Weekly Insights 10 Dec 2020:
Vaccine Exuberance, PMIs and
Indicators of Economic
Activity

Download a PDF copy of this week’s insight piece here.

Chart 1: PMIs in the Middle East/ GCC have had a slow restart
compared to US/ Europe/ Asia post-lockdown, even during the
latest wave

Manufacturing PMI readings have picked up in Nov across the
globe, thanks to increases in export orders; global
manufacturing PMI also showed employment rising for the first
time in 12 months & business confidence at a 69-month high.
Vaccine announcements in early-Nov probably added to the
mostly positive outlook.

There is a distinct divergence in the Middle East, with UAE
and Lebanon still below the 50-mark in Nov. Lebanon’s reading
is a clear reflection of its domestic economic meltdown while
UAE’s 1s pegged to subdued demand in spite of the nation being
the least stringent (i.e. more “open”, including for tourists)
in the region.

The announcement of the efficacy of the Sinopharm vaccine in
UAE and planned deployment, in addition to the recent spate of
announced reforms — rights of establishment, long-term
residency, remote working & retirement visas — should support
business and consumer confidence in the months ahead.
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PMIs indicate a slow restart in the Middle East Heatmap of manufacturing PMIs
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accines signal a recovery and rescue the airline industry?
Vaccines have been in the news since early-Nov, with the
latest announcement from the UAE on the Sinopharm vaccine. As
the vaccines are rolled out next year, the hope 1is that
nations recover to the pre-Covidl9 phase.

International travel markets remain weak: Middle East airlines
revenue passenger-kilometres (RPKs) were down by 86.7% and
88.2% for international connectivity and long-haul traffic in
Oct. This should benefit the airline industry in 2 ways: (a)
in the near-term, the industry will support distribution of
vaccines across the globe: being well-connected to global hubs
and given its fleet size, UAE’'s Emirates and Etihad are well-
placed to gain. Emirates SkyCargo transported more than 75mn
kilograms of pharmaceuticals on its aircraft last year; (b) as
more people get vaccinated, demand for and willingness to
travel will increase probably by H2 next year along with
‘“travel bubbles’.

However, the success of the vaccine distribution is also
dependent on the last mile delivery hurdles and vaccine
storage facilities.
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Middle Eastern carriers' improvements in international travel since the crisis have been slow (LHS)

Middle East passenger traffic still under pressure (RHS, top panel)
Cargo's sharper V-shaped recovery (bottom panel), but ME's recovery is slower vs. total industry
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edit in the UAE

The UAE central bank extended its Targeted Economic Support
Scheme (Tess) for another six months until June 30, 2021
During Apr-Sep 2020, the overall pace of lending to GREs
(+22.7% yoy) and government (+19.6%) have outpaced lending to
the private sector (-1.0%). The pace of SME lending has been
slow as well, but up 3.5% year-to-date.

Breaking down lending by sector, there has been upticks in
credit to both transport, storage and communication (+52.1%
yoy as of end-Sep) as well as government (13.6% yoy); mining &
quarrying and construction sectors saw declines of -14.4% and
-1.9% respectively.
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Loans to the public sector & govt in the UAE have been Growth in Bank Credit to UAE Residents by Economic

. rising at a faster pace vs the private sector; SME % 2 Activity (quarterly data)
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cators of economic activity in Saudi Arabia

Among the proxy indicators for consumer spending — ATM
withdrawals and PoS transactions — the latter is picking up
faster, supported by transactions in food and beverage (+28.9%
during Jan-0ct 2020) and restaurants and cafes (+68.9%); 1in
comparison, transactions at hotels are down by 33%. ATM
transactions dropped by one-fourth to SAR 499.87bn in Jan-0Oct.

Loans to the private sector in KSA has been growing at a
double-digit pace since Mar this year, with the year-to-date
growth at 12.4% yoy.

Cement sales have been on the uptick, supported by the number
of ongoing mega-projects (like the Red Sea development) as
well as residential demand: real estate loans by banks are up
38% till Q3 this year, outpacing growth in both 2018 & 2019
while PoS transactions in the construction and building
materials is up 44.2% this year (a large 247.4% uptick in Jun,
ahead of the VAT hike).
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The pace of cement sales have slowed, but
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Weekly Insights 6 Oct 2020:
Economic activity in Bahrain
& Saudi Arabia

Charts of the Week: Last week, both Bahrain and Saudi Arabia
released Q2 GDP numbers: as expected, overall growth
contracted, with private sector activity significantly
affected. The 1initial sections offers a forward-looking
perspective on the two nations based on more recent data and
proxy 1indicators. Saudi Arabia also disclosed a medium-term
fiscal strategy, which forms the last section of this
Insights’ edition.

1. Bahrain GDP & economic activity

GDP in Bahrain declined by 8.9% yoy in Q2 2020, following a
1.1% drop the previous quarter. This was primarily due to the
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non-oil sector which plummeted by 11.5%. As expected, the
largest dips in GDP came from the hotels and restaurants
(-61.3%) and transport & communication (-47.4%) — both
directly affected by the Covidl9 outbreak. Spillover effects
were also visible across the board: the financial sector,
which accounts for the largest share of non-o0il GDP (16.8% in
Q2), posted a 5.8% drop while the sub-sectors real estate and
business activities and construction slipped by 7.9% and 2.1%
respectively.

With Covidl9-related restrictions slowly being phased out in
Bahrain, can we expect a resumption of economic activity? The
data for Jul-Aug show the pace of recovery has been slow, with
readings for retail and recreation still at an average 26%
below the baseline data (pre-Covidl9). Recent announcements of
extended government support — be it the exemption of tourism
levies for 3 more months or extended support to KG & nursery
teachers, taxi drivers or Bahraini citizens’ payment of
utility bills and about 50% of salaries in the private sector
(only those affected) — will provide direct support and likely
nudge recovery. hotel occupancy rates in four- and five-star
hotels increased by 13.3% mom and 17.6% in Jul and Aug
respectively. Opening borders with Saudi Arabia will not only
increase the number of trucks crossing the King Fahd Causeway
(improving transport/ trade) but will also attract visitors
from Saudi Arabia (supporting hospitality and retail).
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2. Saudi Arabia GDP & economic activity



Saudi Arabia’s overall GDP plunged by 7% yoy in Q2 2020, with
falls in both the oil and non-o0il sectors. The o0il sector’s
4.9% drop in H1 is a result of the reduction in o0il production
in line with the OPEC+ agreement. Within the non-o0il sector,
all sub-sectors posted declines in Q2 ranging from trade and
hospitality (-18.3%) to finance, insurance and real estate
(-0.7%). The share of GDP by economic activity shows that the
0oil sector continues to dominate (45% of overall GDP), closely
followed by manufacturing (13%) and trade and hospitality
(9%) .

GDP plunges across all sectors; private sector sees Share of Saudi Arabia's GD = Mining & Quarrying
% yoy activity shrink by 10% by economic activity.
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To gauge any underlying change in activity during Q3, we refer
to the central bank’s data on consumer spending and point-of-
sale (PoS) transactions by category. There is a spike before
the VAT hike came into place in Jul, as expected, but the Aug
data seems to indicate a slight recovery for hotels (+2.6%
yoy, following 6 months of double-digit declines) while items
like jewelry and clothing continue to register negative
growth. The construction and real estate sector look well-
placed to improve in H2 this year: not only has letters of
credit opened for building materials imports increased by 64%
yoy in Aug (following 5 months of double-digit declines),
cement sales has also been picking up during Jun-Aug; a
temporary boost for the sector will also come from the recent
announcement that real estate would be exempt from the 15% VAT
(to be replaced instead by a 5% tax on transactions, of which



the government would bear the costs for up to SAR 1mn for the
purchase of first homes).

3. Saudi Arabia’s fiscal space

With oil prices around the USD 40-mark, extended government
support in Saudi Arabia during the Covidl9 outbreak will put a
strain on finances. From the H1l 2020 estimates disclosed by
the Ministry of Finance, it is noticeable that the share of
taxes as % of overall revenue has declined to 18% (H1l 2019:
23%) . Compensation of employees remain the biggest strain on
the expenditure side, with the single component accounting for
53% share, though it is commendable that subsidies have

declined by 27.8% yoy to SAR 13bn.

Compensation of employees accounts for 53% of
total expenditure in Saudi Arabia (H1 2020) vs
Gt 49% in H1 2019
450
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Medium-term fiscal projections (in SAR bn)
2019 2020e 2021F 2022f 2023f]

Total revenues 927.0 770.0 846.0 864.0 928.0

Total expenditures 1059.0 1068.0 990.0 955.0 941.0
Budget deficit -133.0 -298.0 -145.0 -91.0 -13.0

as % of GDP -4.5% -12.0% -5.1% -3.0% -0.4%

Debt 678.0 854.0 941.0 1016.0 1029.0

as % of GDP 22.8% 34.4% 32.9% 33.4% 31.8%

Source: Saudi Arabia Ministry of Finance; Note: e refers to estimates & f to forecasts

If Saudi Arabia’s fiscal consolidation plans are to be met,



reforms are required on both revenue and expenditure side. The
Kingdom has already increased VAT to 15% from Jul: however,
with subdued demand and consumer spending, it seems unlikely
that this move will add substantial revenue this year. We have
highlighted in previous editions that Saudi Arabia can benefit
from the introduction of other more revenue-generating taxes —
e.g. carbon taxes, which will also contribute towards a
cleaner environment. Additional measures could include energy
price reforms (thereby reducing subsidies) as well as a
consolidation or removal/ reduction of various small fees and
taxes after undertaking an impact exercise (i.e. do these fees
raise significant revenues or do they hinder development of
the related sector?). The other major route to take 1is
lowering “compensation of employees”: this can be done either
by reducing the public sector workforce (and increasing
productivity through increased digitalization) or by
decreasing wages (and synchronizing public holidays) to be on-
par with the private sector — these moves could also support
creation of jobs in the private sector, lead to higher
productivity levels and growth.
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Weekly Insights 22 Sep 2020:
Looking beyond Saudi
inflation & oil exports

Charts of the Week: Saudi inflation numbers (consumer &
wholesale prices) show the impact of the tripling of VAT. For
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now, a proxy indicator of cement sales is showing a pickup
post-lockdown, 1in spite of the VAT hike. We also track the
recent changes in Saudi exports, also to understand the impact
on government revenues.

1. Saudi inflation picks up post-Jul’s VAT hike

%yoy  Jul's VAT hike ticks up inflation; food prices a %yoy Wholesale prices rise sharply as well, with metal Cement sales have picked up post-lockdown, in
key driver products leading the surge spite of the VAT hike
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Headline inflation has been climbing in Saudi Arabia from Jul,
not surprising given the VAT hike to 15% (from 5% before). The
VAT effect is seen across multiple sub-categories, but note
that food prices have been ticking up for many months now.
Wholesale prices have also increased, similar to when VAT was
initially rolled out in 2018, with metal product prices
leading the way: these hikes will also filter down to the end-
user.

Household spending will be negatively impacted by the VAT hike
(as _seen from recent SAMA data), there seems to be an increase
in cement sales — a proxy for the construction sector spending
— after the expected dip during the lockdown period. This
could be a result of work continuing on mega-projects like
NEOM in addition to a boost from the housing market. The surge
in mortgage loans this year (+94.4% year-to-date, with the
value in Jun 2020 more than three-times compared to Jun 2019)
and the announcement that homes priced at SAR 850k and below
will not be subject to VAT will support the housing market.
Risks of a severe slowdown in government spending and/or
delayed payments could however affect near-term demand.
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2. 0il sector in Saudi Arabia

The latest trade data from Saudi Arabia shows a drop 1in
overall exports in Q2 this year (-53.6% yoy): oil exports were
down by 61.8% yoy, and the share of o0il exports fell to 64% in
Q2 2020 vs 77.5% in Q2 2019. Partly attributable to the OPEC+
cuts and overall weak global demand for oil (given Covid1l9),
this implies a substantial reduction in government revenues
from oil (in 2019, an estimated 63% of total revenues was
derived from oil). At the same time, non-oil revenue will also
have declined: government’s postponement of some taxes and
fees will bite into revenues and lockdowns would have
negatively affected private sector activity.

'000 barrels Saudi Arabia is now #2 producer of oil globally ‘000 mn Saudi oil exports wertzthe lowest on record in Jun;
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Q1 has already posted a budget deficit of SAR 34.1bn, and the
IMF estimates (as of June 2020) overall fiscal deficit to
widen to 11.4% of GDP this year from 4.5% a year ago. Fiscal
consolidation efforts have been a cornerstone of every reform
discussion and will 1likely continue to be — removal of
subsidies, reducing public wage bills, raising non-o0il
revenues — at least in the near-term. This will Llikely be
accompanied by more international debt issuances to finance
the deficits, in addition to developing its fledgling local
debt market.



The recently released data on world energy from BP shows that
though Saudi Arabia is now the second-largest producer of oil
globally (behind the US), its proven reserves still account
for 17.2% of overall global reserves. But, with the rising
rhetoric that oil demand may already have peaked, the
pertinent question is whether oil could end up being a
stranded asset sooner than later. In this backdrop, with the
Covidl9 pandemic and a resultant push for climate change
policies (before it is too late), it is imperative that the
recovery model for Saudi Arabia (and rest of the fuel-
exporting nations) includes a strong clean energy policy
component within overall reforms, alongside a recasting of its
economic diversification model and social contracts.
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