SEB MERCHANT BANKING – COUNTRY RISK ANALYSIS

January 27, 2016

Analyst: Martin Carlens. Tel: +46 8 763 96 05. E-mail: martin.carlens@seb.se

Lower oil revenues are hampering economic growth and are eroding fiscal and external balances
thus making the economy more vulnerable. As a response, the authorities are undertaking a
significant fiscal tightening which should bring the government finances in balance. Geopolitical
instability in the region has risen but political risk in the UAE remains relatively low.

Country Risk Analysis
Economic growth slowing on oil prices: Despite being one of the most
diversified economies in the Gulf region, tumbling oil prices are leaving a
marked imprint in economic activity and have led to deteriorating fiscal and
external balances in the past year. Forecasts for real GDP growth have gradually
been revised downwards in tandem with the past years’ falling oil prices having
reduced exports. While the non-oil sector of the economy has been expanding at
a relatively healthy pace, and oil production has remained close to maximum,
lower prices are expected to have reduced overall GDP growth in 2015 to less
than 3%, down from 4.6% in 2014.
Economy supported by solid
investment activity. Government
spending is expected to pick up in
2016, producing slightly higher
growth. Over the medium term,
activity should be increasingly
supported by the non-oil sector.
More specifically, government
sponsored mega investments and
private investments related to the
World Expo in 2020 are expected to
be key growth drivers. Such
investments and other private
investments, attracted by the UAE’s favorable business climate, should in turn
contribute to rising revenues from tourism.
Inflation is low but relatively volatile. With the long-time fixed exchange rate,
the central bank has weak control over inflation. Consequently, while it remains
low, it has a history of being volatile. At the end of 2015 it fell to about 3.5%
reflecting a cooling of activity. A downturn in Dubai’s residential property
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market, with prices falling for the first time in many years, may have further
contributed.
More diversified economy: The UAE economy is more diversified than most
regional peers. Growth of the non-oil sector stands for 60-70% of GDP. Similarly,
the share of non-oil goods in exports has risen and is now the highest among all
oil-exporters in the region. Still, even the non-oil sectors depend on demand from
oil producing neighboring economies, for example through Dubai’s focus on
logistics, trade and transport. Consequently, and similarly to past oil price
downturns, the economy remains vulnerable to a longer period of low oil prices.
External balances turning weaker
from a very strong position: Lower oil
prices have reduced the surplus on the
current account quite sharply. While
we assume it will remain comfortably
above 5% of GDP in the next few years,
the IMF (see chart) and most other
observers are more pessimistic. Having
averaged roughly 10% of GDP during
the past decade, the current account
surpluses have contributed to building
extensive reserve buffers. Foreign
direct investment has also remained steady. Official foreign exchange reserves
have roughly doubled since 2012 to about USD 78 bn. at the end of 2015.
Budget swings into negative territory: The country’s increasing diversification
also means it is less reliant on oil revenues than other economies in the region.
Oil flows now amount to less than half of total revenues according to the
authorities. It also has a lower fiscal breakeven price than many other major oil
producers. According to the IMF, only Kuwait and Qatar has lower fiscal
breakeven prices than UAE’s estimated USD 73 in 2015. Nevertheless, similar to
the external balances, consolidated government finances have deteriorated in the
past year, more than expected a year ago, shifting from a significant surplus in
2014 to an expected -3% of GDP in 2015, according to the IMF.
Consolidation efforts have been fairly extensive. As a response to falling oil
prices, UAE was the first state in the region to start a significant fiscal
consolidation. Measures in 2015 included a complete removal of transport fuel
subsidies, increases in utility tariffs and cuts in transfers to government related
entities. This is expected to shift the budget back to close to balance in 2016.
Uncertainty about data, including on public finances. We would note that
differences in the strength of public finances are significant among the emirates.
We look at public finances on a consolidated level and we also make the
assumption that Abu Dhabi stands behind the federal system. We would also
note that forecasts regarding the budget deficit come with a large standard
deviation between analysts, depending partly on the lack of data transparency.
We use IMF data and forecasts which are slightly more optimistic than current
consensus numbers.
Huge external assets: Mitigating the risks stemming from continued low oil
prices is the UAE’s significant buffers in the form of sovereign wealth funds.
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Data on the funds are not publicly available and estimates of their financial
assets differ. Abu Dhabi Investment Authority (ADIA), chaired by the UAE’s
president, is by far the largest fund with estimates from Fitch putting its assets at
USD 481 bn at end-2014. This is equivalent to more than five years’ of
government spending. Consequently, even with oil at current low levels the
government would be able to finance fiscal deficits for several years.
Government debt is manageable and declining. The consolidated government
gross debt remains manageable at about 15% of GDP. Most of it refers to the
government of Dubai. Adding contingent fiscal liabilities from debt incurred by
government related entities (GRE) worsens the picture. In the case of Dubai,
where the debt debacle involving Dubai World led to an uptick in country risk in
2009-10, government debt has edged down in the past couple of years reaching
about 30% of Dubai’s GDP in 2015. Following early repayments by several GREs
and an important debt rescheduling by Dubai World in early 2015 overall debt
has also declined.
Bank sector posing little risk: The IMF gives the banking sector a clean sheet in
its 2015 review, indicating that so far lower oil prices appears to have had limited
effects on banks. However liquidity in the sector is declining (from high levels)
and credit and deposit growth has slowed.
Political risk is low: Ever since its creation, the UAE has enjoyed a high degree
of political stability. Political relations between the individual emirates are
reported to be constructive although transparency in this area is very limited.
The UAE maintains close relations to the major global powers and most of its
neighbors in the region. Regional instability has risen since our last review. Some
observers note that the UAE’s increased involvement in the regional crises -most
lately by participating in the Saudi-led campaign in Yemen - has increased the
risk that it might be a target for terrorist attacks.
Outlook mainly threatened by low
oil prices. The main risk to our base
scenario comes from oil prices
staying low longer than expected.
Lower export revenues from oil sales
would be the main spillover channel
depressing economic growth and
pressuring fiscal balances. A
domestically related risk is that
Dubai’s mega projects, if
mismanaged, could negatively affect
the financials of the emirates’ GREs,
banks and ultimately the
government, as noted by the IMF.
On the upside, there is the possibility that the lifting of the sanctions against Iran
could boost the demand for UAE trade and financial services more than expected
thereby lifting economic activity.
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Disclaimer
Confidentiality Notice
The information in this document has been compiled by SEB Merchant Banking, a
division within Skandinaviska Enskilda Banken AB (publ) (“SEB”).
Opinions contained in this report represent the bank’s present opinion only and are
subject to change without notice. All information contained in this report has been
compiled in good faith from sources believed to be reliable. However, no
representation or warranty, expressed or implied, is made with respect to the
completeness or accuracy of its contents and the information is not to be relied upon
as authoritative. Anyone considering taking actions based upon the content of this
document is urged to base his or her investment decisions upon such investigations
as he or she deems necessary. This document is being provided as information only,
and no specific actions are being solicited as a result of it; to the extent permitted by
law, no liability whatsoever is accepted for any direct or consequential loss arising
from use of this document or its contents.
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It
is a participant at major Nordic and other European Regulated Markets and
Multilateral Trading Facilities (as well as some non-European equivalent markets)
for trading in financial instruments, such as markets operated by NASDAQ OMX,
NYSE Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges,
Turquoise and Chi-X. SEB is authorized and regulated by Finansinspektionen in
Sweden; it is authorized and subject to limited regulation by the Financial Services
Authority for the conduct of designated investment business in the UK, and is
subject to the provisions of relevant regulators in all other jurisdictions where SEB
conducts operations.
SEB Merchant Banking. All rights reserved.
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