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Overview
Saudi Arabia’s economy is passing through a phase of transformation in which some resources will be freed from existing usages and allocated to new development opportunities. Altering the usage of a resource has a welfare opportunity cost. Since Saudi Arabia’s economy is subject to distortions - such as administered domestic prices, subsidies and other government interventions - welfare opportunity costs might significantly differ from market prices. Making decisions based on wrong opportunity costs could prevent the Kingdom from fully realizing its economic potential.
We address the question of the shadow price of oil for public decision making in Saudi Arabia. We examine the specificities of the Saudi economy (distortions in the domestic markets or being a major player in the international oil market) and the extent to which the conventional approach (i.e., valuing a traded resource at border price) does not apply. In addition, to uncover the true opportunity cost of oil might require disentangling the effects of the decisions on depletion policy, production quotas, and spare capacity.
Methods
We start by revisiting the methods presented in the literature initiated in the 1970s by the World Bank and the United Nations Industrial Development Organization. This includes using general and partial equilibrium approaches. Our analysis also incorporates recent developments from the literature on oil markets, exhaustible resources, and wealth accounting. Our objective is to develop a plurality of views and approaches on the question addressed.
Results
The world demand for Saudi Arabia’s crude oil is not infinitely elastic, which implies that the incremental revenue generated by exporting an additional barrel of oil is lower than the international oil price. The shadow oil price is further impacted by other economic distortions and depends on underlying baseline assumptions regarding present and future market conditions.
Conclusions
The shadow price of oil is a critical input for the assessment of projects and policies in the Kingdom from a public perspective. Depending on the views that one has about present and future market conditions the shadow price can substantially differ from the current international oil market price.
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