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CHAPTER 1

Challenges of Economic Diversification
in the GCC Countries

Ashraf Mishrif

Efforts by the Gult Cooperation Council member states (GCC) towards
economic diversification have intensified in the wake of the sharp decline
in oil prices by 75 per cent—from US$115 per barrel in June 2014 to
around US$27 per barrel in January 2016. Despite financial wealth and
relative economic and political stability in most GCC countries, the decline
in oil prices has exposed the structural weaknesses of Gulf economies in
their heavy dependency on oil and gas and inevitability of bringing about
radical changes in the economic system. In the first volume of this work,
we acknowledged the political will of these countries to diversify their
economies by shifting resources and investments from the energy sector to
non-hydrocarbon sectors. We stressed the vital role of the private sector as
an engine of growth and effective tool for economic diversification and
development. The dynamism, flexibility and creativity of private sector
enterprises to take advantage of the available business opportunities allow
the private sector to engage actively in all sectors and industries through
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King’s College London, London, UK

© Gulf Research Centre Cambridge 2018 1
A. Mishrif, Y. Al Balushi (eds.), Economic Diversification in the Gulf

Region, Volume 11, The Political Economy of the Middle East,

DOI 10.1007,/978-981-10-5786-1_1



2 A MISHRIF

either outsourcing and contracting from state-owned enterprises (SOEs),
public-private partnerships (PPP), small- and medium-sized enterprises
(SMEs) or start-ups and micro-companies. Analysis also showed that pri-
vate enterprises are more flexible and capable of operating outside their
national borders by taking advantage of the dynamics of regional integra-
tion in order to maximise their profits and market shares.

In this second volume, we explore the key challenges that could face
GCC countries in their efforts to diversify their economies. Indeed, the
challenges are numerous as diversification is a long-term process and
hence requires long-term strategies to bring about noticeable changes
in the economic system. The first and foremost challenge is the resource
curse and Gulf development model. In fact, the huge increases in oil
prices since the early 1970s have led to huge investment in the energy
sector and related energy-intensive industries such as petrochemicals,
chemicals, fertilisers and aluminium (Auty 1990). More recently, GCC
countries have made significant investments in infrastructure, with
construction and real estate sectors leading by far all other economic
sectors in terms of investment and growth. This limited pace of devel-
opment raises serious questions about: why have the high expectations
for resource-based industrialisation not been fulfilled in the Gulf
region? Why have the GCC countries, despite the abundance of capital
and cheap energy, failed to develop an industrial infrastructure that
could form the base for industrial and technological development, and
why have their industries remained uncompetitive in the global mar-
kets, except for the petrochemical industry that is still heavily subsi-
dised? The fact that most GCC countries import almost 98 per cent of
their needs from international markets also questions the wisdom of
the Gulf development model and its consequences for sustainable
development in the oil-rich GCC countries. There is no straightfor-
ward answer to these questions, but a possible explanation for the fail-
ure of GCC countries to develop an industrialisation programme could
be their desire to create a service-based economy. Diversification then
means the allocation of resources to education, health, financial ser-
vices, tourism, aviation and real estates. Diversification could also be
seen by Gulf countries as long-term strategy, and hence there is no
rush to disrupt their economic system as long as oil rents will continue
to be the main source of government revenues for the foreseeable
future (Luciani 2012).
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RENTIER STATE MODEL AND DEVELOPMENT IN GCC
COUNTRIES

The rentier state model of development in the Gulf region has its own
limitations. The first and foremost challenge is the issues of governance,
resources allocation and wealth distribution in the GCC countries. There
is a common perception that the abundance of resources often leads to
bad governance. This hypothesis is widely tested in countries where gov-
ernments failed to utilise their national resources to boost their economic,
political and social development (Gelb 1988; Auty 1990; Salame 1994;
Schlumberger 2007; Ross 2012). Such perception applies to many coun-
tries in South America, Africa and Asia, including the Middle East region,
where the levels of development are probably among the lowest in the
world. Literature attributes much of this connection to the link between
resource revenues and authoritarian rule, where political regimes use the
resource rents to consolidate their power through either use of govern-
ment expenditure to buy off opposition or providing better opportunities
to deliver services and engage in mainstream policies. This may have been
the case in most Middle Eastern countries; and for this challenge to be
overcome, these countries should develop their institutional structure and
governance mechanisms to interrupt the connection between resource
revenues and authoritarianism and between resource rent and increased
corruption. Good governance can guarantee the creation of a system,
where resource revenues are channelled into the economy for consump-
tion and investment, which will consequently increase economic growth
and development.

The rentier state model in the Gulf region is naturally associated with
the lack of fiscal policy or absence of taxation because of the abundance
of resource revenues and unwritten social contract, where citizens receive
rent for loyalty. Luciani (2012) argues that oil has generated huge rent
for GCC countries and that the ability of the state to easily capture this
rent has enabled these countries to control, spend and distribute their
revenues without resorting to impose taxation on their citizens.
Nevertheless, current economic conditions indicate that the continuity
of this pattern of governing is no longer possible in the wake of declining
oil prices and increased budget deficits in all GCC countries in 2015 and
2016. According to Alp Eke, senior economist at the National Bank of
Abu Dhabi, GCC economies could incur a net foreign asset deletion of
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about US$390 billion and a budget deficit of US$300 billion in 2 years
(Gulf Base 2016). With the fiscal space of GCC countries’ net oil energy
revenues reduced significantly, these countries are expected to have an
average budget deficit of 11 per cent of GDP in 2016 and 8 per cent in
2017, with Saudi Arabia, Bahrain and Oman suffering the largest short-
falls in revenues.

Consequently, GCC countries had to borrow around US$318 bil-
lion through issuance of local and international bonds to finance their
fiscal deficits as a result of lower oil prices between 2015 and 2016, a
significant jump from the US$72.1 billion borrowed between 2008
and 2014 (Gulf Base 2016). With oil revenues represent around 80 per
cent of government revenues in GCC countries, the impact of pro-
longed lower oil prices could further worsen the fiscal situation.
Investment analysts also expected public foreign assets to decline sub-
stantially over the next 5 years. In 2016 and 2017 budgets, most GCC
countries have cancelled or postponed a large number of mega infra-
structure projects and introduced rigid measures to contain the fiscal
shortfalls. Among these new measures are reducing government expen-
diture by implementing structural reforms, issuing foreign and local
debt and improving revenue-generation methods through tax and fee
collection. Part of these measures is the decision to introduce 5 per
cent value-added tax (VAT) in 2018, which could increase to 10 per
cent in the future owning to sustained fiscal deficit for the next 5 years
(Gulf Base 2017). The VAT, which exempts foodstuffs and other ser-
vices such as healthcare and education, will have only a marginal effect
on consumers and inflation, but it will be an important step towards
diversifying government income and increasing non-oil revenues. Of
course, the introduction of VAT is part of a wider fiscal consolidation
plan that includes also subsidy cuts and public sector freezes in the
GCC countries, but the political implications of this step could be sig-
nificantly huge in the way these countries are governed in future.
According to International Monetary Fund, introducing the VAT in
GCC countries will have limited fiscal impact on GDP, as United Arab
Emirates (UAE) is likely to raise only 2.1 per cent of GDP from tax,
compared to 2 per cent in Kuwait and 1.1 per cent in Qatar. What
remains unclear is whether further measures such as income tax will
follow this step at a later stage, and how this will affect the nature of
the social contract and potential increase of citizens’ assertiveness of
political rights.
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DIVERSIFICATION OUTSIDE THE ENERGY SECTOR

One of the main challenges of economic diversification is to diversify
from oil and gas to non-hydrocarbon sectors and industries. The chal-
lenges lie in the nature of GCC economies, where oil and oil-related
products, and to some extent gas, are the only tradable commodities to
be sold internationally for rent revenues. In the GCC countries, where
oil rents account for almost 80 per cent of government revenues, this
tradable sector receives most government attention, and significant
investments are made in this sector, often at the expense of non-trad-
able sectors that produce for local consumption. Luciani (2012) argues
that not only the discovery of oil and gas but also any significant rise in
their international prices often results in the demise of traditional pro-
ductive activities in the GCC countries. This is true, when an increase
in oil revenues generates growth in GDP and expenditure, while the
cost of production of non-tradable products is higher than importing
them from the international market. This so-called Dutch Disease is
theoretically ration in international trade theory and empirically nota-
ble in the GCC countries, where the discovery of oil and increase in its
production and export in large quantities have led to deindustrialisa-
tion and disappearance of traditional industries such as pearl fishing.
This means that the cost of production in GCC countries would be
high that no industry might become internationally competitive. The
cases of oil-related industries such as petrochemicals, chemicals, fertil-
izers, aluminium and steel are clear examples of industries that are
exceedingly dependent on state subsidies to survive domestically and
compete internationally (Hvidt 2013). For all GCC countries, oil and
gas are capital-intensive state-run industries; hence, diversification in
the energy sector sustains the leading role of the state in development,
a role that is sustained through heavily subsidies to these major oil-
based energy-intensive industries that create jobs for the internal mar-
ket and develop competitive advantage in the global market. Investment
in these oil-related industries is unlikely to reduce the dependence of
the state on the hydrocarbon sector because their production depends
largely on the availability of low-cost energy. We also argued in the first
volume that investments in renewable energy may provide a new
opportunity for diversification from fossil fuel to non-fossil fuel energy,
but shifting capital from fossil to non-fossil fuel is unlikely to reduce
the role of the public sector in the economy because renewable energy
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is capital-intensive and run by large state-owned enterprises (Mishrif
2017). This concludes that diversification in energy is unlikely to
reduce the dependence of the state on the hydrocarbon sector.

Nevertheless, one cannot underestimate the efforts of GCC countries
to invest a substantial portion of their expenditures in predominantly non-
tradable sectors, including infrastructure, real estates, consumer services
and social services such as education and healthcare. Such investment con-
tributes directly and indirectly to real improvement in the physical infra-
structure and human capabilities, hence creating the conditions for a
competitive business environment.

In sectoral terms, diversification should take place in non-hydrocarbon
sectors that are largely underdeveloped. With most GCC countries eyeing
the development model of Asian tigers, whose development has depended
largely on successful industrialisation, one could argue that the industrial
sector could be a major force for economic development and growth and
a step towards catching-up with the small Asian tigers. O’Connor (2007)
argues that industrial development may not be the only way to a devel-
oped country standard of living, but it is a well-proven one. For the GCC,
industrialisation is a challenging and lengthy root for economic develop-
ment, but it is inevitable for sustainable economic development. Mueller
(2012) identifies three advantages of the development of manufacturing
industries:

1. Manufacturing industries are essential ingredients of social and eco-
nomic development. He argues that manufacturing is a driver of
productivity and that countries with large manufacturing sectors
grow faster and more capable of taking advantage of new opportuni-
ties than countries with small sectors or narrow range of products.

2. If GCC countries are aiming to create knowledge-based economy,
manufacturing industries are the main source, user and diffuser of
technological progress. Even if they aim to develop a service-based
economy, the development of modern services in areas such as
finance, insurance, logistics, communications and education is stim-
ulated largely by the needs of rapidly developing manufacturing
enterprises.

3. Manufacturing could be a major factor to create competitive advan-
tages, particularly where competitiveness of GCC products in inter-
national markets is determined by comparative cost advantage rather
than technological superiority.
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In fact, the manufacturing sector in the GCC countries is slowly catch-
ing-up, because of the dominance of the energy sector and services in
comparison to industry, which has limited size and low investment. In
2008, manufacturing value added accounted for only 9 per cent of total
GDP in the GCC countries. In the same year, the share of manufacturing
to GDP has ranged between 5.59 per cent in Kuwait and 13.81 per cent
in Bahrain, which has the least hydrocarbon resources. Saudi Arabia and
UAE account for about three-quarters of the GCC’s total manufacturing
output, with most non-oil factories operate in the building materials and
food processing. Mueller (2012) argues that production capacities of steel,
aluminium, cement, fertilisers and plastics are currently undergoing sub-
stantial expansion and can be leading manufacturing industries in the
diversification of GCC economies. While these are capital-intensive,
energy-intensive, state-run industries, the potential for expansion and
development is conditioned with high oil prices and significant investment
made into these industries. Beblawi (2011) suggests import substitution
industries for diversification because this type of industries provides a
diverse set of activities, most commonly manufacturing of building materi-
als and food processing. He argues that these industries often attract SMEs
that are labour intensive and contribute to development outside the energy
sector. The development of import substitution industries could offer
greater opportunities for investment in manufacturing, tourism, finance,
banking, insurance, financial services, construction and real estates. For
example, most GCC countries consider tourism an industry that can
increase foreign direct investment (EDI), increase GDP and reduce the
level of dependence on a narrow, primary product range of goods. These
industries do not only facilitate the expansion and growth of the private
sector, but they also enable the government to spread the risk of possible
economic shocks and volatility in oil prices while creating a variety of
income revenues.

Hertog (2012a) provides different views on Gulf industrial develop-
ment. He argues that the nature of state-led development in the GCC
countries allows for the development of public industry that is driven by
state-owned enterprises (SOEs). The common perception that traditional
SOEs are largely characterised by inefficiency, corruption, mismanage-
ment and misallocation of resources in many oil-producing developing
countries, such as Algeria, Iran, Libya, Nigeria and Venezuela, does not
necessarily apply to the GCC countries. Gulf SOEs are relatively modern,
financially sound, technologically developed and their management is
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structured in line with international corporate practices. Another charac-
teristic of Gulf SOEs is the quality of leadership that is often selected by
the ruling families, taking into account the managerial capabilities and a
degree of accountability of the chief operating officer (CEO) who is often
expat with a global standard to company chairperson, who is often a mem-
ber of the ruling family. So, the pressure is always there on CEOs, who are
highly paid and internationally recognised, to deliver their best and take
their companies to new highs. Gulf SOEs are politically and socially impor-
tant because they are the main vehicle for employment of the majority of
nationals, while less than 10 per cent of nationals work for local private
sector companies.

There are also a number of successful industrial SOEs in various GCC
countries, including Saudi Basic Industries Corporation (SABIC) in Saudi
Arabia, Industries Qatar in Qatar, Abu Dhabi Basic Industries Corporation
(ABBIC) in UAE, ALBA in Bahrain, DUBAL in Dubai and EMAL as a
joint venture of DUBAL and Mubadala in UAE. Most of these companies
have followed the SABIC model of build-up, transformation and becom-
ing global SOEs while providing a good industrial base for expanding and
developing the industrial sector in their countries. Such industrial base is
fundamental for the utilisation of existing business clusters and creation of
new free zones while implementing long-term industrial strategies and
policies, with the aim of increasing the share of industry in export outputs
and real GDP.

Morakabati et al. (2014) take us to another level of diversification that
promises growth in income revenues. They stress the importance of export
diversification and underline the association between the diversification of
exports and economic development. Their analysis raises the question of
whether export diversification is a natural outcome of the development
process or whether the development process leads to diversification. They
argue that export diversification is a growing trend in most developing
countries: 80 per cent of these countries were exporting primary goods
some 50 years ago, while currently 80 per cent of them export manufac-
tured goods. They also highlight the tendency among these countries
towards developing capabilities in the export of services, particularly after
the introduction and implementation of General Agreement on Trade in
Services in 1995. UAE’s Etisalat, Saudi Telecom and Ooredoo of Qatar
are examples of export of services in the telecommunication industry in
regional and global markets. This argument poses a challenge of diversifi-
cation to the GCC countries, but it offers hope and promises a brighter
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future if these countries realise that dependence on a narrow range of
exports makes the country susceptible to the negative effects of price
shocks, which in turn destabilise the economy and discourages investment
(Shuai 2013). Apparently, export diversification requires the creation of a
wide range of industries and services through specialisation and develop-
ment of human and technological capabilities that are relatively
underdeveloped.

HuMmaN CAPITAL DEVELOPMENT AND LABOUR MARKET

Today, GCC countries have more financial capabilities than ever before,
but they face major challenges in human capital development, particularly
levels of labour productivity and participation of nationals in the private
economy. Although Arab human development reports have recently indi-
cated significant progress in most human development indices (HDI) in
the GCC, particularly in areas such as school enrolment, life expectancy
and access to basic services such as education and healthcare, there have
been some concerns about the quality of education and labour market in
this region. In education, significant investment has been made in build-
ing schools, colleges and universities, as well as state-of-the-art education
cities in Qatar, Saudi Arabia and UAE. Most educational establishments
are provided with high-tech audio visuals, laboratory equipment and
information technology facilities. The vast portion of investment in educa-
tion has been made in physical infrastructure; yet more investment is
needed to develop the education system in a way that equips students with
the hard and soft skills required by the increasingly competitive labour
market. Therefore, education reforms in the GCC have recently begun to
focus on incorporating “new policies, regulatory measures, creation of
academic accreditation and quality assurance bodies, funding schemes and
research enhancement initiatives” (Abouammoh 2012).

In higher education, the increase in the number of universities has
resulted in growth in student enrolment rate by an average 5 per cent
per annum in the GCC countries. There are demographic and gender
imbalances, most notably in the percentage of male and female students
enrolment in higher education. Statistics show an average 60 per cent of
all enrolled students in all GCC higher institutions are females. This figure
corresponds to the percentage of females in both Saudi and Qatari higher
education. In UAE, female participation is much greater as males repre-
sented only 27 per cent of all students enrolled in higher education,
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24 per cent of all Emiratis attained first degree and 26 per cent of all stu-
dents received science and engineering degrees in 2008-2009. Another
major imbalance is that despite the greater participation of females in
higher education, unemployment rates among females are much higher
than among males. This could be attributed to societal factors such as old
traditions and conservative customs claiming that the right place for
woman is home, educational factors such as limited availability of certain
programmes and specialisation provided by universities or job market
biased towards males in the GCC countries. Whatever the reason is, the
low level of female participation in the labour market has deprived GCC
economies from a highly qualified and significantly important segment of
the society, that if utilised efficiently could have direct positive impacts on
productivity and overall GDP.

Another major challenge facing economic development and diversifica-
tion is the demographic structure of the GCC countries. Only Saudi
Arabia and Oman have majority nationals, which accounted for 69 per
cent in both countries in 2010. Meanwhile, the percentage of nationals to
foreigners recorded 13 per cent to 87 per cent in Qatar, 18 per cent to 82
per cent in UAE, 40 per cent to 60 per cent in Kuwait and 51 per cent to
49 per cent in Bahrain (Fargues and Brouwer 2012). This data shows that
GCC countries have smaller national populations compared to foreigners
and extremely low population density, with the exception of Bahrain that
ranks among the 25 most denscly populated countries in the world. Such
low population density resulted in heavy dependency of GCC countries on
foreign workers in economic development. The high growth rate in the
number of foreigners and their contribution to economic development are
very significant; as a result, numerous social problems have emerged such
as the so-called &idun, persons without citizenship, whose number is esti-
mated around 100,000 in Kuwait.

Despite such considerable demographic challenges, increasing the par-
ticipation of nationals in the private labour market is a critical socio-
economic challenge for GCC governments. Hertog (2012b) argues that
labour market nationalisation has been effected through quotas and pro-
hibition rather than genuine national employment by acquiring the skills
and specialisations needed in the marketplace. This makes large-scale job
creation for nationals unrealistic because of the large wage differentials
between local and foreign workers, and higher job mobility and better
labour rights for nationals make them less attractive employees. Reasonable
adjustment in the GCC labour market is challenged by the high degree of
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segmentation in this market. Indeed, nationalisation may have succeeded
in the civil service and the public sector, where most nationals are now
concentrated, because of privileges such as job security, social status,
shorter working hours, and financial incentives. The concentration of
nationals in the civil service and the public sector has negatively affected
labour productivity in this sector vis-a-vis that in the private sector. Another
element of segmentation is the wage and benefits differentiation between
nationals and foreign workers. Nationals are more expensive to employ
than foreigners due to higher wage expectations that can be three or four
times as high as those of foreigners. Differentiation is also visible in the
widening gap between high-level and low-level wages and between the
wages of men and women in the labour market. Such differentiation could
have adverse socio-economic consequences, including widening the gap
between rich and poor and the erosion of the middle class in more popu-
lated countries such as Saudi Arabia and less resourceful countries such as
Oman and Bahrain.

Employment in the private sector is considerably difficult for GCC
nationals. As explained above, the percentage of education participation is
high among GCC women; and despite attaining higher qualifications,
women are less successful than men in securing jobs in the private sector.
This does not reflect the nature of labour market mechanisms in any way,
but an interpretation of how culture, tradition, institutional and legal
environment affect the labour market in this region. As for men, one could
argue that the availability of cheap, high-skilled foreign labour may have
affected the supply side of the labour market and made private employers
disinclined to employ nationals. In fact, while nationals are less willing to
accept low wages, they are less experienced and lack practical qualifica-
tions, specialisation and skills that make them competitive vis-a-vis their
foreign counterparts. Private employers often complain about the motiva-
tion factor when it comes to evaluating the performance and productivity
of local employees. Meanwhile, the legal system through labour sponsor-
ship schemes enables employers to hire and fire and control foreign work-
ers easily in a way that make them more attractive employees than nationals.
While the aim of labour market policy is to reach full employment, there
is little room to argue that labour market nationalisation has succeeded in
the GCC, in light of the declining productivity rates, particularly in the
public sector, low percentage of GCC citizens as labour market partici-
pants and underutilisation of national labour potential that is unsustain-
able in the long run. The success of labour market nationalisation is most
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likely to succeed if GCC countries make reasonable adjustments in their
labour market through an increase in the price of foreign labour and cre-
ation of internally liberalised labour market (Hertog 2012b).

ADDRESSING CHALLENGES THROUGH LEARNING
FROM GLOBAL BEST PRACTICES

National and regional markets do often have their own characteristics and
dynamics, which differ considerably from other countries and regions.
That nature and structure of the GCC markets are unique in many ways
due to specific political, economic, demographic and social conditions.
The success of diversification in one country does not mean that the set of
policies adopted in that country will succeed in another. The mixed results
of general packages such as economic reforms and structural adjustment
programmes introduced by the IMF and the World Bank in developing
countries show that no one size fits all when it comes to economic devel-
opment. So, what concerns us here is not whether diversification will suc-
ceed or fail, but how GCC countries can address the key challenges of
diversification. To achieve such an objective, we put together a selection of
case studies that are most relevant to GCC economies and are likely to
provide new insights on how other countries have succeeded in overcom-
ing major structural weaknesses in their economies. This volume is not
concerned with finding short-term solutions for the volatility in interna-
tional oil prices, which has declined sharply since July 2014. Rather, it is
concerned with dynamic changes in the business cycle, diversifying the
economic base and adjusting the state-led development model in a way
that can lead to long-term sustainable development.

In this respect, we devote the following two chapters to look at the
effects of resource abundance and rent resources on economic diversifica-
tion. Economic analysis shows that GCC economic cycle is driven by the
hydrocarbon sector and that all other economic sectors are highly depen-
dent on investment generated from production and export of oil and gas.
This economic cycle has not fundamentally changed in the past 50 years
and is unsustainable in the future; this has now forced GCC countries to
seck means through which a reallocation of resources and investment
from oil to non-oil sectors could break this cycle and inject life in non-oil
sectors for employment and income generation. Nouf Alsharif (Chap. 2)
examines the impact of natural resource rents on diversification in exports,
in employment and in value added in 136 countries, including GCC
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countries, between 1962 and 2012. Alsharif finds a significant negative
relationship between resource rents and economic diversification.
Although the results are heterogeneous across different country groups
and resources, GCC countries are not an exception as they follow the high
resource-dependent group. The study shows that the higher the resource
dependency, the less likely the country will diversify its economy through
development in comparison to less resource-dependent countries. In
addition, Said Alsaqri (Chap. 3) examines the linkages and interdepen-
dency between the oil sector and non-oil sectors such as the agriculture
and fisheries, manufacturing and services. Alsaqri tests how sensitive and
dependent these sectors to oil sector and oil price change and how they
increase or decrease in the face of changing government expenditure. The
study finds that all non-oil sectors are sensitive to changes in oil prices,
particularly in GCC countries that are characterised by large fiscal and
current account deficits because of the recent decline in oil prices.
Although the study highlights the negative impact of interdependency
between oil and non-oil sectors on the economic performance and devel-
opment in the GCC, it calls for further investigations on how the oil sec-
tor will affect the macroeconomic dynamics of the GCC countries.
Giving the political, economic, social and demographic similarity and
historical and geographical ties, the UAE is the most diversified economy
among the GCC countries, and its economic development model is worth
examining in this context. Sterling Jensen (Chap. 4) focuses on UAE’s
economic diversification strategy and its policy implications. The study
argues that UAE has seriously begun its diversification to decrease its
dependency on oil since the 1980s, when the oil prices stood at US$9 per
barrel. It argues that while some emirates have diversified quicker than
others, this diversification strategy has come at the cost of other important
national objectives such as preserving the national identity and
Emiratisation. It explains in detail the policy implications of the diversifica-
tion strategy and trade-offs to pursuing diversification in its trade, manu-
facturing, finance, services, tourism and the defence industry sectors. The
chapter concludes that the success of the UAE economic diversification
strategy relies on the government’s ability to incentivise the Emiratis to
leave relatively the public sector and increase labour productivity in the
private sector. Ashraf Mishrif and Harun Kapetanovic (Chap. 5) get more
specific and examine the economic diversification model of Dubai. They
argue that the uniqueness of Dubai’s model lies in its business openness
and integration into the global economy rather than oil dependency.
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In line with the argument presented above by Alsharif, the decline of oil
contribution to Dubai GDP from 5.48 per cent in 2000 to 1.4 per cent in
2013 could have been a facilitator rather than a hindrance to the city’s
economic growth and development. In contrast with the prevalent views
on various inefficiencies associated with resource-rich economies, Dubai’s
model of development rests on the government leadership with specific
governance and state entrepreneurship models, inward investment orien-
tation, unhindered access to capital and labour markets, protectionism and
legal dichotomy and policy of systematic diversification. This model offers
a promising future for Dubai, where most key elements of Dubai’s model
are synonymous to the economic systems and conditions of the GCC
countries.

At the regional level, there is a potential to learn from the experience of
other regional countries, which have gone a lengthy way in their economic
development and diversification path. In a comparative perspective
between Iran, Saudi Arabia and UAE, Nader Alyani (Chap. 6) explores
the need to integrate sectoral learning and skills development into sectoral
policies, particularly in priority sectors with significant potential to con-
tribute to economic diversification while simultaneously moving towards
sectoral specialisation. Alyani provides a circumscribed review of the cre-
ative sector as a potential employment-creating sector, specifically in the
digitised creative segment in Iran, Saudi Arabia and UAE, focusing on the
learning and upskilling required for innovating in the nascent creative sub-
sectors. Alyani also explores the in situ learning episodes within a concep-
tual model, pointing to the prominent use of skill webs as a means of
in-project upskilling and a resource for development of inter-professional
learning and judgement capability, which forms a core ingredient for
innovation.

At the global level, this work examines some interesting global best
practices through detailed analysis of case studies on successful diversifica-
tion from Germany, Japan, Singapore, Malaysia, Taiwan, and South Korea.
Maike Laska-Khalil (Chap. 7) analyses the success factors in small- and
medium-sized joint ventures with high cultural diversity through the lens
of Saudi-German business cooperation. The study explains how entry into
foreign markets represents a challenge, especially for SMEs, not least due
to financial and human resource constraints. Despite the increasing popu-
larity of international joint ventures (IJVs) as an internationalisation strat-
egy, their effectiveness has been generally underexplored, with researchers
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tending to focus on ventures established by large firms, the results of
which are not entirely applicable to SMEs. Laska-Khalil integrates existing
research results to identify crucial success factors for SME IJVs. To take
the practical relevance of this study into consideration, a causal model is
developed based on the results of a well-designed, comprehensive meta-
analysis. The study demonstrates that inter-company cooperation in SMEs
joint ventures with high cultural diversity can facilitate diversification
through learning and exchange of variables that are crucial for the eco-
nomic development of a rentier country such as Saudi Arabia.

Daisuke Yamamoto (Chap. 8) provides another important case study,
which looks at the shape and background of East Asia’s economic devel-
opment model. He compares situations in the GCC and East Asia and
examines paths the GCC should go through to industrial diversification.
He employs the Asia’s flying geese paradigm to explain the way that Japan
acted as leader of Asia’s economic development in the 1970s and the
1980s, followed by similar developments in South Korea, Taiwan, Hong
Kong and Singapore. The flying geese model is attributed to the existence
of consumer markets for Asian products, the region’s plentiful and cheap
labour, transfer of technology from Japan to Asian countries, the era of
cold war mentality and more recently by the division of labour across
countries through global supply chains and the creation of a logistics net-
work that supports these chains. The current situation in the GCC region
is quite different from what Asia experienced; hence, GCC countries
should not aim for the same industrialisation-fuelled economic growth
that once took place in Asia. Rather, these countries should utilise their
abundant capital reserves from oil and gas to promote capital-intensive or
knowledge-intensive industries. While providing several case studies that
could serve as models for the GCC countries, the study also considers
practical measures of how governments can contribute to the region’s
industrial development while summarising basic policy and explicit means
for diversifying the GCC economy. In terms of concrete methodology, the
study touches on the general promotion of industry, strengthening and
stimulating oil- and gas-associated industries through M&A, promotion
of knowledge-intensive industries and creation of the soft and hard infra-
structure necessary to make these methods viable.

Minju Lee (Chap. 9) examines the current challenges facing the GCC
economic diversification and relates the Korean experience of economic
breakthroughs to the GCC countries’ strategic planning for the next phase
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of diversification towards a sustainable growth. Her study aims to compare
key characteristics of economic diversification model of South Korea and
the GCC countries while attempting to extract useful meanings from the
Korean experience and generalising them to the GCC vision of economic
diversification. In doing so, Lee explains the rationale of the newly formed
collaborative partnership between South Korea and the GCC countries,
with the aim of supporting the latter countries in their economic diversifi-
cation. While providing an overview of Korean industrialisation and eco-
nomic development since the 1960s, Lee pays particular attention to the
similarities and differences in economic diversification in the GCC and the
Korean experience and lessons learned from this experience for sustain-
ability of the GCC economies through diversification.

Veronika Deftner (Chap. 10) finally provides a critical analysis of the
Singaporean model, a model that is one of the most sought-after models
of an advanced diversified service economy. While examining the eco-
nomic diversification and nationalisation strategies in the GCC and
Singapore, Deftner argues that due to rapid modernisation and high
dependence on foreign-imported workforce and expertise, both the
economies of the GCC and the most advanced economies of the
Association of South East Asian Nations (ASEAN) are currently tackling
similar political, economic, social and demographic challenges. She draws
a similarity in the way the GCC countries are trying to diversify their eco-
nomic revenues by reducing the high dependence on the hydrocarbon
sector, whereas Singapore, as the most developed economy in ASEAN, is
implementing policies to diversify from its strong economic foothold the
financial service sector. She places a great significance of the development
of national human capital as key for a successful and, thus, sustainable
diversification process for the GCC and Singapore, whose advanced and
swiftly modernised economies require a capable workforce that is suffi-
ciently skilled and experienced. Singapore represents an interesting case
for the GCC as both regions have made great efforts to develop their
economic ties, both in scope and depth, in the past decade. It could ofter
experience and general features for the strategic planning and implemen-
tation of diversification, particularly in the areas of education, R&D, and
innovation that are vital for developing GCG national workforce, as well
as balancing between the persisting need of high-skilled foreign work-
force and the demands for greater employment opportunities for their
national citizens. Deffner provides her analysis with reference to the
Sultanate of Oman and Singapore’s economic structure and its
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strategies for dealing with similar, though different diversification chal-
lenges; but both are finding it difficult to find a balance between eco-
nomic diversification and human resource management.

CONCLUDING REMARKS

This introductory chapter has provided an overview of some of the most
challenging aspects to economic diversification in the GCC countries. It
identifies three major challenges facing GCC countries in their economic
diversification: the nature of the rentier state and all attributes and limita-
tions associated with this model; the capacity of the state to diversify the
economy outside the energy sector; and the appropriate means and poli-
cies to overcome obstacles facing human capital development. Indeed,
GCC countries have made significant progress in their economic growth,
but some critical challenges have remained tenacious and continued to
undermine the diversification process across the region. Challenges of
diversification are not limited to the GCC countries; they exist in most
developed and developing countries in various forms and degrees and
require differing strategies and policy appropriate to the political and eco-
nomic settings of the respected country.

Today, the GCC is fortunate by the availability and richness of suc-
cessful experiences and global best practices in economic diversifica-
tion. Contrary to the common perception that the abundance of nature
resources is often associated with bad governance, the chapter demon-
strates a number of case studies from within the GCC region and glob-
ally that resources could be a bless and contribute directly to economic
development and diversification by allocating resources to the most
productive sectors of the economy. Dubai’s model of economic devel-
opment provides some insights and guiding principles for other GCC
countries, some of them share the basic characteristics of Dubai’s expe-
rience. Although GCC countries experience similar economic structure
and levels of economic growth, they have the potential of learning
from the experience of one another on bilateral and regional levels.
Globally, the GCC is increasingly looking east; hence, the experiences
of highly advanced economies of Japan, South Korea and Singapore
provide new opportunities for the GCC countries not only to enhance
their economic ties with these countries but also to emulate some of
the successful elements of their strategies and policies in economic
diversification.
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CHAPTER 2

Natural Resources and Economic
Diversification: Evidence from the GCC
Countries

Nouf N. Alsharif

INTRODUCTION

Natural resource rents exceed US$4 trillion per year, amounting to 7 percent
of world GDP. Non-renewable resource revenues are a dominant feature of
50 economies with a combined population of 1.4 billion people. There are
24 countries for which resources make up more than three-quarters of their
exports, 13 countries for which resources make up at least 40 percent of
their GDP and 18 countries in which resources provide more than half of
fiscal revenue (IMF 2016 and van der Ploeg and Venables 2012).
Resource-rich countries have been historically heavily dependent on a
limited range of natural resources, mostly for export. This limited
diversification may lead to unsustainable growth, driven by a high concen-
tration in low productivity sectors. Concentration in such sectors may lead
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to high vulnerability to macroeconomic instability, price volatility and
external shocks. Many resource-rich countries aspire to a diversified econ-
omy, but many of them—especially the less developed countries—have
limited experience with regard to which aspects of diversification are
important.

In this chapter, we test the impact of natural resource rents on diversi-
fication in exports, in employment and in value added. By using employ-
ment data, Imbs and Wacziarg (2003) find that diversification path follows
a U-shaped pattern in relation to per capita income: countries tend to
diversify at early stages of development, and then at higher stages of
income, they tend to specialize in certain sectors. This chapter revisits the
issue using an additional perspective; we investigate the effect of resource
rents on the noted U-shaped diversification pattern in employment, in
addition to value added and exports. We find a significant negative rela-
tionship between resource rents and diversification.

The literature on the relationship between resource rents and non-
resource economic activity focuses on the concept of the “Dutch Disease”,
which is a widely used term in the development literature. The Economist
magazine coined the term in 1977 to explain the gas boom implications
on the Dutch economy.

The extensive literature on the Dutch Disease is pioneered by Corden
and Neary (1982) who show a decline in manufacturing employment and
exports as a result of resource boom. Three factors can cause this boom: a
technology-induced rise in productivity, a new resource discovery, or a rise
in the commodity world price. They distinguish between two main effects
of the resource boom on the manufacturing sector; the spending effect
occurs when a sudden rise in the value of the natural resource exports
raises real income leading to extra spending on services, which raises their
prices and leads to adjustments in real exchange rates. That makes export-
ing non-resource commodities more difficult and makes competing with
imports across a wide range of commodities harder. Foreign exchange
earned from the resource exports may be used to purchase internationally
traded goods, at the expense of domestic manufacturers of the goods.
Simultaneously, domestic resources such as labor and materials shift to the
resource sector, where the resource movement effect takes place.
Consequently, the price of these resources rises in the domestic market,
thereby increasing the costs to producers in other sectors. Eventually,
extraction of natural resources sets in motion a dynamic that gives primacy
to two domestic sectors—the natural resource sector and the non-tradable
sector—at the expense of more traditional exports sectors.
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Ismail and Arezki (2010) test the Dutch Disease on a sample of 32 oil-
rich countries from 1992 to 2009 and find that during an oil boom, fiscal
policies have helped to reduce capital expenditure. Harding and Venables
(2013) find that exports of natural resources crowd out non-resource
exports. They find that in countries with high income and good gover-
nance, the impact on non-resource exports becomes greater, as these
countries tend to have higher manufacturing in their non-resource exports.

The “resource curse” was first noted by Sachs and Warner (1995,2001)
who show a significant negative relation between natural resource depen-
dence and growth in GDP per capita. They also argue that resource abun-
dance squeezes the manufacturing sector, as in the Dutch Disease model.
Other studies considered oil rents specifically. Ross (2001) and Sala-i-
Martin and Subramanian (2003) find a negative relation between oil rents
and economic performance. Other papers show that the impact of resource
abundance is mainly driven by political factors (Tornell and Lane 1999).

We also test if different kinds of resources could have varied impacts
on diversification, as Bhattacharyya and Collier (2014 ) show that resource
curse occurs in case of point resource natural resources such as minerals,
but not in renewable point source resources such as agriculture and
forestry.

To date, there are not many empirical studies on diversification. Few
exceptions include Imbs and Wacziarg (2003) who find that employment
diversification follows a U-shaped pattern in relation to per capita income:
countries tend to diversify at early stages of development, and then at
higher stages of income, they tend to specialize in certain sectors. Koren
and Tenreyro (2007) also find the U-shaped pattern in plotting produc-
tion concentration against income, but the depth of that shape varies
across different income groups. Moore and Walkes (2010) find a positive
relationship between economic volatility and concentration. In studying
trade diversification, a number of papers find that exports are more con-
centrated than production, such as Hausmann and Rodrik (2003) and
Easterly et al. (2009). Cadot et al. (2011) find the U-shaped pattern in
export diversification, as countries tend to reconcentrate on exports after
a certain point of income. Alsharif (2015) used commodity prices to
instrument resource rents and found empirically that higher resource
dependency leads the country to skip the U-shaped diversification pattern
through development and mostly remain concentrated.

Investigating productivity growth and structural change, McMillan
and Rodrik (2011) argue that in developing countries, there are large
productivity gaps between different parts of their economies, and between
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different firms within the same part or industry. These gaps are smaller in
developed countries. They acknowledge that structural change could
move into different directions along with the economic development pro-
cess. In resource-rich countries particularly, natural resources do not gen-
erate much employment compared to manufacturing and other tradable
sectors, which takes structural changes into a direction away from produc-
tive sectors.

This chapter adds to the literature through examining the effect of
resource rents on diversification. As shown above, previous literature cov-
ered the effect of development on diversification or studied the effect of
natural resources on development. In this chapter, we combine the two
strands of literature and study the effects of resource rents on structural
change in employment and value added (internal diversification) and the
effect on exports (external diversification). We examine the concentration
in employment and exports in resource and non-resource, tradable and
non-tradable sectors. Previous literature examined these effects separately,
either structural change or exports, and as far as of our knowledge, none
of them examined the effect of natural resources directly on
diversification.

The rest of the chapter continues as follows: Section 2 briefly describes
economic diversification. Section 3 defines the data and outlines the meth-
ods. Section 4 presents the empirical results. Section 5 concludes.

EconoMmic DiversiFicATION: How AND WHY

Through the development literature, a number of studies have investi-
gated the relationship between diversification and development. The find-
ings vary across papers depending on the used methodological approach,
the dataset and the diversification measures (De Benedictis et al. 2009).
Some of these studies find a monotonic relationship between diversifica-
tion and development, where countries tend to diversify moving along the
development path (Stokey 1988), while other studies find countries grow
into more specialization as they develop (Krugman 1987).

More recently, a growing number of empirical studies have investigated
the relationship between diversification and development. The highly
cited paper by Imbs and Wacziarg (2003) find a non-monotonic relation-
ship where diversification takes a U-shaped pattern, a result found by
other following papers such as Koren and Tenreyro (2007) and Cadot
etal. (2011). Cadot et al. (2011) argue that diversification should not be
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taken as a policy objective for two reasons: first, they emphasize the impor-
tance of specialization, not diversification, following Ricardian theories
which stress on the importance of specialization, not diversification.
Second, they argue that by looking into exports, the Heckscher-Ohlin
model implies that export patterns are largely determined by endowments,
drawing the attention to factor accumulation, not diversification.

However, policymakers in developing countries and resource-rich
countries are constantly preoccupied by diversification as they believe it is
the path toward higher development, according to Papageorgiou and
Spatafora (2012). Gylfason (2011) argues that economic diversification
could stimulate growth by attracting new economic activity that avoids
excessive reliance on primary production in few natural resource—based
industries, thus facilitating the transfer of labor from low-paying jobs in
low-skill-intensive farming and agriculture to more lucrative jobs in more
high-skill-intensive occupations in manufacturing. Gylfason (2011) also
argues that a dependency on natural resources could be good for growth,
if well managed and used to diversify the economy. In exports, diversifica-
tion may help countries to upgrade their resource-based sectors, as they
move away from unprocessed primary exports to more complex products
and services (Gelb and Grasmann 2010). A higher resource dependency
makes diversification more difficult, but resource-rich countries still want
to diversify for a number of reasons (Gelb and Grasmann 2010): First,
export diversification is associated with higher long-run growth, as engag-
ing in manufacturing enables dynamic learning-by-doing that raises pro-
ductivity and income. Second, diversification exposes producers to a wider
range of information about foreign markets and may open the way to
other sectors. Third, diversification reduces the impact of volatile resource
prices. van der Ploeg and Venables (2012) argue that to achieve diversifica-
tion in resource-rich economies, public and private investments are needed
to work jointly through investments in human and private capital.

Figure 2.1a shows the difference in export diversification between
developed and developing countries in the sample. It shows developing
countries increased their export diversification during the sample period
more rapidly than developed countries. Gelb and Grasmann (2010) note
that developing countries in general have had successfully diversified
their economies and exports. They note that in the 1960s, about 80
percent of developing countries’ exports were primary commodities,
while recent figures show that almost 80 percent are industrial products
(although some primary industries are classified as industrial). These
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Fig. 2.1 Export diversification in (a) developed and developing countries and
(b) resource and non-resource countries. Gini ranges between 0 and 1; lower Gini
indicates higher diversification. Source: WITS (2013)

figures relate to the U-shaped pattern found by Imbs and Wacziarg
(2003), assuming that developing countries are in the initial stage, where
concentration is still high.

Figure 2.1b shows the difference in export diversification between
resource and non-resource countries in the sample. Apparently, we can see
the higher level of concentration in the resource countries’ exports, which
is mainly driven by resources.

Elbadawi and Gelb (2010) show two types of diversification—diversify-
ing by introducing new sectors in the economy and diversifying within the
resource sector. We focus on the first type in this chapter. Diversification
strategies do not always succeed. Esanov (2012) lists certain criteria for
successful stories: sound macroeconomic environment, designing a realis-
tic strategy taking into consideration local factors, well-functioning gov-
ernment institutions, adequate financial sector and social infrastructure to
support diversification efforts, and creating special incentives to facilitate
export diversification.

MEASURES OF ECONOMIC DIVERSIFICATION

The dataset in this study includes sectoral data on structural change mea-
sured by employment, value added and exports. The number of coun-
tries in the dataset is 136, ranging across all levels of development. The
data are annual, covering the period from 1962 to 2012. There are many
measures for sectoral diversification; most of them are borrowed from
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the income equality literature. Here we report three measures: the Gini,
Theil and Herfindahl-Hirschman indices. Table 2.3 in appendix presents
descriptive statistics of these measures, and Table 2.4 in the appendix
presents the correlation between all the measures, which is rather high.
Imbs and Wacziarg (2003) use Gini, HHI and the coefficient of varia-
tion. Cadot et al. (2011) use Gini and HHI and Moore and Walkes
(2010) use only HHI. Lederman and Maloney (2003) use HHI. McMillan
and Rodrik (2011) use the coefficient of variation. All three measures are
calculated in this study, but we report the Gini index only due to the
high correlation between the three measures. (See Appendix for full data
description.)

We calculate diversity for all sectors first and then for all non-resource
sectors. To get the non-resource sector values in the ILO data, we exclude
“Mining and quarrying”, and in the WITS exports data, we exclude
“Crude material, inedible, except fuels”, “Mineral fuels, lubricants and
related materials” and “Commodities not classified according to kind”.
The UNIDO data does not cover resource sectors at all.

From Table 2.3 in the appendix, we can take that highest diversification
in employment (using ILO dataset) happened in Algeria in 1984. The
highest export diversification (using WITS dataset) happened in Greece
2006, while the highest concentration in exports happened in Libya
between 1976 and 1981, dominated by the mineral exports sector.

METHODOLOGY

The methodology has three steps: First, we use panel data to examine the
relationship between resource rents and diversification. Second, we use
commodity prices as an instrument for resource rents. Third, we test the
heterogeneity of natural resources in different specifications.

The employment data are from the International Labor Office for nine
main sectors (1-digit level), covering the years 1969-2009, and the United
Nations Industrial Development Organization (2012) for 23 main sectors
(3-digit level, INDSTAT?2) covering the years 1963-2010. Note that
UNIDO data are partial, covering only manufacturing, employment and
value added. It is included here because the value-added data shine an
additional light on diversification and structural change. Exports data are
from WITS for the 10 main sectors (1-digit level) covering the years
1962-2012. Income data are from Penn World Tables (PWT) version 8.0,
which goes back to 1950.
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DATA ANALYSIS AND DISCUSSION

Natural Resources and Diversification

We begin by revisiting the non-monotonic relationship between diversifi-
cation and development uncovered by Imbs and Wacziarg (2003) and
Cadot et al. (2011). Figure 2.2 shows the existence of the non-monotonic
U-shaped path in our data in employment, value added and exports. The
U-shape persists in diversification through all specifications even after
counting for the non-resource sectors only.

Second, we examine the effect of natural resource rents on sectoral
employment to test the structural change movements in resource coun-
tries. There is a large and significant negative effect of the resource rents
on ILO sectoral employment diversification. Coefficients are larger within
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Fig. 2.2 Revisiting the U-shaped development path noted by Imbs and Wacziarg
(2003) and Cadot et al. (2011) in (a) ILO sectoral employment, (b) exports, (c)
UNIDO manufacturing employment, (d) UNIDO manufacturing value added.
Note: The U-shaped pattern is based on our data. Countries diversify first and
then specialize again through all data groups. Data sources: ILO (2012), WITS
(2013) and UNIDO (2012)



NATURAL RESOURCES AND ECONOMIC DIVERSIFICATION: EVIDENCE... 29

the non-resource sectors, showing that employment concentration hap-
pens out of the resource sector which is usually capital intensive and does
not create many jobs. The Dutch Disease theory predicts that a resource
boom increases wages in the booming sector and thus increases employ-
ment in that sector affected by the spending effect. But due to the fact that
the resource sector is capital intensive, employment concentration occurs
in other non-tradable sectors affected by the resource movement effect.

Within the UNIDO manufacturing data, we test the effect on manufac-
turing employment and value added. Results show that there is a signifi-
cant negative effect of the resource rents on manufacturing employment
and on the manufacturing value added. This could reflect increased local
demand on manufactured goods as an implication of the Dutch Disease
spending effect. This result might be also affected by the low employment
in the resource sector as explained previously.

We next turn from employment to exports, to test the effect of resource
rents on the tradable sectors. The Dutch Disease model predicts a decline
in producing tradable goods and higher exports of the natural resources.
There is a significant negative effect of the resource rents on export diver-
sification, in both full sample exports and in non-resource sectors.
Concentration in resource exports examined by the total exports (All) is
larger in most specifications. Less manufacturing output and other trad-
able goods could cause the noted higher diversification in non-resource
sectors, as the Dutch Disease model predicts.

So far, the results show high concentration in employment, value added
and exports as a result of natural resource rents. Figure 2.3 plots predicted
Gini indices against GDP per capita for various levels of resource rents to
GDP shares; it shows that the U-shaped relationship is maintained in most
levels, and the steepest curve is the non-resource countries. However, this
U-shaped relationship disappears in the higher levels of resource rent share
in GDP (over 40 percent) where the concentration continues to increase
along the development path. Accordingly, the higher the resource rent
share in GDP, the less likely diversification could happen along the devel-
opment path. Instead, concentration increases rapidly.

Heterogeneity Acvoss Natuval Resources

Diversification in different sectors is likely to vary across different kinds
of natural resources, since commodity prices are heterogeneous. We test
the diversification affected by two groups of resources: oil and gas, and
forestry.
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Fig. 2.3 Gini indices against GDP per capita and the share of resource rents. (a)
Exports. (b) UNIDO manufacturing employment. (¢) UNIDO manufacturing
value added. (d) ILO sectoral employment

Or1L AND GAS RENTS

The results show an insignificant effect in employment, either ILO overall
employment or UNIDO manufacturing employment. However, there is a
highly significant concentration in exports mainly affected by oil and gas
exports. There is also a significant concentration in manufacturing value
added; this concentration is found to be mostly within sectors that are
highly related to oil and gas but classified individually in the UNIDO
dataset (such as (9) coke, refined petroleum products, nuclear fuels; (10)
chemicals and chemical product; (12) non-metallic mineral products; (13)
basic metals) or sectors that produce locally consumed goods and fall
within the non-tradable as they do not show up in exports (such as (1)
food and beverages and (6) wood products (UNIDO 2012)), equally as
suggested by the Dutch Disease model.
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FORESTRY

The eftfect of forest rents on diversification is different than oil and gas. As
explained earlier, the sustainability and commodity price heterogeneity
might have the biggest role in this variance. Results show a significant
positive effect of forest rents on overall sectoral employment diversifica-
tion and exports. These results are also noted by Bhattacharyya and Collier
(2014). Manufacturing employment and value added are significantly
concentrated; this concentration mostly falls within sectors that are highly
related to forestry and agriculture but classified individually in the UNIDO
dataset (such as (1) food and beverages or (4) wearing apparel or (5)
leather and footwear, or (6) wood products (UNIDO 2012)).

Heterogeneity Across Countries

Resource-rich countries differ in their dependence on natural resource
rents, and other features are likely to influence the effect of resources, such
as level of development and region. In this section, we test how this het-
erogeneity affects diversification.

Level of Development

We start by testing the diversification across developed and developing
countries. Results show diversification coefficients in developed countries
are barely affected by resource rents. There is a slightly significant negative
effect on diversification in exports and value added, but no significant
negative effect in employment either in full sample (ILO) or manufactur-
ing (UNIDO). A possible explanation for this is that developed countries
have a well-established manufacturing sector that would get affected in
terms of exports share, but not in terms of manufacturing employment
share as the resource sector is capital intensive and would not attract
employment. Meanwhile, in developing countries, resource rents have a
higher significant negative effect on export diversification, where exports
get highly concentrated. Moreover, the results show a significantly nega-
tive effect on employment diversification in both sectoral and manufactur-
ing employment. These findings show that manufactures are also exposed
to get crowded out by resources, with a higher possibility in developing
countries where manufacturing sectors are not highly developed, with less
income and lower institutional quality, than developed countries.
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Regions

We finally test the heterogeneity across regions, mainly by continents, in
addition to the Middle East and North Africa (MENA) region. Across
regions, significant diversification only happens in the MENA region,
while employment in Asia, Europe and the Americas gets concentrated.
However, results for manufacturing employment are different.
Manufacturing employment gets more diversified in Africa with a high
significant positive effect and more concentrated in the Americas. Asia,
MENA and Europe manufacturing sectors have insignificant coefficients
affected by resource rents. This might be explained by the fact that there
are many resource countries located in the MENA region, and the resource
effect is very high despite the small number of observations. Many of these
countries have had resource rents (mainly oil and gas) for a long time
before 1950, but most of them did not develop resilient manufacturing
sectors and therefore we can see that manufacturing employment is insig-
nificant. We find that sectoral employment in the MENA region is diversi-
fied between government jobs, a number of services sectors and other
non-tradable sectors (such as (5) construction, or (6) wholesale, retail
trade, restaurants and hotels, or (7) transport, storage and communica-
tion, or (8) financing, insurance, real estate and business services, or (9)
community, social services and personal services). The value added figures
are mostly matching the employment ones. When testing the effect of
resource rents on exports, results indicate a high significant negative effect
on export diversification. Across all regions tested, exports tend to get
concentrated within the resource sector affected by resource rents, except
for Asia, where exports get diversified slightly significantly.

A Brier oN EcoNnoMIC DIVERSIFICATION IN THE GCC

Half of the world’s oil production comes from the Middle East countries
and particularly from the Gulf Cooperation Council (GCC), where econ-
omies are highly concentrated despite the efforts and advice to diversify
and counter the high hydrocarbon dependency. The Gulf Cooperation
Council countries include the Kingdom of Saudi Arabia, the state of
Kuwait, the Kingdom of Bahrain, the United Arab Emirates (UAE), the
Sultanate of Oman and the state of Qatar. These countries are part of the
highest resource-dependent countries in the world. Our data shows that
the share of resource rents to GDP in the GCC has ranged between 70
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percent and almost 100 percent between 1975 and 2012 (depending on
country-year data availability). Fossil fuels, mainly oil, are the main
resources produced in the GCC region. Taking into consideration the
high volatility that oil prices have been through in the last three decades,
we can notice the long-term sustainability struggle and limited diversifica-
tion this region has gone—and still going—through.

However, the countries vary in terms of diversification and resource
dependency progress across the last three decades. The literature shows
that the only GCC country that has gone through a relatively successful
attempt of diversification is the UAE. According to Flamos et al. (2013),
the UAE has been noted in the literature several times as a successful
diversification example and in lowering the country’s high dependency on
oil exports and revenues. The UAE has managed to lower its resource rent
to GDP share from 66 percent in 1979, when the first oil peak occurred,
to less than 31 percent in 2007, the second oil peak. This occurred mainly
due to the relative improvement in non-oil sectors as a result of Dubai’s
efforts toward economic diversification, particularly into tourism, finance
and transport, serving as a regional trading hub.

Gelb (2011) has also noted Dubai’s experience as one of the very few
examples of developing countries that have built diversified economies
from initial conditions of strong concentration in mineral sectors, in addi-
tion to Malaysia, Thailand, Chile, Indonesia and Sri Lanka. All these coun-
tries have diversified toward manufacturing, while Chile diversified its
resource base to include new and more sophisticated products. According
to Gelb, Dubai’s strategy was to attract investments to invest in infrastruc-
ture, real property and a range of services, in addition to establishing a free
zone to further build export capacity. And despite Dubai’s high depen-
dency on expatriate labor and skills, it managed to offer some lessons for
other countries considering diversifying their economies through a mas-
sive free zone or similar policies. In order to do that, Dubai provided
incentives to attract foreign direct investments and major multinational
companies. These incentives included an efficient bureaucracy with little
corruption, a regime of no taxes and low tariffs to attract international
companies, a free market economy with low restrictions on movement of
funds and transactions, high-tech infrastructure to sustain electronic-
based system and e-government, public support and easy quick processes
to issue visas to businessmen and visitors, allowing foreigners to own
property in free zone areas and investing heavily in security. Very open
trade and labor policy, a very low tax regime and a pegged exchange rate
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to the US dollar have made Dubai a relatively stable and low-cost base for
business. Dubai nationals will still enjoy rent-based income, mostly from
land and property rents and statutory participation in businesses usually
run by expatriates.

Gelb (2011) summarizes the success factors from the mentioned exam-
ples in four main points: first, the importance of avoiding wild swings in
the real exchange rate and periods of high overvaluations; second, the
need to reduce costs for the non-resource sectors; third, the efforts to
supplement market incentives; and, finally, the importance of openness to
foreign investors, skills and new markets. In addition, Gelb concludes with
some valuable policy recommendations in order to achieve a diversified
economy, as sometimes good policies are not enough to reach that, like
what happened in Botswana. Gelb’s recommendations include first, the
need to get some economy-wide “horizontal” basics right—good macro-
economic management is very critical; second, to build other types of
capital to complement natural resource wealth; third, measures to bring
down the costs of production in the new traded sectors; fourth, maintain
flexibility, especially in dealing with foreign direct investments.

Looking into our data, we find that GCC countries are highly concen-
trated in exports, in employment and in value added. Concentration in
exports is mainly driven by hydrocarbon fuels. But concentration in
employment does not fall in oil sectors, as it is known to be capital inten-
sive and does not hire a significant amount of labor. Despite its narrow-
ness, we find that sectoral employment in the GCC region is diversified
between government jobs, a number of service sectors and other non-
tradable sectors. In more details, the UNIDO manufacturing data shows
concentration in the manufacturing sectors as well, and that concentration
mainly falls within two main categories:

e Sectors that are highly correlated with oil production, not necessarily
extraction but related to the oil industry, such as “coke, refined
petroleum products, nuclear fuels”, or “chemicals and chemical
products”, or “non-metallic mineral products”, or “basic metals”.

e Sectors that produce locally consumed goods and fall within the
non-tradable categories, but classified as part of the manufacturing,
such as “food and beverages” or “wearing apparel” (UNIDO 2012).

e There is also a significant concentration in manufacturing value
added, this concentration is found to be mostly within sectors that
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are highly related to oil and gas but classified individually in the
UNIDO dataset, or sectors that produce locally consumed goods
and fall within the non-tradables as they do not show up in exports.

However, we do not see that the Dutch Disease model is applied in the
GCC region, as GCC countries have had resource rents (mainly oil and
gas) for a long time before 1950 (when the resource rent data began), but
most of them did not develop resilient manufacturing sectors afterwards,
and therefore, we can see that manufacturing employment is insignificant
to the resource rent effect. The Dutch Disease effect, as described earlier,
happens to economies with solid manufacturing sectors which gets affected
negatively by the resource rents.

CONCLUSION

This chapter examines the effect of resource rents on diversification in
exports, sectoral employment, manufacturing employment and value
added. The resource rents in general have a significant negative effect on
diversification; various levels of diversification occur in different economic
sectors. The higher the resource rent share in a country’s GDP, the less
likely this country would go through the U-shaped path noted by Imbs
and Wacziarg (2003). Alternatively, concentration increases rapidly
through the development path.

However, there were some heterogeneous features among different
country and natural resource groups. We find that there is a different
effect between renewable and non-renewable natural resources on diver-
sification. Non-renewable resources—examined by oil and gas—do not
have significant effects on employment diversification, but they decrease
export diversification, while renewable resources tend to increase export
diversification and sectoral employment. We also look into different
country groups; the effect of natural resources varies between developed
and developing countries where manufacturing sectors are also diverse.
Resource rents are likely to have a higher impact on diversification within
developing countries, especially in employment where diversification gets
decreased, but not affected in developed countries. However, in both
country groups, resource rents decrease export diversification, indicating
that manufacturing share in exports is affected in both groups, even
when the manufacturing employment was not affected in the developed
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countries. Moreover, export diversification in all regions is significantly
decreased. Manufacturing diversification is significantly decreased in the
Americas and to a lesser extent in Asia, not affected in Europe and MENA
but increased in Africa.

These results imply the Dutch Disease mechanism and are useful to
policymakers in resource-rich countries who should be aware of how their
labor market and exports are likely to be affected by the resource rents.
Therefore, it would be very useful to test the institutional quality’s impact
on diversification, especially after having heterogeneous results between
country groups.

APPENDIX: DATA AND ADDITIONAL TABLES AND FIGURES

Employment Data

Sectoral employment data are from the International Labor Office and
United Nations Industrial Development Organization (UNIDO 2012).
1L.O data covers 127 countries, while UNIDO covers 125 countries. The
ILO data includes all economic activities at the 1-digit level between 1969
and 2008. Sectoral shares are in percentages. The unbalanced panel has
2369 observations (country-year). The ILO dataset reports employment
in different classifications: some countries use the ISIC revision 2, others
moved to ISIC revisions 3 and 4 in recent years, and some are using their
own national classification. Employment data in the more disaggregated
ISICrev3 and ISICrev4 were aggregated to ISICrev2, following Imbs and
Wacziarg (2003), Timmer and Vries (2007) and McMillan and Rodrik
(2011). If a country reports two revisions, the lower one is used. Official
estimates are preferred over labor surveys. Data not following ISIC con-
ventions are dropped. Table 2.1 shows the concordance between ISICrev3
and ISICrev2.

ILO data sometimes have sudden big changes in numbers in certain
sectors, as countries sometimes change their calculation methods even if
the same classification /revision is used. This is taken into consideration in
this study, by dropping the observations that report these sudden changes
making the panel more harmonized.

Our alternative data source is UNIDO, which covers manufacturing
activities only at the 3-digit level of disaggregation (the main 23 industrial
sectors) between 1963 and 2010 (INDSTAT2). (INDSTAT4 disaggregates
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Table 2.1 Classifications between ISICrev2 and ISICrev3?

ISICrer2 ISICrer3
1. Agriculture, hunting, forestry and A. Agriculture, hunting and forestry
fishing B. Fishing
6. Wholesale and retail trade and G. Wholesale and retail trade; repair of motor
restaurants and hotels vehicles, motorcycles and personal and
household goods
H. Hotels and restaurants
8. Financing, insurance, real estate and ~ J. Financial intermediation
business services K. Real estate, renting and business activities
9. Community, social and personal L. Public administration and defense;
services compulsory social security
M. Education
N. Health and social work
O. Other community, social and personal

service activities

5]

Households with employed persons

*McMillan and Rodrik (2011) and Timmer and Vries (2007)

to 4-digit level but only goes back to 1985.) The UNIDO dataset is con-
sistent over the years and did not need adjustment. The unbalanced panel
has 3564 employment observations (country-year).

Value Added and Labor Productivity

The UNIDO dataset also provides information on value added per sector,
offering an additional measure of sector size and productivity in industrial
employment. The value-added dataset covers almost the same period as
the employment dataset, although some countries do not report the two
sets equally. The unbalanced panel has 3465 value added observations
(country-year).

Exports Data

Exports data are from the World Integrated Trade Solution (WITS),
which is a collaboration between the World Bank and the United Nations
Conference of Trade and Development. The export data covers 133 coun-
tries. Data is selected in SITC 1-digit aggregation containing the main ten
trade sectors. Values are reported in constant US$1000 with base year
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Table 2.2 Main differences between the chosen concentration measures

Index  Distance concept Decomposable? Independence of input  Range in
scale and population interval [0,
size? 1)?

Gini Depends on rank No Yes Yes

ordering

Theil  Proportional Yes Yes No

HHI  Absolute differences Yes No: decreases with Yes: but
population min > 0

Source: Cowell (2011)

2000. The unbalanced panel has 4575 observations (country-year). The
WITS data values are consistent over the years and did not need any
adjustment.

Diversification Indicators

Computing of these measures is done through Stata.!

We calculate diversity for all sectors and for all non-resource sectors.
Specifically, in the ILO data, we exclude “mining and quarrying”, and in
the WITS exports data, we exclude “crude material, inedible, except
fuels”, “mineral fuels, lubricants and related materials” and “commodities
not classified according to kind”. The UNIDO data does not cover
resource sectors at all.

Table 2.3 shows summary statistics for the diversification measures used
in this study. Table 2.4 reports correlation between these measures, which
is high. Figure 2.4 shows the historical performance of the diversification

using the Gini index in all sectors examined.

Natural Resonrces Data

Several natural resources are used in this study: oil, gas, nickel, tin, copper,
gold, iron, forest, coal, bauxite, silver, lead and phosphate. Resource rents
are from the World Bank Wealth of Nations dataset and cover the period
1970-2008. Aggregate resource rent is calculated as the sum of all
reported resources. The World Bank calculates resource rents as:
Rents = Unit rent x production
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Table 2.4 Correlation matrices of sectoral concentration indices

Gini Theil index HHI

ILO employment variables (all sectors)

Gini 1.000

Theil index 0.897 1.000

HHI 0.906 0.853 1.000
ILO employment variables (non-resource sectors)

Gini 1.000

Theil index 0.932 1.000

HHI 0.926 0.917 1.000
WITS expori\ diversification variables (all sectors)

Gini 1.000

Theil index 0.741 1.000

HHI 0.897 0.802 1.000
WITS export diversification variables (non-resource sectors)

Gini 1.000

Theil index 0.677 1.000

HHI 0.894 0.745 1.000
UNIDO manufacturing employment variables (employment figures)

Gini 1.000

Theil index 0.906 1.000

HHI 0.727 0.803 1.000
UNIDO manufacturing employment vaviables (value added)

Gini 1.000

Theil index 0.678 1.000

HHI 0.863 0.781 1.000

Unit rent = unit price — unit cost

All rents are reported in current US dollars.

The measure for resource rents used in this study is the log of resource
rents per capita. Resource rents are available for a wide panel of countries
for a long period of time, allowing testing long-term effects on diversifica-
tion and minimizing the risk of sample selection bias. Normalization by
population size, taken from the Penn World Tables, avoids a bias toward
large countries. Several resources are aggregated, using data constructed
using the same methodology, allowing us to examine the effect of differ-
ent resource rents on diversification at the same time. This measure has
been used by several recent studies (Ross 2006; Bhattacharyya and Collier
2011).
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Fig. 2.4 Gini indices against GDP per capita and the share of resource rents in
the GCC countries. Note: Data sources: ILO (2012), WITS (2013) and UNIDO
(2012). The graphs show that diversification path takes a U-shaped curve in all
countries as shown previously by Imbs and Wacziarg (2003). The red line repre-
sents the diversification path in the GCC countries along the development mea-
sured by growth in GDP per capita. The graphs show a different trend in the GCC
countries, as concentration begins high and remains high despite income increases,
especially in the case of exports. The UNIDO manufacturing employment and
value added data show a high concentration as well, but the ILO sectoral employ-
ment data is not quite specific due to the small number of available figures
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Aggregate Structural Change across Countries since 1969
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Fig. 2.5 Diversification in selected countries. Note: Aggregate structural change
(or internal diversification) here is measured by Gini coefficient for the inequality
of sector shares in employment. Higher Gini implies diversification concentration
and vice versa. Aggregate implies that the figure includes both resource and non-
resource sectors. The data is sourced from ILO
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Structural Change in Manufacturing across Countries

measured by Gini since 1963
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sured by Gini coefficient for the inequality of sector shares in employment. Higher
Gini implies concentration and vice versa. The data is sourced from UNIDO



Structural Change in Manufacturing Added Value
Across Countries measured by Gini since 1963
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Structural change within non-resource sectors
measured by Gini since 1969
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Export Diversification across Countries
measured by Gini since 1962
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Export diversification in non-resource sectors across countries
measured by Gini since 1962
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NOTES

1. Azevedo, Jodo Pedro (2007) AINEQUAL: Stata module to compute men-
sures of inequality.
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CHAPTER 3

Oil Resources and Diversification in a Small
Open Economy: The Case of Oman

Said Al Saqri

INTRODUCTION

For more than 45 years, growth and income generation in Oman has been
driven mainly by the oil sector. Oman gross domestic product (GDDP)
grew at an annual rate of about 6 per cent in 1969-2013, rising from
US$5882 million in 1969 to US$45,304 million in 2013 (at constant
2005 prices), and per capita income grew at 2 per cent a year, rising from
US$5882 to US$12,472, during the same period.

Despite the volatility nature of the oil income and the uncertainty sur-
rounding the level and size of oil resources, the economy continues to
grow. In fact, the government expected that oil production would start
to decline by 1977. During the preparation of the first Five-Year
Development Plan (1976-1980), policymakers, expected that by 1977,
oil production would decline gradually and that by 1987, Oman would
have used most of'its oil resources, and therefore, it is important to diver-
sify the source of income away from oil by investing in other sectors of
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the economy such as manufacturing, services, agriculture, and fisheries
(Development Council 1976, p. 14).

During the fifth Five-Year Development Plan (1996-2000), a vision
for Oman’s economic future was prepared. The vision was called Oman
Economic Vision: Oman 2020. The vision was seen as an important step
for Oman’s future in order to evaluate past policies that focused on
developing the basic infrastructure to induce diversification away from
oil resources extraction activities and examine non-oil sector output
dependence on government expenditure. In addition, the vision was
seen as an important way to steer efforts and energies towards a more
diversified productive base.

The Vision stated four major goals to be achieved by 2020: first, to
diversify the sources of income away from oil dependence and attain sus-
tainable development; second, to balance government expenditures and
revenues; third, to develop human resource through education and health
provision and maintaining the current standard of living and double the
per capita income by 2020; fourth, to develop the private sector so that it
leads economic growth.

This chapter aims to examine the diversification efforts in Oman away
from oil dependence and the impact of oil income on output. It is our
hope that the chapter will be an important contribution to the discussion
of how Oman can diversify its sources of income away from oil income
dependence.

LITERATURE REVIEW

What is economic diversification? How to measure economic diversifica-
tion? Literature that investigates the role of natural resources in eco-
nomic growth and development differs in defining what diversification is
and the way diversification should be measured. The Development
Council in Oman defines diversification as the ability to depend less on
oil income and increase the output of other sectors of the economy. The
Development Council stated, “Since oil is the main source of Oman’s
national income, the decline of oil revenues will inevitably be reflected in
reductions in the gross national product unless measures are taken in the
Development Plan to increase the value added in other sectors of the
economy” (1976, p. 14).

Some researchers define diversification as the independence of an econ-
omy from revenues originating from export income. For example, Luke
(1983), examining the role of oil companies in the economic development
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of the Arab OPEC countries, defined independence to mean economic
industrialisation and independence of resource producers from industrial
countries. Luke argued that, although the economies of the Arab OPEC
countries experienced economic growth and increased standard of living
because of increased export revenues, they have not experienced any sig-
nificant economic diversification in the form of technological transfer and
industrialization.

Other researchers define economic diversification from the point view of
the percentage contribution of natural resource activities to GDD, share of
natural resource exports to total exports, and the share of natural resource
revenue to total government revenue. Hence, the higher the share contribu-
tion of natural resources in the economy’s GDP, export share, and govern-
ment income, the less diversified the economy is, while lower ratios suggest
a more diversified economy. Askari (1990) used the share size of natural
resources exports to GDP, ratio of natural resource exports to total exports,
and the ratio of natural resource revenue to total revenue to measure the
level of the economic diversification of the Saudi economy. Sachs and
Warner (1995) used a similar method, by suggesting that resource depen-
dent economies as those with a high value of resource-based exports to
GDP, and hence the higher the ratio, the less diversified the economy is.

Following the poor economic growth of several resource-rich econo-
mies since the 1980s, researchers have also been defining diversification to
mean strong economic performance, and that poor economic perfor-
mance and GDP growth is an indication of reliance on natural resources
and lack of a healthy productive base. For example, Limi (2006) argued
that Botswana’s strong GDP growth of 7.8 per cent during the years
1980-2006 is evidence of the country’s success in diversifying its econ-
omy and decreasing its dependence on natural resources. Besides strong
economic performance, Rosser (2004) used the share of non-natural
resource exports, government revenues from non-natural resources, pov-
erty reduction, and human development index indicators to show how
Indonesia has successtully diversified its sources of income and reduced its
dependence on natural resources.

Al-Saqri and Abdullahi (2010) investigated the inter-sectoral linkages
between the oil and non-oil sectors in Oman and argued that the economy
is not diversified because of the strong interdependency to natural resource
activities, and the non-resource sectors have weak or poor linkages in the
economy. Therefore, in their opinion, strong sectoral interdependency to
natural resource activities implies poor diversification in the part of the
economy.
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In summary, diversification means less dependence on natural resource
activities, and natural resources play a minor role in economic output and
export income. In addition, diversification means strong economic growth.
Notwithstanding, an important aspect of diversification is sustainability or
the ability to sustain the levels of income and economic growth in the
absence of natural resource. This lack of a self-sustaining productive base
threatens the economies of resource-dependent nations when income falls
or when resources are exhausted. We believe that the method of estimating
the size of natural resource income or the linkage between the resource and
the non-resource sectors does not answer satisfactorily an important dimen-
sion of diversification and that is, can the economy sustain its level of income
and economic growth in the absence of natural resource income?

Similar to Al-Saqri (2010) and Al-Saqri and Abdullahi (2012), we sug-
gest an alternative method of estimating diversification or independence
from natural resource income and hence the ability of the economy to
sustain its level of income and growth by investigating the sources of eco-
nomic growth in the economy. Understanding factor inputs contributing
to output growth will show how well diversified the productive sector of
the economy is. If GDP growth has been mainly the result of employing
more labour and capital resulting from oil income, then reduced oil
income could have a negative impact on output growth. In such a case, it
would be difficult to employ more labour and increase capital stock, so
growth could stagnate and the whole question of sustaining income levels
and GDP growth would be in peril.

However, if growth has been mainly the function of technological
progress, then the absence of oil income would have less impact on GDP
growth. Growth led by TFP may suggest increasing efficiency in the use of
factor inputs and indicate that output is much more diversified and the
economy is less dependent on oil income and that government’s Five-Year
Development Plans are successful, and the 45 years of oil investment are
bearing fruits and becoming productive yet not dependent on oil sector
activities. This can be achieved by investigating factor inputs and their
contribution to GDP growth.

OBJECTIVES OF THE STUDY

The overall objective of this chapter is to examine Oman efforts to diver-
sify its economy utilizing oil income. The chapter will try to answer the
following major questiones: What are the factors contributing to GDP
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growth? What is the role of technology in the oil and non-oil sector
growth? Can the economy sustain its income level and GDP growth in the
absence of oil income? This will be done by estimating the total factor
productivity of the Omani economy (TFP) of the oil sector and the non-
oil sector. This is very important for several reasons. First, such analysis is
important to understand the contributing factors to GDP growth and
how they have changed throughout the past 45 years of the oil era. Second,
it shows the role of technology in the oil and non-oil sector growth and
how efficient economic agents have been in using factor inputs for the oil
sector and the non-oil sector. Third, TFP analysis shows if non-oil growth
in Oman was simply an accumulation of capital and labour, or whether it
was also the result of technological progress. Fourth, a positive TFP
development for the non-oil sector would also suggest that the productive
structure could sustain GDP growth in the eventual exhaustion of oil
resources.

In our opinion, this investigation is also relevant to the recent oil
price fall since mid-2014 and its implication on the economic perfor-
mance of GCC countries that could experience negative growth and
large fiscal and current account deficits as a result of the recent oil price
drops. Finally, yet importantly, although researchers have recognized the
importance of oil resources in the growth of oil-dependent countries,
there is little specific discussion on the indirect dependency, and the
question of sustainability is, by and large, ignored most of the time by
researchers.

Data AND METHODOLOGY

The time series data used in this chapter was taken from several sets of
data. The research used data gathered from World Bank’s World
Development Indicators, Oman’s Statistical Year Books, and Penn World
Tables. The time series covers 1969-2013. GDP data was deflated to con-
stant 2005 prices. Gross capital stock was estimated from the Penn World
Tables (Mark 8.0). Labour data were sourced from the Oman Statistical
Year Books and Penn World Tables (Mark 8.0).

We divided the economy into oil and non-oil sector and estimated
capital, labour, and technology coefficients, using the standard Cobb-
Douglas (1928) production function 7, = A,F K,L,), where 1, K, L are
output (GDP), capital, and labour, respectively, and A is the technology
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variable. First, we ran the log linear production function to estimate
labour and capital coefficients and time trend (#) that captures techno-
logical change in Oman for the period 1969-2013. We then calculated
the actual shares of capital and labour to income to estimate the sources
of GDP growth in the economy. We did that by first specifying the
marginal product and estimated capital and labour shares to output,
and then measuring labour and capital inputs. Finally, we estimated

TFP using the log linear neoclassical production function and solved
for TFP.

ESTIMATION OF VARIABLES

Capital, Labour Contribution to GDP

First, we used the following regression to estimate the relationship between
GDP (dependent variable) and capital and labour variables (independent
variables):

LnGDP, = B,LnK, + B,LnL, + B;t +¢, 3.1)

We report three regression results: GDP Eq. (3.2), oil GDP Eq. (3.3),
and non-oil GDP Eq. (3.3) and Table 3.1a—c, respectively. All explanatory
variables are statistically significant. Furthermore, the cumulative sum
(CUSUM) diagnostic tests and cumulative sum of squares (CUSUMsq)
tests of parameter stability indicate that our model is stable and correctly

specified.
GDP

LGDP, =0.76LnK, +0.44LnL, —0.02¢,ser = 0.11,R> = 0.98
(3.2)
(0.10)  (0.17)  (0.00)

Oil GDr

LoGDP, = 0.06LoK, +0.01LoL, —0.00z,ser = 0.00,R> = 0.98

(0.01)  (0.01)  (0.09) G-
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Table 3.1 (a) GDP and factor inputs, 1969-2013. (b) Oil GDP and factor
inputs, 1969-2013. (¢) Non-oil GDP and factor inputs, 1969-2013

Variable Coefficient Std. ervor t-Statistics Prob.

(a) GDP and factor inputs, 1969-2013

LK 0.761145 0.095474 7.972272 0.0000
LLABOR 0.438925 0.173377 2.531627 0.0154
@TREND —-0.024359 0.003728 —6.534764 0.0000
AR(1) 0.582851 0.134835 4.322711 0.0001
R-squared 0.984605
Adjusted R-squared 0.983451
S.E. of regression 0.111964
Sum squared resid 0.501436
Durbin-Watson stat 1.969745
(b) Oil GDP and factor inputs, 1969-2013
LOK 0.061479 0.006292 9.771682 0.0000
LOLBR 0.005680 0.014506 0.391568 0.6975
@TREND —0.002544 0.092929 —-0.027378 0.9783
AR(1) 0.999709 0.055225 18.10261 0.0000
R-squared 0.978291
Adjusted R-squared 0.976663
S.E. of regression 0.005233
Sum squared resid 0.001096
Durbin-Watson stat 1.861810
(¢) Non-oil GDP and factor inputs, 1969-2013
LNOK 0.606905 0.103000 5.892291 0.0000
LNOLBR 0.698243 0.183559 3.803908 0.0005
@TREND —-0.019913 0.004679 —4.256346 0.0001
AR(1) 0.693056 0.135711 5.106840 0.0000
R-squared 0.990893
Adjusted R-squared 0.990210
S.E. of regression 0.096899
Sum squared resid 0.375575
Durbin-Watson stat 1.976873

Non-oil GDP

LnoGDP, = 0.61LnoK, +0.70LnoL, —0.02¢,ser = 0.10,R* = 0.99

(0.10)  (0.18)  (0.00) (3.4)

The results of three regressions show different things. The overall out-
put of the economy in regression (3.2) indicates that capital and labour
exhibit increasing returns to scale, suggesting a “catch-up growth”
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scenario, where capital and labour accumulation drove growth while trend
t was negative; the results are similar to the findings of Al-Saqri and
Abdullahi (2012). The regression suggests that 1 per cent change in capi-
tal results in 0.76 per cent in GDP and that 1 per cent change in labour
results in 0.44 per cent in GDP. This result emphasizes the view that
growth in Oman is a function of capital accumulation and labour employ-
ment rather than innovation and efficient utilization of resources. In addi-
tion, the sum of coefficients of capital and labour was more than 1,
suggesting an increase in returns to economies of scale.

As for regression (3.3), the results show that 1 per cent change in capi-
tal results in 0.06 per cent in oil GDP and that 1 per cent change in labour
results in 0.01 per cent in oil GDP, and although the probability results for
oil labour variable and the trend are not significant, the t-statistics is sig-
nificant and the overall model is significant. This result suggests several
things. First, capital and labour play a minor role in oil GDP output.
Second, the sector is capital-intensive; hence a 1 per cent change in labour
results in just 0.01 per cent in oil GDP. Last but not least, this method of
estimating oil GDP may be not the best since it is influenced heavily by oil
price change.

Non-oil GDP results (in regression (3.4)) show that 1 per cent change
in capital results in 0.60 per cent change in non-oil GDP, and 1 per cent
change in labour results in 0.70 per cent change in non-oil GDP. This
shows that non-oil GDP is influenced by capital and labour change. In
addition, such a close association emphasizes regression (3.2) results—
that is, output growth in Oman is the result of increasing capital and
labour rather than innovation and efficient utilization of resources. In
other words, non-oil GDP growth is dependent on capital and labour
variables, and these two variables are dependent, in return, on oil income.

Capital, Labour, and TFP Cocefficients: Calculating Actual
Cocfficients

Using the Cobb-Douglas production function and following Mankiw
(2002), we first specify the marginal product of labour and capital, respec-
tively, as:

MPL=(1-a)Y /L (3.5)
MPK =aY | K (3.6)
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where 7, K, L are output, capital, and labour, respectively.

Equation (3.5) states that the marginal product of labour (MPL) is
proportional to output per worker, and Eq. (3.6) states that the marginal
product of capital (MPK) is proportional to output per unit of capital. We
calculated capital and labour shares to output, or MPL x L, in Oman for
1969-2014.

Figure 3.1 shows the ratio of labour to total income in Oman over the
period 1969-2013. On average, the labour share of output is about 0.3,
and using constant returns to scale (CRT), capital’s share of output, there-
fore, should be 0.7. This result is close to the regression result we obtained
earlier in Eq. (3.2).

Second, we specified the Cobb—Douglas production function as follows:

Y, =AF(K,L,) (3.7)

where 7, K, Lare output (GDP), capital, and labour, respectively, and A is
the TFP. Differentiating the production function with respect to time and
decomposing the model to estimate the growth rates of the production
function into sources of growth, we obtain the following:

Y_A mpkK K  mplL L (3.8)
Yy A Y K L L
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Fig. 3.1 Ratio of labour income to total income, 1969-2013. Source: Oman
Statistical Year Book and Penn World Tables (Mark 8.0)
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where mpk and mpl are the marginal product of capital and labour, respec-
tively, under the assumption of competitive factor markets, constant
returns to scale, and technological progress. Then, mpkK/Y and mplL/Y
are the shares of compensation to capital (ak) and labour (a/) in total out-
put, respectively.

Assuming constant returns to scale, the growth rate of the economic
output is decomposed into TFP growth and the weighted sum of the
growth of capital and labour. This can be expressed as:

+(1—a)% (3.9)

~ |~
1]

PN
+
Q

> | >

Rearranging Eq. (3.9) and solving for TFP, we obtained the
following;:

n@:ézz+a£+@ﬂﬂ£ (3.10)
A Y K L

Measures of Factor Inputs (Labour)

There are three methods used to estimate labour input. The first
method uses the number of hours worked, and the second method uses
the number of workers in an economy; see Aiyar and Dalgaard (2005).
The third method, also called human capital, uses either the first or the
second method adjusted to the number of schooling years completed
by the population. This latter method is used because of the positive
impact of education on worker quality and /or efficiency (Maudos et al.
1999). For this exercise, we used time series data on the number of
people working in Oman.

Measures of Factor Inputs (Capital)

There are two main methods of estimating capital stock, a “direct method”
from stock survey results, or an “indirect method” using yearly investment
data from the national accounts. The indirect method of estimating capital
stock in turn uses two alternative methods. The first method is called the
benchmark-year method, and it estimates capital stock by direct observa-
tion, through surveys, for a benchmark-year. The second indirect method
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uses a discounted accumulated value of historical investments up to a
benchmark-year, and it is called the perpetual inventory method (Albala-
Bertrand 2001). We use the perpetual inventory method to calculate
Oman’s capital stock. Following Khan (2005) and Ahmed and Suardi
(2007), the method is as follows:

K, =(1-8)K,_ +1, (3.11)

where K is the capital stock, I is the value of investment, and § is the rate
of depreciation.

The series of capital stock from an initial K(0) is the initial capital stock
plus the weighted sum of past investments, adjusted for depreciation. This
can be expressed as:

1

K, =(1—5)iK(0)+t 1, (1-8) (3.12)

i=0

The initial capital stock is estimated as follows:

K,=—" (3.13)

where gis GDP growth. The depreciation rate is subjective, and research-
ers use a rate between 4 per cent and 10 per cent. We have chosen an aver-
age of 7 per cent.

The neoclassical growth model shows that GDP will grow by the accu-
mulation of labour and capital until the marginal return to capital is equal
to the marginal return on labour. However, to achieve sustainable growth,
technology, knowledge, and skills must be increased. More specifically, the
TEP contribution to GDP, also known in the literature as “Solow resid-
ual,” must increase and lead GDP growth. Using the production function
to estimate Oman’s TED, we use the log linear function of the production
function and solve for TFP as follows:

LnTFP, = LnY,—(a)LnK, —(1—a)LnL, (3.14)
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TFP Test Resurts

Following the specification of Eq. (3.14), the results show that, on aver-
age, the capital contribution to GDP growth in the period 1970-2013
was 161 per cent and that of labour was 29 per cent, but that the TFP
contribution to output growth was —91 per cent (see Table 3.2a). In addi-
tion, the results show that, on average, the capital contribution to oil GDP
growth in the period 1970-2013 was 76.68 per cent and that of labour
was 23.16 per cent; thus, the TFP contribution to output growth was
+00.16 per cent (see Table 3.2b). Furthermore, the results show that, on
average, the capital contribution to non-oil GDP growth in the period
1970-2013 was 89 per cent and that of labour was 18 per cent, but that
the TFP contribution to output growth was —6 per cent (see Table 3.2c¢).

Our results (in Table 3.2a and Fig. 3.2) are similar to Al-Saqri and
Abdullahi (2012). According to them, Oman had —65 per cent. Moreover,
Makdisi et al. (2000)found similar results for the Middle East and North
Africa (MENA) region. According to those authors, with the exception of
Egypt, Morocco, Tunisia, and Turkey, all MENA countries included in
their sample had negative TFP growth. Elhiraika and Hamad (2001) also
found that the TFP of the United Arab Emirates (UAE) was negative.
Nevertheless, we decomposed the GDP of Oman to oil GDP and non-oil
GDP. TFP results for non-oil GDP suggest that non-oil GDP growth for
Oman has just been mainly a function of capital and labour accumulation.
However, TEP results for oil GDP show evidence of efficient use of factor

Table 3.2 (a) GDP growth and the production function, 1970-2013. (b) Oil
GDP growth and the production function, 1970-2013. (c) Non-oil GDP growth
and the production function, 1970-2013

AlnY AlnK AlnL aAlnK  (1-o)AlnL  AlnTFP
(a) GDP growth and production function, 1970-2013
Average 0.06 0.14 0.05 0.09 0.02 -0.05
Factor input contribution to growth 161 29 -91
(b) Oil GDP growth and production function, 1970-2013
Average 0.09 0.10 0.06 0.067 0.020 0.000
Factor input contribution to growth 77 23 16
(¢) Non-oil GDP growth and production function, 1970-2013
Average 0.10 0.13 0.05 0.09 0.02 -0.01

Factor input contribution to growth 89 18 -0
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Fig. 3.2 TFP trend, 1970-2013

inputs and that oil GDP growth for Oman has not just been mainly a func-
tion of capital and labour accumulation but also technological progress.

CONCLUSIONS AND IMPLICATIONS

This chapter investigated Oman economic diversification and tried to
assess how sustainable income and GDP growth by asking three major
questions:

1. What are the factors contributing to GDP growth?

2. What is the role of technology in the oil sector and non-oil sector
growth?

3. Can the economy sustain its income level and GDP growth in the
absence of oil income?

The overall results suggest that GDP growth is driven mainly by capital
accumulation and labour employment rather than by innovation and effi-
cient utilization of resources. The initial regression (regression (3.2)) esti-
mation indicated that 1 per cent change in capital results in 0.76 per cent
in GDP, and that 1 per cent change in labour results in 0.44 per cent in
GDP. Moreover, although capital and labour play a minor role in oil GDP
output (in regression (3.3)), non-oil GDP (in regression (3.4)) results
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emphasize the view that output growth has been mainly the function of
capital and labour variables.

Secondly, the results from our analysis of factor inputs contributing to
GDP growth show that TFP contribution to growth in the period
1970-2013 was -91 per cent for GDP and —6 per cent for non-oil GDP
(see Table 3.2a and 3.2¢). Notwithstanding, the TFP contribution to out-
put growth for oil GDP was +00.16 per cent (see Table 3.2b). This result
for oil GDP gives evidence of efficient use of factor inputs and that oil
GDP growth has not just been mainly a function of capital and labour
accumulation but also technological progress.

In conclusion, Oman needs to have a long-term strategy that will drive
and sustain economic growth beyond oil. To sustain growth technology,
knowledge and skills must be increased. This can be achieved through bet-
ter education and training. In addition, policymakers must look into struc-
tural reforms, including policy and institutional reforms that will liberalize
trade, encourage foreign investment, and make the business environment
more transparent and business friendly. The trade policy might be geared
towards encouraging the import of capital goods instead of consumer
goods that would not add value to output.
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CHAPTER 4

Policy Implications of the UAE’s Economic
Diversification Strategy: Prioritizing
National Objectives

Sterling Jensen

INTRODUCTION

The public interest is an essential aspect of political theory. States and
political leaders use the public interest to justify their actions. In the
debate about public interests, political theory has long debated the rela-
tionship between ends and means. This debate is summed up in the ques-
tion, “do the ends justify the means?” While political ends have been the
main model of contemporary political philosophy, means have also
become an important part of modern political theory. Political theory
suggests that political leaders make policies intending to use their means
to advance either their own or the public interest largely based on a social
contract the state or ruler has with its people. However, since a state or
ruler’s means are limited, states must prioritize which interests and goals
are more important to pursue. This prioritization is shaped by the state or
ruler’s assumptions about threats, challenges and opportunities to public
interests emanating from their environment. States then devise measur-
able national objectives in order to protect and advance the national
interest concerned. In international relations theory, a state’s public
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interests, ends or national objectives are the basis of political and strategic
analysis. Correctly understanding what a state is trying to achieve, or
which national interests it is pursuing, is a principle factor for interpreting
a state’s policies and behavior. In the context of the end—means question
in political theory and national interests in international relations, this
chapter examines the policy implications of the United Arab Emirates’
economic diversification strategy, which it has adopted since the 1980s
and deemed a strategic priority. The chapter starts with a layout of the
domestic and international context in which the diversification strategy
has evolved, then links the strategy and its policies to the UAE’s national
interests. Finally the chapter analyzes the implications of six of the most
prominent economic diversification policies on the UAE’s other national
objectives.

DoOMESTIC AND INTERNATIONAL CONTEXT

In the late 1970s, the UAE, starting with Dubai, began in earnest to
diversify its economy away from the oil sector. Rapid and unpredictable
fluctuations in oil prices, as well as prospects of depleting oil reserves,
were a destabilizing factor for not only government budgets but also the
economies of respective emirates which relied on oil revenues. The UAE
introduced policies to encourage private investment and domestic pro-
ductivity, largely policies that initially directed investment to the con-
struction and real estate sectors, but then to transportation, communication
and manufacturing (Elhiraika and Hamed 2006). In fact, the share of
UAE oil revenue to GDP fell nominally from 70 percent in 1970 to 40
percent in the 1990s (Hoauas and Heshmati 2014). Today, the UAE
claims oil revenue only makes up 30 percent of the UAE economy. While
a large portion of the non-oil investment has come from public invest-
ment in infrastructure and construction, there have been decreasing mar-
ginal rates of capital return on these investments, which supports an
argument that UAE efforts to diversify the economy have not increased
total factor productivity (Hoauas and Heshmati 2014). Leading factors
to low productivity are reliance on low-skilled labor, a social contract that
provides Emirati nationals an abundance of high-paying public sector
jobs, high government subsidies and the “kafala” sponsorship policy
(Haouas and Soto 2012). Despite economic inefficiencies caused by a
social contract that provides Emiratis economic benefits and security in
exchange for political loyalty, the main justification for large public invest-
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ments in infrastructure is that they would attract domestic and foreign
investment. In a way, the UAE’s economic diversification plan is a “if you
build it, they will come” strategy. In essence, a large part of the UAE’s
economic diversification strategy has been building a world-class infra-
structure to attract the type of investment needed to develop a diversified
economy with a vibrant private sector.

In 2010, the UAE introduced Vision 2021, which included a strategy
and policy objectives to achieve economic diversification through building
a knowledge-based economy. Two years before Vision 2021, Abu Dhabi
released its Economic Vision 2030, which is Abu Dhabi’s economic strat-
egy to achieve a knowledge-based economy. As the UAE’s economy is
highly dependent on energy exports (even though nominally energy
exports only constitute approximately 30 percent of GDP), in particular
Abu Dhabi, which funds nearly 65 percent of the UAE federal budget,
economic diversity and sustainability is of strategic importance (UAE
Ministry of Economy 2015). Along this point, in February 2015 Crown
Prince of Abu Dhabi, Sheikh Mohammed Bin Zayed, said at a national
governance conference that the UAE is working toward the day Emiratis
can celebrate, rather than mourn, the last barrel of oil is shipped from
UAE shores (The National 2015b). This goal is ambitious, and it will
require implementing sound policies by prioritizing national objectives
and ensuring that competing policies do not hamper implementation.

UAE’s NATIONAL INTERESTS AND STRATEGIC (GOALS

Vision 2021 establishes seven strategic priorities to advance UAE national
interests, which are (1) a cohesive society and preserved identity, (2) a
first-rate education system, (3) world-class healthcare, (4) a competitive
knowledge economy, (5) safe public and fair judiciary, (6) a sustainable
environment and infrastructure, and (7) a strong global standing (UAE
Government 2010). Effective statecraft requires governments to prioritize
their interests in order to achieve them (Deibel 2007). It is not enough to
say that an interest is important. All interests are important, but states are
limited in their resources and capabilities to pursue all their interests at the
same time with the same level of commitment. Effective states or govern-
ments assess their environment for challenges, threats and opportunities
to their interests and prioritize which national objective they believe they
can successfully achieve at a given time (Deibel 2007). However, the pro-
cess of prioritizing an interest over others does not mean the state will
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achieve it. States must not only prioritize their interests, but also ensure
they have the required resources or a plan to obtain the resources neces-
sary to achieve an objective that advances the targeted national interest.
For example, the UAE identified in a follow-up “UAE Government
Strategy 2011-2013” target sectors and strategic enablers to guide eco-
nomic policy to achieving Vision 2021, which are building skilled human
capital, providing customer-centric service, having efficient financial man-
agement, good governance, dynamic government networks, an effective
legislative process and integrated policy-making and effective government
communication. While these identified enablers may indeed be essential
for the UAE to successfully diversify its economy, to be effective, policy
goals must be translated into actionable and measurable objectives that the
state uses to guide resourcing and management. The state must also rec-
ognize that resources and efforts to increase economic diversification
might come at the expense of pursuing other national objectives deemed
as important. It is not necessarily risky for a state to not prioritize its
national interests; however, it can be significantly risky for a state to not
prioritize its national objectives. Therefore, it is important to put the UAE
national objective of economic diversification in the context of the UAE’s
top national priorities.

A national objective is something more measurable than a national
interest (which is more an ambition), and effective objectives are ones that
are clearly achievable. If states set objectives that are not achievable or too
ambitious, they risk wasting resources in pursuit of a goal they might never
accomplish. Also, if a state claims it has two or more national objectives
with equal priority, yet those national objectives compete for resources or
work at cross purposes, then a state also risks adopting inefficient courses
of action. For example, the UAE has a national interest to retain its iden-
tity, but it also has a national interest in economic prosperity. These two
national interests, which are not inherently contradictory, can work at
cross purposes when they are translated into ministerial policies that must
be implemented. The policy objective of Emiratization with an aim to
retain Emirati identity and the policy objective to build a diversified-
knowledge-based economy with an aim to further economic prosperity
often come in conflict with each other. These two policy objectives often
use conflicting sub-policies, operations or tactics to achieve those objec-
tives. Dubai’s efforts to successfully host Expo 2020 illustrate this point.
In order to prepare for Expo 2020—a means Dubai and the UAE federal
government decided was an opportunity to achieve national objectives of
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building the UAE national brand, attracting foreign investment and
boosting the tourism industry—the UAE has relied on low-skilled labor in
the construction sector. Adopting these economic policies to prepare for
Expo 2020 comes into conflict with an Emiratization goal of decreasing
the role for foreign workers and increasing the role of Emiratis, as well as
an economic diversification sub-policy of decreasing the role of low-skilled
laborers in the workforce.

Another example of how a policy can serve one national interest, but
undermine another, is the kafala sponsorship policy, which influences the
labor market. Some argue that while the kafala policy in the UAE serves
the multiple purposes including helping control labor mobility, providing
locals a means of alternative income through patronage and sponsorship,
and retaining political control over foreign laborer (Al-Noaimi and
Omelaniuk 2013), it also decreases labor productivity, burdens social ser-
vices and costs the government extra money in infrastructure (Haouas and
Soto 2012). It also exposes the country to potential human rights viola-
tions that in an integrated world can damage a national’s branding efforts
(Al-Noaimi and Omelaniuk 2013). Countries often have to balance
between pursuing different interests at the same time and making trade-
offs in the present in order to advance other interests in the future.

If Emiratization and economic diversification goals cannot be imple-
mented as complements, then the state will have to decide which goal is
more urgent and important to advance so those two goals do not contra-
dict each other. A policy to require companies to hire Emiratis might
undermine economic diversification efforts, whereas hiring foreign labor
to achieve economic diversification might undermine Emiratization
efforts. While attempts to base economic diversification on an Emiratization
policy might be ideal, it is also difficult to implement given Emirati per-
ceptions of acceptable work and the small size of the Emirati labor market
compared to labor market demand (Forstenlechner et al. 2012). It appears
the UAE is currently prioritizing its economic diversification strategy over
Emiratization because the state continues to not meet Emiratization
quotas, likely due to a desire to finish ambitious economic projects (Salama
2013). The reasoning for this prioritization would be that the basis of the
UAE’s future state power will need to rely on a more sustainable economy
and human capital capabilities during volatile fluctuations in oil prices
(UAE Government 2015).

Meanwhile, some would argue the UAE government must also main-
tain its social contract of providing economically rewarding jobs to
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Emiratis and lessen their economic burdens in exchange for political loy-
alty (Forstenlechner and Rutledge 2010). It seems Emirati leadership is
transitioning from maintaining a social contract, which tends to provide
Emiratis high-paying public sector jobs, into developing a social contract,
which challenges Emiratis to improve and diversify their skill sets in order
to become more productive in the private sector. The government has an
interest in having a more efficient bureaucracy and providing Emiratis
incentives to join the private sector. Reports of at least 90 percent of
Emiratis working in or reliant on the public sector illustrates, though, that
it is a challenge for leadership to balance political and economic realities.
Government leaders will need to encourage Emiratis to be more produc-
tive and less dependent on the public sector without tarnishing their loy-
alty to the UAE’s unique political system. Thus, the 2021 target is to have
5 percent of the private sector be employed by Emiratis (it is currently
1 percent) according to the UAE Government (2015).

When economic prosperity becomes more of a priority than preserving
cultural values, there are voices that strengthen the argument that the
UAE is losing its identity in the pursuit of wealth and that cultural iden-
tity needs to be the driver of the UAE’s success rather than economic
prosperity being the sustainer of cultural identity. They argue that Arabic
is not the lingua franca in an Arab country and that incentives to learn
English far outweigh the incentives to learn Arabic. Educators in the
Emirates have complained that the new generation of Emirati students is
neither strong in Arabic nor English and that, without being rooted in
their native language, their sense of Emirati identity will weaken (Raddawi
and Meslem 2015).

It is not uncommon to read articles in local UAE newspapers or hear
Arab visitors to the UAE talk about coming to the UAE and not being
able to communicate with people due to the lack of Arabic speakers in the
service industries. One argument for preserving cultural identity while bal-
ancing the need for foreign workers is to gradually replace South Asian
laborers for temporary Arab workers from places such as Syria, Yemen,
Iraq, Egypt and North Africa (Forstenlechner and Rutledge 2011). This
could keep low-skilled wages low and also promote and preserve the
Arabic language and culture in the UAE. This policy change, though,
brings with it other political and social risks (Forstenlechner and Rutledge
2011). It may be easier for the UAE to dismiss South Asian workers in a
time of crisis than Arab laborers who would be more difficult to expel
from the country if they claim they are unable to return to their home
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countries. This could make the UAE vulnerable to the Jordanian and
Lebanese phenomenon of having more multigenerational, non-citizen
Arabs permanently settled in its nation. These difficult policy trade-ofts are
at the core of the challenges the UAE faces when attempting to implement
its economic diversification strategy. An overview of the main polices the
UAE is pursuing to achieve economic diversification provides insight into
possible policy trade-ofts or conflicts to each one.

EcoNoMIc DIVERSIFICATION POLICIES

There are three main sectors impacted by the UAE’s economic diversifica-
tion policies: first those connected to trade and manufacturing sectors;
second, the financial and services industries sectors; and third, those con-
nected to developing the private sector and Emiratization.

Trade and manufactuving sectors: In the last 5 years, the UAE has
increased trade liberalization. According to Young (2014), while the
transport and communications sectors did not rebound after the 2009
crisis (likely due to not implementing the latest technology and continued
reliance on manual labor), the UAE’s heavy investments in shipping ports
and airports will likely reverse that trend. The World Economic Forum’s
2012 Trade Enabling Index ranked the UAE’s transport infrastructure as
the first in the Gulf, which will likely enable the UAE to become the entry
point for a significant amount of goods reaching the GCC. However, if
the UAE does not improve productivity in its labor market, it will not be
able to completely benefit from the gains from more trade.

The UAE’s competitive advantages for trade are location, infrastruc-
ture, low-cost access to energy, capital and free trade zones. The UAE has
used its two major shipping ports and international airports in Dubai and
Abu Dhabi to leverage its trade position. Two-thirds of the world’s major
cities are at maximum an 8-hour flight from the UAE (Robehmed 2014).
Also, according to the US Energy Information Agency (2012), nearly 35
percent of the world’s seaborne energy passes through the Strait of
Hormuz per day (17 million bpd). The UAE’s diversification strategy is
heavily invested in its trade position and gives the country the infrastruc-
ture needed to reap benefits from these competitive advantages.

More than a fourth of the UAE’s trade occurs in the free zones, and
this number is growing (UAE Federal Customs Authority 2014). There
are trade-offs, though, with the reliance on free zones to open trade. It
becomes more difficult to help develop domestic small and medium
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enterprises (SMEs) when it is easier for international companies with more
intellectual property, access to productive and high-skilled labor to domi-
nate markets being based in the free zone rather than in the areas that
need most economic development.

As an oil exporter, the manufacturing sector has relied on oil-intensive
industries such as aluminum, petrochemicals and now micro-chips.
Manufacturing has also relied on low-skilled labor rather than technology
and efficiency for its growth strategy. It has also relied on subsidized
energy. Figures are that 5.5 percent of the UAE’s GDP goes to energy
subsidies. This is not sustainable. In January 2015, Abu Dhabi reduced
energy subsidies and for the first time charged citizens for water consump-
tion, though at a marginal rate.

The UAE is one of the largest consumers of energy per capita in the
world. This high energy consumption is not a sustainable trend.
Resources then, especially manufacturing that requires low-skill laborers,
increases public expenditures, energy and scarce natural resources such
as water. These factors contribute to the UAE’s low total factor produc-
tivity and are not setting the UAE up for a sustainable, knowledge-based
economy.

An example of the recent acquisition of Global Foundries illustrates the
UAE’s challenges in its economic diversification strategy. Global Foundries
is the second largest semiconductor foundry in the world. In October
2014, IBM paid Global Foundries US$1.5 billion to take its unprofitable
microchip unit (Bloomberg News 2014). In return for taking the micro-
chip unit, Global Foundries will service IBM’s microchips for the next
10 years in exchange for access to IBM’s intellectual property (Bloomberg
News 2014). The UAE is interested in getting into the semiconductor
business because this is a knowledge-based industry that could potentially
serve multiple objectives in the economic diversification strategy. The
challenge with the semiconductor business is that it is driven by very rapid
change. Innovation must be at the forefront of any serious attempt to be
a leader in the semiconductor industry. Silicon Valley in California is
renowned for this cutthroat atmosphere, which uses its high-tech ecosys-
tem, married with first-class universities, to innovate and develop the
industry. Without that ecosystem, the UAE will be at a disadvantage. If
the UAE is unable to build a sustainable IT sector and ecosystem in the
UAE, it might end up funding a foreign company’s development and
employees without much in return.
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Both the trade sector and manufacturing industry are directly related
to the development of the UAE’s defense industry. Most GCC countries
are interested in building domestic defense industries due to their reli-
ance on weapons purchases from the West and East as well as their large
spending on security-related projects. GCC defense spending accounts
for 83 percent of the total Middle East. In 2014, the MENA region
spent US$140 billion in 2014, which was a 30 percent increase from
2011 (IHS 2014). At necarly US$20 billion in defense spending per year,
the UAE is the 15th largest defense spender and fourth largest defense
importer in the world (Bouyamourn 2015). Chairman of the Abu Dhabi
Department of Economic Development, Ali Majid al-Mansoori, said
that the UAE’s defense industry is the cornerstone of the country’s eco-
nomic diversification strategy (Bouyamourn 2015). Countries that want
to build a defense industry need to know exactly what interests they are
trying to advance by doing it. Generally governments have two main
objectives in developing a domestic defense industry: economic diversi-
fication and national security. Since defense spending is a large part of a
government’s budget, many countries do it because they want an indig-
enous capability to train, equip and supply their own security forces
while stimulating their own economy. This is the basic principle behind
an import substitution industrialization policy that many developing
countries have tried to use to build domestic industries. Being able to
support domestic armed forces helps support local industrial and manu-
facturing companies, decreases the need for foreign currency to import
defense requirements, and helps governments gain domestic legitimacy
by providing more local jobs. A successful domestic defense industry can
also provide an opportunity for countries to diversify their economy and
increase exports.

The UAE’s defense industry has evolved in the last 20 years to now
focus on high-tech, small-scale defense manufacturing and servicing. The
reason for this strategy is that low-tech, labor-intensive industries are not
in harmony with the intended direction of the UAE’s indigenous work-
force and industrial base. The UAE has an interest in reducing its reliance
on low-skill labor-intensive industries. By focusing on low-scale, high-tech
products such as unmanned aerial systems, defense electronics, cyber war-
fare, night-vision systems and military communications, the UAE could
link its large investments in the industrial and ICT sectors to its defense
industry (George 2013; Sophia 2014).
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One of the vital components of developing a defense industry is the
industrial and manufacturing base of the country. With a small population
and limited human capital and industrial base, the UAE has to carefully
choose which industries it can adapt to its defense needs and pursue econ-
omies of scale to be a competitive producer of defense products. High-
tech defense capabilities require large R&D investments and technology
transfer. They also require cutthroat innovation to remain competitive.
The UAE’s current high-tech, small-scale strategy relies on joint ventures
with foreign firms and contractual requirements that ensure technology
transfer and high-skill labor to the UAE (Carvalho and Kasolowsky 2013).
The key will be how to convince cutting-edge international defense com-
panies to partner with the UAE in joint ventures when many of these
companies guard their intellectual property. One way to do this is to offer
funding for future joint R&D projects in which the UAE plays a partner
role in developing the new technology.

The new Emirates Defense Industry Company’s Chairman, Sheikh
Homaid al-Shimmari, admitted at the IDEX conference in 2015 that suc-
cess of the UAE’s defense industry strategy relies on Emiratis being inter-
ested to gain the skills necessary to support the high-tech requirements.
The UAE cannot rely on foreign labor to build a sustainable defense
industry. Without Emiratis investing their own human capital into the
industry, the UAE cannot achieve its goal. This presents a challenge that
other small countries have faced when trying to build a defense industry:
competition with the private sector for high-skilled labor. Building the
private sector industry and building a defense industry require different
business models and skill sets. While the private and public sector can feed
off of each other and cooperate in joint projects, countries with larger
labor pools and industrial bases are able to cross-pollinate ideas easier as
there is a larger market of human capital to choose from. However, with a
very limited presence of UAE nationals in the private sector, the UAE will
have to ensure that its defense industry does not hemorrhage the human
capital needed to develop the private sector (Blom et al. 2013). The gov-
ernment will have to prioritize the orientation of its defense industry pol-
icy so that it complements private sector development and not hinder it. If
the government seeks more economic diversity through its defense
industry, as it has stated in the past, then it will need to adopt a business
model that relies on competition, innovation and free-market capitalism.
It will need to specialize in niche markets to gain and maintain a competi-
tive advantage. Despite its small population, the UAE can specialize in
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certain areas that can make it a formidable competitor in the global defense
industry. But it will have to incentivize Emiratis to work in the defense
sector without jeopardizing the private sector, and it will have to maintain
its competitive edge against countries in the region wanting to build their
own defense industries.

The UAE is already making strides in the maintenance, repair and over-
haul sector, but the next step will be to determine how the UAE’s private
and public sector efforts can complement each other rather than compete
for resources in developing its low-scale, high-tech defense industry. The
UAE could also coordinate more with Saudi Arabia, Egypt, Jordan and
other Arab countries developing defense industries to benefit from their
respective strengths. Joint ventures between Arab allies rather than just
with Western and Eastern allies would set the stage for future cooperation
and coordination in establishing a regional defense industry that benefits
from the strengths of each member. The GCC is already in talks about
decreasing trade barriers and increasing economic integration. The defense
industry could be an important part of future trade between GCC
countries.

Financial sector and services industry: The main arguments about
weaknesses in the UAE’s financial markets are that they are heavily con-
centrated in construction and real estate, deleveraged in SMEs, abundant
in non-performing loans and weak in domestic capital markets (Young
2014; Hertog 2015). Another criticism is that the UAE’s non-oil sector
companies are still heavily reliant on subsidized oil and capital coming in
the country through oil (El Anshasy and Katsaiti 2013). Without the oil,
many of these companies would not be profitable and therefore are not
sustainable without significant oil-backed financing. While foreign direct
investment (FDI) is nearly 2.5 percent of GPD, public sector investment
is also the main driver of investment (UAE Ministry of Economy 2014).
Government spending feeds the UAE economy and relies on procyclical
fiscal policies. When oil prices are high, there is an increase in public
spending; whereas when oil prices are low, there is a decrease in spending.
Some analysts argue that more countercyclical fiscal policies would be
more conducive to developing a sustainable economy (El Anshasy and
Katsaiti 2013).

The UAE has strong monetary stability, largely due to its currency’s
peg to the US dollar. While the UAE has to rein in inflation without mon-
etary flexibility, its fiscal policy options are the main government tool it
can use to stimulate and slow down the economy. When oil prices are
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high, ambitious government projects are introduced. The influx of gov-
ernment spending stimulates the economy, but increases inflationary pres-
sures. If the government were to cut spending during periods of high
growth, it could better balance inflationary pressures, and then during
periods of low growth, it can use fiscal policy to increase public spending
to stimulate the economy. This is a more sound policy. The question is
what is keeping the UAE from adopting this type of approach.
Commitments to ambitious projects such as Abu Dhabi Ports, Expo 2020
and expansion of the Dubai and Abu Dhabi airports are examples as to
why the government has not been adopting countercyclical fiscal policies.
Abu Dhabi and Dubai are trying to build the infrastructure needed to sup-
port more private sector growth. These long-term projects require signifi-
cant public spending, and it makes more financial sense to fund these
ambitious projects when funds are readily available rather than seeking out
international loans or securing funding through a domestic bond market.
The higher priority to complete these projects is prolonging organic eco-
nomic growth through increases in efficiency and innovation. Recognition
that innovation has been lacking in the UAE’s economy prompted UAE
leadership to call 2015 the year of innovation. This might be a great moti-
vational goal, but it does not appear that companies are sufficiently incen-
tivized to innovate when they are so heavily subsidized.

The financial sector is a fundamental part of building a sustainable
economy. Yet it has been a challenge for the UAE to help SMEs receive
the finance needed to grow. Due to the difficulty of finding financial ser-
vices from banks, Emirati SMEs turn to receiving grants from non-profit
organizations such as the Khalifa Fund for development assistance (The
National 2015a). One argument, which is prevalent in development litera-
ture is that SMEs need more business management skills before being able
to truly become efficient innovators. Competition, innovation and growth
need to drive economic growth more than just finance. One way for the
government to foster effective competition and innovation would be to
cut certain subsidies and government funding to large private sector com-
panies operating locally. Deregulation and the sale of government assets
gradually would push Emiratis to the private sector, but would likely be a
significant cost to Emirati stakeholders important to maintaining the cur-
rent social contract.

Imbalances in the UAE’s financial sector have implications for the
development of the UAE’s service industry; the development of this
industry is vital to the viability of the UAE’s economic diversification strat-
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egy. The UAE’s non-oil sector currently relies heavily on the low-skill
labor-intensive real estate, construction and manufacturing sector. As pre-
viously discussed, this business model is not sustainable. The new objec-
tive is to achieve economic sustainability and diversification through a
knowledge-based economy. Economic diversification will need to over-
come a few significant challenges. First the UAE will need to attract high-
skill laborers and companies willing to undertake research and development
(R&D) in the UAE rather than doing it abroad and selling the intellectual
property to the UAE. Second, the UAE will need to maintain a competi-
tive advantage in the services industries, which requires continual
innovation.

One of the services industries the UAE has invested heavily in for diver-
sification is the tourism sector. The UAE has already started linking its
tourism sector to its trade policies. The large expenditures to build the
transport sector, mainly airports, were to not only enable an increase of
trade but also facilitate an increase in tourism. The UAE assumes regional
turmoil in the Levant, Iraq, Yemen, Egypt and North Africa will encour-
age potential tourists to visit the UAE. In the last ten years, the UAE’s
tourism sector has averaged 18.8 percent of total GDP. This is much more
than the 12.7 percent average seen in other GCC countries (Young 2014).
While Dubai started investing in tourism before the other emirates, the
others have followed suit, especially Abu Dhabi, which has significantly
increased investment in the tourism sector. Abu Dhabi has invested in film
production and luxury and leisure tourism with attractions such as the
Emirates Palace, Ferrari World and the Yas Marina Formula One track. A
recent illustration of Abu Dhabi’s investment in the film industry is the
Furious 7 blockbuster that was partially filmed in Abu Dhabi and featured
in the film, which became one of the highest grossing films in history. The
same is true for the December 2015 release of Star Wars VII: The Force
Awakens, which was partially filmed in Abu Dhabi. Abu Dhabi is investing
in the film industry on the assumption that such international exposure
will enhance the emirate’s brand as a high-tech and luxurious, modern
Gulf country that retains its identity. Moreover, producing high-budget
films in Abu Dhabi also stimulates its local economy and provides
opportunities for Emiratis in the film industry to gain valuable experience
and connections.

As mentioned previously, Dubai’s heavy investment in hosting Expo
2020, which is an historic opportunity for not only the emirate but the
country as a whole to increase capacity in its services sectors, comes with
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significant costs and risks. First, with low labor productivity and a private
sector relying on real estate and construction, preparations for Expo 2020
could undermine the growth of the SME sector. Banks are much more
willing to loan money to the more reliable construction and real estate
sectors, rather loaning to more risky SMEs. To address this problem, the
UAE government recently passed a law saying SMEs should make up
more of a bank’s loans. However, this law will be difficult to enforce
because many banks do not have an incentive to comply during a period
of perceived economic slowdown.

Private sector veform and Emivatization: The lack of financial depth,
the difficulty of SMEs to get financing and a limited service industry are
linked to challenges in private sector reform. Due to the significant lack of
human capital capabilities compared to the labor market requirements
needed to not only maintain growth but increase it, emirates have adopted
a growth model of funding large multimillion-dollar manufacturing and
services companies with the intention of them being anchors to help
increase local human capital capabilities for future SME growth. In many
developing countries, SMEs are the drivers of economic growth and diver-
sification (Stallings and Studart 2006). The grassroots approach to innova-
tion and growth works easier in countries with large labor pools. If the
UAE were to focus on developing SMEs for more short-term gains at the
expense of the “going big” approach (such as with UAE government-
owned Mubadala or merchant family-owned Emaar), there would likely be
less capital invested because SMEs would not be able to effectively absorb
the billions of dollars required to build the infrastructure needed to attract
foreign investment. Additionally, other than the oil and construction sec-
tors, the UAE lacks the local-national human capital required to develop
these other industries. The UAE has a strong consumption-based market,
such as grocery markets, retail and vehicles, but there are not many high-
tech or biotech SMEs led by Emiratis. Building industries based on the
UAE’s competitive advantage (low-cost access to energy, labor and capi-
tal), such as foundries and chip manufacturing, needs large-scale invest-
ment in order to be able to be competitive in an international market. The
UAE is betting that by developing these anchor companies, such as
Mubadala, the UAE’s competitive advantages can be leveraged effectively
to create the human capital needed to drive future SMEs. However, if
Emiratis do not gain the human capital and interest necessary to maintain
alocal ecosystem of SMEs in strategic sectors for a knowledge-based econ-
omy, then the state-owned enterprise “anchor” strategy will likely fail.
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Ultimately, the UAE’s private sector reform is constrained by two com-
peting national objectives. First is to create acceptable jobs for Emiratis.
Second is to maintain a competitive advantage in the international market
for its products. A measure of the reforms’ success will be the mix of UAE
exports. As the UAE is oriented toward a free-market economy, it must
produce products at a lower marginal cost than its competitors to remain
competitive. In order to create acceptable jobs for Emiratis and remain
price competitive, the UAE will have to subsidize the salaries of Emiratis
working in the private sector, as companies could easily get high-skilled
labor for a cheaper price by hiring imported labor. Thus, without the sub-
sidies in the short term, the UAE companies can’t remain price competi-
tive. However, this approach also has its drawbacks, as salary “top-ups”
have been used in countries such as Kuwait, but are yet to show promising
results in improving private sector development.

Another effort to stimulate the private sector are free zones. Free zones are
one of the UAE’s main business attractions. International companies with
interests in operating in the Middle East choose to make headquarters in the
UAE free zones to pay fewer taxes. While this is a good incentive to bring in
foreign investment to support economic diversification, it too has significant
trade-ofts. Since the established social contract is that the government will
provide jobs, social services and protection in exchange for political loyalty,
the government, which relies heavily on oil revenues to fund government
expenditures and subsidies, will also eventually have to diversify its sources of
income. At low oil prices, the trajectory of government spending is not sus-
tainable. While the Dubai government has started to diversify its sources of
income, the rest of the emirates, especially Abu Dhabi, will likely have to cut
more subsidies and introduce taxes to have a more sustainable fiscal policy
(Haouas and Soto 2012). Yet there are two major trade-offs to introducing
more taxes. First, a corporate or value-added tax (VAT) might decrease for-
eign direct investment (FDI) and a VAT tax may decrease consumption, thus
undermining the intended goal to diversify the economy through more FDI
and more consumption. Second is the challenge of taxation without rep-
resentation. Taxes will have to be highly discriminatory as to not encour-
age local Emiratis or established residents/companies to seek more
political representation, especially in the case of an income tax. A taxation
scheme might work in the short term; however, there may be longer-term
implications that could expose the government to unintended challenges.

One of the largest challenges to private sector reform is getting
Emiratis to be part of it. Many private companies do not hire locals due
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to lack of sufficient qualifications, not accepting working hours schedules
and high salary expectations (Nazzal 2014). Private companies in the free
zones are not required to hire Emiratis, so many do not. Many of those
companies outside of the free zones hire locals as a means to do business
in the country. Of those Emiratis exclusively working in the private sec-
tor, many work for the large merchant-family-owned businesses such as
Emaar and the Al-Futtaim Group, or in the banking and insurance sec-
tors, because these sectors are deemed more suitable by UAE nationals.
Private sector managers would argue that UAE nationals are not incentiv-
ized to become more productive because they assume they can be pro-
moted more based on social connections than on merit. On the other
hand, Emiratis often express discontent with the private sector because
they feel companies are not vested in the professional development of
their Emirati employees (Badr 2015). If a company invested in the
Emirati’s professional development rather than focusing on developing
the non-nationals, then more Emiratis would be more incentivized to
stay in the private sector rather than exploiting any chance to receive a
public sector job (Ryan 2014).

Superficially, there are many Emiratis who participate in the private sec-
tor as token joint owners in companies outside of the free zones. UAE law
stipulates that at least 51 percent of ownership of registered businesses in
the UAE must be joint-owned by Emirati citizens. Even casual conversa-
tions with non-Emirati business owners will reveal that many Emirati joint
owners are merely owners in name. As long as the Emirati sponsor receives
his or her share of the profits, which can be seen as a local sponsorship tax,
the business can usually operate without significant Emirati oversight. In
practice, many Emiratis are members of boards of companies seeking to
operate in the UAE, which can provide significant supplemental income to
already inflated government wages. Reforming the ownership law to allow
more foreign ownership in the companies would decrease prices, increase
incentives to operate outside of the free zones, and possibly help make
private companies more competitive internationally, but the cost would be
less supplemental income and oversight for local nationals who are token
partners in the private sector.

But even Emirati business leaders have voiced concern over Emirati
willingness to work in the private sector when more lucrative public sec-
tor jobs requiring fewer qualifications are available. The private sector
jobs require more training and expertise to be productive than the public
sector jobs. An Emirati would have to do more to receive equal pay in the
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private sector. Currently, the most likely incentives driving Emiratis to
work exclusively in the private sector are patriotism, lack of public sector
jobs, lack of social connections to get a decent public sector job, or, in
very few cases, higher salaries in the public sector because the local
national is highly skilled, motivated and qualified. The lack of Emiratis in
the private sector is a known problem. They must sacrifice at least short-
term financial gain and a less demanding work schedule in order to work
in the private sector.

One researcher says that the UAE’s overreliance on public sector jobs
causes structural inefficiencies that perpetuate the lack of Emiratization in
the private sector (Hertog 2015). The argument is that the overwhelm-
ing desire by Emiratis to obtain a government job translates into more
social science and humanities degrees rather than in business and the hard
sciences, which are needed to have a sustainable-knowledge-based econ-
omy. With more Emiratis interested in getting the easiest higher educa-
tion possible in order to qualify for government jobs, higher education is
inadvertently undermining sustainable private sector development. What
is required is an incentives scheme to encourage more Emiratis to com-
plete and excel in math and hard sciences, which the government has
begun with the development of technical high schools such as the
Institute of Applied Technology (IAT). The gap between the private sec-
tor and education is not new, and the UAE government has undoubtedly
acknowledged it and is trying to address it. Abu Dhabi alone has invested
billions to establish internationally recognized and accredited higher edu-
cation programs in the emirate, not only to raise the profile of the UAE
and attract international talent but more importantly to provide local
Emirati students the opportunity to get a first-class higher education
without having to go abroad to get it. The Masdar Institute of Science
and Technology, the New York University (NYU) Abu Dhabi campus,
and the new National Defense College (NDC) are good examples of this
approach, but it is yet to be seen if UAE nationals will actually attend
these colleges in large numbers and apply their education to the work-
force. The Masdar Institute has partnered with MIT, and the NDC has
partnered with the US National Defense University. These are capital-
intensive undertakings and are a risk because if local Emiratis are not suf-
ficiently incentivized to acquire the skill sets necessary to enable their
presence in the private sector and increase public sector efficiency, then
the result might be heavily subsidizing non-local higher education and
building an array of Potemkin education villages.
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Perhaps the future viability of the UAE’s private sector and successful
implementation of Emiratization relies on the future employment pretf-
erences of current primary and elementary aged students. It may be
too difficult to change the professional trajectory of middle school and
university students. However, if there is more push to encourage Emiratis
to specialize in the STEM disciplines (science, technology, engineering
and math), then they could be able to be the ones driving future SME
development. This is the reasoning behind new curriculum reforms
introduced by the Abu Dhabi Education Council in the summer of 2016
(Pennington 2016).

One of the other challenges to Emiratization is logistical. There is a
pool of only 300,000 Emirati laborers in a market with up to five million
laborers in the country. In the 11 identified sectors targeted in the Vision
2021 and Abu Dhabi Vision 2030, Emiratis alone cannot saturate these
sectors even if they forsook public sector jobs in significant numbers.
Additionally, there is competition among these sectors to attract Emirati
talent and there is no clear prioritization of where Emiratis should be work-
ing in the private sector; therefore, the limited human capital might be
misallocated. One possible solution could be a policy that prioritizes stra-
tegic sectors and provides incentives to Emiratis to work in these sectors.

While there are social implications to relying on temporary foreign
workers, there are also many benefits. By having temporary workers from
different ethnic and cultural backgrounds who will work at lower costs
and can be easily dismissed, the UAE can prevent the establishment of
unions and other collective agreements that could significantly increase
labor costs without necessarily improving productivity. Innovation in
developed countries can be bogged down by labor unions that use their
human capital as leverage to extract concessions from employers, though
improved worker conditions can be an incentive for innovation and higher
productivity.

UAE policies to liberate trade and develop the manufacturing sector,
while having a limited financial sector and services industries, can cause
constraints on UAE efforts to develop the private sector and incentivize
more Emiratis to be more productive in the economic diversification strat-
egy. Designing economic and social policies that are more in harmony
with each other, rather than in tension, would help lessen the negative
effects some of these policies can have on each other. Orchestrating this
harmony at a strategic level and following through will be the UAE’s
greatest challenge in achieving its economic diversification goals.
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CONCLUSION AND LESSONS LEARNED

Where the UAE is today from where it was in the 1970s or 1980s or even
2000s is remarkable. However, there are still many challenges facing the
UAE due to policies adopted to achieve economic diversification. As the
Ruler of Dubai, Sheikh Mohammed bin Rashid, has stated, while vision is
vital for success, it cannot make it happen by itself (Al-Maktoum 2012).
Success requires a collective effort and critical thinking about the trade-
offs needed to achieve this vision and connecting it to the UAE’s overall
national interests, so policies do not work at cross purposes.

In addition to labor productivity, one of the UAE’s main challenges in
economic diversification is leveraging its purchasing power to have well-
balanced and sustainable industries. Economic sustainability requires the
UAE to adopt a value-added business model. The government may be able
to easily start businesses, but business continuity will rely on its ability to add
value to products and services without sacrificing other more important
national interests. Ultimately, the experiment in economic diversification
relies on the Emiratis themselves. It is in the interest of many international
companies to keep the UAE dependent on foreign expertise and productiv-
ity. However, it will only be by incentivizing Emiratis to develop marketable
qualifications and entering into the private sector that the UAE’s economic
sustainability strategy will work in the long term. The UAE will always have
foreign labor to assist in its economic development, but a shift to more
high-skilled labor with more Emiratis in the private sector will give Emiratis
more control over and sustainability in their economic future.

Institutionally, the UAE remains personality- and tribal-based rather than
institutionally-based. While business and public sector leaders frequently
change positions, change in company leadership is not creating continuity in
institutional culture. New ministers and directors often bring with them
new priorities and institutional cultures. The current proactice of relying on
personality and family connections decreases productivity and efficiency and
can make it more difficult to formulate and implement strategic policy.

Emirati leaders often say they aspire to achieve the success of Singapore.
However, there are clear differences in the Singapore and Emirati
approaches to economic diversification in that Emiratis have relied on for-
eign workers to realize their goals, while the Singapore government
enabled its citizens to be the main drivers of innovation and economic
development. Singapore’s strong emphasis on education and private sec-
tor development has been a major driver of its remarkably fast
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developmental success. By adopting an economic diversification strategy
which relies on foreign labor, the UAE has been able to provide a high
standard of living to its citizens, but it has also hemorrhaged a lot of its
wealth to remittances and incentivized Emiratis to avoid working in the
private sector. Unless the UAE is willing and able to increase the national-
ization of high-skill foreign laborers in key markets, the current trajectory
of UAE growth might mean more of the same: demographic changes
leading to social pressures that widen the deepen the tension between
economic prosperity and preservation of culture and identity.

The UAE’s economic diversification strategy is an example of how a
small country has embarked on an ambitious path in an area of the world
suffering from crisis after crisis. Its development has been driven by vision
and natural resources, yet there have been trade-offs to this strategy.
Policies derived from an objective to diversify the economy have possibly
undermined other national objectives, such as Emiratization. However,
this ends-means relationship is not new. Successful states and political
leaders prioritize their national interests based on the challenges, threats
and opportunities they perceive in their domestic and international envi-
ronments. The question is if the UAE will make the sacrifices needed to
ensure this trajectory is sustainable without significantly undermining
other vital national interests.
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CHAPTER 5

Dubai’s Model of Economic Diversification

Ashraf Mishrif and Harun Kapetanovic

INTRODUCTION

Dubai has made significant progress in its economic development since
the early twenty-first century. Analysts attribute much of Dubai’s eco-
nomic success story to its unique business environment that is very attrac-
tive to businesses, shoppers and more recently to academics and researchers.
What makes Dubai unique is the scale of its economic activities, the effi-
ciency of business and financial services and tourism facilities. This is
apparent in its ambitious plans to become the main trading hub in the
Gulf region, and turn some of its major companies and facilities in airline,
aviation, ports, logistics, construction, real estate and finance into world-
class services providers (Nyarko 2010). In contrast with Abu Dhabi, where
oil contributes approximately 90 per cent of the UAE’s oil revenues and
annual production and explains much ofits economic development, Dubai
has very little oil reserves and its oil contribution to GDP has declined
from 5.48 per cent in 2000 to only 1.4 per cent in 2013. As a result,
Dubai has little to do with the rentier state model of economic develop-
ment. Despite the uniqueness of this case, little attention has yet been paid
to this success story in the heart of the oil-rich GCC countries. Only a
handful of scholarly works cover this development approach such as those
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written by Al-Sayegh (1998), Davidson (2007a, b), Hvidt (2009) and
Schiliro (2013), at the time when GCC countries are seeking innovative
approaches to diversify their economies.

This study argues that part of the success of Dubai’s economic develop-
ment is owed to its small, open and well-integrated economy into the
global economic and financial system. The city-state may have received
substantial financial support of its oil-rich sister city, Abu Dhabi, during
the 2008-2009 global financial crisis; hence, oil is still an important factor
in its long-term sustainable development. What is crucial here to stress is
the misperception that oil is the driving force for Dubai’s economic devel-
opment. Indeed, Dubai is centrally positioned in a region that is well
endowed with hydrocarbon resources, and this may have allowed many to
believe that its economic prosperity, almost by default, is ascribed to abun-
dant oil revenues. Perhaps that is the reason why the Dubai model has not
received due attention from the academic community despite apparent
economic and business success. While much of literature on the GCC
economies focuses on the availability and role of natural resources in eco-
nomic development, the rentier state theory ofters little to explain Dubai’s
development drivers, motivations and outcomes. We also argue that the
rentier state theory is somewhat deterministic, and its pejorative nature
may have, in fact, inadvertently contributed to inadequate research of
Dubai’s economic model. Moreover, the posturing connotation of Dubai
with the rentier state theory has obscured many strengths of its develop-
ment paradigm; hence, the limitations and various lessons of Dubai’s eco-
nomic model are not examined well enough.

In this chapter, we attempt to show that Dubai has successfully diversi-
fied away its economy from the natural resource dependence, with oil
revenues contributing less than 1.5 per cent of the GDP. We are not
intending here to investigate how Dubai has diversified its main economic
sectors. The aim is to identify and examine the drivers of Dubai’s eco-
nomic development, highlighting salient features and economic structures
that enabled this development model to yield a highly diversified econ-
omy. We show that the success of Dubai is not accidental and hence it is
important to understand the merits of its developmental approach and its
relevance to regional economies. However, we find that in-depth compre-
hensive analysis of Dubai’s economic trajectory is a daunting task for sev-
eral reasons: (1) official data is scarce and not very reliable; (2) the
boundaries between local vs. federal policies are often blurred, as Dubai is
a city with great autonomy within the UAE; (3) the size of Dubai’s econ-
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omy is not significant globally as compared, for example, with Singapore
or Hong Kong to attract attention of researchers; and (4) the impact of
regional factors such as oil and access to liquidity are often overempha-
sized. We acknowledge that the role of oil is undeniably an important
factor in shaping the economies of Dubai and other GCC countries, but
in the case of Dubai, oil plays the role of a catalyst as opposed to being a
hindrance, as resource curse theory may suggest. Hence, we start with the
discussion on whether the rentier state theory is applicable to Dubai in the
first place. This is followed by analysing the key elements of Dubai’s eco-
nomic development model. In section three, we assess the strength of the
model by examining its capacity of coping with the debt crisis in the after-
math of the 2008 global financial crisis.

RENTIER STATE THEORY AND DUBAI

Some literature considers Dubai’s model within the context of the rentier
state theory and neo-patrimonialism. Originally, Mahdavy (1970)
attempted to highlight economic challenges faced by the oil-exporting
countries and suggested ways to address such problems. Closely related to
the rentier state theory is the theory of the resource curse, which similarly
looks into poor economic performance of resource-rich economies.
Resource curse theory attributes an ‘anomaly’ economy or an economy
with adverse socio-economic consequences to the fact that a substantial
portion of national revenue is derived from the oil and energy-related
income. Gray (2011) defines the rentier state theory as a state-society rela-
tionship, in which the state generates a large portion of income from rents
or externally derived payments, typically that of oil and gas. This theory
considers the state autonomous from society. It assumes that states do not
need to impose any taxation as long as they distribute rent income to soci-
ety. In turn, the state does not need to have any development strategy.

In fact, Ruthledge (2014) considers these two theories as two elements
of the same paradigm. In this particularly critical account of the rentier
state and resource curse theories, she points out that rentier state theory
has become more deterministic (and pejorative) in nature in the late 1980s
onwards. More importantly is that the state is used in a broader meaning
to include the institutions of government, commercial entities and the
citizens as a whole. Gray (2011) discusses rentier state theory in a context
of economic achievements firstly in Dubai, but also in Abu Dhabi and
Qatar, and concludes that these states do not fit in the original framework
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of this theory. Notably, it seems that there is increasing recognition that
not only Dubai, but also other GCC states deserve more attention in
understanding their developmental model and the specific role of oil rev-
enues. El Katiri (2014) aptly describes the strong economic-welfare func-
tion as a distinguishing feature of GCC economies in relation to other
resource-rich states. She defines the type of state in the GCC, as a Guardian
State—a state in which benevolent state elites aim to maximize social wel-
fare supported by the state autonomy in decision-making. The relatively
small population sizes, geographical position and inherited governance
mechanisms such as tribal societies are some of the key factors of the
apparent divergence from the expected outcomes of the classic rentier
state theory.

These are important learning developments. Assuming that such a state
as Dubai exhibits all the features of the rentier state theory and primarily
autonomous from the society, it would be difficult to envisage how such
an economy would be able to make such a progressive economic advance-
ments in essentially an environment without abundant natural resources.
As we shall explain below, the Government of Dubai has traditionally
played a key role in economic development, not only in policy-making and
regulation but also in making direct investments in private enterprises.
Pradhan (2009) refers to this sort of state investment as a best case of the
success of state-led capitalism.

The theory of a ‘Guardian State’ makes important contributions in
explaining development models relevant to GCC economies. It recog-
nizes the resource-led nature of a development model similar to the rent-
ier state theory, but it also highlights its strong socio-economic welfare
objective function. This is how the term ‘guardian state’ developed.
However, the success of guardian states to promote economic growth has
never been free of some negative externalities, which are often associated
with resource wealth and include a high propensity for waste and systemic
dilution of market incentives. As a result, sustainability of economic
growth is thereby a key challenge in guardian state economies.

CHARACTERISTICS AND COMPONENTS OF DUBAI’S
DEVELOPMENT MODEL
One of the main characteristics of Dubai’s economy is being small, open

and well integrated into global economic and financial systems. Free
movements of factors of production, including capital and labour, as well
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as of goods and services are a cornerstone of its development strategy.
Dubai pursues a regime that is consistent with liberal economic policies
and does not impose restrictions on capital inflows and outflows or taxes
on capital or labour, except foreign banks and oil companies that are reli-
able to paying 10 per cent corporate tax. A diverse corporate sector has
developed, led by public sector companies such as Emirates Group, DP
World, and comprising a myriad of global and international firms operat-
ing in virtually every sector of the economy.

Another key development in Dubai’s economy is the rapid growth in
real GDP in the past 15 years. According to Dubai Statistics Centre,
Dubai’s real GDP has almost tripled from AED 113 billion in year 2000
to AED 293 billion in 2010 and to AED 335 billion in 2014. Notably, this
period includes the negative effects of the 2008,/2009 global financial
crisis and Dubai’s debt crisis, without which the growth could have been
much more impressive. The negative effect of these crises is reflected in
negative GDP growth rate of —2.5 per cent in 2009.

Historically, Dubai has played the role of a regional entrep6t. Bearing
in mind the demographic diversity of Dubai’s population throughout time
as well as the nature of trade business meant that a broad range of eco-
nomic, institutional, political and cultural factors have shaped the evolu-
tion of Dubai’s economy. Hvidt (2009) supports this argument by arguing
that Dubai’s overall development process has to be seen in the broader
context, implying a multi-causal explanation. Hvidt (2009) lists nine
parameters that define Dubai’s model: (1) government-led development
(ruler-led); (2) fast decision-making and ‘fast track’ development; (3) flex-
ible labour force; (4) bypass of industrialization—creation of a service
economy; (5) internationalization of service provision; (6) creation of
investment opportunities; (7) supply-generated demand (first mover);
(8) market positioning via branding; and (9) development in cooperation
with international partners.

Similarly, Nyarko (2010) discusses elements of UAE’s development
strategy, which may also broadly apply to Dubai. His main elements are
defined as (1) a political system, which has resulted in the perception of
stability and minimal political risk, encouraging investment; (2) oil;
(3) development strategies that have resulted in a very dynamic business
environment; (4) openness to foreign skills and management; and
(5) labour policies that have enabled the immigration of vast numbers of
foreign low-skilled workers. Along similar lines, Davidson (2009) argues
Dubai’s new post-oil economy benefits from its long history of trade,



94 A MISHRIF AND H. KAPETANOVIC

merchant immigration, re-export activity and its relative openness com-
pared to its Arab peninsular neighbours. Indeed, Dubai’s demographic
circumstances, together with the geographic position it occupies, have
underpinned and determined the nature of its development process.

It is certainly true that all of the above factors have played a significant
role in shaping the development path and outcomes in Dubai’s economy.
Nevertheless, one could argue that some of these factors are more of an
exogenous nature from Dubai’s standpoint, given the limited control it
has over them, while some others are actually direct result of a broader
principle or a policy. For example, fast decision-making is the result of a
specific role the Government of Dubai plays and its governance approach.
Meanwhile, some policies are formulated at the federal level such as the
labour policy, where Dubai has limited scope or control. One could also
argue that Hvidt’s bypass of industrialization and creation of investment
opportunities can be more of an effect than a cause or driver of Dubai’s
model. Bypassing industrialization is a natural outcome for Dubai, having
in mind rapid and recent accumulation of wealth, limited natural resources
and a small domestic population. It is true, however, that bypassing indus-
trialization has led to the development of a service-based economy and the
governance mechanism as practiced today. Similarly, the creation of invest-
ment opportunities is a consequence of its development and governance
approach. Thus, the challenge in defining Dubai’s economic model lies in
distinguishing between the sources of its development and the effects of
its policies and strategies.

Dusar aND THE UAE PoLiTicAL AND ECONOMIC SETTING

To understand Dubai’s development model, its path and strategy, one
needs to distinguish between federal policies and Dubai’s own develop-
ment strategy. Dubai’s economic autonomy is confined within a broader
UAE economic framework, which includes macroeconomic policy, labour
policy, regulatory frameworks for banking and financial industry, and for-
eign exchange regime, among other policies determined at the federal
level. Federal policies are the result of a common and shared economic
and political dynamics of the seven emirates. When it comes to policy for-
mulation, Dubai has a strong influence but not decisive over the national
or federal policies. In fact, federal policies are reflective of Dubai’s eco-
nomic circumstances, but Dubai often finds itself in the legal loopholes,
especially when it has to manoeuvre around the legal pillars to implement
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its own policies. For instance, Davidson (2007b) highlights the case of the
first residential house sales to expatriates and the creation of free zones, as
a measure to circumvent the federal restrictions on property ownership by
expatriates.

Although Dubai has to manoeuvre between what is federal and what is
its own, evidence shows that its macroeconomic and regulatory structures
are aligned with the federal system; hence the emirate is largely influenced
and shaped by the common federal policies. This is apparent in key areas
such as monetary policy, exchange rate policy, fiscal policy, including taxa-
tion, ownership policy and company law. For instance, Dubai follows the
federal policy of pegging the UAE dirham to the US dollar, which implies
that a local monetary policy must align with US monetary policy, as well
as tracking the US interest rates regardless of the phase of its own eco-
nomic cycle. Such policies do not necessarily serve the best interests of
Dubai at all times, as the rigidity of monetary policy due to the dollar peg
greatly contributed to the exacerbation of the business cycle in Dubai in
late 2007 /2008. As Dubai’s economy was experiencing a broad expan-
sion, the US economy was going through difficulties that led it to run an
expansionary monetary policy such as a low interest rate policy, which in
Dubai’s case was unfavourable and a pro-cyclical measure. Despite such
adverse effect, the federal system supported Dubai to overcome its debt
crisis in 2008-2009. Dubai also benefits from the federal immigration and
labour policy that are highly flexible and, along with other federal policies,
are one of the key developmental pillars of Dubai economic model. Thus,
UAE macroeconomic policies serve as a broader framework for Dubai’s
developmental strategy and facilitator for its unique approach to economic
development. Figure 5.1 illustrates this and explains the key elements of
Dubai development model, as explained below.

Government-Led Economic Development

In contrast to the rentier state theory, which assumes government’s pas-
sive role in economic planning and development, the role of the
Government of Dubai has been significantly large in the Emirate’s eco-
nomic development. This role is in line with the argument developed in
the guardian state theory, which asserts that those states markedly differ
from most other economies not only by its resource wealth but also by the
‘guardian’ role the government plays. Al-Sayegh (1998) argues that Dubai
has a long tradition in a strong government role in economy, greater inter-
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Fig. 5.1 Dubai economic development model. Source: Authors’ own analysis

action with the business community and consolidated social contract with
its citizens. Importantly, the relationship between the state and its citizens
has not come about as a result of oil revenues and rents distribution but
rather the vice versa. It is also important to note that the specific role
played by the Government of Dubai is primarily inherited through centu-
ries of old relationships between Dubai’s rulers and its merchant commu-
nity. El Katiri (2014), who highlights the pre-existing political and
economic structures as a distinctive feature of the Guardian States, under-
lines this tradition. The pre-existing structures include the tribe as the
central social unit in structuring socio-political life. The tribe is divided
into families and headed by the tribal sheikh whose role as a guardian is to
lead his family members and protect their socio-economic interests.
Developing on its tradition and existing structures, Dubai has devel-
oped idiosyncratic governance mechanisms and oriented its government
towards a proactive state entrepreneurship and investment policies leading
to greater diversification in all economic sectors. Hvidt (2009) attributes
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much of Dubai’s exceptional growth levels in 2000-2007 to the quality of
leadership and initiative of the Government, which are felt in the develop-
ment and modernisation of public services, institutional frameworks, leg-
islation, regulation and infrastructure, as well as the launch of strategic
projects such as tourism ventures, the Internet and Media City, Health
Care City, Logistic City and Dubai’s International Financial Centre—all
of them are developed, financed and run by the government. These initia-
tives have been the driving force behind the impressive development and
the catalyst for private sector companies to follow the government lead
and participate in the development process.

One can also argue that the institutional structure and centralization of
decision-making has enabled the government to easily control and effi-
ciently run its key economic organizations. In addition to the local
government represented in the Dubai Municipality and its affiliated
authorities that are responsible for the day-to-day running of the city-
state, the newly created Executive Office is the place, where the ruler man-
ages all economic activities and new developments such as mega projects,
SOEs, FDI, free zones, ports, investment banks and specialized cities. The
ruler has also placed his most trusted men in charge of the Dubai Holding,
Dubai World, The Department of Economic Development, Dubai
Municipality and Emaar. Hvidt (2009) argues that ‘although this is not a
democratic ideal, this kind of centralisation allows for fast decision-making
and significant coordination of development activities and investments’.

Dubai’s Governance Model and the Role of Mevchants

Given its unique governance approach, Dubai’s model is a deviant case of
economic development. The peculiarity of this case reflects the nature of
the relationship between the ruling family and the merchant community,
when Dubai was an entrep6t in the Gulf and derived its prosperity from
trade and commerce. Al Sayegh (1998) argues that Dubai’s merchants
have played an important role in shaping Dubai’s economic and political
development. Scarce resources and trade meant that merchants and rulers
needed to work together to secure their livelihood. Partnerships, genuine
creativity and innovation were utilized to create businesses and develop
channels to support all kinds of economic activities. Dubai’s natural har-
bour, strategic location and thriving merchant community maintained it as
entrepot for many decades. Contrary to expectations, the merchants’
influence did not slow down with the advent of oil; rather it has taken
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advantage of the new wealth to continue its influence and contribution to
the development process until today. Indeed, the government and the
merchants share the responsibility for developing and contributing social
aspects of their society. Social development has never been confined to
strictly government affairs, as merchants have taken on additional roles as
service suppliers, urban planners, culture mediators and internationalists
who represent the Gulf throughout the world.

Interestingly, on many occasions the ruler’s income was not as high as
that of the pearl merchants. In fact, there were many times when the ruler
resorted to the merchants for financial assistance. Financial dependency of
the ruler on the merchant community and vice versa implied the need to
focus on business development. In addition, it allowed merchants to have
an upper hand or at least equal influence with the ruler in matters affecting
their lives. Since the early twentieth century, rulers used to appoint mer-
chants to his Majlis (advisory board); majlis was constituted as a consulta-
tive body and has effectively become a de facto government led by the
ruler and composed of merchants. The relationship between the ruler and
Dubai’s merchants remains until today. In fact it became even more com-
plex given the legacy of old relationships. The critical juncture took place
in the early twentieth century when the ruler of Dubai persuaded the busi-
ness community of the Persian city-state Lingah to relocate to Dubai. It
instituted the strong private sector and pro-business development path
which has characterized Dubai ever since.

As a result, Dubai’s achievements are remarkable and noteworthy not
only in terms of its economic performance but also in how that perfor-
mance was achieved. The cosmopolitan nature of Dubai’s merchants has
added an important dimension in the fabric and nature of the business
conduct and its economic structure. Given limited natural resource
endowments, the small size of the local labour force, the complex political
surrounding and challenging global economic environment, this gover-
nance model has proved to be particularly resilient.

One cannot underestimate the achievements of Dubai in this complex
environment in terms of social cohesion, safety and a high standard of liv-
ing. It is clear that Dubai’s economic and social aspects are often insepa-
rable as religion and culture shape Dubai’s decision-making process
through its own management and governance styles. Therefore, combin-
ing economic and social achievements of Dubai’s model in a complex
environment with many exogenous economic and social factors points out
that its success is intrinsically driven.
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State Entvepreneuvship

An important characteristic of Dubai’s government engagement in the
economy is entrepreneurship. The role of state-guided entrepreneurship
cannot be overemphasized as many SOEs are effectively competing in
international markets. Shome (2009) argues that state entrepreneurship, as
in the case of Singapore, is crucial for small, transitional economies to
achieve global competitiveness. Dubai shares a similar orientation, where
the state entrepreneurship model seems to be working efficiently.
Unfortunately, entrepreneurship in Dubai has not received much attention
in academic literature, and hence sharing the general scarcity in research
indicates that this aspect of Dubai has largely been overlooked (Nasra and
Dacin 2009). In fact, in the period from 1990 to 2000, there was no single
article focusing on the examination of entrepreneurship in the Middle East
as a whole; only in 2015 that Sherbiny and Hatem produced a historical
account of the relationship between state and entrepreneurs in Egypt since
1805. Again, a plausible explanation to this phenomenon could be the
perception of the GCC economies as rentier economies and hence not
deserving the attention of the research community.

Nevertheless, our examination of the Dubai experience acknowledges
the growing role of the state in entrepreneurial activities. This case under-
scores a contrasting vision to what rentier state theory posits—that the
state is deriving rents from the revenues on the account of natural resources
and redistributes them within the economy with the objective of keeping
the regime in power. The Government of Dubai has undertaken invest-
ments and created businesses with private sector management orientation.
Such companies, often so-called government related entities (GREs)
including Emirates Group, Emaar, Nakheel and Dubal have been used as
main investments and development vehicles. It is not uncommon to find
the definition of GREs as ‘100 per cent government owned, private sector
company’, a definition that reflects both ownership and the intended gov-
ernance style of Dubai’s GREs. While being publicly owned, the GREs’
management and governance orientation are that of private sector entities.
Hence, the Government of Dubai has a multiplicity of roles to play.
Whether it acts as a policy maker, regulator or investor, the default objec-
tive is business expansion and economic development.

Another key driver of successful state entrepreneurship is the interplay
between the various public and private sector actors in the development
process. Hvidt (2007) argues that there is apparent absence or lack of
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formal institutions and channels to link the public and private sector com-
panies; this absence of formal institutions has been compensated for by the
Majlis, the liberal economic policies and the multiple role of leadership
through which the distinction between the public and the private sector
gets blurred, as many private businesses are often absorbed into the gov-
ernance structure. As many members of the ruling family are engaged in
private investments, one could argue that strong ties between the public
and the private sector exist in practical policy formulation and implemen-
tation. The close public-private partnership can also be noticed in the divi-
sion of work and labour, where the government officials focus on the
design and formulation of policies and projects while outsourcing to some
private companies the task of providing useful intelligence and feasibility
studies, and to some others the possibility of decentralising the implemen-
tation of policies and projects. Hvidt (2007) adds that this form of engage-
ment shows the extent to which the government has been instrumental in
creating many economic actors through the establishment of both public
and semi-private companies.

On a final note, one could argue that the development of the entrepre-
neurial sector in Dubai has largely depended on the role played by the
state through public policies, regulation, public spending, public services
and corporate leadership. The governance model has contributed to creat-
ing well-managed, profitable SOEs in Dubai, thus contradicting the com-
monly accepted views on inefficiency of SOEs and poor quality of public
sector in rentier economies due to large bureaucracies. Hertog (2010)
argues that the source of SOEs’ success is the profit-driven and market-
oriented management ‘that is autonomous in its daily operations, hence
insulated against political and bureaucratic predation, and that receives
clear incentives from a strictly limited, coherent set of high-level principles
in the political regime’. This success is enabled firstly by the absence of a
populist-mobilization history of economic development, and second, a
substantially decisional autonomy of the regime leadership from interest
groups within state and society.

INWARD INVESTMENTS AND DEVELOPMENT ORIENTATION

The attraction and facilitation of foreign direct investment has topped Dubai
economic agenda for many years. FDI is instrumental in national capital
formation in countries such as Dubai that is suffering from scarcity of natu-
ral resources. FDI does not only compensate for the lack of domestic capital
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resources, but it is also vital for employment generation and transfer of tech-
nology and knowledge. Dubai has been an attractive destination to global
FDI inflows. This is owed primarily to its high levels of integration in the
global economy and the relatively liberal, friendly business environment.
Dubai has also invested heavily in its infrastructure, including roads, ports
and industrial and free zones such as Jebel Ali Free Zone, while streamlining
its administrative procedures and reducing the cost and time of doing busi-
ness. It has also improved its legal and regulatory frameworks, allowing full
foreign ownership of properties and business premises in certain business
services and professions such as accountancy and legal services.

While the improvement in infrastructure has been a key factor in attract-
ing inward EDI, the rise in FDI capital flows has simultaneously financed
major infrastructure projects essential for the city’s economic develop-
ment, particularly in areas such as ports, roads, bridges, power genera-
tions, water desalination, schools, hospitals, construction and real estate.
One can only praise the long-term strategic plan that began with the
1950s, with the dredging of the Creek in 1955 and the development of
Port Rashid in 1972—to the more recent Al Maktoum International
Airport and a vast network of highways as well as a strong global connec-
tivity that places Dubai as a top-class city worldwide. All these investments
in infrastructure-related industries have not only created jobs and business
opportunities but they have also fuelled Dubai’s exponential economic
growth and facilitated its economic diversification.

Trade and the manufacturing sector have also played an important role in
the development of Dubai. Trade is one of the traditional pillars of the econ-
omy and has been a window through which the city-state has achieved its
tremendous openness to the regional and global economies, even though it
has also amplified its economic exposure to international economic and trade
cycles. Unlike other GCC countries with strong oil revenues, Dubai has not
shifted from production-state to allocation-state, thereby creating a vibrant
and dynamic economy. Given the tremendous income from oil exports in the
‘allocation state’, the population assumes a role of passive recipient of services
and benefits and as such, the state and the private sector are far less depen-
dent on each other than in the production-state. This is why Dubai’s eco-
nomic sustainability essentially depends on its ability to maintain a production
state orientation and avert conversion into allocation-state.

One can also argue that Dubai’s inward investment orientation is
reflected in infrastructure investments and development, creation of GREs
across industries, and establishment and promotion of a pro-business envi-
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ronment. Dubai actively participates in competitive local and international
markets, while creating new state assets in various forms, shapes and indus-
tries. This, in turn, creates new business and ample investment opportuni-
ties for local and foreign private sectors, thereby sending a positive signal
to foreign investors and global markets (Hertog 2010). Dubai’s economic
development path highlights the positive eftects of diversification via com-
mitment to development that resulted out of a series of policies of inward
investments, diversification, openness and liberal economic policies that
coupled with pragmatic leadership, and all of them have resulted in a
rather unique economic model.

UNHINDERED ACCESS TO CAPITAL AND LABOUR MARKETS

As Dubai is not endowed with abundant natural resources and consequently
does not have abundant liquidity, access to international capital and banking
markets is one of the critical factors that have contributed to accelerated
growth and development of the Emirate. Dubai Government and GREs,
while not being rated by international rating agencies, have successfully
raised funds in international capital markets using conventional and Islamic
instruments. GREs financed their growth using a combination of equity and
debt. Nonetheless, a negative aspect in this respect is that access to inter-
national capital markets precipitated Dubai’s Debt Crisis in late 2008.

Similarly, the ability to attract and maintain a necessary foreign work-
force is yet another factor of Dubai’s economic model. The economic
success of Dubai is underpinned by the growth of its population, which is
essentially driven by the influx of expatriate workers and their families.
Almost 90 per cent of the population is composed of non-nationals, rep-
resenting close to 95 per cent of the total workforce. The strong popula-
tion growth has induced increased demand for real estate, retail, tourism
and services. In turn, a flexible immigration policy as per the federal law, a
highly efficient government apparatus and the availability of business and
job opportunities support population growth.

Dubai’s development has been driven by labour-intensive sectors that
have seen the largest inflows of low-skilled non-national labour. Data
shows sharp increases in labour inflows in labour-intensive sectors such
as construction, real estate and services. However, large labour inflows
have been accompanied by declining labour productivity. Economic
growth in the UAE has been outpaced by labour force growth in recent
years, leading to declines in labour productivity per capita. Figure 5.2
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Employment and Productivity
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Fig. 5.2 Relationship between employment and productivity (2006-2009) and
population (2000-2010). Source: Dubai Statistics Centre

shows that labour force growth was substantial, in particular, prior to the
recent crisis—reaching over 10 per cent annually from 2006 to 2008. It
also exhibits a declining labour productivity that is a negative spillover
effect, as argued by the guardian state theory. Yet, another important
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reflection of the guardian state is the large proportion of the national
workforce employed in the public sector. The public sector is an attrac-
tive employer due to various rent streams and contacts, generous retire-
ment packages, job security, favourable working hours and good
prospects of promotion with time. Dubai is no exception to this produc-
tivity anomaly. This is worsened by the inability of the private sector to
match the public sector’s high reservation wage (El Katiri 2014). In
addition, employment subsidies in the private sector coupled with the
nationals” employment quotas, further exacerbate a rent-seeking incen-
tive system as a source of economic benefit. Hence, public sector employ-
ment policies contribute negatively to labour productivity resulting
essentially in wastage of resources.

To improve future sustainability of the existing economic approach, the
Government of Dubai seeks to promote a gradual move towards a
knowledge-based economy and an economic policy moving towards
encouraging capital investment and promoting growth in higher value-
added sectors. The ability to attract and increasingly retain qualified
human capital is essential in ensuring that these shifts occur.

PROTECTIONISM AND LEGAL DicHOTOMY

Dubai’s demographic structure with a small local population is in stark
contrast to the size of its economy and the number of foreign workers
and businesses. In addition to labour market incentives, subsidies and
quotas, the federal government has developed schemes to protect the
economic interest of the local population mainly by mandating Emirati
ownership of at least 51 per cent of any business established in Dubai.
Exempted from this rule are certain activities such as professional jobs of
accountants, lawyers etc. who are allowed to set up 100 per cent foreign-
owned businesses. Ownership limitations also extend to property and
asset ownership.

Given the limited attractiveness of such restrictive policies to prospec-
tive foreign investors, a number of free zones have sprung throughout
Dubai. Currently, there are 22 distinct zones targeting different industry
clusters and client bases. Hence, Dubai confines liberal economic policies
in terms of property and business ownership and business conduct within
the special economic free zones. The ever-growing economy has
necessitated the creation of a new institutional framework in the form of
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specialized free zones. This has allowed Dubai to create and manage inter-
national and national legitimacy by way of decoupling new economic
structures from traditional national institutions. As such, Dubai has effec-
tively been able to become an attractive destination for international inves-
tors while keeping its political stability within the Middle East (Nasra and
Dacin 2009). A case in point is that of the Dubai International Financial
Centre (DIFC), a federal free zone focusing on provision of financial ser-
vices. Strong and Himber (2009) argue that the legal autonomy of the
DIFC is a scalable strategy suitable for global free-market reforms. While
the DIFC has its separate Common Law based legislation within the free
zone including its own courts, this legal system exists in parallel to Dubai
and federal legislation.

Outside the free zones, the Company Law of the UAE requires only
locals to own property and businesses and provides some protection
mechanisms, perhaps as a reflection of the rentier orientation in which the
state is effectively covering social costs and economic welfare benefits.

EcoNoMICc DIVERSIFICATION STRATEGY

Dubai’s economic development strategy has gone through various phases.
The first phase is to shift its dependence away from oil revenues. Oil rev-
enues played an important role in Dubai’s quest for development in the
early post-discovery years, but this effect has been recently indirect,
through the higher liquidity that Abu Dhabi and other GCC oil exporters
have injected in Dubai’s economy (Nyarko 2010). In fact, Dubai’s oil
contribution to GDP is now insignificant, accounting for 1.4 per cent in
2013. Contrary to other oil-rich exporting countries that experienced
slower economic development due to natural resource endowments,
Dubai has not suffered from the Dutch disease phenomenon because of its
capacity to take advantage of available regional liquidity to jumpstart eco-
nomic transformation and achieve diversification.

The second phase of diversification is closely linked to inward invest-
ment and development orientation strategy that focuses primarily on
developing and investing into enabling sectors such as infrastructure and
communications. In fact, the success of this long-term policy of develop-
ing and investing into enabling sectors has allowed the development of
other dynamic and striving economic sectors such as financial services,
tourism and manufacturing. Without this deliberate strategy to develop
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and diversify the economy away from oil, the resource curse theory would
apply.

The third phase of development and diversification is enabling Dubai to
develop a competitive edge resulting in a diversified, open and liberal
economy. Dubai was the first in the region to open up to foreign capital
and labour in a significant way and consequently gained large benefits
from the first movers’ advantage. The creation of economic clusters and
free zones have gained critical mass and allowed for the introduction of
economies of scale, which turned the city-state into a regional and global
hub for many international companies and multinational corporations.

The fourth phase of diversification is the move towards the creation of
a knowledge-based economy. Dubai’s model has not only been closely
watched and emulated by Abu Dhabi and other small GCC countries such
as Qatar, but it has become an exemplary model of capitalising on the
already excellent physical infrastructure to develop a first class regional and
global connectivity. Attracting and retaining a skilled workforce has also
resulted in the accumulation of knowledge and know-how, which pave the
ground for less labour-intensive economic development. However, many
challenges such as educational development and sufficient investment in
research and development have yet to overcome.

Dusa1r DEBT Crusts: How SusTAINABLE Is DuBar’s
DEVELOPMENT MODEL?

One can hardly make a fair and sound judgement on the sustainability of
the Dubai development model without analysing the most stressful test
that the city-state has ever experienced: Dubai debt crisis in 2009. This
crisis exposed major structural weaknesses in the way the financial and real
estate markets operated in the pre-global financial crisis of 2008. In the
2000s, Dubai had experienced an extraordinary growth across most eco-
nomic sectors. Local credit markets were at the highest levels similar to
those of real estate and stock markets, where speculation was the norm
rather than the exception. It was also noted that IPO listings were hun-
dreds of times oversubscribed, executives were paid seven-figure bounces
and GREs were acquiring high-profile international trophy assets.

Hasan (2010) argues that debt crisis peaked at the government’s
announcement of US$59 billion debt-payment-standstill on November
26, 2009. Prior to the announcement, the global financial crisis was
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already in full swing and resulted in virtually shutting financial markets and
loss of confidence across markets. Owing to its open economy with strong
reliance on global trade flows and access to global financial markets,
Dubai’s economy experienced major disruptions in activity across sectors,
while structural vulnerabilities were exposed. Among key weaknesses were
pro-cyclical fiscal and monetary policies that exacerbated by the dirham’s
peg to the US dollar. Cevik (2011) provides empirical findings indicating
how pro-cyclical fiscal policies prior to the crisis reinforced the financial
sector cycle, exacerbated the economic upswing, thereby contributing to
the build-up of macro financial vulnerabilities. However, for the purpose
of this discussion and strictly speaking from Dubai’s angle, fiscal and mon-
etary pro-cyclical weaknesses are exogenous factors over which Dubai has
limited control.

Nassehi (2013) explains Dubai/UAE open capital account policy as an
instrument of a liberal environment for foreign capital, but also as a factor
exacerbating Dubai’s boom-bust cycle. Dubai’s construction boom
encouraged the influx of immigrant labour that was instrumental to
Dubai’s high economic growth. This boom was funded by a rapid increase
in foreign borrowing—mainly short term. Foreign liabilities held by the
banking sector rocketed from AED 35 billion in 2003 to AED 320 billion
in 2007, representing 33 per cent of GDP in 2007. Chailloux and Hakura
(2009) also attribute sharp increases in foreign deposits in the banking
industry—which rose from AED 47 billion to AED 127 billion in 2007—
to the expectations of a dirham revaluation, only to be reversed in
mid-2008.

This has posed severe internal liquidity pressures in the economy.
Ample liquidity in the banking sector meant cheap money that was lent
mainly to GREs. Increased liquidity followed by increased credit and ele-
vated inflation levels were not offset by tightening of monetary policy,
given dollar peg restrictions. Contrary to desired monetary policy, the
UAE had to follow a low interest rate regime as per US monetary policy
which resulted in negative interest rates. Due to the absence of a domestic
debt market and the Central Bank’s inability to conduct sterilization,
Dubai’s boom cycle was heightened. Further, due to high domestic liquid-
ity and ensuing increased credit levels in the financial system, Dubai’s cor-
porates—mainly GREs—have also raised short-term funds in international
markets, banking and capital. According to the IMF, at its peak, external
debt of the banks and the GREs amounted to 74 per cent of GDP.
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Interestingly, Nassehi (2013) also relates the oil boom of the mid-2000s
and the perceived implicit government guarantee for GREs’ debt, to the
debt overhang. The so-called crony capitalism led international banks to
provide finance to GREs despite obvious moral hazard risks, which have
contributed largely to pro-cyclical credit growth.

One of the prime lessons of Dubai’s debt crisis is the realization of the
inability of Dubai’s financial markets to serve local development needs and
the excessive reliance on short-term debt accumulated by the majority of
Dubai’s GREs. Clearly, not being able to refinance such debt has led
Dubai into a spiral. Dubai’s financial markets are primarily cantered on the
banking industry, which was highly exposed to the real estate sector.
According to the IMF estimates, commercial banks’ exposure to the real
estate amounted to 29 per cent of their total assets in 2010. This exposure
took place not only via lending to developers but also through retail mort-
gage finance, construction finance, as well as personal loans that were con-
tracted mainly to finance real estate acquisitions.

Following the debt crisis, Dubai took important steps to prevent the
repetition of earlier mistakes by bringing about greater discipline in
public spending, rationalizations and standardization across the real
estate market, and greater efficiency in public services. Nevertheless, the
risk of debt overhang still looms over Dubai, albeit at much more man-
ageable levels. Since the beginning of 2011, Dubai’s economy has
rebounded and recorded growth, and this is expected to continue at a
similar pace in the medium term. In spite of persisting global economic
challenges and modest global growth, Dubai has shown resilience and a
great capacity to bounce back—not withstanding its structural chal-
lenges, driven by traditional sectors such as trade, logistics and trans-
portation, and tourism.

CoNCLUDING REMARKS: DUBAT’S UNORTHODOX
APPROACH TO DIVERSIFICATION

We have systematically developed an understanding of Dubai’s economy
by examining its performance and structures to derive its development
model. Given the uniqueness of Dubai’s economic path and achievements,
Dubai’s economic story has not been adequately researched. While
Dubai’s economic performance is analysed in isolation from its historical,
cultural and religious background, we have shown that the success of
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Dubai is not incidental. In fact, it is the result of policies instituted by the
founding fathers of the Emirate in the early 1900s.

In contrast to prevalent views on various inefficiencies associated with
resource rich economies as framed in the rentier state theory, Dubai’s
model of development rests on the (1) government leadership with spe-
cific governance and state entrepreneurship models, (2) inward invest-
ment orientation, (3) unhindered access to capital and labour markets,
(4) protectionism and legal dichotomy and (5) policy of systematic
diversification.

This model seems to better differentiate between causes and effects of
Dubai’s economic development approach than some models previously
put forward. Other models found in a limited literature do not offer a
coherent and internally consistent model that provides a framework to
capture various drivers at play. Therefore, these models fail to provide clear
explanations of Dubai’s developmental path. Rather, such models seem to
point to Dubai’s success as a haphazard set of developmental priorities
that emerged as an answer to opportunistic circumstances.

Economic development and diversification have been facilitated by
leadership commitment to development and access to labour and capital
markets, among others. However, a debt crisis in 2008-2009 reveals
many structural weaknesses. An important lesson was the realization of
Dubeai’s pro-cyclical macroeconomic policies, structural weaknesses in the
real estate market, shallow and underdeveloped financial markets, weak-
nesses in public spending policy and inadequate support for private sec-
tor development.

REFERENCES

Al-Sayegh, F. (1998). Merchants’ Role in a Changing Society: The Case of Dubai,
1900-90. Middle Eastern Studies, 34, 87-102.

Cevik, S. (2011). Policy Coordination in Fiscal Federalism: Dyawing Lessons from
the Dubnai Debr Crisis. IMF Working Paper.

Chailloux, A., & Hakura, D. (2009). Systemic Liquidity Management in the
U.A.E.: Issues and Options. Working Paper. IMF.

Davidson, C. (2007a). Arab Nationalism and British Opposition in Dubai,
1920-66. Middle Eastern Studies, 43, 879-892.

Davidson, C. (2007b). The Emirates of Abu Dhabi and Dubai: Contrasting Roles
in the International System. Asian Affairs, 38, 33—48.



110 A  MISHRIF AND H. KAPETANOVIC

Davidson, C. (2008a). Dubai—The Vulnerability of Success. New York: Columbia
University Press.

Davidson, C. (2009). Dubai: Foreclosure of a Dream. Middle East Report, 251,
8-13.

El-Katiri, L. (2014). The Guardian State and Its Economic Development Model.
The Journal of Development Studies, 50, 22-34.

Gray, M. (2011). A Theory of “Late Rentierism” in the Arab States of the Gulf.
Occasional Paper No 7. Center for International and Regional Studies,
Georgetown University School of Foreign Service in Qatar.

Hasan, Z. (2010). Dubai Financial Crisis: Causes, Bailout and After—A Case
Study. Munich Personal RePEc Archive.

Hertog, S. (2010). Defying the Resource Curse: Explaining Successful State-
Owned Enterprises in Rentier States. World Politics, 62(2), 261-301.

Hvidt, M. (2007). Public-Private Toes and Their Contribution to Development:
The Case of Dubai. Middle Eastern Studies, 43(4), 557-577.

Hvidt, M. (2009). The Dubai Model: An Outline of Key Components of the
Development Process in Dubai. International Journal of Middle East Studies
(Center for Contemporary Middle Eastern Studies, University of Southern
Denmark), 397—418.

Mahdavy, H. (1970). The Patterns and Problems of Economic Development in
Rentier States: The Case of Iran. In Studies in Economic History of the Middle
East from the Rise of Isliam to Present Day, by M.A. Cook, 428-467. London:
Oxford University Press.

Nasra, R., & Dacin, T. (2009). Institutional Arrangements and International
Entrepreneurship: The State as Institutional Entrepreneur. Entreprencurship
Theory and Practice, 34, 583-609.

Nasschi, R. (2013). Haunted by Capital Inflows: How “Hot Money” from Abroad
Fuelled UAE’s Financial Crisis. International Journal of Sustainable Human
Development, 1, 76-83.

Nyarko, Y. (2010). The United Arab Emirates: Some Lessons in  Economic
Development. Working Paper: World Institute for Development Economics
Research No 2010, 11.

Pradhan, S. (2009). The UAE’s Economic Policy and the Current Global Meltdown:
An Appraisal. Working Paper Series. Dubai: Gulf Research Centre, Dubai
School of Government.

Rutledge, E. (2014). The Rentier State/Resource Curse Narrative and the State
of the Arabian Gulf. Munich Personal RePEc Archive.

Schiliro, D. (2013). Diversification and Development of the UAE’s Economy.
Munich Personal RePEc Archive.

Sherbiny, N., & Hatem, O. (2015). State and Entreprencurs in Egypt: Economic
Development Since 1805. Hampshire, UK: Palgrave Macmillan.



DUBAI’S MODEL OF ECONOMIC DIVERSIFICATION 111

Shome, A. (2009). Singapore’s State Guided Entreprencurship: A Model for
Transitional Economies. New Zealand Journal of Asian Studies, 11,
318-336.

Strong, M., & Himber, R. (2009). The Legal Autonomy of the Dubai International
Financial Centre: A Scalable Strategy for Global Free-Market Reforms. Institute
of Economic Affnirs, 29, 3641.



CHAPTER 6

Diversification and Specialisation
in the Gulf’s Digitised Creative Sectors

Nader Alyani

INTRODUCTION

In this chapter, we explore the need to integrate sectoral learning and skills
development into sectoral policies, particularly in priority sectors that have a
significant potential to contribute to economic diversification (and where
appropriate, develop a simultancous move towards specialisation). We first
provide a circumscribed review of the creative sector as a potential
employment-creating sector, specifically in the digitised creative segment in
Iran, Saudi Arabia, and United Arab Emirates. Whilst acknowledging the
previous work on the education and training systems and the increased
entrepreneurship education efforts in these countries (and a brief glance at
the long-standing macro debate on resource-curse and /or resource-blessing),
we focus on the learning and upskilling required for innovating in the
nascent creative sub-sectors. We pay particular attention, based on our pre-
vious empirical undertakings, to sub-sectors such as digital commerce (e.g.
start-ups and new technology-based firms); digital marketing and advertis-
ing (e.g. mobile value-added services—VAS); media and entertainment
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(e.g. television and film, and gaming); and fashion. Our geographical focus,
in terms of assessing policies and policy risk, remains on the city-level con-
text of Abu Dhabi and Dubai, Khobar (with a glance at Jeddah), and Tehran.

Secondly, exploring the in-situ learning episodes within a conceptual
model, created via primary and secondary data sources, we point to the
prominent use of skill webs as means of in-project upskilling and a resource
for development of interprofessional learning and judgement capability,
which forms a core ingredient for innovation. Lastly, the final section
briefly points to recent policy vistas and concludes.

In policy terms and derived from economic geography, we remain
mindful of the ‘promising-practices’ trends from London and Seoul (with
United Kingdom and recently Republic of Korea viewed as the leading
proponents of the Creative Economy policies for sustainable growth).
Additionally, we acknowledge the broader policy tension between diversi-
fication and specialisation, concluding that at different stages of economic
development, and within different sectors-in-progress of a national econ-
omy, both strategies may need to be cyclically operationalised and evalu-
ated (ct. UNIDO 2012).

New Sectors and Employment in the Gulf

We start by briefly considering digitalisation within our context, with a
glance at Iran, Saudi Arabia, and United Arab Emirates: Digitisation is a
global phenomenon and industrial pattern that is revolutionising how com-
panies and service providers, such as private firms and the State, interact and
transact with their customers and service users. The creative sector in the
Gulf is profoundly affected by this changing wave, including the broad
diversification issues (Cherif and Hasanov 2014; Hvidt 2013; IMF Survey
2014; sce also, Hvidt 2015) and in the absence of research and sectoral
statistics, this chapter explores the meso-level and micro-level factors.

For the sake of clarity, the historically steeped and geographically estab-
lished term of Persian Gulf (originating from the early Greeks) and the
newer term of Arabian Gulf (based on Pan-Arabism ideology of 1960s)
are the full official terms currently used, respectively, in Iran and Gulf
Cooperation Council (GCC) States (e.g. KSA and UAE), to refer to the
same waterway and region.

As the Gulf region countries differ significantly in their stages within
the sectoral evolution, our focus in this chapter is on possible education
and training, human capital management, and infrastructure (physical and
social) policies that is required for reaching the full potential of the sector.
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By bridging the skills gap and creating sectoral skill webs, the burgeoning
sector can then offer employers, employees and the State viable and sus-
tainable pathways to growth.

Sectoral learning is an important cornerstone of our argument. The
importance of sectoral learning in the overall economic development has
recently been covered in detail, with reference to catch-up (Malerba and
Nelson 2012) and in relation to the necessary structural change towards
economic growth (Hausmann 2015; Hausmann et al. 2014). As an upfront
caveat, we are cautious about the mainstream policy (74s)use of the notion
of human capital, as actual practice and longitudinal data indicate a more
complex picture (cf. Lauder 2014) than the one commonly portrayed by
policy aspirations, plans and documents.

Our route within the chapter is as follows: the next section
(‘A Continuing Legacy of Mismatch in Education and Training’) sets the
contextual scene, in a brief and thus circumscribed manner, before mov-
ing in the following sub-section (‘The Digitised Creative Sector in Brief”)
to look at the features of the digitised creative sector. Section ‘Debates on
Natural Resources as a Blessing or a Curse’ bridges across a range of
debates on resource blessing and/or curse and introduces the useful
recent analytical concept of Dutch knowledge disease. Then the following
sections (‘Learning and Development in and for the Creative Sector’ and
‘Sectoral Upskilling for Interprofessional Learning and Judgement’) deal
with issues of enterprise-based processes of workplace learning and devel-
opment, and rapidly zoom in on the issue of interprofessional judgement,
including a brief conceptual discussion and an outline of our model. The
last section (‘Concluding Remarks: Digitised Creative Sector Upskilling’)
concludes by exploring implementation and policy realisation mecha-
nisms as a core factor in policy and programme design (and re-design),
highlighting that sectoral catch-up requires a unified approach of direc-
tions in upskilling schemes, delivered together with the private sector.
Furthermore, we visit the necessity for continued reforms in the educa-
tion as well as a coherent industrial policy and labour market policy/
practice, particularly via strategic incrementalism, whilst pointing towards
the new vistas in policy.

Policy-design and -implementation cycles typically take a number of years
(e.g. 3 to 5 years) to materialise, during which period some of the core issues
can change and dynamically evolve: foresight for managing policy risk is
thus crucial to understand how the processes may play out, utilising evalu-
ation analytics and potential impact assessments, so as to avoid unintended
consequences on the outcome scenarios.
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A CONTINUING LEGACY OF MISMATCH IN
EDUCATION AND TRAINING

There is much written and broadcast in the journalistic realm, often with
a geo-political twist, and an increasing volume in consultancy reports
broadly about the Gulf region, yet relatively little robust material is
directed at the specific economic and sustainable (and carefully coordi-
nated sequentinl) development processes that are required. So, whilst the
long-term policy aim of economic diversification is a near-constant priority
rhetoric, little coherent and consistent attention has traditionally been
paid to new sectors with the overhaul of an industrial policy, such as the
creative sectors, in Islamic Republic of Iran (IRI), Kingdom of Saudi
Arabia (KSA), and United Arab Emirates (UAE). That (often incidental)
policy and practice oversight is however changing, with some attention to
the tensions between the simultaneous need for diversification at the
macro, and specialisation at micro level of economic sectors.

Within the recent years, Iran, KSA, and UAE—emerging as key regional
actors by virtue of their geographic, demographic and market size, and
geostrategic and economic reach—are actively seeking ways to secure their
economy’s future, looking East as well as West, and beyond their hydro-
carbon assets: these include designing and formulating more cohesive and
sufficiently implementable policies to build an ability for entrepreneurial
innovation to drive their economies in line with international best practice
(e.g. from IMF, OECD and G20), and in parallel, enhance their citizens’
skills for competitiveness, in spite of chronic educational, skill, and employ-
ment challenges. The fluctuations in, and since mid-2014, the cyclical
downward pressure on oil and commodity prices have prompted a renewed
examination of interconnected policies to build an ability for innovation,
so as to further develop and diversify economic sectors.

There is a robust body of interdisciplinary evidence accumulated over
the last three decades indicating that innovation—and the skills to learn
to, and continue to innovate—building upon workplace learning and
commercial purpose of projects, enhanced by education and lifelong learn-
ing are of paramount importance in nations’ economic development. This
is increasingly being better understood and captured, beyond a policy
buzzword and rhetoric, in a succession of recent development plans and
national strategies of Iran, Saudi Arabia, and United Arab Emirates.

The genesis of this chapter is an ongoing research project on sectoral
and enterprise-level processes on the linkages between innovation and
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human capital, and specifically on skill development (including discussions
on the ¢risis of youth un-/employment issues, and in some cases, “yester-
years® youth” of under 35, still struggling within the system), examining a
number of globally emerging patterns. Whilst there are clearly many simi-
larities with the global position both on employment, unemployment,
underemployment and mismatching of skill issues, and an acknowledge-
ment of the diversity and challenges of education (e.g. Higher Education
and Technical Vocational Education and Training (TVET) systems glob-
ally), a few unique challenges are also identified, specific to the countries
in our focus.

As an example, whilst it should be highlighted that, based on dedicated
local and national level work in the last five years, assisted by UNESCO
and UNEVOC, the renewed brand and image of the TVET systems in the
three countries have been somewhat elevated; the legacy of the systems in
the perception of many employers, parents and young people themselves,
remains problematic. As a landmark World Bank report commented,
within the region, TVET has traditionally been viewed as:

the ‘poor cousin’ of the education family ... [and regionally, have been] rela-
tively unsuccessful in linking training with employment ... [furthermore, as]
TVET is usually the reserve of those who have not done well in compulsory
education, many students do not have a firm grasp of the basic skills neces-
sary to learn more challenging technical competencies ... [and thus, it]
largely fails to put students on a clear pathway to further education and
training options. (Galal 2008, p. 93)

Furthermore, three early caveats are worth front-loading here: Firstly,
Iran, Saudi Arabia, and UAE, in the last decade and half, have witnessed a
massive rise in both public and private provisions of their higher educa-
tion, and as such, many university and polytechnic/further education col-
lege graduates now compete in the school-leavers’ labour market and
talent pool. Whether the quality of the expanded higher education sector
has kept up with its quantity; whether the choice and specificity of courses
of studies offered has been congruent with the needs of the labour market;
and how far of a decoupling between education and economic growth now
exists—are all open debates.

Robust and up-to-date data on the link between education and eco-
nomic growth within the three countries is hard to pin down: a historical
analysis (1960-2003) covering the far larger region, and aggregated data
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of Middle East and North Africa (MENA) points to a weak link (Galal
2008, Chap. 2).

Additionally, consider a recent empirically robust argument (using lon-
gitudinal and big-data tools) in development economics advocated by
Harvard University’s Centre for International Development, highlighting
that:

‘As is often the case, the experience of individual countries is more revealing
than the averages. China started with less education than Tunisia, Mexico,
Kenya or Iran in 1960, and had made less progress than them by 2010. And
yet, in terms of economic growth, China blew all of them out of the water.
[...] (Hausmann, p. 22). Furthermore, ‘... there is more bad news for the
“education, education, education” crowd: most of the skills that a labour
force possesses were acquired on the job. What a society knows how to do
is known mainly in its firms, not in its schools. At most modern firms, fewer
than 15 percent of the positions are open for entry-level workers, meaning
that employers demand something that the education system cannot—and
is not expected—to provide.” (ibid.: 23)

Secondly, whilst there are existing surveys of the education and skill devel-
opment systems including TVET and lifelong learning (LLL), both
regionally (Galal 2008) and in the three countries (cf. UNESCO-
UNEVOC 2014; for a recent commentary, see Baqadir et al. 2011), we
have attempted to steer in a different, and in our view, potentially more
generative direction. Thus, in this chapter it is not our intention to address
‘macro’ education and economy’s links, reforms and policy implications
but rather wish to open a preliminary dialogue and reflection by looking
at new sectors and the associated changes in work arrangements (instead
of the ‘legacy’ education and training systems, within existing sectors),
based on the specific focus of our study. Our inquiry, therefore, starts from
the changing nature of the upstream economy and work, rather than the
downstream education and training systems.

Our third caveat, again based on the specific sectors under explora-
tion—is to background the national systems and wherever possible fore-
ground, and thus focus more on the local city-wide and regional ecosystems
based on the enterprises in practice, specifically at Abu Dhabi and by natu-
ral sectoral extension—Dubai, UAE; Khobar (and a glance at Jeddah, for
comparative purposes); KSA; and Tehran, Iran. Lastly, we do not claim
finality on our current perspective for the four city regions, as our work on
a sector-specific empirical level remains in-progress.
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Condensing a range of macro-meso-micro level policy issues, we high-
light that three overarching strategies are actively at play, whilst being
contested, debated, and promoted at the national level of the three
countries explored; these national strategies can be themed across three
strands as:

e Diversification of the economy, including specialisation efforts in
selected sectors and linking in with global value chains (GVCs)

e Technological ‘catch-up’ and development, and

e Labour market restructuring

These strands are highly interconnected and sensitive to market demands
and perceptions. At times, stability needs to be re-injected (by the State) to
retain the system’s balance and avoid too blatant of ‘market-failures’. A core
notion, underlying these strands, is to build up the national capabilities and
improve the prospects of national competitiveness. Equally, there is an
increasingly visible policy acknowledgement, at all levels of the political ech-
elons of the three countries, that new sectors which have the potential to
generate new private sector jobs—and thus reduce and relieve the burden of
unemployment, particularly in the ‘educated young’—are in need of devel-
opmental assistance (in similar spirit to infant industries policies of previous
decades), in an effort to build a sustainable job-creation pipeline. This is
particularly intense where there is a demographic youth bulge. In short,
whilst the state is still the key enabler and to a large extent, the provider, it
cannot remain so indefinitely. Therefore, the role of the private sector and
small and medium enterprises (SMEs) and within that—the fast-growing
new technology-based firms (NTBFs) and their potential in offering a lion’s
share of future decent jobs—is under policy spotlight. Furthermore, whilst
manufacturing has traditionally been viewed as the bastion of industrialisa-
tion (and thus, ‘progress’) in these countries, it is now the service sectors
that act as the firm- and employment-creation engine, and offer a more
secure mechanism to the potential of higher value-added growth path
(potentially by linking to global value chain networks).

In line with international policy trends, innovation and entrepreneurship,
and by extension educating for innovation and entrepreneurship, is starting
to be consistently promoted and supported. In this policy domain within the
region, a range of policy tools, instruments and metrics such as longitudinal
data offered by World Bank’s ‘/Ease of] Doing Business, the Global
Entrepreneurship Monitor (GEM) project and related analysis, and World
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Economic Forum’s innovation and human capital indicators and Global
Innovation Index, embedded within their annual Global Competitiveness
Report are drawn upon both by comparative researchers and policy analysts.

In parallel and in line with global trends (UNCTAD 2008; Strategy&,
PwC 2013), policies to enhance a move towards a Creative Economy and
as part and parcel of that, vibrant digitised creative sectors are increasingly
apparent on the three countries’ policy radars.

Before ending this sub-section, a last point of information is called for.
Whilst accurate and up-to-date sectoral data is hard to come by, general
descriptive data such as national (and city-regional) economic and demo-
graphic trends are now readily available online from multiple sources (e.g.
World Bank 2015); therefore we have not felt it necessary to list these
explicitly. However, the following unique demographic patterns could be
helpfully noted.

By the start of 2016, relatively conservative estimates indicate that
demographics of our three countries in question are as follows. Kingdom
of Saudi Arabia’s population is around the 30 million mark, of which
approximately 45 per cent will be female (and 55 per cent male; higher
due to a large migrant labour force): The growth rate is stabilised at
around 1.5 per cent per annum, with an approximate migrant (non-Saudi)
population of 32 per cent. The population of United Arab Emirates is
around the 10.5 million mark, of which approximately 31 per cent will be
female (and 69 per cent male; much higher due to a significant unaccom-
panied male labour migrant percentage): the growth rate is stabilised at
around 3 per cent (whilst bearing in mind that with a population of about
3.4 million in 2004, UAE saw double-digit demographic growth, primar-
ily via migrant workers, between 2005 and 2010), and an approximate
migrant (non-Emirati) residents of 85+ per cent. Lastly, Iran’s population
is likely to reach the 80 million mark, of which approximately 49.5 per
cent is female (and 50.5 per cent male, including a small number of
migrant labour, relative to the overall population): the growth rate is sta-
bilised at 1.25 per cent and an approximate (non-Iranian) population of
2-2.5 per cent mainly composed of the majority Afghan migrant, and a
smaller, Iraqi émigré communities. Whilst labour ‘nationalisation’ (mean-
ing the full utilisation of local workforce) is not currently a particular chal-
lenge for Iran where regulations on using ‘local content” is embedded into
all international (and joint-venture) contracts, it has become a lingering
policy challenge for UAE and KSA (referred to as Emiratisation and
Saundisation of the labour force).
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As to the city-regions within our focus, Tehran’s city population is
(probably under-reported at) around 8.4 million, with 12.6 million in the
Tehran metropolitan area—marking it as Iran's most significant business
hub and largest urban area, and the largest city in Western Asia. Whilst
Abu Dhabi and Dubai in UAE, Khobar (including the Dhabran-Khobar-
Dammam connected spatiality and satellite cities), and Jeddah in KSA may
be somewhat smaller in terms of population—each of these city-regions
are ambitiously and consistently endeavouring to place themselves as the
sector-specific business hubs of their region.

Abu Dhabi, for example, leads the way in terms of sector-specific plan-
ning and infrastructural projects, and has increasingly placed greater
emphasis on the creative sector such as focusing on Arabic-language digital
media content (Financial Times 2014) and location for the creative sector
(such as the setting for Jakknin the recent ‘Star Wars: The Force Awakens’).
Equally, although at early stages, Khobar and Jeddah (and Riyadh) are
capacity-building for the sector based on niche markets and improving
infrastructure, including practical assistance on national-level practice and
policy borrowing, inter alia, from Republic of Korea (KDI 2012) and
global consulting firms (McKinsey Global Institute 2015). This is couched
within a background of significant economic and sectoral diversification
policy aspirations within Saudi Arabia’s future planning with Vision 2030
and National Transformation Programme 2020 in effect superseding the
traditional five year development plan cycle (for a glance at industrial pol-
icy, see McKinsey Global Institute 2015).

Whilst the largest in terms of demographics, Tehran’s industrial and sec-
toral policy outlook is somewhat more organic and ‘bottom-up driven’.
With the relative détente of geopolitical tensions with Western powers and
international sanctions relief, and re-election of Iran’s centrist and pragmatic
presidential administration post Summer 2017 (notwithstanding Iran and
Saudi Arabia’s regional issues), this includes various emerging innovative
service designs, enhanced by boundary-spanning interactions and sectoral
expertise, and seed-financing with the technology diaspora communities via
USA and EU, but also lumbered with significant infrastructure, (lack of)
sectoral ‘implementable policy” and skills provision challenges, as well as
continuing macro-economic (ranging from stagflation to recessionary) con-
cerns on achieving “non-inflationary and inclusive growth”.

In the next sub-section, we briefly outline core features of the digitised
creative sector in general, before turning our attention to our model based
on previous research.
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TuaE Di1GIrTiSED CREATIVE SECTOR IN BRIEF

There is an increasing volume of diverse literature on the creative (and
cultural) industries and sectors, including definitional differences in vari-
ous countries: reviewing the field, which has also become firmly estab-
lished as a global policy concept, is not our task here. Rather, we limit
ourselves to noting the following: creative sectors build on widely accepted
assumptions that investment and innovation in entrepreneurial ‘creative’
services can generate economic return and growth—both on a city/
regional level and by extension—feed into national levels. The creative
features refer to an economic sector in which creativity, human and social
capital, combine with urbanised interconnected entrepreneuriality, rather
than relying on purely physical assets of land, labour, and financial capital.
As the field has grown and matured, a number of sectoral approaches have
identified the digitised segment of the creative sector as a core area worthy
of careful policy attention (see also, Bhargava and Al Kaabi 2014;
Strategy&, PwC 2013). As of 2015 re-classifications, the sector includes
sectoral categories such as ‘film, video, and photography’, ‘music and the
visual and performing arts’; ‘software, computer games and electronic
publishing’, as well as advertising, design, fashion, crafts and, museums
and galleries.

It is worth pointing out however that the above classifications do not
always hold strictly, as in the day-to-day practice of the sector, firms frame
and attempt to solve business problems by cutting-across different sub-
sector specialities. Consider, for example, a mobile application software
development project, which is funded by a bank for the dual purpose of its
advertising and branding, as well as enhanced service design (e.g. in creat-
ing multi-channel service delivery for interactions with the bank, collec-
tion of data-points and transactions with the client’s account). Or a lifestyle
website with instructional videos on Arabic cuisines and culinary, which
markets niche fashion and kitchenware (craft) too—essentially acting as an
advertising test-bed and gateway platform, including recommendation on
music to cook, or to dine with. Convergence in technology and social
trends therefore can create complex interdisciplinary and thus, interpro-
fessional skill requirements for the project’s back-office.

Added to the older discourses on creative industries and sectors, a more
recent policy frame has turned towards endorsing a creative economy con-
cept, as a potential pathway to growth and job-creation for specific regions
and cities of the developing (and developed) economies. We therefore
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acknowledge that both the digitised creative sector activities, and the
broader creative economy concept, despite their inherent ambiguities,
have started to draw the attention and interest of the policy makers—both
globally and in the Gulf region.

That said, a brief commentary on the terminology would be useful.
Analysts point to the trend that other nomenclatures have—in various
periods of the recent decades—been adopted for similar conceptions, such
as the digital-/internet-economy, information-economy/-society and
even bordering on knowledge economy terrains. Others have more
recently provided a detailed analysis and critique of the associated learning
challenges (Guile 2010). Additionally, the process of digitisation is now
assumed to fulfil the requirements for a general purpose technology
(GPT), which can then (potentially) contain far reaching economic and
societal consequences, as it has rapidly so far spread, and continues to
spread, ‘universally through disparate aspects of production and consump-
tion in the economy’ (Handke and Towse 2013, p. 2).

Within our case countries, we find however that the concept of learn-
ing economy (Lundvall and Johnson 1994) offers more fidelity and nuances
in highlighting the sectoral shift towards a creative economy. At the risk of
a long quotation, a useful clarification is offered by Lundvall (1999, p. 32),
as follows:

‘Learning’ is not an unfamiliar concept in economic theory, but it is nor-
mally given a quite specific and limited definition depending on the theo-
retical context. Often it refers to agents getting more accurate information
about a given state of the world and normally it does not incorporate what
is at the core of what non-economists mean by learning: the acquisition of
skills and competencies. For the Austrian School, learning processes are
closely tied to the market and to transactions (Hayek 1978). Arrow (1962)
introduced learning-by-doing in analyses of economic growth and
Rosenberg (1982) introduced learning-by-using in connection with the use
and production of complex technological systems. The analysis of ‘the learn-
ing economy’ can be seen as a follow-up and extension of their analyses and
of how knowledge and competence emerge in a process of learning-by-
interacting, i.e. in an inter-play between firms or between individuals.
(Lundvall 1988)

With the terminology attended to, we turn next to briefly outline, in
broad terms, some of working features of the nascent creative sub-sectors.
For our purposes, following a brief sectoral description, we retain our
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attention on digital marketing and advertising (e.g. mobile value-added
services—VAS); media and entertainment (e.g. television and film, and
gaming); and digital commerce (e.g. start-ups and new technology-based
firms, which is currently riding on a wave of interest), and fashion, within
our geographical focus.

At this moment in time, our empirical data based on previous work is a
combination of primary (firm-based organisational ethnography) and sec-
ondary sources of document analysis for Tehran (Alyani 2017), and sec-
ondary sources, policy document analysis and desk research for Khobar
(and Jeddah), Abu Dhabi, and Dubai (Bhargava and Al Kaabi 2014; for a
policy context, also see Jamjoom 2012; Baqadir et al. 2011).

So as to ground our conceptual argument on interprofessional learning
and judgement, we selectively draw on recent studies (Guile 2011a, b,
2012a, b) where the issue of interprofessional learning and judgement
within the sector, inter alia, has been addressed. Building on those earlier
conceptual work, we move on to provide an abridged outline of our
model, based on a recent sectoral study of innovation and learning within
the digitised creative sector (Alyani 2017). As we explore, by analysing
and interpreting the in-situ learning episodes on a conceptual level, via
primary and secondary data sources, we point to the prominent use of sk://
webs as means of in-project upskilling and a resource for development of
inter-professional learning and judgement capability which forms a core
ingredient for innovation.

Debates on Natural Resouvces as a Blessing or a Cuvse

Before moving away from this section, however, towards our micro- and
meso-level analysis, a glance at the macro issue of natural resources are
helpful. For the sake of brevity and flow, we provide an abridged outline;
citations and reviews can be found elsewhere (Alyani 2017, 2018).

In searching for a way forward to economic development and growth,
primarily amongst economists and business planning community focusing
on the Gulf region (a significant proportion of whom highly value math-
ematical economics and econometrics, as a seemingly ‘tangible and accu-
rate’ framing mechanism, despite its recent 2007-2008 global crisis failing
models (2012, 2013)), there has been an ongoing debate on natural
resources as a blessing or a curse. The debate which still creates much heat
(yet little guiding light or policy insights) in Iran, and (increasingly, less
so) in some of Saudi Arabia and UAE policy circles, originated from the
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international academic community and outside of the gulf region. In a
highly abridged and abstracted format, we offer a summary as follows.

Development economics theory, traditionally, has looked closely at
how developing economies may capitalise on their natural resources, as a
developmental cornerstone. Soon after country specific studies and disag-
gregation of data became the norm, however, researchers started to pose
not only the advantages but also the disadvantages of natural resource
wealth, based on some (including correlational) evidence, which sug-
gested that natural resources actually act more as a drag, rather than a
facilitator of national growth. This led to the notion of natural resource
‘curse’, referring as a label to the proposition that high dependence on
natural resource extraction and manipulation hinders economic growth,
and, by extension, diversification.

A fair amount of the related debates and discussions have also linked
with, and converged on a metaphorical ‘syndrome’; entitled the ‘Dutch
disease’ (first coined by The Ecomomist in late 1977 when historically
reviewing the problems in the economy of Holland, upon discovering a
large natural gas field in 1959). The idea of Dutch disease suggests that
when there is an abundance of natural and easily tradable resource, foreign
exchange earnings are bolstered which leads to the appreciation of the
national currency in the exchange rates. This currency appreciation subse-
quently causes a ‘crowding out’ of the other economic activities in the
open and tradable part of the economy, as well as highly accommodating
and increasing public sector growth and non-trading activities.

Parallel to these factors, natural resource extraction and production are
generally capital-intensive activities, broadly requiring high fixed costs,
but may not (certainly with the technological advances in the current
decade such as in shale oil extraction) lead to significant employment cre-
ation, based on high level of specialised and technological processes. Also,
the price of natural resources, or commodities as far as the stock exchanges
recognise them, are generally volatile, which means that a fiscal reliance on
them bring with it an inevitable risk of severe macroeconomic fluctuations,
with significant peaks and troughs in returns. These fluctuations may not
only negatively affect growth performance but also the high volatility
undermines any significant actual or policy support in long-term invest-
ment activities, primarily amongst which is economy-wide, sectoral, or
private-sector led research and development (R&D).

However, as time has gone by, it has become increasingly obvious that
whilst relevant, macroeconomic considerations do not portray the entire
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picture. A range of other factors around human and societal (accountabil-
ity and governance) processes and systems seem to play an equally critical
role. Abundant natural resources, which generally tend to accrue directly
to the government, serve as an attractive lure for rent-seeking—that is
seeking to gain privilege and a share of the assets and returns through
political clout and connections rather than economic activity and achieve-
ments—and subsequently 7entier arrangements in economies and states, a
phrase coined during a conference at SOAS, University of London in
1970, and later refined by others.

There is now a rich and varied literature on both the natural resource
‘curse” and ‘blessing’, and Dutch disease (and related terms such as
‘Norwegian paradox’, where low R&D and high economic performance
are equally apparent), spanning several decades. The literature has broadly
moved on, and many have pointed to the importance of micro- (and much
more recently, meso-) level activities and highlight that the causal link
(rather than correlational relationship) between resource abundance and
growth remains highly contestable. An emerging line of research has eval-
uated a range of recent statistical studies, and is now concluding against
the presence of a natural resource ‘curse’, particularly when it refers to oil
and mineral wealth.

Studies on the experience of a number of other developed economies,
such as Australia, Canada, Norway, Finland and Sweden (with reference to
the latter two’s pulp and paper industry as the source of important spill-
overs and spinofts, benefiting their long-term growth potentials) is in line
with the non-existence of a resource curse conclusion.

Others have moved the debate on by suggesting that better descriptive
labels such as ‘innovation and human capital poor’ may in fact act as a more
accurate conceptual frame (Smith 2007). Whatever label is used, however,
it is clear that the circumstances described create a tendency towards weak
incentives and motivation for R&D activities, entrepreneurial risk-taking,
and upskilling required of technology start-ups for innovation activities.

Notwithstanding, following this brief synopsis, one could quite legiti-
mately hold the opinion, developed out of recent rethinking in the field,
that the regional economist and economic planning community’s continu-
ing interest in resources curse and blessing, and Dutch disease—within
neat but ultimately irrelevant mathematical analysis, expressions and for-
mulas (as Greek-lettered economics)—has become rather esoteric. The
debate is certainly not producing any further guiding light in policy, and
worse still, may lead to numerous cul-de-sacs on growth and generative
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sectoral policies. In short, the agenda and tools to deal with the underlying
problems may well have moved on and as the problems are often not given,
they need to be reframed and worked-up to, in their own space and time.

That said, we remain grateful for the insights that the debates in the com-
munity and the reviews of the extant literature has provided and would
assert that it is not merely the Dutch disease and resource curse that contin-
ues to weigh down economic development in the Gulf, but the ‘Dutch
knowledge disease’ in actual sectoral practices. ‘Dutch knowledge disease’,
a term and phenomenon introduced recently by an innovation economist
(Socte 2005) when reviewing the shift from traditional national industrial to
innovation policies, has been summarised as “a lack of knowledge renewal in
both industrial and services sectors based on a dual phenomenon of “crowd-
ing out’. First, a crowding-out of basic research in the private sector, with,
for instance many domestic champions having drastically, under interna-
tional pressure, cut back their own privately funded fundamental research
activities. And, secondly, a crowding out of more applied and market
driven research in universities as a result of domestic competition putting a
strong premium on academic, basic research” (Soete 2007, p. 282—Fn 10).

It is thus the more nuanced term of the ‘Dutch knowledge disease” and
its continuing challenges which is much more apparent in the sectoral
context of this study.

TraE UPSKILLING OF THE CREATIVE SUB-SECTORS

Learning and Development in and for the Creative Sector

In order to analyse and interpret the upskilling requirements and trends of
the creative sub-sectors, and the nuanced role of learning and develop-
ment within it, we draw on a recent research project strand. Building on
both policy trends and empirical observations within the sector in the
United Kingdom (Creative Industries UK 2014 ), Guile’s nuanced com-
mentary (2012b, p. 301) highlights that the creative sector is

characterised by: (a) external labour markets (i.e. contract-based) where
employment opportunities emerge as people participate in occupational net-
works; and (b) cultures and practices that require two forms of knowledge,
namely, vocational practice (i.e., mix of knowledge, skill, and judgement)
and social capital (i.e. knowledge of networks to secure contracts for
employment).
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We would now add that the latter point on social capital, and horizontal
network participation may well also be required to adequately fulfil the
vocational practice elements, especially when the professional is met by
interprofessional challenges. Furthermore, we would draw a similarity to
the ‘two forms of knowledge’ stated in the above quotation to the required
technological knowledge in the act and process of innovating, viewed as ‘at
once a body of understanding and a body of practice’ (Nelson 2000,
pp- 66 & 72).

Guile’s study drew on case studies of young people who were:

‘attempting to develop the expertise, connections, and self-promotional
skills to gain opportunities to work’ and as a conclusion, suggested ‘that
policy makers should rebalance existing educational policies based on the
acquisition of the higher level qualifications with policies that assist interme-
diary organizations (i.c., local bodies) to devise programmes that provide
young people with opportunities to develop their vocational practice and
social capital and to develop insights into how to deploy the latter entrepre-
neurially to secure contracts for their services.” (Guile 2012b, p. 302)

Moving further to a specific level of modus-operandi within the sector,
i.e. working in projects and with an interprofessional team, recent research
has also highlighted the simultancous growth and challenges of interpro-
tessional learning (Guile 2012a, pp. 84-86). Interdisciplinary research on
learning including contributions from economic geography, placed proj-
ects and the features of project work, centre stage, as a new manifestation
of workflow process management. This new workflow could also include
pedagogic elements and processes.

Studies on projects, as an organising principle of workflow, depending
on intra-company and inter-company arrangements, have highlighted dif-
ferent learning challenges. Commentating and analysing Grabher’s study
(2004), Guile (2012a, pp. 85-86) highlights a few issues, which we quote
at length here, as it directly relates to our argument later, that:

the primary challenge in the IT industry is to strike a balance between secur-
ing one-oft ventures, which require bespoke solutions, and repeatable com-
missions where knowledge about software systems can be ‘accumulated’ and
‘modularised’ (i.e. codified) to assist staff to reuse extant knowledge and, in
the process, keep costs down (Grabher 2004, 107). In contrast, [...] the
primary challenge in the advertising industry as having a reputation for
devising ‘original campaigns’ that reflect closely clients’ preferences to
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secure new accounts (ibid.). [...] I'T project teams consist of different spe-
cialisms whereas advertising companies deploy staft to work on the “client’
(i.e. liaison) or the ‘company’ (i.e. creativity) side of advertising campaigns.
The inter-professional challenge of the former is to learn how to ‘reduce’
(ibid., 108) the differences between specialisms so members of the team can
draw on one another’s insights to reconfigure extant or create new software.
In contrast, the latter challenge is to ‘bridge’ (ibid., 108) the different foci
and concerns that exists between members of the same project team so that
they can convince clients of their capability to respond to evolving needs.

It should therefore be relatively clear that the sub-sector specific cir-
cumstances and project-purpose requirements, generate slight but signifi-
cantly different challenges in interprofessional learning for the professional
engaged on projects. With the above in mind, we turn next to highlight
our model in brief and within that, focus specifically on aspects of inter-
professional judgement. At the start of the next sub-section, we will also
provide a few definitions for our core terms to assist in the clarification and
discussions, later on.

Sectoval Upskilling for Intevprofessional Learning and Judgement

On a most simple conceptual level, interprofessional working, including
on and in projects are about professional collaboration. Collaborative
efforts bring together experts from different domains, firms, and profes-
sional bodies/communities to initially frame, and then set about solving a
specific problem, and to provide a strategic advantage over single disci-
pline or single firm offerings. Professional collaborations, including in-
projects, often start by involving entities that possess different expertise
and skill sets. In sum, we collaborate to frame (i.e. ask the appropriate
question) and tackle problems which are deemed too large or complex for
a single individual, team or firm, and to utilise multiple expertise. The
increasing breadth, depth, and complexity of the creative sector projects
now usually require interprofessional collaborations, with a wide range of
complementary skills.

Various definitions of skill abound and yet the term remains stubbornly
slippery both in practice and policy domains. We have reinterpreted and
recontextualised the concept of ‘skill webs’ (Ashton et al. 2009, 2010)
first introduced in exploring the strategies of multinational /transnational
corporations (MNC/TNCs), within their knowledge and skill sourcing
activities. We have re-applied the concept in the context of small firms,
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particularly digitised creative sector (such as in new technology-based
firms—NTBFs) which at times, tend to mimic some of MNC/TNCs’
innovative practices around ‘bridging, linking and bonding’, in order to
survive and prosper. Small digitised technology firms learn to innovate by
connecting and weaving their skill webs, via bridging, linking and bonding
(BLB) activities. Additionally, skill webs as a concept is useful in highlight-
ing an analytical and empirical tension on the concept of learning in dis-
tributed and project-based activities the firm, including the expansive and
contractive features of skill webs (Alyani 2017). In exploring the “skill’ in
the “skill webs’, we remain conscious of its personal and collective dimen-
sions, whilst retaining its productive and expandable nature (Green 2013).

In our re-definition, we have relocated the concept of ‘skill webs’, at a
micro and meso level of firm’s operation. Similar to the original usage, we
define and employ the concept of ‘skill webs” as a means to enable the
researchers ‘to focus on the ways in which companies chose to generate
and use skills and knowledge they require’ (Ashton et al. 2009, p. 329).
Whilst Ashton and colleagues deployed the concept at a macro level of
‘skills arbitrage” processes, we have refined and re-appropriated the con-
cept to in-project resourcing, in smaller firms.

In our empirical observations, we have also used the notion of learning
episodes, as a primary unit of analysis within our model, outlined later:
they are here defined as “an occasion in which a [project] team learned
something significant that advanced the project” in line with previous
studies (Sole and Edmondson 2002, p. S20). Within the episodes, our
attention was directed at identifying circumstances when, where, and how
an interprofessional project team reaches a ‘break-through’ and /or a ‘cul-
de-sac’, falling within the spheres of explorative or exploitative learning
spheres.

Exploitation refers to the firm’s refinement and development of exist-
ing knowledge with predictable outcomes, whereas exploration refers to
the pursuit of new knowledge with uncertain outcomes (March 1991).
We further noted that the nature of interprofessional learning is in the
form of generative interactions between individual and collective inquiries
(Elkjaer 2004).

As well as ‘collaboration’ activities, previously mentioned, interprofes-
sional interactions and transactions also include ‘coordination and con-
trol’. Within our model, we define coordination and control, in line with
the literature, broadly as management of processes to enable effective
work as well as managing dependencies between activities.
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It may be useful to clarify our use of two further terms before outlin-
ing the details of the model with a case vignette, and follow-up com-
mentary. These are ‘interprofessional’ and ‘professional judgement’. In
line with previous studies, interprofessional (not hyphenated here), in
our work,

refers to the way in which people from different occupational specialisms
come together to work on common projects and, in the process, learn
how to make the implications of their insights and judgements explicit to
other members of the team of people they are working with. (Guile
2012a, p. 80)

Defining professional judgement (and later, interprofessional judge-
ment) requires a bit more time and space. As there is a dearth of studies
on interprofessional judgement generally and within the evolving digitised
creative sector, we have had to turn selectively to features of two recent
studies (Foss and Klein 2012; Ranzilla et al. 2013) in an effort to shed
light on the processes at play in the development of the capability for pro-
fessional judgement in practice, and subsequently, potentially draw com-
parable insights for our circumstances.

The choice of the two studies above is not random; not only both stud-
ies are relatively recent but they are also complementary. The first, is
broadly a theoretical study with multi-layered issues of entrepreneuriality
in its core and the second, is a practice-based synopsis and recommenda-
tion, with its sight set firmly on operationalisation of capability for
judgement.

Foss and Klein’s recent work has advanced an interesting way to explore
entrepreneurship activities, building on the underlying theoretical work of
Frank H. Knight who emphasised the development of judgement as a core
component of entrepreneurship. Their conceptualisation links entrepre-
neurship with the resource-based theories of the firm and views entrepre-
neurship as a particular type of action, particularly, the entrepreneurial
exercise of judgement regarding the utilisation and use of resources, under
conditions of uncertainty. They thus view judgement as

residual, controlling decision-making about resources deployed to
achieve some objectives; it is manifest in the actions of individual entrepre-
neurs; and it cannot be bought and sold on the market, such that its exercise
requires the entrepreneur to own and control a firm. (Foss and Klein 2012,
p.-78)
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It may also be interesting to note that in some entrepreneurial activi-
ties, professionals may have to exercise ‘meta-judgement’, which could be
described as “judgment about other people’s judgment” (Foss and Klein
2012, p. 210).

As a contrast to the first study’s in-depth theoretical positioning and
integration, the second study that we draw on is essentially a synthesis of
recent practice and theory, organised and advocated by KPMG auditing
and consulting firm (produced together with Brigham Young University
faculty), specifically on formation of professional judgement. Whilst the
study is pitched as a practice-based modular compendium for trainees and
practitioners, it covers a number of interesting features, especially on oper-
ationalisation of professional judgement. Their definition of professional
judgement, grounded in their sector, is

the process of reaching a decision or drawing a conclusion where there are a
number of possible alternative solutions. [...] [and which] occurs in a set-
ting of uncertainty and risk. [and is] typically exercised in three broad
areas:—Evaluation of evidence ...—Estimating probabilities ...—Deciding
between options ... (Ranzilla et al. 2013, p. 2)

With those terms covered, we now turn to outline our model and a case
vignette in brief.

A Conceptual Model

As described earlier, the empirical work on our geographical focus and city
level remains in progress. We have therefore chosen to draw on a previ-
ously formulated model, constructed based on primary data in the form of
firm-based organisational ethnography, in a highly abridged version of
previous work (Alyani 2017). Whilst there are, and will clearly be some
contextual differences, we propose that our model will have enough con-
ceptual insight and fidelity to apply, with some minor adjustments as nec-
essary, to these new sectoral situations.

The model and related case vignettes are reported in detail elsewhere
(cf. Alyani 2017; Alyani and Guile 2017). For our purposes here, it suf-
fices to outline that the underlying research examined the digitised cre-
ative sector in London and Tehran in a qualitative longitudinal research
design, involving five waves (one pilot and four actual) of data collection,
covering a period of 10 years between 2004 and 2013. This was broadly
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in line with a ‘panel design’, where as far as possible, the same people are
contacted, observed and/or contacted and interacted with more than
once, with the orientation and focal thematic questions mirroring previ-
ous research.

The organisational ethnographic immersion periods, at the firm and/
or attached to related project meetings, derived from the five waves,
investigated sharing of problem-reframing/-setting and problem-solving
project and interprofessional judgement on the issues that emerge out of
daily business challenges in projects, which is both of a technical (soft-
ware) and a commercial (business model and service design) nature.
Despite the potential attrition rate, the study’s longitudinal design
strengthened the shortcomings of a case study method and is of particu-
lar value when time-critical processes such as learning, human capital, and
capability development are observed. The projects were undertaken
under local and later distributed scrum, trying to introduce new and
innovative services in the banking, advertising and public sector, via
mobile platforms.

Scrum methodology refers to an agile and lean-inspired software devel-
opment model based on multiple small teams working in an intensive and
interdependent manner. The term is named for the scrum (or scrummage)
formation in rugby, which is used to restart the game after an event that
causes play to stop, such as an infringement. Scrum employs real-time
decision-making processes based on actual events and information. This
requires well-trained and specialised teams capable of self-management,
communication, and decision-making.

We outline just one case vignette in the interest of brevity in this chap-
ter, in the banking sector to ground the later discussions on our model.

In this vignette, the service developers faced major issues in creating
‘generative metaphors’ in problem-setting, to make the banking staff, of
either a technical (i.e. Financial Technology— FinTech) audit or market-
ing/branding background, to ‘recontextualise’ the issues. A break-
through was an initial inquiry leading to an agreement to allow a
prototyping phase, overseen by a single Tehran-based bank’s ICT depart-
ment, to go ahead. Once the prototyping was a success (cutting customer
queuing time from an average of 15 minutes, to conducting most transfers
in 2—4 minutes), it was quickly taken up as a serious and viable service-
channel option. The application was modified over a number of years and
has rolled out with many Iranian national and private banks, a number of
which are still using an evolved version of the solution.
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Essentially, the team members, as well as the different professionals
within the teams, had to find ways to mutually understand and grasp the
potential and limitations of service design, given the local conditions. As it
was well summarised by a team member ‘Our learning here is all about
‘beta’: learning and innovation are coupled and yet learning comes first’.

We next turn our attention to outline our analytical model. Condensing
the large project teams’ activities data by data compression methods, a
number of trends became apparent. At the heart of the activities, we noted
arange of processes which we labelled as DEAL, as an acronym that stands
for the cycle of Design, Execute, Adjust and Learn. Within the DEAL
model, various activities were enhanced via formal and informal knowl-
edge brokering and knowledge sourcing via, in, and between projects and
firms. A sample series of questions, relating to each problem or inquiry,
which are tackled at the different stages include:

e Design: What is desirable and viable, and how feasible is it?

* Execute: What are the processes involved, and how are they to be
undertaken for a smooth (and lean) execution? What is the expected
outcome and impact of the processes/artefacts?

* Adjust: What worked, what did not, and why? (such as problems in
prototypes)

e Learn: What is or remains to be the core problem and cause? How
can we frame and reframe to improve continuously? What is the pro-
cesses and technologies range of tolerance (allowance), before
failure?

The cycle in the model continues with framing and reframing of the
new problem and inquiry, which then leads to a new design imperative,
transforming prototype to archetype, till an adequate and functioning
solution is formulated. Brokerages and sourcing, in the form of bridging,
linking and bonding (BLB) activities may occur initially via formal means
(e.g. contractual domains) but are mainly conducted informally, develop-
ing diverse project skill webs, with trust gradually gained in time, by

* Visits to technology fairs and workshops, nationally and internationally;

e Exposure to global/glocal professionals or R&D networks and eco-
systems; and

e Participation in online developers’ space on specific technical
problems.
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The figure below attempts to schematically outline the above description,
expanded further below.

As previously outlined, and now outlined in the model, exploitation
refers to the refinement and development of existing knowledge with pre-
dictable outcomes, whereas exploration refers to the pursuit of new knowl-
edge with uncertain outcomes. Additionally, the nature of in-project
interprofessional learning is in the form of generative interactions between
individual and collective inquiries, whilst engaged on performative learn-
ing (i.e. learning that directly derives out of performance), in order to
innovate. These are placed on the horizontal and vertical axis of the mod-
el’s schematic respectively, as outlined in Fig. 6.1.

In the centre of the Fig. 6.1, drawing on the ‘learning episodes’, we
noted the zone of ‘collaboration’ and ‘coordination and control” activities
within project tasks, as articulated and facilitated by interprofessional
interactions (and in the technical teams’ vocabulary, the reflective phases
of the cycles of ‘Scrums and Sprints’).

Thus, in formulating the analytical framework, derived from the data
and enhanced by the literature, we attempted to ground our observations
and theorisation. As no single strand of literature provided the necessary
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Fig. 6.1 DEAL analytical model: learning and innovation processes in digitised
creative sector projects (Source: Alyani 2017)
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theory, we brought together arguments of several theories and soon traced
patterns of cyclical exploitation and exploration, within inquiry-based
activities.

The potential output of this work and our model can be summarised in
two strands: at a micro level (strand 1), we focus on the strategies that
enable the firms to discover, develop, and commercialise their digitised
technologies (as in the case of the vignette, in the form of software and
services). In particular, whilst unpacking the ‘black-box” of brokerage, we
have come to consider the importance of the development of interprofes-
sional learning and particularly, interprofessional judgement, in pursuit of
innovation, as an important area for attention and further investigation.
The goal is to better understand how entrepreneurial digitised creative
sector firms, establish and utilise brokerage and intermediation, to build
an interdisciplinary, and thus interprofessional capability so as to be more
successful at innovation, and pursue the successful commercialisation of
their new services and products, and along this journey, further upskill and
develop their human talent, as a core asset.

In addition, the introduction of the DEAL (design, execute, adjust,
learn) model was a way to identify and disaggregate non-linear processes,
which in situ, draw on interprofessional learning and judgement, demon-
strating a re-iterative and cyclical—rather than linear—nature in actual
practice.

Whilst all the stages of the DEAL processes draw on skill webs, the
‘prototypes to archetypes’ transition phases as outlined above, benefit par-
ticularly from the interprofessional judgement and related exchanges.
These findings can thus be offered as practical insights at a micro and meso
level, to other firms via a potential ‘sectoral platform’ policy.

At a meso level (strand 2), there are also possibly important and inter-
woven educational implications embedded within the above. Whether in
the Gulf’s hub cities, London, or Seoul—as cities with significant digitised
creative sectors—there is no longer a shortage on the supply side. A sig-
nificantly large number of teaching and research universities, and training
and vocational institutions now operate within the cities and the region
with different levels of specialisation and at different stages of quality
enhancement. However, a significant challenge for all of them is to
enhance their ‘university-industry’ efforts and relationship, within and
between the specialised sectors, and industry and ultimately graduates’
job-market. This is so that their curriculum content and pedagogy can be
kept relevant and up to date. This is no small undertaking in a region that
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has seen near exponential growth in its higher education in the last two
decades.

Whilst similar to ‘entrepreneurship’, and ‘innovation’ (as separate
undergraduate or graduate school courses and topics), interprofessional
learning and judgement cannot (easily or directly) be taught, a capability
development framework could be facilitated by the way the courses are
structured. Insights from our study (and a small but growing literature)
are issues that universities, educational institutions and policy analysts
ought to be taking into account, if they are going to sustainably support
the need for new forms and models of learning, closer to the practice-
based requirements of the workplaces within the specialised and fledgling,
yet growing, sectors. Whilst there is an increasing level of policy hype on
the emergence of the Creative Economy within the region, there also needs
to be grassroots and incremental reforms on the practice side.

Equally, the insights from the study’s tools and methodology, refined as
necessary, could assist in the universities and related institutions knowl-
edge transfer and consultancy activities, to aid in initially unpacking the
shortcomings and then upskilling their own staff and their target audi-
ences’ lifelong learning efforts. This inquiry-based mode of engagement,
based partly on the needs of practice, could potentially further enhance
the knowledge transfer in other settings and sectors, so as to support gen-
uine lifelong learning mechanisms, beyond a ‘check-list’ or a fad. The
study’s insights on skill webs processes for example, support knowledge
transfer in different sectors and settings, so this work has a more general
argument which is about the necessary ‘architecture’ of lifelong learning
in professional settings, particularly through university or professional
programmes as a resource to pass on to others entering into, or operating
within practice-based settings.

Coming out of the above primary focus at a micro level of the firm
(strand 1), our planned work, at a meso (sectoral and regional) level
(strand 2), plans to explore issues around entrepreneuriality and innova-
tion capability development for new sectors, in aid of sustainable ‘decent’
job creation, and related meso-level policy and practice interventions.

Drawing from policy studies and economic geography in this strand,
we have narrowed our remit on the city-level SMEs and within that, retain
an interest on developing implementable policies. This could be timely for
two reasons: firstly, if small and medium enterprises are to develop and
play a more important role in the industrial policy and (as part and parcel
of value chains of) foreign direct investment (FDI) policies, the way they
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enhance their learning and innovation capabilities must be better compre-
hended. Secondly, this meso-level engagement may then provide another
avenue to consider the sustainability of the region’s current creative ‘start-
up spring’, on both the north and south side of the Gulf.

CONCLUDING REMARKS: DIGITISED CREATIVE
SEcTOR UPSKILLING

The nascent digitised creative sector in the Gulf, with its growing inter-
connections globally, both in terms of policy and practice, is increasingly
capturing the attention of the policy makers as a viable vista for new sec-
tors, and with it, potentially new and sustainable private-sector employ-
ment creation. Our chapter has explored this (drawing on an analytical
model, with longitudinal empirics, at a micro and meso level) and reiter-
ates the importance of practical means to better link academic, TVET
programmes, and workplace learning with the practical and evolving needs
of the firms within these fledgling sectors. Our observations confirm that
the sector is in pursuit of global interconnections for quality and niche
specialisation (specificity).

The current regional efforts, in the form of strategic plans on a policy
level, and practical brokerage on a practice-at-firm and -sector level, are
welcome moves. Sectoral interconnections, globally and locally, and within
the sector—in pursuit of quality and specificity—need to be carefully
thought through with potential policy risks and unintended consequences
identified and addressed, so as to be implementable with an enhanced
engagement and coordination between key stakeholders (i.e. firms in the
private and public sector; education and training providers; and govern-
ment and other oversight/advisory agencies). Policy design therefore is
much more than policy borrowing, and in practice, policy amnesia should
not be allowed to disable and disband policy memory, so as to build on
unique national and city contexts.

Our exploration on the formation and cultivation of interprofessional
judgement, required for innovation, has led us to foreground the role of
facilitating brokerage (i.e. BLB) mechanisms. With innovation remaining
high on the economic, sectoral and firm-based agenda, workplace learning
mechanisms can contribute to the development of workers” essential per-
formative learning and sector knowledge.

Taken together, these factors point to a move away from relying on the
credentialist approaches (ironically both dominant in the Gulf region’s
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societal and educational fabrics, and—till recently, at least—highly embed-
ded in various international advisory body’s solutions), where qualifica-
tions are viewed as a proxy for vocational or professional skills, and towards
acknowledging the multi-faceted role of social capital in learning by doing
(Cherif and Hasanov 2014, pp. 12, 24), and specific to our earlier concep-
tual argument on interprofessional judgement, nurturing a transition;

from conceiving learning as consisting of the accumulation of prespecified
outcomes to seeing it as the development of judgement. [by undertaking
practice-based inquiries, and rehearsing and revising procedures, mid-
stream]. (Livingstone and Guile 2012, p. 357)

Whilst strategy making is an important prerequisite, it is these gradual
firm- and sector-specific capability-building processes, at a practice and
policy level, which will ensure the success of a fledging sector with signifi-
cant regional potential.

In sum, in the language of a recent World Bank analysis, as the demand
for skills in the age of innovation (Kutznetsov 2010) gathers further pace,
an in-depth and join-up look at ways to develop a consistent sectoral skills
policy, along with a congruent incentive system, would be required.

What would also be of immense value in crafting a smart “skills develop-
ment policy’ in the region, is to take account of the overlapping layers and
the logic of strategic incrementalism, as outlined in Fig. 6.2 below.
Strategic incrementalism refers to developing and facilitating methods of
gradual change by which many small policy changes are enacted over time
in order to create and facilitate a larger broad based policy change, increas-
ing confidence in the implementation and realisation stages.

Whilst the ambitious strategic agenda may be for a radical shake-up of
multiple macro social and incentive systems, a more nuanced method
could be to explore, experiment with, and exploit policy designs coher-
ently which allows for an initially small but near-certain change. Social
systems (such as education and training, skills development, and employ-
ability incentives) are stubbornly ‘path dependent’ (and largely resist and
defy new ‘path creation’) which means that they intrinsically carry a sig-
nificant amount of inertia.

The question of recreating and reframing a new system of incentives for
new sectors and the necessary skills development, both on a personal (i.e.
individual) and collective (i.e. sectoral cluster, city, regional, and national)
level and particularly for the upcoming Saudi and Emirati working
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Fig. 6.2 Core elements of strategic incrementalism in policy implementation
(Source: Kutznetsov 2010, p. 264)

generation, must be explored imaginatively as an integral part of other
systematic economic diversification and specialisation overviews.
Otherwise, KSA and UAE will need to finely balance the policy risk of
diversifying its economy only to quickly realise that the national citizens
are unprepared or unwilling to engage with some segments of the diversi-
fied economy, and thus, the lion’s share of the new industrial and sectoral
positions would have to be filled by skilled migrant workers (Kapiszewski
2001, p. 73). The challenge for Iran, however, is not the issue of migrant
workers, but to make critical decisions around a reorientation towards a
coherent industrial policy, by gradually building-up the evidence-base and
promoting policy entreprenecurs to make the case for letting go oft a num-
ber of middle-aged infant’ industriesand form a strategic focus on selected
existing and new sectors. This is paramount if Iran is to close the gap in
productivity and quality, exacerbated by decades of embargoes and
sanctions, insularity of economic sectors and isolation from robust compe-
tition in international trade. This could also call for a reorienting the thrust
of modern industrial policy in Iran so as to better facilitate learning to
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innovate, making smarter use of the potential inward FDI into the coun-
try’s industrial and service base, in the next decade to come. Be it in Iran,
KSA or UAE industrial policies, new ideas on smart specialisation within a
regional policy context (OECD 2014) could also be worth some analytical
attention.

These are complex and multifaceted policy decision conundrums that
require systematic, small-scale policy reframing, design, and experimenta-
tion to test the responses and more importantly, other ‘unintended conse-
quences’ of any new policies on incentives, while utilising rapid mapping
tools for evidence-based policy (re)design. On this note, there is some
preliminary and anecdotal evidence that the national citizens of KSA and
UAE and the younger digital generation of Iran, particularly the segment
of university-educated young female labour force, are particularly keen on
the creative sector activities.

A strategic diversification agenda without significant buy-in from mul-
tiple stakeholders on the skills side, including the employers and firms, is
likely to get into major difficulties in programme roll-out, implementation
and realisation stages. For a labour market model to treat the local nation-
als as if they are self-adjusting plug-and-play workers is not only unrealistic
but also unproductive and unsustainable due to conflicting social incentive
systems. Systematic support in the form of a more coherently joined-up
national and sectoral skill policy can assist the policy makers in exploring
future scenarios, where new policy incentives are better weaved into the
existing and emerging socioeconomic fabrics.
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CHAPTER 7

Success Factors of Saudi-German Joint
Ventures: A Meta-Analytical Approach

Muaike Laska-Khalil

INTRODUCTION

Coming out of the recent recession, small- and medium-sized enterprises
(SMEs) have historically proven themselves as essential drivers of job cre-
ation and inclusive economic growth around the world (Eden et al. 1997).
According to the Organisation for Economic Co-operation and
Development (OECD), small- and medium-sized enterprises represent
over 95 percent of all businesses and account for 60-70 percent of all new
jobs created in OECD member countries (2009). Likewise the majority of
enterprises in MENA are SMEs, estimated at 19-23 million (formal and
informal) in number and comprising 80-90 percent of total businesses in
most countries (SUSRIS 2011). The MENA region comprises Algeria,
Bahrain, Djibouti, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon,
Libya, Malta, Morocco, Oman, Palestine (Gaza Strip and West Bank),
Qatar, Saudi Arabia, Syria, Tunisia, United Arab Emirates and Yemen
(OECD 2009). Due to the relevance of SMEs as the economy’s backbone
in terms of employment as well as economic stability, institutions and pol-
icy makers were dedicated to support the development of new markets for
SME:s to grow and achieve economies of scale which cannot be reached
when operating in the domestic market alone (OECD 2009). While the
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formation of International Joint Ventures (IJVs) has grown into an impor-
tant and widely used tool for the market development of international
operating companies, SMEs seem to be left behind due to their limited
resources—in particular their limited financial, managerial and informa-
tion resources and their attitude to risk (cf. Morschett 2005, p. 379 )—and
are more likely to fail than large firms (Eden et al. 1997). Nevertheless, a
growing number of SMEs choose IJV as their preferred mode of expan-
sion and have proven that limitations can be overcome (Isidor et al. 2012).

Given the failure rates of IJVs, their increasing popularity triggered sev-
eral studies focussing on IJV performance. Currently around 130 inde-
pendent primary studies can be identified, which have empirically studied
the impact of selected factors on the success of IJVs. However, research
remains fragmented and often controversial (cf. Reus and Rottig 2009).
Accordingly, studies tend to highlight individual facets of the management
of IJVs, such as partner choice, contractual conditions or continuous con-
trol, with individual success factors being arbitrarily selected and examined
in isolation (Teusler 2008). Moreover, many studies tend to focus on
international joint ventures established by large firms. These findings are
not necessarily applicable to SMEs, given the significant differences
between smaller and larger firms (Morschett 2005; Buckley 1997). Finally,
the results of the studies are cast in doubt by measurements of the success
of international cooperations that are often contradictory or lack precise
definitions (Larimo 2007, p. 396).

This seemingly contradictory nature of the research field is criticized by
many reviewers, who demanded a merging of existing research results,
with a sound clarification of any discrepancies, as well as the integration of
the results of any future research into the interactions of international
cooperations (Beamish and Killing 1996). Attempts to consolidate the
previously examined success factors of IJV performance can be found in
several narrative reports (e.g. Reus and Rottig 2009), as well as in tabular
presentations, which tried to distinguish between significant and non-
significant results by using the so-called vote-counting method (Robson
et al. 2002). Although such qualitative literature studies make an impor-
tant contribution to the reappraisal of the research field, the analysis of
success factors often lacks in an economically sound and cohesive concept
(Teusler 2008, p. 94). Furthermore, the clarification and review of the
success factors are often confined to anecdotal evidence. Reliable state-
ments about the mode of action as well as the effect size of the examined
success factors are nowhere to be found.
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To fill this crucial research gap, a quantitative synthesis of the previous
studies is required. The first attempt of a quantitative consolidation of
previous IJV research was undertaken by Reus and Rottig in 2009, who
conducted a meta-analytic integration of 61 IJV based on agency theory
and behavioural perspectives.

A clear theoretical foundation allowed the authors to consolidate the so
far heterogeneous findings on a theoretical basis and to integrate them
meta-analytically. However, the narrow theoretical focus proved to be det-
rimental, in that ultimately only four success factors were examined to
reduce complexity. In contrast, previous research of IJV success is charac-
terized by an abundance of success factors, hailed as beneficial in various
research works (cf. Robson et al. 2002).

The existing inconsistencies in the research field could be further
reduced by a theory- and phase-independent meta-analytic study, which
comprehensively examines influential IJV success factors, selected based
on their frequency of recurrence and priority ranking in existing quantita-
tive empirical studies.

The current chapter draws on the previous issues with the aim to:

e Develop a meta-analytical approach with the integration of quantita-
tive IJV success factor research results which considered small- and
medium-sized enterprises with large cultural distance

e Identify specific success factors of IJVs over great cultural distance

Section 2 gives an overview of literature research into success criteria
used for evaluating IJVs. Section 3 introduces the meta-analysis and
explores the methods and variable definitions used to construct it.
Section 4 wraps up with an overview of German-Saudi economic coopera-
tion, which serves as a focusing scope for our research. Finally, a summary
and overview of future work is given in Section 5 (Fig. 7.1).

GERMAN-SAUDI ARABIAN JOINT VENTURES

With its rich history and colourful present, the MENA region is very
diverse in its social, political and legal structures. Despite rapid economic
growth, the region is still characterized as one in general need of economic
development. With a gross domestic product of almost 540 billion US
dollars in 2011, Saudi Arabia (KSA) is the largest economy in the MENA
region; no other country is currently investing more in the diversification
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of its economy and its infrastructure. 70 billion US dollars were invested
directly into new projects in 2012 alone, a sum necessary to continuously
counteract the negative consequences of demographic change. Saudi
Arabia has a population growth of 2.2 percent (SAGECO 2011).
According to Saudi Labour Minister Adel Fakieh, around 500,000 new
jobs would have to be created annually to provide employment opportu-
nities to the younger generations. To meet the demands of an ever-
growing industrial society, investments to the tune of 900 billion US
dollars in infrastructure development and 300 billion US dollars for
petrochemical, energy and water projects, as well as 100 billion US dollars
for transport and logistics, are planned till the year 2020.

The ambitious development plan offers German companies excellent
business and investment opportunities. German industry and services,
with an export volume of nearly 5 billion euro in the year 2009, represent
the most important European supplier to Saudi Arabia. The relation is
reciprocal, with Saudi Arabia being Germany’s most important trading
partner in the Arab world (OECD 2005). More than 400 German com-
panies, nearly half of them joint ventures, are currently represented in KSA
(see Table 7.1). The cooperations include direct investments, training on
the spot, as well as the transfer of technology and know-how and therefore
successfully contribute to the scientific development of Saudi Arabia (AHK
Newsletter Jan. 2012, http://saudiarabien.ahk.de/en/).
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Table 7.1 Development of Saudi-German joint ventures

German shave % Sandi share % Capital SR—DMio. No. of JVs. Year

38 62 450 5 Up to 1975
41 59 113 14 1976-1979
26 74 274 24 1980-1989
30 67 1027 29 1990-1999
32 68 4639 41 2000-2004
50 50 24,903 64 2005-2009
50 50 31,406 177 Total

Source: SAGECO, December 2009

Saudi Arabia, with its mix of tradition and modernity and its prominent
position in Middle Eastern affairs, presents a unique case of political, juris-
tic, social and cultural conditions, which can be difficult to navigate for
outsiders. These unique conditions, combined with its extraordinary eco-
nomic and social importance, make Saudi Arabia an ideal candidate for the
scoping focus of the research questions identified in this study.

Success Criteria for Intevnational Joint Ventures

In the organizational research, success (“performance”) is one of the
probably most commonly used dependent variables; nevertheless, till
today there is no consensus on how success should be operationalized
(Isidor et al. 2012).

Choosing a suitable success criteria for IJVs is even harder considering
the plurality of interest within the partner company (Oesterle 1995,
p. 990). The spectrum of applied success criteria in the literature ranges
from the very existence of companies about financial indicators to assess-
ments of the management with regard to the success of the IJV. Inspired
by Robson et al. (2002), it will be distinguished between financial success
indicators (profitability (cf. Artisien and Buckley 1985)), revenue growth,
market share (cf. Luo 1999), stability (changes of ownership, survival (cf.
Killing 1983), duration of the partnership (cf. Kogut and Singh 1988) and
multidimensional success indicators (satisfaction (Dhanaraj et al. 2004)
and goal attainment (Krishnan et al. 2006).

Financial Oriented Success Criteria
Financial success criteria include indicators such as profitability, sales
growth and market share. These criteria are, however, not without
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limitations when applied to IJVs. IJVs are created for multiple objectives,
whose level of achievement cannot be measured solely through financial
criteria (Mohr 2006, p. 250). For instance, if an IJV is set up with the
intention of developing new technologies or opening new markets in the
long term, the necessary adaptation processes and ramp-up phase will
make it difficult for the IJV to generate substantial profit, if any, in the first
years (Geringer and Hébert 1991, p. 251). Similarly, an IJV can still be
considered very successful for a partner not making financial gains if the
1JV, for example, provides them access to critical resources or the transfer
of otherwise unattainable technological knowledge. In contrast, shifting
interests and different strategic priorities, or insurmountable conflicts
between the partners, can cause even financially successful IJVs to fail
(Schaan 1988, p. 5 f.). In addition, traditional financial indicators, such as
profit or profitability, are an inadequate measure of success, if the IJVs’
gains are mainly made in intellectual properties and their licensing and
royalties (Geringer and Hébert 1991, p. 250 f.)

Stability-Oriented Success Criteria

The previous remarks demonstrate that financial criteria capture only one
facet of IJV success (Anderson 1990, p. 22) and not the heterogeneous—
potentially conflicting—individual and collective goals of the partners.
Accordingly, literature provides approaches for the performance measure-
ment of IJVs, which give greater value to the plurality of the partners’
interests and goals. Such IJV specifics include longevity but also especially
the stability of the IJV. The stability is operationalized by the changes of
ownership or the liquidation of the IJVs (Inkpen and Beamish 1997,
p. 181). Stability-oriented success criteria therefore also describe the qual-
ity of the cooperation, with stable IJVs considered successful. However,
the use of stability-oriented success criteria also has disadvantages. For
example, if the IJV was founded with the intention of being a temporary
cooperation, then the resulting dissolution should not be interpreted as a
failure (Inkpen and Beamish 1997). This also applies to the acquisition of
the IJVs by a partner. Here, the IJV is completed, but the acquisition can
also be interpreted as the application of a “real option” and thus represent
a sign of a successful IJV (Kogut and Singh 1988). In addition, stability
proves to be an indirect operationalization of the IJV’s success. Thus, if an
IJV is dissolved because the financial expectations of the partners were not
met or because there were some insurmountable problems of coordina-
tion between the partners, IJV stability would gain validity at the very least
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as ex post indicator of success (Oesterle 1995, p. 992). Conversely, it is
difficult to extract conclusions about the success of an IJV from its mere
existence or the duration thereof (Mohr 2006, p. 250). The existence of
an IJV, regardless of its success, can rather be a sign of high market exit
barriers (Parkhe 1993, p. 302).

Multidimensional Success Criterin

A third group of approaches dispensed with both financial and stability-
oriented success criteria in favour of a direct survey of management as a
means of determining success. Such a subjective measurement of success is
usually performed when the success criteria the study is trying to deter-
mine cannot be quantified. According to Schaan (1988, p. 319), only this
approach can provide information about whether the IJV has met the
expectations or criteria for success of the partners. However, the level of
detail varies widely across studies employing multidimensional perfor-
mance measurement (Robson et al. 2002, p. 397). For instance, in some
studies, the degree of target achievement is used interchangeably with the
degree of satisfaction with the overall success of the IJVs as a measurement
of success. Yet, the degree of target achievement should be regarded as the
more accurate measure of success, especially since the degree of satisfac-
tion is not only more of a result rather than an indicator of IJV success,
that is, it follows rather than is the cause of success, but is also influenced
by other non-performance-related factors (Hatfield et al. 1998, p. 364).

Subjective measurement is an attempt at tackling the multidimensional-
ity of success (Luo 1999, p. 21) and allows the evaluation of success in
relation to one’s competitors (Teusler 2008). Yet, its strength is also its
weakness, and hence the risk of subjective distortion and the associated
lack of validity of the statements constitute clear disadvantages of this
method (Eisele 1995, p. 86).

Although numerous studies have documented significant correlations
between objective and subjective success criteria (cf. Dhanaraj et al. 2004;
Geringer and Hébert 1991; Hatfield et al. 1998; Pearce 1997), some
researchers claim that the different operationalization (financial, stability-
oriented and multidimensional success dimensions) are not readily substi-
tutable. Hatfield et al. (1998, p. 357) demonstrated that no measure of
success can explain more than 43 percent of the variance of another
dimension. They suggest instead that a causal relationship exists between
these success criteria. Thus, the positive perception of the IJV’s success
induces a higher willingness to continue ongoing cooperation, which is in
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turn expressed in the IJV’s continued survival (Hatfield et al. 1998,
p. 358; Lopez-Navarro and Molina-Morales 2002, p. 121).

The demonstrated issues make it clear that a complex concept like suc-
cess cannot be adequately covered by a single approach. Rather, a combi-
nation of different approaches seems to best compensate for the weaknesses
inherent in each one (Luo 2002, p. 2; Yan and Gray 2001, p. 311).
Oesterle (1995, p. 992 f.) points out, however, that an aggregation of
various success criteria, while indeed reducing the influence of strongly
distorted values, simultaneously dilutes correct values. Nevertheless, these
aggregated values should have a higher general validity in the measure-
ment of IJV success than the values created by the use of any one single
approach (Oesterle 1995, p. 992 f.).

1IJV Success FACTORS AND THE DEVELOPMENT
OF HYPOTHESES

The identification as well as causal classification of success factors, which
form the basis for an accurate operationalization of IJV success, are among
the largest hurdles in IJV research. In co-operative research, there are sev-
eral works which examined success factors (cf. the narrative literature
review by Robson et al. 2002). However, due to inconsistent results, no
reliable statements about the profit contribution of individual factors can
be made as yet (Child and Yan 2003, p. 284).

On the one hand, the ambiguity of the results can be attributed to the
different construct operationalizations. As surmised by Loépez-Navarro
and Molina Morales (2002, p. 115), “... different subjective indicators
used in the literature actually measure different phenomena and, conse-
quently, are affected in a different way by variables used as determinants of
the joint venture performance”. On the other hand, the divergence of the
results can also be interpreted as a sign of the multidimensionality of IJV
success factors.

To overcome this, we chose to combine all potential success factors by
means of a systematic analysis, with their frequency of appearance in rele-
vant literature serving as the main differentiating factor.

As a description of all hitherto examined success factors would go
beyond the scope of this work, only those factors will be presented, which
were tested empirically more than five times—otherwise a meta-analytic
analysis wouldn’t be justified. This resulted in 14 success factors. According
to Robson et al. (2002), these success factors can be divided into two
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categories: the partner and the joint venture level. This classification is also
followed in the present study.

PARTNER LEVEL

The partner level describes the attributes and characteristics of the partner
companies. In particular, these include the compatibility as well as the
experience of the partners. Taking into account the partner attributes, the
choice of the “right” partner plays an especially crucial role, since the suc-
cess of IJVs depends on combining the resources of the partners, as well
as on the availability of these resources for the joint undertaking (Geringer
and Hébert 1991, p. 42).

Partner Fit

The “Fit” between partners has often been identified as an indicator of
success. Partner fit refers here to the compatibility and complementarity of
the partners. Adarkar et al. (1997, p. 124) describe this fit as “... balance
that is the hallmark for successful and enduring alliances”. It is a multidi-
mensional construct that is the product of a variety of different factors
(Inkpen and Beamish 1997) and can be achieved on an operational, stra-
tegic and cultural level.

The partial overlap of business, functional areas or industries in which
the partners are operating is considered operational partner fit. The result-
ing complementarity of resources within the value chain of the partner
enterprises allows an increase in value, according to the resource-oriented
approach, as well as synergy effects through the pooling and sharing of
complementary resources (Das and Teng 2000, p. 31; Luo 1999, p. 8).
The complementarity of manufactured products is increasingly important
for the foreign partner in an IJV, because they rely on the existing distribu-
tion network, the customer base and the finished production facilities of
the local partner to generate economies of scale faster (Luo 1999, p. 651).
Furthermore, with a missing complementarity, the foreign partner would
lack knowledge of both the local market and the products as well as pro-
duction technology (Kabst 2000).

Cooperating with a partner from the same industry is however not
without its risks, with the underlying rivalry between the cooperation
partners incentivizing them to behave opportunistically. Furthermore, the
disclosure of company-specific intellectual property involves the risk of
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unilateral knowledge drain, which in the long run threatens the competi-
tiveness of those companies which disclose their knowledge (Park and
Ungson 1997, p. 87). Despite these potentially negative consequences,
we agree with the majority of studies that suggest a positive correlation
between the operational partner fit and the success of an IJV and conse-
quently propose the following hypothesis:

Hypothesis 1a Operational partner fit is positively associated with IJV
success.

The business fields overlap between partners and IJV (operational IJV fit)
is considered however consistently positive. Thus, it enhances the transfer
of spoken as well as unspoken knowledge (Reus and Rottig 2009), as this
is more easily applicable due to the similarity of the activity areas. Cohen
and Levinthal (1990) claim that the experience and familiarity that origi-
nates in the IJV also rather allows the partner to acquire the knowledge
and to transfer back into the company. Merchant and Schendel (2000)
postulate that the similarity of the divisions between partners and IJV
enable on the one hand the achievement of economies of scale by reduc-
tion of expenses. On the other hand, it implies the realization of econo-
mies of scope on the basis of the extended learning opportunities.
Following the reasoning of these studies, we suggest a positive correlation
between the operational IJV fit and the success of the IJV.

Hypothesis 1 Operational 1]V fit is positively associated with IJV success.

The compatibility of the strategic objectives of the partner companies is
referred to as the strategic fit (Das and Teng 2000, p. 56; Hsich and
Rodrigues 2005, p. 14), where compatibility does not simply mean match-
ing targets. Companies can indeed have different objectives. For instance,
a company can seek to enter a foreign market with the help of an IJV,
while the other company targets knowledge acquisition through the col-
laboration. The deciding factor in a successful cooperation is that the part-
ners’ objectives be in harmony. This means the targets are not mutually
exclusive or conflicting in any manner, so that all partners can work at and
achieve their objectives simultancously (Das and Teng 2000, p. 57). The
compatibility of the targets and motives reduces the likelihood of oppor-
tunistic behaviour from any partner, and accordingly requires less recipro-
cal monitoring. The opposite holds true; a mismatch of goals increases the
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potential for conflict between the partners (Pearce 1997, p. 210). Based
on the results of empirical studies we postulate a positive correlation
between the strategic fit and the success of the IJV.

Hypothesis 1c Strategic fit between the IJV partners is positively associated
with IJV success.

Cultural conformity at the personal as well as the national level between
the cooperating partners is referred to as cultural fit. Culture is under-
stood as the wealth of accumulated knowledge and experience affecting
the decisions, actions and activities of a social group through thought and
behavioural patterns (Kabst 2000). Hofstede (2001, p. 9) defines culture
as the collective programming of the mind which distinguishes the mem-
bers of one group or category of people from another. Cultural distance
between the partners is one of the variables that is most commonly exam-
ined in cooperation research. The definition of distance is either based on
Hofstede’s dimensions of culture or captured by the index from Kogut
and Singh (1988; Larimo 2002, p. 8). Studies, which use the nationalities
of the partner companies as a proxy for cultural distance, are more aptly
described as international, rather than intercultural studies, as the nation-
ality is only one factor in cultural distance (Pothukuchi et al. 2002).

To Gatignon and Anderson (1988, p. 311), cultural distance represents
a particular form of uncertainty. Hu and Chen (1996, p. 167) claim that
the values and norms, applied business practices, and management phi-
losophies of the partner companies match better with a small cultural dis-
tance. This reduces the occurrence of conflicts and misunderstandings and
thus has a positive influence on the success of the IJVs. According to
Perlmutter and Heenan (1986, p. 149), this match of cultural values is a
key factor for a successful cooperation. In contrast, a greater cultural dis-
tance impedes communication and interaction between the partners
(Killing 1983, p. 57; Pothukuchi et al. 2002, p. 245).

Despite the numerous negative effects cited, studies can nevertheless
be found, which demonstrate a positive correlation between differing
cultures and success (cf., e.g. Park and Ungson 1997). This positive cor-
relation can be justified on the one hand, in the fact, that companies from
different countries of origin can learn more from each other and that they
show an increased potential for the realization of synergies due to differ-
ent strengths (Beamish and Killing 1996). On the other hand, Pothukuchi
et al. (2002, p. 243) argue that it is not the different cultures of the
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countries of origin, but rather the difference of the corporate cultures of
the partner companies, which determines the success of the IJVs. The
influence of corporate culture on the success of IJVs is, however, exam-
ined in only a few empirical studies (cf. Aulakh and Madhok 2002;
Pothukuchi et al. 2002).

Lung-Tan (20006, p. 439) provides an explanation for the inconsistency
in the evaluation of the role of large cultural distances, and lists a number
of methodological and conceptual problems that need to be addressed in
future empirical research. This article follows the reasoning of the vast
majority of studies that posit a negative effect. Therefore, the following
hypothesis is:

Hypothesis 14 Cultural fit between the partners is negatively associated
with IJV success.

Experience

The relationship between the experience of the partners and the success of
IJVs can be explained using the theory of organizational learning,
according to which the continuous repetition of an action leads to an
accumulation of experience, making it possible to learn from past mistakes
committed and avoid them in the future (Inkpen and Beamish 1997). For
the success of an IJV, it is therefore crucial that the partner companies
already have sufficient experience. The experience may result from previ-
ous business relationships with a partner (partner experience), previous
inter-organizational cooperations (IJV experience) or from international
business operations (international experience).

The advantage of partner experience is that companies which already
cooperated with each other in the past have a basic understanding of the
corporate culture and the behaviour of the partner company and are
aware of its capabilities (Reuer et al. 2002). The experience gained from
previous cooperation also creates a basis for mutual trust and reduces
the risk of opportunistic behaviour (Hatfield et al. 1998). According to
Kale et al. (2000, p. 221), this promotes information and knowledge
exchange between the partners. At the same time, the transaction costs
of an inter-company cooperation can be lowered both ex ante and ex
post, through the reuse of business procedures and processes, well
versed by both partners from previous cooperation (Kim et al., 2004).
However, Simonin (1997, p. 1150) points that IJV success cannot be
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indicated by accumulated experience in and of itself. The companies
must first internalize this experience and develop a “collaborative cul-
ture and know-how” before it can be applied in future cooperation.
Reuer et al. (2002, p. 339) further explains, that it is not the extent, but
rather the quality of the collaborative experience, that is of particular
importance to partner companies. Hence, the mere existence of an ear-
lier collaboration is not always beneficial. In fact, it is also possible that
the strategic objective of a partnership has already been achieved in an
earlier collaboration—for instance, knowledge transfer from the part-
ner—rendering a new cooperation pointless and unattractive. Despite
these potential negative side effects of previous partner experience, we
follow the majority opinion from literature and suggest a positive cor-
relation between the experience of partners and the success of IJV.

Hypothesis 2a Partner experience is positively associated with IJV success.

Previous IJV experience can build up a company’s reputation as a coopera-
tion partner, and thus increase its attractiveness for other potential part-
ners, as well as guide it when structuring and managing future IJVs (Pearce
1997). Anand and Khanna (2000, p. 313) even claim that companies “...
learn to create more value as they accumulate experience in joint ventur-
ing”. However, the accumulation of partnership experience is only a
means to an end and cannot be the sole focus of companies pursuing IJVs.
This is especially true, as companies with too large a joint venture experi-
ence may leak unfiltered knowledge and intellectual property into the
IJVs. We nevertheless assume an overall positive correlation between
experience with IJVs and IJV success.

Hypothesis 2b 1]V experience is positively associated with IJV success.

International experience is particularly relevant for IJVs, since the legal
and cultural conditions, as well as the business practices, in the countries
of origin of the partner enterprises can differ from each other significantly
(Newbury et al. 2003, p. 405). An accumulated experience with interna-
tional transactions is beneficial in choosing the “right” partner, as well as
country to invest in, and facilitate the acclimatization to the new condi-
tions (Lopez-Navarro and Molina-Morales 2002). It is however notewor-
thy, that a foreign partner with significant experience in the host country
can quickly make the local partner redundant. Although several negative
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effects to international experience are occasionally pointed out in litera-
ture, we agree with most of the empirical studies which postulate a posi-
tive correlation between IJV success and international experience.

Hypothesis 2c International experience is positively associated with IJV
success.

IJV LEVEL

At the IJV level, the success factors describe the various dimensions of
exchange between the individual partners. These success factors include
commitment, confidence, control, interdependence, conflicts and conflict
management, and organizational learning.

Commitment

According to the theory of social exchange (cf. Blau, 1964 ), commitment
is a key factor for the success of IJVs. Commitment is understood as the
sense of inner obligation of cooperating partners to undertake necessary
efforts to maintain the business relationship (Morgan and Hunt 1994,
p. 23). For Skarmeas et al. (2002, p. 759), the commitment consists of
“...a rather diverse set of factors including desire, willingness, sacrifice
behavior, expectation of continuity, belief, and importance of the relation-
ship”. The development of commitment is an iterative process and will be
initiated only when one of the partners signals his commitment, for exam-
ple, by providing resources. As the benefitting partner does not want to
receive more than what they are actually entitled to, they will try to recip-
rocate the commitment out of a moral obligation (Kabst 2000). This reci-
procity in the action of the partners leads to increased IJV specific
investments, as well as to the provision and allocation of financial, techni-
cal and human resources.

The presence of a similar high level of commitment from all involved
partners reduces the incentives for opportunistic behaviour, with partners
tending to conduct beneficial transactions, even if they are not secure
(Morgan and Hunt 1994, p. 22). Commitment among partners also
requires a greater perseverance in the pursuit of common objectives
(cf. Morgan and Hunt 1994). Such partners would not look for alterna-
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tive cooperation partners (cf. Anderson 1990), but instead invest in a
long-term relationship, with joint efforts on behalf of the IJV leading to
increased success. Hypothesis three thus postulates:

Hypothesis 3 Commitment is positively associated with IJV success.

Trust

According to the theory of social exchange, mutual trust is the second
major determining factor of success in IJVs. The development of a trust-
based relationship is also an incremental process, continuously improving
through repeated and continuous cooperation (Gravier et al. 2006). In
addition, Johnson et al. (1996, p. 988) stress the reciprocal nature of con-
fidence. Therefore, existing confidence from one cooperation partner
induces the building of trust in the other partner.

With IJVs the establishment of mutual trust on the basis of the inherent
uncertainty of any forms of inter-firm cooperation is of great importance
(Isidor et al. 2012). Often transactions are carried out in cooperations
based on uncertainty and thus provide scope for opportunistic behaviour
of the cooperation partner. The development respectively the existence of
trust can reduce the risk resulting from the uncertainty perceived of one
cooperation partner as far as that transactions can be conducted at all.
Furthermore, trust leads to a reduction in transaction costs due to the
related waiving of explicit backup and control mechanisms against oppor-
tunistic behaviour (Pearce 1997). In such cases, trust functions as a social,
informal and cooperation-enhancing monitoring mechanism. Trust as
well as formal control is a mechanism to make the behaviour of the coop-
eration partner predictable. The former through the creation of a moral
obligation and the latter by the imposition of sanctions (see Schumacher
2003, p. 7). In their study, Dyer and Chu (2003) noted that partners in
trusting IJVs have lower transaction costs, because they waste less time
with discussions about the contracts and compliance, as well as with
checking-up on and monitoring the other partners. Instead, trust in IJVs
leads to increased success, where partners efficiently turn common
expenses into joint income (cf. Pothukuchi et al. 2002).

Hypothesis 4 Trust is positively associated with IJV success.
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Control

From an agency theoretic point of view, control is the instrument with
which the partners check whether the IJV aligns its activities to the objec-
tives of their company (cf. Mjoen and Tallman 1997). Thus, it represents
an ideal opportunity to dismantle the existing asymmetries of information
between the partners and the IJV. Most of the existing empirical studies
attempt to capture control solely through the equity shares of the partner
companies (Mjoen and Tallman 1997, p. 258). However, the share-
ownership ratio is a rather rough, partly vague operationalization of con-
trol, as the proportional control ratio resulting from the “de jure”
ownership structure” must not always match the actual “de facto” control
relationship (Kabst 2000, p. 120). A minority shareholder can in fact wield
more influence than intuited by share ownership, for example, due to con-
tractually fixed veto rights, unequal voting rights distribution among the
shares; or a de facto claim on certain key positions or legally capped share
ownership (Geringer and Hébert 1991). Thus, we focus only on the per-
ceived extent of control carried out by a partner company on the IJV in
our examinations. Control in an IJV is of vital importance for the realiza-
tion of the strategic business objectives (Geringer and Hébert 1991,
p. 237). Clear-cut control and role assignments additionally reduce the
inherent uncertainty of cooperation in IJVs by minimizing the chances of
opportunistic behaviour and free-riding (Das and Teng 2000, p. 491).
Our hypothesis is therefore:

Hypothesis 5 Control is positively associated with IJV success.

Intevdependence

Symmetrical “interdependence” refers to the dependency of the inter-
organizational cooperation with a cooperation partner for the achieve-
ment of the respective strategic business objectives (Hu and Chen 1996).
The mutual dependency of the partner companies in regard to resources
and capabilities of the cooperation partner is the optimal prerequisite for
achieving the best possible success, because the potential loss that the
partner companies would take at the termination of the cooperation
reduces the incentive for opportunistic behaviour (Hsieh and Rodrigues
2005, p. 13). Partners are thus highly motivated to strengthen and deepen
the existing relationship in order to secure access to the resources needed
(Hatfield et al. 1998).
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In contrast, the existence of asymmetric interdependence has negative
effects on inter-company cooperation (Kabst 2000), as they can be used as
an instrument of power. That is, companies that are less dependent on the
partnership can skew it in their favour (Mjoen and Tallman 1997). Kemp
and Ghauri (2001, p. 107) have shown in their study that an asymmetric
interdependence undermines mutual trust. Thus, we present:

Hypothesis 6 Symmetric interdependence is positively associated with IJV
success.

Conflicts and Conflict Management

Conflicts are an inherent part of every form of inter-firm cooperation
(Eisele 1995, S. 177). Agency theory states that conflicts cause partners to
increasingly pursue their own goals, implying they become less willing to
continue contributing idiosyncratic resources to the joint undertaking
(Reuer et al. 2002). Transaction cost theory affirms that conflicts should
be avoided, as they are regarded to be economically inefficient (cf. Beamish
and Killing 1996).

Although conflicts between the partners may ensure a constant interac-
tion, and promote awareness of the problem, as well as direct focus on
efficient solutions (Kemp and Ghauri 2001, p. 103), a high number of
conflicts are unequivocally detrimental to the inter-company cooperation.
Conflicts draw attention, energy and resources away from the real tasks of
IJVs (cf. Johnson et al. 1996). Lyles and Salk (1996, p. 897) explain that
conflicts and misunderstandings reduce the flow of information and there-
fore significantly affect the acquisition of knowledge. In addition, conflicts
erode the mutual trust of the partners; increasing the potential for oppor-
tunistic behaviour (Cullen et al. 1995, p. 105). Unsurprisingly, Bucklin
and Sengupta (1993, p. 42) also find a negative relationship between
occurring conflicts and the perceived effectiveness of cooperation. Based
on this line of argument we derive:

Hypothesis 7a Conflicts are negatively associated with IJV success.

In order to adequately address conflicts, it is sensible for cooperation part-
ners to establish appropriate tools and mechanisms for conflict manage-
ment early on (Eisele 1995, p. 177). According to Assael (1969, p. 573),
conflict management can influence the relationship between the partners
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in either a destructive or a constructive manner, depending on the mecha-
nism and its dynamics. For instance, conflict management is destructive, if
the proposed solution is forced by the stronger partner—the one with
majority shares or control (Assael 1969, p. 579). In contrast, if the prob-
lems are solved together through a mutual understanding, conflict man-
agement has a constructive influence on the quality of the relationship
(Mohr 2006). This requires frequent interaction and open bilateral com-
munication between the partners (Assael 1969, p. 576). These theoretical
findings are supported by empirical evidence from the studies of Lin and
Germain (1998, p. 187) and Pearce (1997). We therefore assume a con-
structive conflict management is positively associated with the success of

1JVs.

Hypothesis 7b Conflict management is positively associated with IJV success.

Organizational Leavning

According to the theory of organizational learning (cf. Argyris and Schon
1978), the main motive for companies to participate in inter-
organizational cooperation is the acquisition of competition-relevant
know-how as well as the critical skills and abilities of the cooperation
partner (Kale et al. 2000, p. 217). These include familiarity with markets
and competitors, an existing customer base, existing distribution chan-
nels and knowledge of specific management methods, as well as techno-
logical intellectual property (Fey and Beamish 2001). In this case, a
crucial factor in the success of the collaboration is thus the extent to
which the company can internalize the coveted know-how of the partner.
In literature, one speaks of the “absorptive capacity” of a company in this
context. Cohen and Levinthal (1990, p. 128) define absorptive capacity
as the “... ability to recognize the value of new, external information,
assimilate it and apply it to commercial ends”. From this definition, it is
clear that while the acquisition of specific knowledge is a necessary step,
it is the subsequent internalization and strategic application of the gained
knowledge that makes organizational learning a success. Gravier et al.
(2006, p. 17) also conclude that the implementation and generation of
knowledge has a greater effect on success, than the mere provisioning of
company-specific knowledge. Following this line of argumentation, we
suggest a positive correlation between organizational learning and the
success of IJV.
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Hypothesis 8 Organizational learning is positively associated with IJV success.

Meta-analysis

Meta-analysis appears to be the most reliable method to calculate the
influence of the most frequently studied success factors on the different
success criteria (Hunter and Schmidt 1990).

The results of the meta-analysis not only provide an assessment of the
current quantitative knowledge of IJV success factor research, they also
identify additional potential research gaps, serving as a guide for future
research efforts. Furthermore, determining the average effect size allows
generalizable statements about the “real” connection between individual
success factors and the success of IJV (cf. Morschett et al. 2008).

To take a maximum number of primary studies into account and thus
avoid a systematic bias of the findings, a broad-based search strategy
through various information channels was conducted. Starting with a
keyword-based search in various electronic databases, all citations in exist-
ing literature overview articles and relevant primary studies are systemati-
cally evaluated. In addition, an “issue-by-issue” search was performed in
the leading scientific journals pertaining to the investigation. To also
include so-called grey literature, such as dissertations, work and project
reports, in the meta-analytical evaluation, search engines were used (pri-
marily Google and Google Scholar) to look for relevant articles.

For a primary study to be integrated in the meta-analysis, the following
substantial and methodological criteria had to be fulfilled:

To ensure a substantive comparability, the studies must have been writ-
ten either in English or German.

e The study examines the relationship between different factors and
indicators of IJV success either explicitly or implicitly. Because of the
intention to consult the published correlations as a measure of the
effect size, “Success” must not necessarily be the dependent variable
in the studies. Providing an inter correlation between various success
factors and the success is sufficient for a meta-analytical evaluation
(Hunter and Schmidt 1990).

e The primary studies must have an empirical foundation and use
quantitative methods, that is, they have data such as product-moment
correlations. If other transferable statistics such as the d-value, t-test
or F-test are available, these are transferred in the necessary r-values
according to the formulas of Hunter and Schmidt (1990).
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In addition, the primary studies must include information on the sam-
ple size. This is essential in particular for the calculation of weighted aver-
age correlations and the associated variance.

Operationalization of Variables

To allow the integration of different variables from multiple sources into
the meta-analytic calculations, a construct definition was set for each vari-
able. This definition was then used to select variables for inclusion from
the primary studies, with variables whose content corresponded to the

definition being included (see Table 7.2).

Table 7.2 Operationalization of variables

Definition und measurement

Construct

Construct definition: Include profitability ratios, sales growth
and market share. Representative measuvements: Kim et al.
(2004)

Construct definition: Involving changes of ownership, the
duration of the partnership or the liquidation of the IJVs
Representative measurements: Kale et al. (2000)

Construct definition: Include subjective assessments as to the
degree of target achievement and satisfaction with the overall
success of the IJVs

Representative measuvements: Lin and Germain (1998);
Lyles and Salk (1996)

Construct definition: Intersection of business, functional arcas
or sectors in which the partner companies operate, and their
size based on sales and number of employees

Representative measurements: Parkhe (1993)

Construct definition: Intersection of business, functional
areas or sectors in which the partner companies and the IJV
operate

Representative measurements: Anh et al. (20006)

Construct definition: The extent to which the partners’ goals
and motives coincide

Representative measuvements: Newburry et al. (2003)
Construct definition: The extent to which the cooperation
partners come from different cultures (Kogut and Singh
1988), as measured by Kogut and Singh’s index or subjective
assessment of the cultural distance Representative
measurements: Anh et al. (20006)

Financial success
indicators

Stability-oriented success
criteria

Multidimensional success
criteria

Operational fit between
partners

Operational fit between
cach partner und the IJV

Strategic fit

Cultural fit

(continued)
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Table 7.2 (continued)
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Definition und measurement

Construct

Construct definition: Previous business experiences with the
same partner. Representative measurements: Parkhe (1993)
Construct definition: The number of previous IJVs
Representative measurements: Kim et al. (2004)

Construct definition: Previous international experience of
the partners

Representative measurements: Newburry et al. (2003)
Construct definition: The perceived importance of the
partnership, the willingness to struggle for the preservation
of this partnership, as well as the intended long-term
cooperation with a partner Representative measurements:
Cullen et al. (1995)

Construct definition: The belief in the reliability and integrity
of the cooperation partner (Morgan and Hunt 1994). Trust
is often associated with the characteristics: Honesty, fairness,
kindness and benevolence. (Aulakh et al. 2002) Representative
measurements: Krishnan et al. (20006)

Construct definition: The extent to which one partner exerts
control over the IJV

Representative measurements: Fey and Beamish (2001)
Construct definition: The extent to which a partner is
dependent upon the resources of the other partner
Representative measuvements: Pearce (1997)

Construct definition: The number and extent of conflicts and
disagreements

Representative measuvements: Ding (1997)

Construct definition: The extent to which problems are solved
cooperatively by the partners

Representative measuvements: Kale et al. (2000); Pearce
(2001).

Construct definition: The dynamic process of knowledge
acquisition and use of knowledge through interaction,
communication and interpretation between the partners
(Jiang and Li 2008) Representative measurements: Krishnan
ctal. (2006)

Partner experience
IJV experience

International experience

Commitment

Trust

Control

Interdependence

Conflicts

Conlflict management

Organizational learning

Source: Adapted to own data with reference to Isidor et al. 2012, p. 14

Based on these construct definitions, the primary studies are coded
separately by three coders. Cohen’s Kappa will be calculated as a statistical
measure of the inter-rater reliability of these estimates (see Reus and Rottig
2009). Any remaining discrepancies will be resolved by a discussion among

the coders.
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Moderator Variables

Moderators can systematically influence the investigation of relationship
between an independent and a dependent variable and thus cause a varia-
tion in the observed values. If less than 75 percent of the total variance can
be explained by sampling error, this indicates the existence of systemati-
cally influencing factors, which must be organized into subgroups,
depending on their type (study artefacts, moderators). A moderator analy-
sis of each influencing factor subgroup is then carried out, after which the
subgroups must individually then undergo a new meta-analysis (cf. Stamm
and Schwarb 1995). It should be noted, however, that each subgroup
should contain at least three effect levels (k > = 3) (Lipsey and Wilson
2001). The criterion for the verification of a moderator is the decline of
two variances (s and s.2) in comparison to the corrected total variance
(sp?) (Stamm and Schwarb 1995, p. 18). In addition, a z-test is carried out,
which checks effect sizes on significant differences (Hunter and Schmidt
1990, p. 348)

This explains any potentially heterogeneous distribution of the correla-
tion coefficients.

For the present study, the form of inter-company cooperation as a mod-
erator variable is taken into account. The total sample is thus subdivided
into subgroups depending on whether only equity capital-based IJVs or
contractual IJVs are included in the respective sample. One refers to an
equity-1JV as at least two legally and economically independent companies
from different countries of origin with common equity (Kabst 2000,
p. 12). While an equity capital-based joint venture necessarily requires the
re-establishment of a legally independent company as a constitutive char-
acteristic term, contractual IJVs are understood as cooperations, which
jointly develop, produce and/or distribute develop products and services
(Isidor et al. 2012). The primary studies are then differentiated into IJVs
belonging to high-tech, low-tech or cross-industry with each respective
sampling examined individually to identify any possible effects this factor
may have. IJVs from the information, telecommunication, electrical, phar-
maceutical industry and biotechnology are classified as high-tech. Samples
with IJVs exclusively from the processing industry are coded as low-tech.
If the investigated IJVs of a primary study come from diverse industries,
this is classified as a cross-industry.

In addition, the geographical distance between the countries of origin
of the partner entities is examined as a possible moderator variable.
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Intracontinental partnerships are coded as short geographical distance,
while intercontinental partnerships will be classified as collaborations with
large geographical distance.

Finally, the moderator variable of the size of the partnering companies
was taken. Referring to the definition provided by the OECD (2009),
companies with less than 250 employees or a turnover less than €43 mil-
lion are coded as small and medium sized while those with more than 250
employees or a higher turnover than €43 million are coded as large
companies.

Measurvement of the Effect Sizes

The overall effect size is calculated in accordance with the procedures of
Hunter and Schmidt (1990), where a weighted arithmetic mean with the
sample sizes from the correlation coefficients of individual studies is used
(Eq. (7.1)).

Thus, greater weight is attached to the primary studies with a larger
study population. Hunter et al. (1982, p. 41) weighting generally leads to
more accurate estimates of the population correlation coefficient. The cor-
responding observed weighted variance is estimated using Eq. (7.2)
(Hunter and Schmidt 1990, p. 100):

r= lN (7.1)
K 2
Zni(ri—ﬂ
5= (72)

Product-moment correlation coefficient as an estimate of the effect size in study 7

(-1, k)
Sample size in study i (i=1, ..., k) n;
Total sample size N =nl +n2, ... + nk N

=

Number of independent correlation coefficients (primary studies)

In addition, the variance of the sampling error will be calculated
(Eq. (7.3)) (Hunter and Schmidt 1990, p. 108). The sampling error is the
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estimated proportion of variance resulting from the influence of a low
sample size. An estimate of this error is important for a future assessment
of the presence of heterogeneity or homogeneity of the model:

2= w (7.3)

From there, a total variance adjusted to the sampling errors can be deter-
mined (so-called population variance):

s; =5 s (7.4)

To determine whether there is a variation (heterogeneity) between the
individual correlations of the different primary studies, the 75 percent rule
of Hunter and Schmidt (1990, p. 414) will be applied:

0,75 (7.5)

ralra
I SY LN N
\Y%

Equation (7.5) expresses that at least 75 percent of the total variance
should be explained by the sampling error, so one can speak of homogene-
ity of effect sizes. If there is homogeneity, the average effect size from the
primary studies can be seen as a true estimate of the population effect size.
In case of heterogeneity, the effect size is considered as rather average in
the studied population (Steinmetz et al. 2011). Furthermore, if the effects
do turn out to be heterogeneous, that is, the total variance is less than 75
percent, the influence of moderator variables should be checked (Hunter
and Schmidt 1990, p. 414 ft.). In contrast, a moderator analysis is no lon-
ger necessary in case of homogeneity of the results, as the observed vari-
ance is then mostly due to the influence of uncorrected artefacts.

In addition, the 95 percent confidence interval of the weighted mean
effect size will be calculated. In cases where the computed confidence
interval includes the value zero, the meta-analytic calculated overall effect
size is considered to be not significant.

Finally, the effect of stability will be computed on the basis of the “fail
safe-N” according to Hunter and Schmidt (1990, p. 511):
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k _
FSN = %[k(zk )-2706 | (7.6)

7, =average Z —value of k studies

The fail-safe-N is an index to determine the hypothetical number of
studies with an average effect size of zero, which would be required to
negate a significant positive overall effect of a meta-analysis. In case the
fail-safe-N exceeds the benchmark of 5 k + 10 studies, it cannot be assumed
that the significance of the overall effect is due to the selection of non-
significant work. At lower values, however, the validity of the significance
must be challenged (Steinmetz et al. 2011). The calculation of fail-safe-N
takes into account the “dark figure” problem often stated in meta-analyses
(“publication bias”). It is assumed that studies with significant results are
more likely to be published than studies with non-significant results
(Stamm and Schwarb 1995, p. 21).

SUMMARY AND CONCLUSION

The aim of the present study is to carry out an integration of previous IJV
success research by means of a meta-analytic evaluation and thus to con-
tribute to reducing the heterogeneity of results of the investigation. In the
following the first tendency of the results and progress are discussed sub-
divided after Robson et al. (2002) into partner and IJV level.

Partner Level

The similarity of the partner seems to have mostly a significant positive
effect on the success of IJV. Only the often-postulated negative influence
of cultural similarities of IJV’s success could not be verified yet.

A possible reason for the lack of success-promoting effect of cultural
similarities of the cooperation partners could probably be the operational-
ization of the cultural construct. A large part of studies only states the
weighted average of Hofstede’s dimensions of culture. It is possible, how-
ever, that only individual dimensions have an impact on the success of
IJVs. It could also be that the culture not directly affects the success of
IJVs, but has a moderating effect on the relationship between different
factors of success and the success of IJV.
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Furthermore, the results show that only the partner experience has a
significant impact on the success of the IJV. This realization is however not
very surprising and was observed by other authors. Previous experience
must not necessarily have a positive and successful promotional contribu-
tion. Experience can rather be misapplied especially when the substantive
difference between the original relationship and the current business rela-
tionship is too large.

In such case, prior experience can have no influence or even a negative
impact when knowledge is transferred incorrectly. This tendency of the
results indicates that the experience gained from previous IJVs or other
international activities are very specific and cannot be transferred easily to
other IJVs.

Joint Venture Level

A significant scientific progress in the so far conducted meta-analysis is the
trend that the variables of the joint venture level seem to have much stron-
ger effects on the success of the IJV as the variables of the partner level.
Therefore, soft factors, which determine the process of cooperation
between the partners, seem to be critical to success as constitutive charac-
teristics of the partners.

This means that fewer variables—which describe only the partner attri-
butes—are crucial to the IJV success, but rather variables, which deter-
mine the cooperation between the two partners (commitment, trust, etc. ).

This shows that although IJVs represent an inter-company collabora-
tion that the same variables (trust, commitment, etc.) are crucial for suc-
cess like with any interpersonal cooperation. The sole consideration of
classical economic theories such as the transaction cost theory (Williamson
1985) or the resource-based approach (Barney 1991) appear too limited
in this case; whereas behavioural theories seem to have a greater contribu-
tion. Since behavioural theories primarily were designed to explain inter-
personal behaviour, future research should try to expand the focus of these
theories on intercompany behaviour, so that they are suitable also for the
explanation of IJV success.

In the next steps, the hypotheses will be validated in selected IJVs in
Saudi Arabia. This will be followed by the integration of the consolidated
results into a causal model which can be used to derive concrete recom-
mendations for the founding and management of SME IJVs as well as to
identify potential research gaps.



SUCCESS FACTORS OF SAUDI-GERMAN JOINT VENTURES... 173

This chapter seized upon the opportunity provided by the German
Chamber of Foreign Trade in KSA, to use the facilitated access to data to
close the identified research gap, and should serve as a guide for German-
Arab IJVs, while giving strong boost for IJVs in the MENA region
generally.
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CHAPTER 8

GCC Countries’ Diversification

and Industrial Development: Looking
Beyond the Asian Model

Daisuke Yamamoto

INTRODUCTION

The chapter first looks at the shape and background of East Asia’s eco-
nomic development model. Next, it compares situations in the GCC and
East Asia and examines paths the GCC should take toward industrial
diversification. It then looks at several case studies which, based on the
above examination, could serve as models for the GCC while also consid-
ering how governments can contribute to the region’s industrial develop-
ment. Finally, the chapter summarizes basic policy and concrete means of
diversifying the GCC’s economy, as well as listing some points for the
GCC to avoid and looking toward what shape the council could take in
the future.

East Asia’s economic development model has been called the “flying
geese” paradigm. While this term originally referred to the mechanisms
behind the economic development of a single country, it has come to
explain the way that Japan acted as leader of Asia’s economic development
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through the 1970s and 1980s, followed by similar developments in Korea,
Taiwan, Hong Kong, and, eventually, other countries in the region. This
“flying geese” model of economic development has been attributed to
four factors at the time: the existence of consumer markets for Asian prod-
ucts, the region’s plentiful and cheap labor, the transfer of technology
from Japan to the Asian countries, and the era’s Cold War mentality. After
entering the twenty-first century, these factors were joined by the division
of labor across countries through global supply chains and the creation of
a logistics network which supports these chains.

The GCC nations, on the other hand, have a smaller total population
of 50 million people, are already accepting foreign labor en masse, and
cach have a per capita GDP exceeding US$20,000. This is a very different
situation from what Asia experienced during their “flying geese”-based
industrialization. The GCC is also lagging behind in terms of both free-
trade agreements to support division of trade across countries, as well as
the development of a logistics network which stretches outside the region.

Given these conditions, the GCC should not aim for the same
industrialization-fueled economic growth that once took place in East
Asia. Rather, they should utilize their abundant capital reserves from crude
oil and natural gas to promote capital-intensive or knowledge-intensive
industries.

This chapter will start by introducing two economic development mod-
els which could benefit the GCC: Singapore, which was able to accom-
plish rapid economic development as a non-resource country, and Norway,
which came to operate a welfare state based on capital reserves accumu-
lated through oil revenue. Next, the chapter will examine the role the
government can play in promoting new industry, using Finland’s SITRA
and Israel’s YOZMA as examples. All of these case studies show countries
which have succeeded through investment in venture companies or ven-
ture capital. Finally, the chapter will talk about industrial development
through resources and resource-related industries, geography, culture, the
environment, and active use of capital as a possible direction for the GCC
to take toward economic diversification. In terms of concrete methodol-
ogy, the chapter will touch on general promotion of industry, strengthen-
ing and stimulating oil- and gas-associated industries through M&A,
promotion of knowledge-intensive industries, and creation of the soft and
hard infrastructure necessary to make these methods viable. Finally, the
chapter will highlight some points for the GCC to avoid and talks about
what the GCC could be like in the future.
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PERSPECTIVES ON THE ASIAN “FLYING GEESE” PARADIGM

When considering the GCC’s future economic development, the eco-
nomic development model of the East Asian countries including Korea
and Taiwan would seem to be a good starting point. First, this chapter will
explain the “flying geese paradigm” which serves as an explanation for
East Asia’s economic growth, analyze the factors behind its success, and
verify whether this model is suitable to the GCC countries.

The Flying Geese Pavadigm

The flying geese paradigm (the name came from the inverse of the “V”
formation, taken by geese flying north in the fall) is one of several general
theories of economic development proposed by Kaname Akamatsu. It
refers to the process by which the mechanisms behind a country’s indus-
trial development (the basic “flying geese” pattern of development) trans-
fers to a higher order of industry (the variant “flying geese” pattern of
development). Akamatsu (1974) describes Japan’s pre-WWII wool indus-
try as one which underwent two phases of flying geese development: the
changing of import commodities according to the country’s industrial
development and the entire wool industry’s growth through implementa-
tion of a pattern, from import to domestic production further to export,
for each product. The latter in particular helped endow Japanese exports
with competitiveness through a process of internal industrial diversifica-
tion paired with improved and streamlined production methods. This is
referred to as “basic flying geese pattern of development,” while the for-
mer represents the “secondary” or “variant” pattern of development.
Later, Kiyoshi Kojima (2000b) would reformulate the flying geese par-
adigm of economic development as a framework which he called the
“Akamatsu-Kojima Model of Flying Geese Economic Development.” In
short, it refers to “a model of catch-up industrialization wherein the
amassing of capital (and the knowledge gained through that process)
streamlines and enables export of an industry. This, in turn, enables the
industry to move to a higher order of development, or in other words,
increases diversification and sophistication of the industrial structure.”
During Japan’s postwar period of rapid economic growth, large corpo-
rations reigned, having come to self-manufacture their most important
parts. Experts have noted that the industrial development which occurred
during this period was backed by the effective production relationship
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created between smaller subcontractors which had organized under the
wing of these corporate titans (Kojima 2000b). This is because large com-
panies—these “parent companies”—were catching up to Western technol-
ogy and had constructed a framework for mass production. This could
also be said to be a kind of flying geese model economic development. On
the other hand, horizontal relationships between companies had grown
more important to the rise in product development which accompanied
new tech R&D and new combinations of segmented technologies. One of
the reasons for this was the increasing speed at which technology was ren-
dered obsolete, making it impossible for single companies to survive alone.
Of particular interest is how this point highlights the limits of the flying
geese paradigm.

The flying geese paradigm met its second stage of development after it
was presented by Saburo Okita (1985) as the source of the Asia-Pacific
region’s economic growth. That is to say, the flying geese model which
Japan succeeded in utilizing to develop its economy had propagated inter-
nationally to reach the East Asian economy, promoting regional integra-
tion and bringing rapid economic growth to the less-developed countries.
Japan now lead the formation, followed by Korea, Taiwan, and Hong
Kong, and behind them, the other countries of the region. Okita (1985)
says that the disparity in capital reserves and economic development levels
promotes dynamic division of industries over countries and that the capi-
tal, support, and technology provided by Japan, as well as Japan’s export
of cheap capital goods and intermediary commodities, encouraged the
industrial growth of these latecomer countries.

A Pattern for Economic Growth

As I mentioned in the previous section, after Japan’s industrialization
under a period of flying geese paradigm-based economic growth, a similar
process took place in East Asia, bringing the same economic growth to the
rest of the region. The four factors below have been cited as the factors
which made this economic model feasible.

The Existence of Consumer Markets

The USA was the first consumer market for low-priced, mass-produced
goods, with Japan later following suit. Graph 8.1 shows the ratio of global
GDP held by the USA and Japan. Looking at the graph, we see that from
1963 to 2004, the cumulative total GDP of these two countries equaled
roughly 40 per cent of the global GDP. The existence of stable consumer
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Graph 8.1 GDP share in the world (Source: World Bank)

markets can be said to be one of the factors behind East Asia’s gradual
industrialization.

Plentiful and Cheap Labor

The second factor was the region’s abundant labor. Each of the East Asian
countries supported a large, young population, with each country’s
demography in 1980 maintaining its pyramid shape for the most part.
Even as Korea’s population began to bell out, their working-age popula-
tion continued to grow. Indonesia and Korea stand as the most represen-
tative examples, and it can be said that this plentiful and cheap labor aided
the success of their labor-intensive industries (Graphs 8.2 and 8.3).

Transfer of Technology

East Asia’s economic growth was accompanied by an active transfer of
technology from Japan. There is no real indicator which can tell us to what
degree this technological transfer occurred, so it can be difficult to pin-
point a concrete example. However, we can get some idea by looking at
shifts in Japan’s foreign direct investment. Graph 8.4 shows how Japan’s
foreign direct investment shifted over time. As this graph makes clear, the
earliest direct investment was in the four ASEAN countries and the Asian
NIEs starting in the 1970s, and the stronger yen following the Plaza
Accord of 1985 caused this amount to expand dramatically. What is
important here is each peak period—when investment in the Asian NIEs
peaked in 1989—and how peak investment in the ASEAN countries
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exceeded investment in the NIEs in 1997. Japan’s foreign direct invest-
ment in China continued to grow through the 2000s, with the country
recording US$13.5 billion in balance of payments for 2012.
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The Era’s Cold War Mentality

The last background factor which I would like to mention is the Cold
War mentality of the time which continued up until 1989. America, in
their face-off against communism, sought to support the growth of capi-
talist economies. For this reason, they actively provided support and
cooperated with capitalist nations, with Japan joining suit as soon as they
had recovered from their post-WWII depression. According to the
Official Development Assistance (ODA) White Paper 2006, Ministry of
Foreign Affairs Japan, Japan’s ODA started in 1950 as a way to provide
postwar reparations and economic support to the Asian countries. The
nation started offering full-scale financial assistance after that. By con-
tributing to the revitalization and development of these Asian econo-
mies, this ODA was able to restore diplomatic relations between Japan
and its Asian neighbors, as well as pull these countries into a capitalist
framework during a time of Cold War. While Japan helped finance proj-
ects such as the World Bank’s structural adjustment facility, they also
provided support to these nations based on a singular belief that the
government must play an important role in economic development and
continue to provide project-based aid. This helped awaken East Asia’s
economic development. Following the end of the Cold War, China set
down a road of liberalization and reform, branding themselves as a
socialist market economy. This would add another large bird to the flying
geese formation, the effects of which will be discussed in the next
subsection.
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CHANGES WITHIN THE FAST AsiAN FLyING
GEESE PARADIGM

East Asia completed its flying geese model-based economic development.
Since entering the twenty-first century, however, that structure has con-
tinued to evolve. It has been influenced by the way Japanese companies
continually raised the ratio of overseas production under the consistently
strengthening yen from the 1980s onward, as well as by the advent of a
division of labor across countries, particularly in the electronics industry.
I would like to touch on the following two points in addition to the four
factors I touched upon in section “A Pattern for Economic Growth”.

Cross-National Division of Labor Brought on by the
Creation of Global Supply Chains

The electronics industry has grown rapidly since the 1990s. By building
products out of interchangeable modules, the industry has ensured that

Smiling Curve for division of labor

s R&D After Care
c
[v]
Q
o
o
]
o
Design
Parts Production Marketing
Assembly //

(Upstream) Operation Flow (Downstream)

Graph 8.5 Smiling curve for division of labor
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end products can be utilized no matter the country in which they were
manufactured or from what company’s parts they are assembled. Thus,
the most efficient method of production has become a division of labor
between the locations which can produce a given product the cheapest.
This is what Stan Shi, chairman of Taiwanese PC giant ACER, is talking
about with the smile curve seen in Graph 8.5. The smile curve shows the
value added by each phase of PC production. Table 8.1 shows the extent
to which parts trading are growing within the ASEAN region. Here, we
see that parts trading throughout the region grew 1.6 times from 2000 to
2012, and in some cases, trade between certain countries expanded more
than tenfold as the sells painted in yellow. One can surmise that this divi-
sion of labor is taking place in East Asia due to differences in the degree of
economic development within the region.

CREATION OF AN EFFECTIVE LOGISTICS NETWORK
TO SUPPORT SurrLY CHAINS

The creation of an effective logistics network within the region has been
cited as one of the conditions which made this division of labor possible.
Graph 8.6 shows the increase in global trading volumes. Although global
trading volumes have averaged 5.4 per cent growth per year from 1980 to
2015 (recent figures being estimates), growth in developing or emerging
nations in Asia has greatly surpassed this number at 9.2 per cent per year.

25
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World Emerging and developing Asia

— Middle East and North Africa

Graph 8.6 Volume of exports of goods and services (per cent change) (Source:
World Economic Outlook Database, October 2014; IMF)
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This sort of growth in trading volumes suggests that an effective logistics
network has been put in place which supports this growth.

On the other hand, China has shown remarkable growth in that time,
to become the largest trading partner for not just East Asia, but for coun-
tries like the USA and Japan. This massive goose now has the second larg-
est GDP in the world and is continuing to edge toward the front of the
formation. Unfortunately, “the world’s factory” is currently facing its
Lewisian turning point, with population growth placing a drag on the
nation’s growth and inflating wages. Foreign manufacturers in China are
already trying to instigate a movement to displace their myriad production
bases to other countries as part of its “China + 1” strategy. Regardless of
how this situation may change, when viewed from above, it becomes clear
that this framework—wherein intermediate products produced in the
location most conducive to their production are then assembled in a dif-
ferent country—has become a fixture of every process in the East Asian
region. One could say that each goose, so to speak, has strengthened its
mutual ties to every other goose, transforming the formation into a tightly
fixed shape.

INDUSTRY CONDITION IN EAST ASIA AND EUROPE

Up to this point, we have looked at the theory and background behind
East Asia’s flying geese paradigm-led economic development, as well as
the current situation in the region. Before moving on to talk about the
GCC nations, I would like to look at conditions in each of East Asia’s and
Europe’s industries, particularly in regard to industrial development and
their production networks. The following points were brought up in a
lecture by Fukunari Kimura in 2014.

Economic Development and Regional Integration

To put it another way, “economic development” and “economic integra-
tion” could just as easily said to be the product of “spatial and temporal
shrinkage”—a process that often happens when least expected. Although
experts have difficulty predicting this “shrinkage” since many of the con-
ditions necessary for its occurrence differ, it is ultimately connected to the
development of a production network. In Europe, the gap between coun-
tries’ levels of technology and wages gave rise to a division of labor based
on spatial economics—a division of labor between developed countries.
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East Asia, on the other hand, has always suffered from industrial disparity.
This is why the region continues to develop a production network which
takes this disparity into account. What we see occurring now are produc-
tion processes and tasks divided internationally, with functions simultane-
ously being displaced and aggregated in what could be called a second
unbundling. The dramatic reduction in international telecommunication
costs thanks to the spread of internet connectivity has played a large role
in this. Still, despite the region’s superior labor costs, the division of labor
across multiple countries is only feasible providing that costs for consistent
communications and logistics decrease.

Situation by Industry

Although international division of labor existed on an industry basis before
the 1980s, it was only after that time that division occurred on the level of
production processes and tasks (i.e., sections of individual production pro-
cesses). Particularly of note are the divisions which occurred in the machin-
ery industry. Its production network brings together East Asia, Europe,
and North America without extending outside of these three regions for
the most part. For comparison, look at the automobile industry. Since the
size of auto parts made them unsuitable for long-distance transport and
many required precision lapping, most were made locally and completed
in-region. Or take the electronics industry, for instance. There is a con-
stantly widening global network for electrical parts, with exports from
East Asia to Eastern Europe and Mexico on the rise, thanks to a part’s
price being inversely proportionate to its size and its ability to be easily
transported by plane. The textile industry, on the other hand, has gener-
ally divided its labor very loosely. In Uniqlo’s case, information regarding
top-selling items in the Ginza store is immediately shared with factories so
items can be on store shelves only 2—-3 weeks later, and the company can
increase revenue by cutting down on storage periods. This speed—this
temporal shrinkage—could be the twenty-first century’s idea of division of
labor.

Conditions for Successful Economic Development Model

We have looked at the flying geese paradigm, the factors which make it
possible, recent changes to the flying geese model, conditions in Europe,
and the situation according to each industry. Assuming the rise of global
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supply chains is a part of this flying geese paradigm, we can derive the fol-
lowing conditions as requisite for East Asia-type economic development.
They are the existence of plentiful, cheap labor which can support labor-
intensive manufacturing, the ability to divide labor between countries in a
way which utilizes their varying levels of development, a market for manu-
factured goods existing domestically or in regions connected to the coun-
try through distribution channels, and the above conditions enabling the
region to lead the market, that is, no real existing competitors such as a
major manufacturer like current China.

MEETING THE “FLYING GEESE” ConDITIONS: THE GCC
COMPARED WITH EAST Asia

In the previous section, we looked at East Asia’s flying geese model-based
economic development and derived the conditions for its success. In this
section, we will consider whether the GCC countries meet these
conditions.

Wovkforce

East Asia’s population outnumbers the GCC, with the combined popu-
lation of the four ASEAN countries in 1980 having already exceeded
250 million (Indonesia: 145 million, Thailand: 47 million, the
Philippines: 47 million, Malaysia: 14 million). Furthermore, it is a
younger population with a pyramid-shaped population model, or in
Korea’s case as stated in the previous section, transitioning from a pyra-
mid to a bell shape. The estimated combined population of the six GCC
countries as of 2015 is shown in Graph 8.7. As you can see, their com-
bined population totals approximately 50 million people—roughly the
same number as Thailand and the Philippines in 1980. Filtering by gen-
der shows approximately 30 million men to 20 million women, and it
can be inferred that around 10 million of the men are foreign nationals
who came to the GCC for work. Given that there are already more than
10 million foreign nationals working in these countries, the council will
need to bring in more foreign workers if they aim to industrialize through
labor-intensive industries. Considering that they require a framework for
accepting these people, including necessary infrastructure, and that
wages will rise in doing so, it is difficult to see this approach as economi-
cally reasonable.
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National Strategies for Economic Development

Each East Asian country took different steps toward economic develop-
ment, but kept as close to the flying geese formation as possible. Graph 8.8
shows each country’s per capita GDP vs. GDP in 1980. Here we see
Japan’s GDP as being far ahead. The other countries, however, have
roughly the same size GDP with their per capita GDPs distributed verti-
cally. Compare this with the GCC countries. Graph 8.9 shows the GCC’s
GDP up to 2015. Each country’s per capita GDP is over US$20,000—
well in the range of developed countries. The figures would seem to
indicate that they are at a level nearing the end of their industrialization.
That is, they have reached the stage where they develop high value-added
industries rather than relying on competitive wages, to transition to a non-
industrial country.

REGIONAL INTEGRATION AND FREE-TRADE AGREEMENTS

East Asia was able to pull off flying geese-based economic development as
a single region, and since then, efforts to unify the region’s economies
have accelerated, thanks to FTA and economic partnership agreements.
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Around the world, international agreements have divided regional econo-
mies into roughly the following three zones.

e North America: Canada, the USA, and Mexico joined under the
North American Free Trade Agreement (NAFTA).

e EU: Member nations of the European Union abandoned preferen-
tial treatment regarding tariffs, import/export volume restrictions,
and products between member countries during the EU’s previous
incarnation, the European Economic Community. This has made
Europe a free-trade zone.

e ASEAN + 1: In East Asia, the ASEAN countries have all formed
separate free trade agreements with Japan, China, Korea, India,
Australia, and New Zealand, making ASEAN something like the hub
of a free-trade zone. The first round of negotiations for the Regional
Comprehensive Economic Partnership, a holistic economic partner-
ship for East Asia, began in September 2013.

Despite introducing The GCC Customs Union and establishing a
region-wide tax (5 per cent) in 2003, the GCC member nations have not
made much progress on unifying the region, including the shared cur-
rency they named as a goal in 2010.

The ASEAN countries are also gradually concluding free trade agree-
ments with other economic zones. Take, for instance, Korea—a country
called a “developed FTA country”—which has already put FTAs into
effect with the USA and the EU. Even Japan is currently in negotiations
over the Trans Pacific Partnership (TPP) and an economic partnership
agreement with the EU, and the USA and Europe have started talks
regarding a Transatlantic Trade and Investment Partnership (TTIP).

On the other hand, the GCC has only signed FTAs in their capacity as
the GCC with two countries and one region: Singapore, New Zealand,
and the European Free Trade Association, respectively. Of these, the only
one currently in effect is the agreement concluded with Singapore in
September 2013. Japan entered negotiations regarding an FTA with the
GCCin 20006, but talks have ceased as of the fourth round of negotiations
(the co-chairman level) in 2009. While trade and investment between the
GCC countries and the rest of the Gulf States is forecasted to increase, the
GCC are still falling behind in terms of achieving regional economic
development through unified policy and bolstering their economy through
free trade agreements with other regions. Given this situation, even if the
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industrialization of the GCC were to continue, we cannot expect sufficient
development to occur based on the lack of FTA and other policies to sup-
port this growth and the delay of logistic infrastructure both inside and
outside the region. In other words, the region remains outside of global
supply chains.

CaN THE GCC Ri1SE TO BECOME A MARKET LEADER?

Assuming that the GCC continues its industrialization, the major markets
where the council’s products will likely find support are Europe, India,
and Africa. It will not be easy for the GCC to enter new markets consider-
ing the existence of China—a country which already exports cheap prod-
ucts en masse.

DIVERSIFYING THE INDUSTRIAL SECTOR IN THE GCC

After examining the “flying geese” conditions, we will see the applicability
of flying geese model to the GCC, its advantages and disadvantages and
then seek for the idea of diversification suitable to the GCC.

Applying the Flying Geese Model to the GCC

The East Asian countries had difficulty in promoting industry through the
export of natural resources, with some exceptions. Although the GCC
have been able to increase per capita GDP to over US$20,000, they do
not exhibit the right conditions for the kind of gradual advancement of
industry we see under the flying geese model. If we assume a global flying
geese model, we can imagine that parts of Western Europe such as
Germany will rise to lead the formation. However, this formation could
never include the GCC since Europe already has a production base in
Central Eastern Europe, has secured a consumer market within the region
itself, and faces geographic restrictions including logistics networks and
economic zones. Furthermore, as differences in the degree to which labor
is divided between countries become more pronounced (such as the
advent of the Chinese electronics industry or clustering of the automobile
industry in Thailand), promoting industry without targeting specific sec-
tors or markets has less of an effect. As stated in the previous section, the
economy of the GCC countries is supported by over 10 million foreign
workers, making it impossible for the GCC to try to transition to
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capital-intensive industry once development of their labor-intensive indus-
try completes. So these facts and the four points raised in the previous
chapter make it clear that East Asia’s economic success is not applicable to
the GCC.

GCC ADVANTAGES AND PARTICULAR CHARACTERISTICS

Taking into account the argument in the sections above, the followings
are the advantages and disadvantages of GCC countries.

GCC’s Advantages Over Other Countries

There are some advantages which the GCC holds over other countries.
They are the presence of petroleum and natural gas resources, the ease
with which the country can promote petroleum and gas-related industries,
the accumulated capital thanks to oil revenue, geographic proximity to
Europe, South Asia, and Africa, and its position as a gateway to each, the
countries in the vicinity share a common language (Arabic) and religious,
cultural background (Islam), and hot sunny climate.

GCC’s Disadvantages

There are some points where they could be seen as disadvantageous when
compared to other countries such as those in Asia. They are that they have
small workforce with a high reliance on foreign laborers which means that
the economy is unsuited to labor-intensive industries and that the six GCC
countries have a small population which makes it less attractive as a con-
sumer market compared to Asia, North America, and Europe. To offset
these disadvantages, the GCC should bring under their influence coun-
tries who share a cultural affinity with the GCC—such as the surrounding
nations and North Africa—in order to expand the market.

What Kind of Diversification for the GCC

Labor-intensive industry poses little benefit for the GCC. They have
already amassed sufficient capital from petroleum and natural gas-based
revenue and, therefore, should aim to promote industry which makes full
use of these natural resources as well as the GCC’s geographical and cul-
tural characteristics, while at the same time promoting capital-intensive
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and knowledge-intensive industries. In order to promote industry in this
way, oil revenue should not be used to subsidize water, public transporta-
tion, public service, and gasoline costs; rather, the country should levy a
fee for these public services, and capital which had been used as subsidy
should be used to bolster investment in fields which straddle the private
and public sectors and which will generate long-term profit, such as indus-
trial development, education, and medicine. In recent years, we have seen
examples of this, including the abandonment of gasoline subsidies under
the Joko administration in Indonesia, changes to rice purchasing policies
in Thailand, and the elimination of food subsidies in Indonesia. Placing
the cost of public services on their beneficiaries can be an effective way to
prevent countries from squandering their precious natural resources.

Government subsidy policies keep the price of public services high and
prevent the growth of international competitiveness, ultimately causing
long-term financial problems. While providing subsidies to protect the
minimum standard of living may be an option for heavily impoverished
countries, there is no logical reason for a country with revenue as high as
the GCC countries to subsidize services. As a type of interest, subsidiary
programs can breed corruption, and in the 2014 version of the “Corruption
Perceptions Index” (CPI) published by international NGO Transparency
International (TT), the six GCC countries had made it into the Middle
East and Northern Africa top 8. Even looking at it from a global perspec-
tive, United Arab Emirates (#25) and Kuwait (#67) rank comparatively
high on the index. It could be said that now is the perfect time for the
GCC to turn away from their subsidiary policies.

MoDELS FOR UTILIZATION OF CAPITAL IN THE GCC:
DOMESTIC INVESTMENT

Turning our focus to the GCC’s current industries, we see in Table 8.2
that petroleum and natural gas make up roughly 20 per cent of Saudi
Arabia and Bahrain’s GDP and 30—40 per cent of the other countries. We
see a big difference when compared to Australia, a similar natural resource-
exporting country, where these resources make up approximately 10 per
cent of the GDP. For the sake of economic growth unbound by the price
of crude oil or resource scarcity, the GCC must foster the growth of other
industries in the future, in order to reduce the GCC’s dependence on
petroleum and natural gas. Furthermore, considering that they have
already amassed a ton of capital through oil and gas-based revenue, they
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should aim to expand capital-intensive industries or knowledge-intensive
industries, rather than labor-intensive. (See 5.2.)

This section will first address the situation in Singapore, where the
country achieved growth despite being a non-resource country, followed
by Norway, a country which successfully utilized its oil revenue as
capital.

The Singaporean Model

The Singaporean model has two specific characteristics. One is the policies
of its government administration from the day of its independence. The
other is Temasek Holdings, an investment company wholly owned by the
Singapore Ministry of Finance.

Characteristics of Government Administration

Singapore gained independence in 1965 after being expelled from
Malaysia. Government administration in the subsequent years created a
prosperous city state which exhibits the characteristics described in the
next few paragraphs. Initially, the government adopted policies to develop
the country as a center for intermediary trade and to attract domestic
direct investment. They implemented a policy of low wages, and when the
labor force started to disappear, policy moved toward a more sophisticated
industrial structure, aiming to raise minimum wage and leave their labor-
intensive industry behind. Furthermore, they were able to supply the
funds necessary for investment by utilizing retirement pension and their
central provident fund to create development and investment capital. In
terms of foreign policy, Singapore has also struggled to create an under-
standing between its neighboring countries—in particular, Malaysia and
Indonesia. This has made the expansion of stable relationships with the
ASEAN countries and the USA a pillar of Singapore’s regional and secu-
rity strategies. Additionally, the country has focused heavily on developing
human resources through a system, whereby bright and talented students
receive government scholarships to attend well-known universities over-
seas and, after they return, are placed in government positions. At the
same time, they also work to recruit talented employees regardless of
nationality. In the next subsection, we look at Temasek Holdings, a
Singaporean company where one-third of the employees are
non-Singaporean.
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Investment Company Temasek Holdings

Temasek Holdings is an investment company wholly owned by the
Singapore Ministry of Finance (i.e., a sovereign wealth fund, “SWE”). In
addition to owning stock in Singapore Airlines Limited, the Development
Bank of Singapore (DBS), and domestic infrastructure companies,
Temasek also invests in foreign firms. As a holdings company, Temasek
Holdings exists outside of the government. However, they do possess and
manage shares in government-linked companies. This sort of arrangement
is not seen in other countries. According to the Temasek Review 2014, at
the end of March 2014, Temasek had S$223 billion in held assets
(US$133 billion), and the company’s efficient investment over the last
10 years has raised profit on investment by an average of 9 per cent per
year. Of their investment, 31 per cent is directed at Singapore, and when
combined with their investment in other Asian countries, this number
grows to 72 per cent. Breaking down this Asian investment by sector
yields 30 per cent finance; 23 per cent telecommunications, media, and
technology; 20 per cent transport and industry; and 14 per cent life sci-
ence and consumer goods. Singapore is a city-state of 5.4 million people
(as of 2013), and thus it has been comparatively easier for the country to
concentrate its human and economic capital. While it can be said that this
method of economic development was once viable, it may no longer be.
However, the country has continued to implement these initiatives. Also
of note is that Singapore’s FTA coverage on trade has reached an incredi-
bly high 76.9 per cent as of the end of 2013, and they remain the only
country to have concluded an FTA with the GCC.

The Norwegian Model

Another possible model for the GCC is Norway. An oil-producing coun-
try like the GCC, Norway’s petroleum and national gas make up 21.9 per
cent of their GDP, while exports total 53.7 per cent, according to Jetro.
The country’s Government Pension Fund (GPF) is the second largest
usage of SWF assets after the Abu Dhabi Investment Authority and has
made it possible for Norway to fund an advanced welfare state using oil
revenue.

Norway’s has split its investment between two funds: The National
Insurance Scheme Fund for domestic investment and the Government
Pension Fund Global for foreign investment. The domestic fund has
existed since 1967 and has become the top shareholder in a large number
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of Norwegian companies. The foreign fund, on the other hand, was origi-
nally established as the “Petroleum Fund” in 1990. Following delibera-
tion and approval by the Norwegian parliament in 1998, operation of the
fund has been outsourced to Norges Bank’s investment division, Norges
Bank Investment Management (NBIM). All of the fund’s assets are man-
aged overseas. At the end of 2014, their assets totaled 6.431 trillion krone
(approx. US$804 billion), their earnings ratio for 2014 alone rcached
7.58 per cent, and their annual earnings ratio from 1998 to 2014 equaled
5.81 per cent, according to the 2014 Government Pension Fund Global
Annual Report. The number of countries in which the fund has invested
climbed to 75, with the breakdown largely being 39.3 per cent Europe,
38.9 per cent North America, and 15.5 per cent Asia; and by types of
investment: 61.3 per cent stocks, 36.5 per cent securities, 2.2 per cent real
estate. For 2014, profit from real estate investment rose to 10.4 per cent,
recording the highest profits of these three investment categories. The
fund’s stock investments for 2014 covered 9134 companies in 61 coun-
tries or 1.3 per cent of all listed stocks globally. Of that, 96 per cent carry
less than 5 per cent voting power, meaning that the fund has spread its
investment in a bid for profits rather than management of these compa-
nies. Securities investment, meanwhile, covers 4256 companies in 31
countries.

MODELS FOR UTILIZATION OF CAPITAL IN THE
GCC—INVESTMENT IN NEW INDUSTRIES

Let us take a look at how SWF is managed in each GCC country. As far as
we can tell from publicly available materials, it is mostly used for foreign
investment on a commercial basis and it generates profits higher than the
market average. Although we could say that it is managed similar to
Norway’s Government Pension Fund Global, it would probably be better
used for investment in private domestic companies and ventures, in order
to promote domestic industry. In that case, what can the government do
to help promote the growth of new industries?

IMPORTANCE OF INNOVATION

In a chapter of Foreign Affunirs titled “The Innovative State,” Mariana
Mazzucato (2015) argues that it should not be the government’s role to
correct market failures or create a level playing field. The market often
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proves itself to be blind, favoring the beaten path over innovation. The
economy needs to be brought to face the new “technological paradigm.”
However, the market will not do this voluntarily. It must be guided
through decisions by the state. The internet started as a research project
for the US Department of Defense, and the Apollo missions were only
successful, thanks to the initiative of the state. For example, the state could
own stock in their own borrowers, similar to venture capital funds.
Finland’s SITRA and Israel’s YOZMA are good examples of this. There
are also cases in which investment is made in alignment with government
policies, such as with Germany’s energiewende (“energy transition”).
Governments should learn from venture capital funds how to diversify
their portfolio and provide capital to numerous projects and technologies.
It is interesting to note that in this same issue, Mezue, Bryan C.,
Christiansen, Clayton M., van Bever, Derek (2015) touch upon the neces-
sity of a platform to accelerate the movement of capital between investors
and market innovators. In the next subsection, we will look at SITRA and
YOZMA which Mariana Mazzucato mentioned.

Finland’s SITRA

SITRA (the Finnish Innovation Fund. Finnish: Swomen itsendisyyden
Jublarobasto) was established in 1967 as part of the Bank of Finland. It is
now an independent public agency under the direction of the Finnish
parliament, operating on the funds returns. SITRA’s activities, mentioned
in the Annual Report and Financial Statement 2013, The Supervisory
Board’s statement. SITRA, are outlined below:

Sitra’s special role, as an organization funding its operations from the yield
on its endowment capital and working directly under Parliament, gives it an
excellent opportunity to drive social change that will shake the status quo
and to take risks so that the private and public sectors do not have to. Sitra’s
task is to promote stable and balanced development in Finland, to enable the
quantitative and qualitative growth of Finland’s economy and to enhance
the country’s international competitiveness and co-operation. According to
Sitra’s vision, Finland will succeed as a pioneer in sustainable well-being. A
sustainable well-being model forms the core of this vision, combining eco-
logical, social and economic sustainability. Sitra’s operations have been
divided into content-based themes. As of 1 January 2014, there are three
themes: Resource-wise and carbon-neutral society, Empowering society and
Operating models for sustainable well-being and work. The practical imple-
mentation of Sitra’s specialist work falls under these three themes and com-
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prises key areas realised in the form of projects as well as societal training,
research and investment activities. Sitra’s activities extend to all levels of soci-
ety: it can act as an expert advisor in preparing legislative proposals in one key
area, for example, while carrying out small and agile practical trials in another.

Sitra’s investments are carried out in accordance with the policy above.
Table 8.3 shows their balance at the end of 2013, and aside from so-called
‘endowment capital investments,’ they also invest in venture companies
and venture funds in what are called ‘venture capital investments’ in order
to promote industry. The ratio of their total investments consisting of
venture capital investments has grown to around 9 per cent. For example,
one of the companies in which they have invested is Aw-Energy Oy, a
venture which is developing equipment to harness tidal energy and which
meets Sitra’s three focus areas stated above.

In this way, SITRA’s investment policy of utilizing national wealth to
increase return and invest in business ventures could serve as a model for
how the state can promote industry.

Israel’s YOZMA Group

Israel has the highest ratio of GDP to venture capital of any member of the
OECD. This situation came from the Isracli government’s establishment
of the YOZMA Group fund and their subsequent investment. Below in an

Table 8.3 SITRA’s investment in book value (in EUR thousands)

Endowment capital investments

Bonds 2,388
Fund investments 580,894
Private equity fund investment 7,979
Shares 7,031
Real estate investment 1,611
Short-term investment 295
S.TTL 600,198
Venture capital investments

Business development and funding 24,610
Fund investment 39,736
Other investment 258
S.TTL 64,604

Source: Annual Report and Financial Statement 2013; SITRA 2013



GCC’S DIVERSIFICATION AND INDUSTRIAL DEVELOPMENT: LOOKING... 205

excerpt from the OECD’s Venture Capital Policy Review by Giinseli
(2003) which provides a detailed look at the events which led to these
conditions.

The Isracli government supplied US$ 100 million in 1993 to start YOZMA,
a venture capital fund investing in high-technology start-ups. Over a period
of 3 years, the Group established ten hybrid funds, each capitalized with
around US$ 20 million. In parallel, YOZMA started making direct invest-
ments in start-up companies. This marked the beginning of a professionally
managed venture capital market in Isracl. YOZMA is widely given credit for
being the catalyst that created Israel’s flourishing venture capital industry.

With the backing of prominent American, European, and Israeli inves-
tors, YOZMA launched its second fund in 1995. The YOZMA Group
invests in all stages of company development with a primary focus on the
carliest stages, targeting high-growth companies in ICT and life science/
biotechnology sectors. Initial individual investments typically ranged
between US$ 1 million and US$ 6 million and additional capital were
reserved for follow-on investments. Since inception the Group has managed
more than US$ 170 million and has made direct investments in more than
40 portfolio companies, a significant number of which went public on major
stock exchanges in the USA and Europe. In addition, the YOZMA Group
was instrumental in positioning its portfolio companies for acquisition or an
investment by leading multinational corporations.

The YOZMA Group also developed close working relationships with
several of the leading academic institutions and technology incubators in
Isracl. Some of the most promising companies in the YOZMA portfolio
have come directly from these institutions.

In 1998, the government decided that private sector venture capital was
sufficiently robust for it to sell its YOZMA participation. It successfully auc-
tioned off its direct co-investments in 14 companies and sold its interest in
nine YOZMA funds to its co-investment partners. These funds have now
been privatized, and the direct contribution of YOZMA-related venture
capital funds has been greatly reduced. The government still has a minor
interest in two YOZMA-related funds.

Gil Avnimelech (2009) explains that the reason the YOZMA program
was successful in promoting Israel’s I'T industry in particular was not only
its timing but its design and the success of its implementation. YOZMA
presents a model of how, under a clear implementation policy, the govern-
ment can invest national wealth to successfully accrete knowledge-intensive
industries and sell off a significant portion of the fund in order to exit
participation in the fund.
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MEANS OF INDUSTRIAL DEVELOPMENT AND
DIVERSIFICATION: THE WAY FORWARD

As the final section of this chapter, we will see the methods of industrial
development and diversification backed by the basic policy, pitfalls to
avoid, and the possibility of regional expansion.

Promotion of Industries That Could Utilize Comparative
Advantages

Taking into account the points made in the previous sections, the follow-
ing are possible directions which the GCC could take toward industrial
development.

Basic Industrial Development Policy

The recommendable basic industrial development policies are the follow-
ing three points.

The first is the promotion of resources and their associated industries.
When we consider the GCC nations’ promotion of industry, the first thing
which becomes clear is that their abundant petroleum and natural gas
obviously form the pillars of their current industrial structure. However, as
we saw in Table 8.2, these resources total something in the 20-30 per cent
range of the GCC’s GDP—a considerable large figure when compared to
the 10 per cent of Australia, a similar resource-exporting country. Also,
note Australia’s automotive market. The 2000s saw automobile produc-
tion reach the 400,000 level each year despite the country being a resource
country with a small population. However, the country is now expected to
lose all automobile production by 2017 after Toyota decided to pull out
of Australia last year. Toyota’s decision stems from the fact that the coun-
try can no longer switch to a car-exporting country, given the strong
Australian dollar, rise in wages, and small market size stemming from its
small population. Meanwhile, the ratio of the GDP attributable to the
mining industry is decreasing as industries derived from Australia’s
resource-based industries advance, including finance, insurance, and
logistics.

Therefore, the GCC must aim not only for mere industrialization and
division of labor but also focus on the promotion of its superior oil and gas
industries as well as industries to be derived from that (petrochemicals and
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their related industries). Furthermore, they must divide production in
order to manufacture goods of a quality suitable for the high-end markets
of Europe, while at the same time, manufacture price-competitive prod-
ucts based on pared-down functions which fit the Indian and African mar-
kets. It will also be necessary for the GCC to shore up efforts on oil-linked
industries including development, finance, insurance, and human resource
development.

The second is utilizing geography, culture, and the natural environ-
ment. I would like to look at how the GCC could promote industry using
its geographical advantages and close cultural affinity with other nations.
The GCC’s location on a map places it at the midway point for air traffic
traveling from East Asian and Oceania (India, Malaysia, Singapore, and
Indonesia) to Europe and Africa. This is one of the geographical condi-
tions necessary for it to become an economic hub. In other words, it belies
the potential to not only bring in tourism but connecting these countries
in a logistics network. An example of this can be seen in Okinawa, which
continues to build its position as a hub, utilizing its geographical charac-
teristics as the midway point between Japan and Southeast Asia. In addi-
tion, the GCC should leverage the advantages of its cultural affinity to
other Islamic countries in the Middle East and North Africa. It should be
easier to obtain understanding from these countries compared to those in
Europe, China, or Asia. I would also like the GCC to consider the promo-
tion of industries which make use of the GCC nations’ natural environ-
ment, such as their heavy sun exposure. For example, solar power/solar
thermal energy-powered desalination or horticultural business using desal-
inated water. Assuming the area becomes a logistics hub as I mentioned,
these industries could be useful in capturing markets in places like Europe.

The third is the use of capital, that is, the use of their abundant oil rev-
enue. Namely, the key to diversifying the region’s industry and developing
their economy may lie in how the GCC states use this SWF to promote
industry.

Considering Concvete Methods for Diversifying the GCC’s
Industry Based on This Basic Policy

Based on the basic policy described in the previous subsection, the GCC
should promote industry using the four methods below.

The first is general promotion of industry. In many cases, SWF invest-
ment is limited to foreign entities. As stated in the section “Norway”,
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however, Norway has divided their SWF into a foreign-targeted fund and a
domestic-targeted fund. Kuwait Investment Authority’s investment is simi-
larly made up of the General Reserve Fund (GRF) and the Kuwait Future
Generations Fund (FGF). The former of these includes contributions to the
World Bank and IMF in addition to investment in state-run oil companies.
The latter invests in foreign entities. There are some cases, however, such as
the Abu Dhabi Investment Authority which do not invest domestically (in
this case, no investment in the UAE). While it is not necessarily a mistake
for the GCC to invest in foreign businesses in order to make a high return
on the foreign capital they receives through oil revenue, it is important for
the GCC to use their abundant capital to promote domestic industry.

The second is strengthening and promoting oil and gas-related indus-
tries through M&A. The core of the GCC countries’ economy consists of
their oil and gas-related industries, and many companies within these
industries are trusted worldwide. Rather than sticking to simply producing
and exporting oil and natural gas, the easier and more reliable path to
diversifying the GCC’s business lies in expanding these businesses into
their surrounding fields: producing necessary equipment in-house, accu-
mulating technology and engineering knowhow, financing and insurance
for capital procurement, and so on. However, they should NOT seek the
same kind of technological transference which occurred during East Asia’s
flying geese model-based growth. They should instead take a shortcut
toward diversification by buying up foreign companies already operating
in their countries and utilize M&A to acquire technology and expertise.

The third is the promotion of knowledge-intensive industry. Since it
would not be suitable to develop labor-intensive industry given the cur-
rent state of the GCC, they should instead promote knowledge-intensive
industry using their SWE. Specifically, this means financial services, educa-
tion, R&D, ICT, and medical services, to name a few. The spread of
Islamic finance presents one possible financial service industry. Balances in
Islamic finance are in an upward trend and have been estimated at US$1.46
trillion as of the end of 2012, according to UK Islamic Finance Secretariat.
Furthermore, it is assumed that this figure surpassed US$2 trillion by the
end of 2014. Islamic finance balances by each country at the end of 2011
showed, in weighted order, 36 per cent to Iran, 17 per cent to Malaysia,
14 per cent to Saudi Arabia, 7 per cent to the UAE, 6 per cent to Kuwait,
5 per cent to Bahrain, and 4 per cent to Qatar. Balances in sukuk, the
Islamic financial security, totaled US$296 billion as of July 2014, and of
the US$59 billion in sukuk issued during the first half of 2013, Malaysia
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accounts for 63 per cent, followed by Saudi Arabia at 16 per cent, the
UAE at 9 per cent, and Indonesia at 5 per cent. Still, most of the sukuk
have been issued for domestic finance, in Malaysian ringgit, with the UAE
leading in dollar-denominated sukuk for the year prior to mid-2014 at
US$25 million, followed by Saudi Arabia at US$16 million, and Qatar at
US$8 million.

Although this makes it clear that Malaysia and Iran have the largest
amount of money bound up in Islamic finance, the nature of domestic
markets will play a larger role in the future. On the other hand, the GCC’s
amount of dollar-denominated sukuk remains considerably large from a
global perspective, and I believe that it would prove effective for the GCC
to aim to differentiate itself from Malaysia and develop their financial mar-
ket to be the center of international Islamic finance. To achieve this, the
GCC will need to adopt a strategy to capture financing needs in the Islamic
countries of North Africa and South Asia, while also considering ways to
cooperate and mutually coexist with European markets (especially
London) from a long-term perspective. Additionally, there is the Islamic
Development Bank, established in 1975 as an international financial
agency for the Islamic world. While mostly it provides infrastructure loans
as of now, it may come to compete with China’s Asian Infrastructure
Investment Bank (AIIB) in the future. As a financial agency for regional
development, the Islamic Development Bank will need to consider to
whom and under what policies it should provide loans in order to differ-
entiate itself from competitors.

Other knowledge-intensive industries the GCC should focus on are
education and R&D. Time Higher Education’s World University Rankings
for 2014-2015 shows that the universities in the GCC and other Arabian
countries unfortunately do not even make it into the top 200. Additionally,
the Top 1000 Universities 2014 ranking announced by Saudi Arabia’s
Center for World University Rankings (CWUR) has only one GCC school
able to break into the top 500 (King Saud University (#420)), and in the
top 1000, only four schools in Saudi Arabia, four schools in Egypt, one
school in Lebanon, and one school in the UAE. While university rankings
are naturally not the only way to evaluate a school, having university and
research centers which boast superior academics and research can enable a
country to gather the talent from around the world. Thus, it would
behoove the GCC to use part of their SWF on education and research.
This will bring not only economic benefits but also positively impact learn-
ing and social aspects of the country in immeasurable ways. Tomsk, Russia,
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gives an example of a place which has become a hub of education and
research in spite of the harsh natural environment.

The forth is the creation of hard and soft infrastructure which will make
the above possible. Hard and soft infrastructure, built through govern-
ment initiatives, will be vital to maximizing the methods above. Zennstrom,
Niklas (2015), the founder of Skype, had this to say in his chapter in
Foreign Affuirs:

Governments can facilitate this (start-ups). In the United Kingdom, for
example, the government has been very focused on making the country a
terrific tech hub. T wouldn’t say that the government has created it, but
they’ve been helpful.

For example, one of big challenges when you start a company is hiring
the best people, with the right talent. And the U.K. government had made
it easier to hire people from other countries.[...]And the can make it easier
to do cross-border business.

In addition, Zennstrom talks about the importance of creating a hospi-
table environment for private investors—for example, lower taxes on capi-
tal gain for start-up investment. For new industries which particularly
require innovation, governments must put systems and laws for venture
capital into place before diversifying business. We can think of the GCC as
a single region, with a common language in Arabic and incredibly similar
cultural backgrounds and ways of thinking. The GCC countries now need
initiatives which maximize this soft power. Especially in terms of policy,
adopting a shared certification system, for example, would help foreign
businesses better conceive of the GCC as a single market. If that is too
difficult, the GCC should create a shared format for applications and pro-
cedures at the very least. This will make the region look dramatically more
convenient to foreign investors and companies.

Avoiding Cutthroat Competition

Up to this point, this section has covered the GCC’s distinct advantages
and the policies which they should consider in order to diversify their
industry. The GCC countries have managed to achieve petroleum and
natural gas revenue-based economic development similar to other coun-
tries, and lack the same staggered economic development seen between
the Asian countries. This will lead each of the countries to introduce
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similar plans for industrial development and foster competition between
them. The quintessential example can be found in each country’s airlines.
Although the GCC currently has three world-class airlines (Qatar Air,
Emirates, Etihad Airways), flights between Asia and Europe are all at max-
imum capacity, leaving the airlines engaged in fierce price competition. A
direct flight from Tokyo to London will cost you around JPY.200,000
(approx. US$1700), but a connective flight through the GCC can cost
you JPY.100,000 (approx. US$850) or less. Rather than let this kind of
cutthroat competition continue, the GCC nations should restructure their
airlines into a joint venture with a portion of their flights designated as
low-cost carriers (LCC) in order to acquire low-end markets. Scandinavian
Air presents a good example of airline created through joint investment by
several countries in a region. While Gulf Air was once somewhat similar to
this, this changed after the other countries pulled out of the airline.
Competition also continues between Dubai, Riyadh, and Kuwait in terms
of the financial market. If these three markets were to establish a joint
holdings company and standardize listings, issuance of securities, transac-
tions standards and certifications, and so on, they could likely develop the
finance sector into the dominant market within the region. They could
also consider tie-ups with European and Western markets as a subsequent
step.

Inspiving Neighbors

If the GCC is able to diversify its industry through this sort of industrial
development proposed above, it could become the next economic zone
after East Asia, North America, and Europe, inspiring surrounding coun-
tries such as Iran and Pakistan to join together as the GCC grows closer to
the global economy. The GCC could also further expand its sphere of
influence by making full use of the commonalities it shares with other
countries in the Middle East and Africa, such as common cultural back-
grounds and religion. The expansion of a GCC economic zone or sphere
of influence does not mean putting the GCC in a one-sided position of
dominance. Instead, it presupposes a relationship of mutual economic
reliance, as well as the exchange of goods and human resources between
these entities. A side effect of this should be a lessening of tensions in the
region and overtures of peace, which in turn will greatly contribute to
making the region one of safety and stability for its people.
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CHAPTER 9

Economic Diversification in the GCC and
the Korean Experience

Minju Lee

INTRODUCTION

The GCC economies’ journey toward diversification and sustainability has
resulted in considerable achievements. For example, the major airlines in
the region have been recognized for their high-quality services, and some
of the cities are becoming a regional hub for business and tourism.
However, the GCC countries’ development strategies are now put into
question of effectiveness with regard to generating practical progress in
the future. In other words, the GCC growth model has reached its limita-
tion as an effective mechanism for bringing diversification and sustainabil-
ity to the region. Thus, it is critical for the GCC states to prepare a new set
of plans to resolve the current hold-up and to complete the journey. One
way to enrich the preparation process is to look into the footsteps of oth-
ers who have overcome comparable challenges.

In that sense, the Korean experience can be a good source of inspiration
for the GCC countries. In a half century, Korea has made a remarkable
economic development through active policymaking and strong commit-
ment to implementation. Since the 1960s, Korea has set and implemented

M. Lee (<)
Gulf Studies Program, Qatar University, Chungju, South Korea

© Gulf Research Centre Cambridge 2018 213
A. Mishrif, Y. Al Balushi (eds.), Economic Diversification in the Gulf

Region, Volume 11, The Political Economy of the Middle East,

DOI 10.1007,/978-981-10-5786-1_9



214 M.LEE

a number of economic development plans, with evolving objectives and
strategies, which was necessary to adapt process for improvement and fur-
ther progress. This eventually resulted in a fast and solid economic pros-
perity from the ashes of the Korean War. Korea tried to upgrade its growth
strategy beyond the East Asian development model from the early 2000s,
which was led by the former President Kim Dae-Jung. According to
Chung (2012), the DJ government constructed its political philosophy
based on Alvin Toffler’s idea of the “Third Wave’ and Anthony Giddens’
concept of the “Third Way’. This policy direction put cultural industry at
the center of their strategy aimed at overcoming the limitations of the
economic growth model at that time. With the new policy direction,
Korea succeeded to make the challenges into new opportunities for a
‘creative turn’. In fact, The United Nations Development Program opened
the Seoul Policy Centre in 2011 to work with the Korean government,
private sector, and civil society and to share such stories of the Korean
experience, centering on the policy dialogue (Taylor, April 29, 2012).
This demonstrates the credentials of the Korean experience as an inspiring
example for the GCC countries.

Furthermore, Korea has recently embarked on a new array of economic
policies to make another leap toward a creative economy. According to a
publication of the Korean Ministry of Trade Industry and Energy in 2014,
the creative economy discourse led by the former President Park Geun-Hye’s
Administration aims to establish regional and global cooperation systems in
order toimpact regional development and secure global markets. Importantly,
this strategy makes a meaningful subset, where the GCC economic diver-
sification plans and the Korean economic renovation initiatives make a
strong connection to each other under the concept of global partnership.

Against the backdrop of such relevance, the relationship between Korea
and the GCC countries are evolving into a more strategic partnership
beyond hydrocarbon trading and construction project deals. This recently
developing multidimensional aspect of the inter-regional partnership is led
by the mutual interests of both sides: The six Gulf Arab states are looking
for an effective partner for their economic diversification plans, while
Korea is seeking to broaden its global network into the Middle East in an
effort to revitalize the economy. The major pact to hold regular strategic
dialogue at a foreign minister’s level, signed by the GCC Chief Abdullatif
Al-Zayani and South Korean Foreign Minister Yun Byung-se at a meeting
during the 69th UN General Assembly in September 2014, marked the
inception of a new level to the Korea-GCC relationship.
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Having such development as a background theme, this chapter aims to
examine the current diversification challenges of the GCC countries and
relates the Korean experience of economic breakthroughs to the GCC
countries’ strategic planning for the next phase of diversification toward
sustainable growth. To that end, this chapter addresses two main research
questions:

(1) Why the Korean experience is a relevant example for the GCC diversifi-
cation challenges? (2) What suggestions can be made from the Korean expe-
rience for the GCC diversification challenges? While answering the questions,
this chapter employs a comparative analysis as an overarching methodologi-
cal framework. In addition, a number of theoretical concepts support the
analysis: First, the GCC growth model is examined based on the concept of
rentier system and comparative advantage. Then another set of concepts
including catch-up development and capability-based view are used to
explore the Korean experience. The GCC model and the Korean counter-
part is compared from a macro perspective to explain the similarity between
the two, and the differences are investigated at a micro level approach. The
concept of political economy is also applied in the comparison between
these two regions to identify what is delaying the diversification process in
the GCC region.

THE NEw RATIONALE OF THE KOREA-GCC PARTNERSHIP

The initial relations between Korea and the GCC countries were mainly led
by the two fields of cooperation—oil and gas trading and infrastructure
project deals. Other than these two economic activities, there has been no
active engagement between the two sides. This rare exchange can be attrib-
uted to the fact that Korea and the GCC states have not been an immediate
focus to each other in building up external relations, as they have had other
foreign partners whose economic and political interests are more closely
connected to theirs. Despite such remoteness, relations between Korea and
the six Gulf Arab countries have started developing into a close interre-
gional partnership in recent years. The 9-day visit of the former president of
South Korea, Park Geun-hye, to the four GCC states—Kuwait, Saudi
Arabia, UAE, and Qatar—from March 1-9 in 2015 clearly shows the newly
evolving nature and scope of cooperation between the two sides. The ratio-
nale behind this lately developing partnership could be explained by the
combination of the complementarity and timely coincidence of ongoing
government initiatives to address the economic challenges on each side.
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To see how the combination creates a fertile ground for the formation
of the interregional cooperation between Korea and the GCC countries,
one first needs to look into the economic challenges of both sides. Korea
and the GCC countries are currently facing an urgent need of an eco-
nomic paradigm shift to sustain the well-being of their economy. Although
the detailed objectives and main strategies differ given the different struc-
ture and operation of the economy in the two regions, the fundamental
goal is the same: to innovate or renovate the current economic system.

Hvidt (2013) explains the core of the two concepts of industrialization
and diversification which should be noted for the discussion of economic
reform here in this chapter. According to him, diversification aims to
spread risk by creating a variety of income sources while industrialization
generally means the process of creating these diverse income sources.
Thematically, the GCC states’ economic restructuring falls into the two
categories combined. The ultimate goal of the GCC economic diversifica-
tion is to broaden the limited scope of national income source based on oil
and gas by establishing new other knowledge-based industries.

In fact, the GCC countries have been working on their economic diver-
sification over the past two decades and achieved a quantitative foundation
for further progress in a later stage. However, there are many obstacles for
them to effectively carry on with the development initiatives. Especially,
private sector development is one of the most fundamental issues that
complicate the diversification process in the GCC region. Salih (2010)
lists the main challenges of the GCC economic diversification: unemploy-
ment among local citizens, over-reliance on foreign workers, increasing
government budget strain, and outflow of local currency and lack of skilled
national workforce. In addition to this, Randeree (2012) points out three
more problematic aspects of the local economies in the region: education
systems that are still undergoing fundamental development, inadequate
gender balance in the workforce, and poor levels of private sector employ-
ment of citizens. All these realities can be summarized into three essential
matters: education system, labor market, and the private sector.

However, Korea is situated in a different context of economic chal-
lenges. Education system in Korea enjoys international reputations. Korea
does not have a significant level of concerns for its labor market. Regarding
the private sector, various kinds of knowledge-based industries have been
operating, in which a number of competent companies and enterprises
are performing well both domestically and globally. The fundamental
issue for Korea is to get out of the current slump and revitalize the
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cconomy. According to a Korea Herald news article on January 15,2015,
the Industry Minister Yoon Sang-jick said that the government would
make full use ofits free trade agreements, promising smaller companies to
help them meet their exports target this year and invest in future-oriented
services and industries. Given that Korean economy is heavily dependent
on foreign trade and the nation’s overseas shipments took 42.91 percent
of the country’s GDP in 2013, Korea must secure a new growth engine
and increase its global market share in order to recover from the eco-
nomic downturn.

Putting the two different contexts together, one can see that there is a
complementarity between Korea and the GCC countries, upon which the
two sides can cooperate to tackle the critical issues they face, respectively.
For example, Korea can share its experience of economic development
through the power of education and human resource development with
the GCC countries, while the latter has a great market potential for the
former. In other words, these complementary aspects between Korea and
the GCC states create a conducive environment to the formation of a
mutually beneficial strategic ties between the two sides. This new rationale
for the Korea-GCC cooperation connects to the relevance between the
Korean experience and the GCC diversification challenges, which will be
demonstrated in the later sections. For starters, it would be useful to have
a look at the details of the historical development and current challenges
of the Korean and the GCC economies.

Tur GCC EcoNnomIic DEVELOPMENT

The Trajectory

With a third of world’s proven oil and gas reserves and huge revenues
generated from it, the six Gulf Arab states have shown the world its dif-
ferent way of achieving economic development, which employs the
unique combination of strong financial capacity and large scale of foreign
labor imports. This unique set of development tools of the region has
yielded a remarkable economic growth since the 1970s. According to
Al-Kuwari (2013), the GCC countries’ economies have rapidly developed
at an average level of around 8-10 percent from 1970 to 2010. Indeed,
the GCC countries are now major exporters of important industrial
materials whose demand is high in the global market such as petrochemi-
cals, fertilizers, aluminum, and cement. They have also made noticeable
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progress in service sectors including banking, shipping, logistics, aviation,
and real estate.

Fasano (2003) gives a historical account of the GCC economic devel-
opment in relation to their economic diversification efforts. According to
him, the economic development and diversification of the region have
been driven by the capital- and energy-intensive industries with strong
government supports during the 1970s and the 1980s. In order to facili-
tate the process, the GCC governments carried out a number of mega
projects to build necessary infrastructure. As a result, many successful
state-owned enterprises have emerged such as Saudi Basic Industries
Corporation (SABIC) in 1976, Dubai Aluminium in 1980, and Bahrain’s
steel company in 1985. There has been some progress in the service sec-
tors as well including the establishment of a banking sector in 1975 and
the creation of free zones in Dubai since the mid-1980s such as Jebel Ali
Free Zone.

During the 1990s, however, the GCC countries were confronted with
a rapid local population growth, and the government spending for the
national employees’ wage bill has reached a worrying level while the oil
price was going down. Accordingly, extra efforts for diversification have
been made along with the existing economic development strategies. To
begin with, the GCC states started working on developing a set of new
service sectors such as tourism, trade-related activities, and ICT. On top
of that, they opened up their economies to private sector initiatives and
FDI, encouraged self-employment and development of small and
medium enterprises, and implemented some structural and institutional
reforms that aimed at consolidating the foundations for private sector-
driven growth.

The Strategy

The GCC development strategies can be summarized threefold: First, the
role of state-owned enterprises has been considerable. An OECD report
(2013) highlights the contribution of the GCC SOEs to the industrial
development across the region while attributing the success of the SOEs
to their ‘commercial viability” and role as ‘incubators’ for other companies
in the value chain. Hertog (2010) shares the same view on the positive
role of the GCC SOEs. He finds that the coherent government policies,
great daily autonomy in management, clear focus on profit-making are the
main reasons for the successful performance of the GCC SOEs, especially
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compared to the ones in other resource-dependent countries. Table 9.1
shows some of the names of the GCC SOEs and the associated sectors
along with the profit they made in 2008.

Second, the GCC countries have done a great job in capitalizing on
their comparative advantages. Ample oil and gas in the region have sig-
nificantly favored the GCC countries in developing and protecting their
key industries such as petrochemicals, aluminum, and ethylene by giving
them an easy access to the energy source at a substantially competitive
price in those sectors. Also, surplus capital has substantially advantaged
the GCC countries as a strategic investment vehicle in the form of a
Sovereign Wealth Fund for boosting targeted industries such as tourism
and aviation. According to the Facility for Euro-Mediterranean Investment
and Partnership (2012), the GCC SWEFs’ strategy has changed from
focusing on a few ‘industry bets’ to diversifying its portfolio to sectors
such as retail, healthcare, and semiconductor technology. It also demon-
strates that the GCC countries are taking good advantage of their capital
through strategic investment often aimed at acquiring know-hows for
building new industry capabilities as well as maximizing returns on
investment.

Table 9.1 The leading successtul SOEs in the GCC (2008-2009 fiscal year)

2008 Profit Sector and year of Company Country
Sfounding

US$5.9b on revenue Heavy industry Saudi Arabian Basic Saudi Arabia

of US$40.3b (esp. chemicals) 1976  Industries (SABIC)

US$376m Heavy industry 1971 Aluminum Bahrain (Alba)  Bahrain

US$2.0b on revenue Heavy industry 2003 Qatar Industries Qatar

of US$4.1b

US$280m on Telecoms 1981 Batelco Bahrain

revenue of US$850m

US$2.4b on revenue Telecoms 1976 Etisalat UAE/Federal

of US$7.1b

US$840m on Real estate 1997 Emaar UAE/Dubai

revenue of US$4.4b

US$270m on Aviation 1985 Emirates Airlines UAE/Dubai

revenue of US$12.1b

US$530m on Logistics 1999 DP World UAE/Dubai

revenue of US$3.3b

Source: Hertog (2010)
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The third component of the GCC development strategy is the
Specialized Cities. Khodr (2011) defines the concept of specialized city as
a ‘city-in-the-city’ that has the main purpose of implementing innova-
tions in selected policy areas, in addition to being a new town. The
Masdar City in Abu Dhabi and the King Abdullah Economic City in
Saudi Arabia could be the two important examples of the Specialized City
initiatives in the GCC region. Kingsley (2013, December 17), illustrates
a short anecdote in which the ruler of Abu Dhabi and his advisers discuss
the diversification issue:

The ruler of Abu Dhabi Sheikh Khalifa bin Zayed Al Nahyan knew that the
main source of Abu Dhabi’s wealth, which is oil, would eventually run out.
So he asked his advisers to plot a long-term plan that would allow the coun-
try to diversify its economy away from hydrocarbons. The answer was
renewable energy.

As implied in the piece of the story, MEED (2015) introduces that Masdar
City was created as an effort of the Abu Dhabi government to invest its oil
dollars in security of the future in which green industry is expected to
replace the hydrocarbon sector. King Abdullah Economic City (KAEC) is
a part of Saudi Arabia’s diversification plans, which is also one of the larg-
est private sector initiatives in the Middle East. The King Abdullah
Economic City was designed to become an extensive strategic area includ-
ing a variety of industrial and business districts, aimed at providing up to
1 million jobs and homes for 2 million people.

The Challenges

However, the GCC diversification strategies reached its limitations in
making further progress. This hold up can be attributed to the peculiar
workforce composition of the GCC countries in which foreign labors
account for the absolute majority. That is because the demographic imbal-
ance in the labor market eventually makes the whole economy unproduc-
tive and inefficient. International Monetary Fund (2013) elaborates on
the labor market issue in the GCC states.

The majority of nationals employed in the public sector and the private sec-
tor reliant on an elastic supply of low-skilled expatriate workers, has enabled
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the region to develop rapidly, keep inflation relatively low, and distribute
the oil wealth to the population. However, the costs of this model—low
productivity and a low responsiveness of the employment of nationals to
economic growth—are increasingly becoming an issue as economic diversi-
fication becomes more of a policy priority.

As such, the GCC labor market overstaffed by foreign workers became a
chronic feature of the local economies, and now it is one of the biggest
diversification challenges of the GCC economies.

Randeree (2012) adds some other issues particularly related to the GCC
workforce nationalization: transfer of knowledge from expatriate to citizen,
better approaches to encourage nationals work in the private sector, and the
greater inclusion of women. In fact, the grand economic development plans
launched by the GCC governments such as Economic Vision 2030 in
Bahrain, the State Vision Kuwait 2035, Qatar National Vision 2030, and
the UAE Vision 2021 aim to address those issues. Despite the almost
homogenous impressions coming from the titles, there are slight differences
in terms of strategic approach toward the same goal between the GCC
member states. According to Hvidt (2013), Bahrain and Oman clearly set
the direction toward a private sector-led neoliberal free-market economy
and plan to introduce meritocracy into the public sector to promote real
competition for jobs. Contrary to these two countries’ explicit turn, the rest
of the GCC countries seem to hold on to the so-called state capitalist
approach while expecting the positive role of the private sector in the future.

The reason for the majority of the GCC governments still keeping their
diversification policy grounded on the state capitalism is to prevent insta-
bility from unexpectedly taking place in their society. Hertog (2013)
shares a similar view that the GCC governments continue to lead eco-
nomic development plans and reforms through dominant intervention
and policymaking, while guarantee only a limited level of liberal business
activities for ‘the defense of the convenient status quo’. One way to under-
stand this conservative trend is to see the context of the political economy
in the GCC region. For example, the Arab uprisings in 2011 and the way
the GCC governments handled the domino-looking crisis across the
Middle East clearly reflect such context. Despite knowing the need to
downsize the public sector employment and to reduce government spend-
ing, while enhancing the role of private sector, the GCC governments had
to resort to the traditional remedy of rentier economy such as salary hike



222  M.LEE

for no reason but to cope with the turbulent waves of the uprisings, in the
midst of the diversification plans, and reforms aimed at transforming that
rentier system. Such a dilemma is the main cause of the current gridlock in
the GCC diversification.

THE KOREAN EXPERIENCE

Explaining the Korvean Model

According to Yonhap News (2012, June 23), Korea became an
Organization for Economic Cooperation and Development (OECD)
member in 1996, and its nominal GDP ranked the 11th largest in the
world in 2002. In June 2012, the population reached 50 million, while
the per capita income marked about US$24,000, which made Korea the
seventh country to meet the two criteria to enter the 20K-50M Club. The
ministry in charge of the country’s economic policies celebrated the entry
and emphasized the fact that South Korea is the first country that was not
an industrialized economy before the World War II to achieve this. The
Economist (2015, January 4) remarks on such remarkable performance of
Korea as 50 years of economic transformation from a war-ravaged country
to a world-class, high-tech OECD economy.

Many have recognized distinct features of the Korean growth model
and given several different names to it such as ‘government-led’, ‘export-
driven’, and ‘catch-up development’ model. This Korean growth model
is primarily characterized by the active role of government. Kwack and
Lee (2006) explain the Korean experience of economic development by
focusing on the strong leadership of government and give an example of
the Korean government’s industry targeting policy to elaborate on their
explanation. Yet, they argue that the abundant human capital and poli-
cies to open the economy and promote competition should be taken
into account together to explain the success better. Particularly, Kim and
Dahlman (1992) note Korea’s heavy investment in human resource
development in the early years of industrialization. According to them,
with a per capita income of US$90, Korea’s educational achievement
was fairly parallel to the average result of human resource development
for a country with a mean per capita gross national product (GNP) of
US$200. Also, Korea’s level of human resource development with a per
capita GNP of US$107 was equivalent to that of countries with a GNP
per capita of US$380. These striking figures alone give a substantial
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sense of how much Korea dedicated itself to human resource develop-
ment, which laid a solid foundation for the remarkable economic growth
of the country.

On the other hand, Lee (2009) underlines that the ‘capability-building’
in the private sector rather than state-activism as the real lesson from the
Korean experience. He argues that continuous upgrading within the same
industries as well as advancing successive entries into new promising sec-
tors is the core of the Korean growth model. He also emphasizes the fact
that the firm-level capabilities upgraded from Original Equipment
Manufacturer (OEM) to Original Design Manufacturer (ODM) and then
to Office of Budget and Management (OBM), while the Korean export
structure dramatically changed from the labor-intensive goods
(1960s—-1970s) to high-margin goods such as electronics and automobiles
(1990s onward). He points out that such constant capability-building
resulted in Korea’s a take-over in the wireless telecommunications indus-
try where Motorola dominated.

This capability-based view connects to the other integral element of
the Korean experience, which is technology development. The Korean
government has early on recognized the importance of technology devel-
opment for growth. According to Kim and Dahlman (1992), the Korean
government established the Ministry of Science and Technology (MOST)
in 1967 as a central agency to coordinate technology-related activities of
other ministries. However, another institution, the National Council for
Science and Technology, had to be established in 1973 to bring about
inter-ministerial coordination because the MOST failed its task. In addi-
tion, Jeong (2012) notes that the technology development policy of
Korea was set within the whole framework of the economic development
plans. In order to move up in the global production value chain and
achieve sustainable growth through exports, technology development
and innovation was almost a matter of survival for Korea in each develop-
mental stage.

The Strategic Policy Shift as &« Way Out

The Korean government has engaged in active policymaking in accor-
dance with evolving structure of the economy. Importantly, the Korean
government has made a policy shift in a timely manner to overcome
new challenges, which in fact allowed Korea to create a turning point out
of the time of crisis for the economy. To begin with, the technology
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development policy of Korea, which was initially focused on technology
learning for the first two decades of industrialization, was swiftly altered
with different strategic objectives in order to adapt to the changing envi-
ronment in the later period of the industrialization.

For example, Korea shifted its technology development policy in the
1980s due to the increasing protectionism in the West, which pressured
Korea to open up its domestic market and put Korea in the position to
compete with multinationals, regardless of its will or readiness, in both
international and domestic markets. Furthermore, the rapid rise of real
wage in Korea and entry of low-waged developing countries into the mar-
ket disadvantaged Korea in terms of price competitiveness (Kim and
Dahlman 1992). To cope with such harsh environmental change, the
Korean government set a new policy objective and strategy to develop its
own technological capabilities.

Accordingly, the Korean government launched the national R&D pro-
ject in 1982 to support the technology development and formulated vari-
ous policies to facilitate private firms” R&D activities. As a result, the
foreign technology introduction rate compared to R&D was reduced
from 40 percent in 1981 to 20 percent in the middle of the 1980s and to
10 percent in the early years of the 1990s. This indicates that Korea began
to rely more on its own R&D for technology development. Meanwhile,
the R&D investment increased substantially from US$520 million (0.81
percent compared to GDP) in 1981 to US$13,500 million (2.8 percent
compared to GDP) in 1996, and US$16 billion (2.6 percent compared to
GDP) in 2003. In sum, the R&D investment, for around 20 years,
increased 27 times at an annual average rate of 20 percent, which led
Korea to rank top six among the OECD countries in terms of the R&D
investment size in 2010. Especially, the portion of the government’s R&D
investment in the IT sector increased from 13 percent in 1997 to 33.5
percent in 2002, which contributed to the I'T boom in Korea in the begin-
ning of the 2000s. Importantly, such IT-friendly policy of the Korean
government played a critical role in turning Korea into an information-
oriented society (Seo 2010).

Particularly regarding the private-level technology-oriented capability-
building in Korea, Jeong (2012) and Lee (1992) note the rather unique
relationship between the government and the large conglomerates in
Korea, in which the government has a certain degree of influence over the
big corporates, while the former provides various kinds of institutional
supports with the latter. This seemingly against the rule of liberal economy
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was, in fact, a strategy that the Korean government employed to use
the big firms as an efficient unit to push the industrialization process from
the stage of light industry to the stage of heavy chemical industry since the
early 1970s. Kim and Dahlman (1992) also explain that the Korean gov-
ernment intentionally created the large firms, chaebols, as an instrument
to bring about the economy of scale in developing advanced technologies
and associated strategic industries for the export-oriented Korean economy.

Consolidating New Policy Regime

Entering the 1980s, the production and peripheral technology of Korea
was estimated to have almost achieved the same level of the first industrial-
ized countries’ technology. Yet, there was a considerable gap for Korea to
catch up in terms of core and high technology. As Korea had to import
foreign core technology in order to export finished goods such as comput-
ers, machinery, and transportation vehicles, the Korean government and
companies were in an urgent need of further technology development, for
instance, to localize the parts production. Therefore, the Korean govern-
ment initiated research funding from 1982 and directed the selection of
research subjects. During the mid-1980s, the Korean government created
the Credit Guarantee Fund to help financing of small and medium size
enterprises and then founded the Technology Credit Guarantee Fund to
support capable enterprises receiving loan on security of their technology
(Jeong 2012).

In addition, the Korean government increased its investment in the
basic science and made a favorable environment where research institutes
and private firms can conduct R&D project together since the late 1990s.
As entering the 2000s, Korea primarily focused on basic and original tech-
nology development. In 2003, the Korean government announced the
next-generation growth engine project that involves ten new technology
fields: intellectual robots, futuristic automobiles, next-generation semi-
conductor, digital TV and broadcasting, next-generation mobile commu-
nication, display, intellectual home network, digital contents, SW solution,
next-generation battery, new biomedicine, and organs (Jeong 2012).

Along with such technology development policies, the Korean govern-
ment formulated another policy measure, which was aimed at attracting
Korean brains abroad back to home. To bring educated and skilled techni-
cians, engineers, and scientists abroad back to Korea, the former President
Park Chung-Hee formulated various policies and political support to
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create a conducive domestic environment such as government-sponsored
strategic R&D institution-building, legal and administrative reforms, and
the empowerment of returnees via material benefits, guarantees of research
autonomy. He underlines the fact that the President Park compromised
conventional norms in his own bureaucracy to empower returning scien-
tists (Yoon 1992). As a result, private sector R&D in Korea took off'in the
1980s with a rapid expansion of in-house R&D facilities and manpower.

With regard to the reverse brain drain, Song (1997) provides his
research findings that shows a shift in the residence choice of Korean sci-
entists and engineers from America to Korea over the three decades from
1970s to 1990s. According to Table 9.2, most of the Korean scientists and
engineers (KSEs) who received their doctorate in the 1960s chose to stay
in America, and only 16 percent of them returned to Korea. In contrast,
nearly two-thirds of the KSEs who earned their doctoral degree in the
1980s came back to Korea by 1987. This can prove that the abovemen-
tioned political support and policy measures were effective in creating the
targeted outcomes.

Amnother Turn for Another Challenge

Entering the 2000s, cultural industry has become a new promising growth
engine of the Korean economy as the cultural contents such as movies, TV
dramas, and even entertainment program platforms are exported to other
countries for the increasing demand of foreign audience. According to a
Financial Times article on November 13,2013, Korean TV drama exports
grew from US$8 million in 2001 to US$155 million in 2011. Although
the article admits that this growth of newly emerged industry is not big as
much as that of the multibillion-dollar making electronics or shipbuilding,
it shows that Korean economy has achieved further diversification.

Table 9.2 Changing trend of KSEs’ residence choice (790 survey respondents)

Return to Korea after  Return to Korea Stay in the Number of PhD year
work in the USA Just after PhD USA respondents

12.7% 3.4% 83.9% 118 Before 1970
22.1% 10.1% 67.8% 276 1970-79
29.1% 39.4% 31.6% 396 1980-87
191 188 411 790 Total

Source: Song (1997)
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In fact, there was a new policy shift that enabled this ‘creative turn’ in
the Korean economy after the 1997-1998 Asian financial crisis. Chung
(2012) demonstrates that the successful performance of the Korean cul-
tural industry is a fruitful result from the political commitments of the two
consecutive governments. According to his research, the Kim Dae-Jung’s
administration (1998-2003) prepared the quantitative ground for the cul-
tural industry policies, and the Roh Moo-Hyun’s administration
(2003-2008) achieved a qualitative upgrade of the previous policy frame-
work. This indicates that the devoted efforts of the two presidents for a
decade from 1998 to 2008 have resulted in the establishment of a strong
foundation for the Korean cultural industry, which in fact explains the suc-
cessful performance of the industry since the late 2000s. Table 9.3 shows
the specific process of the cultural industry policymaking of Korea during
that time. According to the table, the Korean government has made not
only plans but also institutional framework to make sure that the plans will
be implemented and checked on a regular basis such as the specific manda-
tory budget allocation and annual paper works on the plan. This shows
that the Korean government has made thoroughly organized efforts to
implement new policies as well as to set up the policies.

Lately, Korea has initiated a new policy dialogue again in the face of
low growth, aging population, and lack of new growth engine. To cope
with these challenges, the Korean government launched ‘Creative
Economy” initiative in 2012. According to Cha and Yoo (2013), the con-

Table 9.3 Major events in the Korea’s CI policymaking

February 1998 Establishment of the MCT and expansion of the CI bureau

March 1999 The Five-Year Plan for CI Development as the first long-term
government plan

Mid-1999 KOFIC (Korean Film Council), KMRB (Korea Media Rating

Board), and KGPC (Korea Games Promotion Centre) were newly
established to support and promote the newly rising CI sector

Since 2000 Ensuring ‘more than 1%’ of the government budget
Since 2000 Publishing CI white papers and statistics annually
June 2004 The new ‘vision’ for Korean cultural policy ‘Creative Korea” was

prepared by a newly formed task force composed of a committee
of'six scholars, a research project team of 16 researchers and
experts, and an administrative support team of 14 civil servants.
In addition, more than 20 sub-task forces were established,
composed of around 200 experts from various cultural sectors.

Source: Adapted from Chung (2012)
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cept of Creative Economy has been actively discussed since the late 1990s
with the UK and the UN as a center of the debate in the field of cultural
industry and city and local policy. Yet, the term reemerged today as an
alternative strategic plan for the issue of economic recession and high
unemployment rate in the major economies. The US announced a
Strategy for American Innovation in February 2011 that aims to reform
the ways of government operation and to use creativity in order to main-
tain competitive advantage and for economic growth. In 2010, the
European Commission embarked on the Europe 2020 initiative in prepa-
ration for the next 10 years, while the Japanese government started the
New Growth Strategy that contains core economic policies set to be
implemented by 2020. Such innovation-oriented policy of the major
economies mainly aims to nurture creative industries and promote basic
research-oriented science and technology policies in order to create jobs
and secure a source of sustainable growth.

The Korean government has been also driving the discourse of
Creative Economy as a new paradigm for economic growth since 2012.
With this new slogan, the government aims to graduate the previous
catching-up development and to become a leading player in the world
economy. The focus of the Creative Economy policy lies in creating new
growth engine and jobs by promoting industry convergence and apply-
ing creativity and imagination to every field. One example of the new
initiative is the Creative Economy Innovation Center project. According
to Table 9.4, there are 17 centers across the nation with the first one
established in September 2014, and the centers are expected to become
a space where large leading companies support local entrepreneurs to
commercialize their ideas and develop it into proper businesses. The pri-
mary purpose of this project is to support start-ups, SMEs and local
economies through cooperation for technological innovation, thereby
creating more jobs.

Besides, the Google Campus Seoul has been established on May 8,
2015 to generate synergy cffect with the Creative Economy Innovation
Center project by supporting start-ups and entrepreneurs in Korea. The
Google Campus Seoul is the third branch abroad and the first establish-
ment in Asia which was the result of the Korean government’s enthusiastic
commitment to the Creative Economy plans. To invite the campus in
Seoul, President Park Geun-hye met Larry Page, the founder and CEO of
Google in Cheong Wa Dae, the Korean Presidential residence, in 2013 to
discuss ways to establish the campus, and Google officially announced its
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Table 9.4 The Creative Economy Innovation Centers across Korea

Filed of Company  Regional — No. Filed of Company Regional No.
cooperation name CEIC cooperation  name CEIC
ICT SK Sejong 10 IT Service NAVER  Gangwon 1
Hyundai  Ulsan 11 IT Service KT Gyeonggi 2
Heavy
Industries
Aviation Hanjin Incheon 12 Machinery  Doosan  Gyeongnam 3
Construction  GS Jeonnam 13 Electronics  Samsung Gyeongbuk 4

and energy
Carbon fiber Hyosung Jeonbuk 14 Automobile Hyundai Gwangju 5

Motors

IT Service Daum Jeju 15 Electronics  Samsung Daegu 6
Solar energy Hanwha  Chungnam 16 ICT SK Dacjeon 7
and ICT
Digital LG Chungbuk 17  Logistics LOTTE Busan 8
information and Tourism
and bio

Culture CJ Seoul 9

Source: Adapted from the Ministry of Science, ICT, and Future Planning blog

plan to establish its third campus in Seoul in August 2014. As such, Korean
economy is making another turn toward ‘Creative Economy’ in response
to the challenges emeraged.

CoMPARING THE GCC GROWTH MODEL AND
THE KOREAN EXPERIENCE

The Industrialization Sequence

The GCC economic development strategies and the Korean experience
share both similar and different aspects. First, the similarities between the
two growth models lie in the umbrella frame of a government-led catch-
ing-up development. To achieve a rapid economic growth, the GCC
countries and Korea took a highly centralized development strategy. For
example, Dubai has the Executive Office where the ruler manages all
development policies regarding megaprojects, state-owned companies,
foreign investments, and so on (Hvidt 2009). The Korean government
also had the Economic Planning Board for planning and implementation
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for the Five-Year Economic Development plans. Hertog (2010) also finds
the GCC model analogous to the ‘Asian developmental authoritarianism’,
which reflects the common ground that both the GCC countries and
Korea had to have a concentrated authority for a fast and coherent policy-
making and implementation to make the rapid catch-up happen.

However, the two models differ in terms of detailed strategic approach.
First, the differences in the comparative advantage of Korea and the GCC
countries can be the starting point of the comparison. The GCC countries
have engaged mainly in the capital- and energy-intensive sectors benefit-
ting from the vast size of the oil and gas reserves in the region. This major
asset of the GCC states allowed them to achieve substantial economic
growth without having to go through the learning by doing hard steps
and the regular process of industrialization. The GCC countries could
build a solid secondary industrial base, though it is mainly limited to
hydrocarbon sector, and now focus on tertiary industry development with
tourism, airlines, and banking sector as main target.

Such progress in the GCC industrialization is unique in the sense that
the process has been selectively centering on specific sectors that favor the
local economies by big margin over international competitors. Overall, the
industrialization has been a smooth journey for the GCC countries. This
completely contrasts with the Korean experience in which the country
went through the whole process of industrialization from the scratch after
being destroyed by the civil war in the early 1950s. The industrialization
of Korea was a comprehensive and step-by-step process from technology
imports to technology learning to finally technology innovation.

Getting the People on Board

The rentier system is another critical factor that differentiates the GCC
growth model from the Korean experience. Based on the rentier system,
the GCC nationals rely on their government for almost every basic neces-
sity of living such as education, healthcare, and even employment oppor-
tunities. Since this system provides citizens with a comfortable life style
without asking productive economic participation, the GCC nationals
came to develop the so-called rentier mentality which essentially discour-
ages the people making ‘standard economic behavior’ based on the ‘work-
reward causation’. This consequently leads to a shortage of skilled national
workforce and lack of work ethics as laboring for one’s income is consid-
ered shameful (Levins 2012). Thus, one can see that the rentier system
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and the mentality developed out of it becomes a serious obstacle to the
GCC countries’ economic diversification and private sector development
that basically requires productive participation of nationals as a disciplined
and skilled workforce.

Contrary to this, Korea’s economic development was driven by the
enthusiastic participation of the people as much as by the government
leadership. To mobilize people in the development plans, the former
President Park Chung-Hee initiated the Saemaeul Movement in the
1970s, which aimed to modernize the rural communities by promoting
the ‘Saemaeul spirit’ that consists of three qualities—diligence, self-help,
and cooperation. This is because he believed it to be important that peo-
ple have the right attitude and the right spirit in order for a nation to
grow and develop. By promoting the movement, the Korean government
nurtured Saemaeul leaders and workforce to have them in charge of the
various tasks of Saemaeul project. Not only that, the government also
encouraged competition among villages by introducing the principle of
‘better support for better performers’ upon which it provides additional
supports for villages with better performance. This Saemaeul Movement
of the 1970s is evaluated as a great contribution to the quantitative
growth of Korea during that time around and the spirit and know-how of
the movement is exported to many developing countries (Kim 2014)
Thus, the Saemaeul Movement can be an inspiration for the GCC coun-
tries in formulating policies to encourage nationals’ productive participa-
tion in the economy.

The Role of Big Business

The state-business relations should be taken into comparison between the
GCC model and the Korean experience. Although the practical nature of
state-business relations in the two cases is similar as government provides
favored supports to large firms and intervenes when needed, technically it
is different in that the large companies in the GCC region are state-owned
enterprises whereas the Korean counterpart is private business. In addi-
tion, it differs again based on how the relations operate, which becomes a
substantial distinction between the state-business relations of the GCC
region and that of Korea. The big businesses in the GCC states receive
generous subsidies and financial backing from the government regardless
of their performance. Although Forstenlechner and Rutledge (2010)
argue that the GCC SOEs are ‘a less unproductive allocation of state
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resources’ and they have the ‘potential to be growth-generating invest-
ments’, they are still heavily subsidized and enjoy government protection,
which leads to the lack of competition and discourages national employees
realizing the importance of obtaining and developing skills that matches
the amount of salary they receive.

However, the Korean government took much strict measures in pro-
moting big business by penalizing poor performers and rewarding only
good ones for the purpose of building up their competitiveness in both
domestic and international market. Furthermore, the government did not
bail out badly managed bankrupt firms, instead selected better managed
ones to take them over (Kim and Dahlman 1992). Even more interesting
fact regarding the Korean experience is Korean government’s so-called
‘world-class conglomerates fostering plan’ in which the government is
expected to support national companies to achieve global competitiveness
in the international market but gradually taking its hands off. According
to Table 9.5, the plan sets up a time line specifying until when the govern-
ment supports companies and from when companies should begin to
compete on their own feet (Jeong 2012). Such tight control and inducing
transition to competition by the Korean government for big businesses
clearly contrasts with the GCC countries’ soft and over-protective policies
toward their SOEs.

Such different state-business relations in the GCC region and in Korea
further relate to the gap of private sector development between the two
regions. While Korean conglomerates played a leading role in establish-
ing a vibrant private sector in the national economy, the GCC SOEs’
focus has been on accommodating nationals in the workforce and keep-
ing the economy working rather than making profits and expanding busi-
ness. Regarding state-owned enterprises, Lee (2009) stresses the
importance of SOEs’ ownership privatization and gradual fading out of
state activism in order to achieve international competitiveness. This
implies that privatization of SOEs is a way for developing private sector in
the GCC region.

However, the GCC governments have taken a different approach for
privatization of the local economies. Instead of steering toward private
ownership, the GCC governments came up with some policy measures
such as quotas that impose private businesses a certain number of nationals
that they should employ. For example, the Kuwaiti government intro-
duced the concept of Kuwaitization which aims to replace non-Kuwaiti
employees by Kuwaiti nationals. Under the program, private companies
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Table 9.5 Industrialization policy framework of Korea

Entry into the Self-help development Industrinlization
global market
World ~ Complete Self-help  Intensive Direct protection
class  international  growth — support
competition
Private  Government Government Policy
led, planning, planning and
global domestic subsidies
scale market
protection,
export
promotion
Industrializing economy - Advanced industrialized Industrial stage
cconomy
Economy building - Economy operation/management Development
method
Theory of motherhood — — Free-market economy Theory

MICRO: individual industrialization policy — MACRO, statistical Economic policy
control
Government led — Private led Leading unit

Source: Oh (1996)

are required by law to hire 2% of their staff as Kuwaitis. Moreover, the
Kuwaiti government encouraged nationals to join the private sector by
paying them a certain percentage of their monthly salary (Madzikanda and
Njoku 2008). However, such policy has not paid oft.

The Political Economy

One must consider the unique context of political economy in the GCC
region when discussing the soft and, to some extent, spoiling policies of
the local governments. Basically, the legitimacy of the political rule of
loyal family is primarily supported by the rentier system which distributes
oil and gas revenues to its people in the form of various government sub-
sidies and social benefits. Given that the whole point is to satisfy citizens
to keep the status quo and internal stability, the GCC governments can-
not easily shift the policy supporting generous flow of government spend-
ing to its citizens.
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Meanwhile, Korea experienced a disparate nature of political economy
from the GCC case, which goes back to the President Park Chung-Hee’s
time. The issue of President Park Chung-Hee’s political rule was the fact
that he took the presidential office through a military coup in 1961.
However, he chose to legitimize his take-over and subsequent rule by
rebuilding the national economy through centralized authority. Hwang
(1996) argues that the President Park’s control over the bureaucracy
enabled him to make substantial economic growth happen in Korea,
which helped his regime earn political supports from the people. He adds
further that the President Park took tight control of Chaebols, Korean big
conglomerates, as well to the extent that they were assigned with the
responsibility of export promotion to fulfill and pressured not to join the
activities of political opposition. Chaebols eventually gained a certain
amount of leverage over the government intervention as they became
integral pillars of the Korean economy. Consequently, the political econ-
omy of Park Chung-Hee government resulted in capacity-building of the
private sector.

The GCC leadership is in a fundamental dilemma of diversification
challenges. To develop profitable knowledge-based industries, a vibrant
private sector should be established, in which nationals run businesses
while supplying skilled labor and profitable ideas to the local economy.
However, the GCC governments cannot easily do away with the subsidies
and public offerings because it may otherwise cause domestic instability.
Consequently, the dilemma has been delaying the whole diversification
process in the region until today. Therefore, gradual rearrangement of the
social contract between state and society in the GCC countries is needed
based on considerate negotiations for the rights and duties of both the
governments and the people in order to establish a more effective and
conducive environment to sustainable growth in the region.

CONCLUSION

The GCC countries have achieved a rapid economic growth based on the
unique combination of oil capital and the large scale of foreign labor
imports. Through the growth model, the local economies have made a
substantial quantitative progress including the establishment of a modern
infrastructure that grabs international attention. In addition, the GCC
economies have yielded successful performance in the energy- and capital-
intensive sectors primarily through state-owned enterprises. At a later
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stage, Specialized Cities have been employed as a policy instrument for
further diversification across the GCC region.

However, this GCC model reached its limitations as an effective mech-
anism to achieve sustainable growth as the local economies faced a set of
fundamental challenges that include rapidly growing youth population,
high unemployment rate, saturated public sector, and underdeveloped
private sector. An inclusive solution to all this is to establish a vibrant pri-
vate sector that can create jobs for nationals and motivate them to com-
pete for reward. Yet, the current GCC growth model that runs on the
rentier system can no longer be a valid way for the economic development
in the region. Furthermore, the political economy of the GCC countries
adds another concern for the local governments. Basically, the state-society
relationship in the region is the social contract upon which the govern-
ments gain political supports from the people by satisfying the needs of
the people through the distribution of oil and gas rents. Although it is a
must for the GCC governments to do without the rentier system at some
point in order to complete the diversification process, they may risk the
status quo for doing that because of the social contract. Consequently, this
state-society relationship makes a vicious cycle in which keeping stability
involves one of the biggest obstacles to sustainable growth in the region,
the rentier system.

Compared to the trajectory of the GCC economic development, the
Korean experience has been a quite different path. Korea was a war-
devastated land with no natural resources. This humble condition of Korea
during that time rather helped the country focus on making the best out
of what is given. Korea has gone through industrialization step by step
from the scratch, which became a learning by doing process of national
capability-building. Korea put the most emphasis on developing human
resources through education so that its people can become productive and
efficient units to rebuild the national economy and realize further prosper-
ity. Korea has made constant efforts early on for the local capacity building
through various policies. According to Lee (2009), the intensification of
R&D expenditure and a focus on higher education in the 1980s formed
the foundation for knowledge-driven growth of Korea. The results of
public R&D were shared with private companies, and private R&D was
promoted with tax incentives. In addition, public-private joint R&D was
set up for bigger, risky projects. This implies that the Korean government
understood the significance of the role of private sector in building national
capabilities and facilitating economic growth.
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The most critical point of the Korean experience with regard to the
GCC diversification challenges should be ‘how Korea made a break-
through at the times of crisis’. Korea has encountered a series of economic
challenges. First, the increasing Western protectionism in the 1980s cou-
pled with emerging low-waged developing economies in the international
market significantly affected Korea’s market competitiveness. To get out
of the sandwiched situation, the Korean government formulated various
policies to promote in-house R&D and upgrade the national technology
capabilities. As a result, Korea achieved better competitiveness in the inter-
national market. At the end of the 1990s, the Korean economy was
smashed by the Asian financial crisis. To raise up the plummeted economy,
two former presidents of Korea, Kim Dae-Jung and Roh Mu-Hyun, made
a landmark policy shift particularly in the Cultural Industry policy field
where ‘Cultural Contents’ and ‘Culture Technology’ became official
terms (Chung 2012). Such policy shift and 10 years of political commit-
ment has prepared the foundation for the solid competitiveness of the
Korean cultural industry and the growing global reach of the Korean pop-
ular culture today.

In conclusion, the moments of crisis eventually became the turning
point for innovation in the trajectory of the Korean economic growth.
What has made the breakthroughs possible was the threefold political
efforts: One is the timely policy shift, two is further consolidation of the
policy framework, and three is strong commitment to implementing it.
Thus, the Korean experience as a whole can certainly become both a rel-
evant example and inspiration for the GCC countries to find a break-
through in the diversification dilemma. Specifically, three suggestions can
be made for the GCC diversification challenges:

First, the GCC countries’ policy objectives and strategies for economic
diversification should be established in the long-term perspective, keep-
ing in mind that the goal of sustainable growth involves global competi-
tion one way or another. Thus, it is critical for the policymakers to
coordinate every policy they design for economic development to be
aligned and linked to two essential points—sustainable growth and global
competition.

Second, a policy adjustment is needed to enhance the effectiveness of
policies concerning chronic diversification challenges such as weak pri-
vate sector and workforce nationalization. The new policy direction
should focus on solving the diversification dilemma that mostly comes
from the rentier system and aims to set a new discourse that motivates
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the members of the GCC society to take part in the preparation for the
post-oil era. For this, a redefinition of state and society relationship is
also required to help both the governments and the people understand
what role they are expected to play to achieve the common goal of sus-
tainable growth.

Third, it is crucial to reduce the gap between the impeccable policy
objectives and implementation performance. The GCC countries are now
looking for a new mode of economic diversification. There is no denial to
the fact that the region is facing difficult challenges on the way. However,
the challenges also suggest new rooms for innovation and progress. There
is always a breakthrough in a crisis and it is certainly true for the GCC
countries. The completion of the task is now halfway done as ‘what-to-do’
is clearly identified. What is left is only to put it into serious action.
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CHAPTER 10

Economic Diversification and Empowerment

of Local Human Resources: Could Singapore
Be a Model for the GCC Countries?

Veronika Cummings (née Deffner)

INTRODUCTION

Due to rapid modernisation, a high dependence on foreign imported
workforce and expertise both, the economies of the GCC (Gulf
Cooperation Council) and the most advanced economies of the ASEAN
(Association of South East Asian Nations) are tackling similar political,
economic, and socio-demographic challenges. The GCC countries are try-
ing to diversify the economic revenues to reduce the high dependence of
the hydrocarbon sector, whereas Singapore, as the most developed econ-
omy in the ASEAN community—and desirable “model” for many coun-
tries—is implementing policies to diversify from its strong economic
foothold, the financial service sector. A key for a successful and, thus, sus-
tainable diversification process for the GCC is the empowerment of their
national human capital. Their advanced, swiftly modernised economies
require a local workforce which is sufficiently skilled and experienced.
Both regions, the GCC and the ASEAN, are showing mutual interest
in enhancing their economic ties, and since the mid-2000s, the relation-
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ship between Singapore, in particular, and the Gulf countries has grown
both in scope and depth. Singapore represents one of the most sought-
after models of an advanced diversified service economy, which stimulated
the underlying research project. In some ways, it could offer experiences
with general features and practices for the strategic planning and imple-
mentation of the diversification process and with the focus on education,
research, development, and innovation in utilising its own human resources
to fulfil the demands of the workforce. The objective of this study is to
provide answers to these questions.

Section 2 will give an overview of the economic structure and diversifi-
cation process of the GCC countries. This is followed by an examination of
the challenges by the GCC in its efforts to restructure its labour markets by
empowering its local human resources, a well-known strategy in the region
termed “nationalisation” (i.e. Saudisation, Omanisation, Emiratisation,
etc.; see, e.g. Hertog 2014a; Randeree 2012; Ramady 2010; Al-Lamki
2000; Al-Ali 2008; Toledo 2013). These nationalisation strategies will be
exemplified in Section 3 with specific focus on the Sultanate of Oman. The
country has been chosen as an example because it has the second-highest
proportion of nationals amongst all the GCC countries (following Saudi
Arabia). The pressure of Omanisation is not only high because of the ever-
increasing size of the expatriate workforce, (and thus its ever-increasing
reliance on foreigners) but also due to natural demographic growth that
has prompted the need to create employment for the rising number of
young, local job seekers. The country started implementing its nationalisa-
tion policies relatively early, which makes it a suitable case study to examine
the challenges and obstacles over a certain period of time. The data for this
section is derived from two larger empirical study projects undertaken in
the capital area of Muscat between 2010 and 2016. Around 150 qualitative
interviews were conducted over time with nationals and foreigners work-
ing in the private sector in Oman, focusing on their experiences and per-
ceptions, as well as changes of nationalisation policies and practices.

Section 4 provides an overview on the “(success) story” of Singapore,
a city-state and young nation that is being confronted with similar struc-
tural challenges in diversifying its economy and in dealing with a still high
reliance on an international workforce. As indicated above, Singapore rep-
resents a highly sought-after model for the GCC. Therefore, this given
chapter will be followed by a critical discussion (Section 5) of the question
of whether Singapore could be a reasonable template for the Arab Gulf
States to follow or which lessons can be drawn, at the very least.
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EcoNOMIC STRUCTURES AND DIVERSIFICATION
N THE GCC

The Gulfrentier states have seen a considerable phase of economic reforms
and gradual economic liberalisation policies since the 2000s (see e¢.g. Herb
2014; Hertog 2014b). However, the economic structure of all GCC states
is still challenged by two main and well-known aspects: firstly, they heavily
rely on hydrocarbon revenues which was above all the starting point, and
still is the basis, for the rapid modernisation process in all six countries of
the Gulf Cooperation Council. This dominant national income source is
mainly managed by international companies, hence accounting for the pri-
vate sector. Secondly, the proportion of nationals in the labour market is
outnumbered by the foreign workforce, as distinctly visible in Fig. 10.1,
where the darker grey share of the bars on the right-hand side (“working
non-nationals”) outstrips the share of the “working nationals” of the bars
on the left-hand side. For nationals, the government or public sector is still
the major employer. Hence, foreigners constitute most of the workforce
that basically runs the private sector economy. This, in turn, accounts for
the productivity, which results in the high economic dependence on for-
eign expertise and workforce.

Consequently, the Gulf States are facing two major challenges: firstly,
the need to diversify their economies—in particular towards an autono-
mous diversification of the private sector away from the dominant role and
control of the state (Hertog 2014b, 3)—and, secondly, the replacement of
foreign employees by a sufficiently skilled and experienced domestic work-
force. Both challenges are tied to the push for an improved developed
educational landscape, in particular for higher education and vocational
training programmes, and further investment into research and innova-
tion, to empower the huge pool of young nationals to strive towards
reaching sustainable economic diversification and productivity that is non-
hydrocarbon based and less rent recycling.

The high reliance on the hydrocarbon sector simultaneously drives and
hinders the diversification process in the GCC countries. An economic
turn is being frantically sought due to the finite nature of the natural
resources oil and gas. The Gulf monarchies face different estimates as to
how long their oil and gas resources will last. Bahrain and Oman, for
instance, are estimated to run out of oil in only one and two decades,
respectively, whereas Qatar’s is estimated to last another century at the
current production levels. The estimations for the deposits of natural gas
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Fig. 10.1 Population and percentage of nationals and non-nationals in the GCC
countries (Cartography: H.-J. Ehrig (design: M. Trapp); Data: Gulf Labour
Markets and Migration (GLMM) 2015 (according to the latest available data from
the national institutes of statistics for the period 2010-2015)

vary widely, but most of the GCC countries are clutching to the hope of
substituting oil with gas in the future.

Simultaneously, an economic turn is being impeded by economic vul-
nerability due to the oil price volatility (Malik and Shawkat 2007). The
latter has been affecting the oil-producing countries tremendously since
2014. The level of vulnerability is dictated by three key indicators: the
degree of the reliance on hydrocarbon revenues, a fiscal spending policy
that exceeds oil revenues, and an inefficient production level in the oil sec-
tor which accounts for an overly rapid depletion of the oil reserves (Global
Risk Advisors 2015).
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Bahrain is one of the more diversified economies of the GCC due to its
relatively competitive financial service sector. However, it performs on the
same level as Oman, Saudi Arabia, and Kuwait, where oil and gas make up
the large majority of the export volume (Hamdi and Sbia 2013).

The UAE hold the best record of export diversification, even though
this is solely due to the emirate of Dubai, which has a globally competi-
tive service sector and due to the emirate of Sharjah, which has an
advanced manufacturing sector. The largest emirate Abu Dhabi still is
highly dependent on oil and gas (Callen et al. 2014, 11ff.). Dubai started
relatively early to promote itself as a trade and finance hub in the Gulf
region, with modern infrastructure, a business-friendly environment,
light regulations, large transport capacities for trade and passengers (two
international airports, Jebel Ali Port), and with a rapidly increasing range
of offerings for different types of tourism (ibid., 13). While the construc-
tion, real estate, and financial sectors were significantly affected by the
financial crisis of 2008, the manufacturing and tourism sector kept on
growing, as well as the numbers of exports after 2008. However, taking
the success of Dubai as a model strategy on a larger scale for the UAE, or
even for the neighbouring Gulf States, remains a limited strategy, as
Dubai is a city-state with an overwhelmingly expatriate population of
88.5 percent (GLMM 2015).

Oman is focusing particularly on the tourism sector, investment in the
banking and finance sector, new special economic zones, as well as privati-
sation of governmental companies, especially in the energy sector and in
the water and electricity supply. Through the latter one, the Sultanate is
also aiming for an increase in foreign direct investment. However, the
most lucrative national companies are still government-run, such as Oman
Air, Omantel, and Oman National Transport Company.

These examples are evidence of the multi-layered need to diversify the
sources of economic revenue in the GCC—not only because of the
exhaustibility of natural resources, but also because of its political and
social consequences. Social disturbance is a threat that can arise more eas-
ily in a climate of economic instability and a lack of suitable jobs for
nationals in the GCC (Hertog 2010; Valeri 2012, 2015). If the price of
imported goods increases, and the governmental costs and subsidies have
to be reduced due to the lack of revenues from a consistently low oil
price, discontent amongst the population is predictable. The situation
becomes especially volatile if this occurs in combination with an already
existing sense of resentment from increasing rates of unemployment and
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when a societal differentiation will start progressing further (Herb 2009;
Hertog 2010; Hanieh 2011). The latter one is more predictable in coun-
tries with a larger population and where the majority are national citizens
(like in Oman and Saudi Arabia; s. Fig. 10.1). A rising middle class is
observable which will benefit in the future to varying degrees of the pub-
lic welfare system.

RESTRUCTURING AND NATIONALISING THE LLABOUR
MARKETS IN THE GCC

For a socially stable and economically steady diversification process, a
higher participation of the local workforce in the private sector is being
widely recognised as an essential prerequisite. Incentives for nationals to
aim for a job in the private, rather than in the public sector, might include
the strengthening of alternative social safety nets—as the public sector is
still recognised as the best “safety valve” for local employers.

Therefore, an immediate consequence of the diversification endeavours
is the need to restructure the public and the private sector. To reduce the
high dependence of the GCC citizens on their governments for employ-
ment, and thereby to lower government spending, a transformation of the
public sector and more autonomy of the private sector are widely recog-
nised as the essential starting points. The public sector is still dominating
as the main investor, as strongly controlling instance which is enabling (or
hindering) and driving business, and as main authority which is regulating,
for example, resetting incentives, encouraging collaboration, and provid-
ing infrastructure. But the public sector is also still the most attractive
employer for nationals as it offers a lot of benefits which the private sector
is not providing. Therefore, the private sector has to be strengthened—
not only to prepare the ground for a sustainable diversification process,
but also to create more incentives for the national workforce to aim for an
employment apart from the governmental sector.

The connection between a sustainable economic diversification process
and the need to rethink the structures of the labour markets will be exam-
ined in the following section, with the example of the Sultanate of Oman.
The country represents, together with the Kingdom of Saudi Arabia, one
of the only two countries of the GCC that have more nationals than for-
eign residents.



ECONOMIC DIVERSIFICATION AND EMPOWERMENT OF LOCAL HUMAN... 247

Case Study: Nationalisation Strategies in the Sultanate of Oman

Sultan Qaboos declared 20 years ago in the “Vision for Oman’s Economy:
Oman 2020” that development should not only be understood in terms
of economic progress, but also as autonomy and independence from a
foreign workforce. Thus, in 1995 the Sultanate had already started with
the plan to train and qualify native human capital (Al-Lamki 2000, 2) and
to improve the educational landscape.

In 2015, 56 percent of the total population of 4.15 million in Oman
were nationals and 44 percent were still non-nationals, that is, expatriates
(according to the National Centre for Statistical Information (NCSI),
homepage as of March 5, 2015). Therefore, the Sultanate of Oman has
the second-highest proportion of nationals amongst GCC countries, fol-
lowing Saudi Arabia who has a figure of 67.3 percent (GLMM 2015).
Also, the supply of indigenous workers has not remained low in Oman in
general. Due to natural demographic growth, the younger generation of
Omani nationals has been increasing. Amongst the total population of
Omani citizens living in the Sultanate, 34 percent are younger than 15 and
67.5 percent are under the age of 30. Thus, more than two-thirds of the
local population are ready to enter the labour market, and therefore
request that national citizens be given priority over foreigners with regard
to employment (NCSI 2013, 16).

Despite heightened government efforts to restrict the percentage of
expatriates in the workforce via policies, the proportion of non-Omani
employees in the private sector has continued to rise over the last decades.
In 1985, they accounted for 52 percent of private sector employees and,
in 1995, 64 percent (see United Nations Expert Group 2006, 16), and 87
percent in 2014. This prompted a new intensification of the Omanisation
policies in the last 2 years. Although Oman is heavily reliant on expatriate
workers for advanced technical and professional expertise, as well as for
manual labour (Aycan et al. 2007, 13), the highest demand for expatriates
still exists—as in all GCC countries—in the area of low-skilled occupa-
tions, for example, in the construction sector.

Another interesting fact is that Oman is clearly aiming for an
“In-Country-Value” strategy that is targeting the generation of income in
the national economy that will remain in the country. This is particularly
pertinent against the background of the high outflow of remittances which
reached 10 percent of the GDP in 2010 (World Bank 2011, 16) and comes
hand in hand with the endeavours to nationalise the labour market.
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The most important resource for a sustainable nationalisation process is
a quantitatively sufficient and qualitatively capable human capital to
replace the expatriate workforce. The challenges in substituting foreigners
with nationals in the Gulf region in general are, as already mentioned ear-
lier, the preference of the public sector to the private sector amongst job
seckers, mostly due to the better working conditions (e.g. regulated work-
ing hours, job security, and higher salaries) but also due to frustrations
because of overregulation, high bureaucracy, a strong decision-taking
leadership, favouritism, and lack of investment opportunities for business
start-up’s in the private sector—according to interviews with internation-
ally experienced high-skilled Omani nationals (Muscat, February 2015
and January/February 2016).

Therefore, employers face a challenge finding employable staft to fill
the manpower quota in the private sector as set within the frame of the
nationalisation strategies, particularly in the Saudisation or Omanisation
programmes—and to meet the demands of the private sector economy.

Figure 10.2 illustrates the continuing high dependence in Oman on
international expertise and technically skilled employees who possess ter-
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tiary educational degrees (Bachelor, Master, or PhD) or post-secondary/
non-tertiary education, which means they hold a secondary education and
have enjoyed specific vocational training. The most obvious discrepancy in
terms of education levels exists between Omani nationals on the one hand,
and Egyptian or “Western” nationals on the other. One caveat, must,
however, be mentioned at this juncture: that the age structure of the
selected nationalities in the graph varies considerably, but is not respected
in the statistical data. Nevertheless, the age has a significant influence on
the level of education: while a large proportion of the young Omani popu-
lation is still in education and training, the overriding majority of the expa-
triate community are of working age and have therefore already completed
their education and training.

To meet the objectives in recruiting an Omani labour force, the nation-
alisation plan of the Sultanate includes programmes in vocational training,
mentoring, training of technical, management, operational skills, and so
on. These courses and programmes are accomplished in cooperation with
private firms. Several general policies were introduced to replace expatriate
labour force successively, which are mainly represented in the following
four arcas (Al-Hamadi et al. 2007, 105): firstly, in the area of controlling
procedures which were implemented and set in occupations of expatriate
labour in the private sector, which could easily be omanised, and, sec-
ondly, a strategic, efficient, and suitable manpower plan to meet the needs
of the private sector. Thirdly, the working conditions in the private sector
were improved to increase the attractiveness for nationals. And fourthly,
the support of the government to encourage Omanis to establish SMEs—a
programme which is directly linked to the economic diversification strate-
gies of the government.

However, efforts at nationalising the workforce appear to be failing,
particularly in the private sector, in spite of the introduction of normative
quotas for Omani employees in 12 economic sectors ranging from, for
example, 20 percent in wholesale to 60 percent in transport and commu-
nication and up to 100 percent were targeted in jobs such as department
managers, TV cameramen, accounts clerks, or newspaper vendors (see Das
and Gokhale 2010). The most attractive jobs for Omani employees are
considered to be in the banking, finance, and real estate sectors, as well as
in the telecommunication, travel, and tourism sector. In these areas, the
Omanisation quota has been set around 90 percent in operating, market-
ing, sales, supervisory, and other management positions that are generally
recogised as representative. Other sectors, which are more difficult to
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nationalise, in particular due to the technical skill requirements, include
the oil and gas sector, which shows a significant lower quota of only 30
percent in 2010. The schooling and educational sector is another area that
is difficult to omanise; hence the aimed quota was only 15 percent in 2010
(Ministry of Manpower 2014). Reliable data about the achieved
Omanisation quota are lacking. Although all companies in the private sec-
tor have to report annually their employment statistics; there is still a high
blurring of the de facto replacement of foreign workforce by local nation-
als. Instead, there are high numbers of double employment, for example,
to keep foreign employees to run businesses and to employ Omanis as a
matter of form. However, the quotas for administrative occupations in the
private sector are successfully achieved in most economic areas.

It should also not be overlooked that a large number of jobs in the
private sector are low-skill jobs with pay and working conditions that are
unattractive or even unacceptable for Omanis. Consequently, in the
aftermath of the Arab Uprisings, the protests in Oman in 2011 addressed,
aside from the call for political reforms, the grievances in the public sector.
These included unemployment, unsatisfactory employment and income
opportunities for Omanis, as well as favouritism (Valeri 2015, p. 10). In
response, the government introduced a minimum wage and a 45-hour
working week designed to make the booming sectors (construction, tour-
ism and real estate development, electricity and water, environmental
technology, etc.) more attractive to the indigenous workforce. The con-
tinued growth in the proportion of expatriates in the private sector work-
force in 2011 and 2012 could be behind the renewed increase of the
minimum wage in July 2013.

The major task for politics is to meet those individual and economic
interests and challenges, and to synthesise them in the form of sustainable
policies in the framework of the nationalisation programmes. The chal-
lenge therein consists in balancing the two sides of the same coin: on the
one side, policies have to grant an increase in economic productivity, and
to reduce hydrocarbon dependence. On the other side, strict rules have to
be imposed on private companies to comply with the Omanisation targets
and quotas. State-led changes and adaptations of the working conditions
aim to make the private sector more attractive for national job seekers.
Therefore, actions were undertaken, for example, the increase of a guaran-
teed minimum wage, the introduction of a 45-hour working week, and
holiday entitlement that was in line with the public sector.
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Another mounting challenge is the creation of new jobs in light of the
young and growing population of Oman. Qaboos and his government
took immediate action after the protest in February and March 2011,
which showed the anger of the country’s youth about the limited access to
jobs in the private sector and the increasing unemployment rate. Around
50,000 new jobs were created, mainly in the public sector (police, military,
etc.). However, to meet the expectations of these adolescent Omani citi-
zens, around 60,000 new jobs need to be created each year.

THE SINGAPORE STORY

The geographically small country of Singapore, with its 5.4 million inhab-
itants, is characterised and known for its highly developed and, from a
capitalist point of view, successful free-market economy. Singapore ranks
one of the highest incomes in the world with US$81,300 per capita (est.
2014, Central Intelligence Agency 2015). The GDP is mainly generated
in the service sector (74.7 percent), complemented by the industry sector
with 25.3 percent (est. for 2014, CIA 2015).

The city-state rose over the last 50 years to become a competitive player
in the era of information-driven global economies. Singapore started
immediately after its independence from Malaysia in 1965 to focus on its
contemporary role as major global hub for finance and trade—which is all
the more remarkable given its land scarcity, the lack of any natural
resources, and the demographic situation of a population that only immi-
grated within the last century and didn’t share a common history and
identity in its founding years.

Nonetheless geography matters (Sparke et al. 2004 ), though less so in
terms of territorial size: Singapore’s strategic location and natural harbour
at the mouth of the Malacca Strait (the “Suez Canal of Asia”), helped
greatly to revitalise its former historical importance as a maritime trading
post. It has become a global trading and financial hub in one of the most
dynamic regions in the world, connecting the still growing Asian market
with established economic regions in the rest of the world. As a pan-Asian
business hub, Singapore offers an excellent location, from the perspective
of international companies, for the performance of their strategic
operations.

The essential elements of Singapore’s economic success are mostly
described as being the free trade and the rule of law. The latter is based on
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the tradition of a strong, pragmatic, and stable government that was ini-
tialised by Singapore’s first Prime Minister Lee Kuan Yew. Referring to his
ambitious goal, Singapore turned under his strict laws from “third world to
first” (Yew 2000) and became what it is famous for today: order, cleanli-
ness, and discipline. Even though an active government might appear
somehow antagonistic for today’s global economy, the prudent policies are
also responsible for the international reputation as safe, trustworthy, and
thus attractive business environment. Transparency International attested
Singapore one of the lowest corruption rates worldwide in 2014 (placing
seventh out of 175 countries), very low tax rates, and an case regarding tax
forms and visa regulation and acquisition. For 11 consecutive years,
Singapore ranked top of the World Bank’s “Ease of Doing Business” list
that comprised the following categories: starting a business, dealing with
construction permits, getting electricity, registering property, getting credit,
protecting minority and investors, paying taxes, trading across borders,
enforcing contracts, and resolving insolvency (World Bank Group 2015).
Singapore has benefitted thoroughly from globalisation. However, it
also showed points of vulnerability towards the global entanglement of its
economic activities. The first risk rose on Singapore’s booming horizon
after two decades of immense growth in the 1970s and 1980s. This
growth was basically due to factor accumulation, that is, the input of for-
eign labour and capital, instead of increasing the factor productivity (with
the same amount of labour and capital). Especially for the tremendously
booming construction sector, high numbers of low-paid foreign work-
force have been employed. Against the background of increased efforts
for economic diversification and successful global competitiveness,
Singapore’s economy has seen increasing productivity. However, this eco-
nomic growth was also based on the attraction of (new) foreign capital
and a highly skilled foreign workforce, for the newly diversified sectors of
innovation and new technologies. Critical voices point out that this devel-
opment easily contains the risk of neglecting the utilisation of domestic
resources; furthermore, it could also have the “unintended consequence
of ‘crowding out’ or even ‘chasing away’ local talent, capital and entrepre-
neurship” (Lim 2009). The aftermath of the Asian financial crisis
1997-1998 also showed the vulnerability of Singapore’s small and open
economy in its global entanglements. In particular, because of Singapore’s
ongoing reliance on the revenues of financial services, which still are about
11 percent of the GDP (Grant 2014, 19). Singapore’s exports declined,
and the city-state became significantly vulnerable in the volatile electronics
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and pharmaceutical sectors, which have been the emerging branches of its
diversification strategies.

To address these identified risks, the government of Singapore improved
its” “Productivity and Innovation Credit Scheme”, that aims to provide
tax benefits for businesses which invest in productivity improvement and
training for their employees. Over the long term, the government seeks to
balance the attraction of new economic sectors—and with them a suitable
inflow of a skilled foreign workforce—and the creation of diversified job
opportunities for its own workforce. Therefore, the current policies
acknowledge the importance of foreign talents who bring the required
skills for building up new economic sectors, investing capital, and found-
ing enterprises for a more diversified economy. At the same time, the gov-
ernment invests largely in research, investment, and enterprise for its own
local workforce: between 2011 and 2015, S$16.1 billion were spent for
the educational landscape that try to build strategic links between research
and innovation; institutions like the National University Entrepreneurship
Centre are often associated with research universities, for example, the
governmental National University of Singapore. Singapore has four
autonomous universities and five polytechnic colleges. The structure,
emphasis, and quality of Singaporeans knowledge landscape hit the target
squarely in making Singapore a hub of talent and innovation, enterprise,
and excellence. The focus on science and technology to build up “innova-
tive capabilities” (Lim 2009) for high-end manufacturing bears fruit today,
in particular in the sector of biomedical sciences, in aerospace, or precision
engineering, where the government is aiming to establish research insti-
tutes in cutting-edge fields. The biggest project Biopolis, on which hopes
are pinned, represents a newly built campus that shall combine science and
business interests in the fields of biotechnology and pharmacy. The cam-
pus hosts a variety of governmentally funded research institutes, in combi-
nation with research laboratories of private companies.

This governmentally promoted cultivation of excellence in education has
led to a skilled middle class who has provided the necessary manpower for
the country’s economy. In particular, the efforts in the educational sector
have led to a rising entrepreneurial class, that is, an increasing number of
Singaporeans who are willing to start a business. In addressing cultural val-
ues and mindsets, an Economic Review has been commissioned by the gov-
ernmentin 2001, attesting an evolution of “new social values which celebrate
entrepreneurship and risk-taking by promoting a culture that accepts diver-
sity and failure, and embraces a broad notion of success” (Lauria 2014).
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However, to maintain its capability for economic resilience, Singapore
is still reliant on its numerous foreign workforce. According to govern-
ment statistics for December 2011, 43 percent of foreign workers came
from the service sector (foreign domestic workers not included), 30 per-
cent worked in construction, and the remaining 27 percent were in manu-
facturing. Regarding natural demographic development, the chances of
significantly reducing the share of the foreign workforce does not appear
to be too high as the Singaporean population is ageing and shrinking. The
society is going to experience an unprecedented age shift within the next
15 years: 2020 is expected to be the tipping point, when the number of
senior citizens who are entering retirement will outnumber the younger
citizens joining the workforce. Since the birth rate is low, the population
will also start declining from 2025 onwards, if not offset by immigration
into the country (Government of Singapore 2013, 2015). The current
policies therefore aim to encourage more women and senior citizens to
enter and stay in the workforce. This policy appears somehow ironic, given
the already existing difficulty for the elderly; that many have to work far
beyond the retirement age to sustain their livelihoods, which is for many
not adequately covered by a governmental pension scheme.

But, regarding the reliance on foreign workforce, one important aspect
has to be mentioned, too. Singapore is facing a similar situation as the
GCC countries: the majority of the high number of foreigners is working
in the low-skilled and low-paid sector. They are working for lower salaries
than nationals, due to the wage differential between their home countries
and the destination countries. The reliance of the latter ones on foreign
workforce is not only a question of the quantitative demand of the indi-
vidual workforce, but also a question of the willingness of national citizens
to take over the lower paid jobs (e.g. as domestic workers, in the construc-
tion sector, etc.). The most sought-after jobs are the better-paid and rec-
ognised “white-collar jobs” (management positions, etc.), where the high
presence of high-skilled foreigners starts to be seen critically as a challenge
that has to be overcome in the age of nationalisation and the strengthen-
ing of national identity (Yeoh and Lam 2016).

CAN SINGAPORE SERVE AS A MODEL FOR THE GCC:?

The attractiveness to look “eastwards” for suitable models for the GCC (e.g.
Ministry of Trade and Industry Singapore, 2013) to further diversify their
economies and increase their own human capital is based on a variety of
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reasons that distinguish West and Southeast Asian countries and societies
from the highly industrialised countries and normative “Western” concepts
of modernity. The Arab Gulf countries share with other Asian countries in
particular historical (trading) connections, certain sociocultural values (in
particular in distinction to Western societies), but most of all a relatively
young history of economic modernisation that only started in the middle
of the twentieth century (in the sense of: entering the highly interlaced
world economy). Nevertheless, a further look at the economic, political,
and social structures of the Arab Gulf monarchies and Singapore makes it
rather difficult, eventually impossible, to take Singapore as a model for the
development and modernisation goals of the GCC countries, as the follow-
ing preliminary conclusions on these reflexions aim to highlight.

Concerning the major question of economic diversification, the Arab
Gulf countries are facing, to varying degrees, structural obstacles in their
endeavours to diversify and nationalise their economies. This is basically
due to the antagonist common denominator of strong governments and
weak institutions. Most policies of the Gulf monarchies still sustain the
dominance of the public sector and the too-long neglected national pri-
vate sectors; simultaneously, the institutional landscapes are showing
weaknesses in the coordination of policy implementations and the effi-
ciency of legal and regulatory systems. Transparency and accountability
are important for creating conducive business environments; however, the
majority of the Arab Gulf rentier economies still shows impeding cases of
favouritism. According to Transparency International (2014), the GCC
countries were listed with the following indices for corruption perception
in 2014: Out of 175 countries, Kuwait ranked 67, Oman 64, Bahrain 55,
Saudi Arabia 55, Qatar 26, and UAE 25.

Singapore has also experienced a governmental (basically “one-party”)
leadership that is known for being strict in law; but it owes its economic
success—and take-oft in terms of the diversification away from the strong
foothold of the financial sector—to the fact that it enables a reliable busi-
ness and investment environment that also encourages entrepreneurship
for SMEs, due to prudent regulations, low tax rates, free trading struc-
tures, and a perceived high level of transparency.

On the subject of the empowerment of national human capital, a com-
parison would also start from uneven prerequisites and structures. The lack
ofinnovation and limited investment in research and development is a weak-
ness that most of the GCC countries are suffering from. Singapore started in
its early phase of modernisation already with very strategic investment into a
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knowledge landscape that specifically targets the combination of research
and innovation. The main incentives therefore were to meet the demands of
a diversified economy, to play a leading role as an innovation hub, to increase
local productivity, and to diversify job opportunities in high-technology
branches, but also to offer an educational landscape to build up a well-skilled
national workforce (Wiesemann et al. 2014). Singapore was never blessed
with natural resources; therefore, the emphasis of its politics has always been
on the value of excellence and discipline in knowledge production. But, it
also has to be taken into account that Singapore is a city-state with a high
percentage of young, dynamic, mobile, urban professionals, respectively,
with a high attraction due to lifestyle diversity etc. Moreover, the labour
market is highly competitive, which is also crucially distinguishing in its neo-
liberal order that offers little space and protection for more vulnerable
groups (low-income employees, elder or unemployable people, etc.).

While all distinguishing aspects are fluid and still can change over time,
one factor can’t be changed and has to be taken into account critically: the
disproportionate nature of geography that matters. Singapore is a small
and limited city-state that has no regional disparities, for example, between
a rural and urban population. It has no economic hinterland at its own,
but a highly controllable land area. The city itself represents and concen-
trates all economic activities and is its own consumer for all kind of ser-
vices. Thus, larger countries like Saudi Arabia, Oman, and Kuwait can
hardly use Singapore as a holistic transferable model. A commonly drawn
comparison, however, can be found between the “city-emirate” Dubai
and the city-state Singapore.

The shared challenges of Singapore and the GCC countries can be seen
as a fruitful field to exchange experiences or to cooperate in finding suit-
able solutions. All considered countries are facing, to varying degrees, the
need to diversify their economies further, for example, towards manufac-
turing and other services, to divert monetary and human capital, and to
maintain economic resilience. An important link for exchange or coopera-
tion can be seen in the petrochemical industry, which is in particular
important for the economy in Singapore as the country imports a lot of
crude oil, using it for refined petroleum products.

But the highest potential for a fruitful exchange of experiences lies in
the variety of societal questions that are connected with the emergence of
differentiating urban societies, and how they are dealing with identity, citi-
zenship, and diversity—even though these aspects are not high on the
agenda of'the official and public discourse. It be overseen that all considered



ECONOMIC DIVERSIFICATION AND EMPOWERMENT OF LOCAL HUMAN... 257

countries are currently experiencing an era of strengthening the identifica-
tion with the nation (e.g. Erskine-Loftus et al. 2016; Cooke 2014;
Velayutham 2007). The reasons for the awakening of national identity
amongst the GCC citizens can be related to coincidence between the
overwhelming presence of foreign employees in their countries with
increasing rates of unemployment amongst the youth and the still modest
representation of local citizens in the private sector economy. Singapore is
experiencing similar tendencies but rather in a way “top-down”. The soci-
ety is showing an impressive level of acceptance and tolerance towards a
multi-cultural “living together”. However, cultural politics react and are
aware of the decreasing birth rate, which has been below the reproduction
level of 2.1 for more than three decades with a total fertility rate of only
1.20 children per woman (data for 2011, Government of Singapore, 9),
and a persistently high immigration rate. Hence, some see critically an
overturning of “the very essence of a Singaporean identity that [the] fore-
fathers built up” (Grant 2014, 19; citing Sudhir Thomas Vadaketh, a
Singaporean local writer). The idea of this highly developed country is
that a local population that strongly identifies with its own values is the
best human capital and success factor to foster economic growth. Hence,
the Singaporean government is highly emphasising, in particular this was
perceivable within the realms of the 50th anniversary celebrations of the
founding of the nation in 2015, the national identification amongst its
citizens. At the same time, the Singaporean government is publicly
acknowledging its heterogeneity and cultural diversity as a capital for a
“global city”. This is still a longer way to go for the Arab Gulf countries.
But in the aftermath of the Arab spring, the remembrance of a national
consciousness has facilitated bottom-up movements and a willingness
from the people aiming to strengthen the national identity.
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