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Population Issues in the Arab World:
Current Situation and Future Challenges
Adnan Wadie

Abstract

Demographic issues and the relationship between population
and development constitute areas of research that have not been
sufficiently addressed. Arab countries are characterized by a
number of common population features that impact upon their
development path. Despite the expected differences between these
countries, many of them face challenges that take the form of a slow
demographic transformation, a high fertility rate and related
burdens. Human migration constitutes another challenging issue.

However, the more important issue is the one concerning the
qualitative characteristics of the Arab population, that is, the levels
of human development and its challenges. Even though most Arab
countries made significant improvements with respect to human
development, the gap between them and with each one of them
remains wide. llliteracy is still widespread, schooling rates are still
low, and resources allocated to education and health and to the
quality of life are diminishing.

An adequate framework for studying population issues and
challenges is to go beyond techniques based on demographic
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features and factors. It should include, in particular, the link between
development and human development.

By establishing this link across Arab countries, the paper
advocates the use of the development perspective to consolidate
the population policies and help the decision-makers.
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Abstract

Free Economic Zones (FEZs) have become increasingly important as developing countries seek to
attract foreign investment and increase exports and foreign exchange earnings in order to promote
trade and growth. As a result, a large number of FEZs has been put into operation throughout the
Arab World, and more are in the planning process.

While their features differ from one country to another, similar constraints have impeded their
success, which requires careful assessment of their measures and performance. The Jabal Ali Free
Zone has proved to be the most successful in Arab countries in terms of investment attracted to the
zone, level of exports and foreign exchange earnings, and linkages with the domestic economy.
However, to be successful, FEZs in Arab countries have to concentrate on competing on the basis of
the services offered and their quality, rather than on the basis of location.
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Introduction

The growth of Free Economic Zones (FEZs) is an important institutional innovation
which spread on the economic scene in the past twenty five years. FEZs have become
increasingly important as developing countries seek to attract foreign investment, with
concessions on tariffs, taxes and administrative procedures in order to promote trade and
growth.

A large number of FEZs has been put into operation throughout the world, and more
are in the planning process. It is believed that establishing a FEZ would attract foreign
investment, boost exports and in turn, foreign exchange earnings, and create job
opportunities. The achievement of such goals will have positive effects on the economy of
the host country, and consequently, on its standard of living.

Based on such assumptions, several Arab countries were induced to establish FEZs in
an attempt to achieve the previously mentioned goals. In fact, FEZs in Arab countries
appeared as early as the 1900s in Aden. Lebanon and Syria established FEZs in the 1950s,
Morocco in the 1960s, followed by Egypt, Jordan, and Tunisia in the early 1970s, and the
United Arab Emirates in the mid 1980s. In other words, there are presently more than 27
FEZs in operation in Arab countries. A few are now in the process of being established in
Qatar, Bahrain, Sudan, and Kuwait.

However, due to macro as well as micro and sectoral level problems, success of most
of the FEZs, which depends on a combination of social, economic, and geographical factors,
was and is still limited. With few exceptions, FEZs in Arab countries have been unable to
attract large amounts of foreign investment as well as foreign exchange earnings. This
requires a reassessment of measures that actually exist in the zones where investors are
continuously faced with problems and obstacles impeding the operations of their ventures.

The trend toward economic liberalization on one hand, and developments at the
international scene such as WTO arrangements on the other, have led to an increasing interest
in establishing FEZs. In accordance with Article XXIV of the GATT which allows the
establishment of Free Trade Areas and Customs Unions under certain conditions, and based
on Arab countries’ previous cooperation and integration efforts, an Arab Free Trade Area
(AFTA), which was initiated in 1981, came into action in January 1998. However, one of the
main issues that still need to be settled within the AFTA context is how to deal with the
products of FEZs located within the AFTA.

Against this background, the objectives of the study are:
To examine the terms and concepts of FEZs and their relevance to Arab economies
and to assess the importance of FEZs in promoting economic growth in the host country;
To examine the trend and development of FEZs in Arab countries,i.e. their main
features and structure; and
To assess the performance of FEZs in Arab countries in promoting exports,
employment, trade, etc. This is done by providing comparable information and analysing
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problems.

Theoretical Framework of FEZs
Definition and the Concept of FEZs

There is a certain framework that defines the nature of FEZs which includes, among
other things, the definition of zones; their impact on growth of host countries; and the
elements of their failure and success. There is no clear-cut definition of FEZs. The need for
terminology accuracy is for reasons greater than simple clarification, as there are substantive
issues involved in the use of terms such as free zone, duty free zone, free trade zone, export
processing zone, etc. In general, a FEZ is a “geographically defined area within which certain
types of economic activity take place without some of the government taxation and regulation
that applies to them in the rest of the economy” (Grubel, 1984, p.43). In other words, FEZs
are designated areas free of customs duties and import controls that provide an attractive
environment for investment, technology, promotion of exports, and employment
opportunities. Free trade zones or commercial FEZs, on the other hand, are warehousing
areas where goods are stored and re-exported to the host country or abroad without substantial
transformation (ESCWA, 1995). The dominant characterization of free trade zones is that the
host country’s excise taxes and other foreign trade restrictions do not apply to traffic into and
out of the zone and to activities within it (Grubel, op. cit. p. 44).

Free trade zones that include export-oriented industrial activities are named export
processing zones (EPZs). An EPZ is a designated specialized industrial estate which
produces mainly for export and which constitutes an enclave from the trade and customs
regime of a country in which free trade applies (ESCAP/UNTC, 1985). As its name implies,
an EPZ is mainly concerned with manufacturing activities although trading activities are also
carried out in some EPZs. Thus, the term EPZ seems more appropriate than the terms Free
Trade Zone or Free Export Zone.

Despite the different concepts and definitions used for FEZs, they are traditionally a
part of sovereign national territory designated in which goods of foreign origin can be stored,
sold, or bought free of usual customs dues. It is a duty-free market place or a warehouse,
which, although situated within national borders, the fiscal reason is regarded as being outside
the frontier (Kuznetsov, 1993/4). This definition is used throughout the study to signify FEZs.

The Impact of FEZs on the Host Countries’ Economies

FEZs are expected to open up a wide spectrum of possibilities on the economies of
host countries. They are not only useful in general terms, but they are even more valuable
and attractive in developing countries since they may provide the starting point of
industrialization. Although different countries seek to achieve different objectives by
establishing FEZs, many of these objectives are similar. Short-term objectives of establishing
FEZs are to increase exports and foreign exchange earnings, generate employment
opportunities, stimulate investments and accelerate regional development. In the long run,
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the host country hopes that the zones would also contribute toward the transfer of technology,
acquisition and upgrading of management skills and enhancement of linkages with host
country’s economies (ESCAP/UNTC, 1985).

Attracting Foreign Investment (Capital Flows). A feasible way for a small
developing economy to promote its export and develop organized links to the international
markets, is to collaborate with foreign investors who would contribute not only in capital but
also in management and marketing. A credible free zone with good management and
commitment to free trade, accompanied with incentives and facilities, is more attractive to
foreign investment than other places in the economy (World Bank, 1992).

FEZs, especially free trade zones in developing countries, can give rise to capital
flows which have potentially important welfare implications. It is believed that regulation
and protection in many developing countries represent serious barriers to the inflow of
capital. The establishment of FEZs which removes such barriers can induce the flow of
capital. This raises the productivity of labor, generates linkages, affects and gives rise to
income tax revenue from the profit of foreign firms. All these translate into gains in welfare
and in turn, development of the host country (Grubel, 1982).

Most developing countries need to stimulate investment to achieve a satisfactory rate
of economic growth. The FEZ is a means to attract investment, especially foreign
investments. “FEZs provide a show window for displaying the ability and enterprise of the
country’s work force to attract foreign investment in the country” Grubel, op cit., p.20).
Because investment expenditure is financed by inflow of foreign capital, which would not
have otherwise come to the region, it is achieved without any opportunity cost to the
country’s scarce capital resources. Clearly, a considerable private capital formation will be
required for developing countries in general, and Arab countries in particular, to enhance thei
growth performance. Foreign investment attracted to the FEZs would contribute to this end.

Promoting Exports and Foreign Exchange Earnings: For most host countries, the
main consideration in establishing a free zone, mainly EPZ, is to increase exports and foreign
exchange earnings. Many developing countries embarked, mainly after independence, on
import substitution industrialization strategies. However, due to their limited markets which
imposed constraints to foreign exchange problems, they started redistributing their
industrialization strategies towards the export markets. Establishing EPZ was one of the
measures which these countries took to promote exports.

Balance of payments problems in many developing countries prompted the authorities
to set up free zones. It is generally accepted that EPZ can make a significant net contribution
to the balance of payments account of a developing country. However, the importation of a
very high proportion of raw materials and intermediate goods means that the net contribution
is much less than the gross contribution implied by the increase in the value of exports. It is
also believed that contribution of free zones to foreign exchange earnings would rise sharply

*For arguments against direct foreign investment, see, for example, Todaro, 1989: 468-481.



as occupancy of the zone increases and would rise again once loan commitments have been
fully met (UNIDO, 1980).



Promoting Employment Opportunities. Apart from the need to increase exports
and foreign exchange earnings, the next most important objective of many host countries is to
generate employment opportunities for the growing labor force. The desire to create
employment opportunities figures prominently in the objectives of many free zones located in
countries with a surplus of labor force such as Egypt, Jordan and Syria.. In Egypt, the major
objective includes to create employment opportunities and improve labor skills; in Jordan, to
create new job opportunities for Jordanians and develop their skills; and in Syria, to create job
opportunities and upgrade local skills (ESCWA, 1995).

Technology Transfer and Management Skills. Host countries hope to use free
zones as springboards for introducing new technology to their economies by encouraging
enterprises to diffuse those technologies after assimilating and adopting them
(ESCAP/UNCTC, 1985). It is widely believed that in such industries, the direct transfer of
technology has been very limited (World Bank, 1992 in REF).

However, in a relatively simple industry with no complicated technology such as
footwear and garments, technology transfer exists. It is from foreign technicians and
managers working together, from foreign buyers to local firms, movement of employment and
so on (World Bank, ibid.). To have an effective and fruitful technology transfer, the
environment for businesses outside the free zones must be attractive, i.e. import
liberalization, deregulation, etc.

Forward and Backward Linkages with the Domestic Economy. The nature of the
linkages between activities in the zones and those in the domestic economy is one of the most
important key issues. The more extensive the linkages are, the more likely the zones can
generate longer term benefits.

The UNIDO document (1980) reports that construction, electricity supply,
transportation, etc. are some of the major linkages with the host country economy. Also there
are the expenditure multiplier effects through the expanded income of labor force and their
demand on host country’s consumption goods. However, backward linkages with domestic
production seem limited. Except in advanced developing economies that have succeeded in
their outward-oriented strategies such as Korea and Taiwan, significant backward links from
exports rarely develop in free zones (World Bank, 1992 in REF).

Criteria for Establishing Free Zones: Elements of Success

For a free zone to succeed, the factors that attract firms to them must be known.
Should a government or free zone authority not have a thorough grasp of the needs of firms,
then the development of a free zone can become a very expensive lesson. The more
information available to free zone authorities concerning factors involved in management’s
decision to locate in a certain area, the more capable authorities will be in providing critical
information to interested firms (Badri, 1996).



Studies carried out on free zones in developing countries arrive at the conclusion that
the criteria governing the decision to invest in a free zone area include the following:

Political Stability: This is considered the most important factor that attracts capital
to the host country. Foreign investment is always hesitant to have ventures in unstable
country where interests of such companies are consistently threatened. As a result, the
political as well as economic stable climate, plays an important role is establishment and
success of free zones.

Commitment to Free Economy (Openness): A suitable macroeconomic exchange
rate, and trade policy regime, together with a legal regulatory environment favorable to
business are basic and critical elements for a developing economy’s entry into the world
market. Where there are tariffs and other taxes or restrictions on imports of producer
goods, export policies must provide exporters free trade status, which their competitors
enjoy around the world. The more committed the host government is to investment and
free trade, the more guarantees the foreign firms have, and the more attractive the free
zone is to foreign investment.

Strategic Location: Free zones have to be established close to major international
markets. In order to succeed, a free zone has to have a good geographical and strategic
location, i.e. close to traffic of international trade. For instance, Dubai’s strategic location
at the crossroads between the East and the West, has made it the leading hub between
Europe and the Far East. Dubai’s traditional links with nearby Gulf States, the Red Sea,
East Africa and the Indian subcontinent have enhanced the success of free zone in Jebel
Ali.

Comprehensélve theories for location of manufacturing activities have been developed
throughout history.” In making allocation decision, several determinants or factors are
considered, i.e. transportation costs, labor costs, marketing advantages and proximity to
auxiliary industries (Badri, 1996). Some economists refer to the best location as the site from
which a given number of buyers can be served at the lowest total cost. In this sense, the
location theory involves both cost and demand curves (Greenhut, 1996).

Availability of Labor and Low Wage Costs. Because foreign firms and companies
are interested in lowering their cost of production, the cost and availability of labor are
main factors that attract foreign investment to free zones, and in turn, enhance their
success. However, due to many reasons, cost and availability of labor are losing
importance nowadays in the face of other factors of a more qualitative nature such as
transport conditions and costs, and business establishment conditions.

Availability of Good Infrastructure Facilities. Availability of infrastructure as well
as other supply services, is a requirement for a free zone to succeed. Availability of good
transportation and communication systems, for instance, in addition to good

*For more details about location theories, see among others: Badri and Davis (1995); Coughlin, Terza and
Arromdee (1991); Greenhut (1996); and Pietlock (1992).



administrative system away from red tape and bureaucracy, would definitely enhance the
success of the zone. For instance, the availability of a modern seaport with twin terminals
and a modern international airport, a cargo village, an air-freight handling capability and a
Manifest and Documentation System, have enhanced the success of the Jebel Ali Free
Zone tremendously.

Infrastructure facilities which would compete with other zones and contribute to the
free zone’s success include: low cost pre-fabricated warehouses, offices and refrigerated
stores, open stores and retail transport facilities, abundant power supply, and highly efficient
support services by the engineering and data system. Free flow of capital and tax-free profits
and/or returns are also important factors to be considered.

FEZs in Arab Countries: Trend and Main Features

The geographical location of the Arab region allows it to act as a bridge between three
continents, namely, Asia, Europe and Africa. Arab countries’ strategic location at the
crossroads between the East and the West has contributed to their importance in international
trade, where they are considered important gateways to large number of people and provide
an essential meeting point for production and consumption markets (ESCWA, 1995).

The idea of establishing FEZs in the region is gathering momentum, especially with
the general trend in the area towards liberalization and globalization. There are now FEZs in
Jordan, United Arab Emirates, Syria, Lebanon, Egypt, Tunisia, Morocco, Djibouti and
Yemen. At the same time Qatar, Bahrain, and Kuwait are in the process of establishing FEZs.
However, evaluation of FEZs in Arab countries need to be considered seriously before more
FEZs are established especially in the light of international developments such as the WTO
arrangements and globalization trends and newly emerging economic blocs.

Development of FEZs in Arab Countries: The Trend

The last twenty-five years or so have witnessed a rapid proliferation of FEZs in Arab
countries. This period has also seen a rapid expansion of multinational corporation activities
accompanied by a great degree of globalization, and now economic developments. Presently,
there are more than 27 FEZs in at least 9 Arab countries, and 4 more in the process of being
established in four other countries as shown in Table 1.



Table 1. Major FEZs in Arab Countries, 1998

Country Area Year of
(hectares) Establishment
EGYPT
Alexandria 472.75 1973
Nasr City 70.56 1973
Port Said 49.42 1975
Suez 32.28 1975
Ismailia 340.00 1979
Safaja 50.43 1992
Domietta 80.00 1992
Al Aresh Planned Planned
JORDAN
Port of Aqaba 100.00 1973
Zarqa 550.00 1978
Jordanian/Syrian borders 400.00 1976
Al Shadiyah
Sahab Planned
SYRIA
Damascus 2.50 1952
Aleppo 32.00 1974
Latakia 28.20 1974
Tartous 43.60 1974
Damascus Airport 9.20 1976
Adra 68.40 1977
UNITED ARAB EMIRATES
Jebel Ali — Dubai 10,000.00 1985
YEMEN
Aden 20.00 1970
LEBANON
Beirut Port 5.68 1954
Tripole Port Planned Planned
MOROCCO
Tangier
TUNISTA
Bizerte
Zarzis 30.00 1972
DJIBOUTI
Djibouti 1971

Source: Collated by the author, based on available data from: ESCWA, Development of FEZs in the ESCWA
Region (1995, pp.14-150; Inter-Arab Investment Guarantee Corporation, Arab FEZs (1987).

Location-wise, Egypt has established 7 FEZs since 1975. Jordan, on the other hand,
started by establishing 2FEZs, namely in the Aqaba (1973), and Zarqa (1978). However, the
free zone in Aqaba later expanded to include industrial as well as special free zones for
phosphate based industries, phosphoric acid industry and natural fertilizers. The free zone at
Queen Alia International Airport and the Sahab Free Zone are under construction. Also, a
joint industrial free zone with Syria was established at the border between the two countries
(1976).
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The FEZ in Aden, Yemen is one of the oldest in the area. It used to be a free market
for foreign goods and commodities. However, this free zone (market) status was canceled by
the British authorities in 1961. Yemen’s plans to develop a large free zone in Aden are
presently under way. The first and second stages to rehabilitate the port and airport of Aden
as well as construct warehouses and storage facilities, are scheduled to be finished in the year
2005. The Singapore Port Authorities has been commissioned to build ports and storage
facilities in the Aden Free Zone in the amount of 187 million dollars.

The FEZ in Tangiers, Morocco located close to the port was established in 1962. The
free zone law allows for the International Commissions whether the goods pass through the
zone or not. The land allows commercial transactions related to goods stored in private or
public storage. The Tunisian experience is related to industrial exports and financial sector
(offshore banking). Law No0.38/1972 related to industrial exports, aims at providing job
opportunities while contributing to reducing balance of payments deficit as well as promoting
use of modern technology. A free zone was established in Bizerte in 1992 with a total area of
460,000 m” in a strategic location on the Mediterranean close to Europe and the rest of the
Middle East. There is also a free zone in Zarzis.

Djibouti established a free zone in 1971 based on Law No. 193/7. It is located within
the Djibouti Port commercial area. The dominant activity is the commercial one compared to
industrial or other activities.

FEZs in the Process of Being Established. In addition to existing zones in Arab
countries, there are others that are in the process of being established. Construction of a
commercial free zone at the port of Beirut is now underway as a result of Lebanon’s free zone
having been completely destroyed during the civil war. The long-term objective is to establish
an industrial free zone in the Karantina district, east of the port. Qatar, in coordination with
the UNIDO and UNDP, is in the process of establishing a free zone originally scheduled to
start in 1994. The incentives offered to investors in the industrial sector now is similar to
those of most FEZs.

Bahrain is also planning to build a new port as part of a new industrial free zone to be
established in the northern-eastern part of the country. Kuwait is in the final stages of
establishing a free zone at Shuwaikh port, based on the State enacted Law 26/95. In line with
the privatization plan, the Higher Supervisory Committee on the FEZs decided to assign the
project to the private sector. The main objectives of the zone formulated by the Committee
include: stimulating exports which would positively reflect on the Kuwaiti economy; and
diversify the economy reducing reliance on oil. Sudan is also in the process of establishing
two FEZs, i.e. the Red Sea Free Zone and Aljaily Free Zone.

* The National Real Estate Company signed a contract with the Kuwait government to establish and manage the
free zone at Shuwaikh port.
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Table 2. FEZs in the Process of Being Established in the Middle East.

Kuwait Shuwaikh Port

Qatar Doha

Bahrain Northern/Eastern Side
United Arab Emirates Sadiyat - Abu Dhabi

Sud Red Sea Free Zone
udan Aljaily Free Zone

Like most FEZs in the world, FEZs in Arab countries are located either in or near
seaports or near airports and international borders. Such locations would be attractive to low
as well as high-value products. Without access to services that are essential to export and
industrial operations, some FEZs in Arab countries may find it hard to attract foreign
investment.

As of 1998, there were around 27 operational FEZs in Arab countries in addition to
few under construction and in the process of being established. The free zone in Jebel Ali is
the largest and the most successful, as will be discussed later.

Main Features : Incentives, Facilities and Administration of FEZs

Fiscal and Financial Incentives. Investors in most FEZs in Arab countries benefit
from general fiscal incentives, the major ones being the “five freedoms” from: (a) corporate
income tax, (b) import duties, (c) import quotas, (d) property taxes and (e) excise taxes.
Income tax exemptions may vary for periods up to 20 years. Depending on the case,
exemption is total or partial and may be combined with other incentives. Most countries offer
a tax exemption period of 5-10 years as shown in Table 3. The duty-free import concession

is almost of unlimited duration, being the pillar of the zone. Financial incentives include
freedom from foreign exchange controls and guarantees concerning the repatriation of capital
invested and the unrestricted remittance of profits, e.g., Egypt, Syria, Jordan, Morocco, and
Dubai. Preferential rates for electricity and water supplies, for the lease of land and the rent of
standard factory buildings are further incentives granted to industries in most FEZs in Arab
countries.

However, the variety and magnitude of fiscal and financial incentives given to FEZs’
investors vary from country to another. The Jebel Ali Free Zone, for example, seems to offer
the most attractive incentives, where there are no limitations on foreign ownership, no
personal and income taxes, and exemption from corporate taxes for almost 30 years.

> For further details for variations between Arab countries, see for example, Organization of the Islamic
Conference, FEZs (1990); The Inter Arab Guarantee Corporation, Arab FEZs (1987); ESCWA, Development
of FEZs in the ESCWA Region (1995); and Diamond and Diamond, Tax-FEZs of the World, (1980).
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Apart from fiscal incentives (tax exemption), most FEZs offer financial incentives
such as exemption from taxes on profits, and from foreign currency controls. Most FEZs
permit the unlimited transfer of profits as from the first year of production and repatriation of
the total initial investment after a relatively short period of about 3 years (Table 3).

Table 3 shows that FEZs in Arab countries offer a variety of fiscal and financial
incentives to investors. The most important incentives are tax exemptions and duty free

imports.

Table 3. Major Fiscal and Financial Incentives Offered to Selected FEZs

in Arab Countries, 1998

- No personal income tax

- Inexpensive energy.
- No currency restrictions.
- Full foreign ownership.

Country Tax Exemption Financial Incentives Customs Exemption
Egypt - Exemption from taxes - Exen}ption f.rom t:;.lx on commercial - Exemption of imp.orts and
and duties and mdystrnal tarlffs: exports from duties and
- Exemption from general - Exemption from foreign exchange custom§ taxes. .
income tax of non- controls. . . - Exemption of capital .
Egyptian employees. - Freedom of repatriation of invested assets from custom duties
capital after 5 years. (except cars).
- Nationalization is not permitted.
Jordan - Exemption from income - Exemption of profits from income - Exemption from import
and social security tax on and social security tax for 12 years. fees and customs duties of
salaries of non- - Freedom of transfer of capital imported and exported
Jordanians. invested and profits to outside the to non-domestic markets.
- Exemption from taxes country.
and fees. - Exemption from foreign exchange
controls.
Syria - Exemption from taxes for - Exemption from foreign - Exemption from customs duties.
entire period the activity currency control. - Exemption from foreign
is working with the zone. - Freedom to repatriate capital, trade provisions (restricting
- Exemption from taxes on invested capital and profits. and limitation)
profits.
United - Exemption from - Freedom to repatriate capital and - Exemption from import and
Arab Emirates corporate taxes for 15 profit. export duties.
years, renewable for an - Modern and efficient - Simplicity of import and export
additional 15 years. communications. transactions.

taxes on goods.
- Exemption of profits for
taxes from goods.

capital and profits.
- Exemption from foreign
currency control.

Yemen - Exemption of profits of - Exemption from foreign - Exemption from customs duties.
industrial projects from currency control. - Exemption of exports and
taxes for five years from - Nationalization of projects import licenses.
date of production. is not permitted.
- Exemption of non-profits of
commercial establishments
as a result of their sales
outside the country from
income taxes.
Tunisia - Exemption of industrial - No restriction on foreign - Exemption from customs duties.
and commercial profits currency.
from taxes for 10 yrs., & - Freedom to repatriate
for 10% for extra 10 yrs. capital and profits for
- Exemption from income non-residents.
taxes for first 20 years.
Morocco - Exemption from income - Freedom to repatriate - Exemption from customs duties.

- Exemption of exports and
imports from administrative
restrictions.

country, or in the countries to which income is transferred.

Source: Collated by the author based on Organization of Islamic Conference, FEZs (1990); ESCWA,
Development of FEZs in the ESCWA Region (1995) Inter-Arab Investment Guarantee Corporation, Arab FEZs,

" This exemption is conditional upon such income not being subject to similar tax in the investor’s home

(1987); and Bolin (ed.), Mainline FEZs: Mediterranean, Gulf, Indian Subcontinents (1995).
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Customs Exemptions: Import Duties. In most Arab countries, FEZs are duty-free
enclaves with the national customs territory. Imports of raw materials, intermediate products,
equipment and machinery required for export production are not subject to the payment of
customs duty. Also, most goods manufactured in and exported from a free zone are not
subject to sales tax or excise tax.

Apart from its duty-free privileges, FEZs are characterized by the speed and simplicity
of import and export transactions. In the Jebel Ali Free Zone of Dubai, for example, time-
consuming procedures on importation and exportations are kept to a minimum.

Local Sales and Purchases. Since FEZs enterprises are given duty-free privileges,
they are generally not allowed to compete with local firms by selling in the domestic market.
Many FEZs in Arab countries restrict or prohibit local sales. Some countries require FEZs to
compete with foreign sellers as in the international market.

Syria appears to be relatively liberal with free zone sales, allowing up to 20% of FEZs
exports for sale in the local market (Inter-Arab Guarantee Corporation, 1987). However,
domestic sales by free zones in some Arab countries, e.g. Jordan, are only permitted under
certain conditions.

While discouraging FEZs from selling in the domestic market, host Arab countries
encourage local purchases by such firms. For example, local goods purchased by the free
zone in Dubai are not subject to excise tax. In some countries, machinery, components,
industrial raw materials and supplies purchased from local producers qualify for export
incentives.

Facilities and Administration. FEZs in Arab countries are provided with various
types of infrastructure facilities and services. These include roads, ports, airports, storage
facilities and standard factory buildings. The support services include physical services such
as supply of electricity and water, telecommunication facilities; commercial services, such as
banking, insurance, shipping and forwarding agents, etc.; and social services, such as medical
care, food facilities (Table 4).
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Table 4. Major Facilities Offered by Selected FEZs in Arab Countries
and their Administrative Authorities, 1998

Country Major Facilities And Infrastructure Services Nature Of Investment Administrative
Or Area Activities Authority
Egypt Maritime trans-shipment and storage in port Industrial General Authority for
areas (Port Said). Storage Investment and Free
Warehousing for commercial activities. Commercial Zones
Standardized factory building for lease. (1974)
Ports and telecommunication.
Subsidized water and power supply.
Jordan Maritime trans-shipment and storage in port Commercial Storage. The Free Zone
areas (Aqaba). Industrial. Corporation (1976)
Warehousing for commercial activities | Duty free for cars.
(Zarqa). General Storage
Water, power, and transportation
facilities.
Syria Road facilities linking Mediterranean ports. Industrial. The General
Modern ports on the Mediterranean. Commercial Storage. Establishment For
Storage and warehousing. Syrian FEZs
Factory buildings on lease. (1971)
United Arab | Complete infrastructure and a modern road Storage. Jebel Ali Ports
Emirates / network. Industrial activities. Free Zone Authority
Jebel Ali Abundant and inexpensive energy. Re-exports. (1985)
Free Zone Accommodation for employees (male or | Commercial.
female).
Modern efficient communication system.
Two modern ports terminals.
Storage facilities and modern handling
equipment.
Availability of information technology’s
Manifest and Documentation System (MDS).
Yemen Strategic Location. Re-exports.
Relatively modern port. Storage.
Limited storage facilities. Industrial activities.
Ships refueling.
Tunisia Modern road network. Export Industries. Investment
Telecommunication system. Offshore banking. Promotion
Storage facilities. Agency (1972).
Shipyard facilities. Bizaret & Free Zone
Development
Company.
Morocco Modern road network. International Ports Utilization
Water and electricity. Commissioning. Office (1962)
Good railroad system. Industrial activities.
Spacious storage facilities. Re-exports.
Factory buildings.
Modern telecommunication system.
Source: Collated by the author based on Organization of Islamic Conference, FEZs (1990); ESCWA,

Development of FEZs in the ESCWA Region (1995) Inter-Arab Investment Guarantee Corporation, Arab FEZs,
(1987); and Bolin (ed.), Mainline FEZs: Mediterranean, Gulf, Indian Subcontinents (1995).

The most extensive infrastructure facilities are those provided in the Jebel Ali Free

Zone.

This includes a modern port, generous space, modern communication system, pre-

built facilities for lease. Abundant and inexpensive energy is also available.

® The two terminals of Jebel Ali and Port Rashid handled 9555 vessels including 4034 container vessels in 1996.
The Container Freight Station at Port Rashid terminal also provides covered space in 7 warchouses with a
combined capacity of 50,400 sq m and a total 66,000 sq m of uncovered area . See Dubai Ports Authority,
1997 Handbook (1997: 6-13).
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Administration of FEZs in Arab Countries

While most FEZs in Arab countries were originally established as independent
governmental entities, they differ in the way they are directed by the concerned government
agencies. FEZs are administered by a separate authority which in many cases, is called Free
Zone Authority or Corporation, (see Table 4). Generally the Free Zone Authority has
representatives from various ministries and is responsible to the Ministry of Commerce or the
Ministry of Industry. In this way, the Free Zone Authority is assured of adequate support
from the government. The existence of a centralized administrative office in the authority to
intercede between firms in the FEZs and other government departments, helps to provide
investors with a simple and straightforward administrative procedure, i.e. one window
service.

Egypt: The General Authority for Investment and Free Zones is responsible for
administering the FEZs, through planning and coordinating of their policies. The General
Authority is part of the Ministry of Economy and Foreign Trade which regulates
investment in Egypt. The system in Egypt is decentralized where there is a Board of
Directors for each zone that determines the projects, the rent and prices of services.

Jordan: The Free Zone Corporation runs the FEZs. The Corporation is relatively
independent and works under the supervision of the Minister of Finance, who is also the
Chairman of the Board of Directors. which is composed, in addition to the Minister of
Finance, of Director General of the Corporation, and one representative of each of the
following departments: Ministry of Industry and Trade, Ministry of Finance, Customs,
Ministry of Transport and the Central Bank.

The Free Zone Authority which has more power than most authorities is probably the
Jebel Ali Port Free Zone Authority in Dubai. The Authority is charged with the supervision
of the free zone including laying down the necessary rules to companies operating in the zone
and providing companies with the technical, professional and administrative staff. It is
managed by a Board composed of 3-5 members appointed by the Ruler (Organization of the
Islamic Conference, 1990).

Syria: The General Establishment for Syria Free Zones (GEFZ) was founded
according to Legislative Decree No. 18 of February 18, 1971. It has financial and
administrative autonomy and is attached to the Minister of Economy and Free Trade. Its
functions include, among other things, organizing the activities of FEZs and coordinating
their efficiencies so as to serve the economy and develop international commercial
exchange (Organization of the Islamic Conference, ibid.).

No matter who administers the zone, a Free Zone Authority (Corporation,
Establishment, etc.) is usually organized around a number of divisions. Apart from core
divisions dealing with administration and finance, the authority may have investment
promotion, a marketing and an employment division, e.g. the Jebel Ali Free Zone Authority.
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Performance of FEZs in Arab Countries: An Analytical Assessment

The viewpoint on the merits and defects of FEZ as an instrument of economic policy
is based on the perception that country’s experience is on the whole, positive. The question
arises as to how well founded this opinion is. Unfortunately, it is not easy to answer this
question.

Assessment of the performance of FEZs is usually based on experts’ evaluations.
Because quantitative information on zone economies in Arab countries is scarce, and host
countries treat it as confidential, the studies of FEZs must mainly rely on data gathered by
research missions and investigators.

Despite the positive perception that economists and politicians have about FEZs, the
success differs from country to another as well as from region to another. To evaluate their
performance in Arab countries, the following have to be carefully considered:

Evaluation will be limited, based on the availability of data of only certain variables,
i.e. exports, imports, investment, etc.

The data will be limited to only some Arab countries that either issue detailed data, or
those the author has access to.

Assessment of the performance of the FEZs will be carried out putting into
consideration the objectives of FEZs in Arab countries i.e. what objectives were achieved
and those that were not.

Attracting Foreign Investment and Capital

A major motive for establishing FEZs is to stimulate investment to achieve a
satisfactory rate of ﬁconomic growth. Most countries in the Arab world set up FEZs to attract
foreign investment.” Table 5 shows investment inflow to FEZs in Egypt as well as number of

projects approved by the Investment Authority. It indicates that invested capital in FEZs in
Egypt did not exceed 2.35 billion Egyptian pounds for the period 1975-1995 with 467
projects (Abdul Hamid, 1997). Data also indicate that investment for exports in FEZs in
Egypt is also weak where most projects are small and do not suit the projects that are directed
to international markets. This limits their ability to compete internationally and as a result,
exports are not promoted properly.

" Data on investment, exports, imports, etc. of free zones in Tunisia, Morocco and Yemen are not available to the
author.

17



Table 5. Private Investment in FEZs in Egypt for the Period 1975-1995

(Million Pounds)

Year No. of Projects Paid Capital Avlfgi_‘gpergi?zital
1975 9 27 3.0
1976 17 79 4.6
1977 41 173 4.2
1978 26 96 3.6
1979 12 138 11.5
1980 25 72 2.8

1981 12 93 4.4
1982 7 119 17.0
1983 14 452 32.2
1984 3 7 2.3
1985 1 3 3.0
1986 4 6 1.5
1987 3 11 3.6
1988 8 35 4.3
1989 5 14 2.8
1990 9 20 2.2
1991 44 139 3.1
1992 30 174 5.8
1993 58 139 2.3
1994 68 268 3.9
1995 71 328 4.6
Total 467 2353 5.0

Source: Abdul Hamid (1997: 49-50). See also General Authority for Investment and Free Zones, Annual
Report (Various issues).

Investment activities in FEZs are dominant in storage projects that do not require large
amount of capital. Storage sector constituted around 69% of total projects approved in 1984
compared to 18.7% for industrial sector (Inter-Arab Investment Guarantee Corporation, 1987,
p. 27). Since the end of 1993, the picture has not changed in Egypt with 231 storage projects,
compared to 147 industrial projects, and 46 for services (ESCWA, 1995, p. 41). However,
storage revenues decreased lately because of the decision to cut storage activities in favor of
industrial activities. On the average, investment did not exceed 8% of total private invfptment
for the whole period, compared to 92% that went to the others (inland projects).® This
actually means that FEZs in Egypt have not succeeded in attracting large new investments in
the form of direct foreign investment, especially those of multinational companies.

The level of Egyptian participation in FEZs indicates the inability of the zones to
attract foreign investment. Table 6 illustrates the high percentage of Egyptian participation in
FEZs. Their share of the total investment amounts to 59%, 20 % of Arab investors and 21%
of foreign investors.

¥ For details, see data in Abdul Hamid (1997, pp. 51-52). See also General Authority for Investment and Free
Zones (Various issues).
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Table 6. Shares in Equity Investment of Different Nationalities as of 30 June 1994
(Million Egyptian Pounds)

Egyptian Arab Foreign Total
Partici- Partici- Partici- Partici-
pation % pation %o Pation % pation %
Inland Projects 13,887 61 4,426 20 4,374 19 22,687 100
Free Zone Projects 885 36 658 27 915 37 2,458 100
Total 14,772 59 5,084 20 5,289 21 25,145 100

Source : ESCWA (1995, p. 28); General Authority for Investment and Free Zones (Various issues).

The case is not that different in Jordan and Syria. FEZs in Jordan have been
commercially oriented since their establishment in 1973. By 1991, only 17 industrial
investment projects had been launched, and by 1995 the number has stood at only 29.

The source of the invested capital determines, to some extent, the ability of the Zone
to attract foreign investment. Table 7 shows that 81% of invested capital in FEZs in Jordan
came from Jordanian investors, while only 19% came from foreign investors. This defeats
the idea of establishing FEZs to attract foreign investment.

The FEZs in Syria have attracted relatively few foreign investments, especially after
1991 when Law No.10 appeared with generous incentives to investors in free zones. There
were around 153 investing firms in the FEZs in Syria in 1994, only 13 of which were foreign
firms (8.5%).

Table 7. Distribution of Invested Capital in Jordanian FEZs According to
Type of Activities and Source of Capital as of 1994 (000 JD)

Source of Type Of Activities

Capital Commercial Industrial Cars Services Total %
Jordanian 5972 4225 2723 27302 40222 80.9
Arab 203 200 350 - 753 1.5
Foreign 8410 310 - - 8720 17.6
Total 14585 4735 3073 27302 49695 100.0

Source: Al Arda and Sahawneh (1996, pp. 48-49).

One of the successful cases in FEZs in Arab countries is the Jebel Ali Free Zone in
Dubai. It was composed of 276 companies in 1990, 377 in 1992, and 785 in 1995 (Table 8).
However, over 1125 companies from 72 countries have been prospering in the Free Zone in
1997. The total investment in the Jebel Ali Free Zone was around 50 million Dollar (500
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million Dirham) in 1986 (Inter Arab Investment Guarantee Corporation, 1987, p. 81). It
increased to 600 million dollars in 1990 and 3000 million dollars in 1994, a 600% increase in
four years (Kamashke, 1996, p. 22). Table 8 shows that Emirate firms constituted only 18%
of total firms in 1995 and 20% in 1992, compared to 70% and 68% respectively for foreign
firms. The number of foreign firms has increased tremendously from 257 in 1992 to 431, an
increase of 68%, and an extra 28% increase with 551 in 1995. This means that the number of
foreign firms in Jebel Ali Free Zone has more than doubled during the period 1992-95.
Capital from GCC countries has not changed, mainly because of the similarity of incentives
and facilities offered by GCC countries and the Jebel Ali Free Zone.

Table 8. Number of Firms in Jebel Ali Free Zone According to Nationality
and Type of Activity for the period 1992-1995

GCC Not
Emirates Countries Foreign Joint Known Total
Nationality

Activity 92 o |os 92 o4 |os |92 94 95 92 |94 Jos Jo2 |94 Jos o2 | o4 95
Industry 13 20 16 4 3 6 38 41 53 4 5 16 3 2 - 62 71 91
Industry/

Service 10 |17 ]20]4 2 5 | 63 90 93 1|7 ] s - 2 -] 8 | us | 126
Commercial 16 27 32 9 15 16 | 106 228 298 2 10 19 6 10 3 139 290 368
Services 38 66 67 7 4 9 50 72 107 2 6 15 1 11 2 98 159 200
Total 77 130 | 135 24 24 36 | 257 431 551 9 28 58 10 25 5 377 | 638 785

Source : Collated by the author based on Kamashke (1996, pp. 23-25); Who is in Jebel Ali Free Zone 1992,
1994, 1995.

Even if it offers similar incentives like other FEZs in Arab countries, the Jebel Ali
Free Zone has been able to attract a large amount of foreign capital since 1990. The wider
and ambitious concept of administration and service orientation has contributed to such
success of the Jebel Ali Free Zone.

Unfortunately, data about FEZs in Yemen, Tunisia and Morocco are not available in
order to evaluate their performance properly, especially in relation to attracting investment.

Exports and Foreign Exchange Earnings

One of the main incentives to establish FEZs in Arab countries, as stated in the
devised objectives, is clearly related to the desire to shift away from the inward-looking

industrial policies towards export-led strategy. However, not all of FEZs in the region have
achieved such objective.

Because most of the manufacturing activities in Egyptian FEZs are small-scale and
labor-intensive, i.e. textile, food processing, garments, plastic, etc., the value of industrial
exports from Egyptian FEZs did not exceed 138 million dollars, compared to 555.6 million
dollars for storage revenues in 1993 as shown in Table 9. Total exports of FEZs have
increased to reach around 1.3 billion dollars in 1997, only 22% of which was exported outside
the country while the rest (78%) to inland (General Authority for Investment and Free Zones,
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1997). This is also an indication of the inability to compete in the international markets
which led to FEZs to direct their exports to domestic markets.

Table 9. Exports of Egyptian FEZs, 1989-1993 (in million dollars)

1989 1990 1991 1992 1993
Industrial 122.3 158.2 174.9 112.6 137.6
Storage 301.6 414.5 412.1 788.2 555.6
Services 5.9 5.6 40.9 10.4 5.7
Total 429.8 578.3 627.9 911.2 698.9

Source: ESCWA (1995, p. 20).

Exports of services (storage) are dominant in the case of Egyptian FEZs where storage
activities do not actually need a large amount of fixed capital as well because of the low risk
involved compared to industrial activities.

In contrast to Egypt, Syria’s FEZs’ industrial exports to outside the country (174.2
million SL) were much higher than their exports to the country (61.5 million SL) in 1993 as
shown in Table 10. This is a clear indication of the FEZs products’ ability to compete in the
international market. The picture was almost the same during the first half of 1997 where
FEZs’ exports to outside the country, have exceeded those to the country. However, total
industrial exports have increased in 1997 compared to 1993, which again reflects the increase
in the number of firms operating in the zone as well as their capacity to export. In the
meantime, their backward linkages with the rest of the economy have been relatively limited.
FEZs’ imports from the Syrian domestic market did not exceed 31.3 million SL compared to
216.8 million from outside the country in 1993.

Table 10. Industrial Imports and Exports of Syria FEZs for the Years 1993 and 1997*

(in million SL)
Exports To Imports From
The Country | Outside the Country TOTAL | The Country | Outside the Country Total
1993 61.5 174.7 236.2 313 216.8 248.1
1997* 80.2 122.7 202.8 6.5 120.8 127.3

*Data only for the 1st half of 1997.

Source: Collated by the author based on data from the General Establishment for Syrian Free Zones in
ESCWA (1995).

The ability of Jordanian FEZs to attract export-oriented industries is limited. Exports
of commercial sector constituted 43% of total exports compared to 33% for industrial exports
in 1993 (Al Arda and Muhamad Sahawneh, 1996). In general, the free zones’ exports did not
exceed 30 million JD in 1993. Most of FEZs exports in Jordan have been directed to Arab
countries which reflects, to certain extent, their ability to compete in the Arab markets.
Exports to the domestic market is relatively limited as shown in Table 11. Exports to Arab
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countries are mainly clothes and spare parts, and to United States markets, mainly clothes and
cassette tapes.

Table 11. Geographical Distribution of Jordanian FEZs’ Exports, 1993

Country Value (million JD) %
Jordan 4.90 16.7
Other Arab Countries 15.12 52.0
Europe 4.50 154
United States 4.6 15.9

Source: Al Arda and Muhamad Sawahneh (1996).

Imports from the Jordanian domestic market did not exceed 0.7% in 1993 which
contradicts one of the main objectives of FEZs, namely, the availability of raw and primary
material in the host country. Imports from Asian countries exceeded 58% and from Europe
25%. Data on exports and imports of Jordanian FEZs indicate how little the zones fulfilled
objectives of exports and foreign exchange earnings.

On the other hand, Table 12 shows the Jebel Ali’s total exports have increased from
226.6 million Dirham ($60 million) in 1985 to 2206.2 million ($580 million) in 1990 and to
5928 million Dirham ($1.6 billion) in 1994 (Table 13). Such rate of growth of a free zone’s
exports (168.7% in four years) reflects the capacity as well as the ability of the zone’s
authority to increase exports.

Table 12. Exports and Imports of the Jebel Ali Free Zone ( Million Dirham)

1985 1988 1990 1991 1992 1993 1994
Exports 226.6 737.6 2206.2 2526.1 3903.4 4797.1 5928.8
Imports 193.8 930.9 2804.7 3580.4 4891.8 6050.5 8162.5

Source: Compiled by the author from the Jebel Ali Free Zone Authority (1996), and Kamashke (1996, p. 30).

Imports of the Jebel Ali Free Zone increased from 193.8 million Dirham in 1985 to
8162.5 million in 1994, with a rate of growth of more than 4000%. This increase of imports
has been a result of increase in the number of firms operating during the period. To put the
growth of imports in the context of the Jebel Ali total trade, Jebel Ali’s imports were only 1%
of all imports in 1986, which increased to 13% of all goods entering the Emirates through
Dubai in 1995 (Sulayem, 1995). Commodity distribution of exports and imports shows the
nature of goods exported and imported which, in turn, reflects the zone’s success in
promoting industrial as well as trade strategies. For example, aluminum articles and
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petroleum as well as foodstuff, constitute the major elements of exports. It is the same with
imports where petroleum and foodstuffs were the main items for the period 92-94, (Table 13).

The ability of the Jebel Ali Free Zone to compete in international markets is reflected
in the geographical distribution of exports where most of it goes exported outside the country.
Far East and South East Asia countries are at the top of the list followed by Middle East
countries (ESCWA, 1995). It has also succeeded in penetrating western markets especially
the European Union and the USA markets.

Table 13. Commodity Distribution of Exports and Imports of the Jebel Ali Free Zone for the
Period 1992-94 (Metric Tons)

Exports Imports
Commodity 1992 1993 1994+ 1992 1993 1994
General Cargo 13091 31252 23645 33650 67150 49751
Electronics 23962 32340 18761 30674 38451 27579
Textiles 14458 21098 13493 14859 23250 16044
Steel 30191 21847 6695 50672 64457 | 75854

Foodstuffs (including 0,0, [ 79917 |61502 | 282185 |425631 | 316683

Free Zone)

Vehicles 3950 1794 664 4646 1901 2210
Petroleum 633014 | 688364 | 127433 | 859768 | 638807 | 334038
Chemicals 37420 40395 32280 66635 86007 59561
Leather 698 915 293 1517 834 335
Timber 2744 1578 1669 10851 4892 8340
Aluminum Articles 6094 246182 | 145897 6110 8626 9740
Other Materials 29927 48864 38982 37943 66016 49152

and Articles

Total 824016 1211446 | 471314 1399510 | 1426022 | 94928

* Figures through July 1994.
Source: ESCWA (1995, pp. 35-36).

Employment Opportunities

Apart from the need to increase investment and exports, the next most important
objective of FEZs is to generate employment opportunities for their growing labor force.
FEZs in Egypt have not exhibited a positive effect on employment opportunities, despite their
large size and low wages and salaries in the zones. Labor working in Egyptian FEZs did not
exceed 18000 in 1984, generating approximately 48.5 million pounds in 1984 (Inter-Arab
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Investment Guarantee Corporation, 1987). By 1987, these projects have generated only 8051
job opportunities, 4656 of which were in industrial, 1708 in storage, and 1615 in service
projects. By 1994, around 29207 jobs were created in FEZs (4.5% of which were non-
Egyptians), generating around 68 million dollars in income (ESCWA 1995, p. 35).
Compared to the number and size of FEZs, this may seem to have a very limited effect on
employment opportunities.

In Syria, no recent data are available about labor employed in FEZs. However, the
General Establishment for Syrian Free Zones has kept the same number of employees (287)
since 1990 (ESCWA 1995, p. 17).

Jordanian FEZs have relatively limited contribution to employment. Total employees
in FEZs did not exceed 1000 staff in 1987, compared to a total labor force in Jordan of
500,000 laborers in 1997. FEZs laws indicate that the maximum number of foreigners
allowed in any firm should not exceed 25% of the total number of employees. However,
some studies have indicated that the total number of labor and employees working in FEZs
was around 5500 in 1996 (Al Arda and Muhamad Sahawneh, 1996, p. 67). A study of
employee distribution according to nationalities and type of activities showed that 86% of
those working in FEZs in 1994 were Jordanians. While this is a positive element in
development strategy, this high ratio is due to the fact that most of firms working in FEZs are
Jordanian companies as mentioned earlier. The contribution of FEZs in Jordan to employment
is relatively limited compared to the number of Jordanians in the work force.

The picture is somewhat different in the Jebel Ali Free Zone. The rate of growth of
investment and number of firms operating in the free zone (more than 1125 firms from 72
countries in 1996) generated a large number of employment opportunities. For example, the
Jebel Ali Free Zone generated directly 27361 job opportunities, and indirectly 3000
opportunitiﬁ by 1994. Job categories include unskilled, semi-skilled labor, supervisory and
managerial.” However, most employees in the supervisory and managerial category are
foreigners, mainly from Europe, Asia, and the USA.

In Yemen, the labor force working in activities related to FEZs did not exceed 0.1%
of total labor force and 2.5% of labor force in trade and agriculture sectors in 1987 (Inter-
Arab Investment Guarantee Corporation, 1987, p. 26). The picture is still almost the same.
Statistics about the Tangier Free Zone in Morocco indicate that it has not contributed much to
employment. Neither has it contributed to technological changes nor national income as well
as balance of payment up till 1988. There were only 1500 employees working in the zone by
late 1980s.

It is apparent that the FEZs’ contribution to employment is limited in most Arab
countries, with the exception of the Jebel Ali Free Zone.

? For salaries and allowances of labor, see Jebel Ali Free Zone Authority, Business Guide, 1996.
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Other Effects

FEZs in Arab countries may have other effects on the economy mainly through their
profitability (cost-benefit) and also contribution to the national income. The author believes
that a determinant of the success of a free zone is its external competitiveness relative to other
zones in the region, rather than its internal profitability as captured by cost-benefit analysis.
The rate of return of investment in the zone may be extremely high, but foreign investors may
not be attracted. Perhaps, what is needed is an international competitiveness analysis that is
carried out parallel to cost-benefit analysis.

The author is not aware of any published study that deals with cost-benefit analysis of
FEZs in the Arab world. Consequently, the forthcoming arﬁ.}ysis of this issue is based on
some aggregate data on expenditure and revenues of the zone.

Rental of land for factories or warehouses is one of the main revenue items of FEZs.
Egypt’s expenditure on FEZs since they were established in 1974 through 1991, amounted to
around 104.3 milljep Egyptian pounds, 89.5% of which or 93.4 million pounds were
infrastructure costs. Around 67% of revenue in 1991 came from corporation dues and 22%
from lgnd rental. Land rental fees are relatively high in Egypt compared to other zones in the
region. Total revenue from FEZs has more than doubled from 9.56 million dollars in 1989
to 19.42 million in 1993. However, its contribution to the Egyptian GDP in 1993 ($46.9
billion dollars) was minimal.

The picture isglmost the same in Syria where revenues in 1993 were more than six
times those of 1990.7 The rate of growth of expenditures was much lower than that of
revenues. The rate of annual revenues during the period 1990-1993 (193%) has greatly
exceeded the rate of growth of GDP (18%) in the same period. The increase in revenues has
been mainly attributed to policies of economic liberalization and reforms started in Syria by
1990. However, despite this rate of increase in revenues, its contribution to GDP has been
very limited.

In Jordan, investment of the Free Zone Corporation amounted to 7.4 million Jordanian
Dinar during the period 1984-1993, mainly in infrastructure such as water and electricity.
Such expenditures (capital expenses), reached the peak (5.6 million JD) during the period
1991-1993 which amounted to 75% of total investment. Private sector encouraged such
investment, especially after the Second Gulf War, where the number of factories in the zones

' Data on operating and administrative as well as investment costs are not provided by Free Zone Authorities.

' Based on data from ESCWA, Development of FEZs in the ESCWA Region, provided by the General Authority
for Investment and Free Zones, Egypt.

"2 Annual cost for land rental is $3.5 per sq m in Egypt compared to $1.7-2.5 in Jordan, $3 in Syria, and $2.7 in
Dubai.

" Based on ESCWA, op.cit.: 32. Data compiled from information supplied by the General Establishment for
Fre Zones, Syria.
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has increased, (Table 14). However, expenditures during this period were 63.5% lower than
that during the period 1974-1984. This is due to the fact that large amount of expenditure and
investment was spent the early period of establishing the zones. The sharp increase in
expenditure for 1992 to 1993, was due to expansion and new projects implemented by the
Free Zone Corporation directly after the Gulf War in 1991.

Revenues, on the other hand, started to increase in 1991 (217.6% compared to 1990).
Rate of increase of revenues during the period 1984-1993 (29.4%) exceeded that of GDP
(8.4%) for the same period. Despite such increase, contribution of revenues to GDP was still
very limited, where it did not exceed 0.1% annually. Such contribution was almost the same
during the period 1974-1983 (Al Arda and Muhamad Sahawneh, 1996, p. 44). As such, the
expenditures/revenue balance was positive during the period 1984-1993, with an average of
1.5 million JD. The balance reached its peak in 1992 to reach 3.3 million JD as shown in
Table 14. As in the case of other FEZs in the region, the effects on the Jordanian economy
has been limited and negligible.

Table 14. Jordanian FEZs’ Expenditures, Revenues, and their Contributions
to GDP for the Period 1984-1993 ( Million Jordanian Dinars )

Expenditure Revenue Gnp Rev./Gnp Bal.
V A L U E Rev Rev/Exp
Year Capital Current Rate of | Value | R. of % of - Exp.
Exp. Exp. Total 1 Growth | (JD) Growth | Value | Growth % %
1984 1.12 -- - - 1.7 -- 1498.4 - 0.11 0.58 0.5
1985 0.41 -- - -63.7 1.5 -11.8 1605.9 7.2 0.10 1.09 2.7
1986 0.06 - - -86.0 1.3 -13.3 1772.2 10.4 0.07 1.24 21.8
1987 0.05 -- - -11.0 1.3 -- 1823.4 3.4 0.07 1.25 24.6
1988 0.05 0.67 0.72 -3.1 1.3 - 1901.4 3.8 0.07 1.25 25.4
1989 0.09 0.69 0.78 81.7 1.6 23.1 2068.1 8.8 0.08 0.15 16.9
1990 0.09 0.72 0.80 - 1.7 6.3 2275.3 10.0 0.07 1.61 18.0
1991 0.75 0.77 1.52 737.9 3.7 217.6 2420.1 6.4 0.15 2.95 3.9
1992 1.10 0.93 2.03 56.6 4.5 21.6 2759.6 14.0 0.16 3.33 2.8
1993 3.65 1.14 9.7 211.4 4.5 -~ 3077.2 11.5 0.15 0.85 0.2
Average 2.31 15.9 2121.1 8.4 0.10 1.56 11.7

Source: Data compiled from Free Zone Corporation Annual Reports and Investment Guides (Various issues);
Al Arda and Muhamad Sahawneh (1996, pp. 42-46); and ESCWA (1995, p. 31).

Data are not available for expenditures and revenues of the Jebel Ali Free Zone in
Dubai. Size of investment, exports and imports as well as job opportunities indicate that
revenue could be much higher than in other FEZs in the region. However, expenditures are
also expected to be high especially at the early years where infrastructure and operating costs
are expected to be high. Cost guidelines for facilities and utilities in 1997 indicate that annual
cost of land rental vary from US$2.72 to US$5.45 per sq m. Pre-built factory or warehouse
vary from US$25,886 to 34,060 per unit (Jebel Ali Free Zone Authority, 1997, p. 17).
Having more than 1125 firms located in the Jebel Ali Free Zone in 1997 gives and indication
of the size of its revenue.
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Data about FEZs in Yemen show that the rate of revenues to GDP is so negligible to
be mentioned. Revenue contribution to the trade sector did not exceed 0.3% - 0.4% during
the period 1980-1984. The picture is almost the same in Morocco, where FEZs’ revenue or
income has not contribute to either balance of payments trade balance or GDP (Inter-Arab
Guarantee Corporation, 1987).

Having looked at some of the main issues that determine the success of FEZs in Arab
countries, it appears that the success depends on a number of economic, social, and
geographical factors in effect within the country and abroad. The fact that a FEZ in general, is
a mature phenomenon of the international economy, should not be overlooked. It is believed
that an understanding of the features, the objectives, and the mechanism of the zones and their
role in the global economy is essential to the success of every zone (Kuznetsov, 1993/4).

However, no matter what the degree of success of each zone may be, host countries in
Arab world are likely to gain, although gains might prove to be short-lived. At the very least,
new infrastructure projects remain the property of the region irrespective of how successful
FEZs will prove in other respects. FEZs should not be treated as some sort of independent
and highly productive model of regional economic growth. Rather, they should rather be
viewed as dynamic and flexible economic structures that promote open market economy
(Manezhev, 1995).

The assessment indicates firstly that even though FEZs in Arab countries have almost
similar structure, objectives, and incentives, the degree of success differs from one host
country to another. Secondly, the performance of FEZs in Arab countries, is much lower than
that in other parts of the world, e.g. Hong Kong, China, etc. This may be attributed to certain
problems facing FEZs that need to be reconsidered, where present conditions require a
reassessment of the measures that already exist which include, among other things, law and
regulation conflict, administration problems, nature of firms, technical and marketing
problems.

Obstacles and Problems : Reasons for Poor Performance

Investors in FEZs are continuously faced with problems and obstacles that impede the
operations of their firms in the zones. Some are related to macro while others to sectoral and
firm levels. Also, some are considered administrative and marketing problems while others
are legal and technical ones. Although assessment shows that type and magnitude of
obstacles differ from one country to another, the major problems are considered to be similar.

On The Macro Level. Administrative obstacles include, among other things:

'] Excessive red tape and bureaucracy where investors have to deal with several
departments to obtain licenses, or approvals. The process is tedious and lengthy.

*1 Lack of actual autonomy of FEZs even though they are accorded financial and
administrative authority by law, (ESCWA, 1995, p.28). In Jordan and Egypt, for
example, budget requires approval by a Minister or Council of Ministers, in
addition to Board of Directors of a Free Zone Authority.
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'] Unexpected changes in laws and regulations that continuously confuse investors.
'] Conflict and overlap of laws and procedures related to FEZs as well as to Customs
Authority.

Marketing Obstacles include:

FEZs lack effective promotional policies. They fail to understand that marketing is
a task requiring the attention of top management.

There is a difficulty in marketing products of FEZs, because FEZs in the region are
similar and produce almost similar products. A study of FEZs in Jordan shows that
around 30% of investors suffer from this issue (Al Arda and Muhamad Sahawneh,
1996, p.77).

Infrastructure Facilities surrounding FEZs are necessary pre-conditions for
attracting foreign investment. However, this is not the case in most FEZs in Arab
countries. Infrastructure obstacles include: (a) Inadequate infrastructure utilities and
services especially the communication, and (b) The lack or inefficiency of ports used to
carry the zones’ products and materials necessary for production.

Sectoral and Micro Level. Some problems exist related to the nature of
industrial activities such as:

Small sized industries in the FEZs and their inability to compete in the markets.

Dependence on imported raw materials which has tremendously increased the cost
of production of industrial products. As a result, the ability of industries to compete
decreases.

Limited transfer of technology to industries. It is believed that simple production
process generates very few backward linkages with other production activities in the
economy; and most of the material that requires technical knowledge are imported from
foreign sources. As a result, there is no room to generate or develop local appropriate
technologies in the zones. What actually exist are only assembly lines as well as
sewing ready made parts (ESCWA, 1996).

Due to recent economic developments in the international scene such as globalization,
stabilization trends, Uruguay Round Negotiations, and the establishment of World Trade
Organization (WTO), many countries have felt the need to strengthen regional cooperation.
Formation of the AFTA in 1996 within the context of the WTO fits into this category.
Analysis of AFTA and regional economic cooperation raises the issue of how strategies of
integration within Arab countries will affect FEZs established to promote trade and growth.
A critical issue is whether firms and companies located in FEZs, have advantages over those
located in domestic and regional markets of AFTA member states. This requires a careful
and separate study of FEZs’ products as well as the principles covering policies of Free Trade
Areas toward FEZs.

It is believed that FEZs are going to be more important in the coming decade than they

were in the last decade or so. This is because they may be doorways to growth and
development that may be opened and closed according to the country’s interest and benefits.
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Conclusion and Policy Implications

In recent years, FEZs have become increasingly important as countries seek to attract
foreign investment for the purpose of promoting growth through increasing exports and
foreign exchange as well as employment opportunities and transfer of technology. As a
result, a large number of FEZs has been put into operation and many more are under
construction throughout the Arab world. There are likely to be substantial gains for the host
economies through the creation of trade.

While FEZs in Arab countries offer relatively similar fiscal and financial incentives,
their performance differs from one country to another. The Jebel Ali Free Zone is considered
the most successful in Arab countries in terms of investment attracted to the zone, level of
exports and foreign exchange, employment opportunities as well as backward linkages with
the domestic economy. However, other FEZs in the area, have shown signs of success and
failure in achieving their objectives.

The ability of FEZs in Egypt, Jordan, and Syria, to attract foreign investment, for
example, has been very limited and remained mostly as storage and warehousing areas. In
addition, the ability of these zones to compete in the international markets through exports
has been weak, leading most of them to direct their exports to domestic markets. The same
applies to their ability to create employment opportunities.

The relatively limited effect of FEZs on the host economies, except in the case of
Jebel Ali, is mainly due to macro as well as sectoral level obstacles that impeded the
operation of firms in the zones. Looking back on the experience of partly successful FEZs in
Arab countries, one may identify a number of classical failures at the planning and design
stage. They include the choice of inappropriate location for the zone; lack of sufficient basic
infrastructure such as telecommunications; inefficient institutional linkages between the Zone
Authority and other government departments. As a result, careful consideration of the
existing rules and measures is neceﬁary for the zones to succeed. The recommended
measures include, among other things:

Legislative reforms that would take care of numerous contradictions and
duplications of laws and regulations in the zones to reduce bureaucracy and give
more independence to authorities. Investment laws should remain in force for
long periods in order to give investors peace of mind.

Sufficient infrastructure facilities and services are needed in most FEZs in the
region. The availability of such infrastructure would give FEZs in Arab countries
a comparative advantage within the region.

Reforms that encourage the expansion of export industries in the zones, such
as removal of barriers to the movement of finished goods in the region. It is

' For detailed recommendations to improve the performance of FEZs in the region, see, among others, ESCWA,
Development of FEZs in the ESCWA Region (1995, p.42-46); and Al-Arda and Muhamad Sahawneh, Study on
FEZs in Jordan: Facts and Outlook (1996, pp.102-109).
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essential to have regulations that attract large and medium-size industries rather
than small industries as is presently the case in FEZs in the Arab countries.

Encourage employment of nationals in FEZs, which may require giving more
attention to training of manpower by the Free Zone Authority on one hand, and
local and foreign firms, on the other.

Promotion and marketing of the zones requiring the attention of top
management. Promotional and marketing programs should be developed that
attract clients and keep them happy. Priority should be given to meeting clients’
needs as well as the country’s objectives. It makes little sense to invest in land,
infrastructure, utilities, etc. only to fail to provide enough investment for
marketing and promotion.

Finally, it is worth mentioning that Arab countries have probably been as active as any
region in establishing and developing FEZs in the last 10 years. The idea is to get around
existing regulations and to provide infrastructure facilities and services to attract foreign
investment and in turn, to promote growth. To be successful, FEZs in Arab countries have to
concentrate on competing on the basis of the services offered and the quality of such services.
In other words, their comparative advantage of liberalization should be in their services.
Aggressive FEZs can create good opportunities for themselves within the region, while
traditional and slow FEZs who are not able to adopt, quickly become incompetent and
uncompetitive and turn into classical examples of failure. It is the job of dynamic managers

to seize the opportunity to attract business and investment to the zone.
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Abstract

The paper describes in detail the chronological events, the causes and impacts of the
Asian crisis on the affected countries, namely Thailand, Indonesia, Malaysia, South Korea and
the Philippines. It tries to identify its likely impact on the Saudi economy. It also provides
certain policy recommendations to avoid recurrence of such bubble burst.

: Aoyl LY 1Y)
gpmadl LBVl o o Ty Bl
S ae I s
ety
B PN WISV B TR U PSS g U [ WO JY P PR
oo 1,91 I3 LS iyt Lo ol sl Ll oy a0 Y o el 2550
B SaeVsin 1SS ol 330 Al o 13 LS gagndl sLaBYI o G 1 5l 221 L)

»@wu@owm

*Professor Abulkalam Abdul Momen, Ph.D., is currently working as an American Economic Consultant to the Saudi
Industrial Development Fund (SIDF), Riyadh. The views expressed in the paper are personal, not of the SIDF. The
author is grateful to the unknown reviewers for their comments and suggestions, but he is solely responsible for all
omissions and commissions.



Introduction

In this world of economic inter-dependence, globalization, super-highway technology,
unfettered media coverage, and virtually barrier-free flow of international financial investment,
any major economic crisis in one region or economically dominant country invariably will affect
other economies. In fact, no country is immune to the effects of the recent Asian turmoil.
However, the magnitude of the impact will vary depending on their individual trade, investment
and financial relationships. Although Saudi Arabia’s trade relationship with the affected
countries has been increasing steadily, it does not have a significant investment relationship with
the affected countries and therefore, its direct and immediate impact on stock market and
exchange rate is likely to be very low.

Aided by high international oil-price in 1996-97, Saudi Arabia has been able to reduce its
fiscal deficits, settle government arrears payments to the public sector, maintain low inflation,
and generate a surplus in its current account balance for the year. More importantly, it could
take corrective measures to strengthen the structure of its economy, particularly in the fiscal and
financial sectors. These developments, together with virtually non-existent external debts, stable
currency, low inflation, and liberal trade and payment system, place the Saudi economy in a solid
position to confront any incoming threats. Therefore, the Asian turmoil will not directly derail
its development programs. Nevertheless, its cumulative effects, both direct and indirect, may
slow down the current growth, and may increase the nation’s budget deficit for 1998 and 1999.
In fact, it may reduce the nation’s GDP growth rate by 1.0 to 2.2%.

The Saudi economy is still highly dependent on the vagaries of global petroleum price in
spite of the fact that its non-oil sector’s contribution to the export earnings has increased from a
meager 1% in the 1970s to 33% in 1997. Its non-oil export growth has also increased by a
spectacular 212% over a ten year period. As the global petroleum price may decline due to
indirect effect of the Asian turmoil, coupled with the direct effect of the Iraq’s oil-for-food deal,
unusually warm weather in the West and huge oil stock, the Saudi economy may face some
economic hurdles. Already, the global oil price has recorded a sharp downturn. This is a matter
of grave concern as this may reduce its oil revenue by around 5 to 10% causing increasing
budget deficit.

Saudi Arabia’s exports to the troubled economies account for 14% of the nation’s total
exports in 1995. However, the average for the period from 1992 to 1995 was 11.8 %. If
Singapore and Japan are included, this accounts for 39.2% of the nation’s exports. As the bulk of
the Saudi exports to the troubled economies comprise intermediate products which are generally
essential items, and therefore, in spite of their credit crunch and depreciation of currencies, their
decline in import of Saudi products is likely to be of lower magnitude. Nevertheless, it will have
a measurable impact unless corrective actions are immediately taken.

This paper is designed to evaluate the impact of the Asian crisis on the Saudi economy in
particular. However, it also summarizes the causes of such crisis with a view to understand
lessons from the crisis.




Major Causes of the Current Crisis

Although the Malaysian Prime Minister, Mahathir Mohammad, blasted currency trading
as immoral and blamed the currency speculators particularly George Soros, (an American
investment banker) for the current financial crisis in Asia, the actual causes are numerous.
Economic indicators such as rapid GDP growth rate, low inflation rate, excellent sector
performance, employment, trade and foreign exchange regimes, accumulated current account
deficits, fiscal and monetary policies, external conditions, weaknesses in financial and structural
conditions, and more importantly, loss of confidence, are more pronounced. Domestic investors
and residents seeking to hedge their foreign currency exposures, and in some cases, international
commercial and investment bankers, appeared to have played the most important role in driving
the domestic currencies lower. However, the missing link of the turmoil and its spill-over may
be the erosion of confidence due to mistrust and lack of transparency in the financial sectors of
the involved economies (Sachs, 1997).

Some dominant causes for the crisis are:

e Failure to dampen the over-heating pressures;
Maintenance of pegged exchange rate regimes far too long that encouraged external
borrowing thus leading to excessive exposure to foreign exchange risks in both financial and
corporate sectors;

e Lax prudential rules and financial oversight leading to a sharp deterioration in the quality of
banks’ loan portfolios; and
Rapid and uncontrolled foreign private borrowing. And once the spiral started,

e Lack of political assertiveness and commitment to take strong and quick measures; and
Bureaucratic red tape exacerbated pressures on currencies and stock markets.

Although roots of the current crisis lie mainly in the countries that suffered the worst,
there is no denying that developments in industrial countries and global financial markets
significantly contributed to the build-up of the imbalance that eventually led to the current crisis.
For example, weak growths in Japan, wide swings of the yen/dollar exchange rate, relatively low
interest rates and accommodating monetary regimes in the advanced economies contributed to
the worsening situation. The speculators and foreign investors also played a limited role and
they equally suffered and incurred losses. The governments in several countries of both
emerging and advanced economies, undertook to provide various guarantees for credits to
encourage foreign creditors to lend larger amounts on more attractive terms and correspondingly
encouraged domestic borrowers to undertake greater debt and foreign exchange risks. The
cumulative effect of all these policies and lop-sided urban-based, capital-intensive development
on borrowed technology and unsupervised foreign capital inflows, led to the current bubble burst
and the crisis.

Rapid Economic Growth in Asian Countries

The average GDP growth rate in Thailand, Malaysia, Indonesia, and South Korea has
been between 7.7 to 8.8% per annum for the period 1990-96 unmatched by other nations of the
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world except China (10.5%) and Singapore (8.5%). It varied between 0.7 to 5.3% for the
African nations, 4.1 to 6.8% for the developing countries, 0.8 to 2.9% for the advance
economies, and 0.7 to 6.5% for the Middle East and European countries for the said period
(Table 1 for details). Moreover, their inflation rates were also very low ranging between 2.8%
and 9.4% for the same period (Table 2) In addition, their export growth rates varied between
6.3% to 15.4%, much higher than that of major industrial countries which varied between 2.3%
and 8.3% during the same period (Table 3).

Table 1. Comparative Analysis of Real GDP Growth Rate of Troubled
Countries and Other Selected Regions (1990-96)

Country 1990 1991 1992 1993 1994 1995 1996 1 91;(‘;?9 6
Thailand 11.6 8.1 8.2 8.5 8.9 8.7 6.4 8.6
Indonesia 9.0 8.9 7.2 7.3 7.5 8.2 8.0 8.0
Malaysia 9.6 8.6 7.8 8.3 9.2 9.5 8.6 8.8
South Korea 9.5 9.1 5.1 5.8 8.6 8.8 7.1 7.7
Philippines 3.0 -0.6 0.3 2.1 4.4 4.8 5.7 2.8
Singapore 9.0 7.3 6.2 104 10.5 8.8 7.0 8.4
China 3.8 9.2 14.2 13.5 12.6 10.5 9.6 10.5
Advanced Countries 2.5 0.8 1.7 0.9 2.9 2.2 2.5 1.9
Developing 4.1 4.9 6.6 6.5 6.8 5.9 6.4 5.9

Countries
African Countries 2.3 1.7 0.7 1.0 2.6 2.9 5.3 2.4
Middle East 5.6 3.5 6.5 3.9 0.7 3.5 4.6 4.0
Countries
Western Countries 1.1 3.6 3.1 3.6 5.0 1.2 35 3.0

Source: Compilation from the World Economic Outlook, Interim Assessment, IMF, December 1997.




Table 2. Inflation Rate of Affected Countries (1990-97)

Country 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 1913(‘)’f97 1998+
Thailand 6.0 5.7 4.1 34 5.1 5.8 5.9 6.3 53 40
Indonesia 7.8 9.4 7.5 9.7 8.5 9.4 7.9 8.3 8.6 50
Malaysia 2.8 2.6 4.7 3.5 3.7 34 3.5 3.7 3.5 12
South Korea 8.6 9.3 6.2 4.8 6.3 4.5 4.9 4.3 6.1 25
Philippines 12.7 18.7 8.9 7.6 9.0 8.1 8.4 5.2 9.8 13
Singapore 3.5 34 2.3 2.3 3.1 1.7 1.4 2.1 2.5
China 2.1 2.7 5.4 13.0 | 217 14.8 6.1 1.5 8.4
Developing Countries | 67.9 | 36.1 | 385 [ 46.6 | 51.0 | 22.7 13.3 9.0 35.6
Major Ind. Countries 4.8 4.3 3.2 2.8 2.2 2.3 2.2 2.0 2.9

Source: World Economic Outlook, Interim Assessment, International Monetary Fund, Interim Assessment, December

1997.
*IMF estimates for 1998

Table 3. Comparative Export Growth Rate For
Asian and Industrial Countries

(Annual Growth Rate %)

Year| 1990 1991 1992 1993 1994 1995 1996 1997*
Country
Industrial 6.8 5.1 4.4 2.3 8.3 7.3 4.7 6.6
Countries
Asian Countries 6.3 12.5 11.4 11.9 12.8 15.4 7.2 8.8

Source: World Economic Outlook, IMF, May 1997. * estimated




Such unparalleled and successful economic performance created great confidence in the
East Asian economies. For example, the US-based credit rating agency; Moody’s Investment,
forecasted tough times for the Western nations due to their falling competitiveness and advised
investors to invest in Asian nations. They rated South Korea in the first category (A1), Thailand
and Malaysia in second category (A2), China and Hong Kong in the third category (A3) while
Germany, UK, USA, Switzerland, Spain and Italy in the fourth category (Aal). Table 4 shows
these data.

Table 4. Comparative Analysis of Moody’s Investment Risk
Rating of Some Selected Countries

Country Rating* | Country Rating*
South Korea Al Latin American
Countries B to Baa
Thailand, Malaysia A2 Columbia, Venezuela Bal
a

China, Hong Kong A3 India

Ba2
Germany, UK, USA, Switzerland, Aa Philippines
Spain, Italy Ba3
Singapore Aa2 Czechoslovakia

Baa2
Taiwan Aa3 Indonesia

Baa3
Australia Aaa

Source: "Moody's Positive on Asia, Broadly Negative on West", by Luiselta Mudie, the Asia Business Journal,
June 1-15, 1994. * Investment grade rating begins at Baa3.

As prospects were bright and risk was relatively low, and also due to myriad incentives
offered by the Asian leadership, foreign investors and financial corporations directed their
resources to the Asian economies. International Banks alone advanced $736 billion to the East
Asian economies of which $261.7 billion only was directed to the affected countries (Table 5).
Their external debt went up to $493 billion (Fig. 1) and foreign liabilities and private sector
credit rose very sharply. For example, foreign liabilities of local banks in Thailand increased
from 6.4% in 1990 to 24.5% in 1995 and growth rate of private sector credit rose from 20% in
1992 to 30% in 1994, more than twice of the growth rate of nominal GDP (Table 6). Moreover,
instead of long-run direct foreign investment, most of these nations received short-term credits
that resulted in current account imbalances. Such mounting current account deficits and short-
term loans forced their many financial institutions, corporations and banks to declare bankruptcy.
Soon, private borrowing became a public issue.



External Debt of the Affected Cot
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Source: The Economist, February 7, 1998/Financiall

Figure 1.

Table 5. International Bank Lending to East Asia (Billion US §$)

Country US Banks Japanese EU Banks Total Int'l Lending*
Banks

Thailand 5.0 37.5 19.2 70.2
Indonesia 5.3 22.0 21.0 55.5
Malaysia 2.3 8.2 9.2 22.2
Philippines 3.9 1.6 6.3 13.3
Korea 9.4 24.3 33.8 100.5
Sub-Total 25.9 93.6 89.5 261.7
Singapore 5.7 58.8 102.9 189.3
China 2.7 17.8 26.0 55.0
Hong Kong 8.7 87.5 86.2 207.2
Vietnam 0.2 0.2 1.0 1.5

Taiwan 3.2 2.7 12.7 22.4
TOTAL: 46.4 260.6 318.3 736.6

Source: World Economic Outlook, Interim Assessment, December 1997, IMF, Washington, D.C.




Table 6. Foreign Liabilities of Banks in Asian Affected Countries

(% OF GDP)

Country 1990 1991 1992 1993 1994 1995 1996
Indonesia 11.0 8.6 10.3 10.9 10.9 9.6 8.5
Thailand 6.4 6.0 6.9 11.7 20.3 24.3 23.3
Malaysia 7.3 9.0 13.0 19.5 8.8 6.5 -
Korea 6.5 7.7 7.6 6.9 8.0 10.1 12.8
Philippines 14.9 11.5 12.9 10.9 12.3 13.9 21.9
China 3.5 4.6 4.0 5.4 7.1 6.4 5.6
Singapore 3.9 33.6 353 34.8 35.6 35.2 36.4

Source: World Economic Outlook, Interim Assessment, International Monetary Fund, December 1997
Macroeconomic Management and Exchange Rate Regimes

The second set of factors that led to the build-up of the Asian crisis refers to
shortcomings of their macroeconomic and exchange rate policy management, particularly
in the context of the pegged or relatively fixed exchange rate maintained by most of these
countries. For example, the Thai currency was unrealistically pegged to hard currencies,
and local interest rates were high. Due to the peg, businessmen were able to borrow huge
amounts of foreign currency denominated funds at unrealistically cheaper rates. For
example, relatively high domestic interest rates and other incentive package doubled
Thailand’s foreign exchange reserves between 1992 and 1996 and at the same time,
commercial banks’ foreign liability increased from $5 billion to $46 billion. There were
also clear signs of asset price inflation, including real estate markets. The interrelated
problems of overheating, excessive credit growth and large capital inflows were not
effectively pursued upon on a timely manner by the leadership (Vatikiotis, 1998).

Financial and Other Structural Weaknesses

The third set of factors that led to the Asian crisis pertains to: (a) lack of
transparency, (b) poor corporate governance and inadequacies in the regulation and
supervision of financial institutions, (c) limited experience in pricing and managing risk,
(d) lack of commercial orientation, (¢) lax internal control, and (f) imprudent lending
practices. In addition, continuous denial of the seriousness of the problems aggravated
the situation. In fact, currency markets quite often dance to the statements made by
politicians and other responsible decision-makers and rumors of all sorts generally put
fire on the currency markets. In non-transparent economies, rumors crop up quite often
and generally they are pretty wild.




In Korea, large corporate conglomerates (chaebol) are heavily dependent on debt
as opposed to equity finance. The vulnerability of the banking sector was increased not
only by large exposures to chaebol but also by politically influenced lending. Large
amounts of short-term foreign currency were taken by Korean financial institutions to
provide finance for Korean enterprises at home and abroad, little of which had been
hedged. Due to such irregularities, at the end of 1996, banks’ non-performing loans and
net of reserves, were already equivalent to 70% of their equity. True asset quality may
have been much worse (IMF, 1997, p 13). As the global market was flooded with
excessive supply of computer chips, the stock market price of Korean chips plummeted
and many factories declared bankruptcies. Such bankruptcies severely weakened the
financial system. At the same time, steep declines in stock prices cut the value of banks’
equity and further reduced their net worth.

In Thailand, inefficiencies in financial systems stemming partly from constraints
in competition, contributed to relatively high lending rates. This, together with
exchange-rate policies, encouraged borrowers to seek funds abroad.

Structural weaknesses outside the financial system

e In Korea - lack of market discipline contributed to excessive and unproductive
investment. Prime example of crony capitalism and government intervention is
Sammi Steel, Korea’s biggest specialty steel-maker. Banks were forced to lend credit
to Sammi Steel until it closed down.

e In Indonesia - trade restrictions, import monopolies and corrupt political contacts and
cronyism especially in public sector expenditure, impeded economic efficiency and
competitiveness.

e In Thailand - political uncertainty, lax and delayed implementation of necessary
policy measures aggravated the problems. Poor portfolio management based on
inadequate data created shocks. For example, in the case of Finance One, Thailand’s
largest finance company, nearly two-thirds of the Company’s loans were in three
problem areas, i.e. property, hire purchase, and stock margin lending. As interest
rates rose and the economy slowed down, Finance One’s non-performing loans
doubled in 1996 and then re-doubled in early 1997. US investors who brought
$600m bonds issued in April 1997 were forced to liquidate, as they became junk bond
overnight. In fact, lack of transparency, inadequate and often times, distorted
disclosure of information and data deficiencies across Asian nations particularly with
regard to extra-budgetary fiscal transactions and quasi-fiscal activities and poor
governance of regulations, contributed to the current shock and speculative activity.
Special mention may be made to the denial of existence of insolvency problems in
Finance One until it collapsed, and the Thai government’s false disclosure of over
$30 billion foreign reserves. In reality, it was worth $1.14 billion only (Financial
Times, February 12, 1998).

In a survey of Asian business executives of South Korea, Australia, Indonesia,

Taiwan, Malaysia, Singapore, Japan, Thailand, Hong Kong, and the Philippines, the
majority (54.2%) respondents say that the absence of democratic freedom in South Asia
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contributed to the economic turmoil (Far Eastern Economic Review, Feb. 19, 1998). In
addition to internal growth and structural weaknesses as described, a few external factors
also contributed to the massive inflow of capital and the subsequent turmoil in the Asian
region. These are summarized below.

Low Economic Performance in Advanced Economies

Weak economic performance in many industrial countries including the US,
Japan and Western Europe up to the mid-1990s, led to accommodative monetary policies,
abundant liquidity, low interest rates, and decline in asset yields. These, in turn,
contributed to rises in stock markets most notably in the US. Decline in asset yields in
industrial countries make emerging Asian markets an increasingly attractive investment
opportunity. There may also have been a shift in preferences in favor of Asian market
assets in particular, following the Mexican crisis of 1994-95.

Table 7. Current Account Balance of Asian Troubled
Countries (1990-96)

(% OF GDP)

Country 1990 1991 1992 1993 1994 1995 1996 | 1997
Thailand -8.3 -7.7 -5.6 -5.0 -5.6 -8.0 -7.9 -3.9
Indonesia -2.8 -3.4 -2.2 -1.5 -1.7 -3.3 -3.3 -2.9
Malaysia -2.1 -8.8 -3.3 -4.8 -7.8 -10.0 -4.9 -5.8
Philippines -6.1 -2.3 -1.6 -5.5 -4.6 -4.4 -4.7 | -4.5
South -0.9 -3.0 -1.5 0.1 -1.2 -2.0 -4.9 -2.9

Korea

Singapore 3.3 11.2 11.3 7.4 17.1 16.9 15.0 | 14.0
China 3.4 3.5 1.5 -2.7 1.4 0.9 2.5

Hong Kong 8.9 7.1 5.7 7.4 1.6 -1.3 -1.5

Source: World Economic Outlook, Interim Assessment, International Monetary Fund, December 1997.
Decline in Competitiveness

Exchange rates of most of the affected countries, i.e. Korea, Thailand, Indonesia,
Malaysia and the Philippines, were pegged to the US dollar. When the dollar weakened
in 1994 and early 1995 reaching an all time low against the Japanese yen in particular,
these countries generally gained competitiveness as their currencies depreciated.
Conversely, when the decline in dollar was reversed over the two years beginning in mid-
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1995, these countries suffered substantial losses in competitiveness with adverse effects

on net exports and growth. Since Japan is their largest trading partner, changes in
yen/dollar exchange rate badly affected not only their current account but also their
capital account and the balance of payments. Apart from country-specific factors,
slowing of export revenues in most East Asian countries forced import growth rates from
11-12% 1n 1994-95 to 8% in 1996. In addition, there was tightening in global financial
conditions resulting from the sudden rise in Japanese bond yields and the sharp rebound
in the yen. This reduced the attractiveness of borrowing in Japan to finance investments
in high-yielding markets elsewhere, including Thailand. International investors,
commercial banks, investment banks and hedge funds appear to have played a role
alongside domestic investors in taking short positions against Thailand’s baht, which they
viewed as one-way bet, given the exchange rate peg and relatively low funding costs. In
the face of continuous large scale capital outflow, on July 2, 1997, Thailand had to
abandon its exchange rate peg and consequently, the baht depreciated by 18% and the
spillover effects spread out in the neighboring current account-deficient countries like the
Philippines, Malaysia and Indonesia.

Regulatory Laws to Reduce Risk of Foreign Investment

Many advanced countries designed and instituted regulations, provisions and
insurance policies that reduced risk of foreign investment. For example, US investors
may hedge their political risk of foreign investment through purchasing ‘Political Risk
Insurance’ at a very low premium. Moreover, the Mexican experience showed that in
case of bank failures, the IMF or the US government would extend their help to guarantee
safe repatriation of capital funds. These policies, myriad guarantees offered by Asian
leaders, and the internal strength of the Asian economies attracted huge foreign capital
inflows some of which were channeled into unproductive sectors as well.

Financial Crisis and Its Effects

The Asian financial crisis affected many nations in varying degrees. Most hard
hit are Thailand, Indonesia and South Korea. As financial market weakened and to reduce
the outflow of capital, the Thai currency baht was allowed to float and overnight it
depreciated. To hedge their foreign currency exposures, the domestic investors, residents,
international bankers and financial speculators of Southeast Asia rushed for purchase of
stable currencies, predominantly the US dollar. This created pressure on the Philippines’
peso, Malaysia’s ringgit and Indonesia’s rupiah which depreciated by 30% by mid-
October, 1997. Their neighboring countries, i.e. Singapore, Hong Kong, Taiwan, China
and Korea increased their interest rates to keep their currency from falling. In spite of
this, Taiwan’s dollar depreciated by 6%, and Hong Kong’s SAR by 23% (Table 8).
However, spillover effects beyond the Asian region remained fairly limited, except
Eastern Europe, Mexico and Russia. In fact, global financial markets remained buoyant.
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Table 8. The Asian Crisis: Chronology of Events

. Mid October,
Countr Date on which Currency Immﬁ%?ctfi (l)\l/{flrket 1997
y was allowed to float Depreci ation Depreciation
Thailand baht: July 2, 1997 10% 30%
Philippines Peso: July 11, 1997 jnterest rate | 5o,
Malaysia Ringgit: July 21, 1997 10% 20%
Indonesia Rupiah: August 14, 1997 | 15% 30%
Won: November, 1997 | Interest rate | 55% on Jan,
South Korea Parliament refused increased 1998
Spillover Effects
Depreciated by
Sineapore Dollar: under attack on | Interest rate | 16% and banks
sap August 3, 1997 increased earnings down
by 30%
. . . Interest rate | Depreciation
Hong Kong SAR: equity price down increased by 23%
Taiwan, China fl)t(t)zl‘lézll(’ & Yuan: under il:llzsggzte q rate bD;%l('yeociation
. . Rubble & Peso: under | Interest rate | Depreciation
Russia, Mexico attack increased by 7%
] Equi . d market
UsS Dollar: appreciated 2%,%2'11 8‘::;7’ 1‘68’.‘; {)(:lgoz;,lgﬁg and

Source: Far Eastern Economic Review; February 7, 1998; The Financial Times, February 12-16, 1998
issues and the IMF World Economic Outlook, December 1997.

The Asian Turmoil and Its Direct Impact on Affected Economies

Due to the turmoil, the currencies of the affected nations dramatically depreciated
and their stock market prices crumbled. Many banks, financial institutions, and
companies were closed down. Their receipt of foreign credits and loans declined in 1997
by $80 billion. Large-scale layoffs resulted due to scaling down of projects and closing
of factories. Chaos, street demonstrations and riots broke out in many cities.

Thailand. Its annual GDP growth rate which was fairly high and varied between
6.4% to 11.6% during 1990-96 was projected to decline to 3.5% in 1998 (IMF,
December, 1997) as the government would maintain austerity program to have a budget
surplus of 1%. Fifty six banks and financial institutions including Finance One,
Thailand’s largest financial company, were closed down and interest rate rose to 24%.
The baht declined by 50% and its GDP reduced $186 billion in 1996 to $97 billion. Its
stock market price tumbled by 86.2% and its average growth of exports and imports that
were 14.5% and 13.7% during 1980-96 would decline to 7.9% and 0.2% respectively in
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1998 as per IMF forecast. The IMF agreed to provide a bail out package of $17.2 billion.

Indonesia. Indonesia has been hard hit most in the recent crisis and its GDP
reduced from $226 billion in 1996 to $51 billion (The Economist, Feb. 7, 1998). Its
annual GDP growth rate had been projected to decline to 2% in 1998 from an average of
8% during 1990-96 (IMF, December 1997). It has an external debt of $135 billion of
which 59% are short-term loans. Its bank interest rates increased to 40 to 50%. Due to
the credit crunch, many manufacturing plants have been closed down owing to the
scarcity of raw materials/imports.

To avert capital outflow, it allowed its currency, the rupiah, to float and it
depreciated up to 80%. Indonesia’s financial crisis resulted in the closing of 16 banks
and wide-scale looting of Chinese stores. Its stock market price plummeted by 80.2%.
Racial riots erupted in 40 towns and many were killed. Because of the precarious
conditions, Indonesia’s dominant Chinese business group started migrating abroad and
the country lost about $1 billion capital in a short time due to the Chinese exodus (Far
Eastern Economic Review, Feb. 19, 1998). IMF extended a bail out package of $43
billion to stabilize Indonesia’s financial market.

South Korea. Korea is the world’s 11th largest economy and Saudi Arabia’s
third largest trade partner. Its GDP was $485 billion in 1996. It plummeted to $272
billion due to the crisis, and its annual GDP growth rate that varied between 5.1% to
9.5% during 1990-96 was expected to be only 2.5% in 1998. It has an external debt
burden of $153 billion of which 68% are short-term loans. In 1996, exchange rate was
804.5 won per dollar and it declined to 1780 in January 1998, a 55% depreciation.
Korea’s 14 merchant banks have been suspended, and 26 large conglomerates or chaebol
have been closed down including Sammi Steel, Korea’s biggest specialty steel makers
and Kia Motors, nation’s third largest car-makers. Its Hanbo Steel collapsed under $6
billion in bad debts. Due to over capacity, Korea’s largest export, computer memory
chips collapsed as earnings of chipmakers fell by 90%. Its stock market has seen a slide
of 56%. To avert a crisis, Korea negotiated a $57 billion IMF bail out package. Its
commercial bank interest rate ceiling went up to 40%.

Malaysia. Malaysia’s total external debt is $35 billion of which only 6% are non-
performing loans. Moreover, large proportions of its loans are in local currency, a hedge
against external debt burden. Since 56% of its debt are short-term loans and 35% are
invested in property, to control escalation of turmoil, it announced an emergency
economic package that includes public sector expenditure cut and slowing of
infrastructure spending. Such action resulted in large-scale layoffs. Its currency, the
ringgit devalued by 44%. Due to devaluation, its GDP declined from $92 billion in 1996
to $72 billion. While its GDP growth rates were steady and varied between 7.6% to 9.6%
during 1990-96, it was expected to be only 2.5% in 1998, a sharp decline. Its average
export and import growth rates that were 11% and 10.3% during 1980-96 were proejcted
to decline significantly in 1998 due to the turmoil. Its stock market index declined by
6%. However, Malaysia expects to stabilize its financial markets through reforms and
mergers and without an IMF bail out.
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Philippines. Known as the ‘sick man of Asia’, the Philippines’ economy recorded
improvement as it has been implementing an IMF-sponsored stabilization program for
the last five years. While neighbors’ growth rates are sharply declining due to the turmoil,
its GDP growth rate of 5.1% in 1997 far exceeded that of IMF’s projection of 4% per
annum. Its annual GDP growth rates that varied between -0.6% in 1991 and 5.7% in
1996 is projected to stabilize at 3.8% in 1998. However, the recent crisis forced its
currency, the peso to decline by 34%, and its stock market price slipped by 57.9%. It
raised its interest rate to 14%. The Philippines has asked for $2.7 billion IMF loans to
avert its $3 billion current deficit. Table 9 summarizes the impacts of the crisis on the
affected countries.

Spill over Effects on Major Trading Partners

The world’s growth of imports is highest in East Asia, nearly 30% and naturally,
it would affect global trade. Direct effects of the crisis on major trading partners such as
Singapore, Hong Kong, Japan, China, United States, and the European countries in
particular, would vary between 0.4% to 1% of their GDP (IMF, December, 1997). Japan
is the largest trading partner of the region and its banks extended $93.6 billion or 44.8%
to the affected countries. Next are the European banks that extended $89.6 billion or
42.9% to the affected countries while the US banks’ lending exposure is only 12.4% of
the total. However, in the entire East Asian region, out of a total external lending of $736
billion, European banks’ lending is the highest (43.3%), followed by Japan (35.4%) and
the US (6%). Any default in payment may affect these external lending institutions.
Already Hong Kong’s largest investment firm, Peregrine collapsed due to the Asian
crisis.

The Asian turmoil has substantially reduced the growth prospects of the affected
countries and further contraction of their spending will reduce their imports, while
depreciation of their currencies may enhance their competitiveness and boost their
exports.

While the ratio of trade to GDP for Japan and the US is below 10%, it is about
23% and 33% for New Zealand and Australia respectively. This means that the impact
on their economy is likely to be higher. Already, tourist revenue for Australia has
declined by 12%.

Nearly half of US manufacturers are bracing for deteriorating sales this year
because of the Asian turmoil and the US bilateral deficit with Asia could rise as high as
$90 billion. US farm exports would decline by $2.1 billion in 1998 as the financial crisis
curbs the demand for imported food (Financial Times, Feb 24, 1998). The US
government, therefore, has allocated $2.1 million in export credit guarantee to prop up
demand.

Japan. Japan’s banks are riddled with bad loans amounting to $632 billion. Its
government is determined to renew confidence in the sick Japanese financial system, and
it has allocated billions to help sort out Japan’s financial system and declared massive tax
cuts to enhance consumer demand. These actions appreciated the yen against the US
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dollar from its lowest of 131.7 yen to a dollar to 125.7. Without Japanese and US help,
the Asian economies may take longer to rebound.
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Table 9. Impact on Affected Countries

Foreign Reserves
. % Change Current ?
Devaluatio tSel;.omrt- GDP in GDP* External (I:::lmatl Bank of Stock Account in $bn IMF
Country n Loan 1996 US in 1997 Debt in Financin Interest MKT Price Latest 12 Package
$bhn US $bn US $bn Rate 1997 | from Months A Year $bhn
(%) g $bn Lates
Dec.96 $bn ¢ ago
Thailand 50% 66% 186 97 110 70.2 24.0 - 68.2 - 8.6 27.0 37.7 17.2
Indonesia 80% 59% 226 51 135 55.5 30.5 - 80.2 -6.8 18.9 15.7 43.0
Malaysia 44% 56% 92 71 35 22.2 10.13 - 65.1 -6.3 21.7 27.0 -
34% 62% 84 68 60 38.0 13.93 -57.9 -3.8 8.8 9.7 2.7*%
Philippines
S. Korea 55% 68% 485 272 153 100.5 21.50 -55.9 -8.9 20.4 34.0 57.0

Source: World Economic Outlook, Interim Assessment, IMF, December 1997, and the Economist, February 7, 1998.
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Singapore. As more than 17% of Singapore’s bank loans went to the troubled
economies and one-third of all Singaporean exports go to Southeast Asian countries,
Singapore’s economy is directly linked to the turmoil. Singapore’s major banks reported
earnings on the average 30% lower in 1997 as the banks are making full provisions for
their $1.22 billion non-performing loans to the troubled countries (Wall Street Journal,
Feb 20, 1998). Because of the turmoil, its currency, the Singapore dollar has plunged
16% since July 1 and tourist revenue expected to drop from 21% to 12% in 1998.
Moreover, its estimated growth rate for 1998 is between 1% to 4% much lower than its
7.6% growth rate in 1997.

China. Despite China’s repeated assurance that it has no plan to devalue its
currency, the yuan, the market exchange rate has gone down by 6% from its official rate
of Yn 8.28 to Yn 8.8 per US dollar. With a staggering official figure of $200 billion bad
bank loans, China risks being Asia’s next casualty. If Chinese banks start imploding
under the weight of their loans to money losing state industries, the economy is sure to
take a massive hit. This may force Beijing to devalue its yuan to pump up its exports
(Arab News, March 8, 1998). Such devaluation could deliver a huge shock to the
recovery. The good news is that Beijing has $134 billion foreign reserves to maintain the
yuan’s stability.

There is more good news. The US and the European economies are now robust.
The dollar value is appreciating and consumer confidence level is very high in the US.
This should generate more exports from the troubled Asian economies and a quicker
recovery.

Saudi Arabia’s Trade With Asia

The Kingdom has a growing trade with Asia and its exports to Thailand, Indonesia,
Malaysia, Philippines, and South Korea which has been increasing at a rate of 10.3% per
annum since 1992 while its imports from the said countries have declined over the years.
In 1992, its exports to the aforementioned five countries was $5198 million and it
increased to $6976 million in 1995, i.e. 14% of the Kingdom’s total exports. However,
its imports declined from $1822 million in 1992 to $1820 million in 1996, leaving a
comfortable surplus for the Kingdom (Table 10).

In 1995, the Kingdom’s trade surplus with the affected five countries was $5060
million or 4% of the nation’s GDP. It was $13196 million or 10.5% of the Kingdom’s
GDP for the affected group (inclusive of Singapore and Japan). Due to the crisis, this
surplus will reduce.

The Asian region is the predominant consumer of Saudi hydrocarbon products
and their share of imports of Saudi crude oil and refined oil in 1996 was 46.1% and
64.3% respectively (Table 11). Due to devaluation, foreign exchange crunch and their
current turmoil, their total imports may decline which may create excess supply of oil in
the world market forcing the oil price to go down. It must be reminded that the current
oil price decline is not all due to the Asian crisis but also due to unusually warm winter in
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North America, Iraq’s oil deal, the additional 10% expansion of OPEC quota, and over
pumping by a few OPEC members.

Table 10. Saudi Arabia’s Exports (E) and Imports (M) to the Affected Countries

($million)
Ave. Prop.
Countr 1992 1993 1994 1995 1996 of Total
y E&M
(1992-95)
Thailand 276 283 231 429 -— 0.7
(326) 277) (204) (285) (325) (1.0)
Indonesia 763 353 489 499 -— 1.1
(349) (349) (265) (385) (411) (1.2)
Malaysia 99 129 105 159 - 0.3
(220) (191) (193) (274) (241) 0.8)
Philippines 654 572 711 976 -— 1.6
39 (52) (58) 91) (59) 0.2)
South Korea 3405 3182 3466 4914 -— 8.1
(888) (752) (661) (881) (784) 2.9)
Sub-Total 5198 4519 5002 6976 -— 11.8
(1822) (1621) (1381) (1916) (1820) (6.1)
Trade 3375 2898 3621 5060
Surplus
Japan 8211 7141 659 8092 - 16.3
(4691) (3554) (2739) (2483) (1950) (10.9)
Singapore 2631 2099 2063 2659 - 5.1
227) (162) (118) (132) (102) 0.5)
Sub-Total 16040 13748 13857 17728 -— 39.2
(6740) (5336) (4231) (4531) (3873) (17.5)
Trade 9,300 8413 9626 13196
Surplus
Total
Exports 50196 42339 42557 49974 | -
Imports (33,228) | (28,164) | (23320) | (28050) | (27728)

Source: Thirty-third Annual Report, Research & Statistics Department, Saudi Arabian Monetary Agency,
1997. N.B. Import figures are in parentheses; Trade surplus in italic.
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Asian capital investment in the Kingdom or the Kingdom’s financial or
investment exposure in the affected countries is very negligible and therefore, would not
affect the Kingdom’s capital investment. Further, there has not been any direct spill over
effects on the Saudi financial or stock market due to the turmoil. Rather, the Saudi stock
market is up by 27.9% in 1997 while stock prices in Asian market tumbled. A bigger
impact on the Saudi economy would be on the trade sector, especially the oil and
petroleum sectors.

Table 11. Exports of Crude and Refined Oil Products to
Asia and Fareast, 1990-96

Crude Total Total
Oil Exports of Refined Oil | Exports of

Year (in KSA % Share (In million KSA % Share

Million | (In million barrels) (in Million

Barrels) barrels) barrels)
1990 593.10 1642.42 36.11 274.67 478.98 57.34
1991 861.78 2382.11 36.18 255.13 450.23 56.67
1992 958.19 2408.98 39.78 264.53 473.88 55.82
1993 986.40 2296.92 42.94 246.87 516.05 47.84
1994 957.36 2275.27 42.08 281.42 498.18 56.49
1995 1006.31 2296.13 43.83 323.92 482.38 67.15
1996 1031.49 2236.01 46.13 350.95 546.07 64.27

Source: Petroleum Statistical Bulletin 1997, Ministry of Petroleum & Minerals Resources, Kingdom of
Saudi Arabia.

Brief on the Kingdom’s Current Economy

The Kingdom’s nominal GDP growth (oil and non-oil) nearly doubled from 4.5%
in 1995 to 8.5% in 1996. This was due to the sharp rise in the growth rate of the oil
sector from 5.9% in 1995 to 17% in 1996 reflecting mainly the increase in oil prices
during the year. The average price of Arabian light, which had increased by 8.7% in
1995, went up by 19% in 1996. However, in 1997, the oil prices declined by 5% and so
the growth rate declined from 8.5% of 1996 to 7.1% in 1997. Due to aforementioned
myriad reasons (Iraq’s oil deal, warm weather, increased quota, the Asian turmoil) oil
price would likely decline further in 1998. The overall growth rate in the non-oil sector in
nominal terms was 3.7% in 1996, i.e. same as in 1995. The Saudi economy made all
round progress in 1996 and 1997 as well. Economic growth picked up, fiscal
consolidation continued and the current account balance of payments recorded 8.3%
growth in surplus. Surplus increased from $214 million in 1996 to $232 million in 1997.
The Kingdom’s exports increased by a remarkable 17.4% in 1995 from $42,557 million
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in 1994 to $49,974 million in 1995, and its import bill declined by 1.1% in 1996, from
$28,050 million in 1995 to $27,728 million in 1996. Balance of trade surplus increased
from $19,238 million in 1994 to $21,924 million in 1995, a growth rate of 14%. Its
inflation rate in 1997 was a meager 0.5%, one of the lowest as per international standards
and its financial sector and stock market showed positive developments. To meet its
Five-Year-Plan target growth (its sixth), the country approved an expansionary budget of
$52.3 billion for fiscal year 1998. Its total budget’s revenue is estimated at $47.5 billion.
The gap of $4.8 billion deficit will be financed through public borrowing.

The Kingdom’s Exports and Imports to the Affected Countries

The affected Asian countries import Saudi products mostly for their intermediate
consumption, i.e. as inputs for final products. Table 12 shows that almost 99% of the
imports by Indonesia and the Philippines are for their intermediate consumption whereas
in the cases of Malaysia, South Korea and Thailand, it varies between 76% to 96%. Due
to depreciation of these countries’ currency and more importantly, due to shortage of
foreign currency, their total imports are likely to be reduced. This may affect the
Kingdom’s exports. The reassuring news is that since their imports are mainly for
intermediate consumption, the magnitude of decrease may not be very high.

In the case of imports into the Kingdom from these affected countries, the
utilization varies widely. Based on 1995-96 import data, products for intermediate
consumption varied between 4% and 64% and final consumption between 25% and 92%.
Since currencies have been devalued substantially, the Kingdom can import them at a
relatively cheaper price. This may encourage higher consumption in the Kingdom and
may reduce its trade surplus.

Table 12. Kingdom’s Exports by Utilization of Items to Affected Countries*
(in million US$) FOR 1994-95

Country Final Consumption Jﬁ;’gﬁg{%ﬁ Fixed Assets Capital Country Total
1994 1995 1994 1995 1994 1995 1994 1995
Malaysia G. g%) (22%20 0 (91&)0%) (7162014) 1 2 105 159
Indon N%%igi 1 ( 9498(%) ) ( 9499070) Negligible | Negligible 489 499
Thailand 6% | 133 | o | (885%) ) " B2
Philieeines | 03on) | 03%) | 095%) | 997%) ) " i I
South Korea (7%5‘2/0) (3%3‘%) (3% Jf/ﬁ) (9%?%0%) “ “ 3467 4914
Vo [y | dv | s | o | o | am | e

Source: Exports of Saudi Arabia 1995, Foreign Trade Statistics, Central Dept. of Statistics, Kingdom of Saudi Arabia.
* Percentages are in parentheses.
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The Kingdom’s Major Items of Imports and Exports and Their Likely
Impact. Major items of imports into Saudi Arabia from the affected countries are
polyester fabrics, automobiles, tv sets, electric appliances and parts of air-conditioners,
plywood, wood, cooking oil, rice, water pumps and boilers, clothes, dresses, exercise
books, tires, blankets, banana, cigarettes, auto-parts, furniture, and shoes. Imports of
these items in the future will be cheaper due to devaluation of currencies and such
imports are likely to go up. Since 53% of the Saudi imports from the affected countries
are intermediate products, it is probable that the price competitiveness and profitability
margin of a few Saudi industrial products will improve due to the Asian crisis. One of the
major drawbacks of Saudi industrial units is their low profitability margin and high cost
of raw materials, a large proportion of which are imported from abroad (Bashir, 1998).
For example, Saudi furniture-product companies are likely to benefit as they can import
their raw materials, wood and plywood, at cost-effective prices and thus their
competitiveness may further be enhanced. However, locally manufactured shoes and
exercise books which are already less competitive, will face stiffer competition.

It may be mentioned that as the imports from the Asian affected countries are
relatively small (only 6.1% of the total imports), its impact will also be small. Due again
to currency devaluation and also due to their additional efforts to export in order to earn
hard currency, such imports may increase. However, there could be some tradeoff
between European and the Asian imports. Asian imports may replace some European
goods in the Saudi market in the next 12 to 18 months. .

Major Saudi export items to Asian countries are crude oil, propane, lubricating
oils, kerosene, ethylene glycol, polyethylene, other acrylic derivatives, gasoline, fuel oils,
wheat, cement, fertilizers, steel bars and rods, etc. Most of these items are intermediate
products and therefore, it is likely that their demand may not go down dramatically.
Since construction works have been reduced in the affected countries, the export of
cement, steel bars and rods may be affected most. Out of the total Saudi exports to the
Asian region in 1995, about 14% of the total are exported to the affected countries
(Indonesia, Malaysia, Thailand, Philippines and South Korea) and another 22% are
exported to Japan and Singapore, totaling 36% of the total exports. Due to the crisis,
exports from Japan and Singapore to the region will decline and hence, sum total impact
on the Saudi economy could be measurable. Out of this 36%, if there were an overall
decline of 10%, then in terms of annual exports, it would be a decline of $1,773 million
or 3.6% of total national exports, about 1.4% of the annual GDP of the Kingdom. A
scenario of likely impacts is presented in Table 13 under various assumptions.
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Table 13. The Asian Crisis: Various Scenarios of Direct

Impact on The Saudi Economy

Scenario Assumption Likely Impact on
Export and GDP
Optimistic Troubled economies' imports Total Saudi exports to the
decline by 10% troubled economies reduce
by $698 million or 0.6% of
GDP
If Singapore and Japan are Then total export reduction
included and their imports will be $1,237 million or 1%
decline is 5% of GDP
Moderate Troubled economies' imports Total Saudi exports to the
decline by 15% troubled economies will
reduce by $1,047 million or
0.8% of GDP
If Singapore and Japan are Then total reduction of
included and their imports exports will be $2,122 million
decline is 10% or 1.7% of GDP
Pessimistic Troubled economies' imports Total exports to the troubled
decline by 25% economies will reduce by
$1,744 million or 1.4% of
GDP
If Singapore and Japan are Then total reduction of
included and their import exports will be $2,819 or
reduction is 10% 2.2% of GDP

N.B. Import of industrial intermediate products are exempt from tariff in Saudi Arabia.
However, a tariff rate varying between 12 to 20% are imposed on importation of final
products. Therefore, to avoid tariff, some final products may have been falsely imported
under the category of classification of intermediate products.

Hydrocarbon and Mineral Products. The affected countries of Asia mainly
import mineral or hydrocarbon products from the Kingdom and their rate of imports has
been steadily increasing for many years. The Kingdom’s total exports of crude oil to
Asia and East Asia in 1990 were 593.10 million barrels and they sharply increased to
1,031.49 million barrels in 1996, a 9.7% annual increase. During the same period, Saudi
exports of refined oil to the region also increased from 274.67 million barrels to 350.95
million barrels, a 4.2% growth rate. The Kingdom exported 46.1% of its crude oil and
64.3% of its refined oils to Asia and the Far East in 1996 (See Table 10). Most of these
exports, however, went to Japan, India, Singapore and China. The oil import demand of
the directly affected countries comprises 4% of the global oil and they mainly import it
from the Kingdom.
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Because of the credit crunch and current account imbalances, the affected
countries have cut back their expenditures and adopted austerity programs. Their total
productivity is likely to go down by 1 to 3%. Japan’s and Singapore’s economies supply
one quarter of their requirements and those will also be affected. If the direct and indirect
impacts cause a 5% decline in their regular purchase, this will amount to a decrease of
51.6 million barrels of crude oil and 17.5 million barrels of refined oil. It is to be
mentioned that the Asian countries import their hydrocarbon requirements from the
Kingdom and therefore, any decline will badly affect the Kingdom’s revenue.

To avert a Gulf crisis, the UN Secretary General Kofi Annan recently signed an
agreement with the government of Iraq. As per oil agreement, it would allow Iraq to
pump from $2 billion to $5.3 billion worth of oil for humanitarian purposes every six
months. However, Iraq may not be able to pump all that quantity due to its dilapidated
pumping facilities. Already, as some OPEC members have been over-producing their
additional 10% raised quota of 27.5 million barrels a day, the international oil price has
gone down significantly. In fact, crude oil price dropped to a 46 months low after the
deal with Iraq and it created further gloom for the oil stocks. For example, at the
London’s International Petroleum Exchange, the North Sea benchmark Brent Blend for
April delivery ended the day at $14.17 a barrel, down 48 cents. In New York, sweet,
light crude for April delivery closed at $15.46 a barrel, down 79 cents (Wall Street
Journal, Feb 24, 1998). Excess supply is causing prices to tumble. Venezuela which has
been producing excess of 900,000 barrels a day over its quota of 2.5 million/day, brushed
aside any attempts by others in OPEC to persuade it to relent. Reportedly, three OPEC
members, i.e. Venezuela, Qatar, and Nigeria are producing 1.3m barrels a day over their
quota (Editorial, Financial Times, Feb 10, 1998). Such excessive supply plus decline in
Saudi oil demand by Asian countries, is likely to have stronger indirect impacts on the
economy. This may increase the Kingdom’s deficit to a significant level.

Petrochemicals. The Saudi Arabian Basic Industries Corporation (SABIC) has
been exporting a large number of petrochemical products, namely ethanol, methanol,
ethylene, propane, ethylene glycol, urea, caustic soda, benzene, butane, bars and rods,
polyester chips, propylene, styrene, polyethylene, polypropylene, polyvinyl chloride,
cement and cement clinkers etc. to the affected countries. SABIC plans to increase its
total output by 5 million tons to 28 million tons by the year 2000. Its total turnover in
1996 was $5,556 million. The strength of Saudi petrochemicals is based on its access to
cheap and abundant feedstock and a range of government incentives including
concessionary finance and 10-year tax holidays. The problem is that there has already
been an over-capacity of global petrochemical supply and the Asian downturn can only
add to the difficulties that loom for the global industry as the twin pressures of excess
capacity and softer demand start to bite in 1998. The current turmoil would provide Asian
producers who are faced with falling domestic demand, even greater incentive to export
thus, creating more supply in the global market. This may reduce SABIC’s high
profitability margin.

Japan and Singapore. Out of the total Saudi exports to Asia, Japan and
Singapore occupy a very important role. The Kingdom’s exports to Japan and Singapore
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occupy one-fifth (21.4%) of its total exports on average. One-third of the Kingdom’s
exports go to Japan, Singapore and the affected countries and it generates about 56% of
its trade surplus. If there is any slow down of imports from the said countries due to the
turmoil, the Kingdom’s exports will suffer significantly and its surplus may reduce
dramatically.

Trade statistics for Japan and Singapore so far available, indicate that the Asian
shock wave will have strong impact on their economies. Japan’s exports to the rest of
Asia plunged last month and the country recorded its first deficit to the region for eight
years. Japan’s sales to Asia were 9.4 % lower in January 1998, the sharpest monthly
drop recorded since 1986 (Duane, Financial Times, Feb 20, 1998 )

Impact on the Saudi Industrial Products: Winners and Losers

As discussed earlier, exports of petrochemical products will suffer due to the
turmoil. Since Saudi export data is not available at this stage for the affected countries
item-wise and country-wise, it is difficult to evaluate the magnitude of impact on each
product.

Many Asian countries import substantial amounts of ethane, propane, ethylene,
methanol, ethylene glycol, natural gas, steel billets, bars and rods, urea, styrene, cement
and cement clinkers, sulfur, various lubricating oils, butane, polyvinyl chloride, soda lye,
etc. These products are mostly intermediate products and their demand is derived
demand. So two opposing forces will work. Firstly, due to the credit crunch and
devaluation, their demand from the affected countries will go down. Secondly, affected
countries’ exports of final products may go up due to devaluation and aggressive
marketing efforts. On the other hand, this may increase the demand for raw materials or
intermediate products. Thirdly, it is also possible that the affected countries instead of
importing from abroad, would try to meet their cut-down needs from within. The sum
total of these initiatives may be a decline in their net imports from non-ASEAN
countries. It is, therefore, advisable to take proactive initiatives to enhance or at least to
maintain the current level of exports of the aforementioned items. Otherwise, there is
likelihood that these manufacturing products will face stiffer competition, decline in
exports and may become losers due to the turmoil.

Asian countries also import items like chewing gums, diapers, animal fertilizers,
paint thinners, sheep leather, craft paper, honey, dates, granite articles, vacuum pumps,
wheat, etc. Their total imports of these final consumption goods are relatively low. A
decline in their demand may marginally affect these manufacturing products.

The Kingdom’s non-oil exports to the affected countries varied between 4% to
54% during the period 1994-95 (Table 14). Malaysia, Indonesia and Thailand are the
major consumers of non-oil products among the affected countries and their importation
of non-oil products varied between 28% to 36% in 1995. If their imports of non-oil
products from the Kingdom go down by 25%, it would mean $67.5 million or 0.1% of
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total exports.

Table 14. The Kingdom’s Non-Oil and Oil Exports to
the Affected Countries, 1994-95 ($ million)

Country 1994 1995
Non-oil Oil Total Non-oil Oil Total

Thailand 126 (54%) 106 (46%) 232 120 (28%) | 308 428
(72%)

Indonesia | 121 (25%) | 368 (75%) 489 150 (30%) | 349 499
(70%)

Malaysia 45 (43%) 60 (57%) 105 56 (35%) 103 159
(65%)

Philippine | 58 (8%) 653 (92%) 711 67 (7%) 908 975

S (93%)

South 125 (4%) | 3342 (96%) 3467 226 (5%) | 4689 4915

Korea (95%)

Sub-Total | 475 (9%) | 4529 (91%) 5004 620 (9%) | 6356 6976
(91%)

Source: Exports of Saudi Arabia, Foreign Trade Statistics, 1994 and 1995, Department of Central Statistics,
Kingdom of Saudi Arabia. N.B. Percentages are in parentheses.

Major imports of the Kingdom from the affected countries have been enumerated.
It has also been mentioned that many consumer goods, e.g., blankets, economy cars and
autos, clothes, suits, dresses, tires for bus, truck and cars, tuna fish, note books, colored
TV sets, radios, video equipment and magnetic tapes, bananas, cigarettes, bed spreads,
shoes and sport shoes, will be cheaper to import and therefore, their imports may go up.
This may help reduce the Kingdom’s trade surplus further. Moreover, local products like
blankets, bed spreads, note books, shoes, etc. will find stiffer price competition. Products
like wood, wooden boards, plywood, polyester fabrics and fibers, parts of air
conditioners, synthetic fibers, and nylon yarns are used as intermediate products for
manufacturing furniture, clothes, uniforms, drapers, blankets, air conditioners, etc. The
manufacturers of these products may be able to import their required raw materials at
cheaper prices due to the turmoil and thus can enhance their competitiveness. It is
obvious therefor that there will be both winners and losers among the local
manufacturers.

An Empirical Estimation of Overall Impact on the Saudi Economy

Impacts of the turmoil on the Saudi economy would be on a number of fronts. It
will have some direct impact on its trade. However, perhaps more importantly, the
indirect effect will be more damaging and lasting. Direct impact will depend on a
number of factors: firstly, the Kingdom’s bilateral trade relationship with the troubled
region and secondly, in terms of the region’s trade proportion to the Kingdom’s annual
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GDP. Thirdly, indirect impact may include those countries that are likely to be directly
or indirectly affected by the turmoil such as Japan, Singapore, China and the US. The
impact will also depend on the Kingdom’s nature of the products sold to the region. If the
region’s import items are essential items, the impact will be low and vice versa. The
extent and the durability of impact will also depend on the countries’ adaptability to
reform measures and the international help package that comes its way.

In the initial year, the shock would be relatively mild as the affected countries will
try to maintain their imports by drawing down on the reserves. However, full impact
would be felt in 1998 and thereafter. The indirect effect will worsen when Saudi Arabia’s
other major trading partners get affected due to the turmoil such as Japan, Singapore, US
and European countries The indirect effect mostly would be through the decline in global
oil price and petrochemical products and it could be substantial.

Saudi Arabia’s average share of export and import with the affected countries is
11.8% and 6% respectively for the period 1992-96 (Table 15). The affected countries’
ratio of trade to the Kingdom’s GDP is only 5.8%, which amounts to $788 million of the
nation’s GDP. This low ratio suggests that the direct impact of the turmoil would be low
on the GDP.

Table 15. Comparative Analysis of Kingdom’s Share of Trade With Asian Countries

Country Av:fl'%%(;*oit% Aveliz:rgl;’;fts% of | Ratio (’)lfrg;:l)ep* 3to
Thailand 0.7 1.0 0.5
Indonesia 1.1 1.2 0.6
Malaysia 0.3 0.8 0.3
Philippines 1.6 0.2 0.7
South Korea 8.1 2.8 3.7
tggt‘;gred Countries 11.8 6.0 5.8
Japan 16.3 10.9 9.0
Singapore 5.1 0.5 2.1
Combined 33.2 174 16.9

Source: Compilation from Foreign Trade Statistics, Kingdom of Saudi Arabia.
*Note 1: Average ratios of exports of individual countries/total national exports, 1992-95.
*Note 1: Average ratios of 1m1t:)orts of individual countries/total national 1m5)orts, 1992-96.
*Note 3: Individual countries total exports & imports/GDP for years 1992-95.

However, if Japan and Singapore are included, then the combined ratio of their
trade to GDP is 16.9%, i.e. one-sixth of the nation’s annual GDP and then the shares of
exports and imports will go up to 33.2% and 17.4% respectively. An overall 10% decline
in their imports will reduce the Saudi exports by $1,744 million or 1.4% of the GDP. In
addition, there would be an indirect multiplier effect and the magnitude of it may be 0.5
assuming IMF general model of trade. Except Indonesia where recovery efforts are still
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mugged with uncertainty and politics, the other affected ones have taken measures to
recover and they are likely to recover within two to three years’ time.

Data Limitation of the Study. Export data, item-wise and country-wise, of the
affected countries, are unavailable at this stage and therefore, a general model is designed
to empirically evaluate the impact of the crisis. To avoid tariff and custom duties, some
final products may be imported and recorded as intermediate products in the Kingdom.
This led to somewhat weak conclusions. It therefore becomes difficult to pinpoint item-
wise or industry-wise impacts. Under the circumstances, the recording of export and
import data be preferably under the International Standard Industrial Classification code
on a country-wise and item-wise basis. It is also necessary to enforce strict adherence to
product utilization classification for correct evaluation and analysis.

How to Lessen the Impacts on the Kingdom

Taking policy options to counteract decline in their import from the Kingdom
may reduce the impact of the Asian crisis. Affected countries generally import
intermediate products from the Kingdom. Because of the temporary credit crunch and
cash shortage, they are finding difficulty to import. If these countries are allowed to have
extended credit on a soft term basis to import their requirements from the Kingdom, the
impact could be lessened. The US and the Australian governments have already
extended such credit guarantee to the affected countries. The Kingdom may extend
similar options to them. It may be mentioned that this Asian Tigers’ crisis will not last
for long and they will recover within two to three years’ time. Moreover, when they
rebound, they are likely to be stronger and more financially sound. Therefore, extension
of credit will not be a loss in the long run.

Being assured of return, Prince Alwaleed Bin Talal Bin Abdulaziz, an astute
Saudi investor, reportedly bought $150.5 million worth of convertible bonds of the South
Korean conglomerates, Daewoo ($100 million) and Hyundai ($50.5 million). He may
once again prove himself to be a superb investor. The Kingdom may safely follow his
suit in extending credit to the troubled countries.

Secondly, to stop erosion of gasoline price, an emergency OPEC meeting may be
arranged to evaluate the situation and an appeal could be made to take corrective actions
to maintain global stable price of oil.

Thirdly, exporters of the Kingdom may consider widening their market and
explore new markets in the East European and Centrally Independent States (former
USSR) countries. Setting up of turn-key or joint venture projects abroad could be an
option to explore new markets. In addition, more aggressive and creative marketing
techniques may be adopted to increase Saudi exports.

Fourthly, product price and quality competitiveness are effective tools to market a
product. The Kingdom may consider adopting Total Quality Management (TQM)
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techniques to reduce wastage, production cost, and improve quality performance.

Lessons from the Asian Crisis

Gustav Ranis recently highlighted the phenomenon that productivity increases in
Taiwan’s industry being substantially higher than Korea’s over several decades.
Taiwan’s economy is alive and well and this offers important lessons for its neighbors
(Financial Times, Feb 19, 1998). The Taiwanese economy has continued to perform
remarkably well and confidence has remained high despite the absence of the IMF.
Although it has been touched by contagion, its growth rate has remained fairly steady at
more than 6%, with inflation in 1997 less than 1%. Its stock market actually rose by 8%
in 1997. In contrast, Korea went downhill. The reason, Ranis explained is that Taiwan
faced the onslaught of Asian crisis with foreign exchange reserves of $86 billion, against
Korea’s $17 billion. But a deeper answer relates to the sharply differentiated pattern of
development over the past 40 years in these two miracle countries. While booming
exports plus extremely high savings and growth rates, have been the hallmark of four
decades of spectacular growth in both cases, Korea’s investment rate was considerably
higher at 38% compared with Taiwan’s 21%. This has been fueled by much larger
inflows of foreign capital, mostly of portfolio variety. Agriculture contributed much less
to the national savings of Korea. Taiwan’s agricultural labor productivity grew at twice
the rate of Korea in the 1960s and 1970s, bolstered by decentralized farmers’ association
that spread innovation into non-agricultural activities in rural areas. In contrast, Korea’s
development concentrated in big cities and shaped by import of capital-intensive foreign
technology. The consequence is an oligopolistic industrial structure, in which chaebols
manipulate the government and the banks. In Taiwan, by contrast, industrialization was
from the outset much more decentralized and rural-oriented. Small and medium-sized
companies dominate its economy. Directed credit and crony capitalism is by no means
absent in Taiwan, but it is much less pronounced. In general, the allocation of resources
is left more to the market. Foreign capital is accessed cautiously and direct foreign
investment (DFI) outweighs the more footloose portfolio kind of Thailand, Korea and
Indonesia. Consequently, Taiwan’s reliance on foreign savings is much less at 10% of
total investment in sharp contrast to Korea’s 60%. Manufacturing debt/equity ratios are
estimated at 87% in Taiwan and at a massive 300% in Korea. All these features stood the
Taiwanese in good stead as turmoil began to engulf Asia. Currency speculators did not
find any scope to meddle with Taiwan’s financial markets.

In Taiwan, as in Hong Kong and Singapore, high rates of growth have been
achieved not via Japanese-style keiretsu and cronyism, but as the result of a rational risk-
taking investment allocation. Saudi Arabia and the GCC countries may design their
industrial policy on the lessons of the Asian crisis by encouraging non-oligopolistic
market structure, avoiding short-term excessive private sector borrowing and by
allocating resources on the basis of economic analysis and market needs. They may also
encourage transparency, enforce effective application of banking control, avoid denial of
problems, and excessive and unproductive investment and accumulation of non-
performing loans. They may like to reduce their data deficiencies as well.
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The lessons of the Asian crisis may be summarized as follows:
Importance of the composition of foreign borrowing.
Unsupervised rapid expansion of bank and non-bank credit harbor crisis.
Current account deficit financing helps investment but creates instability.
Promoting liberalization of capital market without achieving financial maturity could
be a disaster.
e Lack of transparency and overshooting of equity price spread contagion.

Conclusion and Recommendations

As accidents can not be foretold, the recent financial crisis in Asia could not be
forecasted beforehand as well. Neither the IMF nor the international financial investors
nor speculators nor the affected governments, could foretell the timing of the crisis, the
collapse of the markets nor the nature and depth of its severity. However, there have
been symptoms of financial difficulties such as ‘overheating’ of the economy, massive
inflow of foreign private capital forcing unsustainable external imbalances and
insolvency or deterioration of banks’ portfolios. Some ineffective measures were taken
to dampen the overheating, but given the spectacular and steady growth rates in the
region, it was natural not to put too much importance on the difficulties. Moreover,
private borrowing did not warrant serious public attention until it became a public issue.
Although excessive current account deficits, pegging of currencies against the dollar, and
speculative motives are being postulated as the main causes of the crisis, it is not that
simple. The causes of the crisis are complex and still unfolding. The fundamentals of the
affected economies were reasonably good; public confidence was high and market upbeat
was positive, but it did crash. The spillover effects spread not only within the region but
globally at a time when advanced economies were enjoying historic upswings. Because
of the crisis, the global real growth rate projection had to be lowered by 0.75 to 1%
globally (IMF, December 1997).

The Asian crisis is a reminder that in this age of super-highway technology, free
flow of capital movements, institutional and aggressive global investors, and unfettered
media coverage, the global economy is highly interdependent. Fiscal, monetary and
other policy actions inside one country/ region are likely to affect the global or other
economies and therefore, policies across nations should be synchronized. Concerted
efforts are needed both by industrial and emerging nations to lessen the damages of such
burst bubbles.

Three of the major causes of the crisis and loss of investors’ confidence are: (a)
poor governance, (b) too much influence of conglomerates in credit lending, and (c) lack
of transparency. Therefore, public and corporate governance need to strengthen credit
lending decisions and it is necessary to enhance transparency and accountability to
maintain investors’ confidence. Strict international financial standard should be adopted.

The following policy options may be adopted:.
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Reduce incentive for excessive borrowing through macro policy mix.
Rationalize explicit and implicit guarantees.

Supervise and regulate overall risk especially capital investment.

Place limit on sectoral investment to evade excess capacity build up.

Improve transparency, corporate governance, and rationalize currency pegging.

The Saudi government has followed a low-interest, capital-intensive,
medium/large investment policy unlike Taiwan for its rapid industrialization to overcome
its oil dependency. Because of its sustained and prudent policy, its non-oil export
earnings have increased from a mere 1% in the 1970s to 33% in 1997 and its industrial
export growth recorded a remarkable 212% increase over a period of 10 years, from 1986
to 1996. It has been justifiably maintaining a prudent policy of pegged exchange rate and
interest rate regime against the US dollar mostly due to its petroleum price that is traded
in dollar denomination. Its public debt and deficit are growing fast and therefore need
serious attention.

The crisis of Asia highlights the risk of relying on short-term foreign capital
inflows to finance investment. It also shows why emerging countries should not open
fully to foreign portfolio investment until their capital markets attain sufficient depth, and
their financial intermediation process achieves maturity and strength. This also shows
that unsupervised borrowing of foreign capital by private companies/individuals may
become a public problem without adequate control and safeguard. Therefore, it is well
advised that these issues be cautiously analyzed before opening up of the Saudi economy.
Recent government’s decision to open up its stock market to foreign capital (SAMA ,
1997) has allowed foreigners to invest through a closed country fund, the Al Saif Fund
which is listed on the London Stock Exchange on a controlled basis. It is therefore an
appropriate one.

Addendum: New Developments in the Kingdom

This paper was written in December 1997 and some editing was completed until
the beginning of March 1998. Since then, new developments have occurred in the
Kingdom. With the global economic slowdown especially due to a 35% fall in the Brent
crude oil prices, the Kingdom’s GDP growth in 1998 went down by negative 10.8%
(current prices) from a positive 7.1% in 1997, 8.7% in 1996 and 6.2% in 1995.
Moreover, the economy witnessed a current account deficit of $13.1 billion against a
surplus of $254 million in 1997. Low oil prices forced a budget deficit of $12.3 billion
against a projected deficit of $4.8 billion leading to a rise in the internal debt levels. The
overall government debt level is now estimated at over 90% of GDP (Consulting Center
for Finance and Investment [CCFI], 1999). The government also projected a budget
deficit of $11.7 billion in 1999. However, to reduce budget deficit, the government has
taken a number of bold and prudent actions that include:

e Increase of gasoline price by 50% from 60 halala to 90 halala
e Imposition of embarkation fee of $13.3 per passenger
e Increasing emphasis on privatization
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e Across the board reduction of a 10% public expenditure
e Go slow policy on defense purchases.

Due to the slowdown in the economy, the stock market fell by 30% in 1998 and
the cement sector is facing low internal demand to an overproduction of 7 million tons. It
is therefore, contemplating consolidation. The cement and industrial sectors are the worst
affected with a fall of more than 40% stock price (CCFIL, 1999). The SABIC, the
petrochemical giant of the Kingdom, announced a 62% decline in their profit margin in
1998 because of global price decline. However, still it made more than $1.03 billion
profit that shows its resiliency.

In the area of trade, both exports and imports have been declining as predicted
since the Asian crisis. Preliminary estimates show that the exports have declined by 36%
from $59.5 billion in 1997 to $37.9 billion in 1998 and imports by 0.6% from $26.2
billion to $26 billion in the period. Naturally the trade surplus has dwindled significantly
as shown in Table 16.

Table 16. Exports and Imports of Saudi Arabia, 1995-99 (in million US$)

Year 1995 1996 1997 1998 1999+
Exports | 49974 60565 59527 37891 38453
Imports | 28050 27728 26154 26000 25000
Surplus | 21924 32837 33373 11891 13453

(44%) (54%) (56%) (31%) (35%)

Source: Trade Statistics, Ministry of Finance and National Economy, 1999. N.B. These are estimated
figures.

Two local banks, the United Saudi Bank (USB) and the Saudi American Bank
(SAMBA) already announced a $1.3 billion merger move. In a survey of business
executives of the leading companies of the Kingdom, 80% of the respondents felt that
their revenue growth would flatten or decline (CCFI, 1999).
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Abstract

The paper examines the behavior of stock prices in four GCC markets: Bahrain, Kuwait,
Oman and Saudi Arabia. The data consists of weekly stock price indexes from September
1994 to April 1998. Three tests of the weak form of the efficient market hypothesis are
applied. The first two, unit root and variance ratio, test the hypothesis that price indexes
follow a random walk; and the third, regression, tests for autocorrelation of returns. In the
case of the Kuwaiti market, the results strongly support weak form of efficiency. As to the
other three markets, only one of the tests (regression of returns) rejects the weak form of the
EMH when the total period is considered. However, when the sample is split into two, the
efficiency hypothesis is not rejected for the second subperiod in two of the markets and only
by a small margin in the case of the Saudi Arabian market.
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Introduction

The efficient market hypothesis (EMH) is the idea that the prices of securities
quickly and fully reflect all available information. Fama (1970) divides the EMH into
three forms: (a) weak, where prices reflect all historical data; (b) semi-strong, where
prices reflect all publicly available information; and (c) strong form, where prices
reflect all information, public and private.

Because of its significance to investors, the EMH has been tested extensively
over the last three decades and testing continues as more advanced techniques are
being developed. With respect to the weak form of the EMH, one major type of
testing is based on the random walk hypothesis. If stock prices follow a random walk,
price changes over time are random. These tests involve the question of whether all
information contained in the sequence of past prices is fully reflected in the current
price.

Historically, most tests were conducted on the markets in industrial countries.
However, in the last few years, there has been a growing interest in emerging markets.
Research on these markets has focu&ed on the issue of efficiency as well as on their
integration in international markets.” With respect to Arab countries, a few studies

have been undertaken to date. El Erian and Kumar (1995) provide an overview of the
state of equity markets in some Middle Eastern countries. Darrat and Hakim (1997)
test price linkages among three Arab stock markets (Amman, Cairo and Casablanca)
and with international markets, and find that these markets are integrated within the
region but not at the international level. Dahel (1999) focuses on the issue of
volatility of returns in a study that also includes emerging and developed markets, and
finds that Arab markets exhibit the lowest level of volatility and emerging markets the
highest.

The purpose of this study is to test the weak form of the EMH in four Gulf
Cooperation Council (GCC) stock markets: Bahrain, Kuwait, Oman and Saudi
Arabia. Three different tests are applied to this end: unit root, variance ratio and a
regression of returns. The data set consists of weekly stock price indexes of those
markets over almost a four-year period (September 1994 - April 1998).

GCC Markets

Of the four GCC markets, the Saudi Arabian market is the only one where
trading does not take place on an exchange but over the counter. Commercial banks
trade in shares through an electronic system established by the Saudi Arabian
Monetary Authority (SAMA) which also monitors activities. The Saudi Arabian
market is the largest of the four and also of all Arab stock markets in terms of market
capitalization, which reached over $59 billion in the last quarter of 1997 before
decreasing to a little over $50 billion in March 1998. As to the trading value on the
GCC markets, the Kuwaiti market has traditionally been the most active except in the
last few months when the Saudi Arabian market surpassed it. Table 1 presents these
indicators for all four markets.

% See, for instance, Bekaert (1995), Buckberg (1995) and Harvey (1995).



Table 1. GCC Stock Markets: Some Indicators (March 1998)

Country Market Monthly Trading Number of
Capitalization Value Listed Companies
(millions of US$) (millions of US$)
Bahrain 7280.92 36.33 40
Kuwait 25622.36 1224.63 75
Oman 6603.81 305.18 126
Saudi Arabia 50649.28 1830.26 71

Source: Arab Financial Markets Data Base Quarterly, Arab Monetary Fund, First Quarter 1998.

In 1995, Bahrain and Oman linked their stock exchanges, thus allowing cross
listing of local companies. Kuwait joined in this arrangement in 1997. One common
feature of the GCC markets is that they-are not open to foreign investors and only
partially to GCC nationals and residents.” Another common feature of these markets

is that they are sensitive to changes in world oil prices. This is explained by the fact
that, despite efforts to diversify their economies, these countries remain dependent on
the oil sector.

Only a handful of studies have so far focused on GCC markets. One early
study undertaken by Gandhi, Saunders and Woodward (1980) focuses on the Kuwaiti
stock market and attempts to measure its efficiency through the use of some empirical
tests. The authors find a high correlation in the market index and conclude that the
market is inefficient. In a more recent study, Butler and Malaikah (1992) examine
individual stock returns in the Kuwaiti and Saudi Arabian markets over the second
half of the 1980s. Their results indicate market inefficiency in both markets, but
significantly more in the Saudi Arabian market.

Over the last few years, two studies have examined the efficiency of the
Kuwaiti stock market using the same data set (205 weekly observations on the Al-
Shall composite index extending from August 27, 1986 to August 1, 1990). In the
first study, Al-Loughani (1995) tests the weak form of the EMH in the market by
using various methods, both traditional and advanced. The author finds that when
using traditional methods, the results provide evidence of weak form efficiency.
However, when using more recent methods, he obtains opposite results in the sense
that the evidence clearly indicates market inefficiency. In the second study, Al-
Loughani and Moosa (1997) test the efficiency of the market by using a set of moving
averages of different lengths. The results obtained by the authors indicate market
inefficiency.

The present study also covers the Kuwaiti stock market, in addition to three
other GCC markets. Furthermore, it applies tests not very different from those applied

3 For a discussion of this feature as well as other characteristics of these markets such as the legal and

institutional framework, the listing requirements or the operating procedures, see Arab Monetary
Fund (1997).



in previous studies. However, it uses the most recent data set, thus reflecting any
impact institutional and operational changes that took place in the markets under
investigation may have had on efficiency since the beginning of this decade (such as
the electronic trading system introduced in the Saudi Arabian market in 1990).

Methodology

This study aims at testing the validity of the weak form of the EMH for four
GCC stock markets: Bahrain, Kuwait, Oman and Saudi Arabia. The data consist of
weekly stock price indexes of these markets, covering the period September 1994 to
April 1998.

The EMH is based on the notion that stock returns are unpredictable. Testing
of the weak form of the EMH requires the use of only past values of the series while
testing of the semi-strong and strong forms necessitates the use of a broader
information set. If stock prices are indicated as P, , then one-period returns are simply

computed by first differences of Ln(P) , thatis
R =(1-L)LnF (1)
where L is the lag operator.

The random walk model with drift u and trend ¢ may be formulated as:
ALn P =u+o,LnP_ +o,t+€, )

where €, is a white noise with E(g,) =0, E(e)=0. and E(g,€,,,) =0 for s 0.

1+s

The validity of the EMH may be verified by testing for stationarity, and for the
presence of a unit root in Equation 2. Except for drift and trend factors, returns follow
a purely white noise process ((H,:a, =0). The orders of integration are tested using

Dickey-Fuller (DF) and Augmented Dickey-Fuller (ADF) tests (Dickey and Fuller,
1979 and 1981). The DF test consists of running a regression on Equation 2 while for
the ADF test, the equation is augmented by lagged difference terms (Equation 3).

ALn P, = p+oyLn P+ Y 8, ALn P_, + ot +¢, (3)

J=1

If u 1is not significantly different from zero, the zero mean assumption is

satisfied. The serial independence of the residuals may be tested by a Lagrange
Multiplier (LM) test. Stock return normality may be tested by the Bera-Jarque (1980)
test applied either to the residuals or to the returns.

In each case, the test for a unit root is a test of the coefficient of Lz P_, in the
regression, using the critical values calculated by Dickey-Fuller. If the coefficient is



significantly different from zero, then the hypothesis that Ln P contains a unit root is
rejected and the hypothesis that Ln P, is stationary rather than integrated, is accepted.

t

The ADF test uses the t-statistic of the coefficient of the lagged variables and
the critical value for the test of a zero coefficient. A large negative t-statistic means
rejection of the hypothesis of a unit root and suggests that the series is stationary.
Under the null hypothesis of a unit root, the reported t-statistic does not have the
standard t distribution. If the calculated Dickey-Fuller t-statistic is smaller than the
critical value, the hypothesis of non-stationarity and the existence of a unit root cannot
be rejected.

An alternative test (PP) for a unit root was developed by Phillips and Perron
(1988). Like the ADF test, the PP is a test of the hypothesis of p=1 in the equation

ALn P =u+pLnP_, +e¢, 4)

However, unlike in the ADF test, the equation tested in the PP test does not
include the difference terms. The equation is estimated by ordinary least squares and
the t-statistic of the coefficient is corrected for serial correlation in t.

The random walk model (Equation 2) focuses on short-period return
predictability. However, evidence of long-period return predictability provided by
Fama and French (1988), Poterba and Summers (1988) and Lo and MacKinlay (1988)
points out to the possible existence of negative correlation in long-horizon returns,
known as mean reversion.

This phenomenon is usually tested by variance ratio tests which are also
regarded as tests of the random walk hypothesis. These tests are based on the fact that
variances between observations of random walks are the same at all lags. Based on
the Lo and MacKinlay test and following Huber’s (1997) notation, if a random walk
model is considered for returns with drift and a sample size of ng +1 (where ¢ is the

number of lags), &, may either be assumed IID or its variance may be assumed to be

time-varying. A variance ratio test in the case of both homoscedastic and
heteroscedastic random disturbances is carried with the use of two statistics, Z, and

Z, respectively, where

Z,(q) = Jng M(q)(2(2g ~1)(g ~1)/3¢) " (5)

Z,(q) =\[ng M()(V ()" (6)
with

M(q) =((c7(g)/o” (1)) -1) (7)

(1) 3", (RUK) = R(k 1)~ R)(R(k = j) = R(k = j =D = R)")
lZZiI(R(k) —R(k-1)- §)2J2

V(@)= 3(A) ®)



c’(q) = (g(ng —q+1)(1-q/ nq))‘li(R(k) ~R(k-q)—qR) 9)

k=q

A() =2(q- )/ q (10)
R = (ng)”'(R(nq) — R(0)) (11)

In this test, R , 6°(1) and 0°(¢q) are the maximum likelihood estimators of the

mean and the variance of the random walk model specified in Equation 4. Under the
null hypothesis that R, is a random walk, M(q) should equal zero; henceforth Z, and

Z, are asymptotically normal distributed N (0,1) .

In the weak form of the EMH, the autocorrelations provide evidence of return
predictability. The test is carried by considering the lag structure between current and
past returns.

ALn P, =p+Y 8 ALn P_, +¢, (12)
Jj=1

Using the above model and testing for the significance of the lag parameters,
0, , arandom walk model should have insignificant parameters. These are tested by

the overall null hypothesis, H, :6, =6, = ...=d, =0, using a standard F test.

Data and Summary Statistics

The data set used in this study consists of weekly stock price indexes of the
four GCC markets covered, and the sample period extends from September 27, 1994
to April 6, 1998. The indexes used for each of the four markets are:

Bahrain: Bahrain Stock Exchange (BSE) Index (June 1989 = 1000)
Kuwait: Kuwait Stock Exchange (KSE) Index (December 1993 = 1000)
Oman: Muscat Securities Market (MSM) Index (July 1990 = 100)
Saudi Arabia: National Center for Financial and Economic Information
(NCFEI) Index (February 1985 = 100)
Unlike the Kuwaiti market which has three published indexes, (i.e. the KSE which is
used in this paper, Al Shall and NBK), the Bahraini, Omani and Saudi Arabian
markets, have only one published index each.

The data are taken from the Middle East Economic Digest (MEED), and the
start of the sample period coincides with MEED’s introduction of its weekly survey
on the region’s stock markets. Figure 1 depicts the weekly behavior of each of the
four stock price indexes over the sample period.
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Figure 1. GCC weekly stock price indexes.

The main observation that could be made from a comparison of the four plots
is that the indexes behaved differently in the first half of the sample period and rather
similarly in the second half. Over the first two years, the BSE Index experienced a
downward trend from the start of the study period until March 1996, after which it
turned around and began to increase. The KSE Index was on an upward trend
basically from the start. The MSM Index was very stable in the first two years while
the NCFEI Index was the most erratic of the four over the period of study although a
slight upward trend may be noticed. This difference in the behavior of the price
indexes between the GCC markets may reflect the characteristics of these markets.
The low trend in the Bahraini and Omani Indexes may be explained by the small size
of these markets and their low trading value (see Table 1 and Footnote 5). As to the
Saudi Arabian market index, its erratic behavior may have been driven by trading
value which has gone through a series of sharp increases and decreases over the period
(Arab Monetary Fund).

Over the last two years, all four markets experienced a boom period until late
1997 and early 1998 when the indexes started decreasing at a fast rate. This latest
trend was led by the KSE Index which started decreasing in November 1997, first
followed by the BSE and NCFEI Indexes in early January 1998 and then by the MSM
Index one month later. This recent decline in the indexes may indicate how much of
an impact the decrease in world oil prices over the last several months had on the
GCC markets. During the expansion period, the BSE Index grew at the highest rate,
followed by the MSM Index, while the KSE Index maintained its momentum from the
first two years and the NCFEI remained volatile. Figure 2 provides a snapshot of the
behavior of the weekly returns in the GCC markets, as measured by the difference in
the log of the price indexes.
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Figure 2. GCC weekly market returns.

Table 2 presents the summary statistics of the weekly returns in the four GCC
markets.

Table 2. Summary Statistics: Weekly Returns In GCC Markets
(September 27, 1994-April 6, 1998)

Bahrain Kuwait Oman Saudi Arabia
Mean 0.001629 0.004782 * 0.006066 * 0.000812
Median 0.000432 0.003933 0.003769 0.000470
Maximum 0.066477 0.050054 0.076696 0.068292
Minimum - -0.049943 -0.076849 -0.060713

0.051501
Std. Dev. 0.014835 0.016307 0.020103 0.016756
Coef. of Var. 9.106813 3.410079 3.314045 20.635467
Skewness 0.804237 0.024482 0.305632 0.163451
Kurtosis 7.246625 3.801020 6.474373 5.244373
Bera-Jarque 157.2352 4.910731 94.89244 39.22357
Probability 0.000000 0.085832 0.000000 0.000000
ARCH (1) 10.44455 4.97933 31.14030 28.7297

0 8

Probability 0.001230 0.025652 0.000000 0.000000
Observations 183 183 183 183

* Statistical significance at the 5 percent level.
Source: MEED, various issues.




The results indicate that the MSM Index realized the highest average return
over the sample period, but its associated risk in terms of the standard deviation of
these returns, was also the highest. However, a comparison of the coefficients of
variation clearly shows that the NCFEI Index experienced the highest amount of risk
per unit of return. Its mean return is the lowest. It is also not significantly different
from zero.

Regarding the distribution of returns, the results show that those for the BSE
and, to a lesser extent, the MSM and NCFEI Indexes, are highly skewed to the right.
Furthermore, the measure of peakedness (kurtosis) indicates a leptokurtic distribution
of the returns in those three markets. Under the null hypothesis of normality in
returns, the Bera-Jarque statistic confirms the results on distribution. The null
hypothesis is rejected in all but the case of the KSE Index. Following Engle (1982),
the results of a standard LM test for Autoregressive Conditional Heteroskedasticity
(ARCH [1]) are also presented. For the returns in all four markets, there is strong
evidence of ARCH.

Empirical Results

In this section, the results of the three tests of the weak form of the EMH
conducted in this study are reported and discussed. The first two (unit root and
variance ratio) test the hypothesis that the price index follows a random walk, and the
third (regression) tests for autocorrelation of returns.

Unit Root Tests

Both the ADF and the PP tests were carried on the log of the price index of
each of the four GCC markets. Price indexes were tested in levels and in first
differences, including a constant and a trend and with lags of up to seven weeks. The
results are reported in Table 3.

Table 3. Unit Root Tests

Bahrain Kuwait Oman Saudi Arabia

Price Indexes in Levels

ADF -2.23 -1.47 -1.68 -2.59

PP -2.07 -1.59 -1.49 -3.01
Price Indexes in First
Differences

ADF -4.12% -3.99* -3.97% -4.07%

PP -10.96* -13.12*% -11.12% -11.03%

* Statistical significance at the 5 percent level.

For all four markets, the results show that the series (log of the price index) are
non-stationary in levels and stationary in first differences. Therefore, the results are
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consistent with the weak form of the EMH which predicts that the log of the price
index has a unit root.
Variance Ratio Tests

Table 4 displays the results of the variance ratio tests for the weekly returns on
all market indexes. For each market, the first column reports the test statistic in the
case of homoscedastic errors (Z,)and the second column the test statistic after

correcting for possible heteroskedasticity in the random disturbances (Z,). Tests
were carried with lags of up to 32 weeks.
Table 4. Variance Ratio Tests
Bahrain Kuwait Oman Saudi Arabia
Weeks
VA V) VA V) VA 7, VA 7,
4 2.68* | 1.12 | 1.98* 0.95 2.58* 0.77 2.66% 0.99
8 2.37% | 0.94 1.53 0.69 1.97* 0.55 2.21% 0.77
16 2.24*% | 1.07 0.72 0.39 1.31 0.45 1.26 0.53
32 1.64 1.04 0.31 0.22 1.49 0.67 | 0.55 0.31

* Statistical significance at the 5 percent level.

The results show a similar pattern for all four indexes. The null hypothesis
that variances are the same at all lags is rejected across all markets in the case of a
homoscedastic error process. However, when using the heteroskedasticity-robust test
statistics, the null hypothesis is no longer rejected for the returns on all four market
indexes.

Regression Tests
Table 5 presents the results of the third test of the weak form of the EMH
carried in this study, a regression of the weekly return for each index on a set of its

lagged values with lags of up to seven weeks.

Table 5. Regression Tests of Weekly Returns

Lag Bahrain Kuwait Oman Saudi Arabia
1 0.239120* 0.065073 0.207072* 0.259453*
2 0.134085 0.149502 0.046783 -0.013376
3 -0.053855 -0.017530 0.080912 -0.034681
4 0.126230 0.123482 0.094255 0.116980
5 -0.053518 0.024543 -0.113250 0.061457
6 0.031844 -0.000313 0.117169 -0.148967
7 0.040927 0.032428 -0.037961 0.162105*
F-Statistic 3.01% 1.31 2.16* 2.96~
R 0.1190 0.0616 0.0811 0.1191

* Statistical significance at the 5 percent level.
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Under the random walk null hypothesis, the regression coefficients should be
statistically insignificant. The F-statistic is appropriate for this test. At the 5 percent
level of significance, the critical F (175,7) is equal to about 2.06. Thus, the results
shown in Table 5 indicate that the random walk null hypothesis is not rejected only for
Kuwait - although the outcome would have been different in the case of Oman if a 1
percent level of significance had been used. However, the results in the cases of
rejection of the null were investigated a little further. Firstly, in an attempt to detect a
potential structural change that these markets may have experienced halfway through
the sample period, around October 1996, a Chow (1960) test was applied.” The

results of the test, as presented in Table 6, do not support this hypothesis at the 5
percent level of significance.

Table 6. Chow Test (Break Point: October 16, 1996)

Bahrain Kuwait Oman Saudi Arabia
F-Statistic 1.27 1.75 0.88 0.533
Probability 0.259 0.090 0.533 0.829
Level

Secondly, these two subsamples were used to test for different outcomes as to
the EMH. The results are reported in Table 7.

Table 7. F-Statistic

Bahrain Kuwait Oman Saudi Arabia
Total Period 3.01* 1.31 2.16* 2.96*
Subperiod 1 5.12* 0.93 2.47* 1.12
Subperiod 2 0.67 1.77 0.75 2.22%

* Statistical significance at the 5 percent level.

With the exception of the Kuwaiti market for which the results do not differ
from those based on the total period, regression tests for the other three markets reveal

* During this period, the BSE Index for instance recorded its single largest two-week increase (159

points). Trading value went up from $2.9 million with 6.7 million shares changing hands in the last
week of September to $12.6 million with 26 million shares changing hands in the second week of
October. On a quarterly basis, trading value remained at least 100% higher for the rest of the
sample period than the third quarter 1996 level (Arab Monetary Fund). Furthermore, a closer look
at the returns on the MSM (Figure 2) indicates a sharp increase in volatility starting at about the
same period and continuing throughout. The MSM Index increased by over 150% between October
1996 and December 1997 (Arab Monetary Fund).
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different outcomes between the two subperiods. In the cases of the Bahraini and
Omani markets, the weak form of the EMH is rejected in the first subperiod but not in
the second. Increased volatility of returns in these two markets over the second half of
this period, as shown in Figure 2, may explain why past returns have no predictive
power for current returns. As to the Saudi Arabian market, the result for the first
subperiod provides evidence of weak form of efficiency. However, the result for the
second subperiod indicates inefficiency but this outcome would be reversed at the 1
percent level of significance (probability level is 0.04). Thus, an investigation of the
two subperiods reveals efficiency in three of the markets in the second subperiod, and
also in the Saudi Arabian market when the confidence level is increased.

Conclusion

This study has tested the weak form of the EMH in four GCC markets:
Bahrain, Kuwait, Oman and Saudi Arabia. The data set consisted of weekly stock
price indexes over the period extending from September 1994 to April 1998. The
weak form of efficiency was tested in three different ways: unit root, variance ratio
and autocorrelation structure of returns.

In the case of the Kuwaiti market, results of the three tests provide evidence of
weak form of efficiency. Although these results are not consistent with those of most
previous studies on the Kuwaiti market mentioned earlier, they may reflect the
instiwélional and operational changes that took place prior to or during the period of
study.

With respect to the other three markets, both the unit root and variance ratio
tests provide evidence of weak form of efficiency. However, the regression results
did not support this evidence. Suspecting a possible structural change in these
markets halfway through the sample period, an appropriate test was applied.
Although this test did not reveal a structural change, subsequent regression tests
provided evidence of weak form of EMH in the second half of the sample period for
both the Bahraini and Omani markets, but only at a higher confidence level for the
Saudi Arabian market.

In effect, to mention just the main developments witnessed by the Kuwaiti market: in 1988, the

settlement period was shortened and the market was opened to GCC nationals. In 1990, a law was
introduced allowing investment funds; and in 1995, electronic trading was adopted (Arab Monetary
Fund, 1997).
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