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Fiscal Policy Reform in Saudi Arabia:
Results from a Dynamic General Equilibrium Analysis

Imtithal A. AL-Thumairi
Department of Economics, University of King Saud

Abstract

In this paper, a dynamic multi-sector computable general
equilibrium (CGE) model called SAUMOD has been used, in order to
examine the effects of Saudi’s fiscal reform plan. The model
distinguishes the economic behaviour of four institutional sectors: firms,
households, government and the rest of the world. Production is
disaggregated into 24 sectors. A reference baseline is established up to
2015. The model is solved dynamically with annual steps. SAUMOD is
used to evaluate the economic impacts of three policy scenarios. The
first scenario is increasing government saving by 5% and financing it by
an increase in household taxes. The second scenario is an increase of
government saving by 5% and imposes 5% value-added tax on both
domestic and imported products. Two cases have been performed: the
first case involves imposing a uniform VAT across all sectors. The
second case excluded some sectors from the value-added tax. The final
scenario increases government saving by 5% and imposes 5% sale tax
rate. They all aim to diversify government income flows and increase
government revenue.

The outcome is that, the overall growth performance of the
economy from the direct income tax scenario is positive. Introducing
other forms of taxes can, in principle, raise government revenues without
causing major distortions. The least negative impact on current real
household consumption is from the sales tax scenario where it generates
revenues with minor impact on incentives. A broad-based VAT scheme
has negative effects on the overall growth performance of the economy.
Given the large share of services, which is difficult to tax, in Saudi
Arabia’s non-oil GDP, it is recommended to apply non-uniformly VAT
across the economy.
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Fiscal Policy Reform in Saudi Arabia:
Results from a Dynamic General Equilibrium Analysis

Imtithal A. AL-Thumairi
Department of Economics, University of King Saud

1. Introduction

Like many other oil-producing countries, Saudi Arabia is heavily
dependent on the oil sector and by the way heavily exposed to oil price
risk (Daniel, 2001). Such oil price risk is difficult for the governments to
bear. In the absence of financing opportunities, when prices go down
governments have to cut expenditure or increase other revenue. As a
result, in Saudi Arabia, the government's oil receipts and total revenue
have fluctuated from year to year. Given the vulnerability of public
finances to volatile oil prices, there is a push, within the government to
reconsider the current tax system and studying the feasibility of
developing and diversifying its sources. The Ministry of Finance and
National Economy is considering new ways to tap non-oil tax revenues,
such as the introduction of value added taxes (VAT), in order to stabilize
government revenues and help maintain spending obligations, without
creating disincentives for the private sector and foreign investors, which
are urgently needed to develop and diversify the Saudi economy.

As our objective in the present research focuses mainly on fiscal
reform in Saudi Arabia in order to increase government revenue, this
paper discuss the results of three fiscal policy experiments: (1) increase
all direct tax rates to increase government savings by 5%, (2) 10% VAT
on selected activities and increase government savings by 5%, (3) 5%
Sales Tax rate and increase government savings by 5%.
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The CGE model provides a laboratory for doing controlled
experiments, changing parameters and exogenous variables and
computing the impact of those changes on the economy. The results of
these experiments provide information about the empirical magnitudes
of such impacts, linking them to changes in the economic environment
(e.g., world prices) and/or particular policy instruments. The use of
simulation models to do “counterfactual experiments” is useful for
policy analysis, allowing the analyst to isolate the impact of particular
policy changes or exogenous shocks. Such experiments, however, do not
provide forecasts of how an economy will change over time- forecasting
requires projections of changes in all exogenous variables and
parameters, while counterfactual simulations involve changing only a
few, selected, exogenous variables and parameters.

The model adopted for this research is a neoclassical CGE model
for the Saudi economy (SAUMOD), which will lead to numerous
microeconomic and macroeconomic results for each fiscal policy. This
paper, however, will provide a systematic comparison between the
counterfactual equilibrium and the benchmark equilibrium of the same
year in order to analyze the effects of the three fiscal option experiments
on macroeconomics variables.

The paper is organized as follows. Section 2 describes some
aspects of Saudi’s economy: the high dominance of oil sector in the
economy, trade reform and GCC economic integration, budget
imbalances, taxation policy, and structure of the Saudi economy drawing
on the Social Accounting Matrix (SAM) of Saudi around which the
model is built. Section 3 presents the quantitive framework which is
used to evaluate the effects of these policy measures: the Computable
General Equilibrium model for the Saudi economy (SAUMOD). Section
4 presents and analyzes the simulations of the three fiscal policy
experiments, followed by concluding remarks in section 5.

2. Overview of the Saudi economy

2.1. Sectoral Structure of the Saudi Arabia’s economy: Structural
change in any economy is by its nature only seen on a long-term basis.
There are short-term changes and in relation to Saudi Arabia these are
noticeable in terms of the oil and non-oil split in the economy (see
figurel). The structure of Saudi Arabia’s GDP is very much influenced
by the price changes in the international oil market and the output
changes resulting or associated with oil prices. However, the overall

3
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trend since 1970 has been of an increasing contribution by the non-oil
sector, that by 2000 the oil sector contributed around 40% of GDP and
the non-oil sector contributed around 60%. (Ministry of Planning, 2005).
Table (1) provides information on the sectoral details of the Saudi
Arabia’s economy. The data provided in this table is based on the macro
Social Accounting Matrix (SAUMAC) of 2000 which is the tabular
presentation of the national accounts.

Table (1): Economic Structure in 2000 (%)

Sectors Value | Output | Exports | Export/ | Imports | Import/Final
Added Output demand

1.Agriculture, 4.90 4.27 0.16 0.68 3.87 14.47

hunting and forestry

2.Fishing 0.20 0.18 0.00 0.00 0.00 0.00

3.Crude petroleum | 36.90 25.29 78.00 82.90 0.00 0.00

and natural gas

4.0ther mining and 0.40 0.30 0.09 0.79 0.53 56.41

quarrying

5. Petroleum 2.90 4.89 11.30 62.10 0.13 0.50

refining

6.Foodstuffs  and 0.30 1.47 0.06 13.27 6.89 50.66

beverages

7.Textiles, wearing 0.30 0.33 0.25 13.28 1.56 80.70

apparels and leather

industries

8.Wood, wood 0.20 0.26 0.10 13.26 1.22 68.1

products and

furniture

9.Paper  products, 0.30 0.54 0.40 13.27 2.54 21.2

printing, and

publishing

10.0ther  chemical 5.70 7.43 5.47 15.28 0.40 28.60

industries

11.Basic metal 1.60 2.36 1.74 13.27 11.02 86.6

industries,

fabricated metal

products, machinery
and equipment
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12.0ther 0.70 2.30 1.69 1.80 34.71 20.8
manufacturing

industries

13.Electricity, gas 0.70 0.77 0.00 0.00 0.00 0.01
and water supply

14.Construction 3.70 8.37 0.22 0.47 1.74 5.23
15.Wholesale and 490 5.85 0.10 0.32 3.54 82.55

retail trade, repair of
motor vehicles and
personal household
goods

16.Hotels and 1.90 1.43 0.19 241 1.53 17.07
restaurants

17.Transports, 4.00 5.28 2.56 8.74 12.89 111.57
storage, and
communications

18.Financial 2.00 1.67 0.09 0.94 2.60 490.73
intermediation

19.Real estate, 9.10 6.16 0.20 0.59 2.95 13.67
renting and business
activities

20.Public 7.70 8.54 0.00 0.00 541 11.06
administration and
defense, compulsory
social security

21.Education 7.00 5.17 0.00 0.00 0.00 0.00
22.Health and social 2.60 3.23 0.00 0.00 0.00 0.00
work

23.0ther 1.60 1.79 0.07 0.70 0.00 0.00

community, social
and personal service
activity

24 Private 0.60 0.37 0.00 0.00 0.00 0.00
households with
employed persons

Total 100 100 100 100

Source: the data provided in the table is based on the Saudi Arabia’s Supply and Use table 2000,
Central Department of Statistics, Ministry of Planning.
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Figure (1): GDP By Sector (Current Prices)
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Notes:2004-Preliminary Estimates; GDP and its componants are
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| —&— GDP —&— Non-oil sector Oil sector |

Source: Central Department of Statistics, Ministry of Planning, 2005.

Although there has been growth in all non-oil sectors of the
economy over the last 25 years, the differential growth rates between
sectors have resulted in major changes in the sectoral contribution to
total output. For example, the agricultural sector represents 4.9% of the
Value-Added. This contribution was brought about by a deliberate
government policy of subsidization and price support for agriculture.
However, the constraints on water resources have forced the government
to review its agricultural policies, thus reducing the growth of the sector
and subsequently its contribution. Another example is the construction
sector which peaked in the early 1980’s as shown in figure (2) with a
GDP contribution of 11% by 1984 but reduced thereafter to around
3.70% in 2000 due to lower government project expenditures and the
declining need for new, larger, infrastructure projects.
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Figure (2): GDP By Economic Activity (at current prices)

0.45

0.35 A

(774
o
B

\!

—— Agriculture
—&— Mining and Quarrying
Manufacturing
Bectricity,Gas and Water
—— Construction
—8— Wholesale & Retail Trade, Restaurants and Hotels
—+— Transport, Storage & Communication

Finance, Insurance, Real Estate & Business Senices

Community, Social & Personal Services
—&— Government Services

Source: Statistical Tables for the Forty-First Annual Report, SAMA, 2005.

In contrast to the construction sector, the manufacturing sector
has taken its share of GDP to over 12% by 2000 of which the Petroleum
Refining and other Chemical industries sectors account for 8.6%. The
Services sector, which includes Government services as well as trade,
transport and finance, represents approximately 38% of GDP, where the
Real estate, renting and business activities accounts for more than 9% of
the GDP as the second largest sector of Saudi Arabia’s economy.

The tendency is for the manufacturing sector to expand its share
of GDP. Whether agriculture continues to make its current contribution
to total output will depend upon the future of price support policies and
subsidy levels. The construction sector has passed its peak contribution,
but an expanding population will still exert demands upon this sector,
but more from the perspective of repair and maintence. The services
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sector will also continue to remain strong, although the hope is that
import substitution will limit the growth of services related to imports.
Naturally, despite the major industrial growth taking place in

Saudi Arabia, exports are still dominated by crude and refined oil. Oil
exports constitute 89% of the total exports. A breakdown of oil exports
by type indicates that Crude Oil exports constitute 78% of the total while
an export of refined products represents 11% of total exports. Non-oil
exports, on the other hand are dominated by Petrochemicals which
represents 5.47% of total exports.

The most significant imports concentrates in the other manufacturing
industries 34.71% and transports, storage, and communications 12.98%.
Imports of Foodstuffs stand at 6.89% of imports value.

2.2. Taxation Policy: The Kingdom of Saudi Arabia has a very liberal
tax system; there are few taxes payable by an individual or a company
and they are also at very low rates. In general, Saudi law requires that all
foreign and Saudi companies pay a tax on profits earned in the country.
Companies with joint-ventures having at least 25% Saudi ownership are
exempt from income tax for a period of ten years. A company's tax
status is determined by the department of the Ministry of Finances upon
receipt of the company's records and activities in the Kingdom. Different
tax rates are applied to companies working in petroleum industries. The
final payment to a company is dependent upon a certificate being
received from the Ministry of Finances stating that the contractor is
either exempt from paying taxes or has to pay taxes in full. In May 1993,
the Minister of Finance and National Economy stated that all foreign
companies which are actively involved in the capital expansion of
various industrial projects in Saudi Arabia will be exempted from paying
taxes on profits made in the Kingdom. Foreign investors are to be
encouraged to reinvest their profits which accrue to them from joint-
ventures. The prime objective of this decision is to encourage foreign
participation in industrial projects and to acquire foreign technology.
Such exemption will require that foreign capital be used for the
development of Saudi industries and it will be applied for a period of ten
years from the date a joint company starts its industrial production.
Taxes are collected by the Department of Zakat and Income Tax (DZIT).
Income tax is levied on Saudi-source income of non-Saudi persons or
entities. Currently, no local, regional, property or other sales taxes are
imposed.

8
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Corporate tax is levied on net income. No distinction is made
among the various forms of business organization, and the applicable tax
is computed on the same basis regardless of whether the entity is a
limited liability or joint stock company of a "joint venture". Income tax
on Saudi business organizations is assessed on the foreign shareholder's
or partner's share of the entity's net income. Once such tax is paid, no
additional taxes are levied on distributed profits. Saudi corporate tax
rates range from 25 percent (on annual taxable income of up to SR
100,000) to 45 percent (on annual taxable income of over SR 1 million)
as shown is the following table:

Table (2): Saudi Arabia Corporate tax rates

NET PROFIT LEVEL TAX RATE (PERCENT)
First SR 100,000 25
From SR 100,001 to 500,000 35
From SR 500,001 to 1,000,000 40
Over SR 1,000,000 45

source: (IMF, 2005).

Under current practice, supply contracts whereby a foreign, non-
resident company exports goods to Saudi Arabia would not generate
income subject to Saudi tax. However, supply contracts under which the
foreign, non-resident company also furnishes services in Saudi Arabia
would be taxable in its entirety (i.e., on income derived from the export
of goods as well as provision of services), although the value of supplied
goods can usually be deducted as an expense item.

Personal Income Taxes: Salary and benefits of non-Saudi
employees are not subject to income tax at present. However, non-
Saudis who derive income from investments in Saudi businesses or
from professional activities, and who are non-residents, are taxed at
rates ranging from five percent (for taxable income up to SR 16,000) to
30 percent (for taxable income over SR 66,000) according the
following schema:
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Table (3): Saudi Arabia personal income tax rates

NET INCOME (PER YEAR) TAX RATE (PERCENT)
First SR 6,000 Exempted

From SR 6,001 to 10,000 5

From SR 10,001 to 20,000 10

From SR 20,001 to 30,000 20

Over SR 30,000 30

Source: (IMF, 2005).

In April 2003, the Saudi Arabia’s Shoura Council decided to cut taxes
on profits of foreign companies from 45 percent to a maximum of 25
percent, in order to encourage foreign investment inflows in the country.
In addition, the Shoura Council approved a proposal of imposing a tax of
10% on the annual income of each investor and foreign worker in Saudi
Arabia exceeding 3000 Saudi riyals. (IMF, 2005).

3. Model Description

The model is in the neoclassical-structuralist modelling tradition
presented in Dervis et al. (1982). It incorporates additional features
developed by Lofgren, Robinson, Thomas, and El-Said (2002). It is
formulated as a simultaneous equation system, including both linear and
non-linear equations. The equations capture the full circular flow of
payments including production (activities producing outputs using
factors and intermediate inputs), consumption (by households and the
government), investment (private and public), trade, other government
revenue and spending activities, as well as the market equilibrium
conditions, macro-balances and dynamic updating equations under
which the agents operate.

Production

Each producer (represented by an activity) is assumed to
maximize profits, defined as the difference between revenue earned and
the cost of factors and intermediate inputs. Profits are maximized subject
to a nested production function. At the first nest, the technology is
specified by a constant elasticity of substitution (CES) function or,
alternatively, a Leontief function of the quantities of value-added and
aggregate intermediate input. The Leontief alternative is the default. The
CES alternative may be preferable for particular sectors to allow for

10
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substitution possibilities in the choice of production factors. Value-
added is itself a CES function of primary factors whereas the aggregate
intermediate input is a Leontief function of disaggregated intermediate
inputs. Each activity produces one or more commodities according to
fixed yield coefficients. As noted, a commodity may be produced by
more than one activity. The revenue of the activity is defined by the
level of the activity, yields, and commaodity prices at the producer level.

Unless additional factor-related constraints are imposed, the
essence of the activity profit-maximizing decision involves employing a
set of factors up to the point where the marginal revenue product of each
factor is equal to its factor price. Factor wages may differ across
activities, not only when the market is segmented but also for mobile
factors. In the latter case, the model incorporates discrepancies that stem
from exogenous causes (for example, wage differences across activities
resulting from considerations such as status, comfort, or health risks).
Factor incomes are distributed to domestic and foreign institutions in
fixed shares that are defined by factor and activity. The fact that they are
disaggregated by activity is a Saudi-Specific extension.

Institutions:

In the CGE model, institutions are represented by households,
enterprises, the government, and the rest of the world.

The households (disaggregated as in the SAM for Saudi and non-
Saudi households) receive income from the factors of production and
transfers from other institutions. The households use their income to pay
direct taxes, save, consume, and make transfers to other institutions.
Direct taxes and transfers to other domestic institutions are defined as
fixed shares of household income whereas the savings share is flexible
for selected households. The income that remains after taxes, savings,
and transfers to other institutions is spent on consumption.

Household consumptions purchased at market prices
(incorporating or adjusted for taxes). In many CGE models household
expenditure behaviour functions are derived from the maximization of
Cobb-Douglas or Constant Elasticity of Substitution (CES) utility. The
limitation of using these functional forms for consumption is that they
imply a unitary income elasticity of demand. This fails to account for the
way changes in income affect the structural adjustment of the economy
to exogenous shocks. In order to avoid such drawbacks, household
consumption in the current model is allocated according to linear

11
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expenditure system (LES) demand functions, derived from maximization
of a Stone—Geary utility function. *

Instead of being paid directly to the households, factor incomes
may be paid to one or more enterprises. Enterprises may also receive
transfers from other institutions. Enterprise incomes are allocated to
direct taxes, savings, and transfers to other institutions. Enterprises do
not consume. Apart from this, the payments to and from enterprises are
modelled in the same way as the payments to and from households.

The government collects taxes and receives transfers from other
institutions. All taxes are at fixed ad valorem rates. Transfers from the
rest of the world are exogenous in foreign currency whereas transfers
from domestic institutions are fixed shares of the net (post-tax and post-
savings) incomes of these institutions. The government uses this income
to finance its own consumption, commodity subsidies, and for transfers
to other institutions. Government consumption is fixed in real (quantity)
terms whereas government transfers to domestic institutions (households
and enterprises) are CPI-indexed. Government savings (the difference
between government income and spending) is a flexible residual.

The final institution is the rest of the world. In addition to
transfer payments from the rest of the world to domestic institutions and
factors (which all are fixed in foreign currency), Saudi Arabia receives
payments from the rest of the world for exports. Saudi Arabia spends
pays transfers to the rest of the world modelled as fixed net-income
shares for domestic non-government institutions but fixed in foreign
currency for the government and imports. Foreign savings (or the current
account deficit) is the difference between foreign currency spending and
receipts. The treatment of trade with the rest of the world is explained in
the discussion of commodity markets, which follows next.

Commodity Markets:

All commodities (domestic output and imports) enter markets.
Domestic output may be sold in the market or consumed at home. For
marketed output, the first stage in the chain consists of generating aggre-
gated domestic output from the output of different activities of a given
commaodity. These outputs are imperfectly substitutable as a result of, for
example, differences in timing, quality, and distance between the

' For more details, see Blonigen et al. 1997, 223-225, Dervis et al. 1982, 482-485, and
Stone 1954.
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locations of activities. A CES function is used as the aggregation
function. The demand for the output of each activity is derived from the
problem of minimizing the cost of supplying a given quantity of
aggregated output subject to this CES function. Activity-specific
commodity prices serve to clear the implicit market for each
disaggregated commodity. At the next stage, aggregated domestic output
is allocated between exports and domestic sales on the assumption that
suppliers maximize sales revenue for any given aggregate output level,
subject to imperfect transformability between exports and domestic
sales, expressed by a constant elasticity of transformation (CET)
function. In the international markets, export demands are infinitely
elastic at given world prices. The price received by domestic suppliers
for exports is expressed in domestic currency and adjusted for the
transaction costs (to the border) and export taxes (if any). The supply
price for domestic sales is equal to the price paid by domestic demanders
minus the transaction costs of domestic marketing (from the supplier to
the demander) per unit of domestic sales. If the commodity is not
exported, total output is passed to the domestic market. Domestic
demand is made up of the sum of demands for household consumption,
government consumption, investment (the determination of which is
discussed below), intermediate inputs, and transactions (trade and
transportation) inputs. If the supply of a commodity destined for
domestic use is made up of both imports and domestic output, then all
domestic market demands are for a composite commodity made up of
imports and domestic output, the demands for which are derived on the
assumption that domestic demanders minimize cost subject to imperfect
substitutability. This is also captured by a CES aggregation function.?
Total market demand is directed to imports for commodities that lack
domestic production and to domestic output for non-imported
commodities. Demand prices are adjusted for commodity taxes and
subsidies. The derived demands for imported commodities are met by
international supplies that are infinitely elastic at given world prices. The
import prices paid by domestic demanders also include import tariffs (at
fixed ad valorem rates) and the cost of a fixed quantity of transactions
services per import unit, covering the cost of moving the commodity

" Armington function. Imperfect substitutability between imports and domestic
commaodities.
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from the border to the demander.® Similarly, the derived demand for
domestic output is met by domestic suppliers. The prices paid by the
demanders include the cost of transactions services (if such cost is
treated explicitly in the SAM); in this case reflecting that the commodity
was moved from the domestic supplier to the domestic demander. The
prices received by domestic suppliers are net of these transaction costs.
Flexible prices equilibrate demands and supplies of domestically
marketed domestic output. Compared with the alternative assumptions
of perfect substitutability and transformability, the assumptions of
imperfect transformability (between exports and domestic sales of
domestic output) and imperfect substitutability (between imports and
domestically sold domestic output) permit the model to better reflect the
empirical realities. The assumptions used give the domestic price system
a degree of independence from international prices and prevent
unrealistic export and import responses to economic shocks. At the
disaggregated commodity level, these assumptions allow for a
continuum of tradability and two-way trade, which is commonly
observed even at very fine levels of desegregations.

Model Closure

Closure means that one or more macro accounts is assumed
exogenous, and states that the closure problem refers to the choice of
which variables is to be endogenous in order to achieve equilibrium in
savings and investments, government revenue and expenditure, and the
balance of trade.

For the current model, flexible government savings clears the

government account, exchange rate is fixed and foreign savings are
flexible, and investment is determined by aggregate savings.
The CPI is the model numeraire. A numeéraire is required since the
model is homogeneous of degree zero in prices: a doubling of the value
of the numéraire would double all prices but leave all real quantities
unchanged. All simulated price and income changes should be
interpreted as changes vis-a-vis the numéraire price index.

" The transaction costs are not ad valorem. The rates- the ratio between the margin and
the price without the margin- change in the prices of transactions services and/or the
commodities that are marketed.
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Capital Accumulation

All changes in total capital supply are endogenous in the
dynamic model. In a given time period the total available capital is
determined by the previous period’s capital stock and investment
spending. However, what remains to be decided is how the new capital
stock resulting from previous investment is to be allocated across
sectors.

An extreme specification of the model would allocate investment
in proportion to each sector’s share in aggregate capital income or
profits. However, in the current dynamic model, these proportions are
adjusted by the ratio of each sector’s profit rate to the average profit rate
for the economy as a whole. Sectors with a higher-than-average profit
rate receive a larger share of investment than their share in aggregate
profits. This updating process involves four steps.

The first step at which the average economy-wide rental rate of
capital is calculated for time period t. This is equal to the sum of the
rental rates of each sector weighted by the sector’s share of total capital
factor demand. In the second step each sector’s share of the new capital
investment is calculated by comparing its rental rate to the economy-
wide average. This term is then multiplied by the existing share of
capital stock to arrive at a sectoral distribution for new capital. The third
step of the updating procedure in which the quantity of new capital is
calculated as the value of gross fixed capital formation divided by the
price of capital. This is then multiplied by each sector’s share of new
capital to arrive at a final quantity allocated to each sector. In the final
step the new aggregate quantity of capital and the sectoral quantities of
capital are adjusted from their previous levels to include new additions
to the capital stock. Over and above these changes there is also a loss of
capital to account for depreciation.

The above specification of capital accumulation and allocation is
not fully inter-temporal. It is assumed that any expectations that
influence the level and distribution of investment are based on past
experience. While this is an assumption, it does greatly simplify the
dynamics of the model and avoids the specification of inter-temporal
optimisation.

Policy Instruments

The model includes a variety of important instruments of
economic policy: indirect taxes on production, tariffs and other taxes.
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Each of these taxes is differentiated by sector, product, household, and
production factor. There are four main dimensions of the model: sectors
(defined in the policy results), household types (Saudi and non-Saudi)
and labor category (Saudi workers and non-Saudi workers), and time.
Some of these broad dimensions are split into sub-dimensions (or
subsets to use the GAMS terminology). The base data set is constructed
around a 24 sector database, derived from a 2000 Saudi Arabian SAM.*

4. Policy scenarios
4.1. Baseline Scenario

In order to construct a baseline scenario, the values of a number
of variables need to be set>. In the benchmark case, it is assumed that the
economy is on a steady-state growth path, where all the quantity
variables grow at the same rate and all relative prices remain unchanged.
When a policy measure is implemented the economy enters on transition
path, until, after some time it has reached a new steady-state growth path
(Ballard, Fullerton, Shoven and Walley, 1985). For the purpose of this
research, of course, we are interested in the transition path induced by
the policy measure and the characteristics of the new path. Figure (3)
shows the detailed calibration procedures for the model.

The SAUMOD has been calibrated given the assumption about
the exogenous and endogenous growth of productive factors, as well as
by increasing factor productivity. The rate of capital depreciation is
determined exogenously, while the net increase in capital stock is
determined endogenously, according to (savings-driven) new investment
and the depreciation of the capital stock in the previous year. The total
factor productivity growth rate for all productive sectors is set at 0.1%
annually to reflect a slight technological progress in the economy. The
rate of depreciation of the capital stock is set at 5% annually. The capital
output ratio, which determines the extent of capital accumulation, is set
exogenously at 1.0. The growth rates of the supply of workers are given

* for more details and clear documentation of the model database see (AL-Thumairi,
2006). It includes a technical chapter describes the methods and the data used in
constructing of a Social Accounting Matrices for Saudi Arabia (SAUSAMs) for the
year 1999 and 2000, in a stepwise fashion, using unpublished I/O tables for the same
years and other data sources.

* These values have been set in accordance with the actual performance of the Saudi
Arabia’s economy during the period 2000-2005, (Achievements of the Development
Plans Facts and Figures, Ministry of Planning, Saudi Arabia, 2005).
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exogenously to the model. Between 2000 and 2015, the labour force
grows by 4.7% yearly for Saudi workers reflecting the high population
growth rate and the relatively young population and by 2.5% for non-
Saudi workers. Over the same period, the total population is assumed to
grow at an average annual rate of 2.5%.

For the purpose of our model, the following parameters have
been selected®: The elasticity of substitution between imports and
domestic output in domestic demand (Armington elasticity) (1.5), CET
elasticity ( is the elasticity of transformation for domestic marketed
output between exports and domestic supplies) (1.5), Elasticity of
substitution between factors- bottom of technology nest (0.6), Elasticity
of substitution between aggregate factors and intermediate-top of
technology nest (0.6), Output aggregation elasticity for commodity c (4),
Income elasticities are differentiated by product, and vary from 0.75 for
staple products to 1.20 for services, Frisch parameter for household LES
demand ( -2).’

" These elasticises values come from the empirical literature devoted to CGE models.
See for instance Burniaux, Nicoletti and Oliveira-Martins (1992), Konan and Maskus
(1997) or more recently Gallaway, McDaniel and Rivera (2000). They are consistent
with the estimates of some elastisities of Saudi Arabia conducted by EL-Tawijri et. al
(2005).

' The Frisch parameter measures the elasticity of the marginal utility of income with
respect to income.

For an econometrically estimated function relationship between the Frisch parameter
and pre-capita income based on cross-country data, see P.248 in Lluch, Powell and
Williams (1977). Patterns in Household demand and savings, London: Oxford
University Press.

The LES demand system permits to specify commodity-specific expenditure elasticities
and household-specific Frisch parameters. If one specifies all elasticities to be unity
and the Frisch parameter is set at -1, the LES system collapses to a Cobb-Douglas
system.
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Figure (3): Flow Chart Outlining Calibrating Procedures for the
SAUMOD
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Source: See John.B. Shoven and John. Whalley (1992). Applying General Equilibrium.
Cambridge University Press for the typical flow chart in typical CGE model

The performance of the macro economy under the baseline
scenario is summarised as following.

1. Final consumption expenditure will decline from 75.40 percent
of GDP in 2000 to 69.70 percent of GDP in 2015, based on its
average annual growth rate of about 7.10 percent. Due to the
closure rules of the model, government final consumption in real
term is fixed, leading to a decline of the share of government
final consumption in GDP from 25.72 percent in the base year to
about 13.80 percent by the end of the simulation year.

2. Private consumption expenditure as a percentage of GDP will
increase from 35.51 percent to about 57.12 percent in 2015,
growing at an average annual rate of 7.10 percent.
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3. The growth in aggregate investment will be achieved mainly at
the expense of fixed growth in final government consumption
expenditure as resources are transferred from consumption
towards investment. The value of aggregate investment will
increase from SR140.12 Billion in the base year to SR265.63
Billion by the end of the simulations year, as the investment is
expected to grow at an average annual of about 4.26 percent.

4. The value of exports of goods and services will increase from
SR297.54 Billion in the base year to SR467.48 Billion by the end
of the simulations year, while the share of exports will decline
from 41.64 percent to 40.32 percent during the same period. The
value of imports of goods and services will also increase from
SR160.64 Billion in the base year to SR330.58 Billion by the end
of the simulations year based on its average annual growth rate
of about 4.81 percent.

5. The total value of the GDP at market price will increase from
SR714.552 Billion in the base year to SR1, 350 Billion by the
end of the simulations year, based on its average annual growth
rate of about 4.24 percent. This is mostly due to factor
accumulation since the rate of increase in total factor productivity
is marginal.

4.2. Alternative Scenarios

We now evaluate the impact of the various reforms. The most
important option available for diversifying government income flows
and to maintain public revenues against the adverse impacts of sharply
fluctuating world oil prices is to increase non-oil revenues. This can be
done by formulating three scenarios: the introduction of the income and
profit tax on households, the introduction of VAT, and the introduction
of the sales tax. They are all aimed at increasing government revenue.
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Table (4): Assumptions for Fiscal Reform Simulations

Scenariol:
Increase government saving by 5% and finance it by an increase in
household taxes.

Scenario2: Case A:
Increase government saving by 5% and impose | Uniform VAT across all
5% value-added tax on both domestic and | sectors

imported products. Case B:
Non-Uniform VAT (Some
sectors are exempted)*

Scenario3:
Increase government saving by 5% and impose 5% sales tax rate.

Note: for all simulations, real government consumption is fixed. The government budget is
balanced through the direct taxes on household. Investment is determined by aggregate savings.
Increase government saving increases aggregate saving and investment. Exchange rate is fixed,
and foreign savings adjusts endogenously.

* The following sectors are excluded from the value-added tax: Electricity, gas and water supply
(ELEWAG), Foodstuffs and beverages (FOODI), Public administration and defence, compulsory
social security (PADMIN), Real estate, renting and business activities (REALES), Education
(EDUC), Health and social work (HEALTH), Other community, social and personal service
activity (SOCIAL), Private households with employed persons (PRIVA).

Assuming that the fiscal policy reform would be adapted during
the eight and the ninth development plans period (2005-2015), using
SAUMOD we now need to analyze the economic impacts of the three
policy scenarios. The policy impacts are compared to the baseline
situation, in terms of macroeconomics aggregates, trade volumes,
sectoral outputs and household’s welfare.

Fiscal policy reforms are needed to mobilize non-oil revenue, as
expenditure cuts of the magnitude required would be difficult. Further
cuts in capital expenditure may not be feasible, or indeed desirable, in
view of the need to replenish the aging capital stock. As such, a durable
fiscal consolidation requires a balanced approach between revenue and
expenditure and between expenditure components, as well as structural
improvements in the budget to reduce the nondiscretionary element of
expenditure and make revenue more responsive to economic activity
(\Valdes and Engel, 2000).

Given the dominance of the oil sector in the Saudi Arabia’s
economy, the issues is to develop the non-oil revenues in order to
diversify the sources of public revenues, including broadening the tax
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base. In order to tackle these issues, the policy options simulated include
introducing taxes on personal and corporate incomes, property, value
added taxes (VAT) and local taxes. In this reform three tax simulations
are preformed, government savings rise by exactly 5% which achieved
by use of direct tax policy tool.

Scenariol: Introduce income and profit tax and 5% increase in
government savings:

The first experiment (Direct Tax Scenario- DTAX) brings about
this increase in government savings exclusively via a direct tax imposed
on all households. On the macro level, the increase in government
revenue goes to government savings, and real aggregate investment
increases by 1.15% in 2005, 3.17% in 2010, and 4.87% in 2015. Total
absorption and real household consumption improve at a very small rate.
The change in real absorption from introducing tax income is 0.46% in
2005, 1.16% in 2010, and 1.79% in 2015. Real household consumption
increase slightly by 0.35% in 2005, 0.72% in 2010, and 1.13% in 2015.
This is achieved through the mechanism derived from increasing direct
government transfers to households.

Total real imports increase by 1.06% in 2005, 1.61% in 2010,
and 1.96% in 2015. Total real exports also increase by 0.64% in 2005,
1.06% in 2010, and 1.38% in 2015. The total effect from direct tax
scenario on the real GDP is positive; the GDP at market price increase
by 0.37% in 2005, 1.03% in 2010, and 1.7% in 2015.
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Table (5): Macroeconomic effects of the Fiscal Policy Reform (mn.SR)

(% change compared with the baseline)

MACROECONOMIC 2005 2010 2015

RESULTS

BASELINE

Government Consumption 183805.00 183805.00 183805.00

Absorption 754029.39 957998.29 1192438.0

Private Consumption 387524.34 549768.17 743003.60

Fixed investment 182700.05 224425.13 265629.40

Total Real Exports 344611.83 401101.83 467482.50

Total Real Imports -207707.83 -264197.83 -330578.50

GDP at market prices 893507.33 1104375.76 1350358.5

Net-indirect taxes 29305.45 37363.33 46646.20

GDP at factor cost 864201.88 1067012.42 1303712.4

Direct Tax Scenario

Absorption 0.46 1.16 1.79

Private Consumption 0.35 0.72 1.13

Fixed investment 1.15 3.17 4.87

Total Real Exports 0.64 1.06 1.38

Total Real Imports 1.06 1.61 1.96

GDP at market prices 0.37 1.03 1.70

Net-indirect taxes -0.25 0.45 1.05

GDP at factor cost 0.39 1.05 1.72

Value-Added Tax Scenario | Non- UNI- Non- UNI- Non- UNI-
univA VAT univA VAT univVAT VAT

T T

Absorption -0.36 -0.66 -2.23 -3.27 -5.62 -7.80

Private Consumption 0.18 0.33 -2.08 -2.38 -5.74 -6.90

Fixed investment -1.87 -3.42 -4.40 -8.15 -9.15 -15.73

Total Real Exports -1.18 -1.60 -3.63 -4.89 -7.07 -9.51

Total Real Imports -1.96 -2.66 -5.51 -7.42 -10.00 -13.45

GDP at market prices -0.29 -0.55 -1.86 -2.86 -4.94 -7.12

Net-indirect taxes -1.97 -2.37 -4.85 -6.50 -9.31 -12.95

GDP at factor cost -0.23 -0.49 -1.75 -2.74 -4.78 -6.91

Sales Tax Scenario

Absorption -0.97 -0.98 -1.30

Private Consumption -0.38 -1.29 -1.50

Fixed investment -3.23 -2.38 -1.63

Total Real Exports -0.05 -0.26 -0.46

Total Real Imports -0.09 -0.39 -0.65

GDP at market prices -0.90 -1.29 -1.37

Net-indirect taxes -1.60 -1.91 -2.00

GDP at factor cost -0.88 -1.27 -1.35

Note: all results, if not indicated otherwise, are presented as percentage changes relative to the
baseline. Baseline: projected dynamic path without shock.
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Scenario2: The introduction of uniform and non-uniform VAT:

In the second experiment (Value-Added Tax Scenario) two cases
have been performed. The first case involves imposing a 5% uniform
VAT across all sectors (UNI-VAT). The second case excluded some
sectors from the value-added tax (Non-uni VAT). For these two cases
the value-added tax applied on both domestic and imported products.
The macroeconomic results are shown in table (3). The real absorption
and the private consumption both decline for both experiments.
Although the percentage changes of private consumption was positive in
2005; 0.33% for uniform VAT and 0.18% for non-uniform VAT; this
percentage falls to -6.9% for uniform VAT and -5.74% for non-uniform
VAT in 2015. Total real exports decline by -1.18% in 2005, -3.63% in
2010, and -7.07% in 2015 for non-uniform VAT, and -1.6% in 2005, -
4.89% in 2010, and -9.51% in 2015 for uniform VAT. Total real imports
also decline by -1.96 % in 2005, -5.51% in 2010, and -10% in 2015 for
non-uniform VAT, and -2.66% in 2005, -7.42% in 2010, and -13.45% in
2015 for uniform VAT. The effect on real GDP is negative for both
cases; it declines by -0.29% in 2005, -1.86% in 2010, and -4.94% in
2015 for non-uniform VAT, and -0.55% in 2005, -2.86% in 2010, and -
7.12% in 2015 for uniform VAT.

Scenario3: The introduction of sales taxes:

The third experiment (Sales Tax Scenario- TQ) involves
imposing 5% sales tax rate on the goods supplied to domestic market
(i.e. composite supply). The results of this scenario show that the total
real absorption and its components decline. Total real absorption decline
by -0.97% in 2005, -0.98% in 2010, and -1.3% in 2015. Households
consumption also decrease by -0.38% in 2005, -1.29% in 2010, and -
1.5% in 2015. Total real imports decline by -0.09% in 2005, -0.39% in
2010, and -0.65% in 2015. Total real exports also decrease by -0.05% in
2005, -0.26% in 2010, and -0.46% in 2015. Real GDP at market price
decrease by -0.09% in 2005, -1.29% in 2010, and -1.37% in 2015.
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Table (6): Macro Indicators (Average annual growth rates %) 2000-2015

Macroeconomic INITIAL BASE DTAX [ Non-Uni UNI- TQ
Results (million VAT VAT
SR)
Real Absorption 323924.00 8.69 8.81 8.30 8.15 8.60
Private 253724 7.1 7.17 6.69 6.52 7.00
Consumption
Fixed investment 140119.00 4.26 4.58 3.62 3.12 4.15
Total Real Exports 297539.00 3.01 3.10 2.52 2.35 2.98
Total Real Imports -160635.00 4.81 4.94 4.11 3.85 4.77
GDP at market 714552.00 4.24 4.36 3.91 3.75 4.15
prices
Net-indirect taxes 22148.11 4.97 5.04 4.31 4.04 4.83
GDP at factor cost 692403.89 4.22 4.33 3.89 3.74 4.13

Source: the data provided in this table is based on the results of the policy simulations.
Baseline: projected dynamic path without shock.

The effect of this reform on the economic activity is different for
the three tax experiments. The direct tax reform could lead to a 0.12%
percentage point increase in the overall growth performance of the
economy from an average of 4.24% per annum during the period (2000-
2015) in the baseline scenario to 4.36% during the same period (Table
6). The other tax reforms show a small negative effect on the GDP. The
sales tax scenario leads to a -0.09% percentage point decrease in the
overall growth performance. The non-uniform VAT reform performs
better than the uniform VAT scenario. The overall real GDP growth rate
declines by -0.33% for the non-uniform VAT scenario compared with -
0.49% for the uniform scenario.
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Table (7): Sectoral GDP annual growth rate and Real Share change in GDP% (2000-2015)

Sectors BASE DTAX non-uni VAT UNI-VAT TQ
Growth Share Growth | Share Growth | Share Growth | Share Growth | Share
Rate % in GDP | Rate % | in Rate % | in Rate % | in Rate % | in
GDP GDP GDP GDP
1. Agriculture, hunting and forestry 7.86 3.64 8.21 3.87 8.58 4.68 8.05 4.30 7.84 3.71
2. Fishing 7.64 3.42 7.83 3.50 8.09 4.20 7.62 3.88 7.64 3.51
3. Crude petroleum and natural gas 2.10 -2.12 2.09 -2.24 2.13 -1.76 2.13 -1.61 2.10 -2.03
4. Other mining and quarrying 8.25 4.03 9.01 4.67 6.23 2.34 4.80 1.06 8.49 4.36
5. Petroleum refining 4.09 -0.12 3.73 -0.60 4.43 0.54 4.55 0.81 3.43 -0.70
6. Foodstuffs and beverages 8.46 4.24 8.92 4.58 9.68 5.79 9.16 5.42 8.19 4.06
7. Textiles, wearing apparels and leather industries 8.84 4.63 9.38 5.05 7.16 3.27 5.24 1.50 9.26 5.14
8. Wood, wood products and furniture 8.84 4.62 9.31 4.98 7.32 3.43 6.05 231 9.11 4.98
9. Paper products, printing, and publishing 5.48 1.26 5.63 1.30 4.92 1.02 4.32 0.58 5.22 1.09
10. Other chemical industries 6.24 2.02 6.38 2.05 5.25 1.35 4.65 0.91 5.98 1.85
11.Basic metal industries, fabricated metal 8.94 4.72 9.65 5.32 6.22 2.32 4.43 0.69 9.06 4.93
products, machinery and equipment
12. Other manufacturing industries 6.43 2.21 6.45 2.12 6.02 2.13 5.78 2.04 6.11 1.98
13. Electricity, gas and water supply 5.02 0.80 4.99 0.66 4.69 0.80 4.93 1.19 4.87 0.75
14. Construction 4.48 0.26 4.75 0.41 3.82 -0.07 3.37 -0.37 4.35 0.22
15. Wholesale and retail trade, repair of motor 4.84 0.63 5.07 0.74 4.26 0.37 3.77 0.03 4.69 0.56
vehicles and personal household goods
16.Hotels and restaurants 6.39 2.18 6.42 2.09 6.02 2.13 5.23 1.49 6.43 2.30
17. Transports, storage, and communications 6.32 2.10 6.39 2.06 5.49 1.60 4.99 1.25 5.95 1.82
18. Financial intermediation 5.42 1.20 5.53 1.19 4.95 1.06 4.50 0.76 5.21 1.08

25




Economic Studies: Volume 7, 14

Sectors BASE DTAX non-uni VAT UNI-VAT TQ
Growth Share Growth | Share Growth | Share Growth | Share Growth | Share
Rate % in GDP | Rate % | in Rate % | in Rate % | in Rate % | in
GDP GDP GDP GDP
19. Real estate, renting and business activities 6.52 2.30 6.70 2.36 5.70 1.81 6.27 2.53 6.46 2.33
20. Public administration and defence, compulsory 1.13 -3.09 1.11 -3.22 1.10 -2.79 1.01 -2.73 1.06 -3.07
social security
21. Education 1.80 -2.42 1.72 -2.61 1.68 -2.22 2.02 -1.72 1.77 -2.36
22. Health and social work 2.64 -1.58 2.66 -1.68 2.31 -1.58 2.25 -1.49 2.51 -1.62
23. Other community, social and personal service 3.07 -1.15 3.07 -1.27 2.68 -1.21 2.70 -1.04 291 -1.22
activity
24. Private households with employed persons 4.97 0.75 4.74 0.41 5.02 1.12 6.33 2.59 5.08 0.95
Total 4.22 0.00 4.33 0.00 3.89 0.00 3.74 0.00 4.13 0.00

Source: the data provided in this table is based on the results of the policy simulations.
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Tables (7) shows the results of these tax experiments on sectoral
GDP annual growth rate and sectroal share in GDP as percentage change
from the baseline scenario. The overall growth performance of the crude
petroleum and natural gas sector is almost the same across different tax
scenarios. This reflects the fact that this sector exports constitutes 78%
of its total output and such domestic policies might not have an effect on
its growth rate since it has poor linkages with other production sectors
apart from the petroleum refining and the other chemical industries
sectors.

The Electricity, gas and water supply sector witnesses a decline
in its performance for all tax policy scenarios. The uniform VAT tax
reform leads to a -0.33% percentage point decrease in the performance
of this sector from a average of 5.02% per annum during the period
(2000-2015) in the baseline scenario to 4.69% during the same year. The
sales tax scenario lead to -0.15% point decrease in the growth rate of this
sector. This effect is, however, very low with direct tax and non-uniform
VAT scenarios; the percentage point decrease is -0.03% and -0.09%
respectively.

Government Revenue:

As shown in table (8) total government revenue improved in
all tax simulations. In the first experiment the introduction of
income tax results in increasing total government revenue from SR
440,158 million to SR 463704 million (an increase of 5.35%) in
2015. The direct tax payments become significant from SR
34,035.5 million (taxes on Enterprises) to SR 239,444.5 million
(households and enterprises taxes) in 2015.
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Table (8): Results for Fiscal Policy Reform: Government Revenue
Government nen-uni
Revenue BASE DTAX VAT UNI-VAT TQ
2000 2015 2015 2015 2015 2015
Indirect
taxes 12731 | 23982.94 | 24462.0272 | 22683.09 | 21896.3527 | 22,472.25
Tariffs 9650 | 25084.43 | 25436.00 | 21242.27 | 20688.9252 | 23,516.92
VAT 0.00 0.00 147069.99 | 196056.37
VAT-
imports 0.00 0.00 29832.49 | 38998.4448
Sales Tax 0.00 0.00 97350.66
Direct taxes | 9684 | 34035.47 | 239444.466
Domestic
Transfers | 232000 | 442264.25 | 440668.801 | 403363.71 | 390520.631 | 409767.5809
Foreign 3 } .
Transfers | -46027 | 51173.568 | -51213.553 | 49059.911 | -46087.509 | 48534.46866
Total 218038 | 440158.05 | 463704.749 | 443865.76 | 461339.511 | 460503.1734

Source: the data provided in this table is based on the results of the policy simulations.
Baseline: projected dynamic path without shock.

Table (9): Government Revenue
(% change compared with the baseline)

Total Government Revenue 2005 2010 2015
BASELINE 287687.09 | 366685.55 | 440158.05
Direct Tax Scenario 300557.29 | 384968.08 | 463704.75
Non-uniform VAT Scenario 294365.94 | 371599.74 | 443865.76
Uniform-VAT Scenario 301738.87 | 384888.05 | 461339.51
Sales Tax Scenario 298031.80 | 381800.93 | 460503.17
(% change compared with the baseline)

Direct Tax Scenario 4.47 4.99 5.35
Non-uniform VAT Scenario 2.32 1.34 0.84
Uniform-VAT Scenario 4.88 4.96 4.81
Sales Tax Scenario 3.60 412 4.62

Source: the data provided in this table is based on the results of the policy simulations.
Baseline: projected dynamic path without shock.

In the baseline, the value-added tax and the commodities tax are
all zero, so the other columns show the amounts paid under the various
experiments. The value-added tax experiment increases the total
government revenue from SR440158 million to SR443865 million in
2015 for non-uniform VAT (an increase of 0.84%), and SR461339
million in 2015 for uniform VAT (an increase of 4.81%). The difference
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comes from the total amount of VAT on both activities and imported
commodities. In the case of non-uniform VAT, the value-added taxes on
activities is SR147070 million compared to SR196056 million for
uniform VAT in 2015. The value-added taxes on imported commodities
amounted to SR29833 million compared with SR38998 million for a
uniform VAT in 2015. In the Sales taxes scenario, the total government
revenue also increases by 3.6% in 2005, 4.12% in 2010, and 4.62% in
2015. Table (8) shows that the commaodity taxes are zero in the baseline
scenario, but amounted to SR97351 million as shown in the last column.

Uniform and Non-uniform VAT, and Sales taxes:

According to WTO rules, VAT can not be only introduced on
imports®. For this and other reasons (GCC Custom Union), the value-
added tax is applied both on domestic activities and imported
commodities (when imports exist for a given commodity). For this
simulation, there are two cases: uniform VAT across all sectors, and
non-uniform VAT on selected sectors and corresponding imports. Figure
(4) shows the uniform and non-uniform VAT and sales taxes.

Figure (4) :Uniform and Non-uniform VAT and Sales taxes
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Source: results of the policy simulations.

The uniform VAT applied on all economic activities and
imported commodities. The difference between the uniform VAT and

8 AL-Thumairi, Imtithal (2000). “The Economic Impact of the accession of the
Kingdom of Saudi Arabia to the World Trade Organization (Input-Output Model)”,
King Saud University (KSU).
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non-uniform VAT represents the loss of tax revenues resulting from the
exclusion of some economic sectors from the VAT. The sales taxes, by
definition, are applied to the commodity level both for domestic and
imported commodities. It is different from the VAT since it does not
apply to commodities for which the entire output volume is exported.

Households’ welfare:

Economists are often concerned with the overall welfare effect
on the economy from any policy changes. The model uses an equivalent
variation (EV) measurement as its basic indicator of welfare effects. The
equivalent variation (EV) is based on the concept of a money metric
indirect utility function and measures the income needed to make the
household as well off as is in the new counter-factual equilibrium
evaluated at benchmark prices to assess welfare gains or losses.

For the fiscal policy reforms the highest welfare gains achieved
by the direct tax scenario (SR494328.5 million). This is achieved
through the mechanism of increasing direct government transfers to
households which yields the increase of household consumption. The
rest of Fiscal Policy Reforms scenarios witness welfare losses however.
At a detailed level, the most affected group of these simulations is the
Non-Saudi households. In the VAT scenarios (non-uniform, uniform)
and sales tax scenario, the changes in real household consumption for
non-Saudi fall of (10.3%, 12%, 2%) respectively. The reason for this
shift in real household consumption is due to the fact that the non-Saudi
households are assumed to keep the transfers to the rest of the world
unchanged.

5. Conclusion

Summing up, raising government saving by five percent through
different tax tools vyields different results. The overall growth
performance of the economy from direct income tax scenario is positive.
Total absorption and real household consumption are improved at a very
small rate. This is achieved mainly through the mechanism derived from
increasing direct government transfers to households (i.e. closure rule).
Introducing other forms of taxes can, in principle, raise government
revenues without causing major distortions. The least negative impact on
current real household consumption is from sales tax scenario where it
generates revenues with minor impact on incentives. A broad-based
VAT scheme has negative effects on the overall growth performance of
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the economy. Given the large share of services, which is difficult to tax,
in Saudi Arabia’s non-0il GDP, it is recommended to apply non-
uniformly VAT across the economy.

Concerning the methodology used in this study, some fruitful
directions for future empirical researches can be suggested. for example,
further disaggregation of the SAUSAM to include subsides by sector
will make it possible to address policy scenarios concerning the
reduction or elimination of these production and consumption subsidies
on the performance of Saudi economy especially given the recent
accession of the Kingdom to the WTO.
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The Effect of Government Support on
Economic Growth in Saudi Arabia

Mamdouh Awad AlKhatib
Department of Economics, King Saud University

Abstract

During the last few decades, the government of Saudi
Arabia has provided different forms of support and assistance to
various economic sectors. These sectors have received the support
according to the phases of the economic development and the
priorities of the comprehensive development plans.

This study aimed at analyzing the impact of the government
support on the economic growth in the non-oil sector. To analyze
the impact of the government support, a broader neoclassical
production function has been used with capital, labor, government
subsidies, soft government loans, government expenditure minus
subsidies, and the money supply variables.

The econometric results showed that all variables included
in the model except the labor force are significant, The results
indicated that both the government subsidies and soft loans have a
weak impact on economic growth. The elasticity of the
government soft loans (0.07) is higher than the elasticity of the
non-refundable government subsidies (0.032). The study
concluded that the impacts of support policies applied by the
Kingdom to economic growth were limited which indicate the
importance of social consideration in implementing such policies.
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The Effect of Government Support on
Economic Growth in Saudi Arabia

Mamdouh Awad AlKhatib
Department of Economics, University of King Saud

Abstract

The government of the Kingdom has provided during the
last few decades different forms of support and assistance to
various economic sectors. These sectors have received different
forms of supports according to the phases of the economic
development and the priorities of the comprehensive development
plans.

This study aimed to analyze the impact of the government
support on the economic growth in the non-oil sector. To analyze
the impact of the government support, a broader neoclassical
production function has been used including besides the capital and
labor variables the government subsidizes, soft government loans,
government expenditure minus subsidizes, and the money supply
(M3).

The econometric results showed the significance of all
variables included in the model except the labor force and
indicated that both government subsidizes and soft loans have a
significant and weak impact on the economic growth. The
elasticity of the government soft loans (0.07) is higher than the
elasticity of the non-refundable government subsidizes (0.032).
The study concluded that the impacts of support policies applied
by the Kingdom to the economic growth were limitative. This
shows that the government support policy has social impacts that
might exceed its limited economic objectives.
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