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THE NEW ECONOMIC LANDSCAPE
For analysts one of the most practical and convenient ways to forecast financial markets for many years
has been to look to the past and assume that the present trends will somehow be perpetuated and that
cycles will repeat themselves. For a long period, that was a relatively safe way to avoid having to make
risky calls on markets. Analysts, by doing so, avoided prediction embarrassments of big deviations and
were able to keep a good hit ratio on their forecasts. It seems to us that the long cycle, which this
practical but not so reassuring way of predicting the future was effective, might have gotten
compromised by the advent of the 2008 crisis. The unprecedented credit crisis would lead the world’s
policy makers to also take unprecedented measures which, after a few years, would drag global financial
markets into unchartered territory.
The monetary stimulus deployed by global central banks from 2009 to 2016 was unquestionably a bold
economic experiment never seen before and the final outcome still remains to be seen. The Fed, ECB
and BOJ led that pack, but many other central banks would sooner than later follow suit including
China’s PBOC, Switzerland’s SNB, Sweden’s Riksbank, and many others. Through ‘quantitative easing’
and aggressive interest rate cuts, they have been for the past seven years trying to revive their
struggling economies and make them once again stand on their own feet. The aggressive interest rate
cuts were so intense that the market elected a new acronym to nickname the process, ZIRP (zero
interest rates policy), but as zero soon wouldn’t be enough and central banks would keep cutting rates,
one more acronym had to be created, and now we live in the world of NIRP (negative interest rates
policy).
However, on this whole new state of economic affairs, some emerging countries headed to the opposite
side. In particular, the ones where growth was strongly supported by commodity exports, had to deal
with monetary tightening while a great part of the developed world was easing; Brazil and Russia were
certainly two of the largest and most noticeable cases. Of course other factors beyond commodities
impacted these economic mammoths. Brazil, for example, had a very unstable political scenario, which
would ultimately lead to the impeachment of President Dilma Rousseff under corruption allegations,
and Russia had its economy profoundly touched by international sanctions since the invasion of Eastern
Ukraine, followed by a renewed round of international disaffect upon their intervention in the Syrian
conflict aligning themselves with President Bashar al-Assad.
Leaving aside the experience and peculiarities of some emerging markets, the center of the economic
debate is unequivocally on the bloc of advanced economies: US, Europe and Japan plus China as the EM
representative. At this point, as we cross the first quarter of 2016, the work of central banks seems
clearly unfinished and still in high demand. Europe and Japan still struggle with deflationary pressures,
contracting PMIs in the manufacturing sector and lackluster growth of GDP, almost edging recession. In
the US, the outlook seems a bit less bleak, supported by low unemployment rates, a recovering housing
market, the impulse of the shale industry and an admirable technological revolution; however, many
challenges remain in terms of reflating the economy, a decreasing industrial output and an each time
more sceptical consumer. China’s decreasing growth rates and ballooning debt volumes also don’t bring
much additional comfort to the troubled minds trying to decipher this new economic order.
When central banks turn into the only game in town, fundamental analysis of economies, companies
and sectors becomes a fairly frustrating exercise. Correlations across asset classes and geographies
became so strong to the point that investment decisions turned greatly driven by a whole new thought
process: the ‘risk-on/ risk-off’ strategy, as it became known. The key driver of this perhaps questionable
but largely embraced strategy is that if you get it right on your directional view, for example the ‘risk-on’
trade, it doesn’t matter which is your horse, whether you are on US tech stocks, Peruvian bonds,
Malaysian currency or Australian mining companies, they will all move at the same direction and your
investment, whatever it is, will be performing positively, while the respective fundamentals of the
underlying product will only calibrate the intensity of the movement on each asset class. Conversely, if it
is a ‘risk-off’ cycle beginning, all risky assets in global markets should trade lower, irrespective of
individual fundamentals eventually being largely supportive. Certainly, a generalization of this
dichotomist strategy is an exaggeration. Given the uncountable universe of investable securities, there
will always be a large number of exceptions to this rule. However, the essence remains true, on this new
order of central banks driving economies, markets and minds, the risk-on/ risk-off approach turned into
a relevant driver in the investment process of many decision makers.
The malicious side of the risk-on/ risk-off environment created by central banks is that it invokes
another major distortion on the investment process, the ‘bad is good’ paradigm. All of a sudden
‘positive’ (good) fundamentals are paradoxically perceived as ‘bad’ because they might prompt central
banks to moderate the path of their stimulus injections, making more QE and further rate cuts more
unlikely or uncertain, meanwhile ‘bad’ fundamentals are awkwardly supportive of the ‘risk-on’ trade, as
they bring the reassurance that the safety net of the central banks will always be there to avoid any
derailment of the economic recovery process.
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THE NEW ECONOMIC LANDSCAPE
The best illustration of that proposition was the Fed’s last interest rate hike of December 2015, a bold
attempt to signal to markets that the US economy was back on track; it triggered a massive risk-aversion
cycle across the globe at the end of 2015 until March 2016. This perverse risk-aversion cycle would only
be reversed when a massive round of ‘negative’ economic indicators brought again the comfort to
investors that another interest hike would be unlikely to happen in 2016. To assimilate this process, and
try to derive some rationality from it, would certainly be something unthinkable if it were not for 2008’s
events, which paved the way for this new and unseen reality of ‘reversed logic’ on the financial markets.
As we progress into 2016 the challenges are many: the US as the leading engine of global growth seems
faltering and the Fed’s assertion on the reversal of the stimulus to bring the markets and the financial
system back to some degree of normality appears to be a very fragile conviction. Other blocs, like
Europe and Japan, are even more unconvincing stories; therefore, the likelihood of seeing ECB and BOJ
stepping in with even further strength to shore up deflationary pressures seems very high, which
potentially (and awkwardly) makes them ‘positive’ investment themes. China and emerging Asia are still
fundamentally good stories, but key drivers for their performance, like the trajectory of the USD,
commodities cycle and spiralling debt, are impactful factors that will be at great extent defined again by
the actions of the central banks of the developed nations. Latin America is clearly gathering good
political momentum, with many socialist and populist leaders falling out of taste, while new
conservative business oriented forces emerge in several countries; again, a commodities cycle uptrend
would be essential to support their investment cases. Mexico would the most positive story, while Brazil
would provide the biggest potential upside, if the political scene stabilizes. On the GCC front, the impact
of the oil crash is still being absorbed across the region and the consequences are fairly widespread
across many sectors, real estate and infrastructure being the most visible ones. As oil resumes an
upward trajectory, the odds for the region are almost immediately positively repriced, even regions or
countries not so directly dependent on the oil and gas revenues are greatly impacted by the wealth
multiplier effect of petro-dollars re-invigorating the region.
All in all, 2016 remains a respectable interrogation mark; several market agents seem inclined to bet on
a high likelihood of a bipolar horizon, where the ‘very good’ or the ‘very bad’ are the outcomes with the
highest probabilities. The mild middle-ground scenario seems scoring low on projections. The basic
assumption at this point is that there is very little room for error after all the measures already
deployed. Either the central banks get it right and achieve their policy goals of sustainable growth &
reflation, to at some point start unwinding the gigantic monetary stimulus without disrupting the
financial system, or there is a serious risk that their (central banks’) credibility would be put at check by
market agents at a point that their ammunition, and political capital, for fresh monetary efforts could be
quite exhausted.

Mashreq Global Economy Report – 2016

Page | 4

MENA Markets
a. United Arab Emirates (UAE)

6-9

b. Kingdom of Saudi Arabia (KSA)

10-12

c. Egypt

13-15

d. Qatar

16-18

e. Turkey

19-21

f. Nigeria

22-24

Mashreq Global Economy Report – 2016

Page | 5

UNITED ARAB EMIRATES
TABLE 1: UAE ECONOMY AT A GLANCE
Particulars
Nominal GDP (AED bn)
Real GDP growth rate (% YoY)

2011

2012

2013

2014

2015

1,280.0

1,371.4

1,427.1

1,476.2

1,359.9

5.2%

6.8%

4.7%

4.0%

3.4%

Consumer price index - CPI (% YoY)

0.87%

0.62%

1.10%

2.30%

4.10%

Disposable Income (% YoY)

24.0%

6.1%

2.7%

2.5%

NA

Current account surplus (% of GDP)

14.7%

18.5%

19.1%

14.6%

5.8%

Fiscal surplus/(deficit) (% of GDP)

4.10%

10.88%

10.40%

-2.30%

-5.13%

Gross Capital Formation (% YoY)

5.70%

11.40%

4.00%

8.20%

NA

8.9

9.2

9.3

9.4

NA

Population (in mn)

Source: World Bank, IMF, National Bureau of Statistics, Central Bank of UAE, Bloomberg; NA-Not Available

GDP GROWTH SLOWEST IN FIVE YEARS
IMF expects UAE’s
GDP growth to
decline to 2.4%

UAE posted its weakest GDP expansion since 2010, recording growth of 3.4% YoY in 2015 (vs. + 4.0% in
2014), as slump in global oil prices had an adverse impact on the overall economy, despite strong
activity witnessed in the non-oil sector. The oil sector expanded by 2.8% YoY in 2015 (vs. +0.8% in 2014),
whereas the non-oil sector grew by 3.7% YoY (vs. +5.5% in 2014). In April 2016, IMF lowered UAE’s GDP
growth forecast to 2.4% in 2016 (from +2.6%, earlier). Growth of Abu Dhabi is expected to ease to 1.7%
in 2016 (vs. +4.4% in 2015), while Dubai is expected to post a marginal improvement in growth to 3.7%
in 2016 (vs. +3.6% in 2015). The Central Bank of UAE (CBUAE), on the other hand, takes a slightly
optimistic view, anticipating GDP growth of 3.0% and 2.9%, respectively, in 2016 and 2017.

FEDERAL AND EMIRATES’ 2016 BUDGETS TRIMMED
2016 budgets
include revenue
augmentation and
cost saving
measures

The UAE government has slightly reduced its federal budget for 2016 to AED48.5bn (-1.1% YoY),
following the sharp decline in oil prices. The new zero-deficit budget has allocated more than 50% of the
budget toward social development, education and health sectors. The federal government plans to
boost savings in 2016 by reducing subsidies on fuel and energy, which includes introducing reforms such
as new tariffs for water & electricity for expatriates in Abu Dhabi. Despite such measures, Abu Dhabi is
expected to post a wider budget deficit of AED36.9bn in 2016 (vs. AED32.4bn or 3.9% of GDP in 2015),
which it intends to plug primarily through the issuance of international bonds. The Ruler of Dubai,
Sheikh Mohammed bin Rashid approved a budget of AED46.1bn for 2016 (+12% YoY) for Dubai; the
budget aims at creating over 3,000 employment opportunities for UAE nationals.
Chart 1: Fiscal & current a/c balance (% of GDP)
AED bn
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Chart 2: Real GDP growth (overall & sub-sector)
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REAL ESTATE MARKET REMAINS SOFT
Real estate market
going through a soft
patch

The fall in oil prices, along with subdued demand and strengthening UAE dirham (vs. emerging economy
currencies) continued to dominate UAE’s real estate market, with property transactions slipping in 2015.
Property consultant JLL stated that Dubai’s real estate market continued to soften in 1Q2016. The
residential market saw a downturn during 1Q2016, as indicated by the general REIDIN sales index, which
fell 10% YoY, while the general rental index declined 5%. The retail real estate market was comparatively
strong, with occupancy rates near 92% and rents remaining largely unchanged. Recent data showed that
the Dubai Land Department (DLD) recorded AED55bn worth of total value transactions in 1Q2016 (as
compared to AED64bn in 1Q2015) on the back of 12,568 transactions (vs. 11,603 in 1Q2015). S&P
expects Dubai’s real estate market will remain soft for the rest of the year. The ratings agency stated
that after falling between 10-13% in 2015, a similar level of decline is expected in 2016, with few signs of
optimism for 2017. In Abu Dhabi, a new property law was introduced in early-2016, aimed at improving
Mashreq Global Economy Report – 2016
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accountability & transparency in the sector, as well as enhancing protection for buyers. This move
boosted investor sentiment in the sector, despite the challenging economic scenario. JLL stated that Abu
Dhabi’s real estate was mostly stable in 1Q2016, despite weak oil prices and a cut in domestic
government spending. Supply completion is at a 10-year low, due to tight liquidity, increased regulation
and weak economic situation, which offset lower demand, leading to market stability. Despite a weak
near term view, the long-term outlook for UAE’s real estate sector remains strong due to demand
drivers like the Expo 2020 and other mega infrastructure developments.

NON-OIL ECONOMY CONTINUES TO EXPAND
The seasonally adjusted headline Emirates NBD/Markit UAE PMI for the non-oil producing private sector
advanced for the second consecutive month to touch a four-month high of 54.5 in March 2016,
compared to 53.1 in February. The index improved due to robust growth in output and new orders.
Output increased at the fastest pace since September 2015, owing to improved marketing efforts and
incoming new projects. Growth was also observed in total new work, despite slowdown in exports. Data
suggests that the non-oil economy remains strong, as demand is holding up reasonably well, despite
weak sentiment amid low oil prices.
Chart 3: Emirates NBD/Markit PMI (non-oil private sector)
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INFLATION SLIPS ON HIGH BASE
Housing & utility,
food inflation
eases

The UAE consumer price inflation (CPI) slipped to 1.43% YoY (+0.14% MoM) in March 2016, from 2.20%
in February 2016. Housing & utility costs (~39% of the CPI) decelerated to 3.74% YoY (vs. +5.77% in
February 2016). On the other hand, inflation in food & soft drinks (~13.9% of the CPI index) rose to
2.67% YoY (vs. 1.61% in February). On the regional front, Dubai’s inflation rose to 1.51% YoY in March
2016 (vs. 1.43% in February). The inflation has dropped from a high base of 4.0% in 2015 owing to
cheaper rents and utilities bills. Abu Dhabi’s inflation stood at 2.8% YoY in March 2016 (vs. 3.4% in
February), as housing, water & power and fuels prices rose 7.7% YoY.

MEASURES TO BOOST REVENUE BEING INTRODUCED
The fall in crude oil prices has forced the UAE government to widen its revenue base by introducing
Value Added Tax (VAT). The UAE intends to introduce 5% VAT on 150 food items, from January 1, 2018.
The VAT will not be applicable to health and education products and the companies will have a one-year
buffer period to implement the same. The UAE government’s revenue is expected to be boosted by
AED12bn from VAT implementation. Additionally, Abu Dhabi recently announced a 3.0% municipal fee
for expatriate home rentals. The new fee, which is similar to Dubai’s 5% housing tax, will be collected
through utility bills on a monthly basis by Abu Dhabi Water & Electricity Authority. Moreover, the
government has announced an additional 4.0% fee on hotel bills.
Chart 5: CPI YoY % change

Chart 6: Credit outstanding & sectoral share
AED bn
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CREDIT SENTIMENT IMPROVES IN 1Q2016
Credit sentiment
points to robust
demand

Data from CBUAE’s credit sentiment survey indicated that appetite for both business and personal credit
improved in 1Q2016. In business lending, 45% of respondents reported an increase in demand, while
16% reported a decrease and 39% showed no change. Business lending demand growth was most
notable in Abu Dhabi. The outlook also remains strong, as respondents expect demand for business
lending to increase in 2Q2016, especially in Abu Dhabi and the Northern Emirates. Retail & wholesale
trade, transport, storage & communication, and manufacturing sectors recorded robust growth in
business loans. Similarly, appetite for personal loans improved in 1Q2016 from 4Q2015. The
improvement in personal loan demand was due to robust appetite in Dubai. Survey respondents were
also positive on the outlook for personal loan demand in 2Q2016. As per preliminary estimates by the
CBUAE, total domestic bank credit expanded 8.1% YoY to reach AED1,394.2bn at the end of February
2016, with private sector credit (73.5% of the total outstanding credit) registering 8.2% YoY growth.

VALUATION
The Dubai and Abu Dhabi stock markets have trended lower since late-October 2015, in-line with the
decline in other GCC markets & crude oil prices. Dubai’s DFM index and Abu Dhabi’s ADSM index fell
well-below levels of 3,000 and 4,000, respectively, in January 2016, underlining concerns over the nearterm growth outlook. However, recovery in oil prices since late-January 2016 supported positive
momentum in both the indices till mid-April 2016. Subsequently though, disappointing earnings
announcements from key players in the construction space (e.g. Arabtec, Drake & Scull) led to a trend
reversal in the DFM index (which fell from over 3,500 levels to 3,200, currently). Also, weak earnings of
banks (including Abu Dhabi Commercial Bank, First Gulf Bank and National Bank of Abu Dhabi) pulled the
ADSM index lower. The DFM index is trading at a forward P/E of 8.9x, well-below its 5-year average oneyear forward P/E of 11.0x, likely reflecting concerns over the real estate market in Dubai. However, the
ADSM index is trading at a forward P/E of 11.0x, a premium to its 5-year average of 10x.
Chart 7: Major sector weights in Abu Dhabi Index

Chart 8: Major sector weights in Dubai Index

1.9% 6.7%

4.2% 3.3%

9.3%

27.0%
64.4%

Financials

Telecom. Services

83.2%

Industrials

Financials

Others

Source: ADSM

Industrials

Telecom. Services

Others

Source: DFM

Table 2: Index performance at a glance

Table 3: Index performance at a glance
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Chart 9: Dubai and Abu Dhabi benchmark index and 12-month forward P/E trends
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The near-term outlook for fresh sovereign issuances in the UAE appears promising, given the need for
various emirates to shore up funds on the back of rising fiscal deficits. Abu Dhabi, which has sovereign
rating of ‘AA’ and has one of the lowest debt/GDP ratios in the world, entered the bond market after
seven years, in USD5bn issue, which received subscriptions worth USD17bn. Of these, the 5-year bonds
were priced to yield 2.218%, while the 10-year bond was priced to yield 3.154%, with a spread of 85bps
and 125bps, respectively.

Mashreq Global Economy Report – 2016

Page | 9

KINGDOM OF SAUDI ARABIA
TABLE 1: SAUDI ARABIAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

Nominal GDP (SAR bn)

638.7

640.5

628.1

593.6

587.3

Real GDP growth rate (% YoY)

2.44%

1.64%

4.55%

3.61%

3.64%

Consumer Price Index - CPI (% YoY)

2.41%

2.02%

2.16%

2.29%

2.28%

Repo rate (%)

2.00%

2.00%

2.00%

2.00%

2.00%

Current account surplus/(deficit) (% of GDP)

(0.65%)

(7.47%)

(6.03%)

(7.03%)

(14.70%)

Net foreign assets (SAR bn)

2875.3

2791.2

2711.0

2642.1

2508.9

5.7%

5.7%

5.7%

5.6%

5.6%

Unemployment Rate

Source: Bloomberg, Saudi Arabian Monetary Agency, Central Department of Statistics & Information

4Q2015 GDP GROWTH REMAINS FLAT
Saudi economy
grew at 3.4% in
2015, down from
3.6% in 2014

The Saudi Arabian economy grew at a rate of 3.6% YoY in 4Q2015, the same as the previous quarter. For
the full year 2015, Saudi Arabia recorded a growth of 3.4%, which was 0.2% lower than that seen in
2014, mainly on the back of slowdown in the non-oil sector. The oil sector (42.7% of GDP) grew 3.1%
YoY (vs. 2.1% in 2014), while the non-oil sector (56.5% of GDP) recorded growth of 3.6% YoY in 2015
(down from +4.9% in 2014). Within the oil sector, mining & quarrying logged growth of 2.3% YoY (vs.
1.0% in 2014), whereas growth in petroleum refining moderated to 12.9% (vs. +19.6% in 2014). In the
non-oil sector, financial services grew 2.6% YoY (vs. +3.3% in 2014), while the trade & hospitality grew
3.9% in 2015 (vs. +6.0% in 2014). Further, IMF estimated that Saudi Arabia’s economy will grow at a rate
of 1.2% in 2016 and 1.9% in 2017.
Chart 1: Sector contribution to 2015 nominal GDP

Chart 2: GDP by institutional sectors
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KINGDOM TARGETS USD100bn OF NON-OIL RREVENUE
BY 2020
Kingdom plans to
create SAR3tn
Public Investment
Fund, starting with
the sale of 5%
shares in Saudi
Aramco

In order to reduce its reliance on oil revenue and diversify its non-oil income, Saudi Arabia plans to
initiate several measures that will generate additional USD100bn non-oil revenue on an annual basis by
2020 and help balance the Kingdom’s budget. The initiatives include levying value-added tax (VAT) and
applying charges on energy and sugary drinks as well as luxury items, introducing a US green-card like
program and charging fees to businesses and institutions for hiring expatriates above official quotas.
These measures are expected to bring in revenue of USD10bn annually by 2020. Additionally, the
Kingodm also plans to restructure subsidies, which will create additional income of USD30bn and
finance the remaining USD40bn revenue by taking several other measures, like privatization and
diversifying its investment income.
Alongside this, under its Vision 2030 plan, the Kingdom aims to create a SAR7tn Public Investment Fund
(PIF), from SAR600bn currently, that will change the source of income for the government to
investments, rather than oil. The PIF, the largest sovereign wealth fund, will diversify its investments
away from the oil & gas sector to target global investment opportunities. As a part of the strategy, the
Kingdom will divest its stake in Saudi Arabian Oil Co. (Saudi Aramco) by selling 5% shares to public
through an initial public offering (IPO), which is scheduled to take place by 2018 or earlier. Currently, 5%
of the PIF assets are held by foreign investors, which the Kingdom plans to increase to 50% by 2020. All
these measures will aid diversification of the Saudi Arabian economy away from oil and shield the
Kingdom’s revenue from oil price shocks. The government is also giving a push to privatization, which
will lead to improved transparency, governance and efficiency. The private sector’s contribution is
expected to reach 65% of GDP (from 40%, currently) by 2030.
Mashreq Global Economy Report – 2016
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KINGDOM OF SAUDI ARABIA
SPENDING CUTS ANNOUNCED FOR 2016
IMF expects Saudi
Arabia to post
fiscal deficit of
~13.5% of GDP in
2016

The Saudi Arabian government plans to spend SAR840bn in 2016 (14% lower than actual expenditure in
2015), out of which 25% will be allocated to the military and security services, followed by 23% on
education and 12.5% on healthcare. Revenues are estimated to be SAR513.8bn, while deficit is
forecasted to narrow to SAR326.2bn. The government plans to finance the deficit by domestic and
international borrowing. Moreover, a budget support provision of SAR183bn has been made, providing
the government with higher flexibility to redirect capital expenditures and operating expenditures to
new or ongoing projects. It is expected that such a provision would help limit the deficit at its estimated
level, even if oil prices drop below the budgeted price. IMF expects the Kingdom to post a budget deficit
of ~SAR314bn (~13.5% of GDP) in 2016.
Chart 3: Government revenues and expenditures
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SUBSIDY REFORMS ANNOUNCED AT 2015-END
Efficient utilization
of resources
through
rationalization of
subsidies

In order to limit the budget deficit, the government has announced various subsidy reforms in 2015,
thereby raising the prices of fuel, electricity and water. The price of higher-grade gasoline (Octane 95)
was raised to SAR0.95 per litre (from SAR0.60, earlier), while that of the lower-grade gasoline was
increased to SAR0.75 per litre (from SAR0.45, earlier). Similarly, diesel price currently stands at SAR0.45
per litre (vs. SAR0.25, earlier). The price of ethane and methane were also hiked to USD1.25 and
USD1.75 per mmbtu, respectively, from USD0.75, previously. The discount at which liquid feedstock
such as Propane, Butane and Naphtha are provided to the petrochemical sector was also reduced from
28% to 20% to Japanese FOB prices. The government plans to further rationalize subsidies to ensure
efficient utilization of the Kingdom’s resources.

BANK CREDIT ON THE RISE
Loan-to-deposit
ratio limit revised
upwards to 90%

Bank credit witnessed a growth of 9.8% YoY in 1Q2016, up from 8.9% YoY seen in 4Q2015. Total credit
provided during 1Q2016 stood at SAR1.41tn, out of which highest proportions were allocated to
commerce (21.4%) and manufacturing & processing activities (12.1%). In February 2016, Saudi Arabian
Monetary Agency (SAMA) increased the limit of commercial banks’ loan-to-deposit (LTD) ratio to 90%,
from 85%, previously, in order to provide liquidity in the market and revive economic growth. SAMA had
earlier raised its benchmark reverse repurchase rate by 25-50bps in December 2015 and left the repo
rate unchanged, after the US Federal Reserve raised rates by 25 bps.
Chart 4: Loan uptake by two major sectors
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KINGDOM OF SAUDI ARABIA
NON-OIL PRIVATE SECTOR GROWTH SUBDUED IN 1Q2016
PMI rises in March
2016

The Emirates NBD Saudi Arabia PMI inched up to 54.5 in March 2016, as compared to 54.4 in February
2016, but remained significantly below the long-term trend of 58.7. However, the March PMI reading
was the highest in four months, driven by robust expansion in output and new orders, indicating pick-up
in growth of non-oil private sector from record-low levels seen in early-2016. The rise in PMI pointed to
an improvement in business environment, driven by robust growth in output. New orders, employment
and input stocks also expanded during March 2016, but at the weakest pace since the start of the series
in 2009. Nevertheless, for 1Q2016, growth in the non-oil private sector remained subdued compared to
the historical data, as low oil prices and volatility in global financial markets in the initial weeks of 2016
weighed on sector growth.

INFLATION SURGES AT THE START OF 2016
Inflation up
marginally

Inflation in Saudi Arabia rose to an annual rate of 4.3% (+0.2% MoM) in March 2016, compared to 4.2%
in February 2016. The rise in inflation can be attributed to a 12.4% surge in transport prices and 8.5%
increase in costs of housing, water, electricity and gas. The primary reason for jump in inflation in these
two segments was the reduction in subsidies announced in Budget 2016. The government raised
gasoline and diesel prices by more than 50% at 2015-end, and also hiked the electricity and water
prices. Given the cut in energy subsidies and rise in utility prices, IMF expects inflation to average 3.3%
for 2016, up from 2.2% in 2015.

VALUATION
KSA’s benchmark equity index, TASI has corrected sharply since mid-October 2015 (when it traded
slightly below the 7,800 level), due to steep decline in oil prices and slowdown in the domestic
economy. However, since mid-February 2016, the index has recouped some losses following the
recovery in crude oil prices and hopes of increasing contribution from the non-oil sector. Accordingly,
the index lies just below the 6,700 level currently. Corporate earnings are likely to be subdued in 2016,
as the key petrochemicals sector is expected to continue being negatively impacted by revision in
feedstock prices and persistent softness in product prices on the back of excess capacity. Slowing
consumer spending is also expected to impact earnings of the retail and food sector, whereas cut in
government expenditure would impact infrastructure-related sectors. TASI trades at consensus one-year
forward P/E of 13.2x, a slight premium over the 5-year average forward P/E of 12.4x, likely indicating
investor optimism over recovery in oil prices and financial reforms being undertaken by the Kingdom.
Chart 5: Major sector weights in TASI

Table 2: Index performance at a glance
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Chart 6: TASI (SASEIDX Index) and 1-yr forward P/E trends
12,000

18x
15x
12x
9x
6x
3x
0x

10,000
8,000
6,000
May-16

Jan-16

Mar-16

Nov-15

Jun-15

Aug-15

Apr-15

Feb-15

Oct-14

Dec-14

Aug-14

May-14

Jan-14

Mar-14

Nov-13

Jul-13

Sep-13

Mar-13

SASEIDX Index

May-13

Oct-12

Dec-12

Jun-12

Aug-12

Apr-12

Feb-12

Dec-11

Jul-11

Sep-11

4,000
May-11

TASI at a slight
premium on oil
recovery, reforms
announcements

Index 1-yr Forward P/E (RHS)

Source: Bloomberg

Mashreq Global Economy Report – 2016

Page | 12

EGYPT
TABLE 1: EGYPTIAN ECONOMY AT A GLANCE
Particulars

4QFY14

1QFY15

2QFY15

3QFY15

4QFY15

GDP at market prices (EGP mn)

499,900

488,300

612,900

572,900

569,800

23,310

27,468

27,873

26,054

25,913

3.7

3.8

4.0

2.6

4.5

Domestic savings nominal growth rate (%) (YoY)

(11.8)

(32.7)

1.6

47.1

23.0

Domestic investments nominal growth (%) (YoY)

22.6

18.8

13.8

45.3

3.7

Current account balance as % of GDP

(0.8)

(0.6)

(1.3)

(1.2)

(1.1)

GDP per capita (EGP)
Real GDP Quarterly growth rates** (%) (YoY)

CPI in urban areas

8.5

10.3

11.8

8.5

10.6

T-bills rate (91 days) (%)

10.5

11.6

11.4

11.3

11.4

Total population (in mn)

86.7

87.8

89.0

89.6

90.1

Source: Central Bank of Egypt, Ministry of Finance Egypt (*Egypt’s fiscal year ends in June, **Real GDP growth rate at market prices)

ECONOMIC GROWTH MODERATES IN 1QFY2015-16
The Egyptian economy registered growth of 4.2% YoY in FY2014-15, up from 2.2% in previous year,
driven by ongoing fiscal reforms and economic stimulus measures. However, GDP growth slowed in
1QFY2015-16 to 3% YoY, primarily on account of a 25.6% decline in exports due to reduction in inbound
tourists. Meanwhile, imports fell by 6.8% in 1QFY2015-16, helped by government initiatives to curb
demand for foreign goods and services. The 1QFY2015-16 growth was primarily driven by higher gross
investments, which increased 8.7% YoY (vs. -3.0% YoY in 4QFY2014-15). Moreover, private consumption
rose 4.4% YoY, following the 1.5% YoY growth recorded in 4QFY2014-15. For 1HFY2015-16, Egypt’s GDP
at market prices grew 3.5% YoY, as per preliminary estimates. The Egyptian Ministry of Finance targets
GDP growth in the range of 4.0%-4.25% YoY for FY2015-16, while the World Bank estimates growth to
be around 3.8% YoY, on expectations of further weakening of domestic tourism growth. IMF expects
Egypt to clock economic growth of 3-3.5% YoY in FY2015-16, mainly on account of lower tourism
revenue and the prevailing foreign currency crisis.
Chart 1: GDP quarterly real growth rates

Chart 2: Comparative sectoral growth rates (% change)
10%

5.0%

4.5%
4.0%

5%
0%

2.5%
2.0%
1.5%

-5%

1.4%
1.0%

-10%

1.0%
0.5%
0.0%

-15%
1QFY14

3QFY14

1QFY15

3QFY15

Source: Ministry of Finance

1QFY16

2011/12

2012/13

2013/14

Exports

2.6%

2.5%

Consumption

3.0%

3.0%

Investments

3.5%

Social services

3.7% 3.8%

4.0%

Production services

4.5%

Commodity sector

GDP growth hurt
by sharp fall-off in
exports

2014/15

Source: Ministry of Finance

TOURISM SLUMP WORSENS THE ECONOMIC SITUATION
Tourist activity falls
sharply amid rising
safety concerns

Tourism contributed 11.4% to Egypt’s GDP in the calendar year 2015, with total revenue receipts of
USD6.1bn (vs. USD7.3bn in 2014). In November 2015, a Russian plane was struck down over Egypt’s
Sinai desert, in a suspected terriost attack, resulting in the loss of 224 lives. Many countries (including
the UK) have issued travel advisories to their citizens regarding travel to Egypt in the near future, while
Russia also stopped flights to Egypt following the incident. Based on the latest monthly data from the
Ministry of Finance, the number of tourisit visits declined to 346,500 in February 2016 (vs. 640,200 in
February 2015), translating into a massive decline of 45.9% YoY. This trend is likely to continue at least
for the whole of 2016, due to rising threat of terrorist activties in the region. However, Egypt’s new
tourism minister sounded optimistic about the future and guided for a likley rebound in the domestic
tourism sector by 2017-end. He declined to provide guidance for the expected number of tourists 2016,
but stated that the country is targeting 12mn tourists in 2017.
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EGYPT
CBE DEVALUES THE EGYPTIAN POUND
CBE devalues the
Egyptian pound

On March 14, 2016, the Central Bank of Egypt (CBE) devalued the Egyptian pound (EGP) by almost 13%
to EGP8.85 per USD from EGP7.73 per USD, a rate it had held constant for nine months prior. However,
the Egyptian pound later recovered slightly to EGP8.78 per USD, as the central bank said it would adopt
a more flexible foreign exchange regime. Before this event, the Egyptian central bank had removed
restrictions on foreign dollar deposits and withdrawal limits to cope with shortage of US dollars, which
had taken the Egyptian pound to record low levels in the black market (at about 20% discount on the
central bank determined rate). In March 2016, the CBE removed caps on foreign exchange deposits and
withdrawals for individuals and companies importing essential goods, while maintaining the cap on
importers of other goods. Earlier, the central bank had capped the amount that could be deposited in
banks at USD50,000 per month, whereas withdrawals were limited to USD10,000 & USD30,000 per day
for individuals & corporates, respectively. CBE stated that this decision will result in an increase in
foreign exchange reserves, in-line with its aim to boost the foreign reserves base to USD25bn by 2016end (from about USD16.5bn at February 2016-end). Following the devaluation exercise, the CBE, in its
March 2016 meeting, raised interest rates by 150bps to restore price stability in the economy (as Egypt
has been facing persistent double-digit inflation over the past several years) and also cap the free-fall in
the currency through increasing rates on EGP-denominated debt. Meanwhile, the country’s annual
headline inflation rate eased slightly to 9.2% in March 2016 (vs. 9.5% in February). IMF expects the
inflation rate to be 9.6% and 9.5% in 2016 and 2017, respectively.
Chart 3: Annual Core Inflation and Monthly Change in CPI
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FISCAL DEFICIT RISES ON HIGHER WAGES AND DEBT
SERVICE PAYMENTS
Fiscal deficit rises
on the back of
higher interest
payments

The Egyptian economy has been facing challenges in terms of double-digit budget deficit over the past
few years, due to higher subsidies and debt service payments. Accordingly, the government has initiated
various fiscal reform measures, which helped lower the budget deficit to 11.5% of GDP in FY2014-15
(from 13.0% of GDP in FY2012-13). The budget deficit amounted to EGP167.8bn in 1HFY2015-16, rising
27% YoY, mainly on account of a surge in interest payments on borrowings. Debt service payments (the
biggest component in the total expenditures, at 33%) surged 42.7% YoY to EGP114bn (around 4% of
GDP) in 1HFY2015-16. Further, compensation for public sector employees also increased 8.4% YoY to
EGP105.6bn. Revenues rose to EGP192.2bn (around 6.8% of GDP in 1HFY2015-16), while total expenses
rose to EGP350bn (+21.7% YoY). The government targets fiscal deficit of 10.9% for FY2015-16 and aims
to reduce it to 9.4% in FY2016-17.

SUEZ CANAL ACTIVITY TO IMPACT ECONOMY GROWTH
Suez Canal revenue
growth muted

th

Suez Canal, one of the biggest projects in Egypt’s history, provides passageway for more than 1/10 of
the global trade and remains one of the main sources of foreign currency for the country. In the first
eight months of FY2015-16, Suez Canal generated revenues of EGP26.7bn (+1.8% YoY). The government
expects the revenue to increase to USD13.2bn (EGP117.2bn) by 2023, on expectations of increase in the
international trade over a period of time. Suez Canal activity remains critical for overall growth of the
Egyptian economy.

PMI DECLINES TO 31-MONTH LOW
PMI drops to the
lowest level in two
and half years

Emirates NBD Egypt purchasing managers’ composite index (PMI) dropped from to 44.5 in March 2016
(vs. 48.1 in February), reaching its lowest level in two-and-a-half years, on back of decline in new orders,
output and employment levels. Moreover, currency weakness against the US dollar negatively impacted
new orders and also resulted in increase in input costs.
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EGYPT
VALUATION
Egypt’s benchmark EGX30 index has been extremely volatile over the past few months and currently
trades close to the 7,500 level. The index fell by ~15% in November 2015 due to the expected negative
impact on inbound tourism following the shooting down of the Russian plane. The index continued its
downward slide again in January 2016 and closed below the 6,000 level in January 2016, as foreign
institutional investors (FIIs) kept selling heavily on the risk of currency devaluation, given the low level of
foreign exchange reserves and high current account deficit. Further, global growth concerns also added
to the negative sentiment. However, the central bank’s decision to devalue the Egyptian pound by 13%
in mid-March 2016, receding prospects of rate hike by the US Federal Reserve and gradual recovery in
crude oil prices pushed the index above the 7,000 mark. The EGX 30 is currently trading at 8.6x its oneyear forward consensus earnings, which is lower than its 5-year average one-year forward multiple of
9.4x. The discount appears primarily due to further downside risk, especially given the still-high level of
currency risk.
Chart 4: Major sector weights in EGX 30 Index

Table 2: Index performance at a glance
Index
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Chart 5: Egypt benchmark index and 1 yr forward P/E trends
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QATAR
TABLE 1: QATARI ECONOMY AT A GLANCE
Particulars
Nominal GDP (QAR bn)

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

183.3

159.6

151.9

147.5

147.0

Real GDP growth rate (% YoY)

5.2%

2.3%

4.8%

3.8%

4.0%

Consumer price index - CPI (% YoY)

2.8%

1.8%

1.1%

1.5%

2.7%

Repo rate (% year-end)

4.5%

4.5%

4.5%

4.5%

4.5%

Budget surplus (% of GDP)

22.5%

7.5%

(7.7%)

(0.5%)

NA

Current account surplus (% of GDP)

17.3%

12.3%

11.5%

6.7%

2.2%

Net foreign assets – Banking system (QAR bn)

124.7

102.5

105.8

73.9

47.2

Population (in ‘000s)

2,235

2,347

2,345

2,347

2,421

Source: Ministry of Development, Planning & Statistics, Qatar Central Bank; NA = Not Available

GDP GROWTH MODERATES DUE TO LOW OIL PRICES
Non-hydrocarbon
sector continues to
support GDP
growth

In July 2015, Qatar changed the base year for calculating real GDP growth to 2013 (from 2004, earlier),
which resulted in moderation of historical GDP growth rates. The favourable rebasing effect helped the
Qatari economy register healthy pace of growth during 2015, driven by continued strength in the nonhydrocarbon sector. The non-hydrocarbon sector grew 7.4% YoY in 4Q2015 (vs. +7.8% YoY in 3Q2015),
as the government maintained its high level of spending, in order to prepare for the 2022 FIFA World
Cup; the construction sector clocked the fastest pace of growth (+14.8% YoY) among all sectors.
Conversely, the hydrocarbon sector’s real growth remained modest (+0.7% YoY in 4Q2015 & +0.1% YoY
in 3Q2015), as international energy prices remained suppressed and commencement of output from the
USD10.3bn North Field gas development (Barzan gas project) was delayed to 2016 (from 2H2015
earlier). Looking ahead, the Ministry of Development, Planning & Statistics (MDPS) expects Qatar’s real
economy to expand by 4.3% and 3.9% YoY, respectively, in 2016 and 2017.
Chart 1: Sector contribution to 4Q2015 Nominal GDP (%)

Chart 2: Real GDP growth (overall & sub-sectors) (% YoY)
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SUPPRESSED ENERGY PRICES REMAIN A MAJOR RISK
Recovery in global energy prices remains elusive, as evidenced by steep fall-off in the Brent crude price
in recent months (the futures prices briefly fell below USD30 per barrel mark in early-2016). Despite a
mild recovery, crude prices are far below the highs it had touched prior to its fall in 2014. Recent
developments in the global energy market underline the fact that the market is riddled with excess
supply and is influencing the negotiating capabilities of suppliers, including Qatar, who are dependent
on income from this source. Sustained period of low prices could serve as a major risk for the economy.

CAPITAL SPENDING TO STAY DESPITE FINANCIAL STRAIN
FIFA World Cup,
QNV 2030 driving
infrastructure
spending

Qatar has reiterated its commitment toward infrastructure spending, driven by the Qatar National
Vision 2030 (QNV)-led diversification drive, in the run-up to prepare for 2022 FIFA World Cup. QNV 2030
is directed toward achieving inclusive growth in the long-term, and comprises several big-ticket projects.
Minister of Finance Ali Sherif al-Emadi revealed in December 2015 that the total cost of government
projects, currently under way in Qatar, amounted to around USD72bn (QAR261bn), excluding energy
and private sector projects. He also stated that 25% (QAR50.6bn) of total planned expenditure in the
2016 budget was allocated to infrastructure. However, lower oil-related revenue may force the
government to scale back the pace of spending. According to the Middle East Economic Digest (MEED),
Qatar is set to award projects worth USD22.0bn in 2016 (vs. USD29.3bn in 2015).
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QATAR
CREDIT GROWTH TO SLOW, HIT BY TRIMMED SPENDING
Real Estate driving
credit growth

Overall credit growth in Qatar remained steady in 2015 (+11.0% YoY vs. +10.7% in 2014), primarily led
by strong growth of 23.3% in consumption (~18% of total domestic credit) and 21.5% in real estate
(~17% of total). On the other hand, credit disbursed to the public sector (~37% of total) fell 4.8%.
Notably, the real estate sector surpassed the consumption sector, both in terms of loan growth and
share of total domestic credit, during 2H2015 (vs. 2015 overall). Further, during 1Q2016, real estate
credit growth maintained its lead over consumption related loans (+31.6% vs. +12.1% YoY, respectively),
indicating that infrastructure activity continues at a strong pace. However, MDPS as well as global
ratings agencies such as S&P and Moody’s expect overall credit growth to soften in the next 12-24
months, due to stalling/shelving of some projects (lower government spending) and liquidity pressure in
the banking system (lower deposit growth, reducing flow of government deposits, deterioration in asset
quality of banks and implementation of 100% asset-to-deposit ratio cap by 2017).
Chart 3: Monthly credit disbursal (% growth YoY)
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GOVERNMENT PASSES FIRST DEFICIT BUDGET IN 15
YEARS
MDPS highlights
risks to 2016
budget deficits

Qatar’s strong fiscal and current account position, built-up over several years on the back of strong
hydrocarbon revenues, has started deteriorating lately due to the prolonging low oil prices. As a result,
both the fiscal and current account surplus in 2015 (as a % of GDP) are expected to dip significantly to
1.7% and 1.9% (vs. 13.3% & 23.6% in 2014), respectively. Moreover, in 2016, Qatar is expected to record
its first fiscal deficit (around 4.8% of GDP) in 15 years, while current account balance is also expected to
turn negative (-3.9% of GDP), according to MDPS estimates. This forecast related to fiscal deficit has also
been corroborated by the 2016 budget. Qatar, which shifted its fiscal year to match the calendar,
passed a deficit budget, as persistently low oil prices are expected to squeeze government revenue and
the resultant investment income. The budget, based on an average oil price of USD48 per barrel (vs.
USD65 per barrel in 2015), projected a higher decline in revenue (USD42.9bn in 2016 vs. USD62bn in
2015) as compared to expenditure (USD55.6bn in 2016 vs. USD60bn in 2015). Going forward, MDPS
expects both the deficits to improve, assuming mild recovery in oil prices and as government starts
taking steps to increase non-oil revenues, partially through indirect taxes (implementation of A 5%
value-added tax on goods & services from 2018 is under consideration). However, MDPS noted that if
global energy prices fail to recover, the fiscal & current account break-even oil price could be as high as
USD75.5 & USD65.9 per barrel, respectively, in 2016 (vs. USD40.2 & USD44.9, in 2015).
Chart 4: Fiscal Balance (% of GDP)

Chart 5: Monthly CPI trend (% YoY change)
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QATAR
INFLATION UP SLIGHTLY SINCE 2015-END
MDPS forecasts
lower average
inflation for 2016

Overall inflation (measured by CPI) in Qatar has firmed up slightly since 4Q2015, after recording a
decline in 1H2015. Higher consumer prices, despite the decline in food inflation, has occurred as prices
in the housing and utilities sector (having the highest index weight of 21.9%) strengthened after Qatar
lifted slab tariffs for power and water consumption in September 2015. However, MDPS expects lower
average inflation of 1.5% in 2016 (vs. its previous forecast of 2.0%), on account of an expected cut in
government spending, lower commodity prices and limited imported inflation (stable domestic currency
due to USD peg).

VALUATION
The Qatar Exchange Index (DSM), primarily dominated by banks & financial services (~65% weight), shed
around 13% till mid-May 2016 from September 2015-end, but rose around 19% from its 52-week low on
January 18, 2016. The decline in the benchmark index over past nine months can be attributed to tepid
global as well as regional growth outlook, deteriorating fiscal position, tightening banking system
liquidity, and notable recovery in global energy prices appearing unlikely in the near term. The QSE index
is currently trading at around its 5-year average one-year forward multiple of 11.5x. Despite concerns
over the slowing domestic economy, average earnings of the QSE index companies are forecasted to
inch up by 1.6% in FY2016 (vs. -3.0% YoY in FY2015). Moreover, consensus estimates call for earnings
growth of the banking & financial services sector to be ~5.9% YoY in FY2016. Qatari banks, clocking over
11% YoY growth in the asset base both in February 2016 and March 2016, are expected to continue
business expansion, driven by committed spending of around USD200bn, ahead of the 2022 FIFA World
Cup. Qatar may also witness passive fund inflow amounting to nearly USD850mn, as per the Qatar
Investment Fund, following the completion of its upgrade to emerging markets by FTSE Russell in March
2017. These events, coupled with other catalysts such as introduction of margin trading, relaxation of
foreign ownership and attractive dividend yield (FY16E: 4.3%) are likely to keep investors interested in
the Qatari market.
Chart 6: Major sector weights in DSM Index (%)
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Chart 7: DSM Index and 1 yr forward P/E trends
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On the debt front, Qatar witnessed rising interest rates because of liquidity squeeze banks are facing
due to low oil prices (the 3-month Qatar Interbank Offered Rate reached 1.5025% on May 9, 2016, the
highest since January 2011). Previously, QCB held its first T-bill auction in April 2016, having cancelled all
its previous monthly auctions in 2016 after receiving bids at higher rates. Further, Qatar, which is set to
register a deficit in 2016, its first deficit in 15 years, is expected to issue debt, going forward. The
government is reportedly expected to raise USD5bn from a bond sale before 1H16, which would be its
first bond sale since 2011. Bond issuances are also expected to pick up in 2016.
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TURKEY
TABLE 1: TURKISH ECONOMY AT A GLANCE
Particulars
Nominal GDP (TRY bn)

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

446.3

443.9

482.7

520.0

507.0

Real GDP growth rate (% YoY)

3.0%

2.5%

3.7%

3.9%

5.7%

Consumer price index - CPI (% YoY)

8.2%

7.6%

7.2%

7.9%

8.8%

Repo rate

8.3%

7.5%

7.5%

7.5%

7.5%

Current account deficit (% of GDP)

5.8%

5.8%

5.8%

5.2%

4.4%

Total government debt (TRY bn)

612.1

633.8

652.1

690.7

677.6

Foreign currency reserves (USD bn)

105.4

99.7

99.2

100.0

91.4

Source: Turkish Statistical Institute, Central Bank of Turkey, Republic of Turkey - Undersecretariat of Treasury, Bloomberg; USD/TRY:
2.9837 (as on May 20, 2016)

ECONOMIC GROWTH IMPROVES
Private
consumption lifts
GDP growth even
amid political
uncertainty &
conflict

The Turkish economy clocked its highest real GDP growth rate of 2015 in 4Q2015, thereby lifting 2015
real GDP growth to 4.0% (vs. 3.0% in 2014). The pick-up in economic growth was primarily led by
consumption (both private & government), which together accounted for around 80% of the GDP.
Household consumption growth accelerated in 4Q2015 (+4.7% vs. +3.6% YoY in 3Q2015), as influx of
refugees from Syria increased (the number of registered Syrian refugees reached ~2.5mn at December
2015-end vs. around 1.6mn at December 2014-end, according to data from UNHCR & government of
Turkey), amid political upheaval and rising violence in the South-east region of the country. Government
expenditure also kept pace (+8.1% vs. +8.0% YoY in 3Q2015) on spending related to the general
elections. Furthermore, an improvement in fixed investments (+3.5% vs. flat YoY in 3Q2015), increase in
exports (+2.1% YoY vs. -1.4% YoY in 3Q2015) and higher contraction in imports (-2.6% vs. -1.2% YoY in
3Q2015) also contributed positively to 4Q2015 GDP growth. However, in 2015, overall exports slipped
0.8%, impacted by weak demand in Turkey’s primary export market (European Union), and deterioration
of relations with long-term trade partner, Russia. Going forward, Deputy Prime Minister Mehmet Simsek
expects Turkey’s GDP growth to accelerate to 4.5% & 5.0% in 2016 & 2017, respectively, on the back of
a stable government and ensuing reforms. However, IMF and World Bank expect Turkey to post GDP
growth of 3.2-3.5% and 3.5-3.9% in 2016 & 2017, respectively, in the backdrop of softening global
recovery (notably the growth moderation in China) and volatile conditions prevailing in Turkey and its
neighbouring countries.
Chart 1: Sector contribution to 4Q2015 Nominal GDP (%)

Chart 2: Real GDP growth (overall & sub-sectors) (% YoY)
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TABLE 2: DETAILS OF REAL GDP GROWTH (% YoY)
EXPENDITURE COMPONENTS
2014

2015

2Q15

3Q15

4Q15

Private Consumption

1.40%

4.50%

5.50%

3.60%

4.70%

Public Consumption

4.70%

6.70%

7.30%

8.00%

8.10%

Private Investment

0.30%

2.70%

10.10%

(2.10%)

1.70%

Public Investment

(8.20%)

7.60%

9.80%

9.20%

9.90%

Exports

7.40%

(0.80%)

(2.70%)

(1.40%)

2.10%

Imports

(0.30%)

0.30%

1.50%

(1.20%)

(2.60%)

Source: Turkish Statistical Institute
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TURKEY
FDI INFLOWS UP NOTABLY IN 2015
Geopolitical risks
being sidelined by
investors, as FDI
inflows rise

Turkey’s citizens provided a clear mandate to the Justice & Development Party (AKP) in the November
2015 general elections, after the June 2015 elections resulted in a hung parliament. Despite Turkey
receiving a stable government, policy uncertainty remains a primary concern, considering that the
previous times the AKP government has been in power, economic reforms have not been its area of
focus. Further, Turkey faces geopolitical risks in the South-east (separatist attacks) and from its
diplomatic stand-off with Russia, following the shooting down of a Russian warplane in November 2015.
These developments pose risks to Turkey’s tourism & trade, as well as the investment climate; however,
foreign direct investment (FDI) inflow totalled USD16.6bn in 2015 (vs. USD12.5bn in 2014), indicating
the high level of investor confidence in the country’s economic growth prospects. Economy Minister
Nihat Zeybekci stated that Turkey’s natural advantages imply that once the political situation clears out,
the country will be able to attract FDI of USD25bn every year over the next few years.

JOBLESS RATE TO REMAIN HIGH IN THE NEAR FUTURE
Unemployment
rate remains in
double digits

Turkey’s non-seasonally adjusted unemployment rate moved further northwards in January 2016 to
touch an 11-month high of 11.1% (vs. 10.8% in December 2015). However, the jobless rate improved
marginally by 0.2% YoY as a rise in the non-agricultural and service sector employment was offset by a
decline in agricultural and industry sector jobs. In the short-term, Turkey’s unemployment rate faces
potential upward pressure from labour force expansion (partially from the influx of Syrian refugees),
increase in working age population and lesser job opportunities (a 30% increase in minimum wages
mandated by the government in January 2016 should push up labour costs). The government, however,
expects the unemployment rate to fall to 9.6% by 2018-end, according to Turkey’s Deputy Prime
Minister, Mehmet Simsek.

INFLATION EASES BUT REMAINS HIGHER THAN TCMB’S
TARGET
TCMB lowers the
policy rate despite
above-target
inflation

Inflation has remained well above the Turkish Central Bank’s (TCMB) medium-term target of 5.0%,
although it has softened significantly to 6.57% YoY in April 2016 (vs. 9.58% in January 2016 and 7.91% in
April 2015). Inflation of food & non-alcoholic beverages (having the highest weight of 23.68% in the
inflation basket) slowed down further in April 2016 (+1.38% YoY vs. +4.58% YOY in March 2016 and
+8.83% YOY in February 2016), which primarily aided in lowering inflation. Meanwhile, TCMB further
lowered its overnight lending rate by 0.5% to 10.0% in April 2016 (after unexpectedly cutting the rate by
0.25% to 10.5% in March 2016), heeding to rising demand from the government to boost investment
and competitiveness. Going forward, inflation is expected to remain elevated at around 7.5% by 2016end (according to the Deputy Prime Minister and Finance Minister), affected by higher minimum wages,
expected recovery in energy prices, and persisting weakness in the Turkish lira.

TURKISH LIRA STABILIZES AFTER MAKING NEW LOWS
The Turkish lira (TRY) has gained slightly by around 2.0% against the US dollar (USD) from December
2015 to mid-May 2016, after it fared among the worst-performing emerging market currencies in 2015,
touching a record low in September 2015. The USD/TRY exchange rate remained largely range-bound
toward 2015-end and early-2016, aided by the removal of political uncertainty (after re-elections in
November) and deferment of potential rate hike decision by the US Federal Reserve (Fed), which left its
key rate unchanged on April 27, 2016 and offered little guidance on future rate hikes. The lira also got
support from easing of investor apprehensions that the ongoing monetary policies would not succumb
to pressure from the President to lower interest rates, after the government appointed TCMB’s Deputy
Governor Murat Cetinkaya to the Governor’s post in April 2016, following the expiry of the term of
outgoing Governor Erdem Basci. However, the lira, which still hovers close to its record low, is
susceptible to further losses against the USD in the event of interest rate hike in the US.
Chart 3: Turkish Lira vs. US Dollar
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TURKEY
MANUFACTURING HIT BY DOMESTIC & GLOBAL FACTORS
Manufacturing slips
into contraction
mode

Turkey’s manufacturing sector appears to be losing steam recently, as indicated by the Istanbul
Chamber of Industry/Markit’s manufacturing purchasing managers’ index (PMI). The manufacturing PMI
entered into contraction mode in March 2016, after managing to remain in the expansion zone in the
previous two months (49.6 in March 2016 vs. 50.9 in January 2016 & 50.3 in February 2016). A decline
in output and new orders mainly led the deterioration of overall business conditions, whereas export
demand also showed weakness, depicting the brittle nature of demand in Turkey’s key export markets.

CURRENT ACCOUNT DEFICIT SHRINKS ON LOW OIL PRICES
Turkey’s current account deficit improved further to USD1.79bn in February 2016 (vs. USD2.34bn in
January 2016 & USD5.05bn in December 2015), as anticipated recovery in crude oil prices failed to
materialize (Brent crude remained largely below the USD40 per barrel mark during January-February
2016), lowering the fuel import bill. Imports registered a 7.9% YoY decline, whereas exports edged up
1.6% YoY in February 2016, as economic activity in the EU improved. Also, on a rolling 12-month basis,
current account deficit stood substantially lower in February 2016 (USD30.5bn vs. USD42.8bn in
February 2015). The World Bank contends that Turkey’s current account deficit will be 4.1% of GDP in
2016, if low oil prices persist during the year.

VALUATION
The XU100 Index, after declining 16.3% in 2015, recovered and posted a gain of ~16% in 1Q16, as the US
Federal Reserve trimmed expectations of the number of rate increases in 2016 and upbeat domestic
economic growth in 4Q15. However, from the end of March 2016 till mid-May 2016, the index lost 7.5%,
as Prime Minister Ahmet Davutoglu stepped down, following rising tensions with President Erdogan.
This also dented the market valuation as the benchmark index slid to trade at 8.1x one-year forward
consensus earnings, currently (vs. ~9.1x at April 2016-end), lower than its five-year average one-year
forward multiple of 9.5x and at around 30% discount to the MSCI Emerging Market Index. Despite the
relatively lower valuation and improving economic fundamentals, the recent political crisis is likely to
keep investors on the sidelines, due to concerns over fiscal and monetary policies and much-needed
reforms.
Chart 4: Major sector weights in XU100 (%)
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Chart 5: XU100 Index and 1 year Forward P/E Trends
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NIGERIA
TABLE 1: NIGERIAN ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2015

1Q2016

Nominal GDP (NGN bn)

21,041.70

22,859.15

24,313.64

25,930.47

22,262.58

3.96%

2.35%

2.84%

2.11%

(0.36%)

8.5%

9.2%

9.4%

9.6%

12.8%

Monetary policy rate (MPR)

13.00%

13.00%

13.00%

11.00%

12.00%

Trade balance (NGN bn)

NA

Real GDP growth rate (% YoY)
Consumer price index - CPI (% YoY)

937.38

948.11

644.99

500.35

Gross government debt (USD bn)*

52.6

52.9

54.3

55.6

NA

Gross forex reserves (USD bn)

29.8

29.0

30.3

29.1

27.9

Source: National Bureau of Statistics, Central Bank of Nigeria, Debt Management Office *Includes both external & domestic debt,
USD/NGN: 196.86 (May 20, 2016)

ECONOMY GROWTH ENTERS INTO NEGATIVE ZONE
2015 economy
growth at its
weakest level in
sixteen years

Nigeria’s GDP eventually contracted in 1Q2016 after growth largely decelerated throughout 2015
(primarily on account of tumbling crude oil prices). Real GDP shrank 0.36% YoY in 1Q2016 after the
economy grew by 2.79% in 2015 (vs. +6.22% in 2014), registering the weakest pace of growth since
1999. Real GDP in 1Q2016 declined, as the oil sector continued to contract (-1.89% vs. -8.28% YoY in
4Q2015), hit by suppressed global oil prices, in addition to decline in oil production (-3.2% YoY & -2.3%
QoQ) to 2.11mn barrels per day, owing to several disruptions to oil pipelines due to rise in insurgency in
the key oil-producing Niger River delta region. On the other hand, the non-oil sector also shrank after
the expansion remained largely steady in 2015 (-0.18% vs. +3.14% YoY in 4Q2015). Consequently, the
share of oil sector in real GDP improved to 10.29% (vs. 8.06% in 4Q2015). The National Bureau of
Statistics (NBS) projects a growth rate of 3.78% in 2016, on the back of marginal improvement in oil and
non-oil sectors. However, IMF lowered its 2016 GDP growth forecast on Nigeria to 2.3% YoY (vs. +3.2%,
estimated earlier), noting that despite non-oil sector contributing majorly to the GDP, the oil sector
plays a central role in the economy by providing the government a majority of its revenue.
Chart 1: Sector contribution to 1Q2016 Real GDP (%)

Chart 2: Real GDP growth (overall & sub-sectors) (% YoY)
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SENATE PASSES RECORD SPENDING BUDGET FOR 2016
Record spending
budget unveiled for
2016 to lift growth

In March 2016, the Nigerian senate passed a record spending budget for 2016, amounting to
NGN6.06tn (i.e. ~USD30bn vs. USD22.6bn for 2015), based on benchmark oil price of USD38 per barrel
(vs. USD53 per barrel for the previous year’s budget) and production of 2.2mn barrels of crude oil, inline with the current production. However, the budget is still awaiting approval from the President
before the legislation can take effect. Moreover, the budget does not provide a clear picture from
where the government will source funds required to support spending, although there were talks of
Nigeria seeking debt worth USD3.5bn from the World Bank and the African Development Bank. In
addition to oil prices, risks to future GDP growth include the ongoing currency crisis and the persistent
insurgency in the country.

NAIRA PEG COMPOUNDS THE ECONOMY’S WOES
Nigeria has maintained the naira’s (NGN) peg with the US dollar (USD) at around NGN197-199/USD
since March 2015, after the Central Bank of Nigeria (CBN) had effected a de-facto devaluation of the
naira in February 2015 to NGN198/USD. CBN had also resorted to various measures last year to prop up
the naira, such as banning importers from accessing the interbank market, imposing foreign-exchange
restrictions on imports and prohibiting the acceptance of foreign currency cash deposits by Deposit
Money Banks, and more recently, halting sales of USD to non-bank foreign exchange operators, as part
of attempts to strengthen the naira and improve the economy. However, these measures have resulted
in severe foreign exchange crunch and has started affecting households and businesses alike, as Nigeria
imports a majority of basic household and industrial use goods. Consequently, the exchange rate in the
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NIGERIA
parallel market has soared and is hovering over NGN300/USD. As a result of this dual blow, i.e. shortage
of foreign exchange on one hand and steep rates of USD in the unofficial market on the other, many
businesses have either started curtailing their operations or are shutting down, finding it increasingly
difficult to import raw materials/machineries. The country’s import data also corroborates this
development, with imports registering a 9.2% YoY decline in 2015 (vs. +5.1% in 2014). Moreover,
President Muhammadu Buhari has shown reluctance to devalue the naira further, despite repeated calls
from IMF, World Bank as well as the EU in this regard. This also apperas to have hurt inflow of long-term
foreign capital; accordingly, FDI fell an estimated 27% to USD3.4bn in 2015, as per United Nations
Conference on Trade & Development (UNCTAD).
Inflation has maintained an upward trend over the past six months, hitting double digits in February
2016 and reaching 13.7% in April 2016, thereby clocking the fastest pace since August 2010 and wellabove the CBN’s 6-9% target range. Inflation firmed up, despite CBN maintaining the naira’s peg, as the
USD shortage and high rate in the parallel market boosted imported inflation. NBS predicted that the
inflation rate will remain at elevated levels (2016-end estimate: 10.16%), as the naira is expected to
remain under pressure during 2016, thereby compounding supply shocks. Meanwhile, CBN, in order to
combat strengthening inflation, unexpectedly raised its benchmark interest rate in March 2016 to 12.0%
(+100bps vs. February 2016), after lowering it by 200bps in November 2015. CBN also increased the
cash-reserve ratio to 22.5% (vs. 20% earlier), thereby tightening the liquidity in the economy amid
slowing growth.
Chart 4: Headline inflation (YoY)
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LOWER EXPORT EARNINGS, CURRENCY PEG DEPLETE
FOREX RESERVES
Non-oil exports post
a decline in 2015
despite weak lira

Nigeria has witnessed continuous depletion of its foreign exchange reserves as a result of CBN’s efforts
to maintain the naira’s peg and drastic reduction in oil revenues. After declining by 20.7% in 2014, forex
reserves fell a further 15.7% in 2015 and 6.4% during December 2015 to April 25, 2016 to a record low
of USD27.2bn. The move by CBN, in January 2016, to shore up reserves by prohibiting sales of USD to
non-bank money exchange operators (on the premise that these exchanges were using the country’s
forex reserves to trade illegally) and allowing commercial banks to accept USD deposits, seems to have
gone in vain. The other major reason behind the country’s fast depleting forex reserves has been
tumbling oil earnings as sale of oil contributes majorly (around 95%) to Nigeria’s forex reserves. In 2015,
the country’s crude oil exports (~71% of total exports) dipped around 41% YoY, largely hit by plunging
global crude oil prices. Going forward, maintaining/augmenting the forex reserves, without letting the
naira to devalue further, as committed by the CBN and the Nigerian President, present an uphill task for
policymakers, given that oil prices have continued to trade low. Furthermore, Nigeria’s non-oil exports
have failed to capitalize on the weak currency, sliding to NGN1.15tn in 2015 (vs. NGN1.49tn in 2014).
For 2016, NBS forecasts Nigeria’s exports to edge up by 2.16% and imports by 2.16%, leading the total
trade to increase by 2.41%.
Chart 5: Forex Reserve trends (USD bn)

Chart 6: LHS: Imports/Exports (NGN tn); RHS: Brent (USD/barrel)
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NIGERIA
THIRTY THREE-GOAL PLAN TO LIFT THE ECONOMY
Government
outlines plans for
2016 budget
implementation

In order to propel the declining economy, Nigeria unveiled a strategic plan in April 2016 for the
implementation of the 2016 budget, focusing on 33 policy goals. According to Nigeria’s Finance Minister
Kemi Adeosun, the plan targets to achieve four broad objectives, namely, (1) stimulating economic
growth to achieve real GDP growth of 4.2% in 2017; (2) reducing the cost of governance and
strengthening institutions to combat corruption; (3) increase government expenditure on infrastructure
through measures such as raising the minimum capital spending in the budget to 30%; and (4) funding
the budget and trade deficits cost effectively. Other initiatives under implementation/being
implemented by the government to support the economy include setting up a NGN300bn export
stimulation fund by the CBN for the non-oil sector, pumping NGN350bn into the economy over the next
few months, adding 2,000 megawatts of power generating capacity within the next 12-15 months, and
fiscal measures including improvement in tax collection efforts. However, the lack of urgency being
shown by the government in responding to pressing issues (e.g. the budget, which was delayed by three
months, has not been signed yet), and the fact that a lot of objectives disclosed in the plans have
remained unsuccessful in earlier regimes, creates skepticism about the efficacy of these goals in
addressing economic woes.

VALUATION
The Nigerian Stock Exchange’s (NSE) All Share Index’s poor run has continued in 2016, as it fell 7.7%
(year-to-date till mid-May), after declining 17.4% in 2015. The index recovered 5.5% during the first half
of May 2016 after the MSCI (at its semi-annual index review) said it will not alter the status of Nigerian
securities in its frontier index. However, the recovery is mild compared to crude oil prices, which jumped
nearly 30.0% during the same period. The NSE All Share Index is currently trading at 9.3x one-year
forward EPS (vs. ~8.5x at April 2016-end), which is higher than its five-year historical average of 8.6x.
Despite the recent up move in global oil prices and a consensus expectation of over 100% average
earnings growth of the index’s constituent companies in 2016, Nigerian market participants sound wary
about the future, in view of the host of uncertainties casting a shadow over the fundamentals of global,
and particularly, the domestic economy, as well as uncertain outlook in the global energy market.
Chart 7: Major sector weights in NGSE Index (%)
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Chart 8: NGSE Index and 1-yr forward P/E trends
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CHINA
TABLE 1: CHINESE ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2015

1Q2016

Nominal GDP (CNY bn)

14,067

16,605

17,339

18,937

15,853

Real GDP growth rate (% YoY)

7.0%

7.0%

6.9%

6.8%

6.7%

CPI (% YoY)

1.4%

1.4%

1.6%

1.6%

2.3%

Foreign direct investment (USD bn)

34.9

68.4

94.9

126.3

35.4

Gross forex reserves (USD bn)

3,730

3,694

3,514

3,330

3,213

Unemployment rate

4.05%

4.04%

4.05%

4.05%

4.04%

Source: Bloomberg, National Bureau of Statistics of China, USD/CNY: 6.5455 (as at May 20, 2016)

ECONOMIC GROWTH REMAINS SLUGGISH
China records the
slowest pace of
growth since 2010

China reported GDP growth of 6.7% YoY in 1Q2016, lower than 4Q2015 (+6.8% YoY), and the slowest
pace of growth since 2010. However, the growth was in line with analysts’ estimates of 6.5%-7%. On a
sequential basis, GDP grew 1.1% QoQ in 1Q2016. Investment in fixed assets posted a real growth of
13.8% YoY, about 70bps higher than in 2015. The value added of mining and manufacturing industry was
up by 2.1% YoY and 6.5% YoY, respectively. The total investment in real estate development was
CNY1.77tn, up 9.1% YoY in real terms. Total retail sales of consumer goods reached CNY7.8tn, up 10.3%
YoY in nominal terms (+9.7% in real terms), ~40bps lower than 2015.
The total value of imports and exports in 1Q2016 dropped 5.9% YoY. Exports dropped 4.2% YoY to
CNY3tn, while imports were down 8.2% YoY to CNY2.2tn. The trade surplus was CNY810.2bn. The
Chinese government is supporting its sluggish economy by following easy monetary and fiscal policies.
The government has set a target growth rate in the range of 6.5% to 7.0% for 2016, while the IMF has
upgraded China’s growth outlook for 2016 to 6.5% from 6.3%, stating that the country’s improving
service sector compensated for a downturn in manufacturing. China’s tertiary industry, i.e. the services
sector (highest contributor to GDP and employment: 56.9% of nominal GDP in 1Q2016 & employing
313.6mn people as of 2014) grew by 7.6% YoY in 1Q16 (vs. +7.9% YoY in 1Q15). Further, the secondary
industry, i.e. manufacturing (accounting for 37.5% of 1Q2016 nominal GDP and employing around
231mn people, as of 2014) expanded by 5.8% YoY in 1Q2016 (vs. 6.4% YoY in 1Q15).
Chart 1: Contribution to 2015 nominal GDP
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MANUFACTURING CONTINUES TO CONTRACT
PMI remains below
50

The Caixin manufacturing purchasing managers’ index (PMI) for China witnessed an improvement in
March 2016, reaching 49.7 compared to 48.0 in the previous month, a 13-month high. The
improvement in manufacturing PMI was largely supported by expansion in output and new business
orders index, whereas the employment index witnessed a drop, but at a slower pace compared to the
previous month. Yet, the reading on manufacturing PMI, which is a leading indicator for economic
growth, indicates that the economy continues to remain in contraction mode (as indicated by a score
below 50).

EXPANSIONARY
LIQUIDITY
Further rate cuts
estimated in
4Q2016

MONETARY

POLICY

TO

IMPROVE

The People’s Bank of China (PBoC) has been continuously lowering interest rates over the past couple of
years. On February 29, 2016, the Chinese central bank cut its reserve requirement ratio (RRR) by 50 bps,
taking it to 17% for the country’s largest banks. This was the fifth time since February 2015 that the
PBoC cut its interest rates. The move is estimated to free up CNY700bn in funds for banks to disburse
loans. Previously, the People’s Bank of China had reduced its standing lending facility by 225bps to
3.25%, at its meeting held on November 19, 2015. Prior to that, PBoC had reduced interest rates in
October 2015. The one year lending rate was reduced to 4.35% from 4.60%, while the deposit rate had
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witnessed a cut of 25bps to 1.5%. Meanwhile, the government is opting to bring about supply-side
reforms to support the economy after depending on expansionary policies for a year. Moreover, market
expectations for further policy easing by the Chinese central bank have reduced, following the recent
economic data which indicated an improvement in the country’s economic growth. As per a Bloomberg
survey, economists now expect a 25bps rate cut in PBoC’s one-year lending rate during 4Q2016, as
compared to earlier expectations of a rate cut in 2Q2016.

FOREX RESERVES RISE IN MARCH 2016
Foreign exchange
reserves improve for
the first time in 5
months

China ranks at the top in the list of countries holding foreign exchange reserves, followed by Japan.
Chinese foreign exchange reserves rose USD10.2bn to USD3.21tn in March 2016, the first increase in
the last five months. The improvement comes as a relief for China, which witnessed more than
USD100bn of capital outflows in the first two months of 2016, leading to increased speculative bets
against the Yuan. The reserves fell by USD28.57bn in February, after falling by USD99.5bn in January and
by USD107.9bn in December. Moreover, huge dollar-denominated debt repayments by Chinese
companies also fueled the decline in domestic foreign exchange reserves. However, a stronger Yuan on
the back of Beijing’s efforts helped stem the capital outflows from the country and resulted in modest
recovery in foreign reserves.
Chart 2: Yuan spot price movement vs. USD (USD/CNY)
7.00
6.80
6.60
6.40
6.20
Apr-16

Jan-16

Nov-15

Sep-15

Jun-15

Apr-15

Jan-15

Nov-14

Aug-14

Jun-14

Mar-14

Jan-14

Oct-13

Aug-13

6.00

Source: Bloomberg

BUDGET DEFICIT TO RISE IN 2016
Expansionary
budget for 2016 to
support growth

China’s Ministry of Finance has forecasted a budget deficit of CNY2.18tn or 3% of GDP for 2016, a
substantial jump compared to 2.3% of GDP in 2015. The projected increase in budget deficit is expected
to stimulate flagging growth in the country. Budgeted revenues are estimated to rise 3% from 2015
levels, while the budgeted expenses are projected to increase 6.7% compared to 2015 levels. Public
security spending is forecasted to rise 5.3% to CNY167bn, as compared to CNY154.2bn in 2015. Further,
the ministry announced a 7.6% rise in its defence budget, which was the lowest hike in six years,
primarily due to the economic slowdown. This amounts to CNY954bn allocated to military spending, as
compared to CNY887bn in 2015, in line with the country’s defence needs.

TAX POLICY REFORMS TO SUPPORT PRIVATE SECTOR
Transition to a
consumption-based
economy underway

China is looking to move from being an investment and export driven economy, to a more sustainable
domestic consumption-based economy. The country has been working on fiscal policy reforms to
support its target of a more balanced, inclusive and greener growth. According to a recent report
released by IMF, the new fiscal policy is more focused on balancing the budget, rebalancing the
economy, ensuring efficient use of state assets and getting right prices.
In a bid to reduce the tax burden on services companies and encourage factories to upgrade and
innovate, China implemented its biggest tax overhaul in two decades by transitioning to a value-added
tax regime (VAT) from the current revenue-based system. China implemented the value-added tax in
the construction, real estate, financial and consumer services sectors, effective May 1, 2016 onwards,
with an aim to lower corporate taxes by CNY500bn (USD77bn) in 2016, mostly at the expense of local
governments. Manufacturers will also be given tax breaks on research and development expenses to
encourage them to modernize. Notably, the change in the tax structure could provide a significant boost
to growth, given the potential benefit to the high-growth services sector, which for the first time,
contributed more than half of the country’s GDP in 2015.
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SUPPLY SIDE REFORMS
UTILISATION OF RESOURCES
Reforms to improve
efficiency of
domestic firms

TO

STEM

INEFFICIENT

China is also implementing supply-side reforms with a focus on improving the competitive advantage of
Chinese firms. The government plans to reduce the prevailing overcapacity and excess labour in stateowned firms, in order to reduce inefficient utilization of resources. The country has pledged to reduce
steel capacity by 150mn tons, over the next few years. The government will also make large scale cuts in
coal production, while strictly controlling any new capacity coming online. The government plans to set
up a fund to help coal miners and steelmakers to reduce their workforce and dispose off bad assets. The
government intends to encourage mergers, reorganization and, in some cases, companies filing for
bankruptcy to clear the market.

INFLATION REMAINED UNCHANGED IN APRIL 2016
Inflation drops on
monthly basis

China’s inflation remained stable in April 2016 at 2.3% YoY, in-line with the consensus estimates and
same as the previous month’s level. On monthly basis, consumer prices edged down 0.2%, after slipping
0.4% in March 2016. CPI still remains below the PBoC target of 3.0%, indicating enough room for
government authorities to frame an expansionary monetary policy and reduce the borrowing costs of
the corporate sector in 2016.
Chart 3: Inflation trend (CPI, YoY)
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HOUSING PRICE INDEX EDGES UP
Government
stimulus seems to
be supporting the
housing market

China’s property sector has been improving since November 2015, as indicated by the rise in China’s
housing price index. The housing price index of the National Bureau of Statistics (NBS) rose 6.2% YoY in
April 2016 (vs. +4.9% YoY in March and +3.6% in February), the highest level in two years. Further, NBS
data revealed that real estate investment in April 2016 was solid, as developers continued to start
projects in response to rising home sales, which are providing a boost to the slowing economic engine.
Property investment rose 9.7% YoY in April 2016 (unchanged from March 2016), according to Reuters
calculations based on NBS data.The bureau added that new construction starts (measured by floor
space) during January-April 2016 rose 21.4% YoY (vs. +19.2% YoY in the January-March 2016 period).

VALUATION
Benchmark index
trading at a
premium to 5-year
historic average

China’s key index, the Shanghai Composite (SHCOMP), staged a mild recovery in 4Q15, following the
steep sell-off witnessed since June 2015, but began 2016 on a weak note, sliding sharply and dragging
down global equity markets lower. The index, which is dominated by the financial sector (~35% weight),
witnessed its worst month in January 2016, when it fell 22.6% (its steepest decline since the US financial
crisis in October 2008). The weakness was due to concerns over moderating domestic growth (the
economy recorded its slowest pace of growth in 25 years in 2015), depreciating Yuan and macroeconomic fundamentals. The index is still below the psychologically-relevant 3,000 mark. However, it
currently trades at one-year forward P/E of 12.2x its 2016E earnings, a premium to its 5-year average of
10.2x, underscoring investor optimism for pick-up in demand, given the recent rally in commodity
prices.
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Chart 4: Major sector weights in SHCOMP Index

Table 2: Index performance at a glance
Index
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Chart 5: Shanghai Composite Index and 1-yr forward P/E
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BRAZIL
TABLE 1: BRAZILIAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

Nominal GDP (BRL bn)

1,483

1,435

1,457

1,481

1,532

Real GDP growth rate (% YoY)

(0.7%)

(2.1%)

(2.9%)

(4.5%)

(6.0%)

Broad National CPI (% YoY)

6.4%

8.1%

8.9%

9.5%

10.7%

Benchmark Selic rate (%)

11.7%

12.7%

13.7%

14.3%

14.3%

Current account deficit (% of GDP)

(4.3%)

(4.5%)

(4.4%)

(4.1%)

(3.3%)

Government gross debt (% of GDP)

57.2%

60.5%

61.8%

64.7%

66.5%

374

371

372

371

International reserves (USD bn)

369
th

Source: The Brazilian Institute of Geography and Statistics, Banco Central do Brasil, Bloomberg, USD/BRL: 3.56 (as of 20 May, 2016)

SEVENTH
CONSECUTIVE
QUARTERLY
CONTRACTION; STEEPEST SINCE 1991
IMF slashes 2016
GDP forecast by
2.5pp

Less than 3 months
to go for the
Olympics

ECONOMIC

The Brazilian economy continued its downward spiral, with a 6% YoY decline in 4Q2015 (-4.5% YoY in
3Q2015). This was the seventh consecutive quarterly decline in GDP and the worst YoY decline since
1991, mirroring a steep fall in investments and consumption. The country continues to be at the
receiving end of falling commodity prices and the after-effects of the Petróleo Brasileiro (Petrobras)
corruption scandal (estimated impact in 2015: ~BRL87bn or ~1% of GDP). High interest rates have held
back consumer spending (-6.8% YoY), while government spending declined 2.9% YoY. The industrial
sector fell 8.1% YoY, led by a steep decline in manufacturing (-12.2% YoY). Furthermore, capital
expenditure also witnessed a sharp decline (-18.5% YoY).
All other sectors, except agriculture (+0.7% YoY), witnessed negative growth in 4Q2015, thereby pushing
the economy deeper into recession. The central bank, Banco Central do Brasil (BCB) expects the GDP to
shrink by 3.5% in 2016. The government has taken steps to combat recession by implementing many
austerity measures and also hiking taxes to bridge the budget gap. The depreciation in the Brazilian Real
(~35% over the last two years) is expected to increase buying power of the foreign currency coming into
Brazil, thereby aiding an economic recovery. However, with less than three months to go for the
Olympics, the officials are battling multiple challenges including the current political upheaval, Zika virus
outbreak (~1.5mn people affected), delayed stadium construction and transportation concerns.
Considering the current political turmoil and the substantial nature of the fallout of the Petrobras
corruption scandal, IMF forecasted a worse decline for Brazil’s economy in 2016 (-3.5% vs. -1.0%
previously).
Chart 1: QoQ real GDP growth (overall & major segments)
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Chart 2: Key sub-sector distribution in 4Q2015 (% nominal GDP)
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BRAZIL’S POLITICAL TURMOIL COINCIDES WITH ITS
ECONOMIC WOES
Political and
economic
uncertainty could
deal a double-blow
to recovery

Once a major contributor among the emerging markets, Brazil’s economy has slowed over a period and
is currently in a recession (2010: +7.5% YoY, 2015: -3.8% YoY). The budget deficit has skyrocketed to
10.8% of GDP in 2015 (vs. 6.1% in 2014) on account of declining revenue and rigid government spending
(13% of GDP spent on pension schemes).
Unfortunately, the current economic crisis has been further exacerbated by the ongoing political
turmoil. Brazil’s President Dilma Rousseff is facing impeachment proceedings, under a charge of
manipulating data to show deflated budget deficit numbers ahead of her re-election in 2014. In May
2016, the Senate voted to put Dilma Rousseff on trial. Accordingly, Vice President, Michel Temer took
over as Acting President for the next six months at least (till 2018 if the Senate finds Ms. Rousseff guilty
of the charges). If Mr. Temer is catapulted to a longer-term presidency, he will inherit an economy
wherein external factors such as slowing global economy (especially China) are compounding the issues
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rising from political and economic turmoil. Mr. Temer has already outlined a set of business-friendly
reform proposals such as government spending cuts and privatisation to address Brazil’s structural
problems. The leader of the ruling party has also stated that a new government under Mr. Temer will
combat budget deficit through lower government spending and not by increasing taxes. Regardless of
the outcome of the impeachment proceedings, Brazil may need some politically unpopular decisions
such as loosening labour laws (some of which need constitutional changes) and reducing automatic
minimum-wage increases to fix its problems.
Chart 3: Manufacturing and Services PMI

Chart 4: FGV Confidence Indices (% QoQ change)
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INFLATION WELL-ABOVE THE CENTRAL BANK’S TARGET
Inflation hovering at
stubbornly high
levels

Consumer price increase in Brazil slowed for the second consecutive month in March 2016 to 9.39% YoY
(vs. +10.36% in February). Inflation clocked a nine-month low on the back of reduced electricity and
transportation cost. The major impact to inflation came from electricity cost which fell 3.41% from
February levels, after reduction in an extra tariff by the government. Inflation in March 2016 (9.39%
YoY) has reverted close to levels in September 2015 (+9.49%), but still well above the central bank’s
target of 4.5% (+/- 2%) at the end of 2016. Despite the slowing inflationary trend observed over the past
two months, inflation still remains uncomfortably high. Thus, the central bank decided to keep the Selic
rate undisturbed at 14.25% for the eighth successive month in April 2016. According to IMF, inflation is
expected to reach 8.7% in 2016 and gradually decline to 4.7% by 2020, as the economy shows signs of
contraction.

TRADE SURPLUS WIDENS BUT MAJORLY DUE TO WEAKER
REAL
Current Account
Deficit at the lowest
level since August
2009, while
Debt/GDP ratio
jumps to 67.6%

Brazil posted a trade surplus of USD4.86bn in April 2016 compared to USD4.43bn recorded in March
2016. Exports rebounded to USD15.37bn (+1.4% YoY vs. -5.8% YoY in March 2016), on the back of a
weaker Brazilian Real. However, continued recession dragged imports down for the nineteenth
consecutive month to USD10.51bn (-28.3% YoY). Brazil’s current account deficit declined sharply to
USD855mn in March 2016 (-85.2% YoY), its lowest level since August 2009. The 1Q2016 current account
deficit narrowed to USD7.6bn (vs. USD25.1bn in 1Q2015), as imports fell at a faster pace than exports. A
foreign trade surplus, decline in profit remittances outside and in spending by Brazilians abroad, helped
reduce the current account deficit. Hit by a two-year recession and the corresponding depression in tax
revenues, Brazil’s gross debt jumped to 67.6% of GDP, ballooning from 51.7% in December 2013.
Chart 5: Fiscal position & government gross debt (% of GDP)
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BRAZIL
UNEMPLOYMENT RATE AT SEVEN-YEAR HIGH
Unemployment to
rise further, says
IMF

Brazil’s unemployment rate jumped to its highest level since May 2009 to 10.9% for 1Q2016 (vs. 9.0% in
4Q2015), as the number of people seeking employment rose sharply to 11.1mn. Average monthly wages
declined to BRL1,966 in 1Q2016 (vs. BRL2,031 for 1Q2015). The working population declined to 90.6mn
or by 1.7% YoY, as people lost jobs amidst a deep recession. IMF forecasts Brazil’s unemployment rate at
9.19% and 10.18% in 2016 and 2017, respectively. The unflattering forecasts reflect weakness in
industry, investment and private consumption on the back of political uncertainty and weak
macroeconomic numbers.

INDUSTRIAL OUTPUT DECLINES AT THE FASTEST RATE
SINCE 2013
Enthusiasm for
business
investments on the
wane

Brazil’s industrial output sank by 9.8% in 4Q2015, the most in three years, as the country fell deeper into
recession for the second straight year. Industrial output was dragged by a sharp decline in production of
durable goods such as cars and home appliances. The country’s manufacturing PMI, at 46 in March
2016, has remained below 50 since February 2015. The current political turmoil and high interest rates
have impacted business appetite for further investments in the country, as borrowing becomes costlier
compared to other emerging economies.

VALUATION

Chart 7: Major sector weights in IBOVESPA Index

Table 2: Index performance at a glance
Index
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Chart 8: Brazil benchmark index and 1 yr forward P/E trends
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IBOVESPA swings
wildly as endgame
to the political saga
remains uncertain

Brazil’s benchmark equity index, IBOVESPA, has seen extreme volatility over the past few months. The
index movement has been characterized by a phase of steep decline, which commenced in November
2015 and ended in mid-January 2016, due to rising political uncertainty and falling commodity prices
(including crude). Despite on-going recessionary pressures, however, the index staged a sharp recovery
around mid-January 2016 and crossed the 50,000 mark by March 2016, on investors’ expectations that
if a new government is installed, it could usher in market-friendly reforms to boost the economy.
However, since the beginning of May 2016, the index has seen a fresh wave of selling pressure, with the
‘risk-off’ sentiment taking hold, with impeachment proceedings initiated against Dilma Rousseff and the
US Federal Reserve signalling that an increase in interest rates is possible in June 2016. IBOVESPA
currently trades at 11.9x one-year forward consensus earnings, which is higher than its 5-year average
one-year forward multiple of 10.8x. Given still-weak fundamentals, the index will be hard-pressed to
continue to trade above its 5-year average one-year forward multiple.

Index P/E (RHS)

Source: Bloomberg

On the debt front, in recent months, Brazil has returned to the overseas bond market (after a long
absence on the corporate as well as sovereign front). In March 2016, the Brazilian government issued
USD1.5bn bonds, its first issuance in 18 months, priced at 6.125% (lower than initial guidance of 6.5%
due to solid investor demand). Further, in May 2016, Petrobras raised USD6.75bn from the sale of 5and 10-year USD bonds, the company’s first overseas bond issuance since June 2015.
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INDIA
TABLE 1: INDIAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

Nominal GDP (USD bn)

2,000.1

2,041.3

2,053.1

2,049.6

2,063.7

Real GDP growth rate (% YOY)

6.7%

6.1%

7.2%

7.5%

7.1%

CPI (% YoY quarter-end)

4.3%

5.3%

5.4%

4.4%

5.6%

Repo rate (%)

8.00%

7.50%

7.25%

6.75%

6.75%

Current account deficit (% of GDP)

(1.4%)

(1.3%)

(1.3%)

(1.2%)

(1.1%)

Gross external debt (% of GDP)

22.9%

23.3%

23.5%

23.5%

23.3%

Gross forex reserves (USD bn)

319.7

341.4

355.2

350.0

352.1

3.6%

2.5%

4.2%

3.7%

(1.2%)

IIP growth (% YoY)

th

Source: Reserve Bank of India, Bloomberg; USD/INR: 66.56 (as of 04 May)

GDP GROWTH CONTINUES TO BE IMPRESSIVE
IMF growth forecast
for 2016-17 remains
unchanged

India’s GDP growth accelerated to 7.1% YoY in 4Q2015 (vs. +6.7% YoY in 4Q2014), on the back of growth
in trade, hotels, transport & communication (+10.1% YoY); financial, real estate & professional services
(+9.9% YoY); manufacturing (+12.6% YoY) and construction (+4.0% YoY). Excluding agriculture (-1.0%
YoY), all sectors registered a positive growth in 4Q2015. India’s Index of Industrial Production (IIP)
expanded by 2% YoY in February, after three consecutive months of contraction, driven by a strong
performance by mining (up by 5% YoY) and electricity (up by 9.6% YoY) sectors. Infrastructure output
(38% of total industrial output) grew at 5.7% YoY in February 2016, the fastest pace in the last thirteen
months, as production of cement and fertilizers soared.
India’s growth story continued to move forward as the government continued to take various measures
to boost manufacturing activities, with projects such as “Make in India” gathering momentum.
Moreover, to stabilize agriculture, the union budget, which was introduced in February 2016, focuses on
rural areas by raising the budgeted expenditure allocated to the Ministry of Agriculture to INR359.84bn
(up from INR158.10bn in 2015). Despite the ongoing challenges from a slowing China and weak global
economy, the IMF’s GDP growth projection for India remained unchanged at 7.5% in 2016-17.

MANUFACTURING PMI FALLS
The Nikkei Manufacturing Purchasing Managers' index (PMI) in India declined to 50.5 in April 2016 (vs.
52.4 in March 2016 - the highest level since July 2015), as manufacturing orders stagnated after rising
for three consecutive months. New orders from abroad increased, albeit at a slower pace. However, the
overall manufacturing remained competitive, with output prices rising at a slower rate compared to the
input costs. On the other hand, softer increase in output of service providers resulted in decline of the
Services PMI to 53.7 in April 2016 (vs. 54.3 in March 2016). The Nikkei India composite PMI Output
Index dropped to 52.8 in April 2016 (vs. 54.3 in March 2016), indicating sluggish expansion of private
sector activities.
Chart 1: Sector contribution to 4Q2015 Real GDP (%)

Chart 2: Real GDP growth (overall & sub-sectors) (% YoY)
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THE MODI GOVERNMENT FOCUSES ON BROAD-BASED
DEVELOPMENT
Several high-profile
reforms have been
proposed

The Indian government has initiated several reforms such as direct remittances of subsidy, tax reforms,
Foreign Direct Investment (FDI) reforms etc. along with implementing key projects to boost economic
growth. The bankruptcy law, which deals with commercial indebtedness, is expected to be cleared in the
current budget session of the Parliament. On the other hand, key projects, such as, ‘Make in India’ (to
provide boost to manufacturing), ‘Smart Cities’ (USD7.5bn to develop 100 smart cities for urban
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development) and ‘Swachh Bharat’ (to promote sanitation & cleanliness) are still only in their initial
phase. FDI has increased by 37%, mainly due to the ‘Make in India’ initiative, launched in September
2014. With these efforts, India has received 204 FDI proposals worth USD39.32bn. In addition, other
initiatives such as increasing the ease of approvals for investment proposals and increasing competitive
spirit among different states has partly led to an improvement in India’s ranking to 130 (earlier 142) in
the World Bank’s ranking on 'Ease of Doing Business' for the year 2015.
The recent announcement of FDI norms, which allows 100% FDI through automatic route in online retail
of products and services under the marketplace model, could potentially have a positive effect on the
profitability of ecommerce players in the long term. Moreover, in February 2016, the government had
imposed minimum import price (MIP), to be reviewed periodically, on certain steel products in order to
provide relief to domestic steel producers, who are hurt by cheap imports.

GST, land reforms
necessary to push
through ambitious
economic reforms

However, with key reforms such as the Goods & Services Tax (GST) bill, land acquisition reforms and
labour market reforms pending for approval, the government may struggle to achieve its ambitious
economic reforms agenda. GST law, which is expected to raise GDP growth rate by 1.5-2%, has been
cleared by the Lower House of Parliament. The opposition parties are determinedly blocking them in the
Upper House, where the ruling National Democratic Alliance (NDA) is in a minority.

APRIL INFLATION ABOVE RBI’S NEAR-TERM TARGET
Inflation rises after
falling for two
consecutive months

India’s Consumer Price Index rose to 5.39% in April 2016 (vs. March 2016 reading of 4.83% - the lowest
since September 2015), as food prices jumped 6.32% (vs. a 5.21% increase in March 2016). With
inflation being marginally above the Reserve Bank of India’s (RBI) target of 5.0% for 2016-17, the central
bank may be under pressure to hold interest rates constant at its June meeting, especially given the
steep rise in prices of essential commodities.
In April 2016, after a pause of six months, RBI cut the key interest rate by 25bps to 6.5% (their lowest
level in more than five years), considering the then under-control inflation levels. RBI, in its recent
meeting, kept the policy rates unchanged and insisted on transmission of rate cuts to the business
community and consumers to spur growth. Factors impacting inflation i.e. monsoon, Seventh Pay
Commission (recommendations on salary scales for government employees) and crude oil prices should
determine the next change in policy rates by the RBI.
Chart 3: Policy Rate (Repo Rate)

Chart 4: CPI (% YoY)
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ABOVE-NORMAL MONSOON FORECAST BODES WELL
FOLLOWING TWO SUCCESSIVE DROUGHT YEARS
Normal monsoon
could generate
growth momentum
and keep inflation in
check

Agriculture sector, which contributes ~15% to India’s GDP but employs over 50% of workforce, has been
performing below par due to two consecutive drought years. According to the economic survey, India’s
agriculture sector is estimated to grow at ~2% for 2015-16 (March-ended) against the 12th Five-Year
Plan target of 4% as the farm produce has been adversely impacted by ~16% rainfall deficit in 2015. The
drought situation in India is very severe, with major reservoirs being 79% empty and three-fourths of
India’s basins held less water compared to the average of the last ten years (Source: Central Water
Commission).
On a positive note, the economy may improve, if the forecast of an above-normal monsoon for 2016
(106% of Long Period Average) by the India Meteorological Department, turns out to be correct. Apart
from a recovery in rural consumption, an improved monsoon is likely to boost the economy through
positive trickle-down effects. On the other hand, a check on inflation through bolstered farm
productivity could increase the real value of the Indian rupee.
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INDIA
STABLE FDI INFLOW CUSHIONS CAD
Under control CAD
viewed as credit
positive by Moody’s

India’s trade deficit narrowed for the fourth successive month to USD4.84bn in April 2016 (vs. a deficit
of USD5.07bn in March 2016), led by steep decline in gold imports and decline in oil shipments. The
narrower trade deficit came as the decline in exports (-6.74% YoY) was easily eclipsed by the sharp
23.10% YoY decline in imports. India’s current account deficit (CAD) narrowed to USD7.1bn (or 1.11% of
GDP) in 4Q2015 compared to USD8.7bn in 3Q2015, primarily on account of lower crude oil imports.
Further, the highest-ever FDI inflow of USD51bn during April 2015-February 2016 (vs. USD44.29bn for
the corresponding prior period) partly financed the current account gap. Moody’s considers the reduced
external financing requirements owing to rising FDI levels as a credit-positive. RBI expects CAD to be at
1.4% of GDP in the year 2016-17 (March ended). India’s forex reserves rose to USD363.1bn as on April
29, 2016 (vs. USD352.05bn as on December 25, 2015).
Chart 5: Current account surplus and forex reserves (USD bn)
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VALUATION
Despite weak
corporate earnings,
Nifty is on the
rebound

The Nifty has been volatile over the past few months, retreating from the 8,100 mark in early-October
2015 to fall below the 7,000 level briefly at the end of February 2016, as foreign investors pulled out
funds due to Rupee weakness and global economic slowdown. Further, weak corporate earnings of
domestic companies, especially banks such as the State Bank of India (SBI) and proposals in the Union
Budget to tax dividend income of high net-worth individuals (HNIs), have also hurt investor confidence.
While banks have continued to deliver weak operating performance in the March 2016-ending quarter,
the Nifty recovered sharply to 7,700 levels, as foreign investors deployed more funds into the market
due to increased prospects of a repo rate cut, broadly under-control inflation, prospects of better
monsoon and some demonstration of progress on reforms (e.g. passage of the new Bankruptcy Bill in
the upper house of parliament). The Nifty is currently trading at 15.7x one-year forward consensus
earnings, which is higher than its 5-year average one-year forward multiple of 14.2x. The premium likely
reflects renewed favour for Indian assets amongst foreign investors.
Chart 7: Major sector weights in NIFTY Index

Table 2: Index performance at a glance
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INDIA
Chart 8: Nifty and 1-yr forward P/E trends
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On the debt front, overseas bond issuances by Indian firms & banks fell to USD2.2bn between Januarymid-May 2016 (vs. nearly USD5bn over the corresponding year-ago period), according to data compiled
by Bloomberg. In 2016 thus far, there have been only three major issuances, amounting to USD1.7bn, by
Exim Bank of India, NTPC and ICICI Bank (vs. seven issuers who raised USD4.2bn in 2015). The decline in
bond market volumes is attributable to lack of demand from overseas investors due to ‘flight to safety’
and tighter pricing rules introduced by RBI to clamp down on sub-investment grade issues. In
government securities (G-Secs), the ownership of foreign institutional investors (FII) has been rising in
recent years to 3.67% in FY15 (vs. 1.68% in March 2014 and just 0.52% in March 2008). The increased FII
participation in G-secs can be attributable to the resilient economy, high interest rate environment and
relaxation of the investment limit for foreign portfolio investors over the past couple of years.
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RUSSIA
TABLE 1: RUSSIAN ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2015

1Q2016

Nominal GDP (RUB bn)

18,210

19,284

21,294

22,016

N/A

Real GDP growth rate (% YoY)

(2.20%)

(4.52%)

(3.71%)

(3.81%)

(1.20%)

Consumer price index (% YoY)

16.90%

15.30%

15.70%

12.90%

7.30%

Bank of Russia key rate (%)

14.00%

11.50%

11.00%

11.00%

11.00%

556.2

555.6

536.4

515.8

599.82

Total external debt (USD bn)
Current a/c balance (USD bn)
International reserves (USD bn)

30.0

16.6

8.0

13.0

11.7*

356.4

361.6

371.3

368.3

387.0

Source: Russia Central Bank, Russian Federal State Statistics Service, USD/RUB: 66.6544 (as of May 20, 2016) *estimates as per CBR

ECONOMY LIKELY TO CONTRACT IN 2016
Low energy prices,
economic sanctions
continue to hurt the
economy

Russia’s GDP contracted 3.7% to RUB80.8tn in 2015, negatively impacted by the retail sector (-10% YoY),
construction (-7.4% YoY), hotel & restaurant (-5.3%) and processing industries (-5.1%). The Russian
economy is likely to continue to deteriorate, with GDP expected to contract for the second consecutive
year on the back of falling energy prices and sanctions imposed by the western countries. The EU and
the US plan to extend the economic sanctions against Russia, until the country completely complies with
the Minsk Protocol (an agreement to halt war in the Donbass region of Ukraine). Accordingly, the
Central Bank of Russia (CBR) forecasts the economy to contract by 1.3% - 1.5% in 2016. Meanwhile, the
World Bank predicts Russian economy to decline by 1.9% in 2016. Further, the World Bank expects over
1mn more people to fall under the poverty line in 2016 (vs. 3.1mn in 2015) due to reducing real income
and curbs on public spending. However, the country’s long term growth will depend on the economic
reforms the government implements. The government has signed off on an anti-crisis plans to stabilize
the economy, which includes increasing taxes, borrowings and revamping the budget. CBR expects the
economy to post a positive quarterly growth between late 2016 and early 2017, while the annual GDP
growth is expected to turn positive only in 2018.
Chart 1: GDP and components real growth rate (% YoY)
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BUDGET 2016: DEFICIT TARGET OF 3%
Deficit may rise if oil
price fails to recover

The initial 2016 budget (released in October 2015), based on a projected oil price of USD50 per barrel,
forecasted a deficit of 3% of GDP. This was further revised downward in December 2015 to USD40, due
to the falling oil prices. According to the revised budget for 2016, revenues were projected at RUB13.7tn
(~17% of GDP), while government expenditure was at RUB16tn (~20% of GDP), resulting in a deficit of
RUB2.36tn (~3% of GDP). According to the federal treasury data, the deficit grew by RUB712bn during
1Q2016 (3.7% of GDP), compared to ~RUB507bn in 1Q2015. The country plans to cut down its military
budget by 5% in 2016, which would be the biggest reduction in the government spending on military
since Vladimir Putin, the Russian President, took office in 2000. Further, the Russian Finance Ministry
has prepared an amendments package (tax reforms and reducing public expenditure) for the 2016
federal budget that presupposes cutting approx. 10% in expenditures and a range of anti-crisis measures
to keep the budget deficit in check. The amendment recommendations have not been submitted to the
government thus far.
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RUSSIA
CONSUMPTION DOWN ON WEAK LABOUR MARKET
CONDITIONS
Unemployment
increased to 6% in
March 2016

Russia’s labour market conditions remain depressed. Unemployment stood at 6% in March 2016,
compared to 5.8% in February 2016. The employed to unemployed ratio fell to 16.6% by 2015-end from
18.3% in 2014. Real wages declined 10.4% YoY in 4Q2015. As a result, consumer demand remained
weak and household final consumption expenditure fell 10.1% YoY during 2015. An increase in
household savings rate from 7.8% in 2014 to 15.4% in 2015 also impacted consumer demand. The CBR
data also showed that idle employees increased 5.2% YoY in 4Q2015. Also, this seems to have impacted
consumer confidence, as Nielsen's Consumer Confidence Index for Russia fell to 63 points in 1Q2016 (vs.
72 points in 1Q2015), the lowest level since records began in 2005.
Chart 9: Russia Employment PMI (LHS) vs. Unemployment (RHS)
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INFLATION HOLDS IN APRIL AFTER SHARP FALL IN MARCH
Inflation holds
steady in April 2016

Russia’s inflation held steady at 7.3% in April 2016, unchanged from March 2016 (vs. a high base of
~15% in 2015). Inflation had surged in 2015 due to sanctions imposed by western countries. CBR has not
changed the interest rates since August 2015 with a motive to reduce inflation, which it has been
successful in doing. The inflation rate continues to moderate in 2016. The Russian central bank held
interest rates steady at 11% at the meeting held in April 2016, but signalled that if inflation kept on
falling, it would cut the rate soon. The bank stated that inflation expectations are declining, but inflation
risks remain elevated due to the uncertainty in parameters of the national budget, and ambiguity of the
observed movements in nominal wages. CBR expects annual inflation to fall to 5% in April 2017, and slip
further to 4% in late-2017.
Chart 4: CPI trends (% YoY) & Bank of Russia key rate (%)
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PMI DATA INDICATES SLOWDOWN IN MANUFACTURING
ACTIVITY
Overall PMI
indicates expansion

The Markit PMI data indicated that Russian manufacturing activity contracted at a faster pace in April
2016, as the manufacturing PMI fell to 48.0 (from 48.3 in March 2016), its lowest level in eight months.
In addition to lower output, manufacturers saw fewer new orders, especially from abroad. Job cuts
continued in the manufacturing sector for the 34th successive month. However, the services sector
continues to do well, as the services PMI rose to 54.0 in April 2016, from 52.0 in March. Overall
economic activity is in expansion mode, with the composite PMI improving marginally to 51.3 in April
2016 (vs. 50.8 in March).
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RUSSIA
Chart 6: Russia PMI data
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HIGHER TAXES FOR ENERGY COMPANIES, CAPITAL
AMNESTY TO BRIDGE THE BUDGET GAP
Higher taxes may
negatively impact
investment in the
oil sector

Russia has been pushing to increase taxes on domestic energy companies, to bridge the budget gap due
to lower oil prices. The move could affect all greenfield, or newly developed oilfields that currently enjoy
various tax breaks. According to Vygon Consulting, a total of 198 fields, including brownfields, or longoperating oil fields, currently benefit from various tax breaks. The new proposed system will benefit
greenfields in their early stages, as they will not have to pay any tax, compared to the 10% of the oil
price now under the tax break regime. Under the new system, a 40% tax will apply to all fields once they
become profitable, whether or not they previously enjoyed tax breaks, plus a profit-based tax of 70% of
positive cash-flow. Such an increase in taxes can have a negative impact on the country’s oil sector and
investment in oil companies, resulting in lower oil production levels later. The government believes that
the oil companies have the advantage of receiving revenues in dollars and paying cost in Russian rubles,
benefiting from the depreciating currency and also tax breaks. The oil taxes had contributed RUB6.6tn
(USD87bn) in 2014, which is approximately 46% of the government’s total revenues. Moreover, the
government is also urging businesses to declare their foreign assets by providing them capital amnesty
to reduce capital outflow from the country. According to the Finance Minister, the declarations have to
be submitted by July 1, 2016 (extended from December 31, 2015) and the government has no plans of
extending the timelines any further.

VALUATION
MICEX valuation
supported by
earnings growth
expectations

Russia’s benchmark equity index, MICEX, is currently trading just below the 1,900 mark, declining 4.0%
from its highest level of 1,969 in April 2016. Though most economic data points indicate the worst of the
recession has passed in 2015, the economy continues to struggle with lower oil prices and after-effects
of economic sanctions against the country. MICEX currently trades at 6.5x one-year forward consensus
earnings, which is marginally higher than its 5-year average one-year forward multiple of 6.4x, reflecting
the investor optimism about the macroeconomic situation. Consensus paints an optimistic picture about
the index as well, with earnings growth of ~23% and 26%, respectively, for 2016 and 2017.
Chart 8: Major sector weights in MICEX Index

Table 2: Index performance at a glance
Index
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RUSSIA
Chart 9: Moscow MICEX index and 1 yr forward P/E trends
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On the debt front, Russia is planning to issue sovereign bonds worth USD3bn, its first issuance since
sanctions were imposed on the country in 2014. Russian 10-year bonds appear to have erased the risk
premium of the sanctions, with yields falling back to 8.8% (pre-sanction levels), supported by recovering
crude prices, strengthening currency and the CBR meeting its inflation targets.
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SOUTH AFRICA
TABLE 1: SOUTH AFRICAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

979

965

991

1,007

1,027

Real GDP growth rate (% QoQ)

4.20%

1.40%

(1.30%)

0.70%

0.60%

Financial transactions (% of GDP)

2.40%

3.40%

0.40%

4.1%

5.2%

Repo rate (%)

5.75%

5.75%

5.75%

6.00%

6.00%

Nominal GDP (ZAR bn)

Exports (% of GDP)

31.9%

29.8%

31.0%

31.8%

31.3%

(5.10%)

(4.70%)

(3.1%)

(4.30%)

(5.10%)

Foreign debt (% GDP)

41.4%

41.6%

41.6%

41.0%

NA

Unemployment rate (%)

24.3%

26.4%

25.0%

25.50%

24.50%

Current account balance (% GDP)

Source: South African Reserve Bank

GDP GROWTH POSITIVE; HEADWINDS STILL PERSIST
Trade and finance
sectors boost GDP

South Africa’s GDP continued to show positive growth for the second consecutive quarter in 4Q2015,
after it contracted unexpectedly in 2Q2015. Trade sector was the highest contributor to GDP growth,
rising by 2.8% QoQ, followed by finance, government and mining sectors. Higher turnover in retail trade,
catering and accommodation services contributed to growth in the trade sector. On the other hand,
agricultural, manufacturing and transportation sectors remained in negative territory. Agricultural GDP
declined 14.0% QoQ, as the nation was hit by drought, which led to lower production of field crops such
as maize. Manufacturing output dropped by 2.6% QoQ, mainly due to a decline in manufacturing of
motor vehicles, paper and basic metals. The economy has also been struggling in the recent past due to
lack of power supply in key sectors. Recently, the IMF lowered its 2016 growth outlook on the South
African economy to 0.6% (vs. 0.7%, earlier) as weak exports and policy uncertainty impact the economy.
The IMF stated that the country’s central bank’s move to increase its lending rates might impact the
economic growth. Moreover, lower export prices and tighter fiscal policies are also likely to hurt growth
Chart 1: 4QCY2015 Nominal GDP Composition (%)
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FY2016-17 BUDGET ESTIMATES A DEFICIT OF 3.2% OF
GDP
Budget focuses on
fiscal consolidation
& structural reforms

In the FY2016-17 budget, the Finance Minister chose not to introduce austerity measures for the
struggling economy, and instead took a middle path for addressing the economic weakness. The budget
focuses on fiscal consolidation, while emphasizing upon structural reforms in order to reignite growth.
The ministry lowered its ceiling for expenses on the unemployed population by ZAR25bn over the next
three years, which represents the largest proportion (~30%) of the spending. However, it maintained its
social spending budget, in order to protect individuals at the bottom of the pyramid. Further, the budget
proposes to increase the government’s tax revenue by taxing wealthy individuals and entities at higher
rates. The ministry increased the capital gains tax rate across the board. Levy on fuel has been increased
from ZAR2.55 per litre to ZAR2.85 per litre (+11.8%), effective from April 2016. The budget also upped
the “sin taxes” on alcoholic beverages and tobacco products. All these measures are expected to
increase the government’s total revenue by approximately ZAR18bn. However, the government left its
Value Added Tax (VAT) rate unchanged, as an increase might have an adverse impact on consumption.
Overall, the government estimates revenue to be around ZAR1.3tn in FY 2016-17, while expenditures
are expected to be ZAR1.5tn. Consequently, budget deficit is expected to be around ZAR139bn (3.2% of
GDP) for FY2016-17.
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SOUTH AFRICA
INFLATION AND UNEMPLOYMENT REMAIN HIGH
Stubbornly high inflation and a continuously depreciating Rand has forced the South African Reserve
Bank (SARB) to increase its interest rate several times in the recent past in an already struggling
economy. However, the central bank’s efforts to keep the inflation below its 6% ceiling has so far failed,
as the latest inflation report revealed that consumer inflation in the country reached 6.2% in April 2016.
The major factor behind the increase in inflation was the rise in prices of food & non-alcoholic
beverages. Rise in food prices was mainly due to drought conditions, which lowered the agricultural
output. Moreover, high unemployment levels have also hindered the economy’s growth. In 4Q2015,
jobless rate in the economy reached 24.5%. Labour force participation rate fell to 58.5% (vs. 58.8% in
3Q2015). Going forward, SARB expects inflation to remain around the 6.0% mark in FY2016-17 and
decline slightly to 5.8% in the following year.
Chart 3: Unemployment Rate

Chart 4: CPI (% YoY) and key components
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LATEST PMI DATA ADDS TO THE PAIN
Manufacturing PMI
falls to its lowest
level in 18 months

The latest batch of data continued to provide evidence of economic weaknesses in South Africa. The
Standard Bank’s manufacturing PMI came in at 47.0 in March 2016 (vs. 49.1 in February 2016), the
lowest level in 18 months. The report indicated that continued weakness in the private sector resulted
in deterioration of the index. Total output and new orders, which account for the highest proportion of
the survey, remained under pressure. Total output of private sector companies continued to decline for
eleven consecutive months, on the back of lower demand. The index was also affected by lower
commodity prices and drought conditions. Moreover, decline in new orders and job losses contributed
toward worsening of the index. Almost every indicator on the demand and supply side continued to
provide a gloomy outlook for the economy, signalling increasing probability of recession in the near
future.

CREDIT RATING UNDER THE SCANNER
Ratings agencies
warn of potential
downgrade to junk
status

S&P cut its 2016 growth forecast for South Africa to 0.8% (from 1.6%, earlier), due to falling commodity
prices, the drought situation, weak business confidence and the depreciating Rand. South Africa,
currently rated at “BBB-”, one level above junk status, risks losing its investment-grade credit rating. The
ratings agency warned that pressure on the rating comes from the slowest pace of economic growth
since the 2009 recession, as well as rising government debt, which the National Treasury estimates to
have risen to more than 50% of GDP by March 2016. S&P has a ‘negative’ outlook on South Africa.
Moody’s also has a ‘negative’ outlook on South Africa, and in March 2016, put its assessment on review
for a downgrade. The National Treasury estimates the gross government debt to GDP ratio to stabilize
around the current levels over the next three years. The government’s foreign debt as a percentage of
gross loan debt remains low (11.3%, currently), and is expected to ease below the 10.0% mark by 20182019.

RAND CONTINUES TO WEAKEN
Rand weakness
hurts exports
growth

The South African Rand has been hitting new lows against the US dollar over the past few months. The
Rand hit its lowest level (16.8) on January 18, 2016, falling almost 40% since June 2015, amid continuous
slowdown in the South African economy as well as the likelihood of interest rate hikes in the US. The
currency weakened the most during December 2015, after the South African President Jacob Zuma
replaced the nation’s Finance Minister, Nhlanhla Nene with a relatively unknown person from the party.
Moreover, concerns in China have also contributed to prolonged weakness in the currency. Weak
commodity prices have led to a decline in the value of exports from the country, which has resulted in
depreciation of the South African Rand. The current account deficit (CAD) widened to 5.1% of GDP in
4Q2015 (vs. 4.3% in 3Q2015), thereby putting further pressure on the currency.
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SOUTH AFRICA
VALUATION
South Africa’s benchmark equity index, the JSE All Share Index (JALSH) has maintained its upmove in
2016, gaining around 3.8% from 2015-end till May 20 (vs. just 1.9% gain in 2015) as the global basic
commodity prices have staged a comeback recently. However, the index is still down around 3.0% on
YoY basis, amid worsening growth outlook of the commodity-dependent economy (the IMF lowered
South Africa’s growth forecast twice in 2016). The index is currently trading at 15.6x one-year forward
multiple, which is higher both from its current 5-year average and MSCI Emerging Market index’s oneyear forward multiple of 13.2x and 11.2x, respectively. The uncertain outlook of the global commodity
prices, in the backdrop of a weak global growth outlook (especially China), along with a host of domestic
issues (weakening currency, risk to credit rating, drought, rising inflation and interest rates) pose
downside risk to valuations.
Chart 5: Major sector weights in JALSH Index

Table 2: Index performance at a glance
Index

15.3%
13.9%
57.6%
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13.2%
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Chart 6: JALSH Index and 1 yr forward P/E trends
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SOUTH KOREA
TABLE 1: SOUTH KOREAN ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2015

384.96

387.98

392.55

393.10

NA

2.4%

2.2%

2.8%

3.1%

2.7%

Nominal GDP (KRW tn)
Real GDP growth rate (% YoY)
Consumer price index - CPI (% YoY, month end)

1Q2016

0.6%

0.5%

0.7%

1.1%

1.0%

1.75%

1.50%

1.50%

1.50%

1.50%

6.7%

7.0%

7.7%

7.7%

NA

Gross external debt (USD bn)

417.96

422.02

407.55

395.40

NA

Gross forex reserves (USD bn)

362.75

374.75

368.11

367.96

369.84

3.70%

3.80%

3.60%

3.50%

3.80%

Repo rate (% quarter-end)
Current account surplus (% of GDP)

Unemployment rate (%)

Source: The Bank of Korea, Bloomberg; USD/KRW: 1,188 (as on May 20, 2016)

1Q2016 GDP BELOW
STIMULUS ANNOUNCED
1Q2016 GDP
growth weak;
additional stimulus
announced

EXPECTATIONS;

ADDITIONAL

According to advance estimates for 1Q2016 released by South Korea’s central bank, The Bank of Korea
(BoK), GDP grew by 0.4% QoQ (4Q2015: +0.7% QoQ), which was slightly lower than consensus. The GDP
weakness reflected the 1.7% fall in exports and 5.9% erosion in facilities investments. Moreover, private
consumption growth was the weakest since 2Q2014, primarily on the waning effects of government
measures last year to boost consumer spending.
Since the beginning of 2016, South Korea has been reporting weak economic numbers, namely
deterioration in exports, weak consumer and business sentiment, soft home prices and 2015 GDP
growth of 2.6% YoY (the slowest in three years). Moreover, weak demand from key trading partner
China and low inflation from declining oil prices has added to the country’s woes. In February 2016,
South Korea announced additional stimulus measures, including enhancing public spending by KRW6
trillion (USD4.9bn) and lending by policy banks by up to KRW15.5tn. The country also extended its
existing tax cuts on cars. These stimulus measures were aimed at providing cheaper loans to local
companies to enhance exports and drive domestic demand.

2016 GDP growth
and inflation
estimates cut to
2.8% and 1.2%,
respectively

The BoK cut its GDP growth forecast for 2016 to 2.8% from 3.0% earlier, citing weaker-than-expected
1Q2016 GDP growth. The central bank also cut GDP estimates for 2017 to 3.0% from 3.2% as it expects
a gradual improvement in the global economy. The inflation forecast was also reduced to 1.2% for 2016
from 1.4% earlier, but was maintained at 2.0% for 2017.
Chart 1: Sector contribution to 4Q2015 Nominal GDP (%)

Chart 2: Real GDP growth (overall & sub-sectors) (% YoY)
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STATUS QUO ON INTEREST RATES, BUT FURTHER CUTS
MAY BE ON THE ANVIL; DEBT RAISING UNLIKELY
Interest rates could
be cut further;
quantitative easing
unlikely to
materialize

In the second monetary policy meeting since the parliamentary election and the first since
reconstitution of the Bank of Korea (BoK) board, BoK left its benchmark interest rate unchanged at a
th
record-low of 1.50% for the 11 consecutive month. Notably, the central bank had slashed its rates by a
cumulative 175bps between July 2012 and June 2015. BoK will monitor the progress of restructuring
efforts of highly indebted companies before taking a decision on further rate cuts. In its earlier policy
meet, BoK had cited economic recovery in the US, mild signs of improvement in the Euro area and
easing of Chinese economic slowdown for keeping the benchmark rates steady.
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SOUTH KOREA
Before the parliamentary election in April 2016, South Korea’s Finance Minister Yoo Il Ho noted that the
country has sufficient leeway to further cut rates and also issue debt to prop up the economy to achieve
the targeted growth for 2016. During its election campaign, the ruling Saenuri party had suggested
implementing quantitative easing measures, enabling the BoK to buy bonds issued by the state-run
Korea Development Bank. The funds could be utilized to provide financing to restructuring companies
and buy mortgage-backed securities in a bid to extend loan maturities and ease the nation’s household
debt burden. The Finance Minister cited the country’s low Debt-to-GDP ratio of 37.9% and the relatively
higher interest rates compared to other developed economies. Yoo also said that the government was
comfortable in raising the Debt-to-GDP ratio to 60% cap (from current levels) as suggested by the
Organization for Economic Co-operation and Development, albeit gradually. According to Yoo, the
current level of government spending was sufficient to meet the growth target. However, he cautioned
that a further slowdown in China, coupled with continuing negative interest rates by the European
Union and Japan could require South Korea to expand fiscal stimulus or cut rates further.
The constant reduction in GDP growth and inflation expectations could prompt the BoK to undertake
further interest rate cuts soon. However, the recent election setback suffered by the ruling party in
South Korea could defer more aggressive action by the central bank, especially with respect to raising
more debt. Moreover, since the BoK can only purchase government bonds under current laws, any
future implementation of quantitative easing would require a modification to the existing laws.

VOTER ANGST MIRRORS DISILLUSIONMENT; ECONOMY
AND REFORMS IN FOCUS
Shock election
results could
impede structural
reforms process

In South Korea’s parliamentary elections in April 2016, the main opposition i.e. Minjoo Party won 123
seats in the 300-seat National Assembly, going past the ruling Saenuri party’s tally of 122 seats. In
another major surprise, The People’s Party, which split from the Minjoo Party, won 38 seats. The Saenuri
party had been largely expected to win majority seats in the parliament, which could have provided
President Park Geun-hye the ability to drive key legislative reforms. The reversal in fortunes led to the
Saenuri Party leader, Kim Moo-sung immediately resigning from his post. The current deadlock in the
parliament could put the introduction of bills for major structural reforms, including corporate
restructuring and labour market reforms in limbo as the country seeks to lower its dependence on
exports. Saenuri has been proposing greater flexibility in the labour market through removal of
restrictions on hiring contract workers to increase employment. On the other hand, Minjoo has been
seeking a raise in minimum wages and an increase in taxes for high-income earners.
In South Korea, unemployment has been a major issue, with the jobless rate amongst young people
rising to its highest rate ever at 12.5% in February 2016. Over the past few years, the country’s
household debt has been ballooning at a rapid pace, surpassing KRW1.2tn at the end of 4Q15. The
parliamentary results were a reflection of voter angst over the country’s sluggish economy, including
falling exports, surging household debt and rising youth unemployment.
Chart 3: Household credit growth

Chart 4: CPI (% YoY)
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TRADE SURPLUS ZOOMS; FOREX RESERVES REMAIN
ROBUST
For March 2016,
South Korea
th
recorded the 50
consecutive month
of trade surplus

For March 2016, South Korea’s trade surplus spiralled to USD9.86bn (USD7.90bn in February 2016;
th
USD8.34bn in March 2015). Notably, South Korea recorded a trade surplus for the 50 consecutive
month in March 2016, which was the third-highest monthly trade surplus recorded. The significant trade
surplus was driven by the fall in imports (-13.9% YoY), which far outpaced the decline in exports (-8.1%
YoY). Although slowing Chinese and emerging market demand has led to a fall in exports each month
since the beginning of 2015, the fall in exports has decelerated since January 2016. At the end of April
2016 South Korea’s foreign exchange reserves increased by USD2.6bn to USD372.5bn.
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The healthy forex reserves and current account surplus provide South Korea with a substantial cushion
to counter any economic weakness.
Chart 5: Current account surplus and forex reserves
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VALUATION
The Korea Composite Stock Price Index (KOSPI) had regained lost ground to reach above 2,000 from
about 1,800 levels, before falling below that mark on concerns over the unexpected hawkish stance of
the US Federal Reserve with respect to an interest rate hike. The initial decline in the index is explained
by the weakness in Chinese and global economy. If the economy does not recover soon, the BoK may be
forced to cut rates, which could provide a thrust to the stock markets. Since the beginning of 2016, the
Korean peninsula has witnessed rising tensions between the North and South, with North Korea
conducting nuclear tests and missile launches. Moreover, the recent announcement by South Korea of
the defection of thirteen North Koreans to its side has further increased acrimony between the two
nations. Apart from macroeconomic concerns, a potential escalation in tensions between the Korean
neighbours continues to remain a major overhang on the index. The KOSPI currently trades at 10.5x
one-year forward consensus earnings, which is above its 5-year average one-year forward multiple of
9.8x. The premium likely reflects low threat perception of a potential regional conflict.
Chart 7: Major sector weights in KOSPI Index
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Chart 8: KOSPI Index and 1-yr forward P/E trends
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INDONESIA
TABLE 1: INDONESIAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

Nominal GDP (IDR tn)

2,696

2,728

2,869

2,999

2,945

Real GDP growth rate (% YoY)

5.04%

4.73%

4.66%

4.74%

5.04%

Consumer Price Index - CPI (% YoY)

8.36%

6.38%

7.26%

6.83%

3.35%

Bank rate (% month-end)

7.75%

7.50%

7.50%

7.50%

7.50%

Current account deficit (% of GDP)

2.70%

1.95%

1.97%

1.94%

2.39%

Foreign direct investment (IDR tn)

78.7

82.1

92.2

92.5

99.2

Foreign exchange reserves (USD bn)

111.9

111.6

108.0

101.7

105.9

Government debt (USD bn)

123.8

127.8

129.4

129.1

137.7

Source: Bank Indonesia, Statistics Indonesia; USD/IDR: 13,587 (as on May 20, 2016)

ECONOMIC GROWTH REBOUNDS IN 4Q2015; BI REMAINS
UPBEAT ABOUT FURTHER IMPROVEMENT
Economic growth
accelerates
modestly in
4Q2015

Indonesia registered real GDP growth of 5.04% YoY in 4Q2015 (vs. +4.74% YoY in 3Q2015). The pick-up
in economic growth was driven by higher pace of government spending (+20bps vs. 3Q2015) and gross
capital formation (+211bps vs. 3Q2015). Increase in government consumption and investment indicates
accelerated spending on construction for the implementation of planned infrastructure projects. Private
consumption was nearly flat, as Indonesian Rupiah (IDR) volatility and steep cut to fuel subsidies
impacted demand. Exports deteriorated sharply (-6.44% YoY; -584bps vs. 3Q2015), due to weakness
across all commodities, primarily mining (especially copper ore exports). Simultaneously, however,
imports also deteriorated (-8.05%; -215bps vs. 3Q2015) due to lower imports of capital goods, notably
for the freight industry, and decline in imports for raw materials & consumption. For 2015, the economy
clocked GDP growth of 4.79%, its lowest level since the global financial crisis, mainly due to low
commodity prices and persistent weakness in China. Recently, the central bank, Bank Indonesia (BI)
stated that economic growth is expected to improve to 5.2-5.6% in 2016. However, IMF and World Bank
have a slightly less optimistic view, with estimates of 4.9% and 5.1%, respectively.
Chart 1: Sector contribution to 4Q2015-Nominal GDP (%)

Chart 2: YoY GDP growth (LHS) & components (RHS)
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SPENDING CUTS, TAX REFORM PROPOSALS UNDER
DISCUSSION
Spending cuts likely
to be unveiled soon

In April 2016, Indonesia’s finance minister, Bambang Brodjonegoro, announced that the government is
drafting a revised budget for 2016, which could see the deficit rise to 2.5% of GDP (from 2.1%,
estimated previously). Accordingly, non-tax revenues from natural resources are expected to be around
IDR70tn lower compared to the original budget, with income tax from the oil & gas sector expected to
be cut by IDR17tn. Given lower expected revenues, the government may cut spending by IDR50.6tn. The
decision to lower the budget comes in the backdrop of delay in getting parliamentary approval for a tax
amnesty bill, designed to allow taxpayers to declare previously unreported income in return for tax rates
starting as low as 2%. If the government passes the bill, it could result in additional revenue of IDR45.7tn
in 2016, according to BI governor, Agus Martowardojo. Separately, Mr. Brodjonegoro stated that in
order to attract investment into the country, the government intends to lower the corporate tax rate to
20% in 2016 (from 25%, currently). Although the government has set a tax revenue target of IDR1,360tn
for 2016 (+28.2% vs. 2015), it is worth noting that 2015 recorded a tax shortfall of IDR234tn (18% of
total tax budget). Accordingly, it remains to be seen whether the 2016 revenue target is lowered.
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INDONESIA
FOREX RESERVES UP NOTABLY ON GLOBAL ISSUANCES
Forex reserves up
on global issuances

IMF contends that Indonesia's fiscal rule, capping the general government budget deficit at 3% of GDP,
has helped to steadily lower the proportion of government debt; accordingly, the government debt-toGDP ratio is expected to climb only slightly to 27% in 2016, from 26.8% in 2015, aided by strong GDP
growth and modest real interest rates. The country’s foreign exchange reserves have been rising in
recent months; at the end of April 2016, foreign exchange reserves stood at USD107.7bn (equivalent to
7.8 months’ imports & public external debt servicing requirements) compared to USD107.5bn at the end
of March 2016 and USD104.5bn at the end of February 2016. The increase in reserves is attributable to
foreign exchange receipts, primarily through the issuance of global Sukuks and BI's USD-denominated
bills.

THIRD CUT TO POLICY RATE IN 2016 UNDERSCORES
EMPHASIS ON GROWTH
Series of rate cuts
aims to boost
growth, amid
easing inflation

BI has initiated a supportive monetary stance in 2016, with three interest rate cuts of 25bps each pulling
down the key bank rate to 6.75% currently (from 7.50% at 2015-end). The move is aimed at boosting
economic growth, given that inflation has stabilized in the recent past. Inflation was largely unchanged
in March 2016 (4.45% vs. 4.42% in February), which is within the central bank’s 2016 target range of 35%. The government’s recent decision to lower retail fuel and public transport costs should curtail
inflation, although price pressures may resurface, with the end of the harvest season and increase in
demand ahead of Ramadan. BI recently indicated a pause to the series of interest rate hikes, with Senior
Deputy Governor, Mirza Adityaswara, stating that it was necessary to see the impact on growth and
inflation, before announcing the next cut. Indonesia’s current account deficit (CAD) widened to
USD5.1bn (or 2.39% of GDP) in 4Q2015 from 1.94% in 3Q2015, as outflows on account of services and
primary income offset the trade surplus. In April 2016, BI said it will use the 7-day reverse repo rate as
its benchmark policy instrument, going forward, in order to boost lending and drive economic growth.
The new benchmark rate (currently at 5.5%), will replace the 12-month reference rate of 6.75%.

RUPIAH MAKING SOLID GROUND
Rupiah rising on
government’s
infrastructure push

The Rupiah has been one of the best performing emerging market currencies in recent months, boosted
by rising investor confidence due to the government’s efforts to push ahead with infrastructure
projects. Between January-April 2016, the Rupiah strengthened ~4% against the USD. With the US
Federal Reserve signalling that interest rate hikes are not imminent in the near future, emerging market
currencies, especially with perceived strong economic fundamentals, have seen increased inflow of
funds into the economy. Indonesia attracted FDI of IDR96.1tn in 1Q2016 (~25% of the 2016 target), led
by pulp & paper and base chemicals, while investment in mining plummeted, according to data from the
Investment Coordinating Board (BKPM). Although FDI grew 17.1% YoY, on QoQ basis, it eased for the
first time since 4Q2011. Indonesia’s finance minister recently stated that government spending as of
February 2016 had reached IDR251.5tn (12% of its 2016 target of IDR2,095.7tn). Out of this spending
amount, the government’s capital expenditure exceeded IDR5tn (2.5% of the planned IDR201.6tn).
Chart 3: FDI by industry (USD bn)
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Chart 4: Exports & Imports (USD bn)
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CONSUMER CONFIDENCE DECLINES IN APRIL
Consumer
confidence eases in
April

Indonesia's consumer confidence index fell to 109.0 in April 2016 (vs. 109.8 in March 2016), as
consumers delayed purchases of durable goods on concerns over income growth. However, consumers
expect inflationary pressures to increase in July 2016, as prices of clothing & food are likely to rise at the
end of Ramadan.
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VALUATION
In October 2015, Indonesia’s benchmark equity index, the Jakarta Composite Index (JCI), which currently
trades above the 4,700 mark, firmly broke a trend of declines, aided by improved foreign investor
participation on the back of reform measures. Further, in mid-January 2016, the index spiked again to
trend above the 4,800 level for a brief period, as oil prices plummeted sharply. However, in recent
weeks, the index has given up a small portion of the gains, as oil recovered some ground and concerns
resurfaced over the likelihood that the US Federal Reserve (Fed) may raise interest rates in the near
term. In January 2016, the Indonesia Financial Services Authority implemented a rule that all companies
listed on the exchange should have a minimum free float of 7.5%. Given that the market’s liquidity is still
low compared to regional peers, an official from the financial regulator indicated that the minimum free
float requirement may be lifted further to around 10-20%. JCI currently trades at 14.1x one-year
forward consensus earnings, which is largely in-line with its 5-year average one-year forward multiple of
14.0x. The valuation faces upside risk, especially given the favourable macro-economic environment, as
investors remain upbeat about the government’s ability to deliver on its reforms promises.
Chart 5: JCI Index sector weights

Table 2: Index performance at a glance
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Chart 6: JCI and 1 yr forward P/E trends
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UNITED STATES
TABLE 1: US ECONOMY AT A GLANCE
Particulars
Real GDP growth rate (% QoQ)
Consumer Price Index - CPI (% YoY)
Core PCE (YoY %)
Unemployment (%)

1Q2015

2Q2015

3Q2015

4Q2015

1Q2016

0.60%

3.90%

2.00%

1.40%

0.50%

-0.10%

0.10%

0.00%

0.70%

0.90%

1.30%

1.30%

1.30%

1.40%

1.60%

5.50%

5.30%

5.10%

5.00%

5.00%

External Balance - Curr. Acct. (% of GDP)

-2.30%

-2.40%

-2.60%

-2.70%

NA

Fiscal Balance – Budget (% of GDP)

-2.90%

-2.40%

-2.40%

-2.60%

NA

Central Bank Rate (%)

0.25%

0.25%

0.25%

0.50%

0.50%

3-Month LIBOR Rate (%)

0.27%

0.28%

0.33%

0.61%

0.63%

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

ECONOMIC ACTIVITY WEAKENS IN 1Q2016 AHEAD OF US
ELECTIONS

The 2016 US presidential elections have gathered momentum, with Donald Trump and Hillary Clinton
almost certain to be the nominees of Republican and Democratic parties, respectively, for the elections
to be held in November 2016. In the first week of May 2016, Ted Cruz and John Kasich, the remaining
Republican candidates in the fray, withdrew from presidential primaries to hand the presumptive
nomination to Donald Trump. Meanwhile on the Democratic party front, Hillary Clinton has inched near
the required mark to acquire the nomination, needing only 90 delegate votes out of remaining 939. Her
rival, Bernie Sanders still lags by 760 delegate votes. With his ‘Make America Great Again’ campaign
slogan, Donald Trump has stated his economic, foreign and social policies on various issues. He has been
vocal on his views on military use to counter terrorism, deportation of illegal immigrants and cutting &
simplifying taxes. Hillary Clinton, on the other hand, advocates a moderate approach in dealing with
these issues. According to a CNN/ORC Poll, Hillary Clinton leads Donald Trump by 54% to 41% in the
presidential election race. The poll reveals that Clinton is more favoured than Trump on several issues
such as terrorism (50% vs. 45%), immigration (51% vs. 44%), health care (55% vs. 39%), income gap
(54% vs. 37%), foreign policy (61% vs. 36%), education (61% vs. 34%) and climate change (63% vs. 30%).
However, voters seem to have less faith in Clinton in terms of managing the economy (45% vs. 50%).
Chart 1: Real GDP growth rate (%)
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GDP growth
hampered by
consumer spending

The United States’ 1Q2016 real GDP annual growth rate decelerated to 0.5% QoQ (vs. +1.4% in
4Q2015), its lowest level in the past two years, according to advance estimates released by the
Commerce Department’s Bureau of Economic Analysis. The GDP growth was dragged down by
sluggishness in consumer spending, corporate investments and exports. Personal consumption
expenditure (around 70% of GDP), grew 1.9% QoQ, the slowest pace in the past four quarters. The
modest pace of economic growth is a matter of concern, given that it occurred despite favourable oil
prices and low interest rates prevailing currently. Also, disposable personal income, which grew 2.9%
QoQ, failed to translate into actual spending. Private domestic investments, which comprise corporate
and residential investments, slumped 3.5% QoQ in 1Q2016 (vs. -1.0% in 4Q2015), due to decline in
corporate investments (-5.9% QoQ), offset by a rise in residential investments (+14.8% QoQ). Decline in
corporate spending probably implies that corporates and industries are still waiting on the sidelines for
better recovery, compared to the current economic climate. Exports continued to decline for a second
consecutive quarter in 1Q2016 (-2.6% QoQ) due to strength in the US dollar.

Unemployment rate
Labor Force Participation (RHS)
Source: Bureau of Labour Statistics
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UNITED STATES
WEAK JOB CREATION; UNEMPLOYMENT FALLS IN MAY
Job market – mixed
signals

In May 2016, the unemployment rate came in at 4.7%, down from 5.0% in April 2016. Total non-farm payroll
employment rose by just 38,000 (the worst monthly gain since 2010), as job losses in mining and information
were offset by job gains in the healthcare sector. The labour force participation rate also decreased marginally
to 62.6% in May 2016 (-20bps vs. April 2016). Despite the small decline, the participation rate remains healthy,
indicating sustained level of optimism among workers. Initial jobless claims rose to 264,000 for the week
ended June 4 (-4,000 vs. the previous week), recovering from a 43-year low of 248,000 in April 2016. Jobless
claims have now been consistently below 300,000 for 66 consecutive weeks, the longest period since 1973.
However, wage growth in May 2016 held steady at 2.5% YoY, the same level as April 2016. Wage growth has
been in the range of ~2% since the financial crisis of 2009, reaching a high of 2.5% in December 2015.

HOUSING MARKET CONTINUES TO HOLD UP
Housing market
showing resilience

US new home sales for March 2016 came in at 511,000 (vs. the revised level of 519,000 in February
2016). Though the sales have declined MoM, the decline is largely concentrated in the West region (23.6% MoM). Stable employment levels have supported the housing market in the past few months.
This growth in housing markets was also confirmed by the National Association of Realtors’ pending
home sales index (which indicates pending sales of existing homes), which inched up to 110.5 March
2016 (vs. the downwardly revised 109.0 in February 2016). The current index level is the highest in
almost a year, with low mortgage rates aiding the recovery.

INFLATION REMAINS STUBBORNLY LOW
Inflation below the
Fed’s target of 2%

The annual PCE (personal consumption expenditure) index rose by 1.6% in March 2016 (vs. +1.7% in
February 2016), which is below the Fed’s target rate of 2%. Annual wage inflation, measured as
employment cost index, came in at 1.9% in March 2016 (vs. +2.0% in December 2015 and +2.6% in
March 2015). Despite employment levels being fairly stable, it has not been able to translate into wage
growth, thereby affecting consumer spending. One reason for this could be that the jobs growth has
been concentrated in low-paying service industries such as restaurants and retail, as opposed to the
high-paying manufacturing and construction industries.

CONSUMER CONFIDENCE EDGES DOWN
Consumers appear
apprehensive
about the future

The Conference Board’s consumer confidence index declined to 94.2 in April 2016 (vs. 96.1 in March
2016). The present situation index increased to 116.4 in April 2016 (vs. 114.9 in March), while the
expectations index fell to 79.3 (vs. 83.6 in March), which was the lowest level since February 2014.
Accordingly, it appears consumers are positive about the current situation, but do not share that level of
not optimism for the future. Global economic headwinds, and uncertainty pertaining to the election
outcome, could be some of the reasons weighing on consumers’ minds.
Chart 3: Consumer Confidence Index
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PATH TO RATE HIKE REMAINS GRADUAL BUT UNCERTAIN
Rate hike
contingent on
definitive recovery
signals

The US Federal Reserve (Fed) maintained a dovish stance as it held interest rates constant, for the third
time in 2016, at 0.25-0.50% in April 2016. Following the Fed’s decision to hike the interest rates from
near-zero level for the first time in about 10 years in December 2015, the market expected a rate hike
four times in 2016. However, the forecast has since been lowered to just two hikes in 2016. At its April
2016 meeting, the FOMC indicated that even though labour market conditions have improved,
economic activity has slowed down. Post the recent commentary from the Fed and the weak jobs data
in May 2016, the probability of a hike in June 2016 has dropped to near zero. Market participants now
expect a very gradual path to rate rise in the future. The latest economic data provides conflicting
signals, as housing & labour markets have showed resilience, while corporate and consumer spending
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has eased. Inflation continues to remain below the Fed’s target rate of 2%, although the central bank
expects the inflation to rise, as transitory effects of energy & import price declines dissipate and labour
market continues to strengthen. The recently released weak US GDP data will be a dampener for the
Fed, as it braces for a potential rate hike in 2H2016. However, global headwinds (IMF’s lowered global
growth forecast in April 2016, low oil prices and faltering growth in China) could weigh on the Fed’s
decision. Currently, according to implied probabilities for the rate hikes, the probability of the Fed
raising the interest rates at the June meeting is 32.0%.
Table 2: Probability of Fed rate hike
FOMC Meeting Date

Probability of rate hike

June 15, 2016

0.0%

July 27, 2016

15.7%

September 21, 2016

30.6%

November 2, 2016

33.5%

December 14, 2016

48.9%

February 1, 2017

51.0%

Source: Bloomberg

CONTRASTING SIGNALS FROM OTHER KEY ECONOMIC
INDICATORS AS WELL
Though the
Services PMI
indicates
expansion,
manufacturing PMI
seems to lag

Macro-economic indicators such as retail sales, industrial production and services Purchasing Managers’
Index (PMI) suggests that there might be a gradual recovery taking shape, while trade gap and
manufacturing PMI point to a fall in economic activity. US retail sales increased 1.3% MoM in April 2016
(vs. -0.3% in March 2016), the biggest increase in a year, indicating a rebound in the economy after a
weak first quarter. The industrial production also increased 0.7% MoM in April 2016 after declining for
previous 2 months. The final US Markit services PMI came in at 52.8 in April 2016 (vs. from 51.3 in
March and significantly higher than the flash score of 52.1), the highest level since January 2016,
suggesting that a modest recovery in services sector might be underway. The final manufacturing PMI
came in at 50.8 in April 2016 (vs. 51.5 in March and equal to the flash score). This data was lower than
the 1Q2016 average of 51.7 and lowest reading in six-and-a-half years. Favourable service PMI data
bodes well for the economy, as service is the dominant contributor to US GDP (private services
industries account for 68.2% of US GDP as of 2015). As per the labour statistics of April 2016,
employment in private services sector is the highest (71%), followed by production of goods (14%) and
government (15%). The trade deficit for March 2016 decreased 13.9% MoM, as imports fell 3.7% MoM,
while exports declined at a more modest pace (-0.9% MoM), reflecting weak global as well as domestic
demand, with shipment of consumer goods falling to the lowest since February 2011.

VALUATION
S&P 500 valuations
being driven largely
by interest rate
expectations

The US equity markets have been quite volatile, as the likelihood of Fed rate hike has oscillated between
hope and despair. The benchmark equity index, S&P 500 plummeted sharply in late-August 2015, while
the CBOE volatility index shot up by 40% ahead of the FOMC’s September meet, where the markets had
widely expected a lift off. Since the rate hike expectations were pushed back by a few months and the
European & Chinese authorities committed to a loose monetary policy, risky assets once again came
back in favour in October 2015, sparking a jump in the index. Although the Fed raised the rate in
December, the index held relatively steady, given the dovish outlook in terms of the pace of tightening.
However, 2016 started on a weak note, mirroring the rout in Chinese equities and plummeting oil
prices, knocking off ~11% from the S&P 500 index during January 2016 to mid-February 2016. However,
since then, the recovery in oil prices, positive underlying macroeconomic fundamentals (domestic
growth outlook) and additional stimulus measures in Europe brought back the risk appetite. Although
the FOMC’s meeting in March 2016 took a dovish stance, the surprise announcement in the April 2016
meeting that interest rate may be raised in June, had a slight negative impact on the index. The S&P 500
index currently trades at 16.5x one-year forward consensus earnings, which is largely in-line with its 5year average one-year forward multiple of 16.3x.

Mashreq Global Economy Report – 2016

Page | 53

UNITED STATES
Chart 5: Major sector weights in S&P 500 Index

Table 2: Index performance at a glance
Index
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Chart 6: S&P 500 and 1 year forward P/E trends
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On the debt side, the US treasury market had a good run in 2016, on safety bids due to the China
market-led rout in the global equity markets and lower oil prices. The US interest rate outlook remains
in favour of treasury bonds, resulting in continued tightening in government bond yields. The
benchmark 10-year yield tightened around 43bps in year-to-date till mid-May 2016 to 1.83%. However,
renewed prospects of an interest rate hike put widening pressure on treasury bonds, especially on the
front-end of the curve. On the corporate front, investment-grade spreads remained tight, even though
the rate hike in December 2015 widened yields to some extent. Both investment grade (IG) and highyield (HY) bond funds witnessed significant outflows after three HY bond funds, including Third Avenue
Management, Lucidus Capital Partners and Lion Capital Partners decided to halt redemptions. The
supply in the primary market, especially from HY started picking up in March 2016 (issuance volume:
USD18.3bn) after a lacklustre January 2016 (USD9.1bn) and February 2016 (USD8.6bn). However, total
issuance volumes, including IG, stood at USD516bn year-to-date till mid-May 2016 (vs. USD587bn in the
similar period in 2015). The BofAML IG index now trades at 156bps (vs. 173bps at December 2015-end).
The CDX NA IG and HY indices have tightened significantly to trade at 84bps and 459bps for the week
ended May 20, 2016 from mid-February 2016 highs of 125bps and 590bps, respectively.
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TABLE 1: EUROZONE (EU19) ECONOMY AT A GLANCE
Particulars
Nominal GDP (EUR bn) Euro area
Real GDP growth rate (% QoQ)

1Q2015

2Q2015

3Q2015

4Q2015

2,574

2,592

2,607

2,624

1Q2016
NA

0.6%

0.4%

0.3%

0.3%

0.5%

Consumer Price Index - CPI (% YoY, quarter-end)

(0.3%)

0.2%

0.1%

0.2%

0.0%

Key interest rate (% quarter-end)

0.05%

0.05%

0.05%

0.05%

0.00%

Government Gross Debt (% of GDP)

93.0%

92.4%

91.8%

90.8%

NA

Budget surplus/(deficit) (% of GDP)

(3.7%)

(1.4%)

(1.8%)

(1.5%)

NA

Household savings rate (% of disposable income)

12.6%

12.7%

12.6%

12.5%

NA

Unemployment rate (% quarter-end)

11.2%

11.0%

10.6%

10.4%

10.2%

Source: European Central Bank, Eurostat

1Q2016 GDP GROWTH STRONG, BUT LOWER THAN
FLASH ESTIMATES; DEFLATION CAUSES JITTERS
GDP below
flash estimates;
Germany, France
and Spain drive
strong growth

According to the figures published by Eurostat, Eurozone’s 1Q2016 GDP growth accelerated to 0.5%
QoQ or 1.5% YoY (4Q2015: +0.3% QoQ), which was slightly below the flash estimate of 0.6% and 1.6%,
respectively. The growth was driven by above-expected acceleration in the largest Eurozone economy,
Germany (+0.7% QoQ, 4Q15: +0.3% QoQ), driven by higher government and household spending, which
more than offset a dip in foreign trade. According to data released in April 2016 by Insee, French GDP
grew by 0.5% QoQ (4Q15: +0.3% QoQ) on higher household spending and the largest increase in
business investments in five years due to tax breaks. Spain’s economy grew by 0.8%, exceeding market
estimates. Notably, Eurozone’s GDP growth also benefited from low oil prices, cheaper credit and
government support for refugees. Moreover, the expanded asset purchase program and loose
monetary policy adopted by the ECB is likely to further aid in the revenue growth.
The unemployment data showed an improvement to 10.2% in March 2016 (10.4% in February 2016;
lowest since August 2011); however, the economy slipped into deflation as consumer prices fell by 0.2%
in April 2016 from 0.0% in March 2016. Since the 2008 crisis, the Eurozone has endured events such as
the recession, the regional debt crisis, austerity measures and threat to the existence of the currency
itself. Although multiple measures were deployed since 2008 to spur growth, the economy has
remained sluggish until now.
According to Markit, Eurozone’s composite PMI as per flash estimates came in marginally lower at 53.0
in April 2016 (53.1 in March 2016). France witnessed a marginal rise in activity after stagnation in the
previous month, but still continued to drag. Germany slowed to its lowest level in nine months. Notably,
in 1Q2016, the average of the PMI Composite Output Index had increased at the slowest quarterly pace
since 2014 to reach 53.2.

GDP growth
estimates cut;
inflation likely to
remain well below
ECB’s target

In March 2016, European Central Bank (ECB) cut its GDP growth forecast for 2016 to 1.4% (1.7%
previously), 1.7% in 2017 (1.9% previously) and 1.8% in 2018. The weak economic forecasts reflected
subdued growth expectations in emerging markets and weak structural reforms. The ECB also guided for
inflation rates of 0.1%, 1.3% and 1.6% for 2016, 2017 and 2018, respectively, all of which were lower
than the central bank’s medium term target of “below but close to 2%”, and also below its December
2015 guidance due to low oil prices. ECB expects the impact of oil prices on inflation in 2016 to be
negative, but turn positive in 2017 on reversal in oil prices and the low base effect. Despite the recent
measures by ECB such as interest rate cuts and expanded asset purchase program, the inflation
expectation has been relatively subdued, although 1Q2016 GDP and unemployment figures appear to
be encouraging.
Chart 1: Contribution to Eurozone’s 4Q2015 GDP (%)

Chart 2: Government surplus/ (deficit) (% of GDP)
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EUROZONE
ECB USHERS IN ZERO INTEREST RATE REGIME; QE
PROGRAM EXPANDED
Zero interest rates
unleashed; QE
expanded on
concerns over low
inflation and weak
growth

Inflation in the Eurozone has been in negative territory (deflation) since the past few months. According
to Eurostat’s flash estimate, annual consumer prices fell by 0.2% in April 2016 (0.0% in March 2016),
signalling a return to deflationary environment. Mario Draghi, ECB’s president, recently warned that low
or negative inflation rates were unavoidable over the next few months due to the weak oil prices. Mr.
Draghi has also warned that Eurozone’s inflation could turn negative in 2016.
In March 2016, the weak GDP growth expectations and inflation outlook led to the ECB taking a slew of
measures to kick-start growth and drive inflation. In an unprecedented step, the ECB slashed its key
refinancing rate by 5 basis points (bps) to 0%; the bank deposit rate was also lowered to -0.4% from 0.3%. Moreover, effective April 2016, ECB expanded the monthly asset purchase programme to
EUR80bn from EUR60bn. The programme, intended to run till March 2017, could also be extended by
the ECB to reach close to its medium-term inflation target. Furthermore, the ECB added investmentgrade Euro-denominated non-banking corporate bonds to the assets eligible for purchase by the central
bank. Germany has been critical of ECB’s monetary policies citing burden on savings and retirement
plans. The divergence in the monetary policies between the US and Eurozone is likely to continue, with
the market largely expecting the US to raise rates further. However, the pace of rate increases may be
gradual, as Janet Yellen, chairwoman of the Federal Reserve has provided a cautious tone in the recent
past.
Following the ECB’s decision to include corporate bonds as part of the asset repurchase program, the
yields on corporate debt in the Eurozone fell sharply. Corporates are rushing to issue new debt as the
ECB is likely to start buying investment-grade corporate bonds as part of the QE expansion from June
2016. Net new issues by Euro-area residents were EUR40.8 billion in March 2016. The Eurodenominated non-financial corporate bond market is worth approximately EUR2 trillion (Source: FT).
The ECB cited the low interest rate environment aiding lower public debt in the Eurozone, but noted
that a stringent enforcement of European Union (EU) fiscal rules would be necessary to slash debt by a
significant proportion. The ECB highlighted the need for debt reduction stating that a high level of debt
restricts room for any fiscal measures. According to the ECB study, at current interest levels, Eurozone’s
debt could reduce to 84% of GDP by 2026, while strict adherence to EU’s Stability and Growth Pact
(which envisages 60% cap in an ideal scenario) could see the ratio drop to 75% by 2026.
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GREECE DEADLOCK CONTINUES; “BREXIT” REFERENDUM
LOOMS
Greece déjà vu and
“Brexit” referendum
give rise to
uncertainty

Last year, Grexit fears (the possibility of Greece leaving the Eurozone) had left Eurozone on tenterhooks,
although at the end of all the drama that ensued, Greece decided to remain in the Eurozone, accepting
harsh debt relief measures. In August 2015, Greece had promised certain reforms as part of its third
bailout agreement in return for cheap loans. Greece and its creditors have yet to finalize a quarterly
review of the reforms implemented by the embattled nation, a process which has been delayed since
October 2015. Once the review is finalized, it could pave the way for Greece to receive more financial
aid. The delay of the bailout review has been caused by Greece’s lenders, the IMF and the European
Commission, being at loggerheads over the policy measures to be undertaken by Greece in order to gain
access to the bailout funds. Furthermore, the IMF has been in favour of debt restructuring for Greece,
while Germany has opposed debt relief, citing the current debt levels as sustainable. In April 2016,
Greek Prime Minister Alexis Tsipras suggested an emergency Eurozone leaders’ summit as the country’s
creditors sought incremental austerity measures, possibly through cuts in pensions and tax exemptions.
With Greece’s cash reserves depleting fast and debts becoming due in July 2016, an agreement needs to
be reached soon in order to enable Greece to access the next tranche of funds, even as the threat of a
Grexit resurfaces.
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In a similar referendum in June 2016, British citizens will vote to stay in the EU (European Union), with a
vote to leave being touted by economists as “Brexit”. Although not a part of the Eurozone (EU-19
countries), if Britain votes to exit the EU, it could have severe repercussions for Eurozone. In the event
of a Brexit, the British pound could depreciate significantly, impacting Eurozone exports to the UK.
Furthermore, since Britain creates an estimated two million jobs in the Eurozone, Brexit is likely to
exacerbate the unemployment situation in Eurozone. In its latest World Economic Outlook (WEO), IMF
mentioned Brexit as a key risk which could potentially cause severe economic and political damage to
Europe and disrupt established trading relationships. If Brexit occurs and the UK is able to manage the
transition successfully, the threat of other Eurozone member nations also seeking independence from
the EU may be a real risk in the long term.

GLOBAL WEAKNESS,
WEAKEN SENTIMENT

TERRORIST

ATTACKS

COULD

Christine Lagarde, IMF’s Managing Director recently stated that risks to weak global recovery are rising.
Lagarde pointed to weak investment and high unemployment as reasons for weak growth in Eurozone.
We note that the weakness in China has continued to put pressure on Eurozone’s GDP growth.
Another issue impacting sentiment amongst investors is the threat of terrorism, especially post the
terrorist attacks in Paris and Brussels, which left several people dead and injured. The terrorist attacks
have raised fresh fears over security, especially after thousands of immigrants from war-torn regions
were allowed temporary entry into Europe. In the wake of the terrorist attacks, concerns had been
raised from some quarters over weaker consumer spending and investment. However, the strong
1Q2016 consumer spending numbers for France should allay some of those fears.

VALUATION
The EURO STOXX 50 Index, an index representing the blue-chip companies in Eurozone, fell by 9.3% YTD
2016. Since August 2015, persistent concerns over China and global economic growth have led to a
decline in the index, although the index witnessed an upmove during the period from October 2015 to
November 2015. Between December 2015 to mid-February, 2016, the index fell on renewed concerns
over growth, inflation and a slowdown in China. The reversal in commodity prices from lower
inventories in China, a global rally in the stock markets and an expanded QE program led to the STOXX
50 Index regaining ground, only to be partially offset by concerns over inflation and the uncertainty
surrounding Brexit and Greece. The EURO STOXX 50 Index currently trades at 13.0x one-year forward
consensus earnings, which is above its 5-year average one-year forward multiple of 11.8x.
Chart 5: EURO STOXX sector weights

Table 2: Index performance at a glance
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Chart 6: EURO STOXX 50 Index and 1-yr forward P/E trends
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TABLE 1: JAPANESE ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2015

1Q2016

Nominal GDP (JPY bn)

123,595

123,519

122,458

129,715

124,634

1.3

-0.4

0.4

-0.4

0.4

Real GDP growth rate (% QoQ)
Consumer Price Index - CPI (% YoY)

2.3

0.5

0.2

0.3

NA

212.7%

214.0%

215.3%

201.3%

210.5%

Exports (% GDP)

15.7%

14.9%

15.4%

14.3%

13.9%

Current account Balance (JPY bn)

4,418

3,764

4,897

3,563

NA

124,532

124,294

124,894

123,321

126,210

3.4%

3.4%

3.4%

3.3%

3.2%

Central Government Debt (% of GDP)

Foreign exchange reserves (JPY bn)
Unemployment rate (in %)
Source: Bank of Japan, Ministry of Finance, e-Stat

ECONOMY WIDENS, AVOIDS TECHNICAL RECESSION
GDP growth driven
by consumption

According to preliminary estimates, the Japanese economy rose 0.4% QoQ in 1Q2016 (vs. a downwardly
revised decline of 0.4% QoQ in 4Q2015), thereby helping avoid a technical recession (two consecutive
quarters of decline). The GDP data indicates annualized growth of 1.7%, with consumption accounting
for about 1.0% (government consumption & trade added 0.6% & 0.8%, respectively). However, GDP
expansion was partly curtailed by lesser investment (-0.9% on annualized basis), due to lower domestic
demand and weak housing investment. The GDP expansion in 1Q2016 provides relief to Prime Minister
Shinzo Abe, whose economic policies have not been able to achieve sustained growth. Feeble domestic
factory output (-6.2%; the lowest level since 2011) and persistent weakness in the Chinese economy
likely poses downside risks to economic growth in the coming months. Recently, IMF lowered its GDP
forecast for the Japanese economy, which it expects to expand 0.5% in 2016 and contract 0.1% in 2017
(compared to its previous estimates of +1.0% and +0.3%, respectively, for 2016 and 2017). The
government expects to boost spending through measures such as distribution of child care vouchers
and shopping coupons. In its March 2016 report, the Cabinet Office lowered its view (for the first time in
five months) on consumer spending to remain ‘almost flat’ in the month; this assessment was retained
in the April 2016 report as well.
Chart 1: 4Q2015 Nominal GDP Composition (%)

Chart 2: Exports & Imports (JPY tn)
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TRADE SURPLUS AT WIDEST LEVEL IN OVER FIVE YEARS
Exports & imports
continue to fall

Japan’s trade surplus widened to JPY755bn in March 2016 (from JPY242.2bn in February 2016), the
biggest level of surplus since October 2010. Exports contracted 6.8% YoY (vs. -4.0% YoY in February
2016), the sixth consecutive month of decline, on the back of decline in exports to Asia and the US (9.7% & -5.1% YoY, respectively). Imports continued to shrink steeply (-14.9% YoY vs. -14.2% YoY in
th
February 2016), the 15 successive month of decline, due to fall in imports from Asia ex-China and the
US (-5.3% & -20.0%, respectively).

RECENT EARTHQUAKE MAY PRESSURE NEAR-TERM
INDUSTRIAL OUTPUT
Industrial output
rises

Japan’s industrial output data grew by an upwardly revised 3.8% MoM in March 2016 (vs. -5.2% in
February 2016), the biggest increase since June 2011, as manufacturers ramped up production of
transport and metal working machinery & office equipment. The industrial production growth was
driven by upwardly revised rise in both, shipments and inventories (+1.8% and +2.9%, respectively).
However, the April 2016 industrial production and 2Q2016 GDP faces downside risk from earthquake in
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the Kyushu island; accordingly, it will be interesting to see how quickly companies fix their supply chain
disruptions to mitigate the negative impact of the earthquake. The government announced a JPY780bn
supplementary budget to aid reconstruction efforts, following the earthquake.

BOJ PUSHES INTEREST RATES TO SUB-ZERO LEVELS TO
SPUR LENDING, CONSUMPTION
BOJ surprises the
market with
negative interest
rates

In January 2016, the Bank of Japan (BOJ) announced that, effective February 16, 2016, it will charge
banks 0.1% for additional reserves placed with it. The move is aimed at encouraging banks to lend and
consumers to spend more. The central bank also noted that it may resort to further cut to interest rates
(driving it down to as low as -0.5%) and additional monetary stimulus measures, as deemed necessary.
However, recent data indicates that the BOJ’s measures have failed to support inflation & consumer
demand. Japan’s core inflation for March 2016 came in at -0.3% YoY (vs. -0.2% consensus and 0% in
February 2016), the biggest decline in three years, primarily on account of low energy prices and
weakness in domestic consumption. Accordingly, while providing its most recent economic outlook, BOJ
decided to extend the timeframe for achieving the core inflation target of 2.0% to early-FY2018 (from
1HFY2017, earlier) and also lower core inflation expectations for FY2017 to 0.5% (vs. 0.8%, previously).

YEN GAINING GROUND ON SAFE HAVEN APPEAL
Yen strengthens, as
global economy
remains volatile

After the BOJ’s unexpected move to drive interest rates into negative territory and the prevailing
uncertainty regarding global market recovery, the Japanese Yen has made solid ground against the USD
and touched an 18-month high in early-May 2016. With forecasts calling for lower global economic
growth compared to previous estimates, the attraction for Yen assets has increased, due to its
traditional safe haven appeal. Moreover, BOJ’s unexpected move in April 2016, to refrain from
announcing additional stimulus measures to support the struggling economy, has also supported gains
in the Yen. Although officials remain increasingly concerned over the value of the currency, it is worth
noting that Japan has not actively intervened in the currency market to put a stop on gains in the Yen
since 2011. Yet, in May 2016, Prime Minister Shinzo Abe and Finance Minister Taro Aso indicated that
Japan views volatile movements in the Yen as being undesirable. Accordingly, potential moves to drive
down the value of the Yen through active intervention measures cannot be ruled out.

PARLIAMENT DEBATES ON WHETHER TO DELAY THE
SCHEDULED SALES TAX HIKE
External agencies
view sales tax hike
as being necessary

Recently, the Japanese parliament has been debating over whether the impending sales tax increase (to
10% from 8%), due April 2017, should be delayed in light of the weakening macro-economic
fundamentals. Mr. Abe, following the approval of a record budget of JPY96.7tn, stated that he intends to
stick with his decision to lift the sales tax. Given the adverse impact on consumption from the sales tax
increase to 8% (from 5%) a couple of years ago, the government may turn cautious about initiating any
destabilizing fiscal measures in the near future. However, Fitch Ratings warned recently that any delay in
sales tax increase or an equivalent measure to boost finances may result in negative credit action.
Further, the Organization for Economic Cooperation and Development’s (OECD) Secretary General,
Angel Gurria stated that Japan should lift the sales tax to at least 15%, given the elevated public debt
levels and low sales tax rate compared to other developed economies.

DEBT CONTINUES TO RISE EVEN AS YIELDS FALL
Debt continues to
remain at elevated
levels

Japan’s national debt fell to JPY1,049tn at the end of 1Q2016, up JPY4.7tn since 4Q2015-end. Although
not very encouraging, the data is still below the Finance Ministry’s estimate that the debt would touch a
record-high of JPY1,087.3tn by 1Q2016, due to rising social security costs to support the aging
population. Public debt stands at around 210% of GDP, indicating the challenging state of public
finances in the country. BOJ stated that it would maintain the annual asset purchase program at
JPY80tn. In March 2016, the government sold 30-year bonds at an average yield of 0.765%, an all-time
low; further, 10-year notes were sold at a record-low coupon of 0.1%. Japan Post Insurance Co, which
has over half of its JPY82.7tn assets in Japanese government bonds, stated recently that it will lift its
allocation to stocks and foreign debt to 10% of its portfolio by March 2018 (from 6.4% at 2015-end).
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Chart 3: Unemployment rate

Chart 4: CPI and its key components (% YoY)
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VALUATION

Chart 5: NKY Index sector weights

Table 2: Index performance at a glance
Index
21.5%
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44.4%
19.3%
14.8%

Industrials
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Source: e-Stat
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16,736
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-0.1%
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Chart 5: NKY and 1 yr forward P/E trends
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NKY index valuation
may be pressured
in future by macroeconomic
headwinds

Japan’s benchmark equity index, Nikkei 225 (NKY) has eased below the 17,000 levels in 2016, following
the near-20,000 level at the end of December 2015, as the Yen made solid ground and economic growth
remained erratic. Following the steep decline in Japan’s benchmark equity index in September 2015, the
market recovered notably in the following two months, as investor interest in equities as an asset class
increased on the back of the combined JPY1.44tn initial public offering (IPO) of Japan Post Holdings and
its two financial units, which was Japan’s largest sale of government-owned assets since 1987. The three
entities, which were listed in November 2015, drew combined bids of JPY8.6tn, underlining the solid
investor interest. However, since then, the sharp decline in oil price and a weak set of macro-economic
data has hurt investor sentiment. The index trades at 15.8x one-year forward consensus earnings, which
is almost at par with its 5-year average one-year forward multiple of 15.7x. Given the weak macroeconomic data, downside risk to valuations remains.
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TABLE 1: UK ECONOMY AT A GLANCE
Particulars

1Q2015

2Q2015

3Q2015

4Q2105

0.5%

0.6%

0.4%

0.6%

0.4%

0.10%

0.00%

0.00%

0.10%

0.40%

Real GDP growth rate (% QoQ)
Consumer price index - CPI (% YoY)
Unemployment (%)

1Q2016

5.60%

5.57%

5.40%

5.13%

5.10%

Current a/c balance (% of GDP)

(5.29%)

(5.27%)

(4.30%)

(7.00%)

(7.00%) #

Current budget surplus (% of GDP)

(5.00%)

(4.72%)

(4.54%)

(4.27%)

NA

Central Bank Rate (%)

0.50%

0.50%

0.50%

0.50%

0.50%

3-Month Rate (%)

0.57%

0.58%

0.56%

0.59%

0.58%

2- Year Note (%)

0.42%

0.56%

0.56%

0.65%

0.44%

Source: Bloomberg, Office for National Statistics (ONS), # freezed at 4Q2015 levels

ECONOMIC GROWTH LOSES MOMENTUM IN 1Q2016
Services sector
growth moderates

The UK economy has been growing at a steady pace, largely supported by expansion of private domestic
demand. The boost in consumer spending has been aided by low interest rates and lower inflation.
Annualized real GDP growth for 1Q2016 was recorded at +2.1% YoY (same as 4Q2015). However, on
QoQ basis, 1Q2016 GDP growth eased to 0.4% (vs. +0.6% in 4Q2015). The services sector (78.9% of
GDP) increased by 0.6% (vs. +0.8% in 4Q2015). The economic slowdown was due to decline in
manufacturing (-0.4% vs. +0.1% in 4Q2015), construction (-0.9% vs. +0.3%) and agriculture (-0.1% vs
+0.3% in 4Q2015). The sector performances have thus remained mixed. On the trade front, exports
have exhibited weak performance hit by the slowdown in Euro zone. The deep-rooted structural
problems in the economy (skill shortages, infrastructure bottlenecks and limited growth finance) have
led to worsening productivity levels (-1.2% QoQ in 4Q2015). The Office for Budget Responsibility (OBR)
forecasts GDP growth of 2.0% and 2.2%, respectively, in 2016 and 2017 (vs. IMF forecasts of +1.9% and
+2.2%, respectively).
Chart 1: GDP growth (%)

Chart 2: Cumulative contributions to YoY Growth
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TRADE GAP WIDENS ON WEAK GOODS TRADE WITH EU
Trade deficit at
multi-year highs

UK’s trade deficit widened sharply to GBP13.7bn during December 2015-February 2016 (-GBP3.8bn vs.
September-November 2015), the highest level of deficit since March 2008. The trade deficit was
attributable to deficit in goods trade with EU (-GBP23.8bn; the highest level since 1998), primarily on
account of decline in export of fuels & chemicals and higher import of mechanical machinery and
chemicals. Total exports (goods & services) rose 0.5% QoQ over the above-mentioned 3-month period,
while imports rose by 0.9%. Due to the UK’s weakening trade with the EU (amid ‘Brexit’ worries), the
government is focusing on strengthening its trade ties with emerging economies.

INDUSTRIAL ACTIVITY POINTS TO STAGNATING GROWTH
Manufacturing
contracts as global
economy concerns
exacerbate

UK’s industrial output fell by 0.5% YoY in February 2016, the biggest decline since August 2013, owing to
weakness in the manufacturing segment (-1.8% YoY). The sharp decline in manufacturing was mainly
from the transport equipments (-2.9%) and steel (-37.7%). The Markit/CIPS services PMI for the UK rose
to 53.7 in March 2016, from a near 3-year low of 52.7 in February 2016. The manufacturing PMI rose to
51.0 in March 2016 from 50.8 in February 2016. Further, construction PMI index grew at the slowest
pace since June 2013. Unimpressive growth in manufacturing, services and construction is worrisome,
especially given weak global economic growth, government spending cuts and the impending vote on
Britain’s potential exit from the EU.
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INFLATION UP, BUT WELL-BELOW BOE’s TARGET
Inflation continues
to rise moderately

Inflation in the UK, measured by consumer price index (CPI), rose 0.5% in March 2016 (vs. +0.3% in
February 2016), the highest level since December 2014. The rise in inflation was mainly on account of
the festive Easter, which led to an increase in air fares, clothing, footwear, restaurants and hotels. The
upward pressure on prices was partly offset by decline in food prices and marginal rise in petrol prices.
Although the CPI has grown gradually since October 2015, it still remains well-below Bank of England’s
(BOE) 2% target. BOE has forecasted that CPI will remain below its 2% targeted level in 2016 and return
gradually to 2% in 2018. Given below-target inflation and weak economic growth, the monetary policy
committee (MPC), in its April 2016 meet, voted unanimously to maintain the bank rate at 0.5%.
Chart 3: Contribution to the CPI (percentage points)
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FEAR LOOMS OVER ‘BREXIT’ VOTE
June 23rd
referendum to
decide UK’s future
direction

The scheduled June 23, 2016 referendum to decide whether the UK will choose to remain a member of
the European Union (EU) has created significant uncertainty for investors. In case ‘Brexit’ happens, it will
impact investor confidence and cause financial market volatility. A vote in favour of exiting the bloc will
lead to competing, rather than the current co-operating nature of the relationship between the UK and
the rest of Europe for attracting trade and investment inflows. The Organization for Economic
Cooperation and Development (OECD) estimates that UK’s GDP will be 3% lower in 2020 if it decides to
exit the EU (as opposed to staying in the bloc). Further, OECD stated that tighter financial conditions,
weaker business confidence, increased trade barriers and restrictions on movement of labour may hurt
the UK economy. The British pound recently rose to a four-month high and was on its way to clock its
first consecutive monthly gain vs. the USD since 2013 in May. The currency received support, with
1Q2016 GDP data coming in slightly ahead of expectations and as statements from the likes of US
President, Barrack Obama, calling on the UK to remain in the EU, supported sentiment around the
currency. However, this uptick could not be sustained and the pound gave up its gains, as we approach
the referendum date.

BUDGET AIMS AT LONG-TERM ECONOMIC PLANNING
Proposed 2016
budget to control
deficit

The UK government’s proposed 2016 budget focuses on education, infrastructure and savings. The
rd
budget envisages deficit reduction to 3.8% of GDP in 2016 (down 2/3 vs. the 2009-10 peak level) and
attaining a surplus by 2019-20. Additionally, the government aims to lower its borrowing in future years;
accordingly, public sector net debt as a proportion of GDP is targeted to be lowered to 82.6% in 2016-17
and 81.3% in 2017-18 (from 83.7% in 2015-16). UK’s total foreign currency reserves rose to USD104.4bn
at the end of March 2016 (from USD95.2bn at the end of December 2015), which underscores the
ability to control deficit.

UNEMPLOYMENT RATE REMAINS AT 5.1%
Unemployment rate
stable

Unemployment rate in the UK remained stable at the decade-low level of 5.1% in February 2016, but
declined from the 5.6% level compared to the corresponding period in 2015. Notably, in its February
2016 inflation report, BoE had projected the unemployment rate will remain flat in the near term, as
employment growth slows towards labour force growth. It appears that businesses are delaying their
investment and hiring decisions until the June 23, 2016 referendum, which may result in a slowdown in
1H2016.
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UNITED KINGDOM
S&P AFFIRMS UK’S ‘AAA’ RATING, OUTLOOK ‘NEGATIVE’
S&P keeps UK’s
outlook at ‘negative’

S&P affirmed its ‘AAA’ rating on the UK, keeping its ‘negative’ outlook on the economy unchanged. The
ratings agency’s ‘negative’ outlook on the UK is based on the view that the ‘Brexit’ referendum is
expected to be a close call. The possibility that the UK will vote to leave the EU represents a substantial
risk to UK’s economy, its financial services sector and exports. Also, separation of UK from the EU may
impact investor confidence and economic growth, which may have a negative impact on public finances.

VALUATION
UK’s benchmark equity index, FTSE 100, has lost ground since recording this year’s high of 6,410 in April
2016. Oil and mining stocks have been the prime movers of the index on value buying, due to upward
movements in oil price and China’s mixed efforts to support economic growth. The index started 2016
on a torrid note, falling from 6,200 levels at the start of the year to 5,600 levels in the third week of
January 2016, on the back of slide in oil prices and worries over China’s ability to drive the global
economy. In February 2016, the index briefly slid to 5,600 levels, its lowest in three years, as banking
stocks took a beating over fears of a sustained low interest rate environment. The index, however,
claimed some of lost ground, as the shares rallied back to 6,000 levels, supported by recovery in oil
prices and surge in mining stocks (led by Glencore). Positive exports data from China further added to
FTSE 100’s recovery, as it touched the 6,300 level for the first time in 2016. However, weak China
factory data pulled back the index back to 6,100 levels. FTSE 100 currently trades at 15.5x one-year
forward consensus earnings, which is at a premium to its 5-year average one-year forward multiple of
12.4x. Investors appear comfortable with the valuation, though, as the index has been trading in the
6,000-6,300 range over the past few weeks.
Chart 5: Major sector weights in FTSE 100

Table 2: Index performance at a glance
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TABLE 1: CANADIAN ECONOMY AT A GLANCE
Particulars

4Q2014

1Q2015

2Q2015

3Q2015

4Q2015

1,993

1,972

1,979

1,994

1,997

Real GDP growth rate (% YoY)*

2.6%

2.1%

1.0%

1.1%

0.5%

Consumer price index - CPI (% YoY)

1.9%

1.1%

0.9%

1.2%

1.3%

Business credit growth (YoY)

8.0%

8.0%

8.1%

7.6%

6.5%

Current account deficit (% of GDP)

2.93%

3.81%

3.28%

3.07%

3.08%

Fiscal surplus/(deficit) (% of GDP)

-0.48%

-0.23%

-0.16%

-0.60%

-0.68%

Gross forex reserves (CAD mn)

86,659

98,391

95,417

104,673

110,378

6.70%

6.80%

6.80%

7.00%

7.10%

Nominal GDP (CAD bn)

Average unemployment rate (%)

Source: Bank of Canada, Statistics Canada, Bloomberg; *by expenditure

2015 GDP GROWTH EASED TO SLOWEST PACE IN SIX
YEARS
IMF lowers
Canada’s 2016
GDP growth
forecasts

In 4Q2015, Canada’s real GDP grew at a seasonally adjusted rate of 0.5% YoY (+0.2% QoQ), led by 1.4%
YoY (+0.2% QoQ) growth in household expenditure. Canada’s real GDP expanded by 1.2% YoY in 2015
(vs. +2.5% in 2014), registering its slowest pace of growth since 2009, as declining crude and other
commodity prices weighed on national income, fixed capital formation and domestic demand. A 4.8%
decline in fixed capital formation proved to be the main drag on economic growth. Similarly, household
spending also registered a sluggish growth (+1.9% YoY vs. +2.6% in 2014). After rising for four
consecutive months, the country’s real GDP contracted by 0.1% MoM in February 2016, primarily due to
slowdown in manufacturing activity, while output from the service sector was mostly unchanged.
Manufacturing output fell 0.8% in February 2016, due to a 1.8% contraction in durable-goods
manufacturing, even though non-durable goods manufacturing rose 0.4%. The mining, quarrying, and oil
& gas extraction sector declined 0.8% in February 2016 (vs. +1% in January). However, consumer
spending remains strong, as the retail sector grew 1.4% MoM in February 2016. In its latest monetary
policy report, Bank of Canada (BoC) estimated that the Canadian economy grew 2.8% YoY in 1Q2016,
although the growth rate is expected to moderate in 2Q2016. BoC increased its 2016 GDP growth
estimate to 1.7% (from +1.4%, earlier). Further, the central bank expects the economy to grow by 2.3%
in 2017 and 2% in 2018. Even as BoC turned more optimistic on the country, IMF lowered its GDP
growth forecast on the economy to 1.5% and 1.9% for 2016 & 2017, respectively (from 1.7% & 2.1%
estimated in January 2016), citing slowdown in the energy sector, which will be partially offset by
expected increase in public spending.

OIL & GAS SECTOR CAPITAL SPENDING TO REACH RECORD
LOW IN 2016
Investment in oil &
gas declining
sharply

According to the Canadian Association of Petroleum Producers (CAPP), the country’s oil & gas sector
(~8% of GDP) is on track to witness CAD50bn decline in investments over the last two years, to reach its
lowest level since 2003. It is estimated that the capital spending in this sector will fall to CAD31bn in
2016, from CAD81bn in 2014 (i.e. down 62% compared to 2014). The decline in investment comes amid
the plunge in oil prices from the 2014 peak, which has resulted in loss of 110,000 jobs in the oil & gas
sector. CAPP also forecasted that the number of drilling wells in western Canada is expected to decline
to 3,500 in 2016, from 10,400 in 2014. CAPP highlighted the need to expand country’s oil pipeline
network and develop natural gas export facilities, coupled with improved access to overseas markets, so
that the industry remains competitive. The marked fall in oil prices had a significant impact on Canada’s
oil & gas sector, with companies sharply lowering their budgets and monetising assets. In February
2016, a report from IEA underlined that growth in Canadian oil production will likely come to a standstill
five years from now, once ongoing projects are completed, as increased concerns about environmental
issues and shortage of new oil pipelines has led companies to slowdown their investments.

TRADE DEFICIT HITS RECORD IN MARCH
Trade deficit driven
by steeper decline
in exports vs.
imports

In March 2016, Canada’s trade deficit widened to a record CAD3.4bn (vs. a revised deficit of CAD2.5bn
in February 2016). Exports plunged 4.8% YoY to CAD41bn, while imports fell 2.4% to CAD44.4bn,
indicating weak domestic demand. Trade surplus with its dominant trade partner (the US) narrowed to
CAD1.5bn in March 2016, the lowest level since December 1993, as exports to the country fell 6.3% YoY
and imports declined 4.8% YoY. In order to reduce its trade dependence on the US (78% of exports &
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70% of imports in 2015), Canada is taking various steps to expand trade with other countries. The
country plans to start negotiations on a bilateral free trade agreement (FTA) with China. If this FTA
comes into force, it is estimated that Canadian exports will likely increase by CAD7.7bn by 2030 and
25,000 new jobs will be created in Canada. Similarly, Canada plans to sign a free trade deal with EU,
known as CETA, later in 2016, and plans to execute it by early-2017. A joint Canada-EU study, which
supported the launch of negotiations, concluded that a trade agreement could boost Canada’s income
by CAD12bn annually and bilateral trade by 20%.
Chart 1: Country-wise merchandise exports February 2016
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The Canadian government’s budget for FY2016-17 aims to support the middle-class and spur growth by
expanding spending plans. The government plans to increase spending by 6.9% YoY to CAD317.1bn in
FY2016-17 (including program expenses of CAD291.4bn and public debt charges of CAD25.7bn).
Budgeted revenues amount to CAD287.7bn (-1.2% YoY), translating to a deficit of CAD29.4bn. Out of the
total revenues, CAD188.0bn would be derived from income taxes, CAD49.6bn from excise duties and
CAD22.4bn from employment insurance premiums. Government expenditure is expected to clock CAGR
of 3.9% to reach CAD359bn by FY2020-21. The government projects total revenue to register CAGR of
3.4% to reach CAD344.4bn by FY2020-21, which will narrow the deficit to CAD14.3bn by FY2020-21.
Federal debt, which is estimated to rise to 32.5% of GDP in FY2016-17 (from 31.2% in FY2015-16), is
expected to reduce gradually to 30.9% of GDP by FY2020-21.

INFLATION BELOW TARGET
Inflation well-below
BoC’s target

Canada’s consumer price inflation (CPI) rose 1.3% YoY in March 2016, down from the 1.4% YoY increase
in February 2016. The lower inflation was primarily due to lower gasoline prices. Excluding gasoline, CPI
rose 1.9% YoY, similar to February levels. Despite a 5.7% monthly increase in gasoline prices in March
2016, the gasoline index was down 13.6% YoY (vs. -13.1% YoY in February). Food and shelter indexes
were the major contributors to the increase in CPI, with food prices up 3.6% YoY (vs. +3.9% YoY in
February). Although BoC aims to keep inflation at 2%, the midpoint of its target range of 1-3%, it expects
inflation to remain below the 2% level over the next few quarters, primarily due to lower consumer
energy prices and excess capacity in the Canadian economy. BoC maintained its interest rate at 0.5% at
the latest meeting held in April 2016.

CANADA UNVEILS STIMULUS PLAN
Stimulus plan aims
to create 100,000
jobs

Prime Minister Justin Trudeau pledged CAD60bn in new infrastructure spending over the next 10 years
in order to revive the growth in the Canadian economy. The country’s finance minister forecasted that
the stimulus would raise GDP by 0.5% in FY2016-17 and 1% in FY2017-18, creating an estimated 100,000
jobs over two years. The budget pledged total infrastructure spending of CAD120bn over 10 years,
although half of it was money committed by the previous Conservative government.
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Chart 3: Budget revenues and expenditures (CAD bn)
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HOUSEHOLD CREDIT GROWTH ON AN UPWARD TREND
Household credit
growth touches
four-year high

Canada’s household credit growth remained elevated in March 2016, witnessing an annual increase of
5.1% YoY, the same rate as in previous month. A 6.2% YoY rise in residential mortgage credit mainly
supported the overall surge in household debt, while consumer credit has seen a slowing trend since
start of 2016, rising by 2.3% YoY in March 2016 (vs. +2.4% YoY in February). For 2015, household debt
rose 4.9% YoY, which was the highest level of increase in four years. The ratio of household credit
market debt to disposable income, which measures the indebtedness of Canadians, rose to a recordhigh of 165.4% in 4Q2015. The ratio rose on the back of decrease in interest rates (BoC cut rates in
January 2016 & July 2015) and sluggish growth in disposable income. On the other hand, business credit
growth slowed to 5.2% YoY in March 2016 (vs. +6.3% YoY in February and 2015 average of +7.6%).
Business loans, which account for majority of the business credit, rose 7.4% YoY in March 2016, while
equities and debt securities grew 4.6% and 3.4%, respectively.
Chart 4: Business and household credit growth (%)
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VALUATION
SPTSX on the mend
after due to solid
earnings growth
expectations

Canada’s benchmark equity index, the SPTSX index, which is dominated by the financial and energy
sectors (weights of 37.3% and 19.6%), has seen a decline and subsequent recovery over the past seven
months to lie almost bang in-line with its late-October 2015 level (just below the 14,000 mark), when it
began falling sharply. The index declined briefly below the 12,000 mark in mid-January 2016, a two and
a half year low, dragged down by lower oil prices and concerns over global economic growth. However,
the market rebounded after mid-January 2016, on the back of recovery in commodity prices and upbeat
domestic GDP data. Further, the decision by US Federal Reserve to delay interest rate hikes also
supported the index. The SPTSX index currently trades at a forward PE of 17.2x, a premium to its 5-year
average of 14.4x, which reflects solid earnings growth expectations in future, given the low base in
2015.
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Chart 6: Major sector weights in SPTSX Index

Table 2: Index performance at a glance
Index
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Closing as on 20th May

13,920
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Source: S&P Dow Jones Indices. GICS classification
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QTD Change
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YTD Change
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1 Yr Change
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Source: Bloomberg

Chart 7: Market performance and forward PE
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DISCLAIMER
This report was prepared by the Retail Banking Unit of Mashreqbank psc (“Mashreq”). Mashreq is incorporated in the United Arab Emirates (“U.A.E.”) and is regulated by the
Central Bank of the U.A.E. This report is provided for information purposes only and shall only be circulated privately and may not be construed as an offer to sell or a solicitation
to buy any security or any other financial instrument or adopt any hedging, trading or investment strategy. Prior to investing in any product, Mashreq recommends that you
consult with a professional financial advisor taking into consideration your investment objectives, financial circumstances and any tax implications. While the report is based on
information believed to be reliable, Mashreq does not guarantee nor makes any express or implied representation as to the accuracy of, any information contained in this report
including description of the securities markets or developments referred to in this report. The information, opinions, forecasts (if any), assumptions or estimates contained in this
report are provided as of the date and time specified therein and are subject to change at any time without prior notice. The stated price of any securities mentioned in this report
is as of the date specified and is not a representation that any transaction can be effected at such price. The risks related to investment products described in this report are not
all encompassing and investors should refer to the relevant investment offer document for detailed information and applicable terms and conditions. Investment products
including treasury products are not guaranteed by Mashreq or any of its affiliates or subsidiaries unless stated otherwise and are subject to investment risk, including loss of
principal. Investment products are not government insured. Past performance is not an indicator of future performance. US persons (US Citizens; US Green Card Holders; Resident
Aliens subject to US income taxes for IRS purposes) are not eligible for any of the investment products introduced by Mashreq unless stated otherwise. This report is for
distribution only under such circumstances as may be permitted by applicable law. Neither Mashreq nor its officers, directors or shareholders or other persons shall be liable for
any direct, indirect, incidental or other damages including loss of profits arising in any way from the receipt of or any information contained in, this report. This report is intended
solely for use by the intended recipients and the contents shall not be reproduced, redistributed or copied in whole or in part for any purpose without Mashreq’s prior written
consent.
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