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The acceleration in worldwide fuel
prices due to the Ukrainian-Russian
war delivered positive fiscal balances
to oil-rich countries, particularly GCC
states. Nevertheless, the positive
current account balances did not hold
these nations immune to inflation.
The Russian war and the economic
sanctions have triggered a sharp
increase in the oil and commodity
prices globally. According to the IMF,
the Brent crude rose to a seven-
year high after the Russian invasion
surging to more than $130 per barrel.
To avoid market inefficiency and
speed transition into clean energy,
the UAE follows a market mechanism
in the pricing of petroleum products
and international prices are allowed
to pass through to domestic ones.
According to Dubai Statistics Center,
the headline inflation rose to 4.71%
in May 2022, scoring its highest level
since December 2015.

Certain consumer price index (CPI)
components act as main drivers for
inflation more than others, and the
objective of this policy note is to
identify the main driver(s) of Dubai
inflation using an element-by-element
analysis. This note attempts to identify
the absolute contribution of the fuel
prices to the headline inflation in Dubai.
Additionally, the note studies the impact
of fluctuations in fuel prices on the CPI
index. To the best of our knowledge,
this is the first attempt to answer these
questions after the war.
P
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Background

Prior to the current Russian-Ukrainian war that started in
February 2022; supply-side bottlenecks from the global
health crisis aftermath were barely disappearing and
international demand was just about displaying a promising
come-back when the tension broke. Once again, the
world was in for another wave of supply shortage, only
this time in strategic commodities such as food, staples,
vegetable oils, and fuel. The political tension between the
Western and Russian hemispheres pushed commodity
prices to unprecedented levels. Soaring inflation figures
across the world surpassed intended targets. Economic
sanctions on Russia — one of the largest oil exporters in
the world — along with restrictions on Ukraine’s exports —
the world’s food basket — exacerbated the price-crisis and
led to substantial rises on prices while importers search
for alternative sources of food grains to meet inelastic
demands.

Economists call for international prices to smoothly
transition into domestic markets hauling the argument
that demand and supply would adjust accordingly at
equilibrium levels. It is much hoped for that consumers
would react to the surge in fuel expenses by becoming more
energy-efficient and start demanding less of the product.
The same theory applies to food expenses. Allowing
international prices into domestic markets will reduce
market asymmetries; under the stringent condition that
governments provide safeguards for the most vulnerable
social classes. Through efficient safety nets low-income
segments are to be shielded from price hikes.



Our findings indicate the absolute contribution
of the transport component to the year-on-year
(yoy) inflation is around 2.2% of the headline
inflation during the first quarter of 2022 and
3% during April-May 2022. In line with the
literature, the econometric analysis suggests
a 10% increase in domestic fuel price adds
0.56 percentage points to the yoy inflation. The
study recommends incentivizing the uptake
of electronic vehicles, at least until they reach
cost-competitiveness with petrol vehicles. This
would speed up the transition into clean energy,
while reducing the dependence on fuel prices.

Of course, some countries are suffering the
blow more aggressively than others; depending
on a number of factors such as the availability of
social safety nets (SSNs), the presence of food and
energy subsidies and the privilege of a fiscal space
that allow governments to stretch their spending
schemes according to their own priorities. Another
crucial variable that determines how harsh
inflation could be to a country is the weight that
goes into its Consumer Price Index components.
According to the IMF Economic Outlook, low
income countries devote a substantial 44 per cent
of their consumption to food expenses. In the case
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of Emerging Markets (EMs) and more Advanced
Economies (AEs); percentages stand at 28 per
cent and 16 per cent; respectively for the same
component. Ironically, higher petrol prices tend to
burden high-income states more than their low-
income counterparts.

In household expenditure, goods and services
do not possess equal importance nor equal
weights. Some items are more important than
others and carry greater weights. Hence, price
fluctuations for the more important items tend to
have greater influence on the average rate of price
change. The importance of goods and services in
the CPI is determined by the relative amount of
personal income spent on them.

The global shocks in food and energy are now
translated to elevated CPl numbers around the
world and Dubai is not an exception.

After years of negative inflation, the annual
inflation figures have entered the positive territory.
In May 2022, the year-on-year inflation rose to its
highest level since December 2015 with the index
climbing to 4.7% according to Dubai statistics
Center (seeFigure 1). Thisbegs the questionto what
extent does the recent surge in fuel price caused by
the global shock explains the accelerated prices.
Provided the fluctuations in the oil markets (Arezki,
R, and Nysveen, P M, 2022), it might be important
to determine to what degree the fluctuations in
consumer prices are due to the volatility in the fuel
market. Thus, this policy note attempts to answer

FIGURE 1: DUBAI INFLATION
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FIGURE 2: OIL PRICE & FUEL-95
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these two questions. First, what is the contribution
of the transport component toward the headline
inflation in Dubai? Second, what is the overall
impact of the fuel prices on the consumers’
prices? The next section describes the data and
the results while Section Ill discusses the findings
and concludes the note.

Materials and Results

Data on consumer prices and inflation in Dubai
are available at Dubai Statistics Center website:
https://www.dsc.gov.ae/en-us/Themes/Pages/
Prices.aspx?Theme=25. Prior to January 2022,
the Dubai’s main CPlI components that had
a base of 100 for 2014 were housing (44 per
cent of the total weight); food and soft drinks
(13 per cent) and transportation (11 per cent).
Similarly, education accounted for 8.5 per cent;
miscellaneous goods and services (5.6 per cent);
furniture and household goods (3.7 per cent);
communications (5.2 per cent); restaurants and
hotels (4 per cent); recreation and culture (5.6 per
cent); textiles; clothing and footwear (2 per cent);
medical care (0.8 per cent) and beverages and
tobacco (0.3 per cent).

In January of 2022, The Emirate of Dubai
modified its CPl base year to 2021; mainly to
incorporate the dynamics of the health pandemic
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that contributed immensely to worldwide price
changes and supply shortages.

The transport item on the CPI basket is made
up of fuels prices, passenger transport cost (air,
road, rail), motor vehicles and its spare parts.
However, the fuel prices have the largest weight
on the transport item, which is around 40% of
the transport division. To determine the direct
contribution of the transport division toward
inflation by applying the following approach
that allows an element-by-element analysis of
Dubai CPI to find out what are the drivers of the
accelerated inflation:

ik P PP

CPIt-l }Qg_l

Where w is the weight of item i in the CPI basket

adjusted by the factor pi. and Fi-Pt is the year
CPl- Pha

on year inflation on item i. The analysis is looking
over the period between July 2021 to May 2022,
as fuel prices have surged over this period.
We used quarterly inflation data and the findings
of the contribution approach are presented in
Figure 4.

Figure 4 shows the absolute contribution of the
main items at the CPI basket. The figure indicate
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FIGURE 3: DUBAI CPl WEIGHTS
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that the headline inflation has been rapidly rising
over the examined period. It has surged from
-1.95% in Q3-2021 to 4.81% at April-May 2022.
The contribution of transport division to headline
inflation is significant. In Q3-2021, its contribution
to headline inflation was around 1.5% but as the
housing componentin Dubai’s CPIfaced a deflation
between 2019 and 2022 (of approximately 3.5%)
which helped to keep the headline inflation in the
negative territory. With the rise in the oil prices,
the contribution of transport has expanded at Q4-
2021 to 2.1%.

In 2022, the transport component has turned
into the main driver of the headline inflation and
its contribution has reached to 2.2% in Q1-2022.
In the second quarter, the transport contribution
reached to 3%. However, its relative contribution
has contracted as food cost surged over these
two months. The housing component, which
represents a substantial percentage of consumer
basket, has maintained its negative contribution
to consumer price through the examined period
and because of that it helped compensate for
price hikes that emerged elsewhere.

The impact of the increase in fuel prices
on consumers is not only limited to its direct
contribution to the transport component in the
consumer basket, but also through its indirect
impact on the prices of final goods and services,
as it is a major input in the production process.
Thus, we develop a simple time-series model to
assess the impact of the increase in domestic fuel
prices on inflation. In the model, we used monthly
data covering the period between October 2019 to
May 2022. We regress the year-on-year headline
inflation (in first difference format to account for
the unit root and the nonstationarity of the data)
on the year-on-year domestic fuel price-95 special
inflation (also in first difference for unit root) as well
as the nominal effective exchange rate (NEER)' .
Endogeneity bias is not a concern here as domestic
fuel prices are determined by international forces.

A?Ef: 0.07 + 0.103 ANEER + 0.056 Afue(_inf
(0.076)  (0.067) (0.0084)
n=31 R2=0.61

Our model vyields that a 10% inflation in
domestic fuel price increases Dubai headline
inflation by about 0.56 percentage points.

1 Data on NEER collected from the IMF
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This consistent with the past literature. For
example, Choi, S., et al (2017) suggests that a 10
percent increase in global oil inflation increases,
on average, domestic inflation by about 0.4
percentage point on impact.

Interestingly and despite the simplicity of the
model, the results indicate that the fuel prices and
NEER are important predictors of inflation and it
can explain a substantial amount of the variation
in the headline index, 61% of the variation in
inflation can be explained only by fuel prices and
NEER.

Discussion and Conclusion

Current political events along with remnants of the
Covid-19 pandemic challenges pose mounting
pressure on both fuel and food prices; among
others. With staggering symptoms of stagflation
across the horizon, governments across the
world are beginning to revisit both their fiscal
and monetary policies with caution. Unwelcome
spillovers of focal emphasis in this study was
inflation. This note shed light on the direct
contribution of the CPl components to inflation and
the total direct and indirect effect of the increase
in fuel prices on expected percentages. Holding
other factors constant, our model suggests that
10 per cent increase in domestic fuel prices could
potentially drive up headline inflation by about
0.56 percentage points, oversizing its direct
contribution to the CPI basket. On the other hand,
while world food prices soared due to the Russian-
Ukrainian war around the world; UAE managed
to safeguard its citizens and residents from such
surges by “capping” prices at times; and ensuring
food security measures at others.

The study recommends to capitalize on the
situation and launch incentives to encourage the
uptake of electronic vehicles (EVs), at least until
they reach cost-competitiveness with their petrol
counterparts. This would speed up the transition
into clean energy, while reducing the dependence
on fuel prices. Similarly, a faster shift toward EVs
would be easier with respect to what authorities
have more control over; such as municipal fleets
and buses.
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The Mohammed Bin Rashid School of Government (formerly Dubai School of Government) is a research and teaching institution
focusing on public policy in the Arab world. Established in 2005 under the patronage of HH Sheikh Mohammed bin Rashid Al Mak-
toum, 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 deliv-
ering 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:

e Applied research in public policy and management;

. Master’s degrees in public policy and public administration;

o Executive education for senior officials and executives; and,

. Knowledge forums for scholars and policy makers.

The MBRSG Research Department focuses on the following seven priority policy areas:
Future Government and Innovation

Education Policy

Health Policy

Public Leadership

Social Policy, Wellbeing and Happiness

Sustainable Development Policy
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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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Economic Policy

This research area focuses on the future of the economy in the region and the UAE, with a strong emphasis on policy analysis and economic foresight
aimed at sustained long-term prosperity, growth and sustainable development. It explores the main economic challenges and structural shifts
underway in the UAE and the region, including the economic consequences of innovation and emerging technologyy, the knowledge economy, the
economic impact of the Fourth Industrial Revolution, the adequacy of existing employment and social policies and inclusive policymaking for greater
economic inclusivity.

Furthermore, research in this area aims to create thought-leadership and advance the quality of government practice in the field of public economics
in the region, analysing the economic aspects of the expansion and regulation of the public sector and its role in driving economic growth and equity.

Economic policy research at the MBRSG seeks to be intrinsically cross-sectoral, supporting and overlapping with most other research tracks led by
the School. It strives to provide a holistic approach to economic policy research and policymaking in the region by addressing a wide variety of topics.
Examples of such research topics include economic diversification, sharing and circular economy, the economics of the “new oil normal” and the
economics of innovation.

Finally, policies directly and indirectly aimed at economic diversification are explored at length in this research area, with a focus on commodity-
dependant economies in the GCC and beyond.
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