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Abstract

Export diversification is a crucial strategy for reducing the vulnerability of oil-dependent
economies to external shocks and global energy price fluctuations. This study examines the
determinants of the “extensive margin of exports”’—a novel metric for assessing the capacity
to enter new export lines. Specifically, it investigates the roles of exchange rate dynamics,
natural resource rents, and Weighted Revealed Comparative Advantage (WRCA) in selected
oil-exporting Middle Eastern countries from 2016 to 2024. To empirically test these
relationships and address potential endogeneity, the study employs a dynamic panel data
approach using the Generalized Method of Moments (GMM). The findings indicate that real
exchange rate depreciation serves as a potent driver for expanding the export margin and
penetrating new markets by enhancing price competitiveness. Interestingly, and contrary
to conventional expectations, exchange rate volatility also exerts a positive impact on
export diversification. This suggests the activation of adaptive mechanisms by firms aiming
to hedge risks through market diversification. Conversely, the results reveal the negative
and inhibitory effects of natural resource rents and reliance on traditional comparative
advantages, providing statistical evidence for the “Dutch Disease” and the trap of static
advantages in these economies. Furthermore, Total Factor Productivity (TFP) was identified
as the primary driver for enhancing export capacity. The study implies that transitioning
away from a resource-dependent economy requires flexible exchange rate policies,
efficient management of oil revenues to mitigate the counterproductive effects of rent, and
investment in productivity enhancement rather than reliance on raw material exports.
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Extended Abstract

1. Introduction

Economic diversification remains the
central policy challenge for resource-rich
nations, particularly in the Middle East.
For decades, economies such as Iran,
Saudi Arabia, and their neighbors have
grappled with the “Resource Curse” and
“Dutch Disease,” phenomena where an
abundance  of  natural resources
paradoxically hinders manufacturing
growth and non-oil export development.
While previous literature has extensively
covered the “intensive margin” of trade
(increasing the volume of existing
exports), less attention has been paid to
the “extensive margin"—the capacity of an
economy to introduce new product lines
and penetrate new international markets.
This distinction is crucial because
sustainable economic development is
historically associated with the structural
transformation of the export basket, not
merely selling more of the same raw
materials.

Following the structural shifts in global
energy markets and the oil price shocks of
the mid-2010s, Middle Eastern oil
exporters have initiated ambitious reform
plans (e.g., Saudi Vision 2030, Iran’s
Development Plans) to reduce
hydrocarbon dependence. However, the
success of these plans depends heavily on
understanding the  macroeconomic
determinants of export diversification.
Existing studies often analyze exchange
rates or resource rents in isolation. This
research bridges a critical gap by
simultaneously integrating the dynamics
of the real exchange rate (level and
volatility), natural resource rents, and the
structural “Weighted Revealed
Comparative Advantage” (WRCA) to
explain the behavior of the extensive

export margin. Specifically, the study
focuses on six major oil exporters—Iran,
Saudi Arabia, Kuwait, the UAE, Qatar, and
Oman—during the post-oil-shock period
of 2016 to 2024, providing fresh empirical
evidence on how these economies can
break out of the “static advantage” trap.

2. Methodology

To empirically investigate the
determinants of the extensive margin of
exports, this study employs a dynamic
panel data approach. The theoretical
framework relies on the heterogeneous
firms model (Melitz, 2003) and Hummels
and Klenow’s (2005) decomposition of
trade margins, positing that entry into new
export markets involves significant “sunk
costs.”  Therefore, current export
decisions are heavily influenced by past
export status.

The econometric model is specified as a
dynamic function where the dependent
variable, the Extensive Margin of Exports
(InEMX), is regressed on its own lag
(INEMXt-1InEMX_ {t-1}InEMXt-1),
representing the persistence of export
patterns. The key explanatory variables
include:

- Real Exchange Rate (REX): To
measure price competitiveness.

- Exchange Rate Volatility (EXV):
Calculated using the Hodrick-
Prescott (HP) filter to extract the
cyclical component of the
exchange rate, representing
uncertainty.

- Natural Resource Rents (RENT):
The total revenue from oil and
natural gas as a percentage of
GDP, serving as a proxy for the
resource curse mechanism.

- Weighted Revealed Comparative
Advantage (WRCA): A structural
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index constructed across nine
industrial groups (based on
Balassa’s  classification)  to
measure the concentration of
comparative advantage.

- Control Variables: Total Factor
Productivity  (TFP), Human
Capital Index (HC), physical
capital formation (K)

Given the dynamic nature of the model
(presence of the lagged dependent
variable), standard OLS or Fixed Effects
estimators would yield biased and
inconsistent results due to endogeneity.
Therefore, the study utilizes the
Generalized Method of Moments (GMM)—
specifically the Arellano and Bond (1991)
difference GMM estimator. This method
instrumentally corrects for endogeneity
and controls for unobserved country-
specific effects. Diagnostic tests, including
the Sargan/Hansen test for over-
identifying restrictions and the Arellano-
Bond test for serial correlation, were
conducted to ensure the validity of the
instruments and the reliability of the
estimates.

3. Results and Discussion
The empirical analysis yields robust
statistical evidence regarding the drivers
of export diversification in the selected oil
economies. The estimation results reveal
several critical economic dynamics:

- Path Dependence (Inertia): The
coefficient of the lagged
dependent variable is positive
and statistically significant
(0.34). This confirms the
existence of significant sunk
costs in exporting. Once a
country successfully diversifies
its export basket, it is
statistically more likely to
maintain that diversity in

, 2026, 21(50): 83-104.

subsequent periods. This implies
that the initial barriers to entry
are high, but the benefits are
persistent.

Real Exchange Rate
Depreciation: The study finds a
positive relationship between
real exchange rate depreciation
(an increase in REX) and the
extensive margin (coefficient:
0.03). A weaker national
currency lowers the foreign
currency price of domestic
goods, making non-oil products
more competitive in
international markets. This price
signal encourages marginal
firms to enter export markets
and existing exporters to
introduce new products.

The Paradox of Volatility:
Contrary to the traditional view
that uncertainty hinders trade,
this study finds a small but
positive and significant effect of
exchange rate volatility on the
extensive margin (coefficient:
0.02). This counterintuitive
finding can be explained by the
“Real Options Theory” and

portfolio diversification
strategies. In volatile
environments, firms may

aggressively enter multiple new
markets to hedge their currency
risks. Rather than retreating,
exporters in these regions
appear to adapt by diversifying
their destinations to smooth out
revenue fluctuations.

The Resource Curse Confirmed:
Natural resource rents exert a
statistically significant negative
impact on the extensive margin
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(-0.017). This provides direct
evidence of the Dutch Disease.
High oil revenues lead to an
appreciation of the real
exchange rate (spending effect)
and draw resources away from
the tradable manufacturing
sector (resource movement
effect), thereby stifling the
emergence of new export
industries.

- The Trap of Static Advantages:
The Weighted Revealed
Comparative Advantage (WRCA)
shows a significant negative
impact (-0.15). This is a crucial
structural finding. It suggests
that countries relying heavily on

their traditional, static
comparative advantages (e.g.,
petrochemicals or basic

minerals) are less likely to
diversify. Specialized economies
get “locked in” to their current
production structures,
hindering  the innovation
required to produce new,
complex goods.

- Productivity as the Key Driver:
Among the control variables,
Total Factor Productivity (TFP)
has the largest positive impact
(0.21), followed by Physical
Capital (0.035). This
underscores that sustainable
diversification is fundamentally
a supply-side phenomenon

driven by technological
efficiency and  investment
capacity.

4. Conclusion

This research highlights that the path to
export diversification for Middle Eastern
oil exporters is multifaceted, involving a

delicate balance between monetary policy,
resource management, and structural
reform. The findings demonstrate that
while depreciation of the national
currency can provide a short-term boost
to competitiveness, it is not a silver bullet.
The structural barriers posed by resource
rents and low productivity are more
dominant in the long run. Based on the
empirical evidence, the following policy
implications  are  proposed.  First,
Policymakers should avoid artificially
overvaluing their currencies using oil
revenues. A market-determined real
exchange rate is essential to maintain the
competitiveness of non-oil sectors.
Furthermore, while volatility was found to
have a positive effect, this is likely an
adaptive response; governments should
still strive for relative stability while
developing financial hedging instruments
to support exporters. Second, to mitigate
the negative impact of rents, sovereign
wealth funds should be utilized more
effectively to sterilize foreign currency
inflows. Revenues should be decoupled
from current government spending and
directed toward infrastructure and R&D
that support the tradable sector,
effectively reversing the Dutch Disease.
Then, the negative impact of WRCA
suggests a need for an industrial policy
that actively encourages “defying”
traditional = comparative  advantages.
Governments should incentivize entry
into complex, high-value-added industries
(e.g., electronics, machinery) rather than
merely expanding downstream  oil
industries. Finally, given the high elasticity
of the extensive margin to TFP, the core of
any diversification strategy must be
raising productivity. This requires deep
reforms in the education system,
deregulation of the business environment,
and facilitating technology transfer to
empower firms to compete globally, not
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just on price, but on quality and
innovation. In conclusion, ultimately,
while the transition from a single-product
economy is achievable, its realization
necessitates a paradigm shift from
reliance on natural endowments toward
the creation of acquired advantages driven
by productivity and innovation.
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