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A WALL STREET JOURNAL rteport 3p mid-March characterized the
ecovomic iwpact of recemnt fai]ing 0j] prices as follows:

After a decade of pajinful price increases blamed on
the Orgavization of Petroleum Exporting Countries, the
recent plunge o 0il prices bas cowe as a welcome
relief to 0il covsuwivg pations.

Buvt accordiug to wany oji) ecovnomists and avalysts,
the price <collapse <covld be setting the stage for
anotber oi} crisis far wore severe thasv the oves
followivg the 1973-1974 Arab ojl ewbargo and the 1979
Iranian revolution.[1]

What WSJ and wavy otherx observers bave siwilarly described are
the cowplexities of » trewmevndous gawble beivg tazkev by those i
control of vatioval policy over of) prodvction avd saljes v Saudi
Arabia. Ssudi decisijous to increase production avud divrect a drop
in oi] prices came about because of fwpatievce and frustration
with other O.P.E.C, mewber vnations,.frowm whow they had attewpted
to secure av sereement to liwmit producticn and thus reduce the

intrusiov obp the Ssudis' share of the world's oil watket.
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Grester production by both 0.P.E.C. and other producers
(particularly Britain and Norwsy) created av oversupply of oil o
3 matket bit by energy conservatiov-counsciouspess Jo the
jodustrialized "West" oapd debt-produced vrecession  im the
developing vations. While the Savdis were cuttiveg of] prodvction
ftrom oatovund 10 wiliow barrels v day to..2 million {(Josivg
three-guarters of jts ipcome), thbe Britisb jocreased production
to neat full capacity., Late v 1985 tbe Sauvdis finally wade
the%t wove, ibcreasivg their owo production and forcivg prices
down even furtber ju av effort to recapture its market share and

at the sawme tiwe drive out cowpetitors wbose cost of production

is wuech bigher. ~

The questiob to be avalyzed is whetber this was, iJo fact, 8
wise Jong-tun decision for the Savdis. What are the Jumediate
costs and bevefits avd the risks‘involved? Are they do a3 "wivp
win," "win vow/lose Jater" or a "wo wiv" situvation? The
strengths avd weakvnesses of the Sauvdi political econowy resvlt v
a decision-wakivng structure that is iv wany ways vuvwviguve and have
a stropng Jwpact opn the couvrse of iJts dowmestic awd Toreign
policies; it is therefore relevaut to exswivne Savdi society and

&

how it fuwnctions Jf we are to treach any covclusions sbout these

decisiouns.

GECPOLITICAL POWER IN THE DESERT



The Savd fawily bas wsasiotained tight coptro) over Saudi
Arabis's 8 wmilliov people avd Javd, its 1ise to power goivg back
to the eighteeufh centvry avd av alliavce with the Islsuwic
treforwer, Mobawwed jbv-Abd-al-Wabab. Svrviviveg brief periods of
dJowivatioon by tbhe Egyptiaus avd Turks, by 1926 the Saud fauwily
vnder Kijvg Ibv Savd bad regsived covntrol of fbe Arabéaﬁ peninsuvla
20d expavded the vatioun's terrtitory to its present bouvondaries.
The appearavce of oi} as an dJwportavt eleweut iv Savdi
geoﬁo]itics ocecvrred during the 1930s, when the the ruvling fawily
entered ivnto a 50-50 joint partovership with severa) Awericavn ol
companies. By 1965 the ruvliveg fawily was receiving oj)] royalties

of $300 willion anvvally.[2]

Within Savdi society this oil-derived revenve bas bistorically
beevw vajuable as a8 sovrce of tribute for distribution to
iwportaut tribal chieftains avnd sheikbs iv retvre for continved
8llegisvce. Mewbers of the Savd fawily bave thewselves gajvned
Tepuvtations as lavish spenders avd covnsvumers of great awovonts of
wealth. Tbei} exploits bave beev the subject of wouch wedia

coverage avnd criticisw dvriveg tbe JTast half cevtury.

Uoti]l the Jate 19408 the Ssudis were essentially isolated from
the Jifestyle produced by the iJodustrialization their o0il
tresovtrces bad fueled. Thew came the: recogonition v 1948 of the
state of Israel jo the very beart of the Middle East. The Sauéis
broke with otber membets of tbé Arab Leasguve, whbo {(Jlead by Syria,

Irag and Jordan) wanted to cut off 0oil prodvction o reaction to



tbe partitiovnivg of Palestive o»ovnd the creationof the Jewish
state. Savdi Joyalty to United States business dnterests was
acquited by secret agreewents "whbereby thbe taxes forwerly paid
[b& iontervational companies] were travsferred between the
compavnies sud the U.5. govervwentl to the treasvries of the Houvse
_of Sauvud."[3] 0i) production and Savdi revenuééuduring these early
post-war years was substavtial evough to fulfill the desires of
those who beld power, but were nothiovg ]ike‘ that required to
brideg tbe Ssaudi wmation into the wodern world. By 1944 total of)
production rteached 7.8 willion barrels (less tban the daily
production of the late 1970s) snd brought the Savdi “"govervwent"
$1.7 willion iv royalties. This grew to 174 willion barrels v
1949 and a wore sigvificant joflow of $50 willion D 1revenve.
Ovly 2 year Jater the tevenve take bad wore thao doubled to
$113.7 willion avd production would rise and fall as the world

economy experievced boow or covntraction.

There were apparently two tessons why Awericsv oil cowmpaunies
‘agreed to 2 sigunificavt Jocrease v toOoyalty péyments to the
Savdis. The first woas dictated by U.S. foreigu po]icy designs, as
expressed by George McGbee (at the tiwe tbe Assistapt Secretary
of State for Near Easteruw, Souvth Asjian, avnd Africav Affairs) o

testiwony before the U.S. Covngress:

At tbis tiwe, the privncipal threat to the Middle
East lay dv the possibility of wpationslist Jeaders
moving to upset regimes which were relatively ivept and
corrupt, and vot attunmed to the woderwm world.[4]



Becavuse U.S. political) strategies deewed it necessa?y to prowmote
stability iun this area,.tbe corporations wetre perwitted to deduct
toyalty psywents not as business expenses Eut as ditect tax
credits, whbichb ©brougbt o¢i) cowpany taxes paid to- the U.S.

Treasvry to "vearly zero."

What is perbaps wost aswazivg is that the Savdis sowebow
survived whbat iv past cevturies or even tecent decades wovld bave

beev 2 survre takeover attewpt by the wore opowerful vations, whose

track records for covcern over rights of vative peoples bas mever
beep 2 serious foreigo policy covnsideration. The following view

reflects a fairly cowwon expression of viewpoint by Westerners:
R .

The wotrldwide =evergy crisis is pot a3 problewm of
absolute sbortsces of vesouvrces. It is a vpolitical
crisis over whbo shall control these <zresovrces; who
sball]l decide whevre, whev, svd bow they sre to be
distributed; aud who shall share iv the eNoTWOUS
tevevves. The strvgpgle for coovntrol of +the world's
TesouICces is just beginviveg. The emergineg
covsciousness that the riches of the earth stre onot
jofinitely exploitable, that the cost of producivg,
distributing, avd covsvuwing tbew <cav vpo lovger be set
by the ivdustrial watiovs, avd tbat indeed such vations
must cowpete with ocwe another for pvaturtal resovrces to
waintain theitr Jvcreasingly similar stavdards aud
styles of livivg warks a new stage in -world politics.
It is a tiwme of davger because the capitalist countries
may well be tewmpted to uwse wilijtary power to offset
theitr declioving ecopomic power. But it is also a tiwme
of possibility. It is now clear that a death seotence

bamgs over willions uvnless there is a radical
redistribution of the tiches of the esrth iJuv this
generation. It wovlid be vnajive to wunderestimate the
power avnd deterwminmation of the ©ld cartelists -- the
energy cowpanies, and the wilitary establishments that
protect thew -- or of the vew cartelists -~ the shabs,
sbeikbs, aud the bavnkers who serve them -- to preserve

thefr bold ov world resources. But it would be wore
Baive to vodevestimate the pwoer avnd determivnation of
those who strugele for survival.[5]



Saudi powetr seews to bave survived and expanded at the expeuse
of those wbo bave desited to forever wanipulate Middle East
politics and economics for se]f;interest° In returno for
guaranteeing 3 vointerrupted supply of o0i) to Western industry,
the entreonched oligarchy of the Ssvd fawily .would be. supportedl
avd catered to -- becsuse it was iv the joterest of U.S. natiovnal
security. Perbaps. The gquestion of whbere vpatioval ivterest and
special jnterest begav and evnded bas beenr wore difficult to
detélmine. The ©Savdis would not bave to wait Jooeg to receive s

taste of the potentis) consequences should they decide npot to

play the gawe 25 thbe Westero powers desited.

A

The first gtest shockwave jo the Middle East occutred jo 1956.
Egypt, uvnder Gawal Abdel Nesser bhad beev wotrkivg sivnce 1952 to
buvild & vnified Aradb wmovewment of vevtrality JFo the way of nerves
between the  Soviet b]oc.and the West. As part of this strategy,
‘Nasget ordered Britaim out of its Svez baﬁe avnd, when Egypt was
attacked by Israel (Israel's forces backed by both Britasian and
.France), Nasser was fotced ivnto a position of depeuvdency -on
Soviet arms svd sssistavce when the terws of United States aid
came with covnditions Nassar couvld vot accept and waivntasin bis
visiov of Arab indepevndence. The Uvited States rtetalisted by
withdrawing 8id for the covstruction of the Aswanp daw; Nasser
retaliasted by wvatiovnalizive the Svez Céna}. Arab patiovalism was

growivng rapidivy.



Elsewbere, Arab workers begen to strike ageafust the o0il
companies. Saudi Atebia bad its share of labor unrest, and the
disruptions were put to av end by tbe use of troops {(atws cowing
from the United States). Kive Sauvd acted swiftly, suvppressing all

trade vniov or political activity,

Ivo this volitile eovnviroonment Presijdevt Ejisevbower opposed
military interveotion asgainst Nssser becsuse he saw this wouvuld
on]yrenbance ﬁasser's power with those o the Arab wvatiomalist
mov;ment. Thvus, jv 38 certaiv twist of bistorical treod,
Eisevbowetr publicly opposed British avd France efforts to restore
colonijal domination iv tbe Suvez; this political wove worked well
for the Uvited States, As a 7vesult, Awmerican dowivnated of]
cowpanies essevntiaslly joberited covtrol frow Evglavwd svd France
over Middie East o0jl.[6] (Not _muchl later, Eiseuhéwet andg his
sdvisers would take a8 very differeut stance with regatd‘to the
crumbliog French empire’ im Southeast Asia.) Awerican foreign
poljey efforts vow were shifted to voiting Ssudi ~Arabia o2vd Irag
agaivnst divtervatiowval communism,' which {wbether tea] or

contrived) put the Saudis iv a tole of depevdevce on the Uvited

Stoates for arws avnd econowic aid.

At the sswe time, tbe Israeli Jeasdership -- faced with severe
fivavciasl apnd ecovomic pressvres -- contewmplated expansioun of its
territory at tbe wexpevse of Arab lasvds. The avticipation of 2
solution achieved by force was growiuong strovger o®v both sides.

Ip 1958 Nasser engiveered the forwatioo of the Uvited Arab



Republic, furtber ivcreasing Arab vnatijonalistic prestige; and, is
1960, the fivavce ministers of the oil-producing covntries wet fu
Bagbdad to discuss cowwmon problews snd Arab foreigo policy., OPEC

was one result of this weetivng.[7]

The Arab nwvatiovs, avnd the Savdis in particular, were at the

dawo of 2 pew era in which freedow frow foreign dowivnation would .,

come with a growing core of Arab techoical experts who were

Tecejving evgivneerivng, ecovowics and fivavce educations jn the
d ' .
West. One of the wost able was Abdvllab Tariki who, after a U.S.

education at the University of Texas, returned to Sauvdi Arabia io

1954 to become the first Ditrector Geveral of Petrolevw Affajrs.

A
Iv bis case, ope wan certoainly wade o tremendous difference:

As the person tespousible for government relations
with Arawco, Tariki's dedication to work -- to
educating the public about o41 affairs, to iwmprovine
the terws of tbe <covcessions avnd openivng vp positions
for Ssudis in the cowmpany mavagewment, to wusivg the
covotry's wealtb for the bevefit of all the people --
wade bim stavd ovut fn the Sauvudi regime, where vevnality
and corruption were the rule, where no admivnistrative

strvcture existed, oavnd whbete powetr and influence
depevded owv ove's Jiveage 1w the Royal House of
Savd.[8]

Tatriki was juvstruwmental jop the early forwmation of OPEC apd was
av ardevt supporter of total vatiovalizaticn of Savudi Arabis's
vatvral) resovrces. Uvnder Tariki's direction durioeg the 1960s,
the method of determiving revenue sbariug was gradually revised
to the bevefit of the Saudi government. Savdi Arabis then
experienced 8 struggle for political power betweewv brothers Sgud

and Faisal; with U.S. backing Faisal staged a svccessful covup aund



becawme prime wivister. Tariki was soown diswissed snd thev exiled
frow bis country (evevtually settlivng iv Lebavov to work as awv
0il counsultant). As farx as American interests were concetrned,

the nation was back v safe havods.

Faisal's immedfate task was to diffuse bis opposition. He
began by sharply reduciuvng the royal housebold bvdeget -- whichb bad
bistorically covnsvwed wost of the wvation’'s oil tevenves. His

methpd of consolidating bis power included public bebeadiugs of
po]%fical oppovents and the puvrging of the 2rwy aund éir force.
lHe slso Look steps to build up » modetrn police state desigoed to
control all political activity. A U.S5. House Forejegn Affadirs
Cowmmittee report of 1965 ;ooked upon Faisal's .activities with
considerable satisfaction:
After 3 geverstion v which o0d] reveouves were not

turned to proper accovnt, Saudi Arabia pow appears to

be assvming & respousible attitude towsrd ecounomic

developmevt. - Strevvous efforts ste bejvg wade to

diversify the econowy.[9]

Thev cawe the 1967 Arab-Isr;e]i War. A strike occurred agajvst
‘Aramco oo Juoe 25, 1967. Iv aw effort to covtrol the dissept, a
large n©puwber of Palestivian workers were deported from Saudi
Arabia. Still, a sbow of Aradb vmity was teqdired,~ so all oil
"shipwents were suspevded for a tiwe avnd avn evbargo placed ov

_ |
shipments to the United States avd Bridajov. Thbe Sauvdis gquickly
became worriea about the loss the o0il revenve and pegotisted an

end to the ewbargo, obtajovivg couvcurrence frow Egypt after

apreeing to a $400 willijon avoual aid progrsw for Egypt v returo



for Nassar's support. Pressure witbin al]l the Arab states to

natjonalize of) production dncreased with the Israel] victory.
Savdi Arabia pushed hard for s dffferent covrse of @gction,
negotisating av equity interest ip Arawco. This was the beginnivng
of Saudi plabs to wake wajor joprovements i  dits own.
infrastructure aud to become a vet exporter of.maﬁufactured goods
as well as of o). Io the weavtiwe, the Ssudis would chaonel

surplusg révevuves juto profitable foreigu jnvestwents.

J
In wid-1972 the Saudi fivoance wminister, Sheikb. Zaki al-Yawani,

- went public with tbis plav ju av address before the Middle East
‘Instfrute, proposing that "the United States give tariff
preference for Savdi oi] %mports, diteéct jovestmevts jn refiviog,
and other oi) industry activities,"” Jv returp for which the
Ssvdis would "comwit itself to a production ]evé] of at least 20
williov barrels per day" (s Jlevel equivilent to all Middle FEast
production o 1972). The Awerjcan compaqieS'signed the agreewent

iv October and it was ratified by the Saudis ip Decewber.

A pumber of events ivo the wotrld econowy brought chaos to the
0i) warket in 1973. Early iJp the year prices begapo to cliwb
becavse of rising dewavd for low-polluting (i.e., Jow svlpbve)
crude o0il, particularly juo the eoviroumentally-conscious Upnited
States. The Saudis contivved their. policy of accowwodation
becauvse, as Faisal, stated:

We are thivnking v terwms of ecovncwic cooperation aund

sbared interests io the fivancial sphere. As is-always
the cose ivp intervatioval relatiovs, whevever wuvtua)



interests exist betweev two couvotries jo the ecownowmic
field wvery strompg political 1relations idwwediately
deve]op.[lQ]

Ouv tbe other bavnd, the vatural tewptation te control wsrkets
and, bence, ptices bas always beev 4 fundémenta] desire“of
" suppliers avd producers. Adaw Swith, o THE WEALTH OF NATIONS,
watved that "People ;f the some trade seldow wmeet together, even
for werriwment sod diversion, but the covversation euds {uv a
coospiracy agaivst the public, or iv some covtrivabce to raise
pricles.” The Savdis were being sccowodating; bowever, jo theijr
Telatively Dbrief exposvre to joternational busivess and
geopelitics they bad Jeérned the value of touvgh vegotiation. And
so, iop May 1973 the United States concluvded av jouforwmal acreement

encovraging botb Sasudi Jovestwents Jin the United States sad

reciprocal assistapce in developivg the Savdi ecovowy.

SAUDI INDUSTRIALIZATION

Uoder the ©vew arrtavgewent, jvncreases iv Saudi production were
te be tied to "large-scale techvical assistance to bhelp
judustrialize the Savudi ;conomy.”[ll] However, tbe U.S. influence
over the Ssudis in staying out of the Arab-Israeli conflict was
Jost becavse of a new Arab vuification jvitiative wade by Egypt's
vew leadetr, Avwar Sadat. Iv Aéril 1973 Yawmasuei, the Saudi o7l
minister, visited the-United States io au effort to convivce U.S.

policywmakers not to covtivue shippivng arws to Istael. Yawani Tet



the Americans kvow that o0il produvction wight be wvsed as the
Ssudis' forefjgn policy wespon. Ov October 6, 1973, Egypt and
Syria laupched their attack agajonst Isvtaeli forces in the Sivai
Penivsula. Sadat avd the PLO Jjocressed pressure oo Faisal to
inftiate av ewmbargo spaivst the United States; the resvlt was an
initial, tentative 5 percent cut, theo av additiova) jwwediate
éut of 10 vpercevt. Following the spvovncement by the U.S. of s
$2.2 billion aid bBi)] to Israel, the Saudis fTollowed other Arab
cougtriges fv the ecwbargo sgsiuvst the Uvited Stetes._ To do
othe}wise wight bave weant political) svicide for Faiéa] awoung his

Arab veighbors.

The cease firelbetween*tbe Egyptian aud Istaeli forces inv
November brouéht tbe problew to the wegotiating table. The pfice
~of OPEC o0i) at Janvary 1, 1974 bad risen to over $11, s 470
percent Jfocrease Jin just one yeat. Iv the United States, ofl
stocks kept wovipvg upward; bowever, non—energy'consumner spending
for begavn to fall precipitiovsly avd the world economy slipped
toward recession. OPEC wmewbers thev wet Jv March to dJiscuss
]ifting the ewbargo and the raisiveg of prices. At this meeting
Yowmini expressed bis view that “prices were already too bhigh and
that they should be reduced so as wnot to jeopardize the econowic
énd political stability of the industrialized capitalist’
covntries."[12] Ouve reason for tb; Sauvdi stance was U.S.
-goverowment assistavce ip pushivg Awericav corporstious to assist

in Savdi econowic development aund to chsunel Savdi o0j] rTevenves



joto U.S. secuvrities and wsrkets. These o¢i) revenues totalled
aroved $17 billiow iv 3974;: while sigoificsant, a breakdown iuv the

distribution of revenuves ov o0i) products is tevealivg:

1974 1973

Produciung covotry 40% 177%
Consuming covntry (taxes) 36 54

Jf 0il cowpavies ' 24 29

One jwmediate jwpact on tbe Saudi Arabign people was a doubliuog
of food imports frow the United States between 1973-74. Up votil
1974, bowever, tbe distributiou of o0il  wealth had had little
impact ov tbe 1ife of the average Saudi. Military avd joternal
security budegets bad greatly expavnded, but the nation was vot at
“all equipped to wuvdertake Jarge developwent projects. The
covotry's economic developwment was actually iv tbe bavds of .the
Stanford Resestrch Iostitute; slwost nothive had yet beev done in

terms of real jofrastrvcture.

Savdi society bas undergone 2 tapid rate of chavge during the
last decade. Ivdustrializatiov and & grestly dfncreased standard .
of livivg for the Saudi citizen have occurred, but wmost of the
technicel aund wavuval work haé_ been ;etformed by 2.6 willionm

workers brought into the covuotry. The jwpact of these chavges is

parxtially reflected by econowic avnd budgetary figbres.



Duvrioeg 1981-84 the Saudis allocated $550 bililiow for
infrastructure suvd jondustrialization development. At the sawe
tiwme they tetajived $100 bi?]ion in foreiguo TesSeYvVes., A
substaotial portion of these wouies were vutilized for the
‘creatiow of two pnew industrial cities projectéd to create 144,000
new jobs for Saudi citizens by the vearx éOOO;.The.empbasis toward
doﬁestic industrial expavsion is ref]ectediin restrictions onm
foreign investwent which no lovger permits cémpanies to cowe Ju
forJa quick profit and then ]egve. Foreign cowpanies must mow
made long-term commitﬁents of tiwme, resoétces and TECHNOLOGY

TRANSFER. Ope result of these efforts has Been an  average per

cdpita incowe jv Savdi Arabia of $14,000.

A five-year developwental plav for 1985-90 bas been adopted
with a projected cost of $277 billiov. Around $190 billien is to
be allocated to civi]ian‘spending aqd the rewainder to defensef
This plan also calls for the reductioﬁ of éovernment involvewent
io the ecénomy, replacewent of foreigo workers with Saudis and
absorption of Saudi wowen dJunto the workforce. Faced with a
-contivnving declibe in o0il revenves durineg 1984-85 the Saudi
governwent took various weasures to reduce exXpenditures,
includivg 2 reduction in the opumber of svbsidies ob cobsuwer

goods, salary cuts for governwmevt ewmployees snd the removal or

.
. .

reduction of bousivg, wedical and travel allowances.

The goveruwent has 2lso moved to fucresse the dowmestic content

of busivess contracts. To early October 1984 it was annovnced



that 30 percent of the valuve of any single contract bad to Dbe
subcootracted to cowpanies which were wholly Sauvdi-owved. A
decree issugd by King Fabd in wid-Juve of 1985 subsequently ruled
that all pov-covstruction contracts would be awarded to Saudi
fitws. Tariffs ov durable juports were jocreased from & percent
+to 7 percent begivuivg with the start of the fiscal 1986
yesr.[13] These weasuvres seem to reflect av economy in trouble
avd 3 governwent covcetved about DEFICITS. An evaluation of the
Seudfi econowy by Daniel Yergin avd Martio Hillenbravd a few years
ago reached an opﬁosite conclusion:

Becavse of Jow dewsvd for foreigo goods compsred to
earnivegs, Saudi Avrabia is able to scale down JFfeg o07il)
production withovt byrting fts owo growth.[14]

This seems to be suppotrted by =  BUSINESS AMERICA rTeport
concluding that "declinivg Gross Dowestic Product growth is less
wmesoingfuv]l Ju the current 'Saudi context thao Jt would be
elsewbhere jio the world because Saudi Atrabai's toads,
cowmvnications, avd basic Jvfrastructure ate nDow Jargely inv

place.”[15] That is a trewmevndous achievement withio the spav of

cnly a decade.

Net foreign assets beld by the Saudis rose from $4.2 biliov jm
1973 to $67.3 billion iv 1978, to $118.2 billjon 4o 1980 and were
at $161.6 billjop by the end of 1981.[16] Iv fact, the Saudis
beld 40 percent of the total uvet asset position of all the OPEC
0i] covvntries combined, ‘Yergin and Hilleuvbrand havezconcluded

»

that



Thbe different dewauvd patterns of the OPEC covntries
are Jjwportant for their Jpvestmeut objectives and
strategies. The first objective s always to waintaio

the covotry's ioternatiounal liquidity undet
circumstances of fluctuatimg foreigu exchange tevenuves
and expenditures, This ds the typical opurpose for

keepiog foreign exchange teserves.

Saudi Arsbia will, as a rule, devote enly part of
its total] finvancial svurpluses to movetary teserves.
The rest, perbaps the greater part, will be fovested
with 2 view to spending the money Jin the fuvture to
import goods avd services and/or to secure a continvous

streaw of Jocowe io the: face of depletinvg oil
reserves. The actvael] investwent strategy depends onw
the developwent strategy pursuved. Priority is always

} 2ivenr to the development of the dowestic econowy .,
Saudi Arabia covnsiders the accuwmvlated foreign sassets
as a3 kind of deferred expevditure, to be spewnt
developivng their covotry. With this faijrly defived
time period, the preference will be towards fixed
income ivstruwments.[17]

»

A numfer of investmevts jn existipg businesses seew to go agajust
the above jovestwent strateey vnti}! ove woderstands that many
“individual Saudis are extremently wealthy. Savdi foterests have
acquired three Hilton Hotels io Nortb Caroliva and the brokersge
firm of Swith Barvey. The natjon's jnvestments sre managed by the
Savdi Arabjan Mopetary Agevcy, which (vnlike its Kuwait vnejghbor)
bas wade mivimal investwents jo Evropean or Notrth Awerican teal
iestate and geverally keeps its equity ‘participation o United
Stafes firws below 5 percent. Altbhouvgb not signifiéant to the
Savdi portfolio, a numbe% of other Jovestwent choices are

ioteresting becsvse of their diversity;




Industrial Park (Salt Lake City, Utah $750 williowo
Arizovna Land & Cattle Cowpany,

Pboenix, Arizoma (15%) 250 million
Fivrst Natioval Bauk of Sav Jose,

Califorvnis (33%) ' _ 14 willion
Security National Baok of Walnut

Creek, California (96%) 12 willionm
Bavk of Covutrs Costa, Calif. (57%) 14 willion

SOURCE: Saturday Review, Javuarty 25, 1975

Savdi strategy for at Jeast the last decaae bas tbhus been to
-strive‘fOI jodepeundence frow its ojl clients by av accelerated
devellopwent of jufrastructure, diversification of its dowestic
ecaonomy sund "the wivniwization of risk dov {forveign iJuvestwents,
There are now two scenmarjos to pursve, The first is a Jook at
what did not occur and whgt tbe probable copnséquences wight have
been HAD the Saudis fo]lowéd a path of Jeast resistavce. Second,
I will attewpt to forecast the future based on the path they have

taken.

THE PATH OF LEAST RESISTANCE

From Jate 1981 vonti] late October of 1985 the price of crude o0i]
settled down to around $28 per barrel. Ivcreased production by
Britain, Norway avnd other producers was putting dowoward pressure
on the price. The Sauvdis were vpuwpivng aroved 2.2 willionp
batrrels/dsy which, at $28 would generale $2i.5 billion 0 avouval
revevve. Assvwing the Savudis' priwary goal would-be to Qustain

this revevve flow 2t the lowest production Jevel requivred, and



that the weighbted sverage price of 0il] would drop by $2 each year
after 1986, the adjustments to production would be roughly as

follows:

$22.5 Billiocw, or

$22,500 Million

VARIABLES: X = williovs of barrels/day
Y price/bartrel

TOTAL REVENUE (R)

If

Both "R"™ and "Y" are knowns; we are seeking to
determine bow mavy barrels wust be produced each
dday to maintaiv a coustaot teveove iuflow.

11irtrrs

The formula to find "X" in the base year is Total
Revenue (R) divided by 365 [iv order to arrive at
dajly revevnue], the result of which §s divided by
the curreot price per barrel (Y). Thus, for 1986
the calcviation wouvld be as follows:

(1) X, = 22,500/365 (3) X, = 2.2 willion
28 brls/day
(2) X, = 61.64/28

o

Frowm the 1986 base year figures, subsequent production levels can
be determived by simply substituting the opresent year weighted
average price pet barrel]. Given our assvuptions this results iu
a 1987 price of $26, & 1988 price of $24, avnd so ow. Production
levels derived wunder these donditfon; through 1995 atre shown

below.



1986 : X, = (R/365)/Y =~--- Xo = (22,500/365)/28
---- Xo = 61.64/28
---- X, = 2.2 wb/day
1987: X = X (Y, /Y,) ---- X, =  2.2(28/26)
“--- X, = 2.2(1.08)
———-— X, = 2.38 wb/day
1988 : X, = X (Y /Y.) - X, = 2.2(28/724)
2
St 2 . X2 = 2.2(1.167)
---= Xy = 2.567 wb/day
111l
1995: X9 = Xo(Yo/YQ) -——— X9 = 2.2(28/10)
’ ---- Xg = 2.2(2.8)
~ ---- ZXo = 6.16 wb/day

Ovly 2 few short wonths -ago the svggestion that crvde oifl
prices wight drop from‘ar?und $30 per barrel £o as low as $10 per
barrel by 1995 would bave beewu given a near zero probability. Inv
biodsight, bowever, tbe world's expanded production capacity,
discovery of wvew fields avnd bejghteved energvrconsciousness lend
Vctedibi]iry to this scevario, As the Ssudis bave shown, they are
fully capable of puwpivneg well} over 6 willjon barrels a day aud,
based on cuyrrent estiwmates of teserves, wovuld sti}l] be able to

weet this Jevel im the wid-1990s.

There are several other key variables to be considered in tBis
énalysis. At dssve is whether the éaudis would be able to
generate sufﬁicient revenves to fivmance the w©vatioupal budget
.without incurrivg 2 deficit (and, henée, eativg away existiﬁg
fivnancial reserves). ‘Again, a ouvwmber of <critical assvmptions

wust be wade based owv currevt <teported Sauvdi assets, budget



estimates auvd fovcowe from 0il 2vd ©npov-o0il telated production.
For 1986 tbhe Saudis bave reported a $55 billion budget which is
acknowledged will geverate a $12 billion deficit. Total foredigo
jovestments are estiwmated to be worth $106 billjoon, plus a
" teserve of $§0 billjon Jo liquid - assets (U.S. governwent
secvrities, etc.). The Nomn-o01il related sector of tbe Savdij

dowestjc ecopowy has forecasted revevves of $7.2 billion.

For purposes of westimativng Saudi casb flow and mwnatiouval
assé&s, it dis oassumed that the wmarket valuve of foreignon
investwents (i.e., real estate, corporate holdivgs, etc.) will
average a 10% avvus] jverease avnd yield o @ositive cash flow of "
8% returo ov current valué. -Saudi treserves are also projectea to
yield sav 8% sverape teturn. Altbough the Jlatest Five Year Planp
]ooks for anp évetage increase iv domestic productivity of 5.9% we
wiil ﬁse‘ 3% Tbere; however, based oD the reductiogn io
infrastructure ~tequirewments and expavsion of the private sector
we will also forecast a coﬁstant‘3% reduction o the wpatjounal

budget. For purposes of simplicity all ffgures are assumed to be

adjusted for inflatiovn.

1986 1987 1988 1989 1990 1991 1992 1993 1994

REVENUES : .
0i]l $22.5 $22.5 $22.5 $22.5 $22.5 $22.5 $22.5 $22.5 $22.5
ForIuv 8.5 9.3 10.3 11.3 12.5 13.7 15.1 16.6 18.3
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TOTAL REV 43.0 43.0 43.4 43.9 44.8 47.7 49.5 51.6 54.1
(Budget) ~-55.0 -53.4 -51.8 -50.2.-48.7 -47.2 -45.8 -44.4 -43.1

NET +/~- -12.0 -10.4 -~-8.4 -6.3 -3.9 +.> +3.7 +7.2 +11.0

As the sbove table veveals, tbe Saudis wou]a bhave experievnced a
-gradual Joss of finaqgia] reserves as a tesult of five straight
years of buvdget deficits. By the end of 1995, bowever, Teserves
would bave cliwbed ©bsck to $56.7 biilion. The Sauvdi cash flow
avod financia] teserves/pbvsica] capital at .year eond 1995 wouvld .

-bave appeared as below:

{billious of dollars)

REVENUES :

0il Production $ 22.5 0jl Reserves $1,600%
Foreign Ipvestwentls 20.1 Foreign Inv., 277
Finavncial Reserves 3.3 Fivaucial Reserves 57
Nonoil Dowestic Ibnc. 11.2 Dowestic Capital 373
TOTAL REVENUE $ 57.1 TOTAL WEALTH $2,307
Budget Expenditures -41.8
SURPLUS $ 15.3

#Savdi Arabia possesses approxiwately 257 of the world's
kvown o0il] reserves of sowe 640 billion barrels, or 160
bjlliop barrels. At tbe forecasted $10/barrel 1995 prices
these reserves wouvld have 2 warket value of $1,600 billiouw.



The above svnalysis supports the <covclusion that the Savdisg'
overal] econowic deve]opment is firwly establisbed; tbherefore,
drastic cuts jo its dowmestic prograw spevding were wvot needed to
ensure Jowng-terw growth. Lower crude o0il prices, graduvally
obtained as a resvit of sﬁpply/demend trelationships in the matkét
were coffset by bigber o0id]) ﬁroduction. | At the sawve tiwe, the
lowet enmergy costs stiwvlates wor]dwidé econowic activity aund the
:Saudis' ownp returwn ov foreigv capital dJpbvestments. Had they
folftwed this covrse of asction the Savdis would bave experievced

& "wivo/win" sitvatiom by both preservibg ojl-generated revenues
and waiotaivivng growth elsewbere.
Y

The course actually followed s wuch wore difficult to
forecast joto the future ot to evaluate becsuse of the intevse
political rawificatiovs ivpvolved. Savdi Arabiaz bas ﬁerv quickly
joflvevced the price of oil by;its increase v production frow
the 2.2 wiltlion barrels per day vuvsed iv the above scenatrio to
arovund 4.5 williov barrels per Vday preseptly (April 1986).
Moreover, the rtapid drvop io o0il prices bas bad a cowplex effect
on the world ecovomy. The large woney cevnter bavks with Josus
outstandivg to Mexico and to dnternatiowva) 0il fitws are
threateved by massive defavlits (oil revenves have been ; priwary
sovrtces of foreign currevcy fqr Mexico, whose econowmy is now at a
standstill). 0il avnd gas industries that expanded on the
assuwption of covtionvally risivg 0il prices are cutting back on

exploration, tesearch auvd developuwent, avd are reducing thelr



workforces by the thovusavds. As vnewployment rises iv the oil
belts” of the United States and elsewbere, 1teal estate
foreclosvres are inéreasing avd lavd values fsllivg; vew office
buildivgs rewajv empty apd existivg ones drop <tTents as the
competiéion for tenants iJocreases. In arteas where the econowic
"base is bigbly diversified there Js couvsiderable optimisﬁ avd
econowic growth. Depevndiveg op where you sit the signs ]éok
either wighty pood or downright terribie. . With the rise and fall
of OQPEC we have probably seev tbe eond of tbe "vatioval ecovowy."”
The .gloﬁa] ecovomy has flexed -its muscles avnd shown vs fts
might. Thus, at this poivt whatever assvwptions are wade ébout
the Ssauvdi economy arve fra?ght with pitfalls. What ®wy research
has shown {is that Saudi Arasbias s far better positiovned Lo

weather the storm than wesvy other vnations, particvlarly those who

bave not had the bemefit of sitting on av oceav of oil.
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