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“it takes all the running you can do to

keep in the same place. If you want to get
somewhere else, you must run at least twice
as fast as that” (the Red Queen in Through
the Looking Glass by Lewis Carroll)

What can policymakers learn from the
painful times of the Great Financial Crisis
(GFC) that hit the region hard a decade

ago? This article examines the economic
landscape in the UAE prior to the Great
Financial Crisis (GFC), the factors leading up
to the crises, and the ongoing economic &
financial policies that must be addressed to
minimize economic downturn in the future. It
extracts lessons and recommends responses
to remedy identified policy gaps and fortify
economic development while striding
towards the future. Economic diversification,
digitalisation, strengthening monetary and
fiscal policy toolboxes, improving STEM
education and looking East in foreign trade
and investment strategies, are a few critical
responses identified. These policy responses
provide valuable lessons for policymakers
across the region, while preparing for
uncertain economic times in a region going
through socio-economic and geopolitical
turbulence.

A Decade Ago..

The Great Recession and the Great Financial
Crisis (GFC) reverberated globally, with its
destructive waves enveloping both advanced
and emerging economies. Ten years later,

the global economy is yet to fully recover,
with the financial sector facing a debt bubble
generated by ultra-loose monetary policy,
historically low interest rates and quantitative
easing (QE). The aftermath has seen sovereign
states, corporations, and households build up
debt in excess of $250 trillion worldwide.

The Gulf Cooperation Council (GCC) countries
were not immune to the Great Recession

and the GFC, left vulnerable and exposed
through their large foreign direct and financial
investments, and the oil market. Despite
being the most diversified economy among its
GCC counterparts, the United Arab Emirates
still experienced a major hit from the sudden
downturn.

Ten years on, it remains oil-dependent and
vulnerable to financial and oil market shocks.
Oil exports and revenues in 2017 accounted
for an estimated 34 percent of total exports
(excluding re-exports) and 43 percent of
government revenues, while the sovereign
wealth funds (ADIA, DIC, Mubadala and others)
are directly exposed to international financial
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market risks. Given the size of the oil sector as region-specific and domestic shocks, are

and the dependence of government funding there lessons that can be learned from past
and spending on oil revenues, the economy crises? What policy adjustments are required
of the UAE, is sensitive to commodity price to mitigate the risks of another crisis?

shocks: boom-bust cycles driven by oil price
volatility, as evidenced by the high correlation

et Ry Exuberance, the

etween oil prices and real economic activity

(see Tables 1 and 2). 2008-2010 crisis and
aftermath

In addition, the Dubai development model,

which is partly dependant on a “build-it-

. . . Pri h R i he GFC crisi
and-they-will-come” attitude to economic rior to the Great Recession and the GFC crisis,

. . he D i/UAE i
development, is subject to real estate and the Dubai/UAE economic development model

housing induced business cycles. Evidence of was based on supportive demographics
this can be found in the aftermath of the GFC

and in the current downturn since 2016. Given

driven by a liberal policy of international
labour mobility and high domestic population

the UAE’s exposure to international as well growth. The UAE economy also depended
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on investment in infrastructure - such as housing and retail sectors as well as health

ports, airports and logistics - that facilitated and education to serve a young, fast-growing

international economic integration and consumer base.

development of the services sector (retail,

trade and tourism). Dubai’s economic growth, with its low direct
dependence on oil (about 1% of GDP), was

Business friendly policies, as well as an supported by a high contribution from its
industrial policy based on economic clustering services sector - trade, retail, hospitality,
embodied in a multitude of Free Zones tourism and transportation. Liberal domestic
allowing 100 percent foreign ownership, with economic policies, along with political and
low or no taxation, resulted in large foreign macroeconomic stability, benefited from a
direct investment flows, competition and supportive global environment of the “Great
economies of scale and economies of scope Moderation”, of decreased macroeconomic
(generating a wider variety of goods and volatility and reduced volatility of business
services). High population growth fuelled cycles. Altogether, this resulted in a dynamic
the construction industry, the real estate, business environment and high growth rates.

Table 1. UAE Macroeconomic indicators: 1995-2017 (5-yr averages)

1995-1999 2000-2004 2005-2009 2010-2014 2015-2017

Nominal Oil price (%) 5.4% 19.3% 14.2% 11.4% -10.3%
Real GDP growth (%) 5.0% 6.9% 3.2% 4.5% 3.0%
Inflation (%) 2.9% 3.0% 8.10% 1.2% 2.6%
Money supply growth (%) 8.4% 11.6% 25.5% 8.9% 4.3%
Fiscal balance (% of GDP) 2.73% 3.86% 12.95% 5.04% -2.34%
Trade balance (% of GDP) 3.0% 9.6% 1.9% -2.9% -21.2%
g‘l‘)'g)e"t account (as % of 5.7% 8.2% 9.7% 13.8% 5.2%

Source: IMF, UAE Central Bank, EIU, Thomson Reuters.
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Table 2: Correlation matrix

Nominal Real GDP Fiscal Trade Current

Oil price growth Inflation rrwth balance balance account
(%) (L)) g (% of GDP) (% of GDP) (% of GDP)

Nominal Oil price

(%) 1.000 0.917 0.196 0.359 0.517 0.544 0273
:,Z‘)"lGDP growth 0.917 1.000 0.414 0.481 0.732 0.661 0.352
Inflation 0.196 0.414 1.000 0.716 0.713 0.238 -0.029
M2 growth 0.359 0.481 0.716 1.000 0.749 0.328 0.245
::oi/:coaflg;::)"ce 0.517 0.732 0.713  0.749 1.000 0.548 0.579
I;a:DeP';ala"ce (% 0544 0.661 0238  0.328 0.548 1.000 0.291
fausr;i';tfaG‘i;:;'"t 0.273 0.352 0.029  0.245 0.579 0.291 1.000
Investors, businesses and consumers were real estate market bubble financed by foreign
exuberant - but vulnerabilities were building. borrowing (in US dollars); and absence of
centralized oversight and control over foreign
Buoyant economic activity, supported by the borrowing by SOEs & GREs and the absence
oil price boom of 2003-08, rising consumer of a public debt policy and management. The
and investor confidence, and abundant stage was set for a domestic economic and
liquidity led to credit growth, inflation, and financial crisis.
asset price inflation, including real estate. But,
investor exuberance and ‘animal spirits’ faced At the onset of the GFC in 2008, banks in the
legacy institutional and policy vulnerabilities: Middle East, and more so in the GCC, were
an absence of a fiscal and monetary not highly leveraged and did not have any
framework and policies geared at economic direct linkage or exposures to the US sub-
stabilization; an absence of coordination and prime crisis which triggered the GFC. Financial
lack of guiding strategy on foreign investment instruments like mortgage-backed securities
by State Owned Enterprises (SOEs) and (MBS), collateralized debt obligations
Government Related Enterprises (GREs); a (CDOs), collateralized loan obligations (CLOs)
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and other instruments that became toxic
assets, were absent from the local markets.
Though the UAE banks were adequately
capitalized and profitable, the fast pace of
growth of personal, consumer and real estate
loans, along with the uncertain outlook

for asset prices in the UAE were worrisome
signs alongside growing concerns about
counterparty risk.

Real, inflation adjusted, average credit growth
was a blistering 26 percent a year during 2003-
08 fuelling growth and the accompanying real
estate bubble. Credit to the private sector rose
by 51 percent year-on-year by Sep 2008, up
from 40 percent in December 2007, driven by
the economic boom and highly negative real
interest rates - with credit, financed by strong
deposit growth and large foreign borrowing in
2007. On the corporate sector side, the boom
was associated with a sharp rise in leverage,
including inter-company and supplier debt,
increasing the sector’s vulnerability to funding
availability, rollover risk and cost. Eventually,
the bubble burst. Project cancelations,
postponements and amendments amplified
in the fourth quarter of 2008 and first quarter
of 2009. About $39 billion of GCC debt (half
from the UAE) was maturing, to be repaid or
refinanced in 2009, at a time when liquidity
had evaporated from the international and
regional markets.

Twin Oil and Financial
Shocks

The collapse of oil prices accompanying

the GFC and the Great Recession was a twin
shock, both economic and financial. The oil
price shock directly impacted government and
export revenues and the current account, with
a spill over and an direct impact on financial
market, banking and corporate liquidity.
Funding costs jumped as speculative capital
inflows reversed and investor confidence
collapsed. Asset prices plunged, and when the
Nakheel/Dubai World issues surfaced in Q4
2008, Dubai’s CDS rates (credit default swaps)
skyrocketed, trading at nearly 2000, while
Saudi Arabia’s rates were at 125. Pressures on
bank funding and liquidity led to tight credit
conditions. Dubai was engulfed in the GFC
tsunami.

What followed, with a lag, was the rollout of
short-term policy measures including deposit
guarantees, monetary easing and injection

of liquidity which helped stabilize interest
rates and liquidity conditions, alongside
medium-term measures like real estate
regulations geared to countering leverage and
speculation. .
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(14

The collapse of oil prices
accompanying the GFC and
the Great Recession was a

twin shock

vulnerabilities related to the unsupervised

Ultimately, the crisis highlighted

leverage and foreign borrowing of SOEs and
GREs, classical asset-liability mismatching,
banks’ exposure to asset markets and

their growing dependence on foreign
correspondent bank financing, and a
general weakness in their liquidity and risk
management frameworks. It also exposed

instances of weak regulatory and supervisory

frameworks and enforcement at both banks
and non-bank financial institutions. The crisis
also brought to the forefront the need for
greater government revenue diversification,
given the macroeconomic and systemic risks
of high dependence on volatile oil revenues.
Last, but not least, the crisis uncovered the
near absence of sound corporate governance
practices and transparency, especially in the
case of SOEs and GREs.

The ‘New Oil Normal’
Crisis

Oil prices have dipped from the three-digit
heights of 2014 to as low as $30-40 per barrel
in the past few years before a partial recovery
in 2018. This “New Oil Normal” reflects new
realities:? technology and high oil prices have
driven improving growing global energy

efficiency (energy/GDP ratios are falling),
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COP 21 policy commitments are changing

the energy mix away from fossil fuels,

while disruptive technological innovations
are making shale oil and gas, along with
renewable energy sources like solar and wind,
directly competitive with fossil fuels.

In short, both demand side and supply side
factors imply downside risks for oil prices,
despite short-term supply disruptions due

to geopolitical developments or attempts by
OPEC to limit production, including through
unsustainable non-OPEC alliances. Over the
medium and long-term, the UAE and other
oil exporters run the risk of owning stranded
fossil fuel assets, which are not economical to
exploit. Developing and investing into higher
value-added uses of oil & gas, downstream
activities, and privatization through the public
listing of energy assets should be part of a
national fossil fuel de-risking strategy.

Pro-cyclical fiscal
policy exacerbates
oil price boom-bust
cycles

Oil boom-bust crises, including those in the
UAE, were exacerbated by the pro-cyclical
fiscal policies followed by oil exporters:

driven by a balanced budget policy stance,
governments tend to increase spending when
oil prices are high and scale back spending
when prices dip. This has direct and spill over
effects on the non-oil sector (in particular
infrastructure, construction, real estate) which

experiences a slowdown in economic activity.

The current mix of monetary tightening due
to the ‘normalization’ of US monetary policy
and the onset of Quantitative Tightening

(QT) and fiscal austerity directly conflicts
with the need to conduct a counter-cyclical
stabilization policy. In order to adjust to

the New Oil Normal, the policy mix should

be changed to one that is monetary easing
with lower interest rates along with fiscal
stimulus, combined with structural reforms.
However, monetary policy is constrained by
the tight peg to the US dollar and the classical
policy trilemma: you cannot simultaneously
have monetary policy independence, fixed
exchange rates and freedom of capital flows.
The downside risk for oil prices weighs on the
growth prospects for oil exporters, making
greater economic diversification a policy
imperative and requiring structural policy
reforms and enabling and supportive fiscal

policy.
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Economic
Diversificationis a
Policy Imperative

Economic diversification leads to more
balanced economies and is crucial for
more sustainable economic growth and
development. For the UAE (and other fossil
fuel exporters), diversification is critical

to reducing exposure to the volatility and
uncertainty of the global oil market and

related boom-bust cycles.

Greater diversification is needed across
three dimensions: structure of production
(supporting the non-oil private sector), trade
(developing non-oil exports) and at the fiscal
level (diversifying sources of revenue). A
successful diversification strategy would:

1. Re-orient the economy towards more
knowledge based and innovation-led
activities (including higher value-
added in the energy sector), raising
productivity growth and creating new
jobs;

2. Directly support greater private sector
activity, including in the tradable

sector;

14 | Nasser Saidi

3. Provide more sustainable public
finances that are less dependent on

revenues from natural resources;

4. Generate greater macroeconomic
stability

5. Gradually de-risk fossil fuel assets
through gradual privatization and
divestment in the financial markets.

(14

Economic diversification
leads to more balanced
economies and is crucial for
more sustainable economic
growth and development.

)



Economic policy and
Reform: Minimizing
Vulnerability to Next
Crisis

Build local currency financial
markets and develop a counter-
cyclical fiscal policy toolbox for
economic stabilization to allow

for deficit financing, along with

the institution of fiscal rules for
long-term fiscal sustainability. A
major lesson from the GFC and from
the Asian crisis, is the danger of over
reliance on foreign currency bank
financing for cyclical sectors like
housing, real estate and long gestation
infrastructure investment. The UAE
needs to focus on developing local
currency financial markets starting
with a government debt market to
finance budget deficits, infrastructure
and development projects, along with
a housing finance/mortgage market.
Market financing for infrastructure
and development projects is more
appropriate for longer-dated
investments than bank financing.

2. Unification of local financial

markets. There are three operational
financial markets in the UAE - the

Abu Dhabi Securities Exchange, the
Dubai Financial Market, and Nasdaq
Dubai in the DIFC. These fragmented
markets should be consolidated to
create a deeper, broader, and more
liquid and active market, regulated
and supervised by an Emirates Capital
Markets Authority.

Establish a modern and credible
legal and regulatory financial
infrastructure. Enhance

debt enforcement regimes by
decriminalizing bounced cheques
and building the capacity of

the courts; develop insolvency
frameworks to support out-of-court
settlement, corporate restructuring
and adequately protect creditors’
rights. Introduce laws to facilitate
mergers and acquisitions, as well
as securitization to support the
development of asset backed and
mortgage backed securities and other
structured debt instruments.

Develop a counter-cyclical fiscal
policy toolbox for economic
stabilization. This requires reforming
the budget law framework, inherited
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from colonial days, to allow for deficit
financing, along with the institution
of fiscal rules for long-term fiscal
sustainability. Given the recent
passage of the UAE Federal Debt Law,
the government should accelerate the
set-up of the public debt management
office.

Favour greater exchange-

rate flexibility and monetary
independence. The peg to the US
dollar has exacerbated the negative
impact of pro-cyclical fiscal policy.
While the policy peg gives the

UAE dirham policy credibility, it

has prevented real exchange rate
depreciation and fails to reflect the
deep structural changes in the UAE’s
economic and financial links over the
past three decades - particularly the
shift away from the United States and
Europe and toward China and Asia.
The timing is opportune to move to a
peg to a currency basket including the
euro, Yen and Chinese Yuan, along with
the US dollar.

Trade policy reform to adapt to the
new global economic geography.
Given the global shift in trade and
investment patterns towards emerging
markets and Asia, the UAE (with

16 | Nasser Saidi

or without the GCC) should aim to
negotiate trade and investment
agreements with Asian countries
(China, India, ASEAN-Plus-Six) as

well as the COMESA countries. India

is the UAE’s largest trading partner,
while China is the strategic economic
partner going forward (notably in light
of the recently announced $10 billion
UAE-China investment fund and the
win-win potential from participating in
China’s Belt & Road initiative).

Labour market reforms. The UAE has
taken the first steps towards creating
a more efficient labour market with
the establishment of visas for part-
time work/internship/apprenticeship
and long-term residence rights (for
selected professionals). The next steps
would be permitting greater labour
mobility, as well as flexible hours

and the ability to work from home
facilitated by modern technology.
Abolishing the Kafala system may

not be realized anytime soon, but is

a necessary and important structural
reform to retain expatriate human
capital. The other major reform is
continuing to break down the barriers
to the economic participation and
empowerment of women.



Education market reforms and
building knowledge human capital.
The educational system continues to
focus on preparing students for public
sector jobs, with a persistent skill
mismatch and low educational quality
compared to market requirements.
Though spending per capita is high
and student-teacher ratios are
comparable to OECD levels, the
outcomes are not strong. The PISA?
scores, for example, reveal that UAE
students are placed 47th in math,
46th in science, and 48th in reading.
Radical modernisation of education
curricula is essential for creating a
21st century able workforce. It is time
to invest in ‘Digital Education-for-
Digital Employment’, vocational, and
on-the-job training. Increasingly the
focus should be to promote STEM
(Science, Technology, Engineering and
Mathematics) - especially given the
official policy focus on innovation and
a shift to the digital e-economy and
-services in the UAE and the region.

Competition and liberalisation of
rights of establishment: Effective
implementation of the new Investment
Law (2018) to remove barriers to FDI by
allowing 100 percent foreign ownership

10.

and the protection of property

rights would galvanise the benefits

of competition. It would encourage
expatriates to invest locally, reducing
the outflow of capital and remittances.
Dubai’s free-trade zones are a
testament to the success that comes
with liberalization and the removal

of barriers to foreign ownership and
management. Permitting companies
in the free zones to also operate

in the “domestic economy” would
stimulate investment and create jobs.
Some companies have completed this
transition, given recent regulatory
changes in the DIFC, DED, and more
recently in Abu Dhabi. Phasing out of
the commercial agency system needs to
be the obvious next step.

Digital transformation: The UAE has
been the first mover in the region in
embracing new digital technologies,
including Blockchain/DLT (Distributed
Ledger Technologies) and Artificial
Intelligence. However, the Blockchain/
Al movement needs regulatory support
with the passage of enabling laws to
facilitate Al, Blockchain, Big Data, and
related technologies. Integrate and link
public and private sector e-services
databases through Blockchain (similar
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11.

to Estonia’s X-Road). Leap ahead by
teaching coding in kindergarten, to
securing digital identities for every
citizen and resident, allowing an
“e-citizen” programme, an “onshore”
Fintech regulatory sandbox, and
eventually a UAE Digital Currency

to facilitate digital transacting.
Supporting and financing start-ups
with incubators and accelerators and
co-investing with the private sector
(seed, VC, Angel and PE investors)
would help drive the UAE’s digital
transformation. Digitalisation also
requires broad, deep, unencumbered
and cheap access to digital highways:
the telecoms sector should be open
to competition both in the backbone
and in services. China provides a good
example of what can be achieved.

New energy & industrial policy:

the UAE should rapidly diversify its
energy mix by ramping up investment
in clean energy (wind and solar) and
technology (including desalination)
which can become the basis of a

new export industry. This frees up

oil for export and contributes to
decarbonisation and reducing pollution
levels. Diversification should be private
sector based to create new jobs. This

18 | Nasser Saidi

requires liberalisation and competition
for SOEs and GREs and establishing the
legal and regulatory framework needed
for privatization and public-private
partnerships (PPPs). Privatization and
PPPs in infrastructure, new and old
energy, health, education, transport,
telecoms and logistics would could
attract massive domestic and foreign
investment. Similarly, SWF investment
strategy should shift to further support
economic diversification policies and
co-invest with domestic and foreign
investors in new technologies and
innovative sectors including clean
energy, robotics, Al, Blockchain/DLT,
Machine Learning, Fintech, and related
tech.

Principles of
Stabilization in
Turbulent Times

Arab countries and oil and natural resource
based economies face multiple economic,
geostrategic, and climate change challenges
as they seek to adapt and integrate into a
rapidly changing global economic landscape
and geography. The high level of dependence



of both oil exporters and oil importers on oil
revenues and oil assets poses an existential
risk. The “New Oil Normal” and global move to
decarbonisation imply permanently lower real
oil prices and the risk that oil assets become
stranded assets, with marginal economic
value, in the absence of new innovations and
new, clean, uses for fossil fuels. The UAE’s
experience and economic diversification
achievements provide a broad policy
framework for Gulf oil producers. However,

there is no ‘one-size-fits-all’.

Moving forward, five principles should guide
strategists and policy makers: (i) Economic
diversification is a strategic imperative
encompassing production, trade and
government revenue diversification; (ii)
Facilitate and enable the rapid digitalisation

End Notes:

of the economy and society by, among
other, removing barriers in the telecoms
sector; (iii) Pivot policy towards emerging
economies, towards India, China, ASEAN and
the COMESA countries through innovative
trade and investment agreements. The UAE
and the region needs to participate in the new
global value chains emerging from the Belt
& Road and its ramifications. (iv) Education
curricula require radical reform towards
STEM and enabling ‘Digital Education for
Digital Employment’. (v) Develop a modern
economic - monetary and fiscal - policy
toolbox allowing policy makers to undertake
economic stabilization and counter-cyclical

measures.

1. This could be attributed to the relatively high international leverage of Dubai corporates.

2. Seethediscussionin N. Saidi https://nassersaidi.com/2017/05/04/a-new-economic-model-for-the-low-oil-price-era-article-for-
meeds-special-publication-agents-of-change-apr-2017/ and https://www.project-syndicate.org/commentary/oil-price-decline-
opportunity-for-economic-reform-by-nasser-saidi-2016-04?barrier=accesspaylog

3. UAE’s national agenda aims for the country to rank among the top 20 nations in terms of PISA scores by 202.
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Arab world. Established in 2005 under the
patronage of HH Sheikh Mohammed bin
Rashid Al Maktoum, Vice President and
Prime Minister of the United Arab Emirates
and Ruler of Dubai, in cooperation with
the Harvard Kennedy School, MBRSG aims
to promote good governance through
enhancing the region’s capacity for
effective public policy.

Toward this goal, the Mohammed Bin
Rashid School of Government also
collaborates with regional and global
institutions in delivering its research and
training programs. In addition, the School
organizes policy forums and international
conferences to facilitate the exchange

of ideas and promote critical debate on
public policy in the Arab world. The School
is committed to the creation of knowledge,
the dissemination of best practice and the
training of policy makers in the Arab world.

To achieve this mission, the School
is developing strong capabilities
to support research and teaching
programs, including:
« Applied research in public policy
and management;
+ Master’s degrees in public policy
and public administration;
«  Executive education for senior
officials and executives; and,
+  Knowledge forums for scholars and
policy makers.

The MBRSG Research Department
focuses on the following six priority
policy areas:

1. Future Government and Innovation
Education Policy
Health Policy
Public Leadership

ok wn

Social Policy, Wellbeing and
Happiness

o

Sustainable Development Policy
Economic Policy

For more information on research at the Mohammed Bin Rashid School of Government,

please visit: http://www.mbrsg.ae/home/research.aspx
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