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Abstract

This paper highlights oil prices turndown and its effect on the global economy in a descriptive study of Saudi
Arabia. The reasons, consequences and an adaptation approach for the current oil crisis in Saudi Arabia have
been addressed. Oil prices will most likely maintain the current low prices for at least the next two years as
OPEC has not succeeded to offset oil supplies. Reasons of the oil price turndown were found to be merely
politically motivated than purely economic. However, both aspects will negatively affect the oil price and the
crude oil sales volume. Consequences of oil price turndown manifest itself in reducing the levels of the currency
valuation, business survival, and social standards. As a result, governmental subsides in fuel, water, and
electricity will be revised. This will lead to several aggressive decision to stall or completely eliminate costly
projects. The consequences are that private industries relying heavily on business with the public sector will be
badly impacted, leading to significant layoffs. Unemployment rate will, therefore, sharply increase, affecting the
“Saudization” program. Inflation would in turn increase and the economic growth decreased. To rectify the oil
price crisis, a comprehensive approach has to be taken into consideration. The most important of which is to
adopt a sustainable economy approach where dependence on oil export be alleviated.
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1. Introduction

As the world depends on energy, oil plays a major role in the global economy. Hence, any fluctuation in its
prices should make a direct contribution to the wellbeing of both macro and micro economy. For oil-producing
countries where crude oil represents most of their economic income, the change in the oil price will adversely
impact their GDP growth (Tilak Abeysinghe 2001) as there is a strong correlation between oil prices and
inflation indicators (J. Cunado and F. Perez de Graciab 2005). The impact of the crude oil prices as manifested
from the value of crude oil exports on the GDP is illustrated in Table 1 (OPEC website). In addition, oil prices
and currency prices are related (Radhamés A. Lizardo and André V. Mollick 2010). It was found that the
currencies of oil importers, such as Japan, depreciate relative to the USD when the real oil price goes up. The
less currency inflows into the economy, the weaker its currency tends to be. Long run and forecasting results are
remarkably consistent with an oil-exchange rate relationship. Increases in real oil prices lead to a significant
depreciation of the USD against net oil exporter currencies, such as Canada, Mexico, and Russia. On the other
hand, the currencies of oil importers, such as Japan, depreciate relative to the USD when the real oil price goes
up. In the case of the oil-producing countries, oil sales are one of the main source of the currency inflows.

As a result, stability of oil prices is vital for decision makers. While oil export is usually stable as set forth by
OPEC, world oil prices are subject to supply and demand episodes (Kiseok Lee and Shawn Ni 2002). To absorb
such fluctuation in the oil price, economists normally project and simulate the expected changes in the oil price
to help with setting strategic planning in their respective country. Al-Bagshi and et al. ,(2015) showed that there
is a relatively declining trend of the world oil demand along with a sharp price decrease ranging from $50 to $61
until 2019. Compared with the actual prices in 2015 which was $50.75 and $ 32  in the first quarter of 2016, the
simulated average price in 2015 and 2016 was $50.64 .

150



Journal of Economics and Sustainable Development www.iiste.org

ISSN 2222-1700 (Paper) ISSN 2222-2855 (Online) ey
Vol.7, No.12, 2016 “s E

Table 1 . Important Numbers of OPEC Counties ( curtesy of OPEC website)

GDP Value of Exports | Current Account Crude Oil
Country Per Capita ($) (Millions $) Balance HISdLEss
(Millions $) (1,000 p/d)
Angola 5,273 63,908 3,775 1,654
Ecuador 6,308 26,604 718 557
Indonesia N/A N/A N/A N/A
Iran 5,226 98,981 29,473 3,117
Iraq 6,208 85,298 16,113 3,110
Kuwait 42,119 104,165 50,513 2,867
Libya 6,623 15,186 -12,391 480
Nigeria 3,150 83,897 6,187 1,807
Qatar 95,040 131,716 54,760 709
Saudi Arabia 24,454 372,829 109,309 9,713
UAE 47,096 380,347 48,453 2,794
Venezuela 6,757 80,663 13,212 2,683
Algeria 5,836 60,040 -9,100 1,193

Table 2 . Simulated Prices of oil (Al-Bagshi et al. 2015)

Year Simulated price
2014 $50.64
2015 $50.64
2016 $50.64
2017 $61.08
2018 $50.64
2019 $61.60
2020 $105.87

Several studies were conducted on the effect of oil prices turndown. Abdoulkarim Esmaeili and Zainab Shokoohi
(2011) investigated the effect of oil price on the world food prices using principal component analysis and found
that crude oil prices have an indirect effect on food prices. According to Tilak Abeysinghe (2001) there is a
negative effect of high oil prices on the GDP growth; however, for only small open economy. According to Perry
Sadorsky (1999) both oil prices and oil price volatility play important roles in affecting real stock returns in the
studied countries. Rong-Gang Cong et al. (2008) investigateed the interactive relationships between oil price
shocks and the Chinese stock market and found no statistically significant impact of the oil price shock on the
real stock returns of most Chinese stock market indices. James D. Hamilton (1996) showed that the recent data
were consistent with the historical correlation between oil shocks and recessions.

2. Discussion

There was a dramatic collapse in the oil prices since the middle of 2014 until the first quarter of 2016 from over
100 to less than 30 US$ per barrel as it is mapped in Figures 1 (World Bank report 2016)
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Figure 1. Crude oil prices (curtesy of world Bank. (2016)

The drop of prices is followed by the OPEC's decision to maintain the current production rate. There are some
countries such as Venezuela, Libya and Algeria which can be specifically more harmed by the current oil prices
since their balance is already in the minus area (Table 1). McEndree (2015) described the influence of the price
on Venezuela as “teetering on the brink of insolvency and humanitarian disaster” though the production price is
low.

Table 3 . Demand —supply equilibrium for influential countries by Millions (Researchers efforts from OPEC

website)
Producer Actual Price Value Reduced Expected Value
Export export price
KSA 9,713 $38 $ 369,094,000 8,500 $50 $ 425,000,000
Iran 3,117 $38 $ 118,446,000 2,742 $50 $ 137,100,000
Iraq 3,110 $38 $ 118,180,000 2,736 $50 $ 136,800,000

Table 3 is a hypothetical case about oil product in relation to elasticity. In fact, crude oil is elastic and sensitive to
demand and supply power. Saudi Arabia, Iran (after the sanction was removed) and Iraq are the three major
producers of crude oil that sell their products at $ 38 to $ 40 at their current level of production.

Saudi Arabia, Iran and Iraq can, for example, cut their crude oil sales by %12 to push up the prices to around
$ 50 (Table 3). In such a case, the total revenue from crude oil sales will be $ 425,000,000 for Saudi Arabia,
which is even greater by 15% as compared to the value from its actual export.

3. Reasons of oil price turn-down

In fact, the problem is politically motivated rather than economically based. Iran did not attend Doha Oil
conference in April 2016 to agree on freezing the level of production. Therefore, the absence of Iran leaves an
influential gap in the effectiveness of the conference results. In fact, Iran insists on regaining its market share
before sanction with 4,300,000 barrels and this creates a conflict and disagreement among producing countries.
This conflict may prolong the crisis period.

4. Consequences of oil price turn-down
4.1 Economical Consequences

On the economical aspect, the current oil price can lead to a crisis especially to those countries that their most
GDP depends on oil such as Arabian Gulf countries, Venezuela, Libya, Algeria, and Iraq (Table 1). The
consequences will be different from the crisis in the 90s, because the governmental spending increased
dramatically through the last decade and even with cutting from spending will not solve the entire problem. This
could lead these countries to stay in a minus balance as Saudi Arabia already requested for an external loan of
USS$ 10 billion. On the other hand, oil prices at this level ($ 42) could also create more political disagreement
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because producing countries will dispute more and may try to use oil as a push card in the political settlements.
On the whole, both political and economic sides will be affected by oil prices and export quantity and this would
create a negative effect.

4.2 Reduced governmental subsides and spending

Countries whose economies heavily depend on oil will defiantly be affected by low prices. Expectedly, the
reaction to the lower revenue, the governments will reduce or cut their support to subsidized commodities, like
fuel, water, and electricity. Saudi Arabia government for instance has already passed a decision on 28" December,
2015 to reduce its support to these important commodities and reflected by GulfTalent (2016). Moreover,
impacted governments have suspend or canceled some unimportant projects that need huge finance which will in
turn have badly affected local industries that rely heavily on governmental projects. As result, some industries
were closed or downsized and consequently many employees were laid off. This will have a significant tool on
the Saudization program in Saudi Arabia. On the other hand, inflation will increase, economic growth will
decrease, salary raises will be ceased, commodities prices will increase as a result of indirect taxation, as
demonstrated in Figure 3 below for the Gulf Corporation countries (GCC). (Gulf Talent research website)
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Salary Rise by Country
(Percentage rise in Base Salary)

Country Saudi Arabia Kuwait Qatar Oman Bahrain UAE
2014 7.5% 57% 6.5% 76% 5.9% 6.2%
2015 5.9% 5.4% 6.1% 6.1% 41% 5.6%

Economic Growth
(Percentage real GDP change)

Country Saudi Arabia Kuwait Qatar Oman Bahrain UAE
2014 3.6% -1.6% 4.0% 2.9% 4.5% 4.6%
2015 3.3% -1.3% 37% 3.0% 27% 3.3%
2016* 11% 12% 3.3% 1.6% 1.0% 21%
Inflation
Country Saudi Arabia Kuwait Qatar Oman Bahrain UAE
2014 2.7% 3.0% 2.8% 1.0% 2.5% 2.3%
2015 2.2% 37% 27% 01% 07% 41%
2016" 47% 4.2% 27% 2.0% 37% 31%
* Forecast

Figure 3. (curtesy of Economist Intelligence Unit, GulfTalent Surveys. (2016)
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The effect of the crude oil low price has also impacted the government supported scholarships to overseas
universities and academic institutions known as King Abdullah Grant program which is obviously clear in Table
4.

Table 4 . Number of Students abroad (Ministry of Education website)

Year Number of Students
2012 145,545
2013 149,742
2014 207,000
2015 172,099
2016 (Q1) 10,000

5. Conclusion and Recommendations

This paper shows reasons, consequences and an adaptation approach for the current oil crisis. Oil prices will
most likely maintain the low prices for at least the coming two years as OPEC and other producers have not
succeeded to balance the oil prices to an acceptable range. This could be due to both economic and political
reasons. This slump in oil prices affect currencies, world trading, business survivals and even social standards.
Therefore, there is a noticeable reaction from producers in their strategic planning. This is demonstrated in
governmental spending large budget cut, largely influencing both people and local businesses. An adaptation
approach for such global case can be considered from both political and economical point of view. Creating
sustainable economy that reduce the dependability on oil for developing countries is another feasible approach.
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