
 

 

Global investors are nudged to turn to GCC bonds 

While the world watched the outcome 
of the Federal Reserve rate-setting 
meeting on Wednesday, investors in 
the Gulf Cooperation Council 
received news that could mean their 
bonds gain even as the asset class 
worldwide suffers the effects of rising 
rates. On 26th September, JP Morgan 
announced it had added debt from 
five nations in the GCC to its EM 
Global Diversified and Global Bond 
Indices. Fixed income securities from 
Bahrain, Kuwait, Qatar, Saudi Arabia 
and the United Arab Emirates will 
represent about 11.2% of the two 
gauges once the inclusion is 
implemented in January. 
The inclusion has the potential of 
reducing the yield premium bonds from 
these countries pay over similar 
securities from elsewhere. In total, these 
two indices have a market cap of more 
than US$1.4 trillion. A 2015 study by 
IMF economists found that up to one 
third of foreign holdings of local bonds in 
emerging markets sit in benchmark-
tracking funds. However, even funds 
that do not track indexes tend to 
measure their performance against them 
and therefore often have holdings that 
are similar to the benchmarks.  
A back-of-the-envelope calculation 
suggests that between US$30 billion 
and US$50 billion of assets could now 
gravitate towards bonds from these five 
GCC countries. At the high end of that 
estimate, the amount of additional 
demand will represent more than 10% of 
the total US$465 billion of dollar bonds 
outstanding from these Gulf nations.  
Now, global investors already had plenty 
of reason to buy these bonds. On 
average, bonds from the energy-
producing nations in the GCC offer a 
premium of 75-100 basis points over 
similarly-rated bonds with the same 
maturity (see chart). The best example 
is a comparison between the bonds of 
the Republic of the Philippines, rated 
BBB, due in February 2028, which yield 
3.85%, and those of the Kingdom of 
Saudi Arabia, rated A+, due in March 

2028, and which yield 4.2%. Normally, it 
should be the opposite, the lower-rated 
sovereign dollar bond should yield much 
more than the higher-rated one. Indeed, 
the average yield on single-A-rated 
corporate debt in the US is 3.98%, while 
for triple-B securities it is 4.53%. 
Much of the additional yield may have 
been justified by the lower liquidity of 
bonds in the region, as it was only 
recently that these nations started to 
consistently access debt markets. For 
most of recent history, the maximum 
amount of dollar bonds issuers in the 
five nations included in the JPM EMBI 
Global sold in a single year was US$38 
billion. That changed in 2016, when 
these companies and sovereigns issued 
US$96.5 billion of dollar bonds, followed 
by US$120.3 billion last year. So far, in 
2018, US$83 billion has been sold.  
Bonds are inherently less liquid than 
stocks, and two factors can make a big 
difference when it comes to selling or 
buying these securities: index tracking 
and amount outstanding. The more 
bonds there are from a nation, region or 
corporation, the more investors will be 
tracking them and the more liquid they 
are. When included in an index, the 
number of investors following these 

bonds jumps, making them more liquid.  
Fixed income securities are also often 
evaluated in relative terms. This means 
a drop in the premium paid by the most 
important issuers in a region or industry 
tends to percolate to all the other 
securities in that region or industry. In 
other words, even though only five 
nations in the GCC had their bonds 
included in the JPM EM Global and 
Global Diversified Bond Indices, the 
move is likely to have a lasting effect on 
many Middle-Eastern bond issuers.  
 

“The premium GCC nations 
pay could drop after part of 
the group was included in 
JP Morgan bond indices.” 
 
That is good news for investors in the 
GCC, particularly those who have 
significant bond holdings. The asset 
class is under fire as the Fed increased 
funds rates eight consecutive times 
since 2016 to 2.25%, pushing the yield 
on the benchmark 10-year US-Treasury 
to 3.06% last week from 2.05% just a 
year earlier. Indeed, the FAB Asset 
Allocation Committee (AAC) has 
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favored equities for some months, aware 
that the end of a 35-year bond bull market 
could translate into capital losses for fixed 
income portfolios. The JPM index inclusion, 
however, could provide gains for investors 
who bet on a reduction of GCC premiums.  
Accordingly, the FAB AAC had an 
extraordinary debate on whether to go 
overweight in GCC bonds last week. While 
a decision is yet to be made, several 
members were of the view that the 
potential gains from the index inclusion 
could warrant the move.  
As for bonds in general, while they 
should remain part of any portfolio, the 
the FAB AAC maintains its position of 
low duration – or choosing bonds with 
higher coupons and shorter maturities. 
The Fed’s decision last week may have 
reinforced the case for that stance.  
The Chairman of the US central bank, 
Jerome Powell, made it clear that his style 
is very different from that of his three 
predecessors. Unlike Alan Greenspan, Ben 
Bernanke and Janet Yellen, Mr. Powell has 
signaled he intends to keep hiking interest 
rates until there are indications they have 
overshot. In contrast, the previous three 
chairs were more prone to wait for the 
effects of their interest rate moves on the 
economy before continuing their rate path.  
To be sure, the US economic growth (and 
wages) are rising at one of the fastest clips 
in a decade, partly fueled by the lowest 
unemployment in almost half a century. 
The trouble is that it takes between six 
months and a year for the economy to 
reflect the effects of interest rate hikes.  
There are indications the US economy is 
already decelerating. Personal 
consumption expenditure (PCE), the Fed’s 
favorite inflation measure, increased 0.3% 
month-on-month in August, while in July 
the print had been 0.4%. Core PCE, which 
excludes energy and food costs, remains 
parked at 2% year-on-year, spot on the 
Fed’s target. That does not mean a 
recession is around the corner, a point the 
Fed Chairman made in statements after 
the meeting. Several indicators suggest the 
US is unlikely to contract for at least the 
next two years. It is hard to forecast  
anything beyond that. However, the Donald 
Trump administration plans to make further 
regulatory changes that could give the 
economy a second wind, after a reduction 
of corporate and personal tax brackets 
earlier this year pushed earnings gains of 
listed companies to multi-year highs.  

That was reflected in the quarterly 
economic projections of the FOMC 
members released on Wednesday, 
together with the rate hike announcement. 
The median assumption of FOMC 
members shows the US growing 3.1% in 
2018, while in June they had forecast a 
2.8% expansion. The group’s median 
forecast is for growth to be 2.5% next year, 
versus the 2.4% previously forecast. As a 
result, the FOMC members also now 
believe the neutral long-run benchmark 
rate to keep the US from overheating is 
3%, compared to 2.9% in June.  
This last figure is key, because it could be 
interpreted as what Fed economists 
consider the ‘normal’ rate and, therefore, 
where they want to take interest rates. 
Before they get back to normal, however, 
economists are forecasting they may have 
to exceed that level. The median forecast 
for the Fed Funds Target Rate by the end 
of 2019 is 3.125% – implying at least three 
more rate hikes –, and 3.375% for 2020.  
 

“The Fed does not seem to 
see reasons to stop hiking 
rates until 2020, implying 
more losses for fixed income 
and emerging markets.”  
 
The prospects for much higher US 
interest rates remain bad news for 
emerging markets. A 2015 study by 
Dallas Fed economists found that moves in 
US benchmark interest rates affect 
government bond yields, stocks and 
exchange rates of emerging economies, 
with peak effects happening five months 
after the rate move. This suggests the pain 
emerging markets have suffered since 
June have been a reaction to the rate hikes 
in December and, perhaps, March. The 
effects are exacerbated for the so-called 
Fragile Five countries, Brazil, India, 
Indonesia, South Africa and Turkey, 
which have had recurring current account 
deficit problems, the study found. 
In fact, world growth is increasingly 
becoming bifurcated. While growth in the 
G7 countries is accelerating, the 
economies of the largest developing 
nations is slowing down.  
Saudi Arabia was one of the only nations 
among the largest 10 emerging markets 
that saw its economy pick up significantly 
this year. That is partly due to increased 

awareness of global investors about the 
growth prospects of the region after the 
upgrade of Saudi Arabia to emerging 
market status in the MSCI stock indices 
and now the similar move on the bond 
side from JP Morgan. It is also the 
result of the reforms the GCC nations 
embarked on since 2014.  
Now, those economies are not only 
reaping the rewards of their reforms, 
they are also getting a windfall from 
higher oil prices. Brent crude passed 
the US$80/barrel mark last week and 
closed the week at US$82.73/barrel. 
The price strength prompted forecasts 
of a return to US$100/barrel, as Iranian 
oil leaves the market and Venezuelan 
output dwindles.  
In a meeting in Algeria, OPEC 
members, however, seemed unfazed, 
saying that demand has been fulfilled. 
Indeed, the growing issues in EM are 
likely to dampen demand enough to 
counter that supply pressure. Most of 
the oil demand growth has come from 
EM in the past decade.  
Meanwhile, the AAC has continued 
to maintain its US$65-US$90/barrel 
target range for Brent crude prices 
for this year. As this report has 
highlighted in the past, that range 
appears appropriate, with price risks to 
the upside. However, any spike beyond 
the top of the range could be viewed as 
temporary as demand starts flagging. 
 
INVESTMENT SUMMARY:  The S&P 
500 and the Stoxx 600 in Europe both 
ended the week lower, while the 
NASDAQ Composite gained 1.3%. The 
European market was rocked toward 
the end of the week by news that Italy 
was pushing for an aggressive budget, 
rekindling fears of populist moves by 
the new government led by 
Eurosceptics Luigi Di Maio and Matteo 
Salvini.  

 
For inquiries related to this article, 
please contact: 
 
Alain.Marckus@bankfab.com or 
Christofer.Langner@bankfab.com  
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Disclaimer:  
 
This report has been prepared and issued by Products & Services - Elite & Private Banking (“P&S-EPB”) of  First Abu Dhabi Bank 
PJSC (“FAB”) outlining particular services provided by P&S-EPB and does not constitute or form part of any offer or invitation to sell, 
or any solicitation of any offer to purchase or subscribe for, any shares in FAB or otherwise or a recommendation for a particular 
person to enter into any transaction or to adopt any strategy nor shall it or any part of it form the basis of or be relied on in connec-
tion with any contract therefore. This report is incomplete without reference to, and should be viewed solely in conjunction with the 
associated oral briefing provided by P&S-EPB. The report is proprietary to P&S-EPB and may not be disclosed to any third party or 
used for any other purpose without the prior written consent of P&S-EPB. The information in this report reflects prevailing conditions 
and our views as of this date, which are accordingly subject to change. In preparing this report, we have relied upon and assumed, 
without independent verification, the accuracy and completeness of all the information available from public sources or which was 
otherwise reviewed by us. In addition, our analysis are not and do not purport to be appraisals of the assets, stock or business of the 
recipient. Even when this presentation contains a kind of appraisal, it should be considered preliminary, suitable only for the purpose 
described herein and not be disclosed or otherwise used without the prior written consent of P&S-EPB. FAB clients may already hold 
positions in the assets subject to this report and may accordingly benefit from the buying or selling of such assets as referred to in 
this report. This document does not purport to set out any advice, recommendation or representation on the suitability of any invest-
ment, transaction or product (as referred to in this document or otherwise), for potential purchasers. Potential purchasers should 
determine for themselves the relevance of the information contained in this document and the decision to purchase any investment 
contained herein should be based on such investigation and analysis as they themselves deem necessary. Before entering into any 
transaction potential purchasers should ensure that they fully understand the potential risks and rewards of that transaction 
(including, without limitation, all financial, legal, regulatory, tax and accounting consequences of entering into the transaction and an 
understanding as to how the transaction will perform under changing conditions) and that they independently determine that the 
transaction is appropriate for them given their objectives, experience, financial and operational resources and other relevant circum-
stances. Potential purchasers should consider consulting with such advisers and experts as they deem necessary to assist them in 
making these determinations and should not rely on FAB for such purposes. FAB is acting solely in the capacity of a potential arm’s-
length contractual counterparty and not as a financial adviser or fiduciary in any transaction unless we have otherwise expressly 
agreed so to act in writing. FAB does not provide any accounting, tax, regulatory or legal advice. FAB is licensed by the Central Bank 
of the UAE.  
  
London: FAB London Branch is Authorized by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct 
Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential 
Regulation Authority are available from FAB London branch on request. Registered in England & Wales: Company No: FC009142: 
VAT No: GB245 3301 91.  
  
Paris:  FAB Paris Branch is licensed by the French Prudential Control Authority as a credit institution. FAB Paris is registered in 
France under the company number: RCS Paris B 314 939 547.  
 
Switzerland: This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell 
any investment or other specific product. Certain services and products are subject to legal restrictions and cannot be offered world-
wide on an unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this docu-
ment were obtained from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is 
made as to its accuracy or completeness. All information and opinions as well as any prices indicated are currently as of the date of 
this report, and are subject to change without notice. The analysis contained herein is based on numerous assumptions. Different 
assumptions could result in materially different results. At any time the First Abu Dhabi Bank PJSC and/or FAB Private Bank 
(Suisse) SA may have a long or short position, or deal as principal or agent, in relevant securities or provide advisory or other ser-
vices to the issuer of relevant securities or to a company connected with an issuer. Some investments may not be readily realizable 
since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed 
may be difficult to quantify. Futures and options trading is considered risky. Past performance of an investment is no guarantee for 
its future performance. Some investments may be subject to sudden and large falls in value and on realization you may receive back 
less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on the price, 
value or income of an investment. First Abu Dhabi Bank PJSC expressly prohibits the distribution and transfer of this document to 
third parties for any reason. First Abu Dhabi Bank PJSC and/or FAB Private Bank (Suisse) SA will not be liable for any claims or 
lawsuits from any third parties arising from the use or distribution of this document. This report is for distribution only under such cir-
cumstances as may be permitted by applicable law. The “Directives on the Independence of Financial Research”, issued by the 
Board of Directors of the Swiss Bankers Association (SBA) do not apply. 
 
Singapore: First Abu Dhabi Bank P.J.S.C., Singapore Branch is regulated by the Monetary Authority of Singapore and holds a 
Wholesale Bank license.  
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