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Economics — Art or Science? 

 

This is around the time of year when most annual forecasts get debunked, discarded and investors have to 

revise their expectations for currencies, bonds and stocks. Not many anticipated last year’s synchronised 

global growth and fewer still were bullish on risk assets — certainly not this red-faced author! 

 

In fairness, there has never been a comparable period in which the global monetary system was awash with 

so much free cash. Too much money chasing limited assets is the textbook recipe for inflation and explains 

why prices have risen and valuations have expanded. 

The focus on US tapering has obscured 

aggressive easing by the BoJ/ECB that has 

led to accelerated growth in the overall 

central bank balance sheet. 

 

Nonetheless, it is difficult to accept that 

central banks have discovered a cost-free 

way to manage asset values and business 

cycles that eluded all economists through 

the ages. 

 

The absurd implication is that there will 

never be a recession or financial crisis as 

long as central banks can print money. 

 

It’s hard to guess when, why and how, this remarkable period will end but BoJ/ECB tapering and higher US 

interest rates could be triggers. 

 

The Yield Gap between the S&P500 

Dividend and the 10-Year US Treasury 

has favoured equities and is still high but 

the Yield Ratio has been declining. 

 

And though high earnings multiples are 

not sufficient to prevent further rallies 

historical data suggests that periods of 

excessive valuations are invariably    

followed by periods of low returns. 

 

Unless it’s different this time? 

 

Meanwhile, the global economy is performing well with output moving higher and unemployment lower 

across the major engines for growth — US, Europe, China, India, Japan and most of Asia. 

 

Pro-cyclical tax cuts in the United States are likely to stimulate an economy already operating close to full 

employment and with limited spare capacity. Conventional wisdom suggests that this is inflationary and will 

lead to higher interest rates even with the Federal Reserve continuing to unwind its balance sheet. 

 

US stocks have reacted to tax reforms in crypto-parabolic fashion but the relentless rise in global debt, the 

ominous prospects for free trade and scope for geopolitical upheaval continue to weigh on the outlook. 

100

150

200

250

300

350

400

450

500

550

$0

$2,000

$4,000

$6,000

$8,000

$10,000

$12,000

$14,000

$16,000

12/07 12/08 12/09 12/10 12/11 12/12 12/13 12/14 12/15 12/16

FRB ECB BOJ MSCI World Index (rh scale)(billion)

Source: Bloomberg, NAM

Fed on Hold

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1.6

1.8

-6.0

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

1.0

2.0

05/04/1996 05/04/2000 05/04/2004 05/04/2008 05/04/2012 05/04/2016

S&P500 Dividend - 10 Year US Treasury
Yield Gap (lh scale)   &   Yield Ratio (rh scale)

Source: Bloomberg, Nomura Asset Management



 

Nomura Asset Management U.K. Limited Dubai branch   February 5th, 2018 

 

Page 3 
 

Regional Economic Outlook 

 

There has been plentiful domestic liquidity to support regional development over recent years but the     

quantum needed to transform economies requires a massive inflow of international capital and expertise. 

 

Amid the changing economic and social landscape it is not yet clear that this level of permanent capital is 

ready to swoop despite a substantial easing of investment limits by the local stock exchanges. 

 

Consultants have estimated that trillions 

of dollars are needed to help achieve 

diversification and employment targets. 

 

Unfortunately the pace of Foreign Direct 

Investment (FDI) has fallen sharply since 

the financial crisis. 

 

FDI into the region peaked at $54 billion 

in 2008 and fell by around two-thirds to 

an estimated $18 billion — too little to 

make a big impact on local economies. 

 

A range of initiatives led by the Saudi Public Investment Fund are designed to reverse a trend that has seen 

the UAE surpass the Kingdom as an FDI destination since 2013. 

 

The challenge is compounded by worries over potential regulatory changes and impending new industrial 

policies that have led domestic businesses to postpone capital expenditures. 

 

Official estimates for 3.4% growth in 

Saudi Arabia seem high compared to 

those by the Economist Intelligence Unit, 

the IMF and local research firms. 
 

 

The discrepancy in forecasts may be due 

to uncertainties over the impact of VAT, 

the removal of subsidies and ongoing 

asset deflation in real assets. 

 

Whichever number is correct, a discernible shift in gears is required to grow the economy much more 

rapidly, and there is a huge burden the regional development programs to deliver substantively. 

 

A few quick wins are helpful but incremental change wont do given the status quo and the intended      

destination — this year will be critical in evaluating the trajectory of any progress. 
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FDI into Saudi Arabia 
fell -81% between 

2008-2016

January, 2018 

FY2018 GDP Inflation Earnings

Saudi Arabia 1.1% 5.0% 6.2%

Kuwait 4.1% 4.3% 3.3%

UAE 3.4% 2.9% 6.5%

Qatar 3.1% 4.8% 2.3%

Oman 3.7% 3.2% 2.4%

Bahrain 1.7% 3.5% -1.9%
Source: Marmore, a Markaz company January, 2018
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Oil Dependence 

 

The Saudi initiative to reverse the grab for market share in favour of a pragmatic policy to manage global 

supply has helped the oil price recover beyond the $60 per barrel level. 

 

Saudi Arabia’s production has slipped slightly but its revenues have risen considerably as prices have more 

than doubled from the January 2016 lows. 
 

The analyst community appears sceptical 

about the prospects for further increases, 

with Standard & Poor’s among those 

warning that prices could fall back to $40. 

 

Despite the risk of new supply feeding 

high inventories, the near term indicators 

don’t justify such pessimism, with demand 

growing modestly and the rig count flat. 

 

Elevated geopolitical tensions may also be 

adding a premium to prices. 

 

While higher oil prices are helpful to fiscal balances, they provide only a respite from the expected shift 

towards lower consumption, particularly in the transportation sector. 

 

It’s becoming widely accepted that the electrification of the global auto fleet will occur relatively quickly 

over the next decade or two, with high mileage vehicles (buses and taxis) leading the way. 

 

The announcement by the Norwegian petroleum fund that it will phase out investments in hydrocarbon-

related companies was couched in terms of portfolio diversification strategies, but was likely a commercial 

decision based on the deteriorating prospects for the hydrocarbon industry. 

 

Norway will ban all new gasoline car sales by 2025 and it will be followed by a procession of countries, 

including the UK, France and China, from 2030 onwards. The future is green. 
 

The demand and pricing of coal may be 

informative for possible trends in oil 

over the coming years and underscores 

the need to diversify GCC economies. 

 

Total coal burn for power generation in 

the US has declined sharply since 2010 

and prices have fallen. 

 

There is no suggestion that oil demand 

will fall so sharply but it is evident that 

hydrocarbon demand is being gradually 

replaced by alternative sources. 
 

China is leading the way in creating demand, and incentivising supply, for clean fuels as it grapples with  

energy security, managing its foreign exchange reserves, industrial pollution and climate change. 
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Taxes, Prices & Pegs 

 

Taxation across the region is a positive development in that it provides governments with more resources 

to manage economies. However, it comes with added responsibility to control spending, and accountability 

to validate the necessity of this significant financial burden. 

 

The UAE has been explicit in stating that 70% of VAT revenues will be distributed to local governments to 

help achieve “better local services, greater community development and wider support for its citizens”. 

Crucially, it has promised to be transparent about the nature of these projects. 

 

One effect of introducing VAT in the region is to raise prices, which is hurting consumer sentiment in a 

fragile economic environment. And while some citizens are being compensated through higher salaries and 

other temporary measures, there are large segments of the population that are bearing the full brunt. 

 

Offsetting the higher prices requires reforms that liberalise markets, reduce costs and raise the standards 

of living, but these have been limited amid strong resistance by vested interests. 

 

Attempts by certain telecom companies to raise the cost of data packages or disable VoIP services are 

regressive and punitive acts that will damage economies. Moreover, disruptive new businesses, in logistics 

and peer-to-peer transportation and hospitality services have been held 

back by bureaucracy and price controls. 

 

Building modern economies and developing the region as a commercial 

hub requires a willingness to be competitive in a global marketplace.   

Businesses in an interconnected world can only prosper with supportive 

regulations that reduce operating costs and deliver the necessary tools, 

including affordable access to state-of-the-art fibre optic networks. 

 

Yet the average monthly cost of broadband internet across the region is high by international standards — 

the estimated median cost by Cable.co.uk in November 2017 was $58.8 and only Kuwait was cheaper. 

 

Transforming economies is enormously challenging but time is an enemy and another prolonged decline in 

oil prices could deal a hammer blow to the best laid plans. 

 

There are encouraging signs in countries such as Bahrain, where the Economic Development Board is 

working to craft a more open economy that fosters entrepreneurship and promotes foreign investment 

through generous incentives and reduced barriers. 

 

No economy is perfect and a degree of trial and error in policy making is to be expected, however, there 

are areas where the lack of measurable progress may raise concerns about sustainability among investors 

and credit rating agencies. 

 

A delicate foreign exchange position has already contributed to credit rating downgrades in Bahrain and 

Oman and raised concerns about the dollar peg. The probability of regional devaluations are low in the 

short term because of falling fiscal deficits, substantial foreign reserves, firmer oil prices and the strong 

political will among the central banks to maintain the status quo. 

 

In the undefined longer term, however, it’s likely that adjustments will be made to keep local economies 

competitive and reduce the risk of persistent budget deficits. 

Rank       

(out of 196)
Country

Av. cost of 

broadband 

per month

89   Kuwait $53.67

148   Saudi Arabia $61.01

163   Bahrain $105.20

182   Oman $147.83

183   Qatar $149.41

186   UAE $155.17
Source: https ://www.cable.co.uk       Nov. 2017
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Profits & Performance 

 

Profits at listed GCC companies increased by around 13% in 2017 and may register a slight improvement 

this year but the aggregate numbers obscure underlying weakness at many companies. 

 

Excluding Banks (that held their interest 

rate margins and declared implausibly 

low non-performing loans), and     

Commodities (which benefited from 

rising global petrochemical demand), 

overall profits actually fell to their   

lowest levels since 2012. 

 

Conglomerates and companies related 

to the Construction sector fared badly 

but even the defensive Telecom sector 

has experienced multi-year stagnation. 

 

This is one feature of the “Gemini economy” in which certain sectors, and specific companies within them, 

are performing substantially better than others. The deviations are becoming increasingly pronounced. 

 

Some firms are doing well because they are well managed businesses in a growing industry (e.g. SABIC) or 

because they are protected by archaic laws that allow them to derive inflated profits. 

 

On the other hand companies are performing poorly due to temporary cyclical factors (e.g. Emaar) and 

should recover, while others have structural challenges because their business models were built on     

subsidies, or are threatened by disruptive competition. 

 

Investors need to be highly discriminating and focus on sustainable business models, earnings quality,    

balance sheet strength and management talent. 

 

High quality companies will perform well as they emerge from a cyclical downturn and are best placed to 

deal with structural adjustments, but low quality companies are destined to fail even when the cycle turns. 

 

Ordinarily poorly performing companies would close down or be rescued by a buyer of distressed assets. 

In this region, however, many of these businesses tend to sit within diversified (family) conglomerates and 

benefit from intra-company cross-subsidy that allows owners to be more patient for solutions. 

 

Owners, often swayed by their hearts, are reluctant to acknowledge the demise of these businesses, and 

hold on in hope for a turnaround despite the diminishing odds. 

 

This is making it harder to clear zombie companies through the creative destruction process that is needed 

to redeploy resources more efficiently throughout the economy. 

 

Such distress at the heart of the domestic economy may be hidden from plain sight but has ripple effects, 

including a deterioration in credit quality among businesses, especially Small and Mid-sized Enterprises. 

 

There are no reliable indicators of the extent of deferred payments and overdue credit but it has created a 

substantial shadow banking problem that threatens poorly capitalised businesses. 
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Stock Market Valuations 

 

Following a poor 2017 the GCC Arabian stock markets have started this year relatively well and there is 

no reason to be too pessimistic over their prospects relative to other international markets. 

 

The PE multiple of the Saudi stock market 

relative to the MSCI World and MSCI Asia 

has declined over the past three year and 

sits at historically appropriate levels. 

 

This provides comfort around downside 

risks even if the upside is tempered by the 

lack of a faster increase in profits. 

 

Within the region, however, the TASI looks 

expensive versus the MSCI GCC (ex-KSA) 

and may reflect the support provided to the 

Saudi market by public institutions last year. 

 

Although anecdotal evidence suggests that the consumer economy remains anaemic, the outlook into the 

second half of the year should be buoyed by a weak dollar, high oil prices, rising government spending,     

favourable year-on-year revenue comparisons and anticipation around the MSCI decision on Saudi Arabia. 

 

Saudi Arabia’s inclusion in the MSCI EM index is by no means a done deal but it wouldn't be a surprise for 

the market to rally in advance of a decision that could bring an estimated $40 billion of new money into a 

market with a current capitalisation of around $470 billion and a free float of roughly half. 

 

A top-down view of the S&P Pan Arab Composite 

index reveals rich valuations in Energy, Industrials, 

Consumer Discretionary and Telecoms — sectors 

with limited scope for earnings growth this year 

and perhaps even beyond. 
 

Financials, that make up nearly half the index and 

trade at reasonable valuations, are likely to appeal 

to foreign investors. 

 

Many companies intend to list publicly but Saudi Aramco is the centre piece of the privatization program 

and its success will set the tone for the regional capital markets beyond the current term. 

 

A successful offering process paves the way for greater engagement with international investors although 

the extent of any wider buying interest will depend on market valuations and economic fundamentals. 

 

It’s difficult to see stocks rising significantly but a combination of modest profit growth and reasonable  

valuations should support an upward bias in prices — a low teens total return is a base case for 2018. 

 

There are clearly a multitude of risks around this benign scenario including a reversal in the global financial 

markets and geopolitical uncertainties, with an American escalation towards Iran looking increasingly likely. 

The repercussion of such an event on economies, commodities and financial markets are unquantifiable. 
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x

S&P Pan Arab Comp Weight % PER x PBR x 1YR %

S&P Energy 1.4 32.8 1.1 4.5

S&P Industrials 6.7 142.4 1.5 2.9

S&P Healthcare 1.4 20.8 2.6 0.5

S&P Financials 47.3 12.1 1.4 8.1

S&P Telecom 8.7 18.5 1.9 -4.0

S&P Consumer Disc 2.3 24.9 2.0 -0.9

S&P Materials 18.0 21.2 1.8 6.6

S&P Utilities 2.1 10.3 1.4 -8.4

S&P Construction 4.8 29.3 3.1 9.3
February 4th, 2018 Source: Bloomberg
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Asia & Japan 

 

A trip to Asia last quarter reaffirmed, for the umpteenth time, the growing power and increasing economic 

dominance of a region that continues to develop rapidly. 

 

Of course the growth of these economies does not necessarily imply higher stock prices — there are still 

issues around profitability, transparency, corporate governance and currency management, but the markets 

are difficult to ignore for any long term investor. 

 

Broadly speaking, Asian economies boast stronger balance sheets, and more well-managed internationally 

competitive companies than ever, including Samsung, Alibaba, Tencent, HDFC Bank and TSMC. 

 

The Indian stock market has been a star performer with Prime Minster Modi declaring at the recent Davos    

summit his target to double the size of the economy to $5 trillion by 2025. 

 

Despite their impressive performance and 

favourable prospects the Asian markets trade 

at a discount to their overvalued developed 

peers in the US and Europe but at a premium 

to the GCC. 

 

The BRIC markets have also registered a solid 

recovery and — in China and India — boast 

the two fastest growing major economies in 

the world, as well as Russia and Brazil that are 

enjoying a moderate rebound in commodities. 

 

In Japan there is scepticism over the stellar performance of the stock market on the back of very large ETF 

purchases by the BoJ. However, the price rally has been matched by an underlying increase in profits. 

 

Recurring profits in FY18 are expected 

to hit a new all time high — around 

300% higher than in 1990 when the 

Topix index reached its peak. 

 

Japan’s sensitivity to external demand 

make it an attractive high beta play on 

strong global growth. 

 

Accommodative fiscal stimulus and a 

reorientation of expenditures towards 

key areas have also played an important 

role in helping to reshape the economy. 

 

Stock prices have been supported by increasing share buybacks and higher dividend pay outs thanks to 

greater operational efficiencies and incremental improvements in corporate governance. 

 

Foreign ownership of Japanese equities now stands at over 30%, surpassing Financial Institutions, Pension 

Funds, Investment Trusts, Business Corporation and Individuals as the largest shareholder category. 
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1 Year % 3 Year % PER PBR Div Yield

 S&P500 20.2 33.9 22.5 3.4 1.8

 MSCI World AC 21.8 25.9 21.0 2.4 2.3

 MSCI BRIC 41.2 35.2 18.0 2.1 2.0

 MSCI Asia 37.3 29.3 16.4 1.9 2.1

 Saudi TASI 7.9 -16.9 17.9 1.7 3.2

 Dubai DFM -5.8 -10.2 22.7 1.2 5.1

 Abu Dhabi ADX 3.7 1.9 16.0 1.3 4.4

 Kuwait KSE -2.3 0.5 16.3 1.1 5.2

 Qatar DSM -13.2 -24.0 15.2 1.3 4.2

 Oman MSM -13.2 -23.4 11.8 1.0 5.2

 Bahrain BSE 3.8 -4.6 7.9 0.8 5.8

 MSCI GCC 5.9 -12.6 14.3 1.6 3.7
February 4th, 2018

Current Valuations

Source: Bloomberg

Index Performance
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The Bottom Line 

 

There are lots of positive initiatives across the GCC but it is disingenuous to talk about transformation 

while the regional economy is growing so tepidly. 

 

The Vision 2030 plan is coming up to its second anniversary and is nearly one-seventh of the way towards 

its self-proclaimed deadline to reconfigure the economy — much needs to be done over the next 12 years. 

 

There has been euphoria in the US stock market 

but price appreciation over the past five years has 

come mainly from multiple expansion (52%) rather 

than earnings (14%) or dividends (34%) — a lot 

has been baked into these prices! 

 

For comparison the rise in Japanese equities over 

the same period, in local currency terms, has been 

led by earnings (78%), dividends (12%) and only 

partly by multiple expansion (10%). 

 

The capacity of the financial markets to continuously evolve and challenge is fascinating and, while no two 

years are exactly the same, the closest comparison to the current environment may be 1987 — a strong 

global economy, a new Fed Chairman, high valuations and rising interest rates. 

 

Reckless easing by the Bank of Japan in the 1980s and poor fiscal management by the Ministry of Finance 

led the Japanese economy into a bubble from which it took decades to recover. 

 

Will excessive easing lead to another policy error, and will the global economy pay the price this time? 

 

Regards, best wishes and good luck! 

Tarek Fadlallah, CFA 
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