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The challenges of heavy reliance on oil revenues
From the developmental perspective, multiple challenges arise

Oil rents in the Arab World, 1975-2016

1.

The oil industry does not generate a stable source of income
as oil prices fluctuate widely; in some countries oil rents are not
big enough to provide sufficient income for growing populations
and an extensive welfare system.

2

The oil industry is capital intensive in nature and does not
generate enough jobs for the hundreds of thousands entering the
labour market each year.

3.

There has been a paradigm shift about the future prospects
of global oil demand; the concept of peak oil demand is now
more widely accepted.

Source: World Bank, OIES

How should oil exporters adapt to the current energy
transition given there are limits to how quickly their
economies can implement the needed and painful structural
reforms?

The energy transition and oil demand prospects
Oil demand prospects have become increasingly uncertain due to
climate change policies, technology advances and change in social
preferences

Global oil demand projections, 1965 – 2040E

Range of uncertainty is very high:
Projections are highly sensitive to underlying assumptions such as
GDP, population, efficiency gains, carbon pricing, the interactions
of various technologies.
Possibility of multiple peaks due to rebound effects:
A peak in oil demand could cause oil prices to fall, triggering higher
demand from consumers.
But no sharp fall in oil demand expected in most scenarios
Oil will continue to be an important part of the energy mix for the
foreseeable future but growth in oil demand expected to slow
Fast transitions rarely happen, but the possibility of a fast transition
cannot be entirely discounted.
Source: Dale and Fattouh (2018), OIES

Slow versus fast transition: Uncertain transition path
Slow transition

Fast transition

Historical data (coal over centuries, oil for decades).
Opportunity-driven; interfuel substitution.

Some previous “fast” historical transitions
(country- and industry-specific, seen in end-use technologies).

Massive infrastructure built around the fuel.

Problem-driven, managed or incentivised:
policy play a key role.

Lock-in and path dependency.

Speed likely to differ across sectors and regions.

Huge sunk costs create inertia and economic incentives
to utilise infrastructure until it is written-off.

Not just influenced by changes in the energy sector;
draws on synergistic advances
(e.g. blockchain, computing, materials science etc.).

Incumbents “fight back” and delay the transition.

(i) The speed of the energy transition is highly uncertain
(ii) The speed is not uniform across the globe

But impact is already being felt and there has been a shift in
perceptions from scarcity to abundance in a carbon constrained world

Technological improvements
Acceleration in efficiency
Climate change mitigation
Competitiveness of renewables
Changing social preferences

Swinging of the Pendulum
•

Peak oil supply & scarcity rents

•

Peak oil demand; oil abundance

•

Preserve & manage resources for
future generations

•

Significant amounts of oil may never be
extracted

•

Heavy dependence on a single export
commodity (oil) with a highly volatile
price

•

Slowing in oil demand; competitive oil
markets; falling margins; uncertain future
demand for oil exports

Implications for oil exporters
Responding to a changing environment
Puts the diversification debate in new context
to

Summary of Vision 2030 goals
Theme

Is oil underground worth more in the future? Sell oil now
diversify asset base and income – the IPO of Saudi
Aramco can be seen in this context.
Implement economic reforms to adjust to a lower price
environment and diversify economic base and income
sources
Biggest challenge is how to create a new source of
income for governments.
Deep structural reforms which include tax reform
(taxation of business and individuals and labour market
reforms

Goes at the heart of the political economy structure of
these
countries

A
Thriving
Economy

Goals

Current

2030

Private sector contribution
(% of GDP)

40

65

Logistics Performance Index
(Rank)

49

25

Non-oil exports
(% of non-oil GDP)

16

50

Public Investment Fund assets
(SR bn)

600

7,000

Global Competitiveness Index
(Rank)

25

10

Annual FDI inflows
( % of GDP)

3.8

5.7

Domestic output of o+g sector
(% of total)

40

75

Kingdom’s GDP size
(Rank)

19th

Top 15

Saudi unemployment rate
(% of Saudi labor force)

11.6

7.0

Female participation rate
(% of working age females)

22

30

SME output
(% of total GDP)

20

35

Source: Fattouh & Harris, 2017

How should oil exporters adapt to the current energy
transition whose speed is highly uncertain and given there are
limits on how fast they can restructure their economies?

Energy sector to play a more active role in the diversification process
Integration, optimization, adaptation

1.

The oil sector will continue to dominate the GCC oil-exporting
economies but it needs to play a much more active role in the
diversification process through local content policies and forward and
backward linkages + integrate low carbon technologies into core assets

Global supply-demand prospects under no
upstream investments scenario, 1965 – 2040E

2.

Governments should pursue measures to optimise the resource
base (efficiency, pricing reform, increase role of gas and renewables in
the energy mix).

Extend the use of oil through investing in technologies that reduce
3.the carbon
footprint in production and consumption, investing in new
areas of application, and maintaining relative competitiveness of oil (this
comes at a cost, but can be thought of as an insurance against
heightened uncertainty)

In the long-term, diversification of the GCC oil-exporting economies,
which requires deep structural reforms, remains the main adaptation
strategy that these countries need to pursue.

Large investments will still be needed in the oil
sectors of the Arab world to fill the gap in
supply.
Source: IEA, OIES

Fast Monetization : Is this the answer?
Is this a stable equilibrium?
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Supply-demand curve

Demand curve will shift downwards as demand peaks.
Supply curve will shift upwards as producers rush to maximise output.

The oil price will fall towards the marginal physical cost and we will end
up with a smooth supply curve with low-cost producers putting their oil in
the market first.
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Price of oil equate to the marginal cost of production is not realistic
even in a world of ‘abundant’ resources.
Low oil prices will generate rebound demand effects in the absence of
carbon taxes.

P1

Inability to attract investment to increase productive capacity and
ensure sustainable flow of supply in low price environment.
Oil exporters highly undiversified and heavily reliant on oil revenues.
Sharp adjustment to such low prices can induce pains and could cause
social and political unrest in many key oil-exporting countries.

Q1 Q0

Q

Diversification is a complex and difficult process and takes time.
Very few industries generate the rents that oil and gas industry does.
Source: OIES

The ‘social cost’ of producing oil in the Middle East is high
Slow shift to a more competitive market

Oil exporters’ fiscal cost curve in 2018

In the absence of diversification, oil producing countries need high oil
prices for their economies to function.
In addition to the physical cost, there is the ‘social cost’ for producing
oil: a. Diversification efforts successful, then social cost is low;
b. If unsuccessful, the social cost is high.
Notion of ‘low cost reserve’ needs to be redefined.

More probable scenario:
Shift to a competitive market will be slow
Producers will continue to cooperate to restrict output though
cooperation would become more difficult over time as demand growth slows
down.
Comes at a cost: keeping prices high accelerates demand reduction and
leads to the emergence of new sources of supply.
But the alternative of pursuing competition at any cost is very costly.

Key OPEC and n-OPEC producers agreed recently to shift the
goalposts towards developing a framework for long-term cooperation.

mb/d, Total crude oil production

Source: IMF, OIES
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