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Executive Summary

The prospect of contemporary lower oil prices suggests that
petroleum-producing states will need to ultimately cut their
consumption unless they manage to improve national productivity.
Given this prospect, these countries are trying to improve economic
efficiency, diversification, and private sector development. How this
plays out in different countries has yet to be determined. This
policy brief argues that each country’s economic fate will depend
on the political choices that its leaders make. These calculations
depend on the national population and size of petroleum reserves
in a given state, in addition to how governance and political
systems develop over time. In high oil countries, the main political
challenge entails reducing the advantages now afforded by their
private sectors, while by contrast, the main political challenge in
middle-oil countries is improving the position of the private sector
by reducing constraints placed on private firms. This means that
there is no simple or best reform path that can be recommended,

as solutions will have to be found for specific sets of political,
economic, and social circumstances facing each country.
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Introduction

From 2014 to 2016, Middle East oil-exporting countries’ revenues fell by an
average of more than one-third—or 15% of GDP—and their current-account
surpluses have swung violently to double-digit deficits. Most forecasts predict
that oil prices will remain at current levels for the long-term. If so, this will
deliver a macroeconomic shock of historic proportions and profoundly change
the Middle East.

Given the large share of oil revenues in GDP and the preponderant portion
of government revenues that come from the oil sector (table 1), most oil-
producing countries have had to start cutting public sector expenditures,
borrow, and draw down their reserves. Countries with large external imbalances,
low reserves, or high debts became financially constrained before those with
comfortable international reserves. Consequently, low oil prices have thus far
hit the middle (per capita) oil countries of Algeria, Iraq, Iran, and war-torn
Libya, Syria, Sudan, and Yemen harder than the high (per capita) oil countries
such as the UAE, Saudi Arabia, Qatar, Bahrain, and Oman.

Table 1
0il rents in perspective (2010)

0il rent oil rent per  Oil rent 0il 0il rev Gov rev g?ll\)/g%
High 0il Countries (HOCs) ($bln) capita ($) (% GDP) (% Export) (% Gov rev) (%GDP) Investment
Bahrain 4.4 6,979 19 76.8 79.6 24.6 39%
Kuwait 59.9 21,858 48.3 93.5 76.0 54.6 60%
Oman 20.9 7,786 36.1 76.4 83.6 36.2 59%
Qatar 18.5 61,807 14.6 89.0 60.2 41.1 37%
Saudi Arabia 248.6 10,905 47.2 88.2 88.1 48.8 42%
United Arab Emirates 54.8 52,221 18.4 42.7 75.3 38.2 21%
Medium 0il Countries (MOCs)
Algeria 27.4 732 16.9 72.2 92.0 37.5 97%
Iraq 105.1 1,771 73.6 98.0 85.0 na na
Iran 99.3 1,259 23.5 73.0 80.7 29.1 54%
Syria 9.6 427 16.3 46.2 69 23.8 103%

Source M. Cammett, Diwan, I., Richards A., and Waterbury, J. 2015. A political economy of the
Middle East. Boulder, CO: Westview Press.
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Nevertheless, in all oil-producing countries the arithmetic is similar. With
lower external revenues, such states will have to cut consumption unless they
manage to improve national productivity. Naturally, any country would prefer the
latter, and so all the region’s governments now profess a renewed belief in the
virtues of economic efficiency, diversification, and private sector development.
But to get a sense of how the new narrative will play out in different countries,
one should consider why such strategies were not implemented in the past,
and what it would take, both economically and politically, to introduce them
in the future.

To be sure, the region is better positioned for a growth takeoff than it was
in the 1990’s, owing to major education and infrastructure investments that
were made during the last decade of high oil prices. The flipside of the coin is
that social aspirations have also grown. As a result, a focus on stabilization first
and structural adjustment later may backfire. Deep cuts to current consumption
will threaten social stability,
especially since the regional

... the region is better positioned for a

uprisings of 2011 have exacer- gYOWth takeoff than it was in the

bated social grievances and 1990’s, owing to major education and
awakened popular demands for infrastructure investments that were
change. Indeed, early attempts made during the last decade of high oil
to reduce imbalances were quickly  nrjces, The flipside of the coin is that

reversed in many countries in
the face of rising opposition.
The best way forward, at least in countries with some fiscal space, would be
to put structural reforms before macroeconomic stabilization, and to smooth
consumption over time by counting on future growth. The worse outcome,
however, would be to delay stabilization and avoid serious structural change,
as happened last time oil prices fell in the mid-1980s. This would result in
mounting public debts, leading to a need for even deeper consumption cuts
in the future.

This brief takes the view that the main determinant of change will be political
calculations, and that ultimately, each country’s economic fate will depend
on the political choices that its leaders will make. These political challenges are
very different in high oil countries (HOCs) and in middle oil countries (MOCs).
In the former, the main political challenge entails reducing the advantages
now afforded to their private sectors, while by contrast, the main political
challenge in MOCs is improving the position of the private sector by reducing
constraints placed on private firms.

social aspirations have also grown
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How oil revenues affect the economy

To best understand challenges that lie ahead, one must first consider how oil
affects the economies of producing states. Compared to other sectors, oil
revenues are different in at least three ways. First, oil sales generate foreign
exchange, and as a result, the expansion of an oil sector will lead to a rise in
the price of tradable factors of production and local wages, consequently
posing a threat to productive sectors that compete with foreign products.
Second, oil revenues are largely collected by the state, and this can stymie
the development of productive sectors in general, and the private sector in
particular. Third, oil revenues are variable over time, and public policies can
exacerbate these boom and bust cycles, creating macroeconomic instability
detrimental to job creation in the private sector. As a result, negative reper-
cussions resulting from an influx of resource rents can range from poor
performance in specific sectors, to the growth of an oversized government
and bureaucracy, to macro-instability and high inflation, and as a result, low
performance in job creation.

Sound economic planning can mitigate each of these risks. Common examples
of states that have managed to capitalize on their resources include the United
Kingdom, Norway, Botswana, and Indonesia. In particular, investment in raising
labor productivity can neutralize the over-valuation of real wages. Transfers

. of part of oil revenues to the
... oil revenues are largely collected ;... cector through either

by the state, and this can stymie the direct distribution to the
development of productive sectors in population or through the

general, and the private sector capital market, can reduce
in particular the overwhelming dominance
of the public over the private

sector. Additionally, stabilization policies can reduce excess volatility and
encourage private investment and job creation.

In all oil producing states in the Middle East, a main way in which oil
revenues have been spent involved hiring nationals in the public service. In
fact, most nationals occupying formal jobs—jobs that are protected with
relatively high pay and good working conditions—work for the public sector.
The major difference between HOCs and MOCs is that richer HOCs employ
nearly all of their national labor force in government (87% in Qatar, 80% in
Kuwait, 75% in KSA, 73% in the UAE), while relatively poorer MOCs employ
a smaller fraction of their national labor force in the public sector—albeit
more than in average middle income countries (40% in Algeria and 54% in
Iraq) (table 2).
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Table 2
Labor force (LF) in oil producing countries, around 2010

Population Labor % of % Civil
National LF  servants % of expa-
% % in public that are triates in
Total (000s) Expatriates Total (000s) Expatriates service nationals Private sector

Bahrain 727 40.7 599 77 34 79 83
Kuwait 2,867 65.1 2,059 84 80 69 96
Oman 2,567 24.4 1,095 75 47 85 84
Qatar 813 78.3 1,260 94 87 41 99
Saudi Arabia 24,573 25.9 8,793 62 75 97 87
UAE 4,496 71.4 3,000 91 73 49 97
Algeria 40 100 0

Iragq 54 100 0

Source M. Cammett, Diwan, I., Richards A., and Waterbury, J. 2015. A political economy of the
Middle East. Boulder, CO: Westview Press.

What about private sector jobs? The exchange rate over-valuation argument
assumes that high real wages will prevent the private sector from being
competitive. Here, the experiences of HOCs and MOCs differ in fundamental
ways. In MOCs, both on account of the high level of wages, and more generally,
a policy of distrust for the private sector, this sector was unable to develop
and grow. A very small part of the labor force holds formal private sector jobs
in Algeria, Iraq, or Syria. Indeed, there are very few large private firms to speak
of. Most nationals not employed in government end up in the burgeoning
informal economy, in firms that remain small and operate at very low levels
of productivity.

The case of Algeria illustrates well the situation in MOCs. Even though the

private sector has grown and L.
represents more than 50% of  LR€ case of Algeria illustrates well the

total non-oil value added, it Situation in MOCs. Even though the
primarily comprises small and ~ pPrivate sector has grown and represents
informal SMEs—indeed, agricul- ~ more than 50% of total non-oil value
ture and the informal economy  gdded, it primarily comprises small

together employ nearly 50% of and informal SMEs
the labor force. In 2010, there

were only 275 private firms with more than 250 employees operating in the
country. In 2015, private investment stood at less than 13% of GDP and total
bank credit to the private sector was at 30% of GDP, about one-third of the
figure for countries at similar levels of development. As a result, less than
15% of the labor force works in the formal private sector. By comparison, the
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state employs about 35% of the labor force. In Iraq and Syria, the contribution
of the formal private sector to the economy and to job creation is even
smaller.

The private sector in HOCs is very different. While typically large oil
revenues lead to real wage appreciation, this effect has been largely offset in
HOCs by the massive importation of foreign labor. With 62% to 94% of the
GCC’s labor force imported, a central bottleneck to economic growth was
removed. This has facilitated infrastructure development and allowed for
Gulf-based companies to remain competitive by containing their labor cost.
In HOCs, the private sector has received many other advantages as well, and
has grown fast as a result. Apart from energy subsidies, about 20% of Qatar’s,
Bahrain’s, and Kuwait’s national budgets have been spent over the past decade
on private sector development initiatives. Over time, and in contrast to the
situation of the 1980s when they were completely dependent on the state,
private businesses in the GCC have become increasingly more autonomous,
serving a growing internal demand and increasingly exporting their products.

However, on account of private firms’ ability to import foreign labor at will,
the growth of the private sector in HOCs has not benefited national labor.
Rich private investors received much of the direct benefits of these policies.
Like in MOCs, labor markets for nationals have been effectively segmented

° ° I K i t k tf i .d ’
... on account of private firms’ ability ™~ oo MEGEE

to import foreign lab.or at will, tl}e public sector, and one for
growth of the private sector in ytsiders.
HOCs has not benefited national labor. The economic history of
Rich private investors received SaudiArabia provides a vivid
much of the direct benefits of illustration of these trends.
o o To deliver the early infra-
these policies

who largely work in the

structure programs of the
1970s, local trading families turned to contractors and lobbied for more visas
to staff up with expats. As they evolved into commercial and industrial
companies, cheap foreign labor became central to their profitability. The GCC
is now the only region open to global labor, ensuring that its businesses take
advantage of the cheapest wage-to-skill ratio in the world. As a result, the
reliance of Saudi Arabia on foreigners has no parallel in modern economic
history. In 2015, there were about 9 million migrant workers, constituting 62%
of its total labor force. The private sector has become a sector for expatriates,
who fill at least 83% of positions. In no other country would nationals accept
such open competition by foreign labor—they would want to be entitled to
benefit from national growth through a rising labor market. Saudi nationals
have so far accepted this policy only because they have continued to be largely
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employed by the state at above market wages. There are currently about 3.4
million Saudis in public administration and the security forces, at wages two
to four times those commanded in the private sector by those with equivalent
skills.

The differences between HOCs and MOCs can be seen most glaringly in their
long-term economic growth performance. Seemingly counter-intuitively, it was
MOCs but not HOCs that were hit by the resource curse, as the oil-producing
states in the Middle East that exhibit the lowest economic performance levels
over the past fifty years are MOCs, countries which were once considered to
have the greatest promise based on the size of their populations. Instead, it
was HOCs that performed best over the past fifty years, with 5.6% growth per
year on average over the whole

period. The group of MENA
countries with no oil came in
second at 5.3% per year (and
2.8% on a GDP growth per
capita basis). MOCs came in a

... it was MOCs but not HOCs that

were hit by the resource curse, as the
oil-producing states in the Middle East
that exhibit the lowest economic
performance levels over the past fifty

distant thil’d, With Ol’lly 4.40/0 years are MOCS Ve
growth per year on average

over that period (and 1.3% per capita growth). Moreover, while per capita oil
revenues grew much faster in HOCs, oil production as a share of GDP grew
faster in MOCs, reflecting the fact that HOCs increased diversification over
time, while in MOCs, economic diversification decreased over time.

Political differences between MOCs and HOCs

To understand the fundamentally different economic structures in HOCs and
MOCs, one must consider differences in their political settlements. Both types
of countries have had resolutely autocratic regimes. But observations and the
examination of indicators reveal that while ‘voice” has been equally low in
both the GCC and MOCs, the ways in which it has been suppressed are different.
In HOCs, this has relied largely on cooptation and clientelism, while in MOCs,
the instrument of regime survival has relied more on sheer physical repression
(figure 1).
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Figure 1
Repression and oil rents per capita by country
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Source World Bank Governance Indicators; CIRI Physical Integrity Index.

The system that evolved in the GCC was built on a generous extension of

the rentier state to both the business elite and the population as a whole.

In these distributive states, while the oil boom in the 1970s brought about a

period when rulers had a great deal of autonomy and agency in the choices

they made, these choices have come to greatly influence the subsequent

march of history, and has imposed on them obligations that they could not

easily renege on. As revenues were spent, new domestic actors emerged (as
contractors, agents, recipients of subsidies, government bureaucrats). Even at

the hardest times during the

The system that evolved in the GCC oy o\ prices period in the
was built on a generous extension mid-1980s, GCC states refused
of the rentier state to both the to consider reducing their

business elite and the population te of hiring in the public
as a whole sector, or cutting the welfare

state, which kept expanding
even as resources had to be borrowed. The rise and fall of petroleum prices
was absorbed largely by adjusting public investment down but patronage was
not affected.

In MOCs, which are all states with republican pasts, the evolution of
political settlements was different. In these states, nationalistic policies initially
led to fast development and industrialization but later with the failure of
the 1960s and 1970s industrial and modernization efforts, the core legitimacy
of these regimes were called into question. Oil enabled the use of more forceful
means of oppression, since they could not afford generous forms of patronage,
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and so, the base of regimes became narrower over time. In these countries,
state autonomy rested increasingly on more fragile ground, dependent
as it was on fear of state repression, and leading to a shaky stability with high
risks of popular insurrection.

As a result, these countries did not see the development of the private
sector as an attractive alternative to state-led development, as it threatened

regime durability at its core, .
given the smaller size of the [In MOEs] oil enabled the use of more

spoils that could tie it to the rorceful means of oppression, since
regime. When the state had to  they could not afford generous forms
reluctantly retreat from the Of patronage, and so, the base of

economic sphere and liberalize ~ regimes became narrower over time
markets in the 1980s, state-

owned enterprises were replaced by a very narrow form of cronyism closely

associated with the regime, and with high levels of corruption (figure 2).

These were policed, and when needed repressed, in order to avoid the rise of an

autonomous private sector that could finance the political opposition. As a

result, markets were not allowed to function freely and foster healthy eco-

nomic competition, which markedly reduced the dynamism of their

economies.

Figure 2
Corruption and oil rents per capita by country
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Future challenges

To have high consumption levels, even as oil prices fall and oil gradually
becomes exhausted, there is a need to turn capital from an exhaustible resource
into human capital that can remain productive past the time that resources are
extracted. In both types of countries, education policies have made significant
progress. However, the productive employment of these skills has been
problematic. For the national labor force to be employed in competitive jobs,
HOCs and MOCs will need to implement policies that are politically costly.
These policies would, however, need to be fundamentally different in each

type of country.

The challenge for MOCs: Balancing diversification and regime survival
Governments in MOCs confront a political dilemma: Stronger economic growth,
though desirable, requires regimes to take risks that could endanger their
very survival. Private sector growth will require a new social contract that is
based less on guaranteed consumption for the few, and repression for the
rest, and more on personal autonomy for all. But, while a diversified economy

. . . presupposes more space for
... even as oil prices fall and oil ;. .ic enterprise, MoC

gradually becomes exhausted, there  goernments have tended to

is a need to turn capital from an  favor politically connected
exhaustible resource into human  firms, and to block the rise of
capital that can remain productive past thosethey view asa threat.

the time that resources are extracted This practice has impeded
competition, distorted bank

lending, and reduced economic dynamism; but it has helped autocrats preserve
their power.

This system of business patronage has become only more entrenched since
the uprisings of 2011. Large oil revenues from 2011 to 2014 allowed governments
to quell dissent by imitating their richer neighbors and attempting to buy
the political consent of influential groups, most notably the middle class,
including by extending subsidies for energy or housing. While this may have
avoided violent regime change (except in Libya and Yemen), the autocratic
bargain—and any attempt to unravel it—has become more expensive. As
their ability to buy consent collapsed, the regimes that are tempted to stick
with the status quo and hope for a recovery in oil prices will have to crack
down even harder on civil society to survive.

Those countries that opt for reform will require not only political courage,
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but also well-crafted policies. In most Middle Eastern countries, labor market
participation is now among the lowest in the world and energy-to-output
ratios are among the highest. To increase productivity while preserving social
stability, subsidies should be removed with the goal of improving efficiency—
not simply to make fiscal cuts, as oil revenues need to start supporting in-
vestment—rather than consumption and power preservation.

Moreover, governments cannot simply liberalize markets and hope for the
best. The region’s private sector will need active, sustained support to grow
and mature. Managing mixed economies that include state-owned enterprises
and an inchoate private sector will require discipline, so that rent-seeking
does not neutralize creative destruction, while at the same time productive
assets are not squandered or privatized at fire-sale prices.

External imbalances will pose the largest challenge for MOCs. Exchange-rate
flexibility is not particularly useful when a country has no export capacity,
and establishing import or foreign-exchange controls would only generate

corruption and rent-seeking.

The challenges for HOCs: Embracing broad structural changes
While super-rich emirates will be able to live comfortably from the income
generated by their huge wealth funds, other middle income countries, like
Saudi Arabia, Oman, or Bahrain, will find the needed adjustment challenging.
For them, lower oil prices leave no choice other than considering more productive
ways of organizing their society.

Saudi Arabia seems to have recently embraced the challenge. Last year, it
issued Vision 2030, which is being hailed, and criticized, for its ambition.
Among its most glamorous aspects is a diversification of its portfolio’s assets
and selling parts of Aramco to constitute the largest wealth fund in the world,
which will be invested in non-oil assets. The vision proposes turning the
kingdom into the fifteenth-largest world economy, based on skills, capital,
open markets, and good governance, but also keeping its labor market open.

Financial diversification makes eminent sense. However, the real challenge
is left unaddressed in the vision. For all its talk about reducing inefficiencies,
the largest inefficiency, that of low labor force participation by Saudi nationals,
is not addressed centrally. But as long as incentive systems do not change
fundamentally, more private sector jobs will only attract more migrants rather
than employ more Saudi men and women.

The extent of saving from other inefficiencies is limited by comparison.

In particular, the total cost of energy subsidies is about 7% of GDP. On the
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other hand, because national labor is grossly under-employed, improvement
in its participation and productivity would bring much larger benefits. Right
now, only 40% of the working age population works, compared to 60% in the
0ECD, and when they do, it is largely in overstaffed public agencies. Low labor
productivity is presently at the heart of the development model of Saudi
Arabia. While much of the super-rich GCC can afford such a model, Saudi Arabia,
with its population of 20 million, and oil revenues of only $5,500/capita,
needs to find a more productive development model. The current arrangement
may have made sense when petro-dollars were plentiful and its population
small but it became unsustainable as the population outgrew oil revenues.
More than the much-heralded political deal of the ruling family with the
clergy, it is its parallel alliances with businesses for a free hand at importing
labor from abroad, and with citizens for guaranteed public sector jobs, that

. is the heart of the modern
If the wage gap between migrant and

Saudi reservation wages does not narrow ... qap between migrant
dramatically, nationals are simply not ang saudi reservation wages
employable in the private sector does not narrow dramati-

cally, nationals are simply

political settlement. If the

not employable in the private sector. Whenever Saudi Arabia has tried to
reduce pressure for hiring in the public sector, it has been met with a rise in
unemployment. Under the current incentives system, the vision’s plans for
privatization and improvements in civil service productivity will actually
destroy jobs occupied by Saudi nationals.

The challenge of creating jobs for Saudis may seem like a problem of riches.
Some would argue that all Saudi Arabia needs to do is substitute Saudi for
foreign workers in existing positions. But simple substitution will not do.
Current jobs are either overly low-skill or high-skill intensive. Structural
changes will be needed for manual jobs to be upgraded, using capital and
technology. This will also eliminate much of the menial positions. On the
other hand, overly skilled jobs, largely due to massive energy and capital
subsidies, need to be downgraded to create more middle skills positions.
Companies need to not only pay sufficiently to attract Saudis to these positions,
but also start training them so they can improve their productivity. For any
of this to happen, the labor market will need to become much tighter.

The productive solution thus requires a dramatic reduction in the number
of foreign workers, so that national wages can increase to levels commensurate

with Saudi reservation wages. The alternative is to slowly become a poor welfare
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state. At the same time, opening up to foreign direct investment further will
support job creation, even as it may hurt domestic business by introducing
more competition in local markets. Saudi Arabia has embarked on a ‘Saudization’
program by requiring businesses in some sectors to hire Saudi nationals. So
far, the private sector has largely resisted these policies. Managing the labor
market by decree has thus far proven difficult. More effective methods to
ration migrant jobs will have to be found, necessitating both regulatory
capacities, and a political will. Already, unemployment is officially at 11.6%,

32.8% for women, and 294% goma would argue that all Saudi

Arabia needs to do is substitute
Saudi for foreign workers in existing
positions. But simple substitution
will not do

for youth—the real figures are
likely to be much larger when
one accounts for discouraged
workers. There are over 200,000
youth coming to market annu-
ally and as education levels continue to rise—nearly two-thirds of youths go
to university—social pressure can only rise.

The real constraint on job creation in Saudi Arabia has to be found in
its particular political economy. With lower oil rents to share, the domestic
settlement comes under strain, and something will have to give. But cutting
support for either businessmen or the population will undermine the current
national pact. How the ruling families of the Gulf will adjust the ways power
is exercised in their countries remains uncertain. Going with entrepreneurs
will require easing repressive policies. Going with the population will gener-
ate demands for democratization down the line. Either way, the choices made,
whether implicit or explicit, will be profoundly important.

In sum, all oil-producing countries in the Middle East face an historic
economic challenge that will deeply affect their future. Yet, there is no simple

or single best-practice reform
path that can be recommended, The real constraint on job creation in

as solutions will have to be Saudi Arabia has to be found in its
found for the specific set of particular pOlitiC&l economy. With
political, economic, and social lower oil rents to share, the domestic
circumstances facing each settlement comes under strain, and

country. But one thing is sure: something will have to give
Countries that opt for reform

will require political courage and well-crafted policies. So while it is hard to
predict what a future of low oil revenues will mean for the Middle East, one

can at least say that one way or another, the region will come out deeply
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affected. The region’s elites can either embrace change, and be transformed
by it, or do nothing and risk a precipitous decline. And the time to choose is

running out.
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