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Abstract

Few studies deal with the Saudi Arabian labour market and most of them have paid
little attention to wage structure and differentials. This study 1s concerned with the
determinants of wage differentials in Al-Sharkiyah (the Eastern Province of Saud;

Arabia). Therefore, the aim of this study is to fill a research gap and contribute to the

empirical work on the Saudi Arabian economy.

A survey of previous economics research reveals that there are several theories and
approaches which have been used to explain wage determination and differentials.
This study 1nvolves the identification of some of these theories and approaches
which, 1t 1s believed, should be helpful in explaining the determinants of wage
ditferentials in this part of the country. These include 1) The human capital theorv:
2) The segmentation (dual) theory; 3) The discrimination theory, and 4) Other
factors that are theoretically relevant to the determination of wage differentials.
These theories are explained and tested by statistical techniques, including regression
analysis. Wages in both the formal and informal sectors are tested using a Logistic

model.

In the light of these theories and approaches, the aim of this study is to provide a
theoretical and empirical analysis, focusing on economic and non-economic factors
which directly and indirectly influence wage determination and differentials in the
study area. In order to accomplish this objective, models are selected based on the
above-mentioned theories and approaches to wage determination and differentials.

The empirical analysis 1s based on cross-sectional data which were collected by

means of a questionnaire.

This study should prove valuable in explaining the existing pattern of employment
and determinants of wage differentials in the private sector of the Eastern Province
of Saudi Arabia. In addition, it should be of considerable assistance 1n rationalising
the labour market's wage policies, improving the position of low-wage workers and.

of major importance to the Saudi Arabian government, in assisting their Saudiisation

programine.
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Chapter One

Introduction

1.1 Background: Wages and Salaries Differentials

Wages continue to account for a large portion of government spending in Saudi
Arabia, estimated at between 50 and 60 per cent of total current expenditure (Bin-
Abied and Al-Gawad, 1998). The differences in wages among workers have been
noted in many previous wage studies. The reasons for the differences in workers'

wages are complex and controversial. As a result, many economists have produced
different theories to explain why workers receive different wages and salaries 1n

similar situations (see Chapter Four).

It is very important to clarify that which determines 'wage difterentials’. They may be
due to different levels of skill, different levels of formal education, differences
between formal and informal firms, and differences in age, sex, nationality or ethnic

eroup. Stiglitz (1993, p.529), when referring to wage differentials, stated that:

The basic competitive model suggests that if the goods being sold are the same,
prices will also be the same. Wages are the prices in the labour market; but
differences in wages are conspicuous and widespread. Even in the absence ot
unions, similar types of workers performing similar types of jobs are
sometimes paid at quite different wages. For example, some secretaries are

paid twice as much as others. How can economists explain differences?

This quotation illustrates the reality of wage ditferentials in the labour market.

Stiglitz suggested several factors which account for wage differentials:

1. Unions: they may succeed in obtaining higher wages for their workers.

2. Compensating differentials: wage differences may correspond to differences In
the nature of the job.

3. Productivity differentials: wage differences may correspond to differences in

productivity between workers.



4. Information-based differentials: wage differences may reflect the fact that
workers do not have sufficient information about the opportunities available 1n

the market.

5. Imperfect labour mobility: individuals rarely move between jobs. so wage
differentials will persist.

6. Discrimination: wage differentials can sometimes be traced to nothing more than
racial or gender differences. Discrimination once took the more obvious form of

employers refusing to hire certain groups; today it is more subtle.

This study seeks to explain wage differentials in the private sector of Saudi Arabia's

Eastern Province by using: 1) the 'human capital theory', which takes investment in

human capital as the basic determinant of personal wages; 2) the 'segmentation
theory', which shows the determinants of wage differentials in both the informal and
formal sectors; and 3) the 'wage discrimination theory’, which determines whether
there are any wage differentials in existence among Saudis themselves, and between
Saudi and non-Saudi workers 1n the same situations. This study, therefore. will focus

on the human capital, segmentation and discrimination theories, and other

determinants that are theoretically relevant to the determination of wage differentials.

In addition, this thesis examines the low-wage workers in the Eastern Province of
Saudi Arabia and wage policies 1n Saudi Arabia as a whole. These two subjects are
of major importance to this thesis, and complement the main subject of study, 1.e..

determinants of wage differentials.

1.1.1 Low-Wage Workers

Low-wage workers, both Saudi and non-Saudi, in the Eastern Province of Saudi
Arabia will be examined in order to determine what constitutes and characterises a
low-wage worker. This forms an essential part of the subject of this thesis, 1.€., the
determinants of wage differentials. The present study seeks to discover whether the
distribution of wages 1n the private labour market of Saudi Arabia's Eastern Province

is skewed more positively towards non-Saudi than towards Saudi employees (see

D



Appendix F).' This study demonstrates that there are manyv Saudi and non-Saudi low-

wage workers, and many more poor than rich individuals in the Eastern private

labour market.

In this section another problem is also highlighted. In the near future. the present low
paid non-Saudis' jobs are most likely to be those which provide opportunities for new
Saudi entrants to the labour market during the Saudiisation process. Thus. the
Kingdom must pay serious attention to the low wages of many workers in order to

remedy the present skewness and encourage Saudis to take over non-Saudi jobs.’

1.1.2 Wage Policies

This study examines the wage policies which have been introduced in various
countries, €.g. the United States and certain European Union countries. that could
help to narrow the wage gap between low-wage workers and those with higher wages
in Saudi Arabia. The aim 1s also to decrease wage inequality, in particular for those

who have different wages and yet have similar qualifications and do similar jobs.

Raising wages for low-wage Saudi workers, however, will give rise to additional
business costs and make businesses less competitive. The payment of subsidies, or
other wage policies, will have to have a time limit set, or else this will exacerbate the
present problem and reduce incentives to increase wages. This important 1ssue will

be discussed in detail 1n the final part ot Chapter Eight.

1.2 The Statement of the Problem
Al-Hammed (1996) stated that the main obstacles to Saudiisation in the private

sector are:

1. High wages demanded by Saudi employees as compared with low wages paid to

non-Saudi employees, which accounts for wage differentials.

' When wages are positively skewed, this means that relatively high wages are not offset by
correspondingly low wages (Freund, 1979).

* Although a wage subsidy for low-wage workers was introduced in the year 2000. no minimum wage
was set.
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2. Low productivity of Saudi employees compared with higher productivity of non-

Saudi employees.

In other words, due to the general low productivity and high wage levels of most of

the Saudi labour force, Saudiisation has not progressed as quickly as had been hoped.

The researcher believes that government programmes and policies could go some
way towards overcoming these two obstacles. The issue of low productivity has been
paid much attention by the Saudi government. For instance, the government is
continuously reforming the education system and providing more training
programmes 1n order to improve skills. On the other hand, high wages and wage
difterentials are not accorded adequate attention by the Saudi government. For
example, there 1s no established minimum wage, although the government has
increased the cost of non-Saudi employment 1n a bid to create more job opportunities
for the growing number of Saudis entering the labour market. In addition, under
Decree no. 50, published by the Council of Ministers in 1995, Saudi nationals must
make up at least 5 per cent of the worktforce 1n any company which employs more
than 20 workers. Companies that do not comply with this ruling will not be given
visas for expatriate workers. Government subsidies and allowances will be dependent

on the positive steps taken in the Saudiisation progress.

The policies already introduced to solve the second obstacle - that of high wages or
wage differentials - are believed to be insufficient. These policies can prevent firms
in the private sector from achieving their main goal of maximising profit. It 1s an
economic fact that a firm with low profits will employ fewer workers and, theretore,
will not aid Saudiisation. In other words, the potential high cost of employing Saudis
relative to non-Saudis will slow down the implementation of Saudiisation 1n the

private sector, especially for labour-intensive activities in the service sectors.

In this study, attention will be given to determinants of wage differentials in the
segmented labour market of Saudi Arabia’s Eastern Province. Thus, the main wage
theories, such as the human capital theory, the segmented labour theory. and the

nationality (discrimination) approach are explained and tested by staustical



techniques such as regression analysis. In addition, wages 1n the formal and informal
sectors will be tested using a Logistic model. The results of the study may provide
support for recommended Saudi policies, the aim of which is to solve the problem of

the high wages involved in employing Saudis, and to assist low-wage Saudi workers.

lo summarise, this study will focus on determinants of wage differentials in the
segmented private labour market of Saudi Arabia’s Eastern Province. The results
should help to suggest measures for reducing the gap between the cost of emploving
Saudis and that of employing non-Saudis. This should have a positive impact on
Saudisation rates 1n the private sector. In addition, the position of low-wage workers

and wage policies will be analysed, as these are complementary aspects to the

determinants of wage differentials.

1.3 The Purpose and Importance of the Study

The Sixth and Seventh Development Plans emphasise the importance of human
capital development as a prerequisite for a more equitable distribution of wages. This
study aims principally to identify the major factors intluencing wage distribution and
differentials in the Eastern Province of Saudi Arabia. Moreover, the importance ot
this study lies in the author’s belief that factors such as an individual's province of

birth, nationality (Saudi or non-Saudi), and the size of firms largely explain the wage

differentials.

Given the fact that the Kingdom lacks research in this area, this study 1s expected to
be helpful to Saudi policy makers dealing with these important issues. In addition.
the study aims to present results, recommendations and policy implications, which

should encourage further research and provide valuable insights for policy makers in

the future.

1.4 Objectives of the Study

The main objectives of this study are as follows:

1. To provide a theoretical and empirical analysis of economic and non-economic
factor that directly and indirectly influence wage differentials and structures 1n

the private sector in the Eastern Province of Saudi Arabia.



2. To determine to what extent the labour market is segmented.

3. To categorise Saudi low-wage workers and examine how support could be

provided.

4. To aid the process of Saudiisation, which has been a major goal in Saudi Arabia’s

recent Five-Year Development Plans.

J. o suggest and support wage policies that would encourage Saudis to work in

what are, at present, low-wage jobs, thus furthering the Saudiisation process.

1.5 Research Questions (Hypotheses)

Taking 1nto account the objectives of the study, the researcher is seeking to provide

answers to the following questions:

1. How important are background variables, such as marital status, urbanisation.
place of birth/province of origin and age, in explaining the wage differentials
between Saudis and non-Saudis 1n the labour market of the Eastern Province.

2. To what extent do human capital vanables, including knowledge of English and
computer skills, explain wage differentials between Saudis and non-Saudis?

3. Does nationality affect wage differentials in the Eastern Province of Saudi Arabia”

4. How important is the combination of all the above varnables in relation to Saudi
Arabia’s Eastern segmented labour market?

5. Which types of worker are in the informal sector, and which are in the formal
sector? Saudi or non-Saudi or both?

6. What determines who becomes a low-wage worker?

7. Can this study suggest policies that would be useful in addressing the

Saudiisation problem and, ultimately, reduce Saudi unemployment?

1.6 Other Issues Related to Wage Differentials, Low-Wage Workers
and Wage Policies

Providing some insight into four related areas- the Saudi private sector. the informal
sector, Saudiisation and unemployment - may help in explaining how wage

differentials occur.



1.6.1 The Saudi Private Sector

The Saudi government expects the private sector to play a key role in the economy.
The Seventh Development Plan emphasises the role of the Saudi private sector in

achieving development objectives. The plan lists the main objectives that will guide

future policies for the private sector:

I. Accelerate private sector growth to ensure more Job opportunities for Saud;

nationals, thereby improving the performance of the national economVv and

raising the standard of living for the lower paid workers.

2. Further diversify the economic base, with particular emphasis on INCreasing non-

o1l exports.

3. Increase the Kingdom’s capacity to be more flexible in response to rapidly
changing technological and economic conditions at the global level.
4. Raise the overall level of efficiency of the national economy through a more

etficient use of resources.

An extensive privatisation process i1s expected to enhance the private sector’s

economic role and increase the opportunities available for private investment, both

national and foreign.

1.6.2 The Informal Sector (Small Scale Enterprises) in the Saudi Private Sector
Every private sector has small and large-scale enterprises. In Saudi Arabia, small-
scale enterprises are defined as those employing fewer than 20 workers. Small-scale

enterprises comprise the majority of private establishments and absorb about 98 per
cent of the foreign labour force (Al-Saud, 2002). These enterprises could provide an

appropriate target for the Saudiisation programme.

The Kingdom emphasises the essential role of small and medium scale enterprises 1n
providing job opportunities for Saudis. Therefore, the Seventh Development Plan

makes several recommendations, aimed at supporting small and medium scale

enterprises by:



I. Streamlining procedures for establishing small and medium scale enterprises. so
as to eliminate associated routine constraints and increase technical and
administrative support for these firms.

2. Studying the possibility of establishing a special fund. with government and
private sector participation, to facilitate access to loans for small and medium

scale enterprises and develop Islamic financing instruments such as Musharaka.

Murabah and Mudaraba further to broaden financial opportunities available to

these enterprises.

3. Expanding the lending activities of the Saudi Credit Bank.

1.6.3 Saudiisation

The Saudiisation programme means the replacement of non-Saudi labour by Sauds
nationals. Although the Kingdom has made great efforts in its Saudiisation
programmes, the number of Saudi nationals constitutes only a modest percentage of

the total employed in the private sector. For instance, the private sector provided
about 473,500 jobs for Saudis during the Sixth Development Plan (1995-2000)
compared with about 154,700 jobs provided by the government sector. Thus, greater
efforts are needed during the Seventh Development Plan (2000-2004) to encourage
the private sector’s capacity to provide job opportunities for the continuously
growing number of new potential Saudi entrants to the labour market, especially as

their absorption 1nto the government sector will be difficuit.

Studies prepared by the Manpower Council in Saudi Arabia indicate that the majority
of foreign workers in the Kingdom work 1n establishments employing tewer than 20
workers (Mahdi, 2000). Therefore, the Kingdom has asked all those establishments
in the private sector which employ 20 workers or more to increase the number of
Saudi workers by an annual rate of 5 per cent. It is notable that the prnivate
establishments that have applied this rate of increase represent only a modest
proportion of the total. Accordingly, the Kingdom continues to emphasise the

essential role of small and medium scale enterprises in providing job opportunities

for Saudis.



The Seventh Development Plan recommends many measures to help 1n increasing

the level of Saudi employment, such as:

I. Encouraging the private sector to provide job opportunities for Saudi citizens and
continuing with Saudiisation in government agencies.
2. Identifying appropriate mechanisms for follow-up and implementation of

Saudiisation plans in different occupations and sectors according to their

importance by setting specific priorities for the Saudiisation of some sectors and

occupations 1n the private sector.

3. Concentrating recruitment of foreign labour on those who are qualified, by setting

specliiic criteria to control the number of recruited workers.

4. Continuing to make intensive efforts to control work permits and enforce
residence regulations.

5. Increasing investments in small enterprises and enhancing the role of the Saud;
Credit Bank 1n this context.

6. Implementing directives of the Manpower Council by the government agencies.

7. Enhancing awareness through the public media, stressing the religious and social
value of work.

8. Making maximum use of the available female labour force and increasing job
opportunities for Saudi women in accordance with the teachings of Islam.

9. Reviewing articles of the Labour and Employment Law to ensure their contformaity
with the Kingdom's development requirements and to attain consistency and
integration between the social insurance schemes and the civil retirement systems.

10. Ensuring that the education system meets labour market requirements, and
emphasises technical and practical skills so as to ensure the availability of
qualified Saudis.

11. Giving high priority to the expansion of training centres and the organisation of
special evening training courses offered by private business consulting firms.
These facilities will target, in particular, owners and managers of small and

medium scale firms.

12. Giving high priority to the launching of a national information campaign to

demonstrate the significance of work as a religious and social value, with the aim



of changing attitudes towards professions and trades which are deemed
undesirable by some citizens.
I3. Reviewing the costs of recruiting foreign labour. while raising penalties for

lllegally employing foreign nationals and establishing a fund for the training of

Saudis.

Moreover, a key policy aims to support the role of the Saudi Human Resources
Development Fund (HRDF) by helping new Saudi entrants to the labour market. The
HRDF’s main goal 1s to support the Saudiisation programme. It provides grants for

qualifying, training and recruiting national manpower in the private sector.

1.6.4 Unemployment

The Kingdom faces a nising unemployment problem and a rapidly expanding
population. Unemployment has become a major issue with a large number of social
and security implications. There are no official unemployment statistics: most
estimates put the rate at 15 — 20 per cent. Thus, providing job opportunities for young
Saudis is a very important challenge facing the Kingdom. It 1s regarded as the major

concern in the government's economic agenda.

Oil revenues have fluctuated over the last few years, and this has been the main
reason behind the rise in unemployment. Moreover, the growth of the non-oil sectors
of the economy has been insufficient to provide opportunities for the growing
numbers of job-seekers. The Kingdom has to achieve higher rates of economic
growth in order to provide enough employment opportunities for an increasing

number of unemployed Saudis and new graduates seeking jobs.

It is hoped that this study will contribute to the literature on how to solve the
unemployment problem in Saudi Arabia by suggesting wage policies that should

decrease wage differentials between employees.

1.7 Organisation of the Thesis

The study is organised into nine chapters. Chapter One, the introductory chapter.

provides a framework for the study, gives a statement of the problem. states the
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study’s objectives, and outlines the research questions and other issues relevant to

this study. This chapter introduces the subject of wage differentials. low-wage

workers and policies relating to wages.

Chapter Two focuses on the economy of Saudi Arabia, with the aim of providing a
broad view of the Saudi economy. First, a general overview of the basic structure of
the Saudi economy is provided, followed by a brief survev of planning and

development in the country. Special attention is paid to the Saudi labour market and

wage 1Ssues.

Chapter Three provides a detailed analysis of wage structure and wage policies. The
many definitions of what constitutes wages are examined. This chapter refers, also.

to wage definition in the UK (ERA 1996 s.27) and discusses wage theories. wage

determination factors, and wage structures.

Chapter Four contains a discussion of most major theories and factors relating to
wage differentials. It examines certain empirical studies of the economics of wages

and wage differentials in other countries and in Saudi Arabia specifically.

Most of the well-known theories and methods used in determining wage differentials,
as well as wage policies, will be discussed in Chapter Four. The corresponding
research methods used to apply these theories are explained in Chapter Five. In this
chapter, the methods used for data collection and the selection of appropnate
statistical techniques are presented. Consideration is also given to the wage function

form and appropriate econometrics models, and the analysis of the data using the

Logistic model 1s presented.

Chapter Six presents the findings of the wage survey administered to both Saudi and
non-Saudi employees in the private sector of the Eastern Provinces of Saudi Arabia.
The chapter provides a detailed description of the sample under study. In particular.
in this chapter, an attempt 1s made to examine the distribution of the vanables and to

obtain summary measures, as well as to explore the strength and direction of the
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linear relationship between the variables, and to assess differences between gToup=

and conditions.

The first six chapters attempt to specify suitable theoretical models of wage
determinants, the findings of the wage survey conducted on both Saudi and non-
Saudi employees in the private sector of the Eastern Province are presented. Chapter
Seven provides more empirical evidence for the determinants of and differences in
wages 1n the private labour market of the Eastern Province by using multiple
regression models. This chapter applies many regression models that correspond. in
the main, to the theories of wage differentials and determination. as mentioned
earhier 1n this study. Moreover, these regression models show econometric
estimations of the relationship between annual wage as a dependent variable, and a
set of independent vaniables, such as background, human capital and segmented

variables.

In Chapter Eight an examination 1s made of low-wage workers 1n the Eastern
Province of Saudi Arabia, and of wage policies as a complementary aspect of wage
differentials and determination. It will refer to the many different definitions ot low-
wage workers. In this chapter, policies which could be introduced to decrease wage

differentials, encourage low-wage Saudi workers and stimulate the economy to

reduce unemployment are suggested.

Finally, Chapter Nine presents the conclusions of this study. The main findings and
results are summarised, the limitations of the study are discussed, and some
recommendations for Saudi policy makers are put forward. There are also

suggestions made concerning areas where further research is needed.



Chapter Two
The Saudi Arabian Economy and Labour Market

2.1 Introduction

In order to achieve the objectives of this research, it is necessary to provide some
background information about the country with which it is concerned. This chapter
will focus on the economy of Saudi Arabia. The aim is to provide a broad picture
of the Saudi economy by outlining its basic characteristics. and the government's
attempts to put into practice a series of development plans. Special attention is also

paid to the role of the Saudi private labour market and its wage structure.

2.2 The Characteristics of the Saudi Economy

Prior to the discovery of oil in the 1930s, the Saudi economy depended mainly on
trade, agriculture, animal husbandry and services to pilgrims who visited the holy
cities of Makkah and Madinah. After the end of World War II in 1945, o1l quickly
replaced these activities as the main source of revenue. By the early 1970s, the
Saudi government had launched a long-term programme to use 1ts o1l revenues to
build the infrastructure to facilitate the diversification of the economy. The
government invested heavily in order to modernise the country by establishing
electricity, telecommunications, road, rail networks and its airline and airports.
Unfortunately, the fall in the price of oil in the mid-1980s drastically reduced
revenue from oil and brought this stage of infrastructure expansion to an end. This
economic slowdown led companies in the private sector to reduce their reliance on

government contracts (Bourland, 2002).

In the 1990s, as Saudis were moving in larger numbers through the educational
system and into the workforce, the government shifted the focus of its spending
away from military purchases and infrastructure development towards education,
health care, and social programmes. Moreover, the Gulf War period resulted 1n
substantial budget deficits, as had also occurred in the mid-to late-1980s. In 1995-
1995, government expenditure was reduced by approximately 24 per cent from 332
billion to around $40 billion, as another downturn occurred in the oil market. A
significant fiscal imbalance was starting to appear, and in particular an increasing

debt burden, by 1995. The government considered this deficit seriously and.
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therefore, took steps to eliminate it by, for example. encouraging privatisation.
believing that the private sector would be an engine for future growth. As a result.

the deficit had declined by just under 3 per cent of GDP by 1997.

From 1998 to 1999, a further downturn occurred in the oil market and oil prices fell
drastically. The budget of 1998 showed that although the government had cut
spending by 15 per cent from 1997 to offset the decline in revenue. there was still a
budget deficit of over $12 billion, i.e., close to 10 per cent of the GDP. The budget
deficit of 1999 was $3 billion less than that of the previous year. From the
beginning of the second quarter of 1999, o1l prices began to recover, which allowed
the government to reduce its deficit still further. The 2000 fiscal balance showed a

$6.1 billion surplus, the first since 1982. In 2001 and 2002, however, the budget
slipped again into deficit.

The Kingdom has emphasised the development of non-o1l industries. According to

the Ministry of Industry, by 1980 Saudi Arabia had 730 industrial plants with a
total invested capital of $6.3 billion. At the end of 2000, the number of plants had
grown to 4,836, with a total invested capital of $71.9 billion. In addition, the
government has been encouraging foreign investment in Saudi Arabia. A new
foreign direct investment law came into effect in April 2000. This reduces tax rates
on a foreign owner's corporate profits from a maximum of 45 per cent to a

maximum of 30 per cent, in order to allow foreigners to own the land where they

do business and to sponsor their own foreign employees (1bid.).

For the past 30 years, economic development has been largely governed by five-
year development plans. The current development plan, which began 1n 2000.
emphasises the importance of employing young Saudis and increasing the private

sector's role 1n the economy.

2.3 Planning and Development in Saudi Arabia

The rise in the accumulation of surpluses from oil sales after the early 1970s
(1390s H) enabled the Kingdom of Saudi Arabia to decide to use these surpluses
for the Kingdom's development, according to methods laid out in a sernes of five-

year development plans. Over the past thirty years, six development plans have
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been put into practice. The first, second and third plans emphasised the
development of the Kingdom's infrastructure, with later plans focusing increasinglyv
on human resources, private sector development and a reduction in the countrv'’s
dependency on oil. The Seventh Development Plan is being implemented during
the period 1420-1425H (2000-2004). This plan emphasises the importance of

employing young Saudis and increasing the private sector's role in the economy.

T'he following sections provide a brief overview of the last six plans.

2.3.1 Directions of Planning

The long-term strategic objectives for Saudi development were first conceptualised
during the preparation of the First Development Plan in 1390/1391H (1970). Each
plan has adopted objectives, programmes and policies that are aimed at achieving
substantial developments at each stage, thus preparing the way for the next plan.
The Ministry of Planning 1n Saudi Arabia intended that each individual plan would
cover the basic dimensions of development, which are: 1) the social dimension.
with an emphasis on safeguarding Islamic values, developing manpower and
improving the social welfare of citizens by upgrading the health, education and
cultural aspects of their lives; 2) the economic dimension, focusing on supporting
the economic base, diversifying sources of income, realising the balanced growth
of the various economic sectors, seeking optimal utilisation of economic resources
and achieving high productivity of human and economic resources; and 3) the
institutional dimension, directed at raising the efficiency of government services by
amending inadequate administrative regulations, restructuring certain government
agencies and establishing new ones, in order to enhance the government s

performance and upgrade the productivity of government agencies entrusted with

serving the economy and society.

The Ministry of Planning in Saudi Arabia summarised the major strategic

objectives of the development plans as follows:
- To safeguard Islamic values and confirm Allah’s Shana.

- To defend the Faith and the Nation; to uphold security and social stability:

and to deepen the values of national loyalty and belonging.

- To improve the standard of living and the quality of life.
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- l'o develop human resources, increase productivity and replace non-Saudj

manpower with qualified Saudis.

- To realise balanced growth throughout all regions of the Kingdom.

- l'o diversify the economic base and to reduce dependence on the production

and export of crude oil through the development of other natural resources

and the promotion of other economic activities.

- lo provide a favourable environment for the activities of the private sector.

and to encourage 1t to invest and to play a leading role in the development

process.

- To enhance the Kingdom’s position within the global economy, promote
economic ntegration among the Gulf Cooperation Council (GCC) countries

and strengthen economic cooperation with other Arab and Islamic countries.

2.3.2 Saudi Development Plans

Within the perspective of these objectives, each of the past six development plans
built, sequentially, on the accomplishments of the earlier plans and laid the
groundwork for further achievements in the following stage. The First
Development Plan (1970-1975) placed emphasis on the groundwork necessary for
the Kingdom's rapid transformation into a more advanced nation by focusing on the
infrastructure and basic public services, such as the water supply and electricity

generation, along with the expansion of social programmes and the development of

Saudi human resources.

The Second Development Plan (1975-1980) was prepared under more
advantageous economic conditions, since the Kingdom's o1l revenues had increased
significantly due to the increase in crude oil prices on the worldwide market. No
financial limitations, such as those that had influenced the preparation ot the First
Plan were present. This financial abundance enabled the Second Plan to focus on
four major areas: maximum possible expansion of the transport, electricity, water
and housing infrastructure; conservation of hydrocarbon resources; encouragement
of energy-intensive industries; and export of their high value added products. The

establishment of a Royal Commission for Jubail and Yanbu gave support to those
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areas. Moreover, the establishment of a number of special credit funds at that time

gave encouragement to the private sector.

T'he preparation of the Third Development Plan (1980-1985) coincided with large-
scale development in the national economy and an increase in oil revenues that
made the Kingdom one of the most financially powerful countries in the world.
The Third Development Plan focused on achieving structural changes in the
national economy by controlling oil and gas production levels in order to maintain
national resources, by continuing to build hydrocarbon industries. and by
completing infrastructure projects. The plan also aimed to support developments in

all regions of the Kingdom, and to enhance management efficiency by improving

administrative organisation and government procedures.

The Fourth Development Plan (1985-1990) constituted a new model. in terms of
planning methodology. With this new methodology, the plan shifted from a central
planning and projects-based approach towards a programme planning methodology
that would ensure greater flexibility for government agencies. The plan focused on
efficiency of operations and of usage of the Kingdom’s resources and facilities; a
diversification strategy for the development of producing sectors to enable the
private sector that would play a substantial role in the economic development
process; and a labour policy to reduce the number of unskilled and manual foreign

workers in the Kingdom by more than halt a milhion.

During the Fifth Development Plan (1990-1995), the private sector was encouraged
to increase its participation in some areas where the government typically provided
services, such as some public utilities and the transport sector. It focused on
achieving balanced development among the different regions of the Kingdom.
improving the technical base in many economic sectors, and achieving economic
and social integration between the Arab Gulf Co-operation Council countries.
However, the execution of the Fifth Plan was to some extent adversely aftected by
the Gulf War (1991), which required some adjustments to be made in the prionties

for government expenditure, which, in turn, affected private sector investment.
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The Sixth Development Plan ( 1995-2000) was prepared under exceptional
domestic and global conditions. The Gulf War and low growth 1n the world oil
market put some limitations on the plan’s preparation. However. the achieved plan
attempted to realise its objectives by boosting the role of the private sector and

reducing dependence on oil revenues. It emphasised the need to achieve the

tollowing objectives:

- lo continue supporting the ongoing development of the Kingdom's own defence

capabilities.
- To rationalise Government expenditure and make the national economy more

dependent on the private sector.
- T'o develop human resources by increasing the absorptive capacity of universities.
educational institutions, and vocational training and technical colleges, with due

emphasis on quality at all levels of education and training, in order to meet the

needs of the private sector.

- To develop the necessary policies for the Saudiisation programme.

The Seventh Development Plan (2000-2004) emphasised the important goals of
diversifying government sources of revenue, creating jobs for Saudis, giving
priority to privatisation, improving the efficiency of the government rather than
Increasing 1ts size, developing technical training and job skills for Saudis, joining
the WTO, promoting investment and growth, and expanding the infrastructure in

line with population growth and 1n order to facilitate economic development.

2.4 The Oil Sector

The Kingdom currently has the world's largest o1l reserves: 1t has about 261 billion
barrels of proven crude o1l reserves. On the basis of an International Energy
Agency (IEA) report, this represents more than 25 per cent of the world's o1l
reserves. Early in 2002, The Saudi British Bank (SABB) stated that the rate of new
discoveries of o1l reserves has surpassed the depletion rate; oil reserves in 2000
were higher by almost 95 billion barrels than 15 years earlier. This high volume of
reserves represents over 90 years of production at current levels. Moreover, on the

basis of Bourland's calculation (2002), this volume of reserves could allow the
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continuation of current oil production for 102 years. Despite the diversification that
1s taking place, the oil sector still determines the underlying power and growth

prospects of the Saudi economy. The oil sector contributed an estimated 44 per

cent of nominal GDP in 2000, which represented almost 81 per cent of the

government's total revenues.

T'he Organisation of Petroleum Exporting Countries (OPEC) was established in
1960 to co-ordinate the petroleum-related policies of its members. Saudi Arabia. as
a founding member, restricts its crude oil production output under the current
OPEC crude o1l production quota, which is 7 million barrels per day for Saud;
Arabia as of January 1, 2002. Saudi Arabia is a very strong competitor in the oil
market. For instance, the year-end 2001 price for Saudi oil was $17.5 per barrel on
average, while its production cost was only $1.50 per barrel, compared with a
global average cost of $5-10 per barrel. In addition to this, it costs Saudi Arabia

less than 10 cents per barrel to discover new well reserves (Bourland, 2002).

O1l and gas exploration, production, refining, marketing and distribution are

managed by ARAMCO. In 1978, the government of Saudi Arabia purchased the
shares held by foreign shareholders and the company was renamed Saudi

ARAMCO. Recently, Shaybah, a major new field, was opened up and put into

production by Saudi ARAMCO. This field produces 500,000 barrels per day. One
main goal of Saudi ARAMCO is to develop fields of high-grade crude, so that the
5 types of crude sold (Arab Heavy, Arab Medium, Arab Light, Arab Extra Light,
and Arab Super Light) would tend to have a higher quality and thus be higher
priced under existing production quotas. Another important long-term goal 1s to
shift the domestic uses of energy from oil to gas, thus freeing more o1l production
for export. In this regard, the Kingciom has opened up some 1nvestment

opportunities for foreign oil companies to develop gas in the Kingdom for domestic

USC.

The prosperity of the oil sector, through its impact upon government revenues, has
important implications for government spending in crucial areas like health.
education, defence and social services. Basically, oil has two effects, one positive

and the other negative. The positive benefit comes with more oil revenue, which
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allows for a greater proportion of capital expenditure and more government
spending. The negative effect comes with less oil revenue which diverts spending
from private sector development, if borrowing has to be undertaken in the domestic
market. This situation damages the economy in the long term, as the national and
foreign private sector needs a stable economic environment in which to invest. For
these reasons the Kingdom has tried to pursue a policy of oil price stability on the
world stage. This allows greater certainty that sustainable development can be

achieved by predicting a reasonable level of oil exports and government oil

revenucs.

2.5 The Non-0il Sector

The previous section showed that the primary objective of the Saudi Kingdom is
the reduction of its dependence on oil revenues by focusing on industrial
diversification. This section discusses various aspects of this strategy and provides

statistics that indicate some of the achievements (reported by SAMA, 2001). For

instance:

2.5.1 Petrochemicals

The petrochemical industry of Saudi Arabia relies on gas and natural gas liquids for
industrial feedstock for other oil and gas derivatives. The Saudi petrochemical
company SABIC 1s the largest publicly-listed company in the Middle East and one
of the top 25 chemical companies in the world. SABIC holds a vital position in the
world markets for petrochemicals. Most of SABIC's companies are joint ventures,

for the most part multinational companies.

2.5.2 Mining

Saudi Arabia has significant deposits of minerals such as gold, copper and
phosphates, but these remain largely unexplored. The development of the
Kingdom's mineral deposits is now seen as important to the economy. The country
is rewriting the Mining Investment Regulations. In 1997, a new government-owned
mining company, Ma’aden, was set up to carry out investigations of base metals

and industrial minerals, and to participate in joint local and foreign private sector

ventures.



2.5.3 Air Transportation

Saudia, the national carrier, with a monopoly of domestic routes. has been provided
with the latest modern aircraft to complete the upgrading of its fleet. The number of
new aircraft received by Saudia up to the end of 2000 stood at 58, of which four
were Boeing 747-400, 21 were Boeing 777-200, 29 were MD-90 and four were
MD-11 for cargo. It is planned to privatise Saudia which is currently at the
introductory stages of outlining a privatisation plan. Saudia has made good
progress 1n replacing non-Saudi staff with Saudis. A high level executive
committee was established to review the strategic plan and to achieve a higher rate

of Saudusation. National employees currently represent 88 per cent of the total.

2.5.4 Construction

The construction industry is starting to depend increasingly on the private sector
and semi-government companies projects, as the government role in the economy
was reduced many years ago. Petrochemicals, electrical power, water, and the
telecommunications sectors are now undertaking major projects. In addition, the
construction of houses and other buildings continues, in line with the growth in
population. The prosperity of this sector is related to oil revenue levels in the

Kingdom. As a result, 2001 was a good year for profitability, the cement industry

being an example.

2.5.5 Telecommunications

Telecommunications 1s one of the strongest growth areas in the Kingdom. The
Saudi Telecommunications Company, STC, operated 2.96 million fixed lines and
1.36 mobile lines by the end of 2000. Moreover, internet services are now widely

used, with over 20 internet service providers.

2.5.6 Agriculture

Agriculture 1in Saudi Arabia has grown rapidly since the Kingdom has been aiming
at self-sufficiency in many agricultural products. This sector had been aided
significantly by the government, but suffered major subsidy reductions between
1993 and 1995. Although subsidies have continued to decline since then, the
agricultural component of GDP has remained steady, at between $8 and $9 billion.
or 5.3 per cent of GDP 1n 2000. Although there are generous agricultural subsidies.
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Saudi Arabia still remains the largest food importer in the Middle East. In 2000 it
imported $5.4 billion in foodstuffs.

2.5.7 The Financial System
The central bank of Saudi Arabia is the Saudi Arabian Monetary Agency (SANA).

which, as the government's bank, monitors and regulates commercial banks.
manages the government's foreign assets, carries out Saudi monetary policy and
1ssues the country's currency, the Saudi Riyal (SR). In addition to the commercial
banks, there are several government credit institutions. They give loans and
advances on soft terms for special purposes to Saudi individuals and companies.
These are the Saudi Agricultural Bank, the Public Investment Fund, the Saudi
Credit Bank, the Saudi Industrial Development Fund, and the Real Estate

Development Fund. At mid-year 2001, the value of their loans had reached $39.3

billion.

2.6 Government Finances

The Minister of Finance and National Economy, in conjunction with the various
ministries, proposes Saudi Arabia's budget. Before approval by the Council of
Ministers, it has to be reviewed by the Supreme Economic Council and the Majlis
al-Shoura. The fiscal year runs from 1 January to 31 December and the new budget

announcement 1s typically made in December of each year.

Three imbalances exist in Saudi government finances, which 1ts fiscal policy is
trying to eliminate (Bourland, 2002). These are:

1. High government debt.

2. Low capital expenditure relative to current expenditure. In other words, the
investment in infrastructure is less than the combined cost of salaries, operations
and maintenance. This imbalance forces the government to make further efforts to
encourage privatisation.

3. High dependence on o1l for revenues. Saudi Arabia receives 81 per cent of 1ts
revenues from o1l sales. The Kingdom is planning to introduce new taxes and

increase fees. This 1s intended to lessen its dependence on oil revenues (4rab News.

26 October 2002).
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2.7 Balance of Payments

Saud1 Arabia's trade picture is generally a healthy one. However. there have been
some periods of stress. Its balance of payment went deeply into deficit during
1991-92 because of the high cost of the Gulf War. In 1993-94. oil prices fell. facing

the Kingdom into another difficult situation, but it benefited from oil price rises in
1995 and 1996.

Although 1996 and 1997 were strong years for oil revenue. only a small current
account surplus resulted. In 1998 the current account recorded a $13 billion deficit.
In 1999 1t jumped back to record a small surplus because of the increase in oil

revenue. 2000 and 2001 saw surpluses of $14.8 billion and $8.3 billion respectively
(Bourland, 2002).

The major source of payment inflows to the current account are oil revenues. while

the major outtflows are non-Saudis' remittances and payments for imports.

2.8 Privatisation

Privatisation 1s the process of transferring the ownership or management of public
establishments, projects and services from the government sector to the private
sector, relying on market mechanisms and competition, and using a number of
methods, including contracts for managing, operating, financing or selling all or

part of each of the government's assets to the private sector.

The decision of the Saudi government to move forward with the privatisation of a
number of public enterprises 1s a strategic one. It will encourage the continued
expansion of the role of the private sector in economic activity. The Supreme
Economic Council (SEC) 1s entrusted with the task of supervising the privatisation
programme 1n co-ordination with government authorities. The SEC was called

upon to set out a strategic plan and a timetable for the privatisation.

The Supreme Economic Council approved the privatisation strategy for Saudi
Arabia. The SEC mentions many basic objectives, such as: increasing the capacity
of the national economy; encouraging private sector investment: expanding the

ownership of productive assets by Saudi citizens: encouraging local investments of



domestic and foreign capital; increasing employment opportunities and optimising
the use of the national work force; ensuring the continued equitable increase in
individual income; providing services to citizens and investors in a timely and cost-
etffective manner; rationalising public expenditure and reducing the burden on the
government budget by giving the prnivate sector opportunities to finance: operate
and maintain certain services which it 1s able to provide by increasing government
revenues from returns on its participation 1n activities transferred to the private

sector, and from the sale of shares in Saudi government-owned companies (SAMA.

2001, and Bourland, 2002).

The following is a list of public enterprises that are being prepared for

privatisation:

The telecommunications sector.
Saudi Arabian Airlines (Saudia).
The postal services.

1.

2.

3.

4. The electricity sector.
5. The railways.

6.

Some services of the General Port Authority.

2.9 Population
SAMA (2001) reported that the latest official estimate by the Central Department

of Statistics of the total population of the Kingdom was 22.01 million in 2000, as
compared with 21.33 million in 1999. This indicates a rise of 0.68 million, or an

annual growth rate of 3.1 per cent. This rate is equal to the average annual growth

rate of the Kingdom’s population during the period 1995-2000.

As shown in Table 2.1, the Saudi population stood at 16.21 million in 2000, This
represented 73.6 per cent of the total population of the Kingdom, as compared to
15.66 million in 1999. This increase has been calculated as 3.5 per cent, which 1S
equal to the average annual growth rate of the Saudi population during the period
19095-2000. On the other hand, the non-Saudi population grew by 2.2 per cent from
5 68 million in 1999 to 5.80 million in 2000. 5.80 million represented 26.+ per cent
of the Kingdom's total population. The growth rate in the non-Saudi population
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during 2000 was a little higher than its average annual growth rate of 2.1 per cent
1In 1995-2000.

There are certain factors which have caused this high rate of population growth in

the Kingdom. First, the birth rate exceeded 5.5 infants per woman in 2000. The

average birth rate in the rest of the world is 2.7.

Table 2.1 Population Structure of the Kingdom during 1995, 1999 and 2000

8 T [

Total population (million) 18.80 21.33 22.01

—

Annual growth rate (%) 3.6 5.2 R '
Average growth rate in the period 1995-2000 (%) 3.1

Saudi population (million) 1359 1566 16.21 |
Ratio to total population (%) 72.3 73.4 73.6
Average growth rate in the period 1995-2000 (%) 35
Annual growth rate (%) 1.7 2.2
Ratio to total population (%) | 27.7 26.4
Average growth rate in the period 1995-2000 (%) | 2.1

Source: SAMA reports 2001.

Secondly, improvements in living conditions, health and educational facilities in
the Kingdom have led to a decrease in the mortality rate and a nse in life
expectancy in the Saudi population. The life expectancy of a Saud: citizen 1s
estimated at 72 years, compared with the world average of 67 years. Thirdly. an
external factor, the continual heavy influx of non-Saudi labourers and their tamilies
has helped to make the rate of population growth in the Kingdom one of the fastest

in the world.

2.9.1 Age Structure of the Saudi Population
Saudi Arabia has a large percentage of young people. Table 2.2 shows that 1n 2000.
the age structure of the Saudi population was such that the number of people below

30 years of age was 11.9 million, which accounted for 74 per cent of the total Saudi

25



population. This ratio exceeded the 55.6 per cent for the world population as a
whole. The group aged between 12 and 64 years accounted for 59.0 per cent of the

total Saudi population. The Saudi youth expansion represents both an enormous

challenge and an opportunity for the country.

Table 2.2 Saudi Population by Age Group, Sex,
and Relative Distribution in 2000

Saudi population Relative distribution of Saudi

population %
Total
Total 16,208

0-4 2,820

=
&
)

Age group Female Total Male Female

8,057 100.0 | 100.0 100.0

1.384 17.4 17.0

3,151
1,436

|

 Total

16208

280
59 [ 249 1250 1,209 15 50
m 1,071 1,038 13.0 129
m 911 888 11.1 11.0
765 748 9.3 94| 93
965 481 484 j 5.9 6.0
805 402 403 4.9 5.0

Source: SAMA reports, 2001.

The Saudi government has to respond ;0 these challenges by providing more
education, training, health, and housing facilities as well as by setting up
programmes that aim to create appropriate job opportunities for Saudi young
people. The Seventh Development Plan (2000-2004) focuses on how these

challenges may be addressed.



2.9.2 Future Estimates of the Kingdom’s Population in 2020

The Seventh Development Plan expects that the Saudi population will increase
from 16.2 million in 2000 to 29.7 million by 2020. This gives an average annual
growth rate of 3.0 per cent during the period 2000-2020. Moreover. if this occurs.
the Kingdom’s total population (Saudis and non-Saudis) will increase from 22.0
million 1n 2000 to about 33.4 million by the year 2020, i.e.. an average annual
growth rate of 2.1 per cent. In 2020, the total non-Saudi population is predicted to
be only 3.7 million, or 11.1 per cent of the Kingdom’s total population.

Previous estimates indicate that the size of the labour force will be 10.7 million
workers by 2020. About 9.6 million members of this labour force are expected to
be working in the private sector by that time. The Saudi labour force 1s expected to
increase from 3.17 million in 1999 to about 8.26 million 1n 2020. On the other

hand, the non-Saudi labour force will decline from 4.0 million in 1999 to about 2.5

million 1n 2020.

2.10 The Labour Market

2.10.1 Labour Market - Overview

The financial wealth from oil, coupled with a labour deficiency in terms ot skill
levels means that Saudi Arabia has a serious problem. The short-term solution to
the problem of the shortage in national labour was, and still is, to bring in foreign
labour to meet the need for appropriate skills. The long-term solution to the
problem of the national labour shortage has always been gradually to replace non-
Saudi labour with a growing youth and productive Saudi workforce. To achieve
this aim, ever since it began to derive revenue from oil production, the Kingdom
has put human resource development at the forefront of its policy-making agenda.
The hope is that Saudi labour will take over, significantly, through natural market
forces. However, in the current economic environment, it is doubtful that this can

happen without some regulation of the labour market to help the process along.

Presley (2000) showed that by 1999, total civilian employment stood at 7.2 million.
up from 6.0 million in 1990, and projected that it would be over 7.5 million in

2000, of which only 2.5 million would be Saudi, putting the Saudi share of the

workforce at only 34.7 per cent.



In 2000, the expatriate workforce constituted over 65 per cent of the total
workforce. This indicates that reversing these proportions will be a long process.
T'he Sixth Development Plan (1995-2000) showed that the private sector has failed
to employ Saudi nationals largely because of the availability of cheaper and better
qualified foreign labour. Moreover, Saudi nationals generally express a preference
for working in the public sector, where wage and salary levels have been higher.
Almost 95 per cent of non-Saudi labourers work in the private sector. whereas

around 80 per cent of the working Saudi population have jobs in the public sector.

The Seventh Development Plan (2000-2004) aims to develop human resources, to

upgrade their efficiency by means of training in order to meet the requirements of
the national economy, and to replace non-Saudi labour with Saudi. It estimates that
the total numbers of the labour force in Saudi Arabia stood at 7.2 million in 1999.
Saudis accounted for 3.2 million, or 44.2 per cent of the total, while non-Saudi
workers accounted for 4.0 million, or 55.8 per cent of the total. The plan also
mentions that the number of workers in the government sector was estimated at 0.9
million, out of which 0.7 million were Saudi employees, 1.€., 78.2 per cent of the
total, while non-Saudi employees were estimated at 0.2 million, 1.e., 21.8 per cent
of the total. On the other hand, the number of employees in the private sector was
estimated at 6.3 million, and Saudi employees at 2.4 million, 1.e., 38.7 per cent of
the total labour force in the private sector. Non-Saudi employees theretore
accounted for 3.8 million or 61.3 per cent of the total. The number of Saud:
nationals in employment is thus lower than the government considers satistactory,

in view of its aim to lessen dependence on foreign workers.

The Seventh Development Plan mentions that the number of Saudis of working age
(12 years and above) was 9.7 million in 1999. This represents an annual orowth
rate of 3.9 per cent, as against 2.6 per cent for the population under the working age
(below 12 years). Therefore, the Kingdom should plan for a structural change 1n
favour of the population of working age, which represents some 62.0 per cent of
the total Saudi population. Moreover, students constitute the majority of the

population of working age.



T'he Kingdom is aware of the need to provide more jobs for those reaching working
age. In 1ts latest plan, it shows that 328,600 new job opportunities should be
provided. The private sector is expected to supply 311,000 jobs, 94.6 per cent of
the total. Moreover, 488,700 job opportunities are projected to be made available as
a result of the Saudiisation programme. This means the government anticipates that
12.1 per cent of all non-Saudi manpower will no longer be needed during this plan
period. The Saudiisation programme, it is hoped, will raise the share of Saudi
labour 1n the total manpower from 44.2 per cent in 1999 to 53.2 per cent by 2004.

Thus, the total labour force will rise from 7.2 million in 1999 to 7.5 million by the

end of the Seventh Plan period in 2004.

2.10.2 Employment Structure
2.10.2.1 Employment Structure by Economic Activity
The Seventh Development Plan indicates, as shown in Table 2.3, that employment

in the non-o1l private sector 1s expected to rise from 6,161,200 in the base year

1999 to 6,472,200 by the end of<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>