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· We have revised up our real GDP forecast for 2012 from 3.8% to 4.4%, based on expectations of higher oil output. Although there are uncertainties, oil markets are expected to remain firm in 2013.

·  Non-oil growth is set to be stable at around 4%, supported by expansionary fiscal policy, strong consumer spending and the wealth effect from higher oil prices. Further economic reforms are needed to push the economy onto a higher growth path, however. 
· The performance of other macroeconomic variables looks solid. Inflation has decelerated to below 4%. Meanwhile, strong oil revenues are expected to generate further huge budget surpluses. 
In NBK’s latest GCC Brief: 
The performance of the Kuwaiti economy continues to be a mixed bag. Surging oil revenues are once again generating spectacular budget and trade surpluses, while providing a degree of stability as other parts of the world are savaged by debt crises and austerity. On the other hand, however, a combination of structural weaknesses and legacy issues from the financial crisis are holding the economy back. Growth will likely be sustained at a reasonable pace over the next couple of years. But in order to make the transition to a higher growth, private sector-led economy, a more aggressive approach to economic reform is needed, while the government also needs to push on with implementation of its development plan.
Oil sector output reaches modern day high

Crude oil output has jumped over the past year or so and stood close to a modern day high of 2.7 million barrels per day (mbpd) in recent months. The increase reflects partly the reversal of the deep cuts seen in 2008/09. More recently, it has been driven by the need (in conjunction with other OPEC members) to supply more crude to offset the loss of Libyan output. Kuwait’s total oil production capacity stands somewhere close to 3.2 mbpd. However, owing to production of non-crude liquids, current oil production is likely closer to capacity than the crude production figures imply.
Kuwait’s crude oil output (million barrels per day) [image: image7.wmf] 

 

 
Source: OPEC / NBK
Although Libyan output has returned more swiftly than had been expected, OPEC leaders – including Kuwait – have expressed no clear desire to rein in earlier production increases. Oil prices have in fact continued to rise despite the recovery in OPEC output. This reflects a combination of factors including declining global inventories, expectations of steady (if unspectacular) oil demand growth, periodic supply outages in key producers such as Nigeria, and the escalation of tensions between the international community and Iran.
Kuwait export crude oil price ($ per barrel) [image: image2.emf]20
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Source: KPC/NBK
If Kuwait’s oil output edges back from current levels, average production this year could still end up around 5% higher than last year, above the 2% we had previously assumed. Since it accounts for about 40% of real national output, this will provide a big boost to GDP overall. Our provisional assumption for 2013 is that conditions in oil markets remain firm, supporting no change in the level of Kuwait’s hydrocarbon output. Oil prices are assumed to creep higher in annual average terms.
Kuwait forecasts
	
	
	
	
	

	
	Unit
	2011e
	2012f
	2013f

	
	
	
	
	

	Real GDP
	%y/y
	5.7
	4.4
	2.6

	 - oil
	%y/y
	9.0
	5.0
	0.0

	 - non-oil
	%y/y
	4.0
	4.0
	4.0

	Nominal GDP
	$ bn
	167
	182
	198

	Inflation
	%y/y
	4.7
	4.0
	4.0

	Fiscal bal (FY)
	% GDP
	24.0
	20.0
	18.0

	Brent crude oil
	$pb
	111.2
	110.0
	120.0

	
	
	
	
	


Source: Official sources / NBK estimates & forecasts

Note: Year averages for inflation and crude oil

Non-oil sector solid, lags behind

In contrast to the oil sector, the performance of the non-oil sector remains steady, if below potential; we see growth of 4% per year over the next couple of years. Three standout factors continue to support the non-oil economy:
i)
Fiscal policy. Over the past 2 years, fiscal policy has provided immense support to the economy, though perhaps not in the area that it was most needed - investment. Headline government spending is estimated to have increased by an average of 26% per year between 2009/10 and 2011/12. Stripping out components that are not relevant from a domestic demand point of view (such as intergovernmental transfers and payments abroad), the average increase falls to a still impressive 17% per year, equivalent to around 10% of non-oil GDP per year. We estimate that well over half of this increase was focused on the consumer sector. In light of recent press reports on the preliminary budget as well as fresh proposals for public sector salary increases, a further double-digit increase in demand-impacting government spending is likely in FY12/13.
Demand impacting* government spending (%y/y) [image: image3.emf]-5
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Source: Ministry of Finance / NBK

* Excludes items such as intergovernmental transfers and payments abroad
ii)
Consumer spending. Government spending measures have provided an important boost to consumer incomes over the past two years, helping to keep consumer spending growth strong. Measures have included the Amiri grant of KD1,000 per Kuwaiti in February 2011 and a generous round of public sector pay increases in FY2011/12. Together, these measures alone may have been worth KD 1.7 billion, equivalent to 4% of 2011 non-oil GDP. Further increases in wages and salaries look likely for FY12/13.
Government pay hikes and subsidies are not the only factors keeping the consumer sector strong, however. The employment rate is high and stable, while unemployment – around 2% of the labor force at the end of 2011 – remains very low. Moreover, thanks to demographic factors as well as improving demand for expatriate workers, annual growth in the labor force remains very solid, at above 3%. All of these factors have helped to support growth in aggregate wages. 
Although there is limited hard data evidence, both credit growth and data from ATM and debit/credit card transactions provide confirmation of consumer sector strength. Credit growth, for example, accelerated sharply through 2011 and has now reached double digit year-on-year rates. By contrast, lending to the rest of the economy remains tentative at best. (A similar, if slightly less pronounced picture emerges if lending to troubled investment companies is excluded from the data.)
           Credit Growth      (%y/y) [image: image4.emf]-2
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Source: CBK
iii)
Confidence boost from higher oil prices. A more complex, but still valuable form of support for the non-oil economy comes from the impact of higher oil prices. Since Kuwait is a massive net oil exporter, a rise in oil prices does more than just provide a direct boost to GDP: it fundamentally, alters Kuwait’s terms of trade with the rest of the world. In practice, this manifests itself in improved confidence among consumers and producers; higher financial reserves, implying greater ability to deal with future shocks; and expectations of higher government spending in future. The latter can lift expectations for company profits and thereby justify higher asset prices. Some of these effects have been stronger and more visible than others, with the benefits for confidence and stock market activity, for example, constrained by unrelated structural factors and legacy issues from the financial crisis.

Structural improvements

These macro forces should be enough to sustain a decent rate of economic activity over the next two years – no small achievement given the uncertainties surrounding the global economy. Under our oil price projections, the size of the Kuwaiti economy should reach close to $200 billion by 2013, having nearly doubled in seven years.  
Respectable though the growth numbers are, they could be better if the government manages to speed-up the implementation of its development program, and deliver on structural reform. So far, execution of the 4-year, KD 31 billion development plan has been slow to get going. In the first year (FY10/11), the government spent 61% of its KD 5 billion target – much of which would have been spent anyway as part of its usual annual capital spending round. A similar spending rate is expected for year two. But perhaps more importantly, the large public private partnerships (PPPs) that capture the private sector’s near 50% spending contribution to the development plan are yet to launch. These projects, if successful, would not just deliver important infrastructure upgrades for the economy, but add depth to the private sector’s role and could create thousands of new jobs.
Other macroeconomic variables

Beyond the activity data, Kuwait’s macroeconomic outlook continues to look very solid. After peaking at 6% in December 2010, consumer price inflation had decelerated to 3.8% by February 2012. Some of this was attributable to a deceleration in the food price component – the lagged result of the decline in global food prices seen towards the end of last year. Nevertheless, food price inflation remains high and continues to pressure inflation overall.
Most of the decline came from other ‘core’ items including housing rents and household goods and services. Despite the broad strength of the consumer sector, our base case assumes that inflation remains under control this year and next, averaging 4% per year: monetary growth is modest overall, while the recent strength of the US dollar – still key in the currency basket to which the Kuwaiti dinar is pegged – should help keep import prices subdued for at least much of 2012. The authorities will, however, need to monitor the impact of recent and future wage increases on the retail sector and on businesses’ cost bases.
CPI Inflation (%y/y)
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Source: ThomsonReuters Ecowin
Unsurprisingly, high oil prices and production are set to leave Kuwait with a very strong fiscal position, despite the big expenditure increases of the past two years. The price of Kuwait Export Crude is set to rise 33% year-on-year to an average of $110 per barrel (pb) in FY11/12, helping to generate a 37% jump in total government revenues and is far larger than the projected 11% increase in spending. We project a budget surplus of KD 11 billion, equivalent to around 25% of 2011 GDP. Official data for the first 10 months of the year reveal a KD 14 billion surplus, but spending is usually revised up – and the surplus down – at the end of the year.
The government’s budget for FY12/13 has not yet been approved, but preliminary reports show a projected increase in spending of 13%. This could be revised up in light of future agreements over salary increases. Nevertheless, so long as oil prices remain firm, another very large budget surplus looks likely. □
Budget Balance (% calendar year GDP)
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Source: Ministry of Finance / NBK
Kuwait forecast update:  growth boosted by stronger oil sector








