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US dollars ($) = .3845 Omani Rials (RO) (since 1986)



FOR OFFICIAL USE ONLY

PREFACE

This report was prepared at the :equest of the Government of Oman, which asked in late
1991 that the Bank exaniine Oman's longer-tern economic prospects, provide a frank assessment
of the Government's economic policies, and suggest changes where they appeared desirable. The
Government helped greatly in the preparation of the report. With the support of the Deputy
Prime Minister for Financial and Economic Affairs and the Secretary General of the Development
Council, Bank mission members were afforded generous access to goverment ministers, who
provided a frank and comprehensive overview of prospects, problems, constraints and public
policies, and facilitated access to officials. The General Secretariat of the~ Development Council
provided the mission with infornation, logistical and other sup,port, and general guidance.
Development Council Secretariat staff counterparts worked with, and provided infornation to,
Bank staff members. The Bank acknowledges with gratitude this exceptional level of assistance.
However, it wishes to make clear that no Omani official is to be held responsible for, or
associated with, particular conclusions that it has reached, nor with any of the recommendations
of the report.

The report was prepared by a Bank mission that visited Oman in January-February 1993,
following a preparatory mission in April 1992. The mission members comprised Ibrahim
Elbadawi (Mission Leader, Macroeconomic Modeling and Economic Diversification); Hideo
Hashimoto (Petroleum and Gas Developments and Optimum Savings); Nader Majd
(Macroeconomic Modeling and Projections); Abdelaleem Sharshar (Private Sector Performance,
Subsidization and Privatization); and Derek White (Recent Economic Developments, The Role of
Government, Eliminating Deficits, Financial Institutions and Omanization). William Tyler

participated in pre-mission discussions of the issues with the Government, led the discussions of
an earlier draft with the Government, and provided general support throughout the development
of this report. Overall coordination and integration of the various parts of the report were carried
out by Derek White. The fial revisions were incorporated by Abdelaleem Sharshar. Professor
Hossein Askari (George Washington University), contributed valuable clarifications to an early
draft. Professor John Cuddington (Georgetown University) suggested a number of further
clarifications and proposed useful expositional imiiprovements. The task of the mission was
facilitated by access to preliminary versions of two Bank reports being prepared in parallel with
this report, viz.: Oman: Review of Recurrent Public Expenditure, June 1993, and Report to the
Sultanate of Oman on Legal Reform to Encourage Private Sector Investment, April 1993.

A draft of the report served as the basis for further intensive discussions with the Omani
authorities over the period October 23-28, 1993. These exchanges resulted in mutually sharpened
awareness of the key economic policy issues and choices confronting Oman. A chapter-by-
chapter review of the report with the Secretary General and staff of the Development Council led
to the identification and correction of a number of errors of fact and interpretation, to a fuller
presentation of the Government's fiscal position, to improved analysis of the Government's
strategic investment choices, and to improved presentation of the Government's Omanization
policies.

This document has a restricted distnbution and ma) be used by recipients only in the performance Of their
official duties. Its contents may not othemwise be disclosed without World Bank authorizaion.
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EXECUTIVE SUMMARY AND CONCLUSIONS

Background

1. Over the two decades since the Goverrnent began its drivc for economic, social and political
development, Oman has made remarkable strides. Physical infrastructure has been brought up to
advanced, modern standards over much of the country. Basic healtii indicators reveal dramatic
improvements in life expectancy and sharp reductions in infant mortality. The coverage of
primary education has become almost universal. Twenty percent of boys and girls now attend
secondary schools and growing numbers of students in a widening range of fields are graduating
from Sultan Qaboos UJniversity. Other students are being trained in teacher, nursing and technical
institutions. Oman has also developed a complex structure of government and public institutions
and an elaborate legal and regulatory framework governing private economic activity.

The Government's Basic Objectives

2. The Government's basic objectives havc been: to develop Oman's human resources and
distribute oil wealth equitably by providing free public education and largely free public health
services; to foster an expansion of private sector agriculture, fishing, manufacturing and tourism
through the provision of supporting infrastructure and subsidies; and to encourage growing and
higher-level participation by Omanis in the economic life of the country by implementing an
active program of "Omanization." A fundamental aim of the Government's efforts to strengthen
the private sector has been to promote economic diversification into non-oil goods production so
as to enable Oman to avoid a post-resource era collapse in exports and a consequent decline in
Omani standards of consumption.

Economic Performance

3. Rapid growth in oil reserves, rising rates of extraction and sharply rising oil prices were
accompanied by an explosion in public oil revenues during the 1970s and up until 1981,
triggering a massive expansion in public spending. However, since 1981, Oman's economic
situation has undergone a fundamental change. Oil prices crested in 1981 at nearly $37 a barrel,
declined slowly until 1985, and then collapsed in 1986 to $13.43 a barrel. While rising rates of
extraction during the eighties offset the decline in prices, Oman's oil earnings remained virtually
unchanged, overall, from 1981 to 1991. Oil reserves continued to rise rapidly until 1985, but an
even sharper rise in the rate of extraction led to a decline in their expected life, from a maximum
of nearly 26 years in 1984 to about 18 in 1991. Although oil prices have recovered from the
lows of 1986 and 1988, they have remained, apart from a spike to $21 during the Gulf war,
below US$i8 a barrel.

4. Even now, the Government has mnade only a partial expenditure adjustment to the stagnation in
its oil revenues. In consequence, its financial position has seriously deteriorated and continues to
do so. This is apparent in: an almost unbroken string of deficits since 1981; declining
contributions to the State General Reserve Fund (SGRF); a substantial rise in external debt;
increased recourse to borrowing from the domestic private sector; a massive, recent accumulation
of negative changes in the Government's accounts; and the virtual disappearance of net
government financial reserves. The deficits have been the result of an exceptionally high level of
defense and national security expenditures, coupled with continued strong growth in civil
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recurrent expenditures. The use of the SGRF as an oil revenue stabilization fund has preempted
its potential as a vehicl . for long-term public savings and investment. The planned allocation of
most of the money flowing into the State Emergency Reserve Fund to the financing of planned
public sector deficits means that funds are not available to deal with genuine emergencies.

5. Particularly troubling features of Oman's economic performance have been the very
pronounced overall decline in saving and investment - especially public saving and investment --
over the past decade and a half and the overall shift in the structure of output towards the
production of services. The latter mainly reflects a decline in the value of oil production, a
pronounced decline in construction, and the growth of government and public services. While
manufacturing production has grown strongly -- from only 0.5 percent of GDP in 1976 to over
4 percent in 1991 -- and the share of agriculture and fisheries in GDP has also increased -- from
2.1 percent of GDP in 1976 to 3.7 percent in 1991 - these two key, non-oil goods-producing
sectors remain relatively small.

6. Non-oil goods production remains dwarfed by oil, gas and services. Public and govemment
services alone claimned 17 percent of GDP in 1991 -- more than twice the share of agriculture,
fisheries and manufacturing combined. Non-oi] goods exports are only 4 to 5 percent of total
exports. Private investment has declined appreciably as a share of total and non-oil GDP since
1986. Only about a fifth of this investment goes into manufacturing. Economic diversification
into non-oil tradeable goods production thus remains limited and ihere is little sign of an immninent
breakout.

7. Oman's economic performance raises the following basic questions:

- Is the Government saving enough and prc.perly investing enough to prevent a post-oil and
gas era letdown in overall consumption?

- What will be the economic consequences if the Government continues its present financial
policies?

- Can the Government accelerate the process of industrial diversification; if so, how?

- Is the Government trying to do too much and is it spending too much in some areas?

- What is the best way, first to bring public expenditures and revenues into better balance,
and then to increase the long-term rate of public saving?

- What would be the most effective way to strengthen the private sector?

- Are the Government's efforts to Omanize the economy compatible with the maximization
of Omanis' economic welfare and Oman's long-term need for efficient labor and goods
markets?

These questions are addressed in Chapters 3-9 of this report.
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The Adequacy of National Saving

8. Oman's oil and gas wealth, being depletable, is analogous to a large inheritance. If too

much is consumed and not enough invested, or if enough is saved but the proceeds are invested
poorly, the inheritance will sooner or later be dissipated, leaving the country much poorer at some
point in the future. To avoid this outcome, what should be consumed is the permanent income
from oil, gas and invested capital -- not the transitory, realized oil and gas wealth itself. This
means that, at each point in time, a substantial fraction of the proceeds of oil and gas extraction
should be saved. The critical question is, "How much"? For the purposes of this report,
optimum rates of consumption and saving have been calculated for Oman, using a formal, Bank-
developed mathematical model (Chapter 3, Annexes A-B3). The model idenitifies the initial level

and steady growth rate of consumption that can be sustained indefinitely from the proceeds of oil

and gas extraction plus earnings on past and future investments, and, thus, for each point in time,
optimum national saving. To arrive at these results, it was necessary to make reasonably realistic
assumptions about: Oman's oil and gas reserves; the real rate of return on safe, long-term
investments; and Oman's implicit social discount rate (i.e., the "interest" rate that is used by
Omani society to discount future consumption versus present consumption. Present rates of
extraction from existing fields were assumed to continue. World Bank projections of future real

oil and gas prices were used to value future output.

9. The results shew that Oman. like most neighboring oil and gas producers, is currently
spending an excessive proportion of the proceeds of extraction on current consumption. In other

words, it is consuming its capital at a ,apid rate. The present rate of Omani national saving (17.6

percent of GNP in1 1991 on the basis of Development Council figures) is far below the current
optimum rate of about 39 percent. Furthermore, the optimum rate is estimated to rise to a
maximum of about 64 percent by around 2009, before dropping back towards the long-term
desired rate. These results somewhat overstate required national saving because the model does

not allow for the income and saving of labor. They are also subject to a margin of error because
the eventual size of reserves of oil and gas and the real rate of return on capital can only be
approximated. However, they strongly suggest that the Govcrnment would be prudent to cut the
present level and future growth of consumption - particularly public consumption - very
substantially if it wishes to forestall a gradual, but increasingly severe, decline in Omani standards
of consumption when the economy moves into the post-resource era.

10. Moreover, it is critically important not merely for public saving to be substantially
increased but for the funds to be invested in assets yielding the highest attainable risk-adjusted
real rates of return. This means limiting domestic investment to those projects yielding risk-
adjusted real (ex post) returns above, or equal to, those obtainable on external investment. This,

in turn, calls for effective institutional mechanisms to ensure such an outcome through:
(i) determination of an efficient allocation of public saving between foreign and domestic
investment; (ii) an effective monitoAng of foreign and domestic investment performance;
(iii) efficient implementation of Oman's foreign investment program; and (iv) upgrading the
capability of institutions involved in establishing sectoral and programs' priorities and in the
analysis of financial and economic returns on domestic investments. These roles could perhaps be
performed within Oman's existing institutional framework by a high level authority whose

membership includes the newly created Ministry of Development, the Ministry of Finance, the
Central Bank of Oman, and the SGRF. The function of such authority would be to determine
and manage Oman's investment portfolio in general and foreign investment in particular.
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Public Financial Policies

11. Given the dominant role of public expenditure in Oman, the Government's financial
performance has major ramifications for the entire economy. For this reason, a formal,macroeconomic modeling framework was used to examnine the implications of two contrasting,
future-oriented scenarios (Chapter 4, Annex C). One scenario assumed the continuance of present
public financial and other policies. The other assumed some highly iriportant changes: (1) a risein the rate of public saving towards optimum levels; (2) the adoption of measures to raise the
productivity of Omani labor and increased efficiency of capital; (3) the elimination of subsidies;
and (4) the introduction of a modest general sales tax.

12. The results are striking. A continuance of recent expenditure trends would quickly lead toa huge public sector financial deficit, a massive deterioration in the current account of the balance
of payments, a huge expansion of external public debt, and relatively low levels of private
consumption. The Government's present financial policies ale clearly unsustainable and would
lead to highly undesirable outccmes.

13. The "reform" scenario, on tie other hand, featuring rising public saving -- primarily the
result of sharply reduced public expenditures - leads to a growing public financial surplus,
rapidly expanding goods exports, reduced imports, a significant current account surplus, much
higher GNP and private consumption, the elimination of external debt, and a massive buildup inexternal net reserves. The large rise in goods exports and the substantial decline in goods imports
under the reform scenario reflects the impact of a relatively depreciated real exchange rate
compared with the base case. This leads to sharply increased industrial diversification away fromservices into traded goods productiorn, thereby realizing one of the Government's most important
objectives.

The Real Exchange Rate and "Dutch Disese"

14. Increased diversification into tradeable goods production is the reverse of the so-called
"Dutch disease." The latter occurs when a major increase in domestic spending takes place as aconsequence of the large-scale development of a natural resource and an associated large-scale
increase in public revenues and expenditires. This drives up the prices of domestic services
relative to those of domestic tradeable goods, i.e., it produces an appreciation of the real
exchange rate (Chapter 5, Annex D). (Domestic tradeable goods prices cannot rise because they
are kept in check by international competition.) The result is that tradeable goods production
becomes less profitable than the production of domestic services. Rising domestic demand also
raises the cost of domestic labor and capital. This further reduces the profitability of domestic
production of tradeables. Countries, such as Oman, experiencing a resource boom thus typically
experience a gradual decline in tradeable goods vis-a-vis services production as factors of
production are redeployed in response to the fimdamental changes in relative prices and costs.

15. Oman did, in fact, experience an appreciation of the real exchange rate from the late
1970s to the early 1980s. It was accompanied by a relative rise in services production and arelative decline in agriculture and fisheries production, a; expected. The depreciation of the real
exchange rate after 1986 also, predictably, led to renewed relative expansion in agriculture and
fisheries. However, manufacturing did not apparently respond to the appreciation and subsequent
depreciation of the real exchange . -, Iartly because its response time is far slower, given the
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heavy fixed investmint in plant and equipment involved in manufactring and the sunken costs of
an investment, once made. Moreover, continued high public spending on services meant that the
demand for, and the prices of, factors of production, including urban labor, remained high,
reducing the incentive for those factors to seek employment in goods production, Ncnetheless,
the Bank's macroeconomic model projections show that, over time, the combination of a sustained
reduction in the public s'Ctor's demand for domestic factors of production and the depreciation of
the real exchange rate resulting from increased investment abroad leads to a pronounced shift in
output away from the domestic production of services and into the production of goods (including
manufactured goods) for export and the repiacement of imports.

16. If the Omani authorities do decide to increase public saving and external investment, with
the objective of fostering economic diversification, substantially offsetting the adverse
consequences for the balance of payments either by raising domestic interest rates and deflating
the domestic economy or by depreciating the nominal exchange rate. Domestic deflation would
entail significant transitional costs in terms of unemployment and reduced output. Such
consequences would make it difficult to sustain. A nominal exchange rate d.preciation would
produce an immediate depreciation of the real exchange rate, would be less economically and
socially costly, and would be mote likely to gain social and political acceptance.

ThI} kole of the Government

17. The role of government in Oman goes considerably beyond the traditional functions of
providing public goods, developing public institutions, promoting efficient resource allocation,
stabilizing the economy and promoting an equitable distribution of national income. At the same
time, the Government's discharge of the traditional functions has been mixed (Chapter 6). There
are serious deficiencies in the quality of basic health and educational services. The legal
framework governing private investment and business activity is inadequate. Efficient resource
allocation has been promoted by low tariffs and the absence of foreign exchange controls but
hampered by public monopolies, legally sanctioned monopolistic private trading and production
arangements, poor rnal allocative efficiency in the public sector, and distortion-creating
subsidies. The stabilization of the economy has been only party effective and at the expense of a
rundown in savings for the future. The promotion of a more equitable regional distribution of
income has been attempted via an expansion of state investment in regional infrastructure but
thwarted by limited productivity growth in agriculture and fishing. The promotion of a raore
equitable interpersonal distribution of income has been fostered by the provision of free access to
education but counteracted by the emergence of a privileged class of highly paid public
employees, private entrepreneurs and upper-level private sector employees.

18. The Omani Government's extensive invol-ement in the economy includes: the direct
provision of a range of commercial goods and services; guidance and subsidies to private sector
activity; controls over the labor market and investment; targeted and subsidized Omanization; the
provision of medium-term financing to the private sector; overinvestment (by normal developing
country standards) in urban infrastructure and public buildings; and the supply of extensive
municipal services. Most of this involvement appears unnecessary and counterproductive. The
cost of government could be considerably reduced, and the efficiency of the economy greatly
increased, by narrowing the Government's focus and concentrating its efforts on the effective
fulfillment of the traditional public functions.
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Cutting the Public Sector Deficit and Raising Public Saving

19. Cutting the public secto. deficit should bc achieved mainly by cutting public spending,
which is exceptionally high by international standards (Chiapter 7). Public consumption accounts
for almost a half of total consumption and public invest.nent, for over three fifths of total
investment. The large element of rant in present public sector wages, salaries and allowances
cannot be sustained indefinitely. Ways must sooner or later be found to bring public sector
remuneration more into line with levels in the private sector.

20. The greatest potential for reducing public spending lies in the area of defense and national
security outlays. These are among the highest in the world, equivalent to more than three-
quarters of all civil recurrent expenditures combined, three times expenditures on education, and
seven times expenditures on health. Recurrent expenditures on education and health (which
account for 35 percent of civil recurrent expenditure) can only, by virtue of their relatively small
size, make a modest contribution.

21. Nonetheless, the provision of mainly free medical goods and services and free education
encourages waste that should be eliminated by the imposition of (initially nominal), selective user
fees, notably on medicines, laboratory services, visits to doctors and clinics, school textbooks and
higher t%;ucation. For low-income people, user fees could be a smaller percentage of the cost of
supply (in the case of medical and textbook charges) or offset by loans (in the case of higher
education). Savings in the health area could also be achieved through better use of hospitals,
reductions in the cost of hospital construction, the elimination of redundant staff, and competitive
procurement of drugs and medical supplies. In the area of education, there appears to be room
for a reduction in administrative costs. More generally, there is considerable scope throughout
the public service for a reduction in overstaffing, administrative reform, the simplification of
procedures, and improvements in efficiency.

22. Civil development expenditures, although substantially reduced from earlier levels, could
also be cut. They are still high by developing country standards and some are being
inappropriately used as a primary instrument of job and income creation in economically deprived
areas, instead of being confmed mainly to high-yield activities supporting private production.
While socially attractive, the typically overlooked costs to Oman of such expenditures include:
foregone higher earnings on external investments; foregone ir.dustrial diversification resulting
from the maintenance of a more appreciated real exchange rate than would be the case if the
public capital involved were allocated to external investments; a weaker private sector; and the
future operation and maintenance costs of additional public infrastructure.

23. Increased public saving should be sought mainly from a reduction in excess demand for
public services, frc ; expenditure cuts, and from improvements in efficiency; however, the
introduction of some fees, cost recovery charges and taxes would be justified in its own right. In
addition to user fees in education and health, cost recovery (which should be based on the
accurate identification of unit costs) should be sought wherever public expenditures confer
substantial benefits on limited groups of private individuals (as in higher education and certain
aspects of Omanization). The introduction of income taxes on high-income earners, as well as
taxes on cars, luxury consumer goods and expensive houses, could reduce labor market-distorting
public/private sector salary differentials on an after-tax basis and thereby help moderate present
income disparities and labor market distortions. Corporatz taxes on Omnani, as well as foreign,
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corporations would encourage domestic firms to be as efficient as, and compete full)y with.
foreign finns. Corporate taxes on state enterprises would be justified where these enterprises are
in competition with private firms.

Strengthening the Private Sector

24. The dominance of public spending has been the major factor inhibiting the development of
an independent and dynarnic private sector (Chapter 8). Other factors include: a legal and
regulatory framework that establishes serious barriers to investment and the entrv of new firms as
well as sanctioning monopolistic practices; discrimination against, and failure to promowe or
provide adequate protection to, foreign investment; and the preemptive role of the public sector in
utilities, transport, conmmunications, development banking, hotels and some areas of
manufacturing. The system of industrial subsidies is distortional, habit-forming and costly. The
need for subsidies could be reduced if the Government were to pursue appropriate savings and
other policies. Subsidies should not be the main instrument of industrial diversification. For
social reasons, some temporary, countervailing subsidies may be unavoidable: for example,
where neighboring states' subsidy policies are undermining the livelihood of Omani farmers.
However, the preferred remedy is a GCC agreement on the downscaling and harmonization of
such subsidies or, failing that, the imposition of countervailing duties, where practicable.

25. The Government's divestiture of its public enterprise holdings, if implemented in the right
way and supported by other policies to strengthen the private sector, could quickly and effectively
boost the private sector's role. The reservations that have been expressed concerning the
desirability of such divestiture can and should be addressed but should not stop the process. The
proceeds of divestiture should, of course, add to public saving - not facilitate further spending.
The benefits of privatization would include: an improved private/public sector economic balance;
higher and more rapidly rising private income; higher and more rapidly rising overall productivity
and output; expanded outlets and strengthened motives for private saving; the revitalization of the
stock market; the professionalization of management; and the provision of a wider range of
opportunity for able and aspiring Omanis.

26. Successful privatization would call for a clear statement of the Government's objectives
and the establishment of a fair and fully transparent process for carrying it out within a well-
defined legal and regulatory framework. The Government, on its side, must be assured of a
competitive price for its shares. The report proposes initial candidates for privatization and notes
the need for special studies or continued public involvement in other cases.

27. The private sector could be further strengthened by channeling more oil money through
private hands. Possibilities include the subsidization of private schools and medical facilities,
either directly or through the issuance of vouchers to those electing to forego the use of public
services, and an extension of subcontracting to include, e.g., medical laboratory services, the
operation and maintenance of public infrastructure, ministerial transport services, etc. These
measures could reduce public costs, lessen present public sector overloads and improve overall
efficiency by subjecting the public sector to needed competition.

28. Private finpacial institutions could be strengthened by phasing out subsidized public
medium-term lending and encouraging private institutions to move into medium- to long-term
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lending. Efficiency 'n !he allocation of private financial resources could be improved by
removing the ceiliig uvn bank lending rates.

Oiianization, Labor Market Efficiency and the Maximization of Social Welfare

29. Present Omanization policies have four major components (Chapter 9):

(a) Improving the education, training and skills of certain groups of Omanis to enable them to
compete more effectively with expatriates for satisfactory jobs;

(b) Subsidizing private employers (and in some sectors requiring them, through the
establishment of sector Omanization targets) to hire and train Omanis;

(c) Subsidizing the upgrading of Omanis to replace expatriates in the public sector; and

(d) Pursuing economy-wide Omanization targets.

30. The first component, directed towards raising the productivity of Omani nationals, is
consistent with the Govermnent's basic objective of maximizing Omani national welfare. The
critical issues to be addressed are: the most effective ways to raise Omani productivity, and the
priorities for action. Oman's entire education and training system rests on the quality of primary
and secondary education, which is seriously deficient. At the same time, economic and social
returns to public investment in improving these levels of education are typically very high. This
suggests that high priority should be assigned to improving the quality of basic education. Public
investment in training adults is, of necessity, selective. Most forms are typically costlier than
basic education, have a shorter pay-out period and yield lower returns. It is important for the
Goverrunent to bear this in mind in determining the allocation of public funds between basic
education and Omanization-related adult education, training and skills enhancement.

31. The second component entails significant financial, and possibly significant economic,
costs. The financial costs include the direct budgetary costs of the subsidies plus the overhead
costs of administering Omanization. The economic costs are hidden. Where private sector
Omanization means lower productivity for given wages, firms' unit costs are raised. This can
lead to higher product prices, reduced consumer real incomes and lower output. It can also mean
reduced exports and the displacement of domestic production by imports. Such measures tend to
undermine the efficiency of the labor market, which should assure that wages tend towards
equality with the marginal product of labor. Furthermore, the selective impact of these measures
may tend to exacerbate Omani income disparities. It also tends to institutionalize rent-seeking
behavior, to the detriment of long-term competitiveness. Since qualified expatriates can obtain
equivalent positions elsewhere, the main effect of these measures is not, as superficially
perceived, to give Omanis preference vis-a-vis expatriates but to give the individual Omanis
involved preference at the expense of Omani society as a whole.

32. With regard to the third component, while improving the productivity of Omanis through
on-the-job, or closely job related, training is potentially one of the highest-return investments
available to the Government and should be continued. However, public expenditures leading to
increased Omanization of senior positions at current salary levels will tend to exacerbate income



ix

disparities, could benefit private individuals at public cost, and could entail hidden cost borne by
soc.ety if the efficiency of Omani incumbents was lower than that of the replaced expatriates.

33. The Government's purpose of the fourth component is to reduce the number of expatriates
in low productivity services by raising the cost of rent seeking activities where unskilled
expatriates dominate. Also, concerns about the threat to Omani cultural values posed by large
numbers of expatriates, an important intangible consideration appear central. Also significant are
concerns about the extra pressures placed by expatriates on Oman's scarce water and readily
accessible land. However, the costs of arbitrarily restricting the inflow of expatriates when there
is little domestic unemployment would be higher inflation, lower average productivity, reduced
real incomes for Omanis, slower growth and impediments to economic diversification. These

costs could possibly outweigh the benefits, resulting in a decrease in Omanis' overall social
welfare.

34. Maximizing Oman's social welfare means employing additional expatriates only as long as

the marginal benefits from doing so exceed the marginal costs. This means taxing expatriates or
their employers to recover the external marginal costs they impose on Omanis; for example, by
driving up the cost of scarce resources, such as water, and by adding to the need for public

services. (Private employers may be relied upon to balance the direct wage and salary costs of
expatriates against their marginal products.) At present, expatriate labor is directly subsidized
through the provision of below-cost water and electricity to all residents. Subsidies to, and the

undertaxation of, expatriates encourage excess demand for their services. If the full monetary (or

monetary equivalent) external costs of employing expatriates were payable by them or their
employers, there would be no need to establish aggregate Omanization objectives. The market
place would automatically determine the socially optimum aggregate Omanization ratio.

35. An optimum Omanization strategy would be based on recognition of the fundamental need

to raise Omani productivity and develop an efficient labor market. It would rest on the following
six pillars: (1) raising the quality of basic education and improving, particularly through on-the-
job training, the work skills of Omanis; (2) fostering realistic expectations and competitive
attitudes among young Omanis; (3) eliminating present sources of Omani unearned income (rent);
(4) eliminating present labor market imperfections and avoiding the creation of new ones;
(5) unifying the labor market by working, over time, towards the elimination of public/private and
Omani/expatriate remuneration differentials between people having comparable education,
training, skills and experience; and (6) eliminating any implicit subsidization of expatriate
employment by ensuring that the employer or the expatriate employee pay the full marginal
external costs to Oman of the expatriate's residence in Oman.

Sustainable Growth, Industrial Diversification, and Enhanced Efficiency

36. In summary, the Govermnent's development strategy for Oman should focus on the
following:

- Eliminating the public sector deficit, mainly by cutting public expenditures;

- Generating and maintaining a high rate of public saving by substantily reducing public
consumption and permanently restraining its future growth;
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- Allocating a very substantial fraction of total public saving to foreign investment and
ensuring the ex post realization of internationally competitive risk-adjusted economic
returns on both foreign and domestic public investment;

- Establishing separate and effective long-term saving, stabilization and contingency funds;

- Narrowing the scope of government and focusing on the more effective discharge of
traditional public functions;

- Strengthening the private sector by: reforming the legal framework; eliminating
monopolies; attracting foreign capital; privatizing most domestic public enterprises and
authorities; phasing out most subsidies; strengthening the role of the private banks in
long-term financing; and

- Pursuing Omanization simultaneously with the pursuit of efficiency in the labor market
and the optimization of Omanis' social welfare by improving Omanis' education, skills,
training and motivation; by appropriately taxing expatriates; by avoiding the imposition of
quantitative Omanization requirements; by fostering more realistic, competitive and less
rent-seeking attitudes among Omanis; and by gradually removing present labor market
distortions.

37. This strategy would need to be executed as a whole -- not selectively -- since all its parts
are interrelated. It could not be executed at once but would require three to five years. The
particular steps to be taken at each stage would have to be carefully coordinated and closely
monitored. The continued refinement of the national accounts and the carrying out of frequent
surveys of employment, unemployment and the characteristics of the unemployed would be
needed to track progress and identify problems.

38. The central and most critical concern would be to prevent the emergence of widespread
unemployment among Omanis during the implementation phase, as public spending was cut, but
at the same time to leave enough labor market slack to permit diversification into goods-producing
activities to take place. It would be vital to avoid labor shortages as these might cause disruptions
or generate inflationary pressures that could seriously impede or thwart the economic restructuring
process. An effective job information system and close cooperation between business and the
Government with respect to job training would be essential. It would also be critically important
to ensure that measures to strengthen the private sector -- notably, the reform of the legal
framework and the establishment of a vigorous and effective foreign investment promotion unit -
were fully in place as public expenditures were scaled back, so that private investment and
production could quickly take up any slack left by the Government's assumption of a less
dominant role.



SULTANATE OF OMAN

SUSTAINABLE GROWTH AND ECONOMIC DIVERSIFICATION

I
INTRODUCTION AND BACKGROUND

A. Central Themes

1.1 Development in an economy such as Oman's, which is dominated by the extraction of a

depletable natural resource that can be sold at a price considerably above its cost of production.

has three special characteristics. First, the public sector typically dominates the development

process as a consequence of public ownership of the resource and the accrual of the net proceeds

of extraction to the public sector. Second, pervasive economic dependence on public spending

out of resource revenues tends to foster a private economy dominated by rent-seeking behavior.

Third, the government of the country confronts the problem of how to avert economic slowdown

or decline when the resource is eventually exhausted. In analyzing such economies, it must be

recognized that national income, as conventionally measure<', is not adjusted to allow for the

depletion of the resource and thus heavily overstates the extent of gains in the country's material

and social welfare.

1.2 The government of a country with these special characteristics must determine:

- How rapidly to deplete the resource;

- How much to save and invest out of the proceeds of depletion so as to avert a post-

resource era slowdown or decline in consumption;

- How to distribute the proceeds of depletion equitably over the indigenous population;

- What balance to strike between external and domestic public investment;

- What types of domestic public investment are likely to yield the best overall economic

returns;

- Whether, when, how, and to what extent, to foster economic diversification away from

heavy dependence on the one depletable resource;

- How to insulate the economy from the effects of significant fluctuations in the price of the

resource;

- What role should be played by the public sector and how its allocative and administrative

efficiency can be assured;



- How to develop a vigorous, internationall)y competitive private sector, and

- Hou to deflat. excessive public expectations.

IFurthermiore, in the case of Olmlan and certain other Mliddle last oil prodtucers. wvhere the
Government's desire to embarki on an ambitious program of social and economic development
confrontled seveie domnestic absorptive capacity constraints and thius neccssitated large-scale
recourse to expatriatc skills and labor, there was and remains the additional problem of wAhat
limits, if any, to place on the emproyment of expatriates (e.g., ftor cu!tural and environmental
reasons) and howv to deal with the inmnediate social and economic problems resulting from heavy
dependenice on them.

Coverage of this Report

1.3 This report addresses most of the central themes identified above. However, because the
maini decisions have already largely been made, it takes rates of resource depletion as given.
Given constraints on the resources available for this exercise, it has not been possible for the
report to provide the following, despite their obvious importance: analyses of future prospects
and public policy options in agriculture, fishing, tourism and manufacturing; an in-depth analysis
and evaluation of the present development planning and investment selection process; an
examination of external trade prospects, and the identification of critical issues relating to poverty
and the environment. However, the Government's prevailing view that there are serious resource
constraints on future development of agriculture is possibly correct. Opportunities for the
development of an economically viable fishing, tourism, manufacturing industries are limited
only by the Government's ability to provide the legal foundation and the targeted incentives
necessary for a successful private sector development and private investment promotion, both
domestic and foreign, as laid out in Chapter 8, below.. As for development planning, Oman is
clearly in a process of transition, from a heavy emphasis on public investment to a more limited
role of Government and dominance of the private sector. This transition would seemingly
require more emphasis on policy formulation to guide the transition and on monitoring the impact
of policies' implementation on the macroeconomic economic objectives of the Government.
Finally, despite the absence of absolute poverty in Oman as a result of the rapid economic
growth over the last twenty years and the free provision of public health and education services
and subsidization of utility rates to low income users, relative poverty could exist and a strategy
of poverty reduction may be called for. For that, an in-depth poverty assessment study is
recommended.

B. Economic, Social and Political Background

1.4 Oil production in Oman began in 1967. Following the accession of a new government in
1970, a process of modernization and economic and social development was embarked upon.
This accelerated following the quadrupling of oil prices in 1973-74 and the settlement in 1975 of
the civil war in the southern province of Dhofar.

1.5 Large-scale infrastructural development and a massive expansion of health, educational
and other governmental services have taken place over the past two decades, financed by public
revenues flowing from a rapid buildup of oil production to the current level of 250 million barrels
a year. Today, the cities of Oman boast a standard of public infrastructure comparable (and not
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infrequently superior to) that to be found in the advanced industrial countries. The development
of efficient electricity, water and telephone services has permitted people living in the main urban
and many rural communities to enjoy high, modern living standards.

1.6 Omani residents have experienced rapidly rising per capita incomes and have also enjoyed
fair quality, free education and health care. Oman's main social indicators have recorded
remarkable advances (Table 1.1). GNP per capita increased to 10 times its 1970 level by 1980
and more than doubled between 1980 and 1985 to reach US$7,550; however, it had dropped over
30 percent by 1989 as a consequence of the decline in international oil prices. Oman's basic
education and health indicators also reveal dramatic improvement. Net enrollment is now 90
percent at the primary level, 50 percent at the preparatory level and 20 percent at the secondary
level. Sultan Qaboos University, established in 1986, was expected to graduate 556 students in
the 1991-92 academic year, with degrees in arts, education, agriculture, science and engineering.
It is expected to begin graduating medical students in the 1992-93 academic year. Oman also has
5 technical and industrial colleges, 4 teacher training centers, and 4 technical secondary schools,
spread across Oman. Present teacher training centers are to become colleges. In the area of
health, expected age at birth climbed from 44 to 66 years over 1971-90, infant mortality dropped
from 64 to 28 per 1,000 over 1980-1991, and crude death rates from 17 to 7.6 per 1,000 over the
sarne period.

Table 1.1: Oman - Social Indicators

1965 1970 1971 1975 1980 1984 1985 1988 1989 1990 1991

GNP Per Capita (US$) -- 360 -- 1280 3660 7 7550 - 5220 5583 -

Crude Death Rate/1,000 - - 17 _ 7 6 -

Life Expectancy at Birth
(Years) _ 44 _ _ _ _ 66 -

Children Immunization
Coverage (%) -- 40 - _ _ _ 85 -

Infant mortality per
1,000 live births 191 _ _ 64 36 _ _ _ - 28

Population per physician 23790 . - 1700 _ _ _ _
Population per nurse 6420 - 390 _ _
Primay school net

enrollment - _ - 32 _ . 82 _ 90

1.7 While the proceeds of oil production made these truly impressive gains possible, they also
inevitably produced a rather lopsided economy, with output dominated by oil production, the
servicing of the oil industry's requirements, government spending out of oil revenues, and tertiary
service activities ultimately dependent on oil. Petroleum accounted for 95 percent of exports of
Omani origin and petroleum and gas output for 42 percent of GDP in 1991. Non-oil exports of
Omani origin - mainly fish and other ocean products, copper cathodes, and textile, mineral and
vegetable products -- represented only 5 percent of total exports excluding re-exports. Traditional
activities - notably agriculture and fishing, which employ about 52 percent of the indigenous
Omani labor force -- accounted for only 4.4 percent of GDP.

1.8 Rapid economic growth has brought its own problems. Many rural residents do not enjoy
access to the modem amenities available to city dwellers and thus feel underprivileged. Within
the cities and between the cities and the rural areas, there are very substantial and growing



4

disparities in the distribution of income and wealth. Not least, the development of human capital,
while proceeding very rapidly, has not kept pace with that of physical infrastructure. Upgrading
its stock of human capital is one of Oman's most critically important challenges.

1.9 Much of the country's progress in building up its infrastructure and expanding its
coverage of social services of improving quality has hinged upon large-scale, unimpeded imports
of goods and people. In the absence of major recourse to expatriate Akills and labor, Oman could
not have realized the output increases it has achieved and could not have absorbed the enormous
growth of public spending that has taken place witliout generating massive inflation.

1.10 Employed nationals were estimated by the Development Council at 244,390 in 1992.
However, expatriate employment in the same year was estimated at 455,274. Expatriates thus
accounted for about 65 percent of the employed labor force and were concentrated in trade,
construction, community and personal services, manufacturing, and agriculture and fishing. Most
were in lowly paid jobs, with nearly three quarters earning under RO 70 (US$182) per month in
1990. Foreign worker remittances abroad are a significant element in the balance of payments,
amounting to RO 340 million (US$883 million) in 1991. This figure is equal to over a quarter of
the value of Oman's goods imports.

1.11 Over time, the proportion of Omanis in public employment has risen slightly. Whereas
24.1 percent of employed Omanis held government jobs in 1975, the proportion had increased to
25.9 percent in 1990. With the enormous influx of expatriates since 1975 (their numbers are
estimated to have increased from 74,500 in 1975 to the 455,000 level noted above in 1992),
expatriates have come to dorninate the private sector, rising from 39 percent of private sector
employment in 1975 to 70 percent in 1992. They have also i creased their proportion of public
employment, rising from 22 to 35 percent of the total between 1975 and 1992 (Table 1.2).
However, this still leaves the public service predominantly Omani.

Table 1.2: Omani and Non-Omani Employment,
Public and Private Sectors

1975
Public Private Total

'000 % '000 % '000 %

Omani 33.9 78.1 (25.1) 100.0 60.8 (74.9) 134.8 (100.0)
Non-Omani 9.5 21.9 (12.8) 65.0 39.2 (87.2) 74.5 (100.0)

43.4 100.0 165.0 100.0 209.3

1992
Omani 63.2 64.9 (25.9) 181.2 30.1 (74.1) 244.4 (100.0)
Non-Omani 34.1 35.0 (7.5) 421.1 69.9 (92.5) 455.3 (100.0)

97.4 100.0 602.3 100.0 699.7

Source: 1975 data, Oman: Development of Human Resources at Crossroads, World Bank, March 8, 1991 p. Al l.
1992 data, Development Council. Numbers may not add exactly because of rounding.
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1.12 With 52 percent of employed Omanis following traditional pursuits in agriculture and
fishing, and over 35 percent in government, only 13 percent were engaged in the remainder of the
private sector in 1990. The labor market for native Omanis, like the overall labor market, is
clearly highly distorted. Most young, urban Omanis entertain high expectations, regard free
social services as a right, and look primarily to the government sector and the more highly paid
and prestigious parts of the private sector for employment, refusing to do jobs that expatriate
labor (95 percent from the Indian subcontinent and Sri Lanka) is willing to) do or being prepared
to do so only for substantially higher wages.

1.13 There is thus a sharp divergence of economic interest between Omani employe rs seeking
competent labor at the lowest cost and Omani job seekers expecting preferential status, as well as
the potential for increasing unemployment among young, ambitious Oinanis The Government
has attempted to avert realization of this potential by adopting measures to "Omanize" the work
force, focusing particularly on the better-paying parts of the private sector currently dominated by
expatriates. These efforts are described and evaluated in Chapt' r 9.

1.14 The unbalanced character of the Omani economy is further illustrated by the role played
by public spending. In 1991, at 45.8 percent of GDP at market prices, public spending exceeded
total private spending (44.6 percent of GDP). (Net exports, equal to 9.6 percent of GDP,
constituted the balance of demand for GDP). Government consumption (35.4 percent of GDP)
almost equalled private consumption (38.3 percent), while public investment (10.4 percent)
substantially exceeded private (6.3 percent). This demonstrates the vastly larger role for
government than in most economies, where private consumption normally dominates economic
activity, typically accounting for close to two-thirds of total spending.

1.15 The growth of public employment over 1981-90, at 7.2 percent a year, was well in excess
of the rate of labor force growth and has, as noted, absorbed a rising proportion of employed
Omanis. A substantial fraction of Omanis are underqualified for the positions they hold.
Furthermore, there is substantial overstaffing. Informed sources put it at least 10 percent, partly
attributable to unnecessary directorates and sub-directorates in the various ministries.
Government procedures are viewed by many in the private sector as cumbersome and slow.
Public employees are deemed by some private se,.tor groups to be unequal to the tasks required of
them. There is a clear and well-recognized need for reforms in the public sector to improve skills
and eliminate redundancy.

1.16 Notwithstanding the emergence of such problems, several aspects of Oman's oil revenue
use policies represented major steps in the right direetion. The decision in 1980 to place a
significant portion of public oil revenues into a State General Reserve Furd (SGRF) was a
prudent one that stood Oman in good stead when oil prices fell precipitously in 1986. The
establishment, under the Fourth Five-Year Development Plan, of an additional, separate
Contingency Fund was potentially an important additional improvement. This fund could
constitute a first line of defense against unforeseen contingencies, reducing the need for frequent
ad hoc recourse to the SGRF. The SGRF should help insulate the Omani economy from
transitory fluctuations in oil prices and it (or, preferably, a separate fund) is potentially capable of
mitigating to some extent the adverse impact on public revenues of the eventual exhaustion of oil
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and gas reserves. ' Whether the two funds as presently constituted and operated are adequate for
these tasks is taken up below (Chapter 2).

1.17 A difficult problem confronting the Omani authorities in initiating a large expansion of
public spending was how to do so in such a manner as not to introduce major distortions into the
structure of private incentives. A further (although largely unrecognized) problem was whether it
was feasible to prevent a scale of public spending that was clearly far in excess of indigenous
absorptive capacity from simultaneously preempting significant expansion of efflcient export-
oriented and import-substituting activities.

1.18 In the event, the allocation of an important fraction of public revenues to building up
Oman's public infrastructure and to providing free health and educational services to its people
represented a use of public revenues that was relatively non-distorting in its impact on the
allocation of private resources and constituted a way not only of building up future productive
capacity but of spreading oil wealth reasonably equitably. The Government's avoidance of both
large-scale, uneconomic publicly financed indus rial development and massive subsidies to support
uneconomic private development was also commendable. However, it was not possible to prevent
the effect on the real exchange rate of the domestic absorption of the bulk of the oil revenues,
together with the sheer scale of public expenditure, from preventing substantial, simultaneous
expansion of efficient private goods production.

1/ The SGRF was initially established with the intention of providing an inheritance to future generations but has
been used largely as an oil revenue stabilization mechanism.



Chapter Annex Table I.AI: GOVERNMENT REVENUES AND EXPENDITURES (1976 - 1992)

ITEMSMiYARS 1.976 1977 1978 1979 1980 1911 1982 1983 1984 198-5 11986 1987 1988 1989 1990 1991 1992

OHl Revenue 454.7 482.2 457.7 634.6 1095.5 1341.3 1215.7 1277.5 1304.6 1510.0 928.9 1194.9 993 6 1197 4 1701 6 1.515.7 15251I
Transfers to SGRF 0.0 0.0 0.0 0.0 264.3 2115.9 158.4 169.9 172.5 203.2 33.9 51 9 (289 1.13) 213.6 193 0 195.2
Tradisfers to SERF 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 17 0 0i '0 0 82 0 54 1
t. Net off Revenue 454.7 482.2 457.7 634.6 831.2 1125.4 1057.3 1107.6 1132.1 1306.8 895.0 1143.0 95089 1084.4 1 ~38 .( 1240.7 1275.8
2. Non-Oil Revenu 32.6 38.3 44.6 57.6 92.4 136.8 118.1 146.3 208.6 266,2 291.9 427.2 2540o 2PI5 7 348 3 3444 4 4(74.4

A. TOTAL REVENUE 487.3 520.5 502.3 692.2 923.6 1262.2 1175.4 1253.9 1340.7 1573.0 1186.9 1400.2 1204.8 (477)7 I576 1585, 1 169(02
(1+2) I__ _ _ _ _

Goveronent Expenditures
3. Defense & Nat. Sec. 271.3 237.1 264.5 269.0 406.8 521.9 581.3 670.7 728.2 744.9 665.4 583.6 589. 2 6006 742 1 643 777.8

Capital Kip. 92.2 73.0 63.4 22.6 .59.! 71.9 83A4 140.3 159.4 136.0 86(1 42.4 649 1') I 16 I 2j '7 70 6
'All Other Items 179.1 164.1 201.1 246.4 347.7 450.0 497.9 530.4 568.8 608.9 579.4 541.2 525 3 ~81I 7151;6 (,.' 6 747 2

4. CivilIan 107.0 142.0 172.9 188.3 271.2 335.1 388.9 440.6 5047.2 588.8 648 2 @48.5 682 0 760 5 827 8 819 7 960) 5
S. Developmnent 195.1 145.9 122.7 193.1 246.7 317.4 395.2 377.1 464.7 55.0. 532.4 328.8 2802 270 2(75- 8 191 7 4'1 1
6. Support to Fri. Sec. N.A. N.A N.A N.A 25.1 49.4 47.5 58.6 60.2 43.8 40.8 48.2 1,,9 44.1 I ( I 114 49) 3

B. TOTAL 573.4 525.0 560.1 650.4 949.8 1223.8 2412.9 1547.0 1760( 3 1928.4 1886.8 1609.2 15f7 4 1665 8 I1887 -1 181,8 I 225R -7
EXPENDrMRES

(3+4+5+6)

C. GOVERNMENT -86.1 .4.5 -57.8 41.8 .26.2 38.4 .237,5 -293.1 .1 419.6 -355.4 6999 .)-148.9 362 S 29)~ 7 1t21 230 578 
SURPLUSI(DEFICIT(A-0)

D. MEANS OF MEETING
DEFICIT 60.5 124.5 3.35 48.9 300.5 353.7 310.6 368.5 278.4 24R.5 172.6 39 2 100i If I) 97 47') 2 210677
7. Grants (Net) I28.0 92.7 6.7 6L.9 35.? 50.0 14.7 50.7 72.8 88 fl(. 2.7 IS 8 . ' 60l
8. Loans (Net) 42.5 31.8 -10.2 .13.0 1.0 50.5 41.0 162.8 150.7 73.4 2159 52 2 72 I 7.'.' 211
9. Governmnent Bonds 0.0 0.0 0.0 03) 0.0 0.0 0.0 0.0 0.0 0 130 0 I) 7( (i( 70 4 4 I( 
10. Short Loans 0.0 0.0 0.0 (0 1)(0 0.0 (1.) 00 (. (1 ( (1.7) fil 7 , 61 0 ,7

11. Net Movement on 0.0 0.0 0.0 0.0 264.3 253.2 254 9 255.0 54.9 183.9 43 0 88.7 98~ 2 it '4I7- 1 (t 
Reserve I__ __ I _ _ - 74 

12. ResI Surplusi .25.6 220 0 -613 90.7 274.3 392.1 73.2 75.4 241.2 206)9 -527 3 09i.7 462' 2 ( , i', %.
(dericli)(C + D) _ _ _ _ _ _ _ _ _ _ _ __ _ _ 

Movement on Reserve
a. Transfers to SGRF 0.0 0 0 0.0 ((.0 264 3i 215.9 258 4 169.9 172.5 201 2 31 9 ~ ' 7

h. Trarslers to SERF 00 0.0. 0.0 12 0.0 .4 0.0 7 (1. (7471 0( 477 ) (7 
c. Total Transfers (a+ b) 0.0 0 t) 10.0 0.0 264.3 215.9 184 1 64.9 (72.5 20142 39' I 9 42 .II 2
d. Reserve Fundts Incerwe 0.0 0.0 0.0 (.0 0.0 '7 3 Q76.5 65.1 27 4 280.7 449.4 71 2 .47''
e. Total (c +d) 0.0 0.1) 21.0 (7.) 264 I 253.2 254.9 2145.0 7*)499 483 '7 4817 , 7770 I .'' 

r. W.ithdrawals from 0.0 0 0 (A. .1.1) 0( 00 D ( 80.77 2154i 3()7 .7 ('75 I ~ ' 7 1 

P. FundI
g.Net (e-t 0. 10 0 0. 2644 254.2 2-5494 1 55(4 574 'I 7(7' 574 75 ____(__ ~ >7: 7 tf'o 

Source: Devetopment Council
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2
RECENT ECONOMIC DEVELOPMENTSE

A. Oil and Gaq

Oil

2.1 Reserves and Extraction. The initial discovcries in the late sixties establisliedl proven oil
reserves of about 1.8 billion barrels. These were maintained until 1972 and then began to decline
as extraction rose to exceed 100 million barrels a year (Clart 2. 1). Reserves expanded rapidly to
the 4 billion barrel level as new discoveries were made over 1979-84. Since theni. thev have
grown more slowly than the annual rate of extraction, which rose very sharply over 1983-86 and
reached over 240 million barrels in 1991. Consequently, the life of the reserves at the current
rate of extraction had fallen to 17.9 years by 1991 from the 1984 peak of 25.8. Proven reserves
are currently about 4.7 billion barrels. In the past, the proving ol new oil reserves has kept the
life of the reserves from falling very much below the 1968 level. Some proving of new reserves
will almost certainly also occur in the future, both from new discoveries and enhanced recovery
from existing fields. However, it would be inprudent to count on it nor for government policy to
make inadequate provision for savings based on expectation concerning ultimate recoverable
reserves.

CHART 2.1 OIL RESERVES, ANNUAL EXTRACTION AND
LIFE OF RESERVES, 19a7 -
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2.2 Uses. Prior to 1982, virtually all of Oman's oil was exported. Since then, with thc
coming out streamn of the domestic refinery, part of the oil, langing from 13 to 24 million barrels
a year, has been consunied domestically (Chart 2.2).

CHART 2.2: PRODUCTION AND EXPORTS
CRUDE PgTROLEUM
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2.3 Prices. The price at which Oman's oil output could be sold rose precipitously in 1973. It
jumped again in the late 1970s, almost tripling between 1978 and 1981 and reaching US$36.92 a
barrel in the latter year (Chart 2.3). Prices declined steadily over 1982-85 and then plummeted in
1986 to US$13.43 a barrel -- little more than a third of the 1981 peak price. Following some
recovery in 1987, prices fell back to close to the 1986 level in 1988. They have held in the
US$16 to US$18 range over 1989-92, except for 1990, when the Gulf War pushed the average
price up to US$21.43 a barrel.

CHART 2.3: AVERAGE CRUDE OIL
EXPORT PRICES, 1978 -1992
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2.4 flTe rapid rise in the value of Oman's oil production over 1978-81 reflected primarily the
strong increase in prices over that period. The overall effect of oil price declines on the value of
output over the 1981-91 decade was offset by increased production, although the value of output
was depressed over 198(-89 as a consequence of the particularly low oil prices over that period
(Chart 2.4).

CHART 2.4: VALUE OF OIL PRODUCTION,
1978 -1992
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2.5 Reserves. Oman has substantial proven reserves of natural gas, estimated in 1992 at 17
trillion cubic feet (tcf) -- equivalent to 2.9 billion barrels of crude oil (i.e., to about 60 percent of
Oman's oil reserves). Estimated proven reserves were increased to 20 tcf in late 1993. Only 2.7
tcf are in the form of associated gas. Until 1989, reserves stood at 10 tef. New fields discovered
by deep drilling in 1989 and since have added a further 7 tcf of non-associated gas, with highly
valuable condensates. Expectations are for further significant discoveries.

2.6 Uses. It is intended that the pre-1989 fields serve domestic uses and the new discoveries,
a proposed LNG project.2 The use of natural gas for domestic purposes averaged about 185
billion cubic feet (bcf) per annum in 1990-91, equivalent to about 88,000 b/d (about 10 percent of
combined oil and gas equivalent extraction) of which about 130 bcf is associated and 55 bcf non-
associated. Domestic consumption of the gas is approximately as follows:

2/ For further details, see Annex 2.
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Billion cu ft
Govermnent gas pipeline system serving power stations,
copper and cement plants, industrial areas and defense
facilities 60

Sales to gas companies converted into butane, etc., and
distributed in cylinders to households for cooking purposes 15

Oil-field use for fuel and reinjection 85

Flared 25

Total 185

Domestic demand for gas is projected to increase at 5 percent a year. It is currently sold at half
the reference price for crude oil. Consumption by the LNG plant is expected to be 775 million
cubic feet (mcf) a day. Under the present plan, 5 million tons of LNG will be produced and
exported, beginning in 1999. A decision on whether to proceed with the project, based on the
results of ongoing exploration, will be taken at the end of 1994.

B. Public Finance

Allocation of Government Gross Oil Revenues

2.7 Establishment of State General Revenue Fund. Initially, following the beginning of oil
production in 1967, all oil revenues accriing to the Government went directly into the
government accounts. With the explosion in oil revenues resulting from the jump in oil prices
over 1978-81, the Government decided in 1980 to put part of the additional revenues into a
reserve, outside the budget, called the State General Reserve Fund (SGRF), established by Royal
Decree 1/80. The fund was fed not only by its share of Government oil revenues but by its own
earnings and capital appreciation. Although set up initially to provide a source of income for the
future, it was also to be used to finance the state budget in "years when there was a need."

2.8 The proportion of gross public oil revenues flowing into the reserve fund was initially
quite high, reaching 24.3 percent in 1981, but it declined during the early to mid-eighties and
plunged to 3.6 percent in 1986 (Chart 2.5). The proportion remained low until 1990, when
soaring oil prices gave rise to a 42 percent jump in gross oil revenues and additions to the SGRF
climbed to 10.2 percent of the total.

2.9 Establishment of Contingency Fund. In formulating the Fourth Plan, beginning in 1991,
the Government allowed for the establishnment of a Contingency or Emergency Fund, outside the
budget, that would also receive a share of gross oil revenues. Its purpose was to provide an
initial source of funding for the public sector deficit and thus obviate ad hoc recourse to the
SGRF, which could revert to being a more strategic, long-term reserve. Chart 2.6 shows the
overall structure of the Government's financial stocks and flows following the establishment of the
Contingency Fund. Under the Fourth Plan, the share of the SGRF in gross government oil
revenues was to be increased from 5 to 15 percent. It was, in addition, to receive all surplus oil
receipts, defined as those resulting from an oil price above US$25 a barrel. The emergency
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reserve fund was to receive 7.5 percent of oil revenues when the price was between US$18 and

US$20 a barrel and 10 percent when the price was between US$20 and US$22 a barrel. The

additional revenue accruing when the price of oil was between US$22 and US$25 a barrel was to

be allocated to specified public expenditures.

CHART 2.5:. PROPORTION OF GROSS OIL REVENUES

FLOWING INTO THE STATE GENERAL RESERVE FUND
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2.10 Changed SGRF and Contingency Fund Allocations. The rules governing the allocation of
oil revenues to the reserve and contingency funds were altered in 1992 by Resolution 92/12 of the
Council for Financial Affairs. This gave first priority to financing the public expenditure
program set out in the Fourth Plan. The SGRF was to receive each month 15 percent of the oil
proceeds remaining after deducting 1/12 of the year's public expenditure allocation under the
Plan. The Contingency Fund was to receive at least 7.5 percent of the remainder when the price
of oil was between US$18 to US$20 a barrel and about 10 percent when the price of oil was
between US$20 to US$22 a barrel. Additional proceeds resulting from an oil price between
US$20 and US$25 a barrel were to be allocated on the following basis: 40 percent to defense and
security; 30 percent to second and third priority civilian economic development projects up to a
total of RO 162.8 million; 15 percent to civilian recurrent expenditure; and 15 percent to cover
the deficit. Any remaining excess oil proceeds were to be allocated to the SGRF.

Government Revenues. Expenditures and Deficits

2.11 Oil Revenues and Expenditures. Reflecting the explosive run-up in oil prices, public
revenues nearly tripled over 1979-81, temporarily outstripping a huge concomitant rise in public
expenditures (Chart 2.7). From 1982 on, however, with oil revenues flattening and expenditures
continuing to climb, a long string of deficits emerged. The collapse of oil prices in 1986,
following a continuing decline from the peak reached in 1981, resulted in an enormous expansion
of the deficit to the unsustainable level of RO 666 million. When government revenues are
expressed net of transfers to the SGRF, this figure is increased to R.O. 699.9 mnillions (Annex
Table 2.Al). This led to a sharp curtailment of government expenditure over 1986-88. With the
recovery in oil prices in 1989 and a further jump in prices of over a third in 1990 as a
consequence of the Gulf War, government revenues climbed rapidly, again temporarily exceeding
a renewed expansion in government spending. However, with oil revenues declining again in
1991 and development spending surging, a small deficit reemerged. In 1992, with a major
increase in public spending taking place, the deficit rose substantially.

2.12 The main overall cause of the growth in government spending and the emergence of semi-
chronic deficits has been the inexorable rise in civilian recurrent expenditures, coupled with the
maintenance of an extremely high level of defense and national security spending. Whereas
government revenues grew at an average rate of 10.6 percent a year over 1978-91, civilian
recurrent expenditures grew far more rapidly, averaging 12.7 percent a year.

2.13 Chart 2.7 shows that 1986 was a watershed year for the Government's finances.
Following more than a decade of rapidly increasing revenues, the Government after 1985 was
confronted with a situation both of major fluctuations in revenues and negligible overall growth.
With a flattening profile of oil extraction and little prospect of any significant rise in the real price
of oil, this situation is likely to persist as far as oil is concerned although gas development will
provide substantial additional future revenues.



14

CHART 217: GOVERNMENT REVENUE, EXPENDITURE AND DEFICIT*
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2.14 The Government tried to meet the fundamental change in its revenue position after 1986
by substantially cutting public spending, particularly development spending until 1990. By 1991.
total public expenditure was still 3 percent lower than in 1985. despite the significant recovery
that had taken place in revenues. The deficit was accordingly very sharply reduced from its 1986
level. The renewed mnassive expansion of spending in 1992, leading to the re-emergence of aun
unsustainably large deficit, reflects the fact that the Governmlent's policy of trying tO adjust
recurrent expenditures to lower revenues mainly by squeezing initial departmental budigetary
allocations has broken down.

2.15 Shifts in the Structure of Government Expenlditure. The decline in public spending after
1985 was borne, as noted, mainly by development spending and (to a much lesser extent)
expenditures on defense and, national security. Development spending was slashed almost in half.
from a peak of RO 534 million in 1985 to RO 270 million in 1989, while defense expenditures
dropped from RO 745 million in 1985 to RO 589 in 1988. Civilian recurrent expenditures, on
the other hand, merely flattened out between 1986 and 1987, before resuming their rise. One of
the main causes was a continuing rise in government employment, which increased by almost a
fifth over the four years 1986-90. Public service wages and salaries averaged 56 percent of the
recurrent budget over 1987-91 and the overall wage and salary bill rose at an average rate of &
percent a year over the same period.

2.16 The growth of civilian recurrent expenditures at a rate far in excess of the rate of growth
of public revenues, coupled with cuts after 1986 in development spending, has resulted in major
changes in the structure of governmnent spending, with the share of development expenditures
dropping from 27 percent of the total over 1976-82 to 16.4 percent over 1988-90 (Chart 2.8).
W1hile the share of defense and national security has fallen from 46 percent in 1976 to 34 percent
in 1991, it remnains at a very high level by international standards. Civilian recurrent
expenditures rose from only 15 percent of the total in 1976 to 44 percent in 1991.

C HAiRT 2.8: ST R UCTU RE O F
GBOVER NM EN T EXP>EN DITU RES

Supportto Private Sector and Loans

20

Civilian Recurrent Expenditure 

0 ., .- , 

1976 197, 1962 1985 1986 1991
Year

Sourco: Development Council



16

2.17 Government Non-Oil Revenues. Government non-oil revenues in 1976 represented only
7.1 percent of total government revenues. Their share has gradually expanded since to
9.3 percent in 1981, 15.0 percent in 1985 and 18.5 percent in 1991. However, most of the
Government's non-oil and gas current revenue represents non-tax revenue (Table 2.1). Taxes and
fees in 1991 were only 4.4 percent of total government revenues and of that amount, income and
payroll taxes accounted for under 30 percent, with the remainder accounted for by customs duties
and fees, licenses, etc. There are no sales or value added taxes.

Table 2.1: Breakdown of Non-Oil and Gas Current Revenues
(RO Million)

1987 1988 1989 1991 1991

A. Taxes and Fees Revenues 69.0 70.8 64.9 68.5 81.0

Income tax on companies
and establishments 21.2 23.4 16.0 14.4 18.3

Payroll tax 7.? 6.0 6.5 5.8 5.6
Fees on licenses and others 13.6 11.8 13.0 15.4 17.6
Custom duties 29.6 29.6 29.4 32.9 39.5

B. Non-Tax Revenues 174.8 129.3 150.5 196.3 193.9

Electricity Revenues 59.3 47.2 51.3 57.1 59.6
Water Revenue 15.2 12.4 17.3 18.6 19.0
Postal Revenue 2.6 2.5 2.8 3.6 3.7
Airport Revenue 8.3 8.4 8.5 8.3 7.7
Surplus from Public Authorities 2.0 0.6 0.7 0.9 0.6

Rent trom Govt real estate 14.1 20.5 30.2 30.9

Income of Govt investment 1.7 1.9 1.7 1.9 1.6
Interest on Bank deposits and lending 16.8 9.9 14.0 18.8 17.8

13.7 8.5 8.8 7.5 9.3

Others 55.2 23.8 24.9 49.4 43.7

Total of Non-Oil and Gas Cunrent 243.8 200.1 215.4 264.8 274.9

Source: MOF

2.18 Financing the Public Sector Deficit. The public sector deficit has been financed from four
sources: grants, loans, the SGRF/Contingency Fund, and changes in the Government's accounts
(Table 2.2). Grants were important until 1984; since then their net contribution has been

3 The data included in Table 2.2 and in Chart 2.7 above are based on Development Council defmitions that differ

from those used by the Ministry of Finance and Economy in defining the "official' deficit. Oil revenues are defined gross

of contributions to the SGRF and expenditure definitions also vary slightea from those reported by the Central Bank, based

on Ministry of Finance data. An updated ad reformulated table provided by the Development Council to the World Bank

Octobe 1993 mission (Chapter Annex Table 2.A1) presentgovernment revenues on a net basis and shows the means used

to finance the deficit.
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negligible. Loans were important until 1986; since then, repayments have exceeded drawings.
Up until 1984, large payments were made into the SGRF; however, large withdrawals were made
over 1985-88 to finance the deficit. Changes in the Govertunent's accounts, while substantial
from one year to the next, did not accumulate significantly over time until 1989-91, when the
cumulative total reached the very large figure of RO 623.8 million (US$1.6 billion). A
combination of loans and withdrawals from the SGRF fnanced the very large deficits in 1986 and
1988. The SGRF was rebuilt over 1989-91 but the improvement was more than offset by the
cumulation of negative changes in the Government's accounts (Chart 2.9 below).

Government's Net Financial Reserve Position

2.19 The SGRF. The emergence of the series of public sector budgetary d..ficits after 1981
occurred, as noted above, despite the Government's allocation of a rapidly shrinking proportion of
gross oil revenues to the SGRF, particularly after 1985 (Chart 2.9), i.e. despite the allocation of a
higher proportion of oil revenue to the budget. At the same time, from 1982 on, the Government
was making increasingly large withdrawals from the SGRF to finance the deficit, peaking in 1986
at RO 380 million. Fortunately, strong earnings on fund assets over 1985-87 largely offset these
withdrawals, so the balance in the SGRF continued to rise. Over 1987-89, net additions to the
SGRF became negative and the level of the fund fell temporarily below the minimum level of RO
1200 million established by Council of Financial Affairs Resolution No. 4/87. During 1990-92,
the Government rebuilt the SGRF to new highs but at the expense of large deficits in its own
accounts.

Table 2.2: Financing of Government Deficit/Surplus

1976 1977 1978 1979 1980 1981 1982 1983

Deficit/Surplus (98.4) (36.7) (82.8) 30.0 238.1 254.3 (79.1) (123.1)

Grants 18.0 92.7 6.7 61.9 35.2 50.0 14.7 50.7
Loans 42.5 31.8 (10.2) (13.0) 1.0 50.5 41.0 162.8
SGRF 0.0 0.0 0.0 0.0 (274.3) (215.9) (98.4) (89.9)
Change in Govt. Acct. 37.9 (87.8) 86.3 (78.9) 0.0 (138.9) 121.83 (0.5)

Total Financing 98.4 36.7 82.8 (30.0) (238.1) (254.3) 79.1 123.1

1984 1985 1986 1987 1988 1989 1990 1991

Deficit/Surplus (247.1) (152.1) (666.0) (97.0) (319.7) (182.7) 152.5 (8.0)

Grants 72.8 (8.8) (0.3) 2.7 15.8 6.2 (21.7) (1.3)
Loans 150.7 73.4 215.9 (52.2) 72.1 34.6 (147.3 4.9
SGRF (27.5) 96.8 492.4 146.5 231.8 (113.0) (163.6 (184.4)
Change in Govt. Acct. 51.1 (9.3) (42.0) 0.0 0.0 254.9 180.1 188.8

Total Financing 247.1 152.1 666.0 97.0 319.7 12.7 (152.5) 8.0

Source: Development Council
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CHART 2.9: STATE RESERVE FUND AND STATE DEBT
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2.20 Government External and Domestic Borrowing. At the same time that the Govermment
was building up financial reserves after 1980, it continued to borrow. Outstanding debt grew
quite rapidly during the 1980s, reaching a peak of RO 807 million in 1989. In 1991, it stood at
RO 745 million. Beginning in 1991, the Government began borrowing domestically by issuing
Development Bonds. These were seen as a means both of contributing to the financing of the
deficit and of absorbing excess domestic liquidity. RO 40.6 million was raised from Development
Bond sales to finance the deficit in 1991 and RO 138.3 million in 1992.

2.21 Chart 2.9 shows that the growth in the Government's debt has to a considerable extent
offset the growth of the SGRF. In fact, after deducting cumulative debt and the cumulated
negative public sector balances from the estimated balance in the SGRF account, the
Gove-mient's net financial reserve position stood at RO 147 million in 1991 - less than 7 percent
of 1990 gross oil revenues - down from a high of RO 714 million in 1982. It deteriorated
substantially further n.j 1992. The decline in the Government's net reserve position is a further
indication that it has failed to make an adequate adjustment to the basic change in its financial
position beginning in 1982 and intensifying after 1986.

Fourti Plan Intentions versus Outcome

2.22 Under the Fourth Plan, the Goverrunent proposed to reduce the size of the "official"
deficit to 10 percent of total government revenues, discontinue borrowing from abroad, and
eliminate recourse to withdrawals from the SGRF. The Plan projected the cumulative deficit over
the five years 1991-1995 at RO 879 million, of which RO 450 million would be met from
withdrawals from the Emergency Fund and RO 429 million from the issuance of domestic
Development Bonds.

2.23 Actual public spending during the first two years of the Fourth Plan, i.e. 1991 and 1992,
exceeded planned spending by a wide margin (Table 2.3). Actual government expenditures
exceeded planned expenditures by 6 percent in 1991, 23.2 percent in 1992, and are expected to
exceed planned expenditures by about 14 percent in 1993. The actual current deficit exceeded the
planned deficit by 51 percent in 1991, 242 percent in 1992, and is expected to surpass it by 105
percent in 1993. These developments are causing a great deal of concem over maitaining fiscal
stability.

Table 2.3: Public Finance (1991-1993)

Item 1991 1992 1993 Excess Rates

Planned Actual Planned Actual Planned Estimated 1991 1992 1993

Revenue 1577 1585 1649 1660 1698 1698

Exeenditure 1764 1868 1818 2239 1881 2138 5.9 23.2 13.7

Current 187 283 169 579 183 375 51 243 105
Deficit _

% of 11.8 17.8 10.2 34.9 10.8 22.1
Revenue __ _ _ __ _ _ __ _ _ _ _

% of GDP 4.9 7.2 4.2 13.5 4.3 8.6 _ _

Source: Development Council
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Conclusions

2.24 The following conclusions appear warranted concerning the financial performance of the
public sector over the past two decades:

(a) The growth of public recurrent expenditure has been clearly excessive,
outstripping even the explosive rise in public oil proceeds;

(b) The Government has made only a partial and incomplete expenditure adjustment
to the post-1982 flattening of oil revenues;

(c) The SGRF, which was initially established primarily to provide a source of
income for the future and only secondly "to finance the public budget of the state
in years when there is a need" has in fact been used mainly as a stabilization fund,
although other means of financing the public sector deficit have also been
employed;

(d) The SGRF only partially offset public oil revenue fluctuations attributable to
fluctuating oil prices;

(e) The Government's development strategy has not encompassed the use of the
SGRF (or any other fund) as a vehicle for the implementation of an explicit long-
term saving strategy designed to yield a numerically defined flow of income
during the post-resource era; and

(f) Public civil development expenditures, which the Govermment has regarded as
investments in the promotion of private sector production to replace oil and gas
production, have declined markedly over the two decades as a percentage of total
public expenditures.

2.25 The clear deterioration in the Government's finances over the past decade raises two
highly important questions: (1) What is the appropriate role for the Govermnent and is it trying
to do too much? and (2) What expenditure-cutting and revenue-raising measures should the
Government adopt in order to restore its finances to a healthy state? (The latter involves not
merely eliminating deficits but moving to significant surpluses in order to raise rates of public and
national saving to appropriate levels (Chapters 3 and 4.) These questions are addressed in
Chapters 6 and 7.

2.26 Significant questions arise concerning the intended and actual roles of the State General
Reserve and Contingency fimds. The SGRF has not fulfilled its prime objective as a future
generations fund that accumulates foreign reserves from oil savings and invest them to generate
the highest possible recurrent investment income that can sustain economic growth in the post oil
era. The SGRF had overplayed its secondary role of financing the budget deficit when needed.
In fact, the record (Table 2.2 and Chart 2.9, above) shows that the secondary objective became
the primary objective as the net additions to the fund had mostly decreased or became negative
since 1981. For it to be a full saving and investment find, it would have to receive all net
income from oil and gas resulting from oil prices in excess of given figure plus a small annual
percentage increase to allow for the anticipated slow long-term rise in real oil and gas prices. In
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light of the close connections between government oil and gas revenue, government spending and
overall domestic demand shown below (para 2.28), it is clear that a stronger control of public
spending would have put the SGRF closer to achieving its long term objective.

2.27 It is also clear that eliminating the instability in public oil and gas revenues attributable to
variatiens in oil and gas prices would result in far stable economic growth in Oman, as well as
much less price volatility. The role of the recently established Contingency Fund is, as described
in the Fourth Plan is " to meet any international or national economic changes which may occur
during the implementation of the Plan and affect . .. expected revenue. . . . " The creation of
the fund is described elsewhere as required (together with the SGRF) "to deal with future changes
and forestall the consequences of fluctuations in the price of oil, whereby a stable level of oil
revenues will be maintained throughout the years of the Plan.5"' Table 2.3, above, clearly
indicates that the Contingency Fund had succeeded in stabilizing revenue, both in absolute terms
and as a percentage of GDP, at the planned levels during the first 3 years of the Fourth Plan. Of
the total of RO 533 million projected to be allocated to the fund under the Fourth Plan, RO 450
million was to be used to finance the public sector deficit.6 However, the same Table 2.3,

ove, shows that public spending and thus the budget deficit had exceeded their projected levels
ruling out any significant use of the fund either to deal with unforeseen contingencies or to
stabilize oil revenues in the face of price fluctuations. Again, the main cause of macroeconomic
instability -s the lack of expenditure control.

2.28 It is apparent that, if it is more fully to achieve its diverse aims in establishing the SGRF
and the Contingency Fund, and, in addition, to save, and invest externally, a much higher
proportion of its oil revenues, as recommended later in this report, the govermnent will need to
redefine objectives and uses of the two funds. First, SGRF, as a long-term saving fund, should
be the recipient of all net government saving out of oil proceeds that might result from the
Govemment's pursuit of an optimum strategy (Chapter 3) designed to provide Omanis with
income from oil capital during the post-oil era. (Net government saving in this context are
defined as govermnent revenues minus (substantially scaled down)7 public domestic recurrent and
development spending). The SGRP would receive each month the proportion of total proceeds
from oil that had been determined on the basis of the saving strategy for that point in time.8 The
fund would invest, primarily abroad, in long-term assets. Second, the Contingency Fund, as a
separate stabilization mechanism, would receive all oil proceeds, net of SGRF contributions, that
might result from an oil price above a predetermined, conservative, and infrequently adjusted
benchmark level or trend (e.g., US$17.25 a barrel or US$17.25 a barrel plus x percent p.a.). It
would hold its balance primarily in shorter-term liquid assets. The Contingency Fund balance

4 The Fourth Five Year Development Plan, p. 122.

A ikLd, p. 81.

6 Ibid pp. 89 and 107.

7 See Chapter 7, paras. 7.5-7.16 , which discuss the need to reduce both pubic recurrent expenditures and certain
types of domestic development expenditure.

I The way in which the savings rate might vary over time under different scenarios is illustrated in Annex n,
Chapter 3, which presents the numerical results of the optimum savings model.
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would hold its balance primarily in shorter-term liquid assets. The Contingency Fund balance
would be drawi upotn to make up government revenue deficiencies whenever the price of oil fell
below the fixed benclhtnarkl and to meet truly unforeseen emergencies. Government net oil
revenues would thus he inmerrvws to oil price chfanges (as long as the fund retained a positive
balance) but would 1e in responise to any increase in oil and gas production.

C. Domestic Production

Fluctuatiors inl (iverall Irodttuction

2.29 The level of public spending largely determines the level of spending for the entire
domestic economy) (Clhart 2.10). Throughout the second half of the }970s and the first half of the
1980s, domestic de.mand, like government non-defense spending, enjoy.d an uninterrupted rise.
As with public spending, the growth of total domestic demand fell sharply over 1985-91 (to 2.8
percent) compared with 1976-85 (16.9 percent). (This compares with nominal overall GDP
growth of 2.2 percent over 1985-91 and 16.3 percent over 1976-85.)

2.30 The relationshlip between overall GDP and public non-defense spending is less close than
that between public total domestic demand and non-defense spending because overall GDP is
strongly affected by changes in the value of exports, in turn attributable to variations in oil pric^s
(Chart 2.11). For exarnple. net exports were 26.5 percent of GDP 1981 but dropped to minus
1.7 percent in 1986.

CHART 2,10: GOVERNMENT EXPENDITURE AND FINAL DOMESTIC DEMAND*
1976 - 1991
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CHART 2.11: COMPOSITION OF GROSS DOMESTIC EXPENDITURE
197681991
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2.31 Chart 2. 10 made it clear that, even after eliminating the instability induced in the growth
of GDP by sharp variations in the value of oil exports caused by fluctuations in international oil
prices, there remains a great deal of instability attributable to variations in the level of public
spending, again mainly in response to revenue fluctuations associated with variations in the price
of oil. These variations in public spending caused the rate of change in overall domestic demand
to swing sharply from one year to another, as shown in Chart 2.12. If the Government were able
to reduce the level of public spending and restrain its future growth, thereby generating increasing
surpluses (as recommended in Chapter 3) the problem of public revenue induced instability in
financial domestic demand would be largely eliminated, since public revenues and expenditures
would be far less closely related.

CHART 2.12: CHANGES IN DOMESTIC DEMAND
1985- 1991
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The Structure of Production

2.32 The structure of production has undergone major shifts in the past decade and a half
(Chart 2.13). Mining, quarrying and oil wells, already dominant in 1976, accounting for
59 percent of GDP at factor cost, increased its share to 60 percent in 1981. However, reflecting
the drop in oil prices, its share fell to 39 percent in 1986. It recovered to 43 percent in 1991 as a
consequence of increased production and the recovery in oil prices. There was a major decline in
the role of construction. In 1976, during the construction boom, its share of GDP was
10 percent. With the decline in public construction, its share fell to only 4 percent in 1991. On
the other hand, mirroring the rise in public recurrent spending, public and government services
rose from 8 percent of GDP in 1976 to 11 percent in 1981, 18 percent in 1986 and 17 percent in
1991. The decline in mining, quarrying and oil wells, together with the drop in construction,
coupled with the strong rise in public and govermnent services, combined to increase the share of
the overall services sector from 29 percent in 1976 to 32 percent in 1981, 47 percent in 1986 and
46 percent in 1991. Thus, since the early days of the oil boom, the Omani economy has evolved
from one dominated by oil output and construction, with services accounting for less than three-



25

tenths of GDP to one in which services now account for a little under a half of total output.

CHART 2.13: STRUCTURE OF INDUSTRY
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2.33 In the non-oil goods-producing sector, manufacturing -- the most strongly growing of all
the components of GDP over the decade and a half -- rose froiii only 0.5 percent of GDP in 1976
to over 4 percent in 1991. This appears attributable to a number of underlying factors. First, the
income elasticity of demand for manufactured goods is typically high, i.e., as incomes rise, the
demand for manufactured goods rises more than demand for basic foods and services, since these
are already largely filled. Second, the Government has, over the past decade or so, initiated a
number of activities, such as cement manufacturing, flour milling and copper cathode production,
involving relatively large increments to an initially minuscule manufacturing base. Third, the
Government has provided a range of significant subsidies to manufacturing activities
(see Chapter 8) in the interests of diversifying the economy away from oil and gas. Despite its
rapid growth, manufacturing remains relatively small at 4.3 percent of GDP. Its 1991 GDP share
was still only equivalent to about a quarter of the share of public and government services. In
relation to GDP excluding mining, quarrying and oil wells, its share was close to 8 percent in
1991. (However, on this basis, public and government services accounted for 30 percent of the
total.) Agriculture also increased its share, from 2.1 percent of GDP in 1976 to 3.7 percent in
1991. This was not solely due to the decline in the share of mining, quarrying and oil wells.
Even in relation to GDP excluding mimng, quarrying and oil wells, its share rose from
5.0 percent to 6.5 percent over 1976-91.

2.34 While the growth of manufacturing and agriculture has been encouraging, their role
remains quite minor. Moreover, private investment in these industries remains quite low. If
domestically preduced non-oil goods and services are eventually to replace oil exports, then
manufacturing, agriculture, fishing and tourism must expand considerably in the future. The
factors producing the present industrial distribution of production and those that would produce
diversification away from the production of domestic services and towards externally competitive
goods and services production are analyzed in Chapter 5.
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D. Saving and Investment

2.35 Chart 2.11 showed that the GDP shares of both public and private investment have
declined substantially since the seventies, while the shares of public and private consumption have
risen. The lack of private investment appears in large part to reflect the dominance of public
spending and the absence of export and efficient import-substituting opportunities in an oil-
dominated economy with an appreciated real exchange rate. The share of net exports, while
highly variable, as noted, has fallen slightly (its average GDP share was 16.9 percent over 1976-
85 and 12.6 over 1986-91).

2.36 The decline in gross domestic saving and gross investment is also shown graphically in
Charts 2.14 and 2.15. Saving and investment were relatively high in the early days of the oil
boom, averaging 46.7 percent of GDP over 1976-81. The average declined to 41.8 percent over
1982-85 and dropped to 31.3 percent over 1986-91. Although these rates of saving appear high
by industrialized country standards, they are extremely low -- especially in recent years -- for an
oil-dominated economy in which government gross oil receipts - essentially realized oil capital -
repre ented 35 percent of GDP. Furthermore, national saving (Chart 3.1) are much lower than
domestic saving, reflecting large external transfers by expatriate workers. Chart 2.15 shows that
the decline in the GDP share of total domestic saving is primarily explained by the drastic decline
in public saving.

2.37 The decline in the GDP shares of saving and investment -- particularly public saving and
investment -- has serious implications for Oman's economic future. The Government has been
relying on developing the non-oil economy as a means to sustain Omanis' real incomes when the
proceeds from the extraction of oil and gas start to decline. The Government's strategy required
that high levels of domestic saving be maintained and that this saving flow into highly productive
private investment This has not been happening. How much Oman -- particularly the public
sector - should be saving and how its saving should be invested are issues that are taken up in the
next two chapters.

CHART 2.14: GROSS DOMESTIC SAVING AND
INVESTMENT
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CHART 2.15: GROSS DOMESTIC GOVERNMEFNT AND
PRIVATE SAVING
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E. Balance of Payments and the Exchange Rate

Structure of the Balance of Paym-ents

2.38 The structure of Oman's balance of payments reflects the characteristics of an economy
dominated by oil and oil exports, heavily dependent on expatriate labor and external
entrepreneurs. Chart 2.16 and Statistical Appendix Table 3 summarize the main elements. Oman
typically experiences a large positive trade balance, dominated by oil exports, partly offset by a
substantial negative services balance, dominated by remittances of profits and the earnings of
expatriate labor. The latter are particularly large, averaging about 30 percent of the value of
goods imports over 1989-91. The trade balance is typically large during periods of high oil
prices, such as 1980, 1981, and 1990, and small during periods of low oil prices, such as 1986
and 1988. The negative services balance, while typically smaller than the positive trade balance,
is less variable. Thus, although Oman normally runs an ove-all current account surplus, during
periods of weak oil prices and low trade balances, such as 1986 and 1988, the current account has
become negative -- markedly so in 1986, when it reached minus RO 383 million.

2.39 With a typically positive capital inflow - largely reflecting the government's net foreign
borrowing - in addition to a typically positive current account, Onman's overall balance of
payments position is normally positive, leading to an accumulation of foreign exchange reserves.
Exceptions were the years 1986 and 1988, again because of low oil prices and a sharply reduced
trade balance not entirely offset by increased government borrowing. (The negative overall
balance of payments in those years was financed by reductions in government reserve assets, as
the Govenunent drew on them to cover the budgetary deficit resulting from the decline in oil
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revenues, and by reductions in Central Baik foreign reserve assets.) Conversely, years of heavy
foreign exchange reserve accumulation, such as 1980 and 1981, coincided with years of high oil
prices and large trade surpluses. 1990 was also a year when reserves were accumulated, but
some of the effects of the enlarged trade surplus were offset by a large net foreign loan
repayment. The Government resumed significant net foreign borrowing in 1991.

Non-Oil Exports

2.40 Non-oil exports have gradually increased in importance since the late 1970s, although
goods- exports are still dominated by crude oil. From 0.2 percent of total goods exports
(excluding re-exports) in 1976, non-oil exports rose to 4.6 percent in 1991. Domestic non-oil
exports, which totalled RO 79 million in 1991, have more than tripled since 1985, reflecting, in
part, not only the depreciation of the rial in dollar terms but the much larger depreciation of the
nominal and real effective exchange rates (see below). Table 2.3 shows that manufactured goods
exports have grown rapidly in recent years and now account for more than 60 percent of total
non-oil exports of domestic origin. However, they still represented less than 3 percent of total
exports in 1989. Other than miscellaneous manufactured goods and copper cathodes, Oman's
non-oil goods exports are made up mainly of fish and ocean products, accounting for about a
quarter of the total, and live animals (10 percent of the total). Clearly, diversification of Oman's
exports has not proceeded very far. Neither could it have been expected to, given the dominance
of oil and Oman's limited indigenous absorptive capacity in relation to the level of oil-driven
overall spending. Nonetheless, the performance of miscellaneous manufactured exports since
1985 suggests that they are highly responsive to movements in the real exchange rate.

The Exchange Rate

2.41 The Omani rial is pegged to the US dollar. The fixed nominal rate of US$1 = RO .3454
was maintained from February 1973 until 1986, when the rial was devalued 10 percent to
US$1 = RO .3845. The nominal effective exchange rate has been influenced by the decline in
the value of the US dollar in relation to other currencies in recent years. The nominal effective
exchange rate in consequence depreciated by 37.6 percent over 1985-91 compared with the 10
percent depreciation of the Omani rial in dollar terms. In real terms, the effective exchange rate
depreciated even more markedly, falling 43 percent since 1985. Since oil, Oman's dominant
export, is priced in US dollars, the effect of the devaluation of the rial on Oman has been mainly
to raise the cost of Oman's imports substantially in terms of the domestic currency, both as a
consequence of the decline in the rial vis-a-vis the dollar and as a consequence of the decline in
the value of the dollar versus other currencies. This rise in import costs has had the effect of
reducing the volume of imports and raising consumer goods prices. As noted above, non-oil
exports have been favored by the large depreciation of the official and effective rates.

2.42 The maintenance of a fixed exchange rate regime implies that constraints are placed on the
conduct of monetary policy in Oman. Specifically, in order for the country not to gain or lose
reserves, interest rates in Oman must be maintained at levels that will discourage any large-scale
influx or exodus of funds seeking better returns. Thus, Omani domestic interest rates tend to
move up and down with international rates.
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CHART 2.16: BALANCE OF PAYMENTS
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Table 2.4: Non-Oil Exports
Percentage of Total Non-Oil Exports Excluding Reexports

1986 1987 1988 1989 1990

Live Animas 8.5 12.8 9.1 11.3 9.7
Fish and Ocean Products 36.5 30.4 30.1 22.5 25.1
Wheat Flower 2.4 0.1 0.0 0.0 0.1
Dates 2.7 1.2 1.3 1.1 I.
Limes, Citrus Fruits 9.5 2.6 3.0 1.0 1.1
Other Fruits and Vegetables 2.7 2.0 1.9 2.3 2.2
Tobaccos (unmanufactured) 1.4 LO 0.8 0.6 0.5
Copper Cathodes 34.4 24.7 27.6 28.7 18.4
Other (mainly manufactured) 1.9 25.3 26.2 32.3 41.9

Total 100.0 100.0 100.0 100.0 100.0

Percent of total exports excluding re-exports 2.6 2.8 5.3 4.5 3.4

Source: Central Bank

F. Prices

2.43 There is a serious lack of comprehensive and reliable historical price data in Oman. The
Government first introduced a comprehensive consumer price index, covering the City of Muscat
in January 1989. Prior to that time, the consumer price index covered only foods, beverages and
tobacco. Annual data for this limited index are available for the period 1978-91. Other, less
compre.hensive official price data relate to selected imported food commodities (since 1975), the
prices of building materials (since 1975), and unit values of imports (since 1980). The
Development Council prepares deflators for overall and non-oil GDP.

2.44 Tne new CPI showed an annual rate of inflation of 7 percent over the three-year period
January 1989-1992. Eighty-six (86) percent of this increase was attributable to rents.9 Questions
as to the accuracy of the weights ascribed to rents and of the representativeness of the rental
information collected left open the possibility that the rise in rents and thus in the overall index
was somewhat overstated. Nonetheless, rents (and house prices) are highly responsive to
variations in the inflow of expatriates, they show considerable cyclical instability, and they are the
main cause of fluctuations in overall consumer prices. New, more appropriate weights for the
CPI, based on the results of the recent household expenditure survey have now been introduced
and will improve the future accuracy of the CPI.

2.45 The non-oil GDP deflator indicates that the domestic price level more than doubled over
1978-81 and then declined 37 percent to 1986. It shows an average annual rate of inflation of 2.9
percent over 1986-91. The limited coverage of the consumer price data and the lack of data to

' See informal World Bank report to dte Government entitled Recent Omani Inflationarv Developments,
June, 1992.
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deflate investment expenditures suggest that the non-oil GDP deflator may not be a very reliable
guide to overall price movements. The unit values of imports index indicates an average annual

rate of increase of 5.9 percent a year over 1978-86 and only 2.6 over 1986-91, which is difficult
to reconcile with the decline in the effective nominal exchange rate over the latter period.

2.46 The available data appear to support the conclusion that the rate of domestic inflation in
Oman has been quite modest during recent years, apart from whatever may be appropriately
attributed to rents. While the CPI reflects, in addition to the impact of rising rents, the effects of
rising import prices associated with the depreciation of the nominal effective exchange rate,
imported inflation is in principle eliminated in the construction of the GDP deflator. The
evidence suggesting limited recent inflation in Oman (apart from that in explicit and implicit
rents) is supported by theoretical considerations. Oman's highly elastic supply of expatriate labor
should ensure that wage-based inflation can only raise the prices of domestic services in the short
term. However, this does not appear to have been the case during the oil boom years of 1978-81,
when Oman experienced very substantial inflation.

The Rest of this Report

2.47 A number of critical issues identified in the above review, plus some additional issues, are
discussed in the following chapters. Chapter 3 addresses the question of what, in Oman's
circumstances, is the optimum rate of national saving. Since this is a quantitative problem, it

requires the solution of a formal mathematical model. Chapter 4 considers the quantitative
implications (e.g., for the deficit, the balance of payments, external debt and exports and imports)
of, on the one hand, the Government's continuing its present expenditure policies and, on the
other, its adopting a desired saving strategy, together with other reforms. This requires the use of
a suitable macroeconomic model. Chapter 5 assesses the factors producing the present structure
of industry and the best means to achieve the Government's intermediate goal of industrial
diversification.'° Chapter 6 considers the existing and optimum roles for the public sector and
Chapter 7, the most appropriate means to eliminate the public sector deficit and raise the rate of
public saving. Chapter 8 addresses the issue of how to strengthen the private sector. Chapter 9
reviews Omanization policies and issues. Finally, Chapter 10 looks at future prospects and
outlines an overall strategy for more rapid and sustainable long-term growth, improved economic
stability and increasing industrial diversification.

10 Industrial diversification is not an end in itself. It is sought (i) as a means to balance the economy, and

thus reduce instability arising from a narrow base of goods production; and (ii) as a means to assure continuity of

exports and reduced dependence on imports in the post-resource era. The basic economic objective of the Govermnent

is maximizing the present value of future Omani consunmption.
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3
THE NONRENEWABLE RESOURCE BASE AN)D THE CASE

FOR HIGHER NATIONAL SAVING

A. Conceptual Issues

The Central Policy Problem

3.1 Chapter 2 showed that, over 1976-81, a rising share of Oman's -GDP was devoted to
consumption. Gross domestic investment underwent a decline that was severe in the case of
public investment. The decline in investment should be a matter of serious concern to a country
heavily dependent on transitory proceeds from the extraction of oil and gas. Oman's oil and gas
are nonrenewable resources that will eventually be depleted. The proceeds of extraction accruing
to the public sector are thus not an indefinitely continuing stream of income but a once-and-for all
realization of Oman's national natural endowment of in-ground wealth, i.e. capital, a good part of
which should be soundly invested, not consumed (or invested in low- or negative-retum projects).
Oman's consumption should depend not on this transitory infusion of capital but on the country's
permanent income. Thus, one of the most critically important decisions confronting the
Govermnent is how much of its oil proceeds can be regarded as permanent income. This will in
turn determine how much Oman should save and invest at each point in time out of the stream of
oil and gas proceeds. If the Government were to continue to save and invest an inadequate
fraction of this streamn (or were to invest an otherwise adequate fraction very poorly), at the end
of the oil and gas eras, a slow but increasingly severe decline in public revenues would occur,
necessitating increasingly severe cutbacks in public expenditure. If the economy were still heavily
dependent on governnent spending as the dri' ing force for the entire economy (as would be
highly likely if government spending were tc continue at very high levels until oil and gas
approached depletion) a gradual but increrw igly severe decline in overall economic activity would
occur as government revenues and expendILures declined. Furthermore, since oil and gas would
no longer be providing the means to pay for the bulk of its imports, a gradual but major
depreciation of the real exchange rate would be forced on Oman.

Potential Bust

3.2 Its effect would be to produce an increasingly large rise in the price of imports, which
would result in deep cuts in Omani real wages and consumption. Thus, the worst type of "boom
and bust" pattern of oil development would be realized and most of the oil capital that had
accrued to the Government would be seen in retrospect to have been dissipated on a temporary
splurge of public and private consumption and largely unproductive investnent. The result would
be a major economic and social upheaval as the oil and gas era came to an end and Omanis were
forced to give up accustomed standards of consumption.

Averting a Post-Resource Era Crisis

3.3 In order to avoid this outcome, it is necessary for the Govermnent to invest in
appropriately secure assets yielding internationally competitive real rates of return a substantial
share of the oil and gas capital being realized through the process of extraction. The income from
the accumulation of such assets will permit higher consumption than would otherwise be feasible
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after the nonrenewable resources are exhausted. If the Government wishes to avoid any
disruption at the end of the oil and gas eras, the amount saved should be such as to permit
uninterrupted growth itn overall consumnption. An important technical problem that needs to be
solved in this connection is precisely what proportion of oil and gas revenues should be saved at
each point in time in order to permit such steady, uninterrupted growth of consumption to be
realized. This question is addressed below.

B. The Savings Model

The Model

3.4 Optimum saving rates for Oman have been estimated using a modified version of a model
employed in other Bank analytical work."' The model assumes a simplified economy that can
only receive income from the extraction of oil and gas reserves, consume, and accumulate yield-
bearing non-oil assets. (These restrictive assumptions are relaxed below.) The model solves for
the saving rates that maximize economic welfare (assumed to be a function of consumption) both
during and after the oil era. The optimum saving ratio estimated by the model depends on a
number of variables: (i) the life span of the oil and gas reserves; (ii) the real long-term rate of oil
price and production cost changes; (iii) the real long-term rate of return on investment; and
(iv) the desired saving ratio in the post-oil era. The essential problem that the model is required
to solve may be stated as follows: given reserve levels for oil and gas, an initial stock of non-oil
capital, and expected values for the abovementioned variables, how much needs to be saved out of
the proceeds of extraction and income from investment in order to build up a stock of capital big
enough that, with the assumed yield on that capital, total consumption can rise steadily and
continue to rise uninterruptedly even after the oil and gas are exhausted. The model is presented
in detail in Annex A.

Assunmtions and Results

3.5 The model was solved for a number of scenarios. Details are presented in Annex B. The
scenario selected for the purposes of the projections presented in this report (Chapter 4) assumes
that future gas discoveries will double the size of existing proven gas reserves in the "old" field
from 10 tef to 20 tcf. In addition, 5 tcf of natural gas from the 'new" field is assumed to be
processed into LNG. Given rates of extraction for oil and gas (and thus the lives of the estimated
reserves) and based on the assumptions that the rate of return on invested capital is 3 percent, the
required post-oil saving rate 30 percent, and the real price of oil rises in accordance with the
assumptions noted in Annex B, the initially required saving rate (in 1992) is 38.7 percent and the
maximum saving rate, 64.1 percent, reached in 2009 (see "optimum national saving rates" Chart
3.1, which also shows, for comparison, actual national saving rates over 1976-91.

3.6 These estimated optimum saving rates for Oman, while seemingly high, are not out of line
with those estimated for other oil-producing countries. Optimum saving rates relative to GDP
have been computed at about 37 percent for countries, such as Egypt, Turkey and Indonesia,

11 World Bank, Bahrain - The Recuirements for Economic Diversification and Sustainabilitv, Report No. 11281-
BH, March 1993. See also Annex 1.
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which only partially depend on oil. For other countries, such as Saudi Arabia and the UAE, that
are more heavily dependent on oil, the computed saving rate can be as high as 60 percent.

3.7 It will be noted that the required saving rate illustrated in the chart is a discontinuous
function, rather than a smoothly rising curve. This reflects the fact that the saving model assumes
fixed rates of extraction, leading to successive collapses in output as reserves in each field are
exhausted."2 With the resulting sharp variations in receipts from oil and gas, it is necessary for
annual saving rates out of these revenues to vary sharply also, it the smooth flow of consumption
spending is to be maintained."3 The latter is what matters to a govermnent.

3.8 It should be emphasized that the assumptions underlying these resuilts are quite optimistic,
both with respect to future discoveries of gas and with respect to the real rate of return
(3 percent) on the existing capital stock and new investments. If future gas discoveries are not as
great as assumed or the rate of return on capital is less than 3 percent, the required rates of
saving shown will represent underestimates. The rates shown in Chart 3.1 on this account
represent nmnimum required rates of public saving out of oil revenues.

3.9 Relaxing the Assumptions. The assumption that net proceeds from sales of oil and gas
and earnings on accumulated capital are the only sources of income is obviously not true for the
overall Omani economy, in which labor is an important factor of production that receives income
and saves. Thus, the estimates of required national saving are on this account overestimnates.

3.10 For the purposes of the projection exercise undertaken for this report, a rate considerably
lower than the estimated optimum rate has been used, reflecting the current low public and
national saving rates and the difficulty of moving directly to the optimum saving rate. Somewhat
lower than optimum rates may be justified by the fact that the optimum saving rates somewhat
overstimate required saving for the reasons set out in the previous paragraph. (The projected rate
is labeled "reform scenario projected national saving rate" in Chart 3.1 and its rationale is
explained in para 4.20).14

3.11 The foregoing has not dealt explicitly with the important issue of the effects of uncertainty
on the optimum saving rate; for example, uncertainty about the future value of oil reserves in the
face of potential competition from substitute energy sources, which could make it beneficial to
speed up the extraction rate. Faster extraction implies a shorter life span for the oil reserves,
implying, in urn, higher optimum and "desired" saving ratios.

12 This reflects the approximate character of the assumptions, given the unavailability of projected long-term
extraction rates. In reality, rates of extraction would drop off long before a field approached exhaustion, producing a slow
decline, rather than a collapse, in the rate of extraction.

13 Again, if extraction rates declined slowly, raJher than collapsing, saving rates would change more smoothly,
rather than in the saw-tooth fashion shown in Chart 3.1.

14 It will be noted that the reform scenario projected saving rate is shown on Chart 3.1 only to the year 2005.

This is due to technical limitations of the projection model that limit its horizon.
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C. Policy Implications

General Implications

3.12 As shown in Chart 3. 1, the optimum national saving rates generated by the model and the
projected "desired" saving rates are far in excess of those currently being realized in Oman.
Based on Development Council data, national saving represented only 10.7 percent of GNP in
1991, whereas the projected "desired" rate is 16.3. Thus, Omani national saving at present rates
appear quite inadequate to stave off a gradual but increasingly severe post-oil and gas era
economic decline. If new gas discoveries do not at least double present gas reserves, or less than
3.0 percent is earned on public investment out of saved oil capital and the existing capital stock,
the situation is in fact worse, since public and national saving would have to be far higher and
thus the current gap between desired and actual saving would be greater.

3.13 This poses a dilemma for policy. In order to avert a post-oil and gas decline in
consumption beginning early in the next century, significant cuts in public consumption will have
to be accepted over the next few years as the rate of saving out of public oil revenues is raised so
as to move national saving towards the "desired" level. Faced with the choice of cuts in potential
consumption in the near future as opposed to a major drop in consumption in the longer-term
future, the strong temptation will exist to avoid early cuts, particularly if it is hoped that still
further oil and gas discoveries (beyond those already assumed) may lower the required saving
rate.

3.14 There are, however, strong arguments against significantly postponing an increase in the
rate of public saving. First, gambling on an extremely optimistic outcome for future gas reserves
would not represent prudent public policy. Second, the lives of the assumed gas and oil reserves,
while stretching well into the next century and thus seemingly far off, are relatively short in the
context of the economic development of a country. Third, adjustments now can be managed in an
orderly way by the Government, rather than being forced on it eventually by circumstances
beyond its control. Fourth, unduly delaying an increase in public saving would mean that an even
higher rate of saving would be required in the future to avert a post-resource era decline. Fifth, a
steady rise in the saving rate towards the opthnum level over the next few years would be less
drastic in its impact than a major post-oil and gas era slide in Omani living standards. In fact,
total consumption, with increased overall productivity, could continue to increase in absolute
terms. This is because, while increasing the saving ratio requires lowering the consumption ratio,
this need not necessarily entail a reduction in the absolute level of consumption. With faster
economic growth, both a higher saving ratio and higher consumption in absolute terrns can be
realized. Medium-term projections for Oman presented below (Chapter 4) indicate that, under a
reform scenario, it is possible to increase the saving ratio to a level compatible with the objective
of achieving long-term sustainable growth in consumption, while still allowing overall
consumption to grow at about 2 percent a year. Finally, as shown below (Chapters 4 and 5),
increased public saving could contribute to earlier restructuring and industrial diversification of
the economy than would otherwise take place.

3.15 Cutting present public consumption and restraining the growth of future public
consumption need not entail corresponding decreases in overall social welfare. Defense and
national security expenditure, for example, can be cut with little impact on domestic living
standards. Eliminating surplus public sector employment and reducing the GDP share of the
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public service wage and salary bill would also have little impact beyond that on those inunediately
involved. Moreover, improvements in the efficiency of the public sector and increased
contracting out to the private sector could enable the same level of service to be provided at lower
cost.

Budgetarv Implications

3.16 There are major implications of the analysis for the budget, The implications are twofold:
(a) public spending should be cut and revenues raised in order to strengthen the Gover.ment's
financial position, as recommended elsewhere in this report; and (b) the Government's aim should
be to go much further and generate a very substantial net surplus, to be invested mainly outside
Omsan. Ways of doing this are explored in Chapter 7.

Implications for Public Investment and Overall Productivity

3.17 It is difficult to overstate the critical importance for the Government of securing the
highest possible rate of return on invested capital and of simultaneously raising the productivity of
Omani workers, improving techniques of production, and increasing the overall efficiency of the
Omani economy. Improving the productivity of the Omani labor force and economy should be
the Government's fundamental domestic investment objective. Improvements in production
techniques can be achieved through, e.g., effective research and extension in agriculture and joint
ventures with foreign partners in fishing, manufacturing and mining. Increased efficiency in the
overall economy can be achieved through a reduction in the GDP share of the public sector and a
corresponding increase in the share of the private sector. The productivity of the private sector
can be enhanced by the removal of the numerous allocative distortions resulting from the present
wide-ranging system of public subsidies and regulation.

Optimum Public Investment Strategy

3.18 A strategy for raising the rate of return on public investment should comprise three
elements. First, a substantial fraction should be invested abroad if it is clear that returns are
likely to be higher. (The actual amount should depend primarily on a compariscn of expected
economic rates of return risks and covariances on potential foreign and domestic investments.)
Second, existing procedures for determining domestic investmnent priorities should be revised and
the bulk of public investment devoted to projects promising competitive, risk-adjusted economic
rates of return.'5 Third, an adequate proportion of public investnent should be allocated to high-
return activities that upgrade Oman's human capital (typically investments in improving standards
of primary and secondary education).'6 Whether this will entail increased investment in Oman's
case, or simply more effective use of existing investment, remains to be seen.

5 This will require substantial changes in present procedures for determining investment priorities.

16 See, for example, William Easterly and Ross Levine, Is Africa Different?, World Bank, March 1993, p.
17. This paper shows that, in cross-country growth comparisons, primary education enrollment rates were positively
and signifiandly related to per capita economic growth performance.
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4
THE MACROECONOMIC FRAMEWORK AND MEDIUM-TERM PROJECTIONS

Introduction

4.1 Chapter 2 drew attention to the marked deterioration in the financial position of the public
sector over the past decade or so and to the need to take steps to improve it. Chapter 3 has
pointed to the need to go considerably further and to generate a growing volume of public and
national saving. This would require the realization of increasing public sector financial surpluses.
The question that now needs to be addressed is what would be the overall economic consequences
of the continuance of past trends in public finance compared with what would happen if the
Government were to consume less and save and invest more, as indicated IyI the analysis in
Chapter 3? To address this question, the Bank has adapted a suitable macroeconomic model to
embody the key features of the Oman economy, as describel below.

A. The Structure and Solution of the Macroeconomic Model

Model Structure

4.2 The macroeconomic model developed for Oman comprises three interrelated components:
(i) a macroeconomic consistency framework that involves assembling the macroeconomic statistics
into a flow-of-funds matrix format"' (a source of funds (income) for one sector is a use
(expenditure) for another sector); (ii) a behavioral model that defines the interaction between, and
integrates, the goods and financial markets; and (iii) the saving module (Chapter 3), which (after
adjustments) is integrated sequentially into the other two blocks, and gives the optimnum national
saving rates incorporated into the reform scenario.

4.3 With regard to the first two blocks, the macroeconomic model employed is an extended
version of the World Bank Revised Minimum Standard Model (RMSM-XX). Is In addition to the
consistency accounts, it incorporates similar behavioral functions for the main macroeconomic
variables to those employed in the Bahrain model, op. Cdt.'9 The model framework explicitly
accounts, in block 3, for Oman's fiudamemal resource constraint (the eventual depletion of oil
and gas).

17 For more on the consistency accounts see Annex Il.

tS See, for example, Easterly et al (1990), "Modelling the Macroeconomic Requirements of Policy
Reforms," WPS#417, The World Bank; Elbadawi and Majd (1993), "Bahrain: The Requirements for Economic
Diversification and Sustainability," The World Bank; and Elbadawi and Schmidt-Hebbel (1991), 'Macroeconomic
Adjustment to Oil Shocks and Fiscal Reform: Simulations for Zinbabwe, 1988-95," WPS#772, The World Bank.

19 However, optimum savings for Oman were derived under a more flexible set of assumptions than in the
case of Bahrain.

2' Another feature of the model is that it simulates the required public sector behavior consistent with jointly
specified 'target values' for real exchange rates and real interest rates. Unlike the conventional RMSM-XX, the model
generalizes the Easterly et at framework, which allows for simultaneous solutions for the behavioral equations.
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4.4 Features designed to Facilitate Policy Analysis. The difference between actual and
potential non-oil GDP is specified as a function of relative prices and the real wage rate adjusted
for productivity improvement, where the latter is made to depend on Oman's investment in
indigenous human capital. This productivity improvement produces a positive effect on growth
over time. A related equation derives the demand for foreign labor as a negative function of the
real wage and the stock of Omai labor. These two equations permit the model to depict the
trade-off between the Government's "Omanization" policy and economic growth. This is an
important extension of the model designed to accommodate Oman's particular needs for policy
analysis. Finally, the asset mnarket disaggregation permits identification of the level of public
debt. Holdings by the private sector of base money and debt are determined endogenousi) ac
functions of interest rates and inflation.

Solving the Model and Makin,e Projections

4.5 The model is used as follows: first, the behavioral block simulation results are obtained
from a general equilibrium model. The equations of this model embody parameters derived from
the estimation results for the behavioral block variables (see Annex C). The model is solved
simultaneously for the endogenous variables. At the next stage, these simulation results are
linked to the accounting blocks of the RMSM-XX model, which are solved recursively for the
remaining endogenous variables. For predetermined variables such as oil prices, the international
manufacturing unit value index (MUV), LIBOR, etc., World Bank planning assumptions
committee (PAC) projection assumptions have been used. In the refonn scenario (one of two
scenario examined), the targeted policy variables"' are adjusted so as to bring about greater
economic diversification. The implications of 'desired" domestic saving for the evolution of the
main macroeconomic variables are identified. "Desired" domestic saving (adapted from the
saving model) are based on the conditions necessary for sustaining the growth of consumption into
the post-oil era, as explained in Chapter 3. In both simulations, the implications of the alternative
sets of target vaj iables for the size and composition of the fiscal deficit, etc., may be observed.

4.6 The closure rule adopted for the core consistency framework is "normative." The idea is
to solve for the fiscal implications of the "target values." The "normative" (i.e., policy related)
and "requirements" (i.e., given or predetermined parts of the model) together determiine the
endogenous variables, such as government current and capital expenditures and the foreign and
domestic borrowing needs of the private sector.

B. Medium-Tenn Projections

The Key AssuMntions

4.7 The key assumptions underlying the medium-term sinmlations are summarized in
Table 4.1. They fall into two sets. One contains assumptions that are the same for both the
"reform" and "base case" scenarios (the General Assumptions). These are the assumptions
regarding population growth, the nominal exchange rate, international prices, MUV, the

21 In the reform-based simulation, the key target variables include: higher domestic national saving ratios,
higher productivity of Omani labor, improvements in the efficiency of capital, the removal of subsidies, and the
introduction of a 3 percent general sales tax.
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hydrocarbon sector production and price assumptions, and, finally, transfers to public enterprises
and the private sector. The assumptions regarding the hydrocarbons sector are consistent with
those used in the saving model to derive optimum saving (Chapter 3 and Annex B). The nominal
exchange rate is assumed to remain fixed throughout the simulation period. This assumption,
while imposing a constraint on the authorities' ability to achieve timely and relatively costless real
exchange rate adjustment to higher public saving coupled with external investment, is dictated by
assumed constraints on Oman's ability to initiate unilateral nominal devaluation under the GCC
arrangement.'-

4.8 The differences between the two scenarios (the Specific Assumptions) are attributable to
the assumptions regarding national saving, labor productivity and taxes. The most significant,
indeed the hallmark of the whole modeling exercise, are the assumptions about national saving.
In the "base case," national saving is derived residually, using the national income identity and
behavioral specifications for private consumption, non-oil GDP, a projected path for oil GDP
(Annex C), and an assumed historical path for public saving. The resulting national saving ratios
under this scenario show a steadily declining trend, from 21 percent in 1993 to only 8 percent in
2001-05.

4.9 On the other hand, national saving under 'reform' is derived from assumptions about the
hydrocarbon sector, the rate of return on invested capital, and the post-oil national saving rate,
using the saving model of Chapter 3 (and Annexes A and B). Unlike the procedure in the "base
case," given the behavioral specifications for private consumption, non-oil GDP, and projected oil
GDP, public saving are derived residually. Under the reform scenario, the ratio of national
saving to GDP starts off at its historical value in the base year (1991). In 1993, the ratio is
equivalent to that in the "base case," at 25 percent. It declines to 24 percent in the following
year, rises to an average of 30 percent in 1996-2000, and then increases further to average
38 percent in the 2001-05 period.

4.10 Comparison of the two saving profiles indicates a big difference between the two
scenarios. However, the desired national saving ratio under reform is scaled to agree with its
historical value in the base period. Therefore, these saving ratios under reform represent,
particularly initially, a conservative assessment of required national saving, given the fundamental
resource constraint facing Oman (the nonrenewable nature of the resource base). Hence, ceteris
paribus, the implied policy reforms suggested by the model should be viewed as minimum
requirements for the sustainability of growth and the welfare of future generations.

4.11 Another assumption differentiating the two scenarios relates to labor productivity, where
the status quo is maintained and no improvements are assumed under the 'base case', while an
improvement of 0.76 percent per annum is assumed under the 'reform" scenario. Enhanced labor
productivity plays a key role in stemming the potentially negative consequences for growth of
higher wages resulting from reduced recourse to foreign labor [see Chapter 9 (on the labor market
and Omanization)J. Finally, sales taxes of 3 percent of GDP are assumed in the reform scenario.
The sales tax is viewed as the least distortional tax option. In addition, it has the potential to

2 The assumed unavailabilty of nominal exchange rate realigment as a variable is the reason behind the
absence of strong real exchange rate depreciation under the reform scenario, despite tihe high national saving under this
scenario.
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Table 4.1: Oman - Major Assuuptions of the Model

1993 1994 1995 1996- 2001-
2000 2005

General Assumptions

Population Growth Rate (%) 3.0 3.0 3.0 3.0 3.0

Nominal Exchange Rate 0.385 0.385 0.385 0.385 0.385

Growth Rate of Interniational Prices 3.58 2.35 2.88 3.8 3.65
-Grr:wth Rate of MUV' 3.75 1.86 2.67 3.50 2.80

Hydrocarboni Sector
Oil Price (US$/bbl) 16.7 16.8 17.5 21.6 25.9
LNG Price (oii equivalent) 19.1 19.1 19.1 20.0 21.5

Oil Production ('000 bbl/d) 750 750 750 750 750
Gas Production ('000 oil equivalent) 36.5 36.5 36.5 36.5 36.5

Specific Assumptions

Transfers As % of GDP
to Public Enterprises 2.00 2.00 2.00 2.00 2.00
to Private Sector 2.00 2.00 2.00 2.00 2.00

Domestic Saving/GDP
Base Case 0.37 0.35 0.34 0.32 0.24
Reforrn Base 0.38 0.36 0.36 0.39 0.42

Labor Productivity Growth (
Base Case 0.00 0.00 0.00 0.00 0.00
Reform Base 0.76 0.76 0.76 0.76 0.76

General Sales Tax Rate (% of GDP)
Base Case 0.0 0.0 0.0 0.0 O.Q
Reform Base 3.0 3.0 3.0 3.0 3.0

MUV is the international index of manufacturing unit values.
h' Note that, in the "base case' scenario, the saving rate is derived residually, using the national income identify

and behavioral specifications fbr private consumption, non-oil GDP, a projected path for o0 GDP, and an
assumed historical path for public saving.

yield considerable revenue. The guiding principles underlying the selection of this assumption
were that: tax policy should not be a substitute for much needed fiscal retrenchnent; it should
not compromise the competitiveness of the economy; and it should not be excessive, non-
transparent or distortional.

The Main Results

4.12 The simulation results for the base case and the reform scenario are summarized in the
four graphs presented in Chart 4.1.



CHART 4.1: KEYVARLABLES UNDER BASE CASE MD REFORM SCENAIOS

OmN OMAN

DXmndci Dawidt GDP Reo CurortAcou. tDId GDP GrwhRats

OA OA

P A
P-0)~~~~~~~~~~~~~~0

ewL~~~~~~a (Yws Inan 's'*_*__w

SCU , . @4 . .n . . .P.C..tfgf

1 1 9t 9111bt211V 19 X814 St1 5VO
1_@<rD n_ctou~~~~~~~~~

Si , @~.

8 __oSP__~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~



43

These graphs first demonstrate the significant contrast between the two scenarios in terms of
national saving, the variable that drives the main differences between them. National saving
under reform is high and rising up to the year 2001, before gradually declining towards the
desired post-oil and gas level of 30 percent of GNP (see Annex B for discussion of this
assumption). This optimum national saving profile is contrasted with the base case projection of
an initially low and stagnant national saving rate that by the year 2000 goes into a steep decline
down to the level of only 2 perceit by 2005. This path is clearly unsustainable, given the
progressively depleting resource base of the economy. While GDP growth, although lower,
remains close to that under reform, the current accounts and fiscal deficit ratios provide two
further significant contrasts between the scenarios. The emerging fiscal crisis in Oman is
testimony to the message that comes from these projections: the status quo is not sustainable.
While crises like that in the mid-1980s could conceivably trigger a corrective policy response
temporarily halting the deterioration in Oman's economic situation, the qualitative conclusions of
these simulations will remain valid unless a long-term policy change oriented towards substantially
raising the rate of national saving is put into effect.

The Base Case Scenario

4.13 The base case projection assumes neither major changes in government policy nor
unforeseen external shocks. It shows that, under the best of circumstances, continuation of
present government financial policies would result in a sluggish export growth rate, huge fiscal
and current account imbalances, mounting external debt, and an eventual deterioration of the
standard of living, particularly in light of declining oil, and subsequently gas, revenues.23 In the
absence of any explicit provision in the model for nominal currency adjustment, macroeconomic
policy, especially government saving, is the major factor explaining the differences between the
two scenarios. As can be seen, the ratio of national saving to GNP is projected to decline to very
low levels in the base case.

4.14 If the Government were to continue to follow an expansionary fiscal policy by continuing
to increase current expenditures, the widening gap between revenue and expenditures would
enlarge the public sector deficit from about 8 percent of GDP in 1992 to more than 57 percent by
as early as 2005. Since oil and gas revenues are limited, the unfunded portion of budgetary
expenditure would need to be financed by withdrawals from the SGRF and foreign borrowings.
(Since the SGRF would quickly be exhausted and foreign resources on such a scale would not be
forthcoming, circumstances would in fact force discontinuance of such policies well before 2005.)

4.15 On the supply side, government dissavings play a crucial role in determining the future
paths of output, inflation and the real exchange rate. In the base case scenario, government
expenditures in real terns are allowed to grow at a rate equivalent to their historical rate of about
9 percent per year. The inflationary pressure resulting from the Government's current spending
would increase non-oil GDP, albeit at a lower rate than the historical annual rate of around
11 percent over 1978-91. In addition, non-oil GDP growth would most likely be driven by an

23 As mentioned above, GDP under the base case remains lower but close to that under reform. However,
GNP is 21 percent lower by 2005. A caveat is in order due to data limitations, which hamper thorough analysis of the
macroeconomic situation in Oman. Some of the accounts, especially those for the public enterprises, had to be
estimated by the authors, while inconsistencies among the data for the various sectors had to be brought into balance.
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increase in the output of the peripheral services sector, the reason being that domestic inflation
would cause an appreciation of the real exchange rate. Such an appreciation would inhibit the
growth of output in the tradeable sectors, reduce exports, increase imports, and shift factors of
production towards the production of non-tradeables. The "Dutch dis2ase" effect appears to be at
work when producing sectors such as agriculture, fisheries and manufacturing suffer.

4.16 On the demand side, the real appreciation would foster private consumption. However,
the surge in private consumption would not be sufficient to match the rate of population growth.
As a result, per capita private consumption growth would decline for a number of years before
again registering positive rates, beginning in 2001. Private investment would dwindle due to a
combination of lower productivity of capital and the public sector's "crowding out" effects.
Finns in the private sector would invest only the amounts necessary to maintain the existing stock
of capital, without adding much to output growth. This is shown by an increasing implicit five-
year ICOR, from about 3 in 1992 to around 7 at the end of the projection period (Chapter Annex
Table 4.Al, Key Indicators, Base Case).24

4.17 The most dramatic effect is the increase in the current account deficit of the balance of
payments, which is projected to reach around 34 percent of GDP by the end of the simulation
period. The current account deficit is a consequence of the behavior of imports, which increase
rapidly between 1990-2005, and exports, which remain stagnant due to a combination of the by
then modest performance of the hydrocarbon sector and the effect of the appreciation of the real
exchange rate on non-oil exports. As the current account deficit increases, so does external debt,
which is projected to climb to more than $62 billion by the end of the projection period. This
would result in a debt service ratio of about 57 percent of exports of goods and services and
10 percent of GDP in 2005, again a clearly unacceptable outcome.

4.18 Rapidly rising governnent current expenditures have been the prime source of fiscal
imbalance in Oman. The present trend clearly cannot be sustained. Oil and gas revenues at
projected levels will not be sufficient to offset rapidly growing government current expenditures
in the future. Moreover, the rapid rise in interest payments on foreign and domestic loans would
compound fiscal imbalances further as the Government resorted to more borrowing from the
foreign and domestic nonbank sectors to finance its deficit.

4.19 The future need for external financing of the current accounts and fiscal deficits would be
extremely high, putting additional pressures on the service accounts. Unlike the neighboring
GCC countries, Oman has not been heavily involved in major foreign investment ventures. The
only significant sources of foreign investment income have been interest receipts from the
country's international reserves and returns on SGRF investments.

4.20 One peculiar aspect of Oman's economy has been developments in the money market.
During most of the 1980s, the Government has been a net lender to the banking system, despite

24 However, there are reservations in interpreting the efficiency of investment on the basis of a simple ICOR
parameter, measured in terms of actual GDP (as is the case here) rather than on the time path of the potential output.
In the model, the implied ICOR may be interpreted as a mixture of efficiency factors (determining the path of potential
GDP) and capacity utilization (determining the discrepancy between actual and potential GDP). In that sense, changes
in the ICOR may imply changes in efficiency or in the degree of capacity utilization or a mixture of both.
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its substantial fiscal deficits. This is shown by the large deposits of the central government in the
banking system. This situation is assumed to continue in the future, with govermnent deposits
increasing over time, from about RO 350 million in 1992 to around RO I billion in 2005.
Meanwhile, private sector borrowings fronm the banking system are projected to increase from
about RO 0.9 billion in 1992 to more than RO 5 billion by 2005. Moreover, the share of broad
money in GDP is projected to decline from about 28 percent in 1992 to around 23 percent by the
end of the projection period, indicating increasing fincial disintermediation.

The Reform Scenario

4.21 The reform policy sinulation assumes, as noted, significant changes in the model's key
variables, including higher national saving rates, higher productivity of Omani labor,
improvements in the efficiency of capital, the removal of subsidies, and the introduction of a
3 percent general sales tax. A key component of the reform-based simulation is the assumption
concerning the national saving rate. The optimum savings rate model (Annex B) calls far an
initial national saving rate of 38.7 percent in 1992 (the base year). Given an actual rate of only
16 percent in 1991,25 such an abrupt jump would not be practical. Moreover, as discussed in
Chapter 3, the quantitative results of the optimum savings rate model must be adjusted to allow
for income and saving outside the public oil revenue sector. The saving rate used in the reform-
based simulation (referred to earlier as "desired" saving) is derived from the "optimum" saving
curve of Annex B by rescaling the latter to be equal to actual saving in 1992. 6 This yields a path
for national saving that avoids a sharp break yet produces similar cumulative national saving over
the projection period to those indicated by the optimum national saving estimates provided in
chapter 3 (Chart 3.1). The projection model, under the reform scenario, generates higher non-oil
GDP growth, much higher GNP growth, a more stimulative real exchange rate, enhanced export
performance, and a sustainable fiscal balance, among other things. The full results are
summarized in Chapter Annex Table 4.A2.

4.22 Non-oil GDP is projected to grow at a slightly higher rate in the reform scenario than in
the base case despite a significant projected reduction in government expenditure (15 percent of
GDP by 2005). (Government expenditure is projected to rise steadily under the base case,
reaching a staggering 75 percent of GDP by 2005.) Furthermore, the expansion of non-oil output
and exports has reversed the current account deficit.

4.23 A complement to the fiscal reform program in Oman should be wage policy. Any
significant wage increases that are not consistent with labor productivity improvements could have
profoundly adverse effects on the fiscal balance and overall growth. In the production function,

25 This figure corresponds with Central Bank data. Development Council data indicate a national saving rate
of only 10.7 percent in 1991

26 Adjustment of the intercept (initial conditions) while allowing the slopes of 'desired' and "optimum"
saving rates to be the same, is in line with a common sinulation practice of adjusting projected variables to be equal to
their actual values at the base year (add factor - Elbadawi and Scmidt-Hebbel, 1991, op. cit.l.
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potential productivity improvemnents are allowed fotP so that the wage-raising effect of reduced

use of expatriate labor under the Government's Omanization policy may be partially offset. As it

should, the model indicates that output growth would be hampered should the nominal wage rate

or the price of imported capital goods increase relative to domestic prices. The nominal wage
rate, adjusted for productivity change, is exogenously determined, based on its historical trend.

The model solution jointly determines domestic prices and output for given prices of imports.

4.24 Obviously, given the limited life span of the hydrocarbon resource base, the Goverunent
of Oman needs to diversify the economy away from its heavy dependence on the sector. The key

policy instrument should be a significant increase in public saving. The higher public saving will

lead to depreciation, or avoidance of appreciation, of the real exchange rate (defined as the price

of non-tradeables relative to tradeables). Higher public saving will make available financial
resources that can be invested in part domestically (but mainly abroad) and free up domestic
factors of production, while the performance of the real exchange rate will direct the freed-up

factors of production towards the production of non-oil tradeables. Furthermore, the depreciated
or less-appreciated real exchange rate should enhance private saving and investment. Depending
on the level of public saving and the performance of the real exchange rate, the economy will end

up with a more diversified structure and sustainable fiscal and external balances.

4.25 The improvement in the current account balance and the Government's fiscal situation is

reflected in very large increases in the stock of foreign reserves. Interest receipts from the stock

of gross reserves are projected to be high enough to acconmmodate the flow of imports, thus

compensating for flattening oil and gas export earnings.

4.26 Meanwhile, the central government would be able to increase non-oil revenue as a result

of the introduction of either a value-added tax or a general sales tax and to reduce expenditures by

removing most existing implicit and explicit business subsidies.

4.27 On the goods market, the implications for non-oil GDP growth would be striking, as the
value added of this sector increases on average by about 5.5 percent per year during the
projection period. Moreover, the behavior of the RER would shift resources away from the
service sectors of the economy to the goods sectors, boosting non-oil exports by a factor of 10 in

real tenns, from about RO 200 million in 1992 to around RO 2 billion in the year 2005. In

addition, the expenditure-switching effect of the RER adjustment results in higher investment and

consumption by the private sector. The net result would be higher efficiency of investment, as

shown by improvements in the implicit five-year ICOR relative to the base-case scenario.

4.28 One important feature of the reform scenario is the shift that takes place in the SGRF,
which is converted from a source of govermnent deficit financing into an externally invested

saving fund. The stock of the SGRF is projected to increase to RO 4.9 billion in the year 2005
from RO 1,750 million in 1992. Total public foreign assets, which include Central Bank reserves
and non-SGRF government assets, increase to US$65 billion by 2005.

27 Potential productivity improvements are accounted for by incorporating Harrod-neutral productivity

increases at a rate of, where p is given by the share of expenditure on education and training to GDP. In the base

case scenario p is set equal to 0.0076 (the historical average), while in the reform scenario it assumed to rise to

0.015.
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4.29 In the assets and money markets, the projected economic adjustiment would help the
deposit money banks increase their stock of net foreign assets to more than RO 1 billion by the
year 2005 from about RO 200 million in 1992. At the same time, real quasi-money balances
would increase sharply, implying large amounts of private sector deposits within the banking
system, or growing financial "deepening."

Overall Summary

4.30 A-useful portrayal of the overall ilcations of the projections is provided by juxtaposing
the base case and reform scenario results for selected key variables for the year 2005 -- a dozen
years hence (Table 4.2).

Table 4.2: Key Variables - Base Case and Reform Scenario
Projections for the Year 2005

Base Case Reform

Government Revenues/GDP(%) 17 36
Government Expenditures/GDP( %) 75 15
Deficit (-)/ Surplus (+)/GDP (%) -57 +20
Current A/C deficit (-) surplus (+)/GDP (%) -34 +9
Non-oil Exports /GDP (%) 5 30
Imports/GDP (%) 37 24
GDP (RO 1985 millions) 7892 8410
GNP (RO 1985 millions) 7174 9042
Public consumption (RO 1985 millions) 4015 1345
Private consumption (RO 1985 millions) 1976 3230
Stock of External Debt / GDP (%) 120 0
Net Reserves (US$, million). 6821 64920

Source: Macroeconomic Model Projections

Table 4.2 shows that, if the Government of Oman is prepared decisively to implement the
fundamental, long-term policy changes corresponding to the key assumptions of the reform
scenario, the predicted consequences for the Omani economy will be vast and far reaching. The
reformed economy would feature a very modest role for public spending, an enormously
strengthened government financial position, a far stronger balance of payments position, massively
increased non-oil exports, reduced imports, a GNP 25 percent larger, greatly increased private
consumption, and an enormously strengthened external reserve position.

4.31 While the usual cautions must be expressed concerning the significant range of error in
such long-term, quantitative projections, there is little doubt that, under reform, the Omani
economy in the year 2005 would move in the broad directions indicated, with major quantitative
differences of the general order shown. The Governent confronts a clear choice.



Chapter Annex Table 4.Al: Oman - Key Indicators' Base Case Scenario

Estimate Projeoion

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP Growth Rate 2.90 1.40 2.80 4.70 6.00 5.90 5.90 7.10 6.90 4.10 4.00 4.00 3.90 3.80

Non-oil GDP Growth Rate 0.50 4.50 5,60 5.50 5.00 4.80 4.70 4.60 4.70 5.30 5.60 5.70 5.70 5.70

GDP Par Capita Growth Rate 40.08 -1.54 40.17 1.62 2.89 2.84 2.81 3.99 3.80 1.09 0.99 0.92 0.85 0.79

Pvt Consumption Per Cap. Gr. Rate .0.05 3.45 0.83 -1.87 -4.52 -4.95 -5.36 -5.79 -6.33 0.14 0.60. 0.88 1.10 1.32

Debt Service (in US$) 219.00 218.00 223.00 293.00 412.00 573.00 789.00 1070.00 1412.00 1854.00 2431,00 3i70.00 4098.00 5240.00

Debt Servkce/XGS 0.04 0.04 0.04 0.05 0.07 0.09 0.12 0.14 0.18 0.23 0.29 0.36 0.46 0.57

Debt Service/GDP 0.02 0.02 0.02 0.02 0.03 0.03 0.04 0.05 0.05 0.06 0.07 0.08 0.09 0.10

Stock of External Debt/GDP 0.18 0.18 0.20 0.23 0.28 0.35 0.42 0.49 0.57 0.68 0.80 0.93 1.07 1.20

Dormestic Saving/GDP 0.34 0.37 0.35 0.34 0.33 0.33 0.33 0.32 0.31 0.28 0.26 0.24 0.22 0.20

National Saving/GDP 0.21 0.25 0.23 0.22 0.22 0.21 0.21 0.19 0.17 0.14 0.11 0.08 0.05 0.02

Gorss Investment/GDP 0.19 0.20 0.21 0.22 0.22 0.23 0.23 0.24 0.24 0.24 0.25 0.25 0.26 0.26

Public lnvestrnent/GDP 0.13 0.13 0.14 0.14 0.15 0.15 0.15 0.15 0.16 0.16 0.16 016' 0.16 0.17

Private Investment/GDP 0.06 0.17 0.07 0.08 0.08 0.08 0.08 0.08 0.08 0.09 0.09 0.09 0.09 0.09

Implied 5-Year ICOR 3.40 4.30 4.40 5.40 6.00 5.30 4.60 4.00 3.90 4.20 4.60 5.(0 5.80 6.70

Government Revenues/GDP 0.36 0.33 0.30 0.28 0.26 0.25 0.24 0.24 0.23 0.22 0.21 0 19 0 18 0.17

Government Exponditures/GDP 0.50 0.38 0.39 0.42 0.46 0.50 0.53 0.57 0.61 0.64 (2.67 0.70 0.72 0.75

Deficit/GDP (+) -0.09 -0.03 -0.08 -0.13 *0.18 .0.23 -0.28 4) 33 0.37 .0.41 -0.45 4).49 -0.53 4.57

GDP Deflator (1985 = I) 0.91 0.97 1,04 1.13 1.21 2.30 2.39 1.50 1.61 1.75 1.)1 2.t)O 2.29 2.51

Inflation (% Change GDP Deflator) -1.50 5.90 7.90 8.00 7.50 7.30 7 30 7.30 7.40 8.70 9 30 9.5(t 9.60 9.70

Nominal Exchange Rate (SIBD) 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 01.38 0.38 0.38 0 38 a 38 0 38

Real Exchange Rate (1985= 1) 0.54 0.55 0.58 0.31 0.63 0.65 0.67 0.69 0.71 0.74 0 78 0 82 0.86 0 91

Terms of Trade Index (1985= 2) 0.87 0.81 0.81 0.82 0.84 0.87 0.89 0.92 0.95 0.94 0.43 0.92 0.91 0 90

Implied 5-Year Import Elasticity 0.62 0.65 1.47 1.5 1.36 1.27 1.29 1.20 1.15 1.16 1.17 1 19 1 22 1.24

Exports as % of GDP 0.38 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.40 0.40 0 39 0 39 0 38

of which: Non-oil Exports 0.07 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.05 0 0$ 0.05 0.05

Imports as % of GDP 0.20 0.20 0.23 0.24 0.25 0.26 0.27 0.28 0.29 0.30 0.32 0.34 0 35 0.37

Cuffent Account Deficit/GDP 0.01 0.04 0.09 0.12 0.14 0.16 0.19 0.19 0.21 0.24 0.27 0.30 0.32 0.34

Current Account Deficit (in US$) 86.00 486.00 1113.00 1734.00 2300.00 2985.00 3806.00 4546.00 5770.00 7429.00 942300 11747,00 24395.00 17453.00

Net Reserves (in USS) 2366.00 2462.00 2753.00 3045.00 3313.00 3591.00 3886.00 4204.00 4572.00 4961.00 5393.00 5851.00 6327.00 6821.00

Gross Reserves (in Month Impons) 9.70 9.20 8.70 8.30 7.90 7.50 7.10 6.80 6.50 6.20 6.00 5.80 5.60 5.40
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Estimate projecion

1992 1993 1994 t995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP Growith Rate 2.90 2.10 3.00 4.80 6.10 6.10 6.00 7.70 7.60 4.90 4.80 4.70 4.70 4.60
Non-oil GDP Growth Rate 0.50 4.90 5.90 5.70 5.20 5.00 5.00 4.90 5.00 S.70 6.00 6.10 6.10 6.20

GDP Per Capita Gmwth Raw -0.08 -0.85 0.04 1.79 3.03 2.98 2.96 4.56 4.42 1.82 1.72 1.68 1.62 1.57
Pvt Consumption Per Cap. Gt. Rate -0.05 0.67 5.84 2.18 2.75 1.02 0.03 -0.65 -0.68 15.66 0.85 0.62 0.57 0. 19

Debt Service (in USS) 219.00 214.00 258.00 279.00 304.00 346.00 383.00 393.00 375.00 307.00 377.00 0.00 0.00 0.00
Debt SefvicclXGS 0.04 0.03 0.04 0.04 0.04 0.04 0.04 0.04 0.03 0.02 0.03 0.00 0.00 0.00
Debt Servke/GDP 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.01 0.02 0.00 0.00 0.00
Stock of Extenal DeWGDP 0.18 0.25 0.25 0.24 0.25 0.25 0.22 0.17 0.10 0.12 0.04 0.00 0.00 0.00

Dotestic Saving/GDP 0.34 0.38 0.36 0.36 0.37 0.38 G.39 0.40 0.41 0.43 0.42 0.42 0.41 0.41
National Saving/GDP 0.21 0.25 0.24 0.25 0.26 0.28 0.30 0.32 0.34 0.36 0.37 0.38 0.39 0.40

Gorss Investment,GDP 0.19 0.19 0.19 0.19 0.20 0.20 0.20 0.20 0.20 0.22 0.22 0.23 0.23 0.23
Public lnvesanentGDP 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.14 0.14 0.14 0.14 0.15
Privat laestznent/GDP 0.06 0.06 0.06 0.06 0.07 0.07 0.07 0.07 0.07 0.08 0.08 0.08 0.09 0.09
Implied S-Year ICOR 3.40 4.10 4.10 4.80 5.20 4.50 3.90 3.40 3.10 3.40 3.60 3.90 4.40 5.00

Govenment Revewues/GDP 0.36 0.42 0.40 0.39 0.38 0.39 0.38 0.39 0.40 0.39 0.38 0.37 0.37 0.36
Govenment Expenditures/GDP 0.50 0.38 0.35 0.34 0.32 0.30 0.29 0.27 0.26 0.19 0.18 0.17 0.l6 0.15
DeficitiGDP(+) 40.08 0.04 0.04 0.05 0.06 0.08 0.09 0.12 0.18 0.20 0.21 0.21 0.21 0.20

GDP Deflator (1985 1) 0.91 0.91 0.94 0.98 1.01 1.03 1.06 1.09 1.12 1.16 1.21 1.27 1.33 1.39
Infladon (% Change GDP Deflator) -1.50 -0.10 3.80 3.60 3.00 2.70 2.70 2.70 2.70 3.90 4.40 4.60 4.60 4.60

Nominal Exchange Rate (Sh/D) 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38
Real Exchange Rate (1985 -=1) 0.54 0.52 0.53 0.54 0.53 0.53 0.53 0.53 0.52 0.52 0.53 0.53 0.54 0.55
Tenns of Trade Index (1985- 1) 0.87 0.81 0.81 0.82 0.84 0.87 0.89 0.92 0.95 0.94 0.93 0.92 0.91 9.90
Implied 5-Year Impon Elasticity 0.62 0.73 1.58 1.52 1.31 1.16 0.98 0.91 0.88 0.94 0.98 1.03 1.08 1.13

Exports as % of GDP 0.38 0.47 0.46 0.46 0.46 0.46 0.46 0.47 0.48 0.50 0.50 0.50 0.50 0.50
of which: Non-oil Exports 0.07 0.20 0.20 0.19 0.20 0.20 0.21 0.22 0.25 0.27 0.28 0.29 0.30 0.30

Impons as % of GDP 0.20 0.22 0.24 0.24 0.23 0.23 0.22 0.21 0.21 0.22 0.22 0.23 0.23 0.24
Current Account DeficitItDP 0.01 -0.03 0.00 0.01 0.00 40.01 40.02 -0.06 *0.09 .0.09 -0.09 .009 -0.09 -0.09

CueMnt Account Deficit (in USS) 86.00 -334.00 -39.00 168.00 61.00 -75.00 -271.00 -1088.00 -1783.00 .1949.00 -2042.00 -2233.00 *2443.00 -2586.00

Net Resetves (in USS) 2366.00 3378.00 4736.00 6168.00 8024.00 10405.00 13176.00 16812.00 21374.00 28701.00 36636.00 45318.00 54777.00 64920.00
Gross Reserves (in Month Imports) 9.70 10.80 13.80 16.40 19.80 24.00 28.50 34.20 40.30 47.5 55.10 61.90 67.90 73.20
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ECONOMIC DIVERSIFICATION: ISSUES AND OPTIONS

A. The Real Exchange Rate and Sectoral Diversification

Introduction

5.1 It was shown in Chapter 2 that, despite significant growth in the GDP shares of
agriculture, fisheries and manufacturing since 1976, the Omani economy remains dominated by
the production of oil, gas and services. The previous chapter showed that, under a reform
scenario characterized by substantially reduced public consumption, a shift takes place towards
increased production of goods, both for exports and to replace imports. The mechanism
producing this shift is the difference between the two scenarios in the behavior of the real
exchange rate. In view of the Government's fundamental interest in realizing greater industrial
diversification into non-oil goods production, this chapter elaborates upon the critical role of the
real exchange rate in limiting or increasing the share of tradeable goods production in total
output.

5.2 Apart from providing basic physical and institutional infrastructure and greatly improved
educational and health services, the Government has itself sought restructuring of the economy
mainly through the development of the comprehensive system of subsidies described below
(Chapter 8B, and Annex D). The subsidy policy seemed justified in the short to medium run in
view of:

(a) The initially rudimentary nature of the private sector and the lack of an
entrepreneurial class in the country;

(b) The pressures created by the elaborate and excessive subsidy schemes in
neighboring GCC countries; and

(c) The natural tendency of the oil dominated economy to create an economy-wide
structure of incentives inhibiting the growth of the non-oil tradeable sectors (i.e.,
manufacturing and agriculture).

5.3 The fundamental issue, however, is not the appropriateness of the subsidy scheme as a
transitory measure but rather its viability as a long-term development strategy for achieving
economic diversification. Both economic theory and the lessons learned from history and
practical development experience make it abundantly clear that the real exchange rate (the price of
non-tradeables/price of tradeables) is the key economy-wide price determining the relative
structure of incentives (profitability) in the domestic economy as well as its degree of external
competitiveness. Oman has yet to recognize and allow for the effect of public spending on the
real exchange rate in determining the structure of domestic production. Subsidies can, of course,
if large enough, modify, or even completely overcome, in some sectors, the influence of an
appreciated real exchange rate on the structure of production. However, this is tantamount to the
Government's spending even more to offset the consequences of having spent excessively in the
first place. It is not an efficient policy.
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5.4 Annex D presents a descriptive model of the real exchange rate (RER), emphasizing the
role of the oil boom in triggering public spending and the adverse consequences of the latter for
economic diversification. The framework of analysis suggested by the model is applied below to
Oman in an effort to explain the extent to which macroeconomic policies and the level of the RER
have helped or inhibited the growth of the non-oil traded goods sectors. Finally, the implications
of the analysis for the design of a long-term diversification strategy are outlined.

5.5 The broad proposition that can be drawn fromi the real exchange rate model of Annex E is
that government expenditure should ideally be stabilized and relatively delinked from the oil
cycle, so that the RER does not appreciate due to temporary booms and thus does not shift the
structure of production away from tradeable goods production and towards the production of
services. The implication of this is that government saving should be increased during the oil
boom, i.e., government consumption should be held to a permanently sustainable rate of growth
(Chapter 3). In the case of Oman, except for certain high-return domestic investments (e.g., in
human capital and carefully selected oil and gas-related industrial development) the bulk of public
saving should be allocated to foreign investment.

The Evidence on Relative Prices and Diversification in Oman

5.6 Oman's experience strongly supports the predictions of the model in terms of the effect of
the oil cycle on the real exchange rate (Table 5.1). As in other GCC countries, three oil episodes
can be distinguished over 1978-91. The first two years (1978-79) witnessed relatively poorer
terms of trade and lower purchasing power for oil, compared to the median period (1980-85),
characterized by an improvement in both indicators. Both indicators plunmneted over the last
(1986-9 1) period. Two measures of the real exchange rate [(a) and (b) in Table 5.11 mimic the
oil cycle fairly closely, as predicted by the model. The real exchange rate was depreciated
(lower) during the first and last periods relative to the booming median period.

5.7 Public domestic absorption on the other hand, seems to have been insulated from the oil
cycle. While the average GDP shares of both total government expenditure and government
consumption stayed about the same over the first two periods, both shares rose, rather than
declined, in the last period, which witnessed sharply worsened terms of trade for oil. If these
high levels of public expenditure were appropriate and sustainable, it would not be appropriate to
interpret any real exchange rate appreciation caused by them as "overvaluation" and it would not
be harmnful to long-term economic objectives. However, the analysis of Chapters 3 and 4 shows
that current rates of national (and especially public) saving are substantially below optimum
levels, i.e., current public spending is excessive. Therefore, even though the real exchange rate
in Omnan has experienced some depreciation as the terms of trade worsened during the second half
of the 1980s, it is still substantially overvalued (i.e., higher) in relation to what would be
consistent with higher (and more desirable) national saving rates. The present fundamental,
economy-wide structure of incentives is thus not adequately supportive of sectoral diversification
into tradeable goods production.

5.8 In light of the predictions of the model, what actually happened in the 1980s in tenns of
changes in sectoral GDP shares may be examined and the relative influence of the real exchange
rate and the subsidy programs in effecting changes in these shares assessed. It may be asked,
specifically, (i) whether, during oil booms and appreciation of the RER, the shares of the two
traded sectors (agriculture/fisheries and manufacturing) increased or declined; (ii) if a sector
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increased its share of GDP despite the RER appreciation, whether this can be attributed to the
subsidy program; and (iii) if, when the real exchange rate depreciated, the shares of the two
traded sectors rose and that of the service sector declined.

5.9 The share of agriculture and fisheries does seem to have responded in the predicted way
to both real exchange rate depreciation and appreciation (Table 5.1). The share of the sector in
total GDP declined by 16 percent between the first and secord periods as the RER appreciated by
more than 60 percent. On the other hand, in response to RER depreciation in the last period
(relative to the secondl), its share grew by 35 percent. However, it remains rather small and,
despite the real depreciation in the last period, did not rise above the level (relative to both GDP
and non-oil GDP) reached in the first period. This should be expected, given the resource
constraints that limit the expansion of the agricultural sector in the short run. However, the
fisheries industry should have the potential to expand quite rapidly, given appropriate incentives
and technology.

5.10 In accordance with the predictions of the model, the share of manufacturing increased
during the last episode of oil bust and real exchange rate depreciation. On the other hand,
contrary to predictions manufacturing in fact also benefited and grew during the period of oil
boom and real appreciation. There are several explanations: first, manufacturers setting up
operations in Oman (or any where else) are, by virtue of the significant fixed investments
involved, concerned with long-term prospects rather than relatively short-term price and profit
variations; second, with rapid income growth in Oman and a high income elasticity of demand for
manufactured goods, compared with unprocessed goods, there is a very strong secular expansion
of demand for manufactured goods; third, once an investmcnt is made, production wil continue
as long as variable manufacturing costs are covered (i.e., fixed costs are regarded as sunken costs
and production is not responsive even to sigrificant price changes); fourth, subsidies (including
protection) to manufacturers are significant and may have provided a substantial profit cushion
(Chapter 8); and fifth, two large public companies - Raysut Cement (1981) and Oman Refinery
(1983) - began operations in 1980-85 whereas none started up afterwards. These factors
combined to bring about continued increases in output in manufacturing, notwithstanding the
appreciation of the RER.

5.11 Table 5.1 also indicates that the GDP share of services has steadily risen, both during the
median period of the oil boom and during the last period when the real exchange rate experienced
some depreciation. The continued rise in the share of services despite the real exchange rate
depreciation during 1986-91, for example, is the direct result of the fact that public expenditure,
the main trigger and component of the service sector, has been relatively insulated from the oil
cycle.

Conclusions and Policy Implications

5.12 The main conclusions from the preceding analysis are as follows. The GDP share of
services remains about 10 times that of manufacturing, even though manufacturing has grown
much faster than services. On the other hand, the share of agriculture and fisheries appears to
have responded to shifts in the real exchange rate. The construction sector has been steadily
shrinldng with the decline in investment. The share of direct subsidies in total government
expenditure has been rather negligible, but was significant for manufacturing. There
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Table 5.1: Oman - Major Economic Indicators

Period Average

1978-79 1980-85 1986-89

} Real exchange rate:
a) Multilateral RER (IMF) 61.1 99.9 62.9

b) Pnoilgdp/neer.cpi 59.5 82.9 62.7

2 Terms of trade for poil/pm (for $ price) 75.5 117.3 47.1

3 Purchasing power of oil (poilIpm quantity x of 50.6 91.0 60.5
oilx)

4 Share of subsidies in govt expenditures NA 1.0 1.1

5 Govt current expenditures/gdp 40.8 37.4 40.3

6 Govt consumption/Govt total expenditures 50.1 50.3 63.7

7 Selected distribution of GDP oil & gas 54.3 54.2 44.4

Agriculture & fisheries' 3.2 2.7 3.7
(7.0) (5.9) (6.6)

Manuficturing 0.9 1.9 4.0
(2.0) (4.1) (7.2)

Construction 7.1 6.6 4.6
(15.6) (14.0) (8.3)

Services 34.5 34.6 43.3
.___________________ _ (75.4) (75.6) (77.9)

Notes:
NA = not available
pnoilgdp = Non-oil GDP deflator
Neer = Nominal effective exchange rate
CPI = Consumer price index
Poil = oil price index
Pm = import price index
Oilx = oil exports
govt = government

a Numbers between brackets indicate percentage share in non-oil GDP.



54

were episodes of Ittih real exchange rate depreciation and appreciation reflecting the oil cycle but
public expend(iiutit-c inained insulated from the latter and was maintained at high and
unsustaimable lIt kl.

5.13 A k\t Is\ue cmul rgs from a comparison of the evolution of the services and the
manufacttirirti s,ec,iots. Obviously, from a long-term development perspective, the continued high
share of servi.cs is undesirable, since the objective should be to diversify towards tradeables
(agricultue awd nianauafaLuring) and progressively to reduce dependence on non-renewable oil and
gas. '1h& n imp(ii R.M-1P policies and the subsidy programs pursued so far have not been
partictula 1s sut_tveA'tl in achieving these goals. Because of the potentially adverse budgetary
consequerti; ol It. iA.ssive subsidies and the inability of Oman to compete with most of its GCC
partners on this seole. the subsidy program is at best a short-term instrument and cannot be a
substitute fo- at' arpropriate, economy-wide structure of incentives (i.e. an adequately depreciated
RER). It is also elcar ihiat adequate and sustained real depreciation consistent with this long-term
strategy iequ.res that public expenditure be consistent with much higher public saving rates
coupled witli increased external investment. High saving and external investment are not only
critical in pro" iding incentives to diversification through a more depreciated real exchange rate
but also are n1eded to provide income during the post-resource era and to free up the resources
needed to develop up) a renewable resource base.

B. Quantitative Implications for Industrial Diversification of an Optimum
National Saving/Higher External Investment Strategy

5.14 In the reform scenario (Chapter 4 above) a higher national saving rate (adjusted from the
derived "optimrumn" rate of Chapter 3) is assumed. The fiscal closure procedure that is adopted in
the model solhition means that, given national saving, government expenditure is determined
residually. Furtlhe.iliore, the behavioral equation estimated for domestic inflation gives an
elasticity of 0.5 for the rate of change in the ratio of government expenditure to GDP. Hence,
for a given nominal effective exchange rate and given foreign prices, this component of the model
provides a strong and a di.-ect link between public (and national) saving and the real exchange
rate. The implication of this aspect of the model was a projected RER (1992-2005) that avoided
appreciation under a refornm scenario characterized by higher national saving. Over the projection
period the RER wvas virtually stationary, with an average annual rate of change of 0.14 percent.
This contrasted with the steady and appreciable appreciation (at an average annual rate of about 5
percent of the projected RER under the base case.

5.15 This key relative price is estimated to have a significant effect on the demand for Omani
non-oil exports (Ch1apter 4) and is reflected in a tremendous projected increase in the share of
exports to GDP, which rise from 7 percent at the beginning of the projection period to 30 percent
by 2005. On tlhe other hand, under the base case, the share of exports steadily declines from
7 percent to 5 percent between 1992 and 2005 (Chart 4.1). Thus, the model of Chapter 4 amply
demonstrates the impact of the RER, reflecting higher public saving, in achieving the desired
restructuring of the economy.

5.16 The othier components of the reformn scenario of relevance to the diversification issue are:
the efficiency of investment and higher labor productivity. Reflecting an emphasis on external
investment and higlher-return domestic investment, the incremental capital/output ratio (ICOR) is
assumed to decline to an average of only 5 compared with 6.7 in the base case. Also, more
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effective and efficient investments in education and training are assumed to lead to an exponential
increase in labor productivity under reform, so that the real wage is assumed to be lower relative
to the base case.

5.17 Even though non-oil GDP grows faster (at an average annual rate of more than 5 percent
over 1993-2005) under the reform scenario compared with the base case, the differential averages
less than 1 percent per annum. The explanation for this is that non-oil GDP is dominated by the
non-traded service sector, which continues to grow under the no-reform scenario, with
government expenditure providing the main impetus 38

5.18 Despite the relatively similar growth profiles of non-oil GDP under the reform and non-
reform scenarios, there is a fundamental difference in the composition of non-oil GDP that needs
to be niade explicit, because it is of paramount importance for the structure of the economy.
Under the reform scenario, the share in non-oil GDP of the service sector is inc;easingly
accounted for by the private sector, as government expenditure is progressively reduced to levels
consistent with higher public saving. On the other hand, the public sector continues to be the
mainstay of the service sector under the base case scenario.

5.19 While it is critical that the tradeable sectors, especially export manufacturing, agriculture
and fisheries, have the opportunity to grow rapidly in order to achieve the desired economic
diversification in Oman, the recent experience of successful reforrning countries has shown that
improved export performance and increased market shares require the support of an efficient and
adequate service sector (including transport, marketing and banking services) and favorable and
transparent regulatory and legal frameworks. Therefore, in considering the issue of economic
reform and diversification, even though the dichotomy between tradeables and non-tradeables
needs to be emphasized, it should not be overlooked that other factors are also important. The
simulations of the model presented in Chapter 4 have shown that an integrated reform program,
anchored in higher national saving and an unappreciated (or depreciated) RER, but including
enhanced investment in human capital, new productive investment, and product market efficiency-
raising measures, could constitute an effective strategy for achieving economic diversification in
Oman.

28 Labor market efficiency and real wages figure very prominently in the determination of non-oil output
supply. The ratio of current to potential non-oil output is estimated to be negatively influenced by the productivity
adjusted real wage, with an elasticity of 0.52. The output ratio was also specified as a negative function of the cost of
inports relative to the price of non-oil output, where the estimated elasticity is equal to 0.13. The dampening effect on
real wages of higher labor productivity assumed in the reform scenario, is, however, counterbalanced by the more
depreciated real exchange rates, which imply a lower domestic price relative to the nominal wage and the cost of
imports.
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6
THE ROLE OF THE PUBLIC SECTOR

Introduction

6.1 The apparently excessive level and growth of public expenditure, the inadequacy of
domestic and national saving and investment, and the disappointing performance of private goods
production and investment detailed in Chapter 2 suggested that the public sector in Oman, apart
from being costly and inefficient (Chapter 7) could be trying to do too much in some areas. The
question of reducing the scope of the public sector is also raised by the desirability of cutting the
present level and restraining the future growth of public expenditure so as to realize the benefits
of earlier industrial diversification plus sustained growth of consumption into the post-resource
era. It may therefore be asked whether a less extended role for the Government, consistent with
sharply reduced public outlays, would be economically harmful or beneficial.

A. The Traditional Responsibilities of Government

6.2 The basic responsibilities of the public sector have traditionally been defined as the
following:

Providing public goods (national security; control over immigration; the
preservation of internal order; legal and juridical systems; basic health,
educational and social services; environmental protection; roads, bridges and other
public infrastructure; etc.);

Promoting efficient resource allocation;

-Stabilizing the economy; and

Promoting an equitable distribution of income.

These definitions provide a useful framework for analyzing the role of government in the Omani
economy.

B. The Role of the Omani Govermment

Gvernmnent As Engine of Development

6.3 Govermnent became the dominant economic agent in Oman on account of its receipt and
expenditure of oil revenues that were of an order of magnitude far in excess of all income being
generated by private non-oil activities. In this position, the Government had a responsibility not
merely to support existing economic activities but to assume a leading developmental role. To
ensure that its activities were conceived within a rational and coherent framework, it established
the Development Council, composed of the key ministers involved in economic matters, assisted
by a technical secretariat, to prepare comprehensive development plans. The Council has
produced four five-year plans, the latest covering 1991-95 inclusive. These have embodied the
Government's development aims and philosophy and have served both as a blueprint for the
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budgets and activities of government departments and as a guide to private sector activity. The
plans provided for largely free educational and health services and involved forward budgetary
planning, detailed, integrated planning of public developmental expenditures on infrastructure, and
increasingly detailed planning of manpower use and development.

6.4 The Government also assumed an active entrepreneurial role, becoming involved in
electric, communications and water utilities, manufacturing and tourism. It has also attempted to
define, and influence the direction and character of, private sector development. The
Government's development plans have had legal force with respect to the activities of the public
sector.

Continued Expanded Role

6.5 Since the collapse of world oil prices in 1986, the Govermnent has become aware that its
resource limitations will increasingly limit its role as the engine of growth in Oman. In any case,
now that the basic physical infrastructure of a modem state is in place, it believes that it has
accomplished its objective of providing an environment in which a modem, efficient private sector
can take root and flourish. It is therefore increasingly looking to the private sector to provide the
stimulus for further growth. It has also accepted, in principle, the desirability of divesting itself
of some of its conunercial-type activities, although it has not yet taken significant steps to do so.
Furthermore, there is some division of opinion within the Government as to how far the
privatization process should go.

6.6 Despite the Government's wish to see accelerated private sector development, it envisages
it nonetheless as occurring within the indicative framework established in the development plans.
The Government's instruments for pursuing its private sector output targets include the provision
of supporting infrastructure, information, training, tariff exemptions, tax incentives, and interest-
free and low-interest loans. However, government assistance is conditional upon private firms'
compliance with social, environmental and economic pre-conditions, including the attainment of
specific Omanization targets. The Government's role in financing private economic activity also
exerts a significant influence on the overall pattem of private sector development. The
Government furthermore feels that it has a leading role to play in identifying and supporting
opportunities for the private sector in external trade.

6.7 From the foregoing, it is apparent that the role of government in Oman goes considerably
beyond the basic four areas of traditional public sector responsibility to include:

- The promotion of desired forms of private sector activity;

- The provision of subsidies to encourage industrial diversification;

- The promotion of Omanization and the imposition of Omanization targets;

- The provision of medium-term financing to the private sector;

- The supply of a range of commercial-type goods and services;
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- The provision of numbers and standards of roads, bridges, buildings and other
infrastructure in greater quantities and of higher quality than normally associated
with a country at Oman's stage of development; and

- The provision of extensive municipal administrative and other services.

As noted earlier, the Government is proposing to withdraw to some degree from its present
extensive participation in the provision of commercial goods and services.

C. Analysis of the Government's Role

Government's Expanded Role

6.8 The Development Planning Process. Oman's development planning evolved in response
to the need for a process to coordinate the Government's development policies and future
activities and to establish public expenditure envelopes in light of anticipated public revenues. In
view of the economic dominance of the public sector, it was desirable for the exercise to be
carried out in the context of the economy as a whole.

6.9 While this conceptual basis for development planning was unexceptionable, a fundamental
problem with implementing it has been that the proceeds from oil and gas have been regarded by
the Government primarily as income, rather than as capital, although the Government has tried to
promote industrial development and diversification with a view to building up an economic base
that would eventually replace oil and gas. The plans have thus not accorded central importance to
the generation of adequate levels of public saving. As a consequence, planned public saving and
investment have been far too low and public capital has flowed primarily into domestic
infrastructure in health, education, communication, electricity and water, with little left for
external investments that would possibly yield future public income. Domestic investment has
been occasionally employed, for socio-political reasons, as a primary instrument of job creation
and regional development rather than as a complemert to private sector economic activity.

6.10 Realization of the Plans' objectives has encountered some difficulties that the Goverment
had moved to overcome. First, as might be expected, Plan expenditure projections and outcomes
have diverged considerably, partly because Oman's oil revenues were unpredictable. Substantial
adjustments in public expenditures have thus occasionally been called for, as was the case in
1986. The establishment of an emergency fund was intended to lessen the need for drastic
adjustments, but the high rise in government expenditures in 1991 and 1992 and the drop in the
price of oil in 1993 has shown the basis for serious fiscal restraint. Second, the budgetary
expenditure projections incorporated in the Plan have not been regarded as firm ceilings by the
ministries and have frequently been exceeded. Ministers' awareness of the availability of SGRF
and SERF funds for budgetary support, if required, appears to have contributed to the
undermining of fiscal discipline. Third, the use of expatriate labor is difficult to control. Fourth,
the level and direction of private investment and output are not adequately in line with what is
required to fulfil the Plan's diversification goals. Fifth, gaps and inaccuracies in the
Government's information base relating to the national accounts, output, prices and employment,
(now in process of correction and upgrading) mean that the foundations of the planning process
have in the past been rather weak.
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6.11 One of the main benefits from Oman's planning process appears ii,!.' X ( h: l h tile

systematization of government recurrent and development expenditure planuin.r atd i!u,lveine.
This came about mainly because of the effective and interlocking relation's;hlx v.rj ihlc
Development Council and the Financial Affairs Council, on one hand. anii l -!i e UJ8l 'Y Ministry

of Finance and the General Secretariat of the Development Council onj tilc ott;ti i il,

Finance/Development complex is perceived by other ministries as too ;Vxltat l X*iu A',

promoting unnecessary fiscal constraints. This perception, coupled sioiii lhc ) eIw:i
expectations for higher levels of government spending, leads to a lack Of L'i!uI' "iL' ;"in i i ll'

Governrent that is undermining the integrity and effectiveness of developioctn, o,

pressure intensifies on MOFE to continuously expand the budget ceiliiel .. i h selr As
the development process evolves and becomes more oriented toward polic'. 1'n-rx.i. . ti'1

priority setting. and less oriented toward allocation of public resources. tmhe I - lc evelopment
complex will need more representation at the Cabinet level to foster adhercnci_. to thm w4ictcs that

are required for sustainable economic growth in Onman.

6.12 Return on Public Investment. Table 6.1 shows that social structn;res iiec,lcatun, hiealth,

social centers and youth centers) were together slated to account for 23 percent of development
expenditures under the Fourth Plan. While such expenditures appear desirable fron a social and
political perspective, as well as to address regional imbalances in income and lob opportunities,
some appear unlikely, by definition in certain instances, to yield positive econonic: retuwns. Also,
while infrastructural investment in roads and water appears likely to yield po.sitlive real returns,
the part of infrastructural investment that relates to elaborate public buildings appears also likely
to generate low real returns. The opportunity cost of such expenditures is foreyonc ink estment of
realized oil capital in external higher-yield assets that could mitigate the severity of the potential
post-resource era decline in Omani incomes. Furthermore, regional expenditures on soAcial and
other infrastructure appear unlikely to be successful -- and certainly less successful in the long run
than measures to raise productivity and wages (e.g., in agriculture) -- in reversing rmral-urban
migration driven both by high levels of public spending and the external econonlies t'f spatial
concentration of economic activities in cities. Finally, investments in public ihnfastiucture entail
higher future recurrent costs for operation and maintenance, further inflating tlhc already excessive
level of public recurrent expenditure.

6.13 It may be concluded that, while public development spending currently accounts for a
smaller proportion of total government spending and GDP than during earlier periods, it remains
relatively large. It could be to Oman's advantage substantially to reduce such spending in favor
of a higher level of extemnal investments offering a significant future ecionmlic pavolf. Oman
could benefit from a formal Bank public investment review and from the introducti ln of
systematic procedures to rank investments on the basis of their expected economic X ates of return.
This would lead to a better understanding of economic effectiveness of the pulblic investment
program and strengthen the Government's capacity to determine overall domestic investment
priorities.

6.14 Productiveness of Expanded Govermnent Role. It is doubtful if the present wvide-ranging
scope of government economic intervention is benefitting Oman. First, with regar(d to the
desirability of such widespread government economic intervention to foster economic
diversification, this report demonstrates in Chapter 8 the rather moderate effectiveness of
subsidized industrial diversification in an oil-dominated economy with an appreciated real
exchange rate. Second, in Chapter 9, it makes clear the hidden economic costs and distortions
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involved in forced or subsidized Omanization. Third, Chapter 8 notes the need to reduce the
Government's role and expand the role of the private sector in the termn financing of private
investment. Fourth, it is noted above that public infrastructure can appropriately support, but not
supplant, private development as an engine of economic growth. It may be concluded that the

Table 6.1: Regional/Sectoral Distribution of Investments
in the Fourth Five-Year Plan

(Showing Regional Share of Total and Sectoral Share within Regions)
(RO Million)

Region Total Cost Commodity Services Social Structures Infrastructure
Sector Sector Secor Sector

RO RO RO X RO % RO %

Muscat 242.437 25.16 19.049 18.03 109.179 34.39 22.525 11.61 91.684 26.47
% 100.00 7.86 - 45.03 9.29 - 37.82 -

Al-Janubia 116.814 12.12 20.688 19.59 32.511 10.24 22.851 11.71 40.764 11.77
% 100.00 - 17.17 . 27.83 19.56 - 34.90 -

A'Dkbliya 122.536 12.72 16.24 15.38 21.023 6.62 33.077 17.04 52.195 15.07
% 100.00 - 13.25 - 17.16 29.99 42.59 -

A'Sharqiyah 135.132 14.03 20.596 19.05 42.399 13.36 31.510 16.24 40.627 11.73
% 100.00 - 15.24 - 31.38 . 23.32 - 30.06

Al Batinah 198.536 20.61 19.424 18.39 53.281 16.78 50.915 26.23 74.916 21.63
% 100.00 - 9.78 - 26.84 . 25.64 - 37.73

A'Dhaiira 103.972 10.79 3.433 3.25 49.043 15.45 22.800 11.75 28.696 8.29
% 100.00 3.30 - 47.17 - 21.93 - 27.60 -

Musandam 44.380 4.57 6.193 5.86 10.032 3.16 10.395 5.36 17.460 5.04
% 100.30 14.05 - 23.73 26.58 - 39.61 -

Total Regional 963. 100 1052 100 317.468 100 194.073 100 346.342 100
Allocations

% 100.00 - 10.96 - 32.95 - 20.14 - 35.95 -

National Projects 322.537 _ 89.978 - 13.627 - 98.193 - 120.742
and Projects

Outside Muscat 100.00 . 27.89 - 4.22 - 30.44 - 37.40

Total 1286.44 19.599 - 331.095 . 292.266 - 467.084
%1 100.00 15.2 - 25.745 22.726 - 36.319

Source: lhe Fourth Five Year Development Plan (1991-1995).

extended role of the Government in Oman involves substantial economic, as well as financial,
costs. If the scope of government activity were cut back, the Govermnent could strengthen both
the economy and its own finances.

6.15 The dominant role and pervasive influence of the Government not only inhibit the
dynamism of the private sector but place heavy demands on the Government's administrative
apparatus that it is not fully capable of meetng. There are evident weaknesses in the public
sector's analytical, administrative, and supervisory capacities that are exacerbated by the extended
reach of government activities. At the same time that the Government is attempting to improve
the performance of the entire economy, important deficiencies remain in its provision of
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traditional basic services - notably in health and education - and in its overall financial and
economic management, as discussed below.

Government's Discharge of Traditional Government Responsibilities

6.16 Providing Public Goods. There are some deficiencies in the Government's provision of
public goods. First, it currently falls short of meeting adequate standards in the provision of
basic educational and health services.2? Second, the system of laws governing private business
activity currently lacks transparency and fails to embody a coherent philosophy favoring the
development of a vigorous and efficient private sector. (This latter problem is currently being
addressed.)l Third, there are gaps in Oman's provision of basic social services, particularly in
implementing measures to raise the productivity and incomes of small farmers, fishermen and
women. The policy objective is established in the Fourth Plan but progress towards its attainment
has been limited.

6.17 Promoting the Efficient Allocation of Resources. The Government's performance in this
area is mixed. On the positive side, Oman's extenal tariffs are low for non-GCC countries and
non-existent for GCC countries, implying very littde protection for inefficient domestic goods
production. Purther, the absence of foreign exchange controls implies little distortion in capital
markets from that source.

6.18 On the other hand, the substantial participation of the public sector in frequently
neffective activities that go beyond the essential functions of government entails a major diversion
of Oman's scarce economic resources away from more productive activities. The Government's
monopoly on the supply of electricity, gas, gasoline, and water and the lack of competition in
petroleum exploration and development mean that inefficient activities can survive without check.
The absence of competition, overstaffing, inefficiency and the lack of unit cost controls in health
and educaion imply poor resource allocation within these areas of traditional government
involvement, as well as the diversion of resources from more productive activities in the private
sector. The provision of free health and education, creating excess demand, contributes to furter
misallocation. Government subsidies to manufacturing and other enterprises tend to foster
activities that are uneconomic under current macroeconomic conditions, producing additional
misalocation. (However, it is recognized that, given the high subsidies granted by neighboring
GCC goverments to their producers, Omas freedom to remove subsidies is heavily
constrained.) Finally, the Governent's provision of no- and low-interest medium-term loans to
support favored acivities contributes to the misaRocation of capital.

6.19 Sbion of he Eonmy. Evidence presented elsewhere in this report indicates that
Oman experienced high inflation during the oil boom years of the late 1970s to early 1980s and
has also undergone sharp fluctuations in output since 1985 (Chart 2.12). However, during recent
years, the Govermment has been quite successful in limiting the extent of price increases,
mainining Omani unemployment at low levels and preserving nominal exchange rate stability
vis-a-vis the dollar. The use of SGRF over 1986-89 represented a positive government effort to

20 See Oman: Review of Recurmnt Public Exoenditure, pp. 52-53 and p. 68.

° See Review of the Commercial and Investm Laws of the Sumawe of Oman, World Bank, April, 1993.
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stabilize public expenditure and output in the face of reduced oil prices, although at the cost of
running down the Govermnent's accumulated saving. Government borrowing also contributed
significantly to the stabilization of public spending and the overall economy but at the cost of
weakening the Government's net financial reserve position. These two means of stabilizing public
revenues and the economy were moderately effective but by no means completely insulated Oman
from the decline in oil prices. This was hardly to be expected, given the previously strong up
trend in oil prices and the magnitude of the price downturn in 1986. However, a more effective
stabilization fund was, and is, required.

6.20 Promoting an Equitable Distribution of Income. Two aspects of this function may be
distinguished: the promotion of regional balance and the reduction of interpersonal income
disparities. With regard to the former, since the advent of the oil era, heavy public spending in
Muscat, Salalah and other large centers, coupled with the concentration of highly paid public
servants in Muscat, have favored the growth and prosperity of these areas vis-a-vis smaller cities
and rural areas. The Govermment is trying to redress these disparities by spending more in the
latter areas under the Fourth Plan. However, more basic measures are needed to address the real
underlying problems: the large public/private sector wage/salary differentials; the appreciation of
the real effective exchange rate resulting from the domestic absorption of the bulk of net oil
receipts; and low productivity in agriculture and fishing.

6.21 There is considerable overlap between interregional and interpersonal income disparities.
Hence, addressing the former would go a long way towards addressing the latter. However,
government policies also affect interpersonal income disparities directly. The assurance of
universal access to health and educational services is itself a powerful force in equalizing
opportunity across social groups. However, the poor quality of primary and secondary education
dilutes this impact, while the subsidization of expensive, higher-level education raises the danger
of creating new disparities. The existence of large public/private sector wage and salary
differentials also contributes to the widening of income disparities, while the absence of income
and luxury taxes means that public policies are not playing the remedial role they potentially
could.

6.22 As noted in Chapter 1, the Government confronted the problem, when it began to receive
substantial funds from the extraction of oil, of determining how to distribute them. Recognition
of the principle that Oman's oil and gas wealth belongs to the people of Oman would imply that
the role of the public sector was that of trustee in the management of these resources and of
intermediary in the distribution of the wealth (or the income from the wealth). An alternative to
the decisions that were actually made could have been to distribute the net proceeds of extraction
(or the income therefrom) directlv to all adult Omani citizens resident in Oman, who would then
have made their own choices as to how to use them. The adoption of this radical alternative
would have implied a far smaller and more conventional governmental apparatus and a much
larger role for private production and consumption than have in fact evolved. The distribution of
income would also have been very different. The Government's decision to spend the proceeds of
oil and gas extraction itself meant that the distribution of income among Omanis became implicit
in its expenditure programs, rather than explicit, as it would have been had the proceeds of oil
and gas extaction been distributed directly to the population.

6.23 While certain expenditure programs, such as the education and health programs, have
transparently, if implicitly, served to distribute the proceeds from oil on a reasonably equitable
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basis, others have had the less transparent and largely unintended, maldistributive effects
menioned above. When the Government elected to forego the option of distributing cash
vouchers - which would have simplified the problem of distributing oil receipts equitably - it
implicitly assumed responsibility for the distributional consequences of its actions. It should thus
retain awareness of the impact of its expenditure policies on income distribution and be prepared,
if necessary, to use the tax system and cost recovery to remedy any seriously adverse
consequences. (it is assumed that, at this point, it is too late to consider any direct distribution of
oil and gas receipts, or of income therefrom, even on a partial basis.)

D. The Optimum Role for Oman's Public Sector

6.24 The assumption of a more appropriate role by Oman's public sector would entail
withdrawing from ineffective, unnecessary or undesirable activities and focusing on performing
the more traditional functions of government better. Actions to narrow the Government's focus
and strengthen its ability to discharge traditional public responsibilities could include:

- Refocusing development planning, away from physical and financial planning and
monitoring and toward priority setting , reformulating development policies, and
monitoring the impact of the implementation of those policies on the economy. In
setting national priorities, now that the basic economic and social infrastructure is
in place, more reliance on economic criteria in the selection of public investment
programs would lead to more efficient use of Oman's resources.

- Substantially reducing or eliminating government involvement in commercial
activities;

- Reducing the Government's role in directing private sector development and
review current policies and instruments for promoting industrial diversification
with an aim of using more efficient means;

- Rationalizing Omanization policies and instruments of Omanization by
considering not only the benefits but also the cost of Omanization; and

- Scaling down public expenditures on buildings and other low-return infrastructure.

6.25 Actions to strengthen the Government's performance in traditional areas of responsibility
would include:

- Improving the quality of basic health and primary and secondary education;

- Establishing a transparent and effective legal and regulatory system to facilitate the
vigorous development of private economic activity;

- Closing gaps in the Government's social welfare net;

- Establishing unit costing capabilities, user fees and cost recovery in health and
education;
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- Introducing long-run marginal cost pricing for electricity and water;

- Strengthening the Government's revenue stabilization mechanisms;

- Establishing the foundation for the introduction of a modest income tax on high
income earners;

- Improving the efficiency of government operations;

- Strengthening Oman's system of national account and its public information base
relating to prices, employment and unemployment;

- Strengthening the Government's capacity to undertake economic policy analysis;

- Reducing public/private sector wage differentials;

- Strengthening cost-effective efforts to raise productivity in agriculture and fishing;
and

Improving the Government's mechanisms for establishing investment priorities
based on the application of economic rates of return analysis.

6.26 The implementation of this agenda would not only strengthen and raise the efficiency and
effectiveness of the public sector and raise the productivity of the overall economy but, by
reducing the overall scale of government and public spending, facilitate the increase in public and
overall saving that is needed to foster industrial diversification and avert a post-resource era
economic slump. In order to achieve an adequate level of public saving, the Government will
need to introduce a number of specific financial reforms. These are considered in the next
chapter.
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7
ELIMINATING DEFICITS, GENERATING SURPLUSES

AND RAISING PUBLIC SAVING

Introduction

7.1 It is clear from the analysis presented in Chapters 3, 4 and 5 that, as a first step, the
Government should eliminate the public sector deficit and that it should thereafter introduce the
necessary measures to generate rising public sector surpluses. The previous chapter has shown
that a significant cutback in the role of government could contribute to the required financial
retrenchment by reducing or eliminating the need for certain categories of public expenditure.
This chapter identifies an overall package of measures that might be considered to strengthen the
Government's financial position.

A. General Considerations

7.2 The fundamental choice confronting the Government is what mix of expenditure cuts, new
as tax and cost recovery measures to adopt. In Oman's circumstances, there are important
reasons, in addition to those discussed in the previous chapter, for focusing primarily on reducing
public expenditures.

7.3 First, it was shown earlier that government consumption and investment in Oman account
for exceptionally high proportions of GDP by international standards, even though these
proportions have gradually been declining. Government consumption was still almost a half
(48.1 percent) of total consumption in 1991, while government development spending was close
to two-thirds (62.2 percent) of total investment. Oman is evidently providing a relative level of
government services far in excess of what most governments deem necessary. Second, the
Govenunent's goal of strengthening the private sector would be enhanced by reducing the present
dominance of public spending. Third, the higher the share of private spending in total spending,
the higher the productivity and efficiency of the economy are likely to be, the more closely is the
allocation of resources likely to approach the optimum, and the higher is likely to be the level of
consumer satisfaction. Thus, Oman could reap benefits from reducing the level of public
expenditure over and above realizing a potentially large contribution to the desired increase in
public saving."

B. Cutting Public Expenditures

7.4 In 1991, the basic structure of government expenditure was as shown in Table 7.1.

31 Since the Bank has recently prepared a detailed review of Oman's public recurrent expenditures, the discussion
of cost-cutting and revenue-raising in this chapter is confined to a summary of key points. See Oman - Review of Recurrent
Public Expenditure, World Bank Green Cover Report, August 1993.
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Defense Expenditures

7.5 Oman's defense and national security expenditures have been among the highest in the
world, representing about 23% of GDP. At prtsent, defense and national security spending in
Oman alone consumes the equivalent of 78 percent of all civilian recurrent expenditures
combined, more than three times expenditures on education, and seven times expenditures on
health. The sheer scale of such spending means that any economies that might be achieved could
have a far greater impact on the Government's financial position than those achievable anywhere
else. Clearly, Oman has much to gain by if possible substituting collective security arrangements
for defense spending.

Civilian Recurrent Expenditures

7.6 As noted in Chapter 3, civilian recurrent expenditures have been growing for a long time
at a rate considerably in excess of that of government revenues and have been accounting for a
steadily increasing share of overall public spending. This situation is obviously unsustainable.
The 1991 structure of civilian recurrent expenditures is shown in Table 7.3.

7.7 Excess Demand for Services. In the areas of education and most parts of the health care
syste-. where the services provided are free, there is by definition no mechanism for balancing
benefits received against costs incurred. This situation has led to excess demand for the services
involved and unnecessary costs to the Government. While the provision of free basic services,
such as primary health care and primary and secondary education, may be to some extent be
justified on the basis of the major social benefits accruing therefrom, the low likelihood of excess
demand and waste, and their contribution both to the alleviation of poverty and the promotion of
equitableness in income distribution, this is not the case with respect to other medical and
educational services.

Table 7.1: Structuwe of Government Expenditure, 1991

Percent

Defense (current) 34.4
Civilian (current) 43.9
Development 21.0
Other 0.7

Total 100.0

Source: Development Council
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Table 7.2: Structure of Civilian Recurrent Expenditures, 199l

Education Affairs and Services 23.9
General Public Sector 16.4
Fuel and Energy 14.9
Housing 11.4
Health 11.2
Transport and Conununications 3.5
Agriculture, Forestry & Fishing 2.8
Other 15.9

100.0

Source: Ministry of Finance and Economy

7.8 Need for User Fees. There is a need for realistic user fees in health and education in
order to achieve better alignment of costs and benefits and to curb waste. Free medicine and
doctors' consultations lead to excess demand, waste, and an eventual deterioration in standards as
arbitrary ceilings have to be imposed on spending. In Oman, the number of visits to public health
facilities, encouraged by free access, is abnormal (about 5 visits per person per year). There is
also overconsumption of laboratory services and other forms of health care in general.

7.9 User fees may be opposed on the grounds that they discriminate against the poor. This
problem can be dealt with by making medical user charges fractional in the case of people below
a given income level. Educational user charges could be met from repayable medium-term loans
in the case of students from poorer families. The imposition of user charges would not only limit
excess demand but improve the allocation of educational and medical resources and increase
government saving. Even in the case of primary and secondary education and primary health
care, the imposition of fractional user charges would encourage a sense of user participation
typically leading to improved quality. The establishment of a system of user charges and cost
recovery needs to be based, on the one hand, on the accurate identification of unit costs and, on
the other, on the development of efficient, cost-effective collection mechanisms.

7.10 Aithough water and electricity services are not provided free, there is an element of
subsidy in the provision of both (about 30 percent of the cost, in the case of electricity) that also
leads to excess demand. Some cutback in the growth of demand, as well as improved allocation
of resources, could also be achieved in these subsectors through the imposition of user charges set
at levels equal to the long-run marginal costs of supply.

7.11 Inefficient and Costly Supplv. Over and above the problem of excess demand for public
services, there is the perhaps even greater problem of very expensive supply, partly attributable to
widespread inefficiency (paras 7.25-27). Government civil employment of Omanis has grown in
recent years at a rate substantially in excess of the rate of population growth, despite substantial
evidence of excess public service employment. Furthermore, not only is the efficiency both of
employees and of govermnent organization and procedures low but the remuneration of public
employees is typically more than that of private sector counterparts (Chapter 9). Civil servants'
salaries and wages represent the major component of civilian recurrent expenditure, averaging
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56 percent of the total over 1987-91. Excess demand growth for public services and expensive
and inefficient supply are multiplicative in their effects on the growth of public recurrent
expenditures and appear to constitute the essential cause of their apparently inexorable rise.

7.12 There is particular evidence of low inefficiency and high costs in education and health.
Inefficiency in the primary school system adds enormously to the cost of primary eAucation.
Subsidization of private schools could permit the Govermnent to avoid incurring the full costs of
such expensive public education. Competition from private schools could help improve the
efficiency, and lower the unit costs, of the public system. Recurrent expenditures for the health
sector accounted for 12 percent of total 1991 civil recurrent expenditures, up from only 8 percent
in 1988, indicating extremely rapid growth. Cost saving could be achieved by eliminating
redundant staff. The cost of drugs could be cut by about 20 percent through improvements in the
procurement system. The cost of medical supplies could be reduced in the same way. Hospital
construction costs are high on a per-bed basis and hospital overcapacity is estimated at 15-20
percent.

7.13 Inadequate Budgetary Control. The forces driving the strong expansion of civilian
recurrent expenditure since the start of the oil era could not have produced the growth that was
realized without a loose and permissive budgetary env;ronment. Oman currently possesses most
of the necessary elements of an effective me;;' mu-term expenditure planning and control process.
The essential underlying problem is therefore Aiot that of inadequate administrative control but the
widespread perception that budgets are elastic and that the reserve funds can be drawn upon if the
ministries press their case. This relieves ministers of the need to set firm internal priorities and to
budget accordingly. Further administrative reforms designed to improve budgetary planning and
management cannot succeed if there is not a strong ministerial commitment to control
expenditures. This, in turn, requires that Omanis at all levels of society become much more fully
aware of the need to conserve oil capital and diversify the economy by very substantially
increasing the rate of public saving.

7.14 Conclusions. The problem of stemming the growth of public recurrent expenditures must
be tackded on a number of different fronts: the imposition of significant user charges to prevent
excess demand and waste; the reduction of public service overstaffing; the reduction of
public/private wage and salary differentials; improvements in the quality and efficiency of public
employees; improvements in the efficiency of government organization and procedures; and much
firmer budgetary control backed by a clear public commitment to higher levels of public saving.
If, as and when functions that are currently public are privatized, major improvements in
efficiency should be brought about through the normal workings of a competitive market.

7.15 Civil Service Redundiiicies. If the Government removes existing barriers to the provision
of private educational services and health care, undertakes a program to privatize public
enterprises (as it has proposed) and implements the recommendations in Chapter 6 to narrow the
scope of goverunent to the efficient exercise of certain key functions, the problem of civil service
redundancies will almost certainly arise. This suggests that, following the imposition of an
immnediate freeze on overall public sector employment and the present salary structure, the
Government should conduct an in-depth study of means to downscale public sector employment
and reduce public/private wage and salary differentials without imposing undue hardships on
present employees.



69

Civil Development Expenditures

7.16 As was shown in Chart 2.7, government development expenditure declined from a high of
33 percent of total government expenditure in 1976 to 15.1 percent in 1990. As a share of GDP,
it dropped from an average 15.3 percent over 1976-86 to 9.2 percent over 1987-91.

7.17 Despite the fact that the decline in the share of development spending coincided with the
rise in the share of civil recurrent expenditures, it would be incorrect to conclude that the latter
have crowded out needed growth-producing development spending. First, the share of public
development spending in GDP, at 9.2 percent in recent years, remains high by usual developing
coiuntry standards. Second, the main needs for public infrastructure have now been met, so a
decline in the share of such spending was to be expected. Third, there do not appear to be large,
unmet needs for investment to support economic activity, although some additional investment in
ports and further infrastructural support to agriculture, fishing and tourism may be warranted.
Fourth, an explicit aim of a substantial fraction of Fourth Plan investments is not to support, or
undertake, high-return investment directly raising Oman's productivity but to shift emphasis away
from the Muscat region and provide jobs and income to other regions via an expansion of public
spending on infrastructure. Whereas the Muscat region received 42, 56 and 49 percent of total
development spending under the first, second and third plans, respectively, it was scheduled to
receive only 25 percent of regional allocations under the fourth (Table 6.1). As noted in
Chapter 6 (paras 6.10-11), a reduction in the scale of public development spending -- and
particularly spending to support regional social and employment objectives - would be to Oman's
long-term economic advantage. However, where public investment to extend primary public
services to the rural population could be clearly identified, the social benefit may be high
enough to justify public investment, provided that the proposed infrastructure investment is the
most appropriate and least cost for the provision of the primary service needs of the rural
population.

C. Introducing User Fees, Unit Costing and Cost Rczovery

7.18 The case for user fees is strong in areas in which the demand for public services is
excessive and wasteful. The case for full cost recovery is compelling in those areas in which
public costs are high, while substantial benefits accrue to individuals. The latter is particularly
true in higher education. With only 0.79 percent of total enrollment, university education claims
22 percent of recurrent educational expenditures, which in turn claimed 26 percent of total
government civil recurrent expenditures in 1991. The Government is currently studying proposals
for student sharing of textbook costs; the targetirg of university-related social services to students
unable to afford the direct and opportunity costs of university education; student contributions to
their meals, accommodation and transport; and the undertaking of a study of the feasibility of
establishing a student loan program.' Cost saving could also be sought from administrative
reforms and through the introduction of procedural reforms to encourage private grants and
funding. Additional resources for earlier levels of education could be obtained from parents,
through cost-sharing; from local participation in management and funding; and through greater
participation by the private sector.

32 See the World Bank's review of recurrent expendite cited earlier, para 22, p. 54.
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7.19 In the area of health, the Government could consider the introduction of gradual and
progressive user charges for medicine and individual health services and the introduction of cost
accounting to provide the basis for measures of utilization, performance indicators, and cost-
efficient budgets.

7.20 The introduction of cost accounting systems to permit the accurate identification of cost
per good or unit of service is essential if costs are to be controlled, efficiency measured and
improved, and a sound basis established for a system of cost recovery. Recent analysis has
shown that unit of service costs in various health-providing facilities vary over a very wide range,
suggesting very considerable scope for the attainment of efficiency gains.33 The more widely used
unit costing becomes and the greater its level of detail and accuracy, the more scope will exist for
identifying cost saving and cost recovery possibilities and exercising proper management control.

D. Raising Non-Oil Taxation

7.21 As noted earlier, the required increase in the rate of public saving should be sought
essentially through major reductions in public spending. Nevertheless, given the magnitude of
appropriate increases in public saving, some tax increases will probably be required. The
imposition of a 3 percent sales tax is assumed in the projections discussed in Chapter 4.
Furthermore, the existence of very wide disparities in income suggests that consideration could be
given to the imposition of income taxes on high-income earners. As a complement or alternative,
consideration could also be given to the imposition of taxes on luxury consumer goods, cars,
expensive residential real estate, etc. The existing gasoline tax was a step in the right direction.
Consideration could be given to applying corporate taxation to state enterprises, particularly those
actually or potentially in competition with foreign suppliers or private sector companies paying
taxes.' This would force the latter to be more efficient, as well as raise revenues.

E. Improving the Efficiency of the Public Sector

7.22 Evidence of a low level of efficiency in the public sector is scattered but persuasive. At
the general level, informed senior officials estimate that the public service as a whole is
10 percent or more overstaffed, with many unnecessary departments. The Omani two-tier level
of government itself inevitably gives rise to duplication and inefficiency. Outside organizations
indicate the Government is bureaucratic and slow-moving in its dealings with business. In the
specific area of education, repeat and dropout rates are high. In a generation of primary school
students ( primary plus preparatory education), it takes the average student over 9 years to
complete the 6-year elementary education cycle, implying low efficiency and enormous waste of
resources. About RO 1,087 (US$2,823) per student could be saved by a completely efficient
system. There are indications of excessive expenditure on administration in the educational
sector. Personnel to total current educational expenditures amounted to 84 percent in 1991.
Although this rate of personnel spending is comparable to the rate in a well developed educational

33 OD. cit., para 54, p. 70.

34 Monopolistic enterprises could simply raise prices to cover increased taxes, at the expense of private
consumption.
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system as in Jordan, rate of spending on quality improving inputs, such as teaching material, is
much lower in Oman.

7.23 A similar situation prevails in the health sector. Salaries and allowances claim over
60 percent of recurrent health expenditures and preliminary estimates indicate that excessive
numbers of people are employed. Six sources of inefficiency have been identified:
(1) mnisallocation of professional staff; (2) mediocre quality of primary health care; (3) poor state
of health facilities outside urban centers; (4) relatively high cost of drugs; (5) shortage of medical
supplies coupled with waste of supplies, services and staff; and (6) inadequate maintenance of
buildings and equipment. In both education and health, competition from private sector
insitutions would foster increased efftciency.

7.24 It would be unusual if the inefficiencies in the educational and health sectors were
confined to these two sectors only. The overall potential for cost saving through efficiency gains
thus appears to be very considerable. Addressing the problem of duplicative functions within the
administrative structure of government will require a thoroughgoing review of the structure of the
public administration, followed by significant reforms. Credible anecdotal evidence indicates that
a significant number of public service positions have become sinecures, as reorganizations have
left incumbents in place after their tasks have been effectively eliminated. This suggests that the
proposed admtinistrative review should include, or be supplemented by, a general review of the
effectiveness of manpo-,er use.

F. An Initial List of Cost-Cuting and Revenue-Raising Measures

7.25 An initial list of expenditure-cutting and revenue-raising measures that would be consistent
with the implications of the analysis and recommendations of this report is as follows:

Exnenditure Cuts

If feasible, reduce expenditures on defense and national security;

- Freeze overall public service employment at the present level; leave unfilled
positions not already contracted for vacant unless specifically authorized by
Cabinet order; develop cost-effective early retirement options to speed the rate of
attrition;

- Freeze the structure of public service positions, salaries and allowances but retain
seniority and merit promotions;

- Phase out redundant positions in teaching and health services and administration,
as well as more generally, redundant administrative positions throughout the
public service;

- Encourage more responsible demand for medicines, doctors' visits and clinical
services by introducing user charges;

- Gradually cut or eliminate support for university education, substituting loans for
grants in the case of students from poor families;
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Reduce public expenditure on Government office buildings and on housing except
for social reasons and only when building houses is the best way to affect the
desired equity outcome;

Reduce public spending on regional and other infrastructure by limiting new
public investments to the levels necessary to extend primary public services to
areas where they do not currently exist;

- Attempt to render costly agricultural and industrial subsidies unnecessary by
seeking to harmonize GCC subsidies at lower levels; and phase out all interest
rate subsidies that do not lead to the development of a comparative cost advantage
over an appropriate length of time;

- Phase out net Omanization payments in the public and private sectors.

Fees. Taxes and Cost Recoverv

- Impose initially modest but progressively more realistic user fees for medicines,
visits to doctors and clinics, and higher education;

- Raise electricity, water and communications charges to equality with long-run
marginal costs;

- Impose sales taxes on expensive automobiles and luxury goods;

- Introduce income taxes on upper income groups;

- Introduce income taxes on Omani private and public enterprises, as they were
applied to foreign corporations. Despite the fact that most of public enterprises'
surplus is transferred to MOFE, some of this surplus is not surplus at all but is a
cost of business that foreign corporations bear. If taxes, and cost of capital, are
taken out first then public enterprise surplus would become a better indicator of
internal efficiency.

- If necessary, introduce a moderate value-added tax.

7.26 Full implementation of this program would need to be carried out over a period of, say,
two to four years. The ain should be to reduce public spending, as quickly as circumstances
permit, to about 70 percent of present levels, in line with the projections of Chapter 4.
Thereafter, restraining the growth of public consumnption to about 6 percent a year in current rials
would be compatible with the attainment of an optimum rate of public and national saving.35 A
fortiori, the public sector deficit would be eliminated at an early stage and the Government would
generate rising surpluses.

3 See Table 9, Refotm Scenaio, Macroeconomics of O1i C1cles, Annex 3.
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Chapter Annex Table 7.AI: Country Rankings of Military Expenditures
Based on Proportion of GDP, 1972-1988

Rankings Averages Variance/NMean
(in percent of GDP)

SIPRI Adjusted SIPRI Adjusted SIPRI Adjusted
SIPR1 SIPRI SIPRI

Algena 89 76 2.0 3.0 0.05 0.15
Angola 3 2 17.2 291 0.85 0 97
Argentina 40 47 4.6 4.6 0.19 0 19
Austrilia 71 82 2 7 2.7 0.03 0 03
Austria 113 114 1.2 1 2 0.01 0.01
Bahlain 42 51 4.5 4 5 0.61 0 61
Bangladesh 111 110 1.4 1.6 0 09 0.07
Belgium 65 73 3.1 3 1 0.01 0.01
Benin 98 75 1.8 3.0 0.06 0.24
Bolivia 58 58 3.4 3.7 0.33 0.35
Botswana 59 61 3.4 3.6 0.15 0.20
Brazil 112 113 1.3 1.3 0.09 0 09
Bulgaria 44 39 4.3 5.3 0.10 0.17
Burkina Faso 74 70 2.6 3.2 0.19 0.30
Bumndi 72 69 2.7 3.2 0.09 0.13
Cameroon 97 95 1.8 2.1 0.05 0.11
Canada 92 '00 2.0 2.0 0.01 0.01
Central African Rep. 88 96 2.1 2.0 0.05 0 17
Chad 39 29 4.6 6.1 0.36 1.29
Chile 19 20 7.1 7.6 0.30 0.32
China 14 18 9.1 9.1 1.19 1 19
Colombia 105 102 1.6 1.8 0.15 0.18
Congo 55 50 3.6 4.5 0.27 0.20
Costa Rica 122 122 0.6 0.7 0.02 0.03
Cote D'Ivoire 115 112 1.1 1.4 0.01 0.04
Cuba 16 15 7.9 11.7 0.80 1.99
Cyprus 104 94 1.7 2.1 0.18 0.09
Czechoslovakia 38 43 4.6 4.9 0.00 0.01
Denmark 80 87 2.3 2.3 0.01 0.01
Dominican Republic 107 106 1.6 1.6 0.03 0.02
Ecuador 93 79 1.9 2.8 0.07 0.14
Egypt 8 8 14.8 17.6 7.20 6.51
El Salvador 67 56 2.9 3.9 0.58 1.48
Ethiopia 18 10 7.1 14.0 1.29 3.10
Fiji 124 124 0.4 0.4 0.05 0 06
Finland 100 104 1.8 1.8 0.04 0.04
France 49 57 3.9 3.9 0.00 0.00
Gabon 84 83 2.2 2.6 0.56 0.61
German Democratic Rep. 31 37 5.2 5.6 0.03 0.03
Federal Rep. of Germany 60 67 3.3 3.3 0.01 0.01
Ghana 11? 116 1.0 1H1 0.21 0.21
Greece 24 24 6.3 7.1 0.12 0.16
Guatemala 94 93 1.9 2.1 0.32 0.27
Guimne-Bissau 45 19 4.2 8.3 0.50 Q.76
Guyana 21 22 6.5 7.2 1.36 1.04
Haiti 110 III 1.4 1.5 0.01 0.01
Honduras 63 60 3.1 3.6 0.87 1.08
Hungary 75 65 2.6 3.3 0.10 0.04
India 61 63 3.1 3.6 0.02 0.05
Indonesia 50 54 3.8 4.0 0.22 0 21
Iran 23 31 6.3 6.1 2.10 2.18
Iraq 7 7 16.3 22.3 3.77 4.00
Ireland 106 109 1.6 1.6 0.03 0.03
Israei 2 3 19.6 27.1 1.36 2.05
Italy 81 88 2.3 2.3 0.01 0.01
Jamaica 116 117 1.0 1.0 0.10 0.10
Japan 120 120 0.9 0.9 0.00 0.00
Jordan 5 4 16.8 25.5 0.69 0.74
Kenya 68 64 2.9 3.5 0.32 0.42
Korea. South 33 35 5.1 5.9 0.08 0 07
Kuwait 27 36 5.7 5.7 0.43 0.43
Lebanon 30 33 5.2 6.0 0.88 1.29
Libena 90 89 2.0 2.3 0.71 0.78
Libya I 1 12 10.3 13.9 1.32 1.81
Luxembourg 119 119 0.9 0.9 0.02 0.02

Pag I of 2
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Chapter Annex Table 7.Al: Country Rankings of Mlitary Expenditures
Based on Proporton of GDP, 1972-1988

Rankings Averages Variance/Mean
(in percent of GDP) ...

SIPRI Adjusted SIPRI Adjusted SIPRI Adjusted
SIPRI . SIPRI SIPRI

Madagascar 85 84 2.2 2.6 0.12 0.20
Malawi 91 92 2.0 2.2 0.58 0.77
Malaysia 25 26 6.2 6.7 0.16 0.15
Mali 48 42 4.0 5.0 0.79 0.82
Mauritania 15 17 8.2 9.5 3.05 4.04
Mlauritus 125 125 0.2 0.3 0.04 0.07
Mexico 123 123 0.6 0.6 0.01 0.01
Morocco 34 27 4.9 6.2 0.27 0.54
Mozambique 17 14 7.6 12.6 0.16 0.61
Myannar 51 28 3.8 6.1 0.10 1.32
Nepal 114 115 1.1 1.2 0.14 0.12
Netherlands 62 71 3.1 3.1 0.00 0.00
New Zealand 99 103 1.8 1.8 0.02 0.02
Nicaragua 13 13 9.5 12.7 10.97 14.38
Niger 121 121 0.7 0.8 0.01 0.09
Nigeria 78 80 2.6 2.8 0.60 0.46
Norway 64 72 3.1 3.1 0.01 0.01
Oman I 5 23.2 23.2 0.74 0.74
Pakistan 20 25 6.5 6.9 0.03 0.06
Panama 108 108 1.4 1.6 0.17 0.19
Paraguay 109 107 1.4 1.6 0.05 0.03
Peru 32 30 5.2 6.1 0.54 0.53
Filipinos 83 85 2.2 2.4 0.23 0.20
Poland 53 53 3.7 4.3 0.03 0.03
Portugal 47 52 4.1 4.3 0.43 0.36
Romania 103 98 1.7 2.0 0.08 0.11
Rwanda 102 99 1.7 2.0 0.02 0.08
Saudi Arabia 4 9 17.0 17.0 1.24 1.24
Senegal 76 78 2.6 2.8 0.15 0.21
Sierra Leone 118 118 0.9 1.0 0.05 0.07
Singapore 29 38 5.5 5.5 0.05 0.05
Somalia 56 21 3.5 7.3 0.52 1.23
South Africa 54 62 3.6 3.6 0.13 0.13
Spain 86 90 2.1 2.2 0.07 0.08
Sri Lanka 95 97 1.9 2.0 0.77 0.80
Sudan 77 66 2.6 3.3 0.12 0.09
Swaziland 87 91 2.1 2.2 0.14 0.12
Sweden 66 74 3.0 3.0 0.04 0.04
Switzerland 96 101 1.9 1.9 0.01 0.01
Syrian AR 9 6 14.3 22.4 0.43 0.80
Taiwan Province of China 22 23 6.4 7.1 0.07 0.07
Tanzania 43 41 4.3 5.2 0.46 0.67
Thailand 46 46 4.2 4.8 0.20 0.20
Togo 82 77 2.2 2.9 0.16 0.24
Trinidad and Tobago 101 105 1.7 1.8 0.55 0.55
Tunisia 57 55 3.5 4.0 0.99 1.15
Turkey 36 40 4.7 5.3 0.10 0.07
Uganda 70 68 2.8 3.3 0.21 0.23
U.S.S.R. 10 16 11.7 11.7 0.02 0.02
United Arab Emirms 41 48 4.6 4.6 1.81 1.81
United Kingdom 35 44 4.8 4.8 0.02 0.02
United States 26 34 5.9 5.9 0.05 0.05
Uruguay 73 81 2.6 2.8 0.12 0.14
Venezuela 79 86 2.3 2.3 0.08 0.08
Yemen, AR 12 11 9.6 13.9 2.21 4.24
Yemen, PDR | 6 1 16.3 37.2 0.59 5.16
Yugoslavia 1 37 45 4.6 4.8 0.09 0.09
Zaire 1 69 59 2.8 3.7 1.05 0.95
Zambia 52 49 3.8 4.6 0.45 0.56
Zimbabwe j 28 32 5.7 6.1 0.30 0.36

Source: David P. Hewitt, unpublished manuscript, IMF May, 1991.

Page 2 of 2
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S
STRENGTIENING THE PRIVATE SECTOR

Introduction

8.1 Chapters 5 and 6 made it clear that increasingly important government objectives have
been to strengthen the private sector and diversify the economy into non-oil goods production and
tourism. This chapter details the Government's policies and identifies what more could be done
to realize its objectives.

A. Private Sector Development

Government Private Sector Develoipment Policies

8.2 Introduction. Since the early stages of Oman's drive for modernization that began in the
early 1970s, the public sector has led the transition from the primitive market arrangements that
prevailed initially to the relatively well functioning mixed economy of today. Reflecting the
dominance of oil exports and skyrocketing oil prices, this transition was brought about by an
expansionary fiscal policy and a sizeable public investment program that provided the basic
economic infrastructure upon which future development could be built. The Government took
the leading role in utilities, manufacturing, transportation, communications, and tourism through
the establishment of public authorities and wholly or partially owned companies. Throughout, the
Government assumed responsibility for providing Omanis with free education and health services,
in addition to fulfilling the traditional role of regulating business and providing for social welfare.

8.3 Long-tern Objectives. Policies and Programs. With the evolution of development
planning from 1976 on, the Government embarked upon another transition mission with two
clearly defined, long-term objectives. The first was to lessen the economy's dependence on oil
through the diversification of the economic base and the development of a strong private sector.
The second was to promote social and regional balance, in the process drawing non-market
participants into the market economy and widening the economic base of Omani society.

8.4 Through it all, the basic policies remained the same: an expansionary fiscal policy and an
aggressive public investment program. The tools, also, remained the same: the Budget and the
Plan. The Government's approach to lessening the dominance of the oil sector and fostering
private sector development followed four identifiable policy tracks:

(a) Continued Efforts to Build Institutions an,d Infrastructure;

The former included setting up a regulatory framework, e.g., a commercial code
and supporting regulations, and organizing core financial institutions such as the
Central Bank, the specialized development banks and the Muscat Stock Exchange.

(b) Investment in large-scale Droiects the capital requirements of which far exceeded
the capacity of the private sector, e.g., telecommunications, desalination plants,
the oil refinery, cement, mining and large hotels;
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It was believed that these projects would generate linkages to the private business
sector that would encourage it to invest in a host of related productive activities.
The ultimate step, now under consideration, would be the transfer of the public
interest in these businesses to private investors.

(c) The development of a system of incentives under which the private sector now
receives a variety of input subsidies, protection, preferential treatment in
government contracts, tax exemptions, price support, and training allowances to

encourage the employment of Omanis;

Some of these subsidies are targeted to particular industries or areas, e.g.,
manufacturing, agriculture, fisheries and housing. Most encourage private
production indirectly, by subsidizing labor, capital, land, and material inputs,
rather than being targeted directly to production.

(d) The adoption of a social nolicy based on the principle that every citizen had the
right to free education and health services regardless of his income or the level of
service required;

The social welfare extension of this policy calls for raising substandard living
conditions attributable to poverty or disability to an appropriate level and for the
provision of housing appropriate to the needs of the different segments of the
Omani population.

Private Sector Performance

8.5 Nature of Private Sector Development. The private sector evolved primarily as a supplier

of services in response to rapidly increasing public expenditures. Construction, real estate, trade,

banking, and business and personal services were, and remain, basically private activities.

Private saving increased with rising incomes and the expanding demand for private sector services

meant that private investment was channeled into low-risk, high-yield activities in import and

domestic trade (under governent-sanctioned monopolistic agency arrangements) and into real

estate and residential and other construction. With the expanding public and private demand for

labor and as a consequence of the sponsorship system and the Govermnent's liberal policy toward

the use of foreign labor, private businessmen increasingly became rent-seekers and risk-averters.

8.6 Distribution of Private Investment. The distribution of private investment between

economic activities between 1986 and 1990 illustrates the foregoing developments. The biggest

share went into housing (45 percent), followed by trade and other services (28 percent)

(Table 8.1). Manufacturing received 21 percent, while agriculture and fisheries received only

6 percent of non-oil private investment. In 1991, this pattern of private investment allocation

contined.

8.7 Distribution of Commercial Bank Credit. The distribution of commercial bank credit to

the private sector in Oman reveals the strong orientation of bank lending towards the financing of

import trade, construction, domestic trade, and personal acquisitions (Sectior. F of this chapter).
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Table 8.1: Sectoral Dribution of Non-Oil Private Investment

Sector 1986-1990 1991

RO Million Percent RO Million Percent

Housing 199.2 44.6 70.6 54.1
Trade & Other Services 126.0 28.2 27.1 20.8
Manufacturing 93.1 20.9 24.4 18.7
Agriculture & Fisheries 27.9 6.3 8.5 6.5

Subtotal 446.2 100.0 130,6 100.0

Total investment 2925.0 659.0
(public and private)
Percentage of total investment 15 20

Source: Development Council

Manufacturing, mining, water, electricity, transport and communications received only
8.5 percent of commercial bank credit in 1991 and this share has changed little over the last six
years. The increase in the money supply (M2) in relation to GDP has not been accompanied by
higher private investment in relation to non-oil GDP. It may be inferred that the low rate of
private investment in goods-producing activities is not due to the lack of financial resources
available to Omani investors so much as to the lack of profitable investment opportnities.

8.8 Historical Performance of Private Investment. Non-oil GDP is clearly driven by
government expenditures. As public spending rises, so do private sector activities and private
investment (Chart 8.1). Tnat was evidently the case between 1976 and 1988. However, since
1988 the private sector's response to public expenditures has weakened considerably.

CHART 3.1: PRIVATE INVESTMENT & GOV. EXPENDITURE
(Index, 1976=100)
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8.9 Throughout the 1980s, and especially since 1986, the ratio of private investment to non-

oil GDP has been falling (Table 8.2). It dropped from over 21% in 1979 to 15% in 1986, and

plummeted to 9% in 1988. This phenomenon is related to the very strong growth in the output of

low-capital services and was exacerbated by severe cuts in public spending, particularly
government investment (Chart 8.2), following the sharp drop in oil prices and revenues in 1986.
This ratio began rising modestly after 1989 and reached 11% in 1991 as public investment began

to rise again. However, it is still far below the 1986 rate.

CHART 82: PRIVATE & PUBUC INVESTMENT INDICES
(1976=100)
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8.10 Over the five year period 1987-91, the ratio of private investment to overall GDP
averaged about 5.5 percent and the ratio of private investment to non-oil GDP averaged about 10

percent (Table 8.2). These are low in comparison with the averages in the previous five years

(1982-86) of 8 percent and 16.5 percent respectively. These results provide a strong indication

that the Government's policies to increase private sector participation in goods-producing activities
have been unsuccessful.

Table 8.2: Private Investment

(percentages)

YEAR 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

of GDP 9.3 7.7 7.8 8.6 7.6 8.6 7.3 8.8 5S5 5.4 4.7 5.5 6.3

of 21.2 21.0 19.0 19.0 16.0 17.0 15.0 15.0 11 0 9.0 9.0 11.0 11.0

non-oil
ODP

Source: Development Council
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8.11 The Growth of Manufacturing. The overall growth of the manufacturing sector over the
period 1975-1991 has been quite strong. At the end of 1991, the number of registered industrial
firms in Oman, the great majority of which are private, reached 3,643, compared to only 10 in
1975 (Table 8.3).

Table 8.3: Indicators of Industrial Growth

ITEM Manufacturing Stock Manufacturing Stock
at end-1975 at end-1991

1. Registered Firms 10 3643
(number)

2. Investment Capital 471 401,320
(RO,000)

3. Output Capacity 642 436,149
(RO,000)

4. Employment 115 29,680
(number) .

Source: Ministry of Commerce and Industry

As can be seen, capital employed, capacity and employment also showed very large increases.
The availability of domestic raw materials, especially building materials, was a basic factor in
determining the volume of investment. Ncn-metallic mineral products took36 the lion's share,
followed by basic metals, chemicals, and food and beverage manufacturing.

8.12 Assessment. Despite its impressive growth since 1975, the contribution of manufacturing
to GDP has remained disappointingly low and stagnant in recent years, at the level of 4% of
GDP. This reinforces the conclusion that diversification efforts, especially into goods-producing
activities, have not been particularly successful. The reasons are, as noted in Chapter 5, that
urrent public expenditure/saving policies discriminate against goods production, while other

policies inhibit non-rent seeking investment, sanction monopolistic practices, distort relative
prices, and distort the priorities and allocation of resources that would further the Govermnent's
private sector development objectives. Furthermore, the role of public enterprises limits the
investment opportunities open to the private sector. A full assessment of why Government
policies toward the private sector are achieving limited success should recognize the dominance of
small scale enterprises in Oman and explore the potential for promoting medium and large size
firms engaging in goods production that could only become profitable through efficient
management and economies of scale. It should also consider the impact of changing the present
market structure on expatriate employment.

36 For firther details on the evolution of industrial finns, investment, output and employment, see Annex Tables
8.Al-A4.
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8.13 The Govermnent's social objectives are being reasonahly well met. but at an increasing

cost in terms of sacrificed opportunities elsewhere, inefficient allocation among the public social

service programs themselves, and reduced standards of weltare for future generations.

B. The Incentive (Subsidy) Framework

8.14 The System of Incentives. Oman's overall system of ine;ntives includes both general
subsidies and subsidies applicable to particular industrial secors and subsectors. General
subsidies include subsidized prices for electricity and water and grants of land for residential,

agricultural, conunercial and industrial purposes. In a broad sense, general subsidies also include

free educational and health services available to all Omanis. Subsidies applicable to particular

sectors and subsectors include the following.

8.15 Manufacturing Subsidies. Subsidies to the manufacturing sector include both input and

output subsidies. Input subsidies include: capital subsidies (interest-free and low-interest loans);

subsidized industrial sites providing integrated facilities (roads, v;ater, electricity, gas,
telecommunications, waste water treatment, waste disposal facilities, plots, and factory and office

buildings); exemption from customs duties on equipment, raw materials and semi-processed
goods; preferred utility rates; free feasibility studies; support for commercial advertising; advice

and technical assistance; and training subsidies for the employment of Omanis. Small industry is

promoted, in addition, with capital grants. Output subsidies include tariff protection on a very

limited range of products; government procurement preferences; 5-year renewable partial or

complete exernption from business taxes; export guarantees; and interest subsidies on export credit

granted to foreign purchasers by Omani exporters. The numbers of individual approvals of the

main types of support other than capital subsidies provided over 1986-92 by the Ministry of

Industry and Commerce, which administers the system of industrial incentives, are shown in

Table 8.4.

Table 8.4: Numbers of Cases Approved for Various Types of Public
Support to the Private Sector

TypelYear 1986 1987 1988 1989 1990 1991 June
1992

Tariff protection 5 9 8 9 - 2 -

Exemption from custom duties on
equipment 19 9 20 31 34 57 51

Exemption from Custom Duties on
Materials 27 29 26 28 65 35 30

Exemption from Income Tax - - _ 3 _ 3 1

Source: Ministry of Commerce and Industry
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8.16 Subsidies to Other Sectors. Eligibility for no- and low-interest 'oans is also extended to
firms undertaking capital projects in the tourism sector. Low-interest loans from the Oman
Development Bank have also been mnade available for a limited range of service activities (e.g.,
drilling, medical ficilities, a nursery and preliminary school, a vocational institute, an engine
reconditioning workshop, etc.). Agriculture and fishing receive low-interest loans through the
Oman Bank for Agriculture and Fisheries similar to those available to industry and services
through ODB. Again, like ODB, OBAF administers a special incentive program involving
grants, as well as loans, to small fanners and fishermen. Finally, loans at subsidized interest
rates (2 to 4 percen) are available for housing. Low-income Omanis can obtain such loans
interest-free. A fuller description of Oman's system of subsidies is provided in Annex E.

Evaluation

8.17 Overall Cost. Table 8.5 provides a partial and approximate estimate of the subsidy
element in industrial value added in 1991. The basis for this estimate is specified in Annex E.

Table 8.5: Cost of Industrial Subsidies, 1991
(RO Million)

(a) Input Subsidies: 11.8
Electricity Subsidy* 2.1
Capital Subsidy through Financial Institutions 3.9
Support to Public Authorities 2.6
Support through MOCI programs 1.5
Tanff-free material imports 1.7

(b) Output Subsidies: 6.8
10% premium on Govermment Purchases from Private Sector 2.5
Protective Tariffs on Competing Imports 4.3

(c) Total Subsidies 18.6
(d) Industrial Value Added 168.0
(e) Subsidies/Industrial Value Added (%) 11.0

Source: Annex E
* Direct power subsidy as calculated by MOEW.

Table 8.6: Budgetry Costs of Public Support to the Private Sector
(RO Million)

Item 1982 1985 1990 1992 1993

Total Spending 950 1,928 1,563 1,873 2,065

Private Sector
Support 19.2 14.0 19.0 23.0 23.5
% 2.0 0.7 1.2 1.2 1.1

Source: Development Council
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8.18 Total budgetary appropriations for private sector support provided through sector ministry
programs and the specialized development banks represent a minuscule portion of total public
spending, as can be seen in Table 8.6.

8.19 In the late 1980s, the GCC Secretariat conunissioned a study of industrial incentives in the
GCC Member States.'" This study revealed that Oman has the lowest level of subsidization
among the GCC countries. Successive IMF missions had reached similar conclusions. The
preceding shows that the situation has not changed. Not only has the level of subsidization
remained relatively, low but, except for tbh distortions introduced by subsidized water, the degree
of distortions of private sector development associated with non-targeted subsidization schemes
(e.g., health, education) is also minimal.

8.20 Inclusion of the full costs of those elements of the incentive system not covered in Table
8.5 (e.g., the subsidies implicit in industrial estate rentals) would undoubtedly raise the real cost
of private sector support considerably but it would remain fairly modest.38 This is not to suggest
that Oman is immnune to the potentially harmful effect of higher levels and new forms of industrial
subsidization. In fact, pressures are mounting for higher subsidies to counter the effects of heavy
subsidization by neighboring states and to minimize its impact on the competitiveness of Omani
products in these markets, as well in Oman itself.

8.21 The evidence presented above indicates that the subsidy system, while contributing to
some extent to the growth of manufacturing, has not been successful in achieving substantial
economic diversification. Achieving significant diversification through an expansion of the
subsidy system is likely to prove costly in fiscal and economic terms. More fundamental, raore
effective and less costly means need to be employed to achieve the Govenmment's goals.

C. Reforming the Legal Framework

8.22 Background. The Omani Govermnent, in the Fourth Plan, committed itself to "emphasize
the adoption of a free economic system which depends on market mechanisms and to maintain
free competition and efficiency."39 The Government has recognized that foreign firms can play an
important role in providing Oman with capital, technology, job training, management skills, and
access to foreign markets and has been actively involved in identifying existing obstacles to
foreign investment. Private business firms -and particularly foreign firmis considering the choice
between Oman and its competitors- need a transparent legal and regulatory framework that will
permit them to operate with the minimum of unnecessary cost, friction and delay.

8.23 While there are many positive aspects to Oman as a venue for private investment and
promising developments has taken place with regard to the in international arbitration of
commercial disputes and foreign equity participation, the legal system has contained many barriers

37 M. Girgis and R. Shaban: Impact of hLidustrial Incentives in the GCC countries, KISR, 1988.

38 A business organization estimates that total subsidies average 20 to 25 percent for manufacturing and range
up to 40 percent in individual cases.

39 Fourth Five Year Development Plan (1991-1995).
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to such investment including: time-consuming, bureaucratic, discretionary licensing of investment
projects; the fact that foreign investors are limited to minority ownership of companies; a difficult
bureaucratic and time-consuming process for the formation of joint stock companies; a restrictive
Companies Law that permits undue government interference in company affairs; inadequacies in
the Commercial Register Law; tax laws that discriminate against companies and foreigners; gaps
and inadequacies in the laws protecting intellectual property and technology; lack of Omani
subscription to the major international agreements pertaining to such protection; insufficient
remedies to enforce contract rights effectively; prohibition against ownership of land by
companies; absence of clearly defind basic contract -nghts and remedies; lack of certain non-
contract legal rights; absence of laws against monopoly and monopolistic practices; lack of a clear
and comprehensive framework for the conduct of international trade; and impediments to freedom
of trade and contract permitted by the Commnercial Agency Law.

8.24 The Government requested the World Bank to undertake a review of Oman's commercial,
financial and investment laws and the Bank presented to the Government a draft report containing
recommendations for removing the barriers identified above.' Recently, measures have been
undertaken ( e.g. realignment of the responsibilities of the Central Bank and the Muscat Security
Exchange and the taxing of Omani companies to deal with issues raised in the Bank's report.
More impediments are expected to be removed as a result of a review by the Development
Council and the Ministry of Commerce and industry of the Bank's report.

D. Privatizing Public Enterprses and Authorities

Population of Public Sector Entities

8.25 At the end of 1991, there were some 25 domestic public authorities and public companies
owned entirely by the Government or jointly with the private sector, with a total market value of
over RO 1 billion. In 17 of these entities, government participation is 51 percent or higher. Of
these majority-owned entities, 14 are owned almost entirely by the Government. In 6 cases, most
of which are fnancially successful, the Government is a minority shareholder. Businesses
wholly or partly owned by the Government operate in a variety of activities, including banking,
refining, mining, cement, transportation, telecommunications, agriculture, fisheries, hotels,
insurance, food processing and industrial estate management. Some of them are profitable and
regularly pay dividends to the Government, while the others receive support from the general
budget. Table 8.7 provides information relating to the 25 authorities and companies as of the end
of 1991.

8.26 As can be seen clearly from the table, all these entities are young, with most having been
established in the late 1970s and the 1980s. They were created to implement the Government's
strategy of leading the development of a diversified market economy. The demonstrative role of
these ventures has in part paid off, considering the healthy competition which public enterprises
are now facing from private sector latecomers, e.g., in insurance.

40 Draft Revort to the Sultanate of Oman on Legal Reform to Encourage Private Sector Investment, World Bank,
April 1993.
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8.27 In addition to these public sector entities, there are three other categories of public
commercial organization. First, there are Petroleum Development Oman (PDO) and the other
joint oil ventures with foreign oil companies (except for Oman Refinery, which serves the
domestic market and is among the 25 companies listed above). Their articles of incorporation,
which require the consent of the foreign partners to alter, make them unlikely targets for
privatization. In addition, the capital requirements of ownership are beyond the capacity of the
domestic private sector. However, as the private sewtor matures, Omani private participation in
downstream industries should not be ruled out when new joint ventures are negotiated.
Eventually the question of selling Government's share would need to be considered. Second, the
Omani Government participates with other governments, as a shareholder, in 28 foreign
organizations outside Oman (Annex Table 8.A6). These, too, are unlikely targets for
privatization, in part for the same reasons but also for political and foreign policy reasons.
Privatization of these concerns could in any case pose further problems, as permitted capital
participation by the Omani Govermnent in some of them exceeds the actual capital subscription.
The unsubscribed capital far exceeds the financial capacity of the private sector. Tird, water and
electricity are supplied by the Ministry of Electricity and Water (MOEW) for a price, but its
revenues are considered public revenues and its expenditures are included in government
expenditures in the general state annual budget. This treatment separates these utilities from other
domestic public sector entities.

Financial Arrangements and Supervision

8.28 Government supervision of public authorities and companies is carried out through the
representation on their boards (as memnbers or chairpersons) of officials from the sector ministry
involved and the Ministry of Finance and Economy. In the latter ministry, the General
Directorate of Revenues oversees, periodically, the financial performance of public enterprises.
The financial system of these public entities is regulated by Financial Circular No. 6185. Each is
required to keep its own independent accounts and an anmnal budget, which becomes an annex to
the general state budget. The link between the two budgets is established through revenue
received by MOF in the form of dividends if thc entity makes a profit or through transfers from
MOF to cover all or part of the financial losses of the entity if it shows a loss. Only public
authorities, and not public companies, can receive such budgetary support. In addition, the entity
can use its internal sources or borrow from domestic or foreign sources to finance its capital
expenditures, subject to approval by the Council for Financial Affairs of the entity's decision.
Increasing government capital participation in these entities could be an additional way of
financing capital expansion.

Privatizing Public Authorities and Companies

8.29 Recent Proposals. In 1987, the Government considered the question of privatizing public
companies by transferring publicly held shares to the private sector. This consideration came as a
result of the recommendation of a high-level committee the function of which was to propose
measures to encourage the private sector to invest in directly productive activities. Privatization
was also discussed as one of the measures to deal with the fiscal crisis following the 1986 collapse
in oil prices. However, no decision was made to implement any of the many recommendations
made by several committees and fiurher studies were called for. Early this year (1993), the
newly established Consultative Council undertook a study of its own, the results of which are still
being debated.
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8.30 Meantime, the Government has implemented, successfully, a program of transferring
certain public operations to the private sector, e.g., billing and collection for water and electricity,
maintenance and cleaning contracts, and operating contracts for water and power stations and
hoteis. It also sold some or all of its share holdings in a few companies to private investors, e.g.,
the Flour Mill and Raysut Cement. The lack of transparency in some of these transactions
became a factor in stalling the drive towards privatization. The valuation of public shares and the
methods used to transfer them are issues that require careful study of each individual case and
absolute transparency. The basic principle is that public companies and authorities should be sold
through a competitive process that guantees the highest price and, thus, guarantees the transfer
of public assets to those who place the highest value on them. Those would likely be the ones
that have the best plans to improve the commercial performance of sold entities.

Table 8.7: State-Owned Enterprises As of End 1991

Enterprise | Date of Subscribed % of Shares
Establishment capital Owned by

(RO '000) Government

Central Bank' 1975 175000 100.0
Telecom' 1975 50000 100.0
Golf Hotel 1974 2000 32.1
Oman Aviation 1981 7000 35.0
Bank of Agriculture & Fisheries 1981 19000 99.0
Oman Cement 1977 41429 ".9
Oman Development Bank 1977 10000 54.1
Oman Fisheries 1989 12500 24.0
Oman Flour Mills 1975 10500 60.0
Housing Bank 1976 30000 61.0
Oman Mining 1978 25000 99.0
Oman National Insurance 1977 5000 15.0
Oman National Transport 1975 6000 99.9
Oman Refinery 1983 30000 99.0
Port Services 1975 4800 35.6
Raysut Cement 198! 8000 20.0
Marketinb Agricultural Production 1985 9807 100(.0
Salalah Hotel 1978 2500 99.9

Sub-Total

Al Bustan Hotela 1985 N.A. 100.0
Inshirah Restmt' 1987 N.A. 100.0
Muscat Intercon Hotel' 1987 N.A. 100.0
Storage & Food RSV' 1980 N.A. 100.0
Rusail Indus. Estatea 1983 N.A. 100.0
Seeb Novotel' 1982 N.A. 100.0
PDO' 1980 N.A. N.A.

Source: MOF

Organization and companies whose shares are not traded on the Muscat exchange.
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8.31 In November 1989, The Financial Council reconunended that the Cabinet of Ministers
approve the principle of privatization. The Council went even further when it recommended to
the Cabinet a reorganization plan based on the formation of a holding company to which all
government-held shares would be transferred. The shares of this holding company were to be
distributed as follows: 40% to the Government, 20% to mnajor public sector pension funds, and
the remaining 40% to the public

8.32 Government Reservations. The drive towards privatization stalled because of some
lingering concerns:

(a) The sale of profitable public companies would deprive the Government of an
important source of non-oil revenue. (However, if these cormpanies were priced
appropriately, the proceeds of the sales would adequately compensate the
Governmient. Furthermore, the Government has the option to tax the income.)
The budgetary burden of supporting those companies that remained in the public
domain would rise. (This need not be the case, though, if an aggressive) program
of liquidation were adopted as part of the privatization strategy.)

(b) Given the expansionary bias of public spending, which has led to the incurring of
record deficits, the proceeds from selling public shares would lead either to still
higher public spending or would be applied to the financing of the deficit, as an
alternative to reducing spending or paying off external debt. (Again, this need not
be the case, if the proceeds are earmarked for income-earning investments or the
redemption of debt, rather than the fiancing of govermment consumption.)

(c) The Omanization of the labor force could suffer as a result of privatization.
Efforts by private owners to maxinmize profits could retard the drive towards
Omanization. Worse still, some private operators might, for cost-saving reasons,
fire Omanis and replace !hem with non-Omanis. In either of these cases,
privatization policy would run counter to the Government's Omanization policy.
(This report recommends (Chapter 9) that coercive and subsidized Omanization be
abandoned.)

(d) The thin spread of shares among a large number of small investors could permit
the privatized concerns from attracting the type of entrepreneurial owners tha:
have a personal interest in the success of the business. The need to spread share
ownership might have, then, to be balanced against the need to attract successful
business leaders. (Luckily, in Oman, the private financial and managerial
resources needed for successful limited privatization are available. Furthermore, a
nucleus of respected entrepreneurs may, in fact, be necessary to attract the large-
scale participation of small shareholders.)

(e) Privatization could mean passing existing privileges on to certain buyers of public
shares, including protection from competition and dependence on government
financial support, or the granting of new privileges of this type. (Here again,
privatization should not be thought of as an all-encompassing remedy for sluggish
diversification but as one element in a policy reform package which would
include, inter alia, refonning the regulatory enviromnent.)
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8.33 Rationale for Privatization. Privatization of selected Omani state-owned entities could
certainly produce several positive results:

(a) As stated earlier, perhaps the most important impediment to private sector
development in Oman is the lack of economically viable investment opportunities.
Privatization of government holdings would provide the private sector with
investment opporturities outside its traditional activities. It would mobilize
private resources currently invested in low-risk, local and foreign interest-bearing
instruments for productive domestic, profit-making ventures, the earnings of
which would add to the pool of domestic private capital.

(b) If privatization took the form of public offering of government shares, it would
expand the common stock ownership base among small Omani investors and
create a motive for increasing private saving. If safeguards were established to
condition the control of the privatized concerns by large investors, the sale of
public shares of these already traded companies would undoubtedly revitalize the
stock market.

(c) By limiting the role of government and expanding the role of the private sector in
commercial-type activities, the productivity, responsiveness and entrepreneurial
dynamism of the overall economy would improve, as the supply of private goods
would be determined on the basis of purely economic criteria.

(d) With privatization comes professional management at the top and middle
management levels. These positions could provide the right motivation needed for
public managers and other aspiring public servants to seek employment in the
private sector, thus reducing existing distortions in the labor market.

A Strateey for Privatization

8.34 Objectives. A successful privatization plan requires a clear statement regarding the
government objectives that privatization is to achieve. The early development plans of Oman
clearly aimed at the promotion of non-oil activities as a major objective, concurrently with
developing the economy's infrastructure. Successive development plans clearly elevated
diversification as the infrastructural base was approaching completion. It is now the most
important government policy objective. Thus the key objective is to strengthen the private sector
n order to facilitate and promote economic diversification.

8.35 Strategic Classification of State-owned Entities. A distinction was drawn earlier between
three types of domestic public entity: departmental organizations (water and electricity), public
authorities (e.g., the Port Services Authority) and public companies. However, pragmatic
classification criteria are required to identify those entities that can best achieve the stated
objectives and benefits of privatization while ininin-izing its potential hazards. Financial
performance, degree of competition and linkage to other private sector activities are among the
most important such criteria. Public entities with a good fiacial record will be attractive to the
private sector. Entities operating and performing well in a competitive environment will
strengthen competition after the transfer of ownership to the private sector and are less likely to
require protection or subsidy in order to survive, since private management is likely to lead to
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even greater success. Finally, companies with strong linkages to other private companies will
stimulate and strengthen the private sector as a whole and serve a basic objective of privatization.

8.36 A Phased Approach to Privatization. A review of the population of public sector entities
(Chapter Annex Table 8.A2) reveals that few of them will remain, or are likely to remain, in the
public domain such as the Central Bank and, perhaps, development banks (Dcvelopment,
Agriculture and Fisheries, and Housing), and public authorities (Marketing Agricultural Products,
Storage and Food Reserves, Rusail Industrial Estate, and Al Bustan Palace). A study of the
feasibility of merging the three development Banks is justified on grounds of overhead reduction,
benefits from loan diversification, and increasing nrivate sector participation. Only few of the
public companies satisfy the proposed criteria at the present time:

- Gulf Hotel Company which owns Muscat Intercontinental, Muscat Holiday Inn
and Seeb Novotel

- Oman National Fisheries
- Oman National Insurance

8.37 A few other companies may qualify at a later stage. These companies currently operate in
a monopolistic setting as they are the only providers of the services that they offer. Clear and
efftcient rules for regulation of their behavior need to be in place before they can become
candidates for privatization. These companies are:

- Oman Aviation Services
- Oman Port Services Corporation
- Oma'i Cement Company
- Oman Flour Mills
- Oman National Transport

8.3S Two companies require special consideration, because of their strategic status,
monopolistic position, the size of the financial resources needed for their acquisition by the
private sector, and because of the involvement of foreign partners in one of these two cases. A
special study of these two cases would be required before any decision to privatize them could be
made.

General Telecommunicatiogi Organization (GTO)
nOman Refinery Company

8.39 Other companies may be targeted for liquidation or sold at a discount to individual
buyers. The idea of reorganizing them and nursing them to profitability, before offering their
shares publicly for sale, may be costly. These include:

- Oman Mining Compr'ny
- Inshrah Restaurant
- Seeb Novotel
- Salalah Hotels Co.

8.40 Finally, it should be noted that privatization does not necessarily mean the total transfer of
ownership from the Government to private owners. Many of the government concerns cited
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above may be partially addressed by retaining minority government ownership, as well as
instituting efficient regulation. Partial govermnent ownership should be transitional and it should
not convey to the private sector the notion that the Government is guaranteeing private
investment.

E. Strengthening Private Sector Financing

Structure and Control of Banking and Financial System

8.41 Oman's banking system comprises the Central Bank of Oman, 22 commercial banks, and
3 specialized, publicly owned banks (the Oman Housing Bank, the Oman Development Bank, and
the Oman Bank for Agriculture and Fisheries). Ten of the commercial banks are locally
incorporated (some with majority foreign ownership) and 12 are branches of external banks. At
end-1991, there were 245 commercial bank branches. Certain institutions are licensed to
undertake specific investment banking, hire purchase finance, and leasing activities, but there are
at present no investment banks. The Muscat Securities Market provides a market for new issues
and the secondary trading of a small range of stocks. Nine companies are lilcensed to engage in
money exchange and the issuance of drafts, and 40 establishments are licensed to exchange money
only.

8.42 The Central Bank controls liquidity v'a the imposition of reserve requirements (5 percent),
t.-ie maximum loan-to-deposit ratio (85 percent), rediscount operations and currency swaps. The
Central Bank started issuing treasury bills in June, 1987. These have been used both to meet
government financing requirements and as an additional instrument to control bank liquidity. In
August, 1991, it began issuing longer-term development bonds on behalf of the Government as a
means of assisting in the financing of the public sector deficit and to provide longer-term
investment options for private individuals, banks and foreign purchasers. RO 40.6 million of
development bonds were issued in 1991, RO 138.3 in 1992, and the Government proposes to
issue RO 83 million in 1993.

8.43 To ensure the financial soundness of the commercial banks, the Central Bank imposes
minimum capital and leveraging requirements (capital adequacy of 8 percent under the Basle
Agreement by end-1992); limits lending to individual borrowers (15 percent of net worth;
10 percent in the case of senior bank management); sets restrictions on investments (naximum of
25 percent of capital or time deposits in real estate); requires diversification of foreign assets; and
places limits on foreign exchange exposure (40 percent of capital and reserves excluding loan loss
provisions). All banks and financial institutions are subject to reporting requirements and
inspections. To guard against conflicts of interest, commercial banks are not allowed to lend to
their auditors. The Central Bank also sets ceilings on deposit and loan rates.

Evolution of the Banking System

8.44 The essential role of the banking system is to serve as an effective intermediary between
savers and borrowers, providing security and competitive returns to lenders and meeting
efficiently and competitively the various finmcial needs of borrowers. The growing use of
banking intermediary services in a developing country is an indicator of confidence in, and the
effectiveness of, the banling system and of the growing sophistication both of savers and
borrowers. It is also an indicator of economic progress, since the efficient deployment of
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individual saving to finance productive investment activities leads to increased economic efficiency
and more rapid growth. A measure of the extent of such "financial deepening" is the relationship
between the volume of saving held in the banking system and the overall level of economic
activity, given by. eg., the ratio of M2 to GDP. The latter has in fact risen substantially in Oman
since the early years of the oil boom, from 18.2 in 1976 to 31.4 in 1991. This increase in the
rate of mobilization and efficient allocation of private s-aving has undoubtedly contributed
significantly to Oman's private sector growth.

Relative Importance of Rankinz Institutions

8.45 A useful indicator of the relative importance of the various banks in financing economic
activity is the relative size of their assets (Table 8.8).

Table 8.8: Assets of Banking Institutions, 1991

RO Million Percentage

Deposit Money Banks 1,646.300 90.3
Omar. Housing Bank 115.125 6.3
Oman Development Bank 41.012 2.3
Oman Bank for Agriculture and Fisheries 19.775 1.1

T,ial 1,822.212 100.0

Source: Development Council

It is evident that the mainly short-term financing carried out by the commercial banks dominates
overall financial activity in Oman. The Oman Housing Bank accounts for about two-thirds of the
longer-term financing channeled through the govermment-owned term lending institutions.

_RQles of Banking and Financial Instituti3ns

8.46 The Conmmercial Banks. The bulk of commercial bank credit (78 percent) relates to
personal loans, import financing, construction and trade (Table 8.9). The normal maximum term
loan is three years and the maximum on mortgage loans, 10 years. Reflecting the small size of
manufacturing (value-added RO 151 million in 1990) and the short-term character of commercial
bank lending, credit to the sector was very limited.

8.47 Most comnmercial banks were established in Oman during the 1970s oil boom. Since
1981, there has been a moratorium on the establishment of new banks and branches of foreign
banks. After the collapse of oil prices in 1986, some commercial banks (particularly those
overexposed to real estate, where prices plunged about 50 percent) experienced difficulties and the
authorities concluded that there were too many small, undercapitalized banks. The Government is
now trying to promote mergers by imposing a minimum capital requirement of RO 10 million by
end 1993 and by offering financial incentives.
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8.48 As noted, while the private financial sector dominates short-term financing, the three
public development banks dominate longer-term financing. Their salient clharacteristics are as

follows.

8.49 The Oman Housing Bank. The Oman Housing Bank, the prime source of finance for
housing in Oman, is 60.9 percent owned by the Government of Oman, 39.0( per:cent by the
Ministry of Finance of Kuwait, and 0.1 percent by the Oman Development Baak. It was

Table 8.9: Distribution of Commercial Bank Credit. 1991

. . RO Million Percentage

Personal Loans 337.5 35.4

Home Mortgages 65.2 6.8
Other 272.3 28.5

Import Trade 231.5 24.3

Canstruction 112.0 11.7

Wholesale & Retail Trade 58.7 6.2

Manufacturing 32.5 3.4

Services 31.8 3.3

Mining & quarrying 22.5 2.4

Transport & Communication 9.3 0.9
Export Trade 6.8 0.7

Agriculture & Allied Activities 6.1 0.6
Other 105.7 11.1

Total 954.4 100.0

Source: Central Bank of Oman

established in 1977 and by end-1991 had approved 14,657 loans, mostly for housing in the
Muscat area (61 percent) and Salalah (18 percent). 858 loans were approved in 1991. 57 percent
of the loans were for people earning under RO 400 per month (US$12,500 a year). Loans are
granted at subsidized rates (mostly 2 to 4 percent). The bank also operates a no-interest loan
scheme for low-income Omanis and a low-interest loan scheme for members of the security and
armed forces. Mortgage interest received by the bank was RO 4 mnillion in 1991 versus an
interest subsidy from the Govermnent of RO 5.7 million. This is an indication of the high degree
of subsidization involved in the bank's operation. The bank is financially very strong, with
43 percent of its liabilities in the form of shareholders' equity and another 33 percent in the form
of government loans. Over half of its outstanding loans are for terms of less than five years.

8.50 The Oman Development Bank. The Oman Development Bank is 40 percent owned by the
Government of Oman, 40 percent by regional and foreign institutions, and 20 percent by Omani
individuals and companies. The Govermnent guarantees a rninimum dividend of 5 percent. The
bank began operations in 1979 and at end-1991 had approved 335 projects totaling RO 63.9
million in ODB financing, of which RO 1.6 million (2-1/2 percent) was in the form of equity.
Over 60 percent of its combined equity and loan financing has been provided to 3 subsectors:
chemicals, foods beverages and storage facilities, and construction (Table 8.10). In 1991, the
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proportion of ODB financing to total project costs was 36 percent. This reflects the typical
pattern of project financing in Omun in which the principals put up a one-third share, one-third is
borrowed from the MOCI in the form of an interest-free loan, and one-third is borrowed from the
ODB at the rate of 6 percent in the capital area and 4 percen.. outside. As in the case of the
housing bank, a notional market rate of 9 percent is used as the basis for determining the subsidy
to be paid by the Government to the bank.

Table 8.10: ODD Financing by Economic Subsector,
1979-1991

RO Million Percentage
Chemical Industries 15,442,300 24.3
Foods, Beverages and Storage 12,045,000 19.0
Construction 11,151,630 17.6
Instant Products 5,625,000 8.9
Agriculture & Fisheries 5,175,000 8.1
Paper & Printing 4,602,000 7.3
Textiles & Clothing 2,775,000 4.4
Furniture 2,245,000 3.5
Other Industries 1,925,000 3.0
Services 1,872,000 2.9
Small Industries & Vocational Training 643,000 1.0
Total 63,501,130 100.0

Source: Oman Development Bank

8.51 '.he Oman Bank for Aariculture and Fisheries. This bank was established in 1981 and is
essentially government owned. Over the 10 years 1982-91 inclusive, it approved 11,025 loans for
a total amount of RO 37.2 million, of which about 70 percent (75 percent of the total amount)
were for agricultural projects and the remainder for fisheries projects, The bank executes and
administers government subsidy programs for farmers and fishermen (for the purchase of water
punms, tractors and fishing boats) and provides complementary low-interest loans. Loans may be
for a period of up to 20 years - more in certain special cases. Interest rates of between 2 and
6 percent are determined by the income of the borrower. The difference between these rates and
the notional 9 percent market rate is provided by the Govenunent as a subsidy. By a royal
decision, 50 percent of outstanding loan balances were remitted in celebration of Oman's 20th
national day.

Other Sources of Financing

8.52 Muscat Securities Market. The Muscat Securities Market was established in 1989 and in
1991 listed the shares of 88 joint stock companies with a market value of RO 571 million and
52,545 shareholders. 1991 trading volume was RO 58 million. The market is clearly an
important source of equity capital. It also provides for the trading of govermment development
and commercial bank bonds. It thus provides an array of investment vehicles and represents an
important source of liquidity for security holders. Average share prices have recently fallen
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considerably from earlier levels, resulting in some decline in public confidence. Primary (new
issues) market activity was dominated in 1991 by sales of government development bonds. These
accounted for RO 40.6 million out of a total of RO 48.4 million of new issues, with stock
offerings accounting for only RO 5.8 million and a bond issue by one of the banks for RO 2
million. As noted, secondary market trading was slightly larger than the volume of new issues, at
RO 58 nillion.

8.53 ,Investment Banking. Two conunercial banks are permitted to engage in specific
investment banking activities and one is permitted to market a foreign investment fund through an
agency brokerage agreement. Three companies also engage in specific investment banking
operations on behalf of the Government. Two foreign companies also engage in restricted
investment banking activities. Banks are not allowed to engage in underwriting or futures trading.

8.54 Other Sources of Financing. The Ministry oe Comnerce and Industry provides no-
interest loans for industrial developmem projects meeting government development and
Omanization objectives. It also administers a grant scheme for Omani technical school graduates
wishing to start their own businesses. The total amount of loans issued by MOCI in 1991 was
RO 3,888,000.

Relative Importance of Main Loneer-I erm Financing Sources

8.55 Table 8.11 shows that lending for housing accounted for close to a half of longer-term
lending in 1991.

Table 8.11: Loan Approvals of Specialized Long-Term Lenders, 1991

RO Million Percentage

Oman Housing Bank 16,000,000 49.1
Oman Development Bank 7,980,000 24.5
Oman Bank for Agiculture and Fishenies 4,722,000 14.5
Ministry of Commerce and Industry 3,888,000 11.3

Total 32,590,000 100.0

Sources: Banks and MOCI

The Oman Development Bank's lending to industry was more than double that pro-vided by
MOCI, reflecting the more demanding conditions attached to MOCI loans. Government receipts
fom local sources from sales of development bonds amiounted to RO 114.1 million, indicating
that it was a substanial net recipient - by some RO 82 million - of longer-term financing from
the private sector despite its dominance of longer-term lending to the private sector.
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Conclusions

8.56 It is apparent that the structure of banking in Oman reflects the basic characteristics of the
economy as it has developed under the dominant influence of oil exports and government
spending. The connercial banks are, as noted, heavily oriented towards the short-term financing
of personal acquisitions and investments, imports, construction and trade, except for some longer-
term housing loans. The longer-term financing of industrial investment is deemed by the
commercial banks to be highly risky. In any event, the appreciated real exchange rate ensures
that there are only limited opportunities for profitable longer-term investment in goods
production. In addition, the ample availability of no- and low-interest loans through the MOCI
and the public banks creates an environment for longer-term lending in which it would be difficult
for private banks to compete.

Issues

8.57 The fact that longer-term development bonds have been received by banks, pension funds,
financial institutions, non-financial companies and individuals as attractive vehicles for investment
testifies to the fact that the essential constraint on expanded investment in goods production is not
the unavailability of private longer-term funds but the lack of profitable opportunities to deploy
them coupled with unwillingness to take risks, perhaps related to the scope for discretionary
government intervention in the labor market and investment decisions. Development bonds do
not appear to be crowding out private investment at tihis stage, although they could do so under
cther circumstances. If the recommendations in this report substantially to reduce domestic public
spending, eliminate interest rate subsidies, and shrink the role of government to the exercise of
the traditional public functions are put into effect, new opportunities for private business to move
into tradeable goods production will begin to open up. If the Government wishes to strengthen
the private sector, it will be important at that stage for the private financial system to be able to
participate fully in providing funds for investment and to establish direct links with private
comnpanies to do so. For this to occur, the Government would need gradually to withdraw from
subsidized lending and to facilitate a shift by the commercial banks and other private institutions
into longer-term development lending.

8.58 At present, the Central Bank maintains ceilings on conunercial bank deposit interest rates
of 9.5 percent and on lending rates of 7.5 percent. Deposit interest rate ceilings are defended as
preventing excessive rates being granted to directors and preferred clients. Lending rate ceilings
are defended as protecting the interests of small borrowers and to discourage excessively risky
investments. Since the general level of interest rates is currently below these levels, the ceilings
are non-binding. The imposition of ceilings appears either redundant (as at present) or, where
binding, potentially distorting. Properly enforced conflict of interest provisions in the banking
laws should prevent discrimination in the granting of deposit rates without requiring recourse to
arbitrary deposit rate ceilings. Binding ceilings on lending rates are likely to limit smaller and
riskier borrowers' sccess to funds. Higher interest rates are required to compensate for higher
risks or the higher costs of handling small loans. The Government should consider elirminating
lending rate ceilings as a means to improve the allocative efficiency of commercial bank lending.
Interest rate cieling is not an optimal measure for consumer protection. Other measures are less
distortive, e.g. enforcable cost raising penalties paid by those who violate set standards.
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8.59 It is not clear that the Government's efforts to merge banks by increasing the size of their
capital base will necessarily strengthen the banking system. The soundness of a bank depends
more on the quality and diversity of its loans than on the scale of its operations.

F. Channeling More Oil Revenue Through Private Hands

8.60 The primary vehicle for strengthening non oil-related private goods and services
production identified in this report is increased government saving out of oil revenues coupled
with increased public foreign investment. This would result in increased private income from
export activities and import substitution. A further means of strengthening the private sector
would be to allow more oil revenue to pass directly into private hands rather than via
expenditures out of civil servants' salaries and via factor payments by entrepreneurs providing
construction and other services to the Government. This could be accomplished in the fields of
health and education either through the provision of subsidies or subcontracting out to
appropriately regulated private suppliers or through the distribution of vouchers to individual
users opting out of the public system. The unit value of subsidies or subcontracts should be
below the Government's own unit costs for the services involved. Similarly, the cash value of
public subsidies or vouchers would be only a fraction (e.g., 50 percent) of the cost of the
foregone service to the Government. These measures would reduce the Government's costs of
providing these services, lessen the extent of overload on the present public systems, strengthen
the private sector vis-a-vis the public sector, and subject the latter to needed competition. An
additional means to reinforce the private sector, reduce costs, increase efficiency, and spur
competition would be to extend the present system of contracting out to cover additional public
services (e.g., ministerial transport and secretarial services and the maintenance of public
infrastructure and equipment).

G. Attracting Foreign Capital

8.61 The deficiencies in the legal system outlined in para 8.23 above constitute serious
obstacles to foreign investment. The draft Legal Reform Report contains several
recommendations in this context including such measures as: generally eliminating legal
provisions that discriminate against foreign investment; eliminating red tape associated with
investment licensing; reducing or eliminating restrictions on the percentage of a company that can
be foreign owned and on share purchases by foreigners; providing guarantees common in other
countries relating to the transfer by foreign investors of profits and capital; and an active foreign
investment promotion program by the Sultanate.

H. An Overall Strategy

8.62 Conclusions. The long-term performance of the Omani economy depends to a large
extent on the private sector's assuming the leading role in the economy. Getting it to do so will
be difficult or impossible without reducing the dominance of oil-fnnced public expenditures as
the driving force for the domestic economy. Initiation by the Government of a bold program of
privatization may be the jumpstart that the private sector needs to begin the transformation of its
role.

8.63 In summary, an overall strategy for strengthening the private sector and improving the
efficiency would include the following:
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Sharply cutting public spending and severely curtailing its future rate of growth
(as in the refonn scenario of Chapter 4);

Removing present legal and regulatory obstacles to investment and eliminatng the
capacity licensing systems;

Privatizing most of the present public companies and authorities, subject to
safeguards designed to assure a fair and transparent divestiture process and
competitive standards of subsequent performance;

Improving the performance of the remaining public enterprises and authorities,
possibly through the introduction of a system of performance contracts,

Phasing out most private sector subsidies and using targeted and less distortive
methods of dispensing subsidies;

Strengthening private sector fmnancing by phasing out subsidized lending, phasing
out public investment in longer-term fmancing, fostering private longer-term
fmnancing, and eliminating interest rate ceilings;

Fostering an e-xp nsion of private education and health services via additional
subcontracting a A cash equivalent voucters;

Phasing out coercive and subsidized Omanization; aid

Actively promoting foreign investment.
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Chapter Annex Table 8.Al: Numbers of New Industrial Finns, 1975-l991
by Subsector

1975 1976-80 1981-85 1986-90 1991 t OTAL

Food & Beverage 14 39 90 23 166

Textile & Apparel I 1 19 8 29

Wood Products & Furniture 2 104 428 227 26 787

Paper Products & Printing 1 7 14 13 35

Chemicals 9 16 22 47

Non-Metallic Minerals 4 204 1150 509 56 1923

Basic Metals 2 2

Fabricated Metals 3 54 283 262 45 647

Others 6 1 7

Total 10 393 1931 1150 159 3643

Source: MOCI

Chapter Annex Table 8.A2: Industrial Investment, 1975-1991
by Subsector

Investment RO '000

1975 76-80 81-85 86-90 1991 TOTAL

Food & Beverage 10402 9589 14341 7198 41530

Textile & Apparel 914 105 12890 2421 16357

Wood Products & Furniture 32 1864 4842 3510 366 10613

Paper Products & Printing 44 1539 2397 4251 8232

Chemicals 1678 53979 18547 5175 79378

Non-Metallic Minerals 369 11762 97857 21190 3244 134421
Basic Metals 89200 89200

Fabricated Metals 26 2389 7479 10140 1144 21178

Others 399 12 411

Total 471 30575 176246 174468 19560 401320

Source: MOCI
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Chapter Annex Table 8.A3: Gross Value of Industrial Output, 1975-1991
by Subsector

(RO '000)

1975 76-80 81-85 86-90 199 TOTAL

Food & Beverage 6408 8641 11694 5700 32443
Textile & Apparel 772 126 225551 18663 42111
Wood Products & Furniture 60 5884 10988 6697 1125 24753
Paper Products & Printing 60 2799 3029 3540 94929
Chemicals 1712 156411 12988 3830 174941
Non-Metallic Minerals 483 15591 61593 30002 3823 111492
Basic Metals 8795 8795
Fabricated Metals 39 3009 13806 12744 1787 31385
Others 773 27 800

Total 642 36175 254594 109783 34955 436149

Source: MOCI

Chapter Annex Table S.A4: Industrial Employment, 1975-1991
by Subsector

1975 76-80 81-85 86-90 1991 TOTAL

Food & Beverage 557 631 943 467 2598
Textile & Apparel 116 22 3678 1640 5456
Wood Products & Furniture 13 697 1974 1117 93 3894
Paper Products & Printing 10 266 254 199 729
Chemicals 150 558 428 217 1353
Non-Metallic Minerals 81 1812 6417 2456 344 11110
Basic Metals 973 2 975
Fabricated Metals 11 585 1643 1090 177 3506
Others 56 3 59

Total 115 4183 11499 10940 2943 29680

Source: MOCI



Chapter Annex Table 8.AS: Position of State-Owned Enterprises
As of End 1991

(RO '000)

Bntrprise/ Date Subscrip X of No of Par Value Paid Net Apprec- Cumulaadve Dividend
Position Shares Shares Share in Worth iation -.

RO Valuc end of Received % of Cost Annual
1991 Average

Central Bank 1975 175000 100.0 N.A. 175000 378895 122000 69.7 5.4
Telecom 1975 50000 100.0 N.A. 50000 115947 65947 37250 74.5 5.7
Golf Hotel 1974 2000 32.1 642020 1 642 1743 1101 806 125.5 9.0
Oman Aviation 1981 7000 35.0 2450000 1 2450 5488 3038 4703 192.0 27.4
Bank of Agriculture 1981 19000 99.0 3760000 5 16730 18819 2090 0 0.0 0.0
Oman Cement 1977 41429 99.9 41428900 1 41429 45047 3618 7457 18.0 1.7
Oman Dev. Bank 1977 10000 54.1 5412120 1 5412 6159 747 2910 53.8 4.9
Oman Fisheries 1989 12500 24.0 600000 5 30006294 3337 337 720 24.0 2.2
Oman Flour Mills 1975 10500 60.0 6294540 1 18270 16737 10442 10565 167.8 13.0
Housing Bank 1976 30000 61.0 3654000 5 24950 30087 11817 6955 38.1 3.2
Oman Mmimg 1978 25000 99.0 24950000 1 750 5530 -19420 0 0.0 0.0
Oman Nat. Insurance 1977 5000 15.0 750000 1 5259 1830 1080 1442 192.3 17.5
Oman Nat. Transport 1975 6000 99.9 5998000 1 29700 3117 -2143 0 0.0 0.0
Oman Refliney 19B3 30000 99.0 300000 100 1714 42980 13279 30459 103.0 20.5
Port services 1975 4800 35.6 1713854 1 1602 4878 3165 4212 245.8 19.0
Raysut Cement 1981 8M00 20.0 1602200 1 9807 23327 21724 641 40.0 5.7
Marketin Agri Produc 1985 9807 100.0 N.A. 2500 7351 -2455 0 0.0 0.0
Sulaib Hotel 1978 2500 99.9 2499980 1 395734 1303 -1195 0 0.0 0.0
Sub-Total 712576 316842 230120

Al Bustin Hotel 1985 N.A. N.A.
Inshira Rstmt 1987 N.A. N.A.
Muscat Intercon Hotel 1987 N.A. N.A.
Storag & Food RSV 1980 N.A. N.A.
Rusail Indus. Estate 1983 N.A. N.A.
Seeb Novotl 1982 N.A. N.A.
PDO 1980 N.A. N.A.

Sourc: MOF



CIIAPTl ANNIEX TABLE 8.A6
MINISTRY OF FINANCE & ECONOMY

INVESIMENT DEPARTME
SHAREHOLDING INFORMATION STATEMENT

(FOREIGN ORGANIZATIONS)
POSITON AT DECEMBER31 1991

.DATE P0- s8UcIBeD 1 o0 ..- NEr OwrT Or vFErMNTr WCEWi CUMMLTrV R _ VG.
OP RN SHIAR mm9 pOP NAL TOTAL PAD UPAMNT DATE SHARE- PROPRT. SHR. OF GOVT. (DMOI) DOVIDEND OP f

INVST. CUR- CAPAL OP ELD SHAE VA E INVESTED By aovr OP HOLDERS OP NFt RE1VE1) CUm M
NAME Of OROAJ4IAT CY ORAo K- BY HELD 8Y IS RE VINCE leQUITY WORTH SINCE DIV StN-

ATM4 OOVT OoVT FCV P. CY RO HE P.CY P.CY RO OVER m lNCH?- s C
aolT TlOt OVEI INC-

OVPlV. pcV. nr-
_ _ _ _ _ _ _ _ ~ _ _ - -_ _ - ._ -_ - - . _I AWLAS ARAB 094. BAIK-BAHARAIN

2 ARAB BD 0O.IE.SIN P.(BADEA) 06-7 U..S 1,048,250,000 1.49 156.19032 100,000 13,619.032 5.236.941 31-124 1.379,402,000 23,533.090 9.04.702 3.S07,747 0 0.0 00
3 ARAB CO.FR DRUG IND.&MEP.APPL 1-01- XD 54,350,000 0.92 so 10,0 50.000 660.6 31-124 67,414,924 620,211 F41.635 1E0.803 63,670 9.6 19
4 ARAB FUND FOR OO. h SCL DV 2 .01-7 KD 69,0,000 2.49 1,728 10.000 17,280.000 23.428,S12 31-12-9 1,307.534.000 32,557,597 44,180,69 20.752,$31 0 0.0 0.0
S ARAB INTERNATIONAL BANK (AM) 230 U.S. 16S,0W0D0 4.70 394 20,000 7.?80,000 3.029,39 30-06-9 253,425,000 12,113,715 4,6$S,785 I,626,387 3.248.578 107.2 7 1
6 ARAB SATLTLCOM.ORCN.(ARABRAT) 2 U 1.S.$ 163,141.262 1.23 20 100,000 2,000,000 764,122 31-12-9 130.578.624 1.606.1W7 617,295 (013.427) 0 00 0.0
7 ARAB TOWN DEV. FUND -0 D 5.0D00. 4.00 -_ 50,000 71,413 31-12- S.691,462 227,656 3eS,s93 237.s20 0 0o. 0.0
a ARAB WINOS CO. 05-10-75 ID 2.232.940 24.00 53.590 10 3S3,900 640,t49 31-12-6 (1,227,085) (294.) (1660.92) (807.,31) 0 0.0 0.0
9 ARAB OL?. STATES PRO.PROD.INST. 31-12- IKD 2,s500000 2.50 - - 62,500 83.726 31-12-8 3.702,436 92,561 125.605 4I.P79 0 0.0 0.0

10 EUROPEAN ARAB HOLDINOS S.A.
I IaULF AIR Co. 22-12-7 BD 64,000,000 25.00 160.000 100 16,000,000 16,228.061 31-12-9 116,625.073 29,236,266 29,447.31 13.219.7TO 5,513,316 34.0 1.9
12 GULP ALUlUN. ROLLtNt MILL O0. 04-03-81 BD 42,400,000 5.66 2,400,000 1 2.400,000 2.448,371 31-12-9 19.312.102 1.093.96S 1,103,996 (1.344,375) o 0.0 0.0 o
13 aULP INFORMATION BANK IC(
14 GULF PIV. CORPORATION. (0IC) 02-1l- U s.S 2.10.000.000 16.67 3$0,000 1,000 90,000,000 34,590,600 31-12-9 823,897,000 137,343,630 52.86,651 16.196.051 6.918.120 20.0 4.015 fNTL TElECOM. SATELLITE ORON. 08-04-7 U.S.S 0.237 - - 3,812,674 1.467,462 31-12-9 t,872,049,023 4,437,505 1,1S,513 238,029 3.053,648 208.1 16.0
16 NM7. ARAB INV. GUARANTEE CORP. 304 KD 25,025.000 2.00 500 1,000 500,000 700.474 31-12-9 52.619,213 1,052,3S4 1,428,e05 721.611 a 0.0 0.0
17 WT. BANK pOR RECN.&DEVB1RD) 24-1t-7 U.S.S 9,392,549,000 0.09 876 SDRIOD 1,314,016 504,ss 30-6-9 - 1,314.016 504,98 0 0 0o. 0.0
1S INTER. DIV. AGENCY (IDA) 1973 Us.s 69,183,917,00 0.26 - - 30-06-9 - - 0 0 0.0 0.0
19 I9T. FNANCE COP. P 2--7 U5.S 1,177,138,000 0.06 671 1.000 671,0w0 257,916 30-06-9 2,103.976,000 1,262,386 4S 5,1S5 221.269 0 0,0 0.0
20 INT.MARWT.sATLoRPN.NMRsAT) 06-Cl-S U.s.S 368,878,000 0.0 - - - 31-12-91 467,979.000 233,990 s9,932 89,932 1.582 0 0
21 LAMIC DIV. BANK 1975 ISD 1,692,s66,000 0.36 700 10,000 7,000.000 3,131,602 11-07-9 2,066,7s5,000 7,440.426 4.0$0.002 95f,400 0 0.0 0 0
22 MULTaAT.INV.ORNT.AOENcY (MlG 1969 U.S.S 156.90,00 0.32 94 SRIROWi US$101,708 78,405 30-06-9 162,415,000 519,728 199.752 121.347 - -
23 TE ARAB INVBST?4N CO. 15-12-7 Us.s 290o.00000 1.70 50 100,000 5,094.550 1.958,56 31-12-9 3t0,937,0 6,47S.929 2,488.959 530,394 224.552 11.5 0.9
24 THE ARAB MONETARY PUND 03-04-7 AD 323.840,000 I1A9 IS0 50,000 5.000,0 6,678,625 31-12-91 495.347,000 7,380,670 12,171,463 5,492,S3S 0 00 0.0
25 THE HOUSING BANK OF JORDAN 27-07-7 D 12,000.000 8.33 1,000,000 1 1.000. 1,188,9 31-12-91 33,00,383 2.749,5" 1,559,022 370.133 1.060,961 89.9 8.2
26 TUNASAJ E00. DEV. FUND 01-02- ID 32,300,00 6.92 450,00 5 2,250,000 1,260,37 31-12-91 49,940,931 3,455,912 :5G3,322 242.485 393,417 31.2 6.2
27 UDACCURACAON.V, 027 U.S. 256,408,600 0.78 31,977.68 50 1.598,84 614,696 30-06-9 129.194,579 1,007,718 3t7.306 (227,390) 22,649 3.7 0.4
28 UBAF ARAB AMEIUCAN BANK 21- UD..S 39,674,000 1.56 62,230 10 6,229,433 2,394,952 31-12-9 33.653,000 524,97 2*1.773, (2,193,179) 336,45 14.0 1.4

107,424,472 169.761,4J6 62.336,9 20,84495S

Soe: Mllaiy of Flu
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9
OMANIZATION, LABOR MARKEr EFFICIENCY, AND THE MAXIMIZATION

OF SOCIAL WELFARE

A. Definition and Context of Omanization

9.1 The term "Omanization" refers in part to the process by which the Government is
attempting to secure increased and higher-level participation by Omanis in the economic life and
development of their country. As noted in Chapter 1, a high proportion of Omanis (52 percent in
1990) are engaged in agriculture and fishing. However, most young, urban Omanis, particularly
if well educated, entertain high expectations and have until recently looked primarily to the
government sector and the more highly paid and prestigious parts of tLe private sector for
employment. Omanis are typically not prepared to accept certain low paying jobs that expatriates
are willing to do.

9.2 Omanis' attitudes and expectations concerning employment are the outcome of two
decades of growing incomes and expanding job opportunities generated by rising public spending
financed by the realiz&ion of Oman's oil and gas wealth. Jobs in the public sector offered not
only more generous pay and allowances than those in the private sector but shorter hours, a
typically more congenial work environment, and more frequent association with fellow Omanis.
Recently, however, growing financial constraints have forced the Government to curtail the
expansion of public sector employment. In consequence, Omanis have been increasingly obliged
to vie for private sector positions with expatriates whose attitudes and expectations have been
formed in very low income environments. These expatriates tend to undercut some Omanis in the
job market, giving rise to Omani unemployment.

9.3 However, the relatively uncompetitive attitudes, expectations and qualifications of young
Omanis are only part of the problem of actual or threatened Omani unemployment. On the other
side, private sector expatriate employers have revealed a tendency, for linguistic or cultural
reasons, to favor their own nationals over Omanis when hiring new workers. This amounts to
implicit or explicit discrimination against Omanis. The Government, confronted with the
possibility of significant unemployment among Omanis, has felt obliged to address the problem.
On another level, Oman has a long and well established tradition of private sector employment
and entrepreneurship in agriculture, fishing, and trade but a short and less established tradition in
the management of organized business in other economic activities. This means that Omanis need
training and assistance if they are to be able to participate fully in the ownership and management
of diversified business. Government Omanization policies at a number of levels, including the
sector and company levels, are attempting to meet these problems.

9.4 However, the Government has additional, possibly more basic, concerns reladng to the
act that the high proportion of expatriates may tend, over time, to undermine deeply cherished

Omani social and cultural values and to the fact that the overall imcrease i the resident population
places extra pressure on the country's scarce water and urban land. Both considerations have led
to pressures on the Government to reduce Oman's overall dependence on expatriates, i.e., to raise
the economy-wide Omanization ratio. ITus, the term "Omanization" means two different things:
(1) fostering the participation of Omanis in higher-level jobs in the public and private sectors; and
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(2) increasing the proportion of Omanis to expatriates in the overall economy. This chapter, for
clarity, refers to the latter as "aggregate' Omanization.

B. Government Omanization Policies

The Governent's Omanization Progrram

9.5 The Government's Omanization progranm initiatives set out in the Fourth Plan represented
part of a comprehensive manpower development and planning program. The Omanization
program itself involves institutional reforms to improve the education and.training of Omanis
(including pernmitting the establishment of private vocational training institutes and centers), and
estabishing mechanisms and quantitative targets for Omanization. (Sector Omanization targets in
the private sector are enforced in banking and voluntarily observed in insurance.) In addition, it
involves increasing the participation of Omanis in higher-level government jobs and further
increasing the proportion of Omanis in the public sector. The Plan allocated RO 10 million to
implement a Ministry of Civil Service program to Omanize about 3,200 public sector jobs during
the Fourth Plan period and RO 40 million to Omanize public sector jobs not included in the
Ministry of Civil Service program. Additional sums were to be spent in support of Qmanization
in the private sector.

Soecific Features of the Omanization Plan

9.6 As part of the overall Plan, the Government, using a Manpower and Education Model
(MEM) developed with World Bank assistance, set out quantitative Omani and expatriate labor
requirement projections covering 14 industrial sectors and 30 occupational categories.'" In order
to achieve these quantitative targets, the Government indicatAd that it was considering the
following:

(a) Limiting expatriate inflows into each sector to the numbers projected in the Plane2 ;

(b) Omanizing personnel departnents in private sector companies, in order to
establish 'the appropriate climate" for the placement of Omanis;

(c) 'Arabizing" the administration of the companies;

(d) Providing compensation to private sector companies to compensate them for
training Omanis to replace expatriates or to fill new positions;

4' Th model comprised three submodes: (1) a manpower requirement model (MRM); an educational and
simulaon model (ESM); and a mapower alocation model (MAM). The MRM cstimaed labor requizvments by sector,
based on projected output and productivity. The ESM used *efficiency rates' to simulate the output of Onuani educational
and training insttutons. The MAM allocated school leavers with comparable skills expected to enter the labor market to
pools feeding the occupaional categories generated by te MRM, thereby linlkng labor demand by occpational ategory
with incremental labor supply from the educationhtaining system. Omani nationals were allocated proportonally to
demand in the varous sectors exept that lower priority was assigned to the allocation of Omumst to the domesti and maid
categories in the sevice sector and to the unskilled and semiskiled manual categories in the construction sector (see QOman
Develdooment of Human Resource at Crossroads, World Bank, March 8, 1991, Annex D).

42 See The Powth FiveYear Deve-loment Plan. (1991-1995), P. 161.
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(e) Continuing to give priority in the awarding of government contracts to private
companies and institutions with an Omanization timetable and giving such
companies a preferential margin to cover the costs of training Omanis;

(f) Tying government grants, loans and support to private companies to their
adherence to Omanization requirements and objectives;

(g) Encouraging graduates of training institutes and technical colleges to establish
their own businesses by providing soft finance, tax exemptionm, and business
support services; and

(h) Initiating an extension of the pension scheme to the private sector, in order to.
increase its attractiveness vis-a-vis the public sector, where such a scheme is
already in effect.

C. Complementary Labor Market P'olicies

Fourth Plan Protsals

9.7 This Omanization program was to be complemented by efforts to: achieve better
understanding of the manpower requirements of the labor market, so as to be able to align Omani
education and training more closely with the needs of the economy; involve the private sector in
developing and assessing vocational training; improve vocational and technical training; support
the establishment by the private sector of a business school; support private educationai and
training organizations; and encourage more women to enter the labor force.

9.8 Complementary institutional policies and measures were to include: the development of
basic employment and occupational data; the introduction of measures to improve the efficiency
and effectiveness of labor recruitment offices; the introduction of regulations and other measures
to eliminate "unjustifiable" job turnover among Omanis and therehu en¢ure that they stayed in
their private sector jobs; and the development of labor planning units in key ministries and
authorities.

Other Government Policies Giving Special Labor Market Status to Omanis

9.9 The Government's Omanization policies constitute elements of a broader and more
longstanding government policy of according special labor market status to Omanis. The
Government, when filling civil service positions, accepts lower qualifications in the case of
Omanise and pays (predominantly Omani) civil servants wages, salaries and allowances higher
than those of private sector counterparts with comparable education, training, skills and

43 This is attributed by a senior official to the fact tint the Oaiani public service pay system is based on
educational qualifications and years of service, rather than on the position occupied, or the job performed. It is claimed
that, without some means of correction, this system could result in an expatiate, not infrequently having educational
qualifications above those required for a given position, eaming a salary higher than that earned by an Omani doing the
same job.
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experience. It also sets a higher private setor minimum wage level for Omanis than for
expatriates (see Annex F for details).

Fourth Plan Follow-Up Measures

9.10 A summary of measures taken by the Government to implement and extend the
Omanization proposals set out in the Fourth Plan is provided in Annex G.

D. Key Omanization Issues

9.11 Review of the Government's Omanization program suggests the need:

(a) To clarity the Government's aggregate Omanization policies and iaentify more
effective means to attain its basic objectives;

Q) To weigh the financial and potential economic costs of establishing sectoral and
company Omanization targets against the social benefits;

(c) To recognize the potentially adverse impact of certain Omanization measures on
the attainment of other development goals; and

(d) To collect additional data permitting better definition and analysis of labor market
issues.

Clarifying the Government's Aizrega Omanization Objectives

9.12 The Fourth Plan explicitly recognized that the aggregate Omanization ratio is inversely
related to the growth of domestic demand." With the increase in the supply of Omani labor
given by demographic trends, any excess labor demand for labor stemming from strong demand
for goods and services has to be met (if cost-driven inflation is to be averted) by increased
recourse to expatriate labor. With zero to moderate aggregate demand growth, the Omanization
ratio, ceterisparibus, would rise; with more rapid growth, it would either remain stable or
decline. The Plan projected moderate growth (6.3 percent per annum) and an increase in the
Omanization ratio from 39.2 percent in 1990 to 44.7 percent in 1995.

9.13 Although the Government's projected Omanization targets were based -among other
factors- on the projected increase in the supply of Omani labor, the balance that was struck seems
to reflect a willingness on the part of Government to sacrifice some growth in order to raise the
aggregate Omanization ratio. Furthermore, the Plan indicated that the Government would "limit
the amount of foreign labor permitted to be brought in annually for sectors in which jobs may be
Omanized easily, provided the nmbers conformed with the rates of growth targeted in the
development plans.' It noted, furermore, that 'from the details and tables . . . it is possible to
specify 45 percent Omanzation of jobs in industry, mining and tourism by 1995 and 25 percent in
the trade sector.'

" See, for ecxamplc, The Four Five Year Develoment Plan. Section 6.6.1, p. 152.
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9.14 However, despite this apparent commitment to aggregate and sector-specific Omanizationtargets, the Government did not, in fact, treat the Plan's aggregate Omanization objectives asbinding and did not place limits either on the aggregate expatriate labor inflow or the inflow intospecific sectors. Senior officials confirm that the Government is not prepared to cornpremise itsobjectives relating to growth and the preservation of price stability in rder to achieve quantitativetargets for Onanization.

9.15 While the Plan envisaged grow*th in labor requirements over the plan period of 161,000,
of whom 101,000 would be Omani and 60,000 xpatriates, in the event, the number of expatriatesgrew by 76,000 in 1991 alone - 16,000 more than envisaged over the entire 5-year plan period.The number increased by another 69,000 between 1991 and 1992. (Over the 2-year period, theaggregate Omanization ratio thus decline,d by about 5.2 percentage points.) lThis very large influxof expatriates was not matched by a corresponding increase in GDP. In 1991, real GDPincreased by only 7.5 percent, despite a 27 percent increase in non-Omani private sectoremployment and a 19.1 percent increase in overall private sector employment. This implies thatthe bulk of the expatriate inflow was absorbed into very low-productivity (or statisticallyundermeasured) occupations. From this, it is clear that the aggregate Omanization ratio not onlydepends on the level of aggregate domestic demand; it can also be highly sensitive to the mix ofdemand for goods and services.

9.16 While the Government has been unwilling to subjugate its spending decisions to theattainment of aggregate Omanization objectives, it has a clear and legitimate interest in assuringthat the influx of large numbers of expatriates into low-productivity jobs is in the best interests ofOman. Its recent decision to impose a poll tax on expatriate domestic servants is indicative of thefact that it views the excessive use of such labor as inimical to the optimization of Omanis' socialwelfare. While the grounds for the Government's action lay primarily in its perception thatexcessive reliance on expatriate domestic servants posed particular risks for the preservation ofOmani social and cultural values, there are also valid economic reasons for the imposition of polltaxes on all forms of expatriate labor (paras 9.36-9.39 below). Whatever the reasons forimposing poll taxes, it is important to recognize that expatriate labor provides importance benefitsto, as well as imposing costs on, Omanis and thus to avoil setting poll taxes at excessive levels.

9.17 Omanization at the sector and company levels is frequently seen by government officialsas a means of raising the aggregate Omanization ratio and of conserving foreign exchange.Worker remittances are regarded as a "drain" of resources from Oman. It is argued that, if thesefunds were spent in Oman, they would create needed jobs for Omanis. These arguments need tobe reexamined.

9.18 First, as noted, the overall demand for expatriate labor is determined partly by the levelof public spending out of oil revenues and partly by the mix of the resulting demand for goodsand services. In these circumstances, unless public spending drops and/or the mix of demand forgoods and services changes, the Omanization of a particular sector could mean that moreexpatriates will be employed in other sectors. The aggregate Omanization ratio could remainlargely unaffected.

9.19 Second, it is inappropriate to regard the conservation of foreign exchange as a basicpolicy objective calling for Omanization measures. Remittances represent part of the paymentsmade for the services provided by foreign nationals that cannot be supplied by Omani nationals.
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They are thus analogous to payments for goods imports. It would be deemed highly inappropriate
to adopt potentially distortion-creating microeconomic administrative measures to restrict goods
imports, in a situation of excess domestic demand for goods, in order to conserve foreign
exchange. It is the task of macroeconomic (monetary and exchange rate) policies to assure that an
appropriate balance is maintained between the demand for, and supply of, foreign exchange.

9.20 Tlird, the perceived 'drain" of resources in fact benefits Oman. The presence of
expatriate workers in Oman in the first place signifies (in the absence of significant Omani
unemployment) the existence of a level and composition of domestic demand that cannot be
satisfied solely by recourse to indigenous labor. Thus, any additional domestic demand resulting
from limiting foreign remittances could only be met, without generating inflation, by employing
still more expatriates.

9.21. In summary, while the Government has valid conctrns about the number of expatriates in
Oman, it recognizes, in practice, that it would inadvisable to address them by imposing aggregate
Omanization targets, since this could adversely affect the attainment of more basic objectives
relating to growth, economic diversification and the preservation of price stability. A preferred
approach would be, first, to restrain the growth of public expenditure (as recommended in
Chapters 3, 4 and 5, to raise public and national saving, and foster industrial diversification).
This would reduce aggregate demand and thus the need for expatriate labor, thereby tending to
raise the Omanization ratio. As a second step, expatriate labor should be taxed at appropriate
rates, raising its overall cost to employers. Market forces would then reduce demand for
expatriates, automatically generating a higher (socially optimum) rate of Omanization, without the
need for the Government to set targets. Taxes on expatriates would need to be set at levels equal
to the external costs they impose on Omani society. If they were set above this level, the price of
expatriate labor would exceed its true cost, leading to sub-optimum use of such labor and a
reduction in Omanis' social welfare.

Recognizing the Overall Costs, As Well As the Benefits, of Omanization at the Sectoral and
Com= Levels

9.22 It is necessary to weigh the full financial and economic costs of Omanization against the
perceived benefits, if Omani welfare is to be maximized. The financial costs of the public sector
Omanization program are projected in the Fourth Plan at RO 40 million for general Omanization
policies, mainly in the health and education sectors, and RO 10 million to the Ministry of Civil
Service for general public sector Omanization measures. Budgetary data for 1991 are provided in
Annex H, Table 9.A5. The overall Omanization program is both extensive and expensive. Its
effective administration will entail significant additional costs. Incentives such as interest-free
loans provided by the Ministry of Industry and Commerce and low-interest loans provided by the
Oman Development Bank, linked to the attainment by firms of Omanization objectives, add to the
financial costs of Omanization and entail additional administrative costs.

9.23 The potential economic costs are less visible but potentially significant. If Omanis were
forced into or held in positions for which they were inadequately qualified, the economic cost
would be borne initially by the firm involved, in the form of lower productivity and high unit
labor costs, but ultimately by all Omanis in the form of higher prices for domestic goods and
services and thus reductions in real incomes and international competitiveness. Of course, if
Omanization merely corrected for labor market distortions (e.g., discrimination against Omanis by
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private sector employers), it would not entail any economic cost and would in fact contribute to
the evolution of an efficient labor market. However, it is widely accepted that some Omanis are
in fact looking for special, rather than equal, treatment.

9.24 If Omani employees are paid more than expatriate counterparts, or their product. ity is
lower yet they receive the same pay, the price per unit of labor paid by employers will be higher
in the case of Omani employees. If so, firms' average costs will be raised. The overall
consequences (see Annex H for a simple microeconomic analysis) could be reduced output,
reduced exports, higher prices for domestic consumers and a reduction in their social welfare.
None of these consequences would be readily visible.

9.25 The economic costs of Oanization could be considerable if it were to lead to a
significant deterioration in the technical and managerial capabilities of domestic firms, since this
would affect these firms' overall efficiency, again including their ability to compete against
imports and in foreign markets. These costs would be likely to increase as the level of such
positions moved progressively higher. The proposed 'Arabization"l of the administration of
private firms could thus add to their costs.

9.26 Finally, the attractiveness of investment in Oman is likely to diminish vis-a-vis
alternatives if it is perceived that Omanization wil: add to the costs of production or that it
presages continuing government intervention. The hidden economic cost of reduced private
investment would again be lower productivity and incomes for all Omanis.

9.27 In summary, the potential for Omanization to impose significant economic, as well as
financial, costs needs to be borne in mind by the Government in pursuing Omanization at the
sectoral and company levels. The impact of such public intervention should be closely monitored
to identify any adverse financial and economic consequences. The Government's aim should be
both to eliminate existing market imperfections and avoid creating new ones.

Recognizing the Potentially Adverse Consequences of Sectoral and Company Omanization
Measures for the Attainment of Other D2evelopment Gols-

9.28 The Government's goal of improving Omanis' access to attractive jobs is in principle
unexceptionable. However, it should be recognized that some Omanization measures may
inadvertently impede the attainment of other development objectives or represent relatively
inefficient means to achieve the Government's goal.

9.29 First, Omanization, if it were to raise costs, lower efficiency, and reduce the international
competitiveness of private sector firms, as discussed above, would conflict with the Government's
objective of strengthening the private sector, including its ability to compete internationally.
Second, it would distort, and reduce the efficiency of, the labor market. Third, -,ven if
Omanization in the private sector was achieved and maitained entirely through tae provision of
incentives, withwut raising costs or reducing efficiency, the process would still involve increased
public spending.

9.30 Fourth, in the public sector, expenditure leading to the increased Omanization of senior
positions at current salary levels will again tend to exacerbate present income disparities, could
again benefit private individuals at public cost, and could entail hidden costs, borne by society as
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a whole, if the efficiency of Onani incumbents was lower than that of replaced expatriates. (To
the extent that the program were to lead to an upgrading of the skills and productivity of existing
incumbents without entailing additional compensation, these potentially adverse consequences of
Omanization would, of course, be averted.)

9.31 Fifth, remedying the deficiencies in terms of education, skill and experience of adults is
relatively costly. Furthermore, the payout period on the investment is shorter for an adult than it
would in the case of investments ir educating children and youths. The social fate of return to
investment in primary and secondary education are thus likely to be far higher han that to most
forms of investment in training or retraining adults. Substantial public expenditures on adult
education and training would be difficult to justify on economic grounds if serious deficiencies in
the quality of primary and secondary education attributable to budgetary constraints were left
unaddressed. Strengthening early education would also have more equitable consequences for
income distribution than the specific measures of training support included in the Omanization
program.

9.32 These considerations suggest that, while the Government has little option but to respond to
current pressures to achieve early Omanization results, it should try to do so in such a way as to
minimize the costs in terms of foregone progress towards the realization of other important goals.

9.33 In summary, the implementation of Omanization measures at the sectoral and company
levels potentially entails both significant costs and conflicts with other objectives, some of which
may not readily be visible. In order to limit these costs and conflicts, it would be desirable to
monitor the consequences of such measures very carefully and to adopt remedial measures (such
as cost recovery from individuals enjoying windfall gains) wherever appropriate.

Co1lecting More Quantitative Data

9.34 The current lack of quantitative information is particularly apparent with regard to the
extent and characteristics of Omani unemployment, the occupational characteristics and sectoral
distribution of Omani private sector employment, and public/private sector wage, salary and
allowance differentials for people with comparable education, training and skills. These
deficiencies will be partly remedied when the results of the 1993 census of population, households
and establishments become available. However, the lack of time series on Omani unemployment
means that its secuar, cyclical and seasonal characteristics are, and will continue to be, unknown.
To the extent that Omanzation policies are directed towards the alleviation of unemployment,
they are thus based, and will continue to be based on purely anecdotal and sporadic infoimation.

9.35 This is not a trivial issue. While it is clear that senior officials are concerned about the
prospect of significant unemployment among recent and prospective graduates from the
educational system, other, well-informed, government sources maintain that there is litde current
unemployment among Omanis and that the labor market, particularly in filling the more lowly-
paid positions. Thus, whether the Government's intrusive Omanization policies are needed to
deal with socially significant Omani unemployment is a matter of some internal debate. This
issue could be resolved objectively if statistical information on the extent and duration of Omani
unemployment and the characteristics of the unemployed were to be collected and made regularly
available. Public policy would then be placed on a more secure foundation.
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E. Optimizing the Employment of Expatriates

9.36 A key implicit assumption of this report has been that the Government of Oman's
fundmental economic objective is to maximize the economic welfare (assumed to be a function of
consumption) of Omanis. If this concept is applied to the issue of Omanization, it follows that, at
each moment in time, the employment of expatriates should rise to the point where the (rising)
direct and external marginal costs associated with their employment equal the (declining) marginal
benefits. The direct costs are typically paid by the employer, who will hire additional expatriates
up to the point where their marginal productivity has fallen to equality with their wage. The main
eternal costs to Omanis of increased employment of expatriates are:

- The difference between the price paid by expatriate consumers of scarce resources
(e.g., water) and the marginal costs of the additional supply;

- The higher costs to Omani renters of urban property in convenient and desirable
locations stemming from increased demand attributable to expatriates;

However, (Omani owners of urban property receive an offsetting windfal!.)

- Any untaxed part of the marginal costs of expatriates' consumption of public
goods (e.g., educational and health services, municipal services, roads, police,
juridical services, general government, etc., plus any public subsidies received by
expatriates, either directly or indirectly, through their employers);

- The marginal monetary equivalent costs' of diluting Omani cultural and social
values.

9.37 Ihe underpricing of water and electricity and the provision of a significant range of
subsidies to various types of industrial activity in Oman not only distort the allocation of
resources in general but, in particular, implicidy subsidize, and thus tend to lead to the excessive
use of, expatriate labor. This over-use is compounded by the absence of taxes to recover the
costs of the whole range of public services consumed by expatriates. It is further exacerbated
where expatriate demand pushes up the price of a scarce resource, thereby imposing an
uncompensated implicit tax on indigenous consumers (see Annex H for a microeconomic analysis
of the external costs of expatriate consumption of scarce resources without and with public
subsidies). An expatriate employee-specific poll tax (i.e., a tax not proportional to the wage or
salary paid to the expatriate or the type of activity he or she is engaged in) commensurate with
otherwise unrecompensed marginal public costs (including subsidies) per expatriate employee,
plus compensation for the implicit welfare costs imposed on Omanis by expatriates consumption
of increasingly scarce resources, thus appears justified. It would particularly discourage the

4 Mhe omnipreence of expatiate labor indicates that Ommnis have in the past accepted somc dilution of their
culural and social values in orderto realize the economic benefits of employing eiTates, i.e., they have implicily placed
a low price on such dilution. If the monetauy equivalent costs of dilution were made explicit, they could be added to the
other (measurable) marginal extenal costs associated with the employment of expatiates to arve at an estimat of the total
mntrinsl extemal costs per expatriate tat should be added to the direct costs to assure proper pricing.
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proliferaton of low-productivity, expatriate-intensive activities yielding little or no net social
welfam benefit to Oman.

9.38 The appropriate pricing of expatriate labor would foster its optimum allocation among
potentia uses. To the extent that the full recovery of external costs raised its price, overall
demand for it would be reduced. Ibis would raise the Omanization ratio to a level compatible
with the mximization of Omanis' welfare.

9.39 'Me proper pricing of expatriate labor should also include the eliinatio of abuses under
curent expatriate sponsorship arrangements. At present, the requirement that an expatriate be
sponsored by an Omani national encourages the exploitation of expatriates, who are in some cases
required to pay part of their incomes to their initial sponsors, even when working for someone
else. This practice not only encourages indolence and entrenches a render mentality among
Omanis but leads to sub-optimum employment of expatriates. This is because the employer is
effectively paying a private tax on his expatriate wage bill that must be covered by restricting the
use of expatriates to higher productivity tasks. A detailed review of the sponsorship system
should be undertaken, with a view to eliminating such impediments to the efficient functioning of
the labor market. The review should, if possible, identify the quantitative impact of sponsorship
arrangements on the pricing of expatriate labor.

F. Conclusions and Recommendations

Conclusions

9.40 The preceding analysis suggests that the Government's Omanization strategy should rest
on six basic pillars:

(1) Raising the education, training (including vocational training) and skills of
Omanis;

(2) Gradually lowering unrealistic Omai expectations;

(3) Gradually eliminating present sources of unearned income or rent;

(4) Eliminating existng labor market imperfections and avoiding the creation of new
ones;

(5) Unifying the labor market by gradually eliminating public/private and Omani/non-
Omani remuneration differentidals for people with comparable education,t raining,
skills and experience; and

(6) Eliminating the implicit subsidization of expatriate labor by ensuring that the
employer or the employee covers the full marginal extal costs to Omanis of the
expatriate's residence in Oman.
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Reomenations

9.41 It is recommended that the Govemment consider introducing the following measures inorder to implement this strategy:

Raising the Qualifications of Omanis:

- First and foremost, improving the quality of primary and secondary education and
encouraging the establishment of a vigorous, innovative and competitive private,
school system;

- Continuing with cost-effective efforts to train Omanis for private sector
employment, emphasizing, in particular, on-the-job training, preferably under
apprenticeship arrangements;

Lowering Omani Expectations:

- Acquainting Omanis with the facts conerning the Government's fiscal position
and prospects and Oman's seriously inadequate rate of saving;

- Imposing an overall freeze on the number of public servants;

- Tolerating a moderate amount of frictional unemployment among Omanis

- Introducing a modest tax on the personal incomes of upper middle- to high-income
Omanis and imposing luxury taxes on items of conspicuous consumption;

- Placing a time limit on the applicability of the reimbursable training allowance
scheme and conducting a critical review of its results, with a view to moving
subsequently towards a more conventiona type of apprenticeship scheme
involving a substanial reduction in the level of public support coupled with some
sacrifice of current income by a trainee in exchange for his or her higher earnings
prospects following training;

Eliminating Sources of Unearned Income or Rent:

Eliminating private rents arising out of the abuse of present expatriate sponsorship
arrangements;

Requiring an Omani public servant undergoing skills upgrading in order to qualify
for employment in a more highly paid position to accept a salary reduction during
the period of training or, as an alternative, to accept postponement, for a period
related to the length of the training, of the salary increase associated with the
promotion;

Requiring Omani public servants holding positions for which they are inadequately
qualified either to upgrade their skdlls without additional compensation or to
accept early retirement;
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- Reducing or withdrawing public grants for students undergoing post-secondary
education and substituting loans in the case of students from poor families; as a

ainimum, reducing public support to, or withdrawing support altogether from,
students from wealthy families taking degrees in arts, social sciences, sociology,
and geography that are of little help to them subsequently in obtaining, without
state help, a satisfactory job;

Improving the Efficiency of the Labor Market:

- Avoiding, to the extent possible, the imposition of increased labor costs on private
sector companies as an unintended by-product of Omanization;

- Continuing to avoid the imposition of quantitative, aggregate Omanization targets;

- Continuing with present efforts to identify, on a regular basis, the education and
skill requirements of various types of private sector employment and disseminating
this information widely in order to guide the choices of both students and
providers of educational and training services;

- Improving the availability of basic labor market data as an essential basis for
informed public decision-making; in particular, initiating a periodic (e.g.,
quarterly) labor force survey to obtain information concerning employment and
unemployment trends and the characteristics of Omani unemployed;

- Accepting enough slack in the labor market to assure the absence of wage
inflation;

Unifying the Labor Market:

Imposing a freeze on the public sector remuneration structure;

Fostering the gradual elimination of public/private and Omani/expatriate
remuneration differentials; and

Avoiding the Subsidization of Expatriate Labor:

Introducing a system for recovering from expatriates or their employers the costs
of their present untaxed consumption of public services and the implicit taxes they
impose on Omani consumers by driving up the costs of scarce resources.

9.42 The underlying objective of these changes would be to: (1) raise Omani productivity;
(2) foster a gradual transition towards an efficient, competitive and distortion-free labor market;
and (3) assure an adequate flow of qualified labor into newly expanding industries. These
chmges appear vital if the Government is to achieve its objective of diversifying the economy via

internationally competitive production of tradeable goods.
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10
A LONG-TERM DEVELOPMENT STRATEGY FOR OMAN

A. Futwe Prospects

Oil and Gas

10.1 Proven oil reserves were set at the present level of approximately 5 billion barrels for the
pupose of preparing the optimum saving estimates presented in Chapter 3 and Annex B. Given
the low rate of di covery of oil in recent years, no futher discoveries were allowed for. Proven
gas reserves were placed at double existing proven reserves of 10 tcf in the "old" field plus 7 tcf
in the new field, of which 5 tcf would be exploited for the LNNG project.* Under these reserve
assumptions, given the assumed fixed rates of extraction (Annex B), Oman's oil reserves would
be exhausted in 18 years, the pre-1989 gas discoveries in 36 years, and the recent and projected
gas discoveries in 48 years.

10.2 However, the current oil extraction rate of 750,000 b/d is confidently expected to be
maintainable for only another 10 years, after which it wil begin to taper off. At increasingly
lower rates of extraction, oil reserves will be depleted more and more slowly. Thus, oil
production may be expected to continue for considerably longer than the 18 years it would have
continued at the current high rate of extraction. Similar considerations apply in the case of gas.
'he rate of extraction will at some stage begin to tail off, so production from the two gas fields
will continue well beyond 2029 and 2041, the years in which projected proven reserves would be
exhausted at current rates of extraction.

10.3 If the Goverment's tentative plans materWize, the export of gas to India could begin as
early as 1996 and the production of LNG for export around 1999, prior to the beginning of the
projected decline in oil production around 2003. Thus, for the period between 1996 and about
2003, prior to the projected dropoff in oil production, the Goveinment will be receiving very
significantly increased resource revenues. However, sometie after 2003, with gas production
assumed fairly flat, gradually declining oil production will lead to a slowdown in the growth of
overall public resource revenues. The slowdown and decline in revenues associated with the
tailing off of oil and gas production will be offset to some exte by the assumed real increase in
oil and gas prices.

Qte Sectors

10.4 As noted, the Bank has not initiated any new work on prospects in agriculture, fishing,
tourism, manufacturing and services (e.g., the transport and transshipment sectors). The
following thus represents a very limited extension of the assessment provided in the Bankls
previous Country Economic Memorandum (CEM) and must be regarded as subject to updating,
refinement, and reevaluation.

Sinoe thcWorld ak mission d Oman, thc ovnment has announced a proposed pipeline to cary gas
aepots to India. This project would presumabl be additional to the proposed LNG project and suggests ta additional
reseves to servie the pipeine have been proven.



114

10.5 Given the possibly limited net advantages accruing to Oman from any significant
expansion of heavily expatriate-intensive activities, the main scope for fruitful development in the
non-oil sectors appears to lie in increasing value added per Omani via improvements in
productivity and measures to increase the value of the final product.

10.6 In agriculture, with improved water management and more efficient production methods,
there is scope both for increases in crop and livestock production and the upgrading of output to
include higher value-added products such as dates, limes, beans, strawberries and melons. Japan
is one of a number of potential markets for this output. Increasing output per worker would both
raise average farm income and permit surplus labor to be reallocated to other sectors. To achieve
it, emphasis would need to be placed on the development of practical, cost-effective reseach and
extension services. The availability of credit is not a problem. However, economically efficient
investment does not need to be subsidized, as at present.

10.7 Currendy, fishing is carried on a small scale, with about 33,000 fishermen operating
about 9,000 boats. The phased introduction of more efficient, larger-scale methods would raise
productivity and permit redeployment of excess labor to higher-productivity pursuits elsewhere.
Phasing would be necessary to avoid the sudden destruction of traditional lifestyles and permit the
evolution of satisfactory employment alternatives. Overfishing would, of course, have to be
avoided. There is also potential for further fish processing, particularly in making better use of
fish currendy sundried. Japan again appears to be a potential market for processed fish products.
Infrastructure in the form of improved docking, refrigeration, processing, packaging and
marketing facilities would be required to realize the potential for increased value added. Some
infrastructure is already in place and more will be added by the end of the current five-year plan,
Most of the rest would ideally be developed by private entrepreneurs.

10.8 While Omani social attitudes, reflected in the tourism development plan, are such as to
preclude the promotion of mass tourism, there is evident scope for some fiuther expansion of the
existing "upscale" variety. Oman has a rich legacy of forts, other historical sites, ancient
irrigation systems and interesting artifacts, as well as attractive seascapes and a colorfil variety of
customs, people and dress. What is currently lacking is more hotels, mainly outside Muscat, and
other tourist infrastructure (Oman has only about 5,000 hotel beds), effective marketing, simple
visa processing, and trouble-free entry. Given the nature of tourist industry employment and
Omani attitudes, however, an expansion of tourism is likely to call for heavy use of expatriate
labor for menial tasks, limiting the extent of employment benefits to Omanis.

10.9 There is some, apparently limited, potential for an expansion of mining. Oman is already
a copper producer and may be able to exploit several pockets of chromite. A French firm has
been engaged in a study of Oman's mineral (including semiprecious metals) potential.

10.10 Manfacturing opportunities in the tiny domestic market are limited. External
opporunities, apart from those related to increasing the value added of agricultural and fishing
products, appear to depend prhmarily on finding new niches in the wider Gulf States market and
on the exploitation of existing Omani advantages in location (e.g., flour), quality and/or natural
resources (e.g., cement, copper), access (e.g., text.1es), and, potentially, know-how. An
expansion of existing production of building materials, oil industry consumables such as water and
oil pumps, and miscellaneous equipment appears feasible. Small-boat and fiuriture manufacturing
offer possibilities.
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10.11 It has been shown in Chapters 4 and 5 that economic diversification into, and expansion
of, manufacturing and agricultural goods production will take place in response to market forces
as and when basic changes in supply and demand favoring mnanufacturing occur. The latter
appear likely only when oil-financed domestic spending undergoes a significant relative decline,
either at the end of the resource boom or as the Government shifts to a higher saving/external
investment strategy.

10.12 Finally, Oman, because of its situation outside the Gulf, is believed to have some modest
potential as a transshiment center for ocean and air freight, with possibly synergistic
interconnections between them. Spinoff activities could include the provision of related services.
-Development of this potential would call for some public investnment in the necessary
infrastructure, as well as the availability of substantial amounts of highly trained manpower. In
evaluating any proposal for establishing such a center, the Government would ) eed to be fully
assured that the fundamental requirements for profitable (unsubsidized) operation were likely to be
met and to recognize that, in the short to medium term, in the absence of an indigenous pool of
suitably trained labor, there would need to be fiuther extensive reliance on expatriates.

B. Development Constraints

10.13 The main constraint on the development of the non-oil goods economy is almost
undoubtedly the appreciated real exchange rate, as previously discussed. The higher income
elasticity for manufactured goods than for agricultural goods, together with other factors such as
subsidies and public investment, has provided some counterbalance to the appreciation of the real
exchange rate in the case of manufacturing, so it has suffered less from Dutch disease than
agriculture. Nonetheless, manufacturing would almost undoubtedly have grown more had it not
been for the high level of oil-financed domestic spending. The size and regulatory impact of the
public sector on private sector development, coupled with the dominance of public enterprise in a
mnber of commercial sectors, is another basic constraint, as noted previously.

10.14 A more fundamental, longer-term constraint is the still low level of Oman's human
resource development. Despite the enormous progress of the past two decades, about 41 percent
of adult Omanis remain illiterate and, as noted, the quality of basic education still leaves much to
be desired. Oman currently lacks, inter alia, adequate numbers of Omani business managers,
accountants, engineers, technical and computer specialists, doctors, nurses and teachers. It will
take time and strong effort, though not necessarily more financial resources - if the efficiency of
the educational sector can be improved - to overcome this constraint.

10.15 A further basic constraint is the shortage of water. This limits the volume and
composition of agricuiural output and adds to the costs of urban expansion, which now cails for
recourse to expensive desalination. Overpumping from the aquifer adjoining the northern coast
has led to the incursion of sea water and progressive salination. While a great deal can be done
to limit unnecessary evaporation and runoff and improve the efficiency with which water is used
in agriculture, as well as, possibly, to lower the costs of desalination, the limited availability of
water constitutes a major barrier to both large-scale agricultural development and water-intensive
forms of industial development.

10.16 An additional, long-term, potential constraint on economic growth is the extent to which
Oman is prepared to continue to rely on expatriates, given the fact that rising numbers of
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expatriates place extra pressures on scarce land and war and in certain areas make it more
difficult, according to some Omanis, to preserve indigenous cultural values. Although there is
clear awareness of these pressures in some parts of the Govement, it has not so far led to
binding restrictions on the employment of expatiates, despite the fact that their numbers have
increased sharply in recent years, particularly in manufactring. However, there is increasing
support for the imposition of a poll tax on expatriates employed in non-essential domestic
services, Further, limiting recourse to expatriates may have growing and justifiable appeal in the
future with respect to other activities yielding little, if any, net benefit to Oman. What is
important for Oman is not economic growth per se but the maximization of social welfare.

10. 17 Finally, there is a potential shortage of private capital an entrep ship in On.,-
given the primary flow of oil money into government hands and the lack of a well-rooted
entrepreneudial tradition. As shown earlier, private sector purhases of development bonds
considerably exceed government longer-tm lending to the private sector, so there is no
immediate shortage of private capital for investment. However, there could be a problem it the
future if larger-scale opportunities opened up for private investment in goods production and in
the shares of currently public companies. Any shortages should be alleviated by easing
restrictions on foreign investment and promoting joint ventures.

C. A Comprehensive Reform Strategy

Qmum Investment of Sayig

10.18 This report has made it clear that reducing public consumption to a level and rate of
growth that can be sustained into the post-resource era is crucial. If the Government decides to
implement such a strategy, a basic choice confronting it will be where best to invest its increased
saving. The broad choice is between domestic and foreign investment. Ibis is not just a question
of opting for what promises to be the highest-yielding investmnt, irrespective of whether it is
foreign or domestic for four reasons. First, foreign investment wiUl yield an assured future flow
of public income, as opposed to a potential flow of public income from what is hoped will be a
more rapidly growing domestic economy, stimulated by increased public investment. Second,
increased foreign investment which lowers the real effective exchange rate, encouraging economic
diversification. Third, the rate of return on investment is a microeconomic concept Ihe return
on a particular investment is itself strongly influenced by the Government's macroeconomic policy
choices. The apportionment of public inmestment between foreign and domestic altenatives is
thus essentially a macroeconomic decision. Finally, the need to obtain the highest possible risk-
adjusted yields, to achieve adequate diversification, and to lay off the risks associated with the
present concentration of Oman's wealth in oil and gas deposits cannot be overemphasized.

Forei:g Investment

10.19 Ihe overall case for foreign investment may be summarized as follows:

(a) It provides global opportnities (a far wider choice dt domestic investments).

(b) The wider choice will afford the highest possible risk-adjusted yields.
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(c) It would permit some investment to be made in technologies and industries
competng with oil and gas, thereby reducing the ris of major dependence on
the realization of oil and gas wealth.

(d) Greater diversification can be achieved across industries and countries (reducing
risk).

(e) It is a flexible outlet for temporary investments, while comparable domestic
invesments are unavailable or are being assessed.

() It provides an assured, rather than potential and uncertain, future public income
flow.

(g) It results in a real depreciation of the exchange rate, promoting non-oil exports,
efficient import substitution, private investment and economic growth.

Domestic Investmnent

10.20 On the other hand, high-yielding domestic investments, while more limited, may further
the atuament of social objectives, such as creating attractive employment opportunies or
providing jobs in areas where there is unemployment. However, although achieving social
objectives is important, choosing the right means to do so is even more important. Domestic
investment in low-yielding projects, while seemingly helpful in the short run, will exacerbate
long-term economic problems. Domestic investments fall into two categories: public and private.

10.21 public Investment. Oman has a well-developed base of physical infrastructure but overall
development of its human resource base is lagging. The case for public investment in basic
education to build up the stock of Omani human capital is very strong, provided the expenditures
are targeted efficiently and yield high economic rens.4 7 In addition, a strong case can be made
for public investments in productive (high-retu) projects which are large in size and capital-

mtensive, e.g., petrochemical plants, although potea investments would need to be subjected to
overriding risk and diversification criteria. In such projects, the feedstock should be appropriately
priced (iteational netback prices) and the Government should anticipate future privatization.
However, investments which yield low reurns relatve to foreign investment can only be
detrimental to Oman's future economic prospects, however attractive they may appear when
judged purely from a current social perspective.

10.22 Institutional Framework for Public Investment. In order to implement an optimum saving
and investment strategy and to achieve an appropriate allocation of public investment between
foreign and domestic alternatives, as well as to ensure attainment of the highest possible yields on
public invesment, four functions would need to be exercised. The four functions are:

47 Ihe Bfanks Review of Recunt Public Thendit u&ecs it clear tat ependitres on basi educaion in
Oman re ot being undaken efficiendly. Itisu not tlarwhermoremiet in odtin is neded toi
the quality and effctivenes of prmay and secondr educatin or simply btter use mad of existing 
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(a) determining the optimum public saving/investment rate;

(b) allocating public investment between foreign and investment oudets, taking into
account inter alia both expected yields and macroeconomic objectives (e.g.,
reducing excessive levels of domestic demand or promoting the domestic
production of tradeables via the effect of increased foreign investment in
depreciating the real exchange rate);

(c) assuring the optimum allocation of foreign investment, taking into account
considerations relating to yietd, risk, liquidity, portfolio diversification, and the
laying off of risks associated with the Govermment's present heavy investments in
oil and gas exploration and development; and

(d) placing increased emphasis on the preparation and analysis of realistic estimates of
financial and economic rates of return on domestic investments and on
strengthening the use of such calculations in the determination of public
investment priorities.

These roles could perhaps be performed within Oman's present institutional framework.

10.23 Private Investment. A rapidly growing and productive private sector can also compensate
for the depletion of oil and gas and private investment should be facilitated and encouraged by
implementing the measures proposed in Chapter 8. It is noteworthy that the Government has
accepted most of the Bank's proposals relating to the removal of legal impediments to domestic
and foreign private investment and implementaton is now under way. Subsidies, as noted, should
be phased out to the extent possible. They constitute in most cases simply a form of public
consumption and are very hard convincingly to justify in economic terms. Also, they generate a
growing financial drain and distort relative prices. Furthermore, they typically create a powerful
political constituency for their perpetuation. Unless they are very large (and therefore very
expensive) they are likely in any event to continue to be only partly effective. Where basic
economic conditions are such as to provide suitable opportnities and there are no significant
impediments to private domestic and foreign investment, subsidies should not be necessary (except
where required to offset the unwise subsidy policies of competing countries). If such conditions
are not present, subsidies are probably inappropriate.

10.24 Key Elements of an Overall Reform Stategy. The analysis presented in this report
suggests that the following should be the Government's key objectives in its pursuit of a long-term
strategy to raise Oman's rate of economic growth, reduce macroeconomic instability, promote
soundly based industrial diversification and increase economic efficiency:

- Eliminating public sector deficits, mainly by cutting public expenditures
(Chapter 7);

- Generating and maintaining a high rate of public saving by permanently
restraining the growth of public consumption (Chapters 3-4, 7);
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Strengthening internal institutional arrangements to allocate public saving between
domestic and foreign investments and ensure high economic returns on both forms
(above);

Establishing separate long-term saving, stabilization and contingency funds
(Chapter 2);

Narrowing the scope of government and focusing on the more effective discharge
of traditional public functions;

Strengthening the private sector by: continuing with reforms to the legal
framework; attracting foreign capital; privatizing most public enterprises and
authorities; phasing out subsidies where feasible; strengthening the role of private
banks in the provision of longer-term financing; and limiting subsidized
Omanizatdon (Chapters 6, 8-9); and

Pursuing higher incomes for Omanis in a manner consistent with the development
of an efficient and undistorted labor market through: improvements in the quality
of all levels of education (but particularly at the primary and secondary levels);
the discouragement of rent-seeking behavior; the avoidance of aggregate
Omanization targets; the proper pricing of expatriate labor; the promotion of
competitive behavior; and the deflation of unrealistic expectations (Chapter 9).

IMoementation

10.25 The strategy would need to be executed as a whole, not selectively, since all of its parts
are interrelated. It could not all be implemented all at once but would require 3 to 5 years. The
immediate priority is to eliminate the public sector deficit as a first step on the road to generating
a rising public sector financial surplus. Additional steps that could be undertaken at an early
stage could include: removing present obstacles to private domestic and foreign investment,
stregthening the institutional mechanisms for achieving higher returns on public investment,
establishing separate long-term investment, stabilization and contingency funds, determining the
measures required to improve basic education, laying the foundation for the introduction of a tax
on higher incomes, introducing public sector unit costing and cost recovery capabilities,
developing a privatization plan for the public enterprises, developing a program for public service
reform and the reduction of public/private sector wage and salary differentials, and initiating a
campaign of public education on the choices for Oman's economic future and the need for
increased international competitiveness.

10.26 These measures could be followed by: increasing expenditure cuts; the introduction of
user fees and modest income and luxury taxes; active investment promotion; significant
privatization; the implementation of public service administrative reform; the implementation of
educational and health system reforms; the promotion of private schools and medical facilities;
increased contracting out to the private sector; the imposition of taxes to recover the external costs
of expatriate labor; the initiation of the subsidy phase-own program; the strengthening of the role
of private financial institutions in the provision of longer-term financing; and the introduction of
cost recovery from those privately benefiting from public services.
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10.27 The reform process would be completed by: completing the program of expenditure cuts,
public service reform and downsizing; raising taxes, user fees, and cost recovery measures to
long-term levels; completing the privatization program; completing the programs of educational
and health system reform; and completing the phase-down of subsidies.

10.28 It would be important constantly to coordinate the elements in play and to monitor
implementation closely. The continuing refinement of national accounts data and the carrying out
of frequent surveys of employment, unemployment and the charateristics of the unemployed
would be necessary. The central and most critical concern would be to prevent the emergence of
widespread unemployment among Omanis during the implementation phase, as public saving was
increased, but at the same time to leave enough labor market slack to permit diversification into
intrnationally competitive goods-producing activities to take place without giving rise to labor
shortages causing disruptions or generating inflationary pressures that would impede or thwart the
process. An effective job information system and close cooperation between business and
government with respect to job training would be essential.

10.29 Conclusions. The difficulties of effecting the touchy major changes required to implement
the proposed reform strategy are not to be underestimated. A prerequisite would be that Omanis
at all levels become far more aware than at present of the unsustainability of present policies
based on the consumption of nonrenewable resource wealth. This would need to be part of an
overall program designed to alter unrealistic expectations and attitudes formed over two decades
of rising oil revenues and to supplant them with more realistic and competitive ones.

10.30 Formnately, Oman's prospects are anything but bleak. Taking into account the large
strides already made, Oman can, with appropriate policies, look forward to continuing, if
moderate, growth in consumption, an increasingly diversified and internationally competitive
economy, permanently rising public income from invested oil capital, and rising returns on
previous investments in infrastructure. If further oil or gas discoveries were to prolong the life of
its reserves beyond those assumed in this report, Oman would, of course, be in a position
moderately to increase consumption - preferably private - beyond the levels projected in
Chapter 4, without risking a post-resource era economic collapse. However, if it were to raise
consumption now in anticipation of even further oil and gas discoveries, it would be taking
imprudent risks. In this connection, it is important for Omanis to recognize that they appear to be
in a fundamentally different position from neigbboring states endowed with a far larger and
longer-lasting resource base. The relatively limited character of Oman's resource base implies
that Omais have less room for error and waste.

10.31 Even if Oman were formnate enough to discover major new gas or oil fields, it would not
alter the substance of the findings of this report. Oman's previous additional discoveries of oil
led to higher, and ultimately unsustainable, levels of defense, national security, and civilian public
expenditure. Without adequate public recognition of the imprudence and economic costs of the
public sector's consuming most of the proceeds of extracting a nonrenewable resource, coupled
with willingness to discontinue the practice, Oman could find that new discoveries merely
postpone the need for a fundamental change of course and make the eventual post-resource era
adjustment more difficult.
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Erthbe Work

10.32 This report has identified a number of areas in which further work could usefully be
undertaken. The following additional studies are recommended:

- A comprehensive review of Oman's public investment program;

- A comprehensive study of the labor market in Oman that would include a study of
the external costs of expatriate labor and a study of the expawiate sponsorship
system;

- An analysis of feasible alternative permanent consumption profiles from Oman's
oil and gas wealth;

- A feasibility study relating to the possibility of achieving cost savings through the
merging of development banks and the identification of appropriate steps towards
their eventual privatization; and

- A study of the apparently inadequate response of businesses to the present
structures of production incentives, including the effect of firm size and the
potential for promoting more efficiently managed medium and larger-scale
companies.

-A poverty assessment study.
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OPTIMUM SAVING MODEL - THEORETICAL UNDERPINNING

A-1 This annex provides the theoretical underpinning for the optimum savings model described in
general terms in Chapter 3 of the main report and is intended to be read in conjunction with that
chapter by those with an, interest in reaching a fuller conceptual and mathematical understanding of
the model. The derivation of the numerical assumptions used in solving the model for optimum
Omani saving rates is provided in Annex B.

A-2 The main question for a country whose economy heavily depends or. an exhaustible resource,
say oil, is: what should be the saving rate that, after oil is exhausted, assures the same growth rate of
consumption as before. The model to answer the question has been developed and applied to oil-
producing countries in the Middle East, such as Saudi Arabia, United Arab Emirates and Bahrain, by
M. L. Weitzman,' Y. H. Farzin,2 and 1. Elbadawi and N. Majd3. The model is formulated as a
social welfare maximization problem on a continuous-time infinite-time horizon. Although the model
is convenient for analyzing the quantitative characteristics of the optimal saving rate, it is difficult to
derive numerical solutions unless extraction capacities, oil prices and production costs can be
expressed in exponential forms. The framework is much more general where the above variables are
not constrained to take specific functional forms. Following Farzin, Elbadawi and Majd, the general
analytical solution of the model will be developed in the annex. A GAMS program will then be used
to execute the numerical solution of the model.

Continuous-Time Infinite-Time-Horizon Model

A-3 The question can be rephrased as follows: what is the saving rate s'(t) in the resource era to
attain a given post-resource era saving rate, say Ps"(T), so that the economy realizes the maximum
social welfare, defined as the sum of the utility stream discounted with a socially agreed-upon
discount rate over infinite time. The problem can be written as follows:

Maximize w= f. 0 e-Pt U(C(t)Jdt (1.1)

Martin L. Weitzman, "Net Nadonal Product for an Exhaustible Resource Economy," in Hossein, Askari, Saudi
Arabia's Economy: Oil and the Search for Economic Develo ment, JAI Press Inc., Greenwich, Connecticut, 1990, pp. 187-199.

2 Y. Hossein Farzin, "Optimal Saving and Investment Policies for the Petroleum-Based Economy of the UnitedArab Emirates,- manuscript of the World Bank.

3 Ibrahim A. Elbadawi and Nader Majd, 'Managing a Nonrenewable Resource, Savings and Exchange Rate
policies in Bahrain, WPS 1134, World Bank.
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Subject to:

K(t) s p(t) E(t) + rK(t) - C(t) (1.2)

-R(t) • E(t) (1.3)

(1 .4)E(t) s E(t)

K(O) = I (1.5)

R(O) = Re (1.6)

C(t), K(t), R(t), E(t) 2 0 (1.7)

where

W = Discounted present value of utility strean resulting from consumption flow C(t)

C(t) = Consumption level at time t

U[C(t)] = Utility associated with consumption C(t)

K(t) = Stock of non-oil capital assets at time t

R(t) = Proven oil reserves at time t

E(t) = Oil extraction rate at time t

k (t) - 9_ = Investment in non-oil capital assets at time t
at

Ak(t) is aR(t) = Change in proven oil reserves at timne t
at
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= Stock of non-oil capital assets at the initial time (given)

Ro = Proven oil reserves at the initial time (given)

p (t) = Oil price in real terms at time t (given)

E ( t) = An upper limlit of oil extraction rate at time t (given)

p = Social discount rate (given, p 2 o)

r = Rate of return (in real terms) on non-oil capital assets (given, r > 0)

The current-value Hamiltonian of the problem above is as follows:

H s UfC(t)J + j(t) [i(t) E(t) + rK(t) - C(t)l - A(t) E(t) + *(t) E(t) - E(t)1 (1.8)

The necessary optimality conditions of the problem can be written as follows:

a) = 0, U'[C(t)l = JA(t), kt)o2 (1.9)OC(t)

aH =0, &(t)P(t) 2 AMt) + 0(t), X(t)A0, 1(t)20 (1.10)

-3t)= -r(t) = A(t) - p.(t) (1.11)aK(t)

H 0 = o = i(t) - pA(t) (1.12)

with the following transversality conditions:

1imjt., e-Pt (t)KQ) = 0 (1.13)

lim, , ePt A(t)R(t) = 0 (1.14)
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where

i (t) = the shadow price of a unit of non-oil capital assets K(t), measured in utility terms.

A (t = the shadow price of a unit of oil reserves R(t), measured in utility terms.

4 (t) = the shadow price of a unit of given extraction capacity E (t) , measured in utility
terms.

Before deriving the optimality saving rate, let us make two preliminary discussions on: first,
consunption and, then, extraction of oil.

First, to make the problem manageable, the utility function concerned is assumed to be of

constant elasticity of marginal utility such that;

= (t)U"[C(t)] (1.15)

U' (C(t)]

With this class of utility functions, the following growth rate of consumption can be derived from
equations (1.9) and (1.11):

d(t) r-p =

C (t) 11

This means that, in optimality, consumption grows at the constant proportionate rate y, so long as the
rate of return r is greater than the social discount rate p.

Second, differentiating equation (1.10) with respect to time and using equations (1.11) and
(1.12), we can derive:

l(t) z: r ,. +(t - womt (1.17)

PMt - (tp(Ot)

The second term in the equation above is the rate of change in the quasi-rent (in real terms) generated

by the given extraction capacity constrait.
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Because the growth rate of oil and the rate of returns or, non-oil capital assets are given
exogenously, there are three possibilities with respect to the relations of these two exogenous rates.

In the first case, if P (tS) < r; then, it is economical to extract the entire resource out of9 (t)
ground immediately at the initial point of time. However, the model (and the real world) has a given
extraction capacity constraint (1.4); thus, equation (1.4) holds with equality; that is, E(t) = E (t) .
Hence, with a given finite quantity of the reserves i, we can find out a finite time of T' such that:

It=.O E(t) dt = Ro ( 8

(T' is the time when all the given oil reserves are exhausted.)

In this case, because the extraction rate is bound by the constraint; a positive quasi-rent ¢ (t)
is generated. As for the change of 4, (t) over time, as more oil is extracted, the severity of the
extraction constraint will ease; thus, the quasi-rent (in real terms) will decrease over time; that is,
m(t) - p 4(t) < 0. Furthermore, because E(t)>0, equation (1.10) holds with equality; and so does
equation (1. 17).4

In the second case, if P > r; then, it is economical to leave the reserves in the groundp (t)
rather than to extract. In such a case, E(t) = 0 for all time; consequently, the given extraction
capacity constaint is unbound; thus, the quasi-rent 4, (t) = O for all time; hence, equation (1.17)
holds with strict inequality.

In the third case, if ; C) = r; then, it is indifferent between (a) extracting the resource today
and investing the earnings in non-oil capital assets yielding the rate of return r and (b) keeping the
resource in the ground to be extracted at a future date while the resource price will be appreciated at
the same proportionate rate of r.

Now let us derive the optimality saving rate: first, in the post-resource era and then, in the
resource era.

4 Equaliy of (1.17) can be atind by negative rates of change in the quasi-rent in real tems.
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In the post-resource era (t 2 T ), because national income derives only from the earnings from non-
oil capital assets, the saving rate can be written as:

Ps(t=1 -C(.t) (1.19)

r K(t)

where

K(t) = rK(t) - C(t) (1.20)

In optimality, the steady-state holds; thus,

K *(t) - *(t) = Y (1.21)
K (t) C*(t)

This is followed by:

C(t) r y (1.22)
K '(t)

Thus,

P*s(t) = Y (1.23)
r

Because the post-resource-era saving rate is given as Ps(T'), Ps*(t) can be written as follows:

Ps*(t) = Ps *(T) Y (1.24)
r
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thus, y* as follows:

y rPs(PT) (1.25)

In the resource era (0 s- t < T), the saving rate is written as:

s(t) = I - C(t) (1.26)p(t)E(t) + rK(t)

To obtain the optimal saving rate in the resource era s(t), first let us derive C(t) and K(t), and then
s(t).

In the resource era, the economy's capital assets, denoted :)y X(t), consist of two kinds of
assets; that is,

X(t) = K(t) + V(t) (1.27)

The first term is non-oil capital assets at time t, which is nothing new. Complexity lies on the second
tern V(t), which means the exhaustible resource stock whose asset value at time t winl be the
capitalized value of the resource earnings discounted back to time t; namely,

V(t) = iT t p(r) E(X) e -r(: -t) dr (1.28)

Thus,

V(O) =ffo p(,) E(r) e dr (1.29)
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Then, we can derive s*(t) in the following way. First, from the optimality conditions, we
know:

C(t) = y (1.30)

C (t)

Then, from equations (1.30) and (1.31), C(t) can be derived below:

C*(t) =(r - y)[V(o) + K,eY t (1.32)

and

C(t) C(t) =r-y (1.31)
X(t) K(t) + V(t)

Next, KI(t) can be derived as follows:

K*(t) = 1 C *(t) - V(t) (1.33)

Finally, s-(t) can be derived as follows:

(t) =1 - (r - y) [V(O) + K<jet (1.34)

i(t) E(t) + r V(O) + KOje t -rV(t)
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Now that

y =rPs*(T-) (135)

by replacing y in equation (1.34), s'(t) can be written as follows:

s *(t) = flr, Ps (7 *)1 (1.36)

A-4 Two remarks are noteworthy here. First, unless the integrand of V(t) in equation (1.28) is
written in an exponential form, it is difficult to solve s"(t) numerically. Second, the optimality saving
rate in the resource era s(t) can be solved without specifying the elasticity of marginal utility il and
the social discount rate p, if the post-resource-era saving rate Ps(T) is given.

A-S In the numerical model, the assumptions of which are shown in Annex B, the growth rates of
oil, natural gas and LNG are not constant over tine. In addition, the production costs of oil, natural
gas and LNG are not zero, and vary over time. The solutions are derived direcdy from a discrete-
time maximization of utility specified in (1.1) #vith the constraints specified in (1.2) through (1.7).
The model is written on GAMS. The printo ts of the model solution are provided upon request.
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OPTIMUM SAVING MODEL - NUMERICAL PRESENTATION

B-1 Following the theoretical model of Annex A above, this annex explains the numerical
assumptions applied to the actual setting of the Omani economy. The annex is composed of three
blocks. First, the assumptions and characterics of the empirical model are presented in Section 1.
Second, the past and future outlook of the oil and gas sector is discussed in Section I. Building on
this, the model assumptions are presented for oil and gas (from both the old and new fields, including
the LNG project). Finally, the salient features of the model solution are reported.

I. Assumptions and Characteristics of the Model

A. Scenarios

B-2 Since the discovery of natural gas in Central Oman in 1989, Oman appears to have redirected
its resource development strategy. With linited prospects for significant discoveries of oil in the
future, the focus of exploration of new fields is shifting towards natural gas. Particularly interesting
is the proposed liquefied natural gas' (LNG) project, the feasibility of which the Govermment is now
seriously studying. In the present model, in addition to the standard exercise, namely, derivation of
the optimum saving rate, an effort is made to asses the LNG project from a national welfare
standpoint. For this purpose, the model is applied to the following scenario:

The existing level of proven reserves of oil (5.0 billion barrels) does not change but
there is a doubling of natural gas reserves at the old (pre-1989) fields (20 tcf). In
addition, it is assumed that the LNG project is undertaken as conceived and that the
LNG plant will produce 5 million tons of LNG per annum, starting at the end of the
decade. The natural gas feedstock for the plant is assumed to be from the fields
discovered after 1989.

B. Sub-periods

B-3 The model is a finite-time-horizon discrete-time model covering 98 years - from 1992
through 2090. With the assumed reserves and extraction capacities, oil and natural gas from the old
and new fields will be exhausted in 2011, 2029 and 2041 respectively. Therefore, the present model
that explicitly covers the years until 2090 is sufficiently long to eliminate any significant influence
from the post-model period.

1 Liquefied natural gas consis essentially of methane. Liqueftion of metane is achieved by cooling the gas to
below minus 160 degree C under normal atmospheric pressure. In contast to LNG, liquefied petrolem gas (LG) consits
primarily of butane and prpane.
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B4 Taking into account expected changes in oil and natural gas prices over time, discussed later,
and the start-up of the LNG project at the end of the decade, the overall period is divided into the
following five sub-periods:

Prices of oil LNG production
and natural gas

1 1993-95 constant nil

2 96-2000 3.7% increase nil
per annum

3 2001-05 1.1% increase production
per annum of 5 million tons

per annum

4 2006-20 constant production
of 5 million tons
per annum

S 2021-90 constant nil

C. Other Notes on the Model

B-S The model is written in GAMS, which provides a detailed description of the model and its
solutions. All the quantity figures are expressed in million barrels of oil equivalent, unless otherwise
stated. The conversion rates used in this model are as follows:

1 cubic feet of gas = 0.000172 barrels of oil equivalent

I ton of LNG = 8.38 barre!s of oil equivalent2

Prices and intermediate costs are expressed in terms of constant 1992 US dollars per barrel of oil
equivalent. Values such as capital stock in the initial year are expressed in terms of constant 1992
million US dollars. The current exchange rate, namely:

1 US dollar = 0.3845 Rials Onmani (RO)

was used to convert from RO figures into US dollar figures.

2 The conversion factor: one ton of LNG - 8.38 barels of oil equivalent is used in this model. This conversion
factr is the mean of those for SO (ie., specific gravity) - 0.425 (conversion factor: one ton of LNG - 8.85 barrels of oil
equivalet) and SG - 0.475 (conversion fcor: one ton of LNG = 7.91 banrels of oil equivalem).
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11. Oil and Gas in Oman: Past. Future Prospects and Corresponding Model Assumptions

A. Oil

1. Proven Reserves

B-6 Proven reserves at the end of 1992 were 4.6 billion barrels.3 In the early fall of 1992, the
Government announced that proven reserves would increase to 5.0 billion barrels by the end of the
year; however, no further announcement has been made.4

B-7 In retrospect, since the 1960s, it has been always said that Oman's oil would be depleted in
about 20 years, even though oil extraction has progressively increased. With an annual extraction of
750 thousand barrels per day and reserves of 4.6 billion barrels, Oman's oil will still last for 17
years. This outcome has been made possible by Oman's policy of obliging the oil companies to
explore new fields and increase existing reserves so as to compensate for the oil being extracted.

B-8 Around the late 1970s to early 1980s, significant discoveries were made in "frontier" fields in
the South. In fact, in the year 1979 alone, proven reserves increased from 1.5 billion barrels to 2.5
billion barrels, and further to 4.0 billion barrels by 1985. Since 1985, however, the net increase in
proven reserves has been modest - only 0.5 billion barrels in 7 years.56

B-9 At present, the authorities are confident that the current extraction plateau of 750 thousand
barrels per day can be maintained for 10 years. It would be almost inpossible to project proven
reserves after 10 years. However, in rec.gnition of the fact that "frontier" fields like that in the
South in the lte 1970s and early 1980s do not exist any more, it seems safe to say that proven

3 The resource base or 'oil in place' in Oman is estimated at 45 billion barrels.

4 Proven reserves of 4.6 billion barrels were a firmly 'booked' figure at the end of 1992, while the announced
figure of 5.0 billion barrels represented an estimate of proven reserves that would be realized around the end of 1992.
Exploration is a continuous activity; proven reserves have been changing continuously. PDO officials indicated that it
would be difficult to give an exact figure at a particular point of time.

5 During the period 1985-1992, 1.6 billion barrels of oil were extracted; thus, the (gross) increase in proven
reserves was 2.1 billion barrels, or 300 million barrels per year. In 1992, a year of high success in exploration, tde total
(gross) increase of reserves was 507 million barrels - 257 million barrels by exploration and 257 million barrels by
appreciation of reserves in existing fields. In 1993, the target for the (gross) increase in reserves is set at 125 million
barrels.

6 Among PDO's exploration expendiures, SO percent is spent for frontier exploitation (or wildcatting), 25 percent
for conventional exploration in nearby areas, and 25 percent for appraisal wells in existing fields.
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reserves are not likely to increase substantially beyond the 5.0 billion barrels projected by the
Goverunent.'

2. Oil Extraction Capacity

B-10 In the Fourth Five-Year Development Plan, oil extraction is assumed to be 682 thousand
barrels per day, representing a "feasible technakal and economic level. " Actual extraction of oil (the
annual average in 1990 and 1991) was slightly higher, at 697 thousand barrels per day. Most (659
thousand barrels per day) was extracted by Petroleum Development Oman (PDO) and the rest (38
thousand barrels per day) by three non-PDO companies (listed below). The recent PDO report
covering corporate plans until 1997 shows that PDO alone will extract 700 thousand barrels per day
throughout the plan period. Thus, annual extraction of 750 thousand barrels per day by PDO and
non-PDO companies combined is considered to be feasible and is the figure assumed in this exercise.

3. Oman's Share

B-1I In Oman, 95 percent of oil is extracted by PDO, and the rest is extracted by three non-PDO
companies (ELF, OXY and JAPEX). The PDO is a partnership of the Government (60 percent),
Royal Dutch Shell Company (34 percent), Compagnie Francaise des Petroles-Total (4 percent) and the
Participation and Exploration Corporation (PARTEX) (2 percent). Oil extracted by PDO is
distributed to the participants, based on their shares. The distribution of oil extracted by non-PDO
companies is more complicated. To avoid undue complexity, it is assumed, in this exercise, that 60
percent of extracted oil accrues to the Government of Oman, and the rest to foreign companies. In
other words, 60 percent of Oman's oil contributes to Oman's welfare. Accordingly, 60 percent of the
proven reserves and the oil extraction capacity are fed into the model.

B-12 In the model, ROO stands for oil reserves in the initial year (in mnllion barrels). It is set at
3,000 (i.e., 60 percent of 5,000 million barrels of proven oil reserves). Similarly, EOt (t= 1, ..., 5)
stands for oil extraction capacity in million barrels per year, and is set at 450.0 (60 percent of 750
thousand barrels per day).

4. Oil Prices

B-13 Average export prices for Oman's crude oil (in current US dollars per barrel) are compared to
OPEC prices below:

7 Intensive exploration is aking place in the far sout, in the area close to the border with Yemen, as agreed
upon in November 1992. Offshore drilling was undertaken by PDO in 1992, but the weU tWrned out to be dry.
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1988 1989 1990 1991

Oman 13.5 16.3 21.4 17.5
OPEC" 13.6 16.3 21.2 17.3

a average OPEC price: OPEC spot prices weighted by OPEC export volumes

Sources: PDO for Oman's prices and The World Bank for OPEC prices.

The figures above show that prices for Oman's oil were very close to OPEC prices.

B-14 Recent World Bank projections of OPEC oil prices in constant 1992 US dollars are as
follows:

1992 1993 1994 1995 2000 2005

16.3 15.1 14.9 15.1 18.0 17.0

Source: The World Bank, International Trade Division, (February 10, 1993).

B-15 Because the prices of Oman's oil were close to OPEC prices in the past few years, it is
assumed that Oman's oil prices in the future will be equal to the projected OPEC prices shown above.
Furthermore, because of the long-term nature of the optimum saving exercise, the trend of oil prices
(in constant US dollars) is more meaningful than annual changes in prices. Thus, oil prices in the
future are grouped into the following five sub-periods:

1 1993 - 95 constant
2 1996 -- 2000 3.7% increase per annum
3 2001- 2005 1.1% increase per annum
4 2006- 2020 constant
5 2021-- 2090 constant

B-16 In the model, POt stands for oil prices in constant 1992 US dollars per barrel. PO1 is set at
15.0.

5. Production Cost'

B-1 The expenditures of PDO (in millions of current US dollars) projected by PDO are shown
below:

8 Production cosos are approximated by expenditures.
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1991 1992 1993 1994 1995 1996 1997
actual

Capital 685 659 736 737 778 785 791
Operating 332 360 380 401 424 451 477
Total 1017 1019 1116 1138 1201 1236 1269

Source: PDO

B-18 These expenditures are converted into constant 1992 million US dollars by using the World
Bank's MUV:

1991 1992 1993 1994 1995 1996 1997 1993-97
actual average

Capital 730 659 709 698 717 699 681 701
Operating 354 360 366 379 390 401 411 390
Total 1083 1019 1075 1077 1107 1100 1092 1090

B-19 Because no breakdown of expenditures between oil and natural gas is available, it is assuned
it may be based on the amnounts extracted. The ratio of extraction of oil to that of natural gas in 1990
and 1991 was 9 to 1 (oil 697,000 barrels per day versus natural gas 88,000 barrels of oil equivalent
per day); thus, annual expenditures related to oil and natural gas are estimated below (in constant
1992 million US dollars):

Oil Natural gas

Capital 631 70
Operating 351 39
Total 982 109

6. Intermediate Costs and GDP Component in Price

B-20 Among operating expenditures, wages and salaries contribute to Oman's GDP.9 The share of
wages and salaries in operating expenditures is estimated below on the basis of past data. (Wages and
salaries, and operating expenditures are expressed in terms of thousands of current RO):

9 Irest payments to domesti lenders are insignfkang thus, they are not included n the GDP component.
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1989 1990 1991

Wage and salariesa 49,128 58,344 56,297
Operating expendituresb 109,352 125.039 27,808
Share of wage and salaries (%) 45.0 46.6 44.0

Sources: Development Council of Oman, Statistical Year Book, 1991, p. 20
for wages and salaries; PDO for operating expenditures.

B-21 From these statistics, the share of wages and salaries in operating expenditures is estimated to
be about 45 percent.

B-22 While, among total expenditures, wages and salaries constitute a GDP component, the rest of
operating expenditures and the whole of capital expenditures constitute intermediate costs. On the
basis of the assumed share of wages and salaries (45 percent), projected total expenditures are
decornposed in the following manner:

Annual Expenditures
Exnenditures Per BarTel
(constant 1992 (constant 1992
million US dollars)
US dollars)

Intennediate 824 3.01
GDP component 158 0.58
Total 982 3.59

B-23 Based on these figures, the components of the oil price are shown below (in constant 1992 US
dollars per barrel):

1992-93 2006-

Intermediate cost 3.01 3.01
GDP component 11.99 14.49
Price 15.00 17.50

B-24 In the model, IMO stands for intermediate costs in constant 1992 US dollars, and is set at
3.01.
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B. Natural Gas

1. Proven reserves

8l25 Total proven reserves at the end of 1992 were 17 tcf or 2.9 billion barrels of crude oil
equivalent. Of the 17 tcf, 2.7 tcf is associated gas and the rest is non-associated. The Government
has intensified exploration for natural gas in recent years and a significant increase in proven reserves
is expected in coming years.

B-26 1989 was a breakthrough year for natural gas. In that year, it was found at the depth of
4,200 meters at Saif Nihayda in Central Oman. Although the size of the reserves was relatively small
(0.9 tcf), this finding prompted the discovery of larger fields in the same area, i.e., Saif Rawl
andBarik (2.5 tcf each).10 Thanks to these new discoveries, Oman's reserves of natural gas have
increased significantly since 1989." The gas at these three new fields is non-associated gas with
highly valuable condensates.'2

B-27 Natural gas from the new (post-1989) fields will be entirely used as feedstock for the planned
LNG, while that from the old (pre-1989) fields will be consumed for domestic uses, as at present.
Therefore, in the model, natural gas is separated into two parts: (a) 10 tcf (assumed doubled to 20 tcf)
from fields discovered before 1989 for domestic uses and (b) 5 tef from new fields discovered after
1989 for the LNG project. They are reviewed in this order.

B1. Natural Gas for Domestic Uses

1. Extraction Capacity

B-28 The use of natural gas in Oman started in 1978. Annual average extraction of natural gas in
1990 and 1991 was about 185 billion cubic feet (bcf) per annum, or 88 thousand barrels of oil
equivalent per day (about 10 percent of oil and natural gas combined); associated gas accounted for
130 bcf and non-associated, gas 55 bcf.

B-29 The extracted natural gas was consuned roughly in the following manner (the figures below
represent mean figures far 1990 and 1991):

10 I this neighborhood, natural gas has been found at Mabrouk. Evaluation is still under way. The size of the
reserves at Mabrouk is not known yet.

11 Proven reserves at the end of 1989 were 9.8 tcf, equivalent to 1.9 billion barrels of oil. Because proven
reserves at the end of 1992 were 17 tcf, the net increase in proven reserves over the last three years was about 7 tcf.

12 Very light oil (API 50) with gas.
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The Government Gas System 60 bcf
distributed through pipelines to power stations, copper and cement plants, industrial areas,
and defense facilities

Sales to gas companies 15 bcf
converted into butane, etc and distributed in cylinders to households for cooking gas, etc.

Uses at oil fields 85 bcf
as fuel and for re-injection

Flared 25 bcf.

B-30 Use of the government system and sales to gas companies are projected to increase at an
annual rate comparable to that of GDP. Use by oil fields (for re-injection) may increase until the end
of oil extraction, while the flared portion would decrease steadily. To make it simple, it is assumed
that domestic uses of natural gas as a whole grow at an annual rate of 5.0 percent - roughly the real
GDP growth rate in the Fourth Five-Year Plan. Extraction and processing capacities are assumed to
increase at the same rate as the use of natural gas.

B-31 In the model, RGOO stands for reserves of natural gas from the old fields In the initial year
(in million barrels of oil equivalent) and is set at 3,440 (i.e., 20 tcf). Similarly, EGOt (t= 1, ... , 5)
stands for the extraction capacity for natural gas in million barrels of oil equivalent per year, and EGI
is set at 33.9 (i.e., 197 bcf). The annual growth rate of EGOt, denoted as EGORT, is set at 0.05
(i.e., 5 percent).

2. Prices of Natural Gas

B-32 Currently, natural gas is sold at a price equal to one half of the reference price for crude oil.
However, in an optimum situation, there should be no price distortion and, thus, the price of natural
gas is assumed to be equal to that of its crude oil equivalent In the model, the price of natural gas
from the old fields is represented by the price of oil, POt.

3. Production Cost, Intermediate Costs and GDP Component

B-33 As stated before, it is assumed that the cost of production and its components are the same as
those for oil. The assumed breakdown is as follows:
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Annual Expenditures
expenditures per barrel
of oil equivalent
(constant (constant
1992 million 1992 US
US dollars) dollars)

Intermediate 70 3.01
GDP component 39 - t8
Total 109 3.59

B-34 Based on these figures, the components of the oil price (in constant 1992 US dollars per
barrel) are shown below:

1992-93 2006-

Intermediate cost 3.01 3.01
GDP component 11.99 14.49
Price 15.00 17.50

B-35 Because the intermediate cost of natural gas is assumed to be equal to that of oil, it is
represented by IMO in the model (the same as for oil).

B2. Naural Gas for LNG

1. Main Features of the LNG Project

B-36 Prompted by the discovery of natural gas at Saif Nihayda, etc, the Government is seriously
assessing the feasibility of an LNG project. According to the present plan, 5 million tons of LNG per
annum will be produced and exported, starting in 1999, if the project materializes. The feedstock for
the plant (775 million cubic feet per day) will be supplied from the newly discovered fields, Saif
Nihayda, Saif Rawl and Barik.

B-37 The LNG project consists of two parts:

(a) the upstream portion - from the site of gas extraction through the pipelines up to the gate
of the LNG plant. The Government will own 100 percent of the shares, and PDO will
operate on the behalf of the Government.

(b) the downstream portion - the LNG plant, jetties, LNG tankers and marketing. A new
company - Oman LNG - will be formed, with the shares owned by the Govermnent (51
percent) and foreign participants, i.e., Royal Dutch Shell, Total, PARTEX, and three
Japanese firms (49 percent altogether).

B-38 The Government is active in exploring the three fields. Their size has increased significantly
in recent months. The feasibility study for the LNG project has been completed. At the end of 1994,
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it will be decided whether the project is to be undertaken, taking into account the results of on-going
exploration.

2. Reserves, Extraction Capacity and Oman's Share

B-39 The Government owns 100 percent of the upstream portion of the project and 51 percent of
the downstream. On the assumption that the GDP component of the upstream portion is equal to that
of the downstream, the Government's share in the GDP component relating to the whole LNG project
would be 75 percent and the share of the foreign partners, 25 percent.

B-40 Therefore, as in the case of oil, 75 percent of proven reserves (974 million barrels of oil
equivalent) and 75 percent of extraction capacity (48.7 million barrels of oil equivalent per year)
should be fed into the model.

B41 In the model, RGNO stands for reserves of natural gas from the new fields in the initial year
(in million barrels of oil equivalent) and is set at 730.5 (i.e., 75 percent of 974 million barrels of oil
equivalent, or 5.7 tcf). Similarly, EGNt stands for the extraction capacity of natural gas from the
new fields (in million barrels of oil equivalent per year), and is set at 0 for t= 1, 2 and at 36.5 for
t=3, 4, 5 (75 percent of 48.7 million barrels of oil equivalet per year, or 5 million tons of LNG per
year).

3. Estimation of Price and Production Costs

B-42 Efforts were made to estimate the price of LNG and production costs. The major elements
are as follows:

(a) It was understood that the reference price for LNG would be US$15 per barrel of oil
at Dubai; actual prices would include significant premiums.

(b) Total project (capital) cost in constant 1992 prices is estimated at 6 billion US dollars,
broken down as follows:

upstream 2 billion US dollars
LNG plant 2 billion US dollars
LNG tankers 2 billion US dollars

The capital cost in current prices is estimated at 9 billion US dollars.
Because the Dubai price is the reference price, cost related to LNG tankers are
excluded in the following computation. Then, because the project would last for 20
years, the capital cost excluding LNG tankers is estimated at US$4.77 per barrel of
oil equivalent (in constant 1992 prices).

(c) The operating cost per annmm is estimated at 2 percent of the capital cost; therefore, it
would be $2.86 per barrel of oil equivalent in constant 1992 prices.
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(d) The projected fuiancial rate of return is estimated on this basis at 12 percent in
constant 1992 prices.' Thus, the cash flow related to the portion- of the project up to
Dubai (namely, excluding the capital cost related to the LNG tankers and the
operating costs of LNG tankers) would be $11.46 per barrel of oil equivalent

(e) Based on (a) through (d), the cost/profit structure (in constant 1992 US dollars per
barrel of oil equivalent) is constructed in the following manner:

Capital cost 4.77
Operating cost 2.86
Profit 11.46
Total 19.09

(f) Compared to the Dubai price of US$ 15 per barrel, the premium for Oman's LNG is
estimated at 27.3 percent.

(g) On the assunption that the share of wages and salaries in operating costs is equal to
that for oil and natural gas from the old fields, namely 45 percent, the break-down of
the LNG price is estinated below:

Intermediate cost
Capital cost 2.39
Operating cost except W&S 1.57
Sub-total 3.96

GDP component
Wage and Salaries 1.29
Profit 13.84
Sub-total 15.13

Total 19.09

(h) As in the case of oil and natural gas from old fields, the price of LNG is assumed to
change in the following manner:

1 1993 - 1995 no change at the level of $19. 1/bbl

2 1996 - 2000 3.7 percent increase per annum

3 2001 -2005 1.1 percent increase per annum

4 2006 - 2020 no change

5 2021 -2090 no change

'3 The rate of cash flow in current prices is estmated at 17 perce.
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B-43 In the model, PGNt stands for prices of natural gas from the new fields in constant 1992 USdollars per barrel of oil equivalent. PGNl is set at 19.1. Furthermore, IMGN, which stands forinternediate production costs of LNG in constant 1992 US dollars, is set at 6.34.

C. Other Assumptions

1. Nonoil capital Stock in the Initial Year

B-44 The nonoil capital stock and the stock of the State General Reserve Fund (SGRF) at the endof 1991 are as follows:

RO 6.0 billion, i.e.,
Capital stock3 US$15.6 billionb
SGRF US$ 3.0 billion
Total US$18.6 billion

c corresponds to RO 5.8 billion at the end of 1989 and the depreciation rate of 4.0 percent.
b converted into US dollar terms with the current exchange rate: US$1 = RO 0.3845.

B-45 In the model, KO, which stands for the non-oil capital stock in the initial year in constant1992 million US dollars, is set at 18,600.

2. Rate of Return

B-46 The rate of return on non-oil capital stock is assumed to be 3 percent per annum.

3. Social Discount Rate

B47 It is denoted by RHO, set at 0.020387.

4. Saving Rate in the Post-Resource Era

B48 The saving rate in the post-resource era is assumed to be 30 percent. In the current model, itis solved endogenously. Iterations are needed to attain the specified post-resource-era saving rate.

III. Salient Features of Model Solutions

Year of depletion
Oil 2011
Old natural gas 2029
New natural gas 2041

The optimum saving rate
(in 1993) 38.7%
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The highest saving rate 64.1%
(in 2009)

Annual growth rate of 0.90%
so~umption

Consunption
(in 1993) 1798
(in 2090) 4327

Value of objective 378.1
function

Assumed Social
Discount Rate 0.0204
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THE MACROECONOMIC FRAMEWORK

1. MODEL STRUCTURE

C-1 This annex, which constitutes the underpinning for Chapter 4, presents the model described in

general terms in that chapter and provides detailed estimation and projection results. Section I

specifies the structure of the model. Section II presents estimation results for the fifteen equations in

the behavioral block specified in Section I. Section Im presents simulation results for the two

contrasting scenarios of policy interest discussed in Chapter 4.

C-2 The macroeconomic model for Oman comprises three interrelated components: (1) a

macroeconomic consistency framework, which involves assembling the macroeconomic statistics into

a flow-of-fund format: any source of fuids for one sector is a use for another sector; (2) a behavioral

model which intcgrates, and describes the interactions between, the goods and financial markets; and

(3) the saving module, which is integrated sequentially into the other two blocks and gives optimum

national saving rates under the reform scenario. In additon, the model includes the "closure rules",

which determine the choice of the residual variables that satisfy the accounting identities.

C-3 In the goods market, it is assumed that tle economy produces two types of good: domestic

goods, which are an imperfect substitutes for international goods, and export goods, including oil. In

the financial market, foreign and domestic assets are assumed to be imperfect substitutes for the

private sector.

C-4 Market clearing in the goods market is achieved by an inverse relationship between the real

exchange rate and the real interest rate. An appreciated real exchange rate creates excess demand for

domestic goods which must be offset by a rising interest rate to lower private investment.
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C-S Equilibrium in the financial market is maintained by adjustment in domestic prices and the

real interest rate in the high-powered money and domestic debt market. The foreign asset market

must clear, by Walras's law, as the two other markets clear.

Accounting Identities

C-6 The accounting identities ensure consistency in the data as the budget constraints for all

economic sectors are satisfied simultaneously. Each budget constraint consists of two statements:

current and capital, respectively of the type:

CURRENT INCOME - CURRENT EXPENDITURE - NET SAVINGS

NET SAVINGS -NET ACCUMULATION OF WEALTH

These two equations can be reduced into a single expression:

CURRENT INCOME - CURRENT EXPENDITURE NET ACCUMULATION OF WEALTH
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Definition of Variables and Intersectoral Flows

C-7 Sector-specific variables and sectoral flows are shown by the following abbreviations

attached as subscripts to each variable:

b Budgetary Government
o other non-financial Public sector

Consolidated public sector
--~ p - - ----- Private--sector- 

m Mo=etary sector
f £xternal sector
- t- -- Total
conl Central bank
coom Commercial Bank

C-8 For instance, Yfcb (Equation 1 below) denotes factor income of the budgety government,

and L,t, stands for loans from the monetary system to the private sector.'

C-9 We assume that there are five sectors in the economy: (1) the government budgetary sector,

(2) other government (primarily the non-financial public sector), (3) the monetary system (central

bank and others), (4) the foreign sector, and (5) the private sector. The current and capital accounts

for each sector, interpreted as 'ex-post', are defined as follows:

C-10 Equations (1) - (7) determine savings of the budgetary government (S), loans of the private

sector to the budgetary government (Lpb), savings of the other public sector (S), loans of the private

sector to the other public sector (Lp), monetary system loans tc the budget (L;), foreign saving (St),

and foreign loans to the private sector (Lf,). Equations (8) and (9) are used to complete the

accounting system of the model.2

1 For other definitions and model nomenclature see Appendix A.

2 Note dt the variables used in the accountig idenfites are all in nominal tms whereas diose in the bebaviorl
equations are in real terms.
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Central Govermnent

Current Account Budgetary Government:

(1) Td + Ti + OTHR + Yfc, + COGb + Nob P-Cb -Tb SUN Tbp Nb&N

N- Sb

Capital Account Budgetary Govermnent:

(2) Pi-It + LW + Lbp - KGb - Ipb - Lb Sb

C-11 Equation (1) shows that goverrnent budgetary saving (Sb) is equal to current revenue minus

expenditure. Revenue consists of direct and indirect taxes, government factor income, and profit

transfers from public enterprises. Governmert revenue is used to finance interest payments on

foreign and domestic debt instruments, current transfers to other economic sectors, subsidies, and

government consumption. On the capital account, government saving (St) is determined by the

difference between government borrowing from the private, monetary, and foreign sectors, as well as

unrequited official grants, on the one hand, and outlays on investnent and lending to the private and

public enterprises, on the other.

Public Enterprises

Current Account Other Public Sectors:

(3) DRS + Tt. + COG. - Sub, - Nob - N=&Np - Nf - T. - P,.C. = S.

Capital Account Other Public Sectors:

(4) Pj.IL + L,p - KOG. - Lb. - Lp, - L. - L% S,
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C-12 Because of the importance of oil and gas production in Oman, it would have been better to

treat this sector separately from other public enterprises. Unfortunately, data limitations precluded

such a distinction3 . Therefore, we have used the consolidated accounts of the other public sector,

shown by equations (3) and (4), which determine the sector's savings (SJ) in tenns of revenues

generated by profits, surpluses, depreciation, (DRS), transfers (Tt,, and grants (COG.). Expenditure

is composed of interest payments to all other sectors, including foreign, transfer payments, subsidies,

and consumption. Similarly, capital account equation (4) derives (S.) as a balancing item between

borrowing by public enterprises and outlays on investment plus public enterprise lending to the

private sector.

Monetary System

Capital Account Monetary System:

(5) DCg + L,,b+ Lo + L,p + NFA. + NFA.. - MQM - NOL-0 = Sm

C-13 The main feature of the monetary system is that the assets and liabilities of the banling sector

always remain in balance, i.e., savings by the monetary system (S.) are equal to zero. For the

identity (5) to hold, the money market operates in such a way that the following conditions are

simultaneously satisfied: (1) the market for the real money balances (MQM) is cleared on the basis of

factors such as real interest rates, price expectations, and real income (more about this later), (2)

movements in the net foreign assets of the central and deposit money banks (NFA., and NFA,,) that

instantaneously respond to BOP financing requirements, (3) exogenously determiined borrowing by the

3 Time series data for the public enterprises do not exist in Oman. Therefore, dhe bulk of da on public enterprises
are derived eitler as residuals to the cental budgetary accounts or based on ratis to the other key maroeconomic indicators,
such as sectoral value-added, consumptin imports, or investment. The iroduction of a sysm of accounting to expand the
current data base to include public enterprises would be a major step towards betr undestadi of macroenmic issues in
Oman.
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public enterprises and private sector (L.o and Ld, in terms of real GDP, (4) exogenously determined

domestic credit expansion (DC.), and (5) central govenunent borrowing (Lb) from the monetary

sector, which serves as a residual and balancing item.

Balance of Pavments

Current Account Balance of Payments

(6) Nbf + Nf + Npf + NSpf + Nknei + Prof - Px.exp + Pm,.ilp - COGb - COG0 - COGp

- Tfp - Nfi = Sf

Capital Account Balance of Payments:

(7) Lfb +Lfo + Lfp + LSfp + KOGb+ KOGo + KOGP + DFI + Knei - NFA,¢, - NFA,

= Sf

C-14 Identities (6) and (7) are the familiar balance of payment current and capital accounts.

Accordingly, the balance between current payments abroad by the domestic sector and current

revenues from the foreign sector determine foreign savings (Sb). Thus, imports of goods and non-

factor services and net factor payments in the forms of interest payments and profit remittances plus

foreign savings are equal to exports plus current transfers to the domestic economy.

C-15 Similarly, the capital account shows that foreign savings must equal the net financing of the

foreign debt (net of foreign reserves changes) plus the financing flows of direct foreign investment

and unrequited official transfers.
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Private Sector

Current Account Private Sector:

(8) Yfcp + Tbp + Tp + Tfp + COGp + Nw&Nt, + N.N,, + N- Pc.Cp - Td

- OthLR - Prof - Npf - NS - Nknei =Se

Capital Account Private Sector:

(9) P,-lp + Lpb + Lp + MQM + NOL - Lbp - Lop - LX, - Lfp - LSfp- DFI

- KOGp - Knei = Sp

C-16 The budget constraints of the private sector, expressed in identities (8) and (9), are the final

budget constraints in the consistency framework. Private sector revenues include its own factor

income, interest receipts on domestic debt, earnings to the banking system, transfers receipts from the

domestic and foreign sector, and private savings (Se). These revenues are used to finance tax

payments to the govermnent, interest payments on domestic and foreign debt, profit remittances, and

private sector consumption.

C-17 The capital account consists of total financing which is equal to the sum of private savings,

capital transfers from government, net credit from the banldng system, and net changes in the stock

of foreign debt.
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National Accounts

C-18 In addition to the budget constraints mentioned above, the national accounts identities are

added to complete the system. These are simply defined in tenns of current prices which maintain

equilibrium in the goods market. Accordingly, GDP equals consumption plus total savings, which is

equivalent to the savings and investment identity in (I l).

(10) Y = Cb + Co + Cp + Sb + S. + Sp + Sf

(I 1) lb + 1 + l Sb + S. + Sp + Sr

The Behavioral Eauations

C-19 In this section, the behavioral equations that reflect the salient features of Oman's economy

and allow us to study the macroeconomic requirements of the policy target are discussed. This

module draws on a combination of Easterly et al (1990), Elbadawi and Schmidt-Hebbel (1993), and

Elbadawi and Majd (1993), in that it incorporates similar behavioral functions for the main

macroeconomic variables, namely private consumption, private investment, money demand, demand

for quasi-money, export supply, and import demand.

C-20 However, the present model incorporates two major extensions to the above mentioned

models. The first extension is an explicit consideration of the resource constraint that characterizes

the Oman economy (see introduction). The exhaustible nature of the main resource base in this

economy implies that a higher national saving rate is needed if the resource-era standard of living is

to be maintained after depletion of that resource. Subscribing to the popular optimizing models in

this literature [see Elbadawi and Majd, (1993)J, estimates of "optimum" saving ratio relative to GDP
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are derived for given assumptions about extraction rates and the expected life of oil reserves, future

oil prices, expected real rates of return on investment, and the assumed post-oil saving rate.4

C-21 The second novel feature of the model is that it simulates the required public sector behavior

consistent with jointly specified 'target values' for the real exchange rate and real interest rates.

Unlike the conventional RMSM-XX, the model generalis the Easterly et al framework, which

allows for simultaneous solutions for the behavioral equations.

C-22 The behavioral model described below (Figure 1) presents the structure of the goods and asset

niarkets. The main emphasis here is to explain succinctly the main economic features of the model

and to illustrate how it can be used to address the issues of interest. A discussion of the goods and

asset markets follows.

4 For a skech of the optimum saving model, see Elbadawi amd Majd, (on. cit., (1993)).
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Figure 1. rEt-XX for Oman
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C-23 Goods market equilibrium is expressed in the basic macroeconomic equilibrium condition that

requires output supply to be equal to aggregate demand: consumption plus investment and exports less

imports of goods of nonfactor services.

(12) Y= Cp + Cb + Ip + lb + To + EXP - IMP
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where IMP is imports (inclusive of net interest payments), EXP is total exports, lp, lb, and lo are

respectively private, budgetary govermnent, and other public sector investment, Cp is private

consumption and C, is public consumption, all measured in constant prices.

C-24 On the supply side of the goods market, total output is decomposed into oil and non-oil.

While the output of the oil sector is assunmed to be exogenous, non-oil output is deternnined by

relative input prices as weil as the deviation of actual from potential non-oil output supply. The latter

is simply defined as the fitted value of real non-oil GDP in terms of a trend factor by:

(13) Y'Pnoi = Po + 1TRMM

C-25 The deviation between actual and potential non-oil output is defined by the following

logarithmic function, in tenns of relative input prices:

(14) Log( y.-) Y I )I [6LLog ( ) ++ (I. -6))Log( )|

where P is the non-oil GDP deflator, W is the nominal unit wage, P p is the import price index, and

t is time. The nominal wage in (14) is adjusted for Harrod-neutral productivity increases at an annual

rate of p = 0 . 0076 , where is given by the historical average ratio of expenditure on

education and training to GDP.

C-26 Equation (14) is a semi-reduced supply function consistent with input demand for labor and

imported capital, and a Cobb-Douglas direct production function with Harrod neutrality, as shown in

(14).
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Capital Stock. Potential Output. and Imrarts

C-27 In this section, we attempt to derive the link between capital stock and potential output, for

which time series do not exist. Under the assumption of a steady state, the capital stock should grow

at the same rate as GDP, accordingly

(15) AK = A Y
(1) K.1 Y

C-28 Moreover, we know that capital stock is accumulated as follows:

(16) AK- fj - 6k-1

where f, is the fixed capital formation and a is the rate of depreciation of the capital stock.

Rearranging (15) and (16) and solving for the capital output ratio, we obtain

(17) K-1 fl/Y

y

C-29 Using I/Y and A-Y for a normal year (or period) and a suitable estimate for the

depreciation rate, the lC/Y ratio can be derived. Then for a given 'normal' year, k1 can be obtained

and subsequently be used in (17) to derive the series on capital stock. The series can be used to

derive the potential output Y. as follows:

(18) YrD PO + 1 1 + P 2TRB
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C-30 Output/capital ratios for two distinct periods (1978-82, 1983-91) have been identified (Figure

2). During the period 1978-82, the ratio of actual output to the stock of capital in Oman, specified by

(Y/K.1), was relatively high when compared with that of late 1980s. This clearly shows a decline in

the marginal productivity of capital.

C-31 To derive the link betwee capita stock and potentia output, potential output capital ratio for

whole period (1978-91) is derived as a weighted average of current output capital ratios. The current

output-capital ratio of the first of the two sub-periods (1978-91) is assumed to reflect full capacity

uilization. The weights assigned for the first and last periods are 0.75 and 0.25, respectively.

Therefore, the corresponding weight for the period 1987-91 will be 0.25. Using these weights, actual

and potential output-capital ratios are computed, as shown by the upper part graph of Figure 2.

Figure 2 also compares actual and derived potential output for Oman (lower part).
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Figure 2. Actual and Potential Output Graph
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inports

C-32 Imports are disaggregated into consumption (C), capital (I), and intermediate (int) goods. A

further disaggregation of IMP, into private (IMPtp), budgetary government (IMPb), and other

government (IMP10), and of (IMP,) into (IMPCP) and (IMPd,) is also adopted.

IMP = IMPcp + i4pCt, + IMP,, + I

(19)
+ IMP 1 o + 3MPint

C-33 The behavioral equations for the above categories of imports are stated below:

(20) (P = p (e , DYP )
DYP DY? DY

(.)

where DY is disposable income in real terms, defined as

(21) DY = GDP - NFPP + rLB - T,
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where NFPp is the net factor payments, T is net taxes, and rL is

(22) rL M ) e

iL is the nominal lending interest rate, DYP is the trend fitted value of DY, and ao is the inflation

expectation, derived by a time series autoregressive representation of the general form, representing

inertia, and percentage changes in the ratio of government current expenditures to real GDP (GIY), as

follows:

(23) -+ 62 1Alog (y) t-

C-34 Equation (20) depicts imports of consumer goods by the private sector relative to permanent

disposable income as a function of the real effective exchange rate and the ratio of permanent

disposable income to real disposable income. The a prion signs for the right hand side variable are

based on the notion that (1) an appreciation of the real exchange rate would increase imports of

consumer goods as these goods become cheaper relative to similar goods produced in the domestic

market, and (2) an increase in permanent income relative to real DY would increase imports.
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C-35 Imports of consumption goods by the budgetary government are specified as a fixed share of

GDP.

(24) IMFCb =c 5

C-36 Imports of capital goods by the private sector as a ratio to permanent income (YP) are shown

to be dependent on the relative price of imports Pinp (a proxy for the price of imported capital goods)

to domestic price (P), the ratio of nominal wages adjusted for Harrod neutral labor production to

domestic price ( wp'), and the ratio of GDP to permanent income (YIYP).

(25) Xrmp1z = Irmpfp ( .xw we-PI Y
yp yp P , p

(-) (-) (,)

C-37 Similarly, imports of capital goods by public enterprises (IMPO) as well as imports of

intermediate goods (IMM) are defined by equations (26) and (27). These specifications are

consistent with the derived input demands given by profit maxinization based on labor, capital and

non-consuner imports.

(26) XwzO IMP r= IPx P, we-Pt Y)
yP Yp P p f yp

(- ( t-) (t)

(27) '!frCa =MPx 2e ( > eP Y )

YP YP P 'P 'YP(-) (-) (+)

s kleally, MPeb should be specifed a Bxed ratio towtal public consumpdon. But to theexenttbat GDP and the lauer
ane co-moving, equation (24) could be jusfied.
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C-38 On the other hand, as in (24) above, imports of capital goods by the central government are

assumed to be a fixed ratio of GDP, where the proportion a,, as shown by equation (28), is given by

the historical trend.6

(28) l-jXb = Ib

Exports

C-39 Exports are divided into oil and non-oil exports

(29) X = XOIR + XNdl

C-40 While the export of oil is determined exogenously, based on world oil price projections and

Oman's extraction rate, the foreign demand for non-oil exports is specified as depending on the

export price relative to the price of substitutes as well as foreign income, defined as world real GDP.

These are shown by equations (30) and (31).

(30) XOI1 = !oil

(31) XNI1 = Xl ( fz2p ye)
y y P* 

(-)

Investment and Savngs

C-41 Similar to (24) and (28) above, investment by the central government is given as a fixed ratio

to GDP:

(31) lb =
y

'The quWdaliiato of footnote (6) applies here as well.
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C-42 However, investment by the private sector and non-budgetary goverunent as ratios to GDP is

specified as a function of the real rate of interest, the relative price of imported to domestic goods,

and the productivity of capital.

(32) = £2 (r I EY !( ~ P K1

where (YIK.,), the average product of capital, is used as a proxy for the marginal product of capital.

Similarly,

(33) I -) o > 33) y = I I , p ' K 1
(-) (-) p K1

C-43 Private consumption (C,) as a ratio to real disposable income (DY) is specified to depend on

the real effective exchange rate (e), inflation expectation ( %- ), the ratio of permanent disposable

income to real disposable income (PDY/DY), and the availability of domestic credit, proxied by the

ratio of domestic credit to GDP (DomCrp/Y).

(34) DY D PDPY (D C 1DYDY DY 
DY Y 
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A Measure for Omanization: Derived Demand for Non-Omani Labor

C-44 A derived demand for labor equation, consistent with the above non-oil output supply anC the

derived demand for imports, is specified in equation (35) below to permit study of the requirements

for non-Omani labor. The ratio of demand for foreign labor relative to total Omani labor is specified

as a weighted average of the ratio of the prices of oil and non-oil GDP relative to the productivity

adjusted nomiinal wage rate, where the weights

dO = 0 .10 and Qno = .7 8 are respectively the imputed shares of wage bills in oil and non-oil

GDP.

(35) ALog (Lf) ( )ALog ( p-) + (X )ALo ( wt°)

,uilibrium in the Goods Market

Y DYP PW Pa X (36) Mf e,- Y,---- , 1- r pIYP D.Y p P Nl 0)

(- (* H H H- P -

H P 'XI P K-1

(37) Sg, -SY - Sp(e f PDY D
(() (7)

(38) e I -x(e,, o
YP YP P )(7
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where s (under the reform scenario) is determined by the model of the optimum saving rate based

on assumptOas about oil extraction rates, the real rate of return on investment, future oil prices and

the post-oil saving rate. In the base case projections, however, s will be set at the historical

average.

C-45 Assuming that the elasticity of the real exchange rate in the current account is of larger

magnitude than that in the private consumption demand function, it is clear that for a given GDP

growth rate (and disposable income), the goods market equilibrium defines a negative relationship

between the real interest rate (rL) and the real exchange rate (e).

Assets Market

C-46 Following Easterly et at (1990), two relations for equilibrium in two of the three asset

markets are specified. The three assets in the core model are high powered money, domestic debt,

and foreign debt. Figure 3 presents the balance sheets of the three sectors in the assets market.

C-47 The equilibrium condition for money and domestic debt is stated below.'

(39) NFAc, f D C, = h - p * OM r( (+,yr ) + P * MI (RL' (X) /(Y)
(+4 .) (-)I I +

Where the sum of domestic credit to the govermnent (DCg )and the net foreign assets of central bank

(NFA(.) must be equal to its liabilities which is the stock of high powered money, disaggregated in

the equation into reserve against the nominal value of quasi-money (P.QM) at the reserve ratio (h)

and nominal currency holdings (P.M1). Equilibrium in the money market implies a negative

7 In the case of Oman, no bans from the cental bank to the banking systue (,) or to the priae sector (L,.,)
exist
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relationship between inflation and the real interest rate. A fall in inflation (and P, since expectations

are assumed static) leads to lower the value of nominal currency holdings as !ong as we are in the left

side of the inflation tax Laffer curve. For a given stock of domestic credit (DC) and foreign reserves

(NFA=), the real interest rate must nse to maintain equilibrium in the demand for high-powered

money by raising demand for bank reserves against quasi-money.

C-48 Finally, equilibrium in the domestic debt market is given by setting holdings of quasi-money

less reserve requirements equal to the sum of loans to the private and public sectors from the rest of

the banking system.
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Figure 3. Balance Sheets of Central and Connerical Banks
(Stocks)
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Ibis equilibriumn implies a positive relationship between real interest rates and inflation.
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C-49 In our model, as mentioned before, inflation and interest rates are adjusted to maintain

equilibrium in the market for real balances. Moreover, the net foreign assets of the central bank

adjust instantaneously to correct changes in the overall balance of payments situation. The market for

domestic debt is simultaneously cleared with the equilibrium in the market for high powered money

so that the savings are zero in the domestic asse; markets. By Walras' law-, the foreign debt market

has to be in equilibrium when two out of the three asset markets are in equilibrium.

Fiscal Closure

C-50 The above specification of the model results in the so called "fiscal closure"8 In this closure

the public sector is the residual. The implications of the fiscal closure on the above model are

described in Diagram I below.

Diagram I: Fiscal Closure

Oil Resource National Balance Monetary Other
Constraint Accounts of Identity

Identity Payments

Residual Public Public Changes Credit to Capital
Variable saving Consumption in public public flows

(So) (Cg) foreign Sector are
debt (DC,) Residual
(DOD,) for

public sector
accounts
(KAP)

C-51 A key result of this closure is that instead of exogenously projecting public saving and

consumption, they are the residual variables to balance the national accounts identity and the resource

8 The oter close gemd by dhs model is fte privat closure whh gives the private sewor as a residua as
in the case of ft tamion RMM (seeEasterly al(1990) xor details).
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constraint. In terms of the BOP, the fiscal closure requires that the change in reserves be determined

exogenously (for example, that necessary to meet a target rate of imports), while net loans to the

public sector will be the residual. Given the rather low debt ratio for Oman, deriving the stock of

debt as an unconstrained residual is not likely to present a problem.

C-52 Equations (35)-(37) together with (39) and (40) which respectively give the conditions for the

equilibrium in the goods market, money markets and domestic debt can be used to determine

endogenously the real interest rate, the real exchange rate, and domestic price inflation. This

provides a framework to discuss the implications of targeting these variables. Determination of the

equilibrium and some comparative statistics are provided in Diagramn II (a la Easterly), which

provides a schematic view of the working of the model.9 The Diagram depicts equilibria in the goods

market and the asset market; the interaction of the two markets gives the equilibrium solutions for

inflation (A), the real interest rate (B), and the real exchange rate (C).

C-53 Diagram II can be used to draw comparative static implications for three polar cases. First,

an increase in the national saving rate shifts the goods market schedule inward. If conditions in the

asset market did not change, the real interest rate would adjust and a real depreciation would take

place from (C) to (C'). Second, if the increase in the savings rate were achieved through reduced

monetary financing, with debt financing remaining as before, the money market equilibrium would

shift inward. In that case, the real exchange rate will remain unchanged at (C), but both the real

interest rate and inflation will adjust. The real interest rate will decline from (B) to (B') and inflation

For a definition of all the variables other identities and auxiliary projection rules see Appendix A.
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will be also be reduced from (A) to (A"). Third, if, on the other hand increased saving is matched

by reduced debt financing, with the money market conditions remaining unchanged, the debt schedule

will shift inward. Here again, the real exchange rate remains fixed at (C) and the real interest rate

will decline to (B'), but inflation will rise from (A) to (A'). A combination of reduction in both

monetary and debt fioancing for a target increase in national saving will lead to real exchange rate

depreciation and lower real interest rate. Finally, depending on the relative magnitudes of the

reduction in the debt and monetary financing, inflation could either increase, decrease, or remain

stationary.
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II. ESTIMATION RESULTS

C-54 This section provides a brief description of the estimation results for the behavioral equations

specified in Section I of the paper. To get sensible empirical estimations for the export, import, and

consumption equations, a useful normalization was imposed by expressing the dependent variables in

levels ratios (LR) with respect to the relevant scale variable, such as GDP, permanent income, and

disposable income. This helps overcome problem of "nonstationarity", when only a few degrees of

freedom are available and reduces the "spurious regression problem' (see for example, Granger and

Newbold (1974)).'°

C-55 The sample covers annual data for the period 1978-91. The estimation results are presented

in Table I, where t-statistics are in parentheses. Generally speaking, the results broadly corroborate

the behavioral structure of the model and are consistent with the stylized facts of Oman's economy.

C-56 Oman is a small and relatively open economy dominated by oil and gas. The revenue

generated in the hydrocarbon sector accrues to the govermnent and subsequently is spent in the

economy in the form of current and development expenditures. In that sense, the evolution of public

expenditure has a resounding and highly significant impact on aggregate demand, particularly private

consumption and investment, as we'i as on movements in domestic prices.

C-57 The estimation results for the inflation equation confirn not only the existence of strong

inertia, reflected by a high elasticity of 0.45, but the impact of public expenditure on domestic

inflation is equally remarkable with an elasticity of 0.50 (Equation 1, Table 1).

10 However, given the small sample (1978-91) available to us, we cannot do any formal stationarity or model
valdan tess. Despite this limitions, the estimation results do not appear to be seriously mis-specified. Apart from the two
trend equatons, only three equations in Table I suffer from very low adjusted R-Square and or Durbm Watson.
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C-58 The partial" estimated non-oil output function shows that Oman is a relatively open economy,

albeit the real wage appears to dominate the real exchange rate as a more prominent determinant of

short-term non-oil GDP.

C-59 This seems plausible given that non-oil GDP is dominated by (almost one third of valued

added in non-oil GDP) the services sector, which is in turn triggered by a public administration

typified by rather generous public sector wages.

C-60 As expected, the results for the derived demand for intermediate and capital goods imports

suggest that labor is a relatively less important factor than capital in the production decisions of

firms. The teal wage conplementary effects are estimated to be lower in magnitude than that of own

effts (Equations 6-8 of Table 1) although the elasticities vary according to the type of imported

good concerned.

C-61 Moreover, these results provide the best indication of the existence of large wage differentials

between the public and private sectors, as the latter depends more on non-Omani labor, with much

lower wage rates.

C-62 In addition to input prices, an increase in excess capacity, as depicted by the ratio of actual to

potenti output, is found to influence import decisions by private firms and public enterprises.

However, this effect is more transparent for intermediate than capital goods imports.

C-63 On the demand side, the most significant determinants of aggregate private consumption are

found to be, in order of significance, the availability of domestic consumer credit, the actual and

permanent disposable income ratio, and the real effective exchange rate (see Eq.(12) of Table I). No

significant effect could be established for inflation.

^1 This became the non-linear elasticity X (of equaton (14)) which is inputed at K=0.65, beftre the resulting linear
model is estimated using regression, where 0.65 is gien by the ratio of xpendku.es un education to toal goverment

0.
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C-64 Imports of consumer goods by the private sector are influenced by the real effective exchange

rate and ratio of permanent disposable income to disposable income and a set of dummy variables for

exogenous shocks.'2 As expected, both the real exchange rate and income are positively related to

imports of consumer goods (Equation 5 of Table 1) and are significant. The coefficient of the real

exchange rate (RER) implies that an appreciation of the RER would make imports of consumer goods

cheaper and thereby lead to an increase in import demand for such goods.

C-65 Two equations have been estimated for investmnent goods: investment demand by the private

sector and public enterprises."3 A rise in the real interest rate would impede investment demand while

an increase in the marginal productivity of capital would increase investment in both sectors. On the

other hand, an increase in prices of imported goods relative to overall domestic prices is found to

have a negative effect on investment.

C-66 Non-oil exports are linked to the ratio of export prices relative to the prices of substitutes, and

to the level of foreign demand, given by real foreign GDP. The estimation results for both

independent variable fit well with the conventional export demand formulation, with appropriate signs

and statistically significant t-statistics.

C-67 Finally the asset denand estimations support the conventional portfolio structure. Income is

shown to have a positive and strong effect on the demand for quasi-money while the impact of the

real interest rate is indeterminate. The reason for this is that, in Oman, the bulk of time deposits

comprise deposits for the purpose of import licenses and as such may have a causal relation with

12 The set of dummy variables are used to capture the impacts of exogenous shocks confronted Oman's economyduring the period 1978-1. These are respectively the first and second oil price shocks (D2 and D3), the Gulf War shock (D4),and the output supply shock (D,).

13 Public enterprises in Oman behave like the private sector in the sense that the govermnent of Oman plbys an
insignificant role in managing these firms. Like private sector companies, these enterprises are managed and operated basedon profit-maximization considerations. The government participates in the equity sharing of these firms by having arepresentative in the board with the voting power similar to other members from the private sector.
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movements in the rate of interest. On the contrary, both interest rate and inflation are found to have

a highly negative and significant impact on the demand for narrow money.

C-68 In Equation 15, ho,- 0. 10 and .,- 0.78 are respectively the imputed shares of wage

bills in oil and non-oil GDP.
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m. OMAN'S MEDIUM-TERM PROSPECTS

C-69 In this section, medium-tenn prospects for Oman's economy are generated and analyzed. The

conditions for achieving convergent paths in the context of government fiscal policy choices are

discussed. In particular, we focus on the evolution of the hydrocarbon sector, government savings

and investment patterns, and growth.

C-70 At first, the model is used to estimate a base case, in which targets for the key

macroeconomic variables are set to be broadly similar to actual values prevailing in the base year.

C-71 The simulation of the behavioral structure is obtained on the basis of a general equilibrium

model formulation, using the estimation results of the prev- "- section and simultaneously solving the

system for the endogenous variables on a Macro-TSP package. At the subsequent stage, these

simulation results are linked to the accounting blocks of the RMSM-XX model to solve recursively

for all other exogenous and endogenous variables. For predetermined variables such as the oil price,

MUV, LIBOR, etc., World Bank PAC projection assumptions have been used.

C-72 In the 'policy based' scenario, targeted policy variables are adjusted appropriately to bring

about required economic diversification, with less emphasis on the oil and gas sectors and non-dmani

labor. The implications of the desired rate of domestic saving, in line with Oman's oil resources, as

well as extraction rates and fiuture oil prices, for the evolution of the main macroeconomic variables

are also tested. The derivation of the desired domestic savings is based on the conditions necessary

for sustaining the present Omani standard of living in the post-oil era.

C-73 In both simulations we observe the implications of the alternative target variables for the size

and composition of fiaceable fiscal deficits. Since the non-oil GDP growth rate will be relatively
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higher in the 'policy-based' simulation than that in the base case, the implications for the sources of

financing of the public deficit (internal and external) will also be observed very closely.

Uses and Sources of Funds Matrix

C-74 The model uses the flow-of-funds framework. This framework allows for historical and

projected data on income, expenditure, saving, investment, and the financing flows of different

sectors to satisfy the budget constraints in the accountinig identities. The consistent macroeconomic

accounts for 1995 are presented in Table 2.

C-75 The upper-left quarter of the matrix shows current income and expenditure streams, with

expenditure flows shown down and income flows shown across. Each current account framework is

followed by a capital account matrix for the same sector. The balancing item for each sector is

saving which ensures that current sources are equal to current uses. Therefore, by definition the

totals in each row and column of the matrix must be equal. The capital account framework utilizes

the "below the line" concepts of the public sector and balance of payments accounts as well the

income-expenditure identity in the national income accounts, e.g., saving-investment identity. In

other words, uses of fuiancing are equivalent to their sources, including own saving, i.e., for each

sector, excess investment over saving is equal to net borrowing from domestic and external sources.

V.2. Sinulation Results

C-76 The closure rule adopted for the core consistency framework is 'normative". The idea is to

find fiscal implications of the user-specified "target values." A combination of the "normative" rule

and the "requirements" version of the model determines the endogenous variables, such as

government current and capital expenditures, as well as foreign and domestic borrowing needs, given

the behavior of the private sector.
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C-77 The assunptions concerning the future movements of the variables in the oil and gas sector

are similar to those derived for the optimnum savings rate (See Hashimoto, (1993)). Figure 4 shows

projections of oil and gas revenues consistent with the optinum savings rate model.

C-78 Simulation results for the base case and reform base scenarios are summarized in the four

graphs presented in Figure 4 below. These graphs show the implications of a higher desired savings

rate for the non-oil output growth rate, the fiscal deficit, and the current accountu.

C-79 The base case projection assumes neither major changes in goverrnent policy nor unforesem

external shocks. It shows that, under the best circumstances, continuation of the present government

policy would result in sluggish output and export growth rates, fiscal and curent account imbalances,

mounting external debt, and a deterioration of the standard of living, particularly in light of declining

3is revenues."4

C-80 In the absence of nominal currency adjustment, other policy-influenced variables, especially

govenmment savings, appear to explain much of the differences between the two scenarios. As can be

seen, the ratio of domestic savings to GDP is projected to be much higher in the reform base scnrio

than the one in the base case. The attainment of such a higher saving rate would only be possible

through the adoption of more stringent budgetary discipline on the part of the central government.

C-81 If the govermnent continues to follow the existing expansionary fiscal policy paern by

increasing current expenditures, the widening gap between sources of revenue and qxpndtures woud

enlarge the public sector deficits from about 8 percent of GDP in 1992 to more than 57 pecent in the

year 2005. In the base case scenario, the goverment would need to rely on oil and gas revenues as

14 A caveat is in order due to data timitations, which hamper a thorough analysis of the macoeonomic situaton in
Oman. Some of the accounts, especially those for public enterprises, had to be estimated by the authors, while inconsis
among various sectors were brought into balance.
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a source of financing of the budget deficit. Since such revenues are in limited supply, the unfunded

portion of the htudget deficit would have to be financed either by continued withdrawals from SGRF

or by resorting to foreign borrowing.

C-82 Non-oil GDP is projected to grow at a higher rate in the refonn base than the base case.

Much of the difference between the two cases is due to increases in the value-added of the services

sectors in the bese case and a sbift of resources to the tradeable goods sectors, and consequently

higher output of the latter sectors, in the reform base scenario. Real depreciation due to policy

reforms would bring about the required economic diversification in favor of the tradeable sectors. In

addition, an expansion of non-oil output and exports would reduce the fiscal burden and take the

pressure off the current accounts deficits.

C-83 Alternatively, economic adjustment is envisaged to come as a result of deflating the domestic

economy by controlling the upward trend in nominal wages. An improienient in Omani labor

productivity would keep nominal wages from increasing and result in higher growth rates for non-oil

GDP and exports. In the production function, Harrod-neutral technological change has been

adjusted, in the reform base, to offset the impact of the government Omanization policy on nominal

wage increases.

C-84 The main determinants of non-oil GDP growth rates are relative input prices. The Cobb-

Douglas formulation of the production function adopted in the non-oil sector implies that output

growth would be hampered should the nominal wage rate or the price of imported capital goods

relative to domestic prices increase. The nominal wage rate, adjusted for the Harrod neutral

technological change, is exogenously determined, based on its historical trend. The model solution

jointly determines domestic prices and output for given prices of imports.



183 Annex C

C-85 On the supply side, government dissaving plays a crucial role in determining the future paths

of output, inflation, and the real exchange rate. In the base-case scenario, govermnent expenditures

in real terms are allowed to grow at a rate equivalent to their historical rate of about 9 percent per

year. The inflationary pressure resulting from government current spending would increase non-oil

GDP, albeit at a lower rate when compared with its historical annual rate of around 11 percent for the

period 1978-91.

C-86 In addition, the base case non-oil GDP growth rate would most likely be driven by an

increase in the output of the peripheral services sector, the reason being that domestic inflation would

cause an appreciation of thIe real exchange rate. Such an appreciation would inhibit the growth of

output in the tradeable sectors. The "Dutch disease" effect appears to be at work when the producing

sectors, such as agriculture, fisheries, and manufacturing suffer. The "de industrialization" process

would shift resources towards the production of nontradeables. Therefore, domestic prices for the

nontradeables would rise and an inflationary spiral ensue.

C-87 On the demand side, real appreciation would foster private consumption. However, the

surge in private consumption would not be sufficiently high to match the rate of population growth

&id as a result the per capita private consumption growth rate would decline for a number of years

before registering positive rates again, beginning in the year 2001.

C-88 Private investment would dwindle due to a combination of lower productivity of capital and

the public sector's 'crowding out' effects. Firms in the private sector would invest only the amount

necessary to mamtain the existing stock of capital without adding much to output growth. This is

shown by an increasing implied 5-year ICOR from about 3 in 1992 to around 7 at the end of

projections period (Table 3).



Table 3. Key Indicators Base Case Scenario

Estimate ----------------- Pr,o,je_t,ion
1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GOP Growth Rate 2.9 1.4 2.8 4.7 6.0 5.9 5.9 7.1 6.9 4.1 4.0~ 4.0 3.9 3.8
Won-Oil GDP Growth Rate 0.5 4.5 5.6 5.5 5.0 4.8 4.7 4.6 4.7 5.3 5.6 5.7 5.7 5.7

GOP Per Capita Growth Rate -0.08 -1.54 -0.17 1.62 2.89 2.84 2.81 3.99 3.80 1.09 0.99 0.92 0.85 0.79
Pvt Conisumption Per Cap. Gr. Rate -0.50 3.45 0.83 -1.87 -4.52 -4.95 -5.36 -5.79 -6.33 0.14 0.60, 0.88 1.10 1.32

Debt Service (in US$5) 219 218 223 293 412 573 789 1070 1412 1854 2431 3170 4098 5240
Debt Service/XGS 0.04 0.04 0.04 0.05 0.07 0.09 0.12 0.14 0.18 0.23 0.29 0.36 0.46 0.57
Debt servfce/tZOP 0.02 0.02 0.02 0.02 0.03. 0.03 0.04 0.05 0.05 0.06 0.07 0.08 0.09 0.10
Stock of External Debt/GDP 0.18 0.18 0.20 0.23 0.28 0.35 0.42 0.49 0.57 0.68 0.80 0.93 1.07 1.20

Domestic Savings/GDP 0.34 0.37 0.35 0.34 0.33 0.33 0.33 0.32 0.31 0.28 0.26 0.24 0.22 0.20
National Savings/GDP 0.21 0.25 0.23 0.22 0.22 0.21 0.21 0.19 0.1? 0.14. 0.11 0.08 0.05 0.02

Cross Investment/GDP 0.19 0.20 0.21 0.22 0.22 0.23 0.23 0.24 0.24 0.24 0.23 0.25 0.26 0.26
Pubtic Investment/GDP 0.13 0.13 0.14 0O.14 0.15 0.15 0.15 0.15 0.16 0.16 0.16 0.16, 0.16 0.17
Private Investment/GOP 0.06 0.07 0.07 0.08 0.08 0.08 0.00 0.08 0.08 0.09 0.09 0.09 0.09 0.09
lirptied 5-Year ICOR 3.4 4.3 4.4 5.4 6.0 5.3 4.6 4.0 3.9 4.2 4.6 5.0 5.8 6.7

Goverrment Revenues/GOP 0.36 0.33 0.30 0.28 0.26 0.25 0.24 0.24 0.23 0.22 0.21 0.19 0.18 0.17
Goverruent Expenditures/GOP 0.50 0.38 0.39 0.42 0.46 0.50 0.53 0.57 0.61 0.64 0.67 0.70 0. 72 0.75
Deficit/GOP ()-0.09 -0.03 -0.08 -0.13 *0.18 -0.23 -0.28 -0.33 -0.37 -0.41 -0.45 -0.49 -0.53 -0.57

GDP Deflator (1985=1) 0.91 0.97 1.04 1.13 1.21 1.30 1.39 1.50 1.61 1.75 1.91 2.09 2.29 2.51
Inflation (% Change GOP Deflator) -1.5% 5.9% 7.9% 8.0% 7.5% 7.3% 7.3% 7.3% 7.4% 8.7% 9.3% 9.5% 9.6% 9.7%

Nominal Exchange Rate ($/60) 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38
Real Exchange Rate (198=1) 0.54 0.55 0.58 0.61 0.63 0.65 0.67 0.69 0.71 0.74 0.78 0.82 0.86 0.91
Terms of Trade Index (19851i) 0.87 0 .p 0.81 0.82 0.84 0.87 0.89 0.92 0.95 0.94 0.93 0.92 0.91 0.90
laplied 5-Year Inport Elasticity 0.62 0.65, 1.47 1.50 1.36 1.27 1.29 1.20 1.15 1.16 1.17 1.19 1.22 1.24

Exports As % of GOP 0.38 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.40 0.40 0.39 0.39 0.38
of which: Ron-oil Exports 0.07 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.05 0.05 0.05 0.05
Imports as % of GOP 0.20 0.20 0.23 0.24 0.25 0.26 0.27 0.28 0.29 0.30 0.32 0.34 0.35 0.37
Current Accountt deficitIGOP 0.01 0.04 0.09 0.12 0.14 0.16 0.19 0.19 0.21 0.24 0.27 0.30 0.32 0.34

Current Accounmt deficit (In US$) 86 486 1113 1734 2300 298 3806 4546 5770 7429 9423 11747 14395 17453

Met Reserves (in U155 2366 2462 2753 3045 3313 3591 3886 4204 4572 4961 5393 5851 6327 6821
Grots Reserves (in Month Reprts) 9.7 9.2 8.7 8.3 7.9 7.5 7.1 6.8 6.5 6.2 6,0 5.8 5.6 5.4
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C-89 However, there are reservations in interpreting the efficiency of investment on the basis of a

simple ICOR, parameter, measured in terns of actual GDP (as is the case here) rather than on the

time path of the potential output. In our model, the implied ICOR may be interpreted as a mixture

of efficiency factors (determining the path of potential GDP) and capacity utilization (determining the

discrepancy between actual and potential GDP). Lu that sense, changes in ICOR may impy changes

in efficiency or in the degree of capacity utilization or a mixture of both.

c-90 The most dramatic effects are increases in the current accounts deficit of the balance of

payments, which is projected to reach around 34 percent of the GiDP by the end of the simulation

period and the budgetary fiscal deficit, surging to about 57 percent of the GDP by t4ie year 2005.

C-91 The current account deficit is a consequence of the behavihr of imports which increase rapidly

between 1990-2005, and exports, w'hich remain stagnant due to the meager performance of the non-oil

sector. As the current acWount deficit widens, so does the external debt situation, which is projected

to climb to more than $17 billion by the end of the projection period. This would result in a debt

service ratio of about 57 percent of exports of goods and services and 10 percent of GDP in 2005.

(-92 Giver. the amount of implicit and explicit subsidies in the economy, increases in government

current expenditures have always beer. the prime source of fiscal imbalance in Oman. The present

trend appears not to be sustainable. Oil and gas revenues will not be not sufficiently high to offset

rapidly growing government current expenditures in the future. In addition, the rapid rise in interest

payments on foreign and domestic loans would compound fiscal imbalances further as the Govermment

resorts to more borrowing from foreign and domestic nonbank sectors to finance its deficit.

C-93 The future need for external financing of the current account and fiscal deficits would be

extremely high, thus putting additional pressures on the services accounts. Unlike neighboring GCC

countries, Oman has not been actively involved in any major foreign investment ventures. The only
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source of foreign investment income has been interest receipts from the country's international

reserves and minor returns from the SGRF.

C-94 One peculiar aspect of Oman's economy has been developments in the money market.

During most of the 1980s, the government has been a net lender to the banking system while running

substantial lliscal deficits. This is shown by -large deposits by the central govermnent in the money

market. The key indicators base case (Table 3) situation is assumed to continue in the

future with the government deposits increasing, over time, from about RO 350 million in 1992 to

around RO 1 billion in 2005. Meanwhile, the private sector borrowing from the banking system is

projected to increase from about RO 0.9 billion in 1992 to more than RO 5 billion by 2005.

Moreover, the share of broad money in GDP is projected to decline from about 28 percent in 1992 to

arounid 23 percent by the end of projections period.

C-95 The reform base simulation involves changes in the model's key variables, such as the RER

adjustment, higher domestic and national saving ratios, higher productivity of Omani labor,

improvement in the efficiency of capital, more rapid GDP, non-oil GDP and export growth rates,

removal of subsidies, and introduction of a 4 percent general sales tax, The results are summarized

in Table 4.

C-96 Given the limited life span of the hydrocarbon resource base, the government of Oman needs

to diversify the economy away from its heavy dependence on ofl. The RER, roughly defined as the

relative price of home goods vs-aWvis tradeables, would be adjusted, maidng production of tradeables

more profitable. The reallocative impact of the RER adjustment, when accompanied by higher

savings due to more prudent revenue-generating and cost-reducing measures by the government,

would eliminate fiscal and external imbalances.



Table 4. Key Indicators Reform Base Scenario

. ...................... ........ . . .....--.-. ---.-.

Estimate Projections
................ .............. .............................. ^.......................................................................................................

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
................ .................................. …....... ............... .... . .

GDP Growth Rate 2.9 2.1 3.0 4.8 6.1 6.1 6.0 7.7 7.6 4.9 4.8 4.7 4.7 4.6

Non-Olt GOP Growth Rate 0.5 4.9 5.9 5.7 5.2 5.0 5.0 4.9 5.0 5.7 6.0 6.1 6.1 6.2

GDP Per Capita Growth Rate -0.08 -0.85 0.04 1.79 3.03 2.98 2.96 4.56 4.42 1.82 1.72 1.68 1.62 1.57
Pvt Consumption Per Cap. Gr. Rate -0.50 0.67 5.84 2.18 2.15 1.02 0.03 -0.65 -0.68 15.66 0.85 0.62 0.57 0.19

Debt Servfce (in UsS) 219 214 258 279 304 346 383 393 375 307 377 0 0 0
Debt Service/XGS 0.04 0.03 0.04 0.04 0.04 0.04 0.04 0.04 0.03 0.02 0.03 0.00 0.00 0.00

Debt Service/GDP 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.02 0.01 0.02 0.00 0.00 0.00
Stock of External Debt/GDP 0.18 0.25 0.25 0.24 0.25 0.25 0.22 0.17 0.10 0.12 0.04 0.00 0.00 0.00

Domestic Savings/GDP 0.34 0.38 0.36 0.36 0.37 0.38 0.39 0.40 0.41 0.43 0.42 0.42 0.41 0.41
Hational Savings/GDP 0.21 0.25 0.24 0.25 0.26 0.28 0.30 0.32 0.34 0.36 0.37 0.38 0.39 0.40

Gross Investment/GOP 0.19 0.19 0.19 0.19 0.20 0.20 0.20 0.20 0.20 0.22 0.22 0.23 0.23 0.23

PubLic Investment/GDP 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.14 0.14 0.14 0.14 0.15
Private Investment/GDP 0.06 0.06 0.06 0.06 0.07 0.07 0.07 0.07 0.0? 0.08 0.08 0.08 0.09 0.09
Implied 5-Year ICOR 3.4 4.1 4.1 4.8 5.2 4.5 3.9 3.4 3.1 3.4 3.6 3.9 4.4 5.0

Goverrnent Revenues/GDP 0.36 0.42 0.40 0.39 0.38 0.39 0.38 0.39 0.40 0.39 0.38 0.37 - Q.37 0.36
Government Expenditures/GDP 0.50 0.38 0.35 0.34 0.32 0.30 0.29 0.27 0.26 0.19 0.18 0.17 0.16 0.t5

Deffcft/GOP (4) -0.08 0.04 0.04 0.05 0.06 0.08 0.09 0.12 0.13 0.20 0.21 0.21 0.21 0.20

GDP Deflator (1985=1) 0.91 0.91 0.94 0.98 1.01 1.03 1.06 1.09 1.12 1.16 1.21 1.27 1.33 1.39

inflation (X Change GDP Deflator) -1.5X -0.1 3.8X 3.6X 3.02 2.7X 2.72 2.7; 2.7X 3.9X 4.42 4.6X 4.6X 4.62

Nomfnal Exchange Rate ($/OD) 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38 0.38

Real Exchange Rate (1985-t) 0.54 0.52 0.53 0.54 0.53 0.53 0.53 0.53 0.52 0.52 0.53 0.53 0.54 0.55

Terms of Trade Index (1985*1) 0.87 0.81 0.81 0.82 0.84 0.8? 0.89 0.92 0.95 0.94 0.93 0.92 0.91 0.90

Implied 5-Year import Elasticity 0.62 0.73 1.58 1.52 1.31 1.16 0.98 0.91 0.88 0.94 0.98 1.03 l,OS 1.13

Exports As X of GDP 0.38 0.47 0.46 0.46 0.46 0.46 0.46 0.47 0.48 0.50 0.50 0.50 0.50 0.50

of whicht Non-oil Exports 0.07 0.20 0.20 0.19 0.20 0.20 0.21 0.22 0.25 0.27 0.28 0.29 0.30 0.30

Imports as % of GDP 0.20 0.22 0.24 0.24 0.23 0.23 0.22 0.21 0.21 0.22 0.22 0.23 0.23 0.24

Current Account deficit/GDP 0.01 -0.03 0.00 0.01 0.00 -0.01 -0.02 .0.06 -0.09 -0.09 -0.09 0.09 -0.09 -0.09

Current Account deficit (in USS) 86 334 36 168 61 -75 -271 -1088 -1783 -1949 -2042 -2233 -2443 -2586

Net Reserves (in USS) 2366 3378 4736 6168 8024 10405 13176 1681? 21374 28701 36636 45318 54777 64920

Gross Reserves (in Month Imports) 9.7 10.8 13.8 16.4 19.8 24.0 28.5 34.2 40.3 47.5 55.1 61.9 87.9 73.2
-- - - - -- - - - - -- - - - - --------------------------------------------------------------------------------------------------....

u ..... .*.. .. . . . .
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C-97 The immediate impact would be an improvement in the current account balance and the

government fsal situation. The accuTmulation of wealth due to the higher saving rate is reflected in

significant increases in the stock of foreign reserves. Interest receipts-from tht, stock of gross

reserves are projected to be high enough to accomunodate imports, thus comnpensating for flattening

oil export eamings. The combined effects of both of these m es are reflected in a drastic

improvement in the current accounts balance.

C-98 Meanwhile, the central government would be able to increase non-oil revenue by perhaps

introducing either a non-cascading value-added tax or a general sales tax and removing (or reducing

to sustainable levels) existing implicit and explicit subsidies.

C-99 On the goods market, the implications for non-oil GDP growth would be striking, as the value

added of this sector increases on the average by about 5.5 percent per year during the projections

period. Moreover, the adjustment of the RER would shift resources away from the statutory sectors

of the economy to the real sectors, thereby boosting non-oil exports by as much as ten times in real

terms, from about RO 200 miiion in 1992 to around RO 2 billion in the year 2005. In addition, the

expendit-switching effect of the RER adjustment is reflected in higher investment and consumption

by the private sector. The net result would be higher efficiency of investment, as shown by

improvements in the implied 5-year ICOR relative to the base case scenario.

C-100 One important feature of the reform base scenario is the lessening of pressure on the

utilization of the SGRF as a source of the government deficit financing. The stock of SGRF is

projected to increase to about RO 5 billion in 2005 from RO 1 billion in 1992. In the present

simulation, however, the SGRF is assumed not to be monetized.

C-101 In the assets and money markets, the projected economic adjustment would help the deposit

money banks increase their stock of net foreign assets to more than RO 1 billion by 2005 from about
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RO 20C milHlion in 1992. At the sane time, real quasi-money balances would increase sharply,

uiplying large private sector 4eposits within the banking system.
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Appandix A
Definition of Variables

The model nomenclature is based on prefixes attached to each variable, except for current
price flow variables in Dinars. The prefixes are:

H Historical Data (1987-1989)
Dol Nominal Variables denominated in US$
K Constant Price Variables
P Prices
Stk Stock Variables
z Assumptions
d Ratios

Some variables have two prefixes. For instance, a stock denominated in US$ would have both
Stk and Dot as prefixes.

Sector-specific variables and intersectoral flows are represented by the
following abbreviations at the end of each variable:

b Budgetary Goveinment
o Other Non-financial Public Sector
g Consolidated Public Sector
p Private Sector
m Monetary Sector
f External Sector
t Total
cen Central Bank
com Conmmercial Bank
LF Employment

So, for instance, Yfcb denotes factor income of the budgetary government.
and L. denotes loans from the monetary system to the private sector.

The nomenclature used for specific variables is presented next in
alphabetical order. The upper-case letters are used for curtent prices while the lower-case letters show
the variables in constant prices.

C Consumption
COG Current Official Grants
DC, Domestic Credits to Government by the Central Bank
DFI Direct Foreign Investment
DRS Depreciation, Interest and Retained Surplus of the Other Public Sector
Exp Exports
GDP CGross Domestic Product in Current Prices
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GroRes Gross International Reserves
I Gross lnvestment
INT Interest Rate
Imp Imports
ImpC In2ports of Consumer C-oods
ImpINV Imperts of Investment (or Capital) Goods
ImpiNT Imports of Intermediate Goods
IntILiab International Short-Terms Liabilities of the Central Bank
Knei Foreign Capital Flows not Elsewhere Included
KOG Capital Official Grants from Abroad
L Domestic and Foreign Loans other than LS
LS Short-term Foreign Loans
Ml Money Supply
QM Quasi Money
MQM Change in Current-Price Money Stock
N Interest Payments on Domestic Loans and Medium-long Term Foreign loans
NFAt Change in Net Foreign Assets (Total)
NFA, Change in Net Foreign Assets (Central Bank)
NFA., Change in Net Foreign Assets ( Conunercial Banks)
NOL, Change in Net Other Liabilities of Commercial Banks to Private Sector
h Reserve Ratio of Commercial Banks
NS Interest Payments on Short-term Foreign Loans
OthR Other Revenues of the Budgetary Government Collected from the Private Sector
Prof Profit Remittances Abroad
RG Resource Gap
S Saving
Sub Subsidies paid by the Budgetary Government
T Current Transfers
Td Direct Taxes
Ti Indirect Taxes
Yfc Factor Income

National accounts constant price variables and deflators are defined as
follows, where the first definition is as it appears in the model and the
second, in parentheses, as it appears in the Javelin program.

Nomen- Var in Definition
clature Javelin

E (P ExRNIndex8O) Nominal Exchange Rate Index
P (P ImplGDPDef80) GDP deflator
px (P ExpPILCU) Domestic Price Index for Exports
pe (P ExpPIDol) Foreign Price Index for Exports
Pm (P ImpPILCU) Domestic Price Index for Imports
Pm. (P mpPIDol) Foreign Price Index for Imports
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p,,,, (P ImpCPELCU) Domestic Price Index for Consumer Goods Imports
PEnc* (P ImpCPIDol) Foreign Price Index for Consumer Goods Imports
p,,,,,. (P ImpINVPILCU) Domestic Price Index for Investment Goods Imports
pm.. (P ImpINVPIDol) Foreign Price Index for Investmcnt Goods Imports
P,,xil,, (P ImpINTPILCU) Domestic Price Index for IntermediateL Goods Imports
pmint* (P ImpINTPIDol) Foreign Price Index for Intermediate Goods Imports
Pcb (P CbDef8O) Budgetary Government Consumption Deflator
PCO (P CoDef8O) Other Public Sector Consumption Deflator

IPc (P CpDef80) Private Consumption Deflator
Pi (P ftDefBO) Total Gross Investment Deflator
y (K GDP) Gross Domestic Product in Constant Prices
x (K Exp) Exports in Constant Prices
m (K Imp) Imports in Constant Prices
co (K Co) Other Govermnent Consumption in Constant Prices
Cb (K Cb) Budgetary Consumption in Constant Prices
CPn (K Cp) Private Consumption in Constant Prices
it (K Ib) Budgetary Goverrunent Investment in Constant Prices
i9, (K lo) Other Public Sector Investment in Constant Prices
ip (K I) Private Investment in Constant Prices
y (K GDP) Gross Domestic Product in Constant Prices
PDYP (K DYPp) Permanenit Disposable Income in Constant Prices
k (Stk Cap) Capital Stock at Constant Prices
M (Stk M) Money Supply
i (INT) Interest Rate
ir (Pi e) Price Expectation
a (Omega) Export Subsidies
C, (ELS X) Export Price Elasticity
,,, (ELS M) Import Income Elasticity
DYp (K Displnc) Disposable Private Income in Constant Prices
Exp (EXP) Exports in Current Prices
Imp (IMP) Imports in Current Prices
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Appendix B
Monea Market Identities and Projection Rules

(C.l) MQM = (M - M 1)

(C.2) Stk NOL - Stk NOL1 (1 + GRNOL)-

(C.3) NOL = Stk NOL - Stk NQL,-

(C.4) L. = Lf,Q%GDP.GDP

(C.5) Lp = Stk L,,p (GDPNomGR.ELCvp)

(C.6) Nknei = Stk Knei. INTknei

(C.7) Nft = Stk GroRes-1 +MSEarn Gros Res - Stk IntLiab-1 MSPay Itl! Jiab

(C.8) NFA. = GroRes - IntLiab

(C.9) NFA. = NFA, - NFA,

PRICE BLOCK and Proiection Rules
* *

(C.10) P = ep(NER) where e = RER and P is intemational inflation

(C.1I1) P,, P,-. E

(C.13) Pm = P: . E

(C.14) Pi X, (P y - Px.x)/(y - x) + (1 - X) P,

A

(C.15) Pcb = (1 + Pb) Pd,

(C.16) Pcp = [P-Yd - Pcb.Cb - Pj (ib + ia + ip) Px.x + Pm.-m/cp

(C.17) P.o = 

AGGREGATE DEMAND Current Prices

(C.18) Y= Cp + Cb + C. + + Ib + Io + X - IM

(C.19) Cp = Ppi.cp



196 Annex C

(C-20) Cb - PCb.Cb

(C.21) CQ = 0

(C.22) IP = P,.i,

(C.23) lb Pilib

(C.24} = P1i.

(C.25) DYp = lp.y + TbI, + + E-(TfcP+COGP+Prof) + Nb1, + N- - Td

- Otb$ - NFf - NSpfd/P4P

(C.26) IT= IP+ It +LI

INCOME IDENTITIES (Nominal TemlS)

(C.27) P. y = Yfcb + DRS + Yf% + Ti - Subb - SubO

(C-28) S = PiIP + PI-b + PI*O - Sf

(Nominal national saving = Nominal gross domestic investment minus nominal foreign saving)

(C.29) GDP = P.y

(C.30) Exp= P..x

(C.31) Imp = P,.m

AUXILIARY PROJECTION RULES

(C.31) Td = Td%GDPGDP

(C.32) Ti = Ti prod%GDP{}DP + Ti imp%Impimp + Ti exp%Exp-Exp

(C.33) Yfcb = Yfcb%GDP GDP

(C.34) OthR = OthR%GDPOGDP

(C.35) Subb = Subb%GDPGDP

(C.36) Tb. = Tb,%GDPGDP
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(C.37) Tbp= Tl,%GDPGDP

(C.38) Lbp = Lbp%GDPCDP

(C.39) LwO = LtX%GDP-GDP

(C.40) lb = Ib% Y

(C.41) DRS = DRS% GDP-GDP

(C.42) Sub, = Tt.

(C.43) Tw = T0 %GDP13DP

(C.44) C, = Co%GDP = 0

(C.45) Lw = L01, %GDP<GDP

(C.46) Prof = Prof, + (DFIProfRateDFI.,)

(C.47) Tp = Tfp%GDPGDP

(C.48) DFI = DFI%4 1 

Iterest PameMts

(C.49) Noa = Stk Lbo-1 iNTob

(C.50) Nbm&Nbp = Stk Lmb., INTbm + Stk Lpb., iNTbp

(C.51) Nbf = Stk Lfb1iNTbf

(C.52) Na = Stk Lfo, iNTof

(C.53) Npf = Stk Lfpl INTpf

(C.54) NSpf = Stk LSfp l INTSpf

(C.S5) Nom&Nop = Stk Lmo,1 iNTom + Stk LpoI INTop
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A DESCRIPTIVE MODEL OF THE REAL EXCHANGE RATE

D-1 This annex sets out the theoretical basis for the discussion in Chapter 5 for those wishing to
achieve a more precise u-derstanding of the concept of the real exchange rate and the role of shifts in
the real exchange rate in generating (and reversing) "Dutch disease."

D-2 It is convenient to view Oman as composed of three sectors: oil, non-oil tradeables
(agriculture and manufacturing) and a non-tradeable or home goods sector (government services,
construction and housing, etc.). The tradeables are commodities that are traded in the international
market or are close substitutes for intrtionally traded goods; for a given set of nominal exchange
rate and commercial policies, the prices of traded goods are determined by international prices. The
prices of non-traded goods, on the other hand, are determined by conditions of domestic supply and
demand.

D-3 The demand for non-traded goods depends positively on the prices of exportables and
iniportables relative to the price of home goods, and it depends positively on Government expenditure
and aggregate demand in the domestic economy. On the other hand, the supply of non-traded goods
is a negative function of relative prices and a positive function of the non-price upward "shifters' of
supply, such as productivity and technological improvement. Market equilibrium is established at the
point where demand equal supply. Focusing on the short to medium runs, the equilibrium condition
described above gives the solution of the RER consistent with equilibrium in the home goods market,
as a function of the above fundamentals.'

1 Algebraically, the above equilibrium can be written as follows:
DN (PX. PM. PN GOV' EXP-. AP) = SN (PXr PM. PN. T). GDP, where DN and SN are,

(+) (+) 0- (+) (+) 0- 0- (+) (+)

respectively, demand and supply for non-traded goods; Px, PM, PN are prices for exportables, importables and non-radeable
goods, respectively; Gov. Exp. is govermment expenditure; Ap is private sector domestic absorption (consumption plus
investment); and T is the level of technology. The expected sign of the influence of a variable appears in parenthesis.
Assuming that technology is fixed in the short to medium runs and explobing the price homogeneity of demand, the above
equation allows writing the equilibrium RER

(RER = p,

as follows:

RER= f (PX, GoVt.. XP. AP
R (PM GDP GDP

As argued in the text, empirical regularities suggest tat both

Px
PM

and

Govt. Exp.
GDP

have positive effects on the RER.
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D4 More specifically, the basic model of the real exchange rate described above, whiclh is
relevant to Oman's type of economy, predicts the level of the RER that yields equilibrium (between
supply and demand) in the non-traded good market as a function of the terms of trade for oil (the
foreign price of oil relative to imports), the ratio of government expenditure to GDP, and (he ratio of
the resource balance (imports miius exports) to GDP. Given the further dependence on oil of both of
the last two policy-induced factors, it is clear that the oil cycle is the key variable influencing the
evolution of the RER and hence the competitiveness and the structure of the economy over time.

D-5 According to the equilibTriu condition described above, the RER should depreciate (i.e..
decline) as the trade deficit declines (or the trade surplus increases). The reason is straightforward: a
larger trade surplus implies that there has been a reduction in spending relative to income. At least
some of the reduction must have fallen on non-traded goods, so their prices tmlust have fallen.

D-6 An improvement in the terms of trade for oil (the fereign price of oil relative to imports)
should lead to appreciation of the RER. Given the dominance of oil exports in Oman, a large
increase in the price of oil relative to imports or to other exports will generate significant domestic
spending. Experience also suggests that governments tend to have higher propensities to spend in the
non-traded goods sectors. Thus, an increase in the rate of government spending or in the relative
price of oil is likely to lead to appreciation of the RER.

D-7 A temporary imnprovement in the terms of trade for oil (or a temporary increase in the volume
of oil exports) will increase government revenue and permit higher government spending, leading, in
turn, to higher private sector domestic absorption. The net effect will be higher demand for both
traded and non-traded goods. Since the prices of traded goods are given and the price of non-
tradeables goes up, appreciation of the RER will ensue. The appreciated real exchange rate will
encourage additional importing (now that imports are cheaper) while the domestic production of
imnport substitutes and non-oil exports will be discouraged. The non-oil trade deficit will widen.

D-8 From the foregoing, it is clear that if a temporary oil boom is allowed to influence
government expenditure, it can have serious negative consequences for the non-oil traded sectors.
This influence of a dominant booniing sector is referred to in some economic literature as the "Dutch
Disease.'"

D-9 In addition to the spending effect described above, the boom raises the marginal product of
factors initially employed in the booming sector and subsequently it also raises returns to factors in
the non-traded goods sector, so resources (i.e., factors of production) will be drawn from the non-oil
traded sectors to both the oil and home goods sectors. This is the so-called resource movement
effect. Given the low linkage between the oil sector and the rest of the economy in terms of the
factor market and the capital-intensive technology that characterizes its production, the service non-
traded sector rather than the oil sector is likely to be the main beneficiary of the resource movement
effect of the "Dutch Disease."
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OMAN'S INCENTIVE SYSTEM

E-1 This armex describes the main elements of the current incentive system.

Input Subsidies

E-2 Subsidized inputs include capital, electricity and water services, tariff-free materials and
equipment, labor and land.

Electricity Subsidies

E-3 Direct Power Subsidy. According to estimates by MOEW, the total cost of electricity
p-oduction in 1991 was RO 78.1 million, with consumers paying RO 54.9 million, making for a
direct subsidy of RO 23.2 million, or 30 percent of total cost. Based on electricity use, about
89 percent of the 1991 subsidy went to household users, 9 percent to industrial and commercial users
(including Oman Mining Company), and the remaining 2 percent to public users. Applying the rate
of industrial use to the 1991 subsidy, the industrial share comes to RO 2.1 million. Electricity
subsidy rates are higher in rural areas because of the use of higher-cost diesel fuel in power
generation while tariff rates are the same.

E-4 Fuel Subsidies. Natural gas was highly subsidized when the opportunity cost of fuel was at
its highest, in the early 1980s. But, with the drop in oil prices and their leveling off at around US$18
per barrel in recent years -- way below the US$29 of the early 1980s - and with the delivered price
of gas remaining the same, some Omani officials maintain that the fuel element in power generation is
now taxed rather than subsidized. It may be concluded that the fuel subsidy element is negligible.

Capital Subsidies

E-5 These subsidies takes several forms: capital grants, interest-free loans, and soft loans. They
are administered by different agencies.

E-6 The Ministry of Commerce and Industry (MOCI). MOCI administers an interest-free loan
program to implement Royal Decree 40187 on financial support to the private sector in industry and
tourism. Under this program, the Ministry dispensed about RO 33 million to over 82 industrial firms
over the period 1981-92, and over RO 4.5 million to tourism establishments over the period 1988-92.

E-7 In addition, MOCI provides capital grants to support Omani small industries (with capital
under RO 100,000), especially those established by university graduates. So far, more than RO 0.5
million has been granted since the program started in late 1991. According to Royal Decree 99/91,
the capital grant could range from 30 percent of investment in Muscat to 60 percent in remote areas.
For Omani graduates, the capital grant could range from 40 percent in Muscat (plus another
40 percent as an interest-free loan) to 60 percent in remote areas. It is estimated that the total 1991
cost of MOCI-administered programs was about RO 1.5 million.
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E-8 The Oman Development Bank (ODB). Since commencing operations in 1979, and up to
1991, the Bank supplied over RO 63 million to over 324 Omani registered projects in various sectors,
with a total investment of over RO 174 million. Chemical, foodstuff and construction industries
absorbed most of these loans (60 percent), with minor shares going to finance agriculture and
fisheries, and other mediumn-size manufacturing. The current annual interest rate charged by ODB is
about 9 percent, of which the government subsidizes 3 to 6 percent, depending on the location of the
project (with those in Muscat receiving the least subsidy). Although the Bank's lending policy
emphasizes nmedium- and long-term lending, very few loans are repayable in more than five years. In
addition to lending, ODB has participated to a moderate extent in the equity financing of Omani joint
stock companies (with a limit of 51 percent of the capital of each company).

E-9 Recently, the Bank extended its operations in two directions; the provision of loans to small
business (with investment under RO 100,000, especially those run by Omani graduates) and the
promotion of exports. In the former area, ODB complements MOCI, so that the sources of finance
would typically be one-third equity, one-third MOCI and one-third ODB. Interest charges on these
loans for small business could range from 3 percent to zero. The export promotion scheme is
discussed below, under output subsidies.

E-10 During the period 1980-92, the cumulative cost of the ODB private sector capital
subsidyprogram reached over RO 23 million. The cost of the export promotion scheme is projected
to total RO 7 million by the end of the current Plan in 1995. For the year 1991, it is estimated that
capital subsidies through financial institutions totaled RO 3.9 million.

E-1 I The Oman Bank for Agriculture and Fisheries (OBAF). OBAF's role in the agricultural and
fisheries sectors is similar to that of ODB with regard to manufacturing and services. Its lending
policy differs, though, in that it gives priority to small-size family fanning and fishing. In 1991,
more than 68 percent of loans were given to small farmers (loan size less than RO 10,000). The
division of subsidized loans between agriculture and fisheries ran at the rate of 2:1 in the same year.
Over 1991-92, OBAF received about RO 35 million in the form of public support to cover interest
differentials on loans made by the Bank.

Land Subsidies

E-12 Industrial Estates. In 1989, the Oman government completed the last stage of the Rusayl
Industrial Estate about 45 km from Muscat, with integrated facilities for industrial development,
including roads, water, electricity, gas, telecommunications, waste water treatment, waste disposal
facilities, plots of varying sizes, and standard factory and office buildings. The estate is almost fully
occupied. The current rent for lots is 250 Baisa per square meter for lots and RO 2 to 4 annually for
factory buildings. These are about half comparable market rates. The Government appropriated
RO 460,000 for direct support of the Estate Authority in 1993. Other industrial estates are planned
for Raysut and Suhar.

E-13 Agricultural Land. Land use policy is difficult to assess in the absence of comprehensive
information relating to laws, regulations, administration, and the management of public land, little of
which was available to the Bank. The Ministry most involved in land use management is the Ministry
of Housing, rather than the Ministry of Agriculture. It primarily determines who gets how much
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land, when, and under w hat conditions. Generally, public land is available free after a five-year
grace period during which a farmer must show enough improvement of the land to satisfy the
Ministry that he is a serious, and preferably a fuMl-time, farmer. The size of the grant can be
anywhere between 10 and 100 or more hectares. There are cases where applicants have waited years
without any ruling on their application to use public land.

E-14 By the end of 1991, of a total 124.165 plots distributed throughout Oman, only 4.3 percent
were for agricultural use, while 87 percent were for residential use. The remainder were used for
commercial, industrial. and government purposes.

Other Input Subsidies

E-15 Like MOCI, the Ministry of Agricultulre and Fisheries (MOAF) administers an incentive
program to encourage farmers to introduce modern water-efficient irrigation systems. Total
appropriations under the current Fourth Five-year Plan (1991-1995), including projects started during
the previous Third Plan, amount to more than RO 12 million.

E-16 The support program for farmers and fishermen is similar to that for industries, giving
preference to small operators and Omam graduates. It involves capital grants for irrigation
equipment, boats, motors, lange lines, nets, storage facilities, sieds, fertilizers, animal feed, poultry
and animal production, etc. These grants and loans are handled by OBAF on behalf of MOAF. But,
again, appropriations for these purposes are very modest, e.g., only RO 1.6 is requested annually for
support to the fisheries.

E-17 Industrial subsidies are provided or authorized by MOCI in many other forms: exemption
from custom duties on equipment and raw materials; tariff protection against imported competing
products; free feasibility studies; support for commercial advertising; preferred utility rates (higher
levels of subsidization); and, for those who qualify, exemption from all or part of current and future
business income taxes.

Labor Subsidies

E-18 The Government subsidizes the employment of Omanis in the private sector, by paying
employers part of their salaries while they are under training or the cost of training in Oman or
outside Oman, whichever is smaller. The source of financing for this subsidy is a progressive
training tax (2 to 6 percent of the non-Omani wage bill) imposed on businesses, based on the number
of expatriates employed. The objective of this tax subsidy package is to encourage the replacement of
non-Omani by Omani labor in the private sector. But, given the current distortion in the wage
structure (a 2:1 Omani/non-Omani wage differential), subsidizing the employment of Omani labor is
an inefficient way of achieving this objective.

Output Subsidies

Tariffs
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E-19 Tariffs are imposed to protect locally produced products from foreign competition. At
present, 18 products are protected in this way, with the level varying from 20 to 50 percent (normal
import tariffs average 5 percent). They include cement, plastics, detergents, vegetable oil, paint,
bananas and limes (100 percent). In 1991, the value of this form of subsidy to local producers
(assuming an average 20 percent protection rate minus the 5 percent normal rate) is 15 percent, times
RO 28.5 million worth of competing foreign imports, is estimated at RO 4.3 million. So in fact local
producers charged equivalent prices that included the 15% protection premium. In other words, local
producers charged 15 percent more than they could have charged without protection. That extra
charge is in fact an indirect subsidy on local production. While government revenue increases by the
amount of the tariff on competing imports the consumers pay most of it back to the importers; and in
addition, they pay the local producer's indirect production subsidy. Therefore, the real cost to
Omani consumers is much larger than the estimated RO 4.3 million that the Government collects as
tariffs on protected goods.

Local Product Preference

E-20 Output subsidization in the form of preferential treatment to local products in Government
purchases is legally exercised in Oman as well as in all other GCC countries. This preference
amounts to a price premium of 10 percent over foreign and 5 percent over GCC-originating
competitive products. In reality, the price premium could be much higher in the case of foreign
competitive products, as a duty would be added before the 10 percent premium is assessed. In 1991,
the Government purchased RO 25 million worth of domestic products (minimum of 40 percent
domestic value added). The 10 percent premium would represent a subsidy of about RO 2.5 million.

Export Guarantees

E-21 The program of export credit guarantees against payment default by foreign buyers, which
started in 1991, is, as noted, administered by ODB. The scheme includes, also, an export finance
subsidy to enable Omani companies to reduce their costs of export lending. A local value added
content of 40 percent or more is required to qualify for export guarantees or for interest subsidies.
Following modest budget support of RO 0.5 million in 1991, such support is estimated to triple to
RO 1.5 million during 1992-1994, and to quadruple to RO 2.0 million by 1995, adding up to an
estimated RO 7 million by the end of the Fourth Plan.
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GOVERNMENT POLICIES GIVING PREFERENCES TO OMANIS

F-I Civil Service Preference. The granting of preferential status to Omanis in recruitment to the
civil service is apparent in the very high Omanization ratio for the public sector (67 percent in 1990)
compared with that for the overall economy (42 percent).

F-2 Accentance of Lower QuaHfications. The Govenmnt's acceptance of lower qualifications
for given positions in the case of Omanis is pervasive. Data peraning to required qualifications for
the various grades in the top and second civil service groups Crable 9.AI) indicate that less
experience or lower academic qualifications are accepted in the case of Omani applicants. For a
Group 1, Grade 3, Level A position, for example, a Doctorate and seven years experience is required
in the case of an expatriate while a Doctorate and only four years experience is required in the case of
an Omani. For Group 2, Grade 4, Level A, a Bachelor's degree is the eligibility requirement for a
non-Omani whereas a general secondary certificate or its equivalent is accepted in the case of an
Omii. For the highest salary special positions (Table 9.A2), the preference given Omanis is
significandy reduced, with an Omani being allowed only a year's less experience than a non-Omani.

F-3 Higher Civil Service Salaries for Civil Servants. Precise comparisons between civil service
and private sector salaries are not feasible because public servants are classified by group, grade and
level, whereas private sector employees are (oosely) classified by occupation. Nonetheless, certain
broad comparisons may be made. Positions in the top group of the public service require a university
degree as a minimum qualification. The mean of the means of starting and maximum salaries plus
allowances for the first (top) and sixth (bottom) group is RO 1,226 (Table 9.A3). This compares
with an average of RO 425 in 1991 for private sector employees falling within the International
Standard Classification of Occupations (ISCO) classifications 0-1 to 0-9, the most highly paid
category of private sector university graduates (Table 9.A4). lhe most highly paid private sector
classification was economists, earning, in 1991, RO 784/month. The most highly paid category of
public servant (Special Category A) star at RO 1,658 plus RO 534 in allowances.

P4 At the other end of the scale, the mean of the starting and maximum salaries, including
allowances, of the most lowly paid category of public servants was RO 151/month. This was
exceeded among non-Omanis working in the private sector in only a few skill categories and by
professional, managerial and supervisory employees (Tables 9.A3-9.A4). There appears to be a very
large element of ren. m public sector salaries.'

1/ Informed Omani officials have indicated that the extent of public/private sector salary
differentials suggested by these comparisons overstates the true situation because the data pertaining to
the private sector understate salaries and allowances for comparably qualified individuals. Ihere is
evidently a need for a detailed study comparing public and private salary and allowance scales for
people with similar qualifiations and experience.
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F-5 Hiaher Minimum Mamn for Omanis In te Pvate Sector. M tnra Decree No. 87/89 setthe minimum wage for Omas graduts of seconday sodwols a equivalent at RO isolmontlh plusRO 50 in allowances and the minimu wage for those not completing seonday educadon or itsequivae atRO 80 plus RO 20 in allowances. By compason, the genal minimum wae in thepdvate seor was set at RO SO/onth.

F6 Indm Omankiatin Jichmirb. For borwwers wishing to avai themselves of industrialinenv under the Law for th Orniation and of lduy (M97 andamendments thaeeo, Omani employees must tpres at least 25 pere of the esablishmetsworre (Ardcle 30). Similarly, a Omaniztlon ratio of 25 perce or mote Is a condion ofeigmty for Mdnisty of ndusty and Commerce ointerest: loaus (oyal Decree 10191). Thebaning sector is req d to achieve an Omaaton rate of 90 percent by the end of 1993. I hadadhive an 80 perce e by th end of 1992 but anticipates considerable difficulty in raising therate by an addidonal 10 pecentage points. Furthermore, problems remin with the performance ofsome of the Omanis already employed. The insuran industry sets its own targets, raising theOmanizaton rado 20 percentage points every two years.
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Grade For Omanis For Non-Omanis

3 A. Doctorate + 4 years of A. Doctorate + 7 years of

experience experience
B. Master's degree + 6 B. Master's degree + 11 years

years of experience of experience

C. Bachelorts degree + ll C. Bachelor's degree + 15 years

years of experience of experience

D. Post-general secondary
diploma with no less
than two years of study
+ 12 years of experience

E. General secondary
certificate or its
equivalent + 1S years of
experience

4 A. Doctorate + 2 years of A. Doctorate + 4 years of

experience experience

B. Master's degree + 6 S. Master's degree + 8 years of

years of experience experience
C. Bachelor's degree + a C. Bachelor's degree + 12 years

years of experience of experience

D. Post-general secondary
diploma with ro less
than 2 years of study +
10 years of experience

E. General secondary
certificate or its
equivalent + 12 years of

-__ experience _

S A. Doctorate A. Doctorate + 2 years of

S. Master's degree + 4 experience
years of experience B. Master's degree + 6 years of

C. Bachelor's degree + 6 experience
years of experience C. Bachelor's degree + 1O years

D. Post-general secondary of experience
diploma with no less
than 2 years of study +
8 years of experience

E. General secondary
certificate or its
equivalent + 10 years of
leperience, _

6 A. Master's degree + 2 A. Doctorate
years of experience B. Master' s degree + 4 years of

B. Bachelor's degree + 4 experience
years of experience C. Ba'-helor's degree + 8 years

C. Post-general secondary of experience
diploma with no less
than 2 years of study +
6 years of experience

D. General secondary
certificate or its
equivalent + 8 years of

- _ experience
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For Omanis For Non-Omanis

A. Master's degree A. Master's degree + 2 years of
B.- Bachelor's degree +-2 experience

years of experience B. Bachelor's degree + 6 years
C. Post-general secondary of experience

diploma of no less than C. Post-secondary diploma with
2 years study + 4 years no less than 2 years study +
of experience 10 years of experience

D. General secondary D. General secondary or its
certificate or its equivalent + 12 years of
equivalent + 6 years of experience
experience

E. Preparatory certificate
__ *+ 10 years of experience

2 A. Bachelor's degree A. Master's degree
B. Post-general secondary B. Bachelor's degree + 4 years

diploma of no less than of experience
2 years study + 2 years C. Post-general secondary
of experience diploma with no less than 2

C. General secondary years study + a years of
certificate + 4 years of experience
experience D. General secondary

D. Preparatory certificate certificate or its
or its equivalent + 8 equivalent + 10 years of

!______ years of eXPerience experience

3 A. Post-general secondary A. Bachelor's degree + 2 years
diploma with no less of experience
than 2 years study B. Post-general secondary

B. General secondary diploma with no less than 2
certificate or its years study + 6 years of
equivalent + 2 years of experience
experience C. General secondary

C. General preparatory certificate or its
certificate or its equivalent + 8 years of
equivalent + 6 years of experience
experience

D. Primary certificate or
its equivalent + 10
years of experience

l E. Experience of no less
l_____ than 20 years

4 A. General secondary A. Bachelor's degree
certificate or its B. Post-general secondary
equivalent diploma with no less than 2

B. General preparatory years study + 4 years of
certificate or its experience
equivalent + 4 years of C. General secondary
experience certificate or its

C. Primary certificate or equivalent + 6 years of
its equivalent + 8 years experience
of experience

:D. Experience of no less
._____ than 16 years
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For Omanis For Non-Omanis

|5S. A. General preparatory A. Post-general secondary

certificate or its diploma with no less than 2

equivalent + 2 years of years study + 2 years of

experience experience
B. General primary B. General secondary

certificate or its certificate or its

equivalent + 6 years of equivalent + 4 years of

experience experience
C. Experience of no less C. Preparatory certificate or

than 12 years its equivalent + 9 years of

| ______ . ____________________________ _ . .experience

6 A. Preparatory certificate A. Post-general secondary

or its equivalent diploma with no less than 2

B. Primary certificate or years study
its equivalent + 4 years B. General secondary
of experience certificate or its

C. Experience of no less equivalent + 2 years of
than 10 years experience

C. Preparatory certificate + 7
years of experience

7 A. Prinmary certificate or A. General secondary
its equivalent + 2 years certificate or its

of experience equivalent
B. Experience of no less B. Preparatory certificate + 4

than 8 years years of experience

8 A. Primary certificate or A. Preparatory certificate or

its equivalent its equivalent + 2 years of

B. Typing certificate experience
C. Experience of no less

______- than 6 years _
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Sultanate of Omanl

Office of Personnel Affairs

Annex No. 1 to Circular No. 41/82

Minimum Qualifications and Experience Required

for Omanization of Mon-Omani Special Schedule Posts

Salary Required Qualifications an ExperLence for Omanization

Category Technical Qualifications Non-technical Qualifications
l__________ Holders Holders

A. - Doctorate + 11 years of - Doctorate + 12 years of
experience experience

- Master's degree + 14 - Master's degree + 15
years of experience years of experience

- Bachelor's degree + 21 - Bachelor's degree + 22
.._________ years of experience years of experience

B. - Doctorate + 9 years of - Doctorate + 10 years of
experience experience

- Master's degree + 12 - Master's degree + 13
years of experience years of experience

- Bachelor's degree + 18 - Bachelor's degree + 19
.__________ years of experience years of experience

C. - Doctorate + 7 years of - Doctorate + 8 years of
experience experience

. - Master's degree + 10 - Master's degree + 11
years of experience years of experience

- Bachelor's degree + 15 - Bachelor's degree + 16
years of experience years of experience

D. - Doctorate + 5 years of - Doctorate + 6 years of
experience experience

- Master's degree + 8 - Master's degree + 9 years
years of experience of experience

- Bachelor's degree + 12 - Bachelor's degree + 13
l__________ years of experience years of experience

E. - Doctorate + 3 years of - Doctorate + 4 years of
experience experience

- Master's degree + 6 - Master's degree + 7 years
years of experience of experience

- Bachelor's degree + 9 - Bachelor's degree + 10
years of experience years of experience
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First Grou.

Second grade

Third grade
. ~~~~~~UniversityFourth grade U

Fifth grade

Sixth grade

Second Grout

First grade Master's degree: Bachelor of Medicine or
Engineering

Second grade Bachelor's degree

Third grade Post-secondary diploma

Fourth grade General Secondary

Fifth grade Between preparatory and secondary

Sixth grade Preparatory

Seventh grade Part of preparatory

Eighth grade Primary

Third Grou_

Third grade Can read and write

Fourth grade Can read and write

Fifth grade No schooling

Sixth grade No schooliaig

Seventh grade No schooling

Eighth grade No schooling

TR's Note: Source text of this page is handwritten.
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General Schedule and Special Category Posts
Grades, Salaries and Allowances

Group Grade Start- Maximum Annual Hous_ng Elect- water .e;e- Nature . ran- F:.xed Other
ngi5 Salary Raise Al:ow- ric;ty Allow phone of 'ob snort supple Allowances

Salary ance Allow- -an.e Allow A:low- Alo- mental
ance -ane ance wance Allow-

________ .___________ ________ ance

Special 1,200 1,200 400 3 0 E

First First 0oo 1.20C 40 40c Sr 0 21 . - :5% Housirg allowance for
Second 54S 710 15 530 36 6 15 - 5% non-omani staff in
Third 497 662 15 33C 36 8 1- 1S% First Group, and Firtst
Fourth 448 E80 *2 33C 36 a :5 - .5% and Second Grades of
Fifth 412 544 12 25G 24 e 1S - 15% Second Group is RO 100
Sixth 376 508 12 250 24 6 in- 158 . Muscat, Salala,

Mesendams and El-
Buraini; and RO SO in
other regions.

Second First 327 437 10 250 24 6 5 15% Housing allowance for
Second 279 356 7 180 '2 5 30 non-Oman staff in
Third 218 295 1 180 12 E 30 Tnird Grade or lower of
Fourth ;94 249 5 70 12 4 30 the Second Group is RO
Fifth 170 22S S 50 I: 4 30 6C in Muscat, Salala,
Sixth 146 201 5 40 9 3 30 Mesendam and El-
Seventh 121 :76 s 30 8 2 30 uraxa:; and RO 30 in
Eighth 104 148 4 3C 3 2 3C other rssxons.

Third First 170 360 6 25 6 - 3C -
second 150 260 6 25 6 - 30 i
T'li--i 130 240 6 25 6 2 30 i
Fourth 109 197 4 25 6 2 30 I
Fifth 92 180 4 25 6 2 30 -
Sixth 80 146 3 25 6 2 10 30 8
Seventh 68 134 3 25 6 2 - 30 -
Eighth SS ;21 3 25 6 2- 30 -

Spec- A 1,658 Unlimited 50 400 36 8 1S - 75 Housing allowance for
ial B 1,271 1,658 40 400 36 8 1S - 75 non-Omani Special
Cate- C 981 1,271 30 400 36 8 15 - 75 Schedule Staff is RO
gory D 787 981 20 400 36 8 15 - 7S 100 in Muscat. Salala.

E 605 787 15 400 36 8 is - 75 Mesandam and El-
Buraimi; and RtO 50 in

______ ~~~~~~other regions.
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Special Schedule for Grades and Salaries

Category Starti.ng Salary Annual Raise Maximum Salary

RO RO RO

A. 1,658 50 Unlimited

B. 1,271 40 1,658

C. 981 30 1,271

D. 787 20 981

E. 605 15 | 787

ftote: Above schedule was amended by Royal Decree No. 89/80 amending both grade

and salary schedules.
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No. of Labour Cards issued to Non-Omanis Working in the Private Sector by Occupation and Average
Monthly Salary

NO. OF LABOUR CARDS AVERAGE MErELY SAEY i ,S
CUPATICN _ R.O. 1.& 1I lI ac.jg ISCO

_ 1991 1990 1989- 1991 190 1989
___----i _ -_-___ _ __IE_

- PIIYSICAL SCIENTlISTS AND RELATFD 539 462 405 732 720 695 -, .LJII 0-1.

- ARHITTXTS AND -123GINEERS 5028 4313 4682 437 430 444 or, ; s - r' - 0-2
- ARCHlITECTURAL AND E2X3INEERING 2190 1878 1876 273 269 297 a-.9JI .i - 0-3

1'ECHICIANS
- AmRKr AND SHIP OFFICERS 66 57 68 558 549 642 , ,_,jS L. 0-4
- LIFE SCIfNTISTS AND RELATED TEIINICIANS 90 77 100 189 106 201 ll ,. + Y . -}0-5

- MEDICAL, DENrAL, VETERINARY AND 1010 866 815 281 276 290 0-l6 ,S I 4.4l*! ^ A ) .; - 06
RELATED WORKERS 450 386 359 166 163 173 r L 4 WI s yo)l _ 07

- STATISTICIANS, MATHEP1ATICIANS, SYSTrE4 604 518 416 403 396 423 Lsi 3lS'^t X y _ 0-8
ANALYSrS AND RELATED WORKERS

- ECONOMISTS 12 10 8 784 771 403 ! _ 0-9

1

- AiDLUrTANTS 7310 5638 5642 169 175 107 v - 1-1
- JURISTS 123 95 97 442 457 501 t _ 1-2
- TEACOERS 1260 972 817 296 306 312 - 1-3
- K)RKERS IN RELIGICh 266 205 183 J08 112 107 4- -.l.l JLP - 1-4
- PUBLIC REtATICN OFFICERS, JOURNALISTS 45 35 31 297 307 220 l '. -l ; - 1-5

AND RELATED WORKEPS ,- l,A
- SCUlPORS, PAINTERS, PIlOGrRAPHERS AND 1366 1054 1000 100 103 1t3 t u-iJld .iLJ s - 1-6

RELATED CREATIVE ARTISTS
- COMPOSERS AND PEREOWUNG ARTISTS 28 22 28 317 328 441 M L.iJIj j - 1-7
- ATHLETES, SPORSME AND RElATED W)RKERS 174 134 106 241 249 274 c^t , v,. J , ' 4 - 1-8 > r>
- PROFESSICtNAL, TECHNICAL AND RELATeD 142 109 84 307 317 237 . . - 1-9

WORKERS N.E.C
2

- LEGISLATORS, ADINISTRATORS - - 2 - - 1089 dJt' JI . gI t - 2-0
MANAGERS 4739 4044 4366 524 526 534 l pl4 *Sj.). - 2-1 ''

- EK.rr1VE OFFICERS - - - - - - 44." !A3 - 2-5

_ ____ . . . , >E~~~~~~~~~~~~~~~~~~~~~~~~I
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_ 4A 0191 Ls ~~~~~~~~..... t,L.p.._- jW11 CJUUl4 -5 AVERAGE tHULY SAEMJl
OXIJPATICN NO. OF LABOUR CARDS R.O. ___SCO1 l l I SC0

1991 1 99 98 991 T 1990 1199 Cod e~____ _ _I__l__ . 9 1 r I99 19_ I9 Ol 8 ______ ,i

3

- CLERICAL SUPERVISORS 63 52 38 388 397 400 F OsJ.Is 41,1 1jl - 3-0
- EXECUTIVE OFFICERS 6 5 7 102 105 84 a - 3-1
- STENGRAPHEPRS, TYPISTS AND CARD AND 2035 1689 1909 189 194 201 n 1 &aL4Q _ 3-2

TAPE PUNCHING MAOIINE OPERATOrtS
- BPOK-XEEPERE, CASHIIERS AND RELATED 739 613 736 172 177 186 ijp. ol ,u.j 5U.JI *S4L- 3-3

WORKERS
- CC4PUTING MACHINE OPERATMRS 275 228 180 190 195 106 cAII ^ - 3-4
- TRANSPORT AND COMMCUNICATIONS SUPERVISORS 23 19 27 242 248 280 .JiI 3-5
- WDNWCIORS _ _ _ _ _ 3-6
- MAIL DISTRIBUTION CLERKS - - - - - - . o^lJ kl 3 lSl ,y _ 3-7
- TELEPHONE AND TELEGRAPH OPERATORS 102 85 95 187 192 195 L ol ul, os41l >" - 3-81
- CLERICAL AND RELATED WORKERS 4635 3846 4804 149 153 164 f! 4 1 os w:E _ 3_9

4

- C(X44EXIAL MANAGERS - SALES MANGERS 2870 2121 2326 215 260 272 Y t - _4 A-)- - 4-0
- SELF WORKER MANAGING HIS OWN WHOLESALE - - - - - 185 -i, a J1 - . 4-1

AND RETAIL BUSINESS *il,-J 4-JI
- SALES SUPERVISORS AND BUYERS 4200 3103 2554 148 178 181 l4+;I *lr - 4-2
- TFEICAL SAIESMEN, C(Xt4ERCIAL TRAVEL- 1749 1292 1197 85 102 108 ¢ > J¶ , * 4 , I4 4-3

LERS AND MANUFACTURERS' AGrNTS
- INSURANCE, REAL ESTATE, S1aIJRITIES AND 36 27 12 283 341 328 c ,l LJ ,UiIA 5{, _ 4-4

BUSINESS SERVICE SALESMEN AND
ALrICtNEERS

- SALESME2, SHOP ASSISTANTS AND RELATED 39413 29121 26216 2 59 71 73 1fl u24 - 4-5
WORKERS

- SALES WORKERS N,S.C 40 29 17 80 96 104 t7 Ot ; JL- - 4-9

- MANAGERS AND WORKING PROPRIEW)RS 373 267 228 180 177 204 _I 9 l - 5-0 o 0)
_____ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ _ _ _ -
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§ _^ l l cU4 &IC |AVERGE MtlILY SALARY

OClUPATICN NO. OP LABOUR CARDS R.O. . I * -. &b" aA4l 1 5C0

1991 1990 | 1989 1991 1990 1989 Code

I ______________ _ ._____ .____._____ ___I___ _______

- CKTERItG AND <WGING SERVICES 197 141 352 106 104 96 ____1 ________ 51

- HOUS-KEEPING AND RELATED SERVICES 50 36 60 115 113 129 v:iI -. 1,11 ,W JI 1 5-2

SUPERVISOFRS
- CDOKS, WAITERS, BRMMDERS AND RELATED 25501 18253 15885 67 66 69 ;LIv*, :j4 5-3

WORKEMt
- MAIDS AND RELATED UOSSE-KEEPIND SERVICE 20914 14970 10200 53 52 66 .,LiaJI .fr - 5-4

WORKERS N.E.C
- CLEANERS AND RElATED WORKERS 5217 3734 3849 57 56 58 ?A- liL ,1L4JI * _ 5-5

- LAtUERERS AND DRY-CLEANERS AND PRESSERS 5664 4054 1168 59 S5 60 S1Ji. J-aJI A l _ 5-6
- HAIR-DRESSERS, BARBERS, BEAUTICIANS AND 4445 3182 25G0 67 66 69 ¢ o,;JI 3 2l ; ,ip)s 5-7

RELATED IORKERS
- PRYrBTIVE SERVICE WOSRKF 73 52 51 328 322 399 IJ1, ., i 4 Z* Si-_ 5-8

- SERVICE WORKERS N.E.C. 418 299 324 67 66 63 - -t e ' - 5-9

6-

- FAI1 MA tAGRs AND SUPERVISORS 142 96 65 158 150 159 t ,Yt "G -p 6-0
- FARMERS 42023 28461 21986 57 54 55 ,-cJl - 6-1
- AGRCuLIURAL AND ANIMAL HUSBAt4DlRY 701 475 390 56 53 68 1,t L') Wj -L4 6-2

FORKESE ZRERS - - 36 - - 98 - 6-3

- FISHERME, tSUNTERS AND RELATED WO3RKERS - - 88 - - 93 eL iLA. ,t - 6-4

7_

- PRODXCTIOt StPERVISORS AND GENERAL 11253 8701 8788 192 194 207 j4I filr 
1.s 7-0 >

- MINERS, QuARRYMEN, WELL DRILLERS AND 433 335 385 439 444 436 i.kLt i t?lJl _ 7-1

RELATED WORKERS _ _

____ _ _ _ _ _ _ _ _ _ _ _ _ _______ a Pm

I-
U-. a
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j1.Jl C,Uo s | AVERAGE MIOLY SALARY

OC*UPATICl NO. OF LABOUR CARDS R.O. i-.M S .II sl ,

19-9 -90 | 1989| 1991 1990 1989 Cde4

- METAL PROCESSORS 380 294 347 8.8 89 105 l Jt. _ 7-2

- W PREPARATlN WORKERS AND PAPER MAKERS 21 16 15 106 107 114 7))l 9All 3 -_ -3

- C00MICAL PfllESSERS AND RELATED WORKERS 57 44 53 243 246 251 -fi 4 J1IL .I qA j* oIA 7-4
- SPINNERS, WEAVERS, KNI?!ERS, OYERS AND 362 280 121 50 51 70 .SIJId & .Iy&I) p 7-5

PTED EATMWRKERS I
- TAERS, FELENGERS AND PELT DRESSERS - - 11 _ _ .86 JV J{= - 7-6

- FOW3 AND BE7ERAGE PROCESSORS 4552 3519 3266 64 65 66 c4jA1 iZ?N11 a1X1 ,,, L - 7-7

- 1OBAOCO LEEAVES PROCESSING 32 25 35 61 62 68 
31 yIJ. - 7-8

- TAILORS, DRESSMAE, SEWERS, 29622 22904 17243 61 62 64 N DlJ ^ 6 - 7-9

OPHOlESERERS AND REtATED WORKERS
8 4

- SHOEMAKERS AND LEATHER GOOIS MAKERS 88 74 53 79 82 64 4aJNI C.LklJ u aPI lti.X - 8-0

- CABINEST-MAERS AND RELATED WJOD WORKEPS 4110 3446 3307 63 63 64 0>,NI.Il Alt Ai_ 8-1

- STINE CV'XERS AND CARVERS 91 76 93 61 63 60 j 1 li G -_ 8-2

- BLACK^SMTHS, TOO)LAKERS AND MACIINE TOOL 6967 5042 5976 62 63 65 )SLS. uL l .- - 8-3

OPERAlORS
- MACHINERY FITTERS, MACHINE ASSENBLERS 10763 9025 8845 88 91 97 i iA 1 , 11j _pS o - 8-4

AND PRECISION INSTRUMENT MIKERS
- SElTRICAL F1TERS AND RELATED ELBZT- 10991 9216 9285 74 76 78 Si7 yL< 9,i-.L.i- 8-5

RICAI AND ELBNKICS WORKRS 5

- B9 NADCASTM STATICt4, SOUND EQUIPMEM 51 43 27 97 100 72 giA-iv t.413I 0.d 3r'-;- - 8-6

OPERATORS AND CINEMA PRJIlCTIONISTS tA)xLJ
- PLUMBS, WELDERS, SHEET METAL, 9060 7597 742S 68 70 70 I t 48., * - 8-7

STRUCTURAL MHEAL PREPARERS AND ERETCIRS z I4I) -sJI SL ,>
- JEwELLERY AND PRPCIOIUS METAL iORKERS 1303 1093 1237 81 84 85 &4.111 j'JIL. itI Jlw - B-8

- GLASS FoRERS, OrERS AND RELATED 369 309 219 72 74 76 ,i )jLJI_ 8-9
WORKERtS w ," .

'0

E ne ' > e~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~-)c
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. .__ - _ u;,_ _ -_ I ,X ____ ..

NO. OF LABOUR CARD6 AVERAGE MOVNLY SALARY
OCCUPATICN __ R.O..

1991 1990 1989 1991 L 1 cooe

- RUBBER AND PLASTIC PRODUCI MAKERS 1255 1122 880 63 65 65 it 1U..l :AJIciA Qi 0,.UJt -- 0
- PAPER AND PAPERBOM PRI O MCrAMKERS 27 24 14 72 74 66 3 " esl ,g 1-~ 9-1
- PRIWTERS AND RELATED WORKERS 452 404 387 101 104 104 LUA|l -i vfLW_ 9-2
- PAINTEPS S653 5053 4987 60 62 63 _ -3
- PRODUCTIOtN AND RELATED WORKERS N.E.C 6972 6232 6682 58 59 59 9-'.cd4 r 4 I+LJ!l flI-k,.4At5 9^4
- BRICK-EAYERS, cRPTERS AND OTHER 41382 36988 40615 58 60 *62 e j-4 1 .LiJl JW. 9-5

CO1NSTUrICN WORKER
- STATIOtNARY ENGINE AND RELATED EQUIRPMEXn 2169 1939 1424 102 105 106 a-1; vL. ;.l LA - 9-6

OPERATXORS
- MArERIAL UIANDLlN3, RELATED EQtUIPMENT, 1443 1290 1563 84 86 88 ( C'W-. i L ,I. 4... - 9-7

OPERATORS, DOCKERS AND FREIGHT HANDLERS
- TRANSPORT EUIPME1I OPERATORS 12772 11415 13071 82 84 84 ul CI>. 1 - 98
- LABOURERS N.E.C. 1630 1457 1617 68 70 78 . J - 9-9

TOTAL 351606 275888 258360 _ _ -1

t >

rQ D

Cn
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GOVERNMENT FOURTH PLAN FOLLOW-UP OMANIZATION MEASURES

Since the preparation of the Fourth Plan, the Govemment has considered or implemented a
nber of measures to implement and extend its overall labor market strategy and Omanization

program. These may be summarized under five headings: (1) institutionalf administrative measures;
(2) measures to strengthen the collection and analysis of data; (3) general education and training
measures; (4) Omanization/fraining in the public sector; and (5) Omanization/training in the private
sector.

Institutional/Administrative Measures

- The Supreme Committee for Labor and Vocational Training was established by Royal
Decree No. 31/91;

- The Vocational and Training Authority was established by Royal Decree No. 115/91;

Measures to Strenethen the Collection and Analysis of Data

- The General Secretariat of the Development Council implemented measures to collect
Omani labor market data from public bodies and made preparations to carry out a
general census of population, households and establishments in 1993;

- TThe VTA initiated surveys of private sector training requirements for employees in
technical and industrial areas and of Omanization operations and training in 100 large
firms.

- The Development Cor.-ncil implemented measures to strengthen the Manpower
Planning Unit of its General Secretariat;

General Education and Training Measures

The Development Council passed resolutions to implement measures to strengthen the
training and employment of women;

- The Supreme Committee for Labor and Vocational Training and the Development
Council examined a range of issues relating to technical education, preparatory
schools, vocational training, and the output of Sultan Qaboos University;

The VTA was requested to reconsider the quality of the evening courses it was
proposing to offer to enable participants to meet labor market needs;
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A request was made to the German Agency for Technical Cooperation (GTZ) for
assistance in preparing an assessment of, and an action plan to address the problems
facing, the vocational training institutes';

The Development Council approved projects costing RO 10.9 million to. improve
vocational institute facilities;

The Supreme Committee approved the conversion of a number of vocational centers
into short-term training centers and others into technical colleges, and an expansion of
the secondary technizal education system;

Omanization/Training in the Public Sector

The Development Council passed resolutions to formulate a Ministry of Civil Service
national training plan and, under the Ministry of Civil Service Plan, to establish a
project, with a budget of RO 10 million, for the Omanization of posts held by
expatriates;

The Govermnent and the Omani-American Joint Commission established a US$48
million program of scholarships and training to support the Omanization of
management and technical positions in the public service;

The Government decided to provide a grant of RO 1.5 to RO 2 million to support the
Institute of Public Administration's programs for training middle and senior
management;

- A draft Royal Decree envisaged the attairnent of a 25 percent Omanization rate
during the four years following the establishment of a new hospital and within two
years in existing hospitals;

Omanization/Training in the Private Sector

- By Decision No. 2/92, the Supreme Committee issued regulations governing career
development and on-the-job training of Omanis by private sector firms.

- The Vocational Training Authority, by Decision No. 1/92, issued regulations
governing private vocational training institutes and centers;

- The Vocational Training Authority, by Decision No. 4/92, issued regulations
governing public reimbursement of approved private sector vocational training costs.

It is understood that this activity has led to the strengthening of technical education and the closing of some
vocational training instilutes.
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The latter included provisions for the partial reimbursement of salaries paid to Omani
trainees in accordance with the scheme set out An 'Fable 9.A5 below;

Table 9.A5: On-the-Job Training Regulations

Maxirmum Reimbursement as percentage of salary
Stage Gradution Level training and allow%ances by training duration

duration

Duration % Duration % Duration %

1. University and technical 18 lst 6 80 next 6 70 last 6 50
college level months months months months

11. General secondary and 2 years Ist 80 next 6 70 last 6 SO
vocational training year months months

Institutes

lll. Preparatory, primary and 3 years Ist 18 80 next 9 70 last 9 50
droputs months months months

of two levels

Source: Supreme Committee for Labor and Vocational Training

The approval by the Sultan of foreign scholarships to retrain at public expense, for
private sector employment, 145 unemployed Omani graduates;

The Government established quantitative targets for Omanization in individual
industrial sectors.
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OMANIZATION - SUPPLEMENTARY ANALYSIS AND DATA

H-1 The purpose of this annex is to provide additional support for statements made in the text of
Chapter 9 relating to the effects of imposing Onianization targets on firms, the external costs of
expatriate consumption of scarce and subsidized resources. and the budgetary costs of Omanization.

The Eects of Imposing Omanizationt Tar=s on firns in a Given Sector

H-2 Paragraph 9.19 notes that if the imposition of Omanization ratios on private firms entails
placing workers with lower productivity in jobs with the same pay, the firms' average costs will be
raised. If wage costs are proportional to output, average unit costs of production are increased by a
given proportion, raising the firms' aggregate supply (average cost) curve (Chart 9.1 ).

Chart 9.A1: EFFECTS OF IMPOSING OMANIZATION RATIOS ON FIRMS

692

0P1

0 _

q 2 q1

QUANTITY
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The resulting rise in price would reduce demand from q1 to q,. Consumers would pay more per unit
and consume less. In the case of producers supplying both the domestic and foreign markets, some of
the reduction in demand would probably come from foreign customers now able to meet their needs
more cheaply elsewhere.

External Costs of Expatriate Consumption of Scarce and Subsidized Resources

H-3 Paragraph 9.33 noted that expatriate consumption of a scarce resource, such as water,
imposes costs on Omanis that are increased if the product is subsididized. This situation is analyzed
in Chart 9.2. It is assumed that rising demand for water leads to higher average costs of supply, as
costly desalination plants are brought into operation to supplement natural water supplies, leading

Chart 9.A2: THEORETICAL SUPPLY OF, AND DEMAND FOR, WATER

P2 '

PS ------ _ _ _ = __ ------------ __------O0

qa t qs q2 44

QUANTITY
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supplies, to a rising supply curve for water, S. If Omani demand is represented by D, and it is
assumed that water is competitively priced at its average cost of supply, the price of water is p, and
Omanis pay a total of oq, ap, for the water, q,, they consume. The addition of demand from
expatriates shifts total demand to D2 and the price to p2. At the higher price, Omanis reduce their
water consumption to q3. Expatriates pay q; q. bd for their water and Omanis pay oq3 dp2. Io
compensate Omanis for their reduced consumption and increased price of water, expatriates should
pay them p, acp2.

H4 If water is subsidized at price P3, total demand is q4 and expatriate demand is q4 - q5.
Expatriates receive a subsidy equal to the difference between what they pay for their water (q5q4ef)
and its cost of production (q5q4gh). However, expatriate demand has raised the averagage cost of
supplying Omani (subsidized) demand from oqs ip5 to oq5hp4. The difference (p5ihp4) should be added
to the cost of meeting expatriate demand. The overall cost per expatriate should be collected from
expatriates or their employers. This would raise the cost of expatriate labor, requiring a reduction in
the numbers of expatriates to the point where their marginal productivity had risen to equality with
their direct and external cost to Omanis.

Budgeta1 Costs of Public Service Omanization

H-5 Para 9.17 noted that the Fourth Plan allocated RO 40 million to the Government's program to
increase Omanization of the public service. Table 9.A1 provides data on the related budgetary
allocations.
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Table 9.Al: OMANIZATION' PROGRAM PROV'ISION!S

(RO)

Project Numbt r and Name Total | sears

Amount I _ i _ _ _1_'_I

|_ 1991 | 1992 1993 1994 1995

Alinistrv of Health

43/91 Pharmacist Assistants 1.627.520 1,62,7.520 _

Institute in Muscat
44/91 Nursing Institute at Ibra 1,077.581 1.077,588 .
45/91 Nursing Instirute at Nizwa 1,068,973 1.068,973
46/91 Nursing Instimtte at Sur 1.077,673 1,077,673
47191 Nursing Institute at Salalah 1,078,973 1,078.973
48191 Nursing Insticute at Sohar 1.069,273 1.069.273

Total 7,000,000 7,000,000 . _

Ministry of Education

86/91 Constructing and Operation 5,000,000 867.195 1,000.000 1,044,268 1,044.268 1,044,269
the Educational
Rehabilitation Insthute!eTotal 5,000,000 867,195 1,000.000 1,044,268 1,044.268 1_044,269

ihnistry of Labor and Social Affairs

01/92 Training 20 Omani 30,000 30.000
Females . -

t ~~~~~ ~ ~ ~~~~30,000 30.000
Total

Minis of Civil Service ___

00100 Provision of Training and 10,000,000 2.500,000 2,500,000 2,500,000 2,500,000
Support for Omanization of
Posts

Total !0,000,000 - 2,500,000 2,500,000 2,500.000 2,500,000

Grand Total 22,030,000 7,867,195 3,530,000 3,544,268 3,544,268 3,544,269

Budget allocation 40,000,000 4.000,000 6,000.000 10,000,000 10,000,000 10,000,000

Balance 17,970,000 (3,867,195) 2,470,000 6,455,732 6,455,732 6,455,731

Source: Ministry of Finance


