Jliyle loiiwl A KSA Market Overview

Alistithmar Capital

In the midst of geopolitical events, global economic conditions, falling oil prices, falling prices of
petrochemicals and commodities, and the slow growth of the Chinese economy, the performance of the
listed companies was positive. The profitability of most companies increased in previous years despite
many challenges faced. A number of key developments have taken place in Saudi Arabia since 2015
featuring the government’s pledge to implementing structural economic reform. The best performers
during these years were the defensive sectors such as food production sector “Almarai”, retail “Jarir”
and the companies operating in the health care sector. Most defensive companies have witness growth
in profitability and a relatively lower volatility.
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On the other hand, the increase in consolidated profits during the first quarter 2017 compared to the
same period is the highest increase recorded since the third quarter of 2014, where consolidated profits
fell for 9 consecutive quarters. This indicates that the companies operating in the Saudi market have
been able to absorb the increase in operating costs, which included the lifting off subsidies and start
implementing new fees and taxes. Such measures have negatively impact on consumer spending which
mostly affect the retail sectors earnings on the short term. Banking and materials sectors contributed in
the bulk of the total profit of the market during the first quarter of 2017, where both sectors accounted
for more than 66% of the total net profits of Saudi companies. The cumulative companies’ earnings in
blue and the Tadawul All Share Index values in yellow, demonstrating that the market is undervalued
based on historical relationship between the two. The consolidated profits of all companies listed on the
Saudi Stock Exchange between 2009 and 2016 increased by more than 47%, while TASI rose by only
17%. The banking sector has focused in recent years on attracting deposits and take all provisions
needed, which supports banks in terms of readiness to raise the lending to deposits ratio, and the
possibility of increasing the payout ratio to increase the distributed dividends to investors, which will
contribute to play a key role in supporting the current levels of the market.
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These results took place during a period of transition in the Kingdom under the implementation of the
Kingdom vision 2030 and the National Transformation Program. These programs aim to increase the
efficiency of spending and achieving financial balance through a number of initiatives. Mainly through
diversification of the country's income sources, job generation, unemployment reduction and increasing
the capacity for demand on religious tourism.
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It is worth mentioning that the Saudi stock market is suitable for medium- to long-term investors. In the
past two decades the Saudi stock market recorded positive yields than declines. The Saudi stock market
has recorded a compounded annual growth rate (CAGR) of 8.24% over the last 22 years, without taking
into account the annual distributed dividend of companies. Many companies entered the level of
maturity, stabilization and focus on dividend policy, which will reflect positively on the composite
revenues at higher rates in the coming period.

TASI Performance and CAGR
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The market is likely to support the current levels of the Saudi stock market index, as Morgan Stanley
recently announced that it is launching a consultation on the potential inclusion of the MSCI Saudi
Arabia Index in the MSCI Emerging Markets Index. MSCI will be consulting with international
institutional investors to gather informed feedback on their practical experience of accessing the Saudi
equity markets and in particular on the effectiveness of the recently implemented enhancements. It is
expected to be finalized in a year or two in case the Saudi market has passed the criteria required by
portfolio managers as well as investment funds. This will lead to increased liquidity and transparency in
the market, and put Saudi stocks on the list of follow-up investors worldwide. The MSCI Emerging
Markets index now has 845 companies operating in 24 countries worldwide. It is considered among the
most widely regarded indicators based on its selection criteria in terms of liquidity, legal structure, etc.
qualified foreign institutional investors (QFls) especially Exchange-Traded Funds (ETF) are expected to
increase their investment significantly after finalizing the joining process. It is worth mentioning that
Saudi Capital Market Authority implementing the new version of "Rules for Qualified Foreign Financial
Institutions Investment in Listed Securities" at the end of 2016.

TASI is currently trading at a P/E of 15.3 without including the losing companies, and with a forward 6-
month P/E of 15.1, supported by increase in the earnings of the listed companies. This is slightly higher
than the MSCI Emerging Markets index, which currently stands at 14.9 and forward P/E of 12.3.
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We cannot rely entirely on historical results because the market depends too much on expectations.
Overall we believe that the market stands on P/E levels of 16.80, which include all listed companies. This
is very close to the historical average of 16.85. In the past years, the reading of the market P/E
fluctuated between 19 and 14.8 and was very rare to fall below 14.8 or increase above 19. The below
Figure illustrates historical TASI PE. The three lines mark three different boundaries that TASI trade in
the past years. The highest boundary shows where the market is overpriced at such levels. The average
boundary shows that the market is fairly priced at such levels. The lowest boundary illustrates that the
market is underpriced and rarely trades below such levels. The market currently is trading close to the
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Revenues of the listed companies in the Saudi market rose at a CAGR of 5.4% (during the past six years)
with net margin average of 17.1%. The average debt/equity for the listed companies for the same period
declined from 64% to 61%. We expect a slight decline in the average of net profit margin in the coming
period. This is due to strong competition between Saudi and Chinese petrochemical companies. This
high competition is associated with low commodity prices, lifting off subsidies on feedstock as well as
weak demand and oversupply in the cement sector.
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We expect the Saudi stock market to trade within the range of 7,000 to 7,700 points in the next 12
months, assuming oil prices remain stable at the expected levels, as oil prices are highly correlated with
petrochemical prices, which may have an effect on petrochemical companies in the Saudi market
positively or negatively. It is also expected that the retail sector will grow again after returning all
allowances for the employees of the government sector. On the other hand, it is expected that the
companies operating in the cement sector will continue to suffer from the weak demand in the kingdom
and oversupply in the market despite the recent government’s effort and its announcement to reduce
the fees on the cement exports by 50%. Moreover, in the period between 2017-2020 it is expected to
create many attractive opportunities for long-term investment and benefit from TASI official joining to
MSCI Emerging Markets, which is expected to be in the beginning of 2019. We believe that it will attract
many foreign investors and international investment funds which will increase the depth of the market,
increase institutional investment and increase effective liquidity in the market. This will contribute an
important role in supporting TASI to be near the level of 8,000 points upwards. The entry of foreign
investors to Saudi market based on the new CMA regulations will allow, in our view, the increase of the
market’s efficiency through quality not quantity. As a result of raising transparency and disclosure levels
of the annual and quarterly financial reports, it is expected to help the local and international investors
to reduce the role of the speculators and the narrow the gap between the fair and market prices. This
will be accomplished, based on the new CMA regulations, through the entry of a large number of foreign
investment institutions with limited ownership ratios to create a positive diversification.
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