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Abstract

This study sets out to investigate the causal relationship between

concentration and exports in the Saudi economy, to explain the pattern of
diversification over time in relation to planning periods, to examine the effectiveness
of the diversification policy in achieving growth, and to consider the implications of

the GCC groupings on the diversification argument. In the course of this

investigation, the theoretical foundations of trade policy and economic integration
are discussed and the economic features of Saudi Arabia and the GCC countries.

The Saudi Government has sought to diversify the economy, and these efforts
have been reinforced by greater regional integration with the GCC member
countries. Yet, attempts at diversification do not appear to have produced substantial
effects on the pattern of production and trade.

The study employed the Gini-Hirschman coefficient to measure concentration

and has related values of these coefficients to measures of fluctuations in total

earnings. In addition, the study applied a proportionate contribution statistics model,
which 1s based on the Markowitz-type model, to investigate more directly the extent

to which instability in total export earnings of Saudi Arabia is related to




concentration. For this purpose, the work focused on Saudi GDP, exports and
markets for a period of 26 years from 1970 to 1994.
The general conclusion of this study was that there is ample theoretical and

practical justification for diversification policies in terms of commodity and
geographic markets. When the concentration and instability measures were applied
to the Saudi economy, the following were indicated: (a) while the thrust of policy is
based on a widening of the composition of export products and market zones to
achieve a fall in export instability, it is found instead that the level of instability has
been falling in the more recent part when Gini-Hirschman coefficients indicated
Increasing levels of commodity concentration and decreasing levels of geographic

concentration; (b) according to the results from the proportionate contribution

statistic, Saudi o1l exports and traditional markets contributed disproportionately to

total earning instability; and, (¢) the GCC market is more stable than other markets,

although there are several impediments that delayed the establishment of customs

union among member countries.
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Chapter One

Introduction

1.1  Argument of the Research

For over a quarter of a century, Saudi development plans have focused on the
establishment of a strong infrastructural base, particularly in the areas of

telecommunications and transport facilities, on the development of human resources

and on the diversification of the economic base. The overall aim was to create a
powerful economic foundation with diversified resources. Attempts to achieve
diversification have been the central focus of the Kingdom’s long-term development

strategy, which postulates a reduced dependence on the exploitation of depletable
crude oil resources as the main source of national income. This necessitates the
establishment of other strong economic sectors, such as petrochemicals and the
manufacturing and agricultural sectors as sources of income and economic growth.
Against this background, this study considers Saudi diversification of its

productive base and of the market zones for its oil and natural gas and their by-

products. This is necessary in order to confront the forthcoming task of the world’s

new economic and political order. Clearly, the unification of the European economic
market in 1992, the increasing regionalism among nations and the emergence of the
World Trade Organisation (WTO) pose a serious challenge to the economy of Saudi
Arabia as it seeks to acquire improved levels of competitiveness, industrialisation

and specialisation. Quite apparently, the Saudi economy is suffering from the
bounded nature of its market, the fluctuations of its productive structure and the

weakness of forward and backward economic linkages, as well as the reliance of



most of the Saudi economy on oil and petrochemical exports to highly developed
traditional markets, namely, Japan, EU and the USA.

The Kingdom’s comparative advantage, derived from the availability of oil

and natural gas, has given these natural substances a strategic position at the national

level as the major source of Government revenues and income. The growth in export
earnings has permitted increases in fixed capital formation in Saudi Arabia and has

facilitated the procurement of materials and equipment needed for economic

development. Nonetheless, the commodity and geographic concentration of exports
on a few key products and markets exposes Saudi Arabia to factors such as global
economic fluctuations, hegemonic power, fluctuations in earnings, instability in the
world economic order, and the influence of monetary and fiscal policies
implemented by the industrial countries (e.g. Massell: 1970, pp. 622). Thereis a
great susceptibility to policies aimed at fostering energy conservation In oil-
importing countries, which limit the quantities of oil and 1ts by-products being
imported. This resulted in fluctuations in Saudi exports with consequent effects to
the Saudi economy.

In principle, Saudi Arabia, in seeking to pursue economic growth and
prosperity, could consider two major alternative paths. First, the Kingdom could
look “inward” to widen its industrial base and to enhance the quality of labour and

managerial skills. This would establish a base for the production of competitive

import-substitution goods and later export products.

Secondly, the Kingdom could adopt a more “outward-looking” policy stance
which focuses on developing market strategies and economic opportunities with

other nations, especially those of the GCC and EU and by joining the WTO. The



consistent philosophy of moving to unrestricted trade within the Single Market of the
EU has been adopted by the GCC countries. The GCC General Agreement explicitly
specifies diversification as an important policy objective. In essence, Saudi Arabia
and the other GCC economies are encouraged by the agreement to explore the

possibilities of diversifying their economies through establishing a customs union to

promote their industrial sectors and thus, to reduce dependence on export revenues.
Saudi Arabia produces a markedly different set of products from those
produced elsewhere, e.g. inthe EU, and this is reflected in its different trade (export

and import) composition. The Kingdom and, indeed, the other similar GCC

members represent a substantial market for EU countries’ exports. The EU

represents one of the largest trade partners for GCC member countries especially in
respect of GCC imports. About 31 percent of GCC imports are from the EU, while
their exports to EU are around 14 percent (GCC Economic Data book: 1996, pp.
116).

In global terms, increasing attention to diversification emerged during the
1950s and 1960s as many of the developing countries attained their independence.
Many countries put in place export diversification policies as part of their strategies
to attain their development and growth objectives. At an academic level, although
numerous, early empirical cross-sectional studies could claim no clear causal
relationship between concentration and export fluctuations to justify the adoption of
diversification as a viable policy objective. However, subsequent studies (Love:

1979b, 1986; and Glezakos: 1973) concentrated on individual country experiences,

and time series studies suggested a reasonable causal relationship between



concentration and export fluctuations. Consequently, diversification seems to be

defensible as a possible policy option.

1.2 Statement of the Problem

Diversification has been a central policy issue for most developing countries

since they achieved their independence. Diversification can be achieved either
through (a) import substitution industrialisation which marked the first phase (1940s-
1970s) of trade policy, or (b) neutral export orientation industrialisation, which
marked the second phase (1970s-1980s) of trade strategy; and, or (c) more- export

orientation industrialisation, which determined the beginning of the third phase

(1980s to the present).

During and after the Great Depression and the Second World War, deliberate
efforts were made to encourage industrialisation via Import-Substituting-
Industrialisation (ISI) policies to attain self-sufficiency and economic independence,
seeking to reduce drains of foreign exchange reserves and hence to achieve
industrialisation.  The Prebisch-Singer (1950) hypothesis of secular decline

encouraged the establishment of ISI regimes by highlighting the movement of the

commodity terms of trade against primary products. Nurkse’s view (1962) of
“export pessimism” also reaffirmed the argument that the causes of the alleged
decline 1n the terms of trade of the LDCs lie outside their control. ISI regimes were,
to a great extent, a reflection of the view that developing countries have only limited
potential for obtaining economic growth through the expansion of exports. Indeed,

many developing countries believed that trade was harmful to them, rather than a
possible engine of growth. According to the ISI strategy, full employment of

relatively abundant local resources can only be maintained by home replacement of




an existing import market. This line of argument provides the justification for: first,
protecting domestic infant industries until they were sufficiently mature to survive
international competition; and secondly, for implementing appreciation in their
exchange rate.

As the ISI approach failed in practice to inspire export diversification and to
achieve its objectives of attaining sustainable industrialisation and employment
creation, there was a shift in the policy level and in the academic field, to outward-
orientated industrialisation strategy. Such outward-orientated strategy was inspired
by the success during the 1980s of the Newly Industrialised Countries of East Asia
(NIC), which accomplished dynamic gains from trade by apparently undertaking
policies to promote exports. Since the incentive structure was based on average

incentives for both exports and imports, this phase permitted government

intervention to protect some sectors of the economy without exhibiting on average a

bias against exports.

As many countries adopting neutral and semi-neutral incentive schemes
failed to perform well economically, there was a general appeal from international
organisations such as the World Bank (1987) to move the attention towards a strong
or ultra export orientation industrialisation policies. Whatever the degree of export
promotion strategy, the common feature of export-promotion strategies is that they
are market-orientated. Reliance is placed on pricing incentives and “getting prices
right” rather than on quantitative controls. = An outward-looking strategy 1is

accompanied by “realistic” exchange rates; and it is geared to the international

market and the eaming of foreign exchange.



In the academic literature, much of the debate on diversification policies has
revolved around attempts to establish as to whether there is a causal relationship

between concentration and the pattern of export earnings, and more specifically,
fluctuations in export earnings which are thought to be damaging to domestic
economies.  Except for the work of Love (1979a, 1982, 1983, 1984, 1992) and
Massell (1964, 1970), most of the studies in this area provided inconclusive
outcomes, which suggested that there was not sufficient evidence to justify
diversification as part of development policy (i.e. Macbean: 1966; Maizels: 1968:;
Kenen and Voivodas: 1972). However, the 1980s and the 1990s have witnessed a
shift from cross-sectional to time series studies (Love: 1986; Glezakos: 1973), the

results of which tended to suggest a reasonable causal relationship between

concentration and export fluctuations.
1.3 Focus and Importance of the Research
By applying established methods to circumstances and data where those
methods have not been applied previously, this thesis hopefully will contribute to an

understanding of the issue of diversification in the Saudi context. Furthermore, it is

intended that this thesis will be helpful to those considering the diversification in a
policy context.

Despite efforts by the Saudi Government to implement a diversification
strategy, evidence iIndicates increases in the dependence on oil even after six
development plans over the period 1970-1995. Statistics reveal that dependence on

oil has increased in the late eighties and early 1990s in contradiction of the main
thrust of policy (SAMA Annual Reports: 1998, p. 134; 1997, pp. 100). This thesis

attempts to examine the progress towards diversification, knowing that a substantial




period of time has elapsed since the Saudi Government shifted to its diversification
strategy and then agreed to participate in the GCC.

1.4  Research Objectives

The objectives of the study can be summarised as follows:

(1)  to investigate the causal relationship between concentration and exports in the
Saudi economy.

(1) to examine the extent of diversification in relation to planning periods in
order to explain the pattern of diversification over time.

(111) to consider to what extent the diversification policy is effective as a viable
policy option for solving the problem of concentration and export fluctuations

and, thus, can be effective 1n achieving growth and economic affluence.

(iv) To consider the implications of the GCC groupings on the diversification

argument.

(v) to make appropriate recommendations to policymakers concerning effective

ways to diversify their economies.

1.5  Definitions of concentration and export fluctuations

In brief, the term concentration is defined in terms of the shares of traditional
exports to total exports. The conventional wisdom is that the proportions of
traditional export, often comprising only of one or few products, tend to remain high,
le. a country may be seen as “putting all its eggs in one basket or in very few
baskets”. Commodity concentration, with only a limited set of other similar
traditional exports, runs the risk that these products will exhibit high covariances in

export earnings and eventually these movements will be reflected in the country’s

total export earnings. Analogously, concentration can take the form of geographic



concentration, where a country sells its products to a limited set of markets so that
any fluctuations in demand in those markets will be reflected in the country’s export
earnings.

While concentration is regularly defined in these terms and, as shall be seen
later, 1is typically measured by the Gini-Hirschman index, there is no common
“universally-accepted” definition of export fluctuations in the literature, and
therefore, no “standard” measures are available. However, there is a general
agreement on the treatment of export fluctuations in terms of deviation from trend

values. Ways in which this is translated into a useable measure are discussed later.

1.6 Research Limitations

In doing research on the Saudi economy, several major difficulties are

encountered. The foremost is the common problem of finding complete and recent
statistical data. Largely, the national statistical institutions can explain the problem
of the low level of efficiency. This problem imposes limitations on the areas of
research. Data availability requires that research areas be limited to topics covering

exports, imports, Government expenditure and revenues and investments, while

consistent and reliable data are not available for variables such as employment.
Secondly, there is a problem in obtaining clear and complete data, free of
discrepancies concerning the relationship of the Saudi economy with its counterpart
GCC economies. There is a lack of publications containing simple and
straightforward descriptive explanations of the GCC development strategies as well
as the functions of those national and regional GCC institutions responsible for the

preparation and implementation of these strategies. This lack of publications

impedes and delays examination of internal and external GCC economic relations.



Thirdly, due to the fact that the petrochemical sector has only been established

recently in the Kingdom, there 1s insutficient information and data to provide the

means to drive an applied study in this area of research. The lack of sufficient data

concerning the Saudi petrochemical sector limits the scope of the research in the

context of the non-o1l sector. It is intended that this study, although modest, will be a

step forward toward a better understanding of the problem concerning this area of
study which is of vital importance to Saudi Arabia.

1.7  Formulation of the Hypothesis

In agreement with the literature review in chapter Two and chapter Six of this
thesis, and in harmony with the conceptual definitions presented in section 1.5, and
later in chapter six in section 6.2, a number of research hypotheses concerning the
relationship between Saudi export concentration and economic stability will be

examined. The hypotheses are formulated to apply established methods to

circumstances and data, where those methods have not been applied previously.

Furthermore, the hypotheses attempt to test and evaluate the progress towards
diversification, knowing that a considerable period of time has passed since the Saudi
Government shifted to its diversification strategy and then agreed to participate 1n the
GCC. These hypotheses are as follows:

1. Although there have been substantial efforts by Governments to develop the
manufacturing base, primarily through development of downstream
petrochemical activity and these efforts have been reinforced, at least potentially,
by efforts at greater regional integration through the GCC, the Saudi economy

remains heavily dependent in terms of output and trade on the oil producing

SEeCtor.



2. Attempts at diversification do not appear to have produced as yet substantial
effects on the pattern of production and trade.
It 1s obvious that the above stated hypotheses are related to the research

objectives discussed earlier in section 1.4. Consequently, these research hypotheses

will be tested using the measures of concentration and export fluctuations, discussed

in ample length 1n chapter six, and which will be the main concern of chapter Seven.

1.8  QOutline of the Research

To access the main objectives of the research, the scope and inquiry is
divided into eight chapters, including the introduction as Chapter One.
Chapter Two centres on the importance of industrialisation and the ways in which it
may be achieved in Saudi Arabia and the Gulf region. The main emphasis 1s on
investigating the scope of industrialisation and its basic theoretical background.
Furthermore, the chapter involves a review of the conventional approach to

economic integration schemes. Since integration is based primarily on the theory of

customs unions, both static and dynamic effects are included in the analysis.
Chapter Three briefly examines the main characteristics, including the structure of

exports and industrial development, of the Saudi econdmy. As Saudi Arabia 1s the
country of interest in this inquiry, the main focus is on analysing the strategy of
diversification from a Saudi perspective, as emphasised 1n the various development
plans. A brief analysis of various sectors and their behaviour over time is advanced,
accompanied with diagrams which allow an overview of the reaction of these sectors
in relation to diversification policies.

Chapter Four is devoted primarily to GCC economies. This chapter discusses the

scope of interdependence and development between the GCC Countries. The

10



purpose is to analyse the industrial and trade structures, to explore the similarities

and differences, and to observe existing patterns of integration. Objectives and

policies for development of a trade union are also set out. Furthermore, the emphasis

1s to focus on the obstacles and problems of economic interrelation within the GCC

group to determine “appropriate” methods of cooperation.
Chapter Five 1s divided into two sections: section one defines the petrochemical

industry and analyses its structure, stages of production, major characteristics and

principal markets. Section two considers the potential importance of the
petrochemical industry to the Saudi economy, the inter-linkages created within the
economy, the main problems facing the industry and the relevant policies and
strategies implemented towards the industry.

Chapter Six 1s concerned with describing the research design and the methodology

used in collecting and analysing data on the relationship between the forms of
concentration and export fluctuations in Saudi Arabia. This chapter bridges the gap

between the theoretical framework and the empirical findings. It also outlines the
methods of analysis that are used in measuring concentration and export fluctuations

in the Saudi economy.

Chapter Seven analyses the findings of the study according to measures that have
been developed in chapter six concerning concentration and instability issues.
Chapter Eight draws the main conclusions of the study. The chapter also discusses

the implications of the findings from the study and suggests areas for future research.
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Chapter Two

Review of Literature

Chapter one gave a broad perspective on the main direction of the research, a

statement of the research issue, a statement of objectives and a sense of the

significance of the research. Furthermore, it gave a broad overview of the chapters

of this research. This chapter focuses on the importance of industrialisation in the
Gulf region, particularly in Saudi Arabia, and on the ways in which industrialisation

may be achieved. Built on customs union theory, this chapter will review how

regional grouping may operate as a system to help create markets for the GCC

countries.

2.1 THE NEED FOR INDUSTRIALISATION

Industrialisation i1s a means through which developing countries hope to
achieve higher levels of economic growth. Several reasons are put forward to justify
why less developed countries (LDCs) strive to industrialise (Sodersten and Reed:
1994, pp. 404-405). First, LDCs are convinced that, by following the same
industrialisation path as developed countries, they will attain their goal of economic
growth.  Secondly, the urgency to embark on industrialisation is due to the
inelasticities of demand for primary products and the attendant and well-realised
implications for primary exports and the balance of trade. Thirdly, there is a
perception that a more comprehensive economic base may lead to greater stability in

macro-economic variables such as national income and foreign exchange earnings.
Fourthly, industrialisation may raise productivity and eventually an increased

utilisation of resources.  Fifthly, achieving industrialisation may decrease the
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country’s reliance on other countries. Finally, industrial processes involve more

technological advances than primary products and may contribute more positively to

the dynamism of the domestic economy.

Evidence from the experience of the industrial economies show a close

correlation between development and industrial expansion. Conceptually,
industrialisation 1s a process of transforming the structure of the economy through
time from alow income and productivity economy to a more efficient industrial one
with higher per capita income (Meier: 1995, pp. 327). Such transformation involves

the changing of output shares and the reallocation of the labour force and other factor

inputs within the economy.

According to Meier (1995, pp. 333), structural transformation results from the

movement towards specialisation and market participation. The rapidity of this

process depends largely on the rate of capital formation. Pack and Westphal (1986,

pp. 90) argue that indigenous technological dynamism (factor-neutral or factor

saving) and the relative rates of increase and use of the factor inputs - not simple
factor accumulation and allocation- are core and necessary for successful
industrialisation. Meier (1995, pp. 366) further holds that national technological

dynamism is a complex interaction of three factors: enterprise, markets, and a variety

of institutions that are subject to policy intervention in support of industrialisation.

Technology is a major element in the industrialisation process. It generates
spillovers as it benefits other activities in the form of technological dispersion

(Grossman and Helpman: 1993, pp. 16). LDC governments should therefore select

the “appropriate” technology to avoid economic distortion and inefficiency at a

macro level (Meier: 1995, pp. 369). Meier argues that a haphazard application of
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technology will lead to a concentration of resources, saving and expenditure on
human resources and infrastructure on a small part of the economy. Subsequently,

some modifications and appropriate selection mechanisms are required before

applying the technology adopted from advanced countries.

The concept of the “big push” is a dominant influence in the debate on
industrialisation and is frequently regarded as signalling a path to development
(Meter, 1995, pp. 344). During the 1980s the thrust of the debate shifted to a view
that industrialisation cannot be sustained in developing countries by relying on
import substitution policies. Rather, it was argued, it should be carried out through

export-led policies. This shift reflects the view that industrialisation under strong

inward orientation leads to serious inefficiency and retards economic development

(Salvatore and Hatcher: 1991, pp. 13).

Much of the attraction of industrialisation 1is that it generates employment,

enhances skills, helps achieve higher levels of per capitaincome and overcomes

domestic demand constraints (Pack and Westphal: 1986, pp. 91) and (Meier: 1995,
pp. 333). Industrialisation creates new job opportunities. Furthermore, it accelerates

the acquisition and mastery of new skills and new technology, leading to higher

productivity and higher remunerations.

Complementarity among different industries provides a set of arguments in
favour of large-scale planned industrialisation. Meier (1995, pp. 344) argues that
achieving complementarity between industries creates additional new markets. In

essence, the complementarities of demand patterns will increase the motives to invest
by reducing the uncertainty of acquiring markets, and, thereby, reduce the domestic

demand constraint (Meier: 1995, pp. 345).
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Pack and Westphal (1986) and Meier (1995) point out that industrialisation
presumes some form of functional and selective intervention by governments to
provide necessary infrastructure, to promote market efficiency and to foster a stable

macroeconomic environment. If industrialisation of the developing countries were
left entirely to the customary motive of the private sector, they would contend the

process of industrialisation, the rate of investment and, as a result, national income
levels would be negatively affected. Selective intervention by the State is necessary

to guarantee a sufficient amount of investment, possibly by includihg new and
strategic industries that would help transform external economies into internal
profits. Functional intervention by the government is also necessary to overcome

market failures and to neutrally strengthen market forces.

The nature of the intervention needed may vary according to the stage of

development and national objectives, and according to the ability of the government
to undertake effective intervention (Meier: 1995, pp. 343-365). Though a minimum

quantum of investment is necessary, but not a sufficient condition for success,
investment through a “big push” is often seen as being required to overcome
domestic market constraints. A sufficiently “big” quantum of investment requires
the existence of efficient institutions and a correspondingly large amount of savings.
This saving is difficult to achieve in low-income, less developed countries but 1s

accessible 1n the Gulf countries.

Allyn Young (Meier: 1995, pp. 344) emphasised that increasing returns

accrue to the firm by: (i) growth of the firm’s size; (ii) growth of the industry; and
(iii) growth of the industrial system. The range of increasing returns becomes wider

when specialisation and better use of resources help overcome indivisibilities
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generating pecuniary external economies. Social overhead capital 1s a major
ingredient in creating a climate for investment opportunities in other industries,

though often with relatively long gestation periods. Industrialisation creates indirect

effects through inter-linkages among industries which help to attain development.
Meier (1995, pp. 347) explains the joint linkages effect through the cumulative
nature of development, with forward and backward linkages leading to

complementarities among industries.
2.2  Ways in which Industrialisation is achieved

A country’s size, its natural endowment, the skills of its people, the stability

of its government and institutions and their ability to promote change, and the fiscal,
monetary, and exchange rate policies are important factors that influence a country’s
ability to industrialise (World Development Report: 1987, pp. 1). Trade plays a

crucial role in industrialisation even during the early stages of industnal

development.

During the European Mercantilist era (1500-1750), economic activities were

based on zero-sum game principles. The Mercantilists argued for the need to
maintain a positive trade balance to increase wealth and well-being through
subsidising exports and through the imposition of taxes, quotas and high tariffs on
imports of consumption goods. Mercantilists demanded taxes on imports for two
reasons: first, they considered it as a way of creating jobs and income; and, secondly,
because of their perception of imports as a way of losing precious specie (Lindert:

1991, pp. 18 and 41). However, the Mercantilist view of holding gold and precious

metal to acquire wealth was altered by the price-specie-flow argument of David

Hume (1752). One of Adam Smith’s (1776) important insights was that the
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productive capacity of a nation determines its wealth and not the holding of precious
metals, and he developed the concept of absolute advantage (Appleyard and Field:

19935, pp. 24-26).

According to Smith, a case of absolute advantage is created when countries

are absolutely (in terms of their use ofresources, especially labour) “better” than

others at making particular goods. Smith also recognised that certain advantages
could be acquired through the accumulation, transfer and adaptation of skills and

technology that were consistent with the natural endowment of the country

(Appleyard and Field: 1995, pp. 26).

Ricardo (1817), through his principle of comparative advantage, gave further
impetus to the case for free trade. His principle of comparative advantage was based
on the premise that, given the immobility of factors of production, there can be gains

from trade even though the country does not have absolute advantage(s) in Smith’s

terms. Comparative advantage exists whenever there are differences inrelative

productivity as seen in circumstances where the opportunity costs of producing

commodities differ between countries. The differences in relative productivity

across countries allow for mutually profitable trade (Meier: 1995, pp. 455).

The Ricardian principle was then refined and generalised to adapt to modern
conditions by including increasing marginal costs as well as other factors of
production besides labour and explicit demand considerations. The Swedish
economist Bertil Ohlin in 1930 developed and publicised his theory of factor

proportions in the production of different products in different countries. The

subsequent Heckscher-Ohlin (H-O) analysis was based on the assumption that trade

takes place between countries when the country uses its relatively abundant factors
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more 1ntensively to produce exports with lower prices and exchange them for the

products that use its scarce factors more intensively (Lindert: 1991, pp. 34-42). The

H-O theory explains some inter-industry trade patterns. It implies that countries such

as Saudi Arabia and other Gulf Countries, with a relatively abundant natural resource
(oil), have cost advantages in oil-intensive products and hence a potential for gainful

trade. Meier (1995, pp. 455) argues that as long as different relative factor

endowments exist in countries, there will be a motive for international trade because

of differences in costs of production and, consequently, in prices.

Contemporary trade theories which accentuate the effect of increasing
returns, product differentiation and imperfect competition indicate that LDCs can
make use of the concept of dynamic comparative advantage and proceed up the
ladder of comparative advantage. Thus they can emerge as exporters of

manufacturers in areas where developed countries lose comparative advantage. The
“catching-up” process describes the sequence a country goes through from being an

importer of manufactured goods and an exporter of primary goods to becoming an
exporter of manufactures as domestic costs reach the international competitive cost

starting point.

Changes 1n comparative advantage depend on the level of technological
progress, the duration of imitation lags, and the product cycle (Meier: 1995, pp. 456).
Meier states that since changes in comparative advantage are dependent on changes
In countries’ factor endowments, LDCs may be confined to exporting older products

rather than high-technology products. Moreover, differences in products give rise to

intra-industry trade, which accounts for 60 percent of world trade.
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With respect to trade policy, a large number of researchers have found a

strong relationship between a country’s trade policy regime and its dynamic

performance. The World Bank (1987) and Syrquin and Chenery (1989), for example,

reported that countries with an outward orientation tend to achieve higher

productivity growth rates than those with inward orientation. This finding ofa
positive association between outward orientation and growth rates is corroborated by

the more detailed case studies of individual countries reported in, for example,

Kuznets (1988), although not all authors (see Singer: 1988 and Sheehey: 1990)

accept the outward- orientation view so fully.

The aim of the following section is to examine and to apprziise the main
arguments related to the relationship between trade and economic growth that
influence LDC’s trade and industrialisation policies and to set the ground for the
study. The literature has classified the conflicting perspectives on the relationship
between trade and economic growth and on the process through which

industrialisation is achieved through the “trade via import substitution” and the

“trade via export promotion” perspectives.
2.2.1 Import Substituting Industrialisation (ISI)

In the early post-war years most development economists and policy makers
in developing countries supported the “export pessimism” arguments and the
associated inward-orientated strategy, which is often referred to as the import-
substitution strategy. The export pessimism view then retreated in the mid-1960s

and especially in the mid-1970s, and many countries switched toward more pro-trade

and export-orientated policies.
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In the 1980s, against a background in which export promotion arguments
were being extensively promoted, arguments about import-orientated policies
returned 1n a different form. Although the focus of the first wave of “export

pessimism” was on the inauspicious potential for primary product exports, the “new”
export pessimism was doubtful about the prospects for exports of manufacturers

from additional Newly Industrial Countries (NICs) (Meier: 1995, pp. 490).

Industrialisation via import substitution in most developing countries or, as

defined by Meier (1995, pp.355), “industrialisation from the top downward” through
the production of intermediate and capital goods is based mainly on the existence of

effective demand for the imported consumer products. The aim of the import

substitution policy is to develop an economically independent industrial sector biased
against exports, and dealing with the problems of balance of payment deficits by

improving the country’s term of trade (70T ). Intheory, advocates <.)f the import
substitution process establish their argument on the premise that while primary
export earnings of LDCs could grow only slowly, if at all, economic growth would
lead to rapidly rising demand for import-type goods. Domestic manufacture of
import-type goods usually involves overt protection. Following the infant industry
argument, government intervenes by introducing protective regimes with measures

such as tariffs and direct controls on imports to expedite the growth of domestic

manufacturing (Meier: 1995, pp. 470).

High levels of protection to switch demand to products produced

domestically, typically discourages exports due to the increased costs of domestic
Inputs, relative to the prices received by exporters. This rise in the relative cost of

domestic inputs may occur through domestic inflation or an appreciation of the
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exchange rate following the imposition of barriers to imports (World Development
Report: 1987, pp. 78). Essentially, protection puts a tax on exports through the

explicit or implicit taxation of export activities (Meier: 1995, pp. 470).

Several arguments may be used to advocate the benefits of an import
substitution strategy. Such a strategy may create employment in the industrial sector
and raise national skill levels. Secondly, import substitution may possibly cause
gains to terms-of-trade and increase the incomes of entrepreneurs and workers in the
industrial sector at the expense of expansion in the agricultural sector. Thirdly,

substitution of imports allows planners to economise on market information based on
the demand for import figures, as long as the industry is protected (Lindert: 1991, pp.

267-268).

Meier (1995, pp. 472) summarised the characteristics of inward-oriented
development strategies as: (1) its requirement of permanent protection whereas the

infant industry argument entails only temporary protection until industries mature

Internationally, although there is substantial variation in the rates of protection

among industrial activities. (2) the predominance of sellers’ markets that do not

contribute to the users’ needs, nor improve the productivity of firms. Furthermore,
ISI leads to higher cost since it does not capture economies of scale. (3) the
uncertainty in time and fluctuations in the exchange rates in the capitalist countries.

(4) 1n general, countries adopting the import substitution strategy tend to de-

emphasise the role of prices.

The export pessimism approach has several variants, with substantial
differences among them, including: (1) the Prebisch-Singer (1959) version of secular

decline in terms of trade, the Prebisch-Singer thesis holding that producers of
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primary goods in LDCs face a secular deterioration in their term of trade; (2) the lag

in demand for exports of LDCs relative to their domestic factor supplies due to low

income elasticities of demand for primary goods and the emergence of synthetic

substitutes for natural resources (Nurkse: 1959), this version of export pessimism
being characterised by Bhagawati (1990, pp. 12) as “elasticity” pessimism; (3) the
decline in the rate of economic growth in more developed countries that makes it

more difficult for the developed market economies to absorb all the increase in
exports (Lewis: 1980); and, (4) tariff and non-tariff trade barriers being imposed on

exports of LDCs (Prebisch: 1959; Lewis: 1980), is perhaps the major cause of export

pessimism today.

The Prebisch-Singer thesis postulates that the term of trade (70T) of

developing countries deteriorate due to the decrease in prices of periphery export
goods in relation to the prices of their imported goods. The reasons for that
deterioration as stated by Prebisch (1959, pp. 261) are: disparities in income

elasticity of demand for periphery exports and imports; differences in labour market
structure in the periphery and centre; protection in the developed countries; and the

technological gap between the periphery and the centre. Proponents argue that
technological advancement in developed countries affects the periphery negatively.
It may increases the price of imports if qualitatively improved technol-ogy carries a
higher premium on price, tends to decrease factors’ remuneration and decreases the
prices of their exports even though there is an increase in the supply of its exports in

absolute terms (which transfers benefits from the periphery to the centre).

Accordingly, Prebisch (1959, pp. 253) proposed industrialisation through import-
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substitution as the means to rectify the effects of disparities in foreign trade

elasticities.

Prebisch (1959) considers protection as an instrument to help developing

countries maintain their process of industrialisation in order to attain higher growth

rates.  Furthermore, Prebisch argues that developing countries should adopt
protective measures, through government intervention, in the market mechanism to
correct the effect of disparity in income elasticity without pressuring the developed
countries to consider reciprocity in protection policy. This will also reduce the

transfer of the increment in real income to the developed countries.

Nurkse (1959) presented a different argument. While Nurkse recognised the
role of trade as a potential engine of growth, he attributed a poor country’s export lag
to the lag in the rate of growth of external demand in relation to the rate of growth of

domestic factor supplies. The solution, according to Nurkse (1959, pp. 35) lies in

industrialisation.

Still another argument that enhances the interests of economists in the

contribution of international trade to economic development is that of Lewis (1980).
Lewis doubts the etfectiveness of trade relations between LDCs and MDCs. He
supports his argument by observing the statistical relationship between world trade 1n
primary products and the rate of growth of output in the MDCs. For Lewis, intra-
trade 1s the only solution for LDCs to attain self-sustaining growth to rectify
deterioration 1n the balance of payments. He further recommends that LDCs should

establish custom unions among themselves, giving preferential treatment to imports

from other LDCs. Hence, they may be able to help each other maintain agrarian
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change and make use of multinational cooperation, as well as sustain home demand

1n the face of stagnant world trade in primary products.

Prebisch (1959) and Lewis (1980) present yet another set of arguments in the

form of complaints against developed countries for their protection and tariff and

non-tariff barriers against the exports of developing countries. Prebisch argues that
the centre tends to keep the periphery away from liberalisation and industrialisation,
even during the former years of their great prosperity. Lewis (1980, pp. 564), on the
other hand, arguesthat MDCs have been discriminating against LDCs by increasing

barriers and maintaining the system of preference among themselves.

The import-substitution strategy has its merits in terms of labour training, the
development of entrepreneurship, the spread of technology, and the promotion of
infant industry. By contrast, this policy may also foster inefficiency and inequality in
income, reduce saving, discriminate against agriculture, and may lead to under-
utilisation of existing capacity, to the adoption of inadequate technqlogy and to

overcapitalisation of industry. Furthermore, an import-substitution policy, rather

than improving the terms of trade for developing countries, tends to slow down the

advancement of primary exports and to create inefficient manufacturing activities.

The foregoing factors, as well as the decline in the net import saving which
extends the need for foreign materials, equipment and technology, lessen the flow of

foreign exchange essential to foster development in the developing countries (Meier:

1995, pp. 471-474).
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2.2.2 Industrialisation via Export-Promotion Strategy

From an export-promotion perspective, industrialisation may be defined as

the production and export of both traditional and non-traditional products.
Moreover, export promotion may be defined according to the incentive-related
concept adopted by Bhagwati (1990). Meier (1995) points out that export promotion

means equality between the effective exchange rate for the country’s imports

(EER, ), and 1ts effective exchange rate for exports (EER.). These effective

exchange rates measure the incentive to import-substitute and to export respectively.

The export promotion case involves a neutral or bias-free incentive condition,

whereas an increase in EER, relative to EER, is defined as an ultra-export

promotion strategy, indicating a net incentive bias in favour of exports as compared

to import-substitutes.

The pursuit of either export promotion or the ultra-export promotion strategy

does not prevent import substitution in selected sectors. The term EER_ is defined
as the number of units of domestic currency that may be paid for a dollar’s worth of
imports, taking into account all the charges and other measures that affect the import

price. Similarly, the term EER_ denotes the number of units of domestic currency

that can be obtained for a dollar’s worth of exports, including any measures that

affect the prices of exports.

There are distinct advantages to be obtained from the implementation of the

export-promotion strategy. Relaxing a country’s foreign exchange constraint is a
necessary condition of adopting such a policy, and there are several indirect effects

and active considerations in favour of export-promotion strategy: (a) The domestic
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resource cost of saving a unit of foreign exchange tends to be higher than the
domestic resource cost of earning a unit of foreign exchange through export. This

means that the value of exports that may be produced with a given use of scarce

factors is greater than the value of imports that could be replaced. (b) As long as the

process of industrialisation relies mainly on exogenous world demand conditions, it
may provide a chance to exploit economies of scale, learning effects, and the
competitive gains in terms of x-efficiency that result in the lowering of cost curves
for the firm and the industry. (¢) The export-promotion strategy may attract direct
private foreign investment. Also, it tends to have more linkages to agriculture when
it involves the processing of primary products. It also upgrades labour skills when it
involves the production of labour-intensive manufactures. (d) Expoit-promotion
promotes other sources of foreign capital to the country that support exports, because
with a rise in export revenues, the ratio of debt service to export revenues decreases.
(e) It contributes more to the objective of greater employment and to improvement in
the distribution of income. Furthermore, it may reduce the cost of employment in
terms of the complementary use of scarce capital and imported inputs. (f) Export-
promotion can indirectly aid employment creation in the urban industrial sector by
avoiding an agricultural bottleneck that can otherwise handicap urban industrial

employment.

A central 1ssue 1n export promotion arguments is that they ascribe poor LDC
export performance primarily to internal factors and internal policy deficiencies.

Kravis (1970) criticises Nurkse’s (1959) trade growth analysis and his misplaced
faith in the role of trade during the 19" century. Kravis (1970) attributes “good”

growth rates to favourable internal factors and he regards trade as a “handmaiden™
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rather than as an “engine” of growth. He maintains that external demand is not a

necessary or a sufficient condition for growth and trade is one among many factors

that affects growth. Kravis (1970), after investigating market conditions for LDC

during the 1950s and 1960s, attributes poor performance to lower shares in world

trade in terms of total world exports and in terms of world exports of primary
products, and specifically to three factors. These are: pervasive pessimism about
trade, competition from substitutes or production of like commodities, and failure to

consider new export industries.

While developing countries as a group were not successful in international
markets, Kravis observed differences in performance among the developing
countries. Evidence indicates that countries with higher export ratio to GDP tend to
experience higher growth rates, to be more competitive, and to have a more
diversified export base. Through trade, LDCs achieve dynamic gains such as
overcoming the diseconomies of being small countries. In addition, they realise
dynamic efficiency in their mobilisation and allocation of resources in the form of a)

utilisation of plant capacity; b) the realisation of economies of scale; ¢) a declining

incremental capital-output ratio; d) the gains of x-efficiency; €) higher saving ratios;
f) the transfer of factors to activities with higher marginal productivities; and g) the

overcoming of organisational dualism (Meier: 1995, pp. 362).

Kravis (1970) argues, however, that tariff and other trade restrictions lead to
the creation of high costs of imported inputs in agriculture, depress agricultural and

industrial exports, turn the internal terms of trade against agriculture reducing the
wherewithal to increase agricultural production, increase the propensity to import

with attendant strains on the balance of payments, and lead to the emergence of
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industries that depend for their profits on protection and government decisions rather

than by cutting their costs. Such factors neglect and negate comparative advantage

and the potential for developing new export industries.

Proponents of export promotion policy such as Bhagwati (1990, pp. 19) do

not deny the role of government intervention in a country adopting an export

promotion regime. Instead, Bhagwati considers it of value in making the export

promotion strategy work successfully, through establishing the necessari/ confidence

to reap the advantageous benefit of such a strategy. Although Bhagwati agrees that a

laissez-faire policy would help satisfy the requirement that EER, = EER_,itisnota

m?

necessary condition for that outcome.

In the 1980s many empirical studies (see, e.g. Feder: 1983; World Bank:

1978) were conducted to study the relation between export promotion strategy and

economic performance, and more specifically between export performance and

growth performance. The hypothesis of the causal relationship between export

promotion strategy and growth is widely accepted by agencies such as the World
Bank, which has sponsored liberalising trade policy reforms in developing countries

in the last decade.

Advocates of export promotion theory assert that there is a significant
relationship between export performance and growth. Such evidence, they contend,
indicates superiority of export promotion strategies over import substitution strategy
and the importance of access to international markets in providing a means of

permitting more rapid growth. Krueger (1980) affirms that countries adopting an

export-orientated trade tend to experience more rapid growth in their traditional
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exports as well as in their non-traditional exports than countries adopting on import-

substitution strategy.

Krueger (1980) proposes three factors to explain differences in growth

performance. These are: first, technological-economic factors which include such

phenomena as minimum efficient size of plant, increasing returns to scale,
indivisibilities in the production process and the necessity for competition; second,
excesses in the ways in which import substitution strategies are administered; and
third, the belief that polices adopted in pursuit of an export promotion strategy are
generally far closer to an optimum, both in the sense of equality between the

international marginal rate of transformation and the domestic marginal rate of

transformation and with respect to the domestic market, than are those adopted under

import substitution.

The World Development Report (World Bank: 1987, pp. 8) similarly preters
the export promotion strategy to the import substitution strategy. The Report

examined forty-one economies and concluded that outward-orientated economies
provide incentives to industrialise smoothly and tend to perform better than inward-
oriented economies. While recognising that the shift toward outward-orientated
strategy entails some costs such as temporary unemployment that necessitate certain
forms of trade policy reform, the Report (1987, pp. 9, 109-112) suggests replacing
quantitative restrictions with tariffs to afford links between domestic prices and

foreign prices. Reforming tariffs means imposing reductions in the variation in rates

of protection alongside reductions in its overall level.

Despite the extensive literature in support of the outward-orientated growth

strategy, Sheehey (1990,1992) and Singer (1988) challenge the efficacy of the
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empirical studies supporting the benefits of an export-promotion strategy on the basis

of a positive relationship between exports and economic growth. Sheehey criticises
the work as biased by a built-in correlation between exports and GDP. - Meanwhile,

Singer (1988) criticises the way in which the export orientation strategy is defined
and how countries are categorised into four groups. Singer questions the claim that

an export promotion strategy is the only reason for the success in the economic

performance of South Korea. Singer also argues that South Korea is a single case

and 1t 1s dangerous to give generalised policy advice from any one particular case.
Singer (1988, pp. 235) further criticises the World Bank Report authors for not

treating income levels as a separate factor in their analysis, nor for considering the

risks of export and import instability to which outward-oriented countries with lower

income are exposed.

Nevertheless, these criticisms notwithstanding, the 1980s did witness a shift

towards outward-orientated strategies. Consistently with that shift and also with

Nurkse’s recommendation that countries should seek to foster trade among regional

groupings, the next section examines the theory of customs unions.

2.3  The Theory of Customs Union

Trade blocks and economic integration are composed of several degrees and
stages.  Five categories ranging from a “free trade area” to “total economic
integration” are distinguishable. These are: a free trade area, a customs union, a

common market, an economic union and complete integration.

The least intricate form of integration is a free trade area. In a free trade

area, members remove trade barriers in connection with commodity movements
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among themselves while keeping their separate national barriers against trade with
the outside world. In this case, member countries must maintain customs
administration on the borders to keep outside products from entering the high-barner

countries cheaply by way of their low-barrier partner. The disadvantage of the free
trade area stems from the possibility of commodity movement from outside the

region into the area with the lowest tariffs which reduces the impact of the

protectionistic effects of the higher tariffs imposed by other member countries.

In a customs union members remove all barriers to trade among themselves
and adopt a common set of external barriers, thereby eliminating the need for
customs inspection at internal borders. Nevertheless, a uniform external tariff will
cause a shift in the cost of production and pattern of trade within the region.
Although customs unions are designed to encourage trade through the elimination of
all barriers to trade across the board, the creation of non-tariff barriers and subsidies

reduces their influence and the corresponding benefits. Since 1981 the Gulf

countries have been seeking to form a customs union among themselves, and began

by establishing a free trade area.

A common market is similar to a customs union in that it involves removing
tariff barriers among partner countries but differs in that it also allows full freedom
of factor flows among partners. This stage of integration involves the
encouragement of specialisation and cooperation in productive sectors beside trade

promotion between the participants, and, thus, needs a high level of policy

coordination.
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A more developed stage of economic integration is represented in the

economic union. This stage exceeds the scope of the common market stage through

the partial adoption of unified and multilateral economic policies.

Total economic integration or a “unified market” is the highest stage of

economic integration. It involves unification of monetary, fiscal, social and welfare

policies as.well as policies toward trade and factor migration.

The above-mentioned stages of economic integration and trade blocks need

not necessarily follow in order, but can overlap and bypass each other without
precise delineation. However, it is essential to distinguish between the types of
integration and trade blocks and the different stages because a confusion of forms

and stages might lead to improper analysis of the results of regional development.

The initial theory of integration was based wholly upon the theory of a

customs union and the second best theory (Lipsey and Lancaster: 1956-7). The
theory of customs union is not concerned with the Pareto-optimum condition

because of the existence of tariffs. It is, therefore, a particular case of the theory of

second best.

The main objectives of establishment of a customs union among LDCs are to

reduce trade dependency of this group on DCs, to pursue industrialisation with

protected markets on a rational basis, to exploit advantages of economies of scale, to

improve the terms of trade, and to create the appropriate climate to encourage

investment among participants.

It was always argued, before Viner’s contribution, that a customs union or,

more generally, any reduction in tariffs would necessarily lead to a significant
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improvement in world productive efficiency and welfare, and that this would be a

step towards a more ideal situation (i.e., free trade). Viner (1950) chﬁllenged the

assumption that any customs union, being a step further in the direction of free trade,

would increase the sum total of economic welfare in the world economy.
Nevertheless, as Viner (1950) points out, a customs union, because it combines
elements of freer trade with elements of increased protection, can have both

beneficial and detrimental effects.

Viner’s (1950) pioneering distinction was between trade creation and trade
diversion.  Trade creation involves a shift in intra-union trade from high-cost
production in one partner to imports from a lower-cost producer in another member
of the union. Trade diversion, on the other hand, results from a shift in intra-union
trade from the lower-cost external producer to a higher-cost partner. Viner notes that
trade creation has favourable effects, while trade diversion has adverse effects on

economic welfare.

There are two identified types of effects that occur with the establishment of

an economic integration scheme: static effects and dynamic effects. The former
refers to the welfare gains and losses from the reallocation of production and
consumption patterns under the classical assumptions. The latter refers to the various
ways that economic integration affects the rate of growth of GNP of the participating
countries. The traditional theory of customs union is usually associated with the
attempts made to determine, through the static effects, the impact of customs union

on world efficiency in the allocation of resources. For LDC’s, the main emphasis

has been on dynamic effects for evaluating the desirability of economic integration.
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Lipsey (1957, 1960, 1980) and Gehrels (1956) extend, modify and
demonstrate the deficiencies of Viner’s analysis. They base their analysis on the
static gains from the formation of a customs union. Lipsey and Gehrels

independently cnticise Viner and the context of the traditional theory of economic
integration for not including the consumption effects that result from the formation

of a customs union. Both reject Viner’s implicit assumption that products are

consumed in some fixed proportion that is invariant with respect to relative prices.
Both demonstrate that trade diversion may be welfare-increasing when inter-

commodity substitutions are taken into consideration. They concluded that the
establishment of a customs union would lead to a neutral effect, or will increase or

decrease the welfare on both the production and consumption sides.

Yu and Scully (1975), using a mathematical framework within the
conventional three-country-two-commodity customs union model, introduce further
modification. Yu and Scully demonstrate that trade diversion may still be welfare-
improving in the presence of a domestic distortion. Besides, trade creation may be
inferior to trade diversion in the presence of an inter-industry wage differential. In
addition, Scully and Yu (1974) examined the effects of capital movements within a

customs union on welfare and concluded that trade diversion may also be superior to

trade creation in the presence of international investment.

Moreover, Akkihal (1973) argued that the literature of customs union theory
did not provide an adequate analysis of the “locational effects” which is defined by

Akkihal (1973, pp. 42) as ‘the change in economic distance between the production
point and the consumption point that results from customs union formation’. The

closer the production point to the consumption point, the more efficient are the
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locational effects. However, once the locational effect is recognised, trade creation

need not necessarily have a beneficial effect on economic welfare (Akkihal: 1973,

pp. X4).

El-Agraa and Jones (1981, pp. 3) criticise the ostensible simplicity of the

concepts of Viner’s trade creation and trade diversion as misleading. El-Agraa and
Jones claim that Viner was not successful in providing a complete theoretical
framework for his analysis. El-Agraa, (1981, pp. 103-117) conducting his analysis
under macro conditions, with foreign repercussions and constant prices and

coefficients, concluded that trade is beneficial to the customs union partner, and
detrimental to the other partner and the outside world. However, the extent of the

gains and losses 1s equal to an insignificant portion of the diverted trade.

However, there is a general agreement that it is almost impossible to derive
an a priori judgement regarding the net effect of customs union on trade flows
(Balassa: 1989, pp. 109). By and large, within the framework of the static effects,
the simple conclusion is still that as long as the net trade creation effects exceeds the
net diversion effects (assumed negative), economic integration, specially in the form
of a customs union, can be the second best arrangement. In general, in order to
determine the static effects of trade creation and trade diversion, it is important to
know the level of pre-union and post-union tariff rates among the members, the

elasticities of demand for the imports on which duties are reduced, and the

elasticities of supply of exports from the members and foreign sources (Meier: 1995,

pp- S08).

During the 1950s the theoretical literature of economic integration was

confined almost exclusively to customs unions among industrial economies. Since
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the 1960s increasing attention has been devoted to the problem of economic
integration among LDC’s where economic integration is considered as an approach

to economic development rather than as solely a tariff issue.

Conventional second-generation approaches, guided by Cooper-Massell

(1965) and Johnson (19635), argue that the basic customs unions theory with its free
trade orientation, with few exceptions, fails to explain what motivates a tariff. These
approaches assert the need for an economic theory of protectionism whose
development would allow a comparison of non-preferential tariff policy with the
customs union as an alternative protectionist rather than a liberalising mechanism.
The main possible reason for the formation of customs union, according to this
approach, 1s the desire of member countries to use tariff policies to realise
unattainable objectives through individual actions. However, this new approach
represents an extension to the theory of customs union, not a replacement of that

theory. It tries to address the question of what motivates countries to establish a

customs union to obtain higher real income when non-preferential tariff policy could

always do the same job (Krauss: 1972, pp. 417).

Cooper and Massell (1965a, pp. 745) answer the above concern by splitting
the effect of a customs union into two components: (a) a non-preferential reduction
that contributes to all an increase in the consumer welfare; (b) a re-imposition of
tariffs only on imports from third countries, (leading to trade diversion). .Cooper and
Massell argue that a customs union can be beneficial if the tariff reduction effect
outweighs the pure trade diversion effect. However, positive and negative effects

are not enough in themselves to justify governments in establishing a customs union.

According to Cooper and Massell, this depends on the bargaining power that small
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countries, who have no power over their terms of trade in the absence of a common

external tariff on imports from non-member countries, could have after forming the

customs union. Such bargaining power enables small countries to trade on more

advantageous terms and to maintain a protected domestic market by sacrificing less

in income than is possible through non-preferential protection (Cooper-Massell:

196354, pp. 747).

In this context, the formation of a customs union on a protectionistic basis

may represent the most efficient method for attaining some realised objectives, such
as the improvement of the terms of trade, the achievement of long term dynamic
gains in the form of increased influence of economies of scale, externalities and

sprecad of competition or economic stabilisation (Hatim: 1981, pp. 38).

Consequently, as a result of the operation of the dynamic factors, the enlargement of
the market through integration will raise the efficiency to a greaterextent if the

initial size of the market was small.

In order to illustrate the improvement in terms of trade for countries joining

the union, this analysis will adopt Heller’s (1973, pp. 191-192) aggregate excess
trade offer (70OC), shown in Figure 3.1, which summarises the union members’
willingness to exchange a combination of Y and X goods with the rest of the world.

It 1s assumed that country C', which represents the rest of the world, can export only

commodity Y. TOC"Y represents the quantities of goods X that the union

members are willing to exchange with other countries at different terms of trade,

while the curve TOC® represents the trade offer of the rest of the world. The

intersection point E, demonstrates the trade equilibrium in a situation where the

union member countries did not introduce a common external tariff.
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The introduction of an external union tariff, as a result of monopolistic or

monopsonistic power, shifts the excess offer curve of the union members to TOC,’,

which establishes the TOT,. It can be concluded that the new position, where the

union reaches a higher indifference curve, is more favourable to the union members,

despite the fact that trade has been diverted.

Figure 2.1

Welfare Effects of the Term of Trade

Y roc' Tor, TOCY TOT

TOC*

ZN

Source:  Heller, H. R. (1973), International Trade: Theory and Empirical Evidence, Figure 10-4, pp.192

As Meier (1995, pp. 508) argues, the formation of a union might result in an

improvement or at least the forestalling of a deterioration in the region’s term of
trade. The latter takes place if there is a reduction in the supply of exports from the

union or the demand by members of the union is reduced for imports from outside or

the bargaining power of the members in trade negotiation is strengthened.

To reach an efficient scale of output, it is beneficial if markets are sufficiently
wide, because, by pooling markets through the removal of internal trade barriers, a

union might provide a sufficiently wide export market to make economies of scale
realisable. ~ Within a union, secondary industry can become more efficient as

specialisation occurs in the member country that acquires a comparative advantage
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(Meier: 1995, pp. 508). According to the concept of the “cost reduction effect” of
economies of scale, developed by Corden (1972), there might be an increase in
welfare due to a reduction in the average cost per unit of domestic production when

such output expands into the formation of a custom union. At the same time,

Corden (1972) developed the concept of the “trade suppression effect”.

According to Corden, the trade suppression effect reflects a decrease in
economic welfare, due to the replacement of imports from their most efficient
source, by less efficient domestic producers. Hence, depending upon the
circumstances and the particular form of integration envisaged, economic integration

may have undesirable side effects, which might outweigh any beneficial effects

accruing from the creation of a mass market.

The achievement of dynamic consequences in the form of a more
competitive structure might be beneficial to the member countries. Clearly, the
degree of competitiveness of the industry may affect the productive efficiency and

may raise the growth rate of productive resources, in addition to the initial
production reallocation effects resulting from integration (Meier: 1995, pp. 508-509).
Meier relates this to the stronger incentives of the union member countries to adopt
new methods of production, to replace obsolete equipment more rapidly, and to

innovate more rapidly with more and better investment in manufacturing.

External economies, as a consequence of the establishment of a union, may

accelerate the rate of growth of the members’ economies due to the enlargement of
the market. External economies, as defined by Kreinen (1974, pp. 193) “include the

enlarged pool of technological and managerial skills, economies of specialisation,
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inter-industry transmission of innovation, and better use of discoveries and basic

research’.

It is noteworthy that technological advance may not speed up as a result of

the formation of a union. However, if growth does accelerate, real income will

increase within the union. Furthermore, this will have a beneficial impact on the
outside world by lessening the degree of any trade diversion that results from the
formation of the union in the short-run (Kreinen: 1974). The extension ofthe
market, as a consequence of the union’s formation, may also lead to direct private

foreign investment in manufacturing.

Another dynamic effect attributed to the formation of the unionisa more
optimistic attitude created in businessmen, raising their expectations for future
growth. This attitude helps counterbalance the risks and uncertainty in foreign

transaction, thus influencing the expansion of trade and investment.
2.4  Conclusion

The research so far depicts the importance of export-orientated

industrialisation policies as an alternative development strategy for developing
countries. Such policies contribute to economic growth in various ways. Exports of
manufactured goods permit the exploitation of economies of scale and tend to raise
the national income of a country by raising the availability of foreign exchange and
by improving resource allocation through specialisation. In addition, the familiarity

with foreign markets can provide inducement for technological -change and

improvement in product quality.
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In order to assess the potential for any integration scheme, both static and

dynamic gains should be considered. The emphasis placed on each should be

determined according to the objectives, structures, and the types of the economies

involved.

GCC objectives In economic integration are to accelerate industrial
developments, to foster economic growth and to form a bargaining power against the
rest of the world, especially against the EU countries. Consequently, a mixture of the
traditional theory of customs union and various economic theories should be
employed to emphasise some of the integration problems involved and to provide

some appropriate solutions.

A major objective of this study is, therefore, to try to identify how this can be

accomplished and to what extent the traditional theory can prove useful with regard

to GCC countries and specifically to Saudi Arabia.
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Chapter Three

The SAUDI ECONOMY

Saudi Arabia has invested much of its oil revenues in massive industrial
development programs aimed at diversifying the structure of its economy.

Industrialisation was conceived mainly as a means of reducing the country’s heavy

dependence on oil as the main source of income. The focus of this chapter 1s on the

strategy of diversification from a Saudi perspective. In addition, this chapter
examines the structure of the Saudi economy, the structure of exports and industrial
development within the Saudi economy.

To pursue the objective of diversification, the Saudi Government in the 1980s
established a complex infrastructure of export-promotion industries, often in the form
of joint ventures, to exploit the Kingdom’s potential advantages in this field. The
Government has also sought to provide the private sector with opportunities of
setting up a number of import-substitution industries to supply both consumption and

development needs and, thereby, to reduce dependence on external economies.

3.1 THE HISTORY OF THE SAUDI ECONOMY

Historically, economic activities in the Arabian Peninsula were confined to
primitive agricultural and pastoral modes, as well as on the production of simple
tools by craftsmen who lived in small towns concentrated around sources of water.
Until the recent large-scale development of oil resources, pilgrimage to the country
was the main source of foreign currency. But the lack of security hampered

movement of people and goods. Hence, the traditional economy was shaped by
unpredictable fluctuations in the social and political situation, which limited the size

of the market and restricted production to basic subsistence commodities (Johany:
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1982, pp. 1). In 1933 an oil concession was granted to Standard Qil of California.
Oil was discovered in commercial amounts in 1938, but it was not until the end of
the Second World War that oil production became significant (Ali: 1976, pp. 7, 8).

In the 1960s producing countries grouped to form the Organisation of Petroleum

Exporting Countries (OPEC). OPEC was initially formed to maintain a balance in

the relationship between the oil companies and oil producing countries. However, in

the early 1970s the scales began to tilt in favour of the producers, and this process

reached its culmination in the so-called ‘oil shock’ events of 1973-1974.
Through OPEC, producing countries were able to take full national control of
their oil resources, including the control of transportation, refining, and distribution.

Prior to 1973, despite the influx of oil revenues, only relatively modest beginnings of
economic development were accomplished. By October 1973 the o1l embargo raised
oil prices fourfold resulting in the generation of substantial revenues for large-scale

development (Blair: 1978, pp. 280).

The o1l shock was followed by a world recession in 1974-1975 that
necessitated structural adjustment. Accordingly, the Kingdom adopted an import-

substitution development strategy to lay down the basis for industrialisation in the
country. This was followed by export-led policies for export performance and for
economic growth in the face of oil depletion and external shocks. The purpose of
these government policies was to make effective use of the Kingdom’s enormous
revenues. These policies were expressed in a series of Five-Year Develo.pment Plans

that began in early 1970. The focus of these plans was, and still is, to change the

main emphasis of the economy away from heavy dependence on crude oil exports as

a major source of national income.
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The First Development Plan (1970-1975) was very modest in scope. It

emphasised the provision of adequate physical infrastructure, improvement of

government services, and the development of human resources through education

facilities and health. On the other hand, the Second and the Third Development
plans, (1975-1980) and (1980-1985) respectively, were designated as promoting

major industrial development to achieve economic diversification. This goal was to

be achieved through the establishment of the two new industnal cites of Yanbu and
Al-Jubail. The industrial activities in the two cities, based on hydrocarbon activities,

emphasise the use of energy-and of capital-intensive methods of industrialisation.

The years 1985-1990 signalled the beginning of the Fourth Development

Plan, which reinforced the diversification theme of the previous Plans. Greater

emphasis, however, was placed on the restructuring of the Saudi economy by
allowing the private sector to play aleading role. Furthermore, the Plan called for

achieving economic and social integration between the Arab Gulf Co-operation
Council (GCC) countries (Fourth Plan, pp. 41).

While the four previous Plans laid down the premises and infrastructure for
economic development, the Fifth and Sixth Development Plans, (1990-1995) and

(1995-2000), respectively were intended to:

(1) rationalise government expenditure and increase the involvement of the

private sector;

(2) adopt the necessary measures for addressing the constraints, which

impede the development and employment of human resources;
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(3) adopt appropriate means to achieve steady expansion in infrastructure

facilities in line with increased demand resulting from the growth of
population and settlements;

(4) improve the quality, effectiveness and competitiveness of factor inputs

and, thereby, of all goods and services produced;
(5) achieve balanced regional development; and,
(6) strengthen and expand international linkages.
In essence, Saudi Arabia has maintained a dynamic approach to industrial

development throughout its Development Plans. The focus of the industrial policy
has been to promote the growth of manufacturing and agricultural industries

expecting that the development of these industries would increase national income,
raise the standard of living and level of employment and diversify the economy
(SCH: 1994, pp. 23).

Furthermore, the government realised that the objectives of industrial

development might be attained more effectively if the business community bore the

responsibility of implementing industrial projects. Private involvement in expanding

domestic activities will eventually lead, it is argued, to price comp'etition, thus
serving the interests of local consumers. However, business involvement in the
process of industrial development is felt to require government protection.
Accordingly, the government has designed its industrial development policies to
safeguard the private sector’s financial investment during the stages of preparation,

establishment, and operation of industrial projects. This assurance is further backed

by the government in the form of financial incentives in terms of long-term industrial
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loans to induce private involvement in projects of prospective benefit to the national

economy.

Even with government financial support, the private sector has reserved the

right to select, utilise and manage the economic resources, including the employment

of the expatriate industrial workers insofar as this does not conflict with the national
interest. The private sector was also encouraged to attract foreign capital as well as
foreign expertise and foreign participation in the industrial development projects in
cooperation with Saudi businessmen (SCH: 1994, pp. 23). In fact, Saudi public
policy supports the participation of foreign capital and expertise to cooperate with
local investors. The government encourages such collaboration to benefit from
technical know-how and market opportunities and to overcome work-force
shortages.

3.2 THE STRUCTURE OF THE SAUDI ECONOMY

Presently the Saudi economy operates under a free-market-orientated regime

in that there are no controls over imports, exports, currency exchange, product

pricing, and there is a liberal tax system. Coupled with these features, the

Government provides loans, subsidised interest rates and exemptions from duties to
activities, in whatever sectors, which represent efforts at import substitutions. In
effect, while nominal tariffs and other trade restrictions are negligible, there is a
positive effective rate of protection to local producers. In this regard, therefore, the
Government adopts an Interventionist policy stance. Nonetheless, the continuing
main charactenistic of the Saudi economic system is the domination of a single-

commodity as the main source of income. Within the market-orientated policy

framework, the public sector plays a crucial role in initiating policies and
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development plans in order to ensure efficient allocation and utilisation of oil
revenues. Since 1973 oil revenues have provided a financial surplus which has
permitted the development of a range of industrial and service-orientated projects,

necessary to achieve a balanced development path in terms of economic growth in

both the industrial and agricultural sectors.

The purpose of this parallel emphasis on industrial and agricultural
development is to encourage the private sector to participate in socio-economic
development programs as a means of diversifying the economy and to rationalise
government expenditure. Rationalising government expenditure also means that the

Government intends to introduce private financing into some government-financed

activities, such as Saudi Airlines and telecommunications, through privatisation.

This intention to introduce a greater degree of private financing was set out in the

Sixth-Development Plan.
3.2.1 The Composition of Qutput
In order to examine the changes that have taken place over time 1nthe

composition split of Saudi output, particularly since the 1970s, it is instructive to

compare the provisional estimates of 1992 GDP by major economic activities with

estimates for earlier years. Table 3.1 contains data onthe composition of Saudi

output for selected years over the period 1971-1992.
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period, reflecting diversification and change in the structural configuration of the

economy. Non-oil activities accounted for less than 50 percent of GDP on average

during the 1970s but for over two-third in the 1980s and early 1990s.

As a reaction to the oil embargoes and the subsequent price hikes, Saudi GDP

increased enormously during the 1970s. However, in the period 1983-87 GDP
registered a decline due to the decline in the oil sector performance. By contrast, the
GDP shares of the non-oil sector registered an increase for the same period.
According to the Saudi Arabian Monetary Agency (SAMA), real GDP, in
1992 accounts, showed a creditable growth rate of 2.7 percent in the oii and non-oil

sector despite the Gulf War (SAMA: 1998, pp. 59). This rise is attributed to the

prevalent positive performance of certain sectors, mainly, the manufacturing and
agriculture sectors.

The share of the agricultural sector in the real non-oil GDP grew to 14
percent in ‘92 as compared to 9 percent in 85, 7 percent in *77 and 12 percent in “71.
The fell in the agricultural sector’s share innon-oil GDP in the early years of the

First Development Plan was a natural outcome of the lack of development and

industrialisation.  This sector responded to application of highly evolved production
techniques and government support to achieve concurrently both agricultural and
industrial development. The Government, through a system of loans and subsidised
interest rates conserved the income of investors engaged in agricultural activity and
enhanced the Kingdom’s self-sufficiency in some high value-added products,
primarily wheat (SAMA, 1991, pp. 75).

Major changes were also taking place in the manufacturing sector that

includes refining, petrochemicals and other non-oil manufacturing products. As
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percent of non-oil GDP, the share of the manufacturing sector increased to 22
percent in '92 as compared to 15, 13 and 21 percent in *85, 77 and ‘71 respectively.
However, the emphasis on the construction of downstream facilities during the years

of the Fourth Plan negatively affected the manufacturing output, through a

“crowding-out” effect. In the public utilities sector, the share of electricity, gas and
water output in the non-oil sector grew only to 3.4 percent in ‘92 as compared to 3
percent in ’85, 3.2 percent in ’77 and 4 percent in ‘71. The utilities sector grew at
high rates at the beginning of the Development Plans due to the growth in energy-

intensive production methods, new consumption patterns, and subsidised user tarifts
(Fifth Plan: pp. 87).

The construction sector’s share in the non-oil sector in 1992 remained the
same as in 1991 that is 9 percent, while in 1985, 1977 and 1971 was 12, 23 and 12
percent respectively. The shrinkage in the output of the construction sector was the

result of the completion of major downstream projects and reductions in profit

margins as a consequence of competition between contractors (Fifth Plan: pp. 88).
As percent of non-oil GDP, the share of the wholesale and retail trade,

restaurants and hotels sector was 20 percent in *92 as compared to 24 percent, 18 and
13 percent in ’85, *77 and ’71 respectively, in line with the increase in demand in
other sectors. The transport, storage and communications sector share in non-oil
GDP remained at 12 percent level in 1992 as in “77. The growth in the transport and

communication sector was a result of development and defence-related procurements

as well asincreased Government expenditure in support services and public utilities

(SAMA: 1992, pp. 81).
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Table 3.2 presents aggregate and sectoral GDP details of the size and

structure at constant 1970 prices over the same period as given in Table 3.1. These
data indicate a number of major characteristics. First, the influence of the o1l sector

is again highlighted. In those years when earnings from the oil sector rose, GDP also

increased, while in 1983 and 1985 when oil revenues declined GDP also decreased.

Table 3.2

Gross Domestic Product by Sectors

(At Constant 1970 Prices: Million SR)
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Secondly, there has been steady growth in the non-oil sector, the only year of

output contraction of the 12 years shown being 1987. Throughout the 1980s and the

1990s the non-oil sector recorded higher shares in GDP than the oil sector. Indeed,

in the first 3 years of the 1990s the average share of the non-oil sector in GDP was

twice that of the o1l sector.

Thirdly, Table 3.2 shows the involvement of the private and the Government

sectors 1nnon-oil GDP. The share of the private sector tended to rise to a peak of 60

percent of GDP 1n 1985 before declining to an average of less than 50 percent in the
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1990s. Government’s share in GDP through the non-oil sector varied between 16

percent and 21 percent over the period from 1977 to 1992.

3.2.2 Saudi Exports

In the Saudi economy, exports act as the main determinant of change in the

national economy. In 1974, on the post-oil crisis, exports represented about 91
percent of Saudi’s GDP whereas in 1992 exports represented about 40 percent of
Saud’s GDP. The Kingdom is the world’s leading oil exporter and the eighteenth

major importer of goods and services from all over the world in 1994 (IMF: 1995,
pp.- 5). In addition, the Kingdom is growing fast due to the use of the foreign
currency reserves generated from trade to finance purchases of both investment and
consumption goods from overseas. Its position as the world’s major oil exporter has
linked the Saudi economy close to the international economy.

Most 1mports into the Kingdom are free of tariff and other barriers,
emphasising the Kingdom’s relative commitment to the principle of free trade as

discussed earlier in section 3.2. This has made the Kingdom one of the few countries
with a low level of tariffs, while many other countries, such as those of the European
Union continue to operate impediments to trade which militate: against the
Kingdom’s exports. The Kingdom levies only 12 percent on import duties, 30

percent on tobacco and 20 percent on some import substitution manufacturers' duties

(SCH: 1994, pp. 26-27).

Saudi Arabia is faced with a current account deficit that has persisted since

the mid 1980s, when the Kingdom’s oil export revenues fell in response to falling
international oil prices. The Gulf War and its aftermath, when total external

liabilities and debt increased to $17,089 million, exacerbated the situation. This level
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of debt represents around 14 percent of 1993 GDP with an associated annual debt

service requirement of $1,400 million (Arab Banking Corporation: 1994, pp. 110).
This situation has required the implementation of an explicit foreign trade strategy.

The thrust of the foreign trade policy is directed towards the attainment of an
adequate balance in the net financial and merchandise trade flows consistent with the
development objectives envisaged. Furthermore, Saudi Arabia has committed itselt

to pursuing an oil policy that guarantees that oil remains a marketable source of
energy throughout the life span of the Kingdom’s reserves. Table 3.3 outlines the

development of exports and imports during the period from 1969-1993.
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Table 3.3

Total Values of Exports and Imports 1969 - 1993

(Values in Current Prices: Million SR)

YEARS EXPORTS * IMPORTS** GDP
Values % GROWTH [% SHARE }VALUES % GROWTH |% SHARE
in GDP in GDP
4 55 31 20

9496 3378 17152
10507 3197 22581
17303 3668 27857
22761 4708 40087
33309 7310 100414
126223 10149 139224
104412 14823 163893
135154 30691 203942
153209 51662 223818
138242 69180 247622
213184 82223 383589
362886 100349 517994
405481 119298 530243
271090 139335 420062
158444 135417 347424
129214 118737 351397
92349 83564 310031
74671 70780 267846
86880 75313 272000
91288 81607 276909
106295 79278 304083
166339 50282 384993
178624 108924 435037
188325 124606 452298
158770 105616 434565

* F. O. B including re-exports
** CIF

Source:  The Statistical Indicator 1993, pp. 61; and SAMA, Annual Report, 1998, pp. 283.

It 1s obvious from Table 3.3 that during the 1970s and the early 1980s the
trade pattern was for exports as the export shares in Saudi GDP increases till 1t
reaches its highest level in 1981. During 1982-1986 the value of exports decrease
substantially denoting a decline in the value of oil exports, before it tends to rise

again in the late 1980sto 1990s. During the 1990s, oil exports witnessed a sizeable
increase following the negative changes during the years from 1983 until 1986. The

increase reflects a temporary rise in oil prices during the Gulf crisis and the
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Kingdom’s decision to expand oil production to stabilise the international market.

The rate of increase then declined during the years ‘91 and ‘90 and reached only 7

percent and 5 percent respectively in these years due to the return of the “normal”

condition of the Saudi economy after the Gulf War. In 1993 total Saudi exports

declined by 16 percent from the level of 1992. The decrease in the growth rate was

attributable to the decreases in oil prices, which reduced o1l export revenues.

3.2.3 The Composition of Exports
Recognising the importance of international trade to the Saudi economy, the

Kingdom has set in place policies to:

1. enhance the base of export-promotion industries, and expand manufactured

exports and to achieve the development of petrochemical industries through the
development of downstream industries to retain value added from forward linkages
and to augment exports;
2. ensure accessibility to foreign markets through foreign trade agreements based
on mutual interests and reciprocal treatment; and
3. broaden the scope of import-substitution industries to enlarge horizontal and
vertical expansion of the manufacture sector, and to improve competitiveness and
increase productivity of national products (Fifth Plan, pp. 110).

These policies are aimed at diversifying the commodity and geographic
composition of exports.
(a) Commodity Composition of Saudi Exports

The data available in Table 3.4 indicated the importance of oil exports to the
Saudi economy. It1s obvious that the pattern is for crude and refined oil as its share

in total exports rose during the 1970s-1983 period to more than 90 percent before it
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fell down during the 1987-1989 period to the levels of 85 percent before rising again

in the 1990s. As for the share of non-oil exports in total exports the table shows

fluctuations in its levels as it declines from 30 percent in 1971 to 4 percent in 1983

and then rises to 15 percent before it tends to decline again in the 1990s.

Table 3. 4
Composition of Saudi Exports

(Values in Current Prices: Million S. R)

T _[on Tor [on Jon [on o [ow Jow_[ow oo [ _

Total Qil 12048 128911 |143672 |192016 |363066 |15245]1 {85516 }76501 |90236 150283 |163490 |174243
Exports

T. Export

Total Non- |5255 4398 9537 21168 42415 |5993 6833 110379 |16056 16053 15311 114082
Oil Exports *

T. Export

Total Export |17303 |33309 153209 [213184 405481 (158444 [92349 |86880 |106292 |166336 |178801 |188325

* Includes Re-exports
Source:  SAMA, Annual Reports, 1990, Table (19.a), pp. 198; and 1992, Table (5.1; 5.2), pp. 66-67.

In 1990 o1l exports represented about 90 percent of total Saudi exports. The

rise 1n the value of oil exports in 1992 was due to the temporary rise in oil prices and
production. The increase in oil export value continued till ‘92 where oil exports

experienced a slight decline of less than 1 percent. This slowdown in oil exports
value retlects the world recession which affected the consumption and prices of oil.
Table 3.5 shows the Kingdom’s non-oil exports, where petrochemicals as percent of
non-oil exports in 1992 recorded an increase in share to 41 percent, while non oil

export annual growth rate decreased by a further 3 percent from 1991.
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Table 3. 5

Saudi Arabia Non-Oil Exports *

(Values in Current Prices: Million S. R)

|
A Sare Nor O Expors 6 i [0

Percentage Annual Growth Rate 3
Percentage Annval GrowthRate 3 J0 |5

* Includes Re-exports
Source: SAMA, Annual Report, 1992, Table (5-2), pp. 61; 1993, Table (5.2), pp.67; and 1997, Table (7.2), pp.101.
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The nise 1n petrochemicals’ share reflects a noticeable improvement in the
performance of the petrochemical industry. According to SABIC (1995, pp. 1) the
increased role of petrochemicals in non-oil exports indicates access to new trading
opportunities and emphasises new dimensions of competitiveness resulting from the

increasing quality of the industry.

(b) Geographic Composition of Exports

Examination of the Kingdom’s direction of trade figures, as set out in Table
3.6, shows wide and increasing geographic diversification of exports as the volume
of the Kingdoms’ trade has increased throughout the years. The Kingdom broadened
trade relations with the world economy in respect to non-oil exports to more than 68
nations, and especially to the GCC countries, apart from its participation in the oil

market. Table 3.6 shows that despite the formation of the Gulf Integration grouping,

the intra-trade within the GCC member countries remains at low levels i.e. below 10

percent. Their share in total exports increased till it reached 8 percent in the late
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1980s before it declined to 6 percentin 1992, of which the share of Bahrain was 3

percent. The United States was the largest importer of Saudi products in the year

‘92, with a share of 22 percent of all exports, comprising mainly of intermediate

products such as plastic and fertilisers. The other major importers were Western
European economies and Japan with a total share of 38 percent of which Japan’s

share accounted for 16 percent.

Saudi Arabia enlarged vertical and horizontal linkages through non-oil

exports, established joint venture investments in petrochemical and other sectors and

technology transfer through the Peace Shield and Al-Yamamah offset programs.
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Table 3. 6

Direction of Saudi Arabian Exports

(Values in Current Prices: Million S. R)

T ow [owr [ow [om [ [ [
N L 20 I L L 0 L
T T O A N N A A
LT O O AN N AN N N
ST LT A O O N N N N
A I L AT LG L i
2 N O O N O A O
R Ll e L L i
K A O O N O O I L
T O Y B -
Tohweitoabr [T [ p P
AL LT O 2 L L L 2
ASwrenfwatbgorn 0 [ oo T
3T L2 N O N N N A A

* Excluding Re-export.
** Including Re-export.

* Non-Islamic, Non-Arab.

Source:  Central Department of Statistics (Foreign Trade), Export Statistics 1992, Table (6).
SAMA, Annual Report, 1990, Table (22 b), pp. 208.

3.2.4 SaudiImports

Table 3.7 presents data on Saudi import values and the composition of
imports over a period of 19 years from 1973-1992. The figures reveal considerable
fluctuations 1n 1import values. During the 1970s and early 1980s there were
increases 1n Saudi imports, as a consequence of the expanding Saudi economy
induced by arapid rise in government expenditure and personal income, as well as of

a sharp increase inimport prices. The position was then reversed in the mid-1980s,
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due to the slowdown in international economic activities and the consequent decrease

in Saudi GDP. In addition, the slowdown in the rate of imports indicated an

approach to a more ‘normal’ import propensity. Inthe 1990s global inflation, as well

as an increase in investment demanded by the private sector, continued to affect the

Saudi economy through rising import prices.

From 1970 to 1987 machinery and equipment parts occupied the dominant
place in imports. Transport equipment ranked second, metals and others came next.

However, owing to an increase in the costs of imports, especially cars, transport

equipment became the single most important category of imports.
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Table 3. 7

Composition of Imports

(Values in Current Prices: Million S. R)

IS 00 0 I i 0 0
Eiv wimals & Asimal Produes _[W1_[1#65 (200 [aw [ [0 _[wo7 [w [sen o
0 e e i i i s
R 2 G i i

L L 0 ] e A il

R L L N L
L e e i e A e
Fontwar, Umbrel & ohers (5T _[7 [ [ers a5 5w __[ors [ _[Ie_Jiow_

Niachnery & Equpment arts | 197 [T591 7957 (3035 (3020 [Tl [[615 |15 [187 (115 |28

T 0 s el B A s e L e
Ower [ 1o [ om0 Ju o [im_[oow foras [ o

* Optical, Photography, Medical, Surgical Instruments, Musical Instruments, Sound Records, Reproducers and Parts
thereof.

Source: Saudi Arabia Monetary Agency (SAMA), Annual Reports, 1970-1998, e.g. 1998, Table (2), pp.284-283.

Table 3.8 shows the geographic distribution of Saudt imports from various
regions during the period 1973-1992. The table demonstrates that the EEC
registered the highest share among non-Gulf regions. The share of Saudi imports
from the EEC reached its highest level during 1990 due to the Gulf war. Asian
countries represent the second major region supplying the Saudi economy, although
their share has declined over time as a result of the appreciation of the Japanese Yen

and the rise In competition among suppliers in the Saudi market. North America is

third in importance, the U.S.A being the main single trade partner of Saudi Arabia.
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In the early 1990s Saudi Arabia has benefited from the depreciation of the U.S Dollar

and has increased its import share from the States.

Saudi 1mport policy seeks to establish diversified market sources and

opportunities with other countries in order to reduce dependency and reliance on
major countries. Subsequently, imports from Islamic non-Arab countries increased
from 2.6 in 1985 to almost 4 percent in 1992. The share of the Gulf countries
decreased from its level of 1985, because of the invasion of Kuwait and the

slowdown in its economic activity.
Table 3.8
Import Values by Regions

(Values in Current Prices: Million S. R)

1989
1875.0

2908.0
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Eastern Europe
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2.0
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Total Imports 85564.0

* Cf
** Non-Arab, Non-Islamic
Source:  Saudi Arabian Monctary Agency, Annual Report 1992, Table (4), pp. 207.
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3.3 Saudi Arabia and the GCC
Cooperating Gulf States share certain characteristics such as heritage,

language, history, the presence of petroleum resources, small population, surplus

capital and the goal of fostering economic growth and development. GCC

population is approximately 20 million with an average U.S $9 thousand annual per

capita income. UAE has the highest per capita income among GCC members

followed by Bahrain and then Saudi Arabia.

In 1981 GCC countries reported peak levels GDP due to the increases in the

oil price. The following years witnessed declines inthe GCC’s Gross Domestic
product. In the 1990s GCC countries’ GDP increased sharply as a result of increases

in o1l production and prices.

In 1992 the GCCs’ oil production accounted for almost 49 percent of total
OPEC oil production, and about 19 percent of world production (GCC Economic
Bulletin: 1993, pp. 29). The oil sector was, and will likely be the most prominent
sector in GCC countries for a long period of time, and oil revenues will be the major

source of income and the principal stimulus for development projects. Subsequently,

economic development in these countries is subject to oil sector fluctuations.
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Table 3.9

GCC Gross Domestic Product and Qil Exports

(At Current Prices: Billion Dollars)

Ver—oor _Jonkxpors [share
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Source: GCC Economic Data Book, 1996, pp. 104
GCC, Economic Bulletin, 1993, e.g. 1993, Table (6), pp.27,

GOIC, Gulf Statistical Profile, 1995, Table (2.1), pp. 60 and Table (4.1.7), pp. 155.
Al-Towajry, A., (1994), pp. 159.

Saud1 Arabia plays a significant role in global politics, economics, and social
and religious spheres, and is especially important within the context of the GCC
countries. Accordingly, the Saudi government has taken the initiative to develop and
deepen economic and trade integration and linkages, as the GCC steadily moves
towards a full common market. This process of integration will open new horizons
for the future of socio-economic development of the GCC member countries.
Furthermore, 1t will enlarge the region’s internal markets and establish conditions to

exploit the economies of large-scale production, thus penetrating international

markets.

Saudi Arabia has sought to promote closer integration with GCC members

through encouraging the growth of non-oil exports. The country has encouraged

national and foreign capital investment through joint venture agreements that grant
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the Saudi and/or GCC partner at least 25 percent of the equity holding. Also, it has

increased capital flows and technology transfer into the Kingdom as a result of the

off-set programs. In 1991, for the first time since the establishment of the Council,

Saudi Arabia achieved a surplus of SR. 392 (million) in its non-oil trade with GCC

countries, as shown in Table 3.10.

Table 3. 10
Saudi Non-0il Trade with the GCC *

(Values in Current Prices: Million SR)

1989 1990 1991 1992
A R R R A
from from
WKuwait [ 809 [ 1078|540 |74l [ile |21l |42 |16l
“Qatar__| 346 | 420 | 288|454 | 268 241 |469 1357 |
Oman__ | 113 | 122|153 217|106 f207  |142 _ ]191
“Total | 3420 | 2005 | 3508 [ 3091 [ 3759 | 4ist  |5343 | 4030

* Including Re-exports.
Source: SAMA, Annual Reports, 1991 and 1992.

In 1992 the substantial balance was more than reversed due to the increase in

the Kingdom’s non-oil imports from GCC members, up by 42 percent over the 1991

levels, and particularly to a decrease in the Kingdom’s non-oil exports to Kuwait.

With respect to the Kingdom’s non-oil imports from GCC member countries,
United Arab Emirates (UAE), according to the 1992 figures have maintained its
position as the largest exporter to the Kingdom among GCC members with a share of
66 percent. Bahrain occupies the second position among the GCC exporting
countries to the Kingdom. Qatar maintained the third position with a share of 9

percent.

As to the Kingdom’s exports to GCC members during 1992, Kuwait

maintained 1ts first position with a share of 40 percent of total Saudi non-oil exports
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to GCC countries. UAE occupies the second position. Bahrain and Qatar occupy the

third and fourth positions respectively.

34 Saudi Arabia and the Issue of Diversification

3.4.1 Diversification in a Saudi Contest
Saudi Arabia has set up an industrial base to reduce its dependence on oil as

the main source of income. Indeed, the primary focus of both the Fifth and Sixth
Development Plans was to attain geographic and product diversification. The
Kingdom, by exploiting its potential comparative advantage in the oil sector and gas,

marked a new phase of sophistication in the industry’s development. By.establishing
export-orientated gas-based industries in collaboration with joint-venture enterprises,
the Kingdom benefited from technology know-how, experienced personnel, and the
accessibility to overseas markets. In addition, the Kingdom has provided the private
sector with the appropriate climate to establish a number of industries, supplying the

basic consumer and development needs of the economy.

Figure 3.1 represents the relationships between the Saudi macro variables
through time. This set of graphs is based on variables defined in nominal price
terms, other than Figure 3.1 (a) which is defined in constant terms. The macro
variables show the op