


abroad in specialist clinics, with transportation as well as accommodation costs for patients
and their relatives paid for by the state (Crystal 1992: 62).

Beyond these social programmes, the state also initially invested heavily in public
infrastructure and the development of an industrial base in a state-led drive for economic
diversification. Infrastructure in the form of roads, harbours and an airport was key to any
future growth of economic activity outside the all-dominating oil sector. While such
infrastructure projects were initially essential to Kuwait’s progress, the limited returns on
government investment in the industry soon became evident. A lack of planning behind parts
of the infrastructure development projects during the 1950s and 1960s in particular have been
criticized (Al-Sabah 1980: 110-11). Unsuccessful cases of national companies include
Kuwait Airways, which has been making losses for several decades, since its establishment in

1954 (Al-Sabah 1980: 63).

3.2. Land purchases
A second channel for the distribution of Kuwait’s oil wealth, particularly during the 1950s
and 1960s, was Kuwait’s land purchase programme. Despite its name, the programme was
essentially designed as a form of transfer system with the aim of channelling the state’s
rapidly growing rent income to the population, while also redistributing land ownership on a
large scale (Al-Sabah 1980: 57; Khouja and Sadler 1979: 44). Under the land purchase
programme during the 1950s and up to the 1980s, the central government bought land that
was not in use from Kuwaiti nationals at highly inflated prices, retained some for public
buildings, and sold the remainder back to the public at low prices. These transactions implied
transfers of wealth to both sellers and purchasers of land. In the early 1960s, one quarter of
total government expenditure went into the land purchase programme (Al-Sabah 1980: 57).
The programme, however, lost its momentum during the 1980s and 1990s. Today,
less than 3 per cent of total government expenditure is on land purchases (KASA 2008: 229,
Table 145). The decline of the programme may have been partly due to the decline in land
available for purchase, but it may also have been a response to severe criticism aimed at the
programme throughout the 1960s and 1970s. Some observers objected that it was a highly
inequitable redistribution of wealth and a major distortion of the real estate market (IBRD
1965: 45; Al-Sabah 1980: 57; Crystal 1992: 62). A World Bank report from 1965 describes

the land purchase programme as ‘a rather indiscriminate and inequitable way of distributing



the oil revenues. In addition, probably the largest share of these funds are invested abroad, so
that the land purchase program fails to accomplish its main objective of invigorating the
Kuwaiti economy’ (IBRD 1965: 4). Crystal argued that the main beneficiaries of the
programme have been Kuwait’s wealthy seafaring and pearl-trading families, who
historically owned most of the land bought by the government. In many cases, the land was
later bought back by the same families who had sold it, resulting in large net profits for those
families, leading essentially to ‘a transfer of wealth from the state to the rich’ (Crystal 1992:
62). In addition, Ismael found that the programme profoundly distorted land and property
prices, and invited large-scale property speculation (Ismael 1993: 102—4). Inflated property
prices as well as access to land for building have remained a problem in Kuwait to this day,

for both residents and the business sector (personal interviews, March 2010).

3.3. Public transfer payments and pensions
The 1950s also witnessed the beginnings of a rapidly expanding social security system based
on transfers paid directly to Kuwaiti nationals or businesses. Initially these transfers were
aimed primarily at poverty reduction, and were thus conditional on grounds such as low
income, illness and disability, widowhood, divorce and unemployment. In subsequent
decades Kuwait’s transfer system became broader, and developed into the single largest item
on the government budget, surpassing general development expenditure and land purchase
allocations. As can be seen from Table 2, the item ‘miscellaneous expenditure and transfers’
constituted 43 per cent and 59 per cent of total government expenditure in 2007/8 and 2008/9
respectively. This category can be further broken down into miscellaneous expenditure,
domestic transfers and external transfers. In 2008/9, domestic transfers constituted the bulk of
this expenditure item, accounting for close to 50 per cent of total government expenditure.
The 2008/9 figures have been inflated by the dramatic increase in transfers made to the
pension fund in that year (discussed below). However, the 2007/8 figures still reveal the
importance of such transfers in the Kuwaiti welfare system. In 2007/8, domestic transfers
accounted for 25 per cent of total government expenditure, similar to the expenditure on
wages and salaries in that year.

Domestic transfers have evolved into a complex system of different forms of
government support which include transfers to individuals, civil institutions and public

institutions (which include the Public Institute for Social Security (PIFSS), the body
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Table 2. Government expenditure (KD million), 2007/8-2008/9

Type of expenditure 2007/8 % oftotal  2008/9 % oftotal
Wages and salaries 2,477 25.5 3,039 16.6
Goods and services 1,768 18.2 3,002 16.4
Vehicles and equipment 90 0.9 122 0.7
Projects, maintenance and land
purchase 1,206 12.4 1,358 7.4
Miscellaneous expenditure and
transfers 4,157 42.9 10,741 58.8
Miscellaneous expenditure 1,283 1,286
Transfers (domestic) 2,509 8,920
Transfers (external) 365 535
Total expenditure 9,698 100 18,262 100

Source: Ministry of Finance of Kuwait (2008/9).

responsible for administering and paying out public pensions), general subsidies, support for
private sector activity and businesses and support for the national labour force outside the
public sector (see Figure 1). In 2008/9, by far the most important component of domestic
transfers was pensions, which cost more than double the government expenditure on wages
and salaries. In 2008/9, out of the KD10,741 million spent on miscellaneous expenditure and
transfers, social security payments cost KD6,877 million, an enormous 38 per cent of total
government expenditure (Ministry of Finance of Kuwait 2008/9; see Appendix B below).
This spending is the result of many decades during which a large share of the Kuwaiti
national workforce has been in public employment. The extent of the cost of Kuwait’s
pensions programme prompted the unusual move by the government of levying a type of
social insurance contribution on each national’s wage, paid by employers of Kuwaiti
nationals (10 per cent of the wage rate with a cap at KD2,250) as well as by national
employees (5 per cent of the monthly salary; Government of Kuwait 2010). However,
pension payments far surpass government social insurance receipts, implying that pensions
are not just a form of saving for individuals, deferring expenditure when young in order to
have an income when retired, but another means for the government to transfer oil rents to
individuals. Indeed, they clearly comprise the largest channel of rent distribution in Kuwait.
Other transfers to individuals comprise around 7 per cent of domestic transfers. They
are very diverse and include annual housing loan forgiveness on the grounds of poverty or

death, a marriage fund that enables young Kuwaiti men from low income families to pay the
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Figure 1. Distribution of domestic transfers by various categories, 2008/9
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Source: Ministry of Finance of Kuwait (2008/9).

obligatory marriage dowry, and irregular untargeted transfers. Examples include Amiri grants
that are paid irregularly to each national at a fixed rate per head, as a kind of bonus at times
of high oil revenues,’ and general loan forgiveness to Kuwaiti nationals, often used to write
off capital or interest on the financing of home maintenance, holidays abroad or cars.
Transfers to civil institutions include financial support to private education institutions,
newspapers, clubs and unions. Though they fall into the category of general subsidies,
payments under this heading refer to transfers made to individuals and include items such as

extra allowances to protect households against the rising cost of living. These general

? The last time an Amiri grant was paid out to all nationals was in the fiscal year 2006/7. The grant was worth
KD 200 per citizen, or US$690 (NBK 2006: 25; IMF 2009: 20).
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subsidies do not include other types of subsidy such as production subsidies to the electricity
and water sectors. These are discussed in detail in the next section.

In the external transfers category, health services constitute the largest share,
accounting in 2009 for 65 per cent of external transfers (Ministry of Finance of Kuwait
2008/9: 34, Table 8). These transfers are provided for Kuwaiti nationals in need of medical
care in foreign countries and students studying abroad. As seen in Table 2, however, external
transfers constitute a small share of total transfers and general government expenditure.

Figure 2 shows the share of transfers out of total household expenditure by fifteen
income groups for Kuwaitis and non-Kuwaitis. As seen from this graph, for Kuwaitis the
share of transfers in total households’ expenditure does not follow a uniform pattern. It varies
between 8 per cent and 13 per cent while the poorest group receives 15 per cent of its income
in transfers.'® For non-Kuwaitis the picture is different. As we move up the income ladder,
the share of transfer in total household consumption expenditure increases unevenly up to the
eleventh expenditure group, then declines slightly for the top four groups. Thus for non-
Kuwaitis, transfers appear somewhat regressive in nature. The share of transfers out of total
expenditure in the lowest income groups is greater for Kuwaitis, while in the higher income
groups it is greater for non-Kuwaitis.

It may seem surprising that the Kuwaiti government would give transfers to non-
Kuwaitis. Does it imply a ‘pure’ transfer of rent to non-Kuwaitis alone? While non-Kuwaitis
seem to benefit from transfers, these also benefit Kuwaitis indirectly by allowing businesses
to pay immigrant workers a lower nominal wage. The same point applies to price subsidies,

which are also enjoyed by non-Kuwaiti residents.

3.4. Subsidies

The Kuwaiti government subsidizes a number of goods and services, including electricity,
water, food and housing. The measurement of subsidies is often a contentious issue, as one
needs to compare the price charged to domestic consumers with some measure of cost. This,
however, is not straightforward, as there is more than one concept of cost (the average cost,
the marginal cost and the opportunity cost) and it is not always clear which measure is used

in the different studies.'' This can, in part, explain the large divergence in estimates of

' No Kuwaitis fall into the first income group.
"' From an economic point of view the correct cost to use is the opportunity cost, but this is not always followed.
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Figure 2. Share of transfers out of total expenditure by income group
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Source: Government of Kuwait (2008); authors’ own calculation.

subsidies between different organizations. Furthermore, some studies tend to treat transfers
and subsidies in the same manner, which makes comparisons across studies meaningless.
Nevertheless, regardless of the concept of cost used, subsidies are widespread in Kuwait, with
those for electricity being the most important followed by those for education, health and
water. According to a World Bank study, in 2003, subsidies accounted for 20 per cent of
GDP, though this figure includes some of the transfer payments discussed in the previous
section (see Table 3).

Though provision of subsidies can be seen as an additional means to distribute the oil
rent, subsidies are highly inefficient, leading to over-use of the subsidized good or service.
Subsidies distort the allocation of resources by diverting part of the oil total from exports
(sold at international prices, i.e. the opportunity cost of oil) towards domestic use in power
generation or water desalination (sold at a fraction of international prices). Subsidies can also
be regressive, in that in many instances richer households tend to capture the bulk of them.
Finally, subsidies are entrenched in institutional barriers and lock-in mechanisms that make it
difficult to abolish them. This is especially true in oil-rich countries where the local
population considers access to cheap energy as their birthright.

Due to data limitations, this section will focus only on a few sectors were subsidies

are highly prevalent, mainly electricity and water. According to Table 3, electricity
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Table 3. Estimated subsidies in Kuwait (KD million), 2003

Subsidy Consumption subsidies Production Total % of
subsidies subsidies  grand
total

Kuwaitis Expatriates  Total

Electricity 157.6 127.8 2854 139.6 425 23.8
Water 71.7 48.5 120.2 394 159.6 8.9
Fuel 0.3 0.2 0.5 4.4 49 0.3
Housing loans 126.9 - 1269 - 126.9 7.1
Renovation
loans 7.4 _ 7.4 _ 7.4 04
Marriage loans 8.7 - 8.7 - 8.7 0.5
Industrial loans _ _ - 4.1 4.1 0.2
Government
housing 67.5 _ 67.5 0 67.5 3.8
Government
plots 49.7 _ 49.7 271.2 320.9 18
Healthcare 70.2 91.8 162 _ 162 9.1
Education 246.2 70.5  316.7 _ 316.7 17.7
Transportation 0.4 6.7 7 - 7 0.4
Communications 8.6 4.6 13.2 4.4 17.6 1
Direct
government aid 34.5 - 34.5 - 34.5 1.9
Basic food items 5.2 _ 5.25 _ 2 0.3
Cleaning and
maintenance 54.7 359 90.6 26.2 116.8 6.5
Grand total 909.6 386 1295.6 489.3 1784.9 100
Ratio of subsidy
to %:

Government

revenues 17.4 7.4 24.7 9.3 34.1 _

Government

expenditure 22.7 9.6 323 12.2 44.5 -

GDP 10.2 43 14.6 5.5 20.1 _

Source: World Bank (2005: 59, Table 2.5).

consumption and production subsidies amounted to KD425 million in 2003, around 6per cent
of total government revenues during that year. All residents, both nationals and expatriates,
enjoy subsidized electricity prices. Electricity prices for the residential sector in Kuwait are
the cheapest in the Middle East, standing at around US 0.7 cents per kWh (see Figure 3).

Subsidized prices are among the many factors — perhaps the most important one — that can

15



Figure 3. Residential electricity prices in selected Arab countries and the US (US¢ per kWh),
2008
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Source: Arab Union of Producers, Transporters and Distributors of Electricity (2008); data for Kuwait from
Eltony and Al-Awadhi (2007).

explain why Kuwait has the highest electricity consumption per capita in the region (Figure
4).

As in the case of electricity, water tariffs are very low and do not come close to
covering the cost of production. In 2002 the water tariff ranged between US$0.18/m” and
US$0.57/m’, depending on the end user, while the cost stood at around US$1.98. The
resulting subsidy therefore amounted to about US$830 million in 2000, about 2.4 per cent of
GDP and 5.9 per cent of oil export revenue (World Bank 2005). As seen in Table 3, both
Kuwaitis and non-Kuwaitis benefit from water subsidies directly through consumption
subsidies and indirectly through production subsidies.

While the underlying method used to calculate water and electricity subsidies is not
clear in Table 3 and hence one may doubt the reliability of the figures, the data on
government revenues and expenditure can shed some light on the extent of the problem. In

2009, the revenues from the water and electricity sectors constituted only 3.2 per cent of
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Figure 4. Electricity consumption per capita in selected Arab countries (kWh), 2008
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government spending on these sectors. Such a large gap imposes a heavy financial cost on the
government budget.

In addition to electricity and water subsidies, the government provides food subsidies
on certain basic items, such as rice, sugar and cooking oil, through the use of ration cards.
Judging from Table 3, these subsidies are relatively small, and benefit Kuwaitis only.

Married Kuwaitis who meet certain criteria are also entitled to housing subsidies.
These can be used to purchase plots or houses from the National Housing Authority at prices
well below cost, though the scheme has a long waiting list. While waiting, eligible Kuwaitis
are entitled to rent smaller houses from the housing authority at a fraction of the market rent.
The government also subsidizes construction material for houses built on lands purchased
from the National Housing Authority.

Figure 5 shows the share of housing, water, electricity, gas and other fuels out of total
households’ budget by fifteen income groups of nationals. As seen from this figure, the share
for this category out of total expenditure does not show any significant pattern. Apart from
the lowest income group, the shares are quite similar across the various income groups. This

suggests that universal subsidies on electricity, water, housing and fuel will not have any
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Figure 5. Expenditure on category out of total expenditure by income group, 2007/8
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strong distributional impact. In contrast, the share of food, beverages and tobacco in total
expenditures declines as income rises, following Engel’s Law, with the poorest group
spending nearly three times as much as the richest group in proportional terms. This implies
that food subsidies are likely to be progressive.

There are two arguments that can, in the right circumstances, be used in favour of
subsidies. First, if the social cost of a good is lower than the private cost — for instance, if a
positive externality implies that there is some social benefit to consuming the good that is not
reflected in its price — then it will be efficient to provide a subsidy that brings its private cost
or price down to the level of its social cost. In this case the subsidy will increase efficiency,
not reduce it. Secondly, even if the subsidy is inefficient, it may be a ‘second best” way to
distribute income to certain groups, if direct distribution of cash is not feasible. Thus
subsidizing low-quality foodstuffs consumed predominantly by the poor can be a way of
reducing poverty if targeting direct transfers at the poor is difficult, as it may be since the
poor are typically hard to identify (Cornia and Stewart 1993).

We have just seen that food subsidies are progressive in that they benefit the poor
proportionately more than the rich, which may justify their use. In the case of housing, water,
electricity and other fuels, however, it appears that the subsidies have no clear distributional
impact and tend to benefit more those households in the high income group, and hence are

regressive. It also seems clear that there are no positive externalities associated with the
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consumption of these goods. On the contrary, environmental considerations would suggest
that there are negative externalities associated with the consumption of fuel and power. These

subsidies are therefore wholly inefficient.'

3.5. Public employment

A job in the public sector is guaranteed to Kuwaiti nationals and comes with attractive
salaries and benefit packages. In consequence, 91 per cent of the Kuwaiti national labour
force works in the public sector, while 98 per cent of private sector jobs are occupied by non-
Kuwaitis (calculated from numbers from KASA 2008: 113, Table 71). Government
expenditure on wages and salaries is typically about 20 per cent of total expenditure, the
second largest budget item after transfers (KASA 2008: 224, Table 142)."* Wage
discrimination between Kuwaiti nationals and expatriates further adds to the perception by
many Kuwaitis that their job is a form of entitlement based on nationality (Al-Sabah 1980:
116; personal interviews, March 2010).

There is a widespread perception that Gulf Cooperation Council (GCC) governments’
policy of distributing rents through provision of employment in the public sector has led to
‘overstaffed bureaucracies’ and ‘overgrown public sectors whose omnipresence in the
economy stifles the private sector, distorted work incentives, and extreme dependence on
governments to provide jobs [sic]’ (Eifert et al. 2003). Given that most public sector output
does not have an observable market value and hence cannot be measured in an
uncontroversial way, there is no straightforward way to test such claims. Nevertheless,
evidence suggests the existence of a highly segmented Kuwaiti labour market induced by an
implicit guarantee of employment in the government sector. Due to the substantial size of oil
rents, the Kuwaiti government has been able to afford relatively high wages, job security,

social allowances and generous benefits for public employees. As a result, the gap between

2 One further argument for subsidies sometimes given by policy makers is that they reduce inflation. This
argument is not, however, valid in general. A distinction has to be made between the price level and the rate of
inflation. A subsidy lowers a given price and thereby probably lowers the overall price level, so removing a
subsidy will result in a one-off rise in the price level. However, in the absence of other pressures, this implies
only a one-off rise in inflation: once the subsidy has gone and the average price has risen there will be no
continuing inflation. But though the price level has risen, the country has saved the money it was spending on
the subsidy, and overall the country is better off. So if the price level has risen by 1 per cent then nominal
income will have risen by more than 1 per cent. Thus this inflation-based argument for subsidies is spurious.
*In the fiscal year 2008/9, wages and salaries rose in absolute terms but were down to 16.6 per cent of total
expenditure. This is due to an extraordinary increase in the government’s spending on miscellaneous
expenditure and transfers. See also Table 2 above.
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the private and public sector wage remains wide (especially if one takes into account the non-
wage benefits), leading to high reservation wages for Kuwaitis. Thus, there is little incentive
for nationals to take on employment in the private sector. Unlike other countries in the GCC
where the private sector accounts for the bulk of employment growth, the Kuwaiti public
sector continues to be the major source of employment generation for nationals, accounting
for more than three-fourths of employment growth in Kuwait during the period 1996-2000
(Fasano and Rishi 2004).

If it is true, as most observers appear to believe, that a significant share of Kuwaiti
public sector employment is not productive, then the drawback of public employment as a
form of rent distribution is that it prevents public sector employees from doing productive
work in the private sector. It presents the employee with the following choice: be
unproductive in the public sector and be rewarded with oil rents, or be productive in the
private sector and do not be rewarded with oil rents. Moreover, beyond the immediate
problem of currently unproductive workers, over-employment in the public sector can cause a
failure to develop skills that would lead to growth and higher productivity. In this way, public
employment as a form of rent distribution distorts incentives to produce, creating an
inefficient and segmented labour market.

The Kuwaiti government has, however, partly responded to this problem by
subsidizing Kuwaiti labour in the private sector: KD200 million are annually channelled to
private sector employers who employ nationals, in addition to government campaigns
promoting the Kuwaitization of the private sector. In 2008 another KD138 million went to
the National Labour Support programme, which subsidizes Kuwaiti nationals’ wages in the
private sector with an average of KD180 per month, plus additional payments for spouses and
children, adding up to the same benefits paid by the state to public sector employees (NBK
2001-9 (2001): 9; Ministry of Finance of Kuwait 2010: Table 15; personal interviews, March
2010). While subsidizing Kuwaitis to work in the private sector helps to reduce the distortion
that draws them into the public sector, such subsidies may create the additional distortion of
encouraging private sector employers to employ Kuwaitis over better-qualified non-

s 14
Kuwaitis.

" This distortion would occur if employers found it cheaper to employ Kuwaitis, which would be the case if the
wage gap between Kuwaitis and non-Kuwaitis were smaller than the total subsidy for employing Kuwaitis.
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3.6. Transfers to the business sector
While employing less than 10 per cent of the Kuwaiti national labour force, Kuwait’s private
sector employs more than 75 per cent of the country’s total labour force, including expatriates
(KASA 2008: 113, Table 71). The private sector dominates not only services, manufacturing,
catering, transportation and logistics, and community and social work, but also the quickly
evolving banking and finance sectors, real estate and trade (KASA 2008: 112—-13, Table 71).
If Kuwait is to avoid having to create more unproductive public employment the private
sector will be necessary to absorb the next generation of Kuwaitis entering the job market —
more than half of Kuwait’s national population is below the age of 20 and will flood the job
market in coming decades (KASA 2008: 48, Table 21). At the same time, the development of
Kuwait’s private sector is key to Kuwait’s economic diversification strategy.'” The state has
thus channelled large funds into the private sector in an effort to safeguard the latter’s growth.
The government’s provision of the public infrastructure and services that business
requires, while not charging personal or corporate income tax, is one of the principal channels
of indirect rent distribution to the private sector.'® All sectors of the economy have benefited
from large government expenditure on infrastructure projects including roads, electricity,
water projects and other public works, particularly in recent years of high oil prices (NBK
2001-9 (2007): 25). Other measures used throughout the past fifty years include technical aid
and preferential government purchases. Low-interest or interest-free loans provided by
institutions created by the government, such as the Industrial Bank of Kuwait, were designed
to fund the expansion of the private sector (Crystal 1992: 52). Transfers also include bail-outs
to private investors and institutions, the most controversial of which was during the Suq Al-

Manakh crisis of 1982.

3.7. Foreign investment
Foreign investment in Kuwait is highly regulated, with the aims of protecting jobs for
Kuwaiti nationals, ensuring Kuwaiti control over natural resources, and generating additional

rents to Kuwaiti nationals. It is important to note that FDI regulation does not involve direct

15 Reiterated throughout Kuwait’s development plans, e.g. Government of Kuwait (2009: 5).

'® Only foreign companies owned more than 50 per cent by non-nationals pay a corporate income tax, which is
in any case negligible and is discussed below; GCC nationals are treated as Kuwaiti nationals, following GCC
agreements.
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distribution of resources, but rather the creation of regulatory rents which benefit certain
sections of the society.

Several sectors remain closed to FDI, including the emirate’s all-important
hydrocarbon sector. Foreign ownership of companies is restricted to 40 per cent in most
sectors, though a recent change in the law has introduced 100 per cent foreign ownership in
some sectors (Arab Times Kuwait, 7 February 2008; NBK 2010: 28). Foreign companies
opening business branches or wishing to import into Kuwait also need a Kuwaiti agent (NBK
2010: 30, 35). This legal framework assures the involvement of Kuwaiti nationals as
sponsors, agents and business partners in every business deal involving foreign investors,
generating additional rents for Kuwaiti nationals.

This creation of artificial barriers is inefficient and one would expect it to deter
investment. Unsurprisingly, therefore, Kuwait’s share of FDI into the GCC has historically
been low, and is today the lowest in the region by far. In 2008, Kuwait was able to attract
only US$56 million, a tiny amount if compared with the GCC average of above US$10
billion; Bahrain, the second smallest market for FDI in the GCC, by comparison attracted
nearly US$1.8 billion (UNCTAD 2009: 249). In 2010, Kuwait ranked at number 61 out of
183 economies in the ‘Ease of Doing Business’ index compiled by the World Bank/IFC,
placing Kuwait far behind other GCC members such as Saudi Arabia (ranked at 13), Bahrain
(ranked at 20) and Qatar (ranked at 39; World Bank/IFC 2010). The amended corporate tax
law of 2008, which reduced foreign corporate tax from a 5-50 per cent range to a flat rate of
15 per cent tax (NBK 2001-9 (2008): 34), seems to have failed in improving the foreign
investment climate.

More worrying for Kuwait is investors’ perception of widespread corruption in
private and public institutions. In 2009, Kuwait dropped for a second consecutive year in the
global corruption index produced by Transparency International, placing Kuwait at number
66 out of 180 countries. Kuwait is currently perceived by investors to be the most corrupt
country in the GCC. The seriousness of the problem has prompted the creation of non-
governmental organizations such as the Kuwait Transparency Society aimed at supporting
‘the adoption and enforcement of anti-corruption legislative reforms with a view to

eradicating all causes and manifestations of corruption’."”

7 Kuwait News Agency, ‘Kuwait Transparency Society celebrates its fifth anniversary’, 14 March 2010.
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While oil rents are not directly responsible for the general deterioration in the
business environment, they may create the impression that Kuwait does not need, or does not
feel the urgency, to improve its business and regulatory environment in order to attract

foreign investment.

3.8. Kuwaiti investment abroad

While most of its distributive policies aim at channelling oil rent to various target groups,
Kuwait was also one of the first oil-rich countries to start investing oil revenues abroad rather
than channelling them immediately into its domestic economy. The limited absorptive
capacity of Kuwait’s economy, due in part to the lack of potential for industrial development,
and the prospects of higher returns for the resulting capital surplus through investment
abroad, led the state to embark on a gradual increase of its foreign investments (Crystal 1992:
52). At the same time, the idea of keeping money safely abroad for bad times in the future
began to gain ground.

The establishment of the General Reserve Fund (GRF) in 1960 was a first step that
marked the beginnings of Kuwait’s foreign investment programme. Following the 1973 oil
price hike and the resulting dramatic increase in revenues, Kuwait decided to lock away part
of its annual oil revenues in the form of a Reserve Fund for Future Generations (RFFG),
thereby ensuring the distribution of the country’s current wealth to future, potentially post-oil
generations. In 2005, the RFFG was estimated at KD35 billion or US$114 billion (NBK
2001-9 (2005): 34)."® In 1982, the government established the Kuwait Investment Authority
(KIA), which holds stakes in big corporations such as DaimlerChrysler and BP, Citigroup
(sold December 2009) and Merrill Lynch (sold September 2008; Financial Times, 19
November 2009, 7 December 2009).

Sovereign wealth funds such as the RFFG have two different fundamental purposes.
The first, as the name suggests, is to save wealth for future generations, in anticipation of the
exhaustion of oil reserves. A resource-rich but capital-poor, low productivity and low income
country such as Nigeria or Bolivia might find that the best way to serve future generations is
to invest most of their savings in human and physical capital at home, if they are able to do so
effectively. For high income countries, however, where the capital-labour ratio is high, and

where there is already sufficient investment in education, further domestic investment is

' Kuwait’s foreign investment programme is kept off-budget and its total value is thus unknown.
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likely to yield very low returns. In these cases, there is a strong incentive to seek higher-
yielding investments abroad.

The second purpose of a sovereign wealth fund is to act as a “stabilization fund’ to
smooth incomes to oil producers in the face of highly volatile prices. Typical commodity
stabilization funds smooth government expenditures by taking a view on the long-run price of
the commodity, with government expenditures kept at the sustainable level, estimated on the
basis of predicted long-run average income. Such funds have a poor track record globally,
however, because it is very difficult to estimate the long-run price correctly. In addition to
this technical challenge, governments in need of finance have an incentive to over-estimate
the long-run price in order to justify extracting funds in the short run, leading to unsustainable
expenditures and long-run indebtedness. In the case of Kuwait, however, the fact that the
country is saving so much wealth, in addition to attempting to smooth its income, implies that

it is very unlikely to suffer from this problem.
4. ASSESSMENT

4.1. Oil rents and living standards

What is the net effect of the complex system of transfers described above? We find no
explicit targeting, and in particular there appears to be no effort to direct social benefits
specifically at the poor. Unlike in countries that do not have large resource incomes, in
Kuwait social benefits and other transfers distribute income, but they do not redistribute it:
they are financed from oil rather than by taxing individuals or businesses. The role of the
fiscal system is thus not to adjust an existing distribution of income but, rather, to ensure that
all Kuwaitis gain from oil rents.

The net effect appears to be a very egalitarian distribution in the economy, as
indicated in household expenditure survey data presented in the government’s Annual
Statistical Abstract. On the basis of these data we estimate a Gini coefficient of 21.8 for the
Kuwaiti national population alone. This is an exceptionally low level of inequality, lower,
indeed, than any recently recorded Gini coefficient for any whole country."” For the whole
population we estimate a Gini coefficient of 28.0, also a very low level of inequality and

similar to that of the egalitarian northern European countries such as Germany. However, the

" Going back to 2000, no national Gini coefficient this low is reported in the United Nations University’s World
Income Inequality Database (WIID, available at www.wider.unu.edu/wiid).
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household survey data are problematic: they imply a level of aggregate household
consumption that is only 42 per cent of that reported in national accounts data, and in our
view the above are likely to be under-estimates of the true level of inequality (Anand and
Segal 2008). We discuss this issue further in Appendix A.

The shortcomings of the data make it difficult to estimate the level of poverty in
Kuwait. Since Kuwait does not report an official poverty line, we employ a US-based poverty
line as used by the OECD (2008b: 152), which is US$8,087 per capita. If we take the
household survey data at face value, then, we find that 27 per cent of Kuwaitis and 58 per
cent of non-Kuwaitis live below this poverty line. If we scale up the survey-reported
expenditures so that household consumption equals that reported in the national accounts,
then no Kuwaitis, and only 6 per cent of non-Kuwaitis, live below this poverty line. The
widths of these ranges reflect the inconsistencies in the data (see Appendix A).

Beyond the share living below a poverty line, we can also use household survey data
to investigate how well household expenditures reflect the magnitude of oil rents. We
estimate adjusted per capita oil rents for consumption of KD9,634, while mean per capita
expenditure in the household survey is KD2,856. According to the data, it appears that most,
if not all, Kuwaitis are consuming much less than per capita oil rents. Where is the money
going? Households save some share of their incomes, and if this share is large then their
expenditures would be substantially lower than their incomes. It is highly unlikely, however,
that they would save more than two-thirds of their incomes on average. It is also possible that
the survey data are broadly correct except for the very top of the distribution, in which case
there may be a very small share of Kuwaitis, who do not take part in the survey, who receive
the lion’s share of the oil rents. If this is the case then Kuwait is far more unequal than the
data suggest and we cannot rule out the possibility that the majority of Kuwaitis are not
benefiting from their oil to the extent that they should.

There is a further puzzle in the Kuwaiti data. While the economy has grown in recent
years, household expenditure has not. Household final consumption expenditure (HFCE) has
fallen from a range of 40—50 per cent over 20003 to around 30 per cent over 2005-7 —
compared to about 70 per cent in the US, and between 40 and 46 per cent in Norway. In fact,

while per capita GDP in Kuwait rose by 38 per cent over 2002—6, HFCE fell absolutely by 21
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per cent.”’ The extra income appears to have been saved abroad through the large current
account surplus discussed above. But while the precautionary saving of windfall income due
to high oil prices is sensible, we can find no reason to save so much that current consumption
actually declines as oil prices rise. We are inclined, therefore, to be sceptical of these national

accounts data, but we have no satisfactory explanation for this finding.

4.2. Distortions and inefficiencies

An advantage of taxing oil rather than the population is that it is not economically
distortionary. However, we have seen that Kuwait’s government expenditures typically are
distortionary. Subsidies to utilities are highly inefficient, leading to over-use of the subsidized
good or service. Kuwait’s system of general loan forgiveness has been criticized for
rewarding risky expenditure on unnecessary goods (e.g. Wall Street Journal, 4 November
2005). We have also seen that public employment as a means of rent distribution distorts the
labour market, discouraging Kuwaitis from taking up potentially more productive jobs in the
private sector. All of these inefficiencies derive from the basic fact that, when the goal is the
distribution of rents to citizens, any attempt to achieve it through indirect distribution policies
will end up distorting people’s incentives in one way or another. In addition to these
inefficient expenditures the government also creates artificial barriers to foreign investment
into Kuwait, deterring such investment and potentially reducing longer-run growth.

While there are numerous sources of inefficiency in official policies, we have not
found evidence of ‘rent-seeking behaviour’ as discussed in the development economics
literature.”' According to this literature such behaviour involves individuals devoting their
energies to extracting as large a share of pre-existing rents as possible, instead of engaging in
productive activities. In Kuwait the diversion of otherwise productive individuals into
unproductive activities would seem to be caused primarily by official policies and distorted
incentives, including public over-employment, rather than efforts by individuals. While
distorted incentives and inefficient policies are shaped in part by oil rents, they seem to

reflect broader social, political and institutional factors.

2 World Development Indicators online, http://data.worldbank.org/data-catalog/world-development-indicators,
accessed April 2010.
1 See Krueger (1974), Baumol (1990) and Murphy et al. (1993).
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5. CONCLUSIONS

Since the middle of the twentieth century Kuwait has successfully used its oil revenues to
improve the living standards of its people. While data problems preclude firm conclusions, it
seems reasonably clear that all Kuwaitis enjoy substantial benefits from their oil. They
receive generous public services, in addition to a variety of mechanisms that distribute oil
income among the population. While many benefits are aimed at Kuwaitis alone, Kuwait’s
oil wealth has attracted large numbers of immigrants who enjoy, at least, the employment
opportunities it creates.

The role of the distributive system is not to adjust an existing distribution of income
but, rather, to ensure that all Kuwaitis gain from oil rents. Hence, some of the distribution
channels such as subsidizing utilities are regressive in nature in the sense that rich households
tend to benefit relatively more than poor households from these subsidies. There is no
taxation system to reverse some of these effects. Yet our very tentative findings suggest a
relatively egalitarian economic structure in Kuwait. Such findings may be the result of errors
in national accounts data. Alternatively, it is possible that other channels of rent distribution
(such as private transfers) offset some of the regressive elements associated with subsidies.

One of the largest mechanisms for distributing oil income is public employment, and
this also implies perhaps the largest distortion of the economy. Since Kuwaitis have the right
to public employment, it appears that some jobs are created simply to fulfil this right, rather
than to provide any useful service. From the point of view of economic efficiency, it would
be preferable to give all Kuwaitis a direct payment from oil revenues independently of where
they work. Without the disincentive to work in the private sector, Kuwait might be more
likely to achieve the economic diversification that it desires. Another clear source of
economic inefficiency is the provision of subsidies to utilities, especially electricity and
water. These subsidies not only make Kuwaitis worse off in aggregate, but, by increasing
Kuwaiti consumption of energy, also contribute to the country’s huge and rapidly rising
energy consumption, and resulting carbon emissions.

Kuwait should therefore be considered broadly a success story. It has certainly
avoided the perils that some resource-rich countries have faced, and oil has unquestionably
improved the lives of Kuwaitis. Nevertheless, some of Kuwait’s policies of rent distribution,
such as subsidizing utilities and providing public employment, have resulted in substantial

distortions, inefficiencies and institutional deficiencies, and thus there remains considerable
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scope for improvement. One area of improvement could be the abolition of subsidies.
Individuals would be better off if the government raised the price of utilities to their marginal
cost and the revenues resulting from eliminating the subsidy were directly given to
consumers through cash transfers. Given Kuwait’s extensive distributive system and the fact
that the bulk of Kuwaitis are employed in the public sector, this policy could be implemented

at a low cost.
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APPENDIX A: ESTIMATING THE DISTRIBUTION OF INCOME AND OIL RENTS IN KUWAIT

Estimating the distribution of income

Household survey data for Kuwait present the population broken down into fifteen
expenditure groups (KASA: 272-3, Table 164), within which the population is further
divided into Kuwaitis and non-Kuwaitis. We use the program Povcal® to fit a Lorenz curve
to the data and to estimate inequality. Povcal estimates Lorenz curves using the Generalized
Quadratic (GQ) method and the Beta method (Datt 1998); when both estimates are valid, it
chooses the curve with the better fit.

There are, however, several problems with the survey data. First, the populations
within the fifteen groups are very unbalanced: there are no Kuwaitis in the poorest group,
while the top group contains 22 per cent of the Kuwaiti population (8 per cent of the total
population). Non-Kuwaitis are represented in all fifteen groups, but the top eight groups
combined contain only 6 per cent of the non-Kuwaiti population, while the third from bottom
contains 28 per cent and the second from bottom 22 per cent.

Secondly, the entries given for the ‘total’ population are problematic. They simply
add together the number of Kuwaiti and non-Kuwaiti households and individuals in each
expenditure group, so that, for instance, the top expenditure group contains 2,928 Kuwaiti
individuals and 58 non-Kuwaiti individuals, with the ‘total’ entry reporting 2,986 individuals.
Thus each Kuwaiti in the survey is given the same weight as each non-Kuwaiti . This gives
incorrect aggregates because the ratio of Kuwaiti individuals to non-Kuwaiti individuals in
the survey is 13,612/11,303 = 1.20, while the ratio in the actual population is 0.65. In our
calculations we multiply the share of Kuwaitis in a given expenditure group by the share of
Kuwaitis in the population, and similarly for non-Kuwaitis, in order to achieve the correct
aggregates.

Thirdly, the data are ordered by total household income, not per capita household
income. We simply assume that this provides the same ordering, implicitly assuming that
household size does not correlate with expenditure. We attempted to get hold of the original
data but received no reply from the Kuwaiti Central Statistical Office.

Fourthly, as reported in the text, probably the most important problem is that total
household expenditure implied by the household survey data is only 42 per cent of the level
reported in the national accounts. In most countries household consumption is lower when
measured in household surveys than in national accounts, but Deaton (2005) finds that the
average ratio is 86 per cent — more than double that in Kuwait. In Kuwait’s survey data total
household expenditure is KD4.6 billion for the year October 2007 to September 2008, while
the national accounts estimate of Private Consumption Expenditure, which is very close in
concept (and which we take to mean the same thing as HFCE),* is KD11.0 billion for 2008.

One likely part of the explanation is that the rich tend to be under-sampled: data
collectors for household surveys are unlikely to make it past the mansion gates. If this is the
reason why the survey fails to capture more than half of private expenditure, and the

*Povcal was written by Shaohua Chen, Gaurav Datt and Martin Ravallion and can be downloaded from
http://go.worldbank.org/YMRH2NT5VO.

* See Anand and Segal (2008) for discussion of the relationship between national accounts and survey estimates
of consumption.
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expenditures of the rest of the population are not under-estimated by any large amount, then it
implies that inequality will also be greatly under-estimated. For this reason we suspect that
the estimated Gini of 28.0 is lower than the true value.

On the other hand it is possible that all expenditures, including those lower down the
distribution, are under-estimated. If they are uniformly under-estimated then inequality will
not be affected but poverty levels will be. As explained in the text, since Kuwait does not
report an official poverty line we employ a US-based poverty line as used by the OECD
(2008b: 152), of US$8,087 per capita,”* which we convert into Kuwaiti dinars using the PPP
exchange rate. If we take data straight from the survey, 26.6 per cent of Kuwaitis and 58.4
per cent of non-Kuwaitis live below this poverty line. If we scale all expenditures up to the
level estimate in national accounts, multiplying them all by 1/0.42 = 2.38, then less than 1 per
cent of Kuwaitis and 6.1 per cent of non-Kuwaitis live below the poverty line.

Estimating per capita oil rents

In estimating the extent to which household expenditure reflects the magnitude of oil rents,
there are two reasons why we cannot simply compare household expenditure with per capita
oil revenues to the government. First, as we have seen, the government saves a large share of
its revenues in the form of the RFFG. These savings are intended to benefit Kuwaitis in the
future rather than today. To account for this we can take government expenditure, as opposed
to government income due to oil rent, as our measure of the quantity of oil rents that we
should expect Kuwaitis to be currently benefiting from. This makes a very big difference: in
2007/8 government income from oil was KD17.7 billion while government expenditure was
KD9.7 billion.

Secondly, some government expenditures are in kind, including subsidies and health
and education services, which benefit households without appearing in survey data as
household expenditures. We therefore exclude government expenditures on subsidies and
services from the amount of rent that should appear as household private expenditures. We
identify four categories as those that we expect to provide in-kind benefits to households:
transfers to civil institutions, general subsidies, education and research, and health services.
These comprised 7.2 per cent of government expenditures in 2008/9. Subtracting this share
from government expenditure in 2007/8 gives KD9.0 billion, or KD9,634 per Kuwaiti, which
we refer to as ‘adjusted per capita oil rents’.

*This line is defined as 60 per cent of median US household consumption for a four-person household, which is
US$32,388. The OECD poverty lines are based on equivalence scales, so the per capita income poverty line
depends on the number of individuals in the household. We use the four-person household poverty line because
it is the largest household size whose poverty line is reported, while in the survey data Kuwaiti households have
on average 8.6 individuals and non-Kuwaiti households have 5.2. The Kuwaiti data do not, as far as we know,
use any equivalence scales. The application of this poverty line is therefore imprecise.
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APPENDIX B: MISCELLANEOUS EXPENDITURE AND TRANSFERS (KD MILLION), 2008/9

2008/9 Asa %
Public services 851.06 7.9
Services to organizations 521.26 4.9
Financial services 43.76 0.4
Security and justice 119.67 1.1
Foreign expenditure 166.37 1.5
Defence 953.03 8.9
Social services 7,755.44 72.2
Education 530.38 4.9
Health 347.79 3.2
Social security payments 6,877.27 64.0
Public services 370.64 3.5
Information 32.95 0.3
Religion 7.83 0.1
Residential 201.80 1.9
Public facilities 128.07 1.2
Economic services 344.14 3.2
Mining and quarrying 254.26 2.4
Transport 0.37
Communication 0.74
Electricity and water 1.21
Trade and industry 2.90
Agriculture and fishery 84.66 0.8
Other 467.09 4.3
Total 10,741.39 100.0

Source: Ministry of Finance of Kuwait (2008/9: 40).
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