Real Estate

Now
what?
Political upheavals and their implications for
the real estate sector in the MENA region
Before analyzing the impact of the recent
upheavals in the Middle East North Africa
(MENA) region on the real estate sector, it is
essential to first shed light on their economic,
financial and market-related effects.
First economic ramifications of the political
turmoil in MENA: rise in oil prices and slowdown
in economic growth, increased market volatility
and downgrading of sovereign ratings
While economists, analysts and investors are still
assessing the implications of the ongoing political
unrest, some repercussions can already be detected,
such as a rise in the oil prices, downward revisions to
certain forecast economic growth rates, increased
market volatility and the downgrading of certain
government sovereign ratings.
Economic growth: a different impact for different
economies in the region
Tensions that are accompanying protests in certain
countries like Bahrain, Yemen, Oman, Syria, Jordan,

Egypt, Libya, Algeria and Tunisia are causing disruption
to business activities, investment and tourism. This
disruption is expected to weaken economic growth in
these countries and may even cause economic
contraction in some cases, such as in Libya.
Clearly the impact will vary between different countries
in the region. For non-oil economies, the expected
economic slowdown will be amplified by the increase in
oil prices and its effect on inflation and consumption. As
such, we witnessed a number of sliding revisions to
forecast economic growth rates for these countries. For
countries rich in hydrocarbons, forecast growth remains
relatively valid and is supported by the rise in oil prices
and the expected higher oil output (despite restraints
from the Organization of Petroleum Exporting Countries)
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in addition to increased government spending on large
infrastructure projects. The new public expenditure
plans announced in the Gulf Cooperation Council (GCC)
countries are massive and are expected to build up
domestic demand in these countries.
Aligned stock market reaction across the
region: increased volatility with a general
downward trend
The protests that are spreading across MENA increased
the political and security risks in most of these countries.
Whilst the impact of regional upheavals on economic
growth varied between oil- and non-oil-exporting
countries, their impact on the regional stock markets
was somehow aligned. Uprisings in Tunisia and Egypt
raised the risk premium attached to different stock
markets in the region in January and February for
instance, as many foreign investors pulled out of a
number of local stock markets.

Reduced levels of economic growth,
increased cost of funds and capital
flight are all elements pushing
properties prices in one direction:
downwards
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Thus, the rising political risk in the region increased
stock market volatility. For example, in the first week of
the riots in Egypt the stock markets in the United Arab
Emirates (UAE) fell by around 5%, before recovering and
then falling again by around 1.5% on the day riots
broke out in Bahrain in mid-February.
Besides the increased volatility, regional unrest has
weighed on market performance for the first quarter of
2011, whereby a general downward trend was noted
across the region. In line with the general stock market
decline in the region, the Standard and Poor’s (S&P) Pan
Arab Indices, which comprise indices for 11 markets in
the region, declined by 8% year-to-date.1
Short-term political risk is higher than ever,
resulting in a series of credit ratings cuts and
CDS spikes
Although the protests and ensuing political reforms are
expected to have a positive impact in the medium- and
long-term, the short-term political risk is higher than
ever. This has been clearly reflected in a series of credit
ratings cuts and spikes in Credit Default Swaps.
In a statement issued on March 15th, 2011, Fitch
Ratings mentioned that “increased political risks are
leading to downgrading in certain Arab Governments’
ratings, which is resulting, in turn, in increasing these
countries’ CDS rates and cost of funding.” The
statement came in conjunction with the agency’s action
on Bahrain’s sovereign ratings, as it downgraded the
Bahraini Mumtalakat Holding Company’s (Mumtalakat)
long-term issuer default rating (IDR) and senior
unsecured rating from A- to BBB and the short-term
foreign currency IDR to F3 from F1.2
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The following day, Moody’s downgraded Egypt’s ratings
to Ba3 from Ba2, and S&P cut Tunisia’s ratings to BBB-,
one notch above “junk” status, after it cut Libya’s rating
four notches on March 11th, from BBB+ to BB.3
In line with mounting political risks, the cost of insuring
sovereign debt for a number of Arab countries also rose
significantly.
The rising cost of government and company debt will
leave companies facing additional financing costs,
curtailing profits and pushing up prices, as well as
threatening the viability of debt rescheduling programs.
Political risk and capital flight
If, as a result of the political instability, investors become
concerned about the safety of their investments, capital
can quickly leave an economy causing interest rate
increases and depreciating the domestic currency.
While certain bankers and economists insist that they
have not seen any flight of capital from the Middle East
so far, others confirm that there have been substantial
outflows of funds from different countries in the region.
However, what is certain is that, should political unrest
drag on, it will only be a matter of time before we see
the long-term investors reallocating their capital.
The capital flight and sovereign rating downgrades will
lead to a decrease in the availability of funds. Noticeably,
Qatar and the UAE have received large amounts of
funds flowing from Bahrain, as they have so far escaped
political protests, increasing liquidity levels in both
markets. The question that now begs itself is: are these
transfers passing in transit or have they reached their
intended destination?

The rising cost of government
and company debt will leave
companies facing additional
financing costs, curtailing profits
and pushing up prices, as well as
threatening the viability of debt
rescheduling programs
Reduced levels of economic growth in the nonoil-exporting countries will impact property
prices negatively
When economic growth slows down, consumption
decreases and unemployment levels increase. This will
have a direct, negative effect on real estate prices as
demand for properties decreases. However, the varying
impact of regional unrest on economic growth
throughout the different countries in the region would
result in a varied effect on property prices in these
countries as well. While property prices in non-oilexporting countries are affected by the forecast
slowdown in economic growth, prices in the oilexporting countries are maintained as economic growth
remains supported by the increase in oil prices and large
government expenditure budgets.

Reduced levels of economic growth, increased cost of
funds and capital flight are all elements pushing
properties prices in one direction: downwards.
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The stock market trends represent an early
warning sign for the expected trend in the
property market
The volatility that the regional stock markets witnessed
in the first quarter of 2011 reflects how investors are
reacting to the continuous political unrest in the region,
but the trend was mainly downward.
Being highly liquid, the stock markets will be the first to
echo how investors are responding to changes in
uncertainty levels. While investors’ appetite for investing
in a particular geography or sector may be the same for
investment in stock markets and direct investment in
real estate, uncertainty will be reflected by the buy and
sell transactions in the stock market that are much
quicker than concluding real estate transactions. Thus
the stock market variations, in particular those of the
real estate sector, represent an insight into investor
reactions to economic and political changes and
constitute an early warning sign as to the expected
trend in the property market.
Increased interest rates and capital flight
negatively affect demand for real estate
properties
When interest rates increase, the cost of funds rise and
the availability of funds decreases; conversely, when
rates decrease, funds flow into the system.
Changes in interest rates will either add or reduce the
amount of capital available for investment. The amount
of available capital affects demand and supply, as
well as investors’ and buyers’ ability to purchase
properties from the existing supply. This means that
when interest rates increase, the demand for mortgages
will decrease, which reduces the level of anticipated
market transactions and put downward pressure on
property prices.
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Where levels of capital flight accompanied with an
increase in interest rates lead to capital availability being
tight, banks and other capital providers are inclined to
provide less borrowings, in smaller proportions to
property values, leaving borrowers with increased loan
to value ratios. This would definitely affect investors as
they will not be able to leverage as before and their
yields on new investments will not be sufficiently
attractive, which decreases investor demand for
properties and push property prices down.
Also, the changes in interest rates would affect buyers
who are purchasing properties as end users. As a result
of the increase in financing costs, mortgage payments
will increase and might exceed rental payments that
tenants are currently paying and expecting to pay in the
near future, thus reducing the demand from current
tenants interested in moving to owned properties. Levels
of mortgage payments compared to rental payments are
decisive factors for end users especially in GCC countries
where laws and regulations are not perceived to give
sufficient ownership rights on properties bought under
freehold or long-term leaseholds.
The unavailability of funds and increased cost of funding
would discourage both investors and end users from
investing in, or buying, new properties.
On the other hand, the increase in interest rates reduces
the demand for funds to make new investments.
Developers or investors would drop plans for new
investments in new projects due to the increase in the
required rates of return which might not be achieved on
new projects as a result of the increased cost of
funding. Thus, increases in interest rates would result in
a reduction in the future supply levels leading to an
eventual increase in rental and property prices.
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However, in many of the regional markets there is
already an excessive over-supply in both residential and
commercial properties where most of the future projects
are already either cancelled or put on hold. Thus the
continuing decrease in rentals and property prices
caused by the excessive vacancy rates in these markets
will not be affected by the impact of interest rates
increase on reducing the number of properties in the
pipeline, not in the coming 2-3 years at least.
Where are property prices heading?
All the regional turbulence incidents noted above are
converging in one direction and putting pressure on real
estate markets. Which way prices will move is mainly
governed by the market fundamentals in each country.
Where fundamentals are in favor of an increase in real
estate prices, the above-discussed incidents would
probably cause only a fractional reduction of the
potential increase, whilst in the oversupplied markets,
where prices were expected to decline, the above
factors will only add to the downward pressure
on prices.

Unavailability of funds and increased
cost of funding would discourage
both investors and end users from
investing in or buying new properties
by George Najem, principal, Audit, Deloitte, UAE
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1 http://www.bloomberg.com/apps/quote?ticker=SEMIPAPD:IND
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FITCH Ratings.
3 Reuters FACTBOX-Credit ratings moves in Middle East, N.Africa.

However, a number of tools remain that could be
considered to direct the market dynamics and these
might, if correctly applied, reduce the pressure on prices.
These tools would comprise initiatives stimulating
demand, such as issuing and enforcing sets of laws
protecting investors and end users’ ownership rights,
implementing fiscal policies supporting the creation of
jobs and implementing financial and monetary policies
supporting reductions in the cost of funds, thus making
the purchase of properties more attractive for both
investors and end users.
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