
KUWAIT: Saudi Arabia’s economy
has begun to feel the effects of the
decline in oil prices: non-oil activity
has moderated, the fiscal account
has fallen into deficit and the flow of
deposits into the banking system,
especially government-sourced, has
slowed. Faced with a sizeable fiscal
deficit, a consequence of lower oil
revenues and record high spending,
and the prospect of increased draw-
downs of  the k ingdom’s foreign
reserves,  the authorities in 2015
started issuing sovereign bonds for
the first time since 2007. Concerns
over fiscal sustainability, tightening
banking sector liquidity in the con-
text of bond issuance, and slowing
deposit growth all weighed heavily
on the markets during the latter half
of 2015. The result was: interbank
rates spiked, CDS spreads widened
and the performance of the bench-
mark TASI stock index swung into
double-digit negative territory on
the year. The subsequent downgrade
of Saudi Arabia’s credit rating, from
AA- to A+, by S&P added to markets’
anxieties. Nevertheless, consumer
activity remains buoyant, supported
by government spending, and oil
output has expanded. Moreover,
with substantial  government
deposits  at  SAMA and foreign
reser ve assets,  the k ingdom has
ample resources to help it negotiate
the economic downturn, at least
over the medium term. Clearly, how-
ever, prudent fiscal policies will need
to be the way for ward for  Saudi
Arabia. 
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Oil output has surprised to the
upside  in  2015 as  Saudi  Arabia
stuck to its ‘market share over price’
strategy.

Real oil  output is expected to
expand by 3.3 percent in 2015 after a
year in which oil production surged
to a record high of over 10.0 million
barrels per day (mb/d) on average.
Elevated oil production has come
about as Saudi Arabia’s  looks to
retain and increase export market
share amid plunging oil prices, and
as it attempts to move up the hydro-
carbon value-chain by increasing
production of refined products. The
latter has been boosted by increases
in refinery capacity. Crude for direct
burn ie power generation has also
been a factor, especially over the
energy-intensive hot summer
months. Moving into 2016 and 2017,
we forecast real oil GDP growth to
slow to 0.8 percent and 0.2 percent
y/y, respectively.

Non-oil activity buoyant
Non-oil activity is likely to remain

relatively buoyant, supported by
government spending. However,
there are signs that the economy is
cooling: GDP growth in 2Q15 slowed
for the third successive quarter and
key metrics of consumer and busi-
ness activity such as point of sale
(POS) and ATM transactions, business
confidence and private sector credit
growth, have al l  been sl ipping.
October ’s reading of the Saudi
Purchasing Managers’ Index (PMI),
which tracks business conditions in
the non-oil sector, fell for the second
consecutive month, to 55.7 on slower
output and new orders.  This is the
lowest figure in the survey’s 6-year
history. The pace of job creation also
seemed to be slowing. Having said
that,  both business activity and
employment growth remained
healthy-indeed payroll  numbers
increased for 19 months in a row.
Taking this into consideration, annual
non-oil growth is projected to slow,
from 5.0 percent in 2014 to an aver-
age of 3.7 percent during 2015-2017. 

Headline GDP growth is, there-
fore, forecast to expand by 3.5 per-
cent in 2015 before slowing to 2.5
percent and 2.3 percent in 2016 and
2017, respectively. 

Solid but slowing employment
growth 

Looking at Saudi employment
trends, the recent PMI survey chimed
with employment data provided by
the central statistical office that
showed the number of Saudis taking
up employment,  for  example,
increasing by 56,000, or 1.1 percent,
to 4.9 mil l ion over the last  year
(1H14-1H15). Again, though, this is a
notable slowdown from the 5.6 per-
cent and 8.9 percent growth rates
witnessed in 1H14 and 1H13, respec-
tively. Also, this is slower than both
the 4.5 percent y/y increase in the
rate of  expatriate employment
growth recorded in 1H15 and the 4.0
percent y/y increase in the pace of
overall economic growth over the
same period; up until June 2015,
Saudi job creation had been pro-
ceeding at a faster rate than overall
GDP growth.

Nevertheless, the proportion of
Saudis employed in the private sec-
tor, the Saudization ratio, which is a
key metric  of  the government ’s
Nitaqat program, has steadily
improved. The ratio increased from
9.9 percent in 2009 to 15.2 percent
in 2013 (the last year for which data
is available). Moreover, the Saudi
unemployment rate has also fallen
steadily and gradually since 2011,
from 12.4  percent to 11.6 percent as
of mid-2015.

Inflation remains subdued 
Consumer price inflation in Saudi

Arabia remained muted at 2.3 per-
cent last September. This largely
reflected depressed international
food and commodity prices as well
as a stronger dollar, to which the
riyal  is  pegged.  The dollar ’s  r ise
against a basket of currencies over
the last year has rendered the king-

dom’s non- dollar- denominated
imports less costly, effectively raising
the purchasing power of Saudi con-
sumers. Nevertheless, there are ten-
tative signs that inflation in the

largest constituents of Saudi Arabia’s
CPI-housing, food and transport-is
beginning to pick up. Housing and
utility costs increased by 3.8 percent
y/y in September, while prices in the
food and transpor t  categories
increased by 1.9 percent y/y and 2.5
percent y/y, respectively. Inflation is
expected to rise gradually over the
next year or so, bringing the average
annual rate to 2.6 percent in 2016
and 2.9 percent in 2017, respectively. 

Fiscal deficits 
The kingdom’s fiscal account, hav-

ing swung into deficit of -2.3 percent
of GDP in 2014-for the first time
since the financial crisis-looks likely
to widen markedly by end-2015, to
an estimated -22.9 percent of GDP.
This is due to a combination of bur-
geoning expenditures, including
King Salman’s $32.0 billion accession
bonus,  and lower oi l  revenues.
Recognizing the need for fiscal con-
sol idation,  the authorit ies have
scaled back some of their capital

spending on non-essential infra-
structure, such as new stadia, for
example. They have also, according
to the IMF, lowered the threshold for
approval for new projects from SAR

300 million to SAR 100 million. On
the revenue side, apart from the
move up the value chain i.e. selling
increasing volumes of refined petro-
leum products rather than solely

crude oil, a 2.5 percent tax on unde-
veloped urban land has been
announced. Energy subsidy cuts for
commercial and industrial users as
well as a new VAT law have also been
mooted. Pending the possible roll-
out of these measures, we expect
the authorities to exercise greater
restraint  over spending,  which
should help narrow the kingdom’s
fiscal deficit to -16.4 percent of GDP
in 2016 and -12.6 percent of GDP in
2017.

Deposits at SAMA drawn down
By September 2015, the funds in

the central government’s deposit
accounts at SAMA had fallen by -
28.0 percent y/y, or $112 billion. The
kingdom’s foreign reserve assets,
meanwhile, had dropped by -12.1
percent y/y, or $90 billion, over the
same period.  While reserves still
provide c lose to a  healthy 30
months of import cover, the quick-
ening pace of reserve depletion in
2015, equating to $6.5 billion per
month, has unsettled markets and
encouraged speculation that Saudi
Arabia could be forced to abandon
its peg to the dollar. 

Falling reserves also prompted
the authorit ies to announce,  in

August,  their f irst local currency
bond issuance program since 2007.
SAR 20 billion ($5.3 billion) worth of
bonds was sold to public institutions
and local banks across three tranch-

es of 5-year, (1.92 percent yield), 7-
year (2.34 percent yield) and 10-year
(2.65 percent yield)  maturit ies.
Approximately SAR 100 billion ($27
billion) will be sold in 2015, over five
monthly issuances of SAR 20 billion
($5.3 bi l l ion) .  This  should help
finance around 18 percent of the
$148 billion fiscal deficit expected
this year. The program is expected to
continue at a similar pace in 2016,
with the possibility of up to 40 per-
cent of the projected deficit in 2016
being covered through debt
issuance. The remaining shortfall will
be financed by drawing down the
kingdom’s still sizeable reserves and
assets. 

At 2016’s projected spending rate,
Saudi Arabia could, therefore,
through a combination of debt
issuance and reserve drawdown,
weather a period of low oil prices (in
the $50-55/bbl range) for at least two
years before even half of the king-
dom’s foreign reserves are depleted.
Moreover,  the authorities would
seem to have ample fiscal space with
central government gross domestic
debt a very low 1.6 percent of GDP
($11.6 billion) in 2014. Even if debt
issuance proceeds as discussed, gross
outstanding public debt would still
only rise to $38.8 billion, or 6.0 per-
cent of GDP in 2015, and to $83.3 bil-

lion, or 12.3 percent of GDP, in 2016.
These are still very low levels of pub-
lic debt by international standards. 

Issuing debt of up to $45 billion
over the course of a year or two, or
even several years, would neverthe-
less have implications for the domes-
tic banking system. On the positive

side, banks’ net interest margins and
revenues should improve as banks
shift from lower-yielding, short-term
liquid assets to higher-yielding,
longer term government securities.

As of July 2015, short term liquid
assets such as cash, deposits with
banks and the central bank, as well
as treasury bills, accounted for only

$106 billion, or 18 percent of the
Saudi  bank ing system’s balance
sheet. So there is plenty of scope to
accommodate bond issuance by the
government in the short term with-
out unduly constraining liquidity.
Things would get trickier, however,
were low oil prices to persist for sev-
eral years and liquidity conditions
tighten fur ther both local ly and
internationally. 

Deposit growth, especially on the
government side, has already begun
to slow down. Total banking deposit
growth slowed to 6.6 percent y/y in
August 2015, which is the slowest
rate of  growth since late 2010.
Growth did pick up slightly, to 8.3
percent y/y, in September, though.
And the 3-month interbank rate, the
Saudi Arabia Interbank Offered Rate
(SAIBOR), tacked sharply upwards
during 2H15, by 28 bps, to 1.05 per-
cent in late November, to reflect
both slowing deposit growth and
the recent sovereign bond issuances.
Moreover there is always the risk
that the sovereign debt issuance

program could crowd out the private
sector, with obvious negative effects
for non-oil economic growth.

Dollar peg worries 
In August, financial markets grew

concerned over the prospect of
Saudi Arabia recording large fiscal
deficits, the increasing rate of its
international reserve drawdown in
2015 and its  decision to tap the
bond markets. Attention focused on
the sustainability of the kingdom’s
fixed exchange rate to the US dollar.
With echoes of previous oil price
crashes that put pressure on its fixed
exchange rate, the Saudi riyal one-
year dollar forward rate spiked to
SAR 3.792 per US dollar  on 24
August, and the 5-year credit default
swap spread (CDS) widened signifi-
cantly, almost doubling to 110 bps
on the same day.  Both have
remained elevated, but the forward
rate broke new ground in November
with a rise above SAR 3.801 per US
dollar. The authorities are unlikely,
however,  to shif t  away from an
exchange rate regime that has

served them well in the past, anchor-
ing the economy and inflation. The
dollar peg provides stability to trade
and income flows, especially given
the fact that oil, which is priced in
dollars, continues to dominate the
Saudi economy, accounting for more
than 80 percent of the kingdom’s
export and fiscal revenues. 

Monetary policy 
Monetary policy has remained

accommodative in the context of the
currenc y peg to the US dollar.
Mirroring the path of the US federal
funds rate, currently at 0.0 percent-
0.25 percent, SAMA’s key interest
rates, the reverse repo and repo,
have remained unchanged at 0.25
percent and 2.0 percent, respective-
ly, since late 2009. SAMA is expected
to follow the Federal Reserve’s lead
and raise its policy rates sometime in
early 2016.

Meanwhile, the local equity mar-
ket continued to be roiled by low oil
prices and weaker sentiment. As of
23 November, the Saudi Tadawul All-
Share Index ( TASI) was down by -
14.2 percent ytd at 7,149.  Up until
mid-August 2015, TASI had largely
been in positive territory, boosted by
the opening of the stock market to
foreign investors in June.  But a spate
of ‘negative outlook’ assessments
and a one notch downgrade (AA- to
A+) by the ratings agency Standard
& Poor ’s (S&P),  compounded the
market’s anxieties, weighing heavily
on the index. 

Worth watching in 2016 will be
whether foreign portfolio inflows
pick up, following a lackluster per-
formance in 2015 and the market’s
reaction to the announcement that
the kingdom will ease restrictions
on foreign ownership in retail and
wholesale business, from the cur-
rent maximum of up to 75 percent
to 100 percent. While domestic firms
would be expected to come under
pressure with the added competi-
tion, overall, the effect should be
positive for the economy, with for-
eign direct investment (FDI), private
sector employment of Saudi nation-
als and, ultimately, Saudi consumers
benefiting. 
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