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Abstract

The aim of this thesis is to evaluate Saudi Arabia's policies for
diversification. Econanic diversification only became a realistic
possibility following the first major oil price rise in the early 1970's.
Not surprisingly the inmediate reaction was to follow the example of
western industrialised countries, and consequently very anmbitious plans
were discussed. This over reaction was soon rationalised. The Second
Development Plan ocovering the 1975-1980 period, laid the foundations for
diversifying the econany by providing for the creation of a much needed
infrastructure. It was left to the Third Development Plan covering the
1980-1985 periocd, to define a selective approach to industrialisation so

that only the econamically feasible projects remained.

It is rather too early to assess just how successful the Third Plan
has been. The most that can fairly be asked is: has the Government begun
to implement its policies for econanic diversification? The abrupt change
in revenues almost forced the Government to rely on imports for development
if it wished to take immediate action because of its limited damestic
econamy. Consequently, industrialisation in Saudi Arabia is largely
dependent on imports, and most diversification amounts to the
implementation of import substitution policies. Export diversification is
virtually the export of any goocds or services other than oil. It is thus
essential to analyse the determinants of imports and exports and to look at

recent trends.
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Foreword

The image of Saudi Arabia is sametimes one of romance with sheikhs
spending millions of pounds on diamonds or other whims of fancy, rather
than the more realistic one of economic planners making careful, rational
decisions. The Saudi Arabian Govermment has drawn up three development
plans to date: the First Plan 1970-1975, the Second Plan 1975-1980 and the
Third Plan 1980-1985. Each is based on well thought out econamic
objectives, pushing or pulling the econamy in a specific direction. One of
the general aims of this thesis is simply to show that Saudi Arabia has a
sensible development strategy. It should provide an insight into some of
the decisions taken, which have been dictated by the country's econanic
environment. In particular, this thesis attempts to evaluate Saudi

Arabia's policies for econamic diversification.

FEconamic diversification only became a realistic possibility after the
well-documented price increase of oil in 1973-1974. It was only at this
time, at least in the short term, that financial constraints were removed.
The growing econamy required careful monitoring and planning, especially as
the Government wished to ensure that Saudi culture remained intact, points

looked at in the first introductory chapter.

The Govermment wished the econamy and its people to immediately
benefit fram these revenues but the limited, existing damestic econamy made
it essential to make use of imports. Imports then acted as the so-—called,
engine of growth for development; the demnand for imports increased and the
econamy soon became dependent on imports in order to sustain growth.

Questions such as whether imports are primarily for current consusption or



if they are contributing to future development we analysed in chapter 2.
The determinants of imports are examined using formal linear regression
analysis as these determinants are also likely to be crucial for import
substitution arnd hence econamic diversification. Regressions have not been
attempted before using Saudi data. Chapter 3 on import substitution
presents hitherto unused material as the tables were campiled using
unpublished industrial survey data. With this major exception it was
mainly necessary to use secondary sources, although primary data fram the

Saudi Arabian Monetary Agency and the Ministry of Planning were also used.

Saudi Arabia has little industrial tradition. It was thus a necessity
0 use expatriate workers to implement these import substitution poiiéies.
As chapter 4 shows, a number of problems surround this . Without doubt the
use of expatriate labour has a high opportunity cost politically, socially
and econanically. Another problem is that the natural depletable resource,
oil, is almost the only foreign exchange earner. In Saudi Arabia there is
an evident need for export diversification. The country aims to exploit
its comparative advantage. Consequently, export diversification is largely

based on the use of 0il or gas as major inputs.

The evaluation of econamic diversification policies in Saudi Arabia
involves the observation of the country's external relations. withoﬁ;
imports, industrialisation cannot take place and oil revenues fund these
imports. Import substitution polices and export diversification policies
must go hand in hand. The econamic base must be developed first to pave
the way for export diversification policies. The last chapter thus looks

at the implications of econamic diversification for the Balance of

Payments.



CHAPTER 1

INTRODUCTION: PROBLEMS AND POTENTIAL

1.1 THE PROBLFM OF CVERDEPENDENCE

Saudi Arabia is a single-cammodity econamy. As will become apparent,
the daninance of oil in the country's foreign exchange earnings, goverrment
revenue and as a source of growth of national incame is the most obvious
characteristic of the econamic system. However, the oil sector is not an

important source of employrnem:.,l

Before 1970 Saudi Arabia oil revenues were only a fraction of their
post 1970 dimensions. Indeed at the end of the 1960's so little had the
focus of the Saudi Arabian econamy moved towards oil that the annual
pilgrimage to Mecca (bajj) remained a significant source of government
income and employment for the local population. The high prestige of
employment based on the hajj and the pericdic return of this work remains
an influence on the employment patterns of Saudi Arabian nationals even
today. The natural conservatism of Saudi Arabia's leaders meant that
modern development proceeded cautiously: there was protracted debate about
the impact of modernity upon moral values. This can be illustrated by the
large proportion still working in the (rather ill-defined) sector,
'agriculture and namadism'. In 1970 virtually one half of the Saudi
Arabian econcmnically active labour force, was still in this sactor. At

this time the 'agriculture and nanadism' sector was traditional in
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organisation and its technology was largely that of subsistence hill

farming.

This was in sharp contrast to the oil industry. The low levels of
educational attaimment and limited modern sector employment experience of
Saudi nationals meant few opportunities. for them to work in the oil sector.
The various arms of government and public administration represented the
principal alternative to farming for most Saudi Arabians - thus in 1970
their employment options were very much the same as they had been for the
past century. Terms of service and conditions in the police, army and
civil service did improve. Yet, many Saudi Arabians of urban background
continﬁed to follow privafé trading pursuits, as this existence suited
their attitude and expectations of life. Ironically, the concern of the
time, despite the limited impact of modernity, was that change was

proceeding too rapidly,2

In Saudi Arabia today, the oconcern is centred on the need to diversify
the econanic base of the econamy. There is a problem of overdependence on
the oil industry, as becames clear fram the figures on the distribution of
gross domestic product (GDP) according to econamic activities. This
analysis can be dbggrved in two ways: at a point in time and, frcmﬁa
dynamic view by locking at the way the shares of various econanic activities

have been behaving over time. The latter approach will first be adopted.

During the thirteen year period fram 19265 to 1978 there were
significant structural changes in the econamy of Saudi Arabia so far as

industrial origin of the GDP was concerned. There is a sharp contrast in



the camposition of economic activity between 1965 and 1978, as table 1.1
shows. Firstly, there was a relative shift to crude petroleun and gas
whose share of GDP peaked in 1974 and declined through the rest of the
decade. The dramatic price rise for o0il in 1973-74 resulted in significant
reductions in the relative contributions of all non-oil activities in the
econany in favour of crude oil and gas production. Secondly, same sectors
of the econamy achieved increased shares: construction 5.5 to 14.3 per
cent; govermnment services 3.6 to 6.8 per cent; and transport, storage and
camunications 1.7 to 4.5 per cent. This is in terms of current prices but
the situation is different when viewed at constant prices, that is, in

terms of real GDP.

In terms of constant prices, the structural shift appears to be less
praninent as might be expected when the significant rate of inflation has
been accounted for. The table shows that the following activities all
increased their shares of real GDP between 1965 and 1978: "other
manufacturing”, construction, cammerce, restaurants and hotels, services
and, other minerals. This occurred not only at the expense of crude oil
and natural gas production, but also at the cost of reduced shares of other
non-oil activities, such as, agriculture and government services. Over the
thirteen year periocd it appears that the structure of the econamy of Saudi
Arabia in general shifted in favour of crude o0il and gas production and
construction. There was movement away fram important sectors such as
agriculture. In short, it appears that crude oil and natural gas
production generated 56.4 per cent of GDP at factor cost (current prices)
in Saudi Arabia in 1978. At constant prices this sector's shére is reduced

to 46.9 per cent. It is very unlikely that the next five years will show



Table 1.1

Saudi Arabia's Gross Domestic Product by Economic Activity (per cent)

Type of economic activity ' Current prices Constant prices
1965 19752 19762 1978b 1965 19752 19762  1978b

Agriculture, forestry and fishing 8.5 1.0 0.9 1.0 8.3 3.7 3.5 3.2
Mining and quarrying: 44.2 75.2 66.9 56.9 44 .2 54.9 51.1 47.3
Crude petroleum and natural gas 44.0 75.0 66.6 56.4 43.9 54.6 50.8 46.9
Other minerals 0.2 0.2 0.3 0.5 0.3 0.3 0.3 0.4
Manufacturing: 8.3 5.2 4.9 4.4 8.0 6.3 6.2 6.4
Petroleum refining 6.4 4.1 3.6 2.6 6.2 4.1 3.8 3.8
Other manufacturing 1.9 1.1 1.3 1.8 1.8 2.3 2.4 2.6
Flectricity, gas and water 1.3 0.1 0.1 0.1 1.1 1.0 1.0 1.3
Construction 4.9 5.5 9.6 14.3 5.2 7.8 9.6 10.9
Commerce, restaurants and hotels 7.0 2.8 3.8 . 4.9 7.1 6.0 6.8 8.5
Transport, storage and communications 7.2 1.7 2.5 4.5 6.9 4.1 4.6 5.6
Services: 4.8 3.9 5.1 5.7 4.8 7.0 7.6 8.3
Ownership of dwellings 4.2 2.5 3.2 3.4 4.2 5.2 5.6 6.1
Otherc 0.6 1.4 1.9 2.3 0.6 1.8 2.0 2.2
Community services 5.5 0.9 1.2 . 1.5 5.7 1.0 1.1 1.1
Less bank charges -0.2 -0.3 -0.7 -0.2 -0.2 -0.3
Subtotal (GDP) of population 91.7 96.1 94.7 92.6 91.3 91.7 91.4 92.3
Covernment services 8.3 3.9 5.3 7.4 8.7 8.3 8.5 7.7
GDP in a factor cost 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Notes: a. Revised estimates. b. Preliminary estimates. c. Less imputed bank service charges.

Source: Computed from SAMA, Statistical Summary, lst issue (Riyadh, 1977), Tables 27 and 28, and 2nd issue
(1977), Tables 28 and 29; SAMA, Annual Report (1977), Tables 28 and 29, pp. 146-9 and (1979), Tables 19
and 30, pp. 165-8.

Source: El Mallekh, R. Saudi Arabia: Rush to Development, p. '29.
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the same upward trend. The desire now is to follow policies which restrict

production and encourage the diversification of the econamy.

Turning to expenditure patterns depicited in table 1.2, it is possible
to discover how much private consumption, government consumption, capital
formation and foreign accumulation of savings have been taking place. The
share of government oconsumption has increased quite consistenly over the
last decade. This can be explained by the desire of the Saudi Goverrment
to share the wealth generated by oil with the whole population via
mechanisms of subsidies, provision of social services and increased state
sector employment. That is, private consumption is not an adegquate measure
of the econamic welfare of the population. The situation in Saudi Arabia
is different to that existing in the west: private consumption to a large
extent depends on goverrment consumption. Private consumption and
government consumption are complementary and the problem of the 'crowding
out effect', whereby private consumption is squeezed, does not arise to any
great extent in Saudi Arabia. 1In other words, one does not take place at
the expense of the other, a point looked at in more detail in the next

chapter.

Between 1971 and 1978 the econamy performed remarkably well by growing
at an annual rate of 26.7 per cent. The expansion lies in inql-eased oil
revenues although the years 1970 to 1975 saw an acceleration in the rate of
inflation. The real rate of growth of GDP is much lower than the nominal
rate, that is, 14.1 per cent. In so far as consumption per capita may be
regarded as a measure of how well off the Saudi population is beconing, the

average citizen seems to be enjoying a steadily improving standard of



Table 1.2a

Gross Domestic Product of Saudi Arabia by Expenditure Categories, 1953-70 (SR (Saudi riyal) millions)

1963 1964 1965 1966 1967 1968 1969 1970

Consumption expenditures
Private 2,742 2,83 2,910 3,026 3,177 4,585 5,360 5,859
Government 1,244 1,430 1,654 1,915 2,437 2,747 3,026 3,421
3,986 4,265 4,564 4,941 5,614 7,332 8,386 9,280
Gross capital formation 1,076 1,094 1,499 1,987 2,418 3,127 3,354 2,806
Net foreign sector 3,611 3,961 4,341 5,011 5,196 4,197 4,235 5,312
Expenditure on GDP 8,673 9,320 10,4064 11,939 13,228 14,656 15,975 17,398

Table 1.2b
Gross Dome;tic Product of Saudi Arabia by Expenditure Categories, 1971-8 (SR millions)

1971 1972 1973 1974 19752 19762 19772  1978b

Consunption expenditures
Private 6,412 6,914 7,896 9,827 17,897 12,738 34,148 50,995
Government 3,798 4,285 5,335 9,864 15,911 28,883 41,033 47,034
10,210 11,199 13,231 19,691 33,808 52,621 75,181 98,029
Gross capital formation 2,272 2,498 5,694 8,400 17,841 33,705 51,416 67,136
Net foreign sector 9,984 13,559 21,740 70,389 87,204 77,421 77,622 57,688
Expenditure on GDP 22,921 28,256 40,552 99,315 139,600 164,526 205,056 223,747

Notes: a. Revised estimates. b. Preliminary estimates.
Sources: SAMA, Statistical Summary (December 1970), Table 25 and 2nd issue (1977), Table 30, SAMA, Annual
Reports 1977, Table 30, p. 150 and 1979, Table 31, p. 169

Source: Il Mallekh, R.  Saudi Arabia: Rush to Development, p. 31

=



living. Since 1964 per capita private consumption has been rising at an
annual rate of at least 8 per cent. However, real private consumption per
capita provides a rate of growth of welfare of 4.2 per cent between 1964
and 1978 and only 0.6 per cent between 1970 and 1978. It is suggested that
this low rate is campensated by the very high rate which the country added
to its capital stock. Gross capital formation grew at a rate of 52.1 per
cent between 1970 and 1978 due to the increased oil revenues after 1972 and

the emphasis placed on infrastructural construction.3

The important position of imports in the Saudi econamy in some ways
reflects the dynamic processes of develogment which the econamy is
curréntly e#perienciﬁg. Tﬁe total value of imports rosé approxiﬁately
thirty times between 1960 and 1978. Between 1968 and 1978 total imports
have grown from SR 2,578 million to SR 69,180 million. The largest
increases have occured since 1973. The average annual growth percentage
between 1973 and 1978 is 58.2 per cent including the 1976 figure of 107.0
per cent and 1978 figure of 33.9 per cent. Of course the sharp rise in the
value of imports for these years may be attributed in part to the
inflationary trends. Still, a substantial part must represent satisfaction
of the development requirement for the First and Second Development Plans
(1970/75 and 1975/80 respectively) as well as an increase in the marginal
propensity to import of the private sector. Pecause imports are crucial to
the development énd econany of Saudi Arabia, both chapters 2 and 3 are

devoted to a discussion of their role.

Saudi Arabia's energence as a political and econcnic entity in the

last three decades has taken place under conditions without parallel among



developing nations. It is suggested that if the analysis of the Kingdam's
evolution were integrated into the main body of political development
theories, many changes would result. In short, the Saudi experience is
often ignored and "theories" are often generalisations. Braibanti and Al
Farsy put forward six conditions which set the Saudi experience apart - and

these conditions are wide ranging.

Firstly, the Saudi cultural, religious, linguistic and ethnic cchesion

is unparalleled, although confronted by the use of resident foreign

manpower . The Kingdam is the only major nation whose constitution is
sacred scripture, the Holy Qu'ran. Secondly, its political system does not
embrace such institutions as political parties and legislatures. Thirdly,
quite a successful effort has been made to control the admission of non
Saudi values an policy. Fourthly, development is taking place in the
context of affluence rather than abject poverty amd so creating an unusual
national psychology. Fifthly, there has been a different sequence of
development with institutional infrastructure being built before mass
participation of Saudis in their econamy. Finally, the policy has evolved
in less than half a century and has been unimpeded by a colonial traditidn,
unlike Africa and Latin America for example. Therefore, these combined

~ conditions make Saudi Arabia distinct fram the majority of Third World

Nations.5

1.2 REMOVAL OF FINANCTAL CONSTRAINTS

"The escalation of oil prices, particularly in the mid 1970's,

played a major role in lifting Saudi Arabia - almost overnight -



Table 1.3

Revenue from the Export of Petroleum and Production

Revenue from the export Crude Petroleum1

of Petroleum (Billions Production

of Riyals)
1970 9.89 34.8
1971 14.92 45.3
1972 18.82 _ 58.9
1973 28.93 75.8
1974 110.54 85.6
1975 104,54 71.3
1976 136.91 87.0
1977 154.98 93.0
1978 128.56 83.2
1979 197.12 95.3
1980 339.37 100.0
1981 383.00 97.5
1982 259.93 61.0

1 1980 = 100

Source: IMF International Financial Statistics, Yearbook 1983, pp. 438-439.
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Table 1.4

Indexation of the Price of Saudi Arabian Crude 0il

(1969 = 100)

900

800 |-

700 -

600 [—

500 |—

400 {—

300 |—

200 +

100
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Source: IMNF Bureau of Statistics, International Financial Statistics
November, 1979.




The Goverrnment is well aware of the problem and, as will be shown in
section 1.3, it is attempting to use the o0il incame wisely. Although Saudi
Arabia has a less acute problem concerning finance than most developing
countries, the Govermment still has to act within given financial
constraints. It too is looking for the optimum utilisation of resources.
Efforts have been made to develop downstream petroleum products that use
crude oil as a major input. At the same time, the Government accepts that
sane day the oil will be depleted (or in the future there may be
insufficient demand for its oil). Consequently, efforts are now being

directed to the development of non-petroleum based industries.7

Many factors allowed Saudi Arabia to increase the revenué it received
fran oil. No attempt will be made to provide a camprehensive account of
all factors involved, within this single section. Nonetheless, it will
provide an outline of same of the more evident factors involved in the last
two decades. Firstly, the formation of OPEC. As many are aware, OPEC was
established in September 1960 as a direct response to the challenge posed
by the multinational oil companies in unilaterally reducing the posted
prices of crude oil in February 1959 and in August 1960. Shortly after its
foundation the organisation began an in-depth study of oil prices to
determine a fair pricing formula, supported by a study of international
pro-rationing. By June 1968 the Declaratory Statement of Petroluem Policy
in part recamnended that posted prices (that is, the tax reference price)
ought to be determined by the government so that it was consistent with the

prices of manufactured goods which enter into international trade.



Also by 1970, a 'seller's market' had emerged due to the increased
consumption by the Western industrialised countries. This factor, coupled
with factors like the closure of the Suez Canal between 1967 and 1974,
encouraged the producing countries to enter into negotiations with the
major oil campanies. One of the aims of the 1970 Caracas, Venezuela
meeting was to establish a uniform, general increase in the posted prices
in all member countries at OPEC. This oconference resulted in the February
1971 Teheran Agreement which provided for long sought financial rewards,
reflecting the conditions in the global petroleum market. A further
objective of OPEC was to protect the price of oil against potentially
damaging fluctuations of exchange rates. This objective was fulfilled by
the January 1972 Geneva Agreement. Together these Agreements protected
Saudi Arabia from imported inflation and price changes that precipitated
the balance of payments crisis in the late 1950's. OPEC is thus a

significant factor in Saudi Arabia's achievement of increased revenues.

In Saudi Arabia, goverrment income fram the oil sector consists of 1)
oil royalties fram operating campanies, 2) incame tax collected fram these
canpanies, 3) to a much lesser extent, an oil-product tax which is levied
on consumption of locally produced or imported oil products, 4) tapline
fees and, 5) payments received by the government in respect of the 60 per
cent participation interest in ARAMCO's production facili£ies. With this
in mind, it is now possible to look at the specific affects of the
agreements on Saudi revenues. For example, between 1970 and 1972 exports
increased by 29 per cent fram 1,722.1 million barrels to 2, 195.2 million
barrels. This was accommpanied by a rise in the posted prices leading to a

rise of 43 per cent in the value of exports of crude oil and refined
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products, fram $3,838.8 million in 1971 to $5,491.5 million in 1972. 1In
fact, as a result of the cambined effects of sharp increases in production,
exports and changes in posted prices and tax rates, the revenue fram oil
more than doubled in a period of only two years, fram $1,214 million in

1970 to $2,744.5 million in 1982.

Despite the achievement of vast increases in oil revenues in the last
decade, Saudi Arabia's image and actions are those of a "moderator". This
is partly because the Government is trying to find a combination of oil
production levels and oil price levels to satisfy all the campeting
int??nal and external forces. That is, fram Saudi's requiring a high price
level and low production and fraom consuming countries, especially Third
World countries suggesting the price is too high,B Perhaps the December
1976 OPEC Confernce convened in Doha, Qatar provides a good example of the
moderating influence of Saudi Arabia on other oil endowed states. At this
Conference, the majority of mambers supported a 10 per cent price increase
as of January 1977, to be followed by a further rise of 5 per cent in July
of that year. Saudi Arabia, as well as the United Arab Emirates,
successfully pushed for the effective establishment of a two tier pricing
system within OPEC. This instance and the unanimity of price increases in
the past was due overwhelmingly to the strong position of Saudi Arabia.
The country has massive petroleum reserves bglieved to be in excess of
177.5 billion barrels and a 'cushion' of surplus funds allowing a
relatively wide range of output fluctuations. These massive reserves
certainly play a part in allowing Saudi Arabia to act as a price moderator.
Saudi Arabia's actions could be regarded as 'limit pricing'. If the price

of petroleun rose too quickly, the west would turn increasingly to
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non-oil substitutes (although it is argued that this has already happened).
This would mean that in the long run Saudi Arabia might be left with large
unsold reserves. By keeping the price at a 'reasonable' level, or mcderate

level, oil consumption levels are sustained.

Also, Saudi Arabia's decision to provide lower price petroleum
reflects her view of the international econamy. In 1977 Saudi Arabia
considered the imported inflation rate too high and the world's econamic
recovery was considered insufficient to absorb or manage a 10 per cent oil
price rise. Furthermore, the Saudi's saw their moderation as an incentive
to the industrialised_consumer nations to deal with Third World problems in
a constructive and affirmative manner. Saudi policy also represented the
desire to involve the United States in resolving the Middle Eastern

political conflict and in bringing peace to the region.9

1.3 NEED FOR PLANNING

It is hoped that 1.2 has made the reader aware that, unlike most
developing countries, in the mid 1970's Saudi Arabia was in a position
whereby, there were no financial constraints on the econamy's expansion.
In fact, revenues exceeded the budgetary requirements of the existing
Second Development Plan. The First Plan covered 1970-75, the Second Plan
1975-80 and the Third Plan was launched in 1980. For the most part, the
first two plans have been implemented successfully. For example, between
1870 an 1975 GDP grew 3.7 per cent above target. This brought the growth
of GDP at constant prices to the rate of 13.5 per cent. Between 1975 and

1980 growth in the GDP was around 8 per cent, samnewhat below the projected
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rate of approximately 10 per cent. However, the level of productivity is
samewhat uncertain due to the large expenditures made during the 1970's as
a result of the effective removal of financial constraints. Actual
expenditure was almost 200 per cent more than planned expenditures in the
First Plan. Both the Second and Third Plans were thus conceived at a time
when, for all practical purposes, no financial limitations existed. The
Second programme was almost nine times larger than the First in terms of
total planned expenditures (in 1974 to 1975 constant prices); the Third

Plan was 50 per cent larger than the Second.

The structural features of the three plans have differed. The primary
purpose of the first was to lay down a firm inffastrucﬁﬁfal foundation for
future development. Consequently, physical infrastructure was stressed.

As table 1.1 shows, the Second Plan with the virtual elimination of
financial constraints, was more ambitious in accelerating the development
of physical infrastructure while also allowng for more overall development.
The Third Plan signalled a rather dramatic change in that, a consolidation
of growth was projected in order to curtail the amount of expatriate labour
employed. Also, during the 1980 to 1985 period there has been an emphasis
on the need for the development of Saudi manpower and, diversification of
the econamy. All faced up to the problem of using available resources

effectively.

Although Saudi Arabia is exceptional regarding financial limitations,
the country has faced many of the problems experienced by other developing
countries. In the Saudi case, the main bottlenecks have been inadequate
administrative capacity, manpower shortages, and the inability of physical

infrastructure to absorb the increased expanditures. Inflation was a major
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setback during the Second Plan so that the Government was forced to freeze
budgetary appropriations for 1976 to 1977 at the 1975 to 1976 level of SR
110.9 billion. This action abated the high rate of inflation and allowed
expenditure appropriations to return to SR 130 billion and SR 160 billion
in the final two years of that plan period. However, same econamists warn
that the higher oil revenues resulting fram the 1979 and 1980 price
increases could set off another substantial round in the inflationary
spiral. According to the offical statistics of the Saudi Arabian Monetary
Agency, the per annum increase in the cost of living index for 1977 to 1978
was estimated at -1.6 per cent indicating that restrained fiscal policies

may allow the country to avoid inflatiaon.

A recent trend has been towards a closer balance between ﬁhe real and
budgeted expenditures of goverrment. The 'gap' had been 21 per cent during
the span of the First Plan, however, the Second Plan showed clearly the
accelerated rise in absorptive capacity. Actual expenditue exceeded the
original appropriations and had to be financed by supplementary allocations
during the course of the fiscal years. More significantly, the budget
difference between actual and allocated expenditures in each of the first
three years of the Second Plan has exceeded the total budgeted outlay of

the full five years of the First Plan.

Inadequate labour supply remains a massive problem of the Third Plan.
Stated imported labour requirements in the Second Plan to 1980 of 812,600
were so inadequate, that a 60 per cent overrun was recorded in 1979.
Unfortunately, the limited response of the indigenous population to meet

the labour needs aggravated the problem. The Second Plan attempted, and
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now the Third Plan attempts, to upgrade local labour skills through
vocational training programmes. The immediate financial rewards available
in trade, real estate, and the lower ends of government bureaucracy have
tempted Saudis more. Another problem experienced between 1975 and 1980 was
the slow implementation of the petrochemical projects, while construction
in public infrastructure projects rushed ahead. In the latter case, there
was a near saturation of construction in projects such as hospitals,
schools and government buildings. Petrochemicals form a vital camponent in
the development schemes of any oil based econamy but fortuantely, the delay
did not result in a major negative impact, in part because the

international market in petrochemicals had been depressed.

The Second Plan produced a bigger range approach to planning forcing
three major changes. First, the Saudis changed their entire strategy of
econanic development by deciding to abandon a blunderbuss approach to
diversification and instead.to focus on developing new industries to
maximise resources. The shift in the early 1970's was a result of the
Saudis facing up to the fact that over the long run their oil wealth is a
wasting asset. The Second Plan contained the assumption that by the year
2000 the Saudis would no longer earn a significant amount of money fram
exporting fuel o0il, although such assumptions have since changed. Second,
the Saudis decided to invest enough of their surplus resources abroad to
assure that their incane fram these investments would be able to subsidise
Saudi econamic growth, after the incame fram the direct sale of fuel oil

declines or disappears.



Finally, the Saudis decided to change their entire modernisation
strategy. In the First Plan, where money was a constraint, there was an
incredibly ambitious policy of industrial diversification designed to
create a minature United States! The Second Plan marked the realisation
that the Saudis would never have enough money and manpower to develop all
industries simultaneously. Instead, the Saudis decided to narrow their
industrial profile to maximise their natural advantages in oil and
minerals. The aim was to develop a diversified oil-based chemical industry
so that by 1990 Saudi Arabia would be able to phase in the the export of
petrochemical cammodities and manufactured products fram its oil wealth
faster than it phased out the export of fuel oil itself.

The Third Development Plan emphasises the need for diversification of
the econamy. Stress is placed on the social aspects of development,
particularly in labour resources and training. The Saudi econamy still
lacks sufficient back-up activity and so maintenance in general is, and
must be, given praminence. The emphasis on diversification policies mean
that the areas of productive and services industries, manufacturing and
certain aspects of agriculture are important ones. In general it can be
said that the role of the Saudi Government in the develcopment process of
the country has essentially been to undertake policieg WhiCh would
diveréify the economy and improve the standard of living of the population,
without sacrificing the freedom of the individual and the private sector's
ability to respond to the government's incentives within a free market

system.



20

In the very long run, planners envisaged that Saudi Arabia would
becane one of the world's major centres of advanced research and
development, subsidised by billions of dollars from Saudi investments
abroad. Although it was accepted that the Saudi petrochemical industry
would have to be subsidised for many years, the reasoning was that the
centre would assure that eventually Saudi industry would be able to thrive
in the highly competitive chemical and basic metals industries within 30
years without any subsidies. Another goal which was conceivable only
within a time-frame of 20 years or more, was national self-sufficiency in
food. Not until the actual bpdgeting of the Second Plan was finalised in
May 1975, did strong priority on expensive water programmes, as an

essential partmdf the agricultural infrastructure, materialise.11

1.4 SAUDIZATION OF THE ECONOMY

The guidelines to the Second Plan state that the policy option of
rapid progress underpinned by foreign labour poses the threat of
undermining religious values and weakening the social structure and of
turning Saudis into second-class citizens in their own land. The principal
challenge of accelerated econamic growth in Saudi Arabia was the danger
that Western education and Western influences would dgstroy the Saudis’
understanding of their own culture, that is, of the moral and intellectual
values on which their entire society is based. Culture is the formation
and refining of the individual's moral and intellectual nature and can be
religious in origin. The worry was that the uncultured Saudi would confuse
the technological tools of Westernisation with the materialism vhich tends

to accampany the technological modernisation process. That is, the pursuit
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of material well-being, might undermine the spiritual well-being of the
Saudi people. Therefore, in Saudi Arabia where national survival and
spiritual well-being are felt to be one and the same, they are given a

higher priority than material well-being.

Planning in Saudi Arabia has shown an awareness of potential problems
caused by changing the society fram an overwhelmingly rural, to an
overwhelmingly urban base. Oonsistent attempts have been made to ensure
that a sense of camunity, essential to the survival of cultural values, is
left intact. A uniquely radical shift in the demographic make up of Saudi
Arabia was deemed essential for modernisatian and for the maintenance of an
equitable incame distribution during the modernisation process. In general
the govermment's policies for econcmnic growth are careful not to destroy
Islam but rather to contribute to a new Islamic renaissance. The
guidelines to the Second Plan provide four major goals to prevent the
degeneration and possible destruction of Saudi Arabia: firstly, the need to
upgrade the quantity and quality of religious education. The aim here is
to harness technology and management to traditional values so that econamic
and social change will be guided and understood within the context of the

Wahhabi doctrine.

The second goal was to fﬁster the cultural values of individual
initiative embodied in the econamic system of free enterprise.
Fortunately, the values of private property and individual responsibility
are basic to Islamic thought on human dignity. They are viewed as the ke
to the production of economic wealth which is a necessity if the ambitious

Saudi plans for social justice are to be implemented. Thirdly, is the
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pranotion of the key institutions of Islam of which the highest ranking are
the 'hajj' the Bedouins as the living example of Islamic values and, the
practice of the 'Shari'a’ which applies Islam to the legal system. Perhaps
the Shari'a should be the major influence for all national planning -
certainly, the more orthodox religious leaders say so. One of the most
ambitious courses of action in bolstering the influence of the Shari'a was

the decision in 1976 to found a new Islamic University in Mecca.

The fourth prime cultural goal of the guidelines is to control foreign
culture in Saudi Arabia whilst harnessing foreign manpower, developing
Saudi human resources, stimulating programmes of cammunity development and
expanding the role of the traditional legal system as a means to apply the
Shari'a in modern life. In general, manpower planning in Saudi Arabia is
designed to harness foreign manpower but replace it as rapidly as possible

in order to minimise and control foreign manporwen12

In practice the Saudi Government has to deal carefully with religious
leaders and opinion. Politically, an alliance between the ultra
conservative religious group and the overseas educated intellectuals is
seen as presenting the most probable possibility of radical change. The
authorities are cautious not to allow a Saudi version of the Iranian
Revolution to occur. So far, thé pro-growth lobby has been successful in
placating the conservative group. For example, in the spread of
television, great care wz;s taken to ensure that the Wahhabis and their

followars were always consulted. The power of television to reinforce

Islam has been used fraon the start.



Other examples of official sensitivity to religious opinion include
the progressively harsher restrictions on employment, freedam of movement
and educational opportunity for women, and also the strict adherence to
laws concerning alcchol. Writers often point to the close tribal and
family links of the Saudi royal family with the widely dispersed tribal
groups in Saudi Arabia as the means by which the Saudi royal family feels
the political pulse and controls Saudi society. Probably such factors are
effective in maintaining the loyalty of most nationals. This system can
act as a sensitive warning mechanism of any significant dissent although
the take over of the Grand Mosque does not suggest this. Perhaps one of
the most imminent threats to stability in Saudi Arabia comes fram within
ﬂqe'royal family> itself. The very size of the familyu— nurbering same
2,000 princes - engenders disagreements and marks fundamental differences

based on traditional alliancies,,13

1.5 FINANCIAI, INFRASTRUCTURE

The financial institutions constitute a critically important element
of any econamy, especially one that is as dynamic as Saudi Arabia.
Financial institutions affect the development of the econamy and have been,
in turn,. fundamentally affected by that developmentﬁ.i Presently, Saudi
Alabia does not ;Jéésess financial institutions equal in nurber or
versatility to any western .countrieso The institutions that have developed
are characterised by the way they are tightly controlled by government
agencies. This control is exercised mainly by the Saudi Arabian Monetary

Agency (SAMA) which acts as a central bank, although it does not
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formally serve as a lender of the last resort. The currency is also

managed by SAMA.

The Saudi Riyal (SR) is divided into 100 hallalas (H). For years its
value remained pegged at the rate of SR 4.50 to the United States dollar,
until the crisis of 1971 and the subsequent devaluation of the dollar. The
final collapse in 1973 of the Bretton Woods financial agreements led to the
establishment of a new parity, SR 3.53 per US dollar. However, the
continual instability of the dollar meant that on 15 March 1975 the Saudis
pegged the riyal to the Special Drawing Rights (SDR's), a wnit of account
consisting of a weighted average of 16 currencies. The offical parity
became 1 SDR = 4.28255 SR, with a'tradiég;bgﬁd_ofrplﬁé or mihu$ 7.5 per
cent around parity. Still in practice, fhe Riyal was still expressed in

terms of the US dollar, despite the continued fall of the dollar.

In 1977 the Riyal finally started to rise in relation to the dollar,
reaching 3.25 to 1 US dollar in October 1978. It is not in the Saudi's
interests to keep the dollar devalued with respect to the Riyal because 50
per cent of their foreign assets are denaminated in dollars. Hence, as

early as June 1979, the Riyal stood at 3.38 to the US dollar.

The role and influence of the Government is even more pronounced in
its financial activities. It has been estimated that with the helb of the
0il revenues, the government sector was responsible for 86 per cent of
gross national product in 1974. This percentage is likely to decrease in
the future as the non oil sector of the econamy undertakes its expansion

programre. Conseguently, the Govermment has created a vast network of
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Table 1.5

GOVERNMENT AGENCIES WHICH PROVIDE FINANCIAL INCENTIVES

The Saudi Arabian Agricultural Bank
Established: By Royal decree in 1962

Head Office: Riyadh

Capital: SR 30 million. Liable to increase.

The General Investment Bank

Established: By Royal decree in 1971

Head Office: Riyadh

Capital: SR 1000 million. Increased to SR 3000 in 1974/75

Real Estate Development Fund
Established: By Royal decree
Capital: SR 250 millian. Increased to SR 2000 million

The Saudi Industrial Development Fund

Established: By Royal decree in 1974

Head Office: Riyadh

Capital: SR 500 million. Increased to SR 3000 million

The Contractors Financing Programme
Established: By decision of Council of Ministers in 1974
Capital: SR 50 million. Liable to increase.

The Islamic Development Bank

Established: By decision of the Second Conference of the Ministers of
Finance of the Islamic State in 1974

Head -Office: Jeddah

Capital: 2000 million Islamic dinars.

Source: Henin, Dr. Claude, Financial Infrastructure of Saudi Arabia, pp. 5-6
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govermment agencies and institutions to provide loans and financial
incentives which in more developed countries are normally provided by the
private sector. A list of same of these institutions may be seen in table
1.5. 1In general, the table shows that the initial capital outlay for each
institution has been increased in response to demand. Anyway, it should be
noted that the institutions listed in table 1.5 follow Islamic principles.
This means that loans are granted without interest although a small service
charge is levied usually around 2 per cent per annum, to cover
administrative overheads. Of course, the reason for this is that the .
Shari'a, or Islamic law, prohibits the taking of fixed returns or interest.

This does give rise to difficulties.

For example, the absence of fixed interest payments means mortgages on
houses are likely to remain in the hands of the real estate development
fund. No private bank oould afford to lend money without compensation
especially with the Saudi inflation rate varying between 5 and 10 per cent.
On the other hand, such interest free loans contribute a good deal to the
econanic growth of the country and the dissemination of wealth by allowing
poor and middle class individuals to dbtain funds under favourable

conditions. There is, however, a need for the presence of private

financial institutions.

These can be divided into three categories: hanks fram western origin,
banks fram Muslim countries and, Saudi Banks. The first banks to come fram
the wast were the First National Bank of New York, the Algemesn Pank fram
Holland, the British Bark of the Middle East, followed by the Ranque de

1'Indochine et de Suez (France). Banks fran other Muslim countries
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include Banque du Caire (Egypt), Banque du Liban et d'Outremer (Lebanon),
Bark Melli (Iran), the Arab Bank (Palestinian capital), the United Bank
(Pakistan) and de Jazirah Bank (National Bank of Pakistan). Finally, the
two Saudi Banks are the National Cammercial Bank and the Riyadh bank.

These Saudi banks have branches and offices across the country, while the
foreign ownership banks were limited to between one and six. However, in
1977/78 the banks were forced to accept a 60 per cent Saudi ownership. All
eventually camplied. In each case, the Saudi controlling interest is
obtained by increasing the capitalisation of the banks. At the same time,
new shares are issued and bought by the Saudi public. The banks were also
renamed to reflect their joint Saudi foreign character, for example, Bangque
de L'Indochine et de Suez became Bank Al Saudi Al Fransi and the British

Rank of the Middle East became the Bank Al Saudi Al Brit*tani.14

The role of the cammercial banks in providing development finance has
been limited. Much of their lending has been to finance traders, mainly
with their purchase of imports. Of course in so far as the imports
purchased are capital goods, they may make a contribution to development.
It is the question of import composition which will be considered in the

next chapter.
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CHAPTER 2

DETERMINANTS OF IMPORTS

Saudi Arabia cammands a significant position in the internmational
econany. The country is the third largest oil producer, endowed with
approximately one quarter of the world's proven oil reserves. It is
difficult to overstate the value of a working partnership with Saudi
Arabia, founded on the principles of mutual econamic co-operation and
benefit. Despite the present depressed state of the petroleum market,
Saudi Arabian purchasing power remains considerable. The policies the
country follows have significant implications for the future of western
exporters. The Second Development Plan needs an expenditure of $149,500
million and Saudi Arabia plans to spend $235,000 million in the Third
Development Plan. As has been shown in chapter 1, Saudi Arabia is
dependent on imports to a large extent for economic growth, and its massive
expenditures have very important implications for western industralised
nations. In fact, they can be regarded as having a stake in the successful

growth and development of the Saudi economy, as has Japan.

International trade is the 'backbone' of the Saudi econamy. The oil
sector accounts for 60% of the country's Gross National Product. The
dependence of the econamny on foreign trade can be determined by the ratio
of total trade to Gross National Product. This reveals that the dependence

of Saudi Arabia is nearly nine times greater than for a country like the
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United States of America, a more 'closed’' econamy, although a different
picture is obtained by canparisons with other smaller econcmies. Saudi
econanic expansion, induced by trade is based on interdependence and
specialisation - the benefits from which may be reaped by all partners. In
many ways, the greater the degree of trade, the greater are the benefits
and progress towards econanic development. As well as the standard static
gains fram trade throucgh specialisation, there are transactions within the
foreign sector which will provide certain 'dynamic benefits', such as the
import of capital goods, technical and managerial skills and services and
other infrastructure requirements which are essential to econamic growth.

In other words, international trade can be an 'engine of gmwt:h'l

This chapter looks at the determinants of imports. It has already
been pointed out just how massive the expenditures involved are.
Therefore, the policies followed by Saudi Arabia as regards its imports
have far reaching implications. For example, the demand for swiss rolls
fraom Saudi Arabia has signalled the prosperity of a firm in the north east
of England. It is not only the kinds of food or goods imported which are
significant. The expenditure involved is so large that the demand fram
Saudi Arabia can have significant multiplier effects, even in the developed

industrial nations. These points and others are looked at below.

2.1 SECTORAL DIVISION OF IMPORTS

Firstly, it is instructive to look at table 2.1 compiled fraom the 1980
Yearbook of International Trade Statistics. This table examines imports by

broad econamic category as a percentage of the total value of imports
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between 1974 and 1980. Category 1, food ard berverages, shows a marked
change between 1974 and 1980. The percentage of imports in this category
has decreased fram 17.1 per cent to 12.2 per cent and even this latter 1980
figure shows an increase on the lowest figure of 9,1Vper cent in 1977. The
situation regarding category 2 is quite a different one. Industrial
suppliers have steadily increased their percentage of the total value of
imports up to 1980. 1In contrast, category 3, fuels, as might be expected,
camands a very small part of the total value of imports. There has been
same variance betwen 1974 and 1980 but it represents only a very small

percentage of the total value.

éategéry 4; aisiénificanﬁ cateéory>by éiie, hag more ériléésAs£eadilyr
increased. It was 16.3 per cent of the total in 1974 and rose to 27.1 per
cent in 1978. However, 1979 and 1980 shows an apparently new declining
trend when machinery represented 23.8 and 21.4 per cent respectively. The
category of transport shows a decline in its percentage of the total value
of imports. It decreased fram 18.2 in 1974 to 15.2 in 1980 but the pericd
in between has varied. The final category of table 2.1 is oconsumer goods
which shows o very significant changes over the period. There has been a
consistent move away form non-durable goods towards durable and semi

durable goods.

Although looking at particular import categories as a percentage of
the total value of imports can be useful, it can also be misleading. It
does not show the changes of value of total imports. This means that the
amount spent in a particular category can remain unchanged but if the total

value of imports increased, it can represent a percentage decrease in total



Table 2.1

Imports by Broad Economic Category () of total value)

1974 1975 1976 1977 1978 1979 1980
1. Food/Beverages 17.1 13.7 10.4 9.1 9.9 11.0 12.2
Primary 6.8 6.2 4.2 3.9 4.1 5.2 6.2
Processed 10.3 7.5 6.2 5.2 5.8 5.8 6.0
2. Industrial Supplies 26.6 24.0 28.6 31.2 30.9 31.2 31.2
3. Tuels 0.9 0.6 0.7 0.5 0.7 0.6 0.6
4, Machinery 16.3 18.2 23.8 26.5 27.1 23.8 21.4
5. Transport 18.2 22.3 18.8 13.3 13.2 14.6 15.2
Industrial 8.1 10.8 11.0 6.8 5.4 6.2 6.1
6. Consumer goods 20.5 18.2 16.6 18.3 18.2 18.5 19.1
Durables 8.5 7.2 7.6 8.0 8.7 9.1 9.2
Semi durables .2 .4 5.9 7.2 6.5 6.4 6.8
Non durables 4.8 4.5 3.1 3.1 2.9 2.9 3.0

TOTAL IMPORTS 100 100 100 100 100 100 100

Source: UN 1980 Ycarbook of International Trade Statistics, Vol. I, p. 382.




value. This is particularly significant when observing a country‘like
Saudi Arabia where the Saudi import position reflects the dynamic processes
of development which the country is experiencing. The total value of
imports rose approximately thirty times over the period 1960 to 1978 in
current prices. During the periocd 1968 to 1978, total imports have grown
fran SR 2578 million to SR 69,180 million which represents a twenty-seven
fold increase. The largest increases have occurred since 1973. Fram 1973
to 1978 there was an average 58 per cent annual growth rate. The sharp
rise in the value of imports for these years may be attributed in part to
inflationary price trends. Still a large proportion of the increase in the
total value of imports must be attributed to the satisfaction of
develdb;ent requirements for the Firs£ éﬁd Second Development Plans. Part
of this reflects an increase in the marginal propensity to import in the
private sector, although many of the imports are a direct result of public

spending programmes.

Recent figures released fram the Saudi Central Department of
Statistics suggest a deceleration in the growth of imports in 1979 to 16
per cent, compared with the high growth rate of 81 per cent in 1976.
Thereafter,.it accelerated to 20 per cent in 1280 and 22 per cent in 1981.
Again, the primary factor responsible for this reversal is the growth in
Goverrmment spending in 1979, 1980 and 1981 after its substantial
deceleration in 1978. The role of the private sector is also more

significant during this more recent period,l

A theme throudghout this thesis is the Saudil Government's encouragement

of the private sector. The Government urges the private sector to take the



initiative and in particular it shows a ocontinual desire for wealthy
individuals and entrepreneurs to have a stake in the successful development
of the Saudi econamy. It is interesting to note that the private sector
has averaged over 76 per cent of the total value of imports since 1973, an
encouraging sign. In 1977 and 1978 almost 22 per cent and 17 per cent
respectively of the total import value went to the public non—-oil sector.
The o0il sector accounted for 2.3 per cent and 5.4 per cent in the same two
years. The share of the private sector climbed steadily during the Second
Plan fram approximately 68 per cent in 1975 to almost 78 per cent in 1978,
again reflecting the Govermment's emphasis on the private sector as a force

in the Kingdam's development.

If the actual composition of imported goocds in absolute terms is
observed, the cambination of machinery, transportation equipment and
electrical appliances is most significant. The total for this group
increased fram SR 846 million in 1968 to an estimated SR 28 880 million in
1978. There was also a very significant increases in the value of imports
of glassware, precious/semi precious stones, precision instruments and
sound equipment. Mallakh suggests that up until 1978 the third largest
import category was building materials, refusing the Second Development
Plan's emphasis on construction. Unfortunately, Mallakh tends to
categorise imports in a ra;her diffefent way to other specialsists.
However, depsite the difference in ocombinations used, the same hnparﬁs in
general came out as significant, if in a slightly different order. Mallakh

sees food imports as a substantial import category, ranking fourth in



w
un

importance with vegetable products, prepared items such as beverages and

tobacco as well as dairy products, being significant.

It has already been pointed out above that there has been a downward
trend in the relative share of focdstuffs to total imports, although in
absolute terms there has been a steady increase in value. This, and the
tendency towards increasing imports of manufactured goods, machinery and
transport equipment, seems to indicate that imports will be primarily
directed towards secondary activities. This is in response to the needs of
the o0il industry and the major infrastructural construction programmes for
the development of utilities, highways, airports, cammunication networks
and other facilites. Certainl;; ﬁhis latter tendency camplies with the
policy expressed in the Second Development Plan and the former corresponds

with the idea of encouraging activities in what Saudi Arabia has a

canparative advantage, which is inherent in the Third Development Plau"x‘,2

This shift in the composition of imports is exhibited very often in
developing econamies. As the increase in o0il revenues leads to growing
prosperity, the quantity of food demanded by the econamy is increasing, but
at decreasing rates. The relative shares of foodstuff imports to total
imports has declined frorn 31.6 per cent in 1970 to 24.2 per cent in 1973
and to about 10 per cent in 1978. Mallakh examines private sector imports
paid through cammercial banks as é close proxy to actual trends in the
canposition of imports. These figures show that while the share of
foodstuff imports has declined form 292.7 per cent in 1970 to an estimated

15 per cent in 1978, the share of capital coods has been rising at an



increasing rate. This reflects goverrment policy. The Government is

trying to shift resources fram consumption to develognent.3

There is little discussion of Saudi economic policy regarding imports
in the Third Development Plan. It states simply that the product
imposition of the Kingdam's imports for the two consecutive period 1969/73
and 1973/77 "confimms the growing proportion of materials and machinery
imports during the Second Plan pericd at the expense of food imports".4
However, when discussing the strategy for the Third Development Plan, it
states that the Kingdam will "continue its policy of diversifying the
sources of purchases abroad to ensure better value and service"5 - a point
we turn our attention to in the-next sectio>n° During th;e Second Pla-r';
period there has been a close almost one to one relationship between the
current value of oil GDP and the value of imported goods and services,
representing a high propensity to import. This is expected to continue in
the Third Plan and allowance has been made for a slightly higher growth in

imports than in non o0il GDP an account of an expected rise in camponents

and products substituting for labour.

2.2 SOURCES OF IMPORTS BY COUNTRY

Few would deny that the world is becaming increasingly interdependent.
Yet, this has not generated an equitable sharing of the benefits of tradé
but the dichatamization of the world between the developed and the
developing countries. The nations in the latter group generally supply
primary products to feed the industries of the former with little or no

influence on issues affecting even their own destinies. Developed



countries have a larger voice in world affairs, in part because they supply
manufactured and sophisticated capital goods which have the characteristics

condusive to attaining favourable texrms of trade.

Also, developed countries have stronger bargaining power. Until the
1970's when the oil price increases catapulted oil-producing countries into
the limelight of the international scene with Saudi Arabia in the centre,
no supplier of raw materials fram the developing world had received

recognition consistent with the importance of that primary product.

Factors like the unilateral hike in oil prices and the fear of
irminent exhauéticm of the world's r;atural resources have meant a shift in
the power relationship. This power has became almost permanent for the
0il producing countries because of the nature of the raw material allowing
organised action on the part of suppliers even when the market is weak.
This is especially so for Saudi Arabia which has received world recognition
within a relatively short span of time. As the country with the second
largest exchange reserves and, as the principal exporter of petroleum
globally, the Kingdom is an important power. Not only can Saudi Arabia
support and so strengthen the develcoping block, the country as a massive
importer, can dnoo;e whi_ch developed counties it wishes to support and
strenghten. Although there are "hicups" from time to time such as the
January 1983 disunity of OPEC, Saudi Arabia is now important to the West as

a major J'mporter.,6

There will be a close relationship between the change in the level of

exports in any region and import changes, especially if value figures are



used which take account of the prices of traded cammodities as well as
quantities. Through the 1970's, petroleum éxporters acoounted for an
increasing share of the regions import market, as might be expected. By
1975 Saudi Arabia in fact had overtaken Israel and became the second
largest importer in the Middle East, as a consequence of its vast oil
revenues. It has been regarded as paradoxical that a largely desert state
with a small indigenous population still consisting of nomads for a large
part, was able to import more than a country such as Turkey which has a
population at least five times as large and a much more sophisticated

econamic structure.-

The increased petroleum revenues have not ley widenc;i the gap be‘tween
the oil exporting states such as Saudi Arabia and non-Arab Middle Fastern
States such as Turkey as far as imports are concerned, but also caused a
widening of the marked differential amongst the Arab states themselves.
Expenditure on imports rose only slowly in Egypt, Syria, the Sudan and
Jordan between 1968 and 1973. 1In real terms the increase was negligible as
these countries suffered balance of payments difficulties. In 1974
however, all these countries were able to spend a much larger amount on
imports owing to credits advance by their fellow Arab oil producing states.
Tt was the benevolence of Saudi Arabia which allowed Jordan to continue
purchasiﬁé petroleum at pre-1974 I;rices., This was halted by 1976 when it
became clear that same of tﬁe 0il supplied at concessionary prices was
being resold to third parties! Anyway, by this time Saudi Arabia was
spending more time appraising the domestic needs of the country. National

self-interest became more important.
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It has often been noted that the arbitary distribution of oil wealth
is unfortunate in the Arab world. For example, Pgypt has a much greater
need for imports than Saudi Arabia but the latter has a much greater
capacity to import. Saudi Arabia and states like Libya lacked the required
trained personnel and basic infrastructure to use the foreign exchange
earnings for local development. In the past ships carrying import
consignments often had to wait at Saudi Arabian ports for six weeks before
they could unload. Even when the equipment was brought ashore in many
cases there were long delays before it was installed. Also, large portions
of funds have been spent indiscriminately on the imports of expénsive
durable goods such as luxury cars, while countries like Egypt hz?we not been
able t_o reélace- existvingr‘capital eéuiment 1n the manufacturing sector.
Clearly, the imperfect market situation created by OPEC, led by Saudi

Arabia means a growing import market in the o0il producing states, but the

trickle-down effect to the non oil producers of the Middle East has been

minimal.7

At first sight there appears to be a tremendous scope for trade and
cammerce between the nations of the Middle Fast. To a large extent, these
nations complement each other with regard te their resources. Yet, as will
be seen below, Saudi Arabia only mgorts a small percentage of its total
imports form Middle Eastern countries. For example, Saudi Arabia with its
abundant financial resources but labour shortages, is an obvious lécation
for capital intensive industries, especially those requiring a plentiful
supply of cheap energy, although technological deficiencies would first
have to be overcame. In oontrast, Israel hoasts a high level of technology

and has a trained workforce yet suffers a shortage of revenue. Intraregional
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specialisation would undoubtedly be advantageous as wasteful duplication of
production facilities would be avoided. In the Middle East there are
numerous instances of separate plants being developed simultaneously in
several countries. As might be expected, each is operated at only a low
level of its potential production capacity so that econcmies of scale are
not taken advantage of. If each nation did specialise in the production of
goods or services which it had a comparative advantage, intraregional trade
would probably increase. While this does not occurr, imports fram Middle

Eastern nations to Saudi Arabia will not reach their true potential.8

In contrast, the increase in European Camunity exports mirrored the
oil bnport éﬁanges up to the mid 1970;s, with export p;oceeds co&éring
around half the import bill. After the 1973 0il price increase, the
proportion of export receipts to import payments actually rose, fram 47.4
percent in 1973 to 74.8 per cent by 1978, a remarkable export success for
the European Cammunity. Exports rose fram 420 million European Cammunity
Units (ECU‘s)9 to over 5659 million by 1978 and by 1980 to 7283 million
BCU. The export problems associated with the demise of the Iranian market
after the Revolution, illustrates the problems for the Furopean Community
of overdependence on a single Middle Eastern export market. Iran alone in
1978 accounted for almost 23 per cent of all European Community sales to
the Miéale East, while Saudi Arabia accounted for almost 22 per cent of
export sales. By 1980 the Saudi Arabian share had risen to over 23 per
cent, while the share of Iran had fallen to 10 per cent. Given Saudi
Arabia's ambitious developmant plans and apparent stability, prospects for

Cammunity exports continue to be encouraging. Prospects for countries such



as Libya look less certain, particularly after the April 1984 shooting of a

British policewaman, outside the Libyan Embassy.

Furopean exports to the Middle East do not have the problem of over
dependence on a single camnocdity, unlike Middle Eastern exports to the
Camunity. Most European Cammunity exports comprise manufactured goods,
machinery, capital equipment and supplies for the construction industry,
and the prices of these items are much less volatile than those of primary
camodities such as 0il, despite OPEC. The deterioration in the European
Canmmity's terms of trade in 1973-74 and again in 1979 is well known, but
still the long-run underlying trend has been for manufactured goods to
appreciate in price vis-a-vis primary commodities, ir{cluding oil,
Predicting the future price trends in oil vis-ad-vis the price of
manufactured goods is not a simple task. O0il prices not only affect the
value of European Camnunity imports fram the Middle East, but also affect
Furopean cammunity exports by ultimately, determining the ability of the
Middle Eastern states to pay for Comwmunity exports. If oil prices fall,
however, the effect on European Cammunity exports is likely to be less
marked than the impact on import savings. The time lags may be greater
before any effects work their way throudgh to Cammunity exports, whereas the

effect on the Cammunity's bill is more immediate.

The ambitious de\.felopmant plans for industralisation and social
infrastructure represent long-term commnitments on the part of the
oil-exporting countries and they canncot easily be scaled down in repsonse
t0 short-run petroleum price falls. Saudi Arabia along with the other less

populous Gulf states, has substantial official reserves to carry itself



A CAALT & e

Sources of Imports 1968-78 (SR millions)

1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978

U.S.A. 571 622 569 615 917 1,407 1,735 2,538 5,739 9,621 14,434

Lurope 807 1,281 1,150 1,295 1,438 2,079 2,696 4,669 10,844 19,424 31,323

Common Market (EEC) 721 1,120 979 1,116 1,228 1,721 2,542 3,784 8,327 15,624 24,742

of which: Belguim 57 82 65 91 88 172 308 243 512 832 1,234

Trance G5 123 88 79 108 156 180 332 821 1,728 2,668

Germany 174 267 313 289 294 458 612 1,017 2,538 4,320 7,467

ITtaly 115 117 143 161 191 198 280 578 1,504 3,168 4,945

Netherlands 119 170 140 169 198 256 403 430 1,135 2,278 3,011

U.K. 192 301 231 328 345 466 492 1,147 1,815 3,182 5,093

Other Western Europe, 48 108 102 102 117 198 266 768 1,189 3,430 5,607

of which: Switzerland 15 50 44 52 49 100 118 419 1,094 1,510 1,952

Lastern Europe 37 52 69 77 93 161 139 117 328 370 974

Middle East 554 629 636 8§10 1,009 1,625 2,836 3,647 7,296 7,243 2,739

of which: Bahrain 30 44 47 79 92 152 238 201 640 762 156

Jordan 44 64 46 41 50 49 100 135 620 429 264

Kuwait 42 46 63 86 136 252 445 722 2,690 2,300 359

Lebanon 267 334 363 474 579 867 1,547 1,537 739 1,165 1,064

Syria 49 53 51 35 97 207 330 681 2,019 1,816 326

Asia 463 625 611 712 1,025 1,641 2,487 3,152 5,673 10,468 17,612

of which: India 47 93 102 69 84 93 194 153 329 601 805

Japan 234 348 314 414 676 1,133 1,616 2,267 3,371 5,981 10,659

Pakistan 55 44 31 48 50 68 120 153 236 238 322

Africa 145 152 127 152 216 225 272 321 366 451 710

of which: Somalia 106 97 87 105 141 115 110 173 166 122 304

Occania 31 62 95 66 86 183 89 104 128 310 537

Others 8 5 10 17 17 36 34 392 536 3,868 1,341

TOTAL 2,578 3,377 3,197 3,668 4,708 7,197 10,149 14,823 30,691 51,662 69,180
Source: Il Mallakh, R. Saudi Arabia: Rush to Development, p. 352
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over any short term adverse balance of trade movements. It also receives
income from its overseas investments and nowadays, this has become an
important invisible current account item. A further factor which results
in same degree of stability in European Cammmity export sales to the
Middle East is that many deals are worked out on a meduim or long-term
contract basis, especially for intermediate and capital goods. Saudi
Arabia like most Middle Eastern custamers is careful not to obtain a bad
reputation for its treatment of suppliers. If it does, tenders in the

future would build in a higher premium for risks, adding to import costs,10

The major sources of Saudi Arabian imports in 1978 were Western
Europe, the United States of America and Japan,‘r as 'tablei 2.2 shows. The
rapid growth of Saudi imports that we have already examined has not been
accanpanied by any distinct changes in the position of suppliers of these
imports. Nevertheless, Western Europe has dramatically increased its share
fran 36 per cent in 1970 to 45 per cent in 1978. Most notable of these
Euwrupean nations have been West Germany, the U.K. and Italy which have
ranked in that order since 1975. The U.S.A. supplied an average of Jjust
over 19 per cent of the Saudi imports between 1970 and 1978; the American
share was raised to almost 21 per cent in the latter year. Behind the
U.S.A. the second largest, single nation—suppli?r in the 1970's was Japan.

Its share expanded fram 9.8 per cent to 15.4 per cent of the Saudi import

market in 1978011.

The latest figures fram the Central Department of
Statistics indicate that in 1980 the U.S.A. and Japan remain the first and
second leading exporters with 20.4 and 17.3 per cent of the share of

imports. However, as table 2.3 shows, the UK has now increased its share

of imports fram 6.9 per cent in 1979 to 8.7 per cent in 1980 whereas



Table 2.3

Saudi Imports by Origin

(Million Dollars)

Percent Percent First half
change share
1978 1979 1980 in 1980 in 1980 1980 1981P
U.S 4,370 4,875 5,768 18.3 20.4 2,727 3,457
Japan 3,284 3,803 4,882 28.4 17.3 2,213 2,773
Germany 2,079 2,412 2,358 -2.2 8.4 1,173 1,110
U.K. 1,511 1,895 2,441 28.8 8.6 1,156 1,228
ITtaly 1,467 1,883 2,075 10.2 7.3 1,006 946
TFrance 877 1,100 1,456 32.4 5.2 684 718
Six-country sub-total 13,588 15,968 18,980 18.9 67.2 8,959 10,232
Other 8 industrial countries 2,412 2,838 4,123 45.3 14.6 1,485 1,514
Total 14 industrial countries 16,000 18,806 23,103 22.8 81.8 10,444 11,746
Rest of the World 4,021 4,725 5,135 8.7 18.2 2,611
Total TOB imports (in dollars) 20,021 23,531 28,237 20.0 100.0 13,055
Istimated freight and insurance 3,404 4,000 5,083 27.1 2,220
Total imports, CIF (in dollars) 23,425 27,531 33,320 21.0 15,527
(in Riyals) 79,636 92,526 110?846 19.8 50,976
Weighted average exchange rate (Rls per $)  3.3996 3.3608 3.3267 3.3372 3.3523

Sources: Central Department bf Statistics, Partner-country, Data and Capital SAMA estimates.

Source: Kingdom of Saudi Arabia The Statistical Indicator. 7th edition, 1982, p. 48

Ay



Germany has decreased its share fram 8.7 to 6.7 per cent, respectively.
The UK thus becomes the third largest producer of exports to Saudi Arabia

with Germany four‘th,12

Regional Middle Eastern trade accounted for
slightly over 14 per cent of Saudi imports between 1970 and 1978 with

Lebanon being the most regular supplier fram year to year.

Although the balance of trade will be more fully examined in éhapter
6, it is interesting to note here that in 1978 West Germany and the UK were
the only nations with which Saudi Arabia had a net deficit in their current
accounts. Since 1974, when the terms of trade were most favourable to the
Kingdam as a result of the massive 1973/4 oil price hikes, various forces
have been in operation relai:ive to th_e balance 6f trade. While the
tendency has been for surpluses to deteriorate with increased Saudi demand
for imports in the public sector because of econamic development needs, and
in the private sector due to rising standards of living, the demand for oil
fram certain nations (such as Japan, France and the USA) has kept the

balance largely in favour of Saudi Arabia.

2.3 TARIFF AND TIMPORT CONTROLS

The range of protective duties in Saudi Arabia is very limited in
canparison with other Middle Fastern nations. In camparison with countries
such as pre-revolutionary Iran, Saudi Arabian duties a:.“e much less
restrictive, as might be expected given that the country is an even larger
0il producer than Iran but has a population only a fraction of the size.
Saudi Arabia grants tariff protection to 29 local infant industries, most

of which manufacture consumer non-durable. These include items such as
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detergents, paper handkerchiefs and chocolate, where imported goods are
subject to 20 per cent duty. Cars and cammercial vehicles enter with only
a 3 per cent tariff, and there are no duties payable on imported machinery
or capital equipment. In 1975, however, a joint venture company was set
up, Saudi Arabia Motors, in which General Motors of Detroit held 60 per
cent of the capital, with 40 per cent subscribed in Saudi Arabia. This new
canpany has been licensed to assemble 7800 vehicles a year, including
Chevrolet Trucks, a small nunber of buses and, Torana cars, a successful
Australian model. It is expected that tariff protection will be given to
the new campany's vehicles. As a consequence, General Motors hopes the
value of its exports to Saudi Arabia will actually rise after the opening
of its éubsiiiiary, as it expects fhat it wiil increase its market share,

which would mean greater sales of American vehicle camponents.

Although in Saudi Arabia the nurber of cammodities subject to import
duty is limited at present, as the country develops new infant industries
tne range of tariffs is likely to be extended. This will largely affect
consumer durables in the first instance which will enjoy a high degree of
effective protection, as intermediate and captial goods continue to enter
free of duty for the foreseeable future. Such a tariff policy should do
much to encourage expansion of infant j{]dustries in fields where there is a
reasonable mal;keft. The scope for damestic captial or intermediate goods
manufacture in Saudi Arabia seams much less pramising, despite the
country's ambitious plans for the steel industry. BAny tariff protection on
steel may only serve to lowar the effective protection given to consumer

goods industries, and lower their prospects of profitability.
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Perhaps Saudi Arabia represents the beginning of a trend away fram
free trade in the Middle East. Still there are same countervailing forces
at work, such as the Arab Cammon Market although Saudi Arabia did not join
this as they feared trade diversion effects would outweigh possible trade
creation. Another factor actually encouraging trade has been the
subsidies introduced on food imports by Saudi Arabia as well as other Gulf
states which in effect constitute a negative tariff. They were brought in
basically as an anti-inflation mearsure to augment available food supplies
and keep down internal prices. In practice, they reduce wage pressure by
lowering the rate of cost of living increase which effectively increases
the rate of effective protection for damestic industry. However, such

measures do not encd_lrage local agriculture.

Many of the countries of the Middle East have adopted same system of
import licensing whereby prospective importers have to apply to the
government for permission to purchase foreign goods. However, Saudi Arabia
has no such policy. There are no quantitative restrictions on imports
apart fram goods fram Israel where the pro-Palestinian, Arab boycott
applies, and imports form Zimbabwe (formerly Rhodesia) which were
prohibited under the United Nations sanctions policy until 1982. Neither
are imports of alccholic beverages allowed, as consumnption of alcchol is

forbidden under Islamic Lawgl3

Exchange arrangements in Saudi Arabia are quite straightforward. As
discussed at the end of Chapter 1, the currency of Saudi Arabia is pegged
to SDR and Decarber 31, 1981 ISDR=SRls 4.28255. Saudi Arabia at present

applies margins not exceeding 7.25 per cent around that fixed relationship.
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The middle rate of the Saudi Arabian riyal for the US dollar, quoted by the
Saudi Arabia Monetary Agency (SAMA) is determined on the basis of the
funds's daily calculation of the US dollar -SDR rate. On Decenber 31 1981
SAMA's middle rate for the US dollar was SRls 3.415. It sold US dollars to
banks at SRls 3.42 per US $1 and bought fram banks and the principal
producer of petroleum at SRls 3.41 per US $1. These rates served as the
basis for exchange cquotations in the market, the banks being permitted to
charge up to 0.25 per cent above and below the monetary Agency's buying and
selling rates. The Monetary Agency also sells sterling to banks. There
are no taxes or subsidies on purchases or sales of foreign exchange.
However, the use of currencies of Israel and South Africa is p;dhibiteq,
although norother og-currenéy fequifeméntsréfe in force. Payments may not
be made to Israel or South Africa or be received fram them for all types of

transactions whether of a current or capital nature.

No exchange control requirements are imposed on capital receipts or
payments by residents ar non residents. SAMA has issued guidelines to its
foreign correspondent banks requiring them to seek approval prior to the
flotation of riyal-denaminated loans. The Foreign Capital Investment Law
provides for specified benefits to be extended to approved foreign
investments in Saudi Arabia. Approved foreign capital enjoys the same
pri&ileéés as damestic capital under the 1962 Law for the Protection and
Pramotion of Natioﬁgl Irdustry. Further, capital invested in industrial or
agricultural projects with at least 25 per cent Saudi Arabian participation
is exempt fraom incame and corporate tax for ten years after production has

bequn. The situation regarding gold is also simple. The monetary

authorities and all other residents, including private persons, may freely
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and without license, purchase, hold and sell gold at home or abroad. They
may also, without a license or payment of any custams duty or tax, import
and export gold in any form. This is with the exception of l4-carat gold-

the import of which is prohibited.'?

The liberal payments system gives little protection to local
industries and the link with the SDR pramotes trade rather than import
substitution. As the exchange rate is very stable vis a vis the currencies
of most of the country's trading partners, this has encouraged imports.
Furthermore, as the SDR has appreciated modestly against most Furopean
currencies and the Japanese yen, this has made it more attractive for Saudi
importers to purchase fram these countries in recent years. The extent to
which the modest exchange rate changes have pramoted total imports, or
merely resulted in the substitution of one source of foreign supply for

ancther must, however, reaemain a matter for debate.

2.4 ABSORPTIVE CAPACITY OF SAUDI ARABIA

Since 1974 Saudi Arabia has had the second largest international
reserves in the world. In 1977 Saudi reserves were valued at US $30
billion compared with $39.7 billion for West Germany and $19.4 billion for
the USA. By 1981, these reserves almost reached $40 billicm.,15 As a
result of the Kingdam's oil revenues and the country's inability (or
refusal) to absorb this wealth through damestic consumption and investment,
Saudi Arabia now has a significant status in international liquidity.

These surplus funds and the Saudi requirement for econamic develogment

obviously have important implication for the future demand for imports.
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Various projections of Saudi Arabia's ability to absorb real goods and
services have been made, based upon the growth of the Kingdaom's econamy.
This concept of absorptive capacity has been defined as "that amount of
investment ... as a proportion of &P, that can be made at an acceptable
rate of returmn. The future of Saudi Arabian econamic development must be
focused upon its ability to expand its absorptive capacity and
subsequently, the ability to import goods and services,"16 The above
mentioned overall increase in imports shows that constraints and growth
were overcame in previous years, and a considerable expansian in absorptive

capacity has taken place.

According to a US Deptarment of Treasury study, the major constraint
upcn the achievement of the Second Plan's objective of increasing imports
by 30 per cent per year consisted of manpower shortages and the
inefficiency of air and sea ports. While facilties for importing to the
Kingdam were inadequate during the early 1970's substantial expansion in
the Second Plan periocd increased port capacity to 130 berths in 1980 fram
the 24 in operation in 1975. For example, the Gulf port of Damman raised
its port capacity more than fourfold to 12.7 million deadweight tons in

1980.

The Treasury Department study predicted a moderate rate of import
grow&x to 1980, thereafter accelerating sharply once the major constraints
were overcame, to an estimated SR 61 422 million (17f4 billion in constant
1974 dollars) by 1985. However, this study underestimated the ability of
the Saudi econamy to absorb imports. The total imports in 1978 had

already exceeded the 1985 projection. Apparently, a 1976 study prepared
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for the US Department of State, where Saudi import projections were based
upcn the absorptive capacity of the cdtmtry and a 'particular oil revenue
scenario’, was not correct either. Physical oconstraints to the expansion
of damestic absorptive capactiy included population, manpower and
infrastructure and, the implementation of the Second Development Plan was
seen as questionable. A subsequent study suggested that such constraints
"... are not expected to prevent Saudi Arabia fram experiencing a high rate
of econanic growth or continuing to increase imports rapidly,"” The
result of this latter study predicted a 14.4 per cent average annual growth
rate of imports unitl 1980, thereafter slowing down to 4.7 per cent per

year up to and until 1985. Relative shares of imports of major trading

partners were expected to remain generally the same as in the past.

As stated above, imports increased at a 64 per cent average annual
rate between 1975 and 1978. BAlso, the source of imports shifted slightly
in the direction of Western Furope, Japan and the USA. Further, the
projections of planners for the 1980-85 span are for imports to grow at a 7
per cent annual figure. The absorptive capacity of the Saudi ecamony has

therefore expanded faster than many predictions suggested it might.

With the restricted growth projections forA the Third Development Plan,
import growti’n is projected to return to its historical trend of
approximately 7 per cent average annual inc.rease. However, as import
markets continue to develop in the Saudi econamy, the reciprocal
relationship between growth and trade will became increasingly wide.
Furthermore, to the extent that surplus oil revenues exceed absorption

capacity, reflecting the level of that country's imports, Saudi Arabia's
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holding of international reserves and foreign exchange will continue to

grow.

2.5 IMPORT DETERMINANTS

Table 2.4 shows that the value of imports increased every year between
1965 and 1980 in Saudi Arabia. Between these years the value of imports
increased about seventy times. The increases in the value of imports were
much larger after 1973. For example, between 1968 and 1972 there was a
forty per cent increase, while between 1973 and 1974 alone imports doubled,
as they did between 1974 and 1975. This would suggest that the increase in
demand for imports up to 1973, reflected the pace of econamic development
in Saudi Arabia. However, the increase in oil prices and revenues received
by Saudi Arabia, meant the removal of financial oonstraints in the short
termm after 1973, as discussed in Chapter 1. This massive increase in the
puarchasing power of Saudi Arabia was immediatedly reflected in the demand
for imports, as Saudi industries were insufficiently developed.
Consequently, between 1975 and 1978 there was an approximate 50 per cent
increase per annum in the total value of imports. Even when inflation is
accounted for, this real rise was still substantial and probably 40 per
cent per annum. The Goverrment's recognition of the problem of inflation

meant a policy to curb inflation which is reflected in the 1978/79 figure.

Between 1978/79 there was a camparatively small increase in the total
value of imports of approximately 15 per cent suggesting that the
authorities had managed to control inflation. This was followed by an

approximate 30 per cent increase between 1979/80. Scme of the determinants



Table 2.4

Import Determinants

Govt. Govt. fixed Private Consumer
Year Imports Consumption Capital Consumption Prices
Formation (1975 = 100)
t M G I C P
1965 1,948 1,654 1,712 2,909 43.9
1966 2,255 1,915 2,330 3,026 44.6
1967 3,538 2,674 2,158 4,001 45.5
1968 4,392 2,747 2,392 4,585 46.3
1969 4,851 3,026 2,632 5,360 47.9
1970 4,990 3,421 2,597 5,859 48.2
1971 5,205 3,798 2,933 6,412 50.3
1972 6,303 4,285 3,403 6,914 52.5
1973 8,272 5,335 5,694 7,896 61.2
1974 15,293 9,864 8,400 9,828 74.3
1975 17,257 15,911 17,699 18,039 100.0
1976 42,863 28,883 33,540 23,903 131.6
1977 62,699 41,033 51,191 34,372 146.5
1978 91,505 47,034 66,891 54,607 144.2
1979 107,479 71,904 76,654 60,845 146.8
1980 134,351 88,206 94,977 70,186 151.5

million riyals

Source: IMF, International Financial Statistics, 1981 Yearbook, p. 367.
SAMA Annual Report 1399 (1979), p. 161

£G
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of imports show similar changes during the 1970's. Government consumption
increased more than 50 per cent éach year form 1973 to 1977. The
Govermment's policy to reduce inflation is shown clearly in the decreasing
rate of the increase in government consumption. Between 1977 and 1978 the
increase in goverrment consumption was less than 20 per cent. The
Govenment was also successful in reducing fixed capital formation. There
were very large increases in this item up to 1977 when the rate of increase
began to slow down. Between 1978/9 the Government had managed to reduce
the increase to approximately 15 per cent. Likewise, private camsuption
shows cquite a steady increase up to 1978. However, private consumption
only increased by approximately 10 per cent between 1978/79 and 15 per cent
between 1979/80 suggesting perhaps a less significant relationship between
private consumption and total imports than goverrment consumption and
imports. It appears to be easier for the Government to control government

consumption than private consumption.

To verify whether government consumption, government fixed captial
formation and private consumption were significant factors in explaining
the changing trends for the total value of imports, formal linear

regression analysis was applied, with the relationship postulated of the
form |

m=a+ bG+cI +dc (1.0)
where the dependent variable M is tot;al value of imports, the independent
variables G, I and C being government consumption, goverment fixed capital
formation and private consumption, respectively. The parameters a,b,c, and
d are to be estimated when applied to annual data fram 1965 to 1980 (16

observations), this yielded the result
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M= -4242,95+ 1.50G - 0.841 + 1.33C (1.1)
(-2.26) (24.50) (-2.44) (2.91)

Figures in parentheses are t values, R2 = 0.99, Durban Watson = 1.13. The
equation reveals a significantly positive relationship between government
consumption and imports ard to a lesser extent private consumption, as
might be expected. There is however, an apparently negative relationship
betwen goverrment fixed capital formation (I) which is quite significant
given its t value. This might be explained in that I does not vary so much
in the short tem as it is dependent on medium~ and long-term contract

agreements.

The Durban Watson value in equation 1.1 is low, revealing
autocorrelatian. The Cochrane-Orcutt iterative least squares technique
was used in eguation 1.2 in an attempt to boost the Durban Watson value.
This failed.

M -3,52707 + 1.44G - 1.171 + 1.74C (1.2)

I

(0.98) (19.34) (-4.72) (5.46)

(R = 0.98, Durban Watson 0.85)

A better result was obtained when imports were regressed against the
same independent variables (G,I and C), but using t-1 where subscript t
represents time. This was done because it is likely that the dependent
variable might be influenced by the independant values of the year before.
The equation for the regression is thus written

M = a + Det-1 + cIt-1 + dct-1 (2.0)
Equation 2.1 reveals a positive relationship between goverrment consuvption

and imports and private consumption to a lesser extent. The t value for
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govermment fixed capital formation suggests the revealed negative
relationship is not significant. Furthermore, the Durban Watson value
reveals autocorrelation.

M

-1113.33 + 1.856 - 0.011 + 0.46C (2.1)
{(-0.65) (33.63) (-0.03) (1.13)
(R? = 0.996, Durban Watson Value 0.90)

After correction using the Cochrane Orcutt iterative technique this becames

M -376.37 + 1.84G - 0.015I + 0.41C (2.2)

(-1.16) (30.64) (-0.07) (1.42)
(R2 = 0,996, Durban Watson value 1.88)
In equation 2.2 the Durban Watson value is satisfactory. The significantly
positive relationship remains particularly with government consumption and
imports and also with private consumption. The low negative t value of
government fixed capital formation(I) suggests that the relationship is a
weak one however, it is notable that I is negative throughout equations 1

and 2. Fquation 2 suggests that the determinants of imports may well be

affected by earlier values.

Therefore, in eguation 3 each independent variable G,I and C was
observed miﬁus its value in the preceding year that is, the import level
was regressed ;ga}?st charges in the independent variables. The eguation
for the regression is thus written:

M = a + b (GGt-1) + (I - 1t-1) + d(c - cCt-1) (3.0)
The Durban Watson Value was too low again revealing autocorrelation in 3.1
as follows

M= -2461.72 + 6.17 (G-Gt-1) - 3.87 (I-It-1) + 5.73(C—<Ct-1) (3.1)

(-0.85) (18.27) (-6.18) (7.03)

(R2 = 0.97, D.W. = 1.03)
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After ocorrection using the Cochrane-Orcutt technique this becomes

M = -846.88 + 6.0(G-Gt-1) - 3.46 (I-It-1) + 5,20(C~Ct-1) (3.2)

(-0.17) (12.21) (-6.49) (7.42)

(R? = 0.94, D.W. = 1.56)
In equation 3.2 a satisfactory Durban Watson value was achieved. This
equation reveals a different amphasis in the importance of goverrment
consumption, private consumption and imports. Private consumption is
camnparatively more significant than in equation 1 and 2, although
governiment consunption according to the t values is most significant.
Also, the t value for goverrment fixed cpaital formation is strongly
negative perhaps reflecting medium—- and long-term contractual agreements,

as suggested above.

In equation 4, when regressing changes in imports against changes in
G,TI and C, the results were less pranising. Formal linear regression
analysis was applied and the equation thus written
Mt-Mt-1 = a + Db(Gt-Gt-1) + c(I-It-1) + d(c-Ct-1) (4.0)
The annual data from 1965 to 1980 gave the result
Mt-Mt-1 = 559.66 + 1.34(G-Gt-1) - 1.12(I-Tt-1) +1.67 (c-Ct-1) (4.1)
(0.48) (9.87) (-4.43) (5.08)
(R* = 0.92, D.W. Value = 0.80)
Once again a low Durban Watson Value was obtain revealing autocorrelation.
After correction using the Codhfane Orcutt iterative technique, the Durban
Watson value was not boosted sufficiently as equation 4.2 shows.
Mt-Mt-1 = 2578.88 + 0.91 (G-Gt-1) - 0.87(I-It-1) + 1.32(C-Ct-1) (4.2)
(0.70) (3.65) (-4.42) (4.91)

(R2 = 0.84, D.W. = 1.17)



When imports are regressed against G, I and C using logarithms the
results achieved are better. The equation for the regression is thus
written

IogM = a + blog G + clog I + 4d log C (5.0)
Once more annual data fram 1965 to 1980 was used giving the result

Log M= -0.93 + 1.06 log G - 0.20 log I + 0.28 log C (5.1)

(~2.18) (21.73) (-1.64) (2.13)

(R = 0.99, D.W. value 1.39)
Quite a reasonable Durban Watson Value was obtained. Using logafithms
tended to confimm the results of earlier equations. Govermment consumption
seems to be the most significant determinants of import and private
consumpticn is also positively related. Notably, goverment fixed capital

formation was negative again.
Given this quite promising result, equation 3 was repeated using
logarithms. The equation for the regression in thus written

Iog M=a+ b log Gt-1 + ¢ log It-1 + 4 log Ct-1 (6.0)

The annual data between 1965 to 1980 gave the result

Iog M = -0.03 + 0.95 log Gt-1 + 0.23 log It-1 - 0.10 log Ct-1  (6.1)
(-0.03) (8.72) (0.92) (-0.35)
(R2 = 0.98, D.W. Value = 0.76)

The results in 6.1 cannot be used as the Durban Watson Value is too low.

When using the data betwesen 1965 and 1980, in general equations 1 to 6
tend to confirm that government consumption is a significant determinant of

imports. This is also true of private consumption but to a much lesser



degree. Therefore, it oould be said that if the Saudi Government wishes to
influence imports, government econamic policies could well be used
successfully. It is interesting to note that government fixed capital
formation has consistently obtained a negative result as a determinant of
imports, a robust result that a cursory glance of the data would not

suggest.

As was suggested in the first part of this section, 2.5, the price
level affected the value of imports to same extent. As all the data are in
current prices, the close relationship may only reflect variations in the
role of price increase. In order to find out how significant this factor
has been, equations 1 to 6 are used once more including Consumer Prices
(1975 = 100). Three of the results were useful and are stated below. That
is, formal linear regression analysis was applied with the relationship
postulated of the form

M = a + bG + cI + 4a& + eP (7.0)
where Lie dependent variable M is total value of imports and the added
independent variable P, is Consumer Prices. In the following equations, a,
b, ¢, d arnd e are to be estimated. When applied to annual data fram 1965
to 1980, this yeilded the result
M=9918.93 + 1.3 - 1.01 + 1.50 + 97.89 (7.1)
| (-3.03) (18.21) (-3.17) (3.62) (2.02)
Figures in parentheses are t values, R2 = 1.0, Durban Watson = 0.95. This
equation reveals a positive relationship between Consumer Prices and the
value of imports. The relationship is weaker than that with private
consumption or goverrment consumption. The eguation confirms the negative
relationshp of fixed capital formation (I) with imports, as seen in earlier

equations.,
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As with equation 2, when consumer prices were discluded, a better
result was obtained when imports were regressed against the same
independent variables (G, I, C and P) but using t-1. The subscript t
denctes time. It assesses whether the dependent variable was influenced by
the year before. The equation for the regression is thus written

M= a + bGt-1 + cIt-1 + dCt-1 + ePt-1 (8.0)
Equation 8.1 reveals a more positive relationship between Consumer Prices
and imports, although goverrmment consumption and imports have the strongest
relationship. Private consumption only achieves a t value of 2.52 and I
is less significant with a t value of -1.66. A satisfactory Durban Watson
value was also achieved.

M= 12369.69 + 1.5 - 0.40 + 0.75 + 225.26 (8.1)
(-3.56) (16.66) (-1.66) (2.52) (3.43)

(R2 = 1.0, Durban Watson = 1.72)

When imports are regressed against G, I, C and P using logarithms a
useful result is obtained. The eguation for the regression is thus written
Log M = a + blogG + Clogl + dlogC + elogP (9.0)

Once again, annual data fram 1965 to 1980 was used giving the following

result
Log M=-1.93 + 0.91 - 0.39 + 0.45 + 0.58 (9.1)
(-1.95) (6.41) (-1.88) (2.26) (1.1)
(R2 =1.0, DW value.= 1.42)

The use of logarithms confirmed the results of the above eguations for the
most part. Eguation 9 shows a positive relationship betwesen Consumer
Prices and imports, although one that is less significant than G or C. It

also reveals a negative realtionship between capital fixed investment and
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imports. A reasonable Durban Watson value was obtained in this equation.
2.6 OONCLUSION

Equation 1 to 9 attempt to assess the significance of some of the
major determinants of imports. The first six equations look at goverrment
consumption (G), capital fixed formation (I), and private consumption (C).
In each case, the revelation was that G was the major determinant and C was
significant but to a lesser extent. Additionally, I remained negative
throughout so that it must be concluded that it did not influence the level
of imports. Equations 7 to 9 included the independent variable, Consumer
Prices and they attempt to assess the role of inflation in the determining
of imports between 1965 and 1980. Each equation revealed a positive
relationship for this variable but P's t value was always much lower than
G. This shows that even when Consumer prices are included in the equation,
G is still the major determinant and I still negative. Price variations
for imports and domestic macro variables does not explain the relationships

found.

As investment does not appear to be a major determinant of imports,
this implies that capital formation in import substitution industries will
have little negative impact on the balance of payments. This agrees with
data presented earlier in this chapter. Indeed the creation of éuch
industries may eventually weaken the link between government expenditure,
private expenditure and imports. Although Saudi Arabian goverrment policy
is not constrained in the medium term by balance of payments

considerations, it may be in the future if the demand for oil weakens



further. Diversification into import substitution industries will
ultimately give the goverrment more independence in its policy decisions,
vhile at the same time the short term import costs seem likely to be

minimal given the evidence presented here.

In western countries it is often stated with various motives that
increases in govermment consumption can only take place at the cost of
lowering investment. The suggestion is that the size of the 'cake' cannot
be made larger so that one squeezes the other out. This does not appear to
be the case in Saudi Arabia. Perhaps the removal of financial constraints

in the 1970's has given rise to a different situation.

It has been noted above that the growing demand for imports could be
seen as a reflection of the pace of development. Same econanists have been
surprised by the ability of the Saudi Government to increase the pace of
development, as revenues increased. The absorptive capacity of the econamy
has been underestimated in the past. Financial reserves have also been
observed briefly in chapter 2. 0il revenues have been fluctuating in the
1980's because of the over capacity in the oil market and it is likely that
financial reserves will reflect decreases and increases in 0il revenues.
However, in the above analysis, government consu{nption has clearly been
shown to be the méjor determinant of imports so that the Saudi Goverrment
must be well placed to influence demand for imports. This must mean that
the potential for the govermment to influence the pace of import
substitution policies is also great. A factor which which oould be used to

the benefit of the country.
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CHAPTER 3

SCOPE FOR IMPORT SUBSTITUTES

3.1 IMPORT SUBSTITUTICN POLICIES

Saudi Arabia is aware of the difficulties associated with relying on
export trade as the main 'engine of growth'. Over—dependence on the export
of ane comodity makes the econamy extremely vulnerable to changes in world
market conditions. Adverse price trends and uncertainty with regard to
fluctuations in market prices provides an econamic rationale for the
adoption of an import substitution policy as an alternative to
specialisation in export production. This was not possible in the early
1960's because it was unclear that such a quantity of foreign exchange
would be available to finance imports. Politically, import substitution
policies are an econamic manifestation of the desire for national

independence, as well as being part of the nation-building process.

When the pericd of easy growth that is, oil dependent growth comes to
an end, the econamy will have to "normalise". Normalisation means that the
Kingdom will becane more dependent an the mobilisatien of domestic
resources. The public sector will have to increase the share of damestic
(non 0il) revenues in total revenues and the private sector will have had
to reach a level of sophistication where it is capable of depending on
private savings and corporate profits for its growth momentum. Iike other
countries of the Middle Fast, Saudi Arabia wants to industrialise as the

only viable means of development. Of the productive sectors, agriculture,



industry, mines and services, only the industry and mining sector offers
even the slightest possibility of achieving import substitution. The
possibility for growth in agriculture and livestock, the most traditional
sectors, is limited because of lack of‘water, arable land and the

unwillingness of Saudi labour to pursue a career in farming.,l

In short, an industrial revolution is seen as a necessity. The need
to diversify the industrial base is accepted. This is despite the probable
emergence of an urban proletariat which might provide the basis for leftist
parties and oppose the conservative Saudi Goverrment. In Saudi Arabia
there has been little indigenous industry until recently so most
industrialisation constitutes import substitution. It would, however, be
unfair to suggest that the country is totally without industrial tradition.
Production of 10-13 million barrels per day of oil has inevitably involved
the development of some industrial skills, despite the large input by
eXpatriates,2 The question still remains: How can this extensive
industrialisation be achieved? In the initial aftermath of the increases
in revenues in the early 1970's the Saudis had tentative plans for a whole
range of industries - fram refining and petrochemicals to steel and
aluminium processing. Gradually, these plans were whittled down to a
realistic core. For example, the car assembly plan was discouraged because
it was labour intensive. Nevertheless, the remaining plans are arbitious,

especially for a relatively unsophisticated econamy.

Even today Saudi Arabia has to import many pstroleum hased products
which camnot be produced by the country's own refinery plants.

Unfortunately, however, local multiplier effects from establishing



refineries to produce imports substitutes are minimal. This type of
industry is by nature highly capital intensive and creates few employment
opportunities. The majority of the more highly skilled workforces are
expatriates, who remit a substantial part of their salaries to their hame
countries, while their local consumption is usually not fram imported
goods. The absence of trained nationals acts as a limitation on import
substitution in Saudi Arabia so this is discussed in the next chaprter.3
Below, we look at import substitution policies in the First and Second

Plans,

Shaw and Long state that the First Five Year Plan contained the three
primary goals: "maintaining the fundamental religious and sccial values of
the Kingdom, increasing its defensive capability, and preparing the
econanic diversification in the post-o0il era".4 The high dependency of the
econamy on o0il, and the high propensity to import in Saudi Arabia, means
that econamnic diversification goes hand in hand with import substitution
policies. Successful diversification away from oil necessarily implies the
implementation of import substitution policies. Initially, under the First
Plan, preparations for econamic diversification were constrained by
financial considerations. However, as the Third Development Plan states,
the most outstanding feature of the First Plan period was "the complete
'dhangebin the rate of obtaining revenues fram oil, and the degree of
control over the Kingdam's oil resaurces",5 Hence, during the later years
of the First Plan, finance ceased to be the main constraint. Yet, other

factors continued to limit development.



The First Plan was cautious but also flexible. It allowed the
continual revision of budgets upwards throughout the five years with a
paucity of educated technocrats, an inadequate data base, and no
bureaucratic tradition, the goverrment launched an accelerated effort to
achieve the ambitious goals contained in the Second Plan. They included
massive physical infrastructure projects - roads, ports, airports,
industrial estates, and the beginning of industrial zones and far reaching
social programmes. All these represent good preparations for econanic
diversification. The development plan effort was surprisingly successful
in contructing physical infrastructure, and it set a firm foundation of
education and other social institutions. Furthermore, the administrative
inefficiencies of the govermment bureaucracy actually served to buffer
against the social discrimination of the development process by impeding

rapid implementation of so many major projects.,6

Import substitution policies were more praminent in the Second Plan
but still they were only indirectly followed by the Saudi Goverrment.
According to the Third Development Plan, the strategy of the Second Plan
concentrated on four main areas for development. One of the four areas was
the private sector. Private enterprise was given a major role in the
development of the productive sectors and assured all possible goverrment
aésistaﬁce and fiﬁéncial stimulation,7 This means the non-oil related
industries have been, and are being, encouraged. In this sector the
objectives stated by the Saudi government include: 1) to increase the
domestic economy's capacity to produce at competitive costs a wide range of
products for domestic as well as for the export markets, 2) the industrial

exploitation of the substantial comparative advantages arising from low
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cost energy and other natural advantages, 3) furthering the Kingdam's
access to modern technology, 4) to encourage the use of the capacity of the
private manufacturing sector, 5) to increase productivity through careful
adherence to a policy of "optimal size" of plants, 6) to secure a regional
and balanced development of industry and, 7) to reduce dependence on

expatriate workers by national skill creaticn..8

Fram 1976 to 1980 Saudi Arabia experienced a 15 per cent growth rate
annually in the general development of the non-hydrocarbon manufacturing
sector which exceeded the planning targets. The hydrocarbon-based
projects, in spite of many obstacles, are often incredible range of their
targets for the Second Plan. The rapid transformation of Saudi cultural
life may indeed dicate the incorporation of additional delays beyond those
indicated within the planning process. However, that elongation may prove

to be a significant asset in their orderley implementation.

Half a decade later in 1980, the same goal of diversification remained
one of the fundamental objectives for the long-term econanic development of
the Kingdam and a key aspect of the strategy for the 1980-85 pericd. The
private sector is still to be encouraged to participate in capital
investments. Only where the size of investments is large and beyond the
capacity of private individuals, will the government itself undertake
capital inveétment° The productive sectors, including agriculture,
industry and mining are to e anphasised, with the development to be
primarily undertaken by the private sector. The government's role is to be
a supportive one. The aim being to create a favourable enviromnent where

private business can prosper.



This support is to take the form of providing information on the
opportunities for investment in the productive sectors of the econcmy. The
information is expected to accrue fraom increased amphasis on econamic
feasibility studies and programmes of applied research. Further goverrment
support will ocme fram the completion of infastructure and the provision of
services related to maintenance, marketing and transport where needed to
support productive industries. In particular, two areas were seen as
crucial for investment by the private sector. That is, large scale
mechanised agricultural projects and, projects which introduce appropriate,
new econanic technologies. Both are seen as essential for the
implementation of import substitution policies. It is worth noting that
there are certain indications to suggest that planners are beginning to
adopt a regional approach. The nurber of projects involved are small at
present and they are only between Bahrain, Kuwait and Saudi Arabia.
Econamists suggest that planners are acting rationally and observing the
Gulf through remarkably un-nationalistic eyes. Others suggest it is more
of a case of not putting all their 'eggs in one basket', that is, Saudi

Arabia,9

However, as a result of the rapid econamic growth, the Kingdam's total
value of imports rose dramatically, as discussed in Chapter 2. Over the
period 1973-78, imports increased by an average annual figure of 58.2 per
cent, reaching the amount of SR 69,180 million in tﬁe latter year. This
high propensity to import is expscted to be maintained in the Third Plan
pericd as well. Perhaps this points to a paradox in the Saudi plans. By
encouraging the econamic diversification of the non-o0il sector with the

long-tem strategy of successful implementation of import substitution



policies, the propensity to import may increase as more goods are demanded
to support such policies. The evidence in the last chapter does not
support this it indicated that capital investment is not necessarily
associated with increasing imports. Nevertheless, Saudi planners are still
faced with the dilemna that import substitution cannot be achieved in the
short-term. They have to be content with preparing the ground for import
substitution policies. In fact, the intentions of the planners were for
the import growth rate to stablise at about 7 per cent per annum. Import
camposition for the five year span was expected to be influenced by a rise

in camponents and products substituting for labour.

Third Plan projections are for the petroleum sector to grow by only
1.3 per cent per annum while the non-oil sectors will expand by a large
(but more modest than in the Second Plan) rate of 6.2 per cent. In
practice, there is evidence of a lower rate of growth for oil and a higher
rate for the non-oil private output in the Third Plan in comparison with
the Second. However, oil continues to daninate the econany. Yet,
diversification efforts as provided in the Second and Third Plans have
begun to bear fruit. Opportunities for business in the non-oil private
sector are thus likely to grow in the foreseeable future. A noteworthy
development pertaining to Saudi business opportunities which was expressed
in the Third Plan involves the concept of 'Saudization'. This principle
provides for priority in the awarding of tenders to be given to Saudi
contractors. When contracts are awarded to foreign contractors there will
be a stipulation that scne of the work must bz sub-contracted to Saudi
conpanies. In order to facilitate the policy, it is intended that very

large projects should be split up rather than awarded as a single



package.lo Foreign participation in the import substitution process will

be looked at specifically in 3.3.

3.2 PATTERN CF IMPORT SUBSTITUTICN

It must firstly be said that licensing is obligatory for new or joint
irndustrial projects. Saudi fimms which expect to seek goverrment
protection and assistance must also be licensed. Government licensing
assures that the projects will contribute to plan fulfillment.ll
Therefore, a fair assessment of the pattern of import substitution or
econanic diversification can be obtained. In this case, the industrial
licenses issued in 1975, 1976 and 1977 give a good indication as to what
was happening during the Second Development Plan. In this period 1,035
licenses were issued and table 3.1 shows the percentage of total licenses

issued by econamic activity. The figures quoted were calculated fram the

absolute figures cited in the Saudi Arabian Monetary Agency (SAMA) 1979

Annual Report.

Colum 1 of table 3.1 shows very clearly that the most industrial
licenses were issued in the category of the manufacture of non metal goods.
In fact, 49.37% of the total licenses were issued in this sector. ‘This
sector.includes petrochemicals, rubber and plastics, all kinds of ncon
metal pipes, general construction materials, china and glassware. Ry
looking at the industrial licenses it could be said that in general the
Saudi Government has managed to diversify most successfully away from oil

in the manufacture of goods, relating to the construction irdustry.



Table 3.1

Investment by Economic Activity in Saudi Arabia in 1975, 1976 and 1977

Kind of Economic

Percentage of total

Percentage of

Percentage of paid up

Ratio of paid up K

Activity industrial licenses | authorised capital capital (X) by to authorised K by

by economic activity | (local and foreign) economic activity economic activity
by economic activity

Beverages/Toodstuffs 17.78 14.35 13.39 .39

Manufacture of

materials, e.g.

products of paper 8.12 5.27 5.99 .47

pulp

Manufacture of non

metal products, e.g.

cement, lime, 49,37 61.09 64.78 .44

plastic and marble

Manufacture of

metals, e.g.

structural metal 24.44 19.14 15.54 .33

procucts

Other products 0.29 0.16 0.30 .79

Source: Saudl Arabian Monetary Agency, Annual Report, 1979.

author.

Table 36, p. 75.

Proportions calculated by the



The second highest number of licenses were issued in the manufacture
of metals category. 24.44% of total licenses were issued for goods
structured in metal. These included goods such as steel hangers, central
air conditioning ducting ard aluminium doors ard windows. Goods in this
category supply both the damestic and industrial markets. Many of the
goods for which licenses have been issued in this category can be made with
non-sophisticated machinery and without specialised manpower. This perhaps
accounts for the relative daminance of this category. On the other hand,
quite a high proportion of licenses (17.78%) were issued in the beverages/
foodstuffs category. Yet this could be considered quite low, given the

large number of people working in the rural sector in Saudi Arabia.

Colums 2 and 3 of table 3.1 show the percentage of investment by
econamic activity. Colum 2 looks at “"total capital" or authorised
capital, and colum 3, "paid up" capital which could be seen as the initial
investment with a view to a firm growing in the future. Again, the
outstanding category is the manufacture of non metal praducts. 61.09% of
the total of total capital and 64.78% of the total of paid up category was
accounted for in this way. Apparently, investors see this area worthy of
investment which is in line with the idea that there will continue to be a
demand for such goods. Cement, for example, will be needed for future
construction projects. Not altogether surprisingly, Colum 1 (industrial
licenses issued) and colums 2 and 3 show similar results. This is not the
case for the manufacture of metals. It accounts for 24.44% of the licenses
(253) but only for 19.4% and 15.54% of authorised capital and paid up
capital, respectively. This may mean that establishments in this category

are less capital intensive. Or, this may suggest a lessening of confidence
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for a continued demand for products in this category. Alternatively, it
may reflect the high proportion of investment in the non metal category.

This could also be the case for the category, manufacture of materials.

The ratio of paid up capital to authorised capital in table 3.1 has
been calculated by dividing paid up capital by authorised capital. It
should, therefore, provide a rough camparison of capital already invested
and the future ambitions of a firm (total capital). The most notable is
the "other products" fran the SAMA table which includes all goods not
classified in the first few categories of table 3.1 There is a high ratio
of 0.79 in this category suggesting fimms were achieving their ambitions to
a large extent. However, this category only accounts for 3 of the 1,035
licenses issued, hence no general conclusions should be drawn. There is
not a very significant difference in the ratios of the other categories.
The lowest ratio was achieved by the manufacture of metals category, 0.33,

suggesting firms in this category have plenty of room for expansion.

Table 3.2 presents the same inforhation for 1981 and 1982 which can be
seen as an indication of what is happening under the Third Development
Plan. This table has been calculated directly fram the quarterly lists of
licensed factories and industrial licenses issued by the Kingdom of Saudi
Arabia's Ministry of Industry and Electricity, the Industrial Affairs
Agency and the Industrial Statistics Department in 1981 and 1982. This has
allowad a further breakdown of categories so that table 3.1's manufacture
of metals category has been broken down into the manufacture of metals, the
ranufacture of durable gooxds and transport goods in 3.2 In 1981 and 1982 a

total of 634 licenses were issued. Again, the first column of table 3.2
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shows the percentage of total licenses issued by econanic activity. This

colum shows quite a lot of similarities with 3.1

Once more, the highest percentage of licenses were issued in the
manufacture of non metal preducts category, 41.64% compared with 49.37% in
table 3.1. As stated above, in general the licenses issued in this
category are for goods used in the construction industry. Econamic
diversification in this category would appear rational, given the heavy
transport costs involved in the movement of bulky goods. However, although
this category has retained its primary position, it is to a lesser extent.
Why? The Second Development Plan gave a far greater anphasis on
infrastructural projects than the Third Development Plan which instead
emphasised selective econamic diversification. That is, development in

sectors where Saudi Arabia might have a comparative advantage.

When the categories of the manufacture of metals, the manufacture of
durable goods and transport goods are catbined, a percentage of 28.24% is
achieved. This campares with 24.44% in table 3.1 suggesting this category
has becane more important. Certainly, more licenses have been issued for
durable goods and transport goods in 1981 and 19282 than in 1975, 1976 and
1977. This could suggest that the Saudi Government has now begun to lay
the foundations of economic diversification by its policies under the Third
Developnent Plan. There is also a marked change in the number of licenses
accounted for in the category of beverages/focdstuffs. In 1981 and 1982
this category accounted for 12.18% of the total (77 of 634), campared with

17.18% in 1975, 1976 and 1277 (184 of 1,035). This decrease ocould be



Table 3.2

Investment by Economic Activity in Saudi Arsbia in 1981 and 1982

Kind of econcmic Percentage of total | Percentage of ercentage of paid up |Ratio of paid up K

Activity industrial licenses | authorised capital |capital (K) by to authorised K by
by economic activity | (local and foreign) |economic activity economic activity

by economic activity

Beverages/Foodstuffs 12.15 3.21 2.59 .26

Manulacture of

materials, e.g. 17.51 6.56 4.60 23

products of paper ’ : ) :

pulp

Manufacture of non

metal products, e.g. 41.64 89.06 84.75 34

cement, lime, ’ ’ ’ :

plastic and marble

Manufacture of metals

e.g. sbructural metal 19.56 5.50 5.97 .33

products

Manufacture of durable

goods, e.g. electrical

industrial machinery 5.21 1.70 1.63 .31

Transport goods 3.47 0.87 0.69 .26

Not elsewhere classifed 0.47 0.11 0.17 .04

Source: Compiled and calculated by the author from the quarterly lists of licensed factories and industrial
licenses issued by the Kingdom of Saudi Arabia, Ministry of Industry and Electricity, Industrial Affairs

Agency, Industrial Statistics Department in 1981 and 1982,
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accounted for by the growth of other categories, rather than an actual

restriction in the foodstuffs/bevergaes category.

Colums 2 and 3 of table 3.2, like table 3.1, show the percentage of
total capital and the percentage of paid up capital by econaomic activity,
respectively. A similar result is achieved. Colums 2 and 3 are more or
less consistent for the manufacture of metals, however, as both total and
paid up capital account for more than 80% of their totals. Obviously,
there has been very heavy investment in the manufacture of non metals
category. This suggests that investors see a pramising future in the
construction industry and, perhaps a certain amount of success in the
Goverrment's import substitution policies. Bearing in mind that table 3.1
accounts for 3 years and table 3.2 for 2 years, the totals for authorised
capital relating to table 3.1 is 10,249.6 and table SR 3.2 34,493.3
million. A great deal more capital has been invested under the Third
Development Plan. Overall, SR 6,951.1 million was the total paid up
capital in the pericd relating to table 3.1, campared to SR 13, 684.42

million in the period relating to table 3.2.

Due to.the heavy investments in manufactures of the hon metal
category, percentages relating to the remaining categories look less
significant. They do show, however, a marked increase in investment
relative to 3.1. For example, only 4.6% of paid up capital was achieved by
the manufacture of materials category. 7Yet, this accounts for SR 629.78
million, campared to SR 414.2 million for the 3 years under table 3.1,
However, the situation is reversed for the category beverages/foodstuffs.

The total paid up capital invested in table 3.1 and 3.2 is SR 927.5 and SR



353.77 million respectively. 1In this category there has been a marked drop

in investment.

It appears that table 3.2 reflects a marked shift in capital
investment away fram sectors like food/beverages and heavy investment in
the industrial sector ~ and the construction industry in particular. The
Govermment seems to have achieved same success in its policies to encourage
private sector participation which is shown clearly in the total capital
invested. The question of just how much of this investment was Saudi
investment, and how much was foreign investment, will be discussed in the

next section.

The ratio of paid up capital to authorised capital by econamic
activity is calculated by dividing paid up capital by authorised capital,
as in table 3.1. The data for 1981 and 1982 gave much lower ratios.
Nonetheless, with the exception of the not elsevhere classified section,
the ratios within this period were not dissimilar. The highest ratio was
again achieved by the manufacture of non metal category but only by 0.01
(0.33 was achieved by the manufacture of metals category). Perhaps
overall, the ratios might suggest growth for the firms in the future.

Circumstances ;n the early years helped to pramcte the Government's
lorng temm aim of import substitution. The Geovernment provided services,
plots in industrial states, cheap power and inexpensive finance. Private
Saudi firms also benefitted from the appalling delays in laniing goods in
1976-77 hacause of port congestion. In the years 1975, 1976 and 1977 over

600 new industrial plants were initiated. As a result of this growth,
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Saudi Arabia is now virtually self-sufficient in the principal building
materials: production of cement, clay, concrete and sand lime bricks,
tiles, aggregate precast concrete and prefabrication systems, dcors,
windows and a number of other items. The same applies to screws,
scaffolding, fencing and insulation materials. As stated above, the bulky
nature of such products make them obvious choices for local production.
More recently, amphasis has been placed cn consumer goods, as well.
Household goods like detergents, and furniture and household appliances
like refrigerators, all ocontribute to lessen the dependence for importation

items of consumptian.

The future for the private sector looks pramising but many
difficulties must be overcame. Reliable statistics on current output,
investment, employment and industrial capacity are not available and this
is at least unhelpful. Goverrment machinery operates weakly and sametimes
as an Obstacle. Few government employees are familiar with the
characteristics and problems of industry. Another problen is that nearly
all planning activity is centralized in Riyadh with a consequent limiting
effect on the plamners' perspectives. This reflects the historical policy
of not allowing local government and private interest groups to became

strong, rather than a fault in the planners' approach.

Finally, "the limited size of the market makes it difficult to foresee
a long vigorous growth in import substitution projects, since many of the
available sectors, particularly in building materials, are now in a supply-
demand equilibrium",12 Opportunities do exist in foodstuffs, plastics,

chamicals and metal working. It is argued (and this will be discussed
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later in the thesis) that increasing attention must be focused on export
possibilities using feedstock fram the large petrochemical plants planned
for Yenbo and Jubail. The extent to which downstream export facilities
will be erected depends on the goverrment approach. By maintaining a cheap
capital and energy supply, and by subsidising the necessary raw materials,

many possibiliies will undoubtedly present themselves.

3.3 FOREIGN PARTICIPATICN IN THE IMPORT SUBSTITUTION PROCESS

As table 3.3 shows, 226 industrial licenses were issued to projects
with foreign participation in the years 1975, 1976 and 1977. Table 3.3 is
canpiled and calculated from the industrial licenses published by the Saudi
Ministry of Planning by the author. It shows that of the 226 issued, 76
were issued to nationals of other Arab countries and 150 to non Arab
nationals. When the table is examined in terms of econamic activity, the
manufacture of non metals category is again predominant. More than 40% of
the total of industrial licenses issued with foreign participation were
issued in this category showing the dominant position of the construction
and construction-related industries again. Table 3.3 also shows the
predaminant position of West Furopean nationals for this category. 51 of
these 104 licenses included participation by West European nationals, 25 to

other Arab nationals, and 17 to the United States.

The second most important category is the manufacture of metals, as
with the total number of industrial licenses issued (local and foreign).
56 licenses were issued in this categorv. 25 of these licenses were issued

to projects with West Furopean participation, 21 to other Arab countries



Table 3.3

Foreign Investment according to Industrial Licenses issued in 1975, 1976 and 1977

{Kind of Economic
v Activity
|

Number of Industrial
Licenses issued to
ventures with
foreign investment
by economic activity

Number of Industrial Licenses
issued according to nation by
economic activity

Average Percentage
of foreign capital
share in ventures
by economic activity

Range of Percentage
of foreign capital
share in ventures by
economic activity

! ARAB NON ARAB LOWEST HIGHEST
lBeverages/Ebodstuffs 20 10 W. Europe 5 41.12 ) 66.65
, U.S.A. 2
‘ Canada 1
j Australia 1
i Hong Kong 1
L )
EManufacture of W. Europe 3
| materials, e.g. Asia 2
products of paper 13 8 49 .94 20 100.00
pulp
Manufacture of non W. Burope 351
,mctal products, U.S.A. 17
"e.g. cement, lime, Canada 2
plastic and marble 104 25 Asia 4 43.79 10 100.00
Other Americas 2
! Other 3
L
Manufacture of W. Europe 25
metals, e.g. U.S.A. 4
structural 56 21 Asia 3 47.85 7.8 100.00
metal products Iran 2
Other 1
iManufacture of W. Europe 12
durable goods, e.g. U.S.A. 6
electrical machinery 33 12 Asia 2 48.49 15 100.00
land equipment Iran 1

L

Source: Compiled and calculated by the author from the quarterly lists of licensed factories, and industrial licenses
issued by the Kingdom of Saudi Arabia, Ministry of Industry and Electricity, Industrial Affairs Agency,
Industrial Statistics Pepartment in 1975, 1976 and 1977.



and only 4 per cent to the U.S.A. Overall, when table 3.3 is examined in

terms of which countries have participated to the greatest extent, western
Europe is most important for each category. In terms of a single country,
the U.S.A. holds the primary position. 29 industrial licenses were issued
with American participaticn. In general, the U.S.A. is involved with the

high technology, capital intensive projects, like the manufacture of

plastics. The Europeans major input appears to be in the construction and

construction related industries.

Colum 4 of table 3.3 which shows the percentage of foreign capital
share in ventures has been calculated simply by adding the percentage of
foreign participation in ventures in each category and dividing by the
number in that category. In general, the average percentage of capital
shares in ventures in 1975, 1976 and 1977 is similar in each category. The
manufacture of materials category provides the highest average percentage
of foreign capital share, 49.94. There is, however, little foreign
participation in this category. The lowest percentage is 20% so this is
perhaps not a significant result. The lowest average percentage of foreign
capital share in ventures is in the beverages/foodstuffs category, 41.12%.
Again, this pfobalby‘reflects the small range. The highest for
beverages/ foodstuffs is only 66.65% (ard it is 100% for the other

categories).

Authorised capital investment by foreign investors in 1975, 1976 and
1977 (table 3.4) was calculated by adding up the authorised capital
invested by foreign countries in each category and dividing by the nurber

in that category. The highest average authorised capital investnent is



Table 3.4

Toreign Investment according to Industrial Licenses issued in 1975. 1976 and 1977 by Authorised Capifal Investment

Kind of Tconomic Activity |Capital Investment by foreign countries
according to Economic Activity in million

riyals
AVERAGE LOWEST HIGHEST
Beverages /Foodstuffs 21.71 2.2 120.2
Manufacture of materials
e.g. products of paper 8.32 1.5 20

pulp

Manufacture of non metal
products, e.g. cement, 7.27 1.28 117.63
lime, plastic and marble

Manufacture of metals
e.g. structural metal 24.19 0.3 322.67
products

Manufacture of durable
goods, e.g. electrical 18.97 0.96 140.8
industrial machinery
and equipment

Source: Compiled and calculated by the author from the quarterly lists of licensed factories, and industrial licenses
issued by the Kingdom of Saudi Arabia, Ministry of Industry and Electricity, Industrial Affairs Agency,
Industrial Statistics Department in 1975, 1976 and 1977.

At
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achieved by the manufacture of metals category, 24.19. There is a very
large range of authorised capital investment in this category - varying
between 0.3 million riyals and SR 322.67 million. The highest was achieved
by a firmm producing steel bars with Luxembourg as the foreign participator.
The second highest average is achieved by the foodstuffs/beverages
category: SR 21.71 million. The venture with the highest authorised
capital investment of 120.2 million has a 30% Ie<banese participation and
was issued in 1976. The smallest average is achieved by the non metal
product category: only SR 7.27 million. Authorised capital investment in

this category varies a great deal.

Table 3.5 shows a marked decrease in foreign participation under the
Third Development Plan, canpared to the Second Plan. Only 93 industrial
licenses were issued to ventures with foreign participation in 1981 and
1982, campared to 226 for the 3 years of 1975, 1976 and 1977. Although
table 3.5 only accounts for 2 years compared to 3 years in table 3.3, this
factor is insufficient to account for such a marked decrease. This is
perhaps a reflection of concept of 'Saudization' expressed in the Third
Plan. This principle provides for priority in the awarding of contracts to
to Saudi contractors. When oontracts are awarded to foreign contractors,
there is a stipulation that same of the work must be sub-contracted to
Saudi campanies. In order to facilitate this policy, it is intended that
very large projects should be split up rather than awarded as single

package,l3 as already stated in chapter 2.

When table 3.5 1s examined in temms of econonic activity, as with

table 3.3, the manufacture of non metal category dominates: 44 industrial



Table 3.5

Foreign Investment according to Industrial licenses issued in 1981 and 1982

Kind of Economic
Activity

Number of Industrial
Licenses issued to
ventures with
foreign investment
by economic activity

Number of Industrial Licenses
issued according to nation by
economic activity

Average Percentage
of foreign capital
share in ventures
by economic activity

Range of Percentage
of foreign capital
share in ventures by
economic activity

and equipment

ARAB NON ARAB LOWEST HIGHEST
W. Europe 3
Beverages/Foodstuffs 4 None Other 1 35.4 20 49
ManufTacture of U.S.A. 1
materials, e.g. W. Europe 1
products of paper 10 6 Asia 2 54.2 33 100
pulp
Manufacture of non U.S.A. 7
metaluprOQUcts, e.g. a4 5 W..Eurtpe 18 47.9 15 75
| cement, lime, Asia 6
plastic and marble Other Americas 9
L
Manufacture of U.S.A. 3
metals, e.g. W. Eurcpe 4
structural 25 14 Asia 3 45.4 16 100
metal products Other 1
© Manufacture of U.S.A. 1
durable goods, e.g. W. Europe 4
electrical 10 3 Asia 1 45.7 25 70
industrial machinery Other Americas 1

Source: Compiled and calculated by the author from the quarterly lists of licensed factories and industrial licenses
issued by the Kingdem of Saudi Arabia, Ministry of Industry and Electricity, Industrial Affairs Agency,
Industral Statistics Department in 1981 and 1982.
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licenses were issued to ventures with foreign investment. 1In this
category West FEuropean countries accounted for 18 licenses, other Americas
(Cayman Islands, Argentina) 9, U.S.A. 7. As in table 3.3, the secord
largest category for foreign investment is the manufacture of metals
category for 25 licenses. Although the number of industrial licenses
issued in each category is much lower in 1981 and 1982, the categories have
generally retained their order of significance. Additionally, the
countries involved in foreign investment have also kept their position of
importance. West European countries account for 30 industrial licenses,

Arab countries for 28 licenses and the United States for 12.

Colum 4 of table 3.5 shows the average percentage of foreign capital
share in 1981 and 1982 in ventures by econamic activity. This varies
between 35.43 and 54.2%. Unlike the years 1975, 1976 and 1977, there is
foreign daminance in this category of manufacture of materials. However,
there arc only a total of 10 licenses issued in this category and 6 of
these wzre issued to other Arab countries. This result is therefore not of
great significance. BResides, the range of percentage of foreign capital
share in this category is not great (33 to 100). The lowest average is
fourd in the beverages/ foodstuffs category, but only 4 licenses were
issued in this category. Also, the highest is only 49% which is much lower

than the other categories.

Table 3.6 authorised capital investment by foreign investors was
calculated by the sam2 method used in table 3.4. The results ware quite
different. Emphatically, the highest average of authorised capital

investment is found in the category, manufacture of non metals. The



Table 3.6

Toreign Investment according to Industiial Licenses issued in 1981 and 1982 by authorised capital investment

Kind of Economic Activity Capital investment by foreign countries

according to Economic Activity in million

riyals

AVERAGE LOWEST HIGHEST

Beverages/Foodstuffs 38.85 15.9 69.72
Manufacture of materials
e.g. products of paper 30.17 1.99 136.0
pulp
‘Manufacture of non metal -
products, e.g. cemént, 824.41 1.27 8,303.0 ®
lime, plastic and marble
Manufacture of metals
e.g. structural metal 16.70 1.50 100.0
products
Manufacture of durable
goods, e.g. electrical 20,91 5.1 50.0
industrial machinery
and equipment

Source: Compiled and calculdted by the author from the quarterly lists of licensed factories and industrial licenses
issued by the Kingdom of Saudi Arabia, Ministry of Industry and Electricity, Industrial Affairs Agency,
Industrial Statistics Department in 1981 and 1982.
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highest ‘authorised capital' for a single project is achieved by Panama in
1982, SR 8,303.3 million. The irndustrial activity is listed as petroleum
refineries. Products include naftha, jet aircraft fuel, fuel oil and
sulphur. It is disappointing to find this heavy investment is in an oil
related industry. Also, scme Panama owned ventures may merely represent
holding campanies with substantial Saudi participation. Therefore, it is

not pure foreign investment.

The second highest average authorised capital investment is found in
the beverages/foodstuffs category. The average here is SR 38.85 million.
The lowest and highest authorised capital investment is SR 15.9 and SR
69.72 million, respectively. The imdustrial activity for the highest is
cited as soft drinks and carbonated water industries and the country is
Italy with 49% share. Only 14 licenses were issues in this category so the

results cannot be seen as very significant.

It is worth noting that the category with the lowest average
authorised capital investment is the manufacture of metals. This is the
category with the highest average authorised capital investment in 1975,
1976 and 1977. The years 1981 and 1982 show heavy investmwent in the

construction related industries.

Although there appears to have been a marked decline in féreign
participation under the Third Plan, it sill has a major role to play. It
has been stated above that there has not bezen a shortage of capital in
Saudi Arabia for almost a decade. Then why should the Goverminent encourage

foreign participation at all in Saudi Arabia? In part, the answer can be
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found in Saudi Arabia's industrial strategy. Closer attention is being
given to the selection of new technology and the means of incorporating
the existing technology. The Saudi Goverrment is interested in the
transfer of technology, not only internally between various industries and
scientific research, but also internationally fram similar institutions in
other countries. By encouraging foreign participation, the successful

transfer of technology may be achieved.

The value of the transfer of technology can be seen when it is
accepted that industrialisation is achieved not only through production but
also through the development of national design and application capability.
Among the major obstacles that the Saudis have had to overcamre in their
attempt to absorb new technology are 1) lack of industrial infrastructure
and an industrial tradition, 2) lack of skilled manpower and, 3) the
reluctance of many foreign campanies to co—-operate sincerely in the
transfer of technology. This has meant that the govermment has not relied
on foreign participation alone for the transfer of technology. It is
recognised that sustained growth of the technological base is almost
directly correlated to the quantity and quality of research and development
work. As a consequence, the goverrmmant has been investing heavily in its

institutions of higher education and also, establishing a data base.

It is too early to determine whether the govermment has begun to
implement its import substitution policies successfully, especially on the
basis of data presented in this chapter which only covers particular years
between 1975 and 1982. In any case, it ocould be said that the country is

going through an experimental period. The Kingdan must determine what the



future of its 0il and gas sector is and continue to scrutinise its policies
of diversification. An industrial culture takes time to build up.

Perhaps it is questionable whether it is worth developing industries that
have to be run by expatriates. This may lead to loss of Saudi culture
which the Saudi authorities are trying to protect. Saudis in general
appear disinterested in learning manufacturing skills. (It is to be
remeribered that it is less than a decade since the planners had sufficient
financial resources to encourage the manufacturing sector and for the
labour force to adopt new attitudes.) If this is the case, perhaps Saudi
strategy should be to develop a limited range of capital intensive hydro
carbon processing industries. In cother words, they should leave the labour

intensive industries to other countries.14

In fact, the government has been careful to encourage industries and
techniques of production which are suited to its factor endowments. In
terms of import substitution policies, this has meant investing in
industries like cement and steel manufacturing. The petrochemical irndustry
is encouraged with the aim of diversifying exports. Iabour problems in
industrialised countries prevent the innovation of capital intensive and
efficient téchniques but this is not a problem for Saudi Arabia. The
Kingdom can therefore make use of the most up to date technology and use
foreign manpower. In the longer term, the resulting dependence on oil
revenues 1is a meakness° Consequently, one of the major objectives of the
Third Plan is the upgrading of human resources, as described in the next

Chapter.
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CHAPTER 4

MANPOWER CONSTRATINTS ON IMPORT SUBSTITUTION

The subject under consideration in Chapter 4 is the role of the labour
force. Throughout this thesis Saudi Arabia's econamic diversification
policies are being evaluated. It has emerged that Saudi Arabia is
dependent on imports to a large extent, so continually the question is
being asked: how successful have the import substitution policies been? 1In
particular, this chapter looks at the extent to which the labour force has

limited the success of those policies.

The Saudi Government, as the central planning body, has experienced
nunerous problems in diversifying its damestic econamy. Growing oil
revenues have meant that financing development has not been a problem,
although by 1983 there were clear signs of this situation changing.
Previously, one of the problems has been to limit development to within the
capabilities of the current structures. During the 1970's the absence of a
stable infrastructure slowed-down development but under the extensive
projects of the Second Plan, proplems like bottlenecks at ports have more
or less been removed. It was also thought that the absorptive capacity of
the econamy would be inadequate. Chapter 2 gave evidence to suggest this

is not a problem.

Much success was achieved in the 1970's. The growth rate of the
econany has been impressive but it has only been achieved by the use of

foreign manpower. In some sectors, for example in the basic metals sector,
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more than 95 per cent of the workforce has been non-Saudi. More than 25
per cent of the total labour force has been non-Saudi. There has been a
high dependency on foreign labour which has caused concern. By 1980 a
two—tier labour force had emerged: a modern sector and a traditional sector
with non-Saudis prevalent in the modern sector. Foreigners apparently
dominate the Govermment revenue producing sector, despite the earlier
nationalisation of the oil campanies. The situation also looked
unsatisfactory because of the potential economic and political dangers of
having so many foreigners in the country at the same time. As a result,

the Third Plan attempts to consolidate the non-Saudi workers at the 1980

level.

4.1 FMPLOYMENT POLICIES UNDER THE THIRD PLAN

"The policy area with the most far reaching quantitative and
gualitative changes in the Third Plan period is that relating to

manpower and employment"vl

The econamic development strategy of the Third Development Plan is
based on the same three key objectives which directed the Second Plan.
These objectives are 1) Diversification of the econamic base, 2)
Development of the Kingdamn's manpower resources, and 3) A balanced pattern
of econanic growth. That is, growth which ensures the developmant of all
regions, benefits to all sectors of the canmunity and, supports individual
effort and achievement. Not surprisingly, all three dbjectives are
essential to any discussion of the role of the labour force. As stated, in
Chapter 3, almost any diversification of the econanic base represents

successful
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implementation of import substitution polices such is the importance and
dominance of imports in the Saudi econamy. However, in the Third Plan, the
growth objectives are more selective than under the Second Plan. The
manpower policy aims at consolidating the size of the foreign labour force.
By utilising the infrastructure facilities created in the Second Plan, the
Third Plan makes further progress towards diversifying the éconcmy in the
direction of capital intensive development. This approach is seen as the
best, long term cambination of the Kingdam's capital and labour resources.
Another feature of the Third Plan is the policy requiring new employment to
correspond as closely as possible to the damestic availability of new Saudi
manpower. This represents a constraint on the growth target. The total
number of non-Saudi labour force, which has always been under
administrative control through a system of work permits, is being
consolidated at about its 1980 size. However, its skill camposition will
be kept flexible to meet any priority demands for special skills and

expertise.

The selective changes of emphasis for sectoral growth will be cbtained
by smooth transition rather than abrupt change, in accordance with the Plan
strategy of economic diversification and of giving priority to the
development of the producing sectors. The main trends in the Third Plan
will be for a substantial part of the new investment to pranote higher
value production and diversification in the oil sector and in those
industries where there is a clear comparative advantage. The latter
usually relates to those which are energy-intensive. Again, the constraint
on foreign manpower will reduce the scope for growth through increzsed

emloyment. These considerations indicate that the econany will enter a
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period of structural transformation which may last longer than the Third
Plan itself. Despite the constraint on manpower, the results of increased
capital efficiency should become evident during the Third Plan pericd in
the form of higher productivity. However, higher productivity within
sectors of the non-oil econdmy will depend largely on the private sector's
willingness to direct its autonamous growth fram the areas of easy profit
making. That is, whether they move from areas such as property development
and trade to more campetitive branches of activity with a better potential

for long term growth.

Ironically, the Government's recognition of the need for Saudi
nationals to participate to the fullest extent in the development of the
econamy, has meant that labour is even more scarce in the short term. The
Government has allocated 18.5 per cent of its total expenditure on
development under the Third Plan to "human resource development". This
represents SR 129.6 billion.2 Mambers of the workforce are being trained
and educated instead of being available for work. Although education and
training are essential, if Saudis are going to participate in the modern
sector, their temporary absence has made the short term situation more

difficult.

Such are the aims of the Third Plan. However, there are signs that
they will not be fully implemented. The Saudi Finance Ministry assunss a
severe drop of more than 28% in its Budget revenue 1983/84.,3 This follows
a smaller decreases in previous years. The 1983/84 decrease is a result of
the forecast cut in oil production and associated revenues. Other incame

earning sectors are expacted to show a rise, as table 4.1 shows.
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Table 4.1

Ixpected 1983/84 Budget Revenue By

Source and Per Cent Changes from 1982/83

(SR mn)
%
Revenue Change
0il Production 37,680 -37.9
Income tax 113,830 -43.4
0il firms' profits 6,986 -20.1
0il products tax 6,000 50.0
Customs duties 5,300 33.3
Service fees 730 29.9
PIT & telex 6,500 37.5
Government sales 100 -31.0
Rents & instalments 617 48.3
Zakat 400 23.4
Miscellaneous 47,075 19.3
TOTAL 225,218 -28.2

Source: Quarterly Economic Review of Saudi Arabia. The Economist Intelligent
Unit 1983, p. 14.
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Table 4.2

Saudi Arabian Budgets 1982/83 and

1983/84: Expenditure Allocations by Sector

(SR mn)
%

Sectoral Totals 1982/83 1983/84 Change
Defence & security 92,889 75,733 -18.5
Manpower development 31,864 27,791 -12.8
Transport & communications 32,533 24,950 -23.3
Health & Social development 17,011 13,591 -20.1
Economic Resources 22,045 13,209 -40.1
Infrastructure 11,705 9,583 ~-18.1
Municipal services 26,224 19,070 -27.3
Credit institutions 23,382 20,000 -14.5
Domestic Subsidies 11,162 9,020 -19.2
Public administration &

government services 9,4802 47,0532
Miscellaneous 35,1062 -a
TOTAL 313,400 260,000 -17.0

a Reclassification changes.

Source: Quarterly Economic Review of Saudi Arabia, The Economist Intelligent
Unit 1983, p. 16.
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The result has been a 17 per cent cut in budget expenditure to match a
considerable portion of the expected fall in revenue. What the situation
will be in 1985 is largely dependent on forces ocutside Saudi Arabia's
control. Two factors are crucial: the degree to which demand for oil picks
up as the predicted 'world econamic recovery' proceeds, and the proportion
of the hoped for increase in demand which Saudi Arabia and OPEC can supply.
Table 4.2 shows the extent to which manpower development will be affected.
Compared to cother sectors it is relatively lightly affected with a 12.8 per

cent drop in its expenditure.

4.2 MANPOWER PROJECTIONS FOR 1980 - 1984

Civilian employment is expected to increase fram 2.47 million in
1979/80 to 2.63 million in 1984/85,% as table 4.3 shows. To arrive at
these estimates projections were made concerning the growth of the Saudi
labour force, labour supply and demand, employment structure, and
productivity. Projection of these variables is difficult and the subject
is continuously under review, in case it proves necessary to re-evaluate
the policies. The following is a detailed review of the individual
aspects, as outlined in the Third Plan. Firstly, the growth of the Saudi
labour force. The proportion of Saudi males (12 years of age and above)
participating in the labour force will continue to register a slight
decline, fran 65.3 to 64.1 per cent over the expansion of education and
training programnes. This "schooling factor" will influence, in
particular, the participation rate of the 12-19 age group. The decline of
the participation rate among this age group is the cost of investment in

society's future development, the opportunity cost in econanic terms.



Table 4.3

Projected Civilian Hmployment in Saudi Arabia 1979/80 and 1984/85

Civilian Imployment

Annual Growth Rate

1978/1980 1984/1985 Net Change 1979/1980 to 1984/1985
(Thousands) (Per cent)

Saudi men 1,308.4 1,437.4 129.0 1.
Non Saudi men 1,014.9 1,023.9 9.0 0.2

Subtotal men 2,323.3 2,461.3 138.0 1.2
Saudi women 103.0 120.0 17.0 3.1
Non Saudi women 44..9 44.9 —_ -

Subtotal women 147.9 164.9 17.0 2.2
Subtotal: Saudis 1,411.4 1,557.4 146.0 1.9
Subtotal: Non Saudis 1,059.8 1,068.8 9.0 0.2
TOTAL 2,471.2 1,626.2 155.0 1.2

Source: Third Development Plan 1980 - 1985, p. 98

ool
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On the other hand, there will be little change in the overall
participation rates of Saudi wamen. Following the growth in the
educational system, there will be an expectation of more educated wamen
finding opportunities in mainly urban employment. However, the numerical
impact of this increase will be offset by a decrease in the number of
female farm workers. This is especially the case regarding the younger age
groups because of the increased schooling factor. During the Third Plan
period, the average participation rate for working Saudi wamen will
therefore remain at approximately 6 per cent of the total. The projection
for labour supply and demand underlying the civilian employment is also
complicated. The projected increase in the size of the civilian labour
force over the Third Plan is 155,000, representing an annual growth rate of

1.2 per cent.

This increase corresponds to the difference between new civilian
employment opportunities (310,000) and the estimated number of people
leaving agriculture (70,000) and construction (85,000). The limitation on
the growth of expatriate workers means the non-Saudi segment of the labour
force will only increase by 9,000 qualified persommel. The net increase in

the indigenous work force for civilian enployment will be 146,000.

The changes in civilian employment during the Third Plan and a
cdmpérison of the growth rates between the Second and Third Plan are shown
in tables 4.4 and 4.5. Table 4.4 also compares the percentage distribution
of employment by econonic activity in 1979/80 with the projections for
1984/85. Against an employment increase of 725,000 during the Second Plan,

the projected net growth in the Third Plan will be only 155,000. This




Table 4.4

Changes in Civilian Hmployment in the Third Plan

(estimated employment in 1979/1980 and in 1984/1985 by economic activity)

HEmployment In: Percent Change Percent Distribution
Economic Activity 1979/80 1984/85 1979/80 - 1984/85 1979/80 1984/85

(In Thousands)

Producing Sectors:

Agriculture 598.8 528.8 (11.7) 24.2 20.1
Other mining 7.3 9.8 34.2 0.3 0.4
Other manufacturing 104.2 164.2 57.6 4.2 6.3
Utilities 31.5 47.0 49.2 1.3 1.8
Construction 330.1 245,1 (25.7) 13.4 9.3
SUBTOTAL: 1,071.9 994.9 (7.2) 43.4 37.9
Services Scctors:
Trade 310.6 339.6 9.3 12.6 12.9
Transport 214.6 274.6 28.0 8.7 10.5
Finance 34.8 44 .8 28.7 1.4 1.7
Other services. 482 .3 505.3 4.8 19.5 19.2
Government (1) 321.0(2) 421.0(2) 31.2 13.0 16.0
SUBTOTAL: 1,363.3 1,585.3 16.3 55.2 60.3
Total non o0il economy 2,435.2 2,580.2 6.0 98.6 98.2
0il sector 36.0 46.0 27.8 1.4 1.8
TCOTAL 2,471.2 2,626.2 6.3 100.0 100.0

(1) Excludes non civilian employment
(2) This government figure includes an estimated 49.6 thousand daily workers, not clasgified as civil servants.

Source: Third Development Plan 1980 - 1985, p. 100




Table 4.5
Changes in Civilian Employment in the Second and Third Plan Peridds

Comparison by economic activity

Employment Increase Annual Growth Rate

Economic Activity 2nd Plan 3rd Plan 2nd Plan 3rd Plan
(Thousands) (Percent)
Producing Sectors
Agriculture (96.2 (70.0) (2.94) (2.46)
Other mining 3.9 2.5 16.51 6.07
Other manufacturing 29.8 60.0 6.97 9.52
Utilities 15.4 15.5 14.37 8.33
Construction 157.8 (85.0) 13.89 (5.78)
Subtotal 110.7 (77.0) 2.20 (1.48)
Service Sectors -
<
Trade 157.0 29.0 15.12 1.80 Lo
Transport 100.1 60.0 13.39 5.05
Tinance 21.7 10.0 21.58 5.18
Other services 252.3 23.0 15.96 0.94
Government (1) 74.3 100.0 5.41 5.57
Subtotal 605.4 222.0 12.46 3.06
Total non-oil econaonmy 716.1 145.0 7.21 1.16
Qil sector 8.6 10.0 5.61 5.02
TOTAL 724.7 155.0 7.19 1.22

(1) Excludes non civilian employment.

Source: Third Development Plan 1980 - 1985, p. 101




represents a decline in the average annual growth rate of employment from
7.2 per cent in the Second Plan to 1.2 per cent during the Third Plan. The
sector which is most important, if the econamic diversification policies of
the Govermment are to be implemented, is the non-oil private sector.
Employment in this sector is estimated to increase by a net total of 45,000
at a rate of 0.4 per cent annually. The scope for public sector
(civilian) employment growth is estimated at 100,000 over the next five

years.

The final projection oconcerns productivity. The Third Plan states
that it is "axiamatic" for the Kingdam that its labour force, camprising
over 65 per cent of the male and 5 per cent of the female population of
working age, should achieve progressively higher levels of productivity.
This is to be measured in terms of value-added per employee. It is the
pre-condition for the non-oil econamy's sustained expansion, including non-
inflationary incame growth fram employment. On page 103, the Third Plan
also states that without an increase in productivity in the five years to
1979/80, the necessary increase in employment would have been about 1.7
million, not 710,000. The Second Plan achieved this productivity gain by
migration fram low productivity agriculture, and fram new entrants to the

work force joining the high productivity sectors, especially construction.

The Third Plan is expected to see growth in sectoral productivity of
between 4 and 5 per cent per year, representing a doubling of the
conventional type of productivity growth relative to the Second Plan. The
gains will care fram the following sectors: agriculture (due to further

migration); manufacturing (on account of high productivity projects
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financed by SDF); energy and water (reflecting the substantial capital
outlays in both areas); and transport, commmnications and storage (mainly
resulting fram large-scale capital-intensive developments). A relatively
low rate of productivity increase is likely to come fram construction, due
to the fact that it will be the larger (foreign) firms that will withdraw
fram the oonstruction market rather than the local contractors operating on
a smaller sector. The expectation is that campetitive pressure will mean

effective utilisation of both capital and labour.’

4.3 LABOUR FORCE PROBLFMS

In 1982 Shaw and Long wrote:

"The principal barrier in every sector of the Saudi econamy

today is the lack of available nuuu:mner".6

No confirmed fiqures are available for the overall population of the
Kingdam both because the Saudis are sensitive about the size of their own
percentage of the population, and because of the size of the foreign
population. Inflated numbers of Saudis in the work force tend to be set
against extremely conservative estimates of the nunber of foreign workers
for a cosmetic effect. The magnitude of the problem is summned up by a
recent American State Department estiﬁate that 80 per cent of the non

agricultural workers in Saudi Arabia are foreign.

According to the 1974 Population and Housing Census, there were

slightly over 7 million people in the Kingdam at the end of 1974, including
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expatriates residing in the country. The 1974 Population Census was the
last official population survey to be taken. This number also includes the
1.88 million unsettled population. Table 4.7 shows there were 16 cities in
1974, each with a population of over 30,000. Riyadh, the capital of the
Kingdom, is the largest city with a population in excess of 667,000. In
all, the 16 major urban areas represent about 37 per cent of the total
population. Since the Census, the urban population has grown very fast due
to a large inflow of people fram the agricultural sector as well as fram
outside the Kingdam. "A Guide to Industrial Investment", published in
1981, suggests that the population has increased by 1.5 million to about

8.5 million in 1980.’

However, in 1979 Birks and Sinclair carried ocut an extensive review of
the size of the population of Saudi Arabia, considering both historical and
contemporary sources. They found that even the 1974 Census contained major
Shortccmings. A series of estimates, approximations and calculations were
wsed in order to produce 'an acceptable figure of population'. Table 4.6

summarises these estimates. The total population of Saudi Arabia in 1974/75

Table 4.6

SAUDI ARABIA: Estimate of Population and Employment in 1974/75

Population $ Employment 2
Saudi Arabian Naticnals 4;592,540 74 .6 1,026,400 57.0
Non nationals 1,562,400 25.4 773,400 43.0
TOTAL 6,154,940 100.0 1,799,800 100.0

Source: Birks, J.S. and Sinclair, C.A. The International Migration Project

University of Durham, 1979, p. 33
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was estimated by Birks and Sinclair at 6.1 million people. 4.59 million of
wham are Saudi Arabian nationals and 1.56 of whom are non nationals. The

workforce was estimated at 1.8 million of wham 1.03 million are nationals

and 773,400 are migrants.8

There is therefore, same debate regarding the actual mmber involved
in the Saudi population and workforce. There is, however, general
agreement that the Saudi labour market is a two tier market. On one level
is the modern sector fram which the development effort must draw its
managers and technicians. On another level is the traditional labour
market with limited skills, limited literacy and an anti-development bias.9
While the modern sector has forged ahead and is associated with the
development of private urban centres, the rural agricultural sector has
remained relatively traditional and subsistence based. There are only a
few areas which have been transformed by large scale agricultural projects.
The two separate labour markets have meant that a large proportion of the
Saudi Arabian national workforce has not participated in the development of

its own country.

The reasons which account for so many Saudi Arabian nationals
remaining outside the modern sector are camplex. Until the implementation
of the Second Development Plan and the investment in infrastructure, the
sheer distances and poor camunications between regions was a significant
factor. Also, not until the great increase in o0il revenues in the 1970's
did the pressures and opportunities exist for Saudis to join the modern
sector. Paradoxically, Government loans and grants to small farmers have

had an ennervating effect on some — actually preserving the subsistence



Cities with Populations of 30,000 and over in 1974
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Table 4.7

City

Riyadh
Jeddah
Makkah
Taif
Medina
Dammam
Hofuf
Tabuk
Buraida
Mobarraz
Khamis Mushait
Al-Khobar
Najran
Hail
Jizan
Abha

TOTAL

(thousand)

Number of Households

102
97
68
31
35
22
15

[y
—

v oy Oy O WO 0o 00 W

441

Note: Figures rounded to nearest thousand

Population

667
561
367
205
198
128
101
75
70
54
50
49
48
41
33
30

2,677

Source: Kingdom of Saudi Arabia, A Guide to Industrial Development, 6th ed.

1981, p. 3
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based rural sector. Another fact is the high value Saudis place on leisure
and perhaps, a disinclination to work. The availability of so-called,
unearned incames, like payments resulting from patronage and rents, have

not helped.

There are other reasons. It does seem likely, however, that Saudis
in the traditional sector will be drawn into the modern sector by virtue of
the continuing expansion of the econamic system. This will be a gradual
process and in the meantime, non nationals cause concern. The increasing
efforts of the Government in the field of human resource development have
yet to come to terms with the motives and aspirations of Saudi Arabian
individuals and how to change them in the short term. There is a
suggestion that the Goverrment might be more successful if the general
level of wealth was reduced.lo However, although some might be stimulated

into acticn, others might feel extremely dissatisfied, and the overall

effect might well be negative.

It seems, at least for the present, that the Kingdam betrays symptams
of conflicting objectives. Migrant workers are still a necessity if
developnent is to continue at the same rate. Perhaps the decline in the
rate of increase of fpr?ign workers demanded by the Third Plan is too
ambitious. Table 4.8 shows the breakdown of the different nationalities
working in Saudi Arabia. The Government is concerned that the inmigrant
communities will increase and even outnurmber the Saudis. There is not only
concarn for the number of Indians and Paxistanis. Despite a suggest Arab
'solidarity', Saudis appear detached from Palestinians, have little respect

for Yemenis and mistrust Egyptians. They feel that such workers are
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Table 4.8

Foreign Residents in Saudi Arabia in 1982

Yemenis 600,000
Egypt ians 300,000
Palestinians and Jordanians 100,000
Sudanese 50,000
Lebanese 15,000
Syrians 40,000
Other Arabs 10,000
Koreans 100,000
Thais 50,000
Filipinos 200,000
Chinese 7,000
Indonesians and Malays 15,000
Indians 75,000
Pakistanis 300,000
Bangladeshis 15,000
Sri Lankans 5,000
Turks 40,000
Afghans 20,000
Somalis 50,000
Other Muslims 5,000
Japanese 5,000
American 40,000
German 10,000
French 15,000
Italian 13,000
Swedes 3,000
Greeks 10,000

Other Europeans (includes Canadians
and Australians) 10,000
TOTAL: 2,103,000

Source: Shaw, J.A. and Long, D.E., Saudi Arabian Modernisation

The Inmpact of Change on Stability. Praeger, 1982, p. 47
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benefitting inordinately fram Saudi Arabian development. At the same time,
there is an under-current of a return to strict Islamic principles. Same
apsects of econamic development and modernity appear to be unacceptable to

religious leaders.

The consequence of these conflicting forces, the one to modernise with
foreign assistance, the other to retain a distinctly Saudi Arabian and
religious society, results in paradoxical and scmetimes, apparently
unstable situation. For example, Saudi Arabia wishes to see more local
nationals employed in services, but it prohibits the employment of females
in most goverrment offices. These tensions may be ignored by entrepreneurs
and others managing development, but eventually they will have to be
faced.l1 Perhaps this is the reason for the attempt by the Third
Development Plan to restrict the growth of expatriate workers in the
country. Same would say that the Third Plan has tried to change the
situation too quickly. However, it may be that the Government is aiming to
mark time, while it develops its own indigenous human capital. It may also
be that the Saudi Govermnment recognises it has aimed high, perhaps too

high, which may be reflected in the following statement of the Tnhird Plan:

"There will be continuous review of the whole subject of
manpower and employment in case it proves necessary to re-evaluate

the policies" .12



4.4 ROLE OF EXPATRIATE LABOUR IN IMPORT SUBSTITUTION

Expatriates have played a major role in the econamic development of
Saudi Arabia. All development plans to date have demanded rapid
development and Saudi manpower has been, and still is, insufficient to meet
these needs. However, in this section there is an attempt to find out more
about the actual part played by expatriates. Table 4.9 looks at the
calibre of the entire work force in Saudi Arabia, both Saudi and non Saudi.
It also looks at the probable changes which have taken place between 1975
and 1980. The table shows the canparatively high number of non Saudi
managers and officials in 1980. It also shows that there are a high muber
of Saudis who are trained professionals. In 1980 there were 52,900 Saudi
professionals in the work force, compared with 23,500 non Saudis. Another
interesting feature of table 4.9 is the service sector. In 1975 there were
105,200 Saudis working in the service sector, more than double the number
of non Saudis. By 1980 the situation had changed so that there are more
non Séudis working in services. The 1975 situation reflects the Saudi
contentment to work in occupations like providing a taxi service. The 1980
figure reflects the need for expatriates to maintain projects already
canpleted. Finally, it is worth noting that there are no expatriates
working in Saudi Arabia who might be described as unskilled. There is, of

course, an abundant supply of unskilled labour of Saudi nationality.

Baving looked at the calibre of non Saudis working in Saudi Arabia,
the next question is the kind of firm these non Saudis work in. Do non
Saudis work predaminantly in large firms? Or, is it more a question of the

majority working in a particular econamic sector? Table 4.10 gives details



Estimated Manpower Distribution in Various Occupational Groups

Table 4.9

(thousands)
1975 1975 1980 1980
Occupational groups Saudi Non-Saudi -Saudi - Non-Saudi
Managers and officials 7.4 6.3 8.7 12.4
Professionals 48 .4 15.7 52.9 23.5
Technicians and sub-professionals 25.0 31.4 33.4 81.3
Clerical 67.5 31.4 99.6 121.8
Sales 82.3 47.1 97.2 112.6
Service 105.2 47 .1 134.5 145.2
Operatives 40.0 25.1 57.1 51.4
Skilled workers 70.1 47 .1 93.5 101.9
Semi-skilled 170.0 62.8 265.0 162.5
Subtotal 615.9 314.0 841.9 812.6
Unskilled 244.0 —_ 296.4 -_—
Farmers 311.2 — 281.0 -
Bedouin 114.9 - 98,7 —
' Subtotal 670.1 - 1,518.0 -
GRAND TOTAL 1,286.0 3214.0 2,359.9 812.6

Source: E1 Mallakh; R. Saudi Arabia

: Rush to Development, 1982, p. 418



Table 4.10
Number of Establishments by Employment Size and Economic Activity in 1981

Number of Establishments % of total employing
by Employment Size 1 2-4 5-9 10-19 2049 50-99 100+ Total 50+ in each sector
cod, Beverages and 445 1,121 339 149 69 22 2% 2,171 2.2

Tobacco ’

Textiles, clothing and 2,142 4,846 923 93 12 3 2 8,021 0.06
leather

Wood, Wood Products 372 831 507 214 - 48 9 4 1,985 0.65

and furniture _ .

Paper Products and 143 174 116 100 a7 13 15 608 4.6
Printing

Chemical, Petrolecum

ppemical, betrol 26 28 32 33 43 15 18 195 16.9

Bricks, Blocks, Cement 146 942 817 371 130 47 47 2,500 3.76

and Glass

Basic Metal Industries 19 25 46 19 12 2 4 197 3.04

Tab. Metal Products 1,476 3,078 1,205 491 200 69 60 6,579 1.96

and Machinery

Other manufacturing 172 121 9 7 5 9 1 317 0.95
Industries

TOTAL MANUFACTURING o 4,941 11,236 3,994 1,477 266 182 177 22,573 0.78

Source: Kingdom of Saudi Arabia, Census of Private Establishments, 1981, Table 4, Percentages calculated by author.

gLl
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of the size of firms in Saudi Arabia in 1981. As might be expected, the
vast majority of firms aemploy 1 to 10 workers. When one locks at the
larger firms by sector, it is interesting to note that nearly 17 per cent
of fims in the chemical, petroleum, plastic products sector employ 50+
workers. This is easily the highest percentage. The bricks, blocks,
cement and glass sector has 3.76 per cent of firms employing 50+ and, the
basic metals industries 3.04 per cent. However, these percentages include
Saudis and non Saudis employed by firms. The next question must be, what
is the percentage of non Saudis working in each sector. Table 4.11

provides information on this question.

From table 4.11, it can be calculated that the average percentage of
non Saudi workers of the total workers in each sector is 89 per cent. The
lowest per cent being 82.0 per cent in other manufacturing industries and
the highest, 92.5 per cent in food, beverages and tobacco. In general,
there are no great differences in the distribution of Saudi and non Saudi
workers in each sector. With table 4.10 in mind, there are same
indications, therefore, that many non Saudis are working in large firms in
the sectors of bricks, blocks, cement and glass:; basic metal industries:
and, chemical, petroleum and plastic products in particular. However,
definite conclusions cannot be drawn fram these results.

The last colum of table 4.11 locks at the percentage of non Saudis in
each sector as a percentage of the total number of non Saudis in
manufacturing. It shows that only 5.0 per cent of non Saudi workers work
in the chemical, petroleum and plastic products sector. Thus, although it

may still be said that many non Saudi workers in this sector work in large



Number of Establishments and Employment by Type and Economic Activity in 1981

Table 4.11

Type of Enployees

Percentage of
non Saudis of
total workers

Percentage of
non Saudis of
total non saudis

Non-Saudi Saudi - Total to each sector in manufacturing
Food, Beverages and 15,311 1,244 16,555 92.5 10.8
Tobacco
Textiles, clothing and 20,411 2,061 22,472 90.8 14 .4
Leather
Wood, wood products 10,113 1,211 11,324 89.3 7.1
and furniture
Paper products, and 6,957 987 7,944 87.6 4.9
printing
Chamical, Pctroleum, 7,128 1,068 8,196 87.0 5.0 =
Plastic Products
Bricks, Blocks, Cement 32,063 2,365 34,428 93.1 22.6
and Glass
Basic Metal Industries 2,338 117 2,455 95.2 1.6
Tab. Metal Products 46,718 4,820 51,538 90.6 32.9
and Machinery
Other manufacturing 963 212 1,175 82.0 0.7
industries

142,002 14,085 156,087 91.0

TOTAL MANUFACTURING

Source: Kingdom of Saudi Arabia, Census of Private Establishments, 1981, Table 1. Percentages calculated by author




117

fimms, those employed in this sector do not account for many of the non
Saudis working in Saudi Arabia :Ln 1981. This also applies to basic metal
industries which accounts for only 1.6 per cent of non Saudi workers.

Table 4.11 shows that the majority of non Saudi workers are employed in the
more construction-orientated industries of bricks, blocks, cament and glass
and fabricated metal products and machinery. Regarding the former sector,
table 4.10 and 4.11 together show that although only a small muer of
firms employ 50+ workers, this sector employs a large percentage of non

Saudi workers in Saudi Arabia.

Together these two tables provide a fair indication of what the
situation was at the end of the Second Development Plan. The next question
must be what changes can be expected in the future? 1In earlier chapters,
it has been made clear that many of the major infrastructural projects have
now been completed or, are nearing campletion. By 1985 a much smaller
percenitage of non Saudi workers can be expected to be accounted for in the
construction-orientated industries. Also, as the larger foreign
construction canpanies withdraw, the smaller, Saudi (construction) firms
will become more important. However, there are no major reasons to suggest
that the sector of chemical, petroleum and plastic products will not retain
its primary position regarding nurbers of large firms. Although much
capital is employed in this sector, the scale of activities such as

petroleum, mean large numbers are anployed.

4.5 THE REGIONAL EMPLOYMENT S1RATEGY UNDER THE THIRD PLAN

The Third Development Plan introduces a more explicit and co-ordinated

approach for dealing with the regional dimensions of national planning. It



states:

"In the most general terms, regional planning aims at
providing a spatial counterpart to the objectives pursued at
the national level, and acts as a means for co-ordinating the

regional activities of development agencies.“13

The Government has tried to put this strategy into practice in recent
years by setting up development agencies with a regional responsibility.
There has been an attempt to apply national dbjectives in both rural and
urban enviromments. The long term aim is to achieve an even geographical
distribution of material and social progress. The idea is to develop
productive activities in all regions to enable them to retain as many of
their inhabitants as possible. Also, to extend the distribution of
services to assist those camunities with the potential for self
sufficiency, in accordance with the principles of Islam. The government is
tryiig hard for many Saudis all over the Kingdam to benefit fram the oil
revenue. Regional strategy, like others, is essential to political

stability.

However, one of the indirect results of regional policy, can be a
slower national growth of industry which may reduce the demand for Saudi
labour. This would, therefore, be counter-productive. 0On the other hand,
it may reduce urban labour supply by keeping workers in the countryside, as
already mentioned. Iike developed ocountries, Saudi Arabia has the problem
of what principle to follow in its regional policy. Should it be trying to

bring jobs to workers or, workers to jobs? There are advantages in using



either principle. A major problem of bringing workers to jobs, that is,

the urban areas, is one of regional inbalance.

Briefly, Saudi Arabia's regional strategy has three key elements. 1)
The co-ordination of activities, projects and programmes of ministries and
the other development agencies having regional or district responsibility.
2) The more equitable distribution of socio-econamic activities, and 3) The
provision of a development framework for the design and implementation
policies and programmes in all regions, especially rural areas. Such a
framework will pay critical attention to the availability of resources,
manpower and water in particular. In the future the aim is to introduce
national, regional and district centres spread fairly evenly throughout the

Kingdom,14

Table 4.12 loocks at the changes which have taken place in the size of
firms between 1976 and 1981, by region. The table shows that the total
nurtber of firms in the Kingdam more than doubled fram the beginning of the
Second Plan to that of the Third Development Plan. It is also interesting
to note that the absolute total of establishments for each region, has
doubled in those five years, with the exception of the Western region.
However, it must be said that in 1976, as well as 1981, the Western region
had by far the highest nurber of establishments. In 1976, whereas the
Western region had 31, 976 establishments, the Northern region had only
3,701. Table 4.12 also shows that there are still many more establishments
in the Central, Western and Fastern regions, than Northern and Southern.
At the same time, table 4.14, which sumarises certain aspects of table

4.12 and 4.13, appears to show that the stated regional strategy of the



Table 4.12

Comparison of Establishments by Region and Employment Size in 1976 and 1981

| RIGION AND YEAR { NUMEER OF ESTABLISHMENTS BY EMPLOYMENT SIZE

‘ | TOTAL 1 2-4 5-9 10-19 - 20-49 50-99 100+

| CENTRAL |

| 1976 | 22,640 12,540 7,189 1,714 605 333 114 145

f 1981 | 42,875 18,111 16,730 4,433 2,000 923 305 373

| WESTERN | %

! 1976 g 31,976 ' 18,047 10,816 1,861 640 387 114 111

. 1981 | 58,640 | 25,841 23,493 5,547 2,153 932 329 345

. FASTEIN h 5

| 1976 12,994 | 7,177 4,049 899 408 282 65 114

f 1981 | 25,196 é 10,620 9,034 2,658 1,328 742 401 413

} NORTIIEIRN }

1976 3,701 | 2,296 1,144 150 57 31 9 14
1981 % 10,095 i 5,237 3,840 652 241 78 31 16
SOUTTIERN : |
1976 5,993 | 4,068 1,561 222 67 41 17 17
1981 14,052 | 7,489 5,218 965 263 72 27 18
TOTAL | i
1976 | 77,304 | 44,128 24,759 4,846 1,777 1,074 319 401

! | 67,208 58,135 14,255 5,985 2,747 1,093 1,165

1981 150,858

Source: Kingdom of Saudi Arabia, Census of Private Establishments 1981, Table 3.




Table 4.13
Comparison of Number of Establishments and Total Employment for the Same Cities in 1976 and 1981 Censuses

| NUMBER OF ESTABLISHMENTS NUMBER OF EMPLOYEES
1976 1981 1976 1981

CENTRAL REGION ‘ | .
TOTAL 22,640 41,329 111,934 305,827
Riyadh 16,409 30,611 94,991 272,376
| Buraidah | . 2,005 3,281 5,392 11,200
| WESTERN REGION 'E _ |
'TOTAL 32,015 57,822 114,302 326,735
Makkah 8,114 12,332 22,657 43,632
| Jiddah . 13,828 28,651 62,907 221,975
' Taif 4,805 6,735 11,902 22,005
| EASTERN REGION ’
| TOTAL L 12,994 24,164 92,437 302,533
m_mﬁ?‘g} 6,003 10,274 17,095 151,671
| Al-Hufat 2,630 3,878 6,593 10, 652
'NORTHERN REGION f
I TOTAL . 3,662 8,936 12,893 26,336
Tail . 1,198 2,721 2,332 8,968
\Tabuk . 1,015 2,719 6,336 8,299
] - i
| SOUTHERN REGION ‘
'TOTAL 5,993 12,815 16,622 33,700
Khamis Mushait 1,489 3,002 4,860 8,608
I +
iE«:INGDOM TOTAL | 77,304 144,436 348,188 995,131

Source: Kingdom of Saudi Arabia, Census of Private Establishments 1981. Table 9.

a
.



Table 4.14

Percentage changes between 1976 and 1981 by region

(based on 4.10 and 4.11)

REGION Percentage increase Percentage increase Percentage increase
in firmms employing in total number of in total number
50+ by region in firms in each region employed in each
1976/1981 1976/1981 region in 1976/1981

CENTRAL 261.78 189.38 273.22

WESTERN 299.56 183.39 285.85

EASTIRN 454.75 193.90 1071.16

NORTHERN 204.07 272,76 204.27

SOUTHERN 132.35 234 .47 202.74
i

TOTAL OF REGIONSi 313.61 195.15 285.80
L

Percentages calculated by author.

e



Third Plan has succeeded to same extent. The Northern and Southern regions

appear to have a higher rate of increase in terms of muber of

establishments.

Colum 2 of table 4.14 shows that there have been some very large
percentage increases in the number of firms in the Northern and Southern
regions. This at least shows greater commercial activity in these regions.
When one looks at the size of the fimms, table 4.12 shows camparatively few
firms employing 50+ workers. However, when table 4.14 looks at the
percentage increases in firms employing 50+ workers between 1976 and 1981,
this time the situation look less pramising. Both Northern and Southern
regions are well below the percentage increases of the other three regions.
Eastern region has a notably high increase, 454.75 per cent in firms
employing 50+ workers. This is discouraging because of the low base that
the Northern and Southern regions start fram. One of the reasons for this
is the very large scale activities taking place in cities like Jubail,
Damian, al-Khubar and Dhahran. For example, the iron and steel Jjoint
venture with Korf involves construction of an integral steel camplex at
Jubail‘,l5 It appears that although Northern and Southern regions are
attracting riew establishments, they are not attracting the larger firms.
This means that these regions are not able to employ anything like as many
as the other three regions, the Western, Central and Eastern regions.
Inhabitants of Northern énd Southern regions might be encouraged to move to
a different region to seek employment. If this happens to any great
extent, the character of the regions and Saudi Arabia will change which is

not in line with Government policy.
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Table 4.13 shows the significant difference in numbers employed in
each regian. The largest number of employees in 1981 is the Western region
with 326,735 and the smallest in Northern region with 26,336. Table 4.14
looks again at the changes in amployees between 1976 and 1981. When
colum 3 is observed, it may be concluded that attempts at regional balance
have not succeeded. Not only was the situation much worse in terms of
nutber of amployees in the Northern and Southern regions, but it is not
getting better. The situation has becans more acute. There was an
increase of just over 200 per cent for Northern and Southern regions
canpared with 273 per cent, 285 per cent and 1071 per cent for Central,
Western and Eastern regions, respectively. The 1071 per cent increase for
Eastern region is in line with the 454 per cent increase in firms employing
50+ workers shown in colum 1. As was pointed out above, this is a direct
result of new large scale enterprises, particularly around Damman. At
least, the regional changes which have taken place under the Second Plan,
have not meant an overall centralisation around the capital and in the
Cential Region, as might have happened. Even before the growth of Riyadh
made itself felt, there was already a number of market towns spread over

Central Arabia.l6

This 'nmatural’ trend could have continued, which could
suggest sane success by the Government. However, it is difficult to

evaluate this analytically.

When this regional inbalance is looked at regarding import‘
substitution policies, the current situation does not look pramising.
After all, a domestic market is essential to the success of import
substitution policies. Where there is purchasing power, damestically

produced goods can be bought — the larger the number of establishments and



employees, the larger the damestic market. Additionally, the lagged effect
of the multiplier is also important as more products and services are
produced in response to the needs of already existing firms. If the Third
Plan continues to produce the poor results of the Second Plan regarding
regional balance, the Northern and Southern regions will hardly participate
in the development of Saudi Arabia. Unfortunately, the gecgraphic features

of these regions has a negative effect on their involvement in development.

The reasons surrounding the existence of the two tier labour market
have already been discussed. Many Saudis do not participate in the modern
sector, but it is as potentially dangerous, if regions do not receive the
benefit of the o0il revenue. Same inhabitants of the Northern and Southern
regions will undoubtedly move to other regions and so benefit. However,
this will not alleviate the problem of those remaining in the Northern and
Southern region. Those remaining may well be unskilled and working in the
traditional sector and most vulnerable to political provocateurs. The
Government accepts that it can encourage the people to move but not to
force them. It is hoped ard is possible that gradually the less
econcamically attractive settlements will became de-populated through young

people leaving them.l7

4.6 MANPOWER AND FMPLOYMENT IN SELECTED CITIES

A major aspect of development in Saudi Aabia is the fact that
development has taken place around particular areas. Industrialisation is
concentrated in the major cities and outside the Jeddah, Riyadh and

Damman/Al Khobar areas, there is surprisingly little development. Table
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4.13 looks at the changes taking place in selected cities. Same
significant facts emerge. The city of Riyadh, Central Region accounted for
20 per cent of establishments in 1976 and 27 per cent of employment. In
1981 it accounted for 21 per cent of establishments, but the situation was
unchanged regarding employees. There was more change in Jeddah. In 1976
it accounted for 19 per cent of establishments and 22 per cent of employees
and five years later it accounted for 18 per cent for both categories. The
Eastern region did not show a more marked change either. In 1976 the
Damman area, including the municipalities fram Rahima to Al Thugbah,
contained 10 per cent of establishments and 24 per cent of employment.

Five years later, the Damman area accounted for 11 per cent of

establishments and 21 per cent of employment.18

Table 4.15 looks at manufacturing in the three above mentioned cities.
The table locks at the number of establishments and total employment by
econamic activities for Jeddah, Riyadh and Damman. The total manufacturing
figures portray a similar situation to that seen in the regions as a whole.
Canpared to Jeddah and Riyadh, Damman ﬁas a large number of bigger firms.
The firms of Damman amploy an average of 20 employees, while those of
Jeddah emp&éy 9 and Riyadh 8. The oil-related industries of Damman are
more capital intensive, large scale undertakings. As earlier chapters have
suggested, the firms in the category of chemical, petroleum and plastic

products in Damman are particularly large scale.

Also, the table shows that the firms in Jeddah in the food, beverages
and tobacco sector account for the enployment of imore than 5,000, a

canparatively high number. This can probably be explained by the large



Table 4.15

Number of Establishments and Total Employment by Economic Activity

for Selected Cities, 1881

CITY

* JEDDAH

DAMMAM

Numbcr of

Total

Establishments Employment

Number of

Total
Establishments FEmployment

Number of

Establishments Employment

Total

Food, Beverages 267 5,072 462 3,535 58 1,281
and Tobacco
Textiles, Clothing 1,299 3,476 1,860 6,216 321 907
and Leather
Wood, Wood Products 344 2,455 365 2,656 92 772
and Furniture
{
| gi;§§i§§°du0ts and 164 2,852 157 1,677 56 1,764
i =
Chemical, Petroleum 54 2,094 61 2,002 31 2,427
Plastic Producls
|
Bricks, Blocks,
orioks, Blogks, 387 7,519 451 10,519 95 5,680
Basic Metal Industries 85 771 24 244 3 626
-
T'ab. Metal Products’
' and Machincry 1,121 11,200 1,591 13,723 331 6,993
oo M g
| Other Mﬂnufacturlng 99 393 24 116 15 359
i Industries
i
} TOTAT, MANUFACTURING 3,820 35,762 4,995 40,688 1,002 20,809

Source: Kingdom of Saudi Arabia, Census of Private Establishments 1981, Table 3.

(2L



number of wadis in the Western region. The area is relatively fertile so
the manufacture of foodstuffs can be described as vertical integration and
a natural progression. Additionally, the Jeddah area is the largest single
market in the Kingdam for foodstuffs and the main entry port for food
imports. Riyadh, on the other hand, accounts for a relatively high nurber
of employers in the sector of textiles, clothing and leather. An ocbvious
explanation could lie in the fact that Riyadh is the capital city and like
other capitals, it is the fashion leader. This is not so. In fact, there
is very little fashion in Saudi Arabia as a whole. It could be that the
more cosmopolitan city of Jeddah creates a demand, as it is well connected
by road to Riyadh. Thus cloth is imported through the Eastern ports such
as Damman, which is well connected by rail and road to Riyadh, where it is
manufactured into clothing. Fram Riyadh a national distribution is easier

for consumer goods, than fram Jeddah or Damman.

Damman already provides plenty of employment opportunities which may
be uie reason Riyadh was selected as the administrative centre for the
country. This would fall in line with training manpower in all regions.
Planners see human resources as the country's most scarce and lasting
resource, a.resource which is critical to Saudi Arabia's future,19 All
three cities, Jeddah, Riyadh and Damman show a large number ofrpeople
employed in construction based industries. The fimms in Damman appear to
be larger scale. Earlier data in this chapter showed that the larger
construction firms had foreign participation. Purther, it was suggested
that these larger firms would withdraw fram Saudi Arabia in the future, so
most of the large scale projects of the Second Plan have now been

implemented. Even when this fact is considered, Damman, like the whole of
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the Eastern region, is expected to grow in the future. Although the
industrialisation plans of the Third Plan appear to make this a virtual
certainty, the dramatically reduced oil revenues of the 1980's must cast

scme doubt on the subject.
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CHAPTER 5

EXPORT DIVERIFICATION PLANS

5.1 POLICIES FOR EXPORT DIVERSIFICATION

"Diversification of the econamy is one of the fundamental
long term goals of development, and the strategy for the Third

Plan is to accelerate the process of diversification."1

The objective for econamic development is to give pricrity to
investment in the producing sectors of agriculture, industry and mining.
The aim is for this development to be undertaken by the private sector.

The government's role is to support and stimulate the private sector in its
tasks and encourage Jjoint ventures with foreign companies. Clearly, if
exports are to be diversified away fram oil, the damestic econamy must
first became diversified,2 In chapter 3, import substitiution policies
were highlighted; they can only go so far in Saudi Arabia because the
damestic market is so small. Export diversification is essential if scale
econanies are sought. Still, the government has no alternative other than
to accept that in the ghort term crude oil exports will maintain their
central importance domnestically, as well as internationally. Damestically,
they will continue to provide financial cover for the Kingdam's expenditure
budgeted for the pericd, to pay for imports and other payments abroad, and,
continue to strengthen the Kingdam's international financial reserves.
Internationally, crude oil and other hydrocarbon exports will maintain

their stabilising rcle in the world econcmy and supply energy.
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It is interesting to note here, that the daily level of crude oil
exports which would pay for the Government's aggregate expenditures an
econanic development during the Third Plan is slightly under 5.3 million
barrels a day, according to the Third Plan. However, at the OPEC meeting
in Vienna in September 1983 Saudi Arabia's quota was agreed at 5.0 million
barrels of the 17.5 million barrels a day total OPEC production. This
suggests that oil revenues are not reaching their desired level, but this
may not be the case. The Financial Times reported in\ndd october 1983 that
OPEC was producing 18.5 million barrels a day with Saudi Arabia actually
producing 5.5. Although such "facts" are as yet unconfirmed, they do
highlight the need for diversification of the Saudi econamy in the long

term.

In the Third Plan, it is stated that the private sector will be
stimulated by providing information and research on investment
opportunities for its citizens, by conducting more econamic feasibility
studies, and by giving support to applied research projects. Many
financial incentives are offered and in particular, encouragement is given
to the establishment of joint venture campanies with foreign as well as
Saudi parnters, to undertake large scale projects. Campletion of
infrastructure projects is also seen as essential. Under the Third Plan,
same kinds of investment are given a hicher priority than others.
Regarding import substitution policies, large—-scale mechanized agricultural
projects should be encouraged. With export diversification policies in
mird, projects which maximize the value-added fram crude oil production
through developing hydrocarbon based industries are important. Overall,

projects vwhich introduce new tecdhnologies are also given priority.
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For the most part, development of the non oil sector is undertaken by
the Saudi private sector, usually with the objective of import
substitution. Alternatively, much of the development of the o0il sector is
expected to be, and is undertaken as Jjoint ventures with foreign campanies
with the aim of diversifying exports. Table 5.1 indicates the expected
relative weights of the oil and non-oil sectors in the Kingdam's total
gross dimestic product (GDP), expressed as a percentage of the non-oil

econany.

Table 5.1: Relative Contributions to GDP of the 0il and Non-0il Sectorsa

1979/1980 1984/1985
Non-0il Sectors 100.00 100.00
0il Sector
(crude and refined products) 164.76 130.41
TOTAL 264.76 230.41
a In % of the non oil ecoﬁomy, calculated at average international

prices for oil products in 1979/1980, taking also into account

prevailing domestic prices where nacossary.

Source: The Third Development Plan 1980 - 1985 p. 39.




The projections for growth in the Third Plan have been estimated in
consideration of the effects of the new manpower policy on the size of the
labour force, as discussed in chapter 4. The growth rate for the non oil
econamy between 1980 and 1985 is expected to decrease fram the Second
Plan's average rate of 15 per cent to 6.2 per cent per year. Given the
Kingdam's plans for export diversification, it is therfore a little
surprising to find the marked decrease in the relative contribution of the
oil sector. As will be seen, although the export of refined oil products
increases, the export of crude oil decreases. On the other hand, the
increase in the non oil sector is expected to be achieved by the doubling
in the average growth rate of sectoral prcoductivity as a result of lower

unit costs or higher value products, or both.3

In short, in the Third Plan increased amphasis is placed on expanding
the contributions made to national wealth by agriculture, minerals,
hydorcarbons (particualrly natural gas) and the manufacturing industry.

The primary objective for industrialisation is the eventual establishment
of a production base that will reduce the country's heavy dependence on oil
as the main source of incame. ILooney makes two points on the above
strategy. Firstly, industrialisation does not inevitably lead to
sustainable, long term growth. In Iran the process was largely initiated
by expatriste companies and individuals with no permanent cormitment to the
welfare of the country. Industry is of no use if it forms a symbolically
modern sector of the econaomy without developing ever expanding linkages
with the indigenous economy and culture. Secondly, development econanists
often prize industrialisation for its employment-generating effects. This

should not e a priority for Saudi Arabia, given its samll popalation.
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Non o0il related jobs will cbviously be needed. In the short run though,
there may be no point in creating jobs that can only be filled by

. 4
foreigners.

The cbvious reason for export diversification policies is to reduce
the country's dependence on primary exports. The Government wishes to
establish a camplex of export-oriented heavy industries in collaboration
with foreign and damestic enterprise, with a view to exploiting the
country's potential comparative advantage where possible. At the same time
it wishes to provide incentives and external econanies to the private
sector to establish a number of industries supplying the basic consumer and
development needs of the econamy, thus reducing the country's dependence on
imports. The general need to increase the economy's capacity to
canpetitively produce products for the damestic and export market is also
recognised. The exploitation of the substantial comparative advantages
arising fram low-cost energy must be an aim. Objectives also include the
desire to extend the Kingdam's access to modern technology, and develop a
regionally balanced industrial sector with optionally sized plants in all
sectors. Further, the government aims to pramote interlinkage among
industries while reducing dependency on expatriate skills by national skill

creation.

Given the long tenm export diversification policies, the future for
the private sector is bright. However, he suggests that certain obstacles
to change exist. There is a need for reliable statistics on current

output, investment, enployment and industrial capacity. The nsw ceonsus of



manufactures are kept confidential. Goverrment machinery needs to be
strengthened. Rules governing incentives change too rapidly for
businessmen to exploit them. Further, adminsitrators are not familiar with
the problems of industry and their planning activity is too centralised on
Riyadh. Finally, the limited size of the market makes it difficult to
foresee the successsful implementation of import substitution projects.
Same, like construction projects are already in a supply-demand
equilibriun. In 1982 same opportunities still exist in foodstuffs,
plastics, chemicals and metal working, Howevér, increasing attention must
be focussed on export opportunities from the large petrochemical plants
planned for Yenbo and Jubail.5 It is in this field that the developed
world market can be exploited and where econamnic rationale suggest there is

pramise.

The Heckscher-Chlin theory of international trade suggests a country
tends to have lower camparative costs in the camodity that uses the
largest amount of the relatively cheapest factor in its economy. The
theory indicates that Saudi Arabia should estabiish and pranote industries
that are most likely to be efficient. Fortunately for the Saudis, these
industries are not only energy intensive but also capital intensive. They
utilise its abundant finanical surplus as well as gas and o0il. The
existence of under exploited gas reserves in the Kingdam presents a strong
argumn=nt for developiné gas based heavy industries. Gas, espacially the
dry gases like methane and ethane, is an expensive product to transport.
Tt is therefore sensible to loock for more productive usas for its

exploitation. Once gas has been used optionally within the domnestic



econamy, there is a good theoretical argument for developing gas intensive

industries around it.

Such industries can be chemical industries which use the gas as a
feedstock for conversion into higher value and more easily transportable
chemical products. Alternatively, they can be energy intensive industries
such as steel or aluminium production which can use the gas as a reasonably
cheap source of energy., Of ocourse, Saudi Arabia had virtually no heavy
industry or industrial experience in the early 1970's. The Heckscher-Ohlin
pattern of trade had not been established, oil exports répresenting a "vent
for a surplus.” Also, the price system had not fully developed and so was
incapable of providing the planners with any correct signals about the best
areas of investment. In any case, the country faced a number of other
difficulties which did not help in the process of identifying effective
methods of allocating the country's resources. Physical bottlenecks,
manpower shortages and inflation impeded the absorptive capacity of the
econany and prevented the successful implementation of diversification

policies.

A number of potentially profitable projects have been identified by
the Government for its investment programme. Industries have been selected
that fit into the present structure of the econamy and conform to the
Heckscher-Chlin theory of trade by using relatively large am@ts of the
Kingdomn's relatively abundant factors of proﬂuction6 - o0il, natural cas and
capital. They form the next logical phase in development by providing
canpatitive exports with the aim of paying for future imports. The capital

costs of these industries are immense, so that the private sector simply
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cannot attempt such investment. As a result, the Saudi Basic Indusries
Corporation (SABIC) was founded by the Government to initiate development
of the Kingdom's heavy industries in 1976. Table 5.2 outlines SARIC's
basic projects currently, under implementation, as outlined in the SAMA

1981 Annual Report.

SABIC had an initial capacity of SR 10 billion to establish these
hydrocarbon-based industries and the government designated two industrial
sites at Jubail on the Arabian Gulf and at Yenbo on the Red Sea for these
projects. The programme includes four petrochemical camplexes at Jubail
and one camplex at Yenbo, each camplex producing 500,000 tons of ethylene
annually. Other planned projects are four fertilizer plants producing
ammonia and urea, two methanol plants, an animal feed plant and a steel
rolling mill at Jubail. There are four ethylene canplexes at Jubail which
have been campleted and are scheduled to start operations by the end of
1984. Total investment in these four camplexes is estimated to be $4,600

million.

Studies are being prepared for the establishment of two fertilizer
plants, each having an annual capacity of 330,000 tons of anfmonia. Total
cost of the two plants is estimated to be $600 million. Other projects
include two methanol plants to be constructed by SARIC. EaCh‘wjll have an
annual capacity of 660,000 tons and will cost a total of $500 million. The
steel plant at Jubail is planned to have an initial annual capacity of
800,000 tons, as table 5.2 shows. Jubaill is 2lso to be the location of a

200,000 tons p=r year plant, at a cost of $1,100 million.



Table 5.2

SABIC'S Basic Project Under Implementation

Location and
date of agreement

Feedstock

Annual Capacity
(metric tons)

Products

Projects

Metallurgical
1 - Saudi Iron & Steel Co
2 - Jiddah Steel Rolling Mill

Fertilizer
3 - Al-Jubayl Tertilizer Co

Petirochemical

4 - Saudi Methanol Co
5 — Saudi Yanbu Petrochemical

6 - Al~Jubayl Petrochemical, Co
7 — Saudi Petrochemical Co

o
i

National Methanol Co
9 — Arabian Petrochamical Co

10 - Bastern Petrochemical Co

Jubayl (March 1979)
Jiddah (May 1979)

Jubayl (Dec. 1979)

Jubayl (Nov. 1979)
Yanbu (April 1980)

Jubayl (April 1980)
Jubayl (Sept. 1980)

Jubayl (Feb. 1981)
Jubayl (May 1981)

Jubayl (May 1981)

Iron Ore & Natural Gas
Steel Billets

Methane

Methane
Ethane

Ethylene
Ethane

Methane
Fthane

Ethylen

800,000
140,000

500,000

600,000
450,000
200,000
200,000

90,000
260,000
656,000
456,000
295,000
281,000
377,000
650,000
500,000
180,000
130,000
300,000

Steel Rods & Bars
Steel Rods & Bars

Urea

Methanol

Ethylene

Ethylene Glycol
L.D. Polythylene
H.D. Polythylene
L.D. Polythylene
Ethylene

Ethylene Dycloride
Styrene

Ethanol

Caustic Soda
Methanol

Ethylen

L. & H.D. Polythylene
L.D. Polythylene
Ethylene Glycol

Source: SABIC

Source: SAMA, Annual Report 1981, p. 77

ovtl



The availability of gas is not the only reason for making investment
in the petrochemical industry attractive. It is also both capital
intensive and econamies of scale are available. The industry has one of
the highest capital and labour ratios in the world; investment per new Jjob
created is estimated at $20,000 to $100,000! Also, large-~scale capacity
units cost proportionately less than small or medium~capacity units to
build and manpower overheads appear to have proportionately lower
expenditures with large plant size. In conclusion, Saudi Arabia's abundant
endowments of both raw materials and capital make the petrochemical
industry appear the rational choice as the starting point on which to build
its industralization programme. Still, it must be remenbered that there is
no industrial option that gives similar returns to investment in the oil
sector, including petrochemicals. Saudi Arabia must still ensure that oil
is produced as efficiently as possible and that the best techniques are
used in recovery and exploration. Secondly, the bulk transportation of
crude cil will always remain cheaper than transporting oil products.
Howaver, the camparatively greater cost of transporting oil products is
still very small in comparison to the final market price of oil - so

defending the Saudi decision to increase refining capacity.,7

5.2 SECTORAL DIVISION AND DIRECTION OF EXPORTS

"Although one of the major cbjectives of the Kingdan's
development policy is to diversify the sources of national incame,
0il revenue still remains the predoninant contributor to lxih GDP

and export eamings,”B



The published figures of the Saudi Ministry of Finance and National
Econamy clearly show that o0il is indeed still the major revenue producer,

as table 5.3 shows. Although revenues fram oil have not increased

Table 5.3 Government Revenue and Expenditure (SR million)

Year 0il Other

1974/75 94,190 5,913
1975/76 93,481 9,903
1976/77 121,191 14,766
1977/78 114,042 16,617
1978/79 115,518 17,353

continually, as "other" revenues have, in 1978/79 they still remained
almost 7 times higher. However, it is interesting to note how the value of
exports change and the extent to which these changes are in line with
changes in volume, as table 5.4 shows. Firstly, the overall value of
exports has increased more than 26 times between 1970 and 1982, fram
approximately SR 10 billion to SR 260 billion. Yet, the volume of exports
has less than doubled, although the 'value of export' figures are nominal
ard not real. There are many reasons for this. After 1970 the major oil
campanies effectively lost control of the oil industry, as the oil
producers nationalised the industry. The oil producing countries
themselves asserted control over the production and marketing strategies.
Table 5.4 shows that between 1973 and 1974 the value of exports increased
more than four times, as a result of sharp increases in the volume of oil

exports. In the following year, there was a 16.6 par cent decrease in the



Table 5.4
Petroleum Exports and Volume of Exports

EXPORTS (Billions of Riyals) VOLUME OF EXPORTS (1980=100)

Crude Refine Crude Refined
Exports Petroleum Petroleum Petroleum Petroleun Petroleum
1970 9.89 8.27 1.61 38.8 34.8 114.9
1971 14.92 13.09 1.83 48.4 45.3 107.2
| 1972 18.84 16.90 1.94 61.7 58.9 114.5
| 1973 28.93 26.51 2.42 77.9 75.8 117.4
| 1974 110.54 102.34 8.20 87.1 85.6 116.3
| 1975 104.54 97.26 7.28 72.6 71.3 96.9
1976 136.91 127.73 9.18 88.3 87.0 113.8
1977 154.98 146.00 8.99 93.5 93.0 104.1
; 1978 128.56 120.16 8.40 84.0 83.2 98.5
L1979 197.12 186.03 11.09 95.4 95.3 98.7
| 1980 339.37 320.45 18.92 100.0 100.0 100.0
1981 383.00 359.57 23.44 98.0 97.5 107.6
L4}982 259.93 235.16 24.77 63.4 61.0 108.3

Source: IMI", International Financial Statistics, Yearbook 1983, pp. 438-439

chi
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Table 5.5
Graphical representation of Exports 1972-1978

FOREIGN TRADE

Billion Riyals Exports
Imports = = = -

400 -

200 -

100 -
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Source: Kingdom of Saudi Arabia, Saudi Arabian Monetary Agency, Annual Report
1979, November 1979, p. 43
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volune of exports but the value of exports decreased less than
proportionately by registering a 5.5 per cent decrease. The value of
exports continued to increase until 1978. The volume of exports also
decreased in this year, as the conservation measures taken by the
industrialized natiéns and the persistent global recession decreased the
aggregate foreign demand for Saudi oil. However, Saudi policy decisions
and technical factors also played a part in decreasing exports.9 Table 5.5

shows the changes in the value of exports graphically.

The figures after 1978 show the second major increase in oil prices in
the 1970's. Between 1979/80 the value of exports increased more than 70
per cent, despite a mere 5 per cent increase in the actual volume of
exports. Likewise, there was a 12 per cent increase in the value of
exports in 1981, although the volume of exports decreased. There is a
significant change in this trend in 1982 when both the volume and value of
exports decreased markedly. At this time Saudi Arabia's role as the
'balancing producer' is evident. Consequently, Saudi Arabia decreas=d its
production of 0il as new supplies of oil became available when aggregate
world demand was not increasing. Of course this seriously affected Saudi

revenues and diversification plans and, budgets were updated.

Table 5.4 also shows how exports are divided between crude petroleum
and refined petroleum exports, in terms of both the value and volume of
exports. The value and volume of crude oil exports change almost totally
in line with total exports, as might b2 expacted. Crude oil erports form
about 90 per cent of exports and their value has of course varied with ihe

OPEC price adjustment and global recession. Consequently, there is a
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decrease in 1975, 1978 and after 1980. Table 5.6 locks at crude oil
production, as opposed to exports of crude oil (table 5.4). It is noteable
that overall domestic production registered decreases in the same years,
suggesting overall damestic production is closely-linked with crude oil

exports. This is unlike the situation regarding refined oil.

Receipts fram the export of refined oil are much less significant, for
example, in 1970 they represented about 16 per cent of exports and in 1882
they represented less than 10 per cent. The value of refined oil has
fluctuated between 1970 and 1982 but nonetheless, there were substantial
increases in 1974 and 1980 (but not in volume terms), in line with the
increased price of oil. However, unlike the receipts fram crude oil
exports, the value of refined oil continued to rise in 1982. The picture
for the volume of refined 0il exports is a little erratic. In 1975 there
was a significant decrease in volume, as the market responded to the abrupt
increase in prices. It dropped fram 116.3 in 1974 to 96.9 in 1975 (1980 =
100). The high volume of exports of refined oil fram 1970 to 1975 has not
been reached since. However, since 1978 there has been an increase in

volume each year.

When the volume of exports of refin?g Qil in table 5.4, is compared
with the volure of production in table 5.6, it becanes apparent that
production of refined oil is less closely linked to exports than is the
case for crude oil. 1In 1972/73 damestic production shows a sharp decrease,
vwhile the volumne export of refined oil shows a slight increase. Likewise,
in 1976/77 and 1977/78 domestic production increases, while exports show a

fall. The opposite is true in 1980/81: damestic production decreases and



147

Table 5.6

Crude 0Oil Production and Refinery Products in Saudi Arabia

Crude 0il Refinery Products
Year Production 1969=100 1969=100
1969 100 100
1970 118.1 132.9
1971 148.3 129.2
1972 187.6 181.1
1973 236.2 138.5
1974 263.7 193.7
1975 220.0 124.2
1976 267 .4 151.7
1977 286.1 157.4
1978 258.1 167.5
1979 296.4 178.0
—r1980 317.1 178.1
1981 305.1 177.3
1982 201.5 183.1

Source: Central Department of Statistics, Kingdom of Saudi Arabia,
The Statistical Indicator, 1982, Table 5.1, 5.4.
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exports increase. At first glance, these variations between the volume of
exports and production do seem to suggest that domestic production is
linked to damestic demand as well as the export market. However, it could
be that these variations are the result of stock piling and expected
demand, rather than actual demand. Of course actual demand has to
estimated. Sane econamists suggest that exports of refined petroleum have
slowed down to pre-1970 levels as a result of increased damestic
consumption requirements. Also, that the Third Development Plan calls for

the expansion of damestic and.export refinery capacity for this reason‘lo

It is also suggested that there was a fourfold rise in damestic
consumption/production ratios éf refined petroleum products fram 5.2 per
cent in 1962 to 20.3 per cent in 1975. If this was the case, and it has
continued, this increasing damestic demand could undermine export
diversification. Unless refinery capacity increased sufficiently, then the
supply of refined products would not cover export demands. Further, this
contradicts the view that a buoyant domestic demand can cause econanies of

scale which aid exports by lowering costs.

Changes in the amounts of exports mean that the direction of exports
has varied. Table 5.7 shows that Western Europe historically has been the
primary recipient of Saudi oil, receiving more than 50 per cent of the
total value in the 1970's. Then, this'dropped to 40 in 1977 and 37 per
cent in 1978, as conservation efforts took effect. Factors like the caning
of North Sea oil are also of minor importance. However, recent figures
fram the Saudi Arabian Monetary Agency suggest a reversal of this trond, as

table 5.8 shows. In 1279 Europe accounted for 40 per cent of exports and



Table 5.7

Direction of Ixports 1970-78 (value SR millions)

Region/Country 1970 1971 1972 1973 1974 1975 1976 1977 1978

g Western Hemisphere,? of whﬁch: 591 1,707 2,523 4,678 17,155 14,810 21,275 28,291 29,636
; United States 98 590 1,129 1,625 4,417 4,031 6,377 14,575 21,771
Turopel ‘ 4,820 8,286 12,580 17,466 65,141 45,420 55,598 60,538 51,538
Common Market (EEC) of which: 3,333 7,437 10,422 14,308 53,528 37,645 45,592 50,625 42,894
Belgium 284 351 275 595 4,351 3,090 3,480 5,237 3,990
France 692 1,662 2,111 3,061 14,570 11,290 15,582 14,704 14,776

: Germany 222 578 736 1,102 5,541 3,659 4,238 4,435 3,779
| Italy 1,179 1.767 2,547 3,322 11,050 7,894 8,587 11,182 9,360
| Netherlands 993 1,569 2,708 3,111 3,259 5,291 6,951 8,123 6,018
i United Kingdom 828 1,510 1,846 2,651 11,755 6,271 6,618 6,491 4,678
| Other DBuropean,© of which: 660 949 2,158 3,158 11,614 7,708 9,930 9,912 8,641
Spain 446 543 1,220 1,830 8,139 5,205 5,704 5,579 5,468
Middle East, of which: 609 806 839 1,266 4,135 3,574 4,209 5,756 4,900

f Bahrain 512 646 616 770 2,804 2,249 2,548 3,370 4,900
! Asia, of which: 3,339 4,414 5,532 8,291 31,973 31,135 41,074 47,162 46,947
| Japan 2,323 2,783 3,444 4,940 20,135 20,483 27,097 29,080 27,881
. Africa 474 759 425 586 1,157 1,154 1,246 926 853
- Oceania 309 254 214 245 1,129 1,480 1,682 2,154 1,746
| Othersd 765 977 650 848 5,533 6,389 10,170 8,383 2,662
. TOTAL 10,907 17,303 22,761 33,308 126,223 104,412 135,154 153,209 138,242

L

|
Noles: a. Including Latin America. b. Including exports to LEastern Burope. c¢. Other Western European.

d. Mainly bunker fuel exports.

Source: El Mallakh, R. Saudi Arabia: Rush to Development, Crocom Helm 1982, p. 347
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Table 5.8
Changes in the Direction of Exports Between 1979 and 1980 (Millions of Riyals)

EXPORTS
1979 1980
Region and Country (1) ' Value Percent Value Percent
WESTERN HEMISPHERE, OF WHICH: 47,532 22.3 75,130 20.7
U.S.A. 36,753 17.2 58,866 15.3
Bahamas 295 0.1 533 0.1
Brazil 6,048 2.8 9,479 2.6
Trinidad 80 - - -
Canada 4,001 1.9 7,183 1.9
EUROPE 85,891 40.3 150,905 41.5
E.E.C., OF WHICH: 68,239 32.0 118,577 32.6
Belgium 7,065 3.3 13,207 3.6
France 17,856 8.4 33,525 9.2
Germany 6,022 2.8 11,029 3.0
Italy 17,314 8.1 22,305 6.1
Netherlands 11,807 5.5 24,754 6.8
U.K. 7,097 3.3 12,844 3.5
OTHER WESTERN EUROPE, OF WHICH: 17,652 8.3 32,147 8.8
Greece 4,578 2.1 8,129 2.2
Spain 8,624 3.9 10,569 2.9
Switzerland 240 0.1 2,046 0.2
Turkey 85 - 326 0.1
EASTERN EUROPE - - 181 -
MIDDLE EAST, OF WHICH: 7,599 3.6 11,810 3.3
Bahrain 4,511 2.1 7,150 1.9
Jordan 829 0.4 1,358 0.3
Kuwait 122 0.1 176 -
Lebanon 952 0.4 1,391 0.3
Syria 126 0.1 38 -
OTHER ASIA, OF WHICH: 64,205 30.1 111,200 30.7
India 1,528 0.7 1,086 0.2
Japan 36,983 17.3 63,274 17.4
Korea, South 6,474 3.0 11,784 3.2
Pakistan 220 0.4 1,994 0.5
Phillipines 1,492 0.7 2,812 0.7
Singapore 8,394 3.9 14,109 3.8
Taiwan 3,287 1.5 5,961 1.6
Thailand 1,730 0.8 3,462 6.9
AFRICA, OF WHICH: 2,285 1.1 4,715 1.3
Somalia 44 - 69 -
OCEANTA 2,681 1.2 5,046 1.4
OTHERS (2) 2,991 1.4 4,080
GRAND TOTAL 213,183 100.0 362,886  100.0

(1) Countries listed accounted individually for over 1% of either year totals
(2) Mainly bunker fuel exports

Source: SAMA, Annual Report 1981, pp. 156-157.




the following year 42 per cent. One cbvious factor involved was the second
sharp increase in oil prices in 1979. Between 1979 and 1980 the overall
naminal value of exports rose fram SR 210,000 million to 360,000. Asian
states, including those in East and South East Asia increased considerably
their purchase of Saudi exports in the 1970's. Although still ranking
secord to Western Furope, they purchased 31 per cent in 1977 and 34 per
cent in 1978. Again, as table 5.8 shows this trend appears to have been
halted in 1979 when Asia accounted for 30 per cent of exports. Japan
appears to be responsible for this decrease. In 1970 Japan received 21 per
cent of total exports and in 1978 20 per cent, making this country the
primary importer of Saudi Arabia crude. Table 5.8 shows that in 1979 and
1980, Japan accounted for 17 per cent, a 3 per cent reduction in Saudi
exports. This decrease along with the USA increase in exports, meant that

Japan and the USA imported similar values of Saudi exports in 1979.

Up to 1976 the USA maintained a 3 to 5 per cent share of the Saudi
export market. Then, in 1977 it dramatically increased its market share to
almost 10 per cent, in 1978 to 15 per cent and then, in 1979 exports peaked
at 17.2. In this year, exports to Japan were 17.3 per cent of the total.
USA imports-fram Saudi Arabia dropped to 15.3 per cent of the total in
1980. The major reason for this increase was the Saudi price level coupled
with oil export cutbacks fram Iran. The change in the distribution of OPEC
0il has had considerable effects on the direction of Saudi imports. In
1976 the USA ranked only as the tenth largest importer of Saudi petroleum,
having purchased less than 5 per cent of the total export value in that
year. The lcss of Iranian oil supplies and ocutput cutbacks by serveral

OPEC nations had a substantial impact. Saudi Arabia is now the foremost



exporter of petroleum to the USA. Same 16.4 per cent of the US toal
petroleum requirements were received fram Saudi Arabia in 1976 - and 18 per

cent in 1977.171

This must indicate a certian amount of dependency on Saudi
Arabia by the USA and therefore, trust. Given the continually unstable
situation in the Middle East (in particular, the oil producers Iran and
Iraq are still at war in March 1984), this situation is likely to continue.

Fram Saudi Arabia's point of view, it may be beneficial for the USA to have

this kind of stake in its future.

It has been noted in chapter 4, that due to the fluctuating world
demand for oil (and in particular, OPEC oil), allocations in the Saudi
budget for 1983 are 17 per cent lower than those of the previous year.
This would imply that export diversification policies have yet to be
implemented. Despite such major re-allocations, a senior econamic analyst

at a Riyadh barnk is quoted as saying:

"Pessimism is not justified. The government has done a fine
jab in creating a solid infrastructure and developing the

industrial base of the country. O0il revenue is becaning less
importalnt° The Kingdam is already less dependent on oil for

budget revenue and this trend will continue."
Contrary to the belief of analysts in the western countries, the fall in
oil revenue will not seriously affect the Kingdom's econanic situation,

argu=ss this analyst.

"We believe that the degree of self sufficiency achieved over



(S}
(@]

the past few years - especially in agriculture - will act as a

buffer agianst loss of oil revenue.12

Having looked at the extent of export revenue fram oil in this section, it

is difficult to accept this view as anything other than too opitmistic.

5.3 JOINT VENTURES FOR EXPORT DIVERSIFICATION

As early as 1960, the Saudi Government began negotiating with foreign
0il campanies regarding the development of a petrochemical industry. They
realised that the country was well-endowed with oil and natural gas, which
was then largely flared, but that resources are finite. Still, the oil
campanies showed little interest so that in 1962 the General Petroleum and
Mineral Organization (Petramin) was established to undertake hydrocarbon
projects which did not detract private investors. State support increased
for industrialisation with the ascesion of Fasial Ibn Abd Al Saud in 1964.
This desire to press forward with the petrochemical industry was underlined
by the creation of SABRIC, the Saudi Arabian Basic Industry Corporation in
1976. Again, as 5.1 shows, the Third Development Plan amphasised the need
for a petrochemical industry, by calling for the production of a variety of

petrochemicals, as well as fertilizers by 1985.

In the early 1970's Petromin saw Jubail as a possible growth pole for
petrochemical and other industries bzcause of the proximity of the Berri
crude oil and gas field and the deepwater channel which makes it suitable
for international shipping. TIn 1973 the Bechtel Corporation vas asked to

call up a master plan for Jubail. When the master plan was presented to



1 f_'rq

the Saudi Government in 1975 it was decided to establish a Royal Camnission
for Jubail and Yenbu, the last town being added as a second development
poll. The Cammission is responsible for policy. Jupail's industrial
harbour is expected to be the largest in the world. By the year 2000 this
Industrial City could have 300,000 inhabitants with petrochemical
canplexes, oil refineries, a steel mill and over a dozen other industries
as well as a port area and an airport. The total investment could reach
sane $40 billian. The industrialisation programme calls for large
quantities of gas as fuel and feedstock. This has led to Petromin's
gigantic gas gathering, treatment and transmission project. Abdulaziz A.
Alzamil, the chief executive officer of SARIC has stated: "... the gas
gathering we have will be much cheaper than anywere else, and that is the
whole principle behind ocur industrialisation, we are using a resource we

have."

The industrialisation programme calls for the use of the most advanced
techrology and the technological leadership of the USA is accepted as
paraiwnt. However, corporations which have proprietary rights to
technology are normally prepared to license their technology but at the
same time, anxious not to sell it. They look for an element of managemnent
participation to maximise their returns. Anyway, to bring a new
petrochemical plant on stream demands highly specilaized skills, perfect
co~ordination and fautless timing. These factors make a rational case for
Saudi Arabia's decision to opt for joint ventures with same of the world's

leading corporations.



Section 5.2 showed that Saudi Arabia has vastly increased its exports
to the United States. Although U.S. demand for oil may decline by nearly 6
per cent between 1979 and 1990, US imports of natural gas are expected to
increase significantly. Saudi Arabia may find a market for its
petrochemicals in the USA, despite the apparent over capacity in the world
market. The revolution in materials in the 1960's and‘l970's meant that
the petrochemical industry became $150 billion industry worldwide. Growth
in the 1980's and 1990's is expected to be more moderate, growing at about
4 per cent per annum. if there is the expected over-capacity, will the
rate of return be acceptable to these foreign corporations? Same suggest
that the broader picture must be considered. That is, a foreign
corporation could be canpensated by supplies of oil or other hydrocarbons
at a specially attractive price, or supplies assured. This strategy of oil
entitlements as an incentive to investment was underlined by Sheikh Ahmed
Zakil Yamani in February 1980 when he stated that in future Saudi Arabia
would only grant oil contracts to custamers willing to help build up the

Saudi industrial base.

After negotiations, 5 major US corporations showed interest - Mobil
0il, Shell 0il, Exxon, Dow Chomicals, ard Celanese/Texas Eastern. The
projects and corporations are listed in table 5.9. Negotiations are
lengthy. The petrochemical products and the volume of output must be
agreed. The various processes.have to be selected. Contractors to
construct the canplex have to be chosen. Bidding documents have to be
issved and the bids reviewad. Finally, the contract has to be drawn up

including the financial arrangements. Consequently, negotiations with the

5 major corporations have been time-consuming. Bzlow we look at an



Table 5.9

Joint Ventures with U.S.A. Corporations

(Metric tons per year)

| ' SABIC SABIC SABIC SABIC SABIC
PRODUCT ) MOBILE SHELL EXXON DOwW CELANESE /TEXAS
Ethylene i 450,000 656,000 - : 500,000 -
! Low Density _
Polyethylene 200,000 - 240,000 68,000 -
Tigth Density ;
Polyethylene : 91,000 - - 105,000 -
Ethylene Glycol i 200,000 - - 330,000 -
Ethylene Dichloride j - 454,000 - - -
Caustic Soda ’ - 377,000 - - -
| Styrene ro- 295,000 - - - e
Ethanol - 281,000 - - - 7
Chlorine - 330,000 - - -
Ethyl Benzene - 327,000 - - -
Methanol - - - - 730,000

Source: Hambleton, Professor H.G., The Saudi Petrochemical Industry in the 1980's, p. 12




outline of the negotiations with Mobil. The Mobil 0il Corporation has a
long established relationship with Saudi Arabia: in 1946 Mobil came to the
Kingdam to produce and distribute o0il under the aegis of Aramco. Already
in 1974, Mobil were examining the possiblity of establishing a
petrochemical industry in the Kingdam in conjunction with the Saudi
authorities. In 1976 an interim agreement was signed between Mobil and
SABIC calling for a feasibility study, an econamic assessment of the
project and, negotiations for the establishment of a joint venture campany.
Since then, $31 million has been spent on different related studies.
Finally, on April 19, 1980 the final agreement was signed by the chairman

of Mobil Saudi Arabia, the subsidiary of Mobil 0il Corporation and SARIC.

It is expected that the 725 mile East-West Natural Gas ILiquid (NGL)
pipeline, will carry 270,000 barrels per day. The liquids separated in
Yanbu into ethane, butane, isopentane, propane and petrol. The ethane will
then be sold to the SABIC/Mcobil complex for feedstock and fuel at about
1/5th of the world market price. This ethane will then be used to produce
450,000 tons per year of ethylene using Mobil process and Bechtel
engineering; 200,000 tons of low density polythylene using Union Carbide
process; and 91,000 tons of high density polyethylene, once again using the
Mobil process. The capital cost-of this project-will be SR 7000-m. Mobil
and Saudi Arabia would be partners, each holding S0 per cent of the equity.
Fach parnter is expected to provide 15 per cent of the capital cost in
cash. The remaining 60 per will cam= form the Public Investment Fund of
Saudi Arabia and (10 psr cent) from private banks. Crude oil entitlement

is also made available by Saudi Arabia to Mobil as an added inducemant,
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This plant is expected to came on stream in 1985. About 300 people
will be needed to staff it. Initially, 40 per cent of the employees will
be Saudis and 60 per cent expatriates. By 1990 it is hoped that these
percentages will be revised. Products will be marketed in Europe, along
the east coast of USA, in the Arab world, in Africa and in Saudi Arabia
-itself. When the plant is at full capacity, it will mean that Mobil has

increased its petroleum production by one third.l3

5.4 MARKETING PROBRLEMS

Saudi Arabia has a small damestic market. This means that any
industries which are large scale (and therefore, make use of econamnies of
scale) must look for an export market. In the case of Saudi Arabia, in
order to exploit the camparative advantage, this means placing emphasis on
énergy intensive, capital intensive industries using resources which are
abundant in supply, oil and natural gas. Saudi pianners have had to
consiuer the fact that oil and gas are depletable resources and, that Saudi
Arabia has a certain international responsiblity to supply oilo14
Consequently, the decision to develop a petrochemicals industry was taken
with great caution and with the aim of converting the country's oil into

higher valuerproducts,¥5

It is unfortunate for Saudi Arabia that the
global oversupply of petrochemnicals, is an issue which is achieving
increasing attention in £he 1980's. A project may make economic sense in a
tight market, yet be unjustifiable if its products are in global
oversupply. Saudi Arabia's case for producing patrochemicals must be

waakened by two factors. Construction oosts may be at least 25 per cent

more than in the United States or Western Furopes because the country's
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infrastructure does not permit the most efficient construction practices.
Secondly, the country is a 1ohg way fram the richest world markets of North
America, Japan ard Western Europe. Its export-orientated industries will
thus have to be particularly competitive if they are to break into these

established markets.

The alternative strategy is to aim for markets in Africa and Asia
where the Kingdam may be closer as a supplier than the advanced industri-=1
countries. At least initially, these markets will be less lucrative.
(Anyway, according to the Mobil Saudi Arabia case study, Saudi Arabia
appears to be following both strategies). In any case, it has been
suggested that the Saudi Arabian output of petrochemicals will play a minor
role in global consumption. The production of major petrcchemicals in the
free world is 86 million tons a year. It is said fhat the total value of
the industry in the 1980's will be less than $3 billion each year, compared

with a Gross Damestic product of $160 billion.16

‘me American Government is nonetheless particularly worried by the
reduced demand for many petrochemcial products and excess production
capacity. The Financial Times reported that Mr. Donald Regan, the U.S.
Treaury Secretary, warned that the Saudi Arabian petrochemical products
will not be allowed into the U.S. unless they are sold at similar prices to
US products. After the eighth annual meeting of the Saudi - Uné. Joint
Conmission on Econamic Co—-operation in Riyadh in October 1983, Mr. Regan is

reported to have said:
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... we are for free trade ... By fair trade, we mean no
subsidies and no underselling of our producers by unfair

wl7
means.

The problem lies in that Saudi Arabia is expected to account for 5 per
cent of world ethylene production capacity by the late 1980's. With the
current access production and reduced demand, a nurber of U.S. chemical
industry leaders, have been calling for futher capacity cuts in order to be
better prepared for the arrival of new competitors - particularly Saudi
Arabia. However, Mr. Regan confirmed that the Kingdamn would retain its
'most-favoured' nation status in the US. Nonetheless, the current 4 per
cent US tariff on petrochemical products was supposed to drop down to 2 per

cent in the next two years.

The American Goverrmment has shown even less enthusiasm for same of the
Saudi efforts of import substitution. For example, form a bargaining point
of visw, pursuit of an import substitution strategy makes an export
pranotion policy less defensible. In fact, Saudil attempts to lessen its
dependence on food imports are simple attempts towards sslf-sufficiency.
They have raised same interesting questions all the same. The US Sccretary
of Agriculture, Mr. John Block stated during a recent visit to the Kingdam
that. it was 'crazy' for the Saudis to be spending billions of dollars to

develop agriculture in a difficult enviromment. He suggested that the

Saudis retreat form their "thrust to self-sufficiency at any cost"; "not to
raise it if we can grow it cheaper". The Amsricans have recently had to

reduce the amount of land used for agricultural producton. The Sasudi

Minister of Agriculture and Water, Dr. al Shaikh retorted that if the USA



was spending billions of dollars on research to find an alternative to oil,

why should the Kingdam hesitate over building a sector that would save it

fram asking for food from others. Both ministers are proving that politics

must be oconsidered by plamners. Neither country is content in exploiting

industries in which it has a simple, econamic cauwparative advantage.
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CHAPTER 6

BALANCE OF PAYMENTS

In this chapter the Saudi Arabian Balance of Payments position is
examined. Any policy for econamic deversification must be expected to have
an impact on the balance of payments. An import substitution policy may
for example actually increase the volume of imports in the short term,
vwhile export diversification may stabilise export proceeds. The balance of
payments is examined in this chapter, not because of concern for the Saudi
trade situtation which remains basically healthy. Rather the concern is to
ascertain trends with respect to particular items recorded on the balance
of payments, as this enables some assessment to be made of the impact of
diversification. In an econany as open as that of Saudi Arabia,
diversification must be expected to have a strong balance of payments
impact. Furthermore, as balance of payments statistics are more accurate
than most damestic econamic indicators, examination of these accounts may
be the most appropriate way of assessing the overall effects of econamic

diversification.

In this way, the balance of trade is crucial, as one might expect form
a developing econany with a predaoninant foreign trade sector. The current
account which includes all payments made for visible goods and services,
has ghown a suplus every year betweoen 1973 end 1981, with the exception of
1978, as table 6.1 shows. Usually, even the most enlightened government

will regard a surplus as preferable to a deficit on its balance of trade.
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A trade surplus means that foreign exchange is accumilating which could
continue indefinitely without producing a crisis for that country. The
country is producing without consuming to the extent of its trade surplus.l
The difficulty in the case of Saudi Arabia is that the trade surplus is
almost totally generated by its oil exports. These 0il supplies are so
vital to the world econamy that small changes in price or volume can have

far-reaching effects.

Chapter 6 attempts to provide same insight into table 6.1 which shows
the Balance of Payments Summary for Saudi-Arabia between 1973 and 1981.
There are 2 major divisions: the Current Account and, Capital Movements.
As stated, the former includes all current purchases of goods and services,
that is visibles and invisibles. The visibles refer to goods, physical
items and the invisibles refer to services like shipping payments and
insurance. Captial Movements, on the other hand, simply refer to all other
transactions not recorded in the Current Account, such as capital transfers
and foreign exchange. In this chapter, these divisions are accepted and

followed.
6.1 MERCHANDISE TRADE

Liﬁe la of table 6.1 shows that revenues form oil between 1973 and
1974 more than quadrupled. Only the 1975 and 1978 figures show a decrease.
The 1975 figure reflects the decreased demand for oil in response to the
abrupt change in the oil price and also as industrialised ocountries felt
the effects of the recession. This decrease in the volume of exports of

crude o0il and refined oil production is shown clearly in table 6.2. The



Table 6.1

Merchandise Trade 1973-1981 (Million Riyals)

1973 1974 1975 1976 1977 1978 19797 1980% 1981P
Merchandise trade
f.o.b. 14,813 103,293 74,889 89,122 90,430 57,692 115,880 241,126 258,529
a) 01l exports 21,583 115,684 95,597 125,350 141,807 125,265 194,459 334,543 372,685
b) Other exports 88 283 418 428 431 490 504 519 541
¢) Imports -6,868 -12,647 -21,116 -36,656 -51,808 -68,063 -79,083 -93,936 -114,697

r: Revised

p: Provisional

Source: SAMA, Kingdom of Saudi Arabia Annual Report 1981 p. 158.
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Table 6.2

Exports of Crude Oil and Refined Oil Production 1969-1982

Years Index No. Exports (1000 U.S.
1969 = 100 Barrels)
1969 100.0 1178260
1970 117.3 1382056
1971 146.2 1722145
1972 186.8 2200635
1973 . 235.4 2773346
1974 263.3 3102244
1975 219.4 2584651
1976 266.9 3145401
1977 282.7 3330437
1978 253.9 2991051
1979 289.3 3408068
1980 301.8 3556128
1981 285.9 3486825
1982 191.3 2254477

Source: Central Department of Statistics, Kingdom of Saudi Arabia, The
Statistical Indicator, 1982, Table 5-8.
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figures for 1976 and 1977 show steady increases in oil revenues but the
situation changes again in 1978. 1In 1978 there was a decrease in
production, probably an attempt by the government to maintain the real
price of oil. The following year both oil revenues and production
increased to meet the shortfall of Iranian production because of the
revolution there. Table 6.2 again shows this change in the production and

volume of exports more clearly.

At the end of 1979, revenues fram oil exports also benefited from an
approximate 33 per cent rise in oil prices.2 Table 6.2 shows only small
volume changes in the export of o0il, yet table 6.1 shows an almost doubling
of 0il revenues which must be a result of the increase in the price of oil.
In 1979 o0il exports were SR 194,459 million and in 1980 SR 334,543.
However, increases in revenue fram oil exports are unlikely to continue.
Table 6.2 shows a 30 per cent decrease in the volume of oil exports form
1980 to 1982 (and table 5.4 in chapter 5 shows more than just a decrease in

o0il exports in these years).

Line 1b in table 6.1 looks at "other exports" showing a less dramatic
picture. The econany relies almost totally on oil for its visible export
earnings. Camparisons between revenues fram oil and non oil exports show
this. In 1973 “other exlaorts" were 0.45 per cent of oil exports and by
1281 the situation had deteriorated even further when they represented only
0.15 per cent of o0il exports. Other exports include dates, skins, wood and
fur. It appears that up to 1981 the country's export diversification aims
achieved little success in conparison with oil exports. Nonetheless,

batwaen 1973 and 1981 other exports have increased more than five times.
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This will not surprise the Saudi Goverrment. As outlined in chapter
5, the govermment only gave priority to its aim of export diversification
in the Third Plan pericd, 1980 to 1985. Only in this latest plan have
specific policies been discussed for achieving a successful export
diversification policy. The 1981 SAMA Annual Report admits that in the
meantime other exports constitute a negligible amount, particularly with
the inclusion of natural gas liquid (NGL) in oil export.,3 This situation
is expected to change in the short term. By 1985 many of the Saudi
petrochemical projects based at Yanbu and Jubail are expected to came on
stream. One of the reasons for developing the petrochemicals industry is
to achieve greater 'value added' fram o0il related exports. With this in

mind, increases in the figure for other exports should be substantial.

Gains fram refined products are increasing, as table 6.3 shows. Of

the total oil exports of SR 375.8 billion, refined products accounted for

Table 6.3: Oil Exports in 1980 and 1981

In millions

1980 19831 % change
s Rls s Rls
Crude 96,325 340,444 104,099 352,375 10.0
Refined, of
wiich 5,096 16,953 6,933 23,468 38.4
bunker fuel 858 2,854 933 3,158 10.7
GPAND TOTAL 101,421 337,397 111,032 375,843 i1.4

Souce: SHMA Annual Report 1281 Kingdom of Saudi Arabia p. 42,

o
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about 5 per cent, bunker oil (described in 6.2 Services and transfers of this
chapter) for about 1 per cent and crude oil for the balance of about 94 per
cent. However, in general the Third Plan accepts that crude oil exports will
maintain their central importance damestically as well as internationally.4
Domestically, they will continue to provide financial cover for the Kingdom's
expenditure budgeted fram 1980-1985, the exchange needed to pay for imports
and other current cpaital account payments abroad, including foreign aid and
the continued strengthening of the Kingdom's international financial reserves.
Internationally, crude oil and other hydrocarbon exports will maintain their

stabilising role in the world econany and supply of energy.

Imports, lc of table 6.1, have a significant note to play in the
Merchandise trade account. Figures for imports show a substantial increase
between 1973 and 1981. However, the rate of increase has varied quite
considerably. There were very substantial increases in imports 1973/74,
1974/75 and 1975/76. Nevertheless 1976/77 and 1977/78 shows a slowing down in
the increase in the demard for imports. After 1978 there was a marked drop in
imports which was only temporary and in 1979/80 and 1980/81 there were
increases in the rate of increase. Clearly, there is a high propensity to
import in Saudi Arabia but a number of factors have cambined to produce such
an unsteady increase in the rate of increase of imports. (Determinants of
imports were examined in chapter 2 using regression analysis. The two factors
wnich were positively related to the level of imports were private consurnption

and government consumption.)

Table 6.4 locks at the total value of exports, imports and the Ralance of

Trade. It shows a continuous run of figures for the years 1968 to 1982 but it
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must be noted that the figures are naminal, rather than real figqures.
Nonetheless, table 6.4 shows that changes in imports were not substantial

up to 1972, after which the changes in the price of oil took place. Fram 1972
to 1976 there were large changes in imports showing a short lag effect before
the demand for imports responded to the substantial improvement in the
financial restrictions. During the mid 1970's the Kingdam's limited port
capacity constrained imports as well as the short run absorptive capacity of
the econamy, given the shortages of manpowar and local skills. The decrease
in the rate of increase between 1978/79 probably shows the government's
attempt to control inflation. Finally, the increase in the rate of increase
of imports reflects the loosening fo financial restrictions resulting fram the
increase in o0il revenues at the time. The conclusion must be that without the
o0il revenues, the demand for imports would not have increased in the 1970's so

dramatically, but other factors played scme part in affecting the rate of

increase.

Table 6.5 gives saome indication of which sector has increased its demand
for imports. It divides imports into 3 sectors, the 0il sector, the public
sector and the private sector, and loocks at the annual increase in the growth
of imports. Table 6.5 gives figures c.i.f, that is, they include the cost of
insurance and freight whereas table 6.1 gives figures f.o.b, that is, on a
free on board gasis. Thus, the figures in table 6.5 are upward biased

compared to those in table 6.1.

Teble 6.5 shows that dewmand for imports by the oil sector almost trebled
between 1975 ard 1981, although these imports account for only 2 or 3 psr cent

of the total. Since the oil sector is reliant on imports for its capital



Table 6.4

Total Value of Exports, Imports and Balance of Trade 1968-1982

(Million S R)

Years Balance of Imports Exports
Trade
1968 + 6469.9 2803.9 9273.8
1969 + 5641.6 3361.5 9003.1
1970 + 7426.6 3197.0 10623.6
1971 + 14886.6 3667.9 18554.5
1972 + 18052.8 4708.3 22761.1
1973 + 25998.8 7310.3 33309.1
1974 +116073.7 10149.2 126222.9
1975 + 89588.6 14823.1 104411.7
1976 +104462.8 30690.7 135153.5
1977 +101546.6 51662.0 153208.6
1978 + 69062.0 69180.0 138242.0
1979 +130960.0 82223.0 213183.0
1980 +262536.0 100350.0 362886 .0
1981 +286183.0 119298.0 405481.0
1982 +131755.0 139335.0 271090.0

Source: Central Department of Statistics, Kingdom of Saudi Arabia.
The Statistical Indicator 1982 Table 6-1.




Table 6.5

Imports (CIF) by Sectors (Million Riyals)

0il Public Private Total % Growth
Sector Sector Sector

1976 1,093 11,823 31,072 43,988 81.1
1977 1,380 13,161 47,627 62,168 41.3
1978 4,481 14,039 61,115 79,635 28.1
1979 2,927 11,000 78,599 92,526 16.2
1980 2,808 10,596 97,442 110,846 19.8
1981® 2,976 15,866 116,500 135,342 22.1

p Provisional

Source: Kingdom of Saudi Arabia. SAMA Annual Report 1981 p. 43.




equipment this is not surprising. However, the 1978 figure of SR 4,481
million is not easily explained. Tabel 6.2 shows an increase in oil
production in 1976/77 of 266.9 to 282.7 but 1977/78 shows a decrease to 253.9
(1969 = 100). This clearly cannot account for the upserge in imports demanded
by the o0il sector. According to the SAMA Annual Report for 1981, the SR 4.5
billion registered in 1978 was due to the gas gathering and processing project

and the crude oil and NGL pipeline networks.

The public sector increased its demand for imports fram SR 11,823 million
in 1976 to SR 15,866 million in 1981, as table 6.5 shows. However, there was
not a steady increase in demand. 1In 1972 and in 1980 there were significant
decreases in imports. This marks the Government's determination to control
"imported inflation" by removing same of the upward pressure on prices. More
significant than pulbic sector imports, are private sector imports that is,
those financed tﬁrough the cammercial banks. Private sector imports account
for well over two thirds of total imports in each year between 1975 and 1981.
Unlike o0il sector and public sector imports, private sector imports have
increased every year. In fact, after 1976 private sector imports accounted
for more than three quarters of total imports. This shows that the
Govertiment's policy of encouraging the private sector to take the lead, rather

than be dominated by the public sector, has met with some success.

Overall, the Merchandise trade account has increased more than fitezn
times between 1973 and 1981, fram SR 14,813 million to SR 258,522 millions.
This visible trade surplus is almost totally dependent on o0il euports, thus,

1975, 1978 and 1282 figures show substantial decreases in the surplus.



175

6.2 SERVICES AND TRANSEFERS

The Services and Transfers account, the invisible account is best divided
into Receipts and Payments, as in table 6.6. Firstly, we look at Receipts
which are divided into three by Investment Incame, Oil Sector (bwunker oil) and
"Other" positive receipts. Of these 3 factors, investment incame is clearly
the most influential so that receipts are largeiy a function of investment
incare. Investment income represents returns fram Saudi investments made
abroad. It is the receipt of interest and dividends on loans and investments
in foreign countries which provide foreign exchange. The figures for
investment incame in table 6.6 between 1973 and 1981 record a staggering
increase, fram SR 761 million to SR 35,614 million. Even between 1973 and
1974 there was more than a five fold increase form SR 761 million to SR 4325
million. The underlying reason for this is o0il revenues, once more. Thus, in
1977/78 vwhen oil revenues dropped, there was no increase in investments, so
investment incame was more or less constamnt. With the abrupt change in its
financial position in the 1970's, one of the more cbvious and straightforward
options for the Saudi authorities was simply to invest their incames in

western financial markets.

0il sector receipts, 1 b of Services and transfers in table 6.1, shows
quite a steady increase between 1973 and 1981. However, like o0il exports in
the Merchandise trade account, it shows two significant drops in receipts in
1975 and 1978. As with oil exports, this shows demand responding to the price
change. Table 6.3, above shows bundker fuel (0il sector) as part of the
overall camposition of oil exports and it may be seen that it represents less

than 1 per cent. 1lc) of the Services and transfers account in table 6.1 shows



Table 6.6

Services and Transfers and the Current Account Balance (Million riyals)

1973
2. Services and Transfers -5,479
1 - Receipts 2,873
a) Investment Income 761
b) 0il Sector
(bunker oil) 793
c) Other 1,319
2 - Payments ~-8,352
a) Treight & Insurance -687
b) O0il Sector Investment
Income ~1,267
c) Other Private
Services -1,960
d) Other Government
Services (1) -2,991
e) Private Transfers -1,447
3. Current Account
Balance (1-2) 9,334

: Revisced
p : Provisional

1974

-21,303

9,238
4,325

2,616
2,297

-30,541
~1,267

~17,380
~2,591

~7,468
-1,835

81,990

(1): Including official transfers and contributions or

1975 1976
~24,553  -38,708
11,259 16,121
6,539 10,277
1,755 2,047
2,965 3,797
_35,812 -54,829
~3,167  -7,332
_5,676  -7,788
6,036 -9,659
-18,988  -26,556
-1,945  -3,494
50,336 50,414

Source: SAMA, Kingdom of Saudi Arabia, Annual Report 1981, p. 158.

1977 1978
-48,459  -65,200
21,190 21,987
14,057 14,622
2,168 1,843
4,965 5,522
-69,649  -87,207
-10,360 11,572
-8,621  -3,954
-13,528  -24,338
-31,831 37,671
-5,309  -9,672
41,971 -7,528

19897 19807 1981P
-78,649 -103,380 -114,483
25,935 37,482 50,186
16,518 24,761 35,614
2,561 2,854 3,158
6,856 9,867 11,414
~104,584 -140,862 -164,669
-13,443 16,910 -20,645
-6,943 -23,011 -23,065
-26,839 -22,095 -27,239
-46,053 -65,326  -77,855
-11,306 -13,520 -15,865
+37,231 +137,746 +144,046

capital subscription to international or regional development agencies.



other receipts. It too shows an annual increase between 1973 and 1981 but

particularly large increases 1973/74 and 1979/80, showing its close connection

with oil revenues.

In short, Receipts of the Services and transfers account are largely a
function of investment incaome. Investment incame in turn is largely governed
by o0il exports so that oil revenues are a major factor in this part of the
invisibles account. Or rather, this has been the case so far. There are same
signs that investment incame may,eventually move counter-cyclically to oil
incame. When oil prices fall econamies of the west are more buoyant. For a
-given amount of investment, there is a larger incame. Specifically, if oil
prices decline, there is more bank borrowing in the west as econamies revive
which casues an upward movement of interest rates, as nore credit is demanded.
2s net depositors, this beneifts the Saudis. Foreign investments can be seen
as a form of diversification, with benefits accruing as oil revenues fall.

The yuestion must be asked: Is this preferable to local diversification?

Local diversification affects the Saudi populance directly, whereas foreign

investments only earn revenue and s> has a less direct affect.

The Payments part of the Services and transfers account is less simple.
These are payments made by the Saudi Govermment and therefore, ali show a
negative sign. Payments are divided into five parts: a) freight and insurance
b) 0il sector investment incone, cj Other private services, d) Other
Government services, and e) Private transfers. Pavments for freight and
insurance increased from SR 687 million in 1973 o SR 20 645 million in 1281,
a thirty fold increase (in current pricss but not constant prices). From

table 6.2, it may be seen that exports of oil have risen from 2.8 billion
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barrels (thousand million) to 3.5 billion barrels for the same years
repsectively. Increased insurance payments must play a significant role in
the increase of freight and insurance payments, as an increase in the volume
of o0il exports is an insufficient factor alone to account for the increase in
freight and insurance payments. This is shown in the figures for 1974/75.
Although less o0il is exported, payment for freight and insurance more than
doubled. This must imply that Saudi importers are paying freight and

insurance costs, and not just exporters.

Payments for oil sector investments have increased (and decreased in 1975
and 1978) largely in line with oil exports. Between 1973 and 1981 oil sector
investemnt payments increased form SR 1,267 to SR 23,065 million. However,
between 1973 and 1974 oil sector investment payments increased more than 13
times, largely reflecting compensation to the western oil campanies when they
were nationalised. The following year therefore saw an imnediate drop to SR
5,767 million. There was also a decline in investment incame payments to SR
3,954 million in 1978 probably because less monsy was available to invest. 1In
1980 there was a dramatic increase in these payments to SR 23,011 million. At
this time the governemnt was making its petrochemical industry a priority and

this increase may reflect these investments.

Line 2c of the Services ard transfers account in tabié 6.6 shows other
private services. Like imports of the Merchandise trade account, other
private services are not entirely depandent on oil exports. These payments
are for services like oconsultancy fees charaged by engineers, designers,
architects and the like. These private services did not decrease (in line

with o0il exports) in 1975. 1In fact, the rate of increase between 1974/75 is



larger than 1973/74. Due to ambitious planning in the post 1974 period,
payments to foriegn consultants increased remarkably. When oil revenues then
fell, consultants still had to be paid. However, there is a decrease in 1980
when oil exports are increasing. It may be that payment for private services,
that is, payments by the non o0il private sector are being diverted to oil
sector investment payments, where there was more than a three fold increase at
this tiem. In other words, private sector investors became more involved in

the oil sector.

Other Government services includes official transfers and contributions
or captial subscription to international or regional developnent agencies.
With the exception of 1974, other Government services makes the largest
contribution to the payments part of the Services and transfers account. In
1973 other Govermnment services represented 35 per cent of total payments and
by 1981 they represented 47 per cent of the total. This was mainly due to a
substantial rise in foreign aid given by Saudi Arabia.7 It is estimated that
between September 1974 and June 1975 the Saudi Fund for Development disbursed
lozns valued at SR 579 million58 and this generous effort to help less

developed countries has been continued.

Private transfers also show an upward trend between 1973 and 1981,
however, it accounted for l7iper cent of payments at the beginning of this
paricd and under 10 per cet at the end. This is mainly due to the increasing
proportion of payments accounted for by other Govermment services. The major
part of private transfers represents non Saudis working in Saudi Arabia and
sending a large part of that incone to their families in their hane country.

After 1975, and the implewmentation of the Second Development Plan 1975 - 1°80,



private transfers increased quite sharply. They were SR 3494 million in 1976
campared with SR 1945 million in 1974. (Private transfers may well have
increased even more, but because same of the transactions were handled by the
money-changers, they were not all recorded). This rise in transfer payments
reflects the increase in numbers of expatriate workers to construct the
infrasturctural projects, like roads and airports. Although there appears to
be quite a steady increase upto 1981, this is expected to level off during the
1980's as the Third Plan attempts to consolidate the mmbers of non Saudis
working in Saudi Arabia and use them only in selective industries. The
reasons for the planners concern for the numbers of expatriates working in
Saudi Arabia can be appreciated by camparing the figures for private
transfers: between 1975 and 1980 private transfers increased almost 7 timc

form SR 1,945 to SR 13,520 million.

6.3 THE CURRENT RALANCE

The current balance in table 6.6 is the Merchandise trade acount (table
6.1) plus the Services and transfers account and therefore represents a
summary of the two. By the early 1980's it was difficult to remember how
small the Saudi econcmy was little more than a decade earlier and
additionally, how quickly it had grown.g The Current Balance reflects this
and so varies largely in line with oil exports. The curfent account surplus
increased fram SR 9,334 to SR 144,046 million. Notebly, the current account
surplus increased almost 9 times in 1973/74 which was entirely attributable to
the increased revenues resulting from higher oil prices. Imports only doubled
during this time and without the dranatically increassd paynants for

investments in the o0il related sector, the surplus would have been higher. In



Table 6.7

Capital Movements and Reserves 1973-1981 (Million Riyals)

1973 1974 1975 1976 1977 1978 1979 1980" 1981F

4, Capital lMovements

& Rescrves -9,334 -81,990 -50,336 -50,414 -41,971 7,528 -=37,231 -137.746 -144,046
a) Oil sector capital

transactions &

other capital

transactions (net)  -2,315 -13,245 6,564 -1,397 2,757 1,893 -4,538 -10,633  -11,428
b) Other private

capital (net) -3,627 -4,957 +1,013 4,783 -€,334 -11,752 -23,232 -28,455 -22,531
c) Conmogcial banks

(net) +51 -317 -467 -1,789 -3,319 +1,458 -5,242 -12,353 -10,903
d) Official capital ‘

& rescrves -3,443 -63,471 -57,446 -42,445 -35,075 +15,929 4,219 -86,305  -122,040

1. Including inward direct investment, short-term private capital and net errors and omissions.

2. Includes changes in total foreign assets of SAMA, i.e. gold, foreign exchange (including currency cover)

and investments (including loans to developing countries and international financial institutions).

r: Revised
p: Provisional
Source:

SAMA, Kingdom of Saudi Arabia Annual Report 1981 p. 188.



1975 the surplus was lower reflecting the lower oil revenues and the expansion
in imports. Because the Saudi damestic econamy was so small at this time, the
loosening of financial restrictions inevitably led to an increase in imports.
It was also in this year that Saudi Arabia cut the link between the riyal and
the dollar because of the ocontinued depreciation of the latter. The move was
an attempt to maintain the real value of its oil receipts by stabilising the

price of imported goods fram the industrialised world.10

In 1976/77 the surplus on the current account was reduced to SR 41,971
million. This is due largely to an increase in imports and also an increase
in payments made for freight and insurance, and payment for private services.
A deficit was recorded in 1978 in line with the reduction in oil exports and
also as a result of an increase in peyments, and private services in
particular. It seems that the private sector was becaning more active after
1976 which provided some encouragement for the Government's econaomic

diversification policies.

The current account immediately returned to surplus in the following year
but this surplus was only a quarter of that recorded in 1980 and 1981. 1In the
latter year, merchandise exports reached SR 372,685 million as a result of
both o0il prices and production being high. It is likely that the 1982 cut in
volume will lower income, as well as the current account surplus
considerably,ll The continued growth in payments for goods and ssrvices will

make this even more likely.
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6.4 CAPITAL MOVEMENTS AND RESERVES

The Capital Account has four major elements: capital transactions, other
private capital, capital movements by cammercial banks and, most importantly,
official capital and reserves. (Table 6.7 shows these inflows and outflows on
the capital account). When the uses to which foreign exchange is put and the
sources to which foreign exchange came are added up, the overall accounts of
all international payments must balance.12 In other words, the capital
movements and reserves account acts to compensate a surplus or deficit on the
current account. The official capital and reserves element of this account
acts as the major campensating factor and so its movement in general co-incide
with oil exports.

4a of table 6.7 shows oil sector capital transactions and other capital
and is the net situation, reflecting flows in and out of the country. This
section is mostly long term capital movements and represents the Saudi search
for highest rates of return fram abrocad. In the Saudi case it often means
investment in western financial markets which has besen an easier option than
investing in local industries. This account was only positive in 1975, 1977
and 1878 which me=zns that usually the Saudis invested more abroad than they
repatriated back to Saudi Arabia. This is despite the increase in profits
made by the oil conpanies after 1973. 1In 1973/74 there was almost a 6 fold
increase to SR 13,245 million reflecting the availability of money to invest.
However, as 0il revenues decreased in 1975 and in 1978, and less money was
available, the capital transactions account is positive. Hore capital is
flowing into Saudi Arabia than is going out. Although in 1881 the outflow

rose to SR 11,428 million, it is expected to fall in 1282 reflecting decreased



0il revenues, as well as increased investment in the damestic petrochemical

industry.

Other private capital includes inward direct investment, short term
private capital and net errors and amissions (which are more or less
unavoidable). Short term capital holdings arise in many ways. Traders'
receipts and expenditures cannot be perfectly synchronised and hence they hold
transactions and precautionary balances to pay bills that are due. In the
case of Saudi Arabia, the imports bill is a high one so this factor is
significant. Nonethelss, it is notably that other private capital is only
positive in 1975 (SR 1013 million), reflecting oil revenues once again. Net
private capital was SR 3,627 million in 1973 and SR 22,531 million in 1981,
reaching SR 28,455 million in 1980. 4a) and 4b) represent inward and outward
investment in Saudi Arabia, the latter being non oil investment entirely. If
the Government is to achieve success with its export diversification polices,
the private capital part might be expected to became positive, especially as
increasing numbers of foreign firms participate in ventures with the Saudi
Government. It might be that the 21 per cent decrease between 1280/81
reflects a new trend of increased investment in Saudi Arabia. However, the
situation to date does not indicate that thsre has been a great deal of

success in attracting external cpaital for damestic irdustry.

4c of table 6.7, Commerical bank transfers include dhangés in total
foregn assets of SAMA, that is, gold, foreign exchange and investments. 4c
and 44, official capital and reserves, are manipualated by the government to
oifset the current acoount position. Initially, moast of the foreign assels

ware held as short term financial assets, consisting of bills with a thirty



day or ninety day maturity or, demand deposits with central banks and
camercial banks in the USA and Furope. This was the case until the mid
1970's because the Saudi technocrates handling the oil revenues had little
knowledge of stock markets in the West. However, they did regard property
investment as secure.13 These deposits caused problems for the banks
selected, as Arab depositors withdrew large amounts fram one bank, and placed
it in another. The Saudis theamselves lost when the sterling was devalued in
1967 and fram the depreciation of the dollar in the 1970's. Fram 1975 to 1976
outflows fram the cammercial banks increased almost four items to SR 1,789

million, representing greater overseas asset holdings.

It is inevitable that the increasingly larger balance of payment
surpluses that have accrued to Saudi Arabia during the 1970's, have resulted
in the steep growth of SAMA's foreign assets and reserves. Now these assets
larqgely consist of foreign securities, which is a major camponent of
international reserves.14 The growth of 4d roughly reflects 0il revenues.
Betwren 1973/74, 43 increased 18 times and between 1977/78, the situation
changed fram an outflow of SR 35,075 to an inflow SR 15,929 million. By 1981
the outflow reached SR 122,040 million. Thus, in the 1970's and particulary
after 1975, Saudi Arabia has been playing an increasingly important role in
international financial markets. In May 1980 the International Monetary Fund
(IMF) made an aéreemeht whereby it ocould borréw upto SDR 8 billion over a
pariod of 6 years for SAMA. (In 1979 1 SDR -SR 4.2825). The IMF considered
the agreement tO be a substanatial contribution to the re-cycling process,
strengthening both the Fund itself and the intermational monetary system. At
the same time, Saudi Arabia's TMF guota was doubled to SDR 2.1 billion and it

. . 5
was given a permanent seat on the IMF executlve board.l



Finally, table 6.8 locks at official reserves in Saudi Arabia between

1973 and
reserves
Reserves
reserves
With the

reserves

1981, that is, the stock of reserves (not the flow). In 1973
were SR 18,040 m and by 1981 reserves reached SR 484,170 million.
increased more than three times between 1973 and 1974, and in 1975
doubled, reflecting the increase in oil revenues, as stated above.
exception of 1978 when there was a relatively small decrease,

continue to rise throughout the period to 1981. When the data in

table 6.8 is

Table 6.8 Official Reserves (million riyals)

1973 18,040
1974 78,940
1975 138,370
1976 184,460
1977 215,210
1978 204,430
1979 218,180
1980 313,830
1981 484,170

Source: IMF, International Financial Statistics Yearbook 1933 pp. 438-439

looked at in relation to table 6.7, a general pattern energes, especially

after 1976. When the capital account registers an outflow, thsre is a

stock increase. This was the case in 1979 vwhen there was a capital account

outflow of -SR 37,231 and an increase in reserves to SR 218,180 million.
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Conclusion

Following the substantial increase in o0il revenues, the immediate aim
of the Govermment was to utilise those revenues efficiently. The size of
the revenues and of the Saudi Arabian population encouraged the Government
to adopt policies for econamic diversification. Unlike Kuwait with a
population of less than 1.5 million, Saudi Arabia was in a position to draw
up both import substitution and export diversification plans. The
Government began to implement these plans firstly by strengthening the

country's infrastructure, as outlined in the Second Development plan period

1975-80.

The Government turned its attention directly to econamic
diversification in the Third Plan period 1980-85. The limited, existing
damestic economy forced the Government to depend on imports to develop the
econany further. Conseguently, the demand for imports has been increasing
rapidly since 1274. Linear regression analysis revealed that government
consumption was the major determinant of imports and capital fixed
formation was negatively related. This was disappointing bscause it
suggested that the increase in imports are apparently not contributing to
future development. It also shows that the Government can ocontrol the
demand for imports to some extent, useful when revenues decrease, as in

1983.

The examination of industrial licenses discussed in chapter 3,

suggested the Governvtent has achieved some success in implementing its
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import substitution policies. This was the case in oconstruction-related
industries in the First Plan period. After 1980, it appeared that import
substitution was taking place for durable goods and transport goods, a good
foundation for econamic diversification. Given the limited damestic
market, same positive steps have thus already been taken towards the

implementation of import substitution policies.

The need for foreign participation is an issue in Saudi Arabia's
diversification plans. There has been a marked decrease in foreign
participation after 1980 in import substitution plans, as the examination
of industrial licenses showed. Although it means that Saudi Arabia is not
attracting foreign investment, it may reflect the Government policy giving
priority to Saudi Arabians in the awarding of contracts. The development
of the labour force is nowhere near campletion. Sane observers say that
the Government should have started by developing the labour force;
attitudes take decades to change. In the mzantime, despite ambitious
policies to limit the role of expatriates, they still have an essential
role to play in the services sector, and in the Goverrnment policies for

export diversification.

It is rather toco early to assess the success of the export
diversification policies. Against o0il exports, non oil exports have
achieved little success. Although noﬂ o0il exports have increzased more than
five times between 1973 - 1981. Tt is too early to judge because many of
the large scale, capital intensive pelrochamical plants are only coming
onstrezm this year. These plants are so unpopalar wiith existing western

suppliers that success scems likely. In any case, the Goveranent has



founded its export diversification plans on well known econamy theory by

exploiting the available comparative advantage.

Finally, Saudi Arabia is now facing much tighter financial constraints
than it did in 1980. It is already causing same difficulty, and is slowing
down the implementation of econamic diversification plans.. This is not
all bad. A case can be made to suggest that the rationalisation of all
Govermment plans is exactly what is needed, given the low financial

constraints of the past decade.
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