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Abstract

There is no consensus among economists on whether natural resource abun-
dance is a curse or a blessing for countries heavily endowed with such re-
sources. Oman is a small oil-exporting country that heavily relies on oil rev-
enues. Recent adverse shocks to oil prices have left Oman’s economy more
vulnerable relative to other countries relying on oil for their main source of
income. One reason for this outcome may be that Oman’s private non-oil
sector heavily depends on government spending and projects, which typically
decelerate after negative oil shocks. Using a cointegrating Vector Autoregres-
sive Regression (VAR) model and quarterly data covering the period 2000
to 2015, we evaluate the “oil-curse” phenomenon for Oman by exploring
long-run and short-run relationships among economic growth sourced from
non-oil producing sectors, oil revenues, and government expenditures. We
also use causality tests and impulse responses to measure the extent of
short-run and long-run macroeconomic implications of negative oil shocks
for Oman. Results suggest that a sound fiscal policy that allows for true sec-
toral diversification of income is crucial to avoid an oil curse in Oman.

Keywords

Oil Curse, Economic Growth, Government Spending, Private Non-Qil Sector,
Oman

1. Introduction

Recent adverse shocks to oils prices have left many oil-exporting economies that
rely on oil as their main source of government revenue struggling [1]. The

downfall of oil prices has renewed interest in an old question: Is the abundance
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of a natural resource, such as oil, a curse or a blessing for long-run economic
growth? Standard theories of growth typically ignore possible effects of oil de-
pendence on the economic growth process, and emphasize technological progress
and capital accumulation as the main drivers of growth. Similarly, empirical stu-
dies of economic growth typically exclude oil-rich countries from their cross-
country comparisons, as these countries are not typically “poolable” with other
countries in panel data used in such studies [2]. An oil-abundant, oil-exporting
country—such as the Sultanate of Oman (Oman, hereafter)—has distinct fea-
tures that require attention in empirical examinations of economic growth. First,
most oil reserves are owned by the state, and oil earns most of the government
revenues (Ze., fiscal implications). Second, oil revenues serve as the vehicle for
public investment in the private, non-oil sector (ie., real-sector implications).
Third, there is little evidence to suggest that oil reserves in these countries will be
diminishing any time soon; therefore, analyses of oil revenues and economic
growth need to consider a long-term approach rather than a short-term perspec-
tive [2]. This study accounts for these unique characteristics in examining the
dynamic relationships between oil revenues, government spending, and eco-
nomic growth from the private non-oil sector in Oman.

Although Oman has been trying to diversify its revenue sources aside from oil
and gas revenues, macroeconomic indicators suggest a continuing dependence
on oil revenue in Oman. The share of oil revenue in total government revenues
increased from 77% in 1995 to 81% in 2010 [3]. Because government revenue is
tied strictly to oil revenue, negative oil price shocks adversely affect government
spending, which reduces aggregate consumption and investment, leading to
slower economic growth rates. The private non-oil sectors in Oman do not seem
to be viable drivers of economic growth. Although the contribution of the ser-
vices sector to overall GDP has been increasing over time, a closer look at the
sources of this growth reveals that the services sector is directly or indirectly de-
pendent on the oil sector. While 48% of total value added by the services sector
in 2010 was sourced from the government service sector, which heavily relies on
the government’s oil revenues, the private services sector did not have a noticea-
ble contribution to the GDP [3]. Consequently, 85% of Oman’s total GDP is di-
rectly or indirectly linked to oil, with 48% of GDP made up of oil revenues and
37% of GDP from oil-dependent sectors [3].

In oil-exporting countries, the stream of government revenue is highly vola-
tile, since a large portion of this revenue is derived from the oil sector through
taxes and royalties. Therefore, fiscal policy in an oil-dependent country could be
a primary determinant of the domestic absorption of an oil shock. In other
words, fluctuations in oil revenues could be transmitted to the (non-oil) econo-
my through large fluctuations in government revenues [4] [5].

Oil price shocks tend to follow a nonstationary process; therefore, they can be
long lasting and large in magnitude. This characteristic has important implica-
tions for fiscal policy. If there were a “steady-state” level for oil prices, the op-

timal fiscal policy response during periods of rising prices would be to save the
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excess over “steady-state” earnings for later when oil prices move below their
steady-state levels. However, when favorable oil price shocks are persistent and
perceived to be permanent, government spending on nontradeables (e.g., wages
and transfers) increases, prompting a resource re-allocation away from the tra-
deable sector to the non-tradeable sector [6] [7]. Even if the shock is perceived as
temporary, accumulating budget surpluses in boom times at the expense of gov-
ernment spending is usually unpopular among the public in developing oil-expor-
ting economies [8]. Conversely, a sudden fall in oil revenues may call for a
downward adjustment in government expenditures, which may be costly [7] [9].
Investments may be disrupted when the government’s oil revenues fall. Given
the irreversible nature of public investments, the social costs of reducing capital
expenditures could be high and unpopular [10].

One could argue that oil-exporting countries could utilize monetary policies
to navigate through negative oil shocks. It is well-known in standard macroeco-
nomic literature that a small open economy cannot simultaneously hold a fixed
exchange rate system, full capital mobility or financially integrated markets, and
monetary policy independence. One of the three elements needs to be sup-
pressed in order to attain the remaining two [11]. Given that Oman is a small,
open economy with minimal capital controls, the scope for monetary policy in-
dependence is limited. Therefore, attempts by the Central Bank of Oman (CBO)
to stabilize the economy through a monetary policy will prove ineffective. CBO’s
fundamental commitment to preserve the fixed exchange rate essentially implies
polices that are predominantly fiscal in nature for the case of Oman.

In short, the argument that oil-dependent countries, such as Oman, could use
monetary policy tools or higher fiscal surpluses obtained in times of high oil
revenues in order to mediate the negative consequences of oil dependency does
not necessarily hold. The remainder of this paper explores the “oil-curse” phe-
nomenon by quantifying long-run and short-run relationships between govern-
ment expenditures, oil revenues, and non-oil sector GDP growth. Unlike pre-
vious studies that do not distinguish between the overall growth and that of the
non-oil sector [1] [5], we isolate the impact of oil revenue shocks on the growth
sourced from the private non-oil sector, for which government spending plays a
significant role. We utilize causality tests and impulse responses to measure the
extent of short-run and long-run macroeconomic implications of oil revenue
shocks for Oman using unique quarterly time series data from 2000 to 2015. The
results suggest that the dependence of the private sector on the public sector in
an oil-dependent economy could amplify the macroeconomic impacts of an ad-
verse oil shock. As such, the government of Oman could implement further
economic and structural reforms that foster the development of non-oil sectors
independently from government projects that typically slow down with negative
oil-shocks.

The rest of the paper is structured as follows: Section 2 provides the data and
methods used, Section 3 provides the findings, and Section 4 concludes with im-

plications for policy.
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2. Literature Review

In the shortrun, a rise in oil prices and favorable terms of trade increase demand
for output, leading to higher levels of income and growth [4] [12] [13]. In the
longrun, however, the literature provides different predictions on the net impact
of oil shocks on growth and other macroeconomic indicators. Earlier studies use
the “Dutch disease” concept (a phenomenon first experienced in the Nether-
lands after the large, but short-lived, discovery of gas in the 1960s) to explain the
indirect adverse effects of natural resource abundance. This literature tends to
treat natural resource revenues as temporary, and predicts that an exogenous
unexpected increase in revenues from the resource will result in real exchange
rate appreciation and a fall in output and employment of the non-resource
traded goods sector, such as the manufacturing sector [14] [15]. However, since
natural resource abundance in cases of ‘Dutch disease’ is fairly short-lived, the
economy as a whole does not need to incur long-run adverse implications, un-
less there are important frictions in preventing re-adjustment [16].

More recent studies have tried to explain the disappointing growth perfor-
mance observed in resource-abundant economies compared to non-resource-based
economies of similar levels of development. Oil-exporting economies are a
striking example of such a “natural resource curse” [17] [18]. Empirical support
for the so-called “natural resource curse” was first provided by Sachs and Warn-
er [17], who showed the existence of a negative relationship between real GDP
growth per capita and different measures of resource abundance. The concept of
“resource-curse” (or, more specifically, “oil-curse”) continues to be the subject
of debate in the literature [2] [19] [20] [21].

Eltony and Al-Awadi [22] examine the effect of oil price fluctuations on ma-
croeconomic growth indicators for Kuwait. They find that macroeconomic va-
riables respond to oil price shocks and that government fiscal policy is sensitive
to oil prices volatility. Ayadi [23] and Iwayemi and Fowowe [24] study the im-
pact of oil price changes on macroeconomic variables of Nigeria and find that a
positive oil price shock does not necessarily improve economic growth or indus-
trial production. Mehrara [25] explores whether oil revenues explain changes in
industrial production for 13 oil-exporting countries in the Middle East and
North Africa and finds an asymmetric association between oil revenue fluctua-
tions and GDP growth, where a negative shock in oil revenues reduces output
growth, but positive shocks have a limited effect. Farzanegan and Markwardt
[12] find that an increase in industrial output in Iran is associated with increas-
ing oil prices, and that both increasing and decreasing oil prices will result in
higher inflation rates.

A few studies specifically examine the role of government spending on how oil
price (or, revenue) shocks are diffused into the domestic economy in oil-exporting
countries. Akpan [26] argues that a positive oil price shock plays a role in deter-
mining Nigerian fiscal policy and affects industrial output significantly. Jbir and

Zouari-Ghorbel [27] shed light on the importance of government subsidies in
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Tunisia. They indicate that disturbances in oil prices indirectly influence eco-
nomic growth and that government spending is the major player of transmis-
sion. Cologni and Manera [28] find that oil shocks cause a reallocation of eco-
nomic activity between the private and public sectors and that higher oil reve-
nues cause negative effects on private investment and capital. Moshiri and Bani-
jashem [29] use a VAR model with annual data over the period 1979-2009 for six
OPEC countries. They find that while oil price decreases lead to significant re-
duction in government revenue and output in the economy, higher oil prices do
not lead to sustained economic growth. Hamdi and Sbia [5] assess the dynamic
relationships between oil revenue, government spending, and economic growth
in Bahrain. Results show that oil revenues still represent the main source of
economic growth and account for a large share of the government budget.

Studies including Oman are scarce. Berument and Ceylan [30] explore how an
oil price crisis changes industrial output growth for selected MENA countries,
including Oman. Findings reveal that GDP growth in Iraq, Algeria, Kuwait,
Oman, Jordan, Syria, Qatar, UAE, and Tunisia is affected by oil revenues. Simi-
lar to Hamdi and Sbia [5], Ahmad and Masan [31] test the associations between
GDP, government expenditures and oil revenues for the case of Oman. Their
results imply that in the longrun both oil revenues and government expenditures
have positive associations with GDP. They argue that Omani economic growth
is mainly driven by government spending and that oil revenue shocks play a
major role in government spending volatility.

The channels by which oil revenues may affect the economic performance of
the non-oil sector have not been systematically documented. This study ac-
counts for the possibility that oil revenue shocks could lead to additional eco-
nomic instability through the dependence of non-oil sectors on government
spending. The hypothesis is that fiscal policy plays an important role in trans-
mitting oil revenue shocks to the non-oil sector of the Omani economy, deter-
mining the net impact of the shock on the long-run growth of the non-oil sec-

tors and the economy as a whole.

3. Data and Methods

This study utilizes quarterly data for the period 2000 to 2015. All variables used
in the analyses are in real local currency and in logarithmic form. Prior to mod-
eling, the data have been adjusted for seasonality using the U.S. Census Bu-
reau’sX-13 methodology based on ARIMA modeling. Data are provided by the
National Center for Statistical and Information, Oman. Three macroeconomic
variables of interest are denoted as: 1) LREVOIL, 2) LEXP, and 3) LGDPNON.
The first variable, logarithmic real oil revenues, (LREVOIL), are defined as real
rents from oil and gas exports. Similar to other oil-abundant countries, revenues
from the oil sector constitute the largest share of the Omani government’s budg-
et. An increasing oil revenue stream is typically accompanied by government

expansion, while falling oil prices lead to a budget deficit. The second variable,
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logarithmic total real government spending in Oman,(LEXP),closely follows oil
prices when oil prices are rising. However, government spending remains rela-
tively high even when oil prices fluctuate downward due to high social and po-
litical pressure not to cut wages, salaries, and social benefit payments [33]. The
three variables appear to move together with government spending (LEXP)being
slightly sticky.

Figure 1 shows the movement of the non-oil portion of GDP, total govern-
ment expenditures, and oil revenues in Oman during the period 2000-2015. Both
non-oil GDP and government spending appear to follow oil revenues. However,
government spending (LEXP) is sticky during times of diminishing oil revenues.
That is, government expenditures do not adjust downward with falling oil prices.
Figure 1 intuitively shows how the behavior of the non-oil GDP is parallel to
that of government spending, which relies mainly on oil revenues. Oil prices,
which determine oil revenues, are considered exogenous for a small oil-exporting
country like Oman. Hence, the Omani government is the major player in “greas-
ing the wheels” of economic activities and growth of the economy.

The objective of this paper is to test the short-run and long-run dynamic rela-
tionships between growth in the non-oil sector, oil revenues, and government
spending in Oman from 2000 to 2015. The investigation will shed light on risks
associated with the dependence of private investment on public investment in
Oman. The first step of the estimation requires unit root testing for the three va-
riables of interest [32]. We use the Augmented Dickey-Fuller tests (ADF) [33])
and Philips-Perron (PP) tests [34] for this purpose. After the nonstationarity of
all variables at levels (or, stationarity at first differences) is confirmed, we pro-
ceed with testing the number of long-run cointegrating relationships between
the three variables using the Johansen [35] cointegration test. By construction,
Johansen [35] cointegration tests allow for up to two cointegrating relationships
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Figure 1. Logarithms of GDP from non-oil sector, oil revenues, and government expend-
itures in Oman, 2000-2015.
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in a Vector Auto Regressions (VAR) system made up of three variables. The fi-
nal step of modeling is to estimate the short-run elasticities from the Vector
Error Correction Model (VECM), which links the longrun to the short-run
through what is called an Error Correction Term (ECT). For VECM to be valid,
variables have to be integrated of order one, I(1), individually and cointegrated
jointly at their levels. The error correction term (ECM) captures the disequili-
brium in the long-run cointegrating relationship and provides a way to estimate
the speed of adjustment at which the dependent variable returns to the long-run
equilibrium level. Another advantage of VECM is that it also provides short-run
causality among variables [36]. The VECM of the short-run relationships among
growth of the non-oil sector’s output, government spending, and oil revenues is

as follows:

p P
ALGDPNON, = ¢, + Y .y, ALGDPNON,_, + > w\,ALREVOIL,_,

, i=1 i=1 ( 1)
+ Zl//li3ALEXPt—i +ALECT,, +u,
i=1
r po
ALREVOIL, = ¢, + Y w3 ALGDPNON,_, + w5, ALREVOIL, ,
, i=1 i=1 (2)
+ z Wi ALEXP, , + A, ECT, | +u,,
i=1
Lo LA
ALEXP, = ¢, + Y y;,ALGDPNON,_, + > w3, ALREVOIL,_,
, i=1 i=1 (3)
+ Z I/I;SALEXB—i +LECT, | +u,,
i=1
where,
ECT, = LGDPNON, —a, — o, LREVOIL, — o, LEXP, (4)

Once the VECM model above is estimated, the coefficients are used to com-
pute the Impulse Response Functions (IRF) in order to demonstrate how ma-
croeconomic variables respond to a one standard deviation positive shock in oil

revenues.

4. Results and Discussion
4.1. Unit Root Tests

ADF and PPtests are used to test the null hypothesis of nonstationarity (or, the
null of a unit root) in each of the three time series variables. We allowed the
Akaike Information Criterion (AIC) to select the optimal lag length for unit root
tests up to a maximum lag of 12. Table 1 outlines the tests results.

The logarithmic levels of all variables have unit roots as the test statistics are
statistically insignificant. However, the first differences of times series become
stationary at the 5% significance level, indicating that each of the three variables

has an order of integration of 1, I (1).
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Table 1. Unit root tests.

Augmented DF Phillips-Perron Order of
Level 1st Difference Level 1st Difference Integration
LGDPNON -0.670 —6.299** —-0.646 —6.299%** I(1)
LREVOIL -1.537 —10.224*** —-1.400 —10.683*** I(1)
LEXP 0.168 —12.688*** 0.325 —15.333%%* I(1)

***Denotes rejection of the null hypothesis of a unit root at 1% level of significance.

4.2. Cointegration and Error Correction

The Johansen [35] cointegration test provides two types of statistics in order to
determine the number of cointegrating vectors in the system of three VAR equa-
tions: Trace and Maximum Eigenvalue test statistics. Table 2 shows that both
test statistics suggest the existence of one cointegrating relationship at the 5%
significance level. Therefore, there is at least one long-run equilibrium relation-
ship among the logarithmic GDP added by the non-oil sector, government
spending, and oil revenues. Furthermore, the existence of a cointegrating rela-
tionship guarantees Granger causality among these variables in at least one di-
rection [32].

Normalizing the cointegrating vector based on LGDPNON yields the follow-

ing long-run relationship:

LGDPNON, =0.212—-0.475LREVOIL, +1.645LEXP, (5)

The long-run negative association between oil revenues and the private sec-
tor’s output can be attributed to the government’s fiscal behavior during high oil
prices and the Arab revolutions that began in December 2010. For example,
during the Arab Spring of 2011, the Omani government increased wages, sala-
ries, social benefits, and scholarships for undergraduate studies. Furthermore,
during the same period, the government employed an unnecessarily large num-
ber of job seekers in various government sectors (i.e., disguised unemployment)
in response to public protests. These fiscal changes have hurt the private non-oil
sectors, as many of their employees shifted to work in government jobs due to
large wage gaps. Consequently, private non-oil sectors have incurred costs due
to sudden loss of trained employees and having to seek and train new workers,
and the performance and growth of private non-oil sectors have decreased.
Conversely, the long-run positive association between government expenditures
and growth in the private non-oil sectors supports the notion of that govern-
ment investments are the main drivers of private sector viability in Oman, and
such dependency may easily lead to vulnerability of the non-oil sector’s eco-
nomic growth in the case of adverse oil shocks.

In the shortrun, there may be deviations from the long-run cointegrating rela-
tionship among the three variables. The deviation from steady-state in the
shortrun is represented by the addition of ECT in the short-run VECM model.

The ECT represents how many periods (ie., quarters, in our case) it takes to
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Table 2. Johansen cointegration tests.

Hypothesized number of L Maximum Eigenvalue
. K Trace Statistics .
cointegrating vectors under the null Statistics
None* 52.822** 37.372%*
1 15451 13.051

Trace test and Maximum Eigenvalue statistics both indicate one cointegrating vector at 5% level. *, **, and
***denote significance at 10%, 5%, and 1% levels, respectively.

return from the short-run disequilibrium back to the long-run relationships. To
ensure a mean-reverting behavior, ECT should be negative, less than one in
absolute value, and significant. A significant and meaningful ECT is confirma-
tion of a long-run causal relationship (ie., cointegration) among LGDPNON,
LREVOIL and LGDPNON. The VECM is estimated at first-differences; as
such, it is inherently a short-run model and can additionally provide us short-
run causality between the three variables. Since the optimal lag length of
VECM is the optimal lag of VAR minus one lag, we include nine lags in the
VECM estimation. Table 3 provides the results for the VECM equation where
ALGDPNON is the dependent variable. The results, as displayed in Table 3, re-
veal that, on average, the non-oil sector’s output growth responds positively to
growth in oil revenues and negatively to growth in government spending in the
short run. The ECM term shows that it takes about five quarters to adjust from
short-run disequilibrium back to the steady state.

Three diagnostics tests are carried out for the estimated error correction equa-
tion: Breusch-Godfrey serial correlation Lagrange-Multiplier (LM) Test, White’s
Heteroscedasticity Test, and Jacque-Bera normality test. Results (Table 3, lower
panel) suggest that the error term of the ECM does not suffer from serial corre-
lation, heteroscedasticity, or nonnormality.

The next step of the analysis is to carry out formal tests to identify the direc-
tions of both short-run and long-run Granger causality among LGDPNON,
LREVOIL, and LEXP. Table 4 provides causality tests allowing for all possible
directions. The results show that the direction of causality is from oil revenues
and government spending toward the non-oil sector’s GDP. In other words,
LREVOIL and LEXP are Granger causes of LGDPNON in the shortrun, longrun,
and jointly in the short and longrun. Again, the result is consistent with our
main argument that Oman’s private non-oil sector heavily depends on govern-
ment spending. It exposes the weight of oil revenues as a principal driver behind
the development of the Omani economys; volatility in oil revenues would quickly
transfer into Oman’s real sector through fiscal policies, as concluded by Ahmad
and Masan [31]. In addition, Table 4 illustrates that total government spending
does not respond to oil revenues in the shortrun. This result is expected as the
Omani government avoids cutting government spending during negative oil
price fluctuations. Moreover, revenues from oil and gas are not only allocated to
the government spending category of the budget, some are allocated to reserve

funds. In summary, empirical results show that both oil revenues and government
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Table 3. Estimated VECM equation based on one cointegrating vector. Dependent varia-
ble: ALGDPNON.

Estimation Results:

Regressor Coefficient t-values
ALREVOIL (1) 0.096 2.805%*+
ALREVOIL (2) 0.072 1.978*
ALREVOIL (3) —0.007 —0.188
ALREVOIL (4) —0.024 —0.637
ALREVOIL (5) 0.126 3.166%**
ALREVOIL (6) 0.197 4,941+
ALREVOIL (7) 0.061 1.314
ALREVOIL (8) -0.010 -0.246
ALREVOIL (9) -0.015 —0.434

ALEXP(1) -0.202 -1.923*

ALEXP(2) -0.267 —2.830%**

ALEXP(3) —-0.343 —3.935%*+*

ALEXP(4) -0.363 —3.940%**

ALEXP(5) -0.236 —2.514**

ALEXP(6) -0.095 -1.229

ALEXP(7) -0.041 -0.628

ALEXP(8) -0.050 —0.855

ALEXP(9) -0.099 —2.368**

ECT -0.171 —-1.894*
C 0.006 1.433
Diagnostic Tests:
Test Statistics p-value
LM Test (Serial Correlation) 1.067 0.435
White Test (Heteroskedasticity) 0.488 0.967
Jarque-Bera Normality Test 1.825 0.401

*, **, and ***denote significance at 10%, 5%, and 1% levels, respectively.

Table 4. Causality tests based on the VECM.

Short run causality (F-stats)

Long-run causality

Joint short- & long-run causality (F-stats)

Variables
ALGDPNON ALREVOIL  ALEXP (ECTt-stats) ALGDPNON & ECT ALREVOIL & ECT ALEXP & ECT
ALGDPNON - 4.493%% 3.555%%+ —0.171* - 4.059%4 3.233%+
ALREVOIL 0.431 - 0.783 0.202 0.390 - 0.706
ALEXP 0.481 1.063 - 0.885* 0.882 1.207 -
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expenditures are causal factors influencing the output level and GDP growth of

the private non-oil sectors in Oman.

4.3. Generalized Impulse Response Functions (GIRFs)

The impulse response functions (IRFs) depict the reaction of a variable of inter-
est in a dynamic system to an external shock to another variable in the same sys-
tem [37]. Moreover, IRFs illustrate the number of periods it takes for the re-
sponse variable to go back to long-run equilibrium after a one standard devia-
tion shock in the impulse variable.

Figure 2 presents the generalized impulse response functions (GIRFs) for
each variable. For example, the response of LGDPNON to a one standard devia-
tion shock in LREVOIL is negative for about the first five quarters (or, about 15
months) and is positive afterward. Similarly, the response of LGDPNON to a
one standard deviation shock in ZEXP is initially negative, but it becomes posi-
tive after about five quarters. For the reaction of the government expenditures,
the graphs display that the response of LEXP to a shock caused by LREVOIL is

Response of LGDPNON to LREVOIL

Response of LGDPNON to LEXP

0.04 0.04
0034 T 0.03
0.02 0.02+
0.01+ 0017 e
0.00 0.00
-0.01+ 01 1 3 O ————
-0.02 -0.02
1 2 3 4 5 6 7 8 9 10 1 2 3 4 5 6 7 8 9 10
Response of LREVOIL to LGDPNON Response of LREVOIL to LEXP
0.12 0.12
0.08 o084
004] T 0.04 1
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-0.084 -0.08+
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Response of LEXP to LGDPNON Response of LEXP to LREVOIL
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0041 o | 0.044
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1
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Figure 2. Generalized impulse response functions. (Note: The horizontal axis represents
time elapsed in quarters. Vertical axis represents magnitude of the response in percentage
after a one-standard deviation impulse).
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highly persistent for a while and then becomes insignificant after the tenth quar-
ter. This persistent behavior of LEXP is a common finding [38] [39] [40] [41].
The GIRFs indicate that the responses are substantial and the process of adjust-
ment to the long-run equilibrium is not fast, likely due to the most recent oil
revenue volatility that has slowed down the economic growth in most oil-expor-

ting countries.

5. Conclusions

Oil is considered the main driver of economic activity in Oman, as the country is
heavily dependent on oil revenues. This dependency is reflected in the shares of
oil revenues in total government revenues, total exports, and gross domestic
product (GDP). Oman’s government uses its revenues from oil to modernize in-
frastructure, create additional employment, and improve social indicators when
the oil markets are in a boom cycle. However, due to falling oil prices in recent
years, oil revenues have decreased. Non-oil sectors could be considered an al-
ternative, attractive source of income for an oil-dependent country to restore
economic growth in case of oil revenue shock. However, if the development of
the non-oil sectors is tied to public projects fueled by oil revenues, the perfor-
mance of non-oil sectors during oil price shocks will only aggravate the decline
in economic growth. The recent crash in oil prices has exposed such vulnerabili-
ty in Oman’s economy. Because the use of monetary policy in Oman is limited
by its fixed exchange rate policy, fiscal policy is used to navigate the economy
through an oil revenue shock. However, this is problematic as government
spending itself is tied to the stream of oil revenues, and the private non-oil sector
is dependent on government spending; therefore, fiscal policy may be exacer-
bating the adverse effects of oil shocks on the economic growth of the non-oil
sector.

The complex role of government spending on the non-oil sector in Oman
motivated us to investigate the short-run and long-run causal linkages among oil
revenues, government expenditures, and output and growth in the private non-
oil sectors. Using Vector Autoregressive (VAR) models and cointegration tech-
niques, coupled with quarterly data covering the period 2000 to 2015, we explore
both the “oil-curse” phenomenon for Oman and whether public spending in the
private sector worsens the outcome. We find a long-run cointegrating relation-
ship between oil revenues, government expenditures, and GDP added by the
private non-oil sector in Oman. In the longrun, oil revenues decrease the non-oil
sector’s contribution to the overall GDP, while government spending increases
non-oil GDP. However, in the short run, on average, GDP growth in the non-oil
sector responds positively to the growth in oil revenues and negatively to the
growth in government spending. This short-run disequilibrium takes about fif-
teen months to correct itself back to the aforementioned steady-state relation-
ship. The causality tests verify that the direction of both short-run and long-run
causality is from government spending and oil revenues toward the economic

growth and GDP in the non-oil sector.
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Our findings are consistent with policies recommended by the International
Monetary Fund (IMF) to mitigate current and future oil shocks in Oman. While
some oil exporting Arab countries have a long oil production horizon, hydro-
carbon resources in Oman are expected to be depleted in the foreseeable future
[42]. The government’s capacity to support the economic growth of the non-oil
sector may be impaired if no action is taken to develop an oil-independent fiscal
policy and a diverse non-oil sector that is self-sufficient and not reliant on public
investment in the longrun. Sustaining long-run growth requires developing non-
oil sectors that can provide alternative sources of revenues as the oil and gas in-
dustry shrinks. Strong private investment can become the engine for economic
growth when large public investment in the non-oil sector can no longer be
maintained. This would raise non-oil production and compensate the future
losses of government revenues from diminishing oil reserves or persistent oil
price shocks. A diverse, export-oriented non-oil sector would also help with the
sustainability of the current account balance and provide a steadier way of re-
serve accumulation. The development of a vibrant non-oil sector would also
provide new employment opportunities for the citizens of Oman. This should
place a greater burden on the fiscal authorities to ensure that oil revenues are

being allocated to their best uses that maximize long-run growth rates.
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