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Saudi	Arabia’s	upgrade	to	emerging-market	status	by	index	provider	FTSE	Russell	doesn’t	come	as	a	surprise	to
Bassel	Khatoun,	managing	director,	director	of	portfolio	management,	Frontier	and	MENA,	and	Salah	Shamma,
head	of	investment,	MENA,	at	Franklin	Templeton	Emerging	Markets	Equity,	who	say	the	move	is	testament	to
the	Kingdom’s	ambitious	capital	market	reform	agenda.	Here,	they	break	down	what	that	new	status	really
entails	and	discuss	what	opportunities	could	be	next,	now	that	Saudi	Arabia’s	efforts	at	opening	up	capital
markets	have	been	recognized.

We	think	the	Saudi	stock	market’s	classification	to	Secondary	Emerging-Market	(EM)	Status	within	the	FTSE
Russell	Global	Equity	Index	Series	sends	a	strong	signal	to	investors	that	the	country	has	made	significant
progress	in	opening	up	its	capital	markets	and	has	proved	its	levels	of	corporate	governance	and	transparency.

The	Saudi	stock	market	(known	as	the	Tadawul)	is	large	enough	that	its	rapid	inclusion	in	the	FTSE	Emerging
Index	could	potentially	destabilize	other	EM	constituents.	So	it	will	instead	join	the	Index	in	several	stages
between	March	2019	and	December	2019.

Over	the	years,	Crown	Prince	Mohammed	bin	Salman	and	the	Kingdom’s	Capital	Market	Authority	have	made
substantial	modifications	to	Saudi’s	equity	market	infrastructure.	Developments	include	introducing	a	two-day
settlement	cycle	for	trades,	requirements	for	cash	payments	to	be	made	on	delivery	of	shares	(delivery	versus
payment),	proper	failed	trade	management,	the	introduction	of	short-selling	and	securities	borrowing	and	lending
facilities.

So,	it	comes	as	no	surprise	to	us	that	these	steps	to	make	the	Tadawul	exchange	compliant	with	international
trading	standards	are	now	being	recognized	by	the	EM	investment	community.

Investors’	Appetite	for	Saudi	Stocks	Seems	Likely	to	Increase

As	the	largest	economy	in	the	Middle	East,	Saudi	Arabia	will	make	up	approximately	2.7%	of	the	FTSE	Emerging
Index,	which	could	potentially	bring	in	US$4.5	billion	to	US$5	billion	in	passive	inflows,	according	to	our
research.1

And	with	the	state-owned	Saudi	Aramco	oil	company	set	to	be	privatized,	Saudi’s	weight	in	the	FTSE	Emerging
Index	may	increase	to	about	5%	over	time.

In	our	view,	this	is	testament	to	Saudi’s	ambitious	capital	market	reform	agenda.	Now	that	the	bulk	of	fiscal
reforms	have	taken	shape,	coupled	with	higher	oil	prices	and	the	anticipation	of	the	Kingdom’s	inclusion	into	the
MSCI	EM	Index,	which	will	be	announced	in	June	this	year,	we	expect	investors’	appetite	for	Saudi	stocks	could
likely	increase.

http://www.ftserussell.com/files/press-releases/ftse-russell-promotes-saudi-arabia-emerging-market-status
http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=11304#_ftn1
http://global.beyondbullsandbears.com/2017/05/19/known-unknowns-public-offering-saudis-crown-jewel-aramco/
http://emergingmarkets.blog.franklintempleton.com/2018/02/08/saudi-arabias-emerging-market-pursuit/


Saudi	Reform	Story

Saudi	Arabia	remains	a	reform	story	on	many	levels;	capital-market	reform	has	culminated	in	FTSE	Russell’s
decision	to	classify	it	as	an	emerging	market.	In	our	view,	it’s	encouraging	that	the	bold	fiscal	reforms	we’ve	seen
will	likely	put	Saudi’s	economy	on	more	sustainable	footing	over	the	long-term,	as	Saudi	Arabia	has	already	taken
steps	to	reduce	its	reliance	on	oil	revenues	and	to	diversify	its	economy.	While	challenges	persist,	we	think	the
overall	macroeconomic	fundamentals	are	on	an	improving	trajectory.

Finally,	social	reforms	continue	unabated.	The	long-awaited	lifting	of	the	ban	on	women	driving	and	the
introduction	of	new	forms	of	entertainment	will	likely	create	additional	investment	opportunities	across	the
economy.	As	a	result,	we	remain	constructive	on	equity	market	sectors	where	valuations	do	not	capture	this
long-term	potential.

In	particular,	we	believe	the	Saudi	banking	sector	has	growth	potential	through	improving	margins	in	a	rising
interest-rate	environment,	as	Saudi	banks	take	largely	non-interest	bearing	deposits.	Banks	are	also	generally
well-padded	against	non-performing	loans	and	have	capitalization	levels	above	regulators’	stringent
requirements.	On	the	other	hand,	we	also	think	stocks	in	insurance,	health	care,	education	and	consumer	staples
industries	look	attractive	as	the	government	implements	policies	to	unlock	their	potential.

What’s	Next?

Looking	further	ahead,	Saudi’s	inclusion	on	the	MSCI	EM	“watch	list”	means	it	could	also	be	promoted	to	EM
status	in	June	this	year—though	nomination	is	by	no	means	a	guarantee.

Pakistan’s	upgrade	to	emerging-market	status	in	May	2017	came	after	just	one	year	on	MSCI’s	“watch	list.”	We
anticipate	Saudi	Arabia	could	follow	a	similar	fast	pace	of	index	inclusion.

An	MSCI	consultation	with	asset	owners,	asset	managers	and	those	on	the	sell	side	will	determine	Saudi’s
upgrade	to	EM	status.	So	far,	investor	feedback	has	been	positive.	We’d	expect	Saudi	Arabia’s	journey	through
the	MSCI	process	to	likely	play	out	as	follows:	inclusion	in	the	MSCI	EM	Index	to	be	announced	June	2018,	with	a
phased-index	implementation	starting	in	May	2019.

On	current	standing,	Saudi	Arabia	would	have	a	potential	weight	of	2.3%	of	the	MSCI	EM	Index2,	with	Saudi’s
weight	in	the	index	to	potentially	increase	to	about	5%	with	the	IPO	of	Saudi	Aramco	(the	exact	weight	will
depend	on	Aramco’s	valuation	and	free-float).

Of	course,	there	are	risks	to	the	Saudi	market,	including	a	potential	oil-price	decline.	The	Saudi	Aramco	initial
public	offering	(IPO)	is	its	crown	jewel,	so	there	is	a	vested	interest	in	higher	oil	prices.	Increased	“Saudization”—
the	removal	of	subsidies	and	imposition	of	levies—will	likely	also	pressure	some	sectors,	in	particular	those	that
are	heavily	reliant	on	expats	or	expat	workforces.

However,	the	FTSE	Russell	announcement	marks	the	start	of	a	two-year	upgrade	cycle	for	Saudi	Arabia.	With
plans	from	the	Saudi	government	to	increase	the	number	of	listed	companies	in	the	Tadawul	from	170	to	250	by
2022,	we	think	this	is	just	the	tip	of	the	iceberg.

The	comments,	opinions	and	analyses	presented	herein	are	for	informational	purposes	only	and	should	not	be
considered	individual	investment	advice	or	recommendations	to	invest	in	any	security	or	to	adopt	any	investment
strategy.	Because	market	and	economic	conditions	are	subject	to	rapid	change,	comments,	opinions	and
analyses	are	rendered	as	of	the	date	of	the	posting	and	may	change	without	notice.	The	material	is	not	intended
as	a	complete	analysis	of	every	material	fact	regarding	any	country,	region,	market,	industry,	investment	or
strategy.

http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=11304#_ftn2
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Data	from	third-party	sources	may	have	been	used	in	the	preparation	of	this	material	and	Franklin	Templeton
Investments	(“FTI”)	has	not	independently	verified,	validated	or	audited	such	data.	FTI	accepts	no	liability
whatsoever	for	any	loss	arising	from	use	of	this	information,	and	reliance	upon	the	comments,	opinions	and
analyses	in	the	material	is	at	the	sole	discretion	of	the	user.	Products,	services	and	information	may	not	be
available	in	all	jurisdictions	and	are	offered	by	FTI	affiliates	and/or	their	distributors	as	local	laws	and	regulations
permit.	Please	consult	your	own	professional	adviser	for	further	information	on	availability	of	products	and
services	in	your	jurisdiction.

To	get	insights	from	Franklin	Templeton	delivered	to	your	inbox,	subscribe	to	the	Investment	Adventures	in
Emerging	Markets	blog.

For	timely	investing	tidbits,	follow	us	on	Twitter	@FTI_emerging	and	on	LinkedIn.

What	Are	the	Risks?

All	investments	involve	risks,	including	the	possible	loss	of	principal.	Investments	in	foreign	securities	involve
special	risks	including	currency	fluctuations,	economic	instability	and	political	developments.	Investments	in
emerging	markets,	of	which	frontier	markets	are	a	subset,	involve	heightened	risks	related	to	the	same	factors,
in	addition	to	those	associated	with	these	markets’	smaller	size,	lesser	liquidity	and	lack	of	established	legal,
political,	business	and	social	frameworks	to	support	securities	markets.	Because	these	frameworks	are	typically
even	less	developed	in	frontier	markets,	as	well	as	various	factors	including	the	increased	potential	for	extreme
price	volatility,	illiquidity,	trade	barriers	and	exchange	controls,	the	risks	associated	with	emerging	markets	are
magnified	in	frontier	markets.	Stock	prices	fluctuate,	sometimes	rapidly	and	dramatically,	due	to	factors	affecting
individual	companies,	particular	industries	or	sectors,	or	general	market	conditions.

__________________________

1.	Source:	MSCI,	“Consultation	on	a	Market	Reclassification	Proposal	for	the	MSCI	Saudi	Arabia	Index,”	February
2018.	There	is	no	assurance	that	any	estimate,	forecast	or	projection	will	be	realized.	See
www.franklintempletondatasources.com	for	additional	data	provider	terms	and	information.

2.	There	is	no	assurance	that	any	estimate,	forecast	or	projection	will	be	realized.
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