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Abstract

The macroeconomy of Saudi Arabia has been dominated by o1l exports which
between 1970 and 1995 accounted for more than 85% of total export earnings.
Due to the fact that oil 1s an exhaustible resource, the price of which fluctuates
considerably, and 1s produced in an enclave economy, the Saudi Arabian
government had recognised the needs to diversify their economy away from oil as
the main source of income. Since the o1l price crashed in 1986, the Saudi Arabian
government has adopted a new policy to develop non-oil sectors, such as
manufacturing, agriculture and more recently, non-oil minerals. The main
objective of this study 1s to evaluate the contribution of the non-o1l minerals sector
to the economic growth of Saudi1 Arabia during the period 1970-1995, using three
different approaches. These approaches are the export portfolio approach, the
input-output approach and the Dutch disease approach. The empirical findings of

this study show the following:

1. A non-o1l export portfolio analysis provided guidance to the Saudi Arabian
planners who seek simultaneously to reduce export eamings 1nstability and
achieve economic growth. An increase in the volume of machinery and transport
equipment commodities could produce an optimum portfolio due to both price
trends and stability of price over time. Other exports, including non-o1l mineral

commodities, are unstable and have relatively negative price trends.

2. Even though preliminary results indicate that the non-oil minerals sector has a
relatively low integration with other sectors, when the impact of inducing final
demand 1s taken into account, this sector shows the highest income and the second
highest employment multipliers. These results indicate that 1f this sector were to
be stimulated by increasing final demand, it may well generate more income and
employment than other sectors. Therefore, the application of an input-output
approach was extended further to estimate the impact of three new promising non-
oil mineral projects on the Saudi Arabian economy. Moreover, the construction

and operation phase’s multipliers reflect the potential of the non-oil minerals

sector.
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3.With regard to the effect of a boom 1n one sector of the economy on the rest of
the sectors, the oil sector boom 1n the 1970s 1n the case of Saudi Arabia conforms

very closely with the assumptions of the Dutch disease theory.
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Chapter 1: Introduction

1.1 Background

Saudi Arabia is well known as one of the major oil exporting countries in the
world. Thus, oil exports and oil revenues play a major role in the Saudi Arabian
economy. O1l exports account for an average of 85% of its total exports, while
government revenues from o1l vary between 70 to 90% on average between 1970-
1995. However, oil is a finite resource and reserves will eventually be exhausted.
Moreover, fluctuation in oil prices mean the economy has faced a series of

external shocks during the last two decades.

Throughout the Five-Year Development Plans (1970-1995), Saudi Arabian
planners focused on economic diversification as a strategy to increase the
production of the non-oil sector, such as manufacturing, agriculture and non-oil
minerals, in order to reduce dependency on oil exports as a major source of

government income and foreign exchange earnings.

Manpower shortage and limitation of absorptive capacity were the main problems
for the industrialisation strategy facing Saudi Arabian planners. Accordingly, they
have chosen a tightly focused formula for growth. They have elected to invest
large amounts of capital and small amounts of manpower 1n a few key industries.
Using 1ts advantage of having plentiful capital, a bounteous supply of energy and

feedstock, Saudi Arabia has concentrated on two heavy process industries: basic

metals and petrochemicals. However, recent years have also shown an increasing




number of light industries as a result of government encouragement for an import

substitution strategy.

1.2 Importance of the Study

In 1ts commitment to diversify the economic base away from the oil sector, the
Saudi Arabian government started to re-evaluate its policy with respect to
diversification. In response to the fall of oil prices in 1982-83, Saudi Arabia
realised the need to establish new industries that increase the role of the non-oil
sector 1n the economy. The non-oil sectors, such as manufacturing and agriculture,
were developed mainly through subsidies and the provision of incentives for
private investment. Despite these efforts, the non-oil role in the economic growth
is still relatively low, and its shares in both Gross Domestic Product (GDP) and

exports are small. This failure of diversification could be attributed mainly to

three reasons.

(1) The oil sector has a weak linkage to the rest of the economy. Unlike other
industries which draw their inputs of land, Iabour and capital from a wide
variety of other smaller industries and, in turn, stimulate and mvoke a

wide range of productive activities, oil offers few such backward and

forward linkages.
(2) The oil industries’ market is characterised by uncertainty (instability).
Given Saudi Arabia’s heavy dependence on oil and the fluctuation of oil

prices, the ability of the government to stabilise the total earnings 1s

uncertain. Uncertainty about the availability of government revenues 1s




thought to complicate further the already difficult task of development
planning. Moreover, uncertainty is taken to affect private investment.

(3) Symptoms of the ‘Dutch Disease’ are present in the Saudi Arabian
economy. It 1s believed that the oil boom was an obstacle to economic
diversification in Saudi Arabia. The Dutch disease has induced structural
changes on the Saudi Arabian economy. The oil boom induced structural
changes through government spending effect that induced an appreciation
in the real exchange rate following the acceleration of spending on the
non-tradable sector e.g., goods and services. The excess demand for
tradable goods induced by the boom 1s satisfied by imports at constant
world price while the excess demand for the non-tradable goods will be
offset by both their relative prices and their production. This implies an

expansion in the non-tradable sector and a contraction in the tradable

sector such as manufacturing and agriculture.

However, the government’s new trend was to develop and promote the non-oil
minerals (mining and quarrying) sector in order to enhance 1ts weak role in the
Saudi Arabian economy. In fact, the government is providing substantial
incentives to develop the sector. The reasons behind the new Saudi Arabian policy
can be summarised as follows. Firstly, large reserves of both metallic and non-
metallic minerals such as gold, iron, copper and clay have been found. Secondly,
it is believed that the non-oil minerals industry has relatively strong linkages with

other sectors inside the country. Finally, non-oil mineral exports, as well as other




non-oil commodities, could help in reducing the instability in exports and, in turn,

reduce Saudi Arabia’s total revenues fluctuation.

1.3 Aim and Objectives of the Study

The aim of the study 1s therefore to test whether or not the new Saudi policy in
developing the non-oil sector could successfully diversify the economy away from
oll. The study, in particular, will evaluate the role of the non-oil minerals sector in
the economic growth of Saudi Arabia during the period 1970-1995. Specifically,
the study was intended to meet the following objectives:

1. To highlight the main characteristics of the Saudi non-o1l minerals sector.

2. To evaluate and assess the Saudi diversification plans seeking to increase non-

o1l export earnings and reduce their instability.

3. To examine and assess the linkages between the non-oil minerals sector and
the other sectors of the economy, as well as the multiplier effects (output, income,

employment, exports and import multipliers) of the sector on the rest of the

sectors.

4. To estimate the economic impacts of the new, promising, non-oil mineral

projects.

5. To investigate the effects of a boom in the oil sector on the non-oil sector in the

economy and on the non-oil mineral sector 1n particular.

1.4 Hypotheses of the Study

Four hypotheses are put forward, and these will be tested in the study.




I. Non-oil exports diversification is expected to reduce the Saudi earnings’
Instability and increase its growth. This hypothesis will be tested in Chapter 5.

2. The inter-industry linkages of the non-oil mineral sector with the rest of the
economy are predicted to be relatively strong, and its multiplier impacts
especially, the income and employment multipliers, are expected to be strong as
well. These hypotheses will be tested in Chapter 6.

3. The economic effects of the new non-oil mineral promising projects are
expected to be strong. This hypothesis will be tested in Chapter 7.

4. The booms i1n the o1l sector are expected to result in an increase in relative
prices of non-tradables to tradables, which would result in an expansion in the
non-traded goods sector and contraction in that of traded goods. This hypothesis

will be tested 1n Chapter 8.

1.5 Methodology of the Study

In order to test the hypotheses stated above, three main approaches are adopted.

1. Portfolio Approach

This approach is used in Chapter 5 in order to give guidance to Saudi planners
who seek, simultaneously, to increase non-oil export earnings and reduce their
instability. The objective of the export portfolio approach is to reduce fluctuations
in total Saudi Arabian earnings below the level experienced by the individual
commodities. Specifically, the purpose of the approach is to investigate
operational guides to export diversification strategies to achieve greater stability

in export earnings.

2. Input-Output Approach




This approach is adopted in Chapter 6 in order to estimate and evaluate both the
Inter-industry linkages between the non-oil minerals sector and the other sectors
of the economy, and the effects of a unit increase in the final demand of non-oil
minerals on total output, income, employment, total exports and total imports (the
multiplier effects). The aim of doing this is to see the extent to which the non-oil
minerals sector is integrated with the rest of the sectors of the economy. The

input-output approach is also applied in Chapter 7 in order to estimate the
multiplier effects of some new mining projects.

3. Dutch Disease Approach

This approach 1s used in Chapter 8 to estimate the effects of a boom in the oil
sector on relative prices of non-tradables to tradables, on the one hand, and on the
structural composition of output in both sectors, on the other. The purpose of
doing this 1s to investigate whether a boom in the Saudi oil sector leads to the
results predicted by the Dutch disease theory or not, and how Saudi planners

could respond to combat its symptoms 1n the tradables sector and in non-oil

minerals 1n particular.

In other chapters of the study, we use the descriptive approach to investigate the

Saudi development strategy and highlight the main features and historical

developments of the Saudi economy and non-o1l minerals sector.

1.6 Outline of the Study

The study 1s divided into nine chapters, the first of which 1s this introduction. The

other chapters are organised as follows:




Chapter 2 characterises the features of the Saudi Arabian economy. Three phases
of economic development are highlighted during the period under consideration
(1970-1995). This chapter provides an extensive description of Saudi economic

background, to give a broad idea of the Saudi economic structure.

Chapter 3 begins with a critical survey of the main arguments for the policy of
industrialisation. An overview of a variety of industrialisation theories and
strategies 1s presented. The Saudi industrialisation policy is examined and
discussed to see whether it complies with any of these strategies. Both oil and
non-oil 1ndustries are introduced in order to see to what extent the Saudi

industrialisation strategy succeeded in diversifying the economy away from crude

o1l as the main source of income.

Chapter 4 touches upon the background of the Saudi non-oil minerals resources’
sector. It highlights the existence of mining industries, and their characteristics in
terms of reserves, productions, exports and imports. It also discusses the effects of
the non-oil minerals sector on the Saudi economy by examining its direct
contribution to the different macroeconomic components, such as GDP, balance
of payments, employment, and foreign exchange savings. Furthermore, an

analysis 1s made to pinpoint the main incentives introduced by the government to

promote the sector.

Chapter 5 sheds light on the terms of trade between developing and less

developed countries, and the variability in short-term commodity prices, in terms




of the causes and domestic consequences of export instability. The portfolio
approach to export diversification, as proposed by Markowitz, is presented. The
objective for applying the portfolio approach is to provide guidance to Saudi

planners who seek simultaneously to increase non-oil export earnings and reduce

their instability.

Chapter 6 covers the input-output approach applied in order to estimate the inter-
industry linkages between the non-oil minerals and other economy sectors in
Saudi Arabia. One of the main aims of this chapter is to estimate the multiplier
etfects of the non-o1l minerals sector on the Saudi economy, 1.e., the estimation of

1ts outputs, exports, imports, income, and employment multipliers.

Chapter 7 shows how the mput-output approach 1s applied again, given the result
of the previous chapter, to trace the special incidence of impacts on the micro
level to complement the macro picture. Bearing in mind the new promising non-
oil mineral projects, it is possible to show the effects of an expansion within the
non-oil mineral sector resulting from changes in the final demand for that sector’s

products. The aim is to draw on the economic impacts of each and the whole of

the major extensions in the non-oil minerals industry employing an input-output

approach.

Chapter 8 investigates the change in exchange rate, the stunting of growth of

manufacture (de-industrialisation), unemployment, the national income and real




GDP. The chapter focuses on how to combat the impact of the Dutch disease on

the Saudi economy:.

Chapter 9 1s a summary of the study findings, and provides some
recommendations for promoting and diversifying the Saudi economy and

developing the non-o1l minerals sector, and suggestion for further research.
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Chapter 2: Saudi Arabian Economic Development

2.1 Introduction

This chapter is devoted to providing a brief overview of the Saudi Arabian
development process, as an aid to understanding of the Saudi economy as a
whole. Furthermore, examination of the economic policy would help in pointing

out the limitations and the problems facing Saudi Arabia when it implements its

economic policy.

2.2 Saudi Arabian Development Strategy

Saudi Arabia 1s roughly two-thirds the size of India or one-quarter that of the
USA, with a relatively small population of 20 million in 2000. Before the
discovery of o1l in the Arabian Peninsula, it would be difficult to speak of a
unified entity such as the Saudi Arabian economy. Before the 1930s, the region
that would later come under the control of the Saudi state was composed of
several regions that lived off specific resources and differentiated human
activities. The Western Province (the Hiaz), for example, depended mainly on
subsistence agriculture, some long-distance trade, and the provision of services to
pilgrims travelling to the holy cities of Mecca and Medina. A plantation economy

that grew dates and other cash crops dominated the Eastern Province (Looney,

1982).

In the early stages of Saudi Arabia (1930-1945), the only non-traditional

economic opportunities for Saudi citizens were linked to employment in the
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military, provision of services for pilgrims, and some modest contracts and
commissions. The little revenue was adequate to allow only minimal government
functions, not to undertake economic and social projects. After the end of World
War 1I, the development of the country’s oil resources resulted in some wage
payments to Saudis and local purchases of goods and services by foreign oil
companies, but the impact on the Saudi economy was initially minor. Until 1970,
o1l income increased slowly, and the government usually operated under financial
constraints. The government’s economic decisions were largely those of

determining priorities among alternative uses of limited resources (Findlay, 1994).

The quantum jump in oil revenues in 1973-74 allowed the country to be the
widespread agent of economic change, replacing the traditional economy with one
that depended primarily on the state’s outlays. The government has raised the

average Saudi citizen’s standard of living to one of the highest levels 1n the world,

and established for most of its residents world class infrastructure and social
services. But sustaining real income growth still depended primarily on
government expenditure, which was largely facilitated by oil revenues. Therefore,
the government could not afford to neglect the oil sector, the primary engine of

economic growth. Despite attempts to diversify the economy, developing a self-

perpetuating non-oil sector has proved more difficult than earlier Saud1 planners

had predicted (Vassiliev, 1998).
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2.3 Development of Saudi Economic Policy

Saudi Arabia first established a planning agency in 1958 in response to
suggestions of International Monetary Fund (IMF) advisers. Planning was limited
in the 1960s, partly because of Saudi financial limitations. The government
concentrated its limited funds on developing human resources, the transportation
system, and other infrastructure aspects. In 1965, planning was formalised in the
Central Planning Organisation, and in the 1975 government re-organisation, it
became the Ministry of Planning. The Ministry of Finance and National Economy

controlled funding and had considerable influence over the execution of the plan.

Although the economic policies were formalised and adopted through each Five-

Year Plan, three major events have reformed the Saudi economic policies. During
the period studied (1970-1995), Saudi Arabia has experienced three phases of
economic and political events. The first phase (1970-1985) was known as the o1l
boom period. This phase experienced an expansion in the industrial sector,
construction, infrastructure and transport, and several pipeline projects grew
rapidly to facilitate the sale of oil. The second phase (1986-1989) started after the
crash of oil prices in 1986. The sharp downturns in world oil prices led to a
decline in oil revenues and the draw-down of foreign investments to supplement
the domestic expenditures. The third phase (1990-1995) was in the 1990s,
specifically during and after the Gulf War in 1990-1991. The Gult War had a
harmful effect on the economy by forcing the government to borrow from
international institutions. These three events have had an impact on the Saudi

economic structure, and hence, on the Saudi policy makers’ strategies. In the
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remaining part of this chapter we are going to introduce and analyse these policies

and the main economic characteristics for each period separately.

2.3.1 Economic Policy During the Oil Boom (1970-1985)

In the early 1970s, the economic situation changed dramatically. The quantity of
oll exports expanded substantially, royalty payments and taxes on foreign oil
companies increased sharply, and oil-exporting countries, including Saudi Arabia,
began setting and raising oil export prices. Saudi revenues per barrel of oil,

averaged from total production and o1l revenues, increased from US$0.22 in 1948
to US$1.8 1n 1970. By 1973, the price had reached US$5.04, and higher in 1974

following the Arab oil embargo. In 1982, the average export price per barrel of oil

reached well above US$29. As a result, between 1973 and 1980, Saudi oil
revenues jumped from Saudi Arabian Riyal (SR) 13.4 billion to SR 189.3 billion.

At last, the higher oil revenues gave the Saudi government the means to make

major structural changes in the economy.

One choice facing Saudi planners in the early 1970s was whether to control o1l
production at a level that was adequate to finance limited economic and social
development, or to allow production at a level that would meet world demand for
crude oil. Choosing a relatively high production level would force a decision on
whether to use resulting revenues for rapid domestic economic and social
development or long-term investments abroad. Those planners who wanted to

restrict oil production, except for that needed for limited development, argued
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strongly that this policy would best preserve the country's resources for future

generations.

The choices emerged by 1974, and Saudi Arabia pledged to keep oil flowing at
moderate prices, appropriate to world needs, arguing that the country was as
dependent on the stability and prosperity of consuming countries as those
countries were on Saudi oil. Saudi Arabia advocated a policy of moderate
increases 1n o1l prices that, in effect, would index the oil price to world inflation,
and to economic growth in the major consumer countries (Rustow, 1983).
Moreover, 1f Saudi Arabia wanted to ensure that oil would remain the energy

source of choice, moderate prices were crucial.

Despite these attempts to moderate o1l prices, the supply and demand basics of the
international o1l market combined with the changes in ownership of downstream
assets to raise international oil prices, creating huge pressures on the domestic

front to invest rising oil revenues in developing the country’s economic and social

infrastructure.

By the mid-1970s, the government had decided to use most of the growing o1l
revenues for a massive development effort. An important part of that etfort was to
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