THE FOLLOWING NOTES ARE FROM MIKE CHURCHILL OF CHURCHILL RESEARCH ON WHAT HE OBSERVED AND LEARNED AT OUR CONFERENCE IN SHARM EL SHEIKH THIS WEEK. LONGER THAN OUR USUAL PIECES, BUT A GREAT READ

                                                                                                                      The Dubai crisis has created great opportunities in the Middle East. I'm at a regional equity conference in Sharm El Sheikh, Egypt put on by Auerbach Grayson and EFG Hermes. There are a lot of things to buy in the Middle East: banks, real estate developers, ceramic makers and white goods producers.. Here are a few of the big macro themes to emerge from the conference:

1) Business people here take a much sunnier view of places Americans generally wouldn't step foot in:

* Iraq is a hot new market for banks and consumer goods companies. Kuwait's Burgan Bank bought 50.3% of Bank of Baghdad last year. Byblos Bank in Lebanon opened a Baghdad branch this year. MEC (Egyptian white goods) gets 21% of its export sales from Iraq;

* Syria is opening up.Auerbach Grayson will establish a partnership with a local broker and  Morgan Stanley is about to open an office there as soon as Syria is removed from the U.S. State Department's evildoers list. Contracting firm Drake & Scully just opened an office in Damascus and is bidding on three contracts there. Blom Bank in Lebanon has 9% of its assets in Syria. The white-goods maker MEC sends 58% of its exports there;

* Algeria is considered a great market for tiles and bathware by Lecico."Algeria is where Egypt was 20 years ago," says management. "It's socialist, there's nothing to do and there's nothing to see. But there are 40 million people. They are going to get money and they are going to spend it." Egypt and Algeria now have a customs union, whereas previously the tariff was 30%;

* Byblos Bank gets its highest margins from its branch in Khartoum, Sudan. "We know how to operate in difficult environments," says management, referring to its own experience in Lebanon's civil war. Sudan Khartoum has 5 million people and the city itself is not ensconced in the country's two wars. Khartoum functions normally though it is not a nice place to visit, says management.

                                                                               2) The Dubai crisis has unfairly hammered many stocks that look like they should be hurt by problems there, but in reality won't be. Contractor Drake & Scully trades at 3.5x 2010 EPS after backing out the firm's cash balance. Drake currently has NO non-performing receivables from its work in Dubai. Thirty percent of its existing contracts are in Dubai - and by year-end the figure will be just 5%. Bergen Bank in Kuwait trades at 1.0x book and 5x 2011 earnings (assuming its provisioning normalize, i.e. fall) because investors believe it is super-exposed to ongoing defaults in Dubai. But in reality it's not. The bank is 75% exposed to Kuwait, which is doing fairly well.Dubai-based Emaar - which built the world's tallest tower and the world's largest shopping mall (both in Dubai) - has no debt and trades at about 5.7x 2011 earnings, according to EFG Hermes' construction/real estate analysts. They say the mall is 95% leased and the tower is filling up too.

                                                                               3) Tax rates are extremely low in many ME countries - a fact which will help the region's longterm growth rate. In the Gulf countries (including all the emirates), the tax rate is basically zero. In Lebanon the corporate tax rate is 15% (was 25%) and its top individual rate is 22%. In Jordan, the top individual tax rate is 14% and the corporate rate for manufacturers also is 14%. Low-tax countries grow quicker than high-tax ones because investors keep more of what they earn (so they have more to re-invest) and because investors looking to site new businesses prefer low-tax countries over high-tax ones.

                                                                                4) Fixed-income managers at EFG Hermes make a pretty strong case that bonds in the Middle East are systematically undervalued. The average yield to maturity on MENA bonds is 8.6% whereas the average for the JP Morgan Corporate EM Index is 6.8%. But the average MENA bond is rated "A" whereas the average bond in the JP Morgan index is rated "BBB." So MENA Classical Insights -- Emerging Markets Global Investment Analysis Based on the Classical Economic Model 2 bonds have higher ratings and also higher yields. Why the disrespect? Chiefly because the Middle Eastern fixed-income market is a very new development, say the Hermes guys. Ten years ago, the bond market was very shallow and bid-ask spreads were 100-200 bps. Today the bond market is much deeper (10x by some measures) and the spreads are 5-10 bps on most issues. Volume across the region is $400-500 million/day (including both sovereigns and corporates).The Hermes analysts say 84% of bond issues in the region are either sovereigns or government controlled entities.

                                                                                5) I've found four cheap banks so far: Blom and Byblos in Lebanon, Burgan Bank (in Kuwait) and National Bank of Abu Dhabi. Blom is 1.4x book and 5.5x earnings 2010. Byblos is 1.1x book and 6.5x 2010 earnings. Burgan is 1x book and 5x 2011 earnings if NPLs come down by then (which they should). Lebanon has a fascinating banking system: There are $3 in deposits for every $1 in loans. The banking system is awash in cash from remittances (from overseas Lebanese), and this money is generally lent to the government (via purchase of government bonds) or used to buy other securities. Blom and Byblos are thus theoretically vulnerable to rising interest rates, but they are cushioned somewhat because their bond portfolios have big unrealized capital gains. The big risk in Lebanon is that the country is politically unstable. Burgan is very well insulated from rising interest rates because 90% of its lending is commercial - and all those loans are done at variable rates (i.e. the Kuwaiti central bank benchmark rate plus a few percent). The risk is that some of its clients are Kuwaiti investment companies, who themselves may have exposure to Dubai.

National Bank of Abu Dhabi is 1.2x book and about 8.5x trailing earnings. The appeal here is that the bank's customers are top notch: 40% of loans are to government entities, and the other 60% are to the bluest-chip clients in the UAE. NPLs are 1.25% of total loans, vs. 3.5% for the sector. The bank's growth target is 20-25% per year, so EPS could rise sharply over the next few years.

Earnings were flat in 2010 due to an increase in general provisioning. Management is confident bad loans won't rise much from here because oil prices are solid, the real estate market is nowhere near as overdone as in Dubai, and the client base is strong.

                                                                                6) Tourism is going bananas here in Sharm. The whole bottom of the Sinai Peninsula is covered with resorts. They are generally big, pretty nicely done and pretty full (at least this time of year). The Four Seasons (where the conference is being held) is so vast they have a train to get you from the lobby area down to the water. I'm next door at the Savoy, which is nominally 5 stars but which actually is more of a package-tourist joint. Most of the guests are from the UK and Russia, with a smattering of Germans and French. Prices are a bit higher than you'd pay in the U.S.The only problem here is that the music is omnipresent. There are 12 restaurants and in certain locations you can hear music from three different sources at the same time (Strangers in the Night to the left, O Sole Mio to the right, and an elevator-music version of Celine Dion's Titanic theme song dead ahead.) It is impossible to eat food here without being subjected to music. So you must listen to it or starve. I discussed the situation with management and they said that the problem should not be happening at all; that it is the result of rogue restaurant managers. The whole thing reminds me of a sub-theme from Orwell's 1984. He argued that future rulers would not need to worry about tightly controlling the majority of the populace, as they would distract themselves with sports, music and popular culture.

                                                                                7) Egyptian property looks like a great theme. Prices have been rising sharply for real estate in recent years - but the real-estate stocks themselves have plunged in value. In theory, gold's recent rise should allow real estate prices to remain on an upward tack. There are also natural limits to the amount of appealing land in the country: There are 80 million people in Egypt, the vast bulk of whom are crammed along the Nile. There is no mortgage market in Egypt so any improvement there would be a bonus. I am positively disposed to Egyptian Resorts Corporation (ERC) which is selling for a fraction of its land value. I also met with Palm Hills Development (PHD), which is a residential developer with much in common to Tecnisa in Brazil. PHD is trading at about 5.5x expected 2011 earnings. The firm generally sells out its projects just from the blueprints. The Hermes real estate analysts believe a couple of other Middle Eastern developers are cheaper than PHD, however. They recommend TMG in Egypt (country's largest developer) and Sorouh in Abu Dhabi. I may check those out.

                                                                              8) Gold at $1110/oz. is a huge positive for the whole Middle East region because it boosts the monetary equilibrium price of oil. Based on the pre-1971 gold/oil ratio of 11.1 barrels per oz., the equilibrium oil price today would be exactly $100/bbl. If we do the same calculation using the more conservative post-1971 gold/oil ratio of 13.5 barrels per oz., the equilibrium oil price would be $82/bbl. - not far from where oil is trading right now.

                                                                               9) The Dubai crisis should prove to be containable thanks to helpful macro forces. I see several reasons to be optimistic:

* High oil prices are a positive for the entire region;

* Low interest rates globally make it easier to refinance troubled debt; Dubai's 0% tax rate makes the city inherently attractive;

* The financial strength of the Abu Dhabi government gives it to create a positive outcome by sheer force of will. Dubai was a unique animal in the pace of its growth and extent of its leverage. There are 330 million people in the MENA region and Dubai represents a tiny fraction of those. Looking at the region as a whole, the macro policies today are better than they've been in recent memory (and maybe for the last 40 years).
