

“Secondly, hardly an international investor
currently has a basis point here. However,
this region will find a space within the
indices, and all emerging market and equity
market investors will increasingly find the
Middle East of interest because of the boom
from high oil prices, the great investment
returns available, and the problems facing
other markets, whether in emerging
economies or the industrialised countries.” ■
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Leading institutional and private investors in
the Middle East have long been an important
source of capital for some of the world’s
biggest and longest-established hedge fund
managers, and the region is also now home
to a small but fast-growing pool of home-
grown alternative asset management talent.
But for both local and international
managers, an important challenge now is to
reproduce the performance and risk
management benefits of hedge fund
investing while meeting the constraints of
Islamic law.

Compliance with the Shariah code, which
bars the payment or receipt of interest,
financial speculation, and the selling of
property that the vendor does not legally
own, and requires that financial returns are

derived from physical assets, ostensibly bars
the use of leverage, short-selling and
derivatives, three of the staple techniques
employed by hedge fund managers. These
strictures effectively rule out investment in
banks, conventional insurance companies
and other financial services businesses,
while other sectors barred to Shariah-
compliant vehicles, less crucially, include
companies involved in gambling, alcohol or
tobacco.

A number of investment managers have
worked with Islamic scholars to develop
strategies that replicate hedge fund
techniques through Shariah-compliant
processes, but others are wary about their
ability to deliver comparable levels of
performance. Fund of hedge funds manager

I N D U S T R Y
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Over the past few years the Middle East has
been increasingly touted as the next big
hedge fund centre. Proponents draw
parallels to Hong Kong and Singapore, both
of which have experienced explosive growth
in assets under management over the past
three years.

However, predictions of a mass of hedge
funds (including fund of hedge funds)
cropping up in the Middle East have yet to
materialise. This has left observers
questioning whether the region is destined to
develop its own hedge fund market, and if
so, when this is likely to happen.

In analysing the potential of the Middle
East region as a major hedge fund centre, it
is useful to first explore the attributes of
other key locations such as Hong Kong,
London and New York. All three of these
hubs are major centres of commerce with
deep, relatively mature capital markets
operating within credible financial and
regulatory infrastructures. As such, hedge
funds are able to become part of existing
frameworks, enabling them to attract capital,
investment talent and professional external
partners.

The key challenge for Middle Eastern
domiciles is to create a hedge fund-friendly
environment in the absence of deep and
mature capital markets. There are currently a
small number of states in the Middle East
region that are actively seeking to develop
financial hubs where hedge funds can enjoy
the same degree of professionalism from
regulators and external service providers.

Qatar and the United Arab Emirates in
particular appear to be developing their
markets in a manner conducive to attracting
hedge funds. Both countries already benefit

from the surge in liquidity that has emerged
as a result of the huge rise in oil prices. This
has produced a favourable capital-raising
environment for investment managers. An
increasing number of firms, including Man
Group, Permal and Superfund. have opened
marketing offices in the Middle East.

Recent investments by Middle Eastern
sovereign wealth funds suggest that there is
an appetite for alternative investments in the
region. Carlyle Group, GLG Partners and
Och-Ziff Capital have sold stakes in their
management companies to Middle Eastern
investors this year. If these firms are able to
increase distribution in the region as a result
of stake sales, further deals are expected in
2008.

The current state of the region’s financial
and regulatory infrastructure is some way
behind the developed markets, but the pace
of change within states such as Qatar and
the UAE indicates that they are fully
committed to building competitive financial
markets. The UAE, in particular, has been
active in consulting with hedge fund firms
and their service providers with the aim of
formulating a balanced regulatory regime.

From a service provider perspective, the
Middle East looks likely to become a major
source of business in the future. Larger firms
that can provide a range of services to a
diverse client base already find it to be an
attractive location in which to operate.
Indeed, Fortis Prime Fund Solutions has
recently won a mandate to service a
USD300m Middle Eastern fund of hedge fund
portfolio, but until the domestic hedge fund
industry reaches a critical mass, smaller
service providers will find it an expensive
place to do business. ■
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GAM, which recently opened an office in
Dubai to meet the requirements of its
growing client base in the region, is among
the institutions that remain cautious about
stepping into the Islamic hedge fund sector.

“On the hedge fund side, it’s an exciting
opportunity and we’ve been in discussion
with Islamic institutions as well as with
various underlying hedge funds,” says Craig
Wallis, GAM’s group head of institutional
business and fund distribution. “But to create
a product like that we would have to be
absolutely comfortable that we could deliver
the performance we would expect.

“To do that we would have to go to some
of the biggest and most successful names in
the hedge fund industry, who don’t
necessarily need the hassle of running a
Shariah-compliant product. Because GAM is
very prominent in early-stage investment,
which is a major feature of our funds of
hedge funds, we have relationships with
managers with whom we can open this
dialogue. But it’s a catch-22 – we wouldn’t
want to open a dialogue unless we felt we
could give them a significant sum of money.
But there is certainly a big opportunity there.
There are extremely successful funds of
long-only funds that have raised billions.”

Much of the work to accommodate hedge
funds within the strictures of Islam has been
carried out at the behest of Greenwich,
Connecticut-based Shariah Capital, its
chairman and chief executive, Eric Meyer,
and chief Shariah officer Shaykh Yusuf Talal
DeLorenzo. In partnership with Barclays
Capital, last September the firm launched Al

Safi Trust, a Shariah-compliant investment
platform designed to offer a framework in
which managers can accommodate Islamic
investors within their existing strategies.

Over the past year Shariah Capital has
also launched a compliant separately
managed account that follows a 130/30
quantitative strategy using an Islamic Arboon
transaction, which uses a down-payment
structure to replicate the effect of shorting.
However, it is Fimat, the prime brokerage
arm of France’s Société Générale, which is
usually credited with having introduced the
first Islamic hedge funds at the end of 2006.
The Fimat-backed strategies employ the
Salam contract, used to facilitate deferred
sales for financing and hedging of
commodities transactions, and which has
been approved by authorities on Islamic law
for equities.

“Shariah-compliant techniques work much
better on long/short strategies than on hub
or turning strategies,” Wallis says. “There are
difficulties with various strategies involving
leverage and certain types of instruments.
There is a process you can go through to
short equities, but derivatives are much
harder. We haven’t really seen any macro
manager trading currencies, commodities
and fixed-income who’s cracked that to a
satisfactory degree.”

Disagreements do arise between industry
members and scholars on the acceptability
of certain techniques used to create hedge
fund-related products suitable for Islamic
investors. For example, there was
controversy over a Shariah-compliant fund
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The opening of the Dubai International
Financial Exchange in September 2005 created
an international stock exchange strategically
located geographically and in terms of time
zone between the markets of Europe and East
Asia, and offering issuers and investors the
benefits of rulebooks and standards on a par
with those of the world’s leading exchanges.

The DIFX has created the opportunity for
regional and international investors including
hedge funds to access the growing
economic success of the Middle East
through equities including some of the
region’s most important listed companies,
bonds, Sukuk – the exchange is the largest
in the world for these Islamic financial
instruments – and structured products.

The past year has seen a number of
important steps in the development of the
DIFX, including the listing of DP World, the
Dubai-based operator of port facilities
worldwide, which has given a significant boost
to equity trading on the exchange. In addition,
last August the DIFX launched its TraX
platform for structured products in conjunction
with the listing of 14 products from Deutsche
Bank, Merrill Lynch and Morgan Stanley.

The move represents a significant advance
for the development of listed investments in
the Middle East, since the exchange is the
only one in the region to offer structured
products. With the introduction of DIFX TraX,
the number of products on the platform has
grown to 23 and is set to grow further as
more banks prepare to list structured
products on the DIFX.

The listed products currently include capital-
protected notes and index tracker certificates,
including both Shariah-compliant and
conventional products based on indices relating
to the Dubai Financial Market (DFM), the Abu
Dhabi Stock Market and other Gulf Co-
operation Council stock markets, US, European

and East Asian share indices, or commodities
such as oil, soy, corn, wheat, sugar and cotton.

There is potentially huge interest from
international investors including hedge funds
in products that offer exposure to the Middle
East markets, which are relatively
uncorrelated to European, North American
and Asian equities. Some existing products
track the performance of the DFM, the local
Dubai stock market, where there are many
active stocks and which enjoyed growth of
nearly 50 per cent in 2007.

Having many international brokers such as
Deutsche, Merrill and Morgan Stanley as
members gives the exchange strong global
links and makes it easy for investors to trade
through international centres such as
London and New York. But worldwide
interest in the DIFX is set to expand further
this year not only because of growth in its
range of equities and structured products but
because of its plans to become the first
exchange in the region to create a
substantial platform of equity derivatives.

The proposed launch of an official
derivatives market in the second half of 2008
will fill a significant gap in the financial
infrastructure of the Middle East. The surge in
wealth in the region is creating an ever-larger
appetite for new investment classes, and in
some areas the industry has failed to keep
up. At present the lack of an equity
derivatives exchange is obliging some locally-
based institutions to trade via the OTC market. 

Subject to regulatory approval, the
forthcoming DIFX derivatives market will offer
derivatives based on stocks listed on the
DIFX, such as DP World, and on equities and
indices from other regional exchanges. Like
the structured products platform, it will help
meet the demand for new and more
sophisticated financial instruments from both
inside and outside the region. ■
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launched last June by Dubai Islamic Bank in
partnership with Deutsche Bank and
Goldman Sachs that is linked to the
performance of conventional, non-Shariah
hedge funds, but not directly invested in
them.

Instead the fund invests in capital-
protected notes linked to a hedge fund
index, with the return achieved through a
total return swap. However, critics such as
Shariah Capital’s DeLorenzo argue that the
product is not compliant because its return is
determined by the performance of funds that
do not used Shariah investment techniques
and may well invest in stocks forbidden
under Islamic law.

“Some of the innovative products that get
around Shariah issues may be legally
compliant but stretch the boundaries from a
moral perspective,” says Mark Weller,
managing director for Europe, the Middle
East, Africa and Asia with PerTrac Financial
Solutions. “Fixed-income funds are certainly
off their radar, but as has always been the
case in the securities market, people find
creative ways to get around that. There are
funds that simulate the return exposures you
get with fixed-income strategies.”

As a provider of portfolio management
and investment analysis software, PerTrac
offers the screening capabilities that can
help managers and clients with the other key
element of ensuring compliance, establishing
the Shariah investment universe. Screening
is required both for investors, to determine
which funds meet Shariah requirements, and
for fund managers, to ensure that the
companies in which they invest are suitable
for Islamic investment.

However, continuous monitoring of
underlying stocks is necessary to ensure, for
example, that investee companies have not
subsequently launched operations involving
proscribed activities, or increased borrowing
levels to a degree considered unacceptable
(Shariah-compliant funds may invest in
companies that have low levels of borrowing
or interest-bearing cash holdings; the share
of dividends or other profit distribution
derived from interest earnings are often
donated to charity).

Says Weller: “In some respects investors
seeking Shariah-compliant funds have even
greater need for products like ours, because

the screening process to determine the
potential funds they can invest in has to be
even more rigorous. And because their
eventual universe of funds is smaller, it’s all
the more important to identify those that offer
the best levels of performance.”

There is no functionality currently available
to screen funds specifically for Shariah
compliance, but the PerTrac analytical
software can be used to flag up problem
areas of investment strategy. “Islamic
investors will be looking out for certain
sectors that they cannot accept exposure to,”
Weller says. “You can certainly use the
PerTrac analytical tool to screen out funds
that invest in tobacco or in financial
services.”

As Islamic investment becomes a greater
source of business in the global investment
marketplace, he notes, Shariah compliance
is increasingly a characteristic highlighted by
fund databases. “As databases start to list
funds that describe themselves as compliant,
you can use the PerTrac analytical software
to construct peer groups to ensure you are
using the best of what’s available.”

Rasmala Investments, the multi-manager
arm of a broad-based financial services
group with headquarters in Dubai and offices
in Egypt, Oman, Saudi Arabia and the UK, is
steadily extending the range of its Islamic
products. Over the past year it has launched
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Shariah-compliant versions of three of its
funds of funds, something that chief
executive Eric Swats says has been
facilitated by the ongoing expansion in the
range of compliant fund products offered by
asset managers both inside and outside the
Middle East.

As a fund of funds manager, Swats says
Rasmala uses the same techniques to
identify potential investments whether the
fund is conventional or Islamic. “We use the
same methodology in manager identification,
selection and due diligence in each sphere,”
he says. “With regard to compliance, we rely
upon the underlying funds having received a
fatwa from their Shariah boards. We have
fatwas for our own Shariah funds.

“We are reliant upon each fund’s Shari’ah
board monitoring its ongoing compliance. We
don’t go in fund by fund and make sure they
have done everything they said they would,
but rely on the board to certify that they

remain invested according to the terms and
conditions under which they first received
their fatwa.”

There is a sufficiently broad range of
funds covering investment areas including
the US, Europe, Asia and emerging markets,
including funds that focus on style and
market capitalisation, to enable Rasmala to
implement effectively its global asset
allocation strategy, either for Shariah-
compliant or conventional managers. “We
have strong demand from clients for
Shari’ah-compliant products, and we’re also
seeing increasingly high-quality asset
management groups offering these funds,”
he says.

Swats argues that whatever their style or
approach, all investment strategies involve
some sort of filtering process, whether
qualitative or quantitative or a blend of the
two. “We’re looking at managers who can
operate with an additional filter to exclude
companies that are operating in prohibited
industries or whose balance sheet income
statements have too much interest earned or
paid,” he says.

“When you strip it out, the biggest sector
you lose is finance companies, so the US
Shariah-compliant index looks almost exactly
like the S&P 500 ex financials. Over time the
two indices will deliver the same
performance. Financials are the main
difference, and there are times when they
will outperform, just as there are times, like
now, when they will underperform and the
ex financials will offer better returns. That’s
the cyclical nature of finance companies, but
in the long term both approaches ought to
do about the same.”

The growth of Islamic investment is also
bringing new areas of business to markets
such as the Dubai International Financial
Exchange, which although just two years old
is already positioning itself as a trailblazer for
the region in new listing areas such as
structured products. “In addition to our
conventional bonds we also have some
Sukuk, or Islamic bonds,” says DIFX head of
corporate communications Mark Fisher.
“There’s also an Islamic element to our
structured products business. Some of the
new structured products launched over the
past six months are Shari’ah-compliant,
which is bringing in new investors.” ■
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