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The outcome of the British referendum in June 2016 to leave the Euro-
pean Union (BREXIT) has major implications for the UK economy and 
the Pound Sterling but does only marginally affect the global economy. 

At the same time the BREXIT vote is a showcase of political event risk 
and its game changing nature for an economy. Over the next 12-18 
months there are a number of major political tipping points in Europe 
and the US potentially affecting the regional and global economy. 

Oil prices have considerably recovered since their lows in January 
2016.  In the short run their potential seems limited as any further 
price increases could encourage US shale oil to boost production again. 
Overall the market is on a bumpy road to rebalance in 2017.  

In the first part of 2016 the Saudi economy has been divided into an 
expanding Oil sector and a clearly decelerating Non-oil sector. An over-
all recovery is expected into 2017.  Slowing imports and (most recent-
ly) international  funding of the fiscal deficit have helped to diminish 
foreign currency reserves depletion.  

Global financial markets have recovered from the BREXIT shock in 
June. At current levels equity markets are probably as good as it gets.  
At record low yields drawdown risks outweigh any further return po-
tential for fixed income investors. A strengthening US dollar will weigh 
on commodity prospects in the short run. 

The Saudi equity market has  recently decoupled from its  key drivers, 
i.e. oil and global markets (see figure below). This phenomenon will 
turn out to be temporary in our view. From a medium-term perspec-
tive, we expect higher oil prices, a corporate earnings recovery and 
growing foreign investors’ interest to support the market into 2017. 
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The Global Economy and Financial Markets after BREXIT 

Tadawul Decoupling from its Key Fundamental Drivers 

source:  Bloomberg, RC  

Tadawul All-share index 

Fair Value based on Factor-Model  (Brent, MSCI World) 
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Part 1: Global Economy 

Fallout from the British BREXIT Vote  

The outcome of the British BREXIT referendum in June to leave the Europe-
an Union is a potential economic game changer for the local and regional 
economy.  It remains to be seen whether the LEAVE vote will finally trans-
late into a superior economic and political state of affairs for the United 
Kingdom in the long term. However, in the short and medium term it im-
plies a sharply increased uncertainty on business conditions in the UK given 
that the European Union constitutes by far the most important trade part-
ner for the Kingdom (44% of total UK exports go to the rest of the European 
Union). As a consequence, private spending and investments in the UK may 
suffer over the next two years which means that growth prospects have to 
be revised to the downside accordingly. Hence, we lower the forecast for 
real GDP growth for the UK to 1.7% (from 2.2%) for this year and to 1.3% 
for next year (see table 1). However, as a worst case we wouldn’t even rule 
out the possibility of a recession in the course of 2017 in the UK.  

Against this background the Pound Sterling turns out to be particularly vul-
nerable. In fact, against the US dollar the UK currency has already dropped 
to levels last seen by the mid-80ies of last century (see figure 1).  The cur-
rency weakness in the light of the British LEAVE vote can be explained by 
the large UK current account deficit corresponding to more than 5% of GDP 
in 2015 (see figure 2). This large gap in trade balance and investment in-
come streams has to be compensated by corresponding capital inflow 
through direct or portfolio investments from abroad. If these capital inflows 
fail to materialize – a likely scenario under the new BREXIT regime – the 
British Pound will continue to be under considerable pressure.  These criti-
cal external financing conditions have also motivated the major rating agen-
cies to downgrade UK sovereign debt immediately after the BREXIT vote. 

Within the UK economy the real estate sector is an area especially at risk 
after the BREXIT vote.  Property prices in the UK had substantially recov-
ered after the financial crisis of 2008/2009 (see figure 3). This particularly 

source:  Bloomberg 

Figure 1: GBP Weakness due to BREXIT 

source:  Bloomberg 

Figure 2 : Strong Deficit of UK Current Account   

GBP / USD exchange rate 

The outcome of the British 
BREXIT referendum is a po-
tential game changer for the 
local and regional economy. 

The Pound Sterling is particu-
larly vulnerable because of 
the large UK current account 
deficit. 

UK Current account balance as % GDP 

The UK real estate sector is 
especially at risk after  the 
BREXIT vote. 
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source:  Bloomberg 

Figure 3: UK Property Prices Table 1: Real GDP Growth (2016, 2017 forecast) 

applies to the London area where prices most recently have ended up be-
ing about 50% above their pre-crisis level of 2007 after having surged dra-
matically over the last three years. The BREXIT vote and the related uncer-
tainties for the UK economy could constitute an inflection point for the 
overall country and especially the London property market. Hence, a price 
correction seems to be highly likely in the near future. Massive selling pres-
sure on some open-ended real estate funds after the BREXIT vote, which 
forced the fund providers to temporarily close some of these funds, may be 
a harbinger of this trend. However, in conjunction with the expected fur-
ther GBP currency weakness this also implies that over the next 12 months 
some attractive investment opportunities may open up for patient foreign 
real estate investors in the UK. 

Outside the UK the direct fallout of the BREXIT vote may be more con-
tained. Continental Europe, in particular the Euro zone area, will primarily 
be affected given that the UK constitutes an export trade partner covering 
about 17% of total Continental European exports.  As a result of the deteri-
orating economic outlook for the UK we gradually adjust the previous Euro 
zone area real growth forecasts for 2016 and 2017 in our baseline scenario 
by each 0.2% to 1.6% and 1.4%.  

At a global level the BREXIT vote will only have a marginal impact in our 
view given that the UK only accounts for about 2.5% of the world economy 
(on the basis of purchasing power parity exchange rates). 

 
Political Event Risks Weighing on Global Economic Prospects 

However, it has to be stressed at this point that there are various risks to 
this baseline scenario outlined above. In particular, the BREXIT vote has 
turned out to be a showcase of political event risk to a central economic 
outlook.  And BREXIT is not an isolated political game changer. With a view 
over the next 12-18 months there are a number of major political tipping 
points potentially affecting the global and regional economic outlook.  Fo-
cussing on Europe the BREXIT vote has clearly weakened the institutional 

source:  IMF, RC estimates 
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Figure 4:  GDP Growth Euro area and Italy  Figure 5: Opinion Poll on Future of EU 

source: : Eurostat, Bloomberg  source:  Eurobarometer, European Union,  December 2015  

framework of the European Union. The next milestone for EU stability will 
be in autumn of this year when a constitutional referendum is supposed to 
be scheduled in Italy. This referendum is aimed at strengthening political 
stability by redefining the role of the Senate, one of the two chambers of 
the Italian parliament. The Italian prime minister Matteo Renzi has already 
linked his personal political future to the outcome of this referendum. A 
rejection by the Italian people could, therefore, generate considerable polit-
ical turmoil. And yet, political stability would be all the more important at 
this juncture in Italy facing sluggish growth (see figure 4) and an ailing Ital-
ian banking system requiring some swift action of support in the course of 
this year. 

Next to this, there will be presidential elections in Spring of next year in 
France where the acceptance of the current ruling party is at historically 
low levels. This might open up opportunities for nationalistic forces clearly 
rejecting the European Union – an attitude already shared by a considera-
ble part of the French population (see figure 5). Similar political forces also 
feel tailwinds in Germany where general elections are scheduled for au-
tumn of next year although the ruling coalition may not be seriously chal-
lenged there.  

Looking on the other side of the Atlantic there will be presidential elections 
in November in the United States.  With a view on the (albeit still not pre-
cisely defined) economic program of the Republican candidate Donald 
Trump such as his foreign trade and fiscal policy proposals these elections 
could in fact turn out to be an economic game changer for the largest econ-
omy in the World.  Financial markets have so far been quite reluctant to 
price-in such a scenario – probably not at least due to opinion polls indicat-
ing still a margin in favour of the Democratic candidate. 

Although we don’t incorporate at this juncture a major negative impact on 
our economic baseline scenario through political event risk beyond BREXIT 
it will be important to keep a close eye on the further developments on the 
political frontline and adapt our view accordingly if required. 

It will be important to keep a 
close eye on the political 
frontline and adapt our view 
if required. 

The next milestone for EU 
stability will be in autumn the 
constitutional referendum in 
Italy. 

There will be presidential 
elections in France next 
Spring and general elections 
in Germany in autumn 2017. 

The presidential elections in 
the US in November could 
turn out to be an economic 
game changer. 

Real GDP growth Italy, % qoq, annualized 

Real GDP growth Euro area, % qoq annualized  Optimistic  (in %)  

Pessimistic (in %) 
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Figure 6: FED Forecast and FED Fund Futures Figure 7: BoJ Balance Sheet and CPI Inflation  

Monetary Policy in a Challenging Environment  

Major central banks will take an accommodative stance against the back-
drop of the economic uncertainties related to the BREXIT vote and in view 
of further political event risk highlighted above.  The Bank of England - alt-
hough keeping the base rate unchanged in its July meeting - is expected to 
pursue an expansionary path in the coming months to support the UK 
economy. Rate cuts close to zero until yearend seem highly likely at this 
juncture. The Federal Reserve has repeatedly stressed in the recent past 
that it also takes global economic and financial market conditions into ac-
count in its deliberations. As a consequence, we now expect only one single 
rate hike throughout 2016.  This is less than what the FED officials on aver-
age predicted in June (before BREXIT vote) for yearend 2016. However, 
FED officials, who publish their FED Fund rate forecasts on a quarterly ba-
sis, have already revised their interest rate predictions consistently to the 
downside over the last 2 years – a fact widely anticipated by market partic-
ipants and, hence, reflected in interest rate futures (see figure 6). 

An even more challenging environment is currently faced by the Bank of 
Japan. Three years ago the BoJ started its QE program through which it ex-
panded its balance sheet (and hence the monetary base) by more than 
160%. However, its continuous liquidity injections into the financial system 
turned out to be incrementally ineffective. The economy has not been sus-
tainably lifted so far and CPI inflation is again far away from the targeted 
2% (see figure 7).  After a strong victory of his political party in the upper 
house elections in mid-July 2016 prime minister Shinzo Abe announced a 
further massive fiscal stimulus program.  Against the backdrop of a large 
budget deficit and a significant government debt burden economists and 
financial markets expect this additional fiscal burden to be financed 
through so called “helicopter money”.  This means a direct transfer of mon-
ey from the central bank to the government.  This would clearly constitute 
a new element in the monetary toolkit of central banks. It remains to be 
seen whether such a new and unconventional measure will ultimately suc-
ceed in fuelling growth and inflation in Japan.  

source:  Bloomberg, Federal Reserve  source:  Bloomberg, Bank of Japan  

Japan CPI inflation % yoy, r.h.sc  

FED Fund rate by end 2016, FED officials forecast (median)  

FED Fund futures rate Dec-2016 

Bank of Japan balance sheet (in tln JPY), l.h.sc  

The expected fiscal stimulus 
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hike in 2016 by the FED. 
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jections by the Bank of Japan 
have turned out to be incre-
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Major central banks will take 
an accommodative stance  
against the backdrop of 
BREXIT. 
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Figure 8: Brent and WTI Oil Price Figure 9:  US Oil Production and Rig Count  

Part 2: Oil Market  

Oil Market Rally Losing Steam  

Since January of this year the global oil market has witnessed a strong price 
recovery. The price for Brent oil soared from a low of 28USD in mid-
January to 52USD in mid-June, WTI from 26 to 51 over the same period 
(see figure 8).  This price rally was primarily fueled by supply side related 
factors. US crude oil production which had previously recovered towards 
end of 2015 dropped from January to June 2016 by more than 800k bd (see 
figure 9). This means that low oil prices finally took their toll amongst US 
shale producers. In April and May major outages especially in Canada be-
cause of devastating wildfires and in Nigeria due to rebels’ pipeline attacks 
further contributed to the cut in global oil production. In Canada output 
was down by more than 1.1mln bd in May compared to March, in Nigeria 
production declined by 600k bd between January and May. This overall 
reduction was sufficiently large to outweigh the Iranian oil supply increase 
of 700k bd in Spring, a move widely expected after the lifting of sanctions 
on Iran by beginning of the year (see figure 10). Overall, global oil produc-
tion was 750k bd below last year in June according to the International 
Energy Agency (IEA). At the same time global demand growth turned out to 
be quite robust reaching 1.4mln bd in the 2nd quarter, a growth rate ex-
pected by the IEA to hold throughout the entire 2016. As a consequence, 
the global oil market was at least temporarily back in balance in the second 
quarter 2016 after many months of considerable oversupply.   

However, in June the oil price rally began to lose some steam.  At price lev-
els beyond 50USD the market started to worry that some US shale oil plays 
may increase output in the near future as current prices could make pro-
duction at the margin economical again. In fact, this would constitute a 
“de ja -vu” effect reminding of last year’s supply reaction of US shale oil after 
the strong price recovery in the first half of the year. This scenario has been 
further fueled by a major backlog of so called drilled but uncompleted 
(DUC) wells.  These are wells which have already been drilled but haven’t 
been brought online as a result of low oil prices.  There is currently a high 

source:  Bloomberg  source:  Bloomberg, EIA, Baker Hughes  

US oil rig count, r.h.sc. 

Brent oil price  

WTI oil price 

US oil production (in mln bd) , l.h.sc.   

The overall reduction in the 
US, Canada and Nigeria was 
sufficiently large to outweigh 
the Iranian oil supply in-
crease. 

At price levels beyond 50USD 
the market started to worry  
about potential US shale oil 
output increase…. 

The rally in oil prices was 
primarily fueled by supply 
side related factors. 

...because of a major backlog 
of drilled but uncompleted 
wells (DUC). 
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degree of uncertainty in the market about the potential impact of these 
DUCs on overall production and prices as they are a relatively new phe-
nomenon. For the most part before the emergence of shale, companies 
drilled a well and completed it as quickly as possible in order to get the 
crude to market. But the steep price downturn forced many companies to 
conserve cash. They drilled new wells near or under breakeven prices but 
didn’t hire crews to complete them. As a result, the current backlog of DUCs 
has occurred.  In fact, rig count numbers of US oil producers have already 
started to rise again since mid of May although the increase has remained 
subdued so far (see figure 9).  In any case, the large backlog of DUCs on US 
shale plays and the short time lag to put them online constitutes some sort 
of cap on oil prices for the time being.   

As an additional restraining factor, part of the previously reduced output 
due to the above mentioned outages started to gradually recover during 
the month of June adding to the overall supply. 

A further cap to any major short-term price increases are the still elevated 
inventory levels at a global scale. According to IEA OECD commercial in-
ventories climbed to a new record of close to 3100mln barrels in June (see 
figure 11). On top, floating storage continued to build, reaching its highest 
level since 2009. This is all the more remarkable because - contrary to 
2009 - floating storage for pure arbitrage purposes doesn’t turn out to be 
profitable at this juncture as the current contango term structure (i.e. fu-
tures prices above spot prices) isn’t sufficiently steep to outweigh floating 
storage costs. Overall, it will most probably require some sort of normaliza-
tion of these inventories to allow oil prices to sustainably establish beyond 
the 50USD mark.  

As a conclusion, we are still of the opinion that the oil market is overall on 
its way to rebalance in the course of the next quarters but the path to a new 
market equilibrium turns out be rather bumpy with further price increases 
to be limited in the short term.  We forecast an average oil price for Brent 
of 45USD for the entire 2016 (first half 2016 at 41.2USD) and of 53USD on 
average throughout 2017. 

Figure 10: Oil Production Selected Countries  Figure 11:  OECD Commercial Oil Inventories  

source:  Bloomberg  source:  Bloomberg, OECD 

Commercial oil inventories OECD  

(in number of days of consumption), r.h.sc. 

Canada    Commercial oil inventories OECD (in mln barrels), l.h.sc  
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will be rather bumpy.  

The large backlog of DUC’s 
constitutes some sort of cap 
on oil prices for the time be-
ing. 
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inventory levels at a global 
scale. 
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source:  GASTAT  

Figure 12:  Non-Oil Private Sector GDP Growth  Figure 13:  GDP Deflator and CPI Inflation  

Real GDP growth Non-oil private sector, % yoy  

Nominal GDP growth Non-oil private sector, % yoy 

Part 3: Saudi Arabian Economy 

Economic Slowdown in the first Half 2016  

According to recently released GDP figures the Saudi economy grew by 
1.5% year-over-year in the first quarter 2016.  This was the result of di-
verging developments within the economy. On the one hand, the Oil-sector 
grew by a remarkable 5.1% – a growth rate which can primarily be ex-
plained by Saudi Arabia’s crude oil production increase (+3.6%) in order to 
gain market share in a challenging global oil market environment. Besides, 
the Kingdom also massively expanded its refining activity (+24.5%) over 
the same period.   

On the other hand, the Non-oil private sector continued its growth slow-
down which had already started in 2015. In real terms it grew by 0.2% to 
last year’s first quarter. In this context, it is remarkable to note that nomi-
nal growth of the Non-oil private sector was only marginally higher with a 
rate of 0.5% (see figure 12).  This implies a sharp drop in the GDP deflator 
for the Private sector, a phenomenon which is in clear contrast to the most 
recent uptick in consumer price inflation (see figure 13).  This is an indica-
tion that the strong increase of energy prices by beginning of this year 
which largely explains the pick-up in CPI inflation has so far not filtered 
through to the general price level. The growth slowdown of the Non-oil 
sector has apparently prevented companies from passing on their energy 
cost increase to their customers.  Having said this, the size of the gap be-
tween CPI inflation and GDP deflator is big, even taking into account the 
apparent lack of second round inflation effects. Hence, we wouldn’t rule out 
a GDP data revision at the end of this year, most probably correcting real 
data to the downside.  

Various indicators of economic activity show that this growth slowdown of 
the Non-oil economy continued into the second quarter 2016.  Annual 
growth rates of ATM transactions and Point-of-Sales trades as proxies for 
consumer spending were broadly flat by end of May (using a 3-months 

source:  GASTAT 

GDP deflator Non-oil private sector, % yoy  

Various indicators show that 
the slowdown of the Non-oil 
economy continued into the 
second quarter 2016. 

The Non-oil sector continued 
its growth slowdown which 
had already started in 2015. 

GDP growth for the first quar-
ter was the result of diverging 
developments between the Oil 
and the Non–oil sector. 

CPI inflation, % yoy 
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source:  SAMA  

Figure 14: Growth Rate Imports  Figure 15: Foreign Currency Reserves SAMA 

Foreign currency reserves at SAMA, in bln SAR, l.h.sc. 

Monthly change in for. currency reserves, in bln SAR, r.h.sc  

source:  GASTAT 

Imports, 3-months moving average, % yoy 

moving average) after having dropped to single-digit negative rates in 
March of this year.  Based on (Markit) purchasing manager indices the 
business climate in the Non-oil private sector remained subdued in the sec-
ond quarter but stabilized at levels which still indicate economic expan-
sion. Finally, the drop of import growth in the first few months of this year 
pointing towards weak domestic demand provides further evidence for the 
general economic slowdown (see figure 14). 

Improving Growth Rates 

We expect the economic prospects for the Non-oil sector to gradually im-
prove into the second half of this year. In terms of growth rates this will be 
reinforced  by a base effect as the first half of 2015 displayed particularly 
strong growth for the Non-oil economy. This was the result of the govern-
ment’s two-month salary bonus in Q1 2015 which constituted a major fis-
cal stimulus. As this effect was fading out and the government initialized its 
fiscal consolidation process in the second half of 2015 the economy also 
started to slow down which will positively affect year-on-year growth rates 
in the second half of this year.  

Overall we stick to our forecast for the Saudi economy to grow by 1.3% in 
2016 and by 1.6% in 2017 whereas the Non-oil private sector is expected 
to grow by 1.5% this year and 2.0% next year. These projections are based 
on the assumption that the government will cut its fiscal expenditure to 
about 900bln SAR in 2016 (budget overrun of 7%) but will abstain from 
further spending cuts in 2017 in the light of an improving fiscal revenues 
backdrop. 

The decline of imports mentioned above will at the same time provide 
some relief to the trade balance respectively the current account balance 
which is in deficit due to lower oil revenues. In fact, the current account 
deficit of the last 18 months has also been a major drag on foreign currency 
reserves at SAMA. These reserves have declined from 2.8trln SAR in Sep-
tember 2014 to currently below 2.2trln SAR (see figure 15). However, 

Imports, % yoy 
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Figure 16: Government Bonds and SAMA Bills held by 

Commercial Banks  

Figure 17: SIBOR Yield Curve  

monthly withdrawals have most recently clearly diminished and in May 
2016 we have observed for the first time since 15 months a small increase 
in foreign reserves. Part of this can be explained by lower imports as men-
tioned above.  

Preferred Foreign Currency Funding 

An additional reason explaining the most recent stabilization of foreign 
currency reserves is related to the government’s deficit funding. In Spring 
of this year the government has started to finance its deficit on internation-
al capital markets by securing a USD-denominated loan of 10bln USD from 
a syndicate of international banks.  Actually, foreign currency financing of 
the fiscal shortfall helps to stabilize currency reserves at SAMA as it essen-
tially represents a foreign capital inflow. 

Next to this, it also provides a relief to the local capital market.  Over the 
last 12 months the government has borrowed on the local market  to fi-
nance its deficit. A large part of the issued local government bonds, about 
100bln SAR, has ended up on the balance sheet of commercial banks (see 
figure 16).  These governmental funding needs combined with the current 
account deficit accompanied by additional capital outflow has overall tight-
ened liquidity conditions in the local financial market despite a major re-
duction of SAMA Bills held by commercial banks at the same time (see fig-
ure 16).  This is also illustrated in the strong upward move of the entire 
SIBOR- yield curve over this period (see figure 17). 

The government already prepares the issuance of a series of international 
bonds of up to 15bln USD (56bln SAR). In fact, the current record low level 
of global interest rates constitutes an attractive environment to tap inter-
national capital markets.  Based on indications from the CDS (Credit default 
swap) market the Kingdom’s sovereign credit spread over US treasuries 
may be in the range of 160-200bp for maturities of 5 to 10 years.  Overall, 
this implies favorable funding costs in a historical perspective. 

 

source: Bloomberg 

as of 30 June 2016  

as of 30 June 2015 

source: SAMA  

SAMA Bills held by commercial banks (in bln SAR) 

Government Bonds held by commercial banks  (in bln SAR)  
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Figure 18: BREXIT Impact on Financial Markets Figure 19: Global Equities and Global Business Climate  

Part 4: Global Financial Markets 

BREXIT Impact Fading Out on Global Markets 

The BREXIT vote on 23 June took global financial markets by surprise as 
they had started to price-in a “Remain” victory in the days before the refer-
endum.  As a consequence, massive price action followed the days after. 
While all asset classes perceived as “risky” (e.g. equities, commodities, Eu-
ropean currencies) sharply dropped, investments considered as “safe ha-
ven” (e.g. government bonds, gold, Japanese Yen) soared at the same time.  
Global equities lost 7% in the following two trading days measured by the 
MSCI World index whereas Gold jumped by 5%.  

However, as the dust began to settle in the following weeks and investors 
took a more sober view on the true impact of the BREXIT vote they pro-
gressively started to differentiate.  As the global economy is not supposed 
to derail due to BREXIT global equities started to recover and in a matter of 
a few weeks reached again their pre-BREXIT levels. On the other side, the 
UK currency will largely be affected by the implications of the UK leaving 
the free trade zone of its most important trade partner. Hence, it continued 
to trade at sharply lower levels compared to the pre-BREXIT period (see 
figure 18) and will in our view most likely drop further into 2017 once the 
true fallout of this vote will unfold and be reflected in the macro data for 
the UK. 

Global Equities – As Good as it Gets 

Global equities have also been supported by encouraging economic data 
released during July. In particular in the US, a surprisingly positive labor 
market report, solid retail sales figures and strong housing market news 
bolstered the case for a robust US economy after some rather bleak macro 
news flow before.  Chinese GDP figures for the second quarter and related 
data also provided some relief. And finally the announcement of a fiscal 
stimulus package in Japan potentially financed through “helicopter money” 
as mentioned above further helped to support equity markets. 

source: Bloomberg 

MSCI World, y-o-y%, l.h.sc  

JPMorgan Purchasing Manager Index Composite World, r.h.sc. 

source: Bloomberg 

MSCI World index, r.h.sc. 

GBP / USD exchange rate, l.h.sc  
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We already highlighted in our February edition (Global Investment Per-
spectives, February 2016) that the fundamental problem global equities 
face at this juncture, seven years after the start of the global bull market in 
Spring 2009, is the absence of a major fundamental driver to push equities 
sustainably higher. Over the last years the driving forces for global equities 
have been a combination of sharply recovering corporate earnings and 
massive quantitative easing by major central banks. Corporate earnings 
growth has started to falter in the meantime and we may see only modest 
gains at best over the next 12months. And unprecedented liquidity injec-
tions by central banks over the last years have lifted equity valuations to 
lofty levels, but more importantly have incrementally lost their positive 
impact on equities (and the real economy). 

A global economy gaining some strong growth momentum could constitute 
a cyclical driver for equities as repeatedly proven over the last 20 years 
(see figure 19). However, although we may see some limited recovery po-
tential - particularly after some temporary weakness of the US economy - 
global growth overall will remain lackluster going forward. The fact that 
the forecast for global GDP projects some more growth in 2017 is rather 
the result of a few major Emerging Market economies (Brazil, Russia) ex-
pected to come out of recession than a broad based economic trend.  

Hence, after the vivid recovery from the BREXIT setback the current level 
of global equities is probably as good as it gets.  We, therefore, take an 
overall neutral stance towards equities as an asset class. 

From a regional perspective we would expect European equities to finally 
improve and diminish the valuation gap to their US counterparts over the 
next 12-18 months. A major reason for the underperformance of European 
equities since the global crisis has been the banking sector. Actually Euro-
zone banks are today traded at lower levels than during the financial crisis 
in 2008/2009 (see figure 20). The issue is that Europe didn’t fix its banking 
problem in the aftermath of the global financial crisis in the same distinct 
way as the US where banks today are in much better shape.  However, with 
a price/book-ratio of currently 0.5 - comparable to the valuation levels in 

Figure 20: European Market and European Banks 

source:  Bloomberg  

Figure 21: Japanese Equities and USD/ JPY  

Eurostoxx 50 index  

source:  Bloomberg  

Nikkei225 index, l.h.sc  

USD / JPY exchange rate, r.h.sc. 

The current level of global 
equities is probably as good 
as it gets. 

From a regional perspective 
we would expect European 
equities to finally diminish the 
valuation gap to their US 
counterparts.. 

The fundamental problem 
global equities face is the ab-
sence of a major driver to 
push  equities sustainably 
higher. 
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2008/2009 -  the market has already priced-in a large part of a negative 
scenario at this stage. Obviously, it will depend on how the ECB and the 
respective governments will strengthen their banks’ balance sheets in or-
der to restore investors’ confidence. That particularly applies to the Italian 
banking sector where as a result of the recession over the last few years a 
growing amount of bad loans has been accumulated.  Although the regula-
tory framework of the newly formed European banking union puts some 
limits on governmental support it seems in our view likely that some sort 
of aid package will be ultimately agreed on.  

Next to this we may also see some recovery potential for Japanese equities 
against the backdrop of a stimulus package held out in prospect to support 
economic growth and finally generate some sustainable CPI inflation.  This 
would also help weakening the Japanese currency – a key driver for the 
local equity market given the importance of exports for major listed com-
panies (see figure 21).  However, this is rather a medium-term projection 
as most recently there have already some market expectations been built 
up which may limit further price potential in the short term. 

Uneven Risk-Return Balance for Fixed Income Investors 

At this juncture, fixed income investors are facing unprecedented times. 
Government bond yields have continued to drop in the course of this year 
and reached levels not seen before (see figure 22). Actually, an estimated 
amount of about 12 trillion USD of government bonds (mainly European 
and Japanese) is even traded at a negative yield after BREXIT.  We wouldn’t 
rule out that given the potential risks and uncertainties related to the glob-
al economy these yields may continue to drop in the near future. However, 
from an investor’s perspective the balance of opportunities and risks has 
become uneven at these levels.  Limited further return potential is facing 
growing risk of considerable setbacks in any sign of a monetary 
“normalization”. This particularly applies to government and high grade 
corporate bonds which are mainly driven by changes in interest rates. 
Hence, we would clearly avoid these investments even potentially missing 
out some short-term return. 

We may also see some recov-
ery potential for Japanese 
equities against the backdrop 
of a stimulus package held 
out in prospect. 

Figure 23: Commodity Prices and the US Dollar 

source:  Bloomberg 

Bloomberg commodity index, l.h.sc  

US dollar effective exchange rate index, inverse scale, r.h.sc. 

source:  Bloomberg  

UK  

USA  

Figure 22: 10-Year Government Bond Yields  

An estimated amount of  
about 12 trillion USD of gov-
ernment bonds is traded at  a 
negative yield. 

From an investor’s perspec-
tive the balance of  opportuni-
ties and risks has become un-
even at these yield levels. 
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Commodities  

Commodities recovered in Spring 2016 after having reached new lows in 
January. Vanishing fears of a global recession helped to drive prices higher. 
But also a weakening US currency was a tailwind for this asset class. We 
already outlined in our February edition (Global Investment Perspectives, 
February 2016) that we see a major peak for the US dollar in the next 12-
18 months but that the market was too reluctant on FED rate policy leaving 
some final upside for the USD. This is about to unfold at this point, also on 
the back of recent solid US macro data.  Hence, we expect some more up-
side for the US currency in the coming months before a major peak will be 
reached. As a consequence, commodities as an asset class should be avoid-
ed in the short term before a more promising call can be made.  

 

Part 5: Saudi Equity Market 

Tadawul Uninspired by Fundamental Drivers 

Since April of this year Tadawul All-share index is trading in a range be-
tween 6000 and 7000 after having recovered from its multi-year low at 
5460 in mid-January. This is remarkable as the market, by remaining in this 
relatively narrow range, didn’t react to the major moves of its traditional 
fundamental drivers. This is illustrated by using a quantitative factor-
model for TASI explaining its performance by two fundamental economic 
drivers: the oil price (Brent) and global equity markets (MSCI World). Fig-
ure 24 shows that the Saudi market quite closely followed this model from 
beginning of 2015 until Spring of this year.  Since then, however, the local 
equity market has largely decoupled and in particular hasn’t tracked the 
further recovery of oil prices and global equities with the consequence of 
ending up about 10-15% below the model’s fair value.    

The reality, however, is that the Saudi economy will still be dependent on 
oil prices in the foreseeable future and its link to global markets will in our 
view even strengthen over time as the Saudi capital markets have started 

Since April Tadawul hasn’t 
reacted to the major moves of 
its traditional fundamental 
drivers oil and global mar-
kets. 

As a consequence, commodi-
ties as an asset class should 
be avoided in the short term. 

We see some more upside for 
the US dollar before a major 
peak will be reached. 

Figure 24: TASI and Factor-Model Fair-Value 

Fair Value based on Factor-Model  

Tadawul All-share index 

source:  Bloomberg, RC 

Figure 25: Foreign Investors’ Net Purchases 

Combined net montly purchases Swap Agreements and QFI 

source:  Tadawul 
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to undertake serious efforts to open up for foreign investors. Hence, we 
believe that this period of low sensitivities to major driving factors will 
turn out to be temporary and the market at some point will react again 
more distinctly on its key drivers.  Using our model as a guidance for the 
market, price potential for Tadawul may be somewhat limited in the com-
ing months given our outlook for oil and global markets (aside from its re-
covery potential to current fair value).  However, with a view into 2017 the 
outlook will brighten as at least the predicted oil price recovery will pro-
vide some support.  

This conclusion generally squares with our view on corporate earnings for 
this and next year. We reiterate our forecast already expressed earlier that 
earnings for TASI will drop by about 5-15% in 2016 – which is broadly con-
firmed by earnings figures of the first two quarters of 2016. However, as 
we expect the economy to bottom out in the course of this year and gradu-
ally recover in 2017, company earnings will also follow the same pattern.   

Next to this we could most recently observe a more positive stance of for-
eign (institutional) investors towards the Saudi market. Actually, for the 
first time since many months net Swap and QFI purchases have been posi-
tive throughout the second quarter of this year (see figure 25). Although 
these volumes are still comparably low this can be considered as a promis-
ing sign of confidence for the medium-term outlook of Tadawul.  

We believe that this period of 
low sensitivity to major driv-
ing factors will be temporary. 

As we expect the economy to 
bottom out in the course of 
this year and gradually recov-
er in 2017, company earnings 
will follow the same pattern. 

For the first time since many 
months net Swap and QFI 
purchases have been positive 
throughout the second quar-
ter. 
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Valuation Equity Markets Performance Equity Markets 

As of  30 June 2016 

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, 2016 forecast  End of period, 2016 forecast  

Government Bond Yields (as of 30 June 2016) Central Bank Rates (as of  30 June 2016) 

source: Bloomberg, RC estimates 

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

of dividends 

2013 2014 2015 06/16

World (MSCI World AC) 20.3 2.1 -4.3 0.0

Adv.  Economies (MSCI World) 24.1 2.9 -2.7 -0.6

USA (S&P500) 29.6 11.4 -0.7 2.7

Euro Area (EuroStoxx) 20.5 1.7 8.0 -12.3

Japan (Topix) 51.5 8.1 9.9 -19.5

United Kingdom (FTSE100) 14.4 -2.7 -4.9 4.2

Emerging Markets (MSCI EM) -5.0 -4.6 -17.0 5.0

China (CSI300) -7.7 51.7 5.6 -15.5

India (Sensex) 9.0 29.9 -5.0 3.4

Russia (Micex) 2.0 -7.2 26.1 7.4

Brazil (Ibovespa) -15.5 -2.9 -13.3 18.9

Saudi Arabia (Tadawul) 25.5 -2.4 -17.1 -6.0

PE 16 PE 17 PB 16 RoE 16

World (MSCI World AC) 6.3 14.4 1.9 30.5

Adv.  Economies (MSCI World) 16.8 14.9 2.0 11.9

USA (S&P500) 17.9 15.7 2.8 15.6

Euro Area (EuroStoxx) 14.2 12.4 1.3 9.3

Japan (Topix) 12.8 11.8 1.0 8.1

United Kingdom (FTSE100) 16.8 14.4 1.7 10.3

Emerging Markets (MSCI EM) 12.6 11.1 1.4 11.0

China (CSI300) 13.0 11.6 1.7 13.2

India (Sensex) 16.8 14.1 2.9 17.2

Russia (Micex) 7.1 6.1 0.7 10.4

Brazil (Ibovespa) 13.1 10.6 1.3 9.9

Saudi Arabia (Tadawul) 13.5 12.3 1.4 10.6

2013 2014 2015 2016f

Advanced  Economies 

USA 0.25 0.25 0.50 0.75

Euro Area 0.25 0.05 0.05 0.00

Japan 0.10 0.10 0.10 -0.10

United Kingdom 0.50 0.50 0.50 0.25

Emerging  Market Economies

China 6.00 5.60 4.35 4.10

India 7.75 8.00 6.75 6.35

Russia 5.50 17.00 11.00 9.25

Brazil 10.00 11.75 14.25 13.50

Saudi Arabia 2.00 2.00 2.00 2.25

13.50

10.50

6.30

4.35

2.00

0.50 0.50
0.00

-0.10

-4.00

0.00

4.00

8.00

12.00

16.00

Brazil Russia India China KSA UK USA Euro
Area

Japan

12.07

8.57
7.45

2.86

1.47
0.86

-0.13 -0.22

n.a.

-4.00

0.00

4.00

8.00

12.00

16.00

Brazil Russia India China USA UK Euro
Area

Japan KSA

2013 2014 2015 2016f

Advanced  Economies 

USA 3.03 2.17 2.27 1.75

Euro Area 1.93 0.54 0.63 0.10

Japan 0.74 0.33 0.26 -0.15

United Kingdom 3.02 1.75 1.96 1.20

Emerging Market Economies

China 4.60 3.65 2.86 2.95

India 8.83 7.86 7.76 7.30

Russia 7.63 13.51 9.39 7.50

Brazil 10.88 12.36 16.51 11.75

Saudi Arabia n.a. n.a. n.a. n.a.
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Part 6: Asset Allocation  

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. 

Tactical Asset Allocation 

(as of February 2016) 

Underweights / Overweights 

(Tactical vs.  Strategic Asset Allocation) 

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 50 50 +0

Saudi Arabia 25 25 0

GCC other 5 5 0

USA 6 10 -4

Europe 8 4 +4

Asia/Japan 4 3 +1

Emerging Markets 2 3 -1

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 25 10 +15

Cash SAR 25 10 +15

Total 100 100 0
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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  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 


