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INTRODUCTION

Almost ten years ago the presentation of the eleventh annual report of
the Saudi Arabian Monetary Agency included this quotation from the
Koran: “Verily, never will God change the condition of a people until
they change it themselves.” Throughout the third plan, more than in
any of its precursors, it is this theme of change and responsive par-
ticipation in change which is dominant as exemplified in the introduc-
tory statement of development philosophy: “strategic proiority to
structural change rather than to growth” and “the spontaneous
response from society .... to the opportunities offered by
development. »!

Although the weakening of oil markets in 1982 and the lowering of oil
prices beginning in 1983 mean that Saudi Arabia’s oil revenues will like-
ly decline considerably in the near future, the country’s relatively small
population (about seven million) together with its vast foreign portfolio
(at least $ 100 billion) mean that the economy can continue to be con-
sidered one of capital surplus for the forseeable future.

The purpose of this paper is to analyze major movements in the Saudi
Arabian economy within the concept of a capital surplus developing
economy and to suggest the necessary considerations — from a Saudi
point of view — which must be taken into account in order to manage
the oil based financial surplus. This task is accomplished by: (1)
describing the relationship between growth, inflation and oil revenues in
the Saudi Arabian economy, ( 2 ) developing a macroeconomic model
of the economy and ( 3 ) forecasting under different assumptions as to
the value of exogenous variables, likely growth paths open to the coun-
try during the 1980s and 1990s.

1. Quoted in Howar Bowen-Jones, ‘‘The Third Saudi Abrabian Five-year Plan,” the
Arab Gold Journal (October 1981), p. 55.



The quantification and discussion of the key macro-economic rela-
tionships involved is undertaken below. Drawing on these structural
relationships, an overall model of the economy is developed. The model
is constructed so that it is capable of identifying the simultaneous in-
teraction of these variables over time. Thus, it is able to determine,
among other things, whether or not the economy will be close to the
long run growth objectives articulated in the country’s first three
development plans. It should be noted in this regard that while there is a
high degree of continuity in objectives in the country’s development
plans, shifts, in emphasis do give each plan a distinct character.

Overview of the Third Plan

The third plan departs from its predecessors2 in several areas. Both

the first and second plans targeted high growth rates in all sectors; this
carried with it a policy of allowing relatively free importation of foreign
labor to satisfy demand. The third plan is much more selective, opting
for high growth in those areas Saudi planners feel have proven poten-
tial. Clearly implied in the plan is the country’s major long term objec-
tive, that of containing and eventually reducing the size of the foreign
labor force. In contrast to the second plan’s emphasis on infrastructure
development designed to increase the absorptive capacity of the
economy, the emphasis of the new plan is largely on raising the efficient
utilization of the labor force — domestic and foreign alike — in
hydrocarbons (usually highly capital intensive) and other manufactur-
ing industries (especially in the agricultural and mining sectors). As in
the past the overall goal is to diversify the economic bases of the nation.

While the third five year plan is undoubtedly a more sophisticated
document than either the first or second, nevertheless it does retain
much of the character of a project’s list, with its financial implications
not completely3 worked out. Moreover, the plan seems to suffer from a

2. For a detailed description of these, see Robert E. Looney, Saudi Arabia’s Develop-
ment Potential (Lexington, Mass.: Lexington Books, 1982).

3. Paul Barker, Saudi Arabia: The Development Dilemma (London: the Economist In-
telligence Unit, 1982), p. 36.




weakness noted in the previous ones, namely that although manpower,
infrastructure and other obstacles to economic development are
acknowledged, they are not included in the central projections. Un-
doubtedly, this is in part a reflection of the dichotomy between
economic rationality and political experience that exists in the kingdom.
In support of the third plan, it should be said that a detailed review and
updating is planned after two years have elapsed and that the planners
themselves are openly advocating “roll-over” planning on a year by
year basis as a much more appropriate approach to development in the
case of a rapidly changing and still largely uncharted economy like
Saudi Arabia’s.*

Specifically, with regard to the plan itself, three medium range objec-
tives have been identified and targeted: the structural change of the
economy, the achievement of participation and social welfare in
development, and greater economic and administrative efficiency.

In the analysis that follows attention will be largely focused on the
structural change aspect of the model. Here Saudi policies are linked to
three areas of economic activity: oil and gas production; the expansion
of productive sectors in agriculture, mining and industry; and the con-
tinued development of infrastructure.

Clearly the on going and primary goal of the government, that of
economic diversification, requires development of the agricultural, in-
dustrial and mining sectors (Table 1). In the government view, the
private sector can and ultimately should be responsible for the bulk of
output in these sectors. The government envisions its role largely as a
catalyst to private sector entrepreneurial activity and investment in these
areas through its provision of information and research results, of a
supportive financial framework and investment incentives, and through
the provision of the required infrastructure. Given the government’s
commitment to free enterprise and market forces, a major objective of
the country’s development strategy is therefore the rapid displacement
of government sector activity in GDP by that of the private sector.

4. Ibid.



TABLE 1

Growth Targets for Non-Oil Economy, 1980-1985
(% growth a year)

Employment GDP Productivity

Producing sectors

Agriculture -2.46 5.35 8.0
Other mining 6.07 9.78 3.5
Other manufacturing 9.52 18.83 8.5
Utilities 8.33 29.46 19.5
Construction -5.77 -2.48 3.5
Sub-total -1.48 2.18 3.7
Services

Trade 1.80 8.42 6.5
Transport 5.05 12.93 7.5
Finance 5.18 7.29 2.0
Other services 0.94 2.95 2.0
Government 5.57 7.16 1.5
Sub-total 3.06 8.84 5.6
Non-oil economy 1.16 6.19 5.0

Source: EIU Special Report No. 116 Saudi Arabia: The Development Dilemma

In contrast to nearly all other third world development plans, if the
third plan fails to achieve its targets in the time frame alloted, it will not
be due to financial limitations. Instead, inflationary pressures and pro-
ductivity lags will ultimately determine the plan’s likely course and
eventual attainment.

Excessive inflation has been acknowledged in the third plan as an area
requiring constant government attention. Anti-inflationary policy dur-
ing the second plan period included the introduction of subsidies on
various items as housing and essential foods. In the upcoming five :
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years, the government intends to drastically reduce or even abolish these
subsidies. Politically, this action will be possible only if the government
can restrain expenditures and thereby keep inflation within acceptable
bounds — 7 to 10 percent.

In many respect55 the quite short Subsection 3.5, “Inflation” in
Chapter 3, “Strategy for the Third Plan,” is the most illuminating
single passage in the entire plan document, since within it is contained
an appreciation of all the forces which have led to the current develop-
ment formula. These include:

1.  the gap between government financed demand on the one hand
and the required supply of goods, services and labor on the other;

2.  asteep rise in the level of government expenditure could generate
serious inflationary pressures;

3. the danger depends not so much on the pressures of demand for
goods and services as on that for skilled manpower;

4, outside the government there could be inflationary pressures aris-
ing from the private sector’s own autonomous development; and

S. the rate at which imported inflation could affect the domestic cost
and price levels remains subject to the efficiency of protective
measures.

Each of these statements provides a valuable lead into the plan and
the opportunities and problems which face the kingdom.

The third plan’s development strategy largely revolves around rapid
increases in productivity (Table 1). It is estimated that had not the se-
cond plan achieved the productivity increases it did, the labor force re-
quirements would have been more than twice what they were. Similarly,
the expected increase in productivity in the third plan would translate
into 550,000 fewer workers needed—a figure of significance when com-
pared to the 155,000 projected as required for the period. As the par-
ticipation rate of the Saudis in the labor force has been declining slight-
ly, the bulk of the workers who would be hired in the absence of in-

5. Bowen-Jones, op. cit., p. 57
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creased productivity would be foreign.6 It should be noted that the
decline in Saudi participation is a direct result of the expansion of the
kingdom’s education and training programs.

Capital and skill intensive improvements and developments within
each of the specific sectors will form the source for productivity growth.
Despite continued outmigration of labor, agriculture is expected to
contribute a significant amount to the country’s productivity im-
provement. High productivity projects, financed with the aid of the
Saudi Industrial Development Fund, provide the major impetus on
which manufacturing is to achieve its targeted increases in productivity.

Macroeconomic Linkages

The estimated structural equations attempt to capture several of the
more important linkages between government activity, economic
growth and inflation.

Government spending (Table 2) has grown considerably over the last
few years, with domestic spending fluctuating in part as a means of
stabilizing the price level, as evidenced in public statements, and the
fairly close relationship (Table 3) between government domestic spen-
ding and the net cash flows through government spending.

Imports have played a large role in reducing domestic inflationary
pressure (Table 3). At the same time increases in world prices are direct-
ly transmitted into the domestic economy. For example in 1981
(1400/01) imports (CIF) of the non-oil private sector increased by 21
percent to Rls 101.6 billion. Adjusting these for the rise of 9.6 percent in
dollar-based CIF import prices and for the appreciation of 1 percent in
the exchange rate of the riyal against the dollar, the growth in real im-
ports was about 11 percent. Consequent to the rise of 8.6 percent in riyal
import prices and of 7.8 percent in the non-oil GDP deflator, the
average cost of supplies rose by 8.3 percent.

6. Ragaei El Mallakh and Dorthea H. El Mallakh, ‘‘The Third Development Plan of i
Saudi Arabia, 1400-1405 A.H./1980-1985 A.D.”’ in Ragaei El Mallakh and Dorthea H. El
Mallakh, Saudi Arabia: Energy, Developmental Planning, and Industiralization (Lex- i
ington, Mass.: Lexington Books, 1982), pp. 187-188. i

12

e




“(1861) 10p1 oday jenuuy ‘AOuUady AIRIDUOIN URIQRIY IPNES :3dIN0S

L'ST £°Ce g€ 9°1¢ 9°Sy Surpuadg
JUSWUIGA0D) YSnoiyl smo[J-ysed ¥N ‘¥

¥'9¢ §Cl 9°0¢ 9814 9°69 NUAAY dnsawog ‘g

€91 I'1€ L'y $0s L'9Y Surpuadg d>usswo( 'q

Y0oL 6'S- 8V 6°01 L'L8 Surpuadg a8ueyoxy usiog 10211 ‘e

€91 I'1¢ L'y 9°¢¢ 8°6S Surpuadg mojg-ysed [e10l, T

9°¢T LT L 9L 8°9¢ Surpuadg JUSWUIIA0D I

HIMOYD 40 SALVY TVANNV

8Lyl L L2l $°96 P'e6 079 Surpuadg
JUSWIUIIA0D) Y3noay) smoO[I-yseD 1N ¥

I'6 L ¥'9 6t €€ onuAAY onsowod €

6°9S1 6°'vel 6'701 £°86 £°59 Surpuadg snsowo( °q

8°€L [ %4 09 6’y 9°6¢ Suipuadg a8uryoxyg ulwI0] 1031 ‘®

L'0£T T'8LY 6'8V1 [Ar44! 6'¥01 SuipuadS moLI-yseD [e10l. ‘T

9°9¢T 881 oSyl 08¢l £°8¢I Suipuadg judwuIdA0cD '

1861 0861 6L61 8L61 LL6T

(sredry uoryIg)

1861 - LL6T ‘ONIANAdS MOTA—HSVD INTWNIYIAOD VIEAVIV IANVS

(ACELAAL

13



*ael a8ueydxd IR[jOp-TRALl

a1 ut uoniedaidop 1o uonenardde Aue 103 xapur dond iodwt 1) paseq lefop 3y Junsnipe £q pandwod 1o1e[jap soud 1rodur jeAny : AON
*SoNsST snoLIea ‘j10day [snuuy ‘A5usly AIRISUOIN URIqRIV Ipneg wolj pamdwo) :331n0§
671 WP'E  S8TE  8TTE  €YO'E  SI6T  SITT 9991 xapuj SuAg jo 150D P
T 0£8°€  9ES’E  PITE 96T  1€9°T  TSET  TTI6'T 10tegjaq senddng feloL -3
96 98¢°C T8ET  PBO'T  §98°T 0891 S9S°I  68F°I loteja oud Moduwy eirny 'q v
$'91 09¢°S  8SI'S  I9L'vy  BeEp'p  9T8°E OEl't  0£TT lorepjed @O MO-UON "B

(0'1 = oL61) sJoreyaQ '€

9 (413 +°8§ 8°LS +°8¢ 9's¢ 8°6¥ 6’1t : (2) 30 9% se (QhT
9'LT €6  tSE 80¢  ¢'8C W oSt I'6 (q€ Aq PaIRYIP qI) 101995 ANeAUd
[O-uoN Jo (41D) suoduy *q
1 A4! T8 TST T ToT LLr I's1 9°C1 (eg £q parelsap e[) 4D IO-UON '®
80T L9 909 €€S 98  6'6¢ 1'0¢ L1z - Sa0Ld it
reIsuo) 0L61 e serddng [el0f T
8°6¢ 9101 €8 TY9 6T tLE $'€T 9°¢l 10109g reALd
[O-UoN Jo (J1D) suodu] °q
rAlX3 0°LST  6'6T1  TLOL 668 L'L9 gLy 1'8T ddo no-uoN ‘e
$°SE 9867 THIT PILT  8TWI 'S0 8°0L L1y $9011d 1USLIMY) Je sarddng [eI0L '|

I861-SL61 HImMOID 1861 0861 6L61 8L61 LL6T 9L6l SL61
[enuuy s8eidoAy

(sreAry uonig)

1861 - SL6T ‘SHOLVISAd ‘SATTddNS TVLIOL ‘VIAVAV IANVS
£ IT4VL




However, the cost of living index is estimated to have risen by only
3.6 percent. This is because of a number of factors including the lower
average of the basket of goods and services included in the cost of living
index compared with that covered by both the non-oil GDP and im-
ports, and the substantial weight in the index for rents, which have been
declining, and a number of essential items subsidized by the govern-
ment.

The government has been the major source of increased private sector
liquidity (M3) (Tables 4-6). Of the gross liquidity pumped into the
economy over the ten years, 94 percent came from government cash
flows and only 6 percent from commercial bank credit. About 86 per-
cent of these gross liquidity flows was absorbed.by net private sector
balance of payments deficit leaving a balance of 14 percent for increase
in M3.

During the second plan period the government’s share of gross li-
quidity flow was even higher (95 percent) and a greater proportion of
these (87 percent) was absorbed by private sector balance of payments
deficit. The government appreciates the fact that in an economy like
that of Saudi Arabia, government domestic spending exercises a domi-
nant influence on money supply growth. As noted when the inflationary
pressures increase (Table 9) the government usually places primary
reliance on fiscal policy.

Because of the strong link between government spending and the
money supply, and given the freedom from all restrictions on foreign
exchange transfers, the role of monetary policy has been limited in
Saudi Arabia and major changes in monetary expansion have been
brought about through the regulation of government spending. This
role of fiscal policy will continue to be important even in the near
future.’

7. “SAMA Prefers Keynes to Monetarists, ‘‘Saudi Arabia: A MEED Special Report
(July 1981), p. 86.
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Policy Instruments

The above trends immediately raise the issue of whether from an in-
stitutional perspective Saudi policy makers have adequate tools to im-
plement the goals of the third plan while at the same time achieving their
aims of price stability, strong positive growth rates in the non-oil private
sector, increased private fixed capital formation, moderate interest
rates, a good supply domestic liquidity (to lubricate the kingdom’s rapid
economic expansion), and predictable — if not stable — riyal exchange
rate. )

Starting with the exchange rate SAMA prefers a predictable riyal, as
this helps traders who might otherwise be exposed to fluctuations in the
rate. SAMA’s policy is to peg the riyal within a narrow trading band to
the International Monetary Fund’s Special Drawing Right (SDR).
However, the monetary authorities also want to keep rival movements
under control. The SDR has recently been moving erratically because of
the general turbulence of foreign exchange markets. As a result
SAMA’s policy of adjusting the riyal to new parities slowly, means that
in the first half of 1981 reevaluations of exactly 100 points were made
nearly every week.® On the whole it appears that the authorities are in
control of the riyal rate and that exchange policy per se should not limit
the policy makers in striving to achieve the third plan’s goals.

As noted above, fiscal policy is also hampered by planning com-
mitments. The fiscal balance is héavily if not overwhelmingly influenced
by the five year spending targets. These do not allow conventional fine
tuning measures. Nevertheless, the way in which the funds are disbursed
acts as a shorter term regulatory valve on private sector activity and
consumption. Since the steep inflation of the 1970s, the finance ministry
has imposed strict control over funds’ allocation to spending depart-
ments. Delaying payments helps to prevent over-stimulation.

The government has shown it is prepared to cut spending programs to
stop inflation. In the mid-1970s prices rose by nearly 50 percent a year
and threatened to undermine the development strategy. Budget cuts
with subsidies and special infrastructure programs helped reduce infla-

8. Ibid.
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tionary pressures. These policies can be used again if the economy
shows signs of running out of control. However, the option is becoming
increasingly unattractive because of the private sector’s continued
dependence on the flow of public spending; i.e., tight fiscal policy could
greatly hinder the continued development of many infant manufactur-
ing industries which low cost government funds are helping to bring to
maturity.

One feature of the Saudi economy is its negligible taxation, and thus
limited means of regulating economic activity — particularly consump-
tion. On the political side, any suggestion that government should at-
tempt to take spending power out of the economy through higher taxes
would likely be extremely unpopular.9

Constraints on using fiscal instruments places a greater burden on
monetary policy as an economic stabilizer. As with fiscal policy,
however, there are few instruments available. A major problem is that
the government does not issue debt such as treasury bills. In part the
absence of government debt stems from the fact that there is no need to
borrow to finance government spending.lo More important is the fact
that Sharia law does not allow interest payments.

This restriction prevents SAMA from using open market operations
to drain liquidity from the banking system and rediscounting paper at
penal interest rates to control bank lending. In effect two of the most
powerful monetary tools available to most modern central banks cannot
be used in Saudi Arabia.

SAMA exercises control through reserve requirements and through
“moral suasion.” As of mid-1981 the main regulations were:

1. a 7 percent reserve requirement on demand and savings deposits.
This was relaxed from 15 percent in 1980 to help to relieve a li-
quidity shortage;

2. a ceiling on the deposit-to-capital ratio of 15 to 1; and

9. William Quaint, Saudi Arabia in the 1980s: Foreign Policy, Security and Oil
(Washington: Brookings Institution, 1982), p. 42.

10. Ragaei El Mallakh, Saudi Arabia: Push to Development (Baltimore: Johns Hopkins
Press, 1982), pp. 223-225.
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3. the requirement that the equivalent of 25 percent of deposits must
be held in liquid assets — deposits with SAMA, cash and callable
loans.

Despite the shortage of policy isntruments, the Saudi economy has
performed exceptionally well in the past. The government has been able
to contain inflation while at the same time the private sector appears to
have had access to the credit it requires for continued expansion. If the
third plan period does not encounter any major unforeseen shocks, the
policy tools available to the authorities should prove adequate for
manipulating the economy.

Macroeconomic Relationships

The macroeconomic model developed below is designed to examine
the economy from the point of view of the resources and requirements
associated with alternative growth scenarios. Ultimately within the
framework of an optimal control program, it is capable of
distinguishing the most efficient growth path to the end targets. The
model’s forecasts determine the non-oil income growth rate, the infla-
tion rate and foreign workforce implications of alternative spending
rates.

The model is based on the assumptions that: !1

1. only a limited number of exogenous variables determine all the
kingdom’s basic macro variables;

2. government expenditures follow a pattern (albeit at a higher level)
similar to that over the 1960-79 period;

3. that there are no major alterations in world economic conditions
during this period;

4.  that the current world oil glut will continue throughout the Third
Plan period (1981-85).

Also implicit in the model is the presumption that the public sector’s
role in Saudi Arabia will continue to increase in the third development

11. An earlier version was presented in Robert E. Looney, ‘‘Saudi Arabia’s Economic
Development Strategy: Alternative Crude oil Production Scenarios,”” NUPI NOTAT No.
203, Oslo, Norway, Norsk Utenrikspolitisk Institutt, 1980.

B
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plan reflecting the government’s commitment to long term structural
change. Government involvement in the economy manifests itself in a
greater provision of financial support and social services. It also in-.
volves more government intervention in every sector of the economy to
ensure that the plan’s aims are being fulfilled.

In short, the model assumes a constant infusion of government ex-
penditures into the economy. Furthermore, that government financed
demand in Saudi Arabia has its own rather special characteristics which
are determined fundamentally by the nature of the national economy;
i.e, that the economy will remain incapable of self-sustained growth
without continuous government demand manipulation. In this regard,
while a breakdown of the contribution to the GDP by the oil and non-
oil sectors of the economy at the beginning and at the end of the third
plan estimates that the value of the former in relation to the latter will
decline from 165 percent to 130 percent, this grossly underestimates the
importance of national revenue ultimately derived from the export sale
of oil. IMF estimates of 92 percent of total revenues from oil exports, as
against 8 percent from investment income in 1975. provide a more ac-
curate order of magnitude that is unlikely to have changed significantly.
The third plan statisties themselves indicate very clearly that if one
isolates the reasonable autonomous producing, commercial and finan-
cial sectors in the GDP from those which are ultimately reliant on de-
mand created by government oil revenues, the estimates of the propor-
tional importance of the former are of the order of no more than 20
percent at the beginning and 25 percent at the end of the planning
period.'?

The econometric model used to depict the major economic forces at
work in the economy was estimated (Table 7) by a two stage least
squares estimation procedure with annual data over the period
1960-1979,3 its main features include:

1. seventeen real (constant 1970) national income accounting equations

12. Bowen-Jones, op. cit., p. 58.

13. The estimation procedure is outlined in Bronwyn Hall and Robert E. Hall, Time
Series Processor, Version 3.5 User’s Manual, Stanford, California (mimeo), April 6,
1980.
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(equations 1-17) and three (equations 18-20) nominal monetary
features;

2. a distinction between oil (equations 15) income (OGDPNP) and non-
oil (equation 16) gross domestic product (NOXNP);

3. the influence of government expenditures (AGENANP) equation 1),
reflecting perhaps public-private competition for resources-crowding
out of private consumption;

4. the use of numerous dummy variables (D1...D5) to depict various
structural changes occurring in the 1970s; ‘

5. a causal monetary link (equations 18-21) between government
nominal expenditures (GENAN) government deposits in the banking
system (SGD), reserve money (SRM), the money supply (M2), and
inflation-the non-oil GDP deflator (NODF);

6. the influence of world inflation (ICEUV) on the terms of trade (TT)
and thus;

7. a series of exogenous variables, oil price (OilP), and export unit
values (EUV) depicting the slowdown in world oil demand, and;

8. the Third Plan goal of reducing foreign work force-labor force
(EMPT) set at an average annual growth of 1.16 percent per annum.

Forecast of the Third Plan Period (1980-1985)

Forecasts for the Third Plan Period were made by incorporating a
linear programming routine with the model equation. Theoretically, the
model then became capable of depicting the shape of the country’s
production possibilities surface for each of the Five Plan years. The
shape of this surface was not fixed but instead was a function of: (1)
expected demand patterns, (2) resource availability, (3) choice of
techniques, (4) patterns of supply including import substitution, (5) in-
come growth, and (6) relative prices of goods and factors. Because the
future production possibilities were predicted by the economic model,
the predicition then became a function of anothe factor: (7) the struc-
ture of the model itself and the assumptions related to the technique of
solution.

The endogenous generation of future production possibility surfaces
for any economy which can be used to predict alternative efficient pat-
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terns of production and resource allocation requires the model to incor-
porate some degree of choice. The linear programming algorithm which
solved a set of linear inequalities for a constrained maximum developed
for this problem was characterized by its ability to choose among alter-
native activities.

For a programming model of this type, it seemed better to maximize a
general welfare function subject to other more precise national goals
( which were included in the system as constraints). If there is a conflict
among goals, the general level of welfare and efficiency in the system
are not ignored as the government concerns itself with the trade-off
among policy objectives.

The objective of maximum non-oil GDP growth subject to inflation
and foreign labor constraints was chosen mainly because it seemed to
portray best the government’s interest in the kingdom’s long term
socio-economic stability. It is important to note that global profit max-
imization is not the real objective of the country. Indeed, Saudi
Arabia’s foremost concern is with the economy’s ability to generate real
economic development in the domestic non-oil sector without
dependence on foreign workers or disruption of valued social institu-
tions.

These considerations were introduced into the model in their simplest
form; i.e., given the goal of higher income growth, how fast can the
kingdom’s economic expansion occur while the country simultaneously
reduces its dependence on foreign workers and contains the rate of
domestic inflation? More specifically, the objective function is formally
states as: what is the maximum rate of real non-oil gross domestic pro-
duct that can take place without additional foreign workers entering the
kingdom and the rate of domestic inflation rising above five percent?
Put differently, what specific increases would occur in non-oil GDP and
the various macroeconomic aggregates if the inflation and employment
constraints were relaxed?

The main exogenous variables (Table 8) are: (1) employment
(EMPT), (2) world inflation, (ICEUV), (3) export prices (EUV), and )
crude petroleum exports (VPE).
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TABLE 8
RATES OF GROWTH OF EXOGENOUS VARIABLES

Varible (Symbol) Low Medium High  LP(optimum)
Employment (EMPT) 3.0 5.0 7.0 1.16
World Inflation (ICEUV) 3.0 5.0 7.0 5.0
Export Prices (EUV) -2.0 1.0 3.0 1.0
Volume Petroleum exports

(UPE) -2.0 1.0 3.0 1.0

Forecasts of employment depend on the number of net Saudi workers
entering the work force plus net immigration. High, low and medium
forecasts were also set at 3.0, 5.0 and 7.0, respectively, for comparison
with the Fifth Plan (LP) set at 1.16.

The volume and price of petroleum exports are forecast to increase at
1.0 per annum (with the high and low runs of -2.0 and 5.0, respectively,
set for comparison basis).

Given these exogenous values, an ex ante prediction technique was
used to forecast the time path of the endogenous variables. The lagged
endogenous variables were intergrated beginning with the 1979 figures.
The linear programming (optional) run was then performed using the
employment (1.16) and world inflation (5 percent) constraints.

The model’s results (Table 9) indicate that growth coupled with a
sharp rise in the number of Saudis going through higher education and
training will clearly put a strain on indigenous labor supplies. However,
the Planning Ministry plans to keep the demand for extra labor to a
minimum. Some 300,000 new civilian jobs will be created which will be
filled by movements of labor from construction and agriculture, an in-
crease in skilled expatriates and the local labor market.
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The model indicates the plan’s envisaged spending increases could
aggravate inflation once more. Controlling inflation, however, will be
more difficult in the Third Plan than in the Second when it was suc-
cessfully combated by fiscal policy, administrative controls and en-
couragement of immigration from other Middle East countries and
Asia.

The adverse effects of curbing government spending will be greater in
the 1980s because of the dependence of a growing number of enterprises
on low cost government finance and the business generated by public
sector projects. A considerably larger bureaucracy using up scarce sup-
plies of skilled Saudi manpower would be required to administer a
comprehensive mix of wage and price controls,

In general, the forecast is optimistic concerning Saudi Arabia’s ability
to achieve the Third Plan’s objectives. Failure to meet the plan targets
would probably stem for the government’s inability to manage the
economy using traditional macroeconomic policy instruments, such as
the level of government spending, rather than any particular constraint.
In this respect the Kingdom is moving into a crucial state of its
development where the drive to industrialize will become increasingly
difficult to halt, divert and even manage.

Long Run Forecasts

The model is important primarily for short run simulations, but it can
also be used for longer run forecasts. Dynamic forecasts for 1985 to
2000 were therefore also made under the same three assumptions for the
endogenous variables used in the Third Plan forecast.

Seen in this long run context the results produced a number of in-
teresting patterns including:

1. Over the period 1978-1900, real non-oil growth varies from a low
of 10.7 in the low oil export forecast to 12.74 in the high oil export, un-
constrained foreign labor case.

2. The rate of growth of capital formation is high in all three
forecasts, not varying by more than a percent between the high and low
forecasts.
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3. Government investment rates of growth are considerably greater
than public consumption growth in all forecasts.

4. Inflation is sensitive to the rate of growth varying (again over the
1978-1990 period) from 10. 34 in the low forecast to 13. 04 in the high
forecast.

5. Private expenditure grows at a somewhat slower rate than public
expenditure with private consumption growth greatly exceeding the
growth in private sector investment.

6. The growth in money is nearly in line with non-oil income.

7. The ex ante savings gap dominates the trade gap for all forecasts
with the gaps tending to increase at lower rates of growth,

8. The trade gap tends to be positive throughout the forecast period
for all forecasts where the medium and low rates of growth yield a small
€X poste negative gap.

9. These trends continue over the 1990-2000 period with the general
pattern one of a gradual deceleration of most macro variables to a stable
growth path.

10. Thus by 2000 the average annual real non-oil growth for
1978-2000 has declined to 11.42, 10.10, and 7.66 for the high, medium
and low forecasts, respectively, with an inflation rate of 11.98, 10.68
and 8.52, respectively,

11. For the period 1990-2000 itself, these rates are 9.86, 8.47 and 7.48
for non-oil GDP and 10.97, 9.53 and 7.3, respectively, for inflation.

All scenarios indicate that the domestic gap declines from a positive
to eventually negative position over time. The size of surplus is thus a
function of the size of government revenues as well as of its expenditure
pattern over time. Greater surpluses in the early years allow the building
up of a stock of wealth (while the absorptive capacity remains low). This
implies that if the absorptive capacity expands, the economy could draw
upon its foreign portfolio, enabling it to maintain a rapid growth even if
for some reason oil revenues began to decline. It is those early year
surpluses which increase significantly the size of the total financial
surplus.




Before too many conclusions are drawn, however, it must be pointed
out that the projections made by models of the two gap variety used
here are quite sensitive to the assumed values of the savings investment
and import functions. Also there is a great degree of variation in
judgement as to the extent to which domestic production can be in-
creased to substitute for imports. It would be advisable to appraise for
instance such variables as imports separately for different broad
categories of goods (as the emerging import structure would reflect the
process of adapatation of domestic resources to a multitude of factors
such as market conditions and technological possibilities).

Conclusions

The results of the forecasts for 1980-2000 and the optimization pro-
cedure for 1980-85 suggest the following.

1. Using a macroeconometric model as well as an operational concept
of absorptive capacity, it was possible to determine Saudi Arabia’s
growth potential and financial position according to several oil
scenarios.

2. Oil revenues are seen to affect the economy both positively and
negatively. On the positive side, they are still the major growth propell-
ing factor. On the negative side, they are capable of producing excess
liquidity and resulting inflation.

3. Economic growth in Saudi Arabia should be able to be maintained
at rather high levels without excess inflation while at the same time the
foreign work force is gradually reduced. Inflationary pressures remain a
major problem for the Saudi Arabian economy, however, especially
when we consider the deflationary measures required for its elimination.

4. In order to maintain a steady growth path over the short, medium
and longer term, oil revenues must be divided optimally between those
funds destined for internal use according to absorptive capacity and
those destined for foreign investment.
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