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The global economy is characterized by diverging prospects between 
Advanced and Emerging Economies. Whereas the former are in a de-
cent recovery stage the latter face a protracted growth slowdown. 
Overall the global economy will moderately expand in 2015 with some 
gradual growth pick-up in 2016. 

The ambiguous outlook for the Chinese economy constitutes the main 
element of uncertainty to the global economy. Weak macro data and 
an ailing equity market have already triggered determined govern-
ment intervention including a surprise devaluation of the Chinese 
Renminbi.   

The Federal Reserve will start to raise rates in the forseeable future. 
However, due to the European Central Bank and the Bank of Japan 
monetary policy remains still very accommodative on a global scale. 

Growing worries about China and the expected return of Iranian ex-
ports have put massive pressure on oil prices since June. In our view 
these negative news are largely priced-in and oil prices are expected 
to bottom out with recovery potential into 2016 which would be in-
line with historical experience (see chart below).  

Despite a challenging environment the Saudi economy is doing compa-
rably well. This is largely due to the countercyclical fiscal policy pur-
sued. The issuance of government debt initiated by mid-year will help 
funding a smoother path to fiscal consolidation in the coming years. 

Increased macro uncertainties have triggered higher volatility on 
global financial markets which will not abate in the short-term. 
Amongst equity markets we primarily favor Europe whereas Emerg-
ing Markets should  still be avoided. After its sharp correction the Sau-
di equity market is on solid valuation grounds adequately reflecting 
the lower growth environment. 

Diverging Prospects in the Global Economy - 

A challenging environment for financial markets  
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Diverging Prospects in the Global Economy 

We expect the global economy to remain in a stage of moderate growth with 
this year’s growth rate largely in-line with last year and a gradual pick-up in 
2016. In fact, this is the result of diverging trends we still face between Ad-
vanced and Emerging Economies. A continued rebound of Advanced Econo-
mies contrasts with the protracted slowdown in economic activity within 
Emerging Markets. The reacceleration of growth in Advanced Economies 
will turn out to be gradually lower than previously expected for 2015. This 
is primarily the result of a temporary weakness of the US economy in the 
first quarter, mainly due to special factors such as an overly harsh winter, 
labor strikes in some Pacific coast ports and a reduction in production activ-
ity in the oil industry after the sharp price drop. During the second quarter 
the US economy regained some momentum which will in our view be sus-
tained into the second half of this year and into 2016. At the same time Eu-
rope, in particular the Eurozone area, is in a distinct recovery process which 
will lead to decent acceleration of growth into next year. The same applies 
for Japan which after a disappointing 2014 is supposed to gradually recover 
into 2016. 

The main drivers for this rebound amongst Advanced Economies are lower 
energy prices, more fiscal flexibility and a still accommodative monetary 
policy despite a projected gradual rise in interest rates in the US (for a more 
detailed explanation on this topic see Global Investment Perspectives April 
2015).  In fact, monetary expansion remains still high at a global scale. This 
is primarily due to the European Central Bank (ECB) and the Bank of Japan 
(BoJ) which continue to pursue their Quantitative Easing programs well into 
2016. In the case of the ECB this program will translate into a further expan-
sion of its balance sheet by more than 30% until end of 2016 (see figure 2). 
Overall monetary conditions have already significantly improved in the Eu-
rozone which is also reflected in a pick-up of money supply aggregates such 
as M1 (currency in circulation and demand deposits) which tends to lead 
industrial activity by about 6 months (see figure 3) and, therefore, points 
towards a sustained rebound of the real sector in the Eurozone.  

source:  IMF, RC estimates 

Figure 1: Moderate Global Growth  

source:  IMF, RC estimates 

Table 1: Real GDP Growth (2015, 2016 forecast) 

Real GDP growth Advanced Economies  

Real GDP growth World  

Real GDP growth Emerging Economies  

The continued rebound of Ad-
vanced Economies contrasts 
with the protracted growth 
slowdown in Emerging Mar-
kets. 

The main drivers for the re-
bound in Advanced Econo-
mies are lower energy prices, 
more fiscal flexibility and a 
still accommodative mone-
tary policy. 

2013 2014 2015f 2016f

World 3.3 3.4 3.4 3.6

Advanced Economies 1.2 1.8 2.1 2.3

USA 1.5 2.4 2.5 2.7

Euro Area -0.4 0.8 1.6 1.7

Japan 1.6 -0.1 1.0 1.2

United Kingdom 1.7 2.9 2.5 2.4

Emerging Economies 5.0 4.6 4.3 4.6

China 7.7 7.4 6.8 6.3

India 6.9 7.3 7.5 7.3

Russia 1.3 0.6 -3.5 0.0

Brazil 2.7 0.1 -1.5 0.5

Saudi Arabia 2.7 3.6 3.4 2.1
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source:  Bloomberg,  ECB 

Figure 2: ECB Balance Sheet on Expansionary Path  

source:  Bloomberg, 

Figure 3:  Money Supply Growth Pointing Towards  

                     EMU Recovery  

Balance sheet European Central Bank in bln EUR  Money supply M1, % yoy, 6-months forward (l.h.sc.)  

Eurozone industrial production, %yoy (r.h.sc.)  

During the summer months the optimistic outlook for a distinct European 
economic recovery has been temporarily undermined by the uncertainties 
of the Greek financial crisis whereby Greece was by mid-July at the brink of 
a Eurozone exit. A last minute agreement finally averted this worst-case 
scenario. However, in this context it has to be stressed that the economic 
relevance of the Greek economy for the entire Eurozone is clearly limited 
(2% of total Eurozone GDP) and that 85% of the outstanding Greek debt is 
held by the three institutions IMF, ECB and Eurozone member countries. 
Hence, a potential fallout of a Greek exit from the Eurozone on the regional 
and global economy as well as on international financial markets would 
have been rather short-lived and largely contained. 

 

China - a Potential Risk Factor to the Global Economy 

A more serious risk to the global economy and to our baseline scenario 
stems from the uncertainties related to the protracted growth slowdown in 
Emerging Markets. There is a variety of reasons for this overall growth 
weakness ranging from sharply lower commodity prices and international 
economic sanctions (Russia), over major political turmoil (Brazil) to struc-
tural transformation processes (China). If the growth forecast for Emerging 
Markets for 2016 is marginally higher than for the current year this can 
primarily be explained by the fact that some countries are expected to re-
cover from current recessions (Russia, Brazil) and doesn’t necessarily indi-
cate an inflection point for Emerging Markets overall. 

The biggest uncertainty in this context is related to the outlook for China, 
given the pure size of its economy. For decades the Chinese economy has 
been mainly driven by exports and particularly by large scale gross fixed 
capital expenditure. This economic role model is a blueprint for Emerging 
Markets since fixed investments essentially constitute the buildup of a cap-
ital stock which is ultimately supposed to lead to higher future production 

The Greek financial crisis only 
temporarily undermined the 
European economic recovery. 

A more serious risk to the 
global economy stems from 
the various uncertainties in 
Emerging Markets. 

The biggest uncertainty is 
related to the outlook for  
China. 
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Figure 4: Gross Fixed Investment as % of GDP  Figure 5: GDP Growth Before and After Investment Peak  

source:  IMF, National Bureau of Statistics of China source:  IMF 

Japan Average growth 10 years before peak  

Average growth 10 years after peak  South Korea 

China Average growth 20 years after peak  

and income. However, at some point this process exhibits the risk of gener-
ating overcapacities in the production sector with negative implications for 
the entire economy and the potential of creating a boom-bust kind of eco-
nomic cycle. 

For many years China has banked on an investment and export focused 
economic role model. As a result its gross fixed investment quota in % of 
total GDP continuously increased over the last decades and finally reached 
most recently almost 50% of overall GDP, a level historically unprecedent-
ed compared to other countries which successfully applied this model in 
their Emerging stage such as Japan in the 50ies and 60ies or South Korea in 
the 80ies and 90ies of last century (see figure 4).  Empirical evidence for 
these countries illustrates that the peak of the investment quota also im-
plies a subsequent slowdown in economic growth as gross fixed capital 
expenditure is increasingly replaced by domestic private consumption typ-
ically exhibiting lower but stable growth rates (see figure 5). 

One indication that China has already passed this inflection point and is 
facing overcapacity problems in various areas of its economy is the trend of 
the Producer price index (PPI) which since mid-2012 is in deflationary ter-
ritory. Most recently, the June 2015 reading of this PPI has shown a further 
massive drop of -5% on a 12-months basis.  Hence, the Chinese economy 
has most probably outpaced the peak of investment spending and has en-
tered a more mature stage of sustainably lower growth rates which will be 
rather centered around 5-6% in the medium term.  Chinese authorities are 
aware of this and have already started to undertake measures which are 
supposed to ensure a smooth transition from the previous high growth 
investment driven role model towards a more consumption based phase. 

But occasionally Chinese authorities can also revert to their former invest-
ment&export focused working model as happened mid-August when they 
in a surprise move devalued the Chinese Renminbi against the US dollar. 
This step was at least partially motivated to promote Chinese exports 
which ultimately means more Chinese supply to the World economy (old 

For many years China has 
banked on an investment and 
export focused economic role 
model. 

China unexpectedly devalued 
the Renminbi by mid August. 

The Chinese economy has most 
probably entered a more ma-
ture stage of sustainably lower 
growth rates. 
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Figure 6: Chinese Renminbi Levelling Off  Figure 7: Chinese Monetary Policy Toolkit  

source:  Bloomberg, JP Morgan source:  Bloomberg 

China 1-year benchmark lending rate  (l.h.sc.) 

China required deposit reserve ratio for major banks  (r.h.sc.) 

Renminbi / USD exchange rate (r.h.sc., inverse) 

Chinese Renminbi real effective exchange rate  

(CPI-based) (l.h.sc.)  

role model) instead of more Chinese final consumption demand (new role 
model). Although the move was rather marginal (over 2 days about 3%), it 
has to be considered historical as the Chinese authorities had led their cur-
rency appreciate within a crawling peg against the US dollar by about 30% 
over the last 10 years. Against a wider basket of foreign currencies the 
Renminbi strengthened over the same period by not less than 50% on an 
inflation-adjusted real basis (see figure 6). The weak Chinese export figures 
can at least partially be attributed to this sustained currency strength. With 
this move the People’s Bank of China (PBoC) has joined all those central 
banks which already took measures to depreciate their local currencies in 
order to increase their export industry’s competitiveness and has brought 
the playing field of competitive devaluation to the next level. At the same 
time, this step can also be interpreted as an action to gradually liberalize 
the FX markets in China with the aim to reposition the Chinese Renminbi as 
a potential reserve currency at a global scale. It remains to be seen whether 
this is just the kick-start of a stronger managed devaluation of the Chinese 
Renminbi which would have major implications for the global economy. At 
this juncture, we don’t expect the Chinese authorities to further massively 
devalue their currency as this would lead to strong capital outflow and po-
tentially destabilize the Chinese financial system. However, a gradual 
weakening towards 6.50-6.55 until end of this year is in the cards. 

This is all the more likely as most recent macro data point towards more 
weakness going forward which will require some further policy actions to 
stimulate the economy.  Referring to monetary policy the PBoC has still 
plenty of room to cut its benchmark rate and to further reduce commercial 
banks’ reserve ratio (see figure 7). Hence, the central bank’s move by end 
of August to cut rates by 0.25% and the reserve ratio by 0.5% didn’t come 
by surprise. Actually, we expect the PBoC to further use this room for ma-
noeuvre in order to avoid a hard landing of the Chinese economy. Real 
growth in our baseline scenario is projected to be gradually below the offi-
cial target of 7% for this year with a further slowdown in 2016.  

 

The Chinese Renminbi has 
sustainably strengthened over 
the last 10 years. 

The Renminbi devaluation is 
also an attempt to gradually 
liberalize the FX markets in 
China. 

We expect the government to 
take further actions to stimu-
late the economy. 
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Figure 8: A Solid US Economy Justifying a  FED 

                    Rate Hike…..  

Figure 9:  …..thereby Deepening the Divergence to 

                     Economies Abroad 

source:  Bloomberg, RC  source:  Bloomberg 

FED Funds target rate  Bloomberg US dollar spot index  

Modified Taylor Rule Model for FED Funds rate  

The Federal Reserve’s Dilemma 

Another uncertainty for financial markets has so far been the timing of the 
first rate hike by the US Federal Reserve since more than 10 years. Actually, 
just considering the current robust status of the US economy would proba-
bly justify an increase of the US central bank’s target interest rate, the FED 
funds rate, by 25-50bp until end of the year. This is also confirmed by our 
quantitative FED fund model which is mainly based on labor market and 
core inflation parameters and managed to track the path of FED fund rates 
reasonably well over the last decades (see figure 8). However, as the FED 
may take a more holistic view it may also take into consideration additional 
factors such as the recent strength of the US dollar, particularly against 
Emerging Economies’ currencies (see figure 9). Increasing US rates could 
further bolster the US dollar with a potentially negative impact on US ex-
ports on the one hand and on some highly indebted Emerging economies 
and their currencies on the other.  The recent Chinese currency devaluation 
has undoubtedly intensified this debate. Hence, the dilemma for the US 
Federal Reserve and, hence, the difficulty to precisely forecast the timing of 
this rate hike. 

However, it has to be highlighted in this context that although financial 
markets are at this juncture obsessively focused on the precise timing of 
the first rate hike by the US Fed much more important will be the subse-
quent path of interest rates throughout 2016 and beyond. The FED has con-
tinuously stressed that this path will be highly data-dependent and, there-
fore, a function of the evolution of the key macro variables for the US econ-
omy. Within our baseline scenario we expect a decent growth for the US 
economy into 2016, accompanied by a further decline of the unemploy-
ment rate down to 5.0% and some more pronounced wage growth kicking-
in in the course of next year. Against this macro backdrop current market 
expectations on future FED fund rates implied in the short-end of the yield 
curve are rather too conservative in our view. The market currently ex-
pects FED funds rates to be at 1.0% by end of 2016 and 1.4% by mid of 
2017 which we consider as the low end of a reasonable range for future 
FED fund rates.  

The robust status of the US 
economy would justify a FED 
fund rate increase by 25-50 
basis points… 

…but this could further bol-
ster the US dollar with poten-
tially harmful implications. 

More important than the first 
rate hike will be the subse-
quent path of interest rates 
throughout 2016 and beyond. 



 

 

 Global Investment Perspectives 
 September  2015 

Page 7 

source:  Bloomberg 

Figure 10: Brent Spot and 5-year Futures Oil Price  

Brent spot price  

Brent 5-years futures contract price  

Supply Glut and Demand Uncertainties Depressing Oil Prices 

The oil price recovery in Spring of this year turned out to be short-lived. 
Since May Brent and WTI prices tumbled by about 30%. The impact on 
long-term futures prices was even stronger as they fell clearly below their 
lows at the beginning of this year which implies a flattening of the entire 
futures curve (see figure 10). Hence, the market expects prices to remain at 
lower levels for longer than previously assumed. This market correction 
was mainly triggered by increasing uncertainties on the Chinese economic 
outlook (China represents 12% of global oil demand, second only to the 
US), by the highest production of OPEC in three years in July and by the 
looming return of exports from Iran after a deal had been reached with the 
P5+1 nations group most probably leading to the  lifting of sanctions on 
Iran.   

There is no doubt that the global oil market is currently characterized by a 
massive oversupply. According to estimates by the International Energy 
Agency (IEA) the average supply overhang has reached a record level of 
3mln bd in the second quarter.  The IEA estimates that the market will re-
main oversupplied well into next year and eventually get back in balance 
by end of 2016 (see figure 11). However, this scenario is highly uncertain 
as it assumes global supply to flatten out until end of 2016. In particular the 
underlying assumption of an unchanged OPEC production around 31.7mln 
bd throughout next year can be challenged.  On the other side, the IEA ex-
pects continued strong global demand going forward. For this year incre-
mental demand is estimated at 1.6mln bd – more than double the growth 
rate of 2014 – and for 2016 at 1.4mln bd – in increase of 400k bd compared 
to IEAs last report. This forecast is also shared by OPEC, which underlines 
that low oil prices have already triggered a reaction on the demand side.   

Financial markets are a discounting mechanism. This also applies to com-
modity futures markets. Widespread consensus expectations of a protract-
ed supply overhang have therefore already worked their way through the 

source:  IEA 

Global oil supply (l.h.sc.) Global oil demand (l.h.sc.) 

Imbalance, inventory change (r.h.sc.) 

The low oil prices have al-
ready triggered a reaction on 
the demand side. 

The Chinese economic        
outlook, the high OPEC pro-
duction and the looming re-
turn of Iranian exports 
prompted the recent oil price 
correction 

The IEA estimates the market 
to remain oversupplied well 
into next year. 

Figure 11: Global Oil Supply and Demand 

                       (Data and forecast by IEA, August 2015, mln bd) 
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source:  Bloomberg, CFTC 

Figure 12:  Hedge Fund Managers’ Net Long Positions 

                        in WTI Futures and WTI Oil Price  

Figure 13:  Major Oil Price Corrections in the last 30 

                        Years  

WTI  oil price (r.h.sc)  

Hedge Funds’ net long position as % of total (l.h.sc.)  

futures price term structure. As a consequence, this consensus scenario is 
already reflected in current prices. Actually, this scenario incrementally 
unfolding mainly triggered the strong correction over the last few months. 
We, therefore, believe that at current levels oil prices should bottom out 
and may recover into 2016. Besides these fundamental reasons the market 
sentiment has on the back of continued negative news flow clearly turned 
sour in the last two months. This is also reflected in current hedge fund 
managers’ net long positions in WTI futures which are at historically rec-
ord low levels (see figure 12), an additional indication that markets may be 
close to a bottom. 

History can sometimes be a guide to navigate in an uncertain environment. 
Analyzing the major oil price corrections over the last 30 years reveals that 
there are generally similar price patterns although the specific fundamen-
tal circumstances of these corrections may have been different in every 
case (see figure 13).  A supply or demand side related exogenous shock 
leads to a rapid and sharp price drop which subsequently triggers market 
forces on the supply and demand side to increasingly adapt to the new 
market conditions. This process where the market is on its way to find a 
new equilibrium may particularly in the commodity space take several 
years.  Therefore, prices typically recover only gradually and exhibit a high 
level of volatility during this phase. In this sense the current cycle may not 
differ from previous ones we have observed in the last 30 years. Therefore, 
if history is any guide we may see a gradual recovery of oil prices, probably 
towards a level of 60-65USD for Brent oil by mid of next year. 

 

 

 

source:  Bloomberg 

Consensus expectations of a 
protracted supply overhang 
are already reflected in cur-
rent prices. 

Major oil price corrections 
over the last 30 years gener-
ally exhibit similar price pat-
terns. 

If history is any guide we will 
see a gradual recovery of oil 
prices. 
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source:  SAMA 

Figure 14: GDP Growth Overall Economy and Oil Sector  Figure 15: Government Deposits at SAMA  

Government deposits at SAMA in bln SAR (l.h.sc.) 

Monthly change in Gov. deposits in bln SAR (r.h.sc.)  

source:  CDSI 

Quarterly GDP growth oil sector, %yoy 

The Saudi Economy Weathering the Global Oil Rout 

Despite the difficult oil market conditions the Saudi Arabian economy has 
done well in the first six months of this year. Based on the latest quarterly 
GDP figures the overall economic growth has picked up by 3.8% year-on-
year in the second quarter 2015 (see figure 14). This has primarily been 
driven by a considerable expansion in the oil sector of 5.1% in Q2 2015 
year-on-year.  On the other hand, the Non-oil private sector witnessed a 
growth slowdown to 3.1% in Q2 2015 after a full year growth in 2014 of 
5.6% . This growth deceleration is also confirmed by other indicators of the 
private sector such as Point-of-sales transactions and ATM withdrawals or 
the Saudi Purchasing Manager Index (PMI) which all indicate some weak-
ness of the Non-oil private sector in the first half of 2015. However, we ex-
pect this soft patch to be rather temporary and the private sector to stabi-
lize in the second half of this year with a Non-oil private sector growth rate 
of 3.4% for the entire year. 

That the Saudi economy is doing reasonably well despite the challenging oil 
market environment can to a large part be attributed to the government’s 
countercyclical fiscal policy which is trying to shield the economy from the 
negative impact of low oil prices. As a consequence, the government will 
run a fiscal deficit for 2015 which is mirrored by a corresponding draw-
down of  government deposits at SAMA. These government deposits have 
dropped by an accumulated 309bln SAR in the first seven months of this 
year (see figure 15). As there have been some extraordinary expenditures 
in this period (two-months salary bonus in February) we project the draw-
down to decelerate in the second half of the year. This all the more as the 
government has started to tap the local capital market by issuing govern-
ment bonds.  So far an amount of 35bln SAR has been raised and there are 
estimates pointing toward a total amount of 100bln SAR of debt issuance 
throughout 2015. This would correspond to about 20% to 25% of our esti-
mated budget deficit for 2015.  

Quarterly GDP growth overall economy, %yoy  

The Saudi Arabian economy 
has done reasonably well in 
the first part of the year. 

We expect the soft patch of 
the Non-oil private sector to 
be rather temporary. 

The countercyclical fiscal pol-
icy is trying to shield the 
economy from the negative 
impact of low oil prices. 

As a consequence the govern-
ment will run a fiscal deficit 
in 2015… 

…which will partly be funded 
through sovereign debt issu-
ance. 
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source:  IMF 

Figure 16: Saudi Arabia Gross Debt as % of GDP  

source:  Bloomberg 

Figure 17: Gross Debt as % of GDP for Selected 

                       Countries (as of end 2014) 

 

Saudi Arabia is in an excellent financial position and can largely afford a 
gradual increase in its sovereign gross debt exposure. In fact, current gross 
debt has been at a marginal 1.6% of GDP by end of 2014 as the government 
had utilized its massive surpluses over the last 10 years to draw down its 
outstanding debt which used to be above 100% of GDP by end of the 
1990ies (see figure 16). With an additional issuance of about 100bln SAR 
overall debt would pick up to a modest 6% of GDP for the Kingdom by end 
of this year.  This would still very favorably compare to other Emerging and 
Advanced Economies as can be seen in figure 17. In this context the ques-
tion has been raised whether these government bond issues can be ab-
sorbed by the domestic capital markets.  Government debt is at this stage 
placed within the domestic banking sector. Sovereign debt of an amount of 
100bln SAR corresponds to about 4.5% of the total KSA banking sector as-
sets, hence, a volume which can well be absorbed by domestic banks. On 
top, the banking system currently holds about 207bln in SAMA bills (as of 
July 2015), a liquidity management instrument issued by the central bank. 
These SAMA bills could at least partially be replaced by newly issued gov-
ernment bonds. As the government is supposed to continue issuing bonds 
beyond this year it remains to be seen at what point the domestic capital 
markets may come to some capacity limits but in our view we are still far 
away from that point. 

Issuing sovereign debt exhibits in our view various advantages for the 
economy. The government can avoid drawing down its foreign currency 
reserves to the extent that it uses capital markets as a source of funding. 
Through the issuance of bonds with various maturities a sovereign yield 
curve will be established which may also encourage corporates to use capi-
tal markets as a source of funding. In the medium term corporate bonds 
could increasingly replace bank credits thereby diversifying corporate risk 
amongst investors and partially unloading this corporate risk from com-
mercial bank’s balance sheets. More importantly however, it offers some 
more fiscal flexibility to the government and helps to avoid a stronger 

Gross debt has been at a mar-
ginal 1.6% of GDP by end of 
2014 ... 

…which very favorably com-
pares to other Emerging and 
Advanced economies. 

Issuing sovereign debt exhib-
its various advantages for the 
economy. 
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source:  Bloomberg 

Figure 18: Chinese Equities and their Valuation  

source:  Bloomberg 

Figure 19: Hang Seng China AH Premium Index 

Shanghai Shenzhen CSI300 index  (l.h.sc.) 

Shanghai Shenzhen CSI300 index trailing PE-ratio (r.h.sc.) 

short-term fiscal consolidation which would have an immediate negative 
impact on economic growth.  We, therefore, expect the government to pur-
sue its expansionary fiscal policy path for this year whereas for next year a 
gradual consolidation of fiscal expenditure, especially of capital spending, 
may be expected. As a result we forecast the overall economy to grow by 
3.4% this year and 2.1% in 2016 with Non-oil private sector growth ex-
pected to be around 3.0% next year after 3.4% in the current year. 

A Bumpy Road ahead for Global Financial Markets 

In the course of the last months global financial markets have been shaken 
by a number of macro and market events.  In July the looming Greek debt 
crisis weighed on the markets until a last minute compromise was found 
keeping Greece inside the Eurozone. After this financial markets were 
growingly focusing on China. A number of ambiguous macro figures raised 
concerns on the outlook for the Chinese economy and the government’s 
capability to avoid a “hard landing” with potentially harmful implications 
for the global economy.  Market volatility finally spiked in mid-August 
when the PBoC unexpectedly devalued the Renminbi further fueling con-
cerns on the state of the Chinese economy. All risky asset classes were sub-
ject to sharp corrections with, however, a quick partial recovery thereafter.  

In particular, international investors were also increasingly worried about 
the potential fallout of the massive correction the Chinese equity market 
witnessed since mid-June which amounted to more than  30% in a little 
more than one month (measured by the CSI300 Shanghai-Shenzhen Com-
posite index).  However, this sharp market drop has to be seen in the con-
text of a massive rally which had propelled the market by about 150% over 
the previous 12 months (see figure 18). Hence, the market had reached 
again levels last seen in a general bubble-like bull phase 10 years ago. Ac-
cordingly market valuations were pushed to lofty levels, although not to 
the same extent as 10 years before since earnings growth expectations at 
that time were massively higher than in today’s lower macro growth envi-

Hang Seng China AH Premium index (in % from neutral 100) 

After the looming Greek debt 
crisis the markets were grow-
ingly focusing on China. 

Investors were increasingly 
worried about the potential 
fallout of the massive Chinese 
equity market correction. 

We forecast the economy to 
grow by 3.4% in 2015, and 
2.1% in 2016. 
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source:  Bloomberg 

Figure 20: US FED Rate Hike Cycles and US Equities  

source:  Bloomberg 

Figure 21: Impact of Initial Rate Hike on US Equities 

Fed Funds rate (l.h.sc.)  

S&P500 index, logarithmic scale (r.h.sc.)  

ronment. Actually, the recent strong rally was not triggered by equity relat-
ed fundamentals but rather by improving liquidity conditions due to the 
Chinese central bank’s rate cut policy to stimulate the economy. On top, the 
government had proactively encouraged retail investors to enter the equity 
market. The rationale for this was twofold. First, more money poured into 
the equity market would open a transparent source of funding for Chinese 
companies and, hence, decrease their dependence on credit facilities pro-
vided by the untransparent Chinese shadow banking system. Second, Chi-
nese households’ participation in a well performing equity market would 
create additional private wealth thereby stimulating private consumption.   

During this market rally margin trading played an increasingly important 
role additionally fueling the ongoing market up-move. At its top in June of 
this year the outstanding margin credit balance constituted about 4% of 
total market capitalization, a level hardly seen in any other market. Obvi-
ously, the unwinding of these margin positions exacerbated the subsequent 
market correction. In the course of July the government felt obliged to take 
massive action in order to stop the markets from further falling. Measures 
ranged from ban of short selling, over concerted government-led stock pur-
chases to trade suspension of temporarily 40% of listed stocks. By end of 
August the market has finally stabilized but further medium-term market 
pressure seems to be likely in our view as Mainland-listed Chinese A-
shares are still traded at a premium of about 20% over their Hongkong-
listed H-share counterparts (see figure 19). From a pure macro perspective 
this sharp correction of the Chinese market may only have a limited impact 
on the real economy as equity investments only constitute about 6% of 
total Chinese households’ wealth (as opposed to about 24% in the case of 
US households). However, markets were more worried about the fact that 
Chinese authorities were unable to sustainably cushion this stock market 
rout which may put into question their ability to prevent the real economy 
from a sharp slowdown through adequate policy measures. 

Next to China global investors are increasingly focusing on the US Federal 
Reserve which is supposed to undertake its first interest rate hike poten-

The strong rally was not trig-
gered by equity related fun-
damentals but rather by im-
proving liquidity conditions. 

Margin trading played an 
important role in the market 
up–move. 

The government took massive 
action in order to stop the 
markets from further falling. 

Further medium-term pres-
sure on Chinese equities 
seems to be likely in our view. 
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Figure 22: Equity Regions: Performance Gap expected 

                        to narrow  

S&P500 index (US) 

Topix index (Japan)  

EuroStoxx index (Eurozone)  

source:  Bloomberg 

Bloomberg Commodity index (l.h.sc.) 

source:  Bloomberg 

Relative performance Emerging Markets vs. Developed 

Markets (MSCI indices) (r.h.sc.) 

tially as early as September. In hindsight, the US central bank had been a 
true tailwind for US equities throughout the entire bull market of the last 6 
years. Through its QE programs the FED injected massive liquidity in the 
financial system thereby creating substantial asset price inflation with eq-
uity market valuations correspondingly expanding. This market support by 
the central bank has ended last year with the expiry of the last QE program. 
Since then the US equity market has remained largely range-bound.  

The critical question therefore is what the impact of a new rate hike cycle 
may be on the US equity market. Over the last 35 years there have been five 
FED fund interest rate cycles in the US (see figure 20).  The average rate 
increase from trough to top was 315 basis points and the average time 
span from the first to the last rate hike was 20 months.  The most critical 
question in this context is how the equity market reacted at the initiation of 
a new rate hike cycle. Figure 21 shows the performance of the S&P500 over 
the six months before and after the first rate hike. The graphic illustrates 
that over the last 5 rate hike cycles there is no clear pattern to be recog-
nized which would support the view that an initial rate increase had a sig-
nificant (in particular negative) impact on the equity market. This may be 
explained by the fact that, although the precise timing may be uncertain, 
rate hike cycles are generally anticipated by the markets as they are initiat-
ed by the central bank in an environment of an already improved macro 
backdrop. In this sense the upcoming rate hike cycle is not different as it 
has been expected by the market since quite a while. This means that the 
market has had sufficient time to adapt to the new interest rate reality.  

However, this also implies that monetary policy is not a tailwind for the US 
equity market anymore and that the focus will shift back to corporate earn-
ings as a main driver for future equity market performance. In this regard 
the potential for the US equity market may look quite limited. Earnings 
growth at this advanced stage of the economic cycle is rather subdued and 
operating margins in the US at a cyclical high. On top, the strong US curren-
cy is biting into corporate earnings of internationally operating US compa-
nies. Hence, we expect the US market to continue to be rather range bound 

Historically there is no signifi-
cant impact of rate hikes on  
the equity market. 

Monetary policy is not a tail-
wind for equities anymore 
and the focus will shift to cor-
porate earnings. 

Investors’ focus has shifted to 
the Federal Reserve. 

Figure 23: Emerging Market Equities linked to Commodity 

Bear Market 
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source:  Bloomberg 

Figure 24: Tadawul and MSCI Emerging Markets  

source:  Bloomberg 

Figure 25: Tadawul and Global Markets  

Tadawul All-share index  

MSCI Emerging Market index  (rebased) 

Tadawul All-share index  

MSCI World  (rebased) 

in the foreseeable future. From a geographical perspective we favor at this 
juncture European and – to a lesser extent - Japanese equites. Their econo-
mies are in a different stage of the cycle clearly lagging the US which offers 
some cyclical upswing potential in the medium term (see figure 22). Mone-
tary policy as mentioned above is still largely supportive for these equity 
markets and corporate margins have still plenty of room to expand (on this 
topic see also Global Investment Perspectives, April 2015).  A word of cau-
tion, however, has to be expressed in the case of Japan, as the Chinese cur-
rency devaluation and the potential weakness of the economy may directly 
impact its neighbors amongst which also Japan. On the other hand, we still 
recommend to avoid Emerging Market equities. Although traded at a con-
siderable valuation discount to developed markets they face an adverse 
macro environment at this juncture. Rising US interest rates, a strengthen-
ing US dollar and in particular commodity prices generally still in a secular 
bear market (see figure 23) don’t favor Emerging Market equities in a glob-
al asset allocation framework.  

Against the backdrop of heightened macro uncertainties especially cen-
tered around the Chinese economy and monetary policy in the US less sup-
portive we don’t expect the high volatility in global financial markets to 
abate in the near future. As a consequence, we take a gradually more cau-
tious stance towards risky assets in general and equities in particular.  

Tadawul: The New Normal  after the Market Opening  

The Saudi stock market is not a typical Emerging equity market and exhib-
its a comparably low correlation to the global MSCI Emerging Market index. 
(see figure 24)  It rather follows its own cycle as do equity markets of the 
entire GCC region. However, as Emerging Markets in general are closely 
linked to overall commodity prices so is the Saudi market correlated to the 
oil price. This relation may vary depending on the level of the oil price and 
be therefore non-linear by nature (on this topic see Global Investment Per-
spectives April 2015) but at these depressed oil price levels the market 

We favour European and to a 
lesser extent Japanese equi-
ties and we avoid Emerging 
Market equities. 

Heightened macro uncertain-
ties prompt us to take a grad-
ually more cautious stance. 

Tadawul typically exhibits a 
low correlation to MSCI 
Emerging Markets index. 
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source:  Bloomberg 

Figure 26: Tadawul and the Oil Price  

source:  Tadawul 

Figure 27: Monthly Net Purchases by Foreign Investors  

Tadawul All-share index (l.h.sc.)  

Brent oil price (r.h.sc.)  

Monthly Swap agreement net purchases  

Monthly QFI net purchases (since June 2015) 

tends to react quite sensitively to changes in these prices.  Hence, the re-
cent oil price drop is one main explanatory factor for the recent  market 
correction in July and August (see figure 26). A second main reason is the 
global market environment. Tadawul didn’t correct on an isolated basis but 
rather in the context of a major global market rout which was mainly trig-
gered by the factors mentioned above (see figure 25).  This particularly 
applies to the market plunge in the second half of August (and the partial 
recovery thereafter). 

However, besides oil and global market conditions there was also a market 
specific factor additionally contributing to the massive correction of Tad-
awul in July and August: the hype prior to the market opening to foreign 
investors in June 2015. In fact, on the back of euphorically high expecta-
tions the market had in our view just too much advanced until beginning of 
June. Many market participants had simply been overly optimistic on the 
short-term impact of this event.  This had pushed the market to levels 
which couldn’t fundamentally be justified. Foreign investors also tried to 
front-run the market opening which is illustrated by the record high net 
purchases of Swap agreements of 2480bln SAR in April shortly after the 
precise opening date was officially announced (see figure 27). Since quite a 
while we have cautioned against too optimistic expectations regarding the 
short-term impact of the market opening and highlighted the lofty valua-
tions the market had reached as a consequence of this (see KSA Market 
Opening to Foreign Investors, 11 May 2015).  

In fact, initial net purchases by QFIs turned out to be small in the opening 
month of June with 18mln SAR and Qualified Foreign Investors were even 
net sellers in July by 21mln SAR (see figure 27). These figures can be ex-
plained by the fact that foreign institutional investors may first familiarize 
with the characteristics of the Saudi market from an investment but also 
from an operational view. Besides, our valuation concerns at market levels 
above 9500 in Tadawul All-share index were most probably shared by 
many foreign investors. As a consequence, euphoric expectations made 
way for a more sober view on the market opening which further exacerbat-
ed the market correction. 

At these depressed oil price 
levels the Saudi market tends 
to react quite sensitively to 
changes in these prices. 

On the back of euphorically 
high market opening expecta-
tions  Tadawul had just too 
much advanced. 

Euphoric expectations made 
way for a more sober view on 
the market opening. 
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From a longer-term perspective, however, we stick to our view that the 
impact of this market opening will be very positive for Tadawul. In particu-
lar, the expected inclusion in the widely used MSCI Emerging Market index 
will attract massive foreign capital given that institutional fund money of 
about 1300bln USD is benchmarked against the MSCI Emerging Market 
index.  In the context of this index inclusion we, therefore, still expect in-
flows of 25-30bln USD.  However, this index inclusion is earliest to be ex-
pected by mid-2017 with a decision by MSCI to be taken in the course of 
2016.  For the time being investors should rather focus on the fundamen-
tals for Tadawul.  

In fact, the recent strong correction constitutes a re-rating of Tadadwul 
which has brought the market on solid valuation grounds, much more ap-
propriately reflecting the economic backdrop of a lower growth environ-
ment going forward.  Against the background of jittery global markets, 
however, Tadawul is expected to remain range-bound in the short-term. 
Our positive oil price outlook may provide some constructive support in 
the medium term.  

We still expect inflows of 25-
30bln USD by foreign inves-
tors in the coming years. 

The recent strong correction 
has brought Tadawul on solid 
valuation grounds. 
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Valuation Equity Markets Performance Equity Markets 

As of  31 August 2015 

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 Central Bank Rates 

End of period, 2015 forecast  End of period, 2015 forecast  

Government Bond Yields (as of 31 August 2015) Central Bank Rates (as of 31 August 2015) 

source: Bloomberg, RC estimates 

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

of dividends 

2012 2013 2014  08/15YTD

World (MSCI World AC) 13.4 20.3 2.1 -4.9

Adv.  Economies (MSCI World) 13.2 24.1 2.9 -3.8

USA (S&P500) 13.4 29.6 11.4 -4.2

Euro Area (EuroStoxx) 15.5 20.5 1.7 6.5

Japan (Topix) 18.0 51.5 8.1 9.2

United Kingdom (FTSE100) 5.8 14.4 -2.7 -4.9

Emerging Markets (MSCI EM) 15.2 -5.0 -4.6 -14.4

China (CSI300) 7.6 -7.7 51.7 -4.7

India (Sensex) 25.7 9.0 29.9 -4.4

Russia (Micex) 5.2 2.0 -7.2 24.1

Brazil (Ibovespa) 7.4 -15.5 -2.9 -6.8

Saudi Arabia (Tadawul) 6.0 25.5 -2.4 -9.7

PE 15 PE 16 PB 15 RoE 15

World (MSCI World AC) 15.3 17.7 1.9 12.3

Adv.  Economies (MSCI World) 15.8 14.3 2.0 12.5

USA (S&P500) 16.2 14.6 2.5 15.4

Euro Area (EuroStoxx) 14.7 13.1 1.5 10.3

Japan (Topix) 13.9 12.8 1.2 8.8

United Kingdom (FTSE100) 14.8 13.4 1.7 11.5

Emerging Markets (MSCI EM) 11.4 10.1 1.3 11.4

China (CSI300) 12.6 11.1 1.8 14.2

India (Sensex) 15.5 13.1 2.7 17.4

Russia (Micex) 6.0 5.2 0.6 10.2

Brazil (Ibovespa) 12.4 9.9 1.1 8.7

Saudi Arabia (Tadawul) 13.0 11.2 1.6 11.9

2012 2013 2014 2015f

Advanced  Economies 

USA 0.25 0.25 0.25 0.50

Euro Area 0.75 0.25 0.05 0.05

Japan 0.10 0.10 0.10 0.10

United Kingdom 0.50 0.50 0.50 0.65

Emerging  Economies

China 6.00 6.00 5.60 4.25

India 8.00 7.75 8.00 7.15

Russia n.a. 5.50 17.00 10.00

Brazil 7.25 10.00 11.75 14.75

Saudi Arabia 2.00 2.00 2.00 2.25

2012 2013 2014 2015f

Advanced  Economies 

USA 1.76 3.03 2.17 2.50

Euro Area 1.32 1.93 0.54 0.90

Japan 0.79 0.74 0.33 0.45

United Kingdom 1.83 3.02 1.75 2.20

Emerging  Economies

China 3.60 4.60 3.65 3.50

India 8.24 9.23 8.00 7.60

Russia 6.81 7.83 10.39 12.00

Brazil 9.17 10.88 12.36 14.75

Saudi Arabia n.a. n.a. n.a. n.a.

14.25

11.00

7.25

4.60

2.00

0.50 0.25 0.10 0.05
0.00

4.00

8.00

12.00

16.00

Brazil Russia India China KSA UK USA Japan Euro
Area

14.26

12.56

7.75

3.40

2.15 1.90

0.77
0.39

n.a.
0.00

4.00

8.00

12.00

16.00

Brazil Russia India China USA UK Euro
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Recommended 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/return-characteristics (i.e. more than 5 years horizon) of all asset classes 
considered. The Tactical Asset Allocation for the “Balanced” profile incorpo-
rates 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. 

13

-5

-10

2

-15 -10 -5 0 5 10 15

Money Market

Alt. Investments

Fixed Income

Equities

Asset Class Tactical Allocation Strategic Allocation Over- / Underweight

Equities 52 50 +2

Saudi Arabia 25 25 0

GCC other 5 5 0

USA 9 10 -1

Europe 8 4 +4

Asia/Japan 5 3 +2

Emerging Markets 0 3 -3

Fixed Income 15 25 -10

High grade bonds 5 15 -10

High yield bonds 5 5 0

Emerg. Market bonds 5 5 0

Alternative Investments 10 15 -5

Hedge Funds/Private Equity 5 5 0

Real Estate 5 5 0

Commodities/Precious Metals 0 5 -5

Money Market 23 10 +13

Cash SAR 23 10 +13

Total 100 100 0

+13

-5

-10
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Money Market

Alt. Investments
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Equities

Tactical Assets Allocation 

(as of September 2015) 

Money Market, 
23%

Alt. Investments, 
10%

Fixed Income, 
15%

Equities, 52%

Underweights / Overweights 

(Tactical vs.  Strategic Asset Allocation) 
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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 representa-
tions 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, uncertain-
ties 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 
which the reader’s may have. Before making an investment decision the reader should seek advice from an inde-
pendent financial, legal, tax and/or other required advisers. 

This research report might not be reproduced, nor distributed in whole or in part, and all information; opinions, 
forecasts and projections contained in it are protected by the copyright rules and regulations.  

Riyad Capital is a Saudi limited liability company , with commercial registration number (1010239234), licensed 

and organized by the Capital Market Authority under License No. (07070-37), and having its registered office at Al 

Takhassusi Street, Prestige Building, Riyadh, Kingdom of Saudi Arabia (“KSA”). Website: www.riyadcapital.com  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 


