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ABSTRACT

This study examines the chénges that occured in the Kuwaiti economy as a
result of rapid growth, and the regional économiq impiications of public
policies of a small developing state. It is a c;se of rapid grcwth and
accumulétion of finance in excess of productive capacity.- Affluence is derived
from oil, One cannot pretend that the economic analysis emphasizing allocation
of resources is satisfactory._ - Yet unfortunately the core of development
‘economics has failed to present én adeduate aﬁalysis of the main aspects of the
deve10pmenf process. |

The thesis can be loosely divi&ed into.two.pafts. The first part is
concerned with the behﬁviouraljcharactéristics of the econcmy; Chapter 2,
discusses the dualism of the economy as represented by its factoral imbalance.
The discussion of the trends, terms, and compositi§n of foreign vrade in
Chapter 3 develops the.theme of the edonoéy's levels of growth and degreces of
.sectoral imbalance. Chapter 4, surveys the present industrial structure in
Kuwait, pointing out the importance of complemerntarities, and external eccnomies,
"The second part of the thesis reviews Kuwait'élindustrialization plans given
the present state of the country's economic development.  Kuwait's industrial-
ization plans take note of the present dominant characteristics of the economy
andasuggest industrial development along the lines of unbaianced growth
(Chapter 5). Chapter 6, uses static analysis to discuss Kuwait's cooperation
- endeavours, . The dynamics of regional integrafion, and the availabiliﬁy of
elements of complementary and diversified industrial structure in an active
Arab Common Markét, suggest the favourable longarun implications of this market,
and cooperation in general, for Kuwait's industrial development,

Statistically, it is more.feasibie to study long periods., -However, to
avoid breaks in the series or incbmplete or provisional data, the peried 1961 %o

re

1973 has been used, almost exclusively. A number of statistical takles, being
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only available in a fragmented form and scattered in a diversity of sources,
were compiled and reorganised by the candidate. This is stated where it

occurs,
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"CHAPTER 1

Introduction

The Scope of the'Study

This study focuses upon the rapidly growing economy of-Kuwait and
its prccess of de?elopment, Kuwait has one of the highesi percapita
incomes and average propensities to save -‘51 percent in 1971/72 - in
the world, a rapid growfh rate of the national incofe (about 14 percent
per annum)l, énd a consistent balance of payments surplus which are all
indicators éf an affluent economy. The‘major explanation for this
affluence is the state's massive resources of crude oil, Tet the course
of economic development is not to be eguated with specializaticn in the
prdduétion and exportation cf a primar& product of a favourable,
strategic, and as some see it "noble" nature. Nér is the high average
standard of living and of individual income — standing at about XD 1620
in 1972/73 - synonymous Qith 0il profitability alone, but also with the

low denominator: +the small size of the population. It is here that the

distincticn between the terms short—run and long-run periods nced to be
introduced. This distinction is particularly impertant since we are
concerned with the causal links of *the different economic criteria in
the 'process' of devélopment. That is, through the process of répid
growsh, achieved higher steandards of living need to be sustained cver
a ibng periodrand their benefits spread.

. Since the agriculiural potential is weakened by the severe climatic:
conditions and 2 fairly well devsloped trade sector exists, the qppropriate

course for accelerated economic devezlopment would seem o be indusfrial-

izaticn. Ir determining industrial strategics, past experiences can ve
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used as guidlines. The approach employed in thig study places emphasis
on the allocation of resources, Eut does not assume the availability of
adequate investment opportunities for increasing the number of projects
required to generate the avility to invest.x The balanced growth theory
advocated.by Nurkse, Rosenstein~Rodan, Lewis and Scitovsky, is reviewed.
In éddition, the unbslanced growth theory, which is advocated notably by
Hirschman, is discﬁssed. In so far as Xuwait's industrizl potential and
plans suggest development élong the lines of one of these theories, the
approach of this study identifies with the characteristics .of the surplus
capital eccnomy and its factoral and sectoral imbalances. Emphasis is |
laigd upon technical progress as.a crucial factor in econoﬁic growth,

/ Depéndence of" the econoﬁy on export‘markets and expatriate labour
has not resulted in foreign .interventions anor expléitatioﬁ. Dependence

could be transformed into the more useful context of cooperation. It is

a cagse of an independent toutward looking?! nation searching for means of

"achieving development. In this context, the study proposes a comparative
Ve _op ’ y prop .

approach based on the analysis of the 'size of nation and economic
‘ X
development! as put forward by Lloyd, MacBean, anc Kuznets, The appraisal
: T e . :
cf the implications of Kuwaits liberal iracde policies, and the effects of
specialiization and vulnerability are compared with couatries in the ares,
and other develeped and developing countries, small and largs. Here it
is necessary to briefly review the definiticn of size of a nation which
i3 used throughout the study with respect to Xwiait.

3

Definition of Size of Nstion

. A vreliminary theoretical consideration of this study is the gize of
Kuwait and the influence of this on the develorment of the economy.
There is no standard method of defining the size of a nation for economic

vurposes.,  Boenomists have used a number of criteria. These include
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land area, population, national income and their interrelationship, to

name but a few,

Geographic size in these terms refers to the relationship between
iand area and population size, In both these respects Kuwait is a small
natioh. The country's agriculturally productive land area is restricted_
by desert and tﬁe severe climate. On the other harid, the o0il resources
lying beneath such-tracts are extremely productive, Other naturalA
resources are limited by kuwait's small geographic area., The most
_ frequently used indicator of a countryis size is population, an approach
formalized by Kuznetsz. Those pbssessing less fhan 10 million are
~defined as small, while those with more than 10 million are said to be
largé. If we adopt this dividing line, Kﬁwait falls within the
'classification of a small nation.
<<??e criterion of productive 6apaoi%y, advanced by the Neoclagsicists,

lays stress on the aﬁility of a natién to pfoduce quantities of a good

.under complete specialization as an index of national size3. Kuwait's

large national income defives basically from the production of one export
'.commodity. Accordingly, Kuwait'may be suitaﬁly described as a singie

product economy., Kuwait's nétional income might, therefore, be used as

an estimate of the productive:capacity of a single product economy. Two
related points need to be made here concerning the debendencelof Kuwailt®s
econémy on the production of a single export commodity vis-a-vis the concept
.6f gsize, Firstly, dependence on this commodity has hindered the expansion

of the producfion pattern., This has rendered the economy extremely vulnerable
to fluctuations in demend from foreign markets.. Secondly, productive
capacity of an export commodity does not necessarily reflect the size of

the domestic marke?>> Export demand extends the produﬁtive capacity of
Kuwait'far beyond the national market ievel. However, it remains true-

that the massive oil export revenues raise the percapita income and




purchasing power of fhe small population to %he‘level of developed
countries, Therefore, the national consumer market is swollen beyond that
Which miéht-be expected of a nation of one million, by several factors.
These factors»include high purchasing power, though arguably unfairly
distributed, developed transport and communications facilities, and

fairly homogeneous tastes. In the context of development and economic
efficiency, market size is more relevent than absolute population size.

As can te seen from the brief review above, the criteria employed

in a discussion of the size of a nation such as Kuwait, are to a certain

degree intérrelated. The isolation of any one barticular factor is most
probably inadequate. However, in passing, it is wqrth mentioning that
these criteria are likely to contradict each other4. In the case of
Kuwait, ares and population give little clue fo national income and
productivity levels, However, those features generally ascribgd to sm=2ll
nations are found.to be true of Kuwait., That is, Kuwait has a limited

geographic:. size, a relatively small national market, a limited range of

national resources, and is dependent on onre export commodity. For the

purpoces of this study, then, Kuwait is viewed as a small naticn.
The distinction between growth and davelopment, as noted by

H. Chenery, aad the status of Kuwait's dualistic eccnomy are the subject

matter of the following chapter.
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Notes to Chapter 1

The geometric mean is used in calculatlng the average growth rate of national
income over the period 1969/70 - 1972/73, which was 14.4 percent.

Kuznets, S., "Economic Growth of Small Nations" in Economic Consequences
of the Size of Nations, Proceedings of a Conference held by the

" Tnternational Economic Association, edited by E, A, G. Robinson (London°

Macmillan and Co. Ltd., 1963) p. 4.

Lloyd, P. J., International Trade Problems of Small Nations (Durham, North
Carolina: Duke University Press, 19638) p.o.

For an extensive review of this questlon, see Vakil, C. N., and Brahmananda,
P. R., "The Problems of Developing Countries", in Roblnson, op. cit.,

pp. 133-135.
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CHAPTER 2

‘Factoral Imbalance

This chapter is concerned with factoral imbalance of Kuwait's

dualistic economy. For the purposes_of discussion it is divided into

three sections. Section 1 provides an introductory discussion of the

dualism of the economy. Sections-2, 3, 4, and 5 review areas in which
cépital surplus is evidenced and the allocation of financial resources.
Sections' 7, 8, and 9 outline the structure of the population and the

limited manpower resources. Section 10 provides the summary and

" conclusions to the chapter.,

Introduction

- The crux of Kuwait's duélistic‘economy is the divorce between growth

- and development, In some Sphéres growth has been achieved without

development, in others development without growth. The distinction

.bétween growth and developmen‘b1 is imporfant in the context of long-run

economic planning, In the wake .of the o0il discovery, Kuwait had to cope

 with the sudden influx of wealth in extremely underdeveloped social -and

economic conditions.  Her endowmant with a favourable raw material export

‘has propelled the remarkable expansion of her GNP. Being a small country

this has allowed Kuwait to accomplish and maintain high_levels of percapita
income, The economy, overwhelmingly dependent on oil éxploitation, has
achieved little change in resource alloéation as yet. This constitutes
gro&th without development. . On “he other ﬁand, the sustained accumulation
of capital has permitted the diffusién of large improvements in

infrastructure and education. In this respect, Kuwait has achieved

- development without growth.

In order to conceive of future oubtput growth, Major modifications in




resource allocation are requisite. It is notably so because o0il is "a
.rwasfing asset"2. Consequently, the government has put a ceiling of

3 million barreis a day on oil production. However, the time discount
factor shows that a 5 percent annual rate of growth wouid allow continued
production for only the coming thirty yéaré3. 0il production will
,sgstain.fhegmowth in the economy over this period, provided other things
are equal in the energy field.

The main restriction on develobmént has, accordingly, been over-
specializétion4 with one sector developing more rapidly than the rest of
- the economy. This méans that close to two-~thirds of the national income,
over 90 percent of the government reﬁenue, and about 95 perceﬁt of the
| export earnings (in 1972) wére generated by o0il proguction., The high
) incoﬁes have been accompaﬁied by very high propensitieé %ovsave. The

inability of the economy to absorb these financial resources has led to

~i{ the amassing of a substantial capital surplus, As might De expected

"then, the economy still exhlblts characterlstlcs of underdevelopmen+5

"3V'This is manifested in the predominance of the 0il sector over others in

ité production and exportation, and in the inadequacy of the indigenous
labour force, specifically in qualitative terms.
o This,overspecialization and dqualism of the economy is represented by

the sectoral imbalance. The expansion of the oil industry raised demand

7

for other sectbrs6, but its developmental impact hLas been weak and has

not helped the attainment of comparable growth rates by the rest of the
economy.. In “the decade ending in 1970, the annual rate of growth of the
.oil sector was 9 percent, whilst that of the rest of the economy did not
.éxééed 6 percent. It could be argued that both levels of growth will
~Bé ﬁaintéined; bu% on current levels of growth of oil revenues,

" dependence on the oil sector will be.accelerated. In the long-run, the

Yuwaiti economy could, in fact, become increasingly vulnerable {0 changes
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in external demand, prices and preoduction of oil.

The extremity of this dualistic situation is further shown by the

capital to labour ratios. The oil industry, is characterized by high capital

intensity and can employ a very limited labour force. In 1970, it
employed a mere 2,5 pércent of the labour force while producing over 60

percent of the gross domestic produot8. The rest of the economy, by

~contrast, has a much lower capital -to labour ratiorand a lower product-

iﬁity?. This explains the widespread underemployment and disguised
unemployment, particularly in the public and services sector. Thus

labour wastage drains the small labour force; more than three quarters of

which is imported, causing labour shortage in the rapidly growing economy.

'Labour shortage couples with the accumulated capital surplus to produce

factoral imbalancelo, Low domestic interest rates and the constraints of
the dualisfic economy have lowered the éapital absorptive capacity of the
economy. Thus with no more thaﬁ half of the counfry's subsﬁgntial
national savings invested at home, Kuwéit is exhausting the relatively

small oil resources to build up an excessive surplus. The balance of

payments refiects the capital surplus condition. This is also evidenced

. . 1 )
in government finance and budgetary surplus, and in the capital available

for investment,

Balance of Payments

The overéll balance of payments has shown consistent surpluses,
estimated at approximately KD 252 million and XKD 166 million-in 1971/72
and-1972/73, fesPectively. This surplus has feen maintained despite
massive leakages from the economy. Most cf the debit on current account
is visible imports of goods and services. Since the development of

domestic manufacturing has only recently begun to gather momentum, and

agriculture is virtually non-existent, Xuwait is heavily dependent on
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.
imported éommodities, Dr. Khoja, has estimated that imported commoditfies !
accounted for close to 80 percent of any increase in private consumption
and investment expernditwre, in the 1960s.

The current account surplus, however, remains substantial and enables
the.government 1o cbntinue her aid progranme énd portfolio investments
abroad. - The other main capifal leakage is from the private sector,

This haé been‘overwhelmingly toﬁards investment and shert~term deposits
in the wést. Kuwait's investment paftern is discussed below.

It is {he increasing foreign exéhange earnings through rising oil
exports which maintains the balance of payments surplus. The;bfeakdown 
of the balance of payments for the years 1971/72 and 1972/73, given in
Table 2eae highl&ghts the dominant role of the oil sector in the ecoromy.
Total receipts from this secﬁor, in the form of tax payments, royaities,
and local purchases of goods and services by the o0il companies, accounted
for 73 to 77 pércent of current'aqcount receipts. A further 6 to 10
percent represented receipts‘from visible exports and re-exports, and
servipés. Incbme from public and private invessiments abroad constituted
the remaining 156 to 17 peroent. Given the rising o0il revenues and the
endouraging outlook Tér development of the industirial sector, it is likely

thatv the balance of payments will show.even more substantial surgluses.

Government Kevenue

Government revenue is made up almost exclusively from oil revenue.
Its rapid increase has stimulated the emergence of the public sector as

pre~eminent in the transformation of the desert economy into a welfare—

Y

stales Over the period 1969/70 to 1972/73 cil revenues approxXximately

doubled =28 = result of agreements in the T0s and price rises, Betwzen

1)

¢

rd 1973/74- en increase of 273 to 400 percent, that is XD 1383

1972/73 -

ot
j
~]

million to XD 2027 million, was expected .,  In 1975 this iz estimated

13

at a massive XD 2117 million™™, .




Tabie 2.4,

e i T et i 5

Balance of Payments of Kuwait, 1971/72 & 1972/73
(in millions of Kuwaiti Dinars)

Current Account
Current receipis

0il Revenues
Exports & Re—eXporis of goods fob
_Exports of services®
Investment Income
Current payments

Imports of goods (le\
Imports of services
Net current account

Capital Account
Government transfers
. Government loans (net)
KFAED loans
KPAED portfolio
Private capital flows (including error
and ommissions)

Net capital account

QOverall Balance of Payments

Changes in Foreign Assets
Commercial banks (net)
Central Bank
Government (including adjustment to
currency realignment)
Net changes in assets

10
1971/72 1972/73
688,97 750.29
527.91 548,93
37.80 53.30
14.58 23,00
" 108,68 125.46
268,22 -301,52
-241,23 -266,63
- 26099 - 34-89
420,75 448,77
- 37.75 - 46.27
7.36 - 6,11
- 4.29 - 3.5%4
- 3,08 - 13.50
~131.46 21347
-169,22 -282.89
251.53 165,88
- 34,71 18,95
- 30,62 - 27.23
~186.60 -157.60
251,93 -165.88

Source: The breakdown of the balance of payment has been made by the author
- from Al-Kitab Al-Sanawi, 1973 (The 1973 Year Book) published by the Ministry
of Information (Kuwait: Government Printing Press, 1973) pp.64-65; Al-Takrir
Al~Sanawi Al-Thaleth, 1972 (The Third Annual Report, 1972) Central Bank of

Kuwait (Kuwait: Government Printing Press, 1972) pp.179-183,

&¢Includes receipts from Kuwait National Petroleum C

ompany's

products exports

and sales of bunker and airpiane fuels, and its payments towards credit

installments and interest to Gulf and BP companies

o. *Includes shrimp exported outside the territorial waters.

months of 1972/73 are estimates.

C.

' The last three

Includes the net current account of the XKuwait Tankers Company.

| d°Includes current and capital transfers through the funofficial free market';
unregistered imports of

the ministry of defence; and payments of ministries for invisible accounis,
These items are entitled

terrors and omissionst aucounnlfg for massive payments of KD 66.02 million

returns on investments transferred to the couniry;

such as foreign services of technical consultancy.

and KD 142.29 millicn in J97‘/72 and 1972 /73 respectively.

©*Includes losses accruing to the ministry of Finance & Petroleum, commercia:
banks, KFAED, snd olther Kuwsiti companies, resulting from the devaluations
of the dollar, and changes of the exchange rates of other currencics.,
Thig item represented losses of KD 22,5 million & KD §7.05 million in 1971/

and 1972/7), respectively,

T
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Several factors have coalesced to alter thg nature of Kuwaii's income
tax with respect %o oii. Previously Kuwait's main tax was an income tax
of.fifty percent levied on foreign participation in local business where
:nét income exceeded KD 350,000 a year14. The objecti of +this levy was
to tax equity income of foreign oil companies. Only XD 150,000 inconme
revenue was collected from the nqnmoil-sector in 1973/74. Part of the
income tax on the foreign o0il companies was the royalty item. Thie
coﬁsisted of 12.5 percent of total company reveﬂue. Factors which have
cohtributed to the change are the Tehran and Geneva agreements in 1971 and
1972 respectively; +the state¥s 60 .percent partiéipation in the Kuwait Til
Company (KOC), effective from 1st J anuary 1974; and more recently, the
state's take-over of the remaining 40 percent of KOC, previously shared
requally by Gulf and British Petroleumlsé:::> ’

ISincg 1974/75 government budgetarj figures are provisional, the
following discussion is based on.1973/74 figures, Ircome tax o0il revenue,
‘as & consequence of the Tehran agreement, was recorded as KD.535.9 million,
Of this figure, KD 128,3 million was royalty as Table 2,b shows, Non-oil
government revenues represent only an infiritesimel portion of the total.
They can be broadly divided into domestic income and roturns on external
investments., In 1973/74 funds from domestic income constituted less than
8-péréent of total government.receiptsl6. Thgg;consisted mzinly of cusfoms
and taxes on consumpfion and prodiction of the"oil companies which amounted
o0 KD 9.5-mi1iion; the provision of public utiléties which amounted to
aboﬁt KD 23,5 million, mainly from communication'and transport; and KD 11.8
.million from the independent budgetary.institutionsl7.V

The refurn on government investments abroéd, carried out through
such agencies as the Investment Board in London, have been growing steadily

’

in absolute imporiance (refer to Table Z2.c). This is a reflection of the
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Table 2.b,

Government Revenue Estimates for the Fiscal Year 1973/74a

Million KD Percentage
Income Tax _ §31.C . 92,0%
- 0il . ‘ 402,
Royalties o 128.3
Non-0il Sector . : 0.15
Domestic Income : o A 48,8 ‘ 8.b%
Taxes & Duties (Tariff) 9.5 :
Public Utilities : S 23,5
. Public Land Szles Ty 1.6
- Income of Independent Budget Institutions 11.8
Other Income 2.4
Total® ‘ 576 .8 100.0%

i Source: Kuwait Chamber of Commerce & Industry Magazine (in Arabic),
“.. October 1974, Vol, XV, No.140, pp.29-34.

a'Authors calculations based on Kuwait Chember Magazine estimates,,

‘§'Includes 0il products, therefore, figures do not add up to the estimated

" totals, as there is an element of double counting with oil revenue.
®*0gtal revenue does not include return on external investment.

“‘;,Nb. Figures are rounded off




‘In other words, these‘budgetary outlays channel funds from the oil to the

rapid cumulative procews of government investment abroad; and is a

estimated tc have rcéched KD 65 million, almost doubie that of 1970/71.

- Government Expenditure

The government's role in economic activity is significant beth as an
employer and as a spender, Government expenditure as a share of GNP

averaged at 38 percent (uaweighted) over the fiscal decade ending in

1972/73. The major portion of budgetary expenditure has gone {o

government institutes and administration in the form of wages and salzries.
In 1970 over 70 thousand, cr 30 percent of the employed population, vere

on the government®s payroll. In 1972/73 and 1973/74 wages and salaries

- absorbed abous half the total current expenditure.(Table 2.d)

Other govermment outlays, in the form of money injections and services,

operate to stimulzte the growih of the productive capacity of the economy,

non-oil sector, They consist of social overhead and infrastruciural

expenditure, and land purchase. : _
In the last two decades the government has been in the process of

building a welfare state, Welfare state schemes entail iwo outstanding

outlays, thé social overhead and infrastructural expenditure, that is

.develommental expenditure. The social overhead capital embodies public

services in the form of communication, transpofi, water supply and electric
power, health and education services and other social and religious
services, - Thz provision of the social ovefhead capital overlaps with
deveiofmenﬁal expendituce and is described by Xuwail as the social services
gector, The expenditure on the social services sector during this period

’ : : 18 .
averaged 34 pevcent amnually ~ of the total current expenditure beiween

4 . . 1 . a2 - 2 - 3
1971/72 end 19{4/75. Over the same pericd current expenditure increassd




Table 2.C.

g e

Government Budgets for the Fiscal Years 1970/71, 1971/72,

1972/73, & 1973/74, in Million KD

" Kuwait, May 1974, No. 64, p.29;
. Board, Statistical Abstract 1973 (Kuwait, 1973);

Outlay, Income . 1970/71 1971/72 1972/73 1973/74
- Current Expenditure 240.4 264.8 311.6 335.9
© Development Expenditure 47.9 60.3 79.0 91.2
" Lard Purchase 24,4 29,7 25.5 26.5
Other T.9 8.9 . 12,6 20,8
Total Expenditure 320.6 363.7 428.7 474.4
0il Revenue o 293.0 354.1 506 .6 530.9
Returns on External Investment 37.0 39.6e 60.4e 65.0e
Domestic Income 26,4 29,3 29.6 48,8
Total Revenue 356.4 423.0 596.6 6447
Surplus 35.8 5G.3 167.9 170.3
Source: Calculated and compiled from: The Arab Fconomisi, Supplement

Central Siatisvical Office, The Planning

Kuwait Chamber of Commerce

and._Tndustry Magazine (in Arabic), October 1974, Vol, XV, No. 140, pp. 29-34;:
Quarterly Fconomic Review Spescial 18, pp. 44-45; Central Bank of Kuwait,
Third Annval Report, 1972, Table 25, 29, pp. 30 and. 85.

Nb. Figures ars rounded cff; e = estimates,
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‘at an average rate of 14 percent per ammum, The population growth,
including immigration, was around the 10 percent mark annually.  This
expenditure, therefore, seems cufficient to maintain the development of
the social services sector in the 1970s at the same impressive levels

" achieved in the 1960s.

On the other hand, domestic development expenditure in real terms,
has been running at modest levels in the 1970s. In 1972/73 domestic
development expenditure increased by KD 29 million to KD 79 miilion
over the previous year, and Kb 9i,.2 miilion was allocated for the purpose
‘in 1973/74. These increases, hoﬁever, were'attfibuted by planners
to thé,riéing costs of-large development projects resulting from world
and domestic,inflationl9. - Booming trade; however, has prcduced supply
bottlenecks which.require more roads, ports and other worké., Public
works' capital expenditure has in conséﬁuenoe more than doubled between
1971/72 and 1973/74, from KD 24.2 nillion to KD 49.7 million, Of planned
development expenditure in 1973/74, about 55 percent went to public werks.

'Tﬁé-other mein developmeﬁt expenditure was water supplies and electric
power whichiéccoﬁnted for XD 33.1 million or just over 35 pércent of
-planned.deVelopment expenditure.

Due importance in this welfare state is given to housing every
| To this purpose between 1972 and 1973

Kuwaiti in a modern residence.

about KD 52 million (part of the unclassified items) was spent on low-

income housing. Moreover, the private housing sector is also booming.

: o .
Plans include new public schools and clinics; four new hospitals,

costing around KD 30 million to XD 35 million; & new parliament and

government buildings, at KD 15 million; and Kuwait's second éarth

satellite station costing KD 3 million. Other large expengiture included

L3 Y i rised of focd subsidies,
in the unclassified and transfer item are comprised

20 L, i
st avound XKD 10 million in 197}/74 H research; and Kuwaiti

which co
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. . 2 . N . .
educational missions 1,, The mid-sixties question °*when to stop spending!'
. on these spectacular precjects reverberates with increasing strength,

However, as in the past, it is expected that "real expenditure is likely

" to fall short of allocations due to overambitious targets and bureaucratic
bottlenecks"22.

' The land purchase and construction.échemes were intended to redistribute
wéalth; This fund distribution was initiated in the early 1950s in the
wake of the boom in the construction éf the social and economic infra—
structure, The land purchased, mainly in Kuwait city and 'to a lesser
_ extent in other population concentrations, was in excess of the requirements
Qf'pubiic projects, Later, the éurplus was sold back to the citizens at
an estimated 4 to 6 percent of the original price23. This buying and

reselling process has led to the amassing of some enormous private fortunes

o 2 . . :
“and a "real estate craze" 4. Government capital expenditure on land

purchase throws 1ighf on the volume of these fortunes and the scale of
the real estate speculation, It ran close to $84O miliion25 between
1957 and 1962, KD 300 million between 1954/65 and 1968/69, and dropped to
KD 114 million in the five years ending in 1973/74.. During this latter
period public outlays for land purchases wére drastically reduced, from

KD 95 million in 1966/67 to KD 26.5 million in 1973/74, since the private,

as well as the public sectors! demand "on new construction is not
insatiable"26." The reduction of this form of"money injection into the
sconcmy was also designed to check the grave inflationary spiral and
speculation in real estate. |

The tribal character of the Kuwaiti community means that merchants
invdlved in land investment are also members of the higher echelon of the
soclo-political hiérarohy. Their political influence ﬁas impelled the

continuvation of the land purchase schemes, albeit at a reduced level,
L 1
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They argue that without.the continuance of this scﬁeme bankruptcies

could follow since substantial bank credit has been undertaken., The
'jrﬁth or falsity of this claim is hard to substantiate. The statistics
of the Central Bark of Kuwait indicate that banking advances %o tr&de in
'the year ending March 1972 amounted to KD 106.3 million. In Kuwait most
' bénk credit is used to finance the impbrtation.of visible goods., The

' whole of the amount advanced in 1971/72 would barely héve coveredA41_
percent of total visible.imports for.this périoé. This hardiy seems’

to support the merchants! cléim.

'This scheme has failed to realize its térgefs. Pirstly, it has
failed to achie&e a fair distribution of income and only a part has accrued to
 the masses, the larger part going to a minority of citiiens. In fact,
income diébarities héve widened rather than narfowed. Secondly, the
diffusion of public expenditure-amongst‘citizens, intended to broaden the
economic'basis, has failed to ﬁaterialize, and_most of this private
wealth was remitted abroad.

In summafy, as a sméll nation it is uneconomic for Kuwait to bear the
cost of equiping herself with adequate economic and political insfitutions.
For instance, defence expenditure28 is very high in relation to the size of
the nation. However, such spending is perhaps to be expected in an arsa
of ﬁolitical disputes, as is excessive expenditure and policies designed
-to stamp political nationhood. The weakness of Kuwait's planning
institutions is reflected in the eccnomic depressions of 1961, 1955 and
1969/70.'. This weaknessAhas led to fluctuations in budgetary expenditure
aé determined by trading condifions. _Furthermore, government control
instruments are limited, and whilst budgetary expenditure pumps substantial
purchasing power into the economy, it absorbs only a tiny porfion from it.

Texes and dubies, other than from vil, represented only 6.5 percent of
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total government resvenue in 1973/74, it follows, therefore, that
spectacular coastructiorn projects and such schemes as land acguisition
aggravate the inflationary spiral. The nature of the Kuwaiti socio-

political structure and the lack of governmental regulatory mechanisms

and limited pump--priming instruments have led to increasing income

disparities, However, external economies brought about by developmental
and social overhéad eXpenditure can be.expected'to aid productive
investments, }inally, it should be noted fhat efficient allocation of
public resources has been particularly handicappgd by the sector's
endowment with unproductive surplﬁs capital.”

Government Budget Surplus

Even before the recent inoreaées in the price of o0il, government
revenue-éxceeded expenditure and the surplus was mounting, In 1967/68
it -stood at XD 16 million. ﬁy'1973/74-itAwas over KD 170 million (see
Table 2.c). The main budgetary item allocated to the state general
reserve, or the budgetary surplus, in the fiscal years 1972/7 and 1973/74

was the royaliy element cf o0il revenues. This surplus topped KD 890

‘million in Decémber 1973, rising by approximately 23,5 percent in a year.

Between 1962/63 and 1969/70 the rise in current expenditure was less than
6b percent, on average, of the rise in governmental oil revenues and
return on external investment. This percentage dropoved to 40 percent
bétween 1970/71 and 1973/74. With rapid incréases in oil revenue,
particularly since the.October 1973 o0il price rises, it is likely 4o cont-
inué to drop in relative terms. This is sﬁbstantiated by the governmentlis

realization of the inflationary conssquences of conspicuous expendiiure.

In other words, the rate of accumulation of general financial reserves has

gathered momentum substaniially as a result of rising unspent funds.

Thizs will undoubtedly be accelerated with prolonged increases in o0il revenue.
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Some estimates claim that these reserves stood at KD 2 billion (approx—
imately 7 billion) by the end of 1974.
In order to slow down the vicious inflationary.Spiral the government

ought to consider reducing its exorbitant expenditure. 1In general,goverﬁ~

ment expenditure increases the privaite sector's volume of revenue (by 2

multiplier effect) without improving the performance of domestic investment.

The inevitable discrepancy between -domestic investment and government

-e#peﬁditure has widened the gap between "the country's productive capacity

and the demand made upon it"29. One solution would be to invest in the

productive capacity., This is fhe-subjebt of Chapter 5.

Invesfing Capital Surplus

The expanded oil revenues stréengthen the belance of payments and

sustain growth in capital surplus and savings. The piling up of excessive

‘surplusesAhas been an ever—present feature in the post-o0il era and resulis

from the inability of the country to utilize its financial resources at

home, Increases in the volume of private revenue, through public

expenditure, has increased domestic investment only marginally. . Most of

the savings continue to be remitted abread and reduce the national income

multiplier, Capital leakages are the outcome of high propensities %o
iﬁport and save, accompanied by a low level of dcmestic investment. While
the marginal propensity to save for the period 1962/63'to 1969/70 was

50 percent of national income, it is estimated that the marginal propensity

to invest was a strikingly low 40 percent of the margiral propensity to

: save3o._ Dr.“Khoja, estimated that the natfonal multiplier for this

period was only 1.4831. In other words, income increases 1,48 dinars for

every dinar increase in investment or public expenditure. It can be seen

~ that the high propensity to save and the low propensity to invest
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domestically are two important characteristics of the Kuwaiti economy,
The low level of domestic invesiment can be attributed to several

 factors. | The T percent.ceiling on domestic interests has encouraged the

flow of funds‘towards higher-yeilding investments abroad.. At the same

time Kuwait has suffered from underdeveloped eonditions in such spheres

'es sﬁallness of domestic market, lack of knewahow and technical expertise,

aﬁd administrative impediments. These difficulties have created

:e bottlenecks and hampered efforts to diversify productive capacity.

In this respect Kuwait®s inability to utilize her oil revenue at home,

or her limited absorptive eapecity have been the main impediments to

32

For instance, the government has

Kuwait®s "investment for future"
invested'domestically a meagre 30.9 pefcent or Kb 275.1 million of the
étate-reservem The rest was remitted abroad in the ferﬁ of portfolio
'_investments and aid. |

‘ The higher return on invesfments avroad has been an important
factor in fhis'capital outflow. It might be said that the political
instebility in the area is also a centributing factor, The balance of
payments indicates the increasing imporfance of retgrns on investment
abroad by toth the public and private secters.. It increased by 15
ﬁercent'to KD 125.,5 nillion between 1971/72 and 1972/73.  Tnvestment in
foreign assets was initiated in the early 1950s, when the local money
ﬁarket'vas not developed,eﬁough 10 cope with tie large increases in oil |
production and revenue.- The capital exodus has continued and until
recently was ﬁainly transmitted to or by way of ﬁeirut. The government
has tended to meximize her foreign high~yield portfolio investment., Tt
:iis thought that govermment portfolio investment constituted a querfer of
proceeas from oil 5roduction annually since the 1950s, It was

estimated at XD 425.6 wmillion in 1973,  The growing importance of these
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revenues can be seen in the remarkable 50 percent yield increase in 1972/73
~over 1971/72, to KD 60.4 million>>. Private po:r;'bfolio investment is
| thought to be far in excess of the government?!s.,

This general trend of investment in fixed.security'assets;encounters
considerable potential risks and difficulties, The instability of the
international,monetary system creates problems for Kuwaiti investors,
qu instance,'in 1971 as a result of the exchange instability on tﬁe
international money markets, and the fluctuationé in interest.rates, the
Central Bénk of kuwait reported a significant capital infléw. = By the
end of 1971_this movement was reversed due to the revaluation of the |
dollar and the reduction of competition in money'markets34. -The balance
of ‘payments shows losses incurred by the Ministry of Finance and Petroleum

”and‘fhe'private sector because of devaluations of the dollar and changes
in‘fhé exchange rates of other currencies, These losses ran at KD 22,5°
million and KD 57,1 million in 1971/72 and 1972/73, respectively., It is
. argued that capital outflow relaxes the inflationary pressures in Kuwait.

But the oil producing'countries in general tend to increase the ligquidity

- of the international monetary system by spending reserves and "1lo fuel

inflationary tendencies"35. Therefore, another form of risk-taking is
ﬁsrld.inflation and a possible world recession. This would deflate their
assets and bring about higher prices for Kuwait's imports and may reduce demand
for'§i136. There is also the risk of'defaUlt“on‘bonds and possible

economic and political countermeasﬁres by host countries, which may end
in'confiScatiﬁé equities and real estate37,‘ Further risknis involved

'sinée large sums of capital investments are being handled by privaté
insfitutions, without international intermediations. Thecollapse of Intra

" Bank of Beirut in 1966, which used to handle part of these investments, is

reminiscent of these dangers. A final difficulty facing investment is




the barrier placed on the movement of foreign capital and iegél
limitations on the maximum holdings in any combany which are imposed by
some countries,

Realizing these potential risks, and in order to stamp political
natiohhood and establish an identity in thé financiallworld,-Kuwait has
expandedvfinancial activities beyond fund placing abroad. For instance,
the government's aid and cheap 1oans:pfogramme for developing coﬁntries
provides a channel for part of fhe country's excessive surpluses. In
this way kuwait has aséisted international liquidity. The country's
<émphasis on aid, notably to the Arab countries withéut 0il revenues, is
evidenced in the cheap loans on government;to—government ﬁaseé and through
Vthe Kuwait Fund for Arab Economic Development (KFAED). In March 1974,
Kuwait announced that the capital resources of the KFAED was to be increased
from KD 200 million to XD l,OOO.million, partly by drawing oh the general
reserve, aﬁd-p;rtly ﬁy allocating portions of future oil revenues.

Since its inception in 1961 the KFAED has made loans totalling XD 126
million, on a commercial basis38. To assist intermational liguidity,
Kuwait is recycling more of the oil revenues fhrough multilateral agencies,
Kuwait's grants to ‘the World Bank by November 1973 amounted to some

XD 206 million. Kuwait also intends to contribute ﬂ30 million to the
AraB;African.bevelopment Bank's ﬁZOO million fynds. Further the
governﬁent hbids part of the reserves, in the form of short-term deposits,

in Arab and other'foféign banks;

1

Finally,?Kuwait has used the general reserve and other sources to
‘secure the country's independence and to support the Arab cause. Thus
after the October 1973 war, Kuwait contributed XD 1CC million to Arab

countries directly engaged in the war with Israel, .

. The multiplicity of these financial operations have helped develop
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the Kuwaifi banking system., In the late 1960s and early 1970s, the
expansion of the financial institutioﬁs has been remarkable, An
important development in this direction was the estéblishment of the
Cenfral Bank in 1969 to take over from the Kuwait Currency Board the
handling of money issuing and the monitoring of the acfivities of the
five naﬁional_commerdial banks. These commercial banks have expanded
< T —

rapidly. Between 1963 and 1972 their foreign assets incregased from
KD 138 million to KD 434 million. Time and savings deposifs increased
from KD 81 million to KD 362 million, whereas demand depcsits rose only
KD 34 million, from XD 65 million to KD 99 million. These figures
indicate the expansion of the operations of the private banks through
ﬁtilizing the high propenéity to séve39. Recently many specialized
financial institutions have been esta%lished. The major institﬁiions
of this type include the Savinés»and Credit Bank;_ Kuwait Foréign:Trading
_Company; Xuvait Invéstment Company; Kuwait Industrial Dé%elﬁ?menf
Bank; AContracting and Investment Company; Xuwait Real Estate Baﬁk, and
Kuwait International Investment Company40. The paid-up capital of
, these'institutions is either furnished by the go&ernment, or the govern—
ment is thé major subscriber, |

. Kuwait could, therefore, develop into an important financial centre,
. and perhaps become capablé of attracting and -handling'the fina.ncia'l
, reQOurces of other oil producers in the area. ” This could compensate for
theveconomy'sAlagging sectors in the long-run. Suppbrting the
development of this sector would entail ext;nsive training of personnel
and a more aggeessive entrepreneurial-atfitude. Moreover, to comﬁand the
-ﬁse_éf money, financial inétitutions, cther than investment and merchant

banks, must be established and developed. These include brokerage firms,

. . 41 .
 insurance and re-~insurance houses, and trust unlts4 . Finally, the



commercial laws governing non-Kuwaiti ownership of companies ought to be

slackened.42
-To conclude, Kuwait has been remitting most of the substantial

savingé abroad.: Although investments abroad have been lucrative, the

potential risk taking is considerable, and Kuwait is unable to utilize

financial resources at home, In these circumstances, the government

might find it advisable to implement and consciously expand a set of
pélicies designed to circumvent the asset pfeference trap of the surplus
eébnomy. Such a set of policies mighf include, firstly, a review of
fhe céiling‘placed on oil produCtiop to ensure tﬁat it is at an optimum

poiht of production, This optimum ceiling could be prolonged since energy

 substitutes are unlikely to emerge before the exhaustion of oil reserves.

Conservationists have advocated reduction of oil production., However,

though this may not affect revenues dréstically, it could lead to

retaliation by the o0il consumers. Secondly, grants to underdeveloped

4' couhtries, particularly to Arab countries, might instead be channelled as

2.7

. loans, These loans could be at lower rates of interest than those charged ty

1 international institutions 1like the World Bank43. Thirdly, the

broductive capacity of the economy should be expanded. The growth

Apbtenfial of the economy has not yet been exploited., Fourthly, the above

‘measures, if carried out, would reduce overseas investment. Moreover,

by making long-term investments and investments in "inflation-proof assets"44
investment risks may be circumvented to a certain degree.

Population and Manpower

As far back as 1765 a tourist from Denmark had estimated the
population of Kuwait at 10,000 persons. In the year preceding the
discovery of oil, 1937, the population was crudely estimated at around

79,000 persons, A distinctive feature of development in Kuwait in the
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oil eré”has been the phenomenal population increase. With the urban
explosion of the 1950s the wéll surroﬁnding the old city of Kuwait was
demolished, and a radical redevelopment process for the city undertaken.,
In i970, Kuwait, whiéh.has become one of the more modern cities of the
world,.with 29.4 percent of the countryts pbpulation, was the main
population concentration centre in the state. . In addition, 80.4 percent
of-the total population 1ived in centres of more than 20,000 people,
Oﬁerall, the 1970 census shows that Kuwait-is one of the most highly .
urbanized countries of the world, perhﬁps on equal footing with Hong
Kong45. This has been brought‘aﬁout maiﬁly'by the continuoué influx of
immigrants, It is, therefore, of dual significance, for this massive
| rise in-populatiop hés also resulted in a notable change in the composition
of the population.l

The oil boom expanded employment épportunities in the construction
sectof, government services and service areas in general, 1% increased
Vwage differentials between Kuwait and othgr Middle Eastgrq countries,
Furthermore, securities in the form of education and health, as well as
‘relative political étability, attracted the Paléstinians after the 1948
Palestinian waf, and after 1967 war; and Iranians after the Iran Mussadak
'c}iSis of 1952, Bofh skilled and unskilled labour has been attracted
by these consideratiqns from many nations, but mainly from the Arab world.
By 1957,’this influx of immigrants had swollen“the total population to
206,473. The immigrant proportion was then 45 percent of the population,
Thié populatién figure more than quadrupledlbetween 1957 and 1972,
rising to 858,300, The non-Kuwaiti portion rosé to 57.1 percent of the '
total, unrestricted by a goﬁernment policy on immigration. The 1970
 census46_showed~the distributibn by nationality of the 738,662 pcpulation

(Table 2.e) to be 347,396 persons or 47.0 percent Kuwaitis and 42.4




" Table 2,.e.

Population by Sex and Percentage Distribution by Nationality (1970 Census)

Nationality_ Males Females |  Total

‘ Number Number Number Percentage
Kuwaitis | | 175,513 | 171,882 | 347,39 47.0
Arab Nationalitiess 184,729 128,120 312,849 42.4
Of which Jordan & Palestine 79,934 67,762 | 147,69 20,0
oo " Trag : 23,583 15,483 39,066 5.3
oMM Faypt 3 17,392 13,029 30,421 4.1
e ) 17,180 10,037 27,217 3.7
~om . " Tebanon 14,145 11,242+ 25,387 3.4
S Other . 32,495 10,567 43,062 0.9
Non--Arab Nationalitiess 59,587 18,754 78,341 10.6
Of which Iran . 35,498 3,631 39,129 5e3
S M Ingia 10,510 |. 6,8% 17,336 2.4
oo " Pakistan 9,438 . 5,274 14,712 2,0
o Other - ‘ B 4,:141- 3,023 . 7,164 0.9
" Grand Total® 419,881 318,781 738,662 100,0

L M

' fSour§e§ Statistical Abstract 1973, Section Two, pp.20~21.

\1é'inéiudes 'not-stated! nationalities.
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percénf non-Kuwaiti Arabs, The‘reﬁaining 10,6 percent were non-Arabs,
The largest '51ng1e'47 non~Kuwaiti national group was the Palestiniéns
 iand Jordanlans', with 147,696 or 20, 0 percent of the total, The othef
A-‘maln groups were Iragis, Iranians, Egyptians, Syriens, Lebanese and
‘Indians in that order.
The Kuwaiti portion registered an average annual increase of 11.6
percénf from 1961 to 1972. This iﬁcrement‘is a function of the natural

| -irate of growth and the balance of mlgratlon into and out of the country.

The balanoe of migration is that of bedouins wanderlng between the Iraql

5.. Saudi Arabian and Kuwaiti deserts, who have been naturalized. The

‘énnuél natural rate of growth of the Kuwaiti portion averaged 4.3 percent
beﬁween 1965 and 1972 This high natural rate of growth is demograph-
1ca11y normal in situations where health services and publlc utilities
‘ have been very rapidly developed, making an immediate and strong impact on

':bthé mortality rate. For instance, foetal deaths per thousand live births

: azéfﬂdeCfeased from a low 15 in 1965 to 13 in 1972, The mortality rate

amongst the Kuwaitis dropped from 7.4 per thousand in 1965 tc¢ 6.9 per -

~ thousand in 1972, Another crucial factor in the demographic eguation is

':3f1-fertility. In the early 1970s the.average birth rate in the underdeveloped

: ‘;world as a whole is estimated at 38 per thousand

48

This can be compared
"w1th the hlgh birth rates of 54 per thousand in 1965 and 52 per thousand
in 1972 1n the case of Khwalt In thls case the level of development
would seem to be neither a necessary nor sufficient condition for achieving
low fertlllty. An inverse relation between the level of development

‘;(or an index of deve10pmenf such as the percapita income) and fertility is
;:fyfho.means élose: nor ié such a relation likely to be close in.Khwait
~f.iﬁ“{he néar fu%ure.. |

Obvioﬁsly, the prevailing high birth rates have unfavourable effects
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.on the age composition. P. Demeny
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s points to family planning and
population education as powerful devices for achieving lower fertility.

Features of the'socio-economic fabric! need to be sfrengthened in

© rearranging the *developmental priorities' to help in reducing fertility;.

He describes two broad approaches, Firstly, fertility choices can be
indirectly influenced by affecting such factors as literacy, infant

mortality, the status of women, and incoﬁe,distribution. The second

approach aims to "eliminate or at least mitigate harmful costs borne

and the benefits received by the people who make fertility decisions"So.-

HoweVer, one may argue that in Kuwait reduction of growth of a much
needed labour factor is not really necessary.

Concerning the non-Kuwaiti portion, the annual average increase was

18.8 percent for the same period, principally through the continuous

- flow of immigrants. Those immigrants are by and large of working age.

Accoraingly, any discussion of the non-Kuwaiti portionts natural growth
rates cduld be misleading,

The Potential Manpower Pool

In economic development it is important to determine the potential
manpower pool, ' This necessitates breaking down the age and sex

composition of the population, In 1970, the productive age greup (15 to

- 64) was only 47.0 percent of the Kuwaiti population. ' The proportion of

 the productive age group is altered by including the non-Kuwaitis, who are -

mostly immigrants of the producti&e age., ‘Tﬁis brings the proportion up
to 55.0 perceﬁt of the total population., The base of the population
pyramid, which is composed of the non-active young (less than 15 yeafs 0ld)
has been broadenihg. Whereas the non-active aged group (over 65 years of

age) has remained stable betweén 1965 and 1970, the young population has

increased from 38,0 percent to 43.2 percent of the total indigenous
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population over the same period (see Table 2,f). This broad base of the
population p&ramid lays é heaﬁy burden on the activg population,
Mofeéver, it reduces the potentiai manpower ppol, but the future pocl is
increased.
.This potentialrmanpower pool is further drained. = Amongst the

Kuwaiti productive age group work is traditionally reserved to males.
Thus -of the Kuwaiti females in this group, only 2.4 percent were employed
in 1970, As for the expatriate population} most of the males seek work
voﬁva temporary basis. Fearing the inéecurity of jobs in Kuwait, they
leave their famiiiés behind. Thérefore, we'fina that the producti&e
age gfoup amongst them was broad, 62.2 percent of the total noanuwaitiA
pOpulation in 1970, Of this figure 69.2 percent were males. It is
evident, fherefore, that these factorsiunsettle the expatriate labour
force and cause restlessness amongst thém. This lowers their efficiency and
créatés a further dfain on Kuwaif's manpower structure, particularly since
.74.6Apercent of the 234,360 activé labour force are transient immigrants.

" From the manpowerApéol we must also subtract the student population.
»With fhe,goVernment*g provision of free education and its rapid growth,
roughly 31,500 (1972/73 estimates) of the productive age group werc
-ehrolled in governmeﬁt Secondgry schools, vocational and other institutions,
-the ﬁniversity of Kuwait (opened in 1966) aﬁd educational missions.
Furthermore, a large'number of the indigenous §0pu1ation are registered as
not looking for Work'. The majority of this group are females.
Therefore, of the 406 thousand manpower pool, the labour force boiled down
to 240 thousand, and the unemployment rate ran at 3.3 percent according tec
the_197OAcensus._ However, unemployment amongst expatriates is lower
than that amongst Kuwaitis, the expatriates being required tovfind work to

qualify-for permission to stay in the country. In other words, the labour
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force, -or manpower pool, runs short of one-third of the population.

Occupational Analysis

As for the sectoral dispersal of the labour force, about 30 percent.

. were in the public sector, in 197051. The distribution of the labour

force in Kuwait by economic sectors is unique among developing countries.

The -services sector, broadly encompassing transport, commerce, administration,

business, social, pefsonal and household, and related activities is the
1eéding sector in labour absorptive capacity. it employed close to two-
thirds of the labour force in 1970, Only one~third was employed by
industry and agriculture, The leading sector aﬁd the source of

livelihood in Kuwait, oil, being highly capital intensive, provided for

 less than 2.5 percent of the labour force or 5,747 only (included in

mining and quarrying). Table 2.g shows population by economic sectors.
The serviqés sector, is the largest single employer with 104,136, 47

percent of whom are Kuwaitis, lafgely employed in administration, The

'second lafgest employer is the construction sector with 33,013 employed.

Here fhe intensity of noh;Kuwaiti employment is very greaf, only 6 percent

being Kuwaitis. Commerce, the third largest employer, is followed by

maﬁufacturing, transport, extractive industries, and agriculture and
fishing,

| In quantitative terms, aAquarter of total jobs in Kuwait were held by
Kuwaitis and three—quarters by non-Kuwaitis. “The dependence of Kuwait on
imported labour and the fact that non-Kuwaitis are required to find work,
explains this disparity in the composition of the labour force. In

qualitative terms, over 85 percent of professionals and technicians were .

non-Kuwaitis. At the same'time, manual work is by and large catered for

by expatriates, which the 'post—oil era Kuwaiti® was not prepéred to do.

“In this sense, non-Kuwaitis occupy both ends of the skill spectrum5 v
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Table 2.,

Populationa By BEconomic Activity And Nationality in 1970 Census

Sector _ Kuwaitis Non-Kuwaitis Total
_ Agriculture, Hunting, & Fishing - 802 3,258 4,060
Mining & Quarrying 1,675 5,496 7,171
Construction , 2,188 31,48 ' 33,672
Electricity, Gas & Water 2,133 5,119 - 7,252
Commerce 7,298 25,715 33,013
Transport : 2,362 9,776 12,138
Services . ' 36,826 67,310 - 104,136
Manufacturing : 6,109 25,982 32,091
Others - : 247 580 827
Total 59,640 174,720 234,360

:'Soufce: Statistical Abstiract, 1973, Table 21, rp.3841.

- #*Does not include population less than 12ryears of age and those of the
status "inactive" :




Both Kuwaitis and non-Kuwaitis, being offered free education, a breakdown
:fof.literacy by nationality may be misleading. The development in educating
 the population has been marked. The governmeﬁt has recognised the
~..importance of adult education and combating illiteraoy in order to improve

the quality of the work force, Between 1962/63 and 1972/73 expenditurec

on edﬁcaﬁion quadrupled rising to KD 47 millicn. Women joining the

eradication §f‘illiteracy centres numbered 1,480(and men- 5,073 in 1972/73;

3,038 women ang 8!228 men joined adult education centres waich offered

intermediéte secbndary and commercial classes, .These centres increased

From 33 in 1965/66 to 81 in 1972/73. In all, education and eradication

pf illiteracy afe expecied to reduce the illiteracy rate conéiderably.

A% 35 percent, illiteracy in Kuwait is low by Middle-Eastern standards.

‘Howeﬁer,"these efforts have been insufficient to replaée.imported skills.
'pMaﬁagerial and technical training‘remaiﬁs virtually non-existent and the
-_acquiring of these skills wili involve a time 1ag53. Drastic changes

u  in the attitude of Kuwaitis are required to stimulate the development of

' teéhnicél edﬁcation; Non-Kuwaitis holding secondary certificates were
:.more then quadruple (30,000) their Kuwaiti counterparts.  The number of
‘1kuwaitis holding university degrees more éhan tripled tetween 1965 and
"i97Q, réaching 1,347. This, however,.only renresents one fenth of their
-'-ﬁgn—Kuwaiti coﬁnt;rﬁarts; of whom there are 13,023, Since technical
:.%raining is particularly lécking in Kuwait, Ku;aitis are mainly employed

in fields Qhere neither operative skills, technicel know-how nor expertise
are needed. '%These fields are commerce, tfanSport, and fhe police and

- fire brigade. The only professional occupationé in which Kuwaitis

wdbminated were the government executive officials and administrators.

.In the public sector, the composivion of the labour force is
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distincfly different from other secfofs. The Kuwaitis are well
represented in this sector. In 1970 they accounted for about 50 percent
‘of the 70,000 civil servants., 1In other words, 58 percent of the 59,640
Kuwaiti labour force were employed in the public sector, Any Kuwaiti is
given priority for employment, In fact there is overstaffing in the
public seotor.end this has created an imbalance between work volume and
empioyment. | |

_The shaky structure of administration, having little demarcations,
.has contributed to the chronic sitnation of disguised unemployment and
underemployment. Many employees are involved in other private economic

and social activities, and only sign in at their respective départments.,

- The government is, therefore, providing a system of sinecures, A

: - questionmnaire run by Dr, Afifi amongst 400 administrators.(in the admin-

: f,istmative and quasi-private sectors) provided indicators of these
sdifficiencies. The results indicate that administrative jobs inmolved
i'i no Specific duties nor qualification requirements; there is no personnel
treining, nor evaluation of performance; and employment is on a nepotio

lbasis54. | |
| Althcugh the public sector is an extreme example of the prevailing

" traditional socio—political character of Kuwait, it is representative of

-'1abonf power wastage-and disguised unemployment. The discriminatory

H"', expunsion~of~this sector hes been a measure to absorb part of the inactive

| }fppopulation of 858 thousand.

Kuwaltl labour force (140 000 persons) though employing them unproductlvely.

| In thls sense _the public seotor serves as the tradltlonal sector in

developing countries in terms of provision of employment. In 1972~

55 ,
90 thousand persons were employed in the pvbllo sector’” to serve a

This compares with 110 thousand serv1ng a

56

‘pOpuiafion of close to T million in neighbouring Saudi Arabia (in 1966)

~
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With expatriates constituting 57 percent of the pepulation, political

and economic stability seems to be precariously balanced. Aside from the

‘fact that expatriate labour earns more, on average; than they could have in

their countries, they are generally unsetiled and restless. A reason for

this could be the discrimination they experience in welfare benefits,

51

industry and the services sector, particularly the civil service”’,
Alternatively, since the indigenous population is broadly young, its future

growth may keep up with the pace of that of the exogenous.

Summary and Conclusions

'bThe role of the government'is'very impoftant in the provision of
welfare benefits, pumping purchasing power into the economy, and providing
émploymént. The worst poverty is'gradually being eradicated, But the

wide income disparities still exist and result from the traditional sccio~-

~political structure, with a dominant merchant class. The government's

uneven reédistribution of wealth policies have increased thesg disparities.
0il, the source of this wealth, is‘bging exhausted 1o build up an excess
of sﬁrplus capital,

With higﬁ percéfita income achieved, high levels of savings have been
permitted. These savings could be mobilized to provide for domestic
iﬁvsstment. Although invegtors may benefit from inflation, the risk
invblved is considerable..' Therefore, in order to stimulate investment in
indusirial enterprise, inflation must be contrélled. This may be aohieved”
through fiscal, monetary and structural measures. National credit, capital
market858~andtthé propensity to invest coula well be stimulated. Part of
the capitglvsurplus can, therefore, be used to sup?ort the diversificaticn
of the econony. (Sfy‘strikihg some degree of balance among factors and
ssctors of the economy, growth could be sustained after the ultimate

depletion of oil reserves, Reduction in exorbitant govermment spending,




the development of an effgotive taxation system, and lending to the
T : e < o aaw
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government (through the issue of government bonds, etcetera) could help

to absorb the inflaticnary pressure,

- On the supply éide, the economy's productive capacity could be
'expaﬁded_by exploifing growth potentials, Surplus caﬁital could be used
to develop such lagging factors as maﬁpower. . Although due attention is
being paid to social overhead capital, as a generator of external economies,
‘the human factor remains grossly underutilized. Only one~third of the
population was active in 1970, and efficiency, as the public sectd;
.indicateé, is low. The quality-of the 1aboﬁr force being deficient,
fequifes time to develop. Of more immediate concern is the utilization of
potential manpower, and the absorption of wnderemployed labour, This
necessitates increasing mobility between sectoré up to levels allowed by
bottleneck factors. In addition, labsur supply could be facilitated by
immigration and sécuredAthrough integration into sboiety. The Arabs of
diffefent nationalities, representing 42 percent of the population, can be

relatively easily integrated due to communal religious beliefs and

i

~ language, and to similarifies of tradition. Alternatively, if diver--
sification is nét pursued reliance on imported labour arnd its resultant
ﬁroblems would be less.

| Since aggregate suppiy is lagging far behind aggregate demand, the
opemiess of +he economic system is necessary. ” The favourable balance of
payments situation gives the government'!s free trade policies its raison

dtetre,.

Export revenue stability of oil is an important issue for an economy
- which is specialized in its production. This wvulnerability and
concentration of trade are discussed in chapter 3, together with the

openness of the econcmy and dependence on foreign trade.
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Notes to Chapter 2 38

For The distinction between growth aad development, see H, Chenery, "Targets
for Dsvelopment", in The Widening Gap, edited by B. Ward; J. D, Runnalls, and
L. D'Anjou, (New York: Columbtia Un1v9r51tv Press, 1971) pp. 27~29,

El-Mallakh, R., "The Absozpflve Capacity of the Arab World and Investment
Policies", Semlpar on investment Policies of Arab 0il Producing Countries,
18-20 February 1974; iurther references Seminal on Investment, (Kuwait:
Mimeograph. The Arab Planning Institute and Kuwait Economic Society, 1974)
p.3 of article,

Proven oil reserves in nuwalt stood at 73 billion barrele in 1973, about
21 percent of Middle East total reserves. 0il and Gas Journal cited in
Quarterly Bconomic Review Special No. 18, 0il Production, Revenues and

- Economic Development Prospects for Iragq, Iran, Saudi Arabia, Kuwait, United

‘Arab Emirates, Oman, Qatar, and Behrain, by K, McLachlan andg NasriGhorban
(London' The Economist'Intﬂlliﬂerce Uhit Limited, 1974) table 2, D9

El—Mallakh ‘R., Economic Development and Reglonal Coopera+1on Kuwaitl,
(Chicago: The University of Chicago Press, 1969) p.97.

Ibidv DP97e
Toid, p.100.

Khoja, M.W,, "Al-Khasaes Al Mcumaye?ah Lil Iktisad Al Kuwaiti® (The ¥ain
Characteristics of the Kuweiti Economy); (Kuwait: mlmeograpued paper,
Kuwait Economic Society, March 1974 ) p.16

In 1971/72, the 0il sector produced 64 percent of the gross Domestic Procduct.

' This is referred to in Chapter Four.

.. The third factor of production, land, being largely arid is, therefore, not
- given much attention,

Dr. Khojats op. cit., estimates are for the period l962/63~1969/70, pell,

Planned expenditure in the 1974/75 budget will not he discussed here, since
it was formulated before the October 1973 price increases and is only

" provisional,

Majalat Ghorfat Tijart Wa Sinaft Al Kuwait (Kuqait Chamber of Cemmerce and
Incustry Magazine); further referénces Kuwait Chamber of Commerce and

Industry Magazine (in Arabic), Vol. XVI,No. 144, 1975, p.7.

. The uomme“01a1 law stlbulates that the minimun Kuwaiti capital in any company

is 51 percent.. As for Jeint-Stock companies, the law stipulates that
stockholders should be Kuwaiti nationals.

In March 1975, the government announced the take-over of the remaining 40

percent foreign shares in KOC. See Kuwait Chamber of Commerce and Indusiry

Megezine (in Arabic), Vol., XVI, Wo. 146, 1975, p.4d.
Domestic income, excluding reburns on external investments,

The establishments with independent budgetary institutions are: Kuwaiti Fungd
for Arab Economic Develcpment; Credit and Savings Bank; Kuwaii Airways;

Central Bank of Kuwait; Shu'aiba Indusirial Roard; General Board of the
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CHAPTER 3

Foreign Trade Dependence

This chapter reviews the foreign trade dependénce of Kuwait, The

2

trends and composition of foreign trade are exempli gratia of the economy‘s

levels of growth and degree of imbalance. Section 1 brovides a brief
introduction to trade dependence. Sections 2, 3, and 4 discuss export

instability, commodity concentration, and geographic concentration

4respective1y. Their interrelationship is dealt with immediately after,

Section 5 is concerned with the terms of trade; whilst section 6 deals
with the import trade and import demand. The final section, 7, looks at
stabilization policies and provides the conclusions to the chapter,

Introduction

_wefhave seen in chapter 2 that the favourable balance of payments
allows Kuwait to operate a free trade ﬁolicy. Further, that this is
necessary as aggregaﬁé sﬁpp1y~1égs far behind aggregate Qemqnd. Kuwait
is largely dependent on trade for a number of reasons. Firstly, the good

geographic location is enhanced by sea and airport facilities, - Secondly,

~Kuwait is endowed with a favourable raw material and has a marked compzrative

advantage in it, Thirdly, the higﬁ levels of per capita output and
dﬁnsumption, and the growing size of the domestic market have necessitated
the importation of commodities otherwise wnavailable, This has been
facilitated by the export of petroleum, which ﬁrovides foreign exchange
earnings necessary to finance imports. In the previous chapter the
overspecialization in the production and tréde of one pfimary product was
noted to have created structural and factoral imbalances. Furthermore, it
has also accentuated the degree of dependence on foreign trade.

Kuwaitt's wealth and small size may have some association with the

dependence on foreign trade as a source of income. The wealth of Kuwait
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is 1argely derived from the export of. oil. In 1971/72 the. foreign trade
ratio; that is, the imports élus exports relation to income and imports,
was T4.4 perceﬁt. The foreign trade ratio averagéd 83.1 percent (taking
the arithmetic mean over the ﬁeriod 1962/63 to 1971/72). This ratio
compéres with the 78 percent for Saudi Arabia (1969); 52 percent for
Irag (1969); 42 percent for Venézuela (1969)1, and 8 percent for the
U.S.A. (1969)2.

' Mnother factor illustrating the high frade dependence is the average
'propehsity to importB, This has beeﬁ estimated by Lloyd, for fifteen
small countries, to range betweén 18 percent‘andA67Aperoent. By'comparison,
that of large developed countries was relatively 1ow4. For Xuwait, the
average propensity to import stood at 29.4 percent (weighted) between |
1968/69Aandj1971/72. ~ The high average propensity to imbort would,
therefore, seem to be a general charac%eristio of smaliness. However,
the aVerage propensity to import'of Kuwait in relation to th? foreign trade
ratio appear to béAlow, since the economy consistently maintains annual
export Sﬁrpluses. |

This heavy foréign trade dependence and the large proporiicn of
nationai income earned from exports corroborates Xuzneis' broad general-

ization that, "foreign trade is of greater weight in the economic activity

of small nations that have developed high levels of per cevita output and

. . . . . . \
consumption, The weight of exports (and correspondingly generated imports)

in relation to total activity is likely to be greater in small than in

equally underdevelopad but large cou:rl”sries""5 In 197L/72 exports

amounﬁea.to KD 9383 millicn of which only XD 52 million were non-cil experts
mainly in the form of re-exports. The proportion of these exports to GDP
represented a high 69¢4:pérceﬁt, which is suspected to play é role in
generating instability in the economy. It underlines Kuwaitl's valnere

ability to expori fluctuations. Cther factorz, however, affect the degree
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of vulnerability in various ways. The foreign trade dependence, in
addition to the high negative.invisibié transactions, with the rest of the
ﬁorld (see Table 2,a;) do not only demonstrate Kuwait's limited productive
capacity. They also demonstrate the high degree of openness of the
eCOonomy. Lack of ecbnomic diversification makes Kuwait heavily dependent
on imports. Financed as it is by overspecialization in one material
export, Kuwait's eXport-stability,'trade concentration and terms of trade
afe key issues. |

Export Instability

MacBean, studied the instabiiity generafing effect of exports in
relation to government expenditure or investment6. He measured the exports
as a percentage of investment and government expenditure respectively and
together of 64 counfries (in 1958-59). He sepérated them into large and
small countries (population 2 10 miliion) and subdivided them into
;develbped and underdéveloped. He found that the role of exports is more
important relative to investment and government expenditpre in small
countries than in large countries. The level of development was less
A important7. His average estimates for small countfies closely associate
with those of Kuwait as shown in Table 3.a. It emerges then, that the
éfeater weight of exports in small countries can be expected to expose them
+to fluctuations in the international commodity markets. By contrast

government expenditure and investment are generally regarded as more liable

t0 national control8.

It’is cléar that fluctuations in incomé have been similar to fluctuatioﬁs
in export receipts. The direction and consistency of timing of changes in
GNP and exports are typicai of a country with a very high ratio of trade to
'GNP.- Hence, Kuwait is 1ike1j to be sensitive to short run changes in

. 9 . . .
- export receipts”. However, the country is fortunate in possessing an
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South and the Arabian Gulf:; Kuwait University (Higher Education); Kuwait

Institute for Bconomic and Social Planning,

8 mated by Kuwait Chamber of Commerce
and Industry at 34 percent and 33,8 percent of current expenditure in 1973/74
and 1974/75, respectively. . See Kuwait Chamber of Commerce and Industry
Magezine (in Arabic), Vol XV, No. 140, 1974, p.32,
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Ibid1 pa33o

Kuwait Chamber of Commerce and Industry Magazine (in Arabic) reports that
the government approved Tood price subsidies are expected to run at

KD 50 million in-1975, as opposed to KD 30 million in the preceeding year,
See Kuwait Chamber of Commerce and Industry Magezine (in Arabic),

Vol. XVI, No. 144, 1975, p.40.

Other expendifure included in the 'unclassified and transfer'! item are
maintenance of a foreign service, membership of international institutions, and

foreign aid,

Quarterly Economic Review, The Arabian Peninsula: Shaikhdoms ang Republicsg
No. 1 - 1974 (London: The Economist Intelligence Unit, 1974) p.0.

Shehab, estimated selling surplus land to the public at 4 percent of its

cost to the Treasury, between 1957 and 1952, This stocd at & vercent in
1973/74. ~ See Shehab, F., "Kuwait: A Super—-Affluent Scciety", Foreign
Affairs, Vol. 42, No. 3, 1964, p.469. :

Shiber, 5. G., The Kuwait Urbanization (Kuwait: Kvwait Govermment Printing
Press, 1964) p.368. ‘ -

Shehab, F., op. cit., p.469.

\ The International Bank for Reconstruction angd Development in 1965 had warred

the government against the continuation of the land purchase schenme. See
IBRD Mission?s Report, The Economic Development cf Kuwait (Baltimore: The
Johns Hopkins Press, 1965) p.90.

This sum was about 70 percent of total banking credit.

- Guarterly Economic Review reports that an allocation of KD 422 million was

voted by the national assembly in 1973 for the purchase of military
equipment over the next seven years. Quarterly Econcmic Review, op., cit.,

p.9-

The Arab Fconomist, Supplement Kuwait, No. 64,‘May 1874, p.28.

P. Samuelson explains that in order to achieve a greater multiplier, the
greater the extra consumption respending is. Conversely, "the greater <the
marginal propensity to save 'leakage? into extra saving at each round of
spending, the smaller the final multiplier". Samuelson, P,, Economics,
(New Yorks: McGraw Hill Book Company,.l970) r.217. ’

Dr. Khoja, op. cit., has used the data which were available only for the
period 1962/63 to 1969/70. For the following variables, to dctermine the
national income multiplier: marginal propensities %o consumpticn, impcrtation,
and investment. pp. 8-14,

Mabro, R. B., "Problems of Investment", Seminar on iInvestment .1 of article,
H 1 1 1



33,
3.

35.

36,
37.
38.
39.

400

41,
12.
43.
44.
45.

46.

47.

48,

[

Quarterly Economic Review, Special Neo, 18. op, 'cit., Pe45.

Bank Al Kuwait Al Markazi {Central Bank of Kuwait), Al Takrir Al Sanawi
Al=Thaleth 1972 (Third fmzual Report, 1972) Further references, Central Bank
of Kuwait Report 1972 (Arabic), pp. 179f.

Mabro, R. E., op. cit., p.2 of article.

Ibid, p.10 of-article,:

Tbid, p.ll of article.

Quarterly Economic Review Special No, 18, p.46.

Bharier, J., "The Kuwaiti Dinar" International Currency Review, Sepfember/

- October 1970, p.4.

The Arab Economist, Op,. cit., p.38.

Saba, E., "The Role of Arab Funds in the Money and Capital Markeits of the
World", Seminar on Investment, op. cit., p.l2.

Bharier, op." cit., pp. 4f.

El-Mallakh, R., Seminar on Investment, op. cit., pp. 11~12 of article.

Mabro, R. E., Seminar on Investment, op,. cit., p.9 of article,
Hill, A., "The Population of Kuwait", Geography, Jenuary 1969, p.88.

Kuwait has carriéd out four censuses, on a defacto basis: 1957, 1961, 1965
and 1970, The next will be in 1975 and after that at 5 year intervals.

It is hard to differentiate between Jordanians andiPalestinians,-because
most Palestinians in Kuwait have lived or previously held Jordanian
passportse.

Demeny, P., "The Populations of the Underdeveloped Countries", Zcientific
American, Vol, 231, No. 3, 1974, p.155.

Tbid, p. 159.

Tbid, p. 159.

‘If workers on 2 daily basis who are mainly employed in the public construction

are included, the public sector will be inflated to more than 40 percent of
the labour force.
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Table 3.a.

S . = . a
Average Ratios of Exports fo Investment and Government Expenditure

s[x'

x X
G

Cqudcry I+G

Large Countries (over 10 million

population) ‘
Developed . , © 97.4 | 152.5 58.4
Underdeveloped . . 97.3 134.0 49.1
Small Countries { <{10 million
population)
Developed o .' 142.5 211.5 98.0
Underdeveloped ' 185.0 251.0 . 105.5
Yuwait ‘ ’ 1 664.2 302.5 207.8

Source: MacBean, A., Export Instahility and Fconomic Development,
(London: Aller & Unwin, 1966) Table 3:1, pp. 60-61; Statistical Abstract 1973,
Table 183 p. 211.

2 The estimates are for 1971/72 in Kuwait; and 1958-9 averages for the rest

(estimates are for 64 countries from U.N., 1961).
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export whose opportunity costs are much lower than those in other
developing countries, The followingAinvestigates the causes and extent
of any export instability. |

‘The export instability index ("I-I") is defined by Coppock10 as the
year-to-year changes in export earnings from the sale éf goods and services
corrected for trend (signs ignored). The trend line, assuming a linear
time {rend, is the logarithmic least-squares line through the series.

Tﬁe short-run index of Kuwaitiexpor@s over the period 1962/63 to 1971/72
‘was a low 10.9. This compares with”Coppoék's mean for eight Middle
Eastern countries (1946 to 1962) of 24.3 as_éoﬁpared with MacBean's 23.1

for forty-five underdeveloped countries and with 17.6 for eighteen developed
6ountrieéll. This suggests that Kuwait's index.not only compares
favourably with that of developed countries but that there is a considerably
lower>export instability than in.most countries,

Kuwait's relatiﬁely stable eiport earnings are not explained by thg
level of development per se. The international oil companies® pricing and
marketing policies have greatly aided this stabilitylz. With the notable

. exception of times of serious political trouble, the growth rate of exports
around the trend line has been large enough to make the instability of this
trend seem largely unlmportant (see Table 3,b)., For instance, the
'excla31on of the year 1967/68 that is, after the 1967 Middie East war,

lowers the index of instability, for 1962/63 to 1971/72 to around 8.

Moreovpr if "I=I" of eXports is broken into "I-I" of prices and export
volume, an 1ﬂterebt1ng trend is revealed in th@ latter part of the "I-I"
series, Between 1968/69 and 1971/72'prices show an "I-I" volume of 14.0
and ah eiport voluﬁe “Iml".of 2,0. In other words, 87.3 percent and 12.7

'ﬁércent of the instability of‘export earnings could be accounted for by

‘export prices and export. volume, respectively. This might be a




Table 3.b.

Bxports, Growth of Bxports, Imports, and GNP of

'KuwaitL 1962/63 to 1971/72 (In Million KD)

Year Exports Growth of Imports GNP
‘ Exports
1962/63 422 - 102 433
1963/64 436 4 133 500
1964,/65 471 2 132 | 542
1965/66 493 0 164 591
1966/67 | 510 - T 18 682
1967/68 | 513 ¥3 219 34
1066/69 587 v 248 793
1969/70 628 + 5 286 840
1970/71 706 *Z 273 | 909
1971/72 983 - +211 . 278 1151

- Source: Statistical Abstract, 1963, Table 84 p.117; Statistical Abstract,

1973, Table 138, p.211; Central Bank of Kuwait, Annual Repert, 1971, Tablie

31, p.63; Annual Report, 1972, Table 13, 15, pp.40 and 52; Sivasubramonian, S.,
Ali, A, M., National Accounts of Kuwait 1065/66 to 1967/68, (Kuwait: Kuwait
Institute of Economic and Social Plamning in the Middle East, 1968)p.46.

> -

Noté:‘ Figures are rounded-off.
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consequence of thé increasiﬁg role and the firmer méasures taken by the
Organization of 0il Producing Countries (OPEC) during this period. The
fole of OPEC, which seeks to expand the oil export earnings of her members,
and the gains and losses of Xuwait from international trade are discussed
in section 5. The implications and,effecfs on Kuwait®s stability of
specialiZing in ‘primary exports and the degree of diversification of
markets}4are disouésed first.,

Commodify Concentration of Bxport Trade

Since Kuwait's export earnings .are relatively stable, the general

hypothesis tested here is not the instability generating effect of trade

concentration, but the possibility of such an effect. In the subsequent

exposition the Gini 'coefficient of concentration! is employed to analyse

the foreign trade network, This method measures the geographic as well as

the commodity concentration of exports and imports. It reveals the degree

of dependence upon one or more commodities and customers. It also reflects

" the degree to which the economy is vulnerable., For the exports the

. coefficient .of concentration is

'ﬁhere n is the number of export goods, X is the annual value of total exports,

13

and‘xi is the annual value.of good i; the same applies to imports . In

"the‘case of geographic concentration X, is the annual value of goods

exported to country i and n is the number of countries, The coefficient

of commodity 5oncentration yields an index of 100 for complete concentration

-and-iO for a complete dispersion. This range is possible when foreign

trade is classified into ten sections, each of which is further. subdivided

- into ten sections, whereby n = 100. VWhere the coefficient of concentration

_ . ;
© _is higher than 40 the trade of a cowntry is said to be highly concentrated .
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»dependent'upoﬁ a depleting resource and limited economic activity.
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0il exports averaged 97 vercent of total exporis between 1962/63 and
1969/70o ‘This is a distinctive characteristic of exports of the extractive
industry and agricultural sector of developing oountriéslSi 0il export

dominance was cut by 2 to 3 percent in 1970/71 and_1971/72 with the share

of non-o0il exports rising>to 5.5 percent of total exports., The non-oil

 export and re-export sector of Kuwait has been rapidly increasing in

value, In 1971 an increase of 30;4 percent over the previous year was
recorded. In 1972 this increase was 44.2 percentlé. Despite this fact

the commodity exports, as classified by the Foreign Trade Statistics of

. Kuwait, were almost perfectly concentrated at 95.0 percent in 1972, It
?

should be noted that the commodity concentration of non-o0il exports of
1oca1.products was also high at 67.5. Two~thirds of these exports
consisted of oil-based products. These were fertilizers, urea, and

ammonium sulphate, which had almost doubled over the previous year., Won-

'0il exports consisted of iron and steel tubes, pipes and fitbings (9 percent)

and asbestos sheets and pipes (5.4 percent). Other important exports,

which are rising, but slowly, are shrimps and fish, prefabricated houses,

" and wheat flour as shown in Table 3.c, It is generally assumed that =

country with a high degree of specialization in the export of primary
products, will be vulnerable to variations in demand in her consumer or

major markets. . However, it is evident that in the short-run Kuwait's

1

specialization has contributed to the stability of earnings because of the

favourable nature of the country's exports. Nonetheless, Kuwait is still

-

Geographic Concentration of Export Tragde
This section is concerned with the extenit of the geographic concent-—
ration of Kuwait's exports, and the probability of its instability

generating effect on the economy. The relationship between Kuwait'®s
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- Kuwait Exports of Locally Produced Commodities 1972 (In Million K,D.)

1Commodity Value Pszcggtzfe
Fertilizers 10,924 66,5
Of which Urea 9,852 60.0
" Ammonium Sulphate 1,072 6.5
Iron and Steel Tubes Pipes & Fittings 1.474 9.0
Asbestos Sheets & Pipes. 0.885 5.4
Shrimps & Fish 4 0.496 3.0
Prefabricated Buildings of Wood 0.416 2.5
;"Wheat Flour 0,223 1.4
" Other ' 2,012 12,2

Total 16,430 100.0

Source: Central Office of Statistics, The Planning Board, Yearly

Bulletin of Foreign Trade Statistics 1972 Vol. 2 (Ruwait:

Printing Préss 1973), pp. 651-55

Government




favqurable geographic location and the.market concentration of exports is
also discussed. Kuwait s major crude oil customers in 1972 were Japan;
fhe U.K.; Hollang, aﬁd Italy, as shown in Table 3;d. The index of oil
exports market at 34.0 is relatively highly concentrated. Kuwaif, also
exports processed natural gas, LPG, to Japan. The utilization of this
resource is dealt with in chapter 5. The insufficient refining capacity
of the developing naiions make them Kuwaitfs main refined oil customers.
These account for 32.2 percent of total refined exported products. |
Jépan7 again, 18 a major customer taking 29,5 percent of refined exports,
Developed_countries, mainly in Wesfern Europe, import 16.1 percent of
these products (see Table 3.d.). This accounts for the high index of
ha?két concentration of refined dii (40.9). Less than half of the’
refined oil exports go to developed cogntries (about 45.6 percent, including
Ja.pan)n " By contrast, over.84:percent of Kuwait's crude oil finds its
'markefliﬁ these counfriesc Western Europe, Kuwait®s main customer buys
12»percent of total oil imports from Kuwaitl7. The oligopoly of inter-
national 0il companies18 limits tﬁe opportunities of refining for the less
- developed countries. This has reinforced the tendency for industrial
oounfries to rely heavily on the less developed countries fof natural raw
éaterialél9. |

The refining capacit& of Western Burope ;s in exéess of consumption
'neéds, which stands at 719 million.long tons a year. This trend was
_inijiated after the Second World War, and became more established in the
. 19605,‘ The"iocation of refining in oil—oéﬁsuming rather than o0il-
producing countriés, is a feature of the industry in the Middle Eaét., it
is facilitated by the 1ack.of any law binding foreign oil companies to
refine a proportion of production in the country of originzo. The

refinihg capacity in the Middis East stood at 53.4 percent of total
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Destination of Exports of Crude and Refined 0il Produced by Kuwait, 1972

. Total

Crude Refined
Exports in Thousands of Barrels 1,065,819 145,972
Destination % %
Western Europe 57.2 10.1
United.Kingdom 16.8 5.5
France 11.7 0.2
Italy 9.4 0.1
‘Holland 10.3 1.3
Ireland 4,6 -
Other 4.4 3.0
Asia- 35,5 52.3
Japan 21.3 29,5
Singapore 5.5 1.5
South Korea 4,0 1.8
Other 4.7 12,1
North & South America 3.6 4,8
Oceanic Coquries ' 2,7 5.4
Bunkers - 22{2
Others 1.0 5.2
100.0 100,0

- Source: Central Office of Statistics,

The Planning Board, Statistical

Abstract 1273 (Ruwait: Government Printing Press, 1973).pp. 166~188

Note: The percentage of Refined to Crude is 13.7%
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production in 1950, declined to 2é;7 percent in 1965,‘and to 18.4 percent
»in 1969, In Xuwait the 1959 capacity stbod at 11.3 percent (see Table 3.e)
and over the period 1967 to 1972 averaged 12.1 percent. For a consuming
country local refineries can have balance of payments bénefits, create new
employment and training opportunities, encourage-industrial development

and "let it be said, were thought to confer status"Zl. " The same could be

said for the producing country. Therefore, feversing'this trend in the
Middle Fast, as Mr, Lutfi, ex—Secretafy General of OPEC argues, or at

least the "maintenance of a fair share of refining capacity within the area"

is desirab1e22. . This is so in the case of Kuwait. The ratio of Kuwaii's
refining capacity to total production, as cited above, is 1agging far
behind.thai of éome other Middle Fastern countries.. In 197L/72 close to

1 pefcent of Kuwalt¥s total imports23 were petroleum pfoéuots. Kuwait
still usés a quarter of the rgfining capacity for ship's bunker fuel oil;
The industrialized countries? réfineries are, by contrast, expanding their

"~ enterprise to use oil as feedstocks for chemical plants, for example Naptha.

"Refineries are now frequently the heart of petro—chemical complexes: in

~ some casegs major chemical companies are the investors. This type of

development seemé to be only at its beginniqg”24.

| Refined 0il in the case of Kuwait is an exporf market commodity since
‘  tQta1 output exceeds total domestic demand. Thus despite being an
important and profitable commodity, in-terms o% self-sufficiency alone it
is uneponomic. The Shu'aiba refiheryzS, opened in 1968, aimed to éerve

the export market. In increasing the refining capacity Kuwait has to

expand,the range‘of alternative markets. The Kuwait National Petrolewn

Company (KNPC) might provide an "ingtrument for getiting into world markets" .
The Kuwait 0il Ccmpany (KOC) exported 93 percent of total crude oil

exportation in 1972. The progpect of increasing the refining capacity
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Production of Refined 0il and Crude Qil in Kuwait in Millions of Barrels

per Year and Shares of Companies 1967-72

- Shares of ' . : Percent of
Y a 0] r - v
rear Companies Refined 0il Crude 0il Crude to Refined
1967 KOG 84,07 836,72
KNPC - _
AMINOTIL 21,22 24,77
A.0.C. - 50.60
Total 105.29 912,09 11.54 -
1968 KOC 92,70 886.13
KNPC 9,24 : -
AMINOIL 15.30 15,26
Total. 117.24 956.14 12,26
1969 KOC 78.44 940,04
o . KNPC 23,00 -
AMINOIL 12,59 - 12.89
AoC - 58,84 L
Total © 114,03 1,011.77 11.27
1970 KOC 86,45 998,11
: KNPC 33,20 -
AMINOTIL 28,27 29,86
AOC - 62,64
Total 147,92 ©1,090.61 13,56 °
1971 KOC 81.86 1,067.80
. KNPC 37.11 -
AMINOIL 51.31 33,27
AOC - . 65.30
" Total 150.28 1,166,37 12.88
1972 KOC 65.73 1,097.72
S KNPC 40,85 -
AMINOIL . 27.91 28.89
AOC - 74,99 ,
Total 134,49 1,201.60 11.19
Mean 12,11
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Source: General 0il Affairs, Ministry of Finance 0il, The 0il of Kuwait,

Facts and Figures (Kuwait: Government Printing Press 1970) pp. 16-76;

Statistical Abstract 1973, op cit, pp. 162-189

“Abbreviations: KOC ' - Kuwait 0il Company Limited
KNPC Kuwait National Petroleum Company
AMINOIL American Independent 0il Company
AOC | Arabian 0il Company Limited
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will,'therefore; be nearer to realization after the nationalization of that
company in 1275, |

| The index of Kuwait's non—oil exporis, of locai products by destination
is not highly concentrated (31.4 in 1972); This trade is remarkable,
however, for the factbthat it isg congucted almost excluéively with developing
_ cbun'l;ries° These are mainly India, China, Saudi Arabia, Sudan, and
Pakisten as shown in Table 3.f.

Kuwaitts expanding,fole in the entrepét trade is facilitated by liberal
poliﬁiqal and commercial policies, This aliows‘the country ﬁo operate
a free market27. Kuwait;s immeéiate neighbéurs, Iran; Saudi Arabia,
Bahrain, Qatar, and the U,A.E. benefit from these policies; Their booming
économiés have ied to supply bottlenecks. They, thereforeg rély on Kuwait
to0 handle part of their imports, With two—thirds of Kuwait's re--cxports
going to these-couhtries, Kuwait's geoéraphic concentration was relatively
high at 37.5 in 1972‘(see Table 3.f.)f ‘This is a consequence of the
riéing demand for imports. by Kuwait's neighbours. | It is anvicipated that
this geographic concentrationlof re--exports wili increase, at least wntil
_ KUwait's-neighboufs.become capéble of handling their ouwn imports. The
remainder of Kuwait's ré—eipérts go to other Arab couniries, the U.K. and
fhe Indian subcontinent., These re-exports consist mainly of foodstuffs,
tobacco, electronic equipﬁent, spare-parts ard machinery in addition to
some consumer durables, ”

The geographic location of a country in relation to the centres of
world trade is thougﬂt to affect internatiénal demand for the country's
exports. This is apart from situations in which spheres of political
influence may be invol&ed,. Leaving aside the role of Kuwait in the
entrepot trade of the Gulf, cén such a case be made out for Kuwait? A

comparison of Kuwait with a sample of Gulf neighbours, Abu-Thabi, Irag,




Table 3.7,

Geographical Distribution- of Kuwaiti Non-Qil Exports to Major

" Customers, 1972 (In Million K.D,)

Country

b
Re-exports

Exports of
Local Produce

Total Exports
and Re-Exports

Planning Board, Yearly Bulletin of Foreign Trade Statistics, 1972

Saudi Arabia 10.256 1.997 12.253
U.ALE, 3,452 0.381 .3.833
Iran 3.236 0.509 3.745
U.K, 3.716 ‘mnegligible 3.716
India 0.387 2,836 3.223
Iraq 2,053 0.677 2,730
Lebanon 12,187 0.371 2.558
Sudan 0.405 1.966 2,371
China 0.013 2.343 2,256
Pakistan 0.375 1,783 2,158
~ Qatar 1.488 -0.109 1.597
Bahrain 0,951 0.384 1.335
Tanzania "negligible 0.526 0.526
Others® 4,647 2,548 7.195
Total 33,166 16.430 49,596
Source: Derived by author from Central Office of Statistics, The
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Vols., 1 and 2 (Kuwait} - Government Printing Press, 1973), pp. 1-729

a, Include goods'of unknown origin, and ships' supply

b. IBRD Report estimates the declared export figures to be as much as

40% lower than the actual value of exports,

IBRD op. cit. p.83.

The

unregiSterea re~exports are either carried out of the country by travelling

visitors, or are smuggled to nearby Iraq and Iran as a result of the

prevailing price differentials and protectionist policies in these

countries,

Note: Figures are rounded off
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.éndVSaudi Arabia, shows slight variations in thé degree of geégréphic
concentration of their exports. Theée indices are highly concentrated
in the case of Abu Dhabi (41.9) and Saudi Arabia (39.5), and relatively
highly concentrated in the case of Irag (31.7) and Kuwait (34.0)28. A1l
these cquntries'have one ma.jor customer. In the case.of Saudi Arabia,
Abu Thabi and Kuwait this is Jepan. For Iraq it is Ttaly. With the
exoeption of Irag, it could be maintained that Japan ié not only attracted
Aby these countries' proximity to herself. Japan is also attréc%ed by
their proximity to each other. The associaﬁion, however, is blurred by
the fadt that Japan is the 1érgestAsing1e net importer of oil in the
world.
| - ¥inally, the degree 6f markef concentration of a country's export
trade may be misleading if the approximate ratio of largest export market
to GDP is not considered. Taﬁlé 3.g shows the ratig of exports, X , to
GDP and the share of the largest market in total exportation.for four small
- Middle Bastern countries (Coppockts estimétes) as compared to Kuwait.
Thébexport trade of_these countries varies greatly as a ratio of gross
- domestic product. Three of these countries derive mo%e than 10 percent of
GDP'from:a single market. . This indicates eithér 2 very high ratic of
XL/GDP (Saudi Arabia, Iraqg, and Kuwait) or a relatively high geographic
concentration (Iragq and Kﬁwait). In the case of Jordan, although she has
" a high geographic concentration in one market, the instability generating
effect (if any) is dampened by the low share of exports to GDP.  In the
case of Kuwai%, the ratio of her major market to GUP is the highest amongst
the sample. This may increase the vulnerability of the economy té the .
hazards of market concentrétion.

A relatively high market concentration means that fluctuations in

demand from one consuming country cannod be offset by counter fluctuations




Table 3.g.

Approximate. Ratio of Largest Export Markét to

Gross Domestic Product
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Countrya

Saudi Arabia
Lebanon
Jordan

Irag

Kuwait

Ratio of Commodity
Exports to GDP
(x/cDP)

(1)

75.2%

8.1% -
“15.7%

51.8%

69.4%

Share of Largest
Market in
Total Exports

(2)

-19.0%
14.4% .
29.8?
22,5

21.3ib

Largest
Market

Bahrain
Syria

1"
France
Japan

Ratio of Largest
Market in GDP

Source: Table 3.d; Statistical Abstract 1973, Table 138, p.211; J. Coppock,
Foreign Trade of the Middle East:

Instability & Growth, 1946-1962 (Beirut:

American University of Beirut, 1966), Table 11—4 pp. 214-219,

a COppéck's figures are the average ratics over the period 1046-1952 for

Lebanon, Jordan, & Iraq.

Figures for Kuwait are for 1971/72.

b Thislfigure is for crude o0il exports only,

Figures for Saudi Arabia are for 1658.only.

However, with the refined oil

exports to Japan, it very clausely reflects the share of largest market in
“ total exports, since the values of oil exports are not published.
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in another,  However, the importance of oil in world trade may have
contributed to the export stability of EKuwait. - Thie is likely tc¢ continue
as long as the imports of her dustomers are st'ﬁle. Until the nefion-
alization of KOC, the intermational oil companies' marketing and pricing
policies did much to stabilize export earnings, as pointed out above. It
is fo be expected that the State will develop these policies in order to
avoid vulnerability to market concentration. In addifion, diversification
.of product and increasing the refining capacity will help to steady future
oil prices,

In conclusion, Kuwait, though having onl& a very small share of
Qbrld trade, is a majcr exporter of one commodity. Moreover; in this
commodity'the céuntry has a disproportionately important weighl compared
with other traded goods29. Kuwait is fortunate in thét demand for oil
andApetroleum pfoducts has been relatively inelastic with respect to
price. Although prices of oilnhave increased drastically in the 197Cs,
the average rate of world demand for oil is projected to continue to
830,

increase at 7.6 percent annually between 1972 and 197 The actual

. rate of increase in world demand in 1972 was & percentBl. In. this

particular period, it seems safe to assume an associaition between the low

elasticity of international demand for Kuwait's exports with a high
degree of commodity concentration of exports. Howsver, in the event of a
ﬁorld.fecessioh, the international demand for ;il exports is likely to fall.
ngait's export trade among developing nations, small and large, is
unigue. . AAQ§sual link exists between the country's export earnings and
specialization in a commodity which is enormously important in world trade.
That is, it is a function of the more favourable nature of Kuwait's primary
produot export coméared with those of other developing coﬁntries. In the

&

shorb~run, ths high.commodity and market concentration of Kuwait's exports
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have had a stabilizing effect on the domestic economy, Under the auspices

- of OPEC, this may continue in the short.-run since the relative change in

fuel prices favour oil, This is possible if political stability increases

and there are improvements in production and marketing. Fluctuations

resulting from political instability, slump in demand for oil, and price

cuts could be dealt with in the short term by utilizing the accumulated

reserves, In the long term, however, there are dangers of a pdssible

permanent shift to other fuel sources. This exposes Kuwait's high export

trade concentration to considerable vulnerability. Here,' the arguement
for the diversification of the economy, particuiarly of the oil industry
comes to the fore, This will be discussed in chapter 5. Our present

concern is the extent to which {the nature of Kuwait's raw material export

Aprotéots the economy from the instability generating effect of commodity

_and market concentration. This requires studying the terms of trade.

Terms of Trade

The issue of 'fairness' in the distribution of income between raw

" material producing countries and industrialized countries has given rise

to debate for some time. So far such debate has proved inconclusive and

:it seems likely to continue. Raul Prebisch, a one time Secretary General

éf thebﬁNCTAD, has argued the case for the raw material producing
countries, noting the deteriorating terms of trade between them and the
fioh industrialized countriessg. Prebisqh, bélieves that the downward
trend in the terms of trade is the result of persistent differences in
monoply powe; over the prices at which the.two groups sell, This power
is "greater in manufactﬁres than in primary producte. /
" In one of the major raw materials internationally traded, petroleum,

the picture may differ. Crude oil producing countries might be in a

better peosition than other undsrdeveloped countries. The establishment
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of OPEC, of which Kuwait is a founding member, in 1960, was "influenced by

the growing dissatisfaction of host countries with the 50-50 nrofit

sharingﬁsystem“33. This system was originally formed in the Middle East
34

in the 1950s. It was based on the posted price, an arbitrary technique
to impﬁte the taxable income of concessioraries, Since its establishment
OPEC*'s activities have supported the allegedly favourable position of
crudé 0il producing countries. .

lIn 196435, the collective bargaining of OPEC came to fruition. The
'organization saw that any reduction in the growth of oil supplies could
be more than.compensated for by increésed per barrel take. That is
because the orgarization assumes in its production programme & "general low

L. . . . . 3
over=all elasticity ¢ dewmand in major consuming areas"™ . Therefore,

consumption may -te correlated with income, and the incidence of any price
_increases would fall upen fhe conéumer. It follows that these increases
‘would 1oﬁer the consumers! benefits accruing from their surplus‘and raise
pfoducers' benefits, 'Since increaéed 0il production depletes this non-
rénewable asset37, 01l revenues ought to be maximised whils? reserves
last. To do this, the transfer of 'decision-making' on price from the
intgrnational companies to producing countries has been the objective cf

OPEC. Kindleberger, claims that OPEC "maintains crude petroleum prices

well above long—run marginal costs to which it would fall under competitive

conditions and as it is likely to do so, new entrants outside the 'cartel!

38

come into production"

We havé'seeg that the rates of growth of GNP and that of foreign trade
are interdependent, Therefore, changes in the magnitude and dirvection of
the terms of trade for Kuwait serve as rough indicators of development.
Obviouély, for alcountry where 95 .percent of total exports, national income,

public finance and balance of payments are derived from oil rescurces,
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discussing the terms at which oil is traded internationally will suffice.
In this section the eslimates of changes in the income terms of trade, I,
of Kuwait for the years 1962 to 1973 are discussed and»compared to estimates
of changes in the net térms of trade, N. The income terms of trade are
‘measured by the export guantities and export-import price relationship.
The net barter terms of trade, N, are measured by the relative export—import
prices° In the finél part, an adjustment of I is made for changes in
population,

It‘ié important to point out that the net barter terms of. trade imply
that a country's loss may be anctherts gain. The income terms of trade
do not do this. . In principlej an index of the terms of tradélcould be
riSing for.evéry ééunfry, at different rates, if thére is sufficient
bouyéncy in world tréde. This point is stressed by Wilson ef. a139. It
is necessary, however, to take.acoount of changes arising in the éost of
freight and insurance (s reflected in c.i.f. indices) or any "ad justment

40 & factoral basis" etc.40 The net barter terms of trade N is: PX/R“,

where Py iz fthe price of exporis and P, is the price of imports; the income

- terms of trade, I, is PX/R“.QK5 where Qx stands for-the volume of exports.

The term I, proposed by G. S. Dorrance, is a "useful indicator of the well

. . . 1 - . .
veing of a trading communlty"4 . 1t requires comparing the volume of

exports to the price of. imports,; that is, the "purchasing vower of exports

42

in terms of imports'" or the "export gain from trade" . This reduces I o

X/Fﬁ, by_substitutinglx, the value of exports for Qy.Px.

It‘shoul&:be noted here that the terms of trade do not reflect the rise
in the repatriated profits of international oil companies operatingbin
Kuwait. Nor is allowance made for savings remitted by the non-Kuwaiti’
popﬁlation among other iﬁvisible movements, The retained income, or 're-

turned value’,; fthat is the portion of toial earnings cf the export sector
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retainéd in the country, would allow such gualifications to be made.
Inadequate data has madé the retained inceme difficult to quantify43.
The follgwing is,'therefore, restricted to the less ambitious study of the
purchasing power of exports, or the income terms of trade.

-By comparing the two coucepts N and I, the effect of a change in N

or I, cannot bte isolated from the effect of changés in the volume of exports
? ! 3 1

under a hypothetical ceteris paribus condition; The ‘income terms of trade

would provide better estimates of any gainlfrom trade than the W alone..
A risé in Qg cculd offset a worsening N.  For the purposes of calculation
the period 1962 to 1973 is used.  Although a short period, it has the
?irtue cof being unaffected by breaks in the series or incomplete or
-.provisiona1~data. Such inadequaqies would undoubtedly effe9t the gquality
of the'price indices, To avoid statistical bias; prices and guantities are
broken down separately instead of using the value of oil exports for
impuﬁihg N. In this way a fuller comparability of the N series and the I
sefies can be achieved. The base year of 1964, was chosen fecause it
marks a changetin the relative position of o0il producers and oil consumers.
The price indices of Kuwait's oil exports are the imputed fax values,
~ derived By Professor Mikdashi (until 1971), which are taken at f.o.b.44
These imputed tax values, or realized prices are the posted prices less the
selling charge allowance which was discontinued in 1971. After 1971 the
postal prices and realized prices have become identical. The unit value.
indices of imports (c.i.f.) for the Asian Middle Fast are used, aﬁd are
taken from t%g United Nations Monthly Bulletin of Statistics, for Pm of
Kowait. .This general price index may differ froﬁ the pribe indexnof
Kuwaiﬁi'imports as consiructed by the Kuwaiti Central Bank. However, since
this index iz available only for the period following 1965/66, the U.N.
~jndices have'béen uged, in order to maintain uniformity througnout the

period studisd. Tinelly, the indices of the volume of exports Qp and «
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growth of population indices,_L, are constructed from the Kuwaiti Plenning
Board's estimates.

Kuwait has enjoyed a rising I since 1962, with this index rising
~slowly until 1971, as shown in Table 3.h, During this beriod I was
reduced oniy in 1970, due to the reduction of Px of o0il resulting from the
general depressiqn of o0il prices. This led to a marked deterioration in
N. 'Since 1971, I has risen phenoﬁenally following the Tehran agreement in
June 1971 and the Geneva agreement in 1972. The rise in I of about 144
ﬁercent from 1962 to 1973 was accompanied by an improvement'in N of about
59 percent. By comparing the_averagé rates of annual growth of I and Qy ,
that of Qx'(5.3 percent) fell short of the annual rate of growth of I which
Qés as large as 13.6 percent. This does not represent a generally
favourable movement in N. |

 As noted earlier,‘the general improveﬁent of I may have been brought
about by rising export volumes which offset deteriofating N under the

ceteris paribus assumption. The differences in the rates of growth of I

and Qx above for the whole period are ambiguous. It is necessary, therefore,
~to distinguish the predominance of either Q¢ or N vis—é—vis Px, by dividing
the sefies into two periods, before and after 1971. Until 1971, the growth
of T was 5 percent., It is no coincidence that the improvemenf in Qx was as
- large as 5.9 percent. During this period, then, the importance of improving
Qg, is shown, of course witﬁout making any qualifications of technological
progress, During this period, the impression conveyed may be misleading.
For ﬁeifher I nor N make allowances for invisibles and foreign'exchange
earnings, as ﬁas been pointed out above. In fact, Kuwaits export sector's
bélanbe of payments maintains a surplus with respect to her trading partners.
However, attention must be drawn to the fact that increasing the exports of a

depietable good is a sacrifice on the part of Kuwait.
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Table 3.k

Net Barter and Income Terwms of Trade and Per Capita Inccme Terms

of Trade 1962-1973 (1964=100)

Net Darter Income - Per Capita

vear | . Terms of Trade: Terms of Trade: Terms of Trade: .
Px Px.Qx Px.0x
Pm Pnm . Pm" L
1962 - 103.3 87.7 105.8
- 1963 - 100.4 91.3 . 100.2
1964 : 100.0 ©100,0 100.0
1965 _ 103.6 - 106,0 $6.6
1966 ' 101.0 1108.7 90.4
1967 o 102,1 110.6 83.9
1968 104.6 | 118.8 82.2
1969 : ©101.3 121,7 76.9
1970 _ 90.6 ‘ 117.4 67.7
1971 ; 95,9 132.8 70.9
1972 . 11049 ’ 158.3 78,5
1973 C162,1 231.4 10551

Derived from:; UN, Monthly Bulletin of Statistics, July 1974, Vol, XXVIII,

No, 7 (UN, New York, 1974), p.xxii

Central Office of Statistics, The Planning Roard, Statistical Abstract 1973

(Kuwait: Government Printing Press, 1973) p.l7
Mikdashi, Z., Op. Cit., Table 7.3 p.169

International: Monetéry Fund, Internaticnal Financial Statistics, June 1974,

 Vol. XXVII No. 6 (IMF, Washington, D,C., 1974) pp. 30-31.

Peiroleum Press Service (PPS, London) September 1973, p.358{
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After'i971, the consefvatidnis% policies of o0il were introduced.
With the imprpvipg I, fhe~predominant importance of Py is shown. N
improved by 66.2 pefcent between 1971 and 1973, although a sharp rise in
Pa of 30 percent has béen recorded. Part of this rise, however, could
be éttributed~tq riging costs of ihsurance and freight. The o0il agfeements,
mentioned aBove, aﬂd the success of the joint bargaining efforts of OPEC
have more than doubled (and after 1974 quintupled) the prices éf oil,
Certainly the sharp rise in prices of'crqde 0il and its fairness.are open
to endless debate. It could be afgued, for instance, that Py of crude oil
in the 1970s is a bpetter reflection of its opportunity cdst thaﬁ that of
the 1960s. |

4At this étage, the adjustment of I to L can be made by dividing I by
i, fhe index of pOpulatién growth. This gives the percapita income terms
.of trade. - The hightrate of growth of population growth»of over 9 peroenﬁ
' per annum; deflates the improving I. Thus, the percapita purchasing
power of exports was declining prior to 1970, After this dete they start
- rising and show an improvement of a meagre 5 percent in 1973 over 1964 (the
,basé'&ear). If this indicator is to suggest an index of individual
welfare, it follows then that population growth, particularly the influx of
- population, needs to be controlled. A statufpry policy cf the rate and
profeséional éomposifion of incoming population could be introduced as
determined by thé reduirements of planned diversification of the economy.

It is apﬁrOpriate to conclude that Kuwait has been successful in
raising thé purchasing power of her exportis. With little improve@ent in
| N uﬁtil 1971, this'has been at the eipense of depleting her limited oil
fesefves. The nét barter terms of trade have shown substantial geins
45

after 1271 only. Although the ratchet effect’™ may protect her export
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prices, this gain is not warranted in the long—run with rapidly rising
import prices, as a resuli of the world wide inflation, Kuwait's openness

allows the absorption of this inflation as discussed in the next section,

‘The-impact‘of changes in physical output and export eafnings do not reflect

on employment nor wages in the oil sector itself, They rather reflect on
government revenues and their allocation, since the oil sector is highly

capital intensive and employs a small portion of the work. force. This was

_pointed out in the previous chapter. Extrapolating for future policies,

however, requires knowledge of changes of prices and income elasticities

46

as well as changes in the volume of world tréde . Fof this purpose, it
would.also be useful to compare changes in I for Kuwait in relatiqn to
those of tradiné partners. This is particularly important since, in
principle, we can havg risiﬁg_income terms of trade, irrespective of what
kappens to the net barter terms qf trade,

Import Trade and Impért Demand ' ' .

- With the heavy dependence of the economy on a single product and the

growth in the size of the domestic market, a simultaneous growth in

imported -goods takes place. Imports sustain the high level of consumption

and development projects., Kuwait's capacity to import is related to her

liquidity position. The total liquidity resource, gold.and foreign

.exohange47, of about KD 590“mi11ion“(approximately £745 miliion) in 1972,

were edual to 225 percent of her 1972 imports. The liquidity factors

clearly illustrate the ability of Kuwait t6 import without any restrictions.

With the rapidly growing export earnings, hér ligquidity position will

bebome even more favourable, These earnings finance one of the highest'

percapita retained imports in the world, about KD 325 in 1972 (approx. £410).
The main tariff duty is the 4 percent ad valorem (see Chapter 4).

Government, oil companies, and most foed product importations are exempt
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from duty. The openness of ihe economy is further portrayed by the
broadness of supplier markets, with aﬁ'index of concentrafion of imports

by cbuntry of origin of 26.9 inxl972; This allows a wider range of
substituﬁion and more effective competition among suppliers. The main
suppliers, in order of importance, were Japan, U.S.A.,.Britain, West
Germany, Lebanon, and Italy. A review of the'regional distribution of
major suppliers shows that Burope (40.8 percent) rehains the main scurce

for imports, with Asia (31.4 percent), and America (14.6 percent) incfeasing
their share. = The Arab world with the excepﬁfdnfof Lebanon (4 percent )

. remains a minor supplier (see Table 3.ie ).

The openness of the economy combines with such factors as location,
franspbrt facilitiés, and‘an experienced mercantile class in foreign trade
to make commerce an attracfive'economiq activity. The formation of
numerous local import companieé‘have easiiy attracted stockholders, and
have been assisted b& bank participation48. The commercial-baﬁks' major
business is beccming the financing of imported goods. The high\returns
in the import trade'have made investment in these companies lucrative.

- The commercial banks'! participation is in the form of short-term credits.

' The lending process is accelerated és bank advances for these loans can
circulate up to three or four.times a year, However, the low interest
rates_(a maximum of 7 peréent) and the rapid i?crease.in money supply,
aggravate inflationary pressureé. Theoretically, increases in money supply
should stimulate demand for imports.,  However, gfowth in the economy is

not suffiCieﬁEAto meet the increase in mone& supply (30 percent in 1972 over
1971).  Further, the boom in Kuwait's export proceeds has led to inoreaée
in domestic costs and pricés, which in subsequent periods proved resistant

to downward tendencies. Consequently, Kuwait is subject .to the ratchet

effect on the sconomy, common in oil-producing countries,
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Table 3.1.

Geographical Distribution of Kuwaiti Imports by Major Suppliers, 1972

(In Million K.D.)

Country Value As Per Cent
~ Arab World S 24,011 ' 9,2
Lebanon : - © - 13,545 5.2
Africa - 2.909 1.1
~America : _ o 38.197 14,6
U.S.A, 34,328 13.1
Asia - ~ | g 82.326 S 3.4
India B ‘ 7.595 2.9
Japan : ' 41,967 . 16,0
China People's Republic ' 8.456 . 3.2
Europe 107.025 - 40,8
European Ecconomic Community . 84,988 32,4
France 11.016 4.2
Federal Republic of Germany 21,762 8.3
United Kingdom 26,613 10.2
Italy . 12,258 4.7
Other West European Countries , 12,401 4,7
European Centrally Planned Economies 9.636 3.7
Australia : : 7,312 2.8
Other 0,397 0.1
Total . 262,177 1100.0

Source: Central Office of Statistics, The Planning Board, Statistical

Abgtract 1973 (Kuwait: Government Printing Press 1973) .pp. 324-331

o
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Aside from imbalances in the economy (discussed in Chapter 2) the
weak éompetitive forces increase inflationary pressures, The mercantile
-class excercises a high degree of freedom in price-making with the
exception of a few essential commodities49. With legal entry into
business and import trade restricted exclusively to Kuwaitis (non—Kuwaitié
hire Kuwaiti names in order to engage in business), the market mechanism,
ioses its-flexibility. Competitive forces are reduced, since non-Kuwaitis
form the bulk of the working~popu1ati6n. Moreover, according to the Central
. Bank, in 1972 the increase in profif margins by a number of wholesalers or
retailers, or both was undoubtedly a primary factor in the increase of local
pricesSO. Exclusive dealership or agencies for highly desired goods might
be the source of some high profits51; _ Apart from the high profit margins,
the high commodity prices partly reflect wofld export brices, Xuwait's
heavy dependence on world markets and openness means the country’s markets
are exposed to exterﬁally origiﬁating inflation, as has been menticned
~above.  High profit margins and the weakness of competitive forces, are in
a éense price distortions rather than inflationary tendencies.

The government price éontrol mechanism to curb rises in domestic
'prices of-essential goods has been unsuccessiul. The net price rises
iﬁ these commodities are thus borne by the consumer,'and, naturally are felt
more by those in the fixgd income brackets, The still‘strong tribel
ffaditibns, in a cocuntry with high percapita p;rchasing power, results in
a rigidly fixed consumption pattern, emulating that of the upper class.
This factor is' in addition to the acquired %aste for imported goods.
Consequently, the economy is largely independent of cost considerations, which
b'lowers ihe average consumer's.elasticity of substitution between different
consumer goods, éherefére{ ’fational' profit calculations induce business

te stick to the 'high margin' policy discussed above, . o
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Import demand in the 19¢0s and sarly 1§70s showed a slowly rising
trend, The income elastioif& of import demand.is the mafginal propensity
to import divided.by the‘average propensity té‘impart in the base year, in
this case 1963/645_2. During the period 1963/64 to 1973 income elasticities
of import demand were relatively stable.53 In 1973, fhe income elasticity
was'O.41. This low elasticity could be attributed to the saturation of
" the market with imported commoditiés (mainly consumérs’)54. Moreéver,
high positive changes in feal income contribute'to the low value of the
numerator, that is, the ﬁérginai propensity to import, iﬂicalculating the
inQome-elasticity fraction. Changes in the'impqrt dé&aﬁd that are
attributed to income movements can, therefore, be attributed to changes in
brices. | The eitent of the reactions to priéé changes remain. ambiguous
and require estimates of the price reaction for individual comrﬂodities55°

As the economy grows, thexdgmand eventually created, as well as
present purchases, will need to be accounted for. .In this gituation of
economic development and rapid growth, changes in the economic strﬁcture
occur, It 1is, therefore, implausible to extrabolate import demand using
. income elastiéitiés of demand. Essentially, it would be applying *cyclical
56

income elasticities to situations in which real income has growin secularly..."

This is to be expected, for the cournterpart of a 'given increment! in real

income, could have a'wide-range of ﬂpgésible changes in the 1evel.of import
demand"57, ”

As for commodity imports, in 1971 they were feldtively diSpersed with
a 24,9 index’gf concentration. However, there is a high proportion of
finished consumption goods which amounted to 72.4 percent of total.1971
imports. This ig accounted for by the consumption orientation of Xuwaiti

society. This figure almost exactly coincides with that of the imports

. . e — 58 .. - .
criginating in incustrialized COUHITIGS,D which was T4.1 percent in 1971/72°
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Consumer goods which represented two-thirds of the total in 1972, rose
between 1965/_66 and 1971/72 from. KD 101.6 million %o KD 157.3 million. When
adjusted to population changes, this figure remains reiatively stable at

KD 217.6 percapita and KD 204.8 percapita, respectively. This can be
attributed to the saturation of the market referred to abéve. Other
plausible explanations for fluctuations in the volume of éonsumer goods, are

the variations in Kuwait's re—exports, and changes in their inventory (primary

. non-durables). On the other hand, the establishment of new industries (see

Chapter 4) and the development of the economic infrastructure has led to rapid

increases in capital goods imports. Between 1965/66 and 197L/72 capital

. goods increased from KD 16,6 million to KD 47.8 million; that is from 11.5

peréent to 20ﬂ3 percent as of totalAimports; and from KD 35.6 percapita to
KD 62.2 percapita (see Table 3.3.).

All these indicators, in abs6lqte and relative terms, point to the
expansioﬁ of industry, ﬁarticularly those utilizing Kuwait's ray materials,
One can expect an increasing need for spare-parts and a slowly changing
composition of commodity imports. Industrialization in general is lixely,

therefore, to stimulate import demand.

Export Barnings Stabilization Policies and Conclusions
Integrated markets, particularly EEC, with whom Kuwait has tc bargein,

intensify the vulnerability of the economy to export trade concentration.

' Demand and supply conditions give rise to’'disequilibria between prices of

manufactured and raw materials. Commodity agreements are aimed at remedying
seasonal or cyoi&cal fluctuations in prices oflagricultural or other primary
products. These fluctuations do no% exist in the case of 01159. Tﬁérefofe,
other épproaches stabilizing énd contrelling long-term expori egrnings of
Kuwait, are required. |

In the long~run, oil prices may be reduced drastically, in relative terms.



. Table 3.j.

T1

Total & Percapita Distribution of Imports According to Capital Gools,

Intermediate Goods, and Consumption Goods 1965/66 and 1971/72

Year Class Value Feroentage Per Capita
' in Million KD of Total in KD
1965/66 16.6 11.5% 35.6
: Capital Goods :
1971/72 ' 47.8 20.3% 62.2
1965/66 . 26.0 18.0% 55.7
Intermediate Goods .
1971/72 - 30.2 12,8% 39.3
©1965/66 4 101.6- 70.5% 217.6
: Consumption Goods .
1971/72 157.3 66.9% 204.8

Source: Central Bank of Kuwait, Al-Takrir Al-Sanawi Al-Thaleth, 1972

(Third Annual Report 1972), (Kuwait: Makhwi P. Press, 1972) p.157
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-Hence,; there is a need tq negotiate between bhasic industrial commodities and
0il prices. In the short—run,.oapital surplusses generated through recent
0il price>rises, do not contribute fo the stability of the international
monetary system6o. Since national income and export revenues are highly
cdrrelafed, stable Curréncy exchange rates are necessary61. Fluctuations
.of international currencies have adverse effects on the external value of
Kuwait's currency.

The appreciation of the Kuwaiti dinar in-the past fivg years has had
several consequenées62. Firstly, it haé led to a drop in the value Qf
Kuwait's ovefseas assets. Secondlj,'non—oil éxports are less competitive in
terms of price._ On the other hand, the revenue from oil exports has been

: éafeguardéd by exohange ad justments in the dollar price of oil. % present,
the_inelaéticity of world demand for oil and adjuétments in the dollar price
6f 0il, make modifications in Kuwait's exéhange rate unnecessary. A
continued significant appreciation of the Kuwaiti dinar could cgnoeivably lead
fo a halance of payments deterioration. Devaluation may then be required.
This would have ramificatiéns for kuwait's‘fiscal and montary.polioies.

'Kuwait currently'has ﬁo budgetary systems of direct control. | As we have seen
in Chapter 2, development expenditure oscillatés with changes in available
»revénug.

A change in the aggrega{e supply of oil, ﬁould affect the terms of trade.

- Therefore, another approach to stabilization of 6il prices (in real terms) is

.cooperation among oil producersl After the nationalization of KOC, it is
propoéed that a Kuwaiti marketing board be sef—up. By cooperating with other

R producers (within OPEC) this board will act as a monoply. Controlled
ﬁroduction in line with presefvation policies in cooperation with other

-producers would stabilize oil prioés. Effective cooperation oéuld avoid

possible price wars between producers. FPluctuations in supply could be
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reduced by implementing an OPEC production plan (perhaps by imposing export
quotas)° This requires takihg into account the price elasticity of demand
for 0il and its change relative to other energy souroés. The cross
elasticity and income elasticity of.demand for oil of the.various groups of
consumers, in toto, need to be accounfed'fdr63.- Fluctuations resulting
from political instability, a slump in demand for oil, or price cuts could be
treated through the utilization of Kuwait's accumulated reserves, but only in
‘the short—run,

In conciusion, Kuwait's foreign trade ratio is high. This_isvevident
nof only from the value of exports, but also from the high average propensity
to import — a characteristic of smallness. The greater weight of exports in
-small nations, in éeneral, can be expected to expose them to fluctuations on
" the internafional-commodity markets, However, the indeonf stability for
Kuwaif's export earnings was found to be relatively stable.,  Serious
E political trouble in thé area has-adverse effects on thié stability. A
étable political situation will therefore do much to maintain thesé earnings.

'Kuwait's commodity exports are highly concentrated, and their market
concentration is relatively high. Kuwait's eiport stability is likely to be
iiesé involved with geographic concentration than with the stability of her
‘ cuséémers; importé64; In the mid-seventies, it éeems safe to assume an
asgociation between %he low elasticity of international demand for Kuwaiti
_exforts, with a_high degree of commodity concentfétion of exports. Kuwait's
unique export trade position is likely to be favoured in the short-run because
of the relative Ghange in oil prices.

Improvements in production and marketing, necessary to stabilize'export
:earnings, may entail increasing the refining capacity and expanding Kuwait's
oil-tanker f1eet65.  It might also be viable to direct investments into

downstream marketing as well as refining facilities in consuming countries
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“(especially developing).

Kuwait also plays an impoftant role in the entrepot trade. This role
will have a parallel growth to that of demand for impérted commodities in the
gulf., ' Similarly, demaﬁd for non-oil exports of local produce will largely |
depend on the developing covntries'! markets. Therefore,hdeveIOping trade
relations with these countries is essential.

‘The income terms of trade have shown that Kuwait has been successful in
raising the purchasing power of her exports. _ In 1970, the low percapité
purchasing power started improving. If used as an index of individual
‘welfare it still suggests the emplbymént of seiective controls over
pOpulation influx.  Although the net barter terms-of trade have shown
sﬁBstantial gains since 1971, these gains are not warranted in the long-run,
with the rapidly rising import prices, Liberal trade policies, coupled with
Kuwait's large dependence on impoftgd commodities allow her market to absorb
externally originating inflation. In addition, the imbalances, in the economy,
ﬁeak competitive forces, and. market mechanism inflexibilities, increase the
inflationary pfessure. Contiolling inflation may involve fiscal, -monetary,
and structural measures outlined iﬁ Chapter 2.

impdrt demand shows a slowing trend in the 1970s, mainly bécause of the
Pariial saturation of the market with consumer goods. These goods still
represeni two~thirds of(impoits. However, the continuing development of the
_-economic infrastruéiure, and the establishment of.new industries has
stimulated demand for capital goods! imports. This is slowly changing the
composition of commodity imports. Moreover ihe_potential long~run dangers
of high export trade concentration indicate the urgency for a form of.
diversification, particularly.of the oil industry. This Qould.stimulate
import demand, which the favouraﬁle balance of payments might be ablé to

support. Rather, controls on imports are likely to increase the inflationary
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pressure, The topic of diversification of the economy is discussed in the

following chapters on industrialization.

~

o
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. See Plarming and Development Department, Al-Idarah Al-Amah Lemantakat Al=Shu'aiba

26.

27,

28,

(Shu'aiba Area Authority) (Kuwait: Dar Al-Siasah Press, 1973) pp. 40-l.

The KNPC is authorized by its charter to "engage in all phases of the petroleum
industry, natural gas, and other hydrocarbons, refining, manufacturing,
transporting... and distribution, selling, and exporting such substances'.

See Stocking, G. W., Middle Bast 0Oil (London: Allen Lane the Penguin Press,

1971, pp.440-1.

There is a tariff duty of 2 percent ad valorem only on goods transshiped in
Kuwait. However, exports of live sheep and pouliry are prohibited and those of
certain items as sugar and fats may be either licenced or prohibited in time for
emergency or shortage in Kuwait. Those of arms, ammunition and scrap metal

require licences.

The indices of geographic concentration for these countries have been computed
from: Central Depariment of Statistics, Statistical Yearbook 1972, Eighinh,
Kingdom of Saudi Arabia {Covernment Press, 1972) Table 9, pp.288-325;
Statistics & Research Department, Central Bank of Irag, Bulletin No. 11T,

(Baghdad; Government Press, 1973), Table 30, 32 and 33; General Union of

Chambers of Commerce, Industry and Agriculture for Arab Countries, Arab Eccnomic




29.

30.

31,
32.

33.
34.

35.
36,
37,

38.

. 39.

4o0.
41,

42.

43.

44.
45+

46.

Report, (Beirut, 1973) pp.300~-302. Commodity divisions have been maintained

‘uniformly throughout the calculations,

Kuwait produced 6.4 percent of world 0il consumption in 1972.

Pan Arab Consultants for Petroleum Economic and Industrial Developmenf The
General Agreement on Participation In Respect of Crude 0il Concessions In the
Arabian Gulf States, Studies on Key Petroleum Issues, No. 1, 1973 (Beirut:
Paroons, 1973) p.]18

The Arab Economist, Supplement Kuwait, No. 64, May 1974, p.13.

See the statement by Raul Prebisch, Secretary-General of UNCTAD, tublished in
Proceedings of the United Nations Conference on Trade & Development, Geneva,

23 March — 16 June 1964. Vol. II, Policy Statements (New York; U.N., 1966) p.76.
Mikdashi, op. cit. p.40.
See Penrose, E., "Middle East 0il: The Interrnatiornal Distribution of Prcfits

& Income Taxes", Bconomica, Vol. 27, August 1960, p,208. Posted prices, asseris
Professor Penrose, provide the means of "attributing profit to crude production

alone", on which the producing countries share in the total profits on the
- integrated operations of the major companies would be based.

Mikdashi, op. cit., p.186.
Tbid, p.116.
See Chapter 2 .for Kuwait's oil reserves estimates.,

Kindleberger, Power and Money (London: MacMillan & Company Ltd., 1970} p.78-80,
OPEC was established in 1960 after the o0il price cuts of August.1960, with one
chief goal "the restoration of precut prices". See G. Stocking op. cit., p.417.
Kuwait is also a member of the 1968 established Organization of Arab Petroleum
Exporting Countries (OAPEC),

Wilson, T., Sinha, R, P., Castree, J. R., "The Income Terms of Trade of Developed
and Developing Countries", The BEconomic Journal, Vol. 79, December, 1969, p.8i5.

Tbid, p.816.

Imlah, £, H., "The Terms of Trade of the United Kingdom", The Journal of Economic
History, Vol. X, No. 2, 1950, pp.176=T. :

Ibid, p.176.

See Reynolds, C. W., "Domestic Consequences of Export Instability" American
Economic Review, Vol. LIIT, No. 2, 1963, pp.99-102.

Mikdashi, op. cit., Table 7.3, pp.169-170.

The ratchet effect links between the theory of economic development and the irade
cycle theory. It is explained by the irreversibility of demand funchions.

-When a society becomes used to a higher level of consumption, their preferences

are corrected upwards, producing higher levels of demand for inccme than the
preceding one, at the expense of leisure. See Duesenberry's ratchet effect
argument in: Duesenberry, J. S., Income %av1ng and the Theory of Consumer

Behaviour, (Cambridge, Mass.: Harvard University Press, 1949), p.115.

T, Wilson, et al, op. cit. p.832,



47. The 11au1dlty resources exclude the 'gold trancne' position with the Internatlonal
Monetary Fund,

48, See Bl-Mallakh, R., Economic Development and Regional Cooperation: Kuwait
(Chicago: Unlver51ty'of Chicago Press, 1969) pp.90f. .

49. Eid, N., The Legal Aspects of Marketing Behaviour in Lebanon and Kuwéit, (Beirut:
Librairie du Liban, 1970) pp.61ff. Bread, flour, fish, water and drugs are some
of the essential commodities on which a form of governmental price control is

excercised., The June 6, 1967 Decree No,24 gives the Minister of Trade &
Industry, the authority to subject essential commodities to the system of price~
fixing.

50. Bank Al-Kuwait Al-Markazi, Al-Takrir Al—Sanawi Al-Thaleth, 1972 (Central Bank
of Kuwait, Annual Report 1972), (Kuwait: Makhawi P. Press, 1972) p.54.

51. IBRD, The Economlc Develgpment of Kuwait. (Baltimore: John Hopkins Press, 1965)
P79 '

- 52, T have applied to Kuwait the methodology of studying import elasticities employed
by Harberger, A, C., in his article, "Some Evidence on the International Price

Mechanism", Journal of Political Economy, Vol, 65, No.6, 1957, pp.506-12,

53. The average income elasticity of import demand between 1963/64 and 1973 was
- around the 0.40 mark, The average propensity to import in the base year 1963,/64
was 0.266, and the marginal propensity to import in 1973 was O.11, giving an

income elasticity of import demand of 0.41.
—

54, This partlal saturation can be substantiated by the fact that in the mid-60s, the
income elasticity of import demand was higher; for instance, in 1965/@6 it
-reached 1,32 and 1.41 in 1966/67

55. Harberger points out that a study of the reaction to price changes, which occur,
by and large, when the imperi or export prices of a country move in roughly

parallel pattern, should concentrate on those periods. This could be part—
icularly useful in the case of Kuwait,

56. Ibid, p.172. | .
57. Ibid, p.169.

58. Stafistical Abstract 1973, Tables 223 & 224, pp.407-410.

59, Mikdashi, op. cit. p.207.

60, Moursi, F., "Strategies For Maintaining the Value of Most Savings & Investments

- of Capital Surplus Countries in the Context of the Future International Monetary
System" (Translation of Arabic Original). Seminar on Investment Policies of Arab
0il Producing Countries 18-20 Feb., 1974 (Kuwait: The Arab Planning Institute &
Kuwait Economic Society, 1974) p.88 (18 of paper):

61. In this context it should be noted_ that Kuwait has ceased to be a scheduled .
territory in terms of the U.XK. Exchange Control Act of 1947. There is, therefore,
no prescription for Kuwait of emergency requirements, The country is still,

however, regarded as an Overseas Stirling Area. See IMF, 25th Annual Report 1974
(Washington D.C.) p.271. -

62. In the financial yeaf 1973/74 the dollar value of the Kuwaiti dinar went up by
about 12 percent.



63.

The analysis of price elasticity of demand involves other sources of energy, as
90 percent of oil is used for this purpose, as well as the relationship between
the prices of crude and refined products. See Shell Seminar, opt. cit., 4.3
p~l. For estimates of these elasticities see Mikdashi op. cit. pp. 116-121,

Kuwait's export stability is susceptible to an econcmic or political retaliation
by her customers., '

The Kuwait Oil Tankers® Company,; with a present fleet capacity of 800,000 tons
is in actual fact expanding its capacity. The company has placed orders for
4 super-tankers, which when delivered in 1976 will bring the fleet's capacity
to over 2,1 million tons.
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CHAPTER 4

Industrialization in Kuwait

The present chapter surveys industrialization in Kuwait, I+t is hoped
that this will facilitate a better understanding of industrial plamning and

potential industirial projects which are discussed in Chapter 5. Section 1

introduces the concept of diversification through industrialization as a

means of sustaining growth in the economy. Section 2 traces the evolution
of present ‘industry from four basic activities. Section 3 examines the
cufrent industrial structure. Section 4 reviewsAindustrial financing and
vocational training; whilst Section 5 deals with the government}s industrial

control policies. Section 6 discusses the growth trends and interdependence

of industrial activities and public utilities. Finally, Section T preovides

the summary and conclusions to the chapter.

Introduction

" The overspecialization of the economy in oil production makes its
dominance over other economic activities analogous to an agrarian secter
which more usually forms the dominant sector in developing countries.

Basically, the oil sector is modern in its orientation and development in that

" it is a technologically advanced, capital intensive enterprise. But the

éapitai absorptive capacity of this sector is 1i@iﬁed. Investment in oil
productioﬁ is reéuired only to the point necessary to support oil exportsl.
Thig is due to thé profitability of foreign-trade and the efficiency of the
international di;ision of labour reflected in Kuwait's improving terms of
trade. On the surface, the net effect of income and price elastioities on
the Coﬁntry's té}ms of‘trade favour increased specialization.,

It is generally thought that specializing in raw material production is

an enclave type of develcpment which does not have a strong effect on the
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economy. Singer2 argues that specialization in raw material exports,
largely as a result of investmeﬁt by the:industrialized coﬁﬁtries in
developing countries has certain ad&erse consequences;, It removes most of
Athe secondary and cumulative effects of investment from the host country to
the investing countfy. This t&pe of specialization andAlack of secondary .
and cumulative effects of investment has restricted economic development.
Economic activities have been concentrated in areas offering less scope for
tecﬁnological progress, internal and external-ecqnomies, and generally
reétrained the development of industry..

Dr. Khoja3 of the KFAED has esﬁimated theAdevelopmental impact of Kuwaitfs
0il sector on the rest of the economy for the period 1962/63 to 1969/70. To
ésfimate'the extent to which the grthh.potentialef the o0il sector is
realiged, Khoja compared the value added of the exogenous variables4 to the
value added  -of other epoﬁomic sectors. fhe 01l sector's contribution to
nationai income is the main component of the exogencus variables.  This
analysis entails considering variations in the ratio of national income to the
value of the difference between total exports and the net factor income
transactions with thevrest of the world., This ratio, which averaged at 1.76
during.this—period, dropped from 1.9 in 1962/63.t0 1.6 in 1969/70. That is,
therratio of national income to the oil sector's contribution has diminished
with the rise of this sectof's value added. A diminishing ratio means that the
0il sector's contribution to national income is érowing faster than that of
the value added of the rest of the economy. | Therefore, the developmental
impact in geneféting and increasing the value.added of other sectors by the
o0il sector,khas diminished,

In the short-run, the 1iﬁited effect of this seotof on the economy is not
alarming. The contribution of éverseas investment earnings to national income

is growing The maximization and securing of the earnings have been dealt

.
" » 1

T
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with in Chapter 2. With recent oil price rises, the purchasing power of
Kuwait's exports is favourable.  But the improvement in the terms of trade
cénnot be guaranteed for long periodé as world inflation ;rodes the oil price
increases.. In addition, the overspecialization of the economy intensifies
factoral and sectoral imbalances (refer to Chapter 2). Therefore, diver—
sification of the productive pattern would reduce the degree of vulnerability
of the economy., Khoja's results indicate that in the case of Kuwait
diversificatioﬁ would reduce the economi's_vulnerability in two ways. Firstly,
it wouldAincfease the value added of non-oil sectofs - incluéive_of_overseas
earnings - relative to the oil sector. This outcome is contrary to the

' expécted results of diversificationS. Secondly, diversificatioﬁ would
decrease the ratio of the percentage change in national income to that of the
0il seétor. The change in the last proportion is a resuit of the change in
the structure and the behavioural characteristics of the eoonomy6 over time,

It is generally acéepted that a degreevqf diyérsification of the pattern
of production wouid broaden the scope of technical progress; develop human
resources; ‘maintain the long~run growth rates of national income; and absorb
part of theicapital surplus. Kuwait is distinct among developing countries
iﬁ the sense that the dominant sector is oil production, whereas the traditional
‘.secfor'(in terms of employment) is services. Hence, diversification of
sectors and factors of produqtion for Kuwait has unique features. With the
agricultufal sector virtualiy non—-existent and if; potentials minimal,
diversification involves striking some degree of balance between the oil sector
and the manufacfﬁring sector; and between the trade and services sector and
the manufacturing sector., In brief, a concrete development policy réquires
.establishing a degree of balance between the traditioral and dominant sectors
and the modern urban—gndustrial sector. The following sections are concerned

with the present structurs of the industrial ssector.




4.2 Evolution of the Industrial Sector

_Since the late 19503, induétrializafion hag gathered ﬁomentum with the
development of the oil industry. Previously all the‘developmental requirements
of 0il and the social and economic infrastructure were imported. Industriai
units wére set—-up randomly rather than according to a plaﬁ. The rumber of
these units totalled 2370 in 1970, of which 1755 employed an average of 3 or
less-workers7. Average employment in the rest did not exceed 18 workers.

By and large, thesé industrial units carried éut repairs and maintenance.

Industrial development in Kuwait caﬁ be traced back to four actiyities:
construction activities and cdnstruétion materiéls; public utilities; marine

-oriented industries; répairs and maintenance., -With the proliferation of -
déVelopment needs, an& rapidly"rising.demén& fof public and residential
buildinés, one of the first sectors to flourish wés the construction. Initially,
most of the construction materials needed-in Kuwait were imported, The

-development of the construction secfor has 19d to the utilization of Kuwait's
Quarrying localities. High transport costs of the heavy construction materials,
and cheap energy, has given local production a competitive edge over imported
materials, . For.instanoe, by 1953 all raw materials were available to produce
sand-lime bricks., Deposits of limestone and rock with a good calcium
carﬁonéte_content and deposits of sand containing a high silica content were
discovered in the Ushairej afea8. In 1956, a sand-lime brick plant (esta- :

- blished in 1953) started the production of bricks“using imported lime. In
1958; after the completion of a lime-making plant powered by natural gas,
sand—iime brick ﬁas produced wholly from domesfic inputs. The output now
satisfies the domestic market.

In the public ufilities éeotor, the industrial activities which have
developed include gas manufacturé, seawater desalination, and eiectricity

generation,. Due to the inadequacy of fresh water supply, the remarkable
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development of water desalination and distillation plahts (caustic soda, salt,
hydroohlqric acid) was necessary to meet rapidly rising consumption.

Marine-qriented activities, historically, have been a traditional sector.
Marine resources, and the large variety of fish breeds in the Gulf were for
long the source of livelihood for Kuwaitis., With fishing and pearling,
related activities, mainly boat building, evolved. This traditional sector
and its experienced labour force have formed the foundations of todays modern
fishing, fish-packing and shrimp proceséing industries.

The(foufth activity, repairs and maintenance has been sbimulatgd through
the rapid rise of car ownership.  The development of an adeguate road network,
high percapita income and the liberal import policy resulted in a total
registration of 174 thousand motor vehicles by 1972., This represented
approximately 1 vehicle to every 5 persons. The ffanSpoft.equipment import—
ationvrepreéented an astounding 14.2 percent of total 1972 imports. Motor

. vehicle importation of fhié propoftion has induced the rapid development of
repairs and maintenance industries, with skills largely acquired on the job.

- Supplementing these industrial activities, other miscellaneous activities have
been set-up such as flour-milling, bread-baking, tailoring, and various
handicraft activities. :

In the ear}y-1960s the government initiated a policy of participation in
order to establish an organized industrial sector. On 4 March 1965 the
National Industries Act was ﬁasséd9. Its aim iérto organize, develop, and
encourage this sector. ' It defines the industrial establishment as that
engaged basically in transforming raw materials into semi or fully-processed
products.lo Thenceforth, industrialization has stressed the petroleum and
natural gas-based industries.

4.3 Current Industrial Structure

The manufacturing sector, excluding oil extraction and refining, has two
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distincﬁ features. Firstly, in terms of products, oil-based industries are
pre@ominant. Secondly, the predominant’organizational struéture is the
quaéi-public or mixed secior in respect of both investﬁent and output. The
‘nbn—oil_based industries are concentrated in the private sector. These are
characterized by small scale, labour intensive establishmeﬁts and cater for the
local market. These industrial establishments are small both in terms of
fixed capital and employmentll. The"only exceptions are beverage manufactures,
 ‘fishing.and fish~packing. |
According to thé 1970 industrial census, the value of fixed capital and
- the number of employees in the privaté manufacturing sector to the manufact-
uringfséctor's total (both private and mixed) was 9.2 percent and 59,3 percent,
resﬁectively. * The number of private.establishments was 332, or 96.5 percent of
the tqtal as shown in Table 4.a. Employment, therefore, ﬁaried between 3 and
80 employees; whilst the Manufaotﬁfing of beverages (4 establishments), fishing
- and -fish~packing (1 establishment) were medium-sized establishmenfs, employing
over 150 employees. With these exceptions, all types of establishments in the
privaté sector average.only 16.7 employees per establishment. Their main
activities as shown in Table 4.b, were the manufacture of food, soft drinks,
priﬁting and printed products, metal and non-metallic mineral products, chemicals
and éhémioal and plastic products (industries derived from petrochemicals).
In-addition, there are a numﬁer of repair firmsnpf diffefent non—-electrical,
‘electrical, and transport equipment. That is, local private industries |
generally provide consumer products, and are aimed at the satisfaction of local
demand, - HOWeve;; they have difficulties in sélling.
By Middle Eastern standards, the Kuwaiti consumers are well inforﬁed aﬁout
- .the market. They have acoess.to, and their tastes are biased tpwards; a
variety of alternative imported pfoducts. Therefore, tariff protection, with

tariff duties sliding uvp to 15 percent, is not sufficient to protect local
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Table 4.b

Private Sector Manufacturing Industries

(1970 census)

84

Value of

‘Industrial Activity Number of Number of
Establish—- Employees Fixed Capital
ments (in KD)
Fishing & Fish Pa.ckinga 1 158 202509
Manufacture of Food 37 779 - 1313739
" "' Beverages 4 1180 1552817
" " Footwear & _
Made—up Textiles 8 34 3535
" " Paper & Paper
Products 3 69 205157
" " Printing &
Printed Products 24 738 861383
b " Leather & Leather
Products 4 36 4125
" " Chemicals &
_ Chemical Products 7 24 647912
" - " Non-Metallic
Mineral Products 59 1433 781247
" i Metal Products 131 1444 793530
" & Repair of Non-Elec—
trical Equipment 19 240 188454
" & Repair of Elcotrlcal
Equipment 23 203 123835
H & Repair of Transport
Equipment 10 162 40406
" of Plastic Products 2 25 15114
Total 332 6804 6793761
Source: Statistical Abstract 1973, Table 187, pp. 270-275; Strategy and

Prospects of Industrial Development in Huwait, Tripoli, 1974, op.cit,

Table 16, p.21.

(in Arabic)

Shis Company later merged with two othefs to form the '"United Fisheries
Company ' (1971)
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production (see section 4.5). However, aven if the local market were
protected, technological competitiveness of local industries would improve
"~ their selling position. Despite the fact that some of these industries are
equipped with modern machinary, their productivity is generally low (refer to
Chapter 5, section 4)., Local industry retains a relative oompetitivé leverage
over imports, only because of the high transportation costs,

Small scale industry of this sort cannot provide a 'take~off' group.

Noting this, Professor Bowen——Jones12 posfulates that one of the reasons fer the

small size of industrial establishments in Kuwait is that they are "predominantly

family affairs",  However, it may be thalt these establishments could play an

important complementary and interdependent role in industrial development,
Their activities, as demanders of products, as suppliers of needs, and as agents
~of répair and maintenance, expand through the spread éffect.with the growth of
‘ﬁhe leading manufacturing industriés.

As noted above the mixed seofor is dominant. This is represented by'its
90.8 percent share of total investment.in the fixed assets of the manvfacturing
.,sector_(see Table 4.a). The mixed sector is defined to include all firms
. where the Kuwaiti govermment holds between 20-380 péroeﬁt oflthe equity. The
remainder is held by nationals, individuals, and private enterprises. In
. order to gset—up industrial ventures and to channel the surplus capital into the
manufacturing sector, the government initiated a policy of direci participation
with the private sector in 1961. The government“either participates in the
equity of industrial firms, or establishes industrial plants and later offers
their equity to the public for general subscription, The Kuwait Chemical
Fertilizers Company and the Kuwait Prefabricated Housing Company are examples
of'the‘lat%ér.

An.accounf of in&ested capital 1s neceessary to assess the contribution of

the public sector to the manufacturing industry, In Kuwait, insufficient




statistics prevent estimations of accumulated and retained reserves. However,

- the role of the public scchor can be cstimated by its share of authorized

capital of the manufacturing sector, in toto. Since the mixed sector
companies represent the bulk of Kuwait's manufacturing industries, the share of -
the public sector was approximately 51 percent of the sector's total fixed
capital, in 1970. ¢

This sector is characterized by medium to.large—scale, capital intensive
establishments, generally inclined to moﬂopdly° Table 4.c¢c shows details of
companies in the mixed sector. Total investments are about XD 16b_million,
and the.employmeut to establishment ratio ranges from 45 to 1500, The vast
majority of the mixed sector's output is oil~based. Oil-based énd related

industries are fertilizers, chemicals and chemical preducts, metal tanks and

; tankers. They generate over 90 percent of the net value added in the man-

ufacturing sector. The other existing industries are related to construction,

" for example metal pipes, sand-lime bricks, paints, varnishes, furniture,

- . asbestos pipes and sheets, wooden pre-fabricaied houses, and cement.  The

. remainder process bread, macaroni and biscuits. These industries are largely

4.4

export=oriented, particularly the oil-based output, 90. percent of. which is

exported due to the small requirements of the local market (see Table 3.c).

" Therefore, the rapid rise in the value of industrial exports portrays the

growth of this sector. These exports averaged al, KD 6 million in 1970 and

1971, and more than doubled by 1972 (KD 16 million). More importantly, the

expansion is expected to continue, and the output to double again within the

following two yéérs.

‘Industrial Financing and Vocational Training

This section is in two parts. The first deals with the governmentfs
promotional policies for, and the contribution of commercial banks to

industrial financing., Part fwo slaborates another elemeni of the
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gpvernment's promotional policies, namely vocational iraining. Government
industrial findancing is both direct and indirect. Participation in mixed
enferprises, as discussed above, and the provision of loans to mixed sector
industries through the Ministry of Finance and Petroleum are the direct
measures., The indirect measures consist of fiscal legislation and industrial
financing through specialized financial institutions.

Fiscal legislation provides tax exemptions for up to ten years for new
industrial establishmentslB. ‘Further‘incéntive to industrial financing is the
govermment's liberal policy on foreign investments; Foreign inyestments are
entitled to the same privileges given to national capital as far as freedom of
capital transfers are concerned. On the other hand, the commercial law
(No, 2/;961) requires all business to’have a majority Kuwaiti participation
in order to ensure local control. Apart from oil refining; foreign investment
has been insignificant.

Sp@oialized industrial finanéing is indirect and is at present carried
gut by the Savings and Credit Bank¥4.' This bank was established in 1965 to
replace the Credit Bank, and is fully government-owned. In the financial
yéar.197l/72 (ending in March) it gyanted XKD 35.6 miliion in loans, or 23
percent of total commercial banking loans. hAs shown in Table 4.d its
indﬁstriai loans did not exceed 3.9 percent. The bank's interest rates on
égrioulture, social and industrial 1oans.did not exceed 3 percentls, and were
- borne byA%he Ministry of Finénoe and Petroleum. “ Industrial loans are
regtricted to less than 50 .percent of the nominal capital of a project..
Remarkably'though, the bank is prepared to finance unprofitable projects, if
their sociél rates of return are high. As a developmental financial
'instifuiion, the bank hag yet to take the important step of subécribing to the
investment éf indus{fial projects. - The bdnk's limited contribution to

industrial financing can be explained by ifs policy of concentraiing on the

' '
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Table 4.0

Loans Given by the Savings & Credit Bank and the Commercial Banks in

Million XD, According to Type of Loan in 1972 (March 31st)

Type of Loan Savings & Credit Bank - Commercial Banks
Value Percentage Value Percentage
Real Eétate 31.20 87.5 ' : - -
Tndustrial - 1.40 R 21.30 14.1
Social 2;20 6.2 - -
Agricultural 0;05 0.1 - -
Trade - - ' 106.30 70.4
Construction - 1 - 23.50 15.5
 Other | 0.77 2.2 - < -
Total ' 35.62 100.0 151.10 100.0

Percentagerf Savings & Credit Bank Loans to Total Commercial Benking Loans=2Z2.9%

Source: Central Bank of Kuwait, Al-Takrir Al-Sanawi Al-Thaleth (Third Annual
Report) 1972, (Kuwait: Makhowi P, Press, 1972) Tables 52 and 55 pp.i23 and 128,
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'provision of social loans (housing etc.). Accordingly, credit shortage
remains an important constraint to new iﬁdustries particulariy small ones,
needing to purchase capital goods and bear other Operétional expenses, In
drder to ease this financial constraint, the Industrial Development Bank (IDB)
was established in 1974. |

As shown in Table 4.e, the IDB's capifal of XD 10 million, is underwritten
by the government and the Kuwaiti finéncial institutiéns. This is the usual

.prooeding in other LIDCs. Article No. 5_of the agreement establishing the
IDB and its by-~laws stipulates thatlthe bank's aim is to help develop.and

diversify the ecbnomy. It aims af dchieving this through encouraging new
industries and supporting existing private and mized sector establishments in
ali fields, In the longuruh, tﬁe IbB could assist substantially in developing
industfy. Provided that there is no disgriminatory treatment, it could help

. reduce éapital market imperfectidhs. It could also contribute to the

reduction of the cost of financing investments, and the role of.direct
government loans to industry.

in fact, commercial banks and not specialized public financial institutions
provide the bulk of industrial credit.  The commeréial banks are now awarding
industrial projects short-term credit on a rotating basis., In 1972, of the
totél'loans to the industrial séctor; KD 21 million were granted by commercial
banks, as Comparéd to KD 1.4.mi11ion by the Savings and'Credit Bank. The |
 abundance of capital in the private sebtor means that private financing can

be substantial.: Since ‘the Central Bank is restricted by law (Article 166 of
the Commercial iéw) to a T percent interest rate ceiling, its intervention to
stabilize and facilitete the saving-investment process is limited. Con—
Sequently, the private sector;s preference fbr investment abroad continues.

The government is aware of the importance of the rcle of vocational and

technical training for obtaining skills, Thus it has egtablished the
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Table 4.e

The Underwriters to the Industrial Development Bank's Capital

Name of Underwriter ‘Value in '000 K,D,
Government of Kuwait S 3,500
Central Bank of Kuwait " ' 1,400
The National Bank of Kuwait 1,000
The Commercial Bank of Kuwait - 0,500
ThevGulf Bank ' . 0, 500
Al-Ahli Bank of Kuwait | 0,500
Bank of Kuﬁait»and the Middle East 0,500
Kuwait Real-Estate Bank ‘ 0, 300
Kuwait RenInéurance Co.. . . c,075
Gulf Insurance Co, . v - 0,075
Al-Ahlia Insurance Co. - . 0,075
Kuwait Flour Mills Co. . 0,500

’ ‘Kuwait Manufacturing Metal Pipe Company 0,500

| National Industries Company 0,500
TOTAL - B 10,000

Source: The Arab Economist, Supplement Kuwait, May 1974

No. 64 (Centre for Economic, Financial and Sccial Research and

Documentation S,A,L,, Beirut, 1974) p,59
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Technical School in Kuwait City which has an estimated 700 students per year,
The ILO manages the Shuwaikh Training Centre of the Ministry of Social Affairs

and Employment which provides further training in mechanical and elecirical

' engineering, The period of training is for 18 months, and has 116 trainees.

1

In 1973 the number of trainses complefing their course was 54. The Ministry
has plans for éxpanding enroliment and establishing other centres. By
preparing the outstanding trainees (11 out the 54 in 1973), the Ministry hopes
to extend the training sfaff, Moreovef, the centre is spomsoring upgrading
courses of 4 monthg duration for civil service technicians. l In.1973 about

50 employees of the Ministries of Electricity and Watef, and General Works
joined these courses. In additioﬁ, 16 industrial supervisors enrolled for
similar_courses. It is planned to repeat the upgrading-courées 2 to 3 times
every>year to make the fullest use of the centre's facilitiés.

The government is resorting to other courses of action in order to expand

. vocational training., Arrangements are being made with indusfiries and technical

institvtions in industrially developed countries for up—grading courses and

ton~the-job? training for operative supervisors and managers. Finally, whereas

technical training remains limited, managerial training in the mixed sector is

1

non~existent (see Chapter 2 section 9)., Time lags add yet another impediment

. to the materialization of these skills,

Government Control Variables

The public sector's industrial policies can be in the form of licences,
quotas, taxes, tariffs, and price and output subsidies (in the public sector).
. ' . 16
In a broad sense, these policies behave as conbtrcl variables . The part-
icular control variables which the Kuwaiti govermment employs are licences,
tariff'exemptions, and tariff protection. Nevertheless, these instruments are
used. to a limited extent, and on a temporary basis allowing competitive forces

to operate.

The Administration for Industrial Affairs (ATA) is the industrial sector's
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orgenizational organ and is responsible for providing it with services and
facilitics as prescribed by law. It operates within the rules and regulations
of the National Industries Act of 1965. The Industrial Development Committee
prepares the necessary studies and reoommendations for in&ustrial development
and provides means for the oo~ordinatioﬁ, protection, encouragément, and
licencing.df'indiyidual industrial projects.

Through these organizatiohal_structures, fhe government has. the power
to'grant tariff protection for 1ooal industries of up to 50 percent of c,i.f,
import priceé of similar goods, But active industrial protection is still
modest, and ranges between 10 and 15 percent for a limited period (usuallj 5
to 10 years) for import—substitution products. Although it is insufficient
at this level, it may encourage some private enterprises where‘intefnal
economies, reflecting increasing'refurn to scale (along pfoduction functions)
gxist; These economies allow such supplier firms to equalize their costs with
. Ceie.f. import prices. " Other firﬁs reguire a longer.period of protection to
_équalize their cost with c.i.f. import prices. Where external economies
exist, in particular, the period of production ought to be stretched.
According to the infant industry dogma17, this low level of protection may
prove ineffective to most prbtected firms, In the process, it will represent
- a nét modérate loss to the consumerl8. Oof copfse, effective protection is
Uneipected in the forseeable future, not least since the government does not
require tariffs as a source of revenue. An altéfnative to protection could be
the applioation of the finfant industry' policy, directed on.a pilot project19
basis with subsidies applied on a regressi&e Basis. Since the aim is
increased production, this could be an optimal government policy. The object
of tariff protection, at least in the short-run, is not the reduction of the
volume of imports. fhe last control available,Aliéences, is discussed in the

following chapter, with the industrial planning experience of Kuwait.
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Growth of the Industrial Secior.

We have seen earlier that growth in oil revenues.overshadows growth in
other sectors, Therefore, to understand the full contribution of the non-oil
industrial activities to the national economy, the manufacturing and construction

sectors are taken together to represent the indusirial sector, The growth trends

and expansion of hoth activities, as well as the public utilities sector, are

demonstrative of their interdependence,

In the case of the manufacturing séotor, its overall growth rate was.
17 percent per annum hetween 1971/72 and'1972/73. Tts contribution to GDP
increased immensely by T3 peréent between 1966 and 1972/73. But the sig-
nificance of the growth of the manufacturing sector in absolute ferms has been

dampened in relative terms by the growth of oil revenues. In relative terms,

it constituted 3.5 percent of GDP in 1966, falling to 3.0 percent in 1972/73,

as shown in Tablie 4.f.

The construction séctor, as a necessary input to establishing and
expanding refineries, gas, petroleum or other industriél sites, has been growing
at a similar rate. For the same pericd, 1971/72 10 1972/73, its growth rate
was 16 percent per anﬁum, representing a forward linkage effectzo{ Qutside
the oil sgotor, construction is thé largest single sector, representing 3.3
percent of GDP in 1972/73. Hence, fhe impact on employment was dispropor-
%ionate, for it employed 28 percent of the labou# force, less than 13 percenf
cf whom were Kuwaitis (in 1970). Waturally, further expansion of the industrial
sector will create preséure on the limited supply of labour.

There is a backward linkage effect between the rapidly growing

“construction projects, and the local building materials indusiry (construction

projects are discusse@ in Chapter 2, section 4). This effect is clearly
demonstrated by the construction materials industry's 49 percent share

(KD 12.5 million) of total capital invesfiment in the nom~oil industrial sector
in 1973, For insfance, the Cement Cohpany envisaging this boom, 1is carrying

out geological surveys in different parts of Kuwait to secure raw materials to

_expand ihe company's production capacity from 300,000 toas per year to 750,000
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Table 4.f

Contribution of Sectors to GDP,A197O/71 to 1972/73

(in' Million KD)

Sector 1970/71 - 7Y/72 1972/73°
Value  Percentage | Value Percentage | Value Percentage

Extractive | 656 60.7 906 64.0 983 63.2
Mamufacturing | 38 355 | a2 | 30 46 " 3,0
Construction 34 3.2 40 2.8 52 3.3
Utilities 75 6.9 | 8 | 6.2 104 6.7
Services 146 13.5 163 11.5 182 11.7
Government :

Services | 132 12,2 176 12,5 189 12,1
Total 1081 100.0 1415 100.0 1556 100.0

Source: Central Bank of Kuwait, Annual Repori 1973, Table 5, p.28, (in Arabic)

e = estimates
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tons in 1975'. The second phase of this survey has.been completed. It shows
the availability of 100 million tons of clink-stone used for the production
bf the necéssary clinker for cement production. The development potentials
of the construction materials industry is derived from the availability of
local raw materials shown in the case of the sand-lime brick production, The
govermment recognized these potentials and signed a contraot in July 1973 with
the Canadian consultancy company G. Sproulf to carry out, in cooperation with
‘Kuwait University, a 14 month long gebldgicai survey of quarrying localities,
suitable for the construction of manufacturing industriele.'

The public utilities sector, is complementary to the industrial sector.
Its complementarity produces external economies to the latter. These
utilities, consisting of electricity, water, and natural gas, figure pre-
eminenfly in industrialization plansgz. Domestic producfién of these utilities
.aré induced by derived demand, or backward linkage effects froﬁ the manufact-
.:uriné sector, A notable example is the Shuaiba industrial estatefs
utilization, and with the exception of natural gas, the production of these
utilities. Of the potable water consumed in Kuwait in 1972, only 8 percent
was potablé underground well-water, Therefore, water desalination and
distiliation was stepped up. It doubled beéween 1967 and 1972 to meet the
15 berocn% per annum growth in potable water consumption. The Shuaiba estate's
desalination plants produce about 44 percent of the total potable water
production, Its industries}use a small, though.increasing portion of this
water directly'from the estatets northern plant for cooling and othe? processes.,
The estate's electric power generating plants produced 76 percent of Kuwait's
total electric 6utput in 1972. Its industries consumed close to é quarter of
the 3009 million kilowatt—hours consumed by the public in this year.
Consumption of elecfricity by these industries has been rising at a staggering

- rate of 31.5 percent per anaum as opposed to a general rise in electric
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consumption of 19 percent per annum betwsen 1968 and 1972, The natural gas
consumption of the estate has beén growiné at similarly high rates of up to
36 percent per annum.for the same period as opposed to‘tﬂe T percent annual
, rate.of growth in cohsumption for the country. The natural gas is supplied
| to the estate directly from the Bourgan Fieldsé In 1972,-the estate and
public utilities® share of total natural gas consumption was 35 percent. It
was utilized both as a feedstock and a fuel by the petrochemical and refining
indusfries, and in electric generation, and wa%er desalination.

The industries of the éstate have access to external economies through
. the availability of these utilities and port faéilities. Therefore, a
determinant of the spread effecf, the interdependence through backward and
fofﬁard linkages among the mahufacturing,-the consﬁrﬁotion, and the public
utilities activities may stimulate further local activities, It is also
likely that the backward linkage effect will be highest in the manufacturing
of final products, The'relative importance of o0il as an energy,scurce and as
a feedstock may alter accordingly.

Summary and Conclusions

The industrial sector evolved from four activities, construction and
construction materials, public utilities, marine-oriented industries and‘rebairs
andvﬁaintenance. Since the late 1950s industrialization has gathered
momentum. However, indpstrié,l units were set-—up randomliy, and the size of
“these ﬁnits, reflecting the scale, was very small.. In the early 1960s, the
govermment initiated a policy of participation in order tc establish an
organized sector. The growth of the organized, or mixed sector changed the
| organizational and production structure of the manufacturing sector. Whercas
industries pf the pgivate manufaoturing sechor remained, by and 1arge, small
Ai scale, labour intensive, catering-forAthe local market, the mixed sector

industries, were largely medium and large scale, capital intensive, and expcrt-
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oriented oil-based industries,

Apart from the government'e direct ﬁarticipation and establishing of
industrial projects, there were other measures for the promotion of industrial
finahcing. Fiscal legislation for both national and foreign investment is'
liberal, though the latter has been insignificant. Indifect government
financing since 1960 was initially carried out by the Credit Bank and later
by the Savings and Credit Bank, Their contribution to industrial financing
was limited as their activities were geared te financing social projecte.
This prompted the establishment of the Industrial Development Bank in_1974.
By comparison, indirect financing by commerciai benks has been much more
significent.‘ However, both private and public industrial financing has
realized only an infinitesimal part of its potential. Another government
meesure for the promotion of industrialization is vocational training.
Although vocational training is eXpanding; it remains limited, and time
consumiﬁg. The public sectorts control variables for industrialization are
'feetricted. The level of industrial protection is low. Subsidies applied
on a regressive basis may prove to be more beneficial,

Finally, the development of the oil sector has had little impact on the
rest of the economy. Therefore, to reduce the degree of vulnerability of
the.economy and to develop the productive capacity, the development of the
iﬁdustrial sector becomes a hecessity. The complementarity of the manufact.-
' uriﬁg, construction, and public utilities activifﬁes, is exemplified oy their
. similar rates of growth. Growlth of industrialization by developing
complementarities, external economies, and aceumulation are items discussed
in the following chapter which reviews the methods and planning course of

~ industrialization.
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Development Plamning

This chapter is concerned with industrial planning-in Kuwait and its
implication .for the development of the economy. | Section 1 is concerned with
the background to industrial planning, and potential industrial projects.
Section 2 reviewé fhe theories of balanced and unbalanced growth in relatiocn to
the indﬁstrialization of Kuwait. Section 3 deals with the criteria governing
the public sectorfs investment policies and how these policies could induce the
private sector'ts ability to invest. Section 4 discusses labour éoﬁstrainfs and.
the importance of labour productivity. Section 5 reviews the prospects for

advanced technology with Kuwait's factor endowments., Section 6 discusses the

~use of natural gas in industrialization, Finally, section T provides the

”summary and conclusions to the chapter.

Development Planning

Industrial Planning is not new to Kuwait. The first step taken in tﬁis
direction was the setting-up of industrial estates in 1952. This step accom-—
panied the approval of thé organizational plan of Kuwait city and its suburbs.
An industrial estéte was conventially defined as a plot of land embracing a group
of féotories provided with the necessary-public utilities. The land was
divided into small parcels which were offered by the government at nominal renis
with long-term leases over fifty years. These &states aimed, initially, at

. . . 1 '
encouraging eccnomic activity generally .

Thefé are three such industrial estates: an area within the limits of
Kuwait city; an.area near the seaport known as the Shuwaikh in&usﬁrial estate;
and the third is the Shuaiba industrial estate, The last, called after a
nearby village,'ié the most imporitant and is located 50 kilometers south of
Kuwait city, on the Gulfav An ETmiree decrce was issued approving the Shuaiba

estate project on 14 May 1964. Tke decres also appointed a committee of elgnt,
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chaired by the Minister of Finance and Lnduqtryz,.to supervise the projects.
Work on +the Shualba esfate started in 1964 to Drov1de public utilities and
industrial projects. Public uwtilities located within the estate now include
electric power stations; natural gas; water distillation and cooling water
pumping'stations; a seaport; an oil jetty; wroads, street lighting, a drainage
system; industrial clinics, and a medical centrg. The importance of this
estate is that it was the first major step towards the development of an
indusfrial séctorc The estate was intended primarily to help set—up heavy
industry. The first.was the Kuwait Chemical Fertilizers Company in 1965, and
this'was followed by the Kuwait National PetroleuﬁnCompany. |
Diversification plans were drawn up in 1953 by the Industrial and Process
Engineering Consultants of London, under the auspices of the Kuwaiti Ministry
of Financé and Industry. Emphasis was given to projects utilizing petrcleun
and gas, especially petrcchemicals and fertilizers. There were others for

3

aluminium smelting, steel, cement, tyres, and plastics~. Some of these projects
have bgen implémented. Other projects were incorporated into %he first
dévelopmént‘plan (1968—1972), ard then into the industrial development scheme
during the past three yeafs.

The genefal principle of the first development plan was to maximise the
national income. Its aim was to diversify economic activities. It was,
howeVer, recognized that there are limits which restrict. the level of investment.
. The limits genérally depend on the availability of skilled labour, new markets,
and. the expansioﬁ of‘the»éountry's industrial framework. Since these dependent
factors take time to materialise, the plan opted to phase industrial development4.
Therefore, in the preamble to the plan, gbout 9.4 percent of total national
investment only — KD 8 million -- was alloted to the industrial sectqu.
Finally, we may note that the role of this plan has been to act as a guideline

for the private and public sectors! investments, Subsequently, evaluvating

the oulicome ofqihe plan at present is premature.
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The Administration of Industrial Affairs (AIA).of the Ministry of Trade
and Industry, designed the indusirial development scheme to set—up mixed sector
industries., The scheme, which classifies planned industries according to their
market orientation, is consistent with previously designed and implemented
industrialization plans. All potential eXport—bfiented industrial projects
are,oil—based, with the exception of aluminium smelting, which is powered by
naturai gas, As éhown in Table 5.a., the planned. investments totalled XKD 250
millioﬁ, distributed amongst the primary lubrication oils; liquid gas;
aluminium smelting; .primar& énd intermediate petrochemicals; melamine; and
azotic (nitric) fertilizers, New plans are being drawn up to eipaﬁd the
petrochemical complex project and raiée its capital investment from XD 100
million to KD 400 million.,  This would raiée the tbtal planned investments in
export-oriented industries to KD 550 million.

‘Plénned import—substitution.industrial projects can be divided into the
manufacturing of construction materials, food processing and cther consumer
goods. The bulk of investment is allocated to the manufacturing of Constfuotion
materials — about XD 60 million out of KD 81 million (Table 5.b.).  The most
important congtruction materials projécts are construction iron (KD 35 million);
wéod sawing and compressed wood and veneer (KD 4 million); and the expansion
of the Cement Company's capacity by 700,000 tons (KD 16 million), Consumer
goods projects include spinning and weaving (XD 8 miilion); tyres (KD 64 million);
and sugar refining (KD 2 million). In 1973, 26 “import-substitution projects,
employing an estimated labour force of 1 thcousand were licenced, partly or fully.
These tofalled approximately KD 8 million, as shown in Table 5.c. The ﬁost
important construction materials projects were crushed stone and crushed artific-
ial stone. In food processing the largest project was sugar refining. Metal
furniture and other consumer goods projects were alsc licenced.

FProm these potential projects, thé following industrialization course emerges:

1 — Of an estimated KD 639 million planned investments, 86 percent are
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Table 5.a

Export~Oriented Industrial Projectsa

Industrial Activity Investment Volume of Production

' Estimates

in
Million KD

Aluminium Plant 35 120,000 tons p.a.
Primary & Intermediate _ :

Petrochemicals : 100 - Different products
Liquified Petroleum Gas . 100 4,5 million fors p.a.
Lubricating Oils -5 60,000 tons p.a.
Melamine - . 4 10,000 tons p.a.
Nitric Fertilizers 6 14 tons daily

Total Investment . 250

Source: Administration of Industrial Affairs, Ministry of Trade & Industry,
Itijahat Wa Istratigiat Al-Tanmiah Al-Sinaiah Le~Dawlat Al-Kuwait, Tripoli 1974
(Strategy & Prospects of Industrial Develcpment in Kuwait), (Kuwait: Government
Printing Press, 1974), Table 24, p.31 (Arabic).

Note: p.a. = per annum,

®Studies of projects and means of implementation are being prepared.  The
private sector will participate in these projects.

bPlanned capital investment in the petrochemical complex project might be

raised to KD 400 million.
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Source: Strategy & Prospects of Industrial Development in Kuwait, Tripoli,

1974, ope cit., Table 23, p°30 (Arabic): The Arat Economist, Supplement Kuwait

No. 64, May 1974, Tables 2 and 3 pp.60-1.

Notes: Employment Estimates include both personal and The Arab Economist

estimates. The public sector will participate in some of these projects.




Table S.c.’

Licensed Industrial Projects During 1973
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Kind of Industry

Estimated Capital

Estimated

in '000 K.D. Labour Force

Sugar 2,000 122
European Bread 17 10
Ice 21 9
“Fruit Juice 80 30
Soft Drinks 460 78
Animal Feed 46 12
Copy énd Note Books 38 16
Cemeﬁt Péper Sacks 230 19
Paper Envelopes 35 11
Paper and Plastic Bags 35 12
Sanitary Products 105 78
Hydrogen Oxide 150 19
.,Dry Batteries 325 44
Bottliﬁg Carbon Gas 70 21
Carbon Dioxide Gas 55 10
Powder, Cream, Candles 75 13
Glass for Cars' Windows 100 21
Crushed Stones ‘ 1,500 149
Artificial Crushed Stones 1,155 50
Insulating Material for Construct- 38 11
Cement Roofs ton 125 27
*  Aluminium Roofs 54 18
Galvanised Metal Pipes 500 40
Central Air-conditioning Aper- 8 11
Metal Furniture tures 500 82
Electric Lamps 72 67
Total 7,79 980

Source: The Arab Fconomist, Supplement Kuwait May 1974 No.64,

Table 2; .60,
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concentrated in capital infensive large-scale, export~oriented projects.

2 — Export-oriented projects make full use of the country's decided product
advantages.

3 - Petrochemicals are planned to becqme the leading modern industrial sector,
Of the total planned investments, XKD 400 mil]ion'- 63 percent — is allocated to
the petrochemical complex. This can be compared to less than KD 160 million
investment in'tﬂe fixed assets of the mixed sector gntil 1970, This is

representative of the desire to speed up the pace of the diversification of the

economy.

4 - The scale of import-substitution projects, small and medium, has been

determined by effective local demand. Development needs have determined the

nature of products, which are mainly construction materials.
5 ~ These potential projects are consistent with previously‘designed ani/or

'implemented plans, making use of linkage effects and external economies.

Balanced or Unbalanced Growth

In‘seeking the most efficient methods of resource allocation, planners face
the choice of developing along the.lines of either balanced or unbalanced growth.
The principal authors of the theory of growth, Nurkse, Rosenstein-Rodan, Lewis,
aﬁd Sbitovskyé, argue for 'balanced growth';' Balance& geowth meéns the sim--
ultaﬁeous expansion of a number of sectors of production. Nurkse, considered
that fhe inducement to invest lies in expanding the market size. This is based
on Say's law that supply creates its own demand. ~ Balanced growth should,
therefore, lead to the expansion of the small market,and assist in stimulating
investmenf.

Hirschman, who argues for unbelanced growth, maintains that gfowth "is the

end result of a series of uneven advances of one sector followed by the catching—

up of other sectors. = If the catching—up overreaches its goal, as it often does,

then the stage jg¢ set for further advances elzsewhere, The advantage of this
&
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kind of seesaw advance over ‘halenced growth', where every activity expands

perfectly in step with every other, is that it leaves considerable scope to

induced investment decisions"’. In this way, development decision-making, the

most scarce resource in developing countries, is economized. Other scarce
resources, such as capital, entreprenecurial ability, or nétural resources, are
producible in the process of development.

Kuwait has been following hoth lines.  The govefnment has, so far, stressed
the social overhead capital (SOC) expenditure more than the directly prdductive
activities (DPA), a position advocated by balanced growth. This is suitable for
a'cépital-surplus economy. But, generally, oﬂe cannot assume an elastic capital
and labour supply in developing countries. The country is trying to achieve a
fofm of balance between the 0il-and the non~oil sector, and between services and
industry. An advantage of this development is that it may assist in absorbing
the unproductively empléyed laboﬁf,.through fhe expansion of other productive
seotors; : .

Paradoxically, the development'of the industrial sector itself, follows the
line of unbalanced growth, In this modern éector, plans emphasize the creation
lof leading sectors concentrated in oil-based industriés; specifically petro-
chemicals., In this context of industrial Speciélization, Chenery suggests that
as a result of vertical and horizontal industrial interdependence; invesiments
are likely to prove more préfitable in interrelated sectors of industry than when
"~ undertaken in isolationB° Streeten, puts forwagd a dynamic argﬁment for
unbalanced growth supported by the fact that if increases in output are concen-
trated in a'fewméectors, technological progreés nay be more rapid9. Thus,
within the industrial éector, growth in the leading industries would be
tcommunicated! to the followefs, and from one establishment to another.

From the demand point of viéw, plenned industries in Kuwait are either
import-subgtitution or export-oriented. Trom this point of view, Viner nctes

that whenever a new activity is export-oriented, ilmport-substituting,.or




109

cost—reducing rather than.output increasing, balanced growth is not required,
The theory of balanced gro&th stresses the ability of investment opportun-

ities and their productivity, on the one hand, aﬁd the generation of savings,

on the other. 1In contrast, a basic proposition of unbalanced growth is not the
availability of savings but the ability to invest, This is clearly demonstrated
in the case of Kuwait. The high percaﬁita income in Kuwait has been accompanied
by one of the highest propensities to-save in the world, averaging at 48.8
percent between 1970 and 1972. The average ﬁrOpensity to invest for the same
period was 15.6 percent; that is, investﬁent fell short of savings by two--thirds,
Both poteﬁtial savings and savings that have beén accumulated over time are
substantiai. The channelling of existing saVings is accompanied by a shortage
to make and execute development decisions. Hirschman's criticism of the supply
side of balanced growth, that developing countries do not have sufficient saving
does not apply to Kuwait. Ironically, i% is the availability of surplus
.capitai which has reduced the abilify to invest. Therefore, iq order to induce
investment, economize on decision-making, and attain rapid technological progress,
a strategy of imbalanced indﬁstrial development seems viable in the case of
quait.

In a modern sector, such as Kuwait's industrial sector, Hirschmanl1 represents

the ability to invest (or the absorptive Cabacity of capital) as a coefficient

V' applied to the total income of the economy's modern gector, Ym yields the
-investiment +.¥m.  This investment is generally iow not because ¥, the ability
to inyest,'is low, but because Ym relative to the economy's total income Y, is
low, as shown in Chapter 4 section 6. This could be attributed to the lack of
productive investment opportunities. Therefore, there is a need for a modern
sector to generate the reéuired ability to invest and vice versa. For
investment 4#.¥m to catch ub with sﬁf(where s 1s the economy's propensity to

save) the modern sector has to expand, and the expansion should be larger than
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S . Hirschman, emphasizes the complementarity effect of investment which

would play the role of "pace-setter for additional investment”lg.

Generally, complementarity effectsc mean that the increased output of an
operator will "preséure" the increase of the availéble supply of other operators,
whether the commodity pressured is producéd by priﬁate or pub%ic producers, or
imﬁortedlB; Prodpction complementarities produce external economies, = The
disequilibrium pattern of development is induced by a preceding disequilibrium
achieved by making use of external economies. This expansion generates new

external economies which may be taken advantage of by subsequent ventures. It

- 1s relevant to note heré that external eponomies "should not be limited to the

impact of the provision of economic overheads on other industries but should

include the effects and intereffects of an expansion in any industry”14, since

all industries are sources and recepients of externél econoﬁies.

HifSohhan recognizes that in the process of preceding investments inducing
subsequent ones, there are differing levels of 'inducements'.  Because of this
'agsymmetry?, re-investment in new activities which bring about external dis-

economies would be restrained, while stimulationg "complementary capital

formation elsewhere in the economy"lS} Therefore, the investment-creating

effect of complementary activities, cannot be matched by competitive or sub-
stitﬁtion.effects, unless competitive activities are étrong - compared to
complementary ones. It must be borne in mind that in the long-run, when high
1evé1s of  development are reéched, complementariﬁy effects would be polarized.
Naturally,:further expansion of the economy would 56 hindered by the supply of
savings,-as more traditional models of economic growth imply.

Investment Inducements and the Public Sectort!s Investment Policies

‘In the formulation of criteria for Kuwaiti public investments, a set of

| -objectives must be cohsidered. Firstly, the accomplishment of the complementary

otijectives of public policy. These include the diversification of production

patterns, and the securing of higher social returuns. Secondly, the distribution
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of gains from these projects to the nation at large, since their actual

revenues play the role of tranzfer payments from users of project outputs, to
. 16 - . . L . .

. the community as a whole™ . Thirdly, the cumulative process involved in the

re-investment of the revenue frem projects. PFourthly, the certainty, and

soundness of these projects for the absorption of a certain part of government

surplus capital. Apart from these considerations government invesiment has

"gpecific structural features". These include economies of large scale,

capital-intensive technigques, inclination to monoply and product's impoftanqe.

‘In the previous section we saw that Kuwait is.following a mixed form of
development. We have also pointed out that tﬁe provision of SOC facilities,
by the public sector, ahead of DPA demand suits a capital surplus economy.

This unusual process of development creates a set of pressures and incentives
to DPA inves?ors, which accords with the arguments of unbalanced growth. An
example of building in.exoess of demand ié the provision of industrial cstates
or othef.infrastructurdl facilities which make DPA investments ?ttractive. By
broviding services, facilities, and maintenance; industrial estates encourage
small scale industries and reduce their initial production costs by exploiting
external economies.

In Chapter 2 we saw that the private sector is not prepared to take the
risk and uncertainty involved in large-scale industries on its own. On the
other hand, increasing the éfficiency of DPA investments from the private sector
depends on stimulating the entreprencurial motivé{ion. The nature of planned
industrial development, therefore, necessitates the public sector's participation
to stimulate private entrepreneurial ability,> However, in mixed enterprise
industries the financial feasibility of proposed'investment by the public and
the private sectors are based on diffefent considerations., For the private

sector, profit is the main, if not the sole consideration. Whereas one of the

advantages of public enterprise is thab "narrow profit and loss considerations
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need not dominate investment decisions" ~, However, the structural features

of these ventures - particularl& the monbpoliétic power — could prove a means

of éarning higher profits., Therefore, the governmenf should continue its

successful policy of setting-up the industrial projects, and later offering._

their eéuity to the pubiic for genéral subscription. This policy would provide

the necessary conditions for the asymmetric sequence of industrial development

making uée of complementarities, the cumulative process, and external.econoﬁies.
After creating a situation in which a diéequilibrium leads to a seduence

of similar deveIOpmentgl disequilibria, ﬁolicy—makgrs may not need to interfere.

It is likely that social and privafé'profitabiiity will coincide simply "because

Yinpulb' and 'output' of external economies are the same for each successive

'veﬁturé"l9. In this manner, decision-making can be economized.

Another government policy is its direct participation which can be applied
“to assist the ability to invest in 'infan% industries?. In the situation 6f
infant industry, H. Johhson20 singles out two cases which make government
intervention valid. Both occur when private iﬁvestments are socially profitable,
" but privately unprofitable.

The first case fér'governmént intervention is when the social rate of return
on ﬁhe investment exceeds the private rate of return. = Johnson cites two reasons
for this, the first is that during the 1earﬁing period of the new production
technique, the individual(s)iwho has introduced it would haﬁe borne the burdens
- of carrying it21. Once acquired, the technique'éould be applied by others.

The second reason is the dependence of the production technique on the skill of
the labour force. The private rate of returﬂ on investment in ‘on-the-job!'
training may be lower than the social rate of returh gsince the vauiréd skills
may be hiredxaway by competitérs. Moreover, the subsidies to production on a
regressivg basis may not necessafily stimulate investment in knowledge (see

Chapter 4 section 5). Johanson recommends a governmental policy financing
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ton-the-job! training, The Kuwaiti govermment has initiated such a move on
a comparatively small scale,
The second case for government intervention is when the private rate of

return needed to stimulate investment exceeds the social and private rates of

o - 22
return available "on alternative investments for a variety of reasons" ~. One

of these reasons is risk-taking by the private entrepreneur., For a long time

capital has been invested in 1and_rather than elsewhere because of the higl
returns and the little risk involved in laﬁd épeoulation. It is evident,
heuristically, that luxury construction fepresents'a substantial portion of
fixed capital fofmation in Kuwait,. Unfortunafely, data is not availéble for
quantification., The government's direct participation in the mixed sector has
the effect of raising confidence, particularly in large scale, capital-intensive
enterprises, In this manner, the public sectort!s participation becomes a

warranty. & further reason for -intervention here is the imperfections in the

.capital'market. Studies of working capital requirements and financing those

fequirements by planning authorities are vital., Apart from servicing manage-
ment with information on the relative efficiency of an industry, they serve

. . 2 y
bankers as guidelines in estimating credit applications 3. The IDB would

'eventually ease this financial constraint {see Chapter 4 section 4).

" Finally, Kuwait's approach to the broad industrialization development shows

a desirable flexibility. This flexibility allows complementary effects o in-

. duce new investments and to be net beneficiaries of external economies.

Constraints to development, inherent in the structure of the economy, remain but
should eventually be overcome in the process of developing leading industries
within the modern sector. One of these.constraints is the availability of
skilled 1abpur which is the topic of the following section.

The Labour Constraint

This secticn is divided intc two parts. The first is concerned with

~ labour productivity, whilst the second discusses labour shortage. The impact
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of employment in the industrial sector outweighs its impact on the national
income, With the répid grow%h.of interdependent acfivities’within this sector,
labour shortage could become acute. Labour producti?ity in the industrial
sector and its accurate measurement are, therefore, important, At present such
measureﬁents can only be crudely inferred, Table 5.d. compares the net value
added by employees to their wages, and the total value of production of the
mixed manufacturing sector for the year 1970. This sector is focused upon in the
‘discussion because of the relative importance'of its net value added contribution
to GDP. In 1970, it amounted to XD 69.8 million as compared with XD 3,2 million
from the private sector. Cnly cruie estimates of labour productivity can be
discovered through analysis of the degree of association between the value

added and vériables such as the scale (or size) of establishment, wage bills,

and the total value of production. This association is one available key to
labour. productivity in the light of the pfesent lack of information on this
.subject. Labouf productivity, however, may change not only fr?m one activity
to another, but also between establishments engéged in the same activity. This
may be accentuated by the ﬁse of averages throughout, due to limited statistical
information.

' The scale of these establishments are crudely based on the average nunber
of their employees. The ratio of wage bills (total payments to employees) to
net value added (NVA) are lowest in the following areas, food, furniture,

- chemicals, o0il and ooallproducts. The NVA per eﬁployee unit in these activities
is the highést in the mixed sector. In the large~-scale, capital intensive
establishments, that is, 'the chemicals' and 10il and coal products?!, the
average payments per employee is alszo the highest in the mixed secior. Theése
are KD 1406 per year and KD 2676 per year respectively. High average wages are
explained by the fact thatl 'skilled labour and technicians are more concentraied

in the larger-scale, capital intensive activities., Although average wages are
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Table 5.d.

Net Value Added (NVA) in the Manufacturing Sector, Compared to Wages,

Value of Production and Per Employee (1970)

. Per cent Per cent
Industrial Scale of EsFabllshment HVA Per of pay- of NVA to
Activi Average Ratio of | Employee .
ctivity Fmplovees to (in ments to | Total Value

(No, of Establishments) p.oyees Employees of prod-
) Establishment K.D,) o

: to NVA uction
Printing & Printed Products (6) .27 804" 74 51
‘Electrical Equipment & Repairs 31 1,207 70 58

: (10)
. Non-Electrical Equipment & 31 678 104 54
‘ Repairs (8)
Food (14) 41 | 2,367 34 26
Furniture (14) , 45 1,329 65 49
Paper & Paper Products (1) 55 2,213 29 44
Trénspoft Equipment Repairs (8) 63 1,291 64 58
Metal Products (11) : 67 1,335 53 43
Non-Metallic Mineral Products 112 699 115 28
' (12) ~

Chemicals (5) 166 2,452 57 38
0il & Coal Products (4) ' 341 45,195 6 72
Beverages (2) : 426 691 76 29

Calculated from table 186 in the Statistical Abstract 1973, pp. 264-9.
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highest in 'oil and coal products', the low ratio of the wage-bill to NVA
(6 percent) is depressed by'%he.high NVA'contribution per "employee. It is
similarly reflected in the high ratio of NVA to the tétal value of production.
This does not simply suggest a high labour productivity. In the particulaf
~case of oil and coal products (basically refining activifies); the association
. does not prove the causation. It merely suggests that the quality of labour-
skilled — and the capital-intensive techniques where economies of scale have
been achieved, could play an important role iﬁ raisiné labour productivity.
In contrast, this ratio (wage-bill to NVA) is much higher in 'chemicals!
(57 percent) and shows how the wagencosts can ﬁe a heavy burden on NVA. There—
- fore, high labour costs may eventually prove to be a constraint.
In the remaining activities, the average payment per employee is low
irrespeqtive of the scale of the establishment and varies between KD 509 and
XD 857 per year, In soﬁe of these aotiv;fies it is clear that labour prod-
uctivity is low, For instance, in the labour—intensive ao{ivijies of
‘beverages! and 'non-metallic mineral products'; the cost of the wage-bill weighs
very heavily on NVA. This is despite low average wages in these activities.
Furthermore, in these‘two activities, the NVA per employee is very low and the
ratio of NVA to total value of production is very high,
‘ Therefore, one ﬁeans of overcoming the labour constraint is the introduction
of capital intensive tgohniqﬁes thereby increasing labour productivity. That
"~ is, Kuwait should stress labour productivity insféad of capital productivity.
Obviously, other factors sSuch as labour quality, better management, and economies
of scale, would'bperafe to increase labour préductivity.
The envisaged rapid expansion of the modern'sector will be based'upon'
~advanced capital intensive teéhniques, largely dependent on skilled labour, It
ﬁill, therefore, necessarily reqﬁire a higher per unit ratio of skilled to

wngkilled labour. This ig demonstrated in the case of 'chemicals? and 'oil and

I
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coal products! industries. The most productive ﬁtilization of skilled

labour requires economic planning to determine its combination with unskilled
labour and capita124. In 1970, the proportion of operative and manageriél
skills to total manpower was 11.6 percent, of which 84 percent was expatriate.
Even with increased government investment in upgrading sources and the pro-—
vision of technical factors, the domestic skilled labour supply is likely té
be inelastic, at least in the short run. The widespread inefficient utilization
of manpower is aggravated by the-fact that the effective supply of labour lags
41 percent behind the absolute supply.. This effects the supply of unskilled
as well as skilled labour and is béSically aACOnseQuence of social atfitudes
QCquired during the oil era and prevailing tribal traditions.  The fact that
these attitudes and traditions are unlikely to change in the near future lays
a heavy burden on attempts to productively utilize the country's potential

manpower resources. If industrial development is to continue both skilled

and unskilled labour will, consequently, need to be imported.

The pfeceding discussion of productivity demonstrated that.the cost of
the wage bill can bhe a burden on the value added and on the output.of scme
industrieé.' Generally, wages in Kuwait are higher éhan those in neighbouring
pountries which provide her with labour. Kuwait's rapidiy growing economy
with é scarcity of labour is likely to experience a sharp increase in that
factor's market value. A liberal policy on immigration may heip to alleviate
labour scarcity and, therefore, hold down wage lévels., A similar effect could
be achieved through the free movement of labour envisaged within the framework

of the Arab Common Market.  However, in the final analysis, it is likely

- that a liberal policy and ex aequo labour mobility in a common market. would be

constrained by political and social considerations.

The Factor Indowment of Kuwait and the Prospects for Advanced Technology

In the industrialized countries, the contemporary trend for industrislization

ig virtually confined to the development of labour-saving advanced technology,
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and is increasingly highly capital intensive. Advanced technology may not, in
terms of efficiency, be appropriate to the factor endowment of developing
countries, Kindleberger, regards the adoption of modern technology by developing

countries as a "mere demonstration effect on the-side of production'. Modern

technology, in developing countries, wastes capital "since it uses it too

intensively in a narrow sector", He maintains that such a capital wastage

accrues to developing countries, because of their factor proportions where "labor-

25

saving, capital-using inventions are not appropriate" -,

Factor proportions iﬁ Kuwait differ-from cther developing countries.
~ Whereas Kuwait has a labour conétraiﬁt, the counfry has abundant capital and a
potential comparative advantage in the production of capital intensive commodities.
The'allocafion of 86 percent of total planned industrial investment to capital-
intensive projects, is not a mere coincidence, With abundant capiﬁai, the
oriterion of the value of output achieved ﬁer unit of capital investment ig‘not
és critical as output per unit of 1abour.l

It is generally believed that in a developing economy, factor costs do not
reflect'their opportunity cost26° In the growing economy of Kuwait, the dis-
parities between factor costs and their opportunity costs may increase over time,
With regard to labour, the scarcity of labour will inevitably resuit in an in—'
.creaée in its opportunity cost. In the case of capital, as already mentioned,
the ability to invest could be generated through the expansion of the modern
‘sector by the establishment of leading industries;‘ One way of achieving this
woﬁld be the direct participation of the government. This may lead to a less
than pfoportionate decrease in the market cost of capital in relation to its
' opportunity cost.

More importantly, the all-round rise in ocutput per head produced by the
concentration of large firms in an area might prove a useful instrumenﬁ in
inducing technical progTessg7. The establishment of research and development

- departments by these enterprises would strengthen this prccess. Further
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concentration of such industries as petrochemicals and other techﬁologically
interrelated activities, is favéuréd by the need to up-date and innovate
manufacturing processes. A systematic correlation bétween high concenﬁration
and rapid technological progresé, however, does not exist28.

‘ The simplest approach to any allocation problem migﬁt be that of concen-
tratiﬁg on the scarcest resources — labour and entrepreneurial ability. Since
the diSparity between the ayailability of , and demand for these factors seems
likely to increase, the need for increasing 1ébour productivity rather than
capital productivity is more pronounced.. Generally, if teohniéal progress,
which involves increasing labour pr§ductivity éffects only new investment, "the

greater the rate of invegtment the greater the increase in labour productivity"29.

Heﬁce, if from an increase in the investment ratio, an increase in the growih

fate results, the rat; of growth of employment wili increase less proportionatelyﬁ(
As shown in.our discussion of labour prodﬁctivity, increasing capital inputs may
not be enough to induce growth of 1aboﬁr productivity in Kuwait. In addition

fé technical progress, other "residual factors" such as higher skills, and
improvéd management are importantBl. Introducing routinized decision making

and modern technology would help to eéonomize entrepreneurial ability. By the
same token, the labour productivity effects of technology may assist in saving
the'high costs of the wage bill (see Chapter S ;eotion 4), and reduce labour

influx. Furthermore, over time external economies will materialize with the

current changes in productivity.

The Use of Natural Gas ~

In recent years there has beén a rapid gfowth of natural gas utilization by
the industrial sector in Kuwait. One of the leading potential projects is the
* ligquified petroleum gas; LPG,.which will make use of the country's surplus gs.
Kuwait's natural gas supply depehds on the 0il fields, since the country does
not have either dry, or natural gas fields. Therefore, the natural gas recovery

is directly proportional to the level of o0il produced. With the 1972 crude |

-
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output of 3,29 million barrels per day, 1774.8 million cubic feet of natural
gas per day was produced, Total natural gas production amounted to 647,808
million cubic feet in 1972, of which only 38.2 percent was utilized32. A
prima facie argument for industrializaticn is the present wastage of surplus
gas production. Furthermore, this argument doeé not conflict with conserv—
ationist policies., Apar{ from its usé as fuel, natural gas can be used as a
chemical raw maferial, or as a reducing agent.

There are over 1,000 orgenic chemicals commercially produced from natural
gaé. The multiplicity of uses of these products, make their application wider
and their long-term prospects greater than fertilizers, which Ku&aif is cufrently
producing., Whereas in 1973 the demand for oil as a fuel input rose by 4
pefcent over the previous year, that for petrochemioals rese by 10 percent.

More importantly, the relative revenue of petrochemicals is eight times that of
crude 01133.

Kuwait is planning to develop a petrochemical complex which will produce
primary.and intermediate petrochemicals. Among the merits of producing iﬁter—
mediate products, cited by the IBRD mission to Kuwait, wefe the financial
advantages of the high content of cheap fuel and power in their production; the
small size of their research, development, and technicé] staffs; and the
easing of the development into final products through the experience gained in
their production and marke%ing. Intermediates,. however, ars themselves produced
from primary petrochemicals.  Tor Kuwait, this presents a major obstacle to
their production, Primary ﬁetrochemioal production requires the separation of
Kuwait's oil field gas into its constituent parts — butane, propane, and ethane.
This is achieved through a pfocess of liguification facilitated by the fact that
each liguifies at a different temperature34. However, ethane the mbst'useful
primary petrochemical also happens to be the last element to be separated in the
process of liquification.

One of the advantages of the LPG project is that it will provide Kuwait
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-with the opportunity of sepsrating methane and ethane (the residual LPG) from

propane and butane (LPG). Ethane can then be separated in one step., However,

.conservation studies carried out by the Ministry of Finance and Petroleum, have

35

shown that the separation of ethane will affect the future needs of Kuwait

An alternative is separating propane which entails moderate additional invest-

ments.  Propane (saturated) yields the following primary products (unsaturated):

ethylene (26%); methane (34%); hydrogen (13%); ethane (10%); propylene (10%);
other (7%). ( x |

Intermediate products are derived ffom the reaction of these primary
petrochemicals, the most important of which is-ethylene (70%).  However, the
choice of the primary product family to be developed ethylene, propylene (or
both), or butadene, depends on further studies, These should include the
relative costs of transportation, marketing and final products o be produced.

It should be emphasized here that Kuwait ﬁill reap further benefits by producing

final-product petrochemicals in which the margin of profit is higher.

The other use of natural gas is as a reducing agent, for example in the

" reduction of metallic ores. Kuwait intends to use the advanced technique of

Ydirect contraction? for steel production for the local market (see Table 5.b).
Finally, the use of natural gas as fuel, is demonstrated by the aluminium
smelting project. The main cost consideration in the production of aluminium

is electric power., The production of this factor from natural gas would

- represent a considerable cost saving to Kuwait. A‘This might offset the high

transportation costs of alumina to Kuwait.

Summary and Conclusions

Kuwait's present pattern of industrialization illustrates the neéd to speed
up the pace of economic diversification. The development of the industrial
sector has been unbalanced. However, the thsory of unbalanced-growth emphasizes
the need for such a modern sector to generate the required ability to invest, and

vice vVersa,
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Production complementarities, which produce external economies, create
pressures and incentives to invest in directly productive activities. The
provision of SOCAfaCilities in excess of DPA demand creates a further éet of
pressures and incentives to DPA invesfors. It seems likely that the public
sector Will continue to supply the necessary S0C, as in the past. Moreover,
the continuation of the public sector's policies of participation with the
private secﬁor to set-up leading industries provides the necessary conditions
for the asymmetric sequence of industrial devélopment. This sequence makes use
of cbmplementarities, the cumulative process,'and exfernal economies, Part-
ioipation is applicable to the situation of infant industriés; where the social
rate of return needed to stimulate investment exceeds thepriﬁateréies of return
of‘élternative investments, When this occurs, a governmental policy subsidizing
the learning process may become necessary, After creating the asymmetricv
sequence of industrial development, polic&—makers may not need to interfere.

The leading planned industries are concentrated in 1arge;scale capital
intensive, export—-oriented pfojects. Planners have recognized a numbexr of
factors that hinder the exfensive development of import-substitution production,
Firstly, the limited effective demand for these products.' Secondly, the high
labour cost of total production costs. Furthermore, the balance of payments
and terms of trade favour the maintenance of a liberal policy rather than a
protective one. Planners assume that given the flexibility and openness of the
. economy, imports can bevused, whenever the supply of a given commodity is not
availablé domestically., Most of the import- substitution planned projects are
in fields such as construction material, where cost-reduction is envisaged.
These projects make use of the spread effect as export—oriented industries may
behave as catalysts. |

The interdependence of mixed sector industries and their uée of external
economies, are importan? factors‘affeoting their location in the Shuaiba

industrial estate (discussed in Chapter 4). Small and medium scale plants are




more likely to be dependent on these factors than large-scale plants, Elements
considered external economies to small plants, are internal economies to large
ones., These elements inciude specialist maintenance services, and infra-
. structural investment. The coastal location of the Shuaiba estate is favourable
to large-scale export-oriented industries dependent on the internationzl market.
In the case of integrated petrochemical industries, concentration in one
location has many economic advantages, not least of all economies of scale, A
locational implication of this process36 is the preference of these industries
_ to avoid densely populated metropolitan areas and the respective pféblems of
landfuse‘and pollution., Looatioﬁal concentration will instigate the need to
provide adequate.housing-with reasonable distances,

| Thg iﬁterdependenoe of iron and steel, aluminium, petrochemicals, and.
cement, projects with other sectors is potentiélly very higﬁ. Fér instance,
.fo the interdependence of chemicalization and electrification, the production of
. 0il products has complementarity éffeots on 0il refining, and natural gas
utilization. Determini£g the actual composition of the industrial programme,
particularly in the case‘of petrochemicals and their broad range of end-products, .
rgquires carrying out further technical studies and market research, Math-
métioal téchniques, such as input-output analysis and linear programming, could
. be introduced, These techniques could help to gualify the strength of the
linkage effects and maximize the benefits taking account of project costs and
final demand. Reliable daté on intra~sectoral éhd inter-sectoral felationships
is not availaﬁle. This information could be compiled in future, or similar
infbrmation from other countries could be used.

Export—oriented industries are more likely to be conducive to development

than tariff prtection., They require new skills - either acquired in the process
of learning or‘importéd — and new methods of production. With the introduction

of these methods and skills, the spread effect will be more pronounced through
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- making them available to other activities in the economy. The determinants of
the SPfead effect of expanding or establishing these industries are present

in the value added which is distributed-largely to local factors of broduction.

. This distribuﬁion would expand further if imported labour is integrated in the
social system or if labour is mobilized between occupations, Either case would
reduce the share Qf thé value added devotéd to the remuneration of foreign
factors of production. Finally, an important consideration for export—oriented
industries is the search for é market dutlet, ér an inducement market.  This
'séarch necessitates a discussion of cooperation and market integraﬁion, the

subject of the following chapter.
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CHAPTER 6

Economic Cooperation and the Arab Common Market

This chapter is concerned with Kuwait's position in the Arab Common Market.

Parficular_attention isApaid to Kuwait's economic justification of the country's

present status in the Market. = For the purposes of this chapter, the static

analysis of regional integration is emplpyed. Section 1 introduces the
rationale for a small nation's economic ccoperation. Section 2 outlines the
background to the Arab Common Market. - Section 3 introduces the static analysis
of regional integration. Sections 4 and 5 apply fhis analysis to Kuwait's

trade with the Arab Common Market. Section 6 discusses factoral complementarity

amohgét the Market members. Section T provides the conclusions to the chapter.

. Introduction

Small nations are a priori always at a comparative disadvantagel.

Means for establishing partial equality, at least, with large nations is,

therefore, essential fér de&elopment. No pejorative sense whatever attaches to
the expression ‘small nation' as far as Kuwait is concerned. The monetary,
financial, and general economic conditions of Kuwait are incomparébly better
than those of most large nations, Despite this all possibilities of achieving
self-sufficiency, iet alone balancing Kuwait's economy, are beyond the country's
means.

In the early stages of economic development, compactness and smallness of
the market size,vand the limited range of resources, hampe; developmental

prospects, These limitations, coupled with the depleting nature of oil and

. the country's entire dependence on foreign trade, in the long-run make Kuwait

vulnerable to the unpredictable future oscillation in the international market.

;As a result of the marked disagreement .in perspective, between the industrialized

nations and the less developed oil-producing nations, over oil prices; oil
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concessions; oil depletion; and the competing demands for alternative oil-use,
Kuwaiﬁ placed a Céiling on prodﬁction of 3 million barrels per day. Assuming
mofé'stable'prices, in the 1ong—run2, Kuwait would have to develop on the basis
of a rather slower rate of growth of export proceeds. Consequently, the ratio
of domeétic expenditure to foreign trade (inéluding intra~regional trade) will
~ tend to rise rapidly in the future. Creating a regional market.would tend to
retard the rise in this ratio, and welfare gains could be achieved3.
In Chapter 5 we discussed Kuwait;s plans-to diversify the econcmy and to
estab;ish.a mixed pattern of indusfrialiéatioﬁ to pool surplus capital, in
érder to sustain long—run growth. “The mixed pattérn of export-oriented and
import—substitution industrialization, is to be infegratedeith the o0il sector.
HoWever, in .developing nations, in generél, and'smali.oﬁés;AgﬁAbarticular,
econoﬁies of scale may not beccme possible until fhey Join a widgr‘regional
market4. |
Kuwait signed thelArab Economié Union Council's resolution and joined the
Afab Common Market (ACM) in 1964. The objective was to enlarge the market, and
- pool resources with other members along the lines of other large regional
groupings such as the‘EEC, the Eaét African Common Market, and the Asia Group
centred on India5. However, Kuwait did not ratify the agreement. On' 5
"Sepfember 1967 the Administration of Industrial Affairs of the Ministry of Trade
‘and Industry, issued the 'Memorandum over the Arab Common Market and Industrialf
© . ization in the State of Kuwait'. This memorandum outlines the Kuwaiti
authorities' main objecfion to ratification. This is thét the incentive to
" participate in the ACM is not favourable at this stage of Kuwait's economic
' developmenf. Within the ACM prospects of éoonomic gain through an increase in
the rate of growtﬁ of output, or some component of it (and the welfare implications
of this)~wés seen to be limited., Nevertheless, the'industries.Kuwait is setting-
up, or plamning {o set-up,; certainly require an inducement market. Economic and

political raticnale point towards the ACM, in particular, and the Arab worid,
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in general, The economic justification for Kuwait's refusal to ratify the
Arab Economic Union Council's resolutioﬁ, and the country's preference for
bilateral agreements, reguires an understanding ofithg pros and cons of the
ACM and Kuwait's cooperation endeavouis.

Background to the Arab Common Market

Cooperation is a gradual process, and in economic integration it ranges
from'a.free trade area, to a total economic integration among countries in the
same region. V ' ‘ !

In the case of the free trade area, area—brigin prodﬁcts-areAexempted from
tariff and quantitative restrictions.» However, participating countries are
free to fix their own tariffs . and other restrictions separately an imports of
products-originating elseﬁhere.- The European Free Trade Association (EFTA, 1961)
and thé Lafin American Free Trade Association-(ECLA, 1960) ére closely related

examples of this kind of arrangement6. Consumption and prcduction effects are

- achieved by the rule of‘origin7. -By contrast, the customs union requires

éommon éxternalltariffs which determine the production and consumption effects.

. The common market encompasses the free movement of factors of production as well

as commodities within the area. in the closest form of integration, complete
economic integratidn, a form of supra-national authority would be necessary to
supérQisé the economic.pélicies and to harmonise the monetary, social and
financial systems of member countries.

On AUgust 13, 1964 thé Arab Economic Union Céunci18 elaborated a set'of
'Decisions and Recommendations! calling for the gradual establishﬁent of an

Arab Common Market, to entér into force in Jaﬁuary 1965. The Council's

“decision No. 17, which was signed by Kuwait, Syria, Iraq, Egypt, and Jordan in

1964, Yemen in 1967, and Sudan in 1969, was left open to the other members: of

the Arab League. The Arab Common Market agreement replaced the 1953 'Multi-~
9
ot

lateral Trade Agreement' which had suffered from a number of "built-in defects"”.

The ACNM aimed to establish a free trade area and not a customs union since it
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does not impose a common external tariff, It stipulates the gradual elimination,
over periods ranging from five to ten years, of customs duties and administrative
restrictions (licences, prohibitions, and quentitative resirictions) on
agricultural and industrial products originating in the area. It seeks, in
theory, the removal of constraints on the movement of all resources, material,

. . 10
financial and human™ .

"~ Committments undertaken by the members, however, are weakened by giving

each member the right to fix the annual share of commodities to be liberated;

the right to "request of the Economic Unity Council that certain products be

reserved from the exemption or reductions in customs duties"; and the removal of

quantitative restrictions for "very justifiable reasons“ll. The duration of

such exceptions must not exceed the implementing stages. Furthermore, the
Arab Payments Union was expected to support trade amongst the members with a
projected small fixed capital of fifteen million Arab Accounting Dinars (each
eqﬁivalent to a Kuwaiti Dinar or to 2.48828 grams of pure gold). Finally,
members' committment to the agreement were considerably weakened by political
12
frictions amongst them™ .

Static Analysis of Economic Cooperation

The ACM attempted to encourage inter-area trade expansion by a resolution
aboiishing all customs duties on agricultural and industrial products, from
January 1965 to January'l971.' This was to be achieved in equal installmenfsl3.
Yet between 1970 and 1972 the inter—ares trade wés still very limited and
represented around 7 percent (excluding oil) of the area's total trade. Further,
inter;area trade  figures are only available for allimited period. Other
information such as production costs, and elasticities of demand are also
unavailable. These considerations restrict the use of dynamic analysis.
Therefore, the following discussioh adopts the comparative static analysis based
on the pure theory of integration. It deals principally with the welfare

implications of the trade arrangement, and with the increased production and
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trade in final goods due to specialization. The effects of a union are
;limited:by assuming constant costs Ofvproduotion for any commédity, and zero
elasticities of demand. Moreover, economies of scale are disregarded and the
terms of trade ére assumed to be constant. |

' Wheﬁ a customs union is fdrmed, tariffs on area origin imports are abolished.
' This alters relative prices of goods facing consumers and opportunity costs to
the ecqhomy are introduced. Hence, fhe welfafe implidations of customs unions
depend'on the efficiency of'resdurde aliocation14. In a case of complete
f 'épecializati6n the issue, in Vinerian terms, tﬁrps on whether the locus of

- production shifts from the high-cost partner to the lower—cost partner, that is,

" trade création, or in the opposite direction thus diverting trade. "The free-

- trader can properly approve" of trade creating shifts, whereas the protectionist

5

" approves of the trade diverting type of shifts1 . On balance, consumer welfare

ldepénds'on<whether or not trade creation and the consumption effect, which

’wg‘éould be either pbsitivé or negative16,“outweighs trade diversion. A more

ﬂ‘J dptima1"a11o¢ati6n of resources in.produotion-is achieved if trade creatiorn is
‘ipfedoﬁiﬁgnf and there is a welfare gain., Of course, the viability of an

ihfegfation hinges on a relatively equitable sharing of welfare gains among the

pérfiéibants. ‘

VJWI';»Q;Thé,frade cfeating_and trade diverting effects, fhough based on a short-term

'iframework, are important tools when developing countries, such as the ACM

":‘countries; are considered, These tools are employed in the following sections,

- which attempt to provide an understanding of Kuwait's frozen membership. Before
~pro¢eding to thié discussion, Kuwait's balancé ofAtfade with ACM members is
Briefly reviewed., | o

| Table:6.a gives a summary_of Kuwait's trade balance with the six other

| . members (inAl972). From 1963 to 1967, Kuwait had a significant deficit in its

':-'trade-with Syrie, Fgypt, and Jordan, while its trade with Iraq was belanced and

" that with Sudan and Yemen negligible. Kuwait's trade balance from 1968 to 1972



131

Table 6.a.

Kuwait: Trade With Arab Common Market Members, 1972 (In Million K.D.,)

Country Value of Yalue of Balance of Trade
. Imports Exports .

Iraq | ] aaes 1 2.730 - 1.565
© Jordan 2,238 0.490 - 1.748
"iSyria o | 1,631 0.542 - 1,089
Egypt o 0.847 0.530 - 0,317
- Yemen "l, ' - ' 0.122 40,122
' Sudan . t | 0.080 2,370 + 2,290
Crotal ':;f,' 9.091 6,784 - 2,307
:T°Ezié¥igzsAll Arab 24,011 28,911 + 4.900

"Source: Compiled from Central Office of Statistics, The Planning Board

§tatistica1 Abstract 1973 (Kuwait: Government P, Press 1973) Tables 215

©© & 216 pp. 324-337

Note: Figures are rounded off
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remained negative with the former four states, but showed signs of improvement

- with Egypt and Iraq17. "~ On the other hand, Kuwait's itrade balance wifh Sudan‘

was in surplus. Exports to Sudan rose from a mere KD 6,000 to XD 2,370,000.
Since Kuwait doés not suffer from a balance of payments mélady, the country's
trédingAposition does not represent an impedemen% to cooperation. Moreover,
since Kuwait's ponfoil eXporté’ productive capacily was limited during this
beriod; and the volume of Kuwait's trade transactions with the ACM was very small,
the effect of the trade balance can be disregarded.

The Import Side

To understand Kuwait's frozen membership it would be well to take into

account the nature of the country's ACM imports. Generally, the Arab countries:

. exports are similar. They consist of raw materials, such as oil, minerals,

‘t'phoéphates, and agricultural cash products - mainly cotton, These materials

) afe needed for industries in the more advanced countries. Kuwait's'imports
. from the ACM consist of'vegetableé and fruit from Iraq, Syria, Jordan, and

- Egypt; cement ffom Iraq; textiles and clothing from Syria; cigarettes and

" olive 0il from Jordan; pharmaceuticals, printed material and books, canned food

- and feature films from Egypt. The demand for these imports is 1imited. In

1972, Kuwait's imports from the ACM represented 3.5 percent of total imports.
Kuwait's importé from the ACM are in effect free as the government imposes

a non-preferential tariff of only 4 percent ad valorem on most imports. The

" abolition of this tariff in accordance with ACM ﬁémbership would not greatly

. Cy s . 18 ) y . . .
benefit Kuwaiti consumers™ , The scope of trade creation is widest in one or

more agricultural products in which ACM countries have a comparative advantage.

But Kuwait's imports of these products is mainly in the form of foodstuffs, the

demand for which, as the per capita income rises (according to Engel's law),

,w increases less than that for other goods and services, Demand for foodstuffs

in Kuwait increased by 15 percent -between 1970 and 1972, while demand for other

goods and services increased by approximately 18 percent. The increase in
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per capita income was 26'percént during this period. Trade expansion in this
area can, tﬁerefore, be'éXpected to be limited.

bespite the limited trade creating and diverting'effeots, trade diversion
in food and raw materiais could be achieved through‘a common agricultural poiicy.
Sﬁch a bolicy entails the use of variable levies designed to bring the price
.of foreigan exporters up to the ACM level. This amounts to the applioatioﬁ of
variable guotas since the purpose of the levy is 1o ensure that ihports from
1'non;member countries are admitted only after éll produce of supplying member
'coﬁnfries has been soldl9. Such a poliéy might be acceptable to Kuwgit.since
moét df the country's agricultural g00ds are iﬁported. It might, however, -
represent a net weifare loss to consumers;

Kﬁwait's ACM imports of semi~finished and finished products are planned to
be or are actuélly being substituted domestically. They include pharmaceuticalé,
- cement, processed foéd, bafterieé; furnitﬁre and building and construction
materiéis. Import—suﬁstitution industrialization takes into a9count the
: _éonsiderable cost reducing effects of domestic production (see Chapter 5), and
" the availability of the neéessary raw materials., Kuwait wants to.continue
infant industry proteétién since the ACM does not provide for a common external
tariff. The government envisages that protection, although limited, combined

* with other government incentive policies, social overhead capital expenditure
. and othef technological external economies, and complementarities, would help
these industries to compete favourably with impofts. It is cohceivable that
in the long-run, they will cross the thréshold of exportation. An example of
the effectiveneés of the 15 percent tariff prétection is flour and flour by-
products. This industry not only covers the domestic market, but has reached
the export—oriented stage of development. Infant industry protection is
inadequate in céses.whére the eobnomio size of industries and the narrowness of
the market require further protection to reduce domestic prices below world

.prices. As suggested in Chapier 4, subsidization of producticn on a regressive



basis may prove to be an‘optimal public sector policy.

_‘Héfe the ACM an.actively oberating body, and Kuwait opted to participate,
,the‘rapidly growing economies might.induoe trade:expahsion prospects.  Trade
expansion through increased consumption of ACM imports has welfare gains as it
may reiﬁforce any gain from trade creation and partly offset any loss from trade
,diversioneq. The extent of expansion in ACM origiﬁating imports from trade
creaﬁion would depend in the final analysis on £he dynamié effects of improving
‘ theAquality, and reduqing tﬁe costs of ACM maﬁufactures. The ACM is a
relatively'high—cost area, in genera121.. In.addition, it depends on the
development of industrialization.' In the shoft—run, however, ACM specialization
in prqducts éuch as textiles, clothing, sugar (though they remain net importers
6fisugar) could compete favourably with non-area products, and possibly lead to
trade creation, Whether trade diversion will imbrove the imports figure (of
"~ 3.5 percent) depends on two factors: Firétly, it depends on whether the ACM
developé a discriminatory common tériff against noh—érea countr}es, and vhether
‘khwgif,is wiiling to bear the potentially harﬁful effects of such an arrangement.
" This would involve discrimination in favour of ACM'and against lower-cost
sources of supply. Under this condition, Kuwait would be compelled to revise
its free-trade policies, Secondly, it depends upon the possibility of over-
coming.the market imperfections. Market iﬁperfectipns in Kuwait, as discussed
in Chapter 2, are accounted for by the concentration of market power in a few
business firms, particularly in the import tradezz. This results in personal
- and weak competition. Another factor contributiﬂg to market imperfections is
the l;w average;consumer's elasticity of substitution between different goods.,
The low elasticity of substitution is the result of two elements. The first
is the Kuwaiti consumption pa{tern which is rigorously oriented towards Western
 European'and U.S. products. Thé second is that this consumptiﬁn patte?n is
.highly'independent of cost considerations amongst Kuwaiti nationals, in general, |

 and the high income brackets,. in particular. Therefore, should the Kuwaiti
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- consumption pattern be changed, after "a period of adjustment and substitution"23
in favour of ACM producté, with.high percapita incomé and propcnsity to import,

a pﬁfe_trade diversion could take place. However, the consumption effect of
ﬁrade diversion represents a welfare loss to the consumer, Similarly, the ’
production effect would adversely affect the domestically oriented industry,
which is in its infant stage.

The Bxport Side, and the Markets of Exporti~Oriented Industries

It is recognized that economic integratién leads through industrial
sPecialization to a new hierarchy of industries able to satisfy regional
production critefia24. Investigation of the ACM @embers' economies éhows that
they ha&e, or are in the procéss of developing sbecialized industries. These
industries which are based on geographical location and national resburces,
 cou1d develop into complementary rather than competing industries. By intro-
ducing a codified pattern of investment,'én adequate degree'of complementarity
f'among the participants.Could be'attéined. In relation to this it is interesting
fonﬁte_that Egypt specializes in cotton. production (which accounted for 51
- percent of exports in 1971), in foodstuff industries (29.4 percent of the gross
value of industrial pfoduction in the same year),'spinning.and weaving, and
engineering industries. Syria, although also speciélizing in cotton production
3(42'percent of exports in 1971), is not in direct competition with the Egyptian

textile industry since their cotton commodities differ as finished goods. Syria

. also produces agricultural products (wheat, barléy, tobacco). Likewise, Iraq

épecializes in agricultural products but of a different order (dates, cereals,
" and rice) in addition to 0il production. Petrochemical potentials exist,
whereby productioh of fertilizers could be domestically oriented for Irag's
agricultural sector's use. Sudan specializes in agricultural production too,
primarily in cotton (61 percent of total exports in 1971), Arabic gum, éTound'
nuts, and sesame, Jordan has the Dead Sea mineral salts aé a base for

_ - o5
indusirialization “.
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In the case of Kuwait, agricultural exports are limited. Only 0.3 percent
of GNP‘was éenerated by fhis sector in 1971/72. Kuwait's specialization in the
prodﬁction and exportation of 0il to non-area countries has weakened the iﬁcentive

ito adhere to the ACHM resolutions. However, the major potential industrial
projeoté and the operative industries are directed towards specializing in
petrochemicals. ~ Specialization in petrochemicals, an export-oriented industry,
does not reduire domestic protection but rather the securing of markets.
Fertilizer production, a oaée in point, needs an inducement market similar to
tﬁe ACM, which relies heavily on agriculfure. In circumstances other than
those presently prevailing, tﬂe large potentials of the ACM could. enable Kuwait
to exfand fertilizer production. |

Kuwait's exports of locally produced commodities increased betwéen 1965/66
and 1972 by nineteen fold, 70.3‘pércent-of which emanated from the chemical and
feftilizer industries. Of Kuwait's total petrochemical‘exports, only 14.4 per-
cent went in 1972 to tﬁé area, 80 pércent of which to Sudan26. At present, the
‘prqspects'of enlarging Kuwait's markets for these Speciaiized products, through

"parficipation in the ACHM afe not very encouraging., In the country's drive to ‘
market export-orienfed products, the tariff structure of the ACM does not give
these products a preferential treatment., The ACM has stipulated the removal of
“tariffs on agricultural, animal products and mineral resources listed in
sqhedule A; and on manufactured goods listed in schedule B, which were annexed
. to the'Muitilateral Trade Agreement';.and on other manufactured goods, listed
in schedule E. The 1st July 1971 was the date for final 1iberation of these
oommOdities from.customs and other duties. A review of these items indicates
clearly that the tariffs on them were ineffective barriers to trade. “"On the
other hand, items that face more effective barriers, demand on which are
relatively inelastic (for example, fertilizers), have not yet béen freed.
Therefofe, Kuwait's exports have to face large variances amongst the rates of

ACM countries? tariffs. The ACM countries® structure of protection can be



137

attributed to balance of payments diffioulfies, as weil as to other considera-
'tions. |

Anqther impediment fo Kuwait's marketing in the ACM is the restriction of
'ﬁariff reductions to Qniy those industrial products in which the total Arab
- va1ue_added contribution is not less than 40 peréent. The ratio of value
added to gross (inclusive of Arab contribution) value is still below 40 percent
" in some Kuwaiti ménufacturing industries (see Table 5.d).

The balance between trade creating and trade Aiverting effects cannot be
'éséessed empirically with regards to Kuwait's exports to the .ACM. However,

' . inferences can be made for one of Kuwait's main exports to the ACM, fertilizers.

*-+* For the ACM, the costs of importing Kuwait's fertilizers is relatively high, not

"~ only because of Kuwait's high production costs, but also because of the high

: traﬁsportatidn costs. To import Kuwait's fertilizers, if economies of scale and

- reduction in transportation costs are not achieved, would constitute a pure

. tradé'diﬁersion.

. If fhe ACMlemploys the common market mechanism effectively (with a coﬁmon
;1éiternai tariff), buying Kuwait's new manufactured oﬁtput may initially, therefore
-répresent a trade diversion. However, the spread of prosperityAcould, potent—

.  ially, Be substantial fo.ACM countries, Thé marginal propensity of Kuwait's
:impérts from the ACM buyer(s) can be assumed to be higher than a critical point

- at which the spill-over is zer027, given thé increasing needs of rapid growth

I andAdevelopment in Kuwait, -The net spill-over ratio here is the ratio of the

increase in an ACM country's income to the iﬁqrease in Kuwait's output28.

B Gains and losses. from a common market arrangement can then be represented by two
elements. - Firstly, the extra income generated from Kuwait's new manufactured
output, which displaces imports into the common market, will generate income in
 w:the ACM country(s). " That is to say, from a positive spill-over ratio,rACM
‘éountry(s) will benefit from Kuwait's importation from them. The second element

is that with trade diversion, buying Kuwait's manufactursd goods represents a
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loss to ACM buyer(s). ‘They may have to pay higher prices than they would if

“buying from the rest of the world. Through the mechanism of the multiplier,

however, new industries can grow to derive economies of scale in the long-run.
Thus the benefits of the market, in the long-run can outweigh the backwash r’isksz9

The costs to ACM members of Kuwait's exports could be reduced by Kuwait's down-

stream investment in these countries. Down=stream investment includes market-

based industries such as refineries, final product petrochemicals and fertiligers,

- related industries, and storing and transportation facilities. It might be

noted here, that Kuwait has started such investments as in the case of the Sumed

pipeline from the Gulf of Suesz to the Mediterranean and other joint-ventures

30

+in Egypt costing more.than $9OO million® . These investments would also help

6.6

to avoid the harmful duplication of projects.within the ACM.

Factors of Production and Kuwait's Cooperation Endeavours

A degree of complementarity -is evident in the factors of production in the

~ACM, The area as a whole shows a considerable balance of payments surplus.

This.is explained by the rising oil revenues, and the improving balance of
payments of Iraq (ID 36 million surplus in 1971) and Jordan (JD 8.7 million in
1972).  In 1974, Kuwait alone showed a surplus of about KD 2 billion. However,

capital is unevenly distributed émong the members and most ACM members have

- balance of payments constraints. In joining a union, therefore, they are

primarily concerned with the reallocation of this factor. The capital shortage

. and balance of payments constraints are exemplified by Sudan's signature of a

bilateral contract with Kuwait to provide Sudan's entire need for fertilizers in .
the next five years. The initial payment is to be delayed for five years after

the first goods'! receipts by Sudan, with static prices applying over the whole
31 |

period”,

The utilization of this growing factor, through a coordinated economic

development policy, has so far been neglected by the ACM. This negligence, has

“limited the opportunities to utilize Kuwait's capital surplus, by spreading the
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beénefits of industrialization through the use of labour-intensive techniques of

production to the ACM members who are endowed with labour. Henceforth,

Kuwait's main concern has been the creation of the proper investment atmosphere,

In order to assist in the creation of this atmosphere in the Arab world,
'the Kuwaiti government set—up the Kuwait Fund for Arab Economic Development

(KPAED) in-1961. The objective of the KPAED > has been to support and comple—

‘ment regionalism, The Fund, which is now the largest Arab financial institution,

has an authorized capital of KD 200 million which is to be increased to KD 1,000

‘miilion (see Chapter 2 section 6). Thg Fund has financed 42 development
i_ projects in allAthe Arab countries except Kuwait herself, Saudi Ar;bia, Omén,
5‘ :f 'Maﬁritania; and Somalia. It had extended KD 120 million by the end of 1973,
:of.whicﬂ.KD 80 million were actually drawn. Anhual_interesf rates were 3 per-—
.=§ent fof‘agriculﬁural projects, and 4 percent for industrial. Terms of
'  maturity fanged bétween 10 and 25 years. The Fund followed a cautious policy
i_ Of studying and carr&ing out techhical; economic, financial, and legal éppraisals
;Zi to fhesévprojects, before granting the loans, However, the Fund has avoiaed
~;f'finanéing development plans, and deficits in the balances of payments which are

burdens to most ACM countries., It justified this position on the grounds of

33

limited financial resources and the difficulties of appraising these plans™,

:To further the objective of the KFAED and to encourage a larger sharing of

~ the aid burden among the Arab oil—producers34, Kuwait put forward a proposal at

o the'Khartoum Summit Meeting in September 1967, for the establishment of an

TArab Fund®. The 'Arab Fund', later to be known as the Arab Fund for Economic

.and Social Development, replaced the previous agreement of the 'Arab Financial

Institution for Development'. As an inter-—governmental body, this Fund is

- intended to promote development in the Arab countries. Kuwait subscribed 30

'5;percent of the XD 100 millicn capital. A final organ to strengthen Kuwait's

objective, is the Inter—Arab Investment Cuarantee Corporation which was drafted

: by the Kuwaiti Fund, signed by 5 members of the Arab Economic Unity Council, and
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is'tolbe centred in Xuwait. With a capital of KD 10 million, it is intended
to iﬁsure the Arab.investor against non-commercial risks in Arab couﬁfries.
"These instruments will not guarantee the use of Kuwait's capital surplus as a
compiementary factor of production within the ACM, and other Arab countries,
unless a coordinated pattern of investment is a&opted. This explains the
ngaiti government's and the private sécﬁor's preference for participation — on
. a large scale —.in Joint ventures with the financial houses of Europe, Japan and
America, .The Kuwait Investment Company has gone as faras co-managing new

"Burobond issues,

The other factor of production, labour, is assumed to be a complementary

.. rather than a competitive factor in the ACM. Non—Kuwaiti labour mans 86 percent

: df-Kuwéit's manufacturing industry; Lower incomes in the ACM relative to Kuwait,
wéﬁid'iﬁdﬁce the migration of workers to Kuwait, since mobiiity of labcur occurs
;f'iﬂ rééﬁonse to marginal productivity differentials. The wage-opportﬁnities in
Kuwaif fdr,Arab labour are certainly higher than real wages in their countries
1?}\of origin., Tﬁis partly explains the high geographical mobility towards Kﬁwait35.
The,éoncept of complementarity may be misleading, however, for the Arab countries
.‘1arg€iy'éupply ﬁnskilled labour. Their supply of skilled labour remains short

of its demand. Kuwait needs highly specialized‘labour for its adventage, as
‘discussed above, is dependent on highly specialized products., Moreover,
ﬁigration gives rise to intangible costs, such as those arising from different
oultﬁral and Behavioural patferns and the marginal quality of migrant labour.

_ Tﬁese ;osts may be summed up in the phrase 'social distance'36; so that the
'Agreater the 'social distance', the greater will be the economic differenfial
needed to overcome these non—economic barrier837. Therefore, the outlay for

. the economic differential needed to attract, or induce migration of Arab skills
"'gmay prove relatively high to Kuwait., However, ﬁo sustain industriaiiza%ion,
given the socio~economic inflexibilities of the post—oil era, freedom of ACH

- labour movement is a second best solution. The level of geographical movement
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of labour needed would depend, in the final analysis, on the degree of

- substitutability of capital for labour, and subsequently how the price of

6.7

labour to the price of capital will develop.

Conclusions

The limited inter-area trade suggests a high degree of competitiveness,

This could be accounted for by the similarity in their exports and their

manufactures which are limited in range .and highly substitutable for imports
from outside the area. In the short-run, trade expansion within the area is,
therefore, highly unlikely. Although trade diversion is limited, a trade

expansion may not be sufficient to compensate for the losses of diversion in

. fKuwait's imports to the ACM from lower-cost sources. The trade links through

'thé ACM égreement are not particularly associated with the economic development

~policies, and the consolidation of the trade relation with these countries

cannot be implemented without the active role of the state. This is a basic

‘difference between Kuwait as a free trader, and the ACM members who remain

. highly protectionist. Trade which has been the main theme of the ACM, has not

- been associated with industrial cooperation and economic development.,  The

reverse is true, and therefore, both remain weak within the framework of the

- ACM,

" In the short-run Kuwait's frozen membership, particularly with the non-

~ adherence of other members to the ACM resolutions, is therefore, justified. - In

- the long-run, factors of prodﬁction complementarity could be of vital importance.

Kuwait would have access to a wide labour market. Capital could be channelled
to:develdp labour~intensive industries, It could also be utilized in downstream

investment, provided investments are guaranteed by receipient countries. These

., capital outlets might determine the dimensions of future industrialization

' programmes for Kuwait. 1In the case of petrochemicals, investing in some related

and. end—product industries may be more profitable in theses countries.

.1 The dynamics of regional integration amongst the ACM members are vast.
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Actual statistical information or plausible approximations should be employed
to measure the beneficiai effects of spread versus the risks of backwash,
ﬁotentials,of economies of scale, elasticities of demand, and production
qomplementarities.

A final important consideration in the bargaining position of a small
country is its terms of trade. The bargaining powér of a group such as the
©ACM may help reinforce the improvement in Kuwait's terms of trade, achieved

by the concerted efforts of another group, OPEC.
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CHAPTER 7

Summary and Conclusions

Thé monetary, financial, and general economic conditions of the mini- _
.economy of Kuwait, are incomparably betfer than those of most large nations.
However, features ascribed to émall nations, such as a limited geographic size,
a relatively small national market, and a 1imited'range of national resources
afe true of Kuwait. Moreover,vKuwait rémains a dualistic economy, which is
iilustrgted by the divorce between growthAand de&elopment. In some spheres,
such as fhe sociai overhead capital facilities, the country has developed
fapidly. Growth in GNP since the 1950s has heen rapid, but this is only due
to the tremendous expansion in o0il production and exportation. Therefore,
despite the high GNP level achieved, the-productive capacity and capital
| absorptive capacity of the economy femain limited, and the resu}tant capital |
ieakages have reduced local multiplier effects. In a rentier economy, where
thére is consﬁmbtion with'iittle production, the large dependence on imported
commodities is facilitated by the surplus capital and foreign exchange reserves.,
Thesé reserves help maintain the favourable balance of payments which permits
the'country to conltinue the free trade policy. .

- Kuwait's exports are highly concentrated and their market concentration is

: relativeiy high., Export stability is likely toAbe less involved with geographic
concentration than with the stability of her customers'! imports. So far, expoft
receiﬁts have been relatively stable and compére advantageously with most
' developed countries. Political stability in the area will undoubtedly help
' to maintain these earnings.

In the highly capital»intenéive 0il sector, employment Oppértunities are
limited. The major concentration of employmept has, therefore, been in trade

and services. High income levels prevailing in government service have made
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Kuwaitis reluctant to enter these occupations however, and as a consequence,
most of those engaged in produofive employment are immigrants.  The hetero-
genous population, offers the economy a vériety of skills and technical know-how,
without changing the higherechelons of the socio-political hierarchy. Growth
andldevélOpment of the labour force has been completely out of balance with that
.of the capital, This factoral imbalance feflects the extremity of the dualistic
‘ economy. |

The emergence and pre-eminence of the puElic sector in the transformation
of the desert economy into a welfare stafe has been facilitated by the rapid
increase in 01l revenues. ThroughAthe injection Sf purchasing power into the
ecoﬁomy and the provision of welfare benefits and employment, the government
ﬁlays a.very important role in economic activity. However, the nature of the
Kuwaiti socio—pélitical structure and the lack of govermnmental regulatory and
“limited pump-priming instruments,-have 1e& to increasing income disparities,
.Equitabie redistribution of wealth through such public schemes as land purchase,
»have failed. The sudden influx of wealth from oil production has led to a need
to controi inflationary tendencies. This involves a set of fiscél, monetary,
and structural measurés as outlined in Chapter 2. A more satisfactory policy
would be the expanéion of the economy's productive capacity to satisfy part of
local demand, which could help.reduce inflation, The public sector's supply
of social and economic infrastructure in excess of demand, serves to stimulate.
- the development of directly productive activitieé; Perhaps, the government
itself should initially play a more direct role rather than rely on private

enterprise, . -

The developmental impact of the o0il sector on the rest of the economy has
been limited.- Unless the government initiates the diversification of markets
and products - after the nationalization of KOC — oil deplétion, and the high
market concentration will increase the long-run vulnerability of the economy..

By encouraging industrial diversification, the government could help reduce
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the vulnerability of the economy, and sustain long-term growth. By developing
“leading industries in line with the theory of unbalanced growth, and by the
'puﬁlic sector's participation with the private, the much needed ability to
| :invést could be genefated. The asymmetric sequence of industrial development
.makes.use of the cumulative process, production éomplementarities, and external
economies,:which create pressures and incentives to invest in directly
productive activities. One instance of this is the interdependence of
chemicalization and electrification»in Kuwait which has complementarity effects
- -bn'oil refining and natural gas utilization. The o0il conservation policy and
" industrialization need not be contradictory cbjectives, |

-_Import—substitution is handicapped by the limited effective demand for
vrthésé products and the high labour cost of total production, The low level of
: protection which may prove ineffective for local firms coﬁld be replaced by
blsubsidies on production which could graduaily be decreased. Where cost reduction
' 'is;envisaged, import—substitution'industries are planned., Expori-oriented
ﬂ'indﬁstries, in which planned investments are largely concentrated, may behave as
2 ca%alyst to these projects. The course of industrial development is largely
'  on the bases of capital intensive, large scale, technqlogically'advanced
industries. By following this course, the économy can circumvent the constraints
- of a small local market, a restricted manpower pooi, and as a 'late~comer!
behefitAfroﬁ technological advancements pioﬁeeréd elsewhere. Regional coop-
erafion;_'through purposeful-and reciprocal effoffs, can be one viéble means of
achieving industrial development for a small developing nation such as Kuwait.
Cooperation has proved useful between thé OPEC countries, and has strengthened
the bargaining position of XKuwait. In the 1970s, OPEC was able to imﬁrove 0il
; prices'markedly; A small developing nation may not have been able to achieve
| ;this gbéi on her own,?despite oil's favoﬁrable position in world trade,
Inbreased 0il prices have improved Kuwait's income and barter terms of trade as

' is evident from the post 1972 data (especially in 1974).
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Technological COOperation, accessability to markets and to a larger
skilled labour pool, can be attéined by an active Arab Common Market. However,
in the short-run, Kuwait's frozen membershiﬁ in the ACM, particularly with the
non~adherence of other members to its resolutions, seems justified, In this
rapidly.growing area,'the,longhterm benefits of regional integration are likely
to be substantial. Elements of a oomplementéry and diversified industrialized
regionél structure afe already present in this market,  Cooperation would
allow for economies of scale, improvement of broduct quality, increased
productivity and cost-reduction, making fhese products competitive internationally1

Lack_of technical information;'rather than.the cost of acquiring it, is an
impediment to Kuwait'!s industrial projects. Technical information and
docﬁmentation centres are needed at the nafional level and in cooperation with
other countries, in order to facilitate the selectioﬂ of technology. The
cooperation of such iﬁstitutions as the Kﬁwait Institute for Economic and Social
-Planning with Kuwait University shoﬁld involve the development gf sources of
feéhnical information and its dissemination nationally, and the promotion of
“industrial research, By abprOpriately coordinating with{these institutions,
thé industrial Dévelophent Bank could brovide extension services in the fields
of advice and technical information, particularly for small scale entfepreneurs.
Estahlishing an industrial research institute should be supplemented by research
and development departments Within the large industrial énterprises. These
-departments play a leading role in advanced countfies. Under contractual
agreements for the purchase of technical know-how training for local personnel
could bé providedg. The purchase of technical know~how should proceed, where

it cannot be obtained through regional cooperation or "developed by locally’

‘adapting freely available technology”3. A further obstacle facing technological

transfer is that a contract to use a particular technology, may not licence

future improvements. If it does, another impediment may be the constantly
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rising "technological competence of established competitors"4. In one case,

the production.of intermediate pétrochemicals, this point ought not to be
overemphasized gince intermediate préducts can be used.to produce a number of
) final products,

Thé establishment of such industries as petrochemicais and metallurgy
should be stressed at the regional level., 1In determining the industrial
programme, mathematical techniques, such as Input-Output models,could be used.
iThey>should take into account transactions with, and the industrial structure

of, the region and of other Gulf states in order to avoid any wasteful

 duplication,

Low.productive employment, imperfect occupational mobility of local labour,
aﬁd'the slbw develoPmenf of local skills require a~new socio-~economic order
offering expatriate labour, security and equal opportunities with Kuwaiti
nationals. . Since raising labour and maﬁégerial productivity is important,
.training'in general and‘upgrading courses are essential to use qodern technology
éffeqtively. Howevef, since training takes time to materialize, access to
'readily available skilled labour, particularly of the ACM, is necessary for the
operation and maintenaﬁce of modern equipment.

Petrochemicals, Kuwait's main export-oriented industry, has world wide
markéts. Exporting to complementary plants in different markets, for instance,
those of the ACM might provelmore profitable. With the next phase of export-
“oriented industrialization, inspection and controi schemes, and the standardiza-—
tion of product quality should be enforced,

Kuwait, which has developed an aid and chéap loans programme, plays a mere
important role .in the financial world than the country's physical size would
._suggeét. With the establishment of specialized fingnoial institutions, and the
expanéion~of the banking system,.Kuwait could develop into a fiﬁancial centre

for the Middle East. The growing importance of returns on investments abread,
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suggest that new channels could be probed into, insuring the growth of their

_ returns in real value. By making long~term investments in inflation-proof

- . assets, investment risks may be circumvented to a certain degree., Finally,

the development of the financial system may partly compensate for the lagging

sectors. in the short—term, and complement industrialization in the long-term,
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Notes to Chapler 7

1. El-Mallakh, in Seminar on Investment Policies (See Chapter 2 fooinotes 2),
p. 7 of article,.

2. U.N;I.D;O., Selected Aspects of Indusirial Policy, Report and Proceedings of
Interregional Seminar, Beirut, 4~15 January 1971, (New York: U.,N, Publications,

1971), pp.20-24.

43. U.NtIoD-O., Ibid, p_.2l.

4. Myrdal, G., "The Transfer of Technology to Underdeveloped Countries", Scientific
American, September 1974, Vol.A23l, No.3,p.173.
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