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Global Economic Growth to Peak in 2018
The global synchronized growth acceleration which started in 2016 is
about to peak in 2018. Some macro indicators already point towards a
gradual slowdown in major regions during Q1 2018.
The Federal Reserve is predicted to hike its FED fund rate by another
two times until yearend while increased spreads to USD LIBOR should
ease in H2 2018. We expect FED fund rates to peak at 3.0% in the next
two years.
Oil prices have been driven by OPEC’s compliance to its output cut
agreement (see figure below). At this juncture our baseline scenario of
gradually lower oil prices in H2 2018 is exposed to various risks such
as potential supply outages or political sanctions.
The Saudi Non-oil economy has witnessed a slowdown in Q1 2018. An
expansionary fiscal budget in 2018, bolstered by higher oil revenues,
will spur a growth recovery in the course of this year.
After an exceptionally strong rally in the previous years global equities
have entered a protracted period of consolidation. Further upside is
limited due to still elevated valuations and potential growth
disappointments.
The Saudi equity market has performed favorably so far this year. The
expected inclusion in Emerging Market indices as a catalyst for
massive foreign capital inflow offers some additional upside potential
in the medium term.

OPEC Compliance Driving Oil Prices
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Part 1: Global Economy
Synchronized Growth Acceleration to Peak
Over the last 18 months, the global economy has
experienced a synchronized global growth acceleration we had last seen almost nine years ago. Our
quarterly proxy estimate of global growth, which
covers the largest 20 economies representing 75% of
World GDP, picked up from 3.1% in Q3 2016 to 4.1%
by the end of last year (see figure 1). In fact, all major
regions positively contributed to this growth
acceleration.
In our January edition of this report, we stressed that
this global growth upswing is cyclical by nature,
essentially driven by a few factors such as a positive
fiscal impulse in advanced economies, extraordinarily
loose monetary policy of major central banks and
benign global financial and real estate market
conditions. We highlighted in January that all these
driving factors in our view might fade in the not too
distant future causing global growth to peak.
The most recent high frequency indicators for global
economic activity, notably Purchasing Manager
Indices as a proxy for the global business climate,
show for the first three months of 2018 that this peak
in global growth may actually be closer than
previously assumed. The global PMI Manufacturing
index distinctly dropped from a peak in December
2017 to March 2018. The cooling of business
conditions in the manufacturing industry is spread
Figure 1:
Strong Global Growth Momentum About to Peak

among different regions (see figure 2). The most
pronounced decline can be observed in the Euro area
where business conditions for the manufacturing
industry had previously soared to levels last seen 18
years ago. But also Japan and Emerging Markets have
witnessed a slowdown in Q1 2018. The exception
amongst major economies is the US where growth is
expected to accelerate in 2018 as a result of the tax
reform introduced at the beginning of this year. This
is also reflected in the latest growth projections by
the IMF (see table 1). Growth in the US is forecasted
to accelerate in 2018 whereas all the other major
regions amongst advanced economies will experience
a gradual slowdown. However, the year 2018 will still
be characterized by overall robust global growth.
Political Risks to Baseline Scenario
There are some risk factors potentially mitigating this
baseline scenario. They are primarily political by
nature. Geopolitical tensions can negatively affect
economic growth. In particular, economic sanctions
on a country can have a substantial negative impact
on its GDP. In the case of Russia, sanctions imposed
by the European Union and the US in the aftermath of
the Krim occupation in 2014, were estimated to have
an impact in the order of up to 1.5% of GDP. This
further exacerbated the recession of the Russian
economy in 2015 and 2016. The newly imposed
sanctions on Russia by the US in April 2018 may also
have a negative effect albeit not of the same order. A
Table 1:
Global GDP Growth
2016

2017 2018f 2019f

World

3.2

3.8

3.9

3.9

Advanced Economies

1.7

2.3

2.5

2.2

USA

1.5

2.3

2.9

2.7

Euro Area

1.8

2.3

2.4

2.0

Japan

0.9

1.7

1.2

0.9

United Kingdom

1.9

1.8

1.6

1.5

Emerging Economies

4.4

4.8

4.9

5.1

China

6.7

6.9

6.6

6.4

India

7.1

6.7

7.4

7.8

Russia

-0.2

1.5

1.7

1.5

Brazil

-3.5

1.0

2.3

2.5

1.7

-0.8

1.7

1.9

Saudi Arabia
Real GDP growth «World»*, %yoy (last Q4 2017), l.h.sc.
Global PMI Manufacturing (last March 2018), r.h.sc.
* Top 20 economies (75% of World GDP)

source: Bloomberg, IMF, RC estimates

source: IMF, Saudi Arabia: RC estimates
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tumbling Russian currency and a massively correcting
local stock market during April could be harbingers of
economic repercussions.
Moreover, a further and even more serious risk to
global growth is the imposition of trade tariffs on
imports as planned by the US government. Global
trade is, in fact, the lubricant of global growth.
International trade has significantly picked up in the
last 18 months and helped to enable the growth
acceleration at a global scale (see figure 3). Imposing
trade tariffs will negatively affect cross-boarder trade
and harm global growth. Retaliating trade barriers by
the targeted country further exacerbate this effect.
The rationale for the planned US trade policy
measures can be found in its chronic US trade deficit
(see figure 5). An analysis of the bilateral trade
balances (see figure 4) shows that the largest trade
partner of the US economy is the European Union
where the US experienced a bilateral trade deficit of
101bln USD in 2017. However, Europe is at the same
time the most important destination for US exports
(525bln USD in 2017). The situation looks distinctly
different in the case of China as the second largest US
trade partner. The bilateral trade deficit with China
amounts to 376bln USD corresponding to almost half
(46%) of the entire US trade deficit. With an amount of
130bln USD exports to China represent only 25% of
those to Europe.
This analysis illustrates why the US will very much
focus on China in its efforts to reduce its overall trade
deficit. Whether this will lead to an outright trade war
Figure 2:
Business Conditions Weakening in Q1 2018

PMI Manufacturing Euro zone
PMI Manufacturing Japan
PMI Manufacturing Emerging Markets
source: Bloomberg, IHS Markit

remains to be seen. The potential impact on the global
economy, in this case, could be considerable.
US Money Market and Monetary Policy
In the recent months 3M USD LIBOR rates have
spiked much beyond what can be explained by
expectations of future FED rate hikes (see figure 6).
By mid-April, 3M LIBOR has reached 2.34% while the
upper boundary of FED fund target rate stands at
1.75%. This spike in LIBOR rates may have different
reasons. At this juncture, there are no indications that
it could be triggered by increased counterparty risk in
the banking sector as witnessed in the financial crisis
of 2008.
A more plausible explanation refers to two factors
affecting supply and demand on USD money markets.
First, the new US tax regime encourages US
supranational companies to repatriate their foreign
profits typically held on short-term offshore USD
deposits. This effect has most probably reduced short
-term supply on offshore money markets. Second, the
US treasury has issued record amounts of 3-months T
-bills in the recent past which substantially increased
overall short-term capital demand. Under the
assumption that these factors have essentially caused
the recent LIBOR rate spike this phenomenon will
turn out to be transitory in our view. Hence, we
expect the LIBOR market conditions to normalize
again in the second half of this year.
Moreover, the Federal Reserve will contribute to this
normalization process of the LIBOR market as it will,
in our view, increase its FED fund rate another two
Figure 3:
International Trade: Lubricant of Global Growth

Global Trade Volume, %yoy, 3MMA

source: CPB Netherlands
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times this year. This also corresponds to the median
forecast of FED officials. According to the latest
release of this medium-term outlook in March, FED
governors project the FED fund rate to be at 2.25% by
end 2018, at 3.0% by end 2019 and finally to reach
3.5% by the end of 2020. Market expectations are
distinctly more conservative regarding the FED rate’s
medium-term trajectory. FED fund futures indicate
that the FED rate will rather peak slightly above 2.5%

by the end of 2020. We generally share the FED’s
view that its short-term rate will be lifted up to 3% by
the end of 2019 which would imply another five rate
hikes in the next seven quarters. However, we would
express some doubts whether there will be any rate
hikes considerably beyond 3% after 2019 as the US
economy is expected to experience at some point a
notable slowdown after one of the longest periods of
economic expansion in history.

Figure 4:
US Major Bilateral Trade Balances 2017

Figure 5:
Chronic US Trade Deficit

US exports, in bln USD
US imports, in bln USD
source: : US Census Bureau

Figure 6:
Sharply Rising USD LIBOR in 2018

USD 3M LIBOR
US FED Fund rate (upper boundary)
source: Bloomberg

US annual trade deficit, in bln USD
source: US Census Bureau

Figure 7:
FED Fund Rate Forecasts by the FED and the Market

FED Fund rate (upper boundary)
FED officials’ median forecast
FED Fund Futures
source: Bloomberg, Federal Reserve
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Part 2: Oil Market
OPEC’s Output Cut Discipline Driving the Market
There are a number of influential forces potentially
explaining most recent oil price movements, but the
overriding factor at this juncture is OPEC’s varying
discipline to implement its output cut agreement (see
figure 8). In particular, the growing compliance of
OPEC member countries from mid of last year to
March 2018 largely explains the rally witnessed in
global oil prices. Admittedly, part of this overall OPEC
supply cut of 1.9mln bd by March 2018 is involuntary.
This especially applies to Venezuela with an original
output cut target of 95k bd and an actual production
cut of 580k bd in March 2018.
The supply shortage of the overall market as a result
of the growing OPEC discipline also caused a notable
decline in global oil inventories (see figure 9). In
February 2018 OECD inventories have been only
about 30mln brl above their 5-year average, the
target level of OPEC.

Russia as the so far largest crude oil producer
worldwide. As the US production is not entirely
absorbed domestically, crude exports have strongly
picked up since 2014 (the US export ban has been
officially lifted in 2015) (see figure 11).
Next to the fundamentals of supply and demand the
recent volatility pick-up in global financial markets
also negatively impacted oil prices which lost up to
5USD in February. On the other hand, rising
geopolitical concerns caused markets to price-in a
risk premium in the course of April which pushed
Brent prices above 70USD. Risk premia are largely
time-varying but can dominate oil markets in the
short term.
A Baseline Scenario for 2018 with some Risks

Meanwhile, the positive oil price development has
encouraged Non-OPEC producer countries to expand
their output. This applies in the first place to the US
where oil production surged from October 2017 to
April 2018 by not less than 900k bd and has reached
10.5mln bd by mid-April (see figure 10). The
International Energy Agency (IEA) estimates US
output to expand by 1.3mln bd in 2018. This implies a
production level close to 11mln bd towards the end of
the year. The US is, therefore, expected to overtake

For the entire year 2018, the IEA has recently
upgraded its growth projection for global oil demand
by 0.1mln bd to 1.5 mln bd. This will lift demand to
99.3 mln bd. On the supply side, the IEA forecasts Non
OPEC producer countries to expand their output by
1.8 mln bd, of which 1.3 mln bd by the US. If we follow
the IEA‘s baseline assumption of a broadly unchanged
overall output by OPEC, global supply is forecasted to
average at 99.1 mln bd in 2018. This implies a market
supply shortage in the order of 200k bd, gradually
lower than the shortage of 500k bd in 2017 (see
figure 12). Under this baseline scenario OECD
inventories will fall below their 5-year average, the
defined OPEC target, in the course of 2018. Risks to

Figure 8:
OPEC Compliance Driving Oil Prices

Figure 9:
OECD Oil Inventories Closer to OPEC Target

OPEC compliance to output cut agreement, in %, r.h.sc.

OECD crude oil inventories, in mln bd

Brent oil price, l.h.sc.

5-year average

source: Bloomberg, RC

source: Bloomberg, IEA
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this baseline scenario exist on both sides. Further
supply outages by Venezuela or a reimposition of US
sanctions on Iran could lead to a deeper OPEC output
cut, while US shale production may potentially
surprise on the upside. On the demand side, a notable
slowdown in global growth in the case of an outright
trade war triggered by the US could lead to distinctly
lower demand. In our baseline scenario of a moderate
reduction of the supply shortage we expect a gradual

flattening of the current backwardation of the futures
curve which would imply somewhat lower spot prices
in the second half 2018 (see figure 13). Moreover,
towards the end of the year, the market will in our
view start to anticipate a potential phasing out of the
OPEC agreement in the course of 2019 which will
further weigh on oil prices. We, therefore, forecast an
average Brent spot price of 67USD and a WTI spot
price of 63 USD for the entire year 2018.

Figure 10:
US Crude Oil Production Strongly Rising

Figure 11:
Increasing US Crude Oil Exports

US crude oil production, in mln bd, 4WMA
source: Bloomberg, EIA

Figure 12:
Supply Shortage to Gradually Diminish in 2018

Global oil supply/demand balance, in mln bd (2018 forecast)
(+ supply overhang; - supply shortage)
source: IEA

US crude oil exports, in mln bd, 4WMA

source: Bloomberg, EIA

Figure 13:
Flattening of Term Structure in 2018

Brent spot price
Brent 5-year futures price
source: Bloomberg
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Part 3: Saudi Arabian Economy
Non-Oil Economy Slowing Down in Q1 2018
During the first quarter 2018 the Saudi Non-oil private
sector economy witnessed a growth slowdown based
on various macro indicators. Growth in point-of-sales
transactions, a proxy for consumer spending, dropped
from a stunning 28.1% yoy growth rate in December
2017 to 4.3% in January resp. 8.7% in February (see
figure 14). The Saudi Purchasing manager composite
index, an indicator for the business climate of the Nonoil economy, declined from 57.3 in December to 52.8
in March 2018 (see figure 15). Meanwhile, credit
growth to the private sector remained in negative territory with -1.8%yoy in February 2018. Moreover,
import growth dropped to -13.2%yoy in January after
-2.6% in December. Based on these indicators over
the first months 2018, our GDP tracker model forecasts broadly flat real GDP growth for the Non-oil private sector in Q1 2018.

we assume that part of the reduced private consumption at the beginning of 2018 has been pushed forward to December 2017, as many households accelerated spending prior to the VAT introduction. This explains the exceptionally strong point-of-sales transaction growth in December as mentioned above.
Against this backdrop, we would not be surprised if
real GDP growth of the Non-oil private sector in Q4
2017 would be upgraded in the next data revision by
GASTAT. The compensation for low- and mid-income
Saudi households through the “citizen account” and
the reinstallment of allowances for government employees in January certainly helped to dampen the
impact of the fiscal reform measures but could not
entirely neutralize it.
Non-Oil Economy Expected to Rebound in the
Course of 2018

This general growth slowdown of the private Non-oil
economy has to be put into a broader perspective. It is
primarily related to the fiscal reform measures introduced in January 2018, notably the new 5% Value
Added Tax (VAT), the increases in gasoline prices and
electricity tariffs and the higher expat levy. Empirical
evidence from other countries illustrates that the introduction of such fiscal reform steps to sustainably
increase fiscal revenues always causes a short-term
slowdown of the domestic economy. Typically, this
effect tends to fade over time. In the case of the VAT,

In order to assess the entire fiscal impact on the nonoil economy we have to consider the overall government budget 2018. We already outlined in the January edition of this report that the Saudi budget 2018
is largely expansionary as additional planned spending outpaces the incremental revenues projections by
a large margin. Including the royal decree on government employees’ allowances of January as well as the
large-scale capital spending plans by PIF and NDF for
2018 overall government expenditure will increase
by a remarkable 230bln SAR compared to 2017. On
the other hand, based on our estimates the govern-

Figure 14:
Consumer Spending Slowing Down in Q1 2018

Figure 15:
Business Climate Cooling in Q1 2018

Point-of-sales transactions, %yoy
3MMA
source: SAMA

Emirates NBD Saudi PMI Composite
6MMA
source: IHS Markit
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ment will generate about 70-80bln SAR from the fiscal
reform measures introduced in January 2018. Besides,
higher oil revenues due to actual oil prices clearly exceeding budget oil prices (estimated 58USD) will further underpin the case for an expansionary fiscal
stance. Hence, even if incremental government spending will moderately fall short of its targeted level the
net impact of this year’s fiscal budget will be largely
positive on the domestic economy. This positive fiscal
impulse is expected to unfold in the course of this
year. As a conclusion, we forecast real GDP growth of
the private non-oil economy to continuously pick up
during 2018 after the slowdown in Q1.
For the overall economy our GDP Tracker model predicts a recovery already in the first quarter (see figure
16). This can be accounted for by the oil sector where
the impact of the OPEC-related output cut has faded at
the beginning of 2018. For this year we expect a moderately positive growth contribution by the oil sector
+1.5%), also due to some increased refining activity.
The overall economy is forecasted to grow by 1.7% in
2018 after a contraction by -0.8% in the previous year.
Negative SAIBOR-LIBOR Spread
For the first time since 2009 the 3M SAIBOR-LIBOR
spread dropped into negative territory in February
2018 (see figure 17). As already outlined in part 1 this
can primarily be attributed to the sharp increase in
3M USD LIBOR rates. Besides, subdued private sector
credit demand in the Saudi market also contributed to
this development. The case of USD interest rates considerably exceeding SAR interest rates exhibits the
Figure 16:
Overall Economy Picking Up in Q1 2018

risk of increased capital outflows and ultimately rising pressure on the USD/SAR exchange rate peg.
Therefore, SAMA reacted in two steps to this new
market situation. In a first step, it suspended the term
repo facilities ranging from 1 week to 3 months.
These term repo facilities had been introduced by
SAMA in Q4 2016 in order to provide additional liquidity over extended maturities to the commercial
banks when liquidity was scarce and the SAIBORLIBOR spread sharply widening. In a second step, it
increased its two key interest rates, the repo rate and
the reverse repo rate, a few days prior to the interest
rate hike by the Federal Reserve in March 2018. As
SAMA usually follows the FED’s interest rate decision
on the same day, this pre-emptive move was unusual
and essentially a strong message to the market that
the Saudi central bank was determined and prepared
to take unilateral measures if required to avoid any
increased capital outflow and subsequent tensions in
the FX-market.
As a result of these monetary policy moves the negative 3M SAIBOR-LIBOR spread narrowed from February to mid-April from -20 bp to –2bp. As outlined in
part 1 we expect the market conditions for USD LIBOR to normalize in the medium term. Hence, we expect SAIBOR-LIBOR spread to be positive again towards end of this year. In the short-term, however, a
further spike in USD LIBOR rates cannot be completely ruled out, a situation which requires continued vigilance by SAMA, although we consider the necessity of
any unilateral steps by SAMA as absolutely remote at
this juncture.
Figure 17:
3M USD LIBOR Crossing 3M SAIBOR in 2018

Real GDP Growth, quarterly, %yoy

3M SAIBOR

Real GDP Growth Tracker, monthly, %yoy

3M USD LIBOR

source: GASTAT

SAMA Reverse repo rate

source: Bloomberg, SAMA
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Part 4: Global Financial Markets
Global Markets in Consolidation Mode
After an impressive rally of almost 50% within less
than two years, global equities have entered a period
of consolidation in the first four months of the current
year (see figure 19). For Q1 2018 the MSCI World
index is in slightly negative performance territory (see
figure 18). In a comparison of global equity markets,
the Saudi market stands out in the first quarter
(+9.7%) after having lagged the global rally in 2017
(see part 5 on Saudi equities). But also other asset
classes such as fixed income witnessed negative
performances in Q1 2018 due to rising yields and
partly widening credit spreads.
What have been the catalysts which led global
financial markets into this consolidation phase? In the
first place, it was excessive optimism and investors’
complacency at a global scale pushing equity markets
to new highs which ultimately ended up in the market
turmoil of February (see figure 20). We had already
stressed in previous editions of this report that global
equity markets were incrementally priced for
perfection and, hence, exposed to increased vulnerability. As a consequence, we had cut back our
overweight position in global equities accordingly in
the course of H2 2017. The factor causing the
correction in February turned out to be rising fears of
a pronounced inflation pick-up in 2018 which would
force the Federal Reserve to hike rates much more
than widely expected. These fears were fueled by a
Figure 18:
Asset Class Performance Q1 2018

Remarks:
- All return figures in USD
- Equity performance = total return (including dividend payments)
source: Bloomberg

strong US labor market report at the beginning of
February showing a notable increase in wage growth
as a harbinger of cost inflation. After a short period of
stabilization in the second half of February, markets
were subsequently rattled by growing concerns of a
looming trade war between the US and China. Finally,
in April increasing geopolitical tensions culminating
in new US sanctions imposed on Russia and a missile
strike by Western allies in Syria which were weighing
on global financial markets. As this situation did not
further escalate markets stabilized by mid-April
increasingly focusing in the short-term on the
corporate earnings season ahead.
From a fundamental viewpoint, this global market
consolidation has been healthy as markets had
previously gone ahead of themselfs. The overall
investors’ complacency also translated into unusually
low market volatility by the end of last year (see
figure 21). The first few months of 2018 have
provided evidence that volatility is back in the
markets again.
Solid Corporate Earnings but Elevated Growth
Expectations
Generally speaking, the corporate earnings backdrop
is solid in 2018. However, market expectations are at
the same time elevated. This is particularly the case
for US equities. As a result of the tax reform
introduced at the beginning of this year with a
Figure 19:
Global Equities Peaking after Impressive Rally

MSCI World index, in USD

source: Bloomberg
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substantial reduction of corporate tax rates, analysts’
earnings expectations soared from a projected 20%
growth rate over the next 12 months to a forecasted
30% (see figure 22). It remains to be seen whether US
corporates can live up to these expectations. Earnings
growth consensus forecasts are somewhat lower for
other equity markets such as the Eurozone (+11%),
Japan (+3.6%) or Emerging Markets (+24%).
Against the backdrop of a potential growth slowdown
in major areas of the global economy in the next 6-12
months, we could expect some earnings downside
revisions in the second half of this year which would
limit the upside potential for global equities in the
medium term. In this respect, it has to be stressed that
even after the most recent market corrections equity
markets still exhibit rather high valuations in a
historical perspective (see figure 22). This also applies
to the US market where the tax-induced upside
revision of future earnings translated into gradually
lower forward PE-ratios.
Besides these earnings and valuation aspects,
geopolitical risk, as well as the looming Chinese-US
trade dispute, could negatively affect global markets in
the course of 2018. On the other side, the still robust
shape of the global economy and the overall solid
earnings backdrop should provide reasonable support
to the markets. Overall, we, therefore, expect broadly
range-bound global equity markets for the remainder
of 2018 and keep, as a consequence, a neutral stance
on international equities at this juncture (this
assessment does not apply to Saudi Arabia, see part 5).

Figure 20:
Global Equities in Consolidation Mode

MSCI World index, l.h.sc.

Rising Yields and Yield Curve Flattening in the US
The last six months were characterized by rising
bond yields. In the US the shorter-dated yields
notably picked up over this period. The 2-year T-bond
yield climbed by almost 100bp to 2.26% in March
2018 (see figure 24). The yields of this tenor are
usually considered as a key indicator for the market
expectations on the path of the FED monetary policy
over the following two years. The yield increase over
the last six months reflects a growing market
conviction that the FED will pursue its path of
monetary tightening against the backdrop of a solid
US economy and a moderately rebounding inflation.
And yet, as outlined in part 1, the market’s implied
future short-term rates are still below the FED’s own
interest rate projections over the next two years.
Meanwhile, 10-year T-bond yields climbed by about
75bp to 2.83% over the same period. This represents
a flattening of the US yield curve - a process which
already started about two years ago and which we
expect to continue throughout this year and into
2019. 10-year bond yields most recently consolidated
after having peaked at 2.95% in February. This has to
be seen against the background of the recent market
turmoil where US-Treasuries are typically considered
as a “safe haven” and, therefore, sought after.
However, with a view on the monetary policy
normalization process initialized by the FED, longterm yields still have room to rise albeit not to the
same extent as shorter-dated paper which will cause
the yield curve to flatten further as mentioned above.
For 10-year Treasury yields, we expect an increase to
Figure 21:
Equity Market Volatility Rebounding in Q1 2018

S&P500 VIX volatility index

MSCI Emerging Market index, r.h.sc.
source: Bloomberg

source: Bloomberg
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3.25% by the end of this year. Given our mediumterm scenario for US monetary policy as outlined in
part 1, we would expect these yields to peak between
3.25% and 3.5% in the next two years. In our view, it
is, therefore, still too early to take a more positive
view on government and high-grade corporate bonds
at this juncture.
This assessment applies all the more to European
bonds as their yield levels are still distorted by the
Figure 22:
US Tax Reform Impacting Earnings Expectations

excessive liquidity injections of the European Central
Bank (ECB). However, it seems highly likely that the
ECB will phase out its quantitative easing program in
the next 6 to 12 months and subsequently start to
hike rates. This will initialize a normalization process
for the European yield curve in which long-term
yields will adjust on the upside and partially close the
still substantial gap to their US counterparts (see
figure 25).
Figure 23:
Equity Markets after Correction Still Fully Valued

12M forward EPS consensus growth S&P500, l.h.sc.

PE-ratio 12M forward MSCI USA

S&P500 index, r.h.sc.

PE-ratio 12M forward MSCI Eurozone

source: Bloomberg

Figure 24:
US Yield Curve Flattening

source: Bloomberg

Figure 25:
European Yields to Recover

10-year US Treasury bond yield

10-year US Treasury bond yield

2-year US Treasury bond yield

10-year German Bund yield

source: Bloomberg

source: Bloomberg
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Part 5: Saudi Equity Market
TASI Breaking Out of 2017 Trading Range
The Saudi equity market has favourably performed in
the first few months of 2018. By mid-March, TASI
managed to break out of a trading range established in
the last 18 months, and by mid-April, it crossed the
8000 mark – a level last seen three years ago (see figure 26). From the beginning of the year until mid-April
TASI has advanced by 12%. Hence, the Saudi equity
market has outperformed all major developed and
emerging markets in 2018 so far after having lagged
the global market rally in 2017 by a large margin. This
positive trend of the market has also been accompanied by rising trading volumes (see figure 27).
Fundamental Price Target Already Achieved

therefore, arises whether there is still some upside
potential for TASI in 2018. We believe that this is the
case.
Index Inclusion a Catalyst for Valuation-Multiple
Expansion
By the end of March 2018, the index provider FTSE
Russell decided to include Saudi Arabia in its global
Emerging Markets equity index. The inclusion will be
gradually phased in starting in March 2019 and ending in December 2019. Based on estimates of the size
of global fund assets benchmarked by FTSE Emerging
Market index we expect this index inclusion to lead to
a foreign capital inflow of approximately 15-20bln
SAR.

At the beginning of this year, we have forecasted a
growth rate of 7% for TASI corporate earnings in
2018. This is based on our outlook for the Non-oil
economy, including our interest rate forecast and loan
growth projection as well as our view on oil prices and
margins in 2018. At this juncture, we still stick to this
forecast. For TASI this implies an EPS target level of
482 SAR for this year. We consider this as a conservatively optimistic expectation, particularly if compared
to the more aggressive bottom-up analysts’ consensus
growth forecast of 13% for 2018. Using the long-term
average PE-ratio (16.8x) as fair-value-multiple, this
translates into a target price level for TASI of 8100
points (see figure 28). Hence, by mid-April, we have
already reached our year-end target. The question,

In June the index provider MSCI will also decide on
the inclusion of Saudi equities in its global Emerging
Market index. In our view, the positive decision by
FTSE Russell in March has increased the probability
of a positive decision by MSCI in June as the inclusion
criteria are generally similar. A positive decision by
MSCI will be more important for the Saudi equity
market as the estimated size of fund assets using
MSCI Emerging Market index as their benchmark
overtakes FTSE by a large margin. According to our
estimates, the MSCI index inclusion will lead to a foreign capital inflow in the order of 75-100bln SAR.

Figure 26:
TASI Trading Range Breakout…

Figure 27:
…With Rising Trading Volumes

Tadawul All-share index
50D MA
source: Bloomberg

In the positive case of a dual index inclusion we can,
therefore, expect a foreign capital inflow of about 90-

Daily traded value Tadawul, in mln SAR
20D MA
source: Bloomberg
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120bln SAR in the next 12-18 months. This would lift
the share of foreign ownership in Tadawul from 4.2%
by the end of 2017 to about 10% to 11%, a level comparable to other markets which have already been
included in Emerging Market indices such as the UAE.
An analysis of the trading activity for the first few
months of 2018 shows that foreign institutional investors have already started to buy into the Saudi market
(see figure 29). Over the first three months, foreign
institutional investors purchased Saudi equities as
Qualified Foreign Investors (QFIs) or through equity
swaps (participation notes) to an amount of 8.0bln
SAR (2.1bln USD). This has also pushed their share of
ownership from 0.9% at the beginning of the year to
1.5% by the end of March. (Long-term strategic partners essentially constitute the remaining part of foreign ownership with a static 3%). This first wave of
foreign capital pouring in the local market has substantially contributed to lift the equity market to current levels. If we consider that this 8bln SAR constitutes only a fraction of the entire foreign capital of
estimated 90-120bln SAR expected to enter the Saudi
stock market, it seems highly likely in our view that
there will be a continued positive impact on the market pushing Tadawul distinctly beyond our fundamental target level for 2018.
Previous Emerging Market Index Inclusions as a
Reference
The experience of other countries which were included in the MSCI Emerging Market index may be used as
a reference to assess the size of this impact on the loFigure 28:
Expected PE-Expansion due to Index Inclusion

cal stock market. The most recent index inclusion of
Pakistan in June 2017 is in our view the most appropriate reference for such a comparison.
From the date of the announcement (June 2016) until
the date if the index inclusion (June 2017) the Karachi
All-share index experienced a PE-multiple expansion
in the order of 18%. If we translate this to the case of
Tadawul taking the announcement date of FTSE Russell as the starting point, this would imply a PE-ratio
lifted to a level of about 20x. As an interesting observation we may note that the last two times when
TASI’s PE-ratio reached or even exceeded this level, in
2014 and 2015, the market was primarily driven by
announcements on a market opening to foreign investors, hence, on future foreign capital inflow (see figure 28). Using our EPS forecast for 2018 a valuation
level of 20x would imply TASI ending up above 9500.
We would not declare such an elevated level as an
explicit price target, but we generally consider the
experience behind as strong evidence in favour of a
foreign capital induced PE-multiple expansion leaving
notable further upside potential for TASI in 2018. The
major risk to this scenario consists in a negative decision by MSCI in June which cannot be completely
ruled out.
At the beginning of this year, we made a major call on
Saudi equities for 2018, putting Tadawul on overweight in our global asset allocation framework.
Based on our analysis above, we still stick to this
overweight position at this juncture.

Figure 29:
Foreign Institutionals Strong Net Buyers in 2018

TASI trailing PE-ratio

Monthly net purchases of Swap holders & QFIs, in bln SAR, l.h.sc.

Long-term average and valuation range boundaries

Swap holder & QFI ownership in % of total market cap, r.h.sc.

source: Bloomberg

source: Bloomberg
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Performance Equity Markets

Valuation Equity Markets

2015

2016

World (MSCI World AC)

-4.3

5.6

21.6

-1.4

Adv. Economies (MSCI World)

-2.7

5.3

20.1

-1.7

USA (S&P500)

2017 1Q 18

PE 17

PE 18

PB 18 RoE 18

World (MSCI World AC)

20.6

15.1

2.1

10.1

Adv. Economies (MSCI World)

21.5

15.7

2.2

10.1

-0.7

9.5

19.4

-1.2

USA (S&P500)

22.5

16.7

3.0

13.2

Euro Area (EuroStoxx)

8.0

1.5

10.1

-3.0

Euro Area (EuroStoxx)

19.6

14.2

1.6

8.1

Japan (Topix)

9.9

-1.9

19.7

-6.3

Japan (Topix)

16.3

13.6

1.3

7.6

-4.9

14.4

7.6

-8.2

United Kingdom (FTSE100)

23.0

13.6

1.8

7.8

United Kingdom (FTSE100)
Emerging Markets (MSCI EM)

-17.0

8.6

34.4

1.1

Emerging Markets (MSCI EM)

15.7

12.5

1.8

11.4

China (CSI300)

5.6

-11.3

21.8

-3.3

China (CSI300)

16.8

13.6

2.1

12.4

India (Sensex)

-5.0

2.0

27.9

-3.2

India (Sensex)

23.2

19.7

3.1

13.3

Russia (Micex)

Russia (Micex)

26.1

26.8

-5.5

7.6

Brazil (Ibovespa)

-13.3

38.9

26.9

11.7

Saudi Arabia (Tadawul)

-17.1

4.3

0.2

8.9

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

Central Bank Rates

7.2

5.5

0.8

10.5

Brazil (Ibovespa)

18.9

13.1

1.8

9.3

Saudi Arabia (Tadawul)

17.1

12.8

1.6

9.5

As of 31 March 2018
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

2.25

USA

2.27

2.45

2.41

3.20

0.00

0.00

0.00

Euro Area

0.63

0.20

0.42

1.00

-0.10

-0.10

0.00

Japan

0.26

0.05

0.05

0.12

0.25

0.50

0.75

United Kingdom

1.96

1.24

1.19

1.85

4.35

4.35

4.35

China

2.86

3.06

3.90

3.85

Emerging Market Economies
China
India

Emerging Market Economies
6.75

6.25

6.00

6.00

India

7.76

6.51

7.33

7.50

Russia

11.00

10.00

7.75

6.55

Russia

9.39

8.29

7.43

7.10

Brazil

14.25

13.75

7.00

6.50

Brazil

16.51

11.40

9.80

10.25

2.00

2.00

2.00

2.25

Saudi Arabia

n.a.

n.a.

n.a.

n.a.

Saudi Arabia
End of period, 2018 forecast

End of period, 2018 forecast

Central Bank Rates (as of 31 March 2018)

Government Bond Yields (as of 31 March 2018)
12.00

12.00

9.49

8.00

7.25

6.50

7.40

8.00

6.94

6.00
4.35

4.00

2.25

3.75

4.00

2.74

1.75

0.50
0.00

1.35

0.00

0.49

0.00

0.05

n.a.

Japan

KSA

-0.10

-4.00

-4.00

Russia Brazil

India

China

KSA

USA

UK

Euro
Area

Japan

Brazil

India Russia China

USA

UK

Euro
Area

source: Bloomberg, RC estimates

Page 14

Global Investment Perspectives
Second Quarter 2018

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 March 2018)
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 Capitav

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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