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Abstract

The objective of this research is to examine how Saudi Arabia can effectively deal
with economic sustainability challenges arising from declining oil production. The
methodology for the paper involved examining the background of Saudi Arabia’s oil
industry in regard to present production patterns, the role of the country’s oil industry in
the economy and the significance of governmental efforts in attempting to remove Saudi
Arabia’s excessive dependence on the oil sector. In recognizing that Saudi Arabia’s
current circumstances clearly require the government to implement measures that allow
the economy to become less dependent on oil, it was felt necessary to examine different
models of diversification in other parts of the world. In particular, the model followed by
Norway has been analyzed in great depth because it will serve Saudi exceptionally well
in adopting the same to achieve its diversification objectives.

A case study was conducted on how Norway succeeded in its diversification
programs and how it achieved a positive turnaround from dependence on the oil sector.
The case study allowed making a comparison of the two countries’ strategies and further
paved the way for Saudi Arabia to adopt diversification strategies based on Norway’s
success in its different sectors. On the basis of evidence emerging from the analysis of
Saudi Arabia’s demographics it became apparent that there is need to make efforts
towards increasing government expenditures in order to strengthen human resources and
to provide better healthcare, transport, municipal services and housing to citizens. In
addition, the research concluded from an analysis of the Saudi Arabia’s demographics

that provisions will have to be made for establishing larger numbers of institutions of
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higher education. Only then can the younger generation become technically and

professionally skilled in taking over the job responsibilities presently held by expatriates.



Introduction

The objective of any country that strives to compete in the quickly changing
global environment is to make its economy more robust, thus creating additional jobs and
wealth for the nation as a whole so that its citizens can enjoy higher standards of living.
In addition, the changed economic environment further encourages the expansion of new
technologies and knowledge, which in turn ensures stability in the political environment.
For Saudi Arabia, it is important to have a diversified economy that is complemented by
a large number of economic activities. Only then can the economy experience sustained
growth and prosperity. It has been established through research that there is a strong
relationship between economic diversity and sustained growth. Furthermore, a diversified
economy reduces economic volatility and enhances the number of activities in terms of
real activity outcomes (Elbadawi, 2011).

Saudi Arabia’s economy may improve through the use of appropriate metrics,
allowing its policy makers to evaluate major economic dimensions and the manner in
which they create the potential for promoting long-term sustained economic growth. In
this regard, Shediac et al. (2008) held that it is not necessary for a nation rich in
hydrocarbon, such as Saudi Arabia, to suffer from inadequate economic diversification.
This is amply demonstrated by the example of Norway, which has succeeded in
diversifying its economic sectors and thus has become free from dependency on the
volatile oil sector. The objective for Saudi Arabia should be to seek diversification in its
economic base by way of reallocating resources in input distribution and economic

output. A balanced level of interventionist policy should be framed so that private and
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public stakeholders can extract benefits from the addition of capital and labor in
productive economic areas. Such areas are positive aspects, which provide long-term
sustainability as well as the growth of new technologies and knowledge.

Although Saudi Arabia is a monarchy, it is essentially a welfare state, which is
why it is of vital importance for it to shift from its present reliance on oil revenues and
instead target economic diversification. This shift is imperative if it is to steer clear of the
problems that will inevitably occur as a result of depletion within oil reserves in due
course. First, oil reserves will be exhausted soon and there will be a need for other
revenue sources to run the economy after the oil fields dry up. Second, although oil has
been the main source of revenue for the country for several decades, volatility in oil
prices leads to erratic economic growth, which adversely impacts the developmental
goals of the government. The need to diversify the Saudi economy is apparent from the
fact that, although the government had revenues of $350 billion from oil exports in 2012,
it had to spend $230 billion on its budget expenditures alone the same year. As a welfare
state, the Saudi government has had to consistently spend money on creating additional
infrastructure; providing better educational facilities, health care, and housing; and
creating employment opportunities for the quickly increasing population. It is apparent
from a study of Saudi Arabia’s budgetary policies from 2002 to 2012 that it has been
allocating substantial funds for investment programs directed at improving long-term
sustainability in economic growth and increasing employment opportunities for its
population. The country has so far been focusing on human resource development,
communications, transport, infrastructure development, health care, and social
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development (Al Masah Capital, 2013). In light of the given issues and circumstances
and the fact that Saudi Arabia is flush with massive oil reserves and cash flows, it is
important to examine how the country will sustain its economy in the coming decades.
The objective of this paper is to examine the current economic and social circumstances
in the country and to find ways of economic diversification so that dependence on oil
revenues is reduced on a consistent basis.

The methodology for this paper will be to examine the background of the oil
industry in the context of present production patterns, the role of the oil industry in Saudi
Arabia’s economy, and what the Saudi government is doing to remove its total
dependency on the oil sector. This perspective is extremely important in examining and
finding solutions in light of the need for economic diversification. In addition, a detailed
analysis will be made of Saudi Arabia’s demographics, which will provide a basis to
determine the present strengths and weaknesses of the country in terms of its potential
and abilities to introduce diversification in removing dependence on the oil sector.
Outlining the demographics and the role of the oil industry in Saudi Arabia will make it
possible to frame strategies that will gradually strengthen the economy in meeting long-
term objectives of diversification and promote consistent growth in other sectors of the
economy. In addition to making an analysis of the oil industry, there is a need to examine
the current efforts being made by Saudi Arabia toward diversification, and the outcome
of such efforts will be evaluated in determining the success of the government’s
initiatives in this regard. This will serve the purpose of identifying the strengths and
weaknesses of Saudi Arabia, which will further provide a basis for exploiting the
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strengths in the country’s favor. In addition, remedial measures can be initiated in
removing the weaknesses so that proper utilization can be made of the country’s
resources.

As part of the analysis from different perspectives, reference will be constantly
made to research reports and government data in substantiating the reasons for the given
conclusions. Doing so will add value and strength to the reasoning provided for the given
outcomes. A thorough literature review will be conducted in the process of examining the
current practices of diversification, and a theoretical basis will be used in explaining the
current economic patterns in the country. Economic concepts that can be used in
improving the economic performance in different sectors will also be addressed. Given
that the present circumstances clearly warrant immediate implementation of measures in
Saudi Arabia that steer the economy away from dependence on oil, it is imperative to
examine varied models of diversification. Varied models such as those followed by
Norway serve as a perfect example of how diversification programs can be successfully
adopted to alleviate the risks associated with depending on a single resource for the
generation of the country’s national income. Modeling the same actions will allow Saudi
Arabia to achieve success in diversification within other sectors, which will strengthen
the overall economy in providing proper means for the coming generation to sustain itself
without placing much reliance on oil. After an examination of the available information
on the basis of available data and performance patterns of the Saudi economy, an analysis
will be made of the background of Saudi Arabia’s oil production and the role of oil in the
economy. The same will be related to the demographics of the country, after which
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research reports and data from various sources will be examined in substantiating the
basis of the given outcomes. A case study of Norway will be presented to highlight how
the country made rapid strides in diversification programs to achieve a positive
turnaround from dependence on the oil sector. On the basis of Norway’s success story, a
comparison will be made with Saudi Arabia’s strategies by highlighting the impact of oil
and non-oil revenues on gross domestic product (GDP). This comparison will facilitate

making a conclusion about the options that are available to Saudi Arabia.
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PART I

Chapter 1: The Demographics of Saudi Arabia

The data in Table 1.1, compiled by the Organization of the Petroleum-Exporting
Countries (OPEC), show the demographics and economic position of Saudi Arabia.

Table 1.1. Saudi Arabia: Facts and Figures

Land area (1,000 sq km) 2,150
Population density (inhabitants per sq km) 14
GDP per capita ($) 24,847
GDP at market prices (million $) 745,273
Value of exports (million $) 377,013
Value of petroleum exports (million $) 321,723
Current account balance (million $) 129,813
Proven crude oil reserves (million barrels) 265,789
Proven natural gas reserves (billion cu. m.) 8,317
Crude oil production* (1,000 b/d) 9,637
Marketed production of natural gas (million cu. m.) 100,030
Refinery capacity (1,000 b/cd) 2,507
Output of refined petroleum products (1,000 b/d) 1,841.7
Oil demand (1,000 b/d) 2,994
Crude oil exports (1,000 b/d) 7,571
Exports of petroleum products (1,000 b/d) 794.0
Natural gas exports (million cu. m.) --

*Including share of production from Neutral Zone, b/d (barrels per day), cu. m. (cubic meters),
b/cd (barrels per calendar day)

Source: OPEC. 2014. Saudi Arabia Facts and Figures.
http://www.opec.org/opec_web/en/about_us/169.htm

15



Table 1.2. Saudi Arabia: Demographics

27,345,986
Population Note: immigrants make up more than 30% of the total population,
according to UN data (2013) (July 2014 est.)

0-14 years: 27.6% (male 3,869,961/female 3,681,616)
15-24 years: 19.3% (male 2,832,538/female 2,458,339)
Age structure 25-54 years: 45.4% (male 7,086,004/female 5,323,373)
55-64 years: 4.5% (male 674,571/female 555,136)
65 years and over: 3.2% (male 444,302/female 420,146) (2014 est.)

Total dependency ratio: 46.1%

) Youth dependency ratio: 41.8%
D d t
CPERCCnEy Tatlos Elderly dependency ratio: 4.3%

Potential support ratio: 23.5% (2014 est.)

Total: 26.4 years
Median age Male: 27.3 years
Female: 25.3 years (2014 est.)

Muslim (official; citizens are 85-90% Sunni and 10—15% Shia), other
Religions (includes Eastern Orthodox, Protestant, Roman Catholic, Jewish,
Hindu, Buddhist, and Sikh) (2012 est.)

Languages Arabic (official)

Definition: age 15 and over can read and write
Total population: 87.2%

Lit
rerey Male: 90.8%
Female: 82.2% (2011 est.)
Educati
Heation 5.1% of GDP (2008)
expenditures

Source: Index Mundi. 2014. Saudi Arabia Demographics Profile 2014.

http://www.indexmundi.com/saudi_arabia/demographics_profile.html

The total population of Saudi Arabia is 27,345,986, of which about 30 percent are

immigrants. People in the 25- to 54-year-old bracket hold the greatest share of the
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population, at 45.4 percent. The second highest percentage regarding population structure
is of children ages 0 to 14 years; they account for 27.6 percent of the population. People
15- to 24-years-old comprise 19.3 percent; the next largest group is ages 55 to 64 years
(4.5 percent). Only 3.2 percent of the population are over 65 years of age. The total
dependency ratio in the country is 46.1 percent, whereas the youth dependency ratio,
meaning the percentage of people under 25 years of age that is economically dependent
on other income producing adults, is 41.8 percent. The total median age in the country is
26.4 years (males 27.3 years and females 25.3 years). The official religion of Saudi
Arabia is Islam (Muslim), and Muslims comprise between 85 and 90 percent of the
population. The other religious groups represented are Christians, Hindus, Jews,
Buddhists, and Sikhs. Arabic is the country’s official language, and 87.2 percent of the
population is considered to be literate. However, education expenditures within the
government comprise only 5.1 percent of the GDP.

The given demographics can be used in diagnosing the problems currently faced
in Saudi Arabia, particularly in regard to enhancing education and literacy rates, as well
as framing policies directed at improving the professional and technical skills of Saudi
youth. The demographic data are clearly indicative of a wide sex gap because the ratio of
females to males is dismally low. This pattern occurs because of the large percentage of
the population of male immigrants. It is obvious that with the introduction of
diversification measures and efforts to enhance technical and professional skills among
Saudi youth, the country will become more self-reliant, thus creating a better gender

balance. In a population that exceeds 27 million, immigrants account for 30 percent of the
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population yet occupy most available jobs, leaving few jobs for the local working
population. The percentage of young people that are economically dependent on adults is
41.8 percent, which indicates that a large number of youth are without jobs or a source of
livelihood. Given that the median age is 26.4 years, it is apparent that the majority of the
population is young and must be provided with educational and employment
opportunities. In view of the fact that 82.3 percent of the country’s population lives in
urban areas, there is ample ground for the government to make immediate arrangements
for better employment and business opportunities, particularly because urbanization is
increasing at a rate of 2.38 percent every year (Index Mundi, 2014).

In Saudi Arabia, a marked lack of priority is being given to the expansion of
institutional human development efforts in addressing the increasing challenges of
attaining sustained and inclusive societal development. There is a major mismatch
between employment opportunities and skill sets among youth. In effect, the position of
youth employment in Saudi Arabia can be improved only if jobs are created at a quicker
pace. Moreover, severe challenges are associated with providing children with an
efficient primary and secondary schooling. It is extremely important for Saudi Arabia to
overcome this issue because of the need to prepare the younger population for the future,
especially one that does not guarantee opportunities presently available within the oil
sector. Only such measures will ensure long-term sustained growth and development of
Saudi societies in the future.

The country needs to formulate strategies to introduce varied youth-targeted
programs focused on developing capacities of younger generations and on better national

18



objectives in order to achieve them. Indeed, there are major challenges in achieving the
type of quality education that is necessary to put the country on the path of sustained
development and economic growth. A crucial factor is education, as well as finding
solutions to problems relative to the majority of the country’s youthful population within
the labor market. It is necessary to ensure an ongoing developmental program that will
allow youth to acquire the knowledge, skills and competency levels that match the
increasing competition, which is expected to continue for decades to come.

The country also needs to resolve the problem of illiteracy and high percentages
of school dropouts. According to data, only 87.2 percent of the total population is literate;
the literacy rate for males is 90.8 percent and 82.2 percent for females. Presently, only 5.1
percent of the country’s GDP is allocated for education, which is not enough to meet the
increasing needs of Saudi youth who may be empowered by higher education to attain
competency levels at par with international standards. Only then can the Saudi workforce
acquire skill levels to increase productivity without being dependent on immigrants. The
goal should be to make it a national priority to expand the country’s economic base and
ensure spatial and institutional diversification. Doing so will result in diversifying the
country’s revenue and income base, thus leading to sustainability by way of consistent
increases in quality of life and standards of living.

Saudi Arabia has implemented some measures to bring employment opportunities
to the young; however, they have not been very effective. In combating the problems
associated with education, the Saudi government has launched a National Youth Strategy
directed at integrating challenges of employment creation and enhancing educational
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competencies. The Ministry of Education has started implementing policies including
educational reform, and the capacity of the Ministry to deliver better quality education
has been strengthened. Early childhood education is being given priority to resolve the
problem of illiteracy and to reduce school dropout numbers. The objective is to ensure a
general improvement in private-sector competency (United Nations, 2012). However,
such initiatives involve routine efforts that are invariably implemented with the
development and growth of societies. Attaining a knowledge-based society is a
precondition for diversification, the stimulus for which will have to be provided through

efforts to attain higher education.

Chapter 2: Background: Saudi Arabia’s Qil Production and Role of Oil

in the Economy

The growth during the period 2009-2013 is of importance from the perspective of
global and domestic production, apparent in Figure 2.1, which compares the production
of oil and related products in Saudi Arabia, Russia and the United States. Saudi Arabia
holds third position in the global production of petroleum products and crude petroleum
after the United States and Russia, respectively (EIA, 2014). Saudi Arabia currently
accounts for 18 percent of the global oil reserves and is the world’s biggest exporter of
petroleum products. It also has the distinction of having the greatest capacity to produce
crude oil on a global market. In 2013, Saudi Arabia was the world’s second largest
producer of petroleum after the United States. Saudi Arabia’s economy is heavily

dependent on the oil sector, which is apparent from the fact that in 2013, petroleum

20



products accounted for 85 percent of its total export revenues. Saudi Arabia currently has
the world’s biggest oil projects and continues to expand its facilities in the areas of
petrochemicals, refining, gas and electric power. It is acknowledged to presently have oil
reserves of at least 266 million barrels, which accounts for almost 18 percent of the total
reserves in the world. In 2013, Saudi Arabia produced 11.6 million barrels of petroleum,
of which 9.6 million was crude oil while the remainder was non-crude petroleum
products. In comparison with 2012, oil production in Saudi Arabia was reduced by 0.13
million barrels, which was the first instance of declining production after 2009.
Production was reduced in compliance with the OPEC requirements of maintaining a
given production level, the need for which arose from enhanced oil production by the
United States and Canada. Nevertheless, Saudi Arabia continues to be the world leader in
the production capacity of crude oil, which is expected to exceed 12 million barrels by
the end of 2014. However, Saudi Arabia does not currently have any plans for increasing

production capacity.
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Petroleum and other liquid fuels production
million barrels per day

14

mUnited States

mRussia
m Saudi Arabia

12

10
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Source: U.S. Energy Information Administration, International Energy Statistics

-/’-\ Note: Total petroleum and otherliquid fuels include crude oil and lease condensate, natural gas plantliquids, otherliquids,
€la andrefinery processing gain.

Figure 2.1. Petroleum Production: Comparison among United States, Russia and Saudi

Arabia

Source: EIA. 2014. Saudi Arabia. https://www.eia.gov/beta/international/analysis.cfm?iso=SAU

Most of Saudi Arabia’s economic activities are under strict government control
because of its massive oil reserves. Holding about 18 percent of the world’s total oil
reserves, the country has for several years been the number-one oil exporter in the world.
Thanks to this position, the country has considerable clout among OPEC countries. It is
therefore not surprising that the oil sector contributes more than 85 percent of the
country’s total revenues. In addition, the sector also accounts for 50 percent of the
country’s GDP. Saudi Arabia realizes that it must diversify in other sectors of the

economy, and therefore the government has already started taking initiative to promote
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the development of the private sector and improve the skills of Saudi nationals. Efforts
toward diversification are directed toward the improvement of sectors such as
petrochemicals, natural gas exploration, telecommunications and power generation.
Presently, more than five million foreign workers in the country are contributing to the
country’s economy, mainly in its service and oil sectors. At the same time, there is heavy
unemployment among Saudi nationals, which is why the government is struggling to find
viable options of employment for them. The government is aware that it has enough time
to create an economic environment so that market forces adjust automatically (Forbes,

2014).
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PART II

Chapter 3: Need for Diversity: Impact of Oil and Non-Qil Revenues on

Gross Domestic Product

From 1980 to 2006 the share of the oil sector in the overall GDP of Saudi Arabia
declined from 70 percent to 45 percent. There is no doubt that the Saudi government
understands the importance of diversification programs; however, until recently, the
focus was on developing industries that used oil and petro chemicals. Huge industrial
projects, such as the Yanbu’al-Bahr and Jubail, were completed by 1989, but to function
effectively they needed oil. The country’s focus on the oil industry and the lack of labor
diversification has proven to be major impediments in developing a sustainable economy
in Saudi Arabia. As of now, there is a strong need for economic reforms in Saudi Arabia
because of declining per capita incomes and increasing government deficits as apparent
from the available data analyzed in this paper. A good way to judge the quality of
economic activities currently being carried out in Saudi Arabia is to use data on non-oil
GDP. Although the oil sector contributes significantly to the country’s GDP, that sector is
strongly impacted by volatility in global oil prices and thus proves to be a very
ambiguous means to determine economic growth (Saudi Arabia, 2007).

It is apparent that Saudi Arabia currently faces major challenges in increasing
employment and improving the quality of its labor force across all economic sectors,

which implies that there is scope for improving labor participation in the country because
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it is currently below the education and skill levels prevailing in other developing nations.

Figure 3.1 reveals that unemployment in the country continues to remain high:

SAUDI ARABIA UNEMPLOYMENT RATE

6.2 6.2
6
6 —6
5.9
5.8
5.8 —5.8
5.7 5.7 5.7 5.7
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Figure 3.1. Unemployment in Saudi Arabia

Source: Trading Economics. 2015. Saudi Arabia Unemployment Rate 1969-2015.

http://www.tradingeconomics.com/saudi-arabia/unemployment-rate

The current economic fluctuations faced by Saudi Arabia exist primarily on

account of a quickly increasing population and continued reliance on export earnings

from o1

1. However, although the price of oil has been highly volatile and unstable across

the past few decades, one pattern is clear: dependence on oil has not proven to be

appropriate in providing for the constantly increasing employment needs of a growing

population. The appropriate investments have not been made in infrastructure and

diversification of the economy, which would remove dependency of the economy on oil

alone. Al-Daweesh (2011) has cited the example of the United States, where in 1977 1.5

barrels

were required to generate GDP of $1,000. However, in 2000, only 0.8 barrels
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were required to generate the same GDP. Hence it is not a good idea to continue
remaining dependent on oil revenues on a consistent basis. As Figure 3.2 shows, Saudi

Arabia’s GDP has been consistently increasing—from $328 billion in 2006 to $745

billion in 2014.
SAUDI ARABIA GDP
800_ o ons of U.S. collars _800
733.06  745.27
700 669.51 700
600 500
519.8 526.81
500 500
415.91 429.1
400 376.9 400
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300 . . . . : 300
2006 2008 2010 2012 2014

Figure 3.2. Saudi Arabia Gross Domestic Product — 2006 to 2014

Source: Trading Economics. 2015. Saudi Arabia GDP Growth Rate 1969-2015.

http://www.tradingeconomics.com/saudi-arabia/gdp-growth

Because the Saudi Riyal is pegged with the U.S. dollar, foreign exchange
interventions prove to be a stop-gap measure; when they are used to affect exchange
rates, foreign exchange reserves increase, making it difficult for the government to use
them effectively. In addition, cost implications increase by way of government debt
aimed at clearing domestic liquidity at a higher rate of interest. Foreign exchange rates
have not been used frequently in Saudi Arabia because of rare instances of disturbances

in forward markets, which are resolved through exchange rate speculation (Al-Hamidi,
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2010). As Figure 3.3 shows, the per capita GDP in Saudi Arabia was $13,303 in 2006 and

increased to $18,033 in 2014.

SAUDI ARABIA GDP PER CAPITA
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Figure 3.3. Saudi Arabia GDP per capita — 2006 to 2014

Source: Trading Economics. 2015. Saudi Arabia GDP Growth Rate 1969-2015.

http://www.tradingeconomics.com/saudi-arabia/gdp-growth

According to data gathered by Saudi Arabia’s Central Department of Statistics &
Information (Trading Economics, 2015), the growth rate of GDP in the country has
constantly varied between 2006 and 2014. It was 4.5 percent in 2006, 2 percent in 2008,
less than 1 percent in 2010, and 10 percent in 2010 (see Diagram 3.4). However, it

declined again to 6.2 percent in 2014.
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Figure 3.4. Saudi Arabia GDP Growth Rate — 2006 to 2014

Source: Trading Economics. 2015. Saudi Arabia GDP Growth Rate 1969-2015.

http://www.tradingeconomics.com/saudi-arabia/gdp-growth

Given that the Saudi economy is primarily dependent on oil revenues, the
constantly declining growth rate in GDP is clearly indicative of the fact that oil revenues
are no longer providing the required growth because of constant patterns of volatility in
global oil rates.

Figure 3.5 shows that the average annual rate of economic growth in Saudi Arabia
in 2014 was 3.6 percent, compared with 2.7 percent in 2013. According to the budget
statement provided by Jadwa Investment (2014), the oil sector grew by 1.7 percent in
2014, while non-oil rate of growth stood at 5.2 percent in the same year. In addition, the
private sector expanded at the rate of 5.7 percent. It is also known that lesser oil revenues
resulted in lesser current account surplus. Nevertheless, the rate of growth of GDP

increased to 3.8 percent in 2014. It is possible that this trend will continue in the coming
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years given the major focus on diversification of the economy. It is noteworthy that
inflation declined in 2014, which creates the potential for witnessing higher growth rates
and better economic results in 2015. This clearly indicates the massive potential that lies
in focusing on diversification programs. Even though oil revenues in 2014 were lesser in
comparison to the previous year, they increased by 1.7 percent. However, Jadwa
Investment (2015) has contended that patterns of increase in oil production by 1 percent
and increased oil revenues have emerged because the base year was changed to 2010.
Nevertheless, it cannot be denied that in 2014, the major contribution to higher economic

growth was by the non-oil sector, which grew by 5.2 percent.
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Figure 3.5. Saudi Arabia — Non-oil GDP Growth

Source: Jadwa Investment. 2015. Saudi Arabia’s 2015 Fiscal Budget.
www.jadwa.com/en/download/2015-budget/2015-saudi-budget
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The report issued by Jadwa Investment (2014) indicates that the value of
government services increased by 3.7 percent in 2014, which is particularly robust in the
face of 5.7 percent growth in the non-oil private sector. In fact, this increase was expected
in light of constantly increasing government spending over the past few years, which was
undertaken to increase diversification and reduce excessive dependence on oil revenues.
This increased spending has given a boost to consumer confidence and made banks more
comfortable, thus allowing them to create a better lending atmosphere in spite of regional
disturbances and lesser-than-expected economic growth. Sectors such as
communications, transport, non-oil industries and construction are expected to grow
rapidly in the future because the Saudi government has undertaken diversification
measures during the past few years. Construction has been growing at an average rate of
6.7 percent since 2004, while non-oil industries have been growing at 6.5 percent,
accompanied by better capacity and higher productivity of products such as plastics and
petrochemicals. Communication and transport have grown at 6.1 percent and have posted
good performance because of massive development of transport projects. In addition,
capacity, retail and wholesale sectors have grown at 6 percent, which indicates a decline
in the effects of reforms introduced in the labor sector. During the same period the
financial sector grew at 4.5 percent. All such developments are clearly indicative of
added initiatives to diversify the economy. Saudi Arabia is witnessing signs of positive
economic developments and such efforts should continue with the same intensity to

remove excessive dependence on oil.
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The analysis of the economic data of Saudi Arabia reveals that overall macro
performance in the past few years has been favorable, although at a slow pace. In the past
three years, Saudi Arabia has been pumping lesser amounts of oil, which has led to a
small decline in the overall revenues emanating from the sector. A noteworthy
development has been the lowest fiscal surplus achieved by the economy in the past three
years, which is attributed to the reduction in oil revenues and greater capital expenditures
being made by the government. The monetary environment in the country is better now
because of the lower rate of inflation that was brought about by monetary policies

directed in this regard (see Figure 3.6).
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Figure 3.6. Saudi Arabia Inflation Rate

Source: Trading Economics. 2015. Saudi Arabia Inflation Rate.
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The country is now characterized by a strong banking sector, thanks to constant
increases in banking activities, which are good indicators of financial strength and
soundness. Saudi Arabia has been experiencing growth in economic activities on a
continuous basis in spite of tight budgets in most sectors. The past two years have seen
massive outflow of expatriates from the country, which gave a jolt to the economy as a
result of the vacuum created for skills and competent workforce, but the situation has
now improved. This action was undertaken by the Saudi government to provide more job
opportunities to its own nationals, which was very important in recognizing the need to
improve the economic status of Saudi nationals. All these measures have created a
positive impact by giving a push to the GDP growth rate (Bank Audi, 2015).

Alshahrani and Alsadiq (2014) investigated the responses of government
expenditures in relation to the shocks to the economy emanating from reduction in oil
revenues in view of the massive dependence of Saudi Arabia on oil revenues. Diagram
3.7 shows that with the increase in oil revenues there was an increase in the size of
sectors such as defense, education, housing and health care, although the responses are
different in terms of force and point in time. However, the maximum impact occurred on
defense expenditures. On average, there has been 2 percent growth in defense
expenditures with every 10 percent increase in oil revenues. Also, there is always an
immediate augmentation in expenditures on education, but the maximum increase occurs
in the medium term. The same pattern is observed in the other two sectors, health care
and housing. The data indicate that the Saudi government is prone to increase
expenditures in response to an increase in oil revenues, which implies that with
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implementation of diversification programs, oil revenues are bound to decline, thus
creating the need for enhanced revenues from other sectors, set to occur only in the long
term. In view of the given circumstances, Saudi Arabia will have to mobilize additional
funding from other sources before positive outcomes emerge from diversification of the

economy.
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Figure 3.7. Saudi Arabia: Expenditures of Oil Revenues

Source: Alshahrani, S. A., and Alsadiq, A. J. 2014. Economic Growth and Government Spending
in Saudi Arabia: An Empirical Investigation. IMF Working Paper WP/14/3.
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Through the use of knowledge economy Saudi Arabia can achieve greater
diversification, which will provide a major impetus in creating greater wealth for the
country in the long term. In this context information technology is considered to be a
major area that can be tapped to achieve long-term economic objectives. It is necessary to
identify areas in which private investments can be made, which in turn can be
accompanied by government interventions. The government has a major role to play in
areas such as health care and education, while the private sector can be encouraged in
other areas such as developing major infrastructure and communications projects. The
government has to also play a major role in the improvement of skills of its people. For
example, the government can assist businesses by creating an environment in which
people develop added skills in communications technology. By improving the quality of
tertiary and secondary education, the government can improve the quality of the work
force, which will then become more competent and skilled in handling new technologies.
A good education will allow Saudi nationals to become eligible for technical and
management jobs that were until now being given to expatriates. The government has a
crucial role to play in developing research and development (R&D) facilities and
activities in the country because such activities are in very low ebb currently (Al-
Daweesh, 2011).

According to Alshahrani and Alsadiq (2014), the relationship between economic
growth and other economic sectors is best evaluated by determining the real growth rate
of non-oil GDP per capita. The economic sectors that have a strong bearing in assessing
the impact of real non-oil revenues are public investments, current and capital
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expenditures, health care, defense, education and housing. An analysis of the relationship
among private domestic investment, total expenditures and economic growth makes it
apparent that in the short term the main factors impacting economic growth are
expenditures on education and health care, in addition to public investments, openness of
the business environment, and private domestic investments. The capital for funding such
expenses will come from the savings accumulated in the public funds that will be set up
in keeping with the strategies adopted by Norway to reduce its dependence on oil
revenues. The main factors impacting economic growth in the long term are government
expenditures on health care, human capital and education, in addition to capital
expenditures and private domestic investments. Saudi Arabia’s experiences thus far have
shown a strong necessity to introduce measures that encourage private domestic
investments. This goal can be achieved if the government is proactive in making public
investments and increasing expenditures on public health care. Moreover, the government
must remove trade barriers to achieve higher rates of growth and to bring greater efficacy
in housing and availability of funding for the same. A good option is to provide for
government expenditures directed at maintaining current social projects and
infrastructure as well as to establish new projects. It is important that new projects should
be set up in places providing public services and potential to conduct R&D activities and
develop human resources. It is better for the government to seek involvement of the
private sector in new private and public projects because doing so will lead to higher and
quicker growth. The private sector can be encouraged and supported by way of subsidies
funded through oil revenues, which will provide a basis for accountability and efficacy of
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the different functions. Such measures will also assist in achieving fiscal consistency in
the medium and long term through diversification of sources of non-oil revenues. It will
also improve efficiency in terms of expenditures made by developing a medium-term
spending structure.

In view of the massive size of the oil sector in Saudi Arabia, fiscal and monetary
policies can be used as important macroeconomic tools for maintaining economic
stability in the country. Large-scale fiscal expenditure programs funded through public
savings generated on the same lines as Norway should be introduced and viewed as
investments for future generations. These will allow business entities to resist the
adversities arising from international financial crisis situations. Moreover, a discreet
program must be introduced to effectively manage the funds directed to the different
sectors, which in turn will help to achieve sustainability in economic growth. Of course,
the implementation of all programs should be done while ensuring the improvement of
the overall business atmosphere in the economy. It is imperative for the Saudi
government to mobilize additional savings by investing a substantial percentage of its
current oil revenues in non-oil investments abroad in order to generate high returns on a
consistent basis, and such capital flows could then be used for diversification and
educational and health care programs, leading to higher productivity and standards of
living in the long term. Currently, the most immediate step for Saudi Arabia should be to
allocate a major portion of its oil rents toward savings at the national level, which should
be carefully invested with the prime objective of safeguarding the interests of social
welfare after the available oil and mineral resources are exhausted.
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Chapter 4: Literature Review

The issues faced by Saudi Arabia on account of its depleting oil reserves and
consequent economic complexities are best understood by referring to the literature on
investment of rents from exhaustible resources and on the “resource curse” that
characterizes economies that are heavily reliant on natural resources for generation of
their national incomes. In effect, according to Albassam (2014), countries relying heavily
on natural resources do not make appropriate efforts toward diversifying their income
resources, which in turn results in negative consequences on the country’s overall
economic development. From another perspective, Hartwick (1977) held that an economy
is said to be sustainable only if future generations are able to benefit in terms of the same
standards of living as enjoyed by the population in the present times.

Hartwick (1977) held that an essential condition for maintaining economic
sustainability is that the actual amount of the capital must be always kept intact. The
objective of keeping capital intact is to ensure a constant flow of income in the coming
times, which requires a minimum amount of wealth that generates the same flow of
incomes. The argument flows from the fact that if one wants to have a constant interest
income from a bank account, the principal amount must not be reduced. Growth in
population is a common phenomenon, which requires that the country’s capital should
keep increasing in order to maintain the capital/labor ratio. Hartwick (1977) was able to
prove that the capital that was reinvested was equal to the rents emanating from
extraction of resources. He came up with the term hotelling rent, which is the variation

between marginal extraction cost of oil and the price of marginal ton of oil extracted.

37



Hartwick’s Rule is now used in framing investment policies relative to sustainability of
consumption patterns. The basis lies in the fact that only reinvestment of rent resources
will result in sustainability of maintenance of consumption levels. Economies such as
Norway have demonstrated that the potential for consumption increases if larger amounts
of resource rents are reinvested in real capital. In essence, every additional unit of
reinvestment implies that a certain percentage of additional population can be managed
effectively in keeping up with the same per capita consumption levels. However, in order
to maintain sustainability, there should be no real depreciation in capital.

It is known that there is decline in physical capital because of depreciation and
shortening impact accruing from population growth. However, problems do not arise as
long as the required amount of savings is done, which allows productivity per worker to
be maintained. But with increase in population, greater amounts must be saved to
maintain the same levels of consumption. Queens University (2015) has highlighted that
the amount of stocks of exhaustible resources such as oil is bound to decline over time
and that output per worker can be maintained only if the hoteling rent is reinvested. This
implies that the increase in population can be economically tolerated (in terms of
maintaining the same standards of living) only if greater amounts of hoteling rents are
reinvested. It is also apparent under the circumstances that productivity per worker
cannot be maintained if both population growth and depreciation keep increasing at a
constant rate.

It is possible to harvest renewable resources on a sustainable basis given the fact
that the optimum amount to be harvested annually is dependent on prevailing interest
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rate, demand and supply, and the rate of growth of the biological resource. But it is
unfortunate that renewable resources are extracted excessively because governments are
not proactive. There will be constant increase in demand with increase in population,
which will result in reaching the maximum yield of sustainability. This kind of situation
warrants greater investments to make up for the lessening amount of resource extracted
per person. It is in this context that proactive countries such as Norway have introduced
systems of financing funds, such as the Government Petroleum Fund, that actually make
up for government deficits. Norway makes use of a percentage of the fund to reserves
foreign exchange to ensure that its currency does not appreciate excessively because of
heavy demand for its oil resources. It is important to avoid the “Dutch Disease,” which
pertains to high demand for export commodities causing the country’s currency to
appreciate, which in turn causes harm to other export sectors. Therefore, Hartwick’s Rule
requires resource rents to be reinvested to have consistent increase in real capital. A
country may make a lot of investments but the value of its resources depreciates faster if
appropriate reinvestment is not made as per Hartwick’s Rule, meaning that if an economy
is to be sustainable it must make investments from real savings (Queens University,
2015).

Countries that are heavily reliant on natural resources often suffer from a resource
curse, which describes the situation when a subject country is heavily dependent on a
resource and does not make concerted efforts toward diversification of its income
resources. Hence, there is an adverse impact on the country’s rate of growth and on the
social and political environment. It is apparent that Saudi Arabia is a country that falls in
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the category of nations suffering from the resource curse. There is a strong connection
between the resource curse and political risks, and also between political risks and the
country’s dependence on the given natural resource. In addition, there are major risks for
business actors engaged in activities involving the extraction and production of the
natural resource. The link between political risks and natural risks is not restricted to
adversely impacting resource contracts for businesses involved in production of the
resource. Investors in such a sector are adversely impacted by heavy political risks
because the government has constantly reducing means to keep up with its reputation. In
fact, the natural resource curse theory provides that not only may resource-rich nations
suffer by way of unfavorable endowment, but they may also eventually experience lesser
overall performance in comparison with countries that may not be resource rich.
Nevertheless, natural resources can prove to be abundant if the government can
effectively manage financial and institutional systems. A clear link is thus evident
between the resource curse theory and economic diversification. In fact, the resource
curse theory allows economies to identify the negative impacts on the economy accruing
from depending on a single means of generating the country’s national income
(Albassam, 2014).

The best solution for Saudi Arabia is provided through the working of Hartwick’s
theory, which provides guidance to “invest all profits and rents from exhaustible
resources in reproducible capital such as machines. This solves the ethical problem of the
present generation shortchanging future generations by over consuming the current
product, partly ascribable to current use of exhaustible resources” (Hartwick, 1977, p.
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972). Such a strategy allows substitution of the stocks of resources that cannot be
renewed through investments in real capital, such as education, roads and infrastructure.
Such investments ensure that the country’s population does not face decline in standards
of living in the future, particularly in the context of future generations. In fact, Hartwick
(1977) held that investing of resource rent implied that a nation must invest all revenues
emanating from exhaustible resources into instruments that yield maximum profits on the
resource investments made by way of present revenues. It is known that actual savings
accrue with such strategies because the current revenues are not spent but invested
proactively to yield better returns in the future, which can be constructively utilized for
the betterment of societies. Hartwick’s vision is aptly supported by the arguments put
forth by Askari and Jaber (1998), who have highlighted that oil-exporting countries
should not maintain the wrong notion about the real value of their net national product
(NNP) because “the ratio of the conventionally measured NNP to the theoretically correct
one is inversely related to the real rate of return on investment and to the life of oil
reserves” (p. 187). This theoretically implies that Saudi Arabia will face reducing levels
of NNP. It is in this context that Askari and Jaber have held that it is very important for
such countries to achieve a positive savings during the period when oil reserves are large

so that they achieve favorable returns on their investments.
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PART III

Chapter 5: Analysis

The problems faced by Saudi Arabia because of not diversifying earlier are
apparent from a comparison of its real per capita income with that of Norway. As Figure
5.1 shows, Saudi Arabia’s per capita income was a little higher than that of Norway
before 1983 but the difference became much larger during the 1980s after Saudi Arabia
made rapid progress because of changes in oil markets. Increasing oil prices during the
period led to considerable increase in government expenditures on infrastructure projects
that improved Saudi Arabia’s economic development. During this period, the Saudi per
capita income was much higher than that of Norway and the United States. But the
subsequent pattern of declining oil prices reduced oil revenues for Saudi Arabia and it
had to reduce its spending. Consequently, the country’s GDP declined by almost 50
percent from 1981 to 1987. The pattern had begun in which huge income gaps were
created, which continued to widen into the 1990s. According to Al-Sadiq (2014), several
factors contributed to this trend, the main ones being government policy and lack of
convergence. In effect, the country’s extreme reliance on the capital-intensive
hydrocarbon segment led to inconsistent distribution in incomes (Al-Sadiq, 2014).

It is perhaps from this perspective that a comparison of the per capita incomes of
Saudi Arabia and Norway reveals astonishing outcomes (see Figure 4.1). In Norway, per
capita income increased from $25,000 in 1980 to $50,000 in 2008. In contrast, the per

capita income in Saudi Arabia declined from $35,000 in 1980 to about $15,000 in 1990
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and rose subsequently in 2008 to $20,000. Norway’s per capita income increased steadily
and eventually crossed the average of all Organisation for Economic Co-operation and
Development (OECD) nations (Elbadawi, 2011). Saudi Arabia’s per capita income

stagnated after the 1980s.
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Figure 5.1. Evolution of Income in Saudi Arabia, the OECD and Norway

Source: Elbadawi, I. A. 2011, November 6. Oil, Economic Diversification and Development in the
Arab World. Workshop on “Natural Resources and Economic Diversification: Towards a

Research Agenda for ERF,” Cairo, Egypt.

Although some oil-rich states have the potential to achieve high-income levels
and economic growth, they also stagnate, even at negative levels, which often depicts
their poor adaptability to changing economic circumstances and developments. Norway

was able to achieve exemplary economic growth because of its democratic practices
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paired with the ability to impose strong checks and balances in providing for a greater
amount of public goods. Such measures helped Norway to limit embezzlements and
allow it to make greater provision for public goods with fewer resources. Norway is a
perfect example of a country that was strategic in allocating huge amounts of its oil and
mineral rents toward savings that were carefully invested with the prime objective of
safeguarding the interests of social welfare after the available oil and mineral resources
were exhausted (Ross, 2012). It makes good economic sense for Saudi Arabia to get
involved in greater levels of diversification as it prepared to secure the economic stability
of coming generations. This objective is best done through investments in economically
diverse projects. It is important to note that the current political environment is an
essential determinant of the manner in which oil rents can be managed. A pertinent
example in this regard is that of Norway, which implemented policies that allowed it to
manage its oil revenues efficiently facilitating the country to achieve the economic and
social success that it now enjoys (Elbadawi, 2011).

After 1980, the rate of increase in oil production declined continuously. Between
1965 and 1980 the production had increased to about ten million barrels a day, but
between 1980 and 2010 the production per day has been almost the same. Norway is no
longer entirely dependent on oil revenues as its oil and gas sectors now account for only
about 25 percent of its GDP. The circumstances are different in Saudi Arabia, but it
would do well to follow the example of Norway, which has demonstrated that by
adopting sustained and strong policy measures by focusing on diversification, it is

possible to create a positive chain reaction across all sectors in the economy. For
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example, Norway established a sovereign wealth fund that was funded with returns on oil
profits invested in other countries. This fund, known as the Government Pension Fund
Global, insulated the economy from shocks emanating from vulnerability of oil prices
and reduced excessive liquidity in the country’s economic sectors. Norway’s government
wealth fund is considered to be the world’s largest sovereign wealth fund, which is worth
$882 billion (Ellyatt and Bishop, 2015). In addition, the country made investments in
capital and labor and introduced higher levels of technology and knowledge in its
industrial sector. Consequently, the manufacturing sector in Norway flourished and is
now completely independent of the oil sector. The example of Norway is a clear
indication that any country that is rich in a single resource must be cautious by ensuring
that it diversifies into different sectors, so that there is no pattern of economic
concentration (Shediac et al., 2008).

Although Saudi Arabia is an oil rich country, it has never reached the high per
capita income that is enjoyed by the most developed countries. Despite having reached
the glorious period in which it enjoyed prosperity to such an extent that it could dictate its
own terms regarding global oil prices, Saudi Arabia never reached anywhere near to
achieving a status of higher per capita income than developed nations. In effect, this was
the result of Saudi Arabia not investing its oil revenues judiciously in line with the
policies adopted by countries such as Norway. Elbadawi (2009) has referred to this
shortcoming as the resource curse, which relates to the situation in which the full impact
of such a situation will not be perceived. The solution to the problem lies in

understanding that the income accruing from oil revenues is much different from incomes
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emanating from other options of renewable energy. This has major connotations for the
nation’s ability to create wealth. It is important to understand from Saudi Arabia’s
perspective that if it makes a realistic evaluation of the production, consumption and
export patterns of its stocks of oil for funding and creation of other assets, the actual
wealth of the country will be diversified from what it may appear to be in terms of value
of its oil reserves. Theoretically, if Saudi Arabia prepares for the depletion impact of its
oil reserves while projecting its national income, the majority of the oil exports will tend
to reduce the country’s natural capital at a quicker pace in comparison to the rate at which
new capital is being created. It can thus be said that Saudi Arabia is actually not
generating any new savings, which again implies that even if Saudi Arabia has managed
to sustain higher welfare and income levels, that cannot be maintained at the same rate in
the future. Because of this reality, Saudi Arabia has not yet succeeded in achieving the
high-income levels enjoyed by developed nations. In worse situations, the constant
accrual of negative savings will go to such an extent that the nation may experience
reduction in real incomes in comparison to the time when it was experiencing a boom.
Saudi Arabia is among the fastest developing economies in the Middle East but it
continues to rely heavily on the oil sector. Government expenditures are accounted for in
terms of subsidies, salaries and consumption, which include government expenditures on
strengthening human resources and providing health care, transport, municipal services
and housing. The government needs to strengthen its expenditure policies on human
resources (Alshahrani and Alsadiq, 2014). In light of the sustainability issue in regard to
streamlining oil production, so that the country does not have to face shortfall in the
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future, a possible solution for Saudi Arabia is to curtail production and manage demand
so that prices are maintained at stable levels. Meanwhile, this solution would also ensure
the continued dominance of the country in international oil markets. This pattern was
seen in Saudi Arabia in the past in the 1970s and 1990 when it succeeded in controlling
the international oil process. However, things are different now because of the increasing
oil production by the United States and Argentina, which have greater oil productivity
than Saudi Arabia. Nevertheless, the Saudi government has already initiated such actions,
which is apparent from Figure 5.1, which depicts reduced oil production in 2010. Saudi

Arabia reduced production of oil to keep oil prices in check.
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The impact of resource depletion needs to be examined by the Saudi government
by appropriately accounting for the reduced production of oil so that the evolving
patterns of citizen well-being can be effectively measured. It is extremely important to
balance domestic capital markets and domestic investments into renewable stocks in
terms of other kinds of wealth. Now, it appears that Saudi Arabia will face difficulties in
maintaining the current levels of welfare and income in the long term because they had
generated negative actual savings in the past. Under the circumstances, Saudi Arabia will
become considerably deficient by way of accumulating replaceable tangibly produced
capital resources. Although Saudi Arabia can be said to have accumulated more capital
than other big oil producers, it still falls short of accumulating the required stock of
capital to sustain the same levels and standards as it has been enjoying so far. Elbadawi
(2009) has cited the World Bank in stating that although hydrocarbon revenues increased
considerably after 2000 in Saudi Arabia, the share of domestic investments did not
increase at the same rates. At the same time, there is no stability in the relation between
domestic investments and hydrocarbon revenues.

Saudi Arabia has been slow in removing limitations on foreign companies to have
complete ownership of assets accumulated through foreign investments. Those foreign
investors that attempt to access the Saudi $745 billion economy, often only have the
choice of equity swaps and exchange-traded funds (Khan, Cammeltoft, and Sharif, 2014).
This means that the growth of the non-oil industries continues to be dependent on
government spending. Given that fiscal policies play an important role, such

circumstances have led to the creation of a strong relationship between government
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expenditures and non-oil industrial activities. More particularly, business cycles in
relation to non-oil industries are inclined to change in keeping with large-scale expansion
programs emanating from government expenditures. Al-Sadiq (2014) has held that
because of such patterns, the four major sectors of construction, wholesale and retail
trade, real estate and government services have been fluctuating because of impact from
changing oil prices. This clearly indicates that the non-oil sector is not able to get
disconnected from the curse of natural resources.

It appears that the best solution for Saudi Arabia’s basic problems, other than
restructuring educational and training programs, introducing labor market reforms, and
laying emphasis on capital expenditures by the government, is to enhance private-sector
involvement through diversification programs. This is best done by focusing on labor-
intensive and export-oriented sectors that are not impacted by pricing and production
volatilities of the oil sector. Given that the country has a young population (almost half of
the people are age 25 or under) and given that the economy continues to be characterized
by high youth unemployment, it is important to address the factors that impact the future
of labor markets. This is more pertinent in view of the fact that the Saudi Arabian
population will almost double by 2025. The apparent demographic and economic
challenges have been impacting the future of labor markets in the country. About 4
million jobs need to be created in the coming ten years but the objective appears to be
difficult to achieve in the present circumstances. The public sector has done the
maximum possible in this regard, while the diversification programs have so far not been
adequate in resolving the issues. In order to achieve comprehensive and consistent
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comparison with Norway because it has been constantly experiencing high growth in
population, while delays in the removal of restrictions on foreign investments have
further accentuated the rate of income disparities. Under the circumstances, a key lesson
for Saudi Arabia is to introduce diversification strategies that focus on employment
generation, which will lead to the achievement of convergence with economies of
developed nations. These solutions are best achieved by introducing reforms in labor
markets, educational systems and training establishments. In addition, government
spending must be prioritized in motivating the private sector to get involved in diversified
activities such as labor-intensive and export-oriented production, which is not adversely
impacted by volatility in the oil markets.

A major blessing for Saudi Arabia is that about half its population is in the age
group of less than 25 years and also that by 2025 the country’s population will almost
double in comparison to 2011 data. Given that the unemployment rate in the country is
presently quite high, the situation proves to be a demographic challenge that impacts the
prospects of labor markets. In following the example of Norway, Saudi Arabia should
work toward creating a minimum of 4 million jobs in the next ten years. But this is
difficult to achieve because the efforts made so far have not borne much fruit. The Saudi
government has to vigorously work toward achieving sustainable development and
inclusive growth so that the economy is redirected toward a path of convergence. It is
known that real per capita incomes in the country have never reached levels prevailing in
developed nations because of Saudi’s Arabia’s excessive dependence on oil revenues for
its subsistence and lack of alternative initiatives to diversify the economy. Moreover, the
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oil sector is highly volatile, whereas other problems such as high rate of unemployment
and population growth and low returns on investments have created major challenges for
the country. Because of these circumstances, it has become imperative for Saudi Arabia
to undergo structural transformation and diversification. Income disparities can be
reduced only if the private sector is empowered through greater support by way of
transfer of technology, availability of funding and a liberal market environment.

It appears the best solution is to introduce labor market reforms and to implement
policy measures directed at reforming education and training. Capital spending by the
government has to be giver greater priority, which is the only way to increase private-
sector participation. Diversifying the different economic sectors will result in
establishment of more labor-intensive and export-oriented industries, which will
obviously not be impacted by the extreme volatility in the oil sector. This can be
effectively done by implementing large-scale market reforms in the financial and real
sectors in order to improve policy-making structures and to improve the institutional and
governance environment. Much focus has to be placed on achieving greater efficiency
and production, while entrepreneurs have to be motivated through the creation of a small-
and medium-scale enterprise sector that emphasizes economic diversification (Al-Sadiq,
2014). In addition, new initiatives have to be taken in the establishment of knowledge-
intensive businesses and in implementing policies directed at attracting greater foreign
direct investment.

The Saudi economy has been always been dependent on the oil sector, which has
contributed a minimum of 30 percent of the yearly GDP on an average basis. In fact, in
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recent years, 85 percent of government revenues have been emanating from the oil sector,
thus indicating that the economy has been greatly exposed to volatility in oil markets.
However, in having been the world’s biggest oil producer, Saudi Arabia always played a
major role in stabilizing global oil prices. Now that America is becoming the biggest oil
producer in the world, Saudi Arabia is in a very vulnerable position because of its sudden
decline and inability to influence global oil prices despite its ability to produce oil at
much lower costs than the United States. The Saudi economy continues to be excessively
dependent on oil and is almost entirely controlled by the government. Such circumstances
pose major challenges for companies desiring to enter the Saudi market. However,
despite the apparent shortcomings, a number of avenues are open to Saudi Arabia to
successfully diversify in other economic sectors and thus remove its extreme dependence
on the oil sector. This is best done by following the example of Norway, particularly by
establishing a massive public fund that is fed with oil revenues, which in turn are invested
in international markets to yield greater returns that can then be used on a consistent basis
by future generations to meet public expenditures relative to better education, health care
and housing, and the building of infrastructure.

Ever since it experienced its oil boom in the 1970s, Saudi Arabia has followed an
expansionary fiscal policy with the objective of fueling welfare and public consumption.
Taxation has always been very low, while government spending has focused on
providing subsidies on varied goods and services. In addition, the government also
focused on keeping a high rate of public-sector employment and on spending heavily on
health, education and infrastructure. However, all these activities were never carried out
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through efficiently planned strategies, such as government budgets providing for
enhanced investment spending even though current expenditures continued to increase
because of a higher wage bill and greater provision of subsidies. The economic policies
in Saudi Arabia are mostly associated with the fluctuation of the oil prices, which put to
question the efficiency of the system during periods of extreme financial instability such
as the one that occurred in 1998. It is apparent from such policies that the present model
adopted by the Saudi government is not proving to be effective in preparing the economy
for efficient diversification into economic sectors that are not dependent on the oil
industry. The Saudi economy has not built a considerable amount of savings during the
past few decades, which would have allowed it to effectively transition to a more
diversified economic structure.

By increasing spending on education, health and additional infrastructure,
privatizing some state-owned companies, and restructuring the major public-sector
companies, Saudi Arabia can make an effective breakthrough toward diversification.
Privatization is best carried out by issuing [POs for major public-sector companies such
as Saudi Electricity Company, which would go a long way in enhancing public
confidence as the basic public facilities can then be better managed through
public/private partnerships, while the government can focus on the more pertinent issues.
The construction sector in the country is very significant but non-listed contracting
companies continue to be the main players. This trend needs to be checked because the

share of the construction sector in the GDP was about 10 percent in 2010. A quickly
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increasing population, increasing industrialization, and enhanced government spending
are all creating circumstances that will certainly give a boost to the construction sector.

The banking sector in the country is not very big; the main banks in the public
sector are National Commercial Bank, Al Rajhi Bank and Samba Financial Group, which
account for almost 45 percent of overall assets. In the private sector, the largest bank is
National Commercial Bank, which accounts for almost 80 percent public ownership. A
major issue for the country’s banking sector is to effectively reduce bank risk aversion,
which can be brought with enhancing business confidence and increase of insurance
services. Mining and metals have immense potential for Saudi Arabia because they are
natural resources that the country can easily exploit in offsetting some part of the losses
accruing to reduced production of oil in the near future. There are massive deposits of
bauxite, coal, copper, zinc, lead, silver and gold in the vast arid desert regions of the
country but lack of water and remote locations of such sources are currently hampering
advancements in this regard. Growth and positive outcomes can be achieved by
introducing mining reforms and regulations (Kjenigsen, 2011).

In learning from Norway’s experience and strategies, Saudi Arabia has to
introduce varied policy measures in meeting the challenges from introducing
diversification programs, which it will have to be inevitably involved with. Saudi Arabia
has to learn from Norway that it has to reduce its massive public sector, which is possible
only if the government reduces its dependence on oil, meaning that it will have to provide
for its expenditures from other sources. Because the share of the private sector has been
very low on a consistent basis, it is important to introduce plans and implement the same
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in creating a competitive private sector, which does not survive only through government
subsidies. Another major lesson for Saudi Arabia is to generate greater employment
opportunities so that there is no unemployment, particularly among its native population.
Despite the virtual absence of Saudi women in employment, the unemployment situation
remains poor, which is apparent from the fact that about 10 percent of Saudis are
currently without employment. In addition, there is large-scale underemployment because
a large percentage of the local population are not appropriately compensated in their jobs.
Government jobs provide job security and higher wages, while jobs in the private sector
are insecure and wages are less. The unemployment situation will further worsen in the
country because the large majority of youth who will complete their education soon will
not have job opportunities and will remain unemployed unless the government introduces
diversification programs that lead to more investments, foreign direct investment and
infrastructure development.

There will be increasing mismatch between required skills in the private sector
and academic qualifications. Structural reforms directed at achieving long-term and
sustainable economic development through efforts of the Saudi-Arabia General
Investment Authority and Supreme Economic Council have enhanced Saudi credibility
globally and the country received substantial inflows of foreign direct investment, but
much needs to be done on several fronts such as consolidating the country’s legal
structure in the areas of commercial and business laws, associating the national objectives
with the country’s education systems and the expectations from the private sector, and

strengthening the country’s financial markets to achieve greater sophistication, stability
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and depth, which will lead to greater transparency and enhanced activities by institutional
investors. It is also important to make bond markets more accessible and viable and to
improve the efficiency of public-sector organizations by implementing fiscal reforms
with the objective of controlling government expenditures. This is most effectively done
through involvement of the private sector, which will be very effective in diversifying the
national economy away from dependence on oil. Enhancing institutional transparency
will make foreign investors less apprehensive about social and political risks (Kjenigsen,
2011).

According to Thurber et al. (2011), Saudi Arabia is the most dominating example
of the ways in which governments manage their national oil companies in a unitary style.
It is obvious that if Saudi Arabia wants to adopt the Norwegian model in achieving
successful diversification outcomes, it will have to change its management strategies. The
objectives of the Saudi government and the country’s major oil company Saudi Aramco
have always been well aligned in providing for one another’s interests. Aramco’s five-
year operation plan has government approval, and the company has always flourished as
a result of its unique monopoly. In turn, Saudi Aramco has always provided the Saudi
government with massive financial support. The Saudi government must introduce legal
reforms to boost the authority of its main oil regulator, the Supreme Council on
Petroleum and Mineral Affairs, so that it can exert effective control over the public-sector
oil companies. In the process, constructive plans can be introduced to revive the economy

through well-conceived diversification programs.
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Gelb and Grasmann (2010) conducted research on the resource issues faced by
Norway and arrived at the broad conclusion that the effects of rich natural resource
capital on growth depend on the two major factors of human capital and institutional
capital/governance, and if the two are in abundance, there will be positive outcomes in
the context of creation of additional resource wealth. If they are in scarcity, the outcomes
emerging from the creation of additional resources will be negative. Hence, Saudi Arabia
has to learn that structural changes and the creation of a political economy have greatly
helped Norway in managing its resources efficiently. Nevertheless, all options are
interrelated and if spending by the Saudi government is not adequate, particularly in areas
such as planning for public investments and implementation of policies, there will be
constraints in regard to capacity building. In addition, the available choices are a factor of
the political systems and commercial and business environment prevailing in the country.
Because Saudi Arabia is a monarchy, efforts will have to be made to introduce greater
public participation in terms of partnerships in the private sector and greater inflows of
foreign capital through which multinational companies will be given greater autonomy in
terms of functioning and repatriation of profits to the home country. Although oil is
representative of the huge wealth of Saudi Arabia, it exposes the economy to larger
uncertainties, which can be effectively resolved only by creating symmetry in the loss
functions. Saudi Arabia has to realize that Norway has performed better by way of
efficiency in diversification programs and steering the economy away from total
dependency on the oil industry. This has become possible only because of good
governance involving political consensus on the strong need to introduce stability, an
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effective and involved technology sector, and the effective involvement of interest groups
that can affect restrictions on unproductive spending. Saudi Arabia has to realize that
there is no specific formula for creating and developing such circumstances. The
government has to adopt approaches that are specific to its own circumstances so that
they are feasible in diverting governmental efforts toward effective and productive
governance that results in successfully diversifying the economy and steering it away

from excessive dependence on oil in the coming times.
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PART VI

Conclusion

Saudi Arabia currently accounts for 18 percent of the global oil reserves and is the
world’s biggest exporter of petroleum products. In addition, it has the distinction of being
the country that has the highest capacity in the world to produce crude oil. The oil sector
in the country accounts for 45 percent of its GDP and 85 percent of its export revenues.
However, in view of the extreme dependence on oil revenues, there is no doubt that Saudi
Arabia has to take concrete measures, and the best option in this regard is to diversify the
economy in other sectors. The government has already started taking initiatives in
promoting development of the private sector and improving the skills of Saudi nationals.
Efforts toward diversification are directed toward the improvement of sectors such as
petrochemicals, natural gas exploration, telecommunications and power generation.
However, the current situation is exacerbated as a result of the large percentage of jobs
that are occupied by immigrants within the oil and service sectors. Unemployment among
Saudi nationals continues to be high. Given that reduction in supply of oil will be a slow
and gradual process and economic impacts will also be slow, the government has enough
time to create an economic environment that is conducive to the creation of dominance of
sectors other than oil. It is apparent from the research that a lot needs to be done by Saudi
Arabia in terms of taking initiatives for diversification so that future generations do not
have to face economic hardships and lack of viable economic opportunities. It is only

through provision of enhanced educational opportunities by way of higher standards and
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establishment of more educational institutions that the current younger generation can
become technically and professionally skilled in taking over the job responsibilities
presently held by expatriates. A major initiative needs to be taken by the Saudi
government in this regard.

Another area of focus for the Saudi government is to spend on renewable energy
through investments on research and partnerships, which will lead to the development of
new systems of power production directed at harnessing renewable energy to produce
power on a consistent basis. There is no doubt that in order to achieve future
sustainability, Saudi Arabia should extract incentives through diversification by moving
its economy away from complete reliance on oil. The country will do well in replicating
the policies followed by Norway, which has been very successful in achieving success in
diversifying its economy, away from dependence on the oil sector. Norway has been able
to effectively reallocate resources in other core sectors, thus succeeding in distributing its
GDP across several sectors that proved to be economically viable. Oil has made Saudi
Arabia rich but it has never been able to reach the status enjoyed by developed nations.
The country now needs to follow the example of Norway in accumulating its savings
accruing from oil revenues and judiciously investing the same to provide for future
generations. In addition, the country needs to take immediate measures by increasing
government expenditures in order to strengthen human resources and to provide better

health care, transport, municipal services and housing to its citizens.
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Appendix Copyright Permission

Appendix 1: Permission for Figure 5.2 Saudi oil production that used in Chapter 5.

N Mazama SCIENCE
/ M
Data — Information — Knowledge

To whom it may concern, Nov 24, 2015

Mazama Science grants permission to anyone to use any images from “databrowsers” found
at http://mazamascience.com under the Creative Commons “Attribution” license:
https://creativecommons.org/licenses/by/2.0/.

Images under this license include, but are not limited to:

+ any images from the Population databrowser:
http://mazamascience.com/PopulationDatabrowser

+ any images from the Energy Export databrowser:
http://mazamascience.com/QilExport

Mazama Science encourages the use and distribution of images from these databrowsers.

Sincerely,

Jonathan Callahan

Mazama Science Jonathan Callahan
5324 Ballard Ave NW 206-708-5028
Suite #204

Seattle, WA 98107
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Appendix 2: Permission for Figure 6.1 used in Chapter 6

Y~ Columbia Center

on Sustainable Investment

A JOINT CENTER OF COLUMBIA LAW SCHOOL
AND THE EARTH INSTITUTE, COLUMBIA UNIVERSITY

%

November 30, 2015

Dear Mazen,

Yes, you may have permission to republish a figure from our document on our website found here:
http://ccsi.columbia.edu/files/2014/04/nrf Norway July2013 RWI VCC.pdf, but please ensure that
the figure is properly cited.

Also, PLEASE NOTE that BOTH organizations have had name changes since this was originally
published:

- Revenue Watch is now Natural Resource Governance Institute

- Vale Columbia Center is now Columbia Center on Sustainable Investment

Thank you,

Columbia Center on Sustainable Investment
Columbia Law School - Earth Institute
Columbia University

435 West 116th Street, Box F10

New York, NY 10027
http://www.ccsi.columbia.edu
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