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Global Economic Growth Accelerating into 2018
The broad-based global economic recovery which started in the
second half 2016 shows no signs of fatigue. The World economy is
expected to further gain pace into 2018, reaching growth rates last
seen seven years ago.
The year 2018 will constitute a turning point for global monetary
policy as major central banks will take a distinctly less accommodative
stance on the back of the strong global economy.
Oil prices have soared in the last months, primarily due to the
remarkably high compliance to the OPEC output cut agreement.
However, in 2018 the supply of Non-OPEC producers is expected to
sharply rise putting some pressure on elevated oil prices.
The expansionary fiscal budget 2018 will help to mitigate the impact of
the new fiscal reform measures on the Saudi economy. Real growth of
the Non-oil economy is expected to gradually pick up while the overall
economy will recover from last year‘s contraction.
The favorable macro backdrop has driven global equities to new highs.
At this juncture, we consider global equity markets not yet as outright
overvalued, but vulnerable to growth disappointments.
We take a more constructive stance on Saudi equities in 2018. The
positive impact of the expansionary fiscal budget, increased foreign
capital inflow ahead of the potential index inclusion and the Aramco
IPO will drive the market this year.
The World Economy Still Gaining Pace into 2018
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Part 1: Global Economy
Accelerating Global Growth into the Year 2018
By the end of 2017, the global economy is in
remarkably robust shape and still gaining pace.
According to our proxy estimate quarterly global
growth has reached 4.0% in Q3 2017 on a year-onyear basis and more recent macro indicators point
towards even higher growth in the last quarter 2017
(see figure 1). Hence, we expect real GDP growth of
the World economy to end up at approximately 3.8%
for the entire 2017, above the official IMF estimate.
This would constitute the highest growth rate for six
years, underlying the strength of the global economy
at this juncture. Moreover, this growth momentum is
broad based affecting all major regions including the
US, Europe and Japan amongst the advanced
economies. Within the emerging economies area
growth acceleration is most pronounced in those
countries which recover from recessions in the years
before, notably Brazil and Russia.
The Major Factors behind this Cyclical Recovery

were subsequently forced to cut back on their
spending to regain control over their budget and rein
in sharply rising sovereign debt. This fiscal constraint
was only gradually eased afterwards, and it was
finally around the year 2016 that fiscal policy
resulted again in a positive economic impulse in the
main economies (see figure 2).
Second, all major central banks continued to pursue a
very accommodative monetary policy despite the
recovery of the World economy since the global
recession and the normalization of financial
conditions. The European Central Bank and the Bank
of Japan still injected massive liquidity through their
unprecedented bond purchasing programs during
2017, and also in the US, despite some interest rate
increases by the Federal Reserve, short-term rates
are still negative in real terms (after deducting
inflation). These continued liquidity injections and
unusually low interest rates have further supported
economic growth in the recent past.

First, fiscal policy has laid the foundation in the years
before. As all major governments had to support their
economies through massive fiscal expansion in the
aftermath of the global financial crisis in 2009 they

Third, the sustained decline in commodity prices,
notably energy prices, in 2015 positively contributed
to global growth in the end. While the initial impact of
the commodity price drop was muted as major
commodity producers felt the setback of lower prices
on their domestic economy, the positive impact on
private consumption and industrial activity kicked in
at a later stage as consumers and corporates
incrementally realized that lower energy prices were

Figure 1:
Global Growth Accelerating into 2018

Table 1:
Global GDP Growth

This strong cyclical recovery of the World economy,
which already started in the second half of 2016, has
in our view been sparked by a number of major
factors.

2015

2016 2017e 2018f

World

3.2

3.2

3.7

3.9

Advanced Economies

2.1

1.7

2.3

2.3

USA

2.6

1.6

2.3

2.7

Euro Area

2.0

1.8

2.4

2.2

Japan

1.1

1.0

1.8

1.2

United Kingdom

2.2

1.8

1.7

1.5

Emerging Economies

4.3

4.3

4.7

4.9

China

6.9

6.7

6.8

6.6

India

8.0

7.1

6.7

7.4

Russia

-2.8

-0.2

1.8

1.7

Brazil

-3.8

-3.6

1.1

1.9

4.1

1.7

-0.7

1.7

Saudi Arabia
Global GDP growth, quarterly % yoy, l.h.sc.
Global PMI Manufacturing, r.h.sc.
source: Bloomberg, Markit, RC estimates

source: IMF, RC estimates

Page 2

Global Investment Perspectives
January 2018

not just a transitory, short-term phenomenon. In
particular, the sustained recovery of global
manufacturing activity which started in mid-2016 was
amongst other factors also fueled by lower energy
costs in our view.
Finally, the strong performance of financial and real
estate markets also created a favourable backdrop for
the World economy. Since a short-term low in January
2016 the MSCI World equity index has appreciated by
50%. Alongside financial markets global real estate
markets also performed very well in the last few years
(see figure 3). A revaluation of wealth as a
consequence of rising asset prices typically leads to
higher consumption by private households (“wealth
effect”). Besides, the favorable market environment
generally creates a sense of optimism through what
economists call “animal spirits”. This is the positive
mental backdrop for consumption and investment
spending in an economy.
Global Growth Peaking in 2018

country expected to witness stronger growth in 2018
(see figure 4). This can mainly be explained by the
positive fiscal impact of the tax reform which
President Trump finally succeeded to pass through
the Congress by the end of 2017. Economists forecast
the positive growth impact of this tax reform on GDP
growth to be of the order of +0.3%.
In other main regions of the developed world growth
forecasts for 2018 are below 2017. This can be
explained by various factors. From a cyclical
perspective, the positive fiscal impulse which helped
to fuel growth in the last 18 months is expected to
notably diminish in 2018. More generally, large parts
of the advanced economies have meanwhile exceeded
their longer-term growth potential which has
declined over the last decade as a result of low
productivity growth and deteriorating demographics.
Hence, their growth rates are expected to converge
again to this structural growth potential over the
medium term.

Within advanced economies, the US is the only major

Inflation will gradually pick up in major parts of the
advanced economies. This particularly applies to the
US where we expect the Federal Reserve to raise the
FED fund rate by 0.5-0.75% in 2018. On top, the FED
will continue to reduce its balance sheet throughout
this year. The European Central Bank is expected to
phase out its QE program in 2018, although first
interest rate hikes will most likely only start in 2019.
And the Bank of Japan gave first signs in January of
reducing its bond buying program. Overall, monetary
policy in the main economic regions will be less
accommodative in 2018 (see figure 5).

Figure 2:
Fiscal Stimulus Spuring Global Recovery

Figure 3:
Favorable Residential Property Markets

After the broad based positive growth surprise in
2017, the outlook for the World economy looks still
benign in 2018, but somewhat more challenging.
Overall, the real GDP growth rate is forecasted to
exceed 2017. However, we expected global growth to
peak in the current year with some gradual decline
after that. In particular, amongst developed economies
growth dynamics is likely to falter in the course of
2018. Hence, growth acceleration will mainly be
driven by emerging economies.

Fiscal impulse advanced economies
(IMF definition: change in government balance as % potential
GDP)
source: IMF, Bloomberg

Residential property price index Euro area (2007=100), r.h.sc.
Residential property price index USA (2007=100), l.h.sc.
source: Bank for International Settlements, RC
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China, the second largest economy worldwide, will
continue to play a key role for the global economy. In
2017, the Chinese economy turned out to be
surprisingly strong, exceeding the growth rate of
2016. By the end of last year, various economic
indicators, such as business climate indicators or
consumer confidence, still point towards robust
growth (see figures 6 and 7). However, after having
actively supported the economy ahead of the

Communist party congress in autumn 2017, the focus
of Chinese authorities during 2018 will rather be on
curbing credit growth and unwinding excessive
financial leverage, a major weak point to be
addressed in the Chinese economy. This, however,
will inevitably implicate gradually lower growth rates
going forward.

Figure 4:
US GDP Growth Benefitting from Tax Cuts

Figure 5:
Monetary Policy Less Accommodative in 2018

Real GDP growth USA
(2017, 2018 Bloomberg consensus forecast)
source: : Bloomberrg

Figure 6:
China Still on Solid Growth Path

China PMI Non-Manufacturing
China PMI Manufacturing
source: Bloomberg

US FED fund rate
Euro area ECB official repo rate
source: Bloomberg

Figure 7:
China Consumer Confidence on All-Time High

China Consumer Confidence, l.h.sc.
China residential property price index Beijing, r.h.sc.
source: Bloomberg, Bank for International Settlements
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Part 2: Oil Market
Successful OPEC Output Cut Agreement
Oil prices soared in the second half 2017, gaining
more than 50% in a matter of only six months (see
figure 8). Several factors may have contributed to this
strong rally, but by far the most important reason is
the surprisingly high adherence to the output cut
agreement by OPEC- and participating Non-OPEC
producer countries in the second half 2017 (see figure
9). Based on past experience, market participants
initially expected that the discipline to comply would
gradually erode over time. In reality, however, the
opposite happened. While in January the overall
compliance of the group was at 84%, the (estimated)
compliance ended up being at almost 120% by
December. This means that by end of 2017 about
2.0mbd (target 1.72 mbd) where taken from the
market through this agreement. Admittedly, not all of
this have been voluntary cuts but partly also supply
shortages. This, however, doesn’t impair the overall
success of this agreement. On top, it also has to be
highlighted how much of the actual output has been
delivered to global markets. Saudi Arabia cut its crude
oil exports much more than its crude output in the
second half 2017 (see figure 10). Crude output was
reduced on average by -650k bd in the third quarter
2017 while crude exports were cut by almost 1.0mbd.
As a consequence, Saudi Arabia has also regained
pricing power on global oil markets. This is mirrored
in the premium Saudi Arabia most recently could
charge on its light oil exports to Asia versus the
Figure 8:
Strong Oil Price Rebound Since Mid-2017

Arabian average light oil market price. In the three
years before, a discount had to be conceded on these
exports (see figure 11).
A Challenging Outlook for 2018
In November 2017 OPEC and its participating partner
countries agreed to extend their output cut
agreement to the end of 2018 —a reassuring message
to market participants. But the big unknown for this
year is how Non-OPEC producer countries, in
particular US shale oil companies, will react on the
sharply higher oil prices. The market most recently
took some comfort from the stagnating US rig count
data since mid-2017 as a sign of a potentially
subdued reaction by US shale producers (see figure
12). However, some proxy indicators for hedging
activity by US producers point towards a different
direction. The net short positions in WTI futures by
US swap dealers are taken as a broad indication of the
hedging activity for future oil output by US producers.
On the back of the oil price rally these short positions
have steadily increased to new record levels (see
figure 13). Shifting these short positions 6 months
forward provides a reasonably high correlation to US
crude production. From this perspective, it seems
highly likely that US crude output will be massively
expanded towards mid of this year. This view is
generally confirmed by major energy agencies. The
International Energy Agency (IEA) estimates that Non
-OPEC countries will expand their production overall
Figure 9:
Rising Adherence to Agreed Output Cuts

Brent oil price

OPEC/Non-OPEC-member total output cuts, in 1000 bd

WTI oil price

Targeted output cut (1.722 mbd)

source: Bloomberg

source: Bloomberg, Reuters, RC
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by about 1.7 mbd in 2018 of which the lion’s share will
originate from US producers. The US energy agency
(EIA) predicts in its latest report that US production
will average at 10.3 mbd in 2018 implying an increase
of 1.0 mbd to 2017.
Combining this scenario with an unchanged OPEC
output in 2018 results in a broadly balanced global oil
market in the course of this year. This, however,
Figure 10:
Saudi Crude Exports Cut more than Output

Saudi crude oil output, in 1000 bd, l.h.sc.
Saudi crude oil exports, in 1000 bd, r.h.sc.
source: Bloomberg, JODI

Figure 12:
Rising US Oil Production But Stagnant Rig Count

US crude oil production, in mbd, 4W MA, l.h.sc.
US crude oil rig count, r.h.sc.
source: Bloomberg, EIA, Baker Hughes

means that the current shortage in the spot market
will vanish and global oil inventories will not
continue to decline. Further, the backwardation in the
futures term structure will be reverted which will
especially put pressure on spot prices. In fact, we
expect oil prices to drop again towards the 60 USD
level and eventually fall somewhat below this mark as
our baseline scenario. For 2018 our average Brent oil
price is forecasted at 63USD (WTI at 59 USD).
Figure 11:
Rising Pricing Power for Saudi Exports

Saudi Asian export premium/discount to to Arabian light oil price,
in % l.h.sc.
Arabian light average oil price Oman/Dubai, r.h.sc.
source: Bloomberg, Platts

Figure 13:
Forward Hedging by US Producers Sharply Rising

US crude oil production, in 1000 bd, l.h.sc.
Swap dealer net (short) positions in WTI Futures, 6 months
forward, in 1000 contracts, r.h.sc.
source: Bloomberg, EIA, CFTC
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Part 3: Saudi Arabian Economy
Subdued Economic Recovery in 2017
The Saudi economy witnessed a negative GDP growth
rate of -0.7% in 2017 due to negative oil sector
contribution of -3.0% as a result of the OPEC output
cut agreement. The Non-oil economy experienced a
tepid recovery in the course of the year. On a
quarterly basis, the Non-oil private sector GDP
expanded by 1.8% yoy in Q3 2017 (see figure 14) after
growth rates below 1.0% in the quarters before. The
Non-oil economy’s subdued recovery can primarily be
explained by the government’s focus on fiscal
consolidation throughout the first three quarters
2017. The average quarterly spending over this
period of about 190bln SAR was 15% below the pro
rata budget for 2017. In this respect, the last quarter
2017 constitutes a turning point as the government
massively boosted spending by almost doubling
quarterly expenditure to 355 bln SAR (see figure 15).
It can fairly be assumed that this fiscal spending push
also stimulated Non-oil economic growth in Q4 2017.
We, therefore, expect GASTAT’s preliminary estimate
of the full year growth rate for the Non-oil private
economy of 0.7% to be considerably revised on the
upside towards a more realistic 1.3%.
An Expansionary Budget for 2018
The expansionary fiscal policy pursued in the last
quarter 2017 also characterizes the government’s
budget for 2018. Overall expenditure is targeted at
Figure 14:
Non-Oil Economy in Tepid Recovery Mode

Real GDP growth Non-oil private sector, quarterly %yoy
Nominal GDP growth Non-oil private sector, quarterly %yoy
source: GASTAT

978bln SAR which implies a growth rate of 5.6%. This
figure masks the true expansionary nature of the
2018 budget as the 2017 expenditure figure has been
inflated by the massive spending boost in the last
quarter.
A special focus will be on capital spending which is
expected to increase by 14% to 205bln SAR. Capital
expenditure typically has a strong stimulus impact on
the overall economy. To further strengthen this effect
government spending will be accompanied by additional capital expenditure plans from the Public Investment Fund (PIF) and the National Development
Fund (NDF) which together target an additional
133bln SAR outside the government’s fiscal budget
for 2018. Taken all together, overall capital expenditure will amount to 338bln SAR, a number close to the
record capital spending back in 2014 (assuming no
additional spending by PIF and NDF back then, see
figure 16).
Current expenditure is forecasted to increase by 3.6%
or 27bln SAR. This increase can mainly be explained
by the additional 32bln SAR budgeted for the new
Citizen Account which will compensate low- and midincome Saudi households for the financial burden
arising from the fiscal reform measures in 2018. After
the budget announcement, King Salman has ordered
additional payments primarily to government employees to further compensate for the mentioned financial burden. These additional expenses are estiFigure 15:
Fiscal Spending Boost Starting in Q4 2017

Quarterly fiscal capital expenditure, in bln SAR
Quarterly fiscal current expenditure, in bln SAR
source: MoF
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mated to be of the order of 50bln SAR. As they have
not been included in the original budget plan, we expect actual spending to exceed the budget figure and
to end up being around 1020bln SAR.
On the other side, the government expects to generate
overall revenues of 783bln SAR for 2018 (see figure
17). Oil revenues are budgeted at 492bln SAR. Based
on our estimates this translates into a rather conservative average oil price of about 58USD. The Nonoil revenues of 291bln SAR signify an increase of
35bln SAR to 2017. Tax revenues are expected to rise
by 45bln SAR, mainly driven by the new value added
tax, the new and increased expat levies and the full
year impact of the excise taxes. Other revenues, most
probably investment returns by PIF and SAMA, are
forecasted to be 10bln SAR lower than in 2017.
The initially planned budget deficit 2018 of -195bln
SAR will most probably be exceeded after the royal
decree on additional payroll compensations in January. However, we believe that part of these 50bln SAR
could be compensated by additional oil revenues as
the government has budgeted a relative conservative
oil price in 2018. Taking our average oil price forecast
would translate into 25bln SAR higher oil revenues.
We, therefore, expect a budget deficit 2018 of -215bln
SAR.
An Investment Driven Economic Recovery in 2018
In 2018 the Saudi economy will be challenged by the
implementation of some major fiscal reform steps.
Although necessary from a longer-term perspective
they constitute a headwind in the short-term. On 1
Figure 16:
Fiscal Expenditure Expanding in 2018 (Budget)

January 2018 gasoline prices have been broadly doubled, electricity tariffs for private households and
commercial business markedly lifted, expat levies
increased, and a new value added tax (VAT) introduced. Hence, the importance of the expansionary
fiscal budget to counter the slowing impact of these
fiscal measures on economic growth.
Based on our model estimates the fiscal expenditure
program (including the additional payments by the
royal decree), combined with the accompanying
spending plans by government entities, should keep
the domestic non-oil economy on a reasonable
growth path. However, it will be decisive for these
growth projections that the government properly
executes on its expenditure plans and adequately calibrates spending throughout the year.
As a result of the energy price increases and the 5%
VAT, we expect CPI inflation to jump above 5.0% in
2018 temporarily. Growth will be primarily driven by
investment spending given the government’s strong
focus on capital expenditure. By contrast, private consumption will remain subdued due to higher energy
prices and the new VAT. For the Non-oil economy, we
forecast real GDP growth to be at 1.9% (Non-oil private sector 1.8%). Meanwhile, the oil sector is expected to grow by about 1.5% in 2018. This is based
on the assumption of a marginally higher crude production and a moderate expansion in refining activity.
The overall economy is, therefore, expected to grow
by 1.7% in 2018; hence, a decent recovery after the
recession in the previous year.

Figure 17:
Improving Oil- and Non-Oil Revenues in 2018 (Budget)

Fiscal capital expenditure, in bln SAR

Fiscal Non-oil revenues, in bln SAR

Fiscal current expenditure, in bln SAR

Fiscal Oil revenues, in bln SAR

source: MoF

source: MoF
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Part 4: Global Financial Markets
The Global Economic Recovery Driving Financial
Markets
The broad based global macro recovery has generated
a very favorable backdrop for financial markets. Accordingly, 2017 has been a remarkably profitable year
for global investors. All major asset classes delivered
decent returns for the full year (see figure 18). In the
case of equity markets, these returns have even been
significant. Global equities (MSCI World) generated
23% on a total return basis (i.e. including dividends)
while Emerging Markets delivered even a stunning
37% over the same period. The exception to the rule
has been GCC equity markets with modest low single
digit returns. But also bond investors focusing on the
riskier part of the fixed income space, i.e. on Emerging
Market and corporate high yield bonds were nicely
compensated for taking credit risks. Finally, global
REITs also managed to deliver double digit returns
(11.4%) in 2017.

which started in March 2009 and in which global equities tripled over the period of the last nine years
(see figure 19). Focusing on the last two years shows
that accelerating performance was accompanied by
progressively lower price variations. In the case of
the S&P500 index, for instance, this translated into
positive monthly returns (on a total return basis) for
the last 14 months in a row. The last time this phenomenon could be observed was more than 60 years
ago. In our view, it is rather unlikely that this extraordinarily low level of market volatility is sustainable.
Hence, we expect price variations on global equity
markets to bounce in 2018.

As outlined in part 1, the macroeconomic outlook for
2018 remains overall benign. The key question for
2018 is, to what extent have global equities already
priced in the growth prospects for 2018 after their
strong rally in the previous year. From a longer-term
perspective, we have to acknowledge that equities are
in a very mature stage of their multi-year bull market

From a valuation perspective, we can conclude that
the global equity rally also caused a considerable PEmultiple expansion over the last years (see figure 20).
For the MSCI World, the forward PE-ratio widened
from 10x in 2012 to 17x at the beginning of 2018
while the trailing PE-ratio expanded from 12x to 23x
in the same period. Limiting the relevant reference
period to the last ten years leads to the conclusion
that current valuations are clearly at the top end of
the range. However, including also the years of the
last equity market bubble in 2000 reveals that we are
still far away from the valuation levels back then, As a
conclusion, we may concede that global equities are
richly valued at this point, but they cannot be considered as outright overvalued like for instance during
the Tech bubble of the year 2000.

Figure 18:
Asset Class Performance Full Year 2017

Figure 19:
Global Equities in Mature Stage of Bull Market

A Differentiated Investment Approach for 2018

Remarks:
- All return figures in USD

MSCI World index, in USD

- Equity performance = total return (icluding dividend payments)
source: Bloomberg

source: Bloomberg
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However, earnings growth expectations for 2018 are
notably stretched. This is reflected in the difference
between trailing and forward PE-ratios. For global
equities (MSCI World) the consensus expectation for
profit growth in 2018 is at a stunning 25%. These
elevated expectations exhibit some potential for disappointments. Hence, the rise in market volatility we
expect for 2018.
A potential headwind for global equities could come
from monetary policy in 2018. Next to the Federal
Reserve which already started to tighten monetary
policy, some major central banks (ECB, BoJ) have recently signaled that their policy path would be less
accommodative going forward.
As an overall assessment, we see some limited potential for global equities on the back of a still very favorable global macro backdrop, but we do not see a convincing case for an overly bullish investment positioning anymore at this point. Having said this, we cannot
exclude a final broad equity market melt-up fueled by
incremental investors’ euphoria - but we would not
bank on it at this juncture. We, therefore, prefer a
more differentiated approach to invest in the equity
space.
Focus on Lagging Markets
From a regional perspective, we consider European
equities as attractive compared to other markets.
Since early summer 2017 European equities are consolidating while other markets, such as the US equity
market, continued their rally (see figure 21). This
does not reflect the growing momentum of the EuroFigure 20:
Global Equities Fully Valued but not Overvalued

pean economy and the corporate growth potential in
our view. We were already positioned in European
equities in the course of 2017. For a SAR- respectively USD-based investor this call paid out but primarily
as a result of a sharply appreciating EUR currency.
There is still some room to catch-up for European
equities in local currency. This case is also underpinned by the growing valuation gap in favor of European equities for instance against US equities. We,
therefore, overweight European equities in our asset
allocation (see page 15).
By contrast, we rather take a cautious view on the
Japanese equity market at this juncture. Japanese equities have surged since September 2017 by more
than 20%. This can primarily be explained by an improved outlook for the Japanese economy. However,
in the course of this strong rally the market has got
ahead of itself in our view. It has completely decoupled from its longstanding correlation to the Yen (see
figure 22). Typically, a weaker Yen implies an increased attractiveness for Japanese export companies
which dominate the local stock market and, therefore,
causes equities to rise. Hence, the correlation between the equity market and the currency. We feel
that the large gap between the equity market and the
Japanese currency is not sustainable and will diminish in the medium term – and this will not happen
through a weaker Yen. Therefore, we underweight
Japanese equities in our global asset allocation.
We have a balanced view of the US equity market.
Although the market performed very well in the past
months and has to be considered as expensive in valFigure 21:
European Stocks Lagging US in Local Currency

MSCI World PE-ratio 12M forward

MSCI Europe

MSCI World PE-ratio 12M trailing

MSCI USA

source: Bloomberg

source: Bloomberg
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uation terms, we would give some credit to US equities due to the positive impact of the tax reform on the
economy and particularly on the corporate bottomline in 2018 and beyond.
Challenging Times for Fixed Income Investors
We expect 2018 to be a challenging year for bond investors. On the back of a less accommodative monetary policy by major central banks as already mentioned above, we see a risk for yields to notably rise.
This could be further fueled by a pick-up of inflation,
especially in the US. In the case of US Treasury bonds,
we see the potential to approach 3.0% (from currently
2.55%) by the end of this year.
Correspondingly, we see upside potential for European yields as well. The European Central Bank is expected to phase out its large-scale bond purchasing
program in the course of this year. Given the size of
this program, a considerable part of the overall demand for bonds will, therefore, fall apart. Hence, the
supply-demand balance in European fixed income
markets will structurally shift, potentially with a notable impact on yield levels. As rising yields imply prices
losses for bonds, the perspectives for investments in
government and high grade corporate bonds look rather unattractive at this juncture – the reason for our
marked underweight position of this asset class in our
asset allocation.
The US Dollar has entered a Bear Market
The US dollar has declined against all major currencies
in the last 12 months despite a widening of yield
Figure 22:
Japanese Equities Decoupling from Currency Trend

Topix index, l.h.sc.
USD / JPY exchange rate, r.h.sc.
source: Bloomberg

spreads in favor of the US currency. Against the backdrop of a higher growth dynamics in the US and continued rate hikes by the FED in the course of 2018,
there may still be some potential for a short-term
reversal of the most recent weakness.
However, looking at the US currency from a longerterm perspective reveals that the US dollar has most
probably entered a cyclical multi-year bear market.
Currencies do fluctuate over time, but eventually,
they tend to revert to a longer-term mean. This particularly applies to currencies on a real, i.e. inflationadjusted basis. Deviations from this longer-term average (which can also have a trend component) can be
explained by diverging macro and monetary policy
cycles between countries which eventually tend to
converge again. In the case of the US dollar, using a
trade-weighted inflation-adjusted index, we can identify three major cycles in the last 40 years (see figure
23). The first cycle started in 1980 and peaked in
1985, the second began in 1995 and topped in 2002,
while the current cycle started in 2011 and peaked in
December 2016. The strong US dollar appreciation in
the first half of this decade can be explained by a
growing divergence in monetary policy between the
US and other major currencies during this period.
However, in our view, the market has started to incrementally anticipate a potential peak of the US interest
rate cycle within the next two years on the one hand
and the beginning of tighter monetary policy by other
major central banks on the other. Based on this, some
more US dollar weakness has to be expected in the
medium term.
Figure 23:
The Long-term Cycles of the US Dollar

Real (CPI adjusted) traded-weighted US dollar index
(1973=100)
source: Bloomberg, Federal Reserve
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Part 5: Saudi Equity Market
Taking a More Positive Stance on Tadawul in 2018
The Saudi equity market has been trading in a comparably narrow range throughout the entire year 2017.
During this period, the market remained uninspired
despite a strong global equity market rally (see figure
24), a sharp rise of oil prices and a decent double-digit
recovery of TASI corporate earnings (see figure 26).
We were somewhat cautious on the Saudi market in
2017, considering last year as a year of consolidation
after the sharp rally the market had witnessed in the
final quarter 2016. As a consequence, we assigned a
neutral weighting to Saudi equities in our global asset
allocation during 2017 (see page 15).
However, with a view on the 2018 and beyond we believe it is time to take a more positive stance on the
Saudi market. There are some major reasons in our
opinion which advocate a clear overweight position
for Saudi equities in an asset allocation framework in
2018.
Expansionary Budget Supporting Tadawul
First, the Non-oil economy witnessed a tepid recovery
in 2017, primarily due to the government’s focus on
fiscal consolidation throughout the first three quarters. For 2018, however, the government has committed itself to a remarkably expansionary fiscal budget
as outlined above in part 3. In fact, the government is
determined to provide firm cyclical support to the
domestic non-oil economy in order to counter the negFigure 24:
TASI Decoupling from Global Markets…

TASI, l.h.sc.
MSCI Emerging Markets index, r.h.sc.
source: Bloomberg

ative impact of the fiscal reform steps introduced in
2018. We acknowledge that the new value added tax,
higher energy prices, and the new expat levies will to
some extent negatively affect corporate margins.
However, we expect the impact of the expansionary
fiscal budget on corporate topline growth to overcompensate for this. We, therefore, believe that there
is room for further positive earnings growth in 2018
albeit at a lower rate compared to last year. Realistically, we expect single-digit growth of 6-8% for TASI
in 2018 after 11% in 2017.
Index Inclusion as a Potential Game Changer
Second, we believe that the foreign capital inflow to
be expected in the context of the inclusion of Saudi
Arabia in major Emerging Market indices constitutes
a potential game changer and a catalyst for a distinct
upgrading of the Saudi market. We already elaborated on this topic more in detail in our last edition. In
the course of 2018, both FTSE Russell as well as MSCI
will decide on the inclusion of Saudi Arabia in their
indices. The next milestone on this agenda will be the
decision by FTSE in March with a possible subsequent
index inclusion in September 2018. However, the index decision by MSCI in June 2018 (with actual index
inclusion a year later) is supposed to have a substantially more powerful impact on the market. The MSCI
Emerging Market index is used as a benchmark by
about 1000-1300bln USD of institutional fund assets
while the corresponding FTSE index is the reference
Figure 25:
TASI Valuation Premium vs. MSCI Em. Markets

Premium/discount of forward PE-ratio TASI vs. MSCI Emerging
Markets
Long-term average and valuation range boundaries
source: Bloomberg
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only to a fraction of this amount. Experience with the
index inclusion of other countries shows that investors typically try to anticipate future foreign capital
inflow by buying into the market well ahead of the
index inclusion date. The market will, therefore, be
positively affected already in 2018 even if the inclusion date will be in 2019, at least for MSCI.
The growing potential interest in the Saudi market by
international investors is also reflected in the number
of registered QFIs (Qualified Foreign Investor) which
has sharply risen in the last 12 months (see figure 27).
By the end of 2017, 118 institutional investors have
been registered at CMA which entitles them to trade in
Saudi stocks. Given that CMA has further notably
eased the qualification criteria in January 2018 we
expect this number to reach 200 by the end of this
year.
Active fund managers will assess the attractiveness of
the Saudi market in the context of global Emerging
Markets. Due to the massive rally in 2017 Emerging
Market indices witnessed a notable PE-multiple expansion, contrary to the Saudi market. As a result,
Tadawul has gained attractiveness from a relative valuation perspective (see figure 25). While the Saudi
market historically exhibited a premium to the MSCI
Emerging Market index, it is currently traded at par.
Aramco IPO Putting a Spotlight on Tadawul

will be unprecedented due to its sheer size. With an
amount of probably up to 100bln USD, this going public will be almost five times larger than the largest IPO
worldwide so far (Alibaba, 22bln USD in 2014).
Given the limited capacity of the local capital market,
a large part of the Aramco shares is expected to be
placed abroad, hence, primarily ending up in portfolios of global institutional investors. We believe that
this single transaction, unprecedented at a global
scale, will also put a spotlight on the entire Saudi equity market. Tadawul will finally surface on the radar
screen of global investors. In our view, this will further positively affect the market in the medium term.
TASI to Reach 8000
Taking all these arguments together, we, therefore,
believe in our baseline scenario that Tadawul Allshare index (TASI) has the potential to reach at least
the level of 8000 in the course of this year. Given our
TASI EPS (earnings per share) estimate of 482SAR for
2018 (see figure 26) this target translates into a trailing PE-ratio of a moderate 16.6x, broadly corresponding to the current valuation level as well as the longterm average. The major risks to this baseline scenario are in our view a fiscal policy falling clearly short of
its expansionary plan as well as an unconditional
postponement of the index inclusion, particularly by
MSCI.

Finally, we believe that the IPO of Saudi Aramco, to be
expected in the second half 2018, will also constitute a
positive catalyst for the entire Saudi market. This IPO

Figure 26:
TASI Earnings in Recovery Mode

TASI Earnings per share (EPS), in SAR (2017, 2018 estimates)

source: Bloomberg, RC estimates

Figure 27:
Sharply Rising Number of QFI’s

Number of registered Foreign Qualified Investors (QFI’s), end
of year
source: CMA
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Performance Equity Markets

Valuation Equity Markets

2014

2015

2016

2017

World (MSCI World AC)

2.1

-4.3

5.6

21.6

Adv. Economies (MSCI World)

2.9

-2.7

5.3

20.1

USA (S&P500)

PE 17

PE 18

PB 17 RoE 17

World (MSCI World AC)

20.6

16.4

2.4

11.4

Adv. Economies (MSCI World)

21.5

17.0

2.5

11.4

11.4

-0.7

9.5

19.4

USA (S&P500)

22.5

18.7

3.3

14.7

Euro Area (EuroStoxx)

1.7

8.0

1.5

10.1

Euro Area (EuroStoxx)

19.6

14.7

1.7

8.7

Japan (Topix)

8.1

9.9

-1.9

19.7

Japan (Topix)

16.3

15.5

1.4

8.6

-2.7

-4.9

14.4

7.6

United Kingdom (FTSE100)

23.0

15.2

2.0

8.7

Emerging Markets (MSCI EM)

-4.6

-17.0

8.6

34.4

15.7

12.5

1.8

11.4

China (CSI300)

51.7

5.6

-11.3

21.8

China (CSI300)

16.8

13.6

2.1

12.4

India (Sensex)

29.9

-5.0

2.0

27.9

India (Sensex)

23.2

19.7

3.1

13.3

Russia (Micex)

-7.2

26.1

26.8

-5.5

Russia (Micex)

7.2

5.5

0.8

10.5

Brazil (Ibovespa)

-2.9

-13.3

38.9

26.9

Brazil (Ibovespa)

18.9

13.1

1.8

9.3

Saudi Arabia (Tadawul)

-2.4

-17.1

4.3

0.2

Saudi Arabia (Tadawul)

17.1

12.8

1.6

9.5

United Kingdom (FTSE100)

MSCI indices in USD, all other indices in local currency, price changes net
of dividends

Central Bank Rates

Emerging Markets (MSCI EM)

As of 31 December 2017
PE price/earnings ratio, PB price/book ratio, RoE return on equity
all figures based on analysts' consensus estimates, Bloomberg

10-year Government bond yields
2015

2016

2017 2018f

Advanced Economies

2015

2016

2017 2018f

Advanced Economies

USA

0.50

Euro Area

0.05

Japan

0.10

United Kingdom

0.50

4.35

0.75

1.50

2.00

USA

2.27

2.45

2.41

3.00

0.00

0.00

0.00

Euro Area

0.63

0.20

0.42

0.90

-0.10

-0.10

0.00

Japan

0.26

0.05

0.05

0.10

0.25

0.50

0.75

United Kingdom

1.96

1.24

1.19

1.70

4.35

4.35

4.35

China

2.86

3.06

3.90

4.00

Emerging Market Economies
China
India

Emerging Market Economies
6.75

6.25

6.00

6.00

India

7.76

6.51

7.33

7.00

Russia

11.00

10.00

7.75

6.75

Russia

9.39

8.29

7.43

7.10

Brazil

14.25

13.75

7.00

7.00

Brazil

16.51

11.40

9.80

10.50

2.00

2.00

2.00

2.50

Saudi Arabia

n.a.

n.a.

n.a.

n.a.

Saudi Arabia
End of period, 2017 forecast

End of period, 2017 forecast

Central Bank Rates (as of 31 December 2017)

Government Bond Yields (as of 31 December 2017)
12.00

12.00

9.80

8.00

7.75

8.00

7.00

7.43

7.33

6.00
4.35

4.00

3.90

4.00

2.00

2.41

1.50

0.50
0.00

1.19

0.00

0.42

0.05

n.a.

Euro
Area

Japan

KSA

0.00

-0.10

-4.00

-4.00

Russia Brazil

India

China

KSA

USA

UK

Euro
Area

Japan

Brazil Russia India

China

USA

UK

source: Bloomberg, RC estimates
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Part 6: Asset Allocation
Asset Allocation for Balanced Investor
The following recommended asset allocation is
tailored to an investor with a “Balanced” investment profile. This profile is reflected in the Strategic Asset Allocation which is an optimized portfolio
structure based on the long-term risk/returncharacteristics (i.e. more than 5 years horizon) of
Asset Class

Tactical Allocation

Equities
Saudi Arabia
GCC other
USA
Europe
Asia/Japan
Emerging Markets

55

Fixed Income
High grade bonds
High yield bonds
Emerg. Market bonds

15

Alternative Investments
Hedge Funds/Private Equity
Real Estate
Commodities/Precious Metals

15

Money Market
Cash SAR

15

Total

all asset classes considered. The Tactical Asset Allocation for the “Balanced” profile incorporates the
short-to medium term investment view expressed in
this document and translates into under- and overweights for each asset class compared to its strategic quota. Hence, these under- and overweightings
reflect the relative attractiveness of different asset
classes from a tactical perspective.
Strategic Allocation

Over- / Underweight

50
30
5
10
7
0
3

+5
25
5
10
4
3
3

+5
0
0
+3
-3
0

25
5
5
5

-10
15
5
5

-10
0
0

15

0

5
5
5

5
5
5

0
0
0

10
15

100

+5
10

+5

100

0

Underweights / Overweights
(Tactical vs. Strategic Asset Allocation)

Tactical Asset Allocation
(as of 31 December 2017)
Money Market,
15%

Alt.
Investments,
15%

Equities

+5

Fixed Income

-10

Alt. Investments

Equities, 55%

Fixed Income,
15%

0

Money Market

+5

-15

-10

-5

0

5

10
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Disclaimer
The information in this report was compiled in good faith from various public sources believed to be reliable.
Whilst all reasonable care has been taken to ensure that the facts stated in this report are accurate and that the
forecasts, opinions and expectations contained herein are fair and reasonable, Riyad Capital makes no representations or warranties whatsoever as to the accuracy of the data and information provided and, in particular, Riyad
Capital does not represent that the information in this report is complete or free from any error. This report is not,
and is not to be construed as, an offer to sell or solicitation of an offer to buy any financial securities. Accordingly,
no reliance should be placed on the accuracy, fairness or completeness of the information contained in this report.
Riyad Capital accepts no liability whatsoever for any loss arising from any use of this report or its contents, and
neither Riyad Capital nor any of its respective directors, officers or employees, shall be in any way responsible for
the contents hereof. Riyad Capital or its employees or any of its affiliates may have a financial interest in securities
or other assets referred to in this report.
Opinions, forecasts or projections contained in this report represent Riyad Capital's current opinions or judgment
as at the date of this report only and are therefore subject to change without notice. There can be no assurance
that future results or events will be consistent with any such opinions, forecasts or projections which represent
only one possible outcome. Further such opinions, forecasts or projections are subject to certain risks, uncertainties and assumptions that have not been verified and future actual results or events could differ materially.
The value of, or income from, any investments referred to in this report may fluctuate and/or be affected by
changes. Past performance is not necessarily an indicative of future performance. Accordingly, investors may
receive back less than originally invested amount.
This report provide information of a general nature and do not address the circumstances, objectives, and risk
tolerance of any particular investor. Therefore, it is not intended to provide personal investment advice and does
not take into account the reader’s financial situation or any specific investment objectives or particular needs

*This report is Issued by Riyad Capital

Riyad Capital is a Saudi Closed Joint Stock Company with a paid up capital of SR 200 million , with commercial
registration number (1010239234), licensed and organized by the Capital Market Authority under License No.
(07070-37), Head Office: 6775 Takhassusi Street – Olaya, Riyadh 12331-3712 , Saudi Arabia (“KSA”). Website:
www.riyadcapital.com
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