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Saudi Arabia’s
2017 Budget Report

Timely, Targeted and Expansionary Fiscal Policy

Contents Highlights and NCB Views

On Thursday, 22 December 2016, the Council of Ministers endorsed the government’s budget
for 2017 and announced the final outcome of fiscal operations and macroeconomic perfor-

I Macroeconomic and

Fiscal Performance in mance for 2016. The highlights are:
2016
) ) — In 2016, actual government expenditures are expected to record their first back-to-back
II | Fiscal Budget Outlook in decline since 1999, falling by 15.6% to settle at SAR825 billion. Actual spending will also
2017: Timely, Targeted be 1.8% below budget, which is an inflection from the historical tendency to post double-
and Expansionary Fiscal digit budget overruns.
i — The Saudi economy will register a moderate growth of 1.4% in 2016 on the back of higher
Policy
oil production that averaged 10.4 MMBD.
Il = Towards a Balanced — The government maintained a two pronged strategy of covering the funding gap via draw-
Budget ing down reserves and debt issuances. Net foreign assets currently stands at USD536.6

billion while the government's debt increased to SAR316.5 billion.

— The government had adopted a targeted fiscal expansionary policy in 2017 after two
years of fiscal consolidation that saw government spending falling by a significant 27%
from an unsustainable SARL1 trillion in 2014. The increased expenditure will be directed
towards projects and initiatives that enhance the absorptive capacity of the economy.

[V | Concluding Remarks

— 2017 annual budget release estimates revenues at SAR692 billion, a gain of 34.7%, while
expenditures are expected to reach SAR890 billion, increasing by 6.0%. Accordingly, the
budget will register another deficit, albeit lower than the last two years, supported by both
oil and non-oil revenues.

— According to our estimates, oil prices will average USD55/bbl for the Arabian light spot
price and production will average 10.05 MMBD, thus, we project revenues and expendi-
tures to reach SAR702.5 billion and SAR882.8 billion, respectively, registering a deficit of
SAR180.2 in 2016.

— Gauging the macroeconomic risks through the debt level, adequacy of reserves and finan-
cial stability reveals that Saudi is well poised to encounter possible future shocks.
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Real Sector
Average Arab Light Spot (USD/bbl) 110.2  106.4 97.2 50.2 40.0 55.0 39.9
Average Saudi Crude Oil Production (mbd) 9.8 9.6 9.7 10.2 104 10.1 10.4

GDP at Current Market Prices (SARbillion)  2,752.3 2,791.3 2,826.9 2,422.5 2,573.2 2,707.8 -
GDP at Current Market Prices (USD bilion) ~ 7349 7453 7548 6469 6871  723.0 -

Real GDP Grow th Rate, % 5.4% 2.7% 3.6% 4.5% 14%  -1.0% -
CPl Inflation (Y/Y % Change, Average) 29%  35% @ 2.7% @ 22%  34% @ 2.0% 2.6%
External Sector

Trade Balance (USD billion) 246.6 2226  184.0 47.3 29.1 73.6 -
Current Account Balance (USD billion) 164.8 1354 73.8 -53.5 -69.5 -22.2 -
Current Account/GDP 224% 182%  9.8%  -83% -10.1% -3.1% -
Net Foreign Assets with SAMA (USD billion) 648.5  717.7 7252  609.7 5425 5052 537
Fiscal Sector

Actual Revenues (SAR billion) 1,247.4 1,156.4 1,044.4 6123 5280 7025 -
Actual Expenditure (SAR billion) 873.3 976.0 11,1000 9780 8250 88238 -
Overall Budget Balance (SAR billion) 3741 1803  -556  -365.7 -297.0 -180.2 -
Budget Balance/GDP 14% 6% 2%  -15.1% -115% -6.7% -
Break-Even Oil Price (USD/bbl) 73.9 82.6 99.1 82.9 62.6 69.8 -
Financial Sector

SAR/USD Exchange Rate 3.75 3.75 3.75 3.75 3.75 3.75 3.75
Grow th in Broad Money (M3) 139% 10.9% 11.9% 2.6% -14% 2.3% 0.6%
Grow th in Credit to the Private Sector 16.4% 12.1% 11.9% 9.8% 6.5% 4.1% 6.2%
Average 3M SAR Deposit Rate 0.9% 1.0% 09%  09% 23%  3.0% 2.1%

Source: Reuters, SAMA, GAS and NCB
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I. Macroeconomic and Fiscal Performance
in 2016

The budget deficit eased on the back of fiscal disci-
pline and efficiency measures. Fiscal consolidation
contained total expenditures for the second year in a row
to settle at SAR825 billion, saving SAR80 billion through
the newly established Spending Rationalization Office.
Reduced oil revenues and geopolitical challenges that
underpinned military spending have offset the substan-
tial growth in non-oil revenues. In 2016, revenues fell by
13.8% to reach SAR528 billion, yet higher than the
budgeted revenues of SAR514 billion by 2.8%. Accord-
ingly, the budget balance recorded a deficit of SAR297
billion, representing 11.5% of GDP.

Figure (1): Fiscal Balance
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Expenditures

Non-oil revenues posted a record while oil revenues
contracted on the back of lower oil prices. OPEC'’s
battle for market share against high-cost producers, with
the Kingdom producing at record levels, as well as mod-
erating global oil demand, pressured Arabian Light crude
price that averaged USD40/bbl in 2016YTD. Conse-
quently, domestic oil revenues decreased to settle at
SAR329 billion, 26.3% below 2015’s level. However, the
surprising inflection in OPEC’s strategy that abandoned
“pumping at will” in favor of rebalancing the oil markets
through a 1.2 MMBD production cut will be supportive
for prices in the coming quarters. Meanwhile, non-oil
revenues registered a record high at SAR199 bhillion, a
20.0% Y/Y increase, driven by SAMA’s investment in-
come that rose by 75.7% to register SAR62.2 billion.
Looking ahead, the myriad changes to municipal and
visa fees as well as the 2.5% vacant land fees will be
fully realized next year, which will propel the non-oil
item.

The Kingdom is adamant to streamline spending to
ensure fiscal sustainability. Government expenditures
are expected to record their first back-to-back decline
since 1999 this year. The broad-based fiscal adjustment
resulted in a drop of 15.6% in actual expenditures, which
was also 1.8% below budget, an inflection from the his-
torical tendency to post double-digit budget overruns.
The government had started to ease the CAPEX drive,
given its elastic nature, evident from an expected

SAR100 billion drop in investments during this year,
which brought total capital expenditure to an estimated
SAR183 billion, with USD44.5 billion worth of projects
put on hold. We expect current expenditures to have
contracted to SAR642 billion, a decline of 6.2% Y/Y, as
the government started to streamline operating expens-
es and contain allowances. The full benefit from the
Royal decree to freeze public salaries and constrain al-
lowances will be reaped in 2017.

Figure (2): Fiscal Revenues in % of GDP
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The external balance is expected to remain pres-
sured given the inherent volatility of the oil markets.
2017 budget did not release the balance of payments
data, yet we expect a deficit of USD69.5 billion, equating
to 10.1% of GDP. A stronger dollar, moderating domes-
tic demand and contained commodity prices for most of
the year will reduce the import bill by 12.5% on an annu-
al basis to settle at USD134.8 billion. However, low oil
prices will curtail exports to USD163.9 billion, an 18.9%
decline, despite oil production peaking in July at 10.7
MMBD. Accordingly, the trade balance will fall drastically
to USD29.1 billion, 38.5% Y/Y decline. We expect ex-
ports to rebound in 2017 and beyond as oil prices edge
higher, positively impacting the trade balance and re-
straining the current account deficits. The government
maintained a two pronged strategy of covering the fund-
ing gap via drawing down reserves and debt issuances.
As such, net foreign assets fell by USD73 billion to
USD536.6 bhillion by end of October, yet as we expected
last year the draw down was slower compared to USD84

Figure (3): Budgetary Overruns
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billion withdrawn during the similar period of 2015. Im-
portantly, official net foreign assets remain at a healthy
position, equivalent to approximately 48 months of im-
ports.

International and domestic debt issuances propelled
total outstanding public debt to SAR316.5 bhillion,
amounting to 12.3% of GDP, yet it remains signifi-
cantly low compared to regional and international
counterparts. The debt instruments included local issu-
ances worth SAR97 billion, a USD10 billion international
syndicated loan arranged in May as well as a USD17.5
billion international debt issued in October. The newly
created Debt Management Office at the Ministry of Fi-
nance had clearly diversified the debt portfolio by tap-
ping into international capital markets, a shift from the
long standing policy of only raising debt domestically.
Critically, a crowding-out effect resulting in tighter liquidi-
ty amid the rising issuances of domestic bonds was a
major concern, with the three months interbank offer rate
rising to 2.39%, a multi-year high by the end of October.
However, SAMA had been proactive to mitigate this is-
sue via different measures that included the injection of
SAR32 hillion into the banking sector, especially for
small and medium-sized banks. In addition, the central
bank in October limited the weekly subscription in T-bills
from SAR9 billion to SAR3 billion and extended repo
maturities to 90 days, complementing the maturities of 1,
7, and 28 days. These monetary policy decisions cou-
pled with the Kingdom's international bond sale, an
emerging markets record, were beneficial to the banking
system in reducing leakage especially that local banks
subscribe in the monthly issuances of government
bonds, thus, driving the interbank rate lower to 2.1% in
December.

Figure (4): Public Domestic Debt in percent of GDP
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II. Fiscal Budget Outlook in 2017: Timely,
Targeted and Expansionary Fiscal Policy

The government had adopted a targeted fiscal ex-
pansionary policy in 2017 after two years of fiscal
consolidation that saw government spending falling
by a significant 27% from an unsustainable SAR1
trillion in 2014. The increased expenditure will be
directed towards projects and initiatives that en-
hance the absorptive capacity of the economy. Addi-
tionally, the government will continue to revamp and
overhaul archaic policies and regulations to encourage
domestic and foreign investment. The annual budget
release estimates revenues at SAR692 billion and ex-
penditures at SAR890 billion, higher than last year’s
budget by 34.7% and 6.0%, respectively. The education
and healthcare sectors remain pivotal to the strategy of
the Kingdom as their allocations represent over 36.0% of
total allocations. According to the government, the budg-
et will register another deficit in 2017, albeit lower than
the last two years, supported by both oil and non-oil rev-
enues. However, downside risks emanating from geopo-
litical uncertainties, global macroeconomic conditions,
and domestic liquidity concerns will constitute the main
challenges for these estimates going forward.

Figure (5): Implicit Budget Oil Price
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The government’s disciplined and realistic approach
in estimating revenues and avoiding spending devi-
ations since last year implies that underestimating
both revenues and expenditures in prior budgets is
a discarded practice. The budget does not provide oll
price expectations and production level assumptions.
However, based on announced figures, government's
assumed oil price for next year is USD50/bbl. In our
opinion, oil prices will average USD55/bbl for the Arabi-
an light spot price and production will average 10.05
MMBD, thus, we project revenues and expenditures to
reach SAR702.5 billion and SAR882.8 billion, respec-
tively. Accordingly, the budget deficit is projected to
reach SAR180.2 billion, 6.7% of estimated GDP in 2017.

Actual expenditures in 2017 will be close to the gov-
ernment budget, with more emphasis on capital ex-
penditures. Current expenditures will represent 70.0%,
or SAR617.9 billion, of the budgeted SAR890 billion.
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The freeze on public sector employees’ allowances will
reduce the wage bill by an estimated SAR20-30 billion.
As for capital expenditures, an estimated SAR262 billion
will be directly allocated rather than through last year's
discretionary budget support provision that was depend-
ent on oil price movements and the viability of projects.
In our opinion, actual capital expenditures will not ex-
ceed the budgeted figure, as the government aims to-
wards a private sector led growth.

Figure (6): Actual Expenditures
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Capital Expenditure

Saudi Vision 2030 has myriad initiatives to support
SMEs, seeking to increase their contribution from
20% of GDP to 35%. Hence, continued support of spe-
cialized credit institutions will remain a cornerstone of
such strategy. Government entities such as the Public
Investment Fund, Real Estate Fund, and the renamed
Social Development Bank will continue to support indus-
trial, social, and human development projects by provid-
ing financing to small and medium scaled enterprises.
Recently, the Saudi Industrial Development Fund (SIDF)
was boosted by SARG6 billion to provide further opportu-
nities into new industries such as military and pharma-
ceuticals. The SIDF had approved 73 new loans with an
investment value of SAR2.6 billion through the first half
of 2016. Additional measures of finance towards SMEs
came from the Loan Guarantee Program “Kafala”, facili-
tating credit worth around SAR1.3 billion by the end of
3Q2016 to 1229 establishments. Since inception in
2006, Kafala has granted a total of SAR17 billion to al-
most 8’500 establishments.

A semblance of normalcy is expected in oil markets
after the first production cut by OPEC since 2008,
hence we expect oil prices to average USD55/bbl in
2017. The cut, amounting to 1.2 MMBD, effective Janu-
ary 2017, is expected to push crude prices into a higher
range between USD50-60/bbl in 2017. Additionally, 11
non-OPEC countries agreed to cut by 558 thousand bar-
rels per day, which will also underpin prices. Yet, lower
compliance among OPEC members, increased supplies
from Libya and Nigeria, albeit unlikely, as well as shale
producers bringing back a large amount of mothballed
production capacity might limit the upside movement.

The outlook for global oil demand are weakening amid
signs of a slowdown in Chinese demand that is evident

from the lower headline GDP growth rates of recent
quarters, with the IMF expecting decelerating growth
during 2017 and 2018 respectively at 6.2% and 6%, the
slowest pace of expansion since 1990. Furthermore,
emerging markets are projected to expand at 4.2% next
year, still well below their ten-year average of 7%. The
IEA, EIA and OPEC are forecasting oil demand to rise
between 1.2 and 1.6 MMBD in 2017, slower than this
year. The record US and global crude oil inventories will
also remain a drag on oil markets. The latest US crude
oil inventory around 480 MMbbls might have edged low-
er from a record 543.6 MMbbls posted in April 2016,
nevertheless, it is near the upper limit of the average
range for this time of year. Additionally, the OECD’s
commercial total oil inventories around 3.06 billion bar-
rels remains 350 MMbbls above the five-year average.
Given these dynamics, we do believe that rebalancing
the market will be challenging, yet it might materialize by
the end of 2Q2017.

The fiscal deficit will contract on the back of rising
revenues. The expected rebound in oil prices will raise
oil revenues to SAR483.6 hillion, a gain of 47.0% de-
spite the reduction in oil production following OPEC'’s
agreement. As for non-oil revenues, we believe 2017 will
register SAR218.9 billion through higher investment in-
come, white land taxes, and increased fees and tariffs.
However, the increase in actual expenditures by 7% Y/Y
to SAR882.8 billion will slightly offset gains on the reve-
nue side.

2016
Actual

2017
Budget

2017
Forecast

(SAR billion)

Total Revenue 528 692 703
Oil 329 480 484
Non-Qil 199 212 219
Total Expenditure 825 890 883
Current 642 628 618
Capital 183 262 265
Deficit/Surplus (297) (198) (180)

Sources: MOF and NCB

A stronger USD, contained commodity prices, weak-
ening domestic consumption and base effects will
bring inflation down to around 2-2.5%. Recently, do-
mestic inflation had started to edge below the 4%, regis-
tering 2-3% Y/Y. The decline in the food component had
partly offset the significant impact from reduced subsi-
dies, which underpinned higher prices for energy and
transport services. The domestic food sub-index, which
represents 21.7% of the consumer price index, regis-
tered four consecutive monthly declines by the end of
October. The upside momentum of the greenback, with
the trade-weighted dollar crossing the 103 mark, a 14-
year high, will reduce imported inflation. Additionally,
rental prices are expected to moderate given demand
and supply factors such as the lower incomes for 1.25
million government employees, regulations pertaining to
the leasing process, and the land fees that will break
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monopolies. We do believe that the the negative income
effect from the Royal decree pertaining to the public sec-
tor's salaries and allowances will be the critical factor in
offsetting the cost push nature of streamlining subsidies,
as evident from the downward trends witnessed across
proxies such as the points of sale transactions and
opened letters of credit.

Figure (7): SAR vis-a-vis EUR and GBP
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lll. Towards a Balanced Budget

high frequency of policy changes has created an
“announcement fatigue”, and as such was more gradual
and transparent in its approach this year, which was
needed to avoid undermining investor and consumer
sentiments.

IV. Concluding Remarks

Fiscal consolidation is an integral part of the National
Transformation Plan 2020 and Vision 2030, with the
government planning to propel non-oil revenues to
around SAR530 billion by 2020, which according to poli-
cy makers will balance the budget at that time. Accord-
ingly, we expect additional measures to reduce water
and electricity subsidies in the months ahead, given the
target of cutting SAR200 billion by 2020. These revisions
will complement the Royal decree announced in Sep-
tember to freeze salaries and constrain allowances that
is expected to save a significant SAR50 billion starting
next year. In our opinion, tackling the unsustainability of
wages and salaries that represented a hefty 46% of the
total actual expenditures in 2015 is an unprecedented
measure that has removed a major impediment to
achieving 2020 fiscal targets.

The government is adamant to scrap the “subsidies for
all” model towards a more targeted arrangement. A new
program is in the pipeline to grant financial aid mostly to
lower income groups, factoring in the size of the family
and consumption based on rational levels, with the ob-
jectives of shielding these groups from elevated prices
as well as encouraging them to conserve and save.
Families will have to submit their requests starting Feb-
ruary before applying the new prices in July 2017. Fur-
thermore, in its first phase, the 2.5% fee on 653 million
square meters of undeveloped land is expected to raise
around SAR10 billion, which will support the housing
program without straining the government’'s budget. On
a medium-term note, Saudi Aramco’s floatation and the
introduction of a GCC-wide Value-added Tax (VAT) by
2018 will give a further boost to non oil revenues, with
estimates for VAT revenues ranging between SAR25-50
billion. It seems the government had realized that the

Global economic concerns will remain in place during
2017, especially that a populist backlash had led to un-
expected outcomes pertaining to the Brexit, the Ameri-
can presidential elections, and most recently the Italian
constitutional referendum. Downside risks stemming
from Chinese economic moderation and monetary policy
reversal by the Federal Reserve can act as headwinds
for global growth. A United States policy reversal will
most likely reignite another cycle of capital outflows from
emerging markets especially those that suffer from
structural deficiencies in their current and fiscal ac-
counts. Speculative outflows might cause a rout in cur-
rencies and commodities in the couple of months follow-
ing rate decisions by the Fed. The interest rate environ-
ment will adjust upwards, resulting in a tighter and costli-
er external borrowing.

The Saudi economy is projected to contract by 1.0% in
real terms in 2017. The oil sector will be the drag espe-
cially that the Kingdom bore the brunt of OPEC’s agreed
upon cut, slashing 486 thousand barrels a day that will
bring down domestic production to around 10 MMBD,
yet in nominal terms, GDP will increase by 5.2% to
SAR2.7 trillion due to higher oil prices. Additionally, the
non-oil sector will be moderating, growing by 1.2%. The
moderation in non-oil will be driven by decelerating do-
mestic consumption and the global headwinds.

Gauging the macroeconomic risks through the debt lev-
el, adequacy of reserves and financial stability reveals
that Saudi is well poised to encounter possible future
shocks. Despite the increase in the Kingdom’s debt to
GDP, it remains low in comparison to international coun-
terparts like Japan and the US that respectively regis-
tered 253% and 108%, while also faring better than re-
gional economies, with the UAE and Kuwait posting
19% and 18% respectively. Saudi reserves remains ad-
equate according to different individual benchmarks,
whether relative to imports, public and private short-term
debt, current account balance and broad money, which
implies that the economy can cover its financing needs,
withstand capital outflows and sustain its imports. On
the banking side, the currently contained NPL ratio illus-
trates the prudent management and supervisory practic-
es that have been applied by banks and SAMA. By the
third quarter of 2016, banks registered an industry-wide
NPL ratio of 1.1%, in comparison to the 1.9% recorded
during 2004-2008. Nevertheless, the moderate macroe-
conomic backdrop is part of any economic transition,
especially that rebalancing an economy is a long-term
process that will bear fruit until the needed shift ends, &’
la China.
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Annex I: Macroeconomic Update

1. Crude oil prices retreated from an average of USD50/bbl in
2015 to USD40/bbl in 2016 while Saudi crude oil production
rose from 10.2 million b/d in 2015 to 10.4 million b/d in 2016.

Figure (1): Crude Oil Prices and Production
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3. Non-oil private GDP stagnated as consumer and business
sentiment weakened on the back of the macroeconomic back-
drop.

Figure (3): Real Non-oil GDP Growth, Contribution

= Government

9%

services

8% 1

= Private services

7% 1

0 -
6% s Construction

5% -

mm— Electricity&
Water

4% -

0 -
3% s Manufacturing

2% -
_| wmm— Agriculture

2017F

1% 1-

0%
0% Total Growth

2011

2012 : 2013 | 2014 ; 2015

-1%
5. The external balance record an expected deficit at 11.9%
while the fiscal balance is estimated to have remained negative
at 15.3% of GDP in 2016.

Figure (5): Twin Balances
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2. Accordingly, real GDP decelerated to record an annual
growth of 1.4% in 2016, following 2015’'s 3.5% rise.

Figure (2): Real GDP Growth Contribution
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4. The decline in the food component had partly offset the sig-
nificant impact from reduced subsidies as the inflation rate
recorded an average rise of 3.4% in 2016.

Figure (4): Annual Inflation (Cost of Living Index)
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6. As such, net foreign assets settled at USD536.6 billion in
October to finance the deficit, after a drawdown of USD73.1
billion.

Figure (6): Net Foreign Assets
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Annex 2: 2017 Budget and Announced Budgetary Allocations
by Sector/Institution

The 2015 budget estimates total revenues at SAR692 billion and total expenditures at SAR890 billion, a deficit of
SAR 198billion. Out of the SAR890 billion budgeted expenditures, total capital expenditures represent approximately
29.4%, inclusive of both green-field projects and on going projects from previous years. Like in previous years, the
Ministry of Finance did not provide a breakdown between capital and current expenditures for the designated sectors
and/or institutions. Below, we summarize the key budgetary allocations as presented in the official press release.

Sector/Institution
Education

Allocation

Expenditures are projected at SAR200.3 billion (22.5% of total), 2.7% lower than the
amount budgeted for last year. As the largest recipient of budget allocations, develop-
ment of the King Abdullah Public Education Development Project will continue with an
estimated cost of SAR9 billion, and continued work on 1’376 educational facilities and
schools. The announcement renewed its commitment to its overseas targeted scholar-
ship program as SAR16.5 bhillion is allocated for over 207°000 students.

Health and Social De-
velopment

Expenditures are projected at SAR120.4 billion (13.5% of total), over 18.7% over the
amount budgeted in 2016. New projects include equipping of hospitals and healthcare
centers, completion of 38 new hospitals with a capacity of 9’100 beds, and two medical
cities with a capacity of 2’350 beds. The budget also includes appropriations for sport
cities in cooperation the General Administration of Sport.

Economic Resources
and General Programs

Expenditures are projected at SAR155 hillion (17.4% of total). The budget includes ap-
propriations to enhance water resources, as well as to improve water and sewage net-
works by reducing waste. The length of drinking water network reached 105’042 KM in
2016 which will be further expanded.

Municipality Services

Expenditures are projected at SARS55 billion (6.1% of total). New projects include inter-
city roads, intersections and bridges, road lights, as well as sanitary and other environ-
ment related projects.

Infrastructure and
Transportation

Expenditures are projected at SAR52 billion (5.8% of total), which is 38.8% higher than
the amount budgeted for in 2016. New projects include 500 km of roads, along with feasi-
bility studies and design for the existing roads network. The allocation will also be di-
rected towards new projects and expansions that will be disbursed across ports, railways,
postal services and various industrial cities.
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