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ABSTRACT 

Prior to 1970 the Saudi Government faced 

severe socioeconomic problems two of which were: (1) 

the contribution of the private sector to the Gross 

Domestic Product was low, and (2) the oil revenues 

were the main source of the national income. As the 

oil revenues rapidly increased between 1972 and 1981, 

the government used every means at its disposal to 

encourage the private sector. The goal was to diver

sify the sources of national income in order to 

decrease the dependency on oil revenues as the main 

source of national income. To achieve this the gov

ernment has provided interest-free loans to the pri

vate sector which, along with the demand, has 

increased the gross domestic fixed capital formation 

of the private sector. 

The purpose of this study was to 

theoretically explain the phenomenal expansion of the 

private sector. Three models were developed from the 

least to the most difficult. The main principle of 

the models is that the expansion of the private 

sector is stimulated because of the low cost of 

capital in Saudi Arabia. Since oil revenues (the 

main source of government 

xiii 

expenditures) have 



xiv 

decreased in recent years questions have been raised 

concerning the ability of the private sector to sup

port the economy. It is argued that the demand of 

national and international markets will increase in 

the future, thus allowing the private sector to ex

pand further. Even though the cost of capital will 

increase, Saudi companies will be able to compete 

either nationally or internationally. In addition, 

the competitiveness of the Saudi capital market may 

increase which ~11l, in turn, benefit the Saudi eco

nomy. 



explore 

private 

f'ac ing 

CHAPTER 1 

INTRODUCTION 

Purpose 

The purpose of this dissertation is to 

the reasons for the expansion of the Saudi 

sector to meet 

Saudi Arabia. 

certain economic problems 

This necessitates the 

development of certain models which may explain this 

expansion. 

Statement of the Problem 

The revenues of the Saudi Government which 

are generated mainly from the sale of oil have 

increased rapidly since 1972. Prior to 1970 Saudi 

Arabia faced harsh socioeconomic problems such as: 

a. the standard of living of most Saudis was 

very low; 

b. inadequate and few housing units; 

c. primitive physical infrastructure; and 

d. lack of diversified sources of national 

income. 

1 
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The Saudi Government has introduced three 

Five-Year Development Plans to overcome these socio

economic problems. Some of the goals are to increase 

the growth rate of GDP; 

--foster human resources in order to increase 

participation in the development process; 

--diversify the sources of national income to 

reduce dependency on oil; 

--encourage the private sector to increase its 

share in the GDP. 

A critical part of the Five-Year Development Plans is 

the establishment of government specialized financial 

institutions to provide interest-free loans to the 

private sector. 

The results to date have been very successful 

and noticeable in the expansion of private industry 

and farms. 

The task now is to develop specific models 

to deal with the following: 

a. the cost of capital regarding Saudi 

companies; 

b. the optimal capital structure for Saudi 

companies; and 

c. the value of levered firms in equilibrium. 
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Organization of the Dissertation 

Chapter 2 will be devoted to background 

information and description of the situation in Saudi 

Arabia. Chapter 3 will describe the government 

credit offered to the private sector while the 

relationship between loans and economic activity will 

be presented in Chapters 4, while the relationship 

between the private gross domestic fixed capital 

formation and the loans provided by the government 

will be discussed in Chapter 5. Chapters 6, 7 and 

8 will describe the financial models developed as a 

result of this study and Chapter 9 the conclusions 

reached. 



CHAPTER 2 

SOME FACTS ABOUT SAUDI ARABIA 

The intent of this chapter is to present a 

clear picture of the economic conditions in Saudi 

Arabia and 

government 

investment 

comparison 

to describe the process which the 

is using to implement a socially optimal 

policy for the country. Initially a 

will be made of the currencies and 

calendars of Saudi Arabia and the United States to 

decrease confusion concerning terms used in this 

work. A discussion of the problems leading to 

present developments will follow, and finally there 

will be a presentation of the methods of implementing 

economic optimality. 

Currency and Calendar 

Because some resources used in this study 

refer to Saudi Riyals (SR) and the Hijra Calendar, it 

is important that the reader have an understanding of 

both. Table 1 gives the exchange rates between Saudi 

Riyals and U.S. Dollars from 1970 to 1984. Table 2 

provides a comparison between the Hijra and Gregorian 

years and the Hijra and Gregorian fiscal years. 

4 



Table 1. Exchange Rates between Saudi Riyals and 
U.S. Dollars from 1970 to 1984 

Year U.S. Dollar Saudi Riyal 

1970 1 4.5 

1971 1 4.4868 

1972 1 4.1448 

1973 1 3.7014 

1974 1 3.55 

1975 1 3.5176 

1976 1 3.53 

1977 1 3.5251 

1978 1 3.3996 

1979 1 3.3608 

1980 1 3.3267 

1981 1 3.415 

1982 1 3.4415 

1983 1 3.495 

1984 1 3.575 

Source: Ministry of Planning, Achievements of 
the Development Plans, 19'"/0-1984. 

5 



Table 2. Hijra and Gregorian Calendars 

Hijra 
Year 

1390 

1391 

1392 

1393 

1394 

1395 

1396 

1397 

1398 

1399 

1400 

Gregorian 
Year 

1970 

1971 

1972 

1973 

1974 

1975 

1976 

1977 

1978 

1979 

1980 

Hijra Fiscal 
Year 

1390/91 

1391/92 

1392/93 

1393/94 

1394/95 

1395/96 

1396/97 

1397/98 

1398/99 

1399/00 

1400/01 

Gregorian 
Fiscal Year 

1970/71 

1971/72 

1972/73 

1973/74 

1974/75 

1975/76 

1976/77 

1977/78 

1978/79 

1979/80 

1980/81 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984. 

6 
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Saudi Arabian Economy 

Prior to 1970 

Saudi Arabia faced several problems prior to 

1970. They were: 

--a shortage of managerial and technical know

how; 

--an inadequate number of skilled and 

semiskilled laborers; 

--unsatisfactory quality and low quantity of 

housing units; 

--an inadequate level of physical infrastructure 

--the small contribution of the private sector to 

the Gross Domestic Product (GDP); 

--a low standard of living; and 

--the reluctance of the private sector to carry 

out large-scale development projects because of 

lack of experience, lack of funds and the risks 

involved. 

All of these problems reflect the status of Saudi 

Arabia prior to 1970. The country was poor and had 

few resources with which to confront the problems of 

a developing nation. 

Revenues began to increase rapidly in 1972 

due to the continuous increase in oil production as a 
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result of a higher demand for oil and higher oil 

prices. Table 3 shows the increase which occurred 

from 1972 to 1983. The increase in oil production 

affected the Saudi economy drastically and has meant 

that the Saudi Government cannot only develop the 

economy of Saudi Arabia, but more important it can 

positively impact the private sector to increase its 

participation in GDP and reduce the dependency on oil 

as the primary source of national income through its 

economic plans. 

Government Policies and the 
Development Plans 

The economic system is generally a free 

economy with some exceptions. The government 

intervenes in cases when the market does not function 

the way it should or when the government wishes to 

encourage a certain economic sector. The Development 

Plan states: 

The economic system of Saudi Arabia is based 
on the principal of free economy where a 
sUbstantial part of the production and dis
tribution of goods and services is left to 
the individuals and groups enjoying freedom 
in their dealings and transactions. While 
the Government of Saudi Arabia will uphold 
the market system and encourage the private 
sector to play a fundamental role in the 
accelerated growth and development of the 
country, it will take all necessary measures 
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Table 3. Oil Revenues and Exports 

Oil Exports Oil Revenues 
Million Million 

Year Barrels U.S.$ 

1972 2195.8 2744.6 

1973 2769.4 4340.1 

1974 3098.6 22573.5 

1975 2581.1 25676.2 

1976 3140.3 30754.9 

1977 3324.8 36540.1 

1978 2985.6 32233.8 

1979 3393.0 48435.2 

1980 3554.0 84466.4 

1981 3486.4 101813.0 

1982 2254.8 70478.6 

1983 N.A. N.A. 

Source: Saudi Arabian Monetary Agency, Research 
and Statistics Department, Statistical 
Summary, 1985, pp.68-71. 



to make the market system conform to the 
large social interest of the country.l 

10 

As a result of the rapid increase in revenues 

over the last 14 years, the Saudi Government has 

introduced three Five-Year Development Plans in an 

attempt to meet and resolve the problems which are 

mentioned previously. 

The appropriations budgeted for the first 

Five-Year Development Plan included items such as 

Administration, Defense, Education, Health, Public 

Utilities, and Urban Development, Transportation, 

Industry, Agriculture, and Trade and Services (Table 

4). The budget for the Second Five-Year Development 

Plan included items such as Economic and Human 

Resources Development, Social Development, Physical 

Infrastructure Development, Administration, Defense, 

and External Assistance (Table 5). The Third Five-

Year Development Plan substantially focused on 

Economic and Human Resources Development, Social 

Development, Physical Infrastructure Development, 

Administration, and Emergency Reserves (Table 6). As 

seen in Table 7 the budgets of all three plans were 

underestimated. The Saudi Government was able to 

lMinistry of Planning. 
1975-1980, p. 1. 

Development Plan, 
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Table 4. Financial Apropriations for the First Five
Year Development Plan (1970-75) (Million 
S.R. )a 

Appropriations 

Administration 

Defense 

Education, Vocational Training, 
and Cultural Affairs 

Health and Social Affairs 

Public Utilities and Urban 
Development 

Transport and Communication 

Industry 

Agriculture 

Trade and Services 

Total 

aAt constant 1969/70 prices. 

Amount 

7717.4 18.6 

9555 23.1 

7377.7 17.8 

1921.1 4.7 

4572.3 11.1 

7476.5 18.1 

1098.5 2.7 

1467.7 3.6 

127.3 0.3 

41313.5 100.0 

Source: Central Planning Organization, Development 
Plan, 1970-75, p. 43. 



Table 5. Financial Apropriations for the Second 
Five-Year Development Plan (1975-80) 
(Million S.R. )a 

Appropriations Amount % 

Economic Resources Development 92135.0 18.5 

Human Resources Development 801~4.0 16.1 

Social Develoment 33213.0 6.7 

Physical Infrastructure Development 112945.0 22.7 

Administration 38179.0 7.7 

Defense 78196.0 15.7 

External Assistance, Emergency 
Fund, Food Subisides, and 
Transfer to General Reserve 63478.0 12.7 

Total 498270.0 100.0 

aAt constant 1974/75 prices. 
Source: The Wall street Journal, October 6, 

1975, p. 10. 

12 



Table 6. Financial Apropriations for the Third 
Five-Year Development Plan (1980-85) 
(Billion !S.R. lab 

Appropriations 

Economic Resources Development 

Human Resources Development 

Social Develoment 

Physical Infrastructure Development 

Administration 

Emergency Reserve, and 
Food Subisides 

Total 

Amount 

261.8 

129.6 

61.2 

249.1 

31.4 

49.6 

782.7 

13 

33.4 

16.6 

7.8 

31.8 

4.0 

6.3 

100.0 

aAt constant 1979/80 prices. 
bThe total financial appropriations do not include 
transfer payments, non-civilian sectors, or foreign 
aid. 

Source: Ministry of Planning, Development Plan, 
1980-85, p. 88. 
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Table 7. Government Expenditures (Million S.R.) 

Year Appropriations 

1389/90 5966.0 

1390/91 6380.0 

1391/92 10782.0 

1392/93 13200.0 

1393/94 22810.0 

1394/95 45743.0 

1395/96 110935.0 

1396/97 131296.1 

1397/98 134253.5 

1398/99 144558.3 

1399/00 180258.7 

1400/01 245000.0 

1401/02 297999.8 

1402/03 313400.0 

1403/04 260000.0 

1404/05 260000.0 

1405/06 200000.0 

Source: Compiled from Ministry of Finance and 
National Economy, Central Department of 
Statistics, The Statistical Indicator, 1982, 
p. 137; and Saudi Arabian Monetary Agency, 
Research and Statistics Department, 
Statistical Summary, 1985, p. 88. 
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spend more during each plan due to the unexpected 

increase in oil prices and the sale of more barrels 

of oil than planned. 

The objectives of the Saudi Government can be 

summarized from the three Five-Year Development 

Plans: 

--increase in the rate of GDP 

--foster human resources in order to increase 

participation in the development process 

--diversify the sources of national income to 

reduce dependency on oil; and 

--encourage the private sector to increase its 

share in the GDP. 

Tax System 

Individual Zakat. Saudi Arabian citizens are 

not subject to income tax, however they are subject 

to Zakat by the Sharia. The Sharia (Islamic Law) 

requires that every assessee must pay a flat 2.5% 

annually of his/her wealth to needy people. This can 

be in the form of cash or invested capital. All 

wealth is assessable with the exception of that which 

is for personal use. 
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Individual Zakat is not collected by the 

government--it is paid according to the individual's 

conscience. 

Saudi Corporation Zakat. Saudi Corporations 

are also not subject to income tax, but again are 

subject to Zakat payable to the Department of Zakat 

and Income Tax. In this instance the government 

assesses the Zakat. 

The Department of Zakat and Income Tax states 

that the assessment of Zakat is calculated based on 

the following: 

1. Capital paid only at the beginning of the 
year is subject to Zakat. Any additions to 
capital during the year is subject to Zakat 
in the next year. 

2. Net profit at the end of the year. In accor
dance with the profit and loss statement 
before any distributions and regardless of 
the date of such profit. 

3. Profits carried over from previous years, 
since these are considered as additional 
capital. Settlement of Zakat for previous 
years has no effect in this regard because 
every year is independent of the other. 

4. All reserves what-so-ever excluding end of 
service indemnity reserve. 

5. Credit accounts at the beginning of the year. 
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6. Profits under distribution, unless such 
profits are proved to be deposited at a bank 
for shareholders. 2 

The following is deducted from total amount 

mentioned above to reach at the amount subject to 

Zakat: 

a. Net amount of fixed assets (after deducting 
the depreciation) provided that (1) the 
complete value of assets is paid, and (2) the 
value should be within the limits of paid-up 
capital, profits carried forward from 
previous years, reserve appropriations, and 
credit account of the owner. 

b. Actual losses whether of the same year or 
carried forward from previous years. 

c. Investments in other establishments. 3 

In summary, the amount subject to Zakat can 

be calculated as 

(1 + 2 + 3 + 4 + 5 + 6) - (a + b + c) the 

amount subject to Zakat. 

Zakat 2.5% x amount subject to Zakat. 

2Ministry of Finance and National Economy, 
Department of Zakat and Income Tax, Collection of 
regulations regarding Zakat and Income Tax, 1977, 
pp. 459-460. 

3Ibid. 
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Tax Payable by Foreign Compani~~nd Non-

Saudi Shareholders of Saudi Companies. Income tax 

assessed foreign companies is calculated as fOllows: 4 

Profit 

S.R. 100,000 and under 
S.R. 100,000 to 500,000 
S.R. 500,000 to 1,000,000 
S.R. 1,000,000 and over 

Tax Rate 

20% 
30% 
35% 
40% 

However, foreign investors in Saudi Companies 

are exempt from both income tax and Zakat for 10 

years if they are involved in agricultural and indus-

trial projects. If their investments are in any 

other sectors they are exempt for five years. The 

only requirement for such exemption is that foreign

ers cannot invest more than 75% of the value of the 

capital. 5 

The tax system whether it is in the form of 

Zakat or income tax may not cause the private gross 

domestic fixed capital formation to be diverted back 

to the goverment (this point will be discussed in 

Chapter 5). Hence, it does not concern this 

dissertation. Therefore it will not be emphasized 

further. 

4Ibid., p. 10. 

5Ministry of Finance and National Economy, 
Statute of Foreign Capital Investment, 1983, p. 9. 



Criticism of Saudi Economic 
Development Plans 
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Many outsiders have been surprised that the 

Saudi Government attempted to implement its Five-Year 

Development Plans more rapidly. The problems facing 

the government (shortage of managerial and technical 

know-how, inadequate skilled and semiskilled labor-

ers, and inadequate physical infrastructure) were so 

mammoth that there were hardly enough resources to 

carry out the Plans without some negative effects. 

Critics claimed that, first, the government 

would have to depend on imported labor in order to 

accomplish the goals. In fact, 43% of the labor 

force in 1980 was non-Saudi and it is projected that 

by the end of 1984 non-Saudis will comprise 41% of 

the labor force. 6 

The problems associated with a non-Saudi 

labor force include a change in the per capita calcu-

lations, a pressure on the basic infrastructure, an 

increase in the flow of investment dollars since 

foreign workers send money home (a negative effect on 

the balance of payments), and an increase in the cost 

of maintaining the social stability. 

6Ministry of planning, 
Plan, 1980-85, p. 98. 

Third Development 



20 

Second, critics maintain that inflation is 

difficult to control under s~ch rapid development. 

From 1970 to 1972 the general price index rose at a 

modest rate; in 1973 it began to rise rapidly and 

continued through 1976 (Table 8). This was probably 

caused by (a) internal factors such as an increase on 

the demand for goods, services, and laborers,7 

inadequate basic infrastructure,8 and a constant 

increase in money supply9; and (b) external factors 

such as high inflation abroad. 

Since 1976 the rate of inflation has been 

increasing at a decreasing rate. Extraordinary 

improvements in the basic infrastructure, food 

subsidies, and better control of the money supply 

have produced this promising trend. But the economy 

suffered under the rapid expansion of the First Five-

Year Development Plan. 

Third, critics point to a waste of financial 

resources as a result of the rapid development 

implemented by the Saudi Government. Evaluation of 

7Ibid., p. 105. 

8Ibid. 

9Ministry of Finance and 
Central Department of Statistics, 
Book, 1980, p. 521. 

National Economy, 
Statistical Year 
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Table 8. Cost or Living Index (1979 = 100) 

Year 

1970 29.0 

1971 30.4 

1972 31.7 

1973 36.9 

1974 44.8 

1975 60.3 

1976 79.3 

1977 88.3 

1978 98.2 

1979 100.0 

1980 103.6 

1981 106.6 

1982 107.8 

1983 108.7 

1984 

1st Q 107.6 

2nd Q 108.5 

3rd Q 107.7 

Source: Saudi Arabian Monetary Agency, Research and 
Statistical Department, Annual Report, 1984, 
p. 184. 
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profitability and impact on society are difficult 

when large projects are pushed through without 

complete planning. 

Saudi planners argue that they have avoided 

problems by increasing domestic development. They 

claim that, first, had they slowed down the develop-

ment process, there would have been a huge financial 

surplus. This huge financial surplus may be invested 

in foreign capital markets (such as large-scale 

investment in equity, bonds, foreign currencies, 

etc 0 ) • Investing in foreign capital markets would 

have meant risking the loss of these surplus assets 

because (a) the value of financial assets can depre

ciate due to the high rates of inflation abroad 10 , 

(b) the possibility of devaluation of foreign cur

rencies,ll and (c) the possibility of confiscation of 

Saudi investments. 

Second, Saudi planners claim that inflation 

abroad has increased so rapidly that it is cheaper 

for the Kingdom to invest the money as soon as 

10Farouk M. Akhdar "The Philosophy of Saudi 
Arabian's Industrialization Policy," in Ragaei El 
Mallakh and Dorothea H. El Mallakh, Saudi Arabia, 
Lexington Books, Canada, 1982, p. 16. 

11Ibid. 
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possible because development projects will only cost 

more in years to come. 

Methods of Implementation of 
the Economic Optimality 

To achieve the objectives of the Government, 

every Ministry and Government Agency as well as the 

government specialized financial institutions are 

held responsible for implementing the objectives 

which fall in their specialization. 

This work concentrates of the objective of 

fostering and upholding the private sector in order 

to reduce dependency on oil as the primary source of 

national income. 

To achieve this objective, the government 

established the government specialized financial 

institutions. These institutions provide interest-

free loans to the private sector. The intent is to 

reduce the cost of capital and increase the private 

gross domestic fixed capital formation. Chapter 3 

will describe the Government credit to the private 

sector. Chapter 4 will relate the economic activ-

ities within the borrowing sectors to the loans 

provided to them. Chapter 5 will relate the 

interest-free loans to the private gross domestic 

fixed capital formation. 



CHAPTER 3 

DESCRIPTION OF GOVERNMENT CREDIT 
TO THE PRIVATE SECTOR 

Chapter 3 will describe The Saudi Arabian 

Agricultural Bank (SAAB), the Saudi Industrial 

Development Fund (SIDF), the Real Estate Development 

Fund (REDF), and the Public Investment Fund (PIF). 

Included in this discussion will be the objectives, 

lending policies, collection policies, and subsidies, 

if any, of each institution. 

The Saudi Arabian Agricultural 
Bank (SAAB) 

The SAAB was established in 1962 to provide 

interest-free loans and subsidies to farmers and 

farming companies in order to promote the development 

of the agricultural sector. 12 

Lending Policy 

There are four types of interest-free loans 

provided by the SAAB: short-term loans, medium-term 

12Ministry of Finance and National Economy, 
Statute of the Saudi Arabian Agricultural Bank, 1978, 
p. 3. 

24 
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loans, long-term loans, and loans to agricultural 

projects. 13 

Short term loans are for one year and the 

rate of financing is dependent on the amount of the 

loans or other obligations occurring on a farmer. If 

the loan or other obligations accruing on a farmer is 

equal or less than S.R. 500,000, the rate of 

financing is 100%. If the loan or other obligations 

occurring on a farmer is over S.R. 500,000 but less 

than S.R. 3,000,000, the rate of financing is 80%. 

The rate of financing is 60%, if the loan or other 

obligations accruing on a farmer is over S.R. 

3,000,000. 

Medium-term loans are financed at the same 

rate as short-term loans, but may be repaid in 10 

equal annual installments. 

Long-term loans also carry the same finance 

rate, but repayment is required in 25 equal annual 

installments. 

Loans to agricultural projects are financed 

somewhat differently from the three others. The rate 

of financing is 80%, if the cost of the project is 

13Saudi Arabian 
lishment, Objectives, 
5-8. 

Agricultural Bank, Estab
Policy, and Achievements, pp. 
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S.R. 3,000,000 or less, and 60%, if the cost is over 

S.R. 3,000,000. Repayment is required in 10 equal 

annual installments with a grace period of 1 to 2 

years. 

In all cases debts may not exceed S.R. 20 

Million and each loan must be guaranteed by one or 

more of the following: 

a. mortgages; 

b. bank guarantee; or 

c. personal guarantee. 

Subsidies14 

The SAAB provides subsidies to its borrowers 

for farming machinery, agricultural pumps and motors, 

feed, poultry farm equipment, and air freight for 

milk cows in the following percentages: 

Farming Machinery 
Agricultural pumps and motors 
Feeds 
Poultry farm equipment 
Air freight for milk cows 

Collection Policies 

45% 
50% 
50% 
20%-30% 

100% 

SAAB has no harsh policy for collecting 

installment payments. In fact, installment payments 

may be postponed for the following reasons: 

14Ibid., pp. 11-12. 
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a. Shortage of water; 

b. Low prices for agricultural products; 

c. Lag between harvest season and maturity date 

of an installment payment; and 

d. The mobility of bedouins makes it difficult 

to find them when they do not make their 

payments. 15 

The Saudi Industrial Development 
Fund (SIDF) 

The SIDF has been established since 1974. 

Its role is to provide interest-free loans to new or 

existing manufacturing industries in order to 

accelerate the development of the manufacturing 

sector. 16 

Lending Policy 

The SIDF loans money only to Saudi 

companies. 17 If foreign shareholders own more than 

50% of a company, the amount of loan available will 

Years, 
71. 

15Saudi Arabian Agricultural Bank in Twenty 
the Research and Studies Department, pp. 70-

16Saudi Arabian Monetary Agency, Research 
and Statistl~s Department, Annual Report, 1981, p. 75. 

17Ministry of Finance and National Economy, 
SlDF, Industrial Loans, p. 6. 
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be decreased. 18 All loans must be secured by mort-

gage. 19 The value of any of these industrial loans 

cannot exceed 50% of the cost of a project. 20 

Loans must be repaid over a maximum term of 

15 years, in 15 equal annual installments. The 

maturity, the amount of installment payments, and the 

grace period are determined by the SIDF on the basis 

of the expected cash flow. 21 The Fund provides 

interest-free loans for expansion, modernization, and 

depreciation. 22 

If the loan is borrowed for an electric 

project, the interest-free loan covers 100% of the 

project cost. 23 

Finance Charges 

The SIDF loans include two types of finance 

charges: 

18Ibid. 

19Ibid. 

20Ibid. 

21Ibid. 

22Ibid. 

23Ministry of Finance and National 
Saudi Industrial Development Fund, Annual 
1403/1404, p. 12. 

Economy, 
Report, 
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a. According to a Tajammul Hussain, a team 

leader in the SIDF (August 1985), there is a 

charge for research and analysis of a proj

ect. This charge is determined by the amount 

of time and money spent in doing the research 

and analysis; and 

b. Mr. Hussain also indicated that there was a 

charge for time spent by SIDF specialists in 

visiting the borrowing company. These visits 

made every two or three months are mandatory 

to ensure that the company is meeting its 

marketing and production demands and will be 

able to meet its payments. 

Collection Policies 

There have been problems in collecting 

payments from certain companies, notably those 

involved in electric projects. According to Mr. 

Hussain, when an another company is incapable of 

paying one or more installment payments, the Fund may 

postpone the payments. This is may be due to the 

reason that the company may serve a large sector of 

the society. However, the written restriction has 

been that the SIDF cannot extend a loan more than 15 

years. So when the company can not be able to pay 
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within 15 years, the Ministry of Finance and National 

Economy may step in and transfer the loan to its 

account and may extend the loan to 20 or 30 years. 

By the end of 1403/1404, SIDF stopped lending 

the electric companies money. All responsibility for 

electric power has been turned over to the 

Electricity Corporation (Electrico). In addition, 

the government has become a shareholder in electric 

companies by the amount of the total loans because 

they are incapable of paying back the huge interest-

free loans provided to them. The government intends 

to sell back its shares to the public. 

The Real Estate Development 
Fund (REDF) 

The REDF has been in existence since 1974 

with the objective to provide interest-free loans to 

Saudi individuals as well as real estate companies in 

order to develop the construction sector. 24 

Lending Policy 

The REDF has funds available to loan to 

private citizens of Saudi Arabia and to domestic real 

estate companies. REDF provides private and 

24Ministry of Planning, Third Development 
Plan, 1980-85, pp. 442-443. 
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invest~ent loans. The requirements for private loans 

are: 25 

a. Borrowers who acquire a private loan may not 

obtain another loan from the fund; 

b. The private loan cannot exceed 70% of the 

building cost; 

c. The private loan must be repaid annually in 

25 equal installments, with a grace period of 

2 years; 

d. The total value of the private loan cannot 

exceed S.R. 300,000; and 

e. A 20% discount is given those borrowers who 

pay every installment on time, and another 

10% discount is given those who payoff all 

the private loan early; and 

f. All loans must be secured by mortgages. 

Requirements for the investment loans are: 

a. Investment loans may not exceed 50% of the 

building cost; 

25Compiled from Ministry of Planning, Third 
Development Plan, 1980-85, pp. 442-443; Ministry of 
Finance and National Economy, Statute of the Real 
Estate Development Fund, 1983, pp. 5-9; Real Estate 
Development Fund, Lending Directory, 1403, pp. 13-26; 
and Real Estate Development Fund, Seven Year Re
view, 1395/96-1401/02, pp. 9-20. 



b. Investment 

10,000,000; 

loans may not 
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exceed S.R. 

c. Investment loans must be repaid annually in 

10 equal installments with the first payment 

due one year after the implementation of the 

building; 

d. Any investment loan must be repaid before 

another loan is requested or accepted; and 

e. All investment loans must be secured by 

mortgages. 

Collection Policies 

Collection policies are not rigid. This 

author was informed by the head of the collection 

department of the REDF in August 1985 that the Fund 

may postpone one or more installment payments if (a) 

the borrower of the private loan is not able to make 

the payments, or (b) the borrower of the investment 

loan can not obtain renters for his building and 

doesn't have a money to make the payments. 

The Public Investment Fund (PIF) 

The PIF was instituted in 1971 with 

objective of financing public corporations 

engage in commercial or industrial projects. 

need for such financing and for the PIF is 

the 

which 

The 

that 
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commercial and industrial projects require tremendous 

financial and technical resources. The large amount 

of resources make it impossible for the private sec

tor to adventure into such projects. 26 

The PIF works specifically with four 

corporations: 

General Railway Organization (entirely government 

owned); 

Saudi Arabian Airlines (Saudia) (also entirely 

government owned); 

General Organization for Petroleum and Minerals 

(Petromin) (another entirely government owned 

enterprise); and 

Saudi Arabian Basic Industries Corporation 

(SABIC). 

SABIC was founded initially by the government 

in 1976 with S.R. 10 billion as capital. Currently 

the private sector own 25% of SABIC, but the goal of 

the government is to have the private sector own 75%. 

The main objective of SABIC is the establishment of 

the petrochemical industry in Saudi Arabia. It has 

implemented some of 12 projects, a majority of which 

26Ministry of Finance and National Economy, 
Statute of Public Investment Fund, 1981, p. 1. 
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have foreign firms as partners. The total investment 

in these projects totaled S.R. 38.6 billion by 

1983. 27 

Petromin is owned entirely by the Saudi 

Government. Its objective is to establish petroleum, 

gas, and mineral products. Some of the Petromin 

projects are eRtablished as joint ventures. 

Lending Policies28 

The lending policies of the PIF include the 

following: 

--The rate of financing given to a project car-

ried out by either SABIC or Petromin is 60%; 

--Loans must be repaid in 15 equal annual 

installments with a grace period of 5 years; 

--Interest rates on the financing is between 3 

and 5% depending on the profitability of each 

project; 

--Additional loans are provided for depreciation, 

expansion, and modernization; and 

27Ministry of Planning, Achievements of the 
Development Plans, 1970-1984, p. 132. 

28personal Communication, General Director of 
PIF, August, 1985. 
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--Postponement of payments can be obtained from 

the PIF. 



CHAPTER 4 

THE RELATIONSHIP BETWEEN LOANS AND 
ECONOMIC ACTIVITIES 

The intent of this chapter is to relate the 

economic activities within the borrowing sectors to 

the loans provided to them. 

Real Estate Sector 

In 1395/96 the Real Estate Development Fund 

(REDF) provided interest-free loans amounting to S.R. 

2,159,000,000. As a result 41,024 housing units were 

constructed. As of 1403/1404 the accumulated amount 

of interest-free loans provided by the REDF was S.R. 

64,890,000,000. With this amount 355,599 housing 

units were built (Table 9). 

There is a strong relationship between the 

amount of money loaned by the REDF and the number of 

housing units built. 

Electric Sector 

From 1395/96 to 1403/04 the Saudi Industrial 

Development Fund (SIDF) loaned a total of S.R. 

36,211,000,000 to the electric companies (Table 10). 

These loans were the major element in increasing the 

36 
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Table 9. The Loans Provided by REDF and the Number 
of Housing Units Constructed (Million S.R.) 

Number of 
Year Amount Housing Units 

1395/96 2159 41024 

1396/97 8901 64569 

1397/98 7534 6641 

1398/99 5766 45822 

1399/00 8575 42104 

1400/01 7598 36050 

1401/02 7141 38906 

1402/03 8307 43824 

1403/04 8909 36659 

Source: Ministry of Finance and National 
Economy, Real Estate Development Fund, 
Annual Report, 1403/1404, pp. 23-24. 



Table 10. The Value of SIDF Electricity Loan 
Disbursements (Million S.R. ) 

Year Amount 

1395/96 1409 

1396/97 1570 

1397/98 3073 

1398/99 6540 

1399/00 5178 

1400/01 5483 

1401/02 4551 

1402/03 4238 

1403/04 4169 

Source: Ministry of Finance and National 
Economy, Saudi Industrial Development 
Fund, Annual Report, 1403/1404, p. 48. 

38 
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the production of electricity from 4270 million Kwh 

in 1395 to 40124 million Kwh in 1404 (Table 11). 

Industrial Sector 

Table 12 shows the amounts of interest-free 

loans provided by the Saudi Industrial Development 

Fund (SIDF) to factories from 1394/95 to 1403/04. 

The total amount was S.R. 12,406,000,000. The number 

of licensed 

correspondingly 

and operating factories 

in each year (Table 13). 

increased 

There is 

not time in this study to list all the increases in 

production for which the loans from the SIDF was 

responsible; an example of these increases is shown 

in the production of cement and gypsum as shown in 

Table 14. 

The SIDF is not the only fund providing loans 

to the industrial sector, the Public Investment Fund 

(PIF) also provides loans to the General Railway 

Organization, Saudi Arabian Airlines (Saudia), and 

some projects implemented by SABle and Petromin. 

SABle is the only one of the four organizations which 

is partially owned by the private sector, thus it is 

the only one with which this study is concerned. But 

since many of the SABle projects are not yet in 



Table 11. The Production of Electricity (Million 
Kwh) 

Year Power Generated 

1395 4270 

1396 6389 

1397 7263 

1398 9713 

1399 15470 

1400 18909 

1401 25061 

1402 31014 

1403 35308 

1404 40124 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 219. 
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Table 12. The Value of Approved SIDF Industrial 
Loans (Million S.R.) 

Year Amount 

1394/95 150 

1395/96 1028 

1396/97 1251 

1397/98 2091 

1398/99 987 

1399/00 1339 

1400/01 1259 

1401/02 1415 

1402/03 1663 

1403/04 1223 

Source: Ministry of Finance and National 
Economy, Saudi Industrial Development 
Fund, Annual Report, 1403/1404, p. 45. 
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Table 13. Licensed (Operating and Sanctioned) 
and Operating Factories (Accumulated 
Figures) 

Year Licensed Factories Operating Factories 

1390 207 207 

1391 239 239 

1392 278 278 

1393 305 305 

1394 369 366 

1395 492 479 

1396 681 646 

1397 977 837 

1398 1183 1012 

1399 1478 1182 

1400 1907 1348 

1401 2306 1469 

1402 2598 1543 

1403 2932 1581 

1404 3252 1609 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 204. 
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Table 14. Production of Cement and Gypsum 

Year Cement (1000 tons) Gypsum (tons) 

1970 666.9 18981 

1971 703.4 17416 

1972 911.1 21700 

1973 1008.3 22099 

1974 1056.6 18510 

1975 1125.4 29019 

1976 1143.0 39702 

1977 1292.5 42372 

1978 1790.7 52935 

1979 2647.6 75106 

1980 3000.6 80143 

1981 4300.0 94757 

1982 7000.0 91441 

1983 8224.4 N.A. 

1984 8570.0 N.A 

Source: Compiled from Ministry of Planning, 
Achievements of the Development Plans, 
1970-1984, p. 201; and Ministry of 
Finance and National Economy, Central 
Department of Statistics, The Statis
tical Indicator, 1982, p. 101. 
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production and those that are in production only 

began recently, there is no meaningful way to 

establish a solid relationship between the economic 

activities of SABle and the loans provided to its 

projects. 

The only figure which this author can provide 

is the total accumulated amount of loans provided by 

the PlF which was S.R. 55,341,000,000 as shown in 

Table 15. 

Agricultural Sector 

During the three Five-Year Development Plans 

the total amount of interest-free loans provided by 

the Saudi Arabian Agricultural Bank (SAAB) was 

approximately S.R. 16,600,000,000 (Table 16). 

Subsidies from 1392 to 1403, in the amount of S.R. 

7,756,000,000 were also paid during this time period 

(Table 17). As a result agricultural products such 

as wheat, dates, citrus, and others have increased 

(Table 18). 

Banking Sector 

Government specialized financial institutions 

accounted for a total amount of S.R. 183,460,000,000 

in interest-free loans during the 1~ years of 
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Table 15. The Loans Provided by PIF (Million S.R.) 

Year Amount 

1392/93 134 

1393/94 263 

1394/95 603 

1395/96 1512 

1396/97 3843 

1397/98 6111 

1398/99 3893 

1399/00 3277 

1400/01 6452 

1401/02 10837 

1402/03 10360 

1403/04 8056 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 171. 
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Table 16. The Loans Provided by SAAB (Million S.R.) 

Year Amount 

1390/91 16.6 

1391/92 16.6 

1392/93 19.6 

1393/94 36.3 

1394/95 145.5 

1395/96 269.4 

1396/97 489.9 

1397/98 585.7 

1398/99 709.1 

1399/00 1128.7 

1400/01 2530.8 

1401/02 2932.9 

1402/03 4166.0 

1403/04 3495.8 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 215. 
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Table 17. Subsidies Provided by SAAB (Million S.R.) 

Year Amount 

1392/93 4 

1393/94 20 

1394/95 69 

1395/96 333 

1396/97 603 

1397/98 772 

1398/99 829 

1399/00 586 

1400/01 766 

1401/02 1129 

1402/03 1472 

1403/04 1173 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 172. 
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Table 18. The Production of Selected Agricultural 
Products (1000 Tons) 

White 
Year Wheat Tomatoes Citrus Dates Eggs Meat 

1969/70 130 100 13 240 5 7 

1970/71 42 98 13 224 5 7 

1971/72 39 111 8 188 6 8 

1972/73 64 182 14 298 7 8 

1973/74 153 201 19 360 9 11 

1974/75 132 301 20 337 12 14 

1975/76 93 165 21 257 16 21 

1976/77 125 197 25 307 21 23 

1977/78 120 167 29 411 27 26 

1978/79 141 195 31 405 30 30 

1979/80 142 200 40 342 41 40 

1980/81 210 233 40 371 45 57 

1981/82 476 300 43 401 71 86 

1982/83 857 264 46 407 98 89 

1983/84 1350 286 48 433 104 105 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 211. 
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Development Plans under consideration (Table 19). 

They may be indirectly related to the deposits of the 

banking industry especially between 1394/95 and 

1403/04. Therefore, the increase of demand and time 

and savings deposits may be proportional to the 

interest-free loans (Table 20). This has enabled the 

Saudi Arabian commercial banking industry to increase 

their lending activity both domestically and 

internationally. 

Results 

It can be seen from the figures presented in 

this chapter that there is a significant relationship 

between the economic activities within each of the 

mentioned sectors (Real Estate, Electric, Industrial, 

and Agricultural) and the interest-free loans 

provided to them. In addition the deposits of the 

banking industry may be related indirectly to the 

interest-free loans provided to the other sectors. 

Through these loans the government has met some of 

the goals of the Five-Year Development Plans. 

For example, the real estate sector has 

solved the problem of inadequate housing units and 

the electric sector has reached the goal of providing 



Table 19. Loans Provided by the Government 
Specialized Financial Institutions 
(Million S.R.) 

Year Amount 

1389/90 16 

1390/91 17 

1391/92 17 

1392/93 154 

1393/94 308 

1394/95 824 

1395/96 5838 

1396/97 15698 

1397/98 18697 

1398/99 18101 

1399/00 19490 

1400/01 23607 

1401/02 26589 

1402/03 28192 

1403/04 25912 

Source: Ministry of Planning, Achievements of 
the Development Plans, 1970-1984, 
p. 171. 
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Table 20. Demand and Time & Savings Deposits 
( Mi 11 ion S. R. ) 

Year 

1389/90 

1390/91 

1391/92 

1392/93 

1393/94 

1394/95 

1395/96 

1396/97 

1397/98 

1398/99 

1399/00 

1400/01 

1401/02 

1402/03 

1403/04 

Demand Deposits 

812 

968 

1309 

2259 

3195 

5632 

11012 

17610 

27327 

29476 

30448 

37265 

46167 

51762 

51667 

Time & Savings 
Deposits 

482 

565 

738 

814 

914 

1539 

1572 

1810 

3060 

4165 

11630 

19994 

26367 

29050 

33575 

Source: Ministry of Planning, Achievements 
of the Development Plans, 1970-1984, 
p. 186. 
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modernized electric power to all parts of the 

Kingdom. The industrial sector has grown and Saudi 

Arabia may soon be considered an industrialized 

state. The one difficulty in this sphere is that 

western countries may impose heavy enough taxes on 

petrochemical products to prohibit Saudi Arabia from 

developing to its potential strength. The 

agricultural sector has become self-sufficient in 

wheat, dates, white meat and eggs. There are enough 

of these products now to begin exportation. In 

addition, the banking sector has benefited indirectly 

from the interest-free loans to a degree that it has 

now increased its lending activity. 

Comments 

Goods and services produced by the Saudi 

private sector have increased tremendously as a 

result of the interest-free loans which in turn have 

reduced the cost of capital. In addition, the demand 

for these goods and services from the government, 

Saudi Arabian citizens, and foreigners has increased. 

This increase in demand is essential if the 

production of goods and services is to continue. The 

Development Plans appear to have initiated this chain 
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of cause and effect and the potential for the Saudi 

private sector to continue its rapid growth. 



CHAPTER 5 

THE RELATIONSHIP BETWEEN THE PRIVATE GROSS 
DOMESTIC FIXED CAPITAL FORMATION AND 
THE LOANS PROVIDED BY THE GOVERNMENT 

The Saudi Arabian economy has had ~ unique 

development in that the revenues have been 

principally generated by government activities 

through the production and sale of oil. These 

revenues have been fed back into the private sector 

through interest-free loans. This situation should 

provided an observable relationship between the 

private gross domestic fixed capital formation growth 

and the increase of loans provided to the private 

sector. 

The private gross domestic fixed capital 

formation has increased since 1389/90 (Table 21)~ and 

there has been a higher rate of increase since 

1394/95 because the REDF and SIDF were established in 

1974. It can be seen from Tables 9, 10, 12, 15, 16, 

and 19 that these two Funds have provided a majority 

of the investment credit. 

In order for any of the private gross 

domestic fixed capital formation to be diverted back 
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Table 21. The Private Gross Domestic Fixed 
Capital Formation (Million S.R.) 

Year Amount 

1389/90 1056 

1390/91 1151 

1391/92 1290 

1392/93 1669 

1393/94 2351 

1394/95 6670 

1395/96 10627 

1396/97 16523 

1397/98 18354 

1398/99 19401 

1399/00 23207 

1400/01 28691 

1401/02 35831 

1402/03 38336 

1403/04 39356 

Source: Ministry of Planning, Achievements 
the Development Plans, 1970-1984, 
p. 166. 
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to the government for further spending, certain Saudi 

citizens and companies will have to be subjected to 

some form of taxation. It is argued that the 

diversion would be minimal. Why? The reasons are as 

follows. 

First, Saudis are not subject to income tax, 

but they are subject to Zakat. Zakat is not enforced 

by the government so there is no diversion back to 

the government from private citizens. 

Second, Saudi companies are also subject only 

to Zakat. The amount paid to the government for 

Zakat can be reduced by the company through the 

following procedures: 

a. a company can increase its net fixed assets; 

b. a company can invest in other companies which 

do not pay Zakat, such as the electric, gas, 

or Saudi Public Transport companies. These 

companies do not pay Zakat because the 

government pays them subsidies to cover any 

losses incurred. 

In addition, some companies are given a grace 

period for repayment and the government specialized 

financial institutions are not hardline in their 
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collection procedures. Thus, a company may postpone 

one or more payments without retribution. This is 

simply another way of keeping the funds available in 

the private sector. 

Because the government revenues continue to 

flow into the private sector in the form of interest

free loans, it is essential that the private gross 

domestic fixed capital formation increase, allowing 

the contribution of the private sector to the gross 

domestic product to increase. From 1394 to 1403 

these contributions increased from S.R. 

18,252,000,000 in 1394/95 to S.R. 

1403/1404 (Table 22). 

127,357,000,000 in 

The percentage share of the private sector in 

the GDP increased from 26.8% in 1394/95 to 52.4% in 

1403/1404, whereas there was a decrease in the 

percentage share of the oil sector in the GDP from 

59.9% in 1394/95 to 27% in 1403/1404. The percentage 

share of the government in the GDP increased from 

13.3% in 1394/95 to 20.6% in 1403/04 (Table 23). 

From these figures it appears that the government has 

achieved its objective to increase the 

of the private sector to the GDP. This 

contribution 

means that 

the source of national income has been diversified 



Table 22. The Contribution of the Private Sector 
to the Gross Domestic Product in 
Producer's Values (at current prices) 
(Million S.R.) 

Year Amount 

1394/95 18252 

1395/96 28382 

1396/97 40219 

1397/98 50884 

1398/99 61335 

1399/00 74559 

1400/01 88520 

1401/02 102874 

1402/03a 117445 

1403/04a 127357 

apreliminary estimate. 

Source: Saudi Arabian Monetary Agency, Research 
and Statistics Department, Annual 
Report, 1984, p. 68. 
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Table 23. The Percentage Share of the Private Sector 
in the GDP (at constant 1389/90 prices) 

Year 

1394/95 

1395/96 

1396/97 

1397/98 

1398/99 

1399/00 

1400/01 

1401/02 

1402/03 

1403/04 

Oil 
Sector 

59.9 

55.8 

55.0 

51.5 

49.4 

48.6 

46.5 

41. 5 

29.8 

27.0 

Private 
Sector 

26.8 

29.0 

30.1 

32.5 

nn , 
~~.o 

34.5 

35.6 

39.5 

49.2 

52.4 

Government 
Sector 

13.3 

15.2 

14.9 

16.0 

17.0 

16.9 

17.9 

19.0 

21. 0 

20.6 

Source: Saudi Arabian Monetary Agency, Research 
and Statistics Department, Annual 
Report, 1984, p. 71. 
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and dependency on oil as the primary source of 

national income has been reduced. 



CHAPTER 6 

CONSTANT SIZE MODEL 

The previous chapters have described the way 

in which the Saudi Government has established its 

investment policy and the methods it has been used to 

continue the development process. This chapter, and 

the following two chapters, will focus on the 

principal reasons why the private sector has expanded 

as a result of the government policy. 

Depending on the materials mentioned in the 

previous chapters, this author will develop models 

which may explain the expansion of the private sec

tor. Three models will be developed. First, the 

Constant Size Model (where the expansion is ruled out 

for simplicity) will be the subject of this chapter. 

Second, the Constant Net Investment Model (where the 

depreciation is ruled out) will be the subject of 

Chapter 7. Third, the Constant Net Investment Model 

where the depreciation is not ruled out) will be 

dlscuSSAd in Chapter 8. 
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Notations 

Notations used in the generation of models 

will be as follows: 

RE Retained earnings. 

VC Variable costs. 

FC Fixed costs. 

Dep Depreciation. 

R Revenues. 

NOI Expected net operating income. 

CF Expected cash flow. 

FCF Expected free cash flow (cash flow net of 

investment). 

IR Replacement investment. 

I Net investment. 

IG Gross investment. 

L 
Vt Market value of a levered firm at the start 

of period t (where t = 0, 1, ) . 
VU Market value of an unlevered firm. 

L 
St Value of equity of a levred firm at the start 

of period t (where t = 0, 1 . ). 

SU Value of equity of an unlevered firm. 

KL Cost of capital of a levered firm. 

KU Cost of capital for an all equity firm. 
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Mt Number of outstanding shares at the start 

of period t (where t = 0, 1 . ). 

Pt Price per share at the start of period t (where 

t = 0, 1, ) . 
BO Interest-free loans. 

Bt Outstanding debt at the start of period t 

(where t = 1, 2, ) . 
n Life of BO 

Equal annual installments. 

y Portion of ownership. 

a Rate of depreciation on the total accumulated 

investment. 

DIV Dividend. 

Assumptions 

1. No growth. That is, the depreciation each 

year must be replaced by investment in order 

to keep the same amount of capital fixed 

through time. Hence, Dep IR' 

2. Firms can be grouped into homogeneous risk 

classes. Therefore, NOI of a firm is 

perfectly correlated among firms in the same 

risk class. 
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3. When cash flow str~ams are generated by 

existing assets which are constantly renewed 

they are perpetual. IHowever, cash flow 

streams are not pe~petual when they are 

corning in from the gQvetlnment and going out 

to the government. 

4. There are no costs to bartkruptcy. 

5. Bo/n are repaid from ~E. 

6. Replacement investment ! IR (IR 

RE 

NOI 

financed out of RE. 

Illustrative E9uations 

NOI - DIV 

(R - VC - FC - Dep) 

Dep) is 

( 1 ) 

( 2 ) 

NOI is not yet a cash flow definition because 

is non-cash expenses. In 0rder to 

CF, Dep must be added ba~k. I Hence, 

CF (R - VC - FC - Dep) 

FCF (R - VC - FC - Dep) 

Given the assumption 

FCF = (R - FC - VC - Dep) 

From Eq. 2 and 5, 

FCF = NOI 

+ Dep 

+ Dep - IR 

pf rIlo growth 

convert NOI 

( 3 ) 

( 4 ) 

(Dep - IR ), 

( 5 ) 

( 6 ) 
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The Value of a Firm 

Suppose there are two firms, Firm L (the 

levered firm) and Firm U (the unlevered firm). 

Suppose also that these two firms are identical in 

every respect except that Firm L is initially 
L 

capitalized with So and BO and Firm U is capitalized 

with SU only. This results in the FCF of both firms 

being identical. 

Firm L 

If IR = Dep, then the value of the physical 
L 

assets (St + BO) is fixed through time. Also, given 

that Firm L must pay back BO in BO/n, then BO 

decreases as time passes. If it is also assumed that 

BO/n are paid from RE, then the outstanding equity 

will increase by BO/n each year and the outstanding 

debt will decrease each year by BO/n. 

BO/n represents an increment to the value of 

equity and the government claims a smaller portion as 

Firm L repays BO/n every year. But it is important 

to understand that the assets do not change in size. 

The above argument is represented mathemat-

matically in the following equations. 

Firm L at the beginning of period 0 is 

L 
Vo 

L 
So + BO 

The value of 

( 7 ) 
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Since Firm L must pay back Bo/n at the end of 

period 0, the value of the Firm at the start of 

period 1 is 

L L 
Vi r= Sl + B1 (8 ) 

where 

SL SL BO 
+ -1 0 n 

B1 (debt outstanding) 

The value of Firm L at the beginning of 

period 2 is given by 

( 9 ) 

where 

Assuming that n = 10 years, then the value of 

Firm L at the start of period 10 is given by the 

following equation: 

(10) 

where 
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L SL BO 
S10 -I- -q n 

B10 Bq 
Bo 

0 = = n 

This means that the Saudi Arabian Govern-

ment's claim on assets decreases every year by the 

amount BO/n, and correspondingly the shareholders' 

claim on assets increases each year by the same 

amount BO/n. Hence payment of BO/n is considered a 

transfer of claim on a portion of the assets. 

Firm U 

Given the assumption that IR = Dep, the value 

of physical assets SU is fixed through time. 

the value of Firm U is given by 

VU = SU 

Total Return to Investors 

Firm L 
L 

Hence, 

( 11) 

If an investor owns ySo S.R. of equity in 

Firm L, he is entitled to a portion of NOI after 

repayment BO/n to the government. Tha tis, Y ( NO I -

BO/n). In addition, the investor can claim y(BO/n) 

of the transfer to equity. 
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Based on the above, the total return to an 

investor is 

y( NOI ) (12) 

The total return to an investor Y(NOI) is 

divided into two parts. The first part represents a 

claim on NOI after subtracting Bo/n, or y(NOI - Bo/n). 

The second part represents an increase in the equity 

value Y(Bo/n). 

It is always assumed that Bo/n never exceeds 

NOI. That is, BO is repaid without funding sources 

other than RE. In theory, however, there is no 

reason why Y(NOI - Bo/n) cannot be negative. In this 

latter case, it would contribute to a stockholder's 

liability and Bo/n would be paid out of new stock 

issures or other funding sources. 

Firm U 

If an investor owns YSU S.R. of equity, then 

the total return is given as 

Y(NOI) (! 3 ) 

The Rate of Return on Equity 

Firm L 

Assuming that n = 10 years, the rate of 

return on equity at the beginning of period t (where 
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t = 0, 1, . 10) can be given by the following 

equations 

Nor 
SL 

o 

Nor 
SL 

1 

Nor 
SL 

2 

Nor 
SL 

9 

Nor 
--y-
Si~ 

( 14 ) 

( 15 ) 

( 16 ) 

Nor 
L V9-B 9 

(17) 

Nor 
--y-
V10 

(18) 

From this equation one can find the debt 

outstanding at the beginning of period 10 is o. 

Firm U 

by: 

Nor 
SU 

The rate of return on equity is always given 

Nor 
VU 

The Values of Levered and Unlevered 
Firms in Equilibrium 

( 19 ) 

Firm L and Firm U are assumed to be in the 

same risk class. That is, they have the same NOr. 
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Investors will, therefore, value both firms at the 

same rate of return in equilibrium. In equilibrium, 

the relationship between the values of Firms Land U 

at the beginning of period t (where t = 0, 1, . 

10) is shown by: 

NOI NO! 

v U L 
VO-BO 

Equation (20) can also be written as: 

VU = 
L 

Vo - BO 

NO! NO! 

VU L V1 -B 1 

and Equation ( 22 ) can be written as: 

L 
VU = Vi - Bl 

Similarly, 

vU 
L 

V2 - B2 

VU 
L 

V3 - B3 

vU 
L 

V4 - B4 

VU 
L 

V5 - B5 

VU 
L 

V6 - Bb 

VU = 
L 

V7 - B7 

. . , 

(20) 

(21) 

(22) 

(23) 

(24) 

(25) 

(26) 

(27) 

(28) 

(29) 
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VU L 
V8 - B8 (30) 

VU = 
L 

V9 - B9 (31) 

VU = 
L 

Vl0 (32) 

At the beginning of period 10 there will be 

no outstanding debt due to the assumption that n = 10 

years. 

From the above it is obvious that the value 

of the levered firm is higher than the value of the 

unlevered firm by the amount of outstanding debt. 

However, the two firms will have the same value once 

BO is repaid. The relationship between the values of 

Firms Land U is shown in Figure 1. 
L L 

If VU < V7 - B7, or VU > V7 - B7, for 

example, then the arbitragers will take advantage of 

the disequilibrium and might reap a profit. But 

their action will restore the equilibrium. This can 

be supported by the following argument. 
L 

If VU < V7 - B7, the investor will sell his 

share in the levered firm and purchase the securities 

of the unlevered firm. This will raise the market 

price of the unlevered firm's shares while 

simultaneously causing a fall in the market price of 

the shares of the levered firm. This process will 
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Value 

G 
~ 

V
L VU 

vU 

~ 
~ 
.~ 

~ 
0 
~ 

Years 

0 1 2 3 4 5 6 7 8 9 10 

Figure 1. The Relationship between the Values of 
Unlevered and Levered Firms in Equilibrium 
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continue until the equilibrium is restored. That is, 
L 

VU = V7 - B7· 

If VU > V7 - B7. the investor will sell his 

share in the unlevered firm and buy thB securities of 

the levered firm. This transaction will raise the 

market price of the levered firm's shares while 

simultaneously causing a fall in the market price of 

the shares of the unlevered firm. This process will 

continue until equilibrium is restored. That is, VU 
L 

= V7 - B7· 

The Cost of Capital, Capital Structure, 
and Value of the Firm 

Let 

since, 

NOI NOI 

VU L 
Vo-Bo 

Then 

L 
KU(Vo - BO) = NOI 

Equation (35) can be 'I}'ritten as: 

KU = NOI + KU 
BO 

VL VL 
0 0 

(33) 

(34) 

(35) 

(36) 
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let 

KL = NO! 

VL 
0 

(37) 

Equation (36 ) can be written as: 

KU 
= KL + KU BO 

VL 
0 

(38) 

Equation (38) can be written as 

KL = KU _ KU BO 

VL 
0 

(39) 

or 

KL KU(l 
BO 

- -) 
VL 

0 

(40 ) 

Equation (40) can be written as 

KL KU 
SL 

0 

VL 
0 

(41 ) 

Equation (41) shows that the cost of capital 

of Firm L is less than that of Firm U even though 

both firms are in the same risk class. 

Note that when the capital structure of the 

firm consists of only debt, the cost of capital is 

zero. But the cost of capital will rise each time 

the firm repays one BO/n to the government. 

Eventually. the cost of capital of the levered firm 



75 

KL will equal the cost of capital of the unlevered 

firm KU when all Bo/n are completely paid (Figure 2). 

Using the equations for cost of capital 

developed above, it is possible to assert that the 

higher the portion of debt in the capital structure 

of a firm, the higher the value of a firm. To apply 

this directly to Saudi firms, it is important to 

remember that certain firms are qualified to receive 

BO to finance 100% of their new projects, while 

others are qualified to receive enough to finance 

only 50% of their new projects. 

Suppose that the current capital structure of 
L 

a firm consists of 50% (SO) and 50% (BO) and that 

this firm is going to develop a new project. If the 

new project is going to be financed with 50% equity 

and 50% (BO), 
L 

the relevant marginal cost of capital 

is K50%. If, on the other hand, it is going to be 

financed with 100% equity then the relevant marginal 
L 

cost of capital is K100%' While the relevant 

marginal cost of capital is zero if the new project 

is financed with 100% (BO) (Figure 3). It is obvious 

that the value of the firm will be higher in the 

latter instance. 
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The Relationship between the Cost of 
Capital of Levered and Unlevered Firms 
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Figure 3. The Relevant Marginal Cost of Capital 
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Financing Installment Payments~ 
Issuing New Equity 
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In the previous discussions it has been 

assumed that Ba/n is paid from RE. In the following 

discussion this assumption will be relaxed and it 

will be assumed that Ba/n is financed by issuing new 

equity. The result will be the same except for the 

dilution effects--if any. 
L 

When an investor owns ySa S.R. of equity in a 

levered firm he is entitled to a portion of the NOI, 

or y(NOI). In this case new equity must be issued 

equal to the value of Baln and the proceeds from the 

sale are used to pay the first Baln which is 

considered to be an increment to the total equi'ty. 

Hence, the total return to the investor is y(NOI). 

At the beginning of period 0, the value of 

equity is 

L 
PaMa = So ( 42) 

At the end of period a the firm must issue 

new equity to finance the first Ba/n. This will 

increase the number of oustanding shares from Ma (the 

number of outstanding shares at the beginning of 

period 0) to M1 (the number of outstanding shares at 

the end of period a--or the beginning of period 1). 



79 

At the beginning of period 1, the value of 

equity will be 

The 

If 

L L BO 
P1M1 = S "" S + iOn 

price per share changes 

M1 [SL 
EO 

]/Po = + -0 n 

Eq. 44 is true, then 

Po = P1 

(43) 

to P1 unless 

(44) 

( 45) 

If the old shareholders buy none of the new 

issue, the price Po remains unaffected and the return 

is also unaffected. 

The price per share may change 

another case if: 

Ml rf [SL 
BO 

]/Po + -0 n (46) 

If Eq. 46 is true, then 

(47) 

If Pi < PO. the old shareholders may show a 

loss (due to dilution effects), but if P1 > PO, the 

old shareholders may show a gain. In short, when 

new shareholders are constantly brought into the 

picture so that old shareholders are never worse off, 

then this is considered distribution effects which do 

not alter the cost of capital. 
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Summary 

The Constant Size Model used above shows that 

the cost of capital is a function of the capital 

structure of the firm. The higher the portion of 

debt in the capital structure of the firm, the lower 

the cost of capital, the higher the value of the 

firm, and vice versa. Therefore, interest-free loans 

effect the value of Saudi firms by reducing the cost 

of capital. 



CHAPTER 7 

CONSTANT NET INVESTMENT MODEL 
EXCLUDING DEPRECIATION 

In this chapter, the constant net investment 

model will be introduced. This model represents a 

situation in which a firm expands at a constant 

amount per period. 

Assumptions 

1. Depreciation is zero. 

2. The net investment (I) is constant. 

3. Firms can be grouped into homogeneous 

classes. Hence, the CFt of a firm is per-

fectly correlated among firms in the same 

risk class. 

4. Cash flow streams are perpetual. 

5. There are no costs to bankruptcy. 

6. Bo/n are paid from the RE. 

Illustrative Equations 

CF = (R - VC - FC - Dep) + Dep (48) 

Since it is assumed that Dep 0, Eq. 48 

becomes 
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CF = (R - VC - FC) (49) 

It is known that 

IG = I + Dep (50 ) 

Also when Dep o , Eq. 50 becomes 

IG = I (51 ) 

Based on Eq. 51 the gross investment is equal 

to the net investment. As a result the model may be 

called either the constant gross investment model or 

the constant net investment model. It will be termed 

the constant net investment model in this discussion 

to make a clear delineation among ideas in this 

chapter and the following chapters. 

The Effect of Net Investment 
without Depreciation 

Again in this illustration, there are two 

firms, Firm L and Firm U. Also suppose they are 

identical in every respect except in the way they 

will finance their net investment. Firm U will 

finance I by RE. Firm L will finance I by BO' 

Therefore the CFt of both firms are not only strongly 

correlated but they are identical. It is also given 

for this discussion that firm L will repay BO in four 

equal annual installments (n = 4). 



The Effect on Outstanding Equity 
and Accumulated Investment 
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Firm L. Suppose the firm is capitalized with 

equity at the start of period O. Hence 

L 
Vo 

L 
So (52) 

The firm decides to carry out I at the beginning of 

period 0 and thereafter. Given that I is constant, 

then 

10 = Ii = • • = I I (53) 

Although some Saudi firms are qualified to 

acquire BO to finance the entire I. While others 

are qualified to finance only 50% of I. For simplic-

ity assume that the entire I of Firm L is financed by 

BO every year. Hence 

BO = I (54) 

As previously mentioned BO/n is paid back 

to the government every year out of the RE. The 

effect of this is to increase the outstanding equity 

and decrease the outstanding debt by one Bo/n every 

year. 

Table 24 shows the effect of net investment 

of firm L on outstanding equity and accumulated 

investment when depreciation = O. 



Table 

Time 
Period 

0 

1 

2 

3 

4 

5 

24. The Effect of Net Investment of the Levered Firm on Outstanding Equity 
and Accumulated Investment when Depreciation = 0 

Equity Outstanding (Bo) Acquired (BO/n) Repaid Debt Outstanding Accumulated Investment 
at the Start at the Start at the End at the End at the End 

of the Period of the Period of the Period of the Period of the Period 

SL BO Bo -
BO SL + Bo BO n 0 

0 n 

SL L Bo 2BO 2BO -
3B O L 

So + Bo n So + 2BO 
1 n n 

SL L 2Bo 3B o 3E o -
bB O L 

S +-- BO n So + 3B o 2 1 n n 

SL L 3B O 4BO lOBO L 
S2 + """'Il BO 

4BO - --n- So + 4BO 
3 n 

SL L 4BO 4BO 14Bo L 
Bo 

5B --- So + 5BO S3 + """'Il o n 4 n 

sL L 5Bo 4BO 
18B o s~ + bB O S4 + """'Il BO 

bB O - --n-
5 n 

B 
0 

00 
H::> 
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Firm U. For this case it will be assumed the 

firm is capitalized only with equity. It will also 

be assigned that I 1s finan~ed via RE every year and 

tha~ RE covers I. 

Table 25 shows the effect of net investment 

of firm U on outstanding equity and accumulated in-

vestment when depreciation = O. 

The Effect on Earnings 

Firm L. Table 26 shows the effect of net 

investment on earnings at the beginning of every 

period. 
L 

Notice that (BO/St) is considered the growth 

rate of both CFt and accumulated investment. The 

growth rate can be calculated as 

CF 1 CFO 
(55 ) 

SL SL 
1 0 

where: 
L L 

SO: So represents the value of outstanding 

equity at the start of period O. 
L 

Sl: Represents both the value of outstanding 

equity at the beginning of period 1 and accu-

mulated investment at the end of period O. 

This is shown by 
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Table 25. The Effect of Net Investment of the Unlevered 
Firm on Outstanding Equity and Accumulated 
Investment when Depreciation = 0 

Net Invest- Accumulated 
Equity Outstand- ment at the Investment at 

Time ing at the Start Start of the the End of 
Period of the Period Period ( I ) the Period 

U U 
a So I So + I 

U U U 
1 Sl '" So + I I So + 21 

U U U 
2 S2 ... Sl + I I So + 31 

U U U 
3 S3 ... S2 + I I So + 41 

U U U 
4 S4 ... S3 + I I So + 51 

U U U 
5 S5 ... S4 + I I So + 61 

" " " " 

co co I co 
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Table 26. The Effect of Net Investment of the Levered 
Firm on Earnings when Depreciation = 0 

Cash Inflow from Operation Cash Outflow 
Time at the Start of at the Start of 

Period Every Period Every Period 

0 CFO 

1 CF1 CFO + 
BO 

CFO 
BO ... 

SL n 
0 

2 CF 2 CF 1 + 
BO 

CF 1 
_ 2BO ... 

SL n 
1 

3 CF3 CF2 + 
BO 

CF2 
_ 3B O ... 

SL n 
2 

4 CF 4 CF3 + 
Bo 

CF 3 Bo ... 
SL 

3 

5 CF 5 CF 4 + 
BO 

CF 4 BO "" SL 
4 

" " 
co co BO 
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SL (SL 
B BO 

+ ~) + (BO - -) 
1 0 n n 

L L 
Sl So + BO 

L 
Sl The accumulated investment at the end of 

period O. 

For a clear picture of this refer to Table 24. 

Equation 55 can be written as: 

SL 
1 

-L CFO 
S o 

BO 
(1 + -) CFO 

SL 
o 

L 
Similarly, Bo/S1 can be calculated as: 

(56) 

(57) 

(58) 



CF 2 

Equation 58 can be written as 

SL 
2 

-L CF1 S 1 

SL + 2BO 0 CF1 SL 
1 

SL + 
0 BO + BO 

SL 
1 

SL + BO 1 CF1 SL 
1 

(1 + 
BO 

CF1 -) 
SL 

1 

CF1 + 
BO 

CF1 SL 
1 

CF1 

89 

( 59) 

( 60) 

It is not difficult, then, to calculate 
L L 

BO/S2, BO/S3, and so forth. 

Firm U. The effect of net investment on 

earnings at the start of every period is shown in 
U 

Table 27. Again I/St is considered the growth rate 

of both CFt and accumulated investment of the 
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Table 27. The Effect of Net Investment of the Unlevered 
Firm on Earnings when Depreciation = 0 

Cash Inflow' from Operation Cash Outflow 
Time at the Start of at the Start of 

Period Every Period Every Period 

a CF 0 -I 

1 CF 1 CFO + 
I 

CFO -I -= 
SU 

a 

2 CF 2 CF 1 + 
I CF 1 -I ... 
SU 

1 

3 CF3 CF2 + 
I CF2 -I ... 
SU 

2 

4 CF 4 CF 3 + I CF 3 -I ... -:u 
S3 

5 CF 5 CF 4 + 
r CF 4 -I ... 
SU 

4 

" " " 

co co -I 
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unlevered firm. 
L 

BO/St· 

I/SU can be calculated the same as 
t 

U 
I/St can be calculated as 

Equation 61 can be written as 

sU 
1 

-U CFO 
S o 

( 1 + L) 
SU 

0 

CFO + 
I 
SU 

0 

CFO 

CFO 

(61 ) 

(62) 

U 
Similarly. it is easy to calculate I/S1. 

U 
I/S2. and so forth. 

The Effect on the Total Return 
to an Investor 

Firm L. Table 28 shows the effect of net 

investment on the total return to an investor at the 

start of every period. 

BO/n. 2BO/n. BO are considered 

increments of the equity. In addition, 

BO/n). (CF2 - 2BO/n), are considered the 

dividends every period. 



Table 28. The Effect of Net Investment of the Levered 
Firm on the Total Return to an Investor when 
Depreciation = 0 

Time 
Period 

o 

1 

2 

3 

4 

5 

" 
00 

Total Return to an Investor 
at the Start of Every Period 

CFo 

BO 
(CF1 

BO 
CF 1 + - -) "" n n 

2BO 
(CF 2 

2BO 
CF 2 + - -) == 

11 n 

3B O (CF3 

3B O CF3 -- + - -) ... 
n n 

" 
00 

92 
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Firm U. Table 29 shows the effect of net 

investment on the total return to an investor at the 

start of every period. 

The Effect on the Rate of 
Return on Equity 

Firm L. The rate of return on equity at the 

start of every period is given by the following: 

At the start of period 0: 

( 63 ) 

At the start of period 1: 

CFo 
Bo 

CFO + -
sL CF1 0 

SL SL 
1 1 

(64) 

At the start of period 2 : 

CF1 
BO 

CF1 + -
sL CF 1 2 

SL SL 
2 2 

(65) 

At the start of period 3: 

CF 2 
Bo 

CF 2 + -
SL CF3 2 

SL sL 
3 3 

(66) 



Table 29. The Effect of Net Investment of the Unlevered 
Firm on the Total Return to an Investor when 
Depreciation = 0 

Time Total Return to an Investor 
Period at the Start of Every Period 

0 CFO - I 

1 CFl - I 

2 CF2 - I 

3 CF3 - I 

4 CF4 - I 

5 CF5 - I 

" " 
co co 

94 
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At the start of period 4 : 

CFS 
BO 

CF3 + -
SL CF 4 3 (67) 

SL SL 
4 4 

At the start of period 5 : 

CF 4 
BO 

CF 4 + -
SL CF 5 4 (68) 

SL SL 
5 5 

Tables 24 and 26 will enhance an 

understanding of the above equations. 

Firm U. The rate of return on equity at the 

start of every period is given by the following: 

At the start of period 0: 

CFo 
(69) 

SU 
0 

At the start of period 1 : 

CFo +L CFO SU CF1 0 ( 70) 
sU SU 

1 1 

At the start of period 2 : 

CF1 +L CF1 SU CF2 1 (71) 
SU sV 

2 2 
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At the start of period 3: 

CF2 +L CF2 SU CF3 2 
SU = sU 

3 3 

( 72) 

'\t the start of period 4 : 

I CF3 CF3 + U 
CF 4 S3 

SU SU 
4 4 

(73) 

At the start of period 5 : 

CF 4 +L CF 4 SU CF 5 4 
sU sU 

5 5 

(74) 

Again, Tables 25 and 27 will enhance an 

understanding of the above equations. 

The Values of Levered and Unlevered 
Firms in Equilibrium when 

Depreciation = 0 

Firms Land U are assumed to be in the same 

risk class. They have the same CF every period, 

and, as a result, the investors will value both firms 

at the same rate of return in equilibrium. 

The relationship between the values of both 

firms in equilibrium at the start of every period is 

given by the following equations: 

At the start of period 0: 
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CFO CFO 
(75) 

SU SL 
0 0 

Equation 75 can be written as 

U L 
Vo = Vo (76) 

At the start of period 1 : 

CF1 CF1 (77) 
SU SL 

1 1 

Equation 77 can be written as 

U L 
S1 = SI (78) 

Since, 

L L 
V1 SI + outstanding debt 

VL SL + (BO 
BO - -) 1 1 n 

SL VL 
- BO 

BO 
+ -1 1 n 

L L 
S1 VI - .75 BO 

U U 
SI V1 

Equation 78 can be written as 

U L 
V1 = VI - .75 BO ( 79) 

At the start of period 2 : 
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(80) 

Equation 80 can be written as 

(81) 

Since, 

L L 
V2 S2 + outstanding debt 

VL SL + ( 2B O 
3B O - -) 2 2 n 

SL VL 
2BO 

3B O - + --2 2 n 

L L 
S2 V2 - 1.25 BO 

U U 
S2 V2 

Hence Equation 81 can be written as 

U L 
V2 = V2 - 1.25 BO (82) 

At the start of period 3: 

(83) 

Equation 83 can be written as 

(84 ) 

Since, 
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L L 
V3 S3 + debt outstanding 

VL SL + (3B o 
6B O - -) 3 3 n 

SL VL 3B O 

6B O - + --3 3 n 

L L 
S3 V3 - 1.5 BO 

U U 
S3 = V3 

Equation 84 can be written as 

U L 
V3 = V3 - 1.5 BO (85) 

At the start of period 4 : 

CF 4 CF 4 (86) 
sU SL 

4 4 

Equation 86 can be written as 

U L 
S4 = S4 (87) 

Since, 

L L 
V4 S4 + debt outstanding 

VL SL ( 4B O 
lOBO 

+ - -) 4 4 n 
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L L 
S4 V4 - 1.5 BO 

U U 
S4 = V4 

Equation (87) can be i'!ritten as 

U L 
V4 V4 - 1.5 BO (88) 

Similarly 

U L 
V5 V5 - 1.5 BO (89) 

U L 
V6 V6 - 1.5 BO (90) 

U L 
V7 V7 - 1.5 BO ( 91. ) 

Table 24 and Equations 63-74 give a more 

detailed explanation of the equations presented in 

this section. 

Results 

Figure 4 represents the relationship of 

values between levered apd unlevered firms in 

equilibrium. 

1. The value of the levered firm (VL) is higher 

than the value of the unlevered firm (VU) by 

the amount of outstanding debt. If this were 

not the case, the arbitragers will restore 
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Values 

6BO 

5BO 

4BO 

3BO 

Years 

o 1 2 3 4 5 

Figure 4. The Relationship between the Values of 
Levered and Unlevered Firms in Equilibrium 
when Depreciation = 0 
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the equilibrium. This point was discussed 

previously. 

2. The value of the unlevered firm always 

increases at the same rate. 

3. The values of both the levered and unlevered 

firms increase at the same rate at the start 

of period 3 and thereafter. 

4. The value of the levered firm increases at a 

decreasing rate until the beginning of period 

3. This is due to the fact that the levered 

firm pays back the BO at an increasing 

amount until the beginning of period 3. 

Thereafter, every Boln is equal to every 

BO' However, the rate of increase from 

period 0 until the start of period 3 is 

higher than the rate of increase at the 

beginning of period 4 and thereafter. 

The Cost of Capital when 
Depreciation ~ a 

At the start of period 0: 

Let (92) 

Let (93) 



U 
The reader may notice that Vo 

of period o. Therefore 

L U 
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L 
Vo at -the start 

KO = KO (94) 

At the start of period 1: 

Let (95) 

L U 
Since V1 V1 - .75 BO. then Equation 95 can be 

written as 

KU CF1 
1 = L .75 BO Vi -

(96) 

or 

KU CF1 + KU .75 Bo 
1 VI. 1 VL 

1 1 

(97) 

KL 
CF 

Let 1 
1 "" 

VL 
1 

(98) 

Equation 97 can be ,,,r i t ten as 

KL KU ( 1 
.75 BO 

- L ) 1 1 V1 

(99) 

At the start of period 2: 

Let (100) 



U L 
Since V2 = V2 - 1.25 BO. Equation 100 will 

KU CF 2 
2 VL - 1.25 BO 2 

or 

U 
CF 2 + KU 1.25 BO 

K2 
VL 2 vL 

2 2 

Let KL 
CF2 

2 VL 
2 

Equation 102 can be written as 

Ku 1.25 BO 
2 (1 - L) 

V2 

At the start of period 3: 

Let 
CF 3 

vU 
3 

U L 

104 

become 

(101) 

(102) 

(103) 

(104) 

(105) 

Since V3 = V3 - 1.5 BO. Equation 105 can be written 

as 

KU CF3 
3 VL 1.5 BO -3 

(106) 

or 

KU CF3 + KU 1.5 BO 

3 VL 3 VL 
3 3 

(107) 
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Let KL 
CF3 

3 VL 
3 

(108) 

Equation 107 can be written as 

KL KU ( 1 
1.5 BO 

- ---) 3 3 VL 
3 

(109) 

At the start of period 4: 

Let (110) 

U L 
Since V4 = V4 - 1.5 BO. Equation 110 can be written 

as 

KU CF 4 
4 VL 1.5 BO 4 -

( 111 ) 

or 

KU CF 4 + KU 1.5 BO 
4 = VL 4 . L 

4 V4 

(112) 

Let KL 
CF 4 

4 VL 
4 

(113) 

Equation 112 can be written as 

KL KU ( 1 
1.5 BO 

- L ) 4 4 V4 
(114) 
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A review of Table 24 and Equations 76, 79, 

82, 85, and 88 will enhance understanding of the 

equations presented in this section. 

Results 

Figure 5 represents the relationship between 

the cost of capital of levered and unlevered firms. 

1. When BO = 0, then KL = KU. 

2. The cost of capital for all equity firms (KU) 

is constant assuming that all new projects 

have the same risk as those currently held by 

the firm. 

3. KL always < KU even though both firms are 

assumed to be in the same risk class. 

4. The cost of capital of the levered firm (KL) 

decreases at a decreasing rate until the 

beginning of period 3. Thereafter it will be 

constant. This is due to the fact that the 

firm repays to the government an increasing 

number of installment payments every year 

until the beginning of period 3; thereafter 

(in periods 4, 5, .), every Boln will be 

exactly equal to every BO provided by the 

government. 



L 
KO 
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Debt 
Outstanding 

Value 

Figure 5. The Relationship between the Cost of 
Capital of Levered and Unlevered Firms 
when Depreciation = 0 
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5. Throughout, these calculations the assumption 

has been assumed that all Saudi firms are 

6 . 

7 . 

qualified to acquire BO to finance 100% of 

the value of a new project. The fact is most 

the Saudi firms are qualified to acquire BO 

to finance only 50% of the value of a new 

project. Fortunately the model still holds. 

Their costs of capital are similar to that 

presented in Figure 5 with the difference 

between KL and KU being smaller in every 

period. 

It is also assumed that n = 4. That is, the 

firm must repay the BO in four Bo/n. If 

n = 10, KL will decrease at a decreasing rate 

until the beginning of period 9. 

it will be constant. 

Thereafter 

In addition, it is assumed that the Boln are 

financed out of the RE. However, if Boln are 

financed by issuing new equity, then the 

analysis, here, will be similar to those 

mentioned in the previous chapter. 

Summary 

The Constant Net Investment Model, assuming 

zero depreciation, shows that the cost of capital is 
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a function of the capital structure of a firm. In 

other words, the higher the outstanding debt in the 

capital structure of a firm, the lower the cost of 

capital, and vice versa. 

The difference between the Constant Net 

Investment Model and the Constant Size Model is that 

the former deals with a firm which makes a constant 

net investment every year while the latter does not. 

The implication of this model regarding the 

cost of capital and the value of a firm (given BO) is 

1. The cost of capital will decrease at a 

decreasing rate for some periods, then it 

will be permanently constant because the firm 

pays an increasing amount of equal annual 

installment back to the government. 

Thereafter every installment payment will be 

equal to the BO provided by the government. 

2. The value of the firm will increase at a 

decreasing rate for some periods, after which 

it will increase at a constant rate. The 

reason for this is the same as that which 

explains the behavior of the cost of capital. 



CHAPTER 8 

CONSTANT NET INVESTMENT MODEL 

The analysis in this chapter considers the 

Constant Net Investment Model when the depreciation 

is not zero. 

Assumptions 

1. Depreciation is not zero. Firm L will 

finance the replacement investment (IR) by 

borrowing from the government rather than RE 

so its return to equity always remains the 

same. Firm U will finance the IR via RE. 

2. All other assumptions mentioned in 

chapter 7 (p. 80) are applied here. 

The Effect of Net Investment 

The Effect on Outstanding Equity 
and Accumulated Investwent 

the 

Firm L. Suppose that Firm L acquires a 

constant BO every year to finance I. In addition, 

suppose also that the firm acquires an additional 

liD 
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interest-free loan every year to finance the 

replacement investment (IR). Allowing for these 

assumptions Table 30 shows the effect of net invest-

ment of Firm L on outstanding equity and accumulated 

investment assuming n = 4. 

For example, the first interest-free loan (BO 
L 

+ aSo) is divided in two parts. The first part BO 
L 

is for I. The second part asO is for the 1R. 

Firm U. Firm U will finance I and the IR by 

RE. 

The effect of net investment of Firm U on 

outstanding equity and accumulated investment is 

shown in Table 31. 

The investment carried out by the firm every 

year is divided into two parts. That is, the first 
U 

investment (I + aSO) is divided into two parts. The 
U 

first part is for I. The second part 0So) is for the 

IR. Notice that the gross investment IG (where IG 

= I + IR) made by the firm is assumed equal to the IG 

made by the levered firm (Firm L). 

The Effect on Earnings 

Firm L. Table 32 shows the effect of net 

investment on earnings at the start of every period. 



Table 30. The Effect of Net Investment of the Levered Firm on Outstanding Equity and 
Accumulated Investment 

Outstanding Equity Interest-Free Loans Installment Pnym~nt Outstnndln~ n .. bt AC'rur.ltllntlv~ 
Time at the Start "'''qu 1 red a t the Repaid at th" End fit the Enc.! IIIV"5lmt'I1t fit the 

Pf'rlod of the Period Start of the Period of the Perlo,1 of the Period Ellrt 11f the Period 

BO SL L Bn as~ S~ + 0 SL BO + <l~L - + ~ BO + "SO - n - !l BO 
0 ~O a n 

Bo aS L 2Bo 2'jS~ allO 38 0 
3-- S I. aBO S~ + 2BO SL s~ + - + 

__ 0 
BO +a[s~ .. BO] --+--'- 2BO + 2"S~ + 'lBo - ~-1 n n a n n n n II 

2B 2(JsL !lBo 38 0 3nS~ 2.8 0 bB a 
L 3·,r. a 

T 

2 SL SL + __ 0 + __ 0 + Bo+n[S~.2Bo] -- + -- + -- 3Bo + 3'S~ -+ 2(18 0 - 6'15 0 - 50 .. 38 0 2 1 n n n n n n n n 

3 SL 
L 3B o 3~S~ 21BO 

3 0 -+ '[S~ ... 3BO] 
4Bo 4~S~ ~'Ro L lOBo 1n,s~ b',B2, s~ + 48 0 S2 + -n- + --n- + --n- --+--,+-- 4P O + 411S 0 .. 31BO - --n- - --0- -3 n 0 0 n 

SL L 4BO 4as~ 3~Bo 
Bo + a[S~ + 4BO] 

4Ro 4as~ 4'B o L 14110 14"S~ _ 10'd1 U S~ + 5HO S3 + -n- + --n- + --n- -- + -- + -- 5B o + 5"SO + 4 aBo - --n-4 n n n n n 

SL L 5BO 5~S~ 4a BO 
Bo + <l[S~ + 5BOl 

4Bo 4ast 4~Ro L IRno 18aS~ 14<18 0 S~ + bB o S~ + -n- + --n- + --n- -- + -- + -- bB O .. bllS O ... 5~BO - --0- - --n- - --o-S n n n 

b SL 
L bB o b~S~ 5uBo 

Bo ... n[s~ + bBo] 
4Bo 4~S~ 4<1Bo L 22B~ 22~~ IHIO n S~j -+ 7Bo Ss ~ -n- + --n- + --0- -- -+ -- + -- 78 0 + 7'15 0 .... 6.:B o - --n- - --n- - --li-

b n n n 

L 7Bo 7as~ hjBO 4BO 4"S~ 4',R n 261\0 
T 

T 

7 SL S +---+---+-- Bo ... a[S~ -+ 7BO] --+---+-- 8AO -+ H'S~ .. 7 'Bo - --n-
26 lSi; ~2 tSI} Sa ... RHO 

7 b n n n n 0 0 

L 8B o S"st 7"BO 
T 

.L 30R~:1O ,s~ 26"B o SL BO -+ a[5~ ... ~nol 
4110 4'S;; 4 ,8 1 

QHO S~ .. 'lBo 8 57 + -n- + --n- ... --0- -- + -- .... -- ~ ~ 'So ~ 8~BO - --n- - --n- - --n-8 n " n 

'-' 
t-' 
t\J 



Table 31. The Effect of Net Investment of the 
Unlevered Firm on Outstanding Equity 
and Accumulated Investment 

113 

Outstanding Accumulated 
Equity at Investment at Investment 

Time the Start of the Start of at the End of 
Period the Period the Period the Period 

U U U 
0 So I + o.SO So + I 

U U U U 
1 Sl So + I I + o.Sl So + 2I 

U U U U 
2 S2 Sl + I I + o.S2 So + 3I 

U U U U 
3 S3 = S2 + I I + o.S3 So + 4I 

U U U U 
4 S4 S3 + I I + o S4 So + 5I 

U U U U 
5 S5 S4 + I I + 0. S5 So + 6I 

U U U U 
6 S6 S5 + I I + 0. S6 S7 + 2I 

U U U U 
7 S7 S6 + I I + 0. S7 So + 8I 

U U U U 
8 S8 S7 + I I + 0. S8 So + 91 

" " " " 
(X) (X) (X) (X) 
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Table 32. The Effect of Net Investment of the 
Levered Firm on Earnings 

Cash Inflows from Cash Outflows 
Time Operation at the at the Start of 

Period Start of Every Period Every Period 

a CFo 

BO Bo 0. sL 
1 CF 1 CFo + CFo 

0 
"" SL 

- -n n 
0 

Bo 2Bo 2risL c:Bo 
2 CF 2 = CF + 

SL 
CF 1 - - _'_a -1 n n n 

1 

Bo 3B o 
L 2aB 

3 CF3 CF 2 + CF2 

30.S 0 0 ... 
SL 

- - -n n n 
2 

4 CF 4 CF 3 + 
Bo 

CF 3 
4BO 4uS~ 3 :..Bo 

= 
SL 

- - -n n n 
3 

Bo 4BO 
L 4o.B 

5 CF CF 4 + CF 4 

4((So __ 0 

sL 
-5 n n n 

4 

Bo 4Bo 4;:(SL 4 elBa 
6 CF 6 CF 5 + CF 5 

__ 0 

SL n n n 
5 

Bo 4Bo 
L 

4aBo 4aS 
7 CF 7 CF 6 + 

SL 
CF 6 

__ 0 
-n n n 

6 

Bo 4B L 4 c(B 4aS o 
S CFs CF 7 + 

SL 
CF7 - - - --n n n 

7 

" " " 
<Xl 00 cC' 
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L 
BO/St are again considered to be both the growth rate 

of CFt and accumulated investment. Calculations for 

this are shown in chapter 7. 

Firm U. Table 33 shows the effect of net 

investment on earnings at the start of every period. 
U 

Here, lISt are considered both the growth 

rate of CFt and accumulated investment. Calculations 

for this will also be found in chapter 7. 

The Effect on the Total 
Return to an Investor 

Firm L. Table 34 shows the effect of net 

investment on the total return to an investors at the 

beginning of every period. 
L L 

Notice that (Bo/n + aSo/n), (2BO/n + 2aSo/n 
L 

+ aBo/n),. • (4BO/n + 4aSo/n + 4 aBO In). • are 

considered increments to the capital. In addition, 
L 

[CFl - (Bo/n + aSo/n)], [CF5 - ( 4B O/n + 
L 

4aSo/n + 4aBo/n)]. • are considerd dividends every 

period. 

Firm U. The effect of net investment on the 

total return to an investor at the start of every 

period are shown in Table 35. 
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Table 33. The Effect of Net Investment of the 
Unlevered Firm on Earnings 

Time Cash Inflow at the Cash Outflow at the 
Period Start of Every Period Start of Every Period 

U 
0 CFO - ( I + a SO) 

1 CF1 CFO + I 
CFO ( I + a S~) 

SU 
-

0 

2 CF2 CF1 + 
I CF1 ( I + aSU ) = 
SU 

- 2 
1 

CF3 
I ( I U 3 CF 2 + 
sU 

CF2 - + aS3 ) 

2 

I ( I U 4 CF 4 CF3 + 
sU 

CF 3 - + a S4 ) 
3 

I CF 4 ( I U 
5 CF 5 CF 4 + 

SU 
- + a S5 ) 

4 

I ( I U 6 CF6 = CF 5 + 
SU 

CF5 - + aS 6 ) 

5 

I ( I U 7 CF7 CF6 + 
SU 

CF6 + a S7) 
6 

I ( I U 
S CFS CF7 + 

SU 
CF7 - + aSS) 

7 

" " " 
<Xl <Xl <Xl 



Table 34. 

Time 
Period 

0 

1 ( 
BO 

+ n 

~ 
2BO 
(-n + 

3 
3B O (-n + 

4 
4BO 
(-n + 

5 
4BO 
(-

n + 

4BO 
b (- + n 

4BO 
7 (- + n 

S 
4BO 
(-

n + 

The Effect of Net Investment of the 
Levered Firm on the Total Return 
to an Investor 

Total Return to an Investor 
at the Start of Every Period 

CFO 

L 
BO 

L ClS O ) [CF l ( 
::ISO 

) J a CF 1 + - + n n n 

L aB 2BO 
L 

>EO 2(,SO 2;,SO 
+ _0) + [CF2 - (- + + -n)J - CF 2 n n n n 

L 2::tB O 3B O 
3::1SL 2::tB 3::.:S 0 [CF3 

0 -_O)J CF 3 + -n-) + - (- + + -n n n n 

L 3,:,B O 4BO 
L 3::.:B O 4(1S0 4aS O + --n-) + [CF4 - (- + + -n-)J - CF 4 n n n 

L 4:.BO 4BO 4:'S~ 4 :.B O 4 ,SO 
CL + -n-) + [CF 5 - (- + + -n- J ] = n n n " 

. L 4;;BO 4BO 41S~ 4:'8 0 4 ",SO 
CF

b + --n-) + [CF
b - (- + ... --n-)J = 

n n n 

L , 
4 :,SO 4'BO 4BO 4.,SO 4 'BO 

CF~ + --n- J + [CF7 - (- + + -n- l ] -n n n 

4 "S~ 4 :,BO 4BO 
. L 4.,B O 4~, So 

CFS + --n- l + [CFS - (- + + -n-)] = 
n n n 
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Table 35. The Effect of Net Investment of the 
Unlevered Firm on the Total Return 
to an Investor 

Time Total Return to an Investor 
Period at the Start of Every Period 

U 
0 CFO - ( I + aSO) 

U 
1 CFl - ( I + aSl) 

U 
2 CF2 - ( I + a S2) 

U 
3 CF3 - ( I + a S3) 

U 
4 CF4 - ( I + a S4) 

U 
5 CF5 - ( I + aS5) 

U 
6 CF6 - ( I + aS6) 

U 
7 CF7 - ( I + 0,S7) 

u 
s CFS - ( I + aSS) 

" " 
co co 
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The Effect on the Rate of 
Return on Equity 

Firm L. The rate of return on equity at the 

beginning of every period is given by the following. 

At the start of period 0: 

CFo 
(115) 

SL 
0 

At the start of period 1 : 

CFO 
Bo 

CFo + -
SL CF1 0 (116) 

sL SL 
1 1 

At the start of period 2 : 

CF1 
BO 

CF 1 + -
SL CF 2 1 (117) 

SL SL 
2 2 

At the start of period 3: 

CF 2 
BO 

CF2 + -
SL CF3 2 (118) 

SL SL 
3 3 

At the start of period 4 : 

CF3 
BO 

CF3 + -
SL CF 4 3 (119) 

SL SL 
4 4 
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At the start of period 5: 

CF 4 
BO 

CF 4 + -
SL CF 5 4 (120) 

SL SL 
5 5 

At the start of period 6 : 

CF5 
BO 

CF 5 + -
SL CF6 5 (121) 

SL SL 
6 6 

At the start of period 7: 

CF6 
BO 

CF6 + -
SL CF7 6 (122) 

SL SL 
7 7 

At the start of period 8: 

CF7 + 
BO 

CF7 SL CF8 7 (123) 
SL SL 

8 8 

Firm U. The rate of return on equity at the 

beginning of every period is given by the following. 

At the start of period 0: 

CFO 
(124) 

SU 
0 
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At the start of period 1 : 

CFO +L CFO sU CF1 0 (125) 
SU SU 

1 1 

At the start of period 2 : 

CF 1 
+L CF1 SU CF2 1 (126) 

SU sU 
2 2 

At the start of period 3: 

CF2 
+L CF 2 SU CF3 2 (127) 

SU SU 
3 3 

At the start of period 4 : 

CF 3 
+L CF 3 SU CF 4 3 (128) 

SU SU 
4 4 

At the start of period 5 : 

CF 4 
+L CF4 SU CF5 4 (129) 

SU SU 
5 5 

At the start of period 6 : 

CF 5 
+L CF 5 sU CF6 5 (130) 

SU SU 
6 6 
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At the start of period 7 : 

CF6 +L CF6 sU CF7 6 
SU sU 

7 7 
(131) 

At the start of period 8: 

CF7 +L CF7 SU CF8 7 
SU SU 

8 8 

(132) 

Tables 30-33 present a summary of the 

equations presented in this section. 

The Values of Levered and Unlevered 
Firms in Eguilibrium 

Firms Land U are assumed to be in the same 

risk class. That is, they have the same CFt every 

period. Therefore, the investors will value both 

firms at the same rate of return in equilibrium. The 

relationship between the values of both firms in 

equilibrium at the beginning of every period is given 

by the following: 

At the start of period 0: 

(133) 

Equation 133 can be written as 

U L 
Vo = Vo (138) 
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At the start of period 1 : 

CF1 CF1 
SU SL 

1 1 

(135) 

Equation 135 can be written as 

U L 
Sl = Sl (136) 

Since 

L L 
V1 = Sl + outstanding debt 

BO 
L 

SL = VL 
BO 

L a So 
- - a So + + --1 1 n n 

L L L 
Sl V1 - .75 BO - .75 0:80 

U U 
Sl V1 

Equation 136 can be written as 

U L L 
Vi = V1 - .75 BO - .75 aSO (137) 

At the start of period 2: 

(138) 

Equation 138 can be written as 

(139) 

Since 
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L L 
V2 S2 + outstanding debt 

L L L 
S2 = V2 - 1.25 BO - 1.25 aSO - .75 aBo 

Equation 139 can be written as 

U L L 
V2 = V2 - 1.25 BO - 1.25 aSO - .75 aBo (140) 

At the start of period 3: 

(141) 

Equation 141 can be written as 

U L 
S3 = S3 (142) 

Since 

L L 
V3 S3 + outstanding debt 

6B O 
L 3aB O SL VL 3B O 

L 2aB O 

6aS O - - 3aSO - + -- + -- + --3 3 n n n 

L L L 
S3 V3 - 1.5 BO - 1.5 aSO - 1.25 aBo 

U U 
S3 = V3 



Equation 142 can be written as 

U L L 
V3 = V3 - 1.5 BO - 1.5 a So - 1.25 aBo 

At the start of period 4: 

CF4 CF 4 
SU 

4 
SL 

4 

Equation 144 can be written as 

U L 
S4 = S4 

Since 

L L 
V4 S4 + outstanding debt 

SL VL 
4BO 

L 3o.B O 
lOBO 

- - 4aS O - + -- + 4 4 n 

L L L 
S4 V4 - 1.5 BO - 1.5 aSO - 1.5 aBo 

U U 
S4 V4 

Equation 145 can be written as 

U L L 
V4 = V4 - 1.5 BO - 1.5 a(So + BO) 

At the start of period 5: 

CF 5 
SL 

5 
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(143) 

(144) 

(145) 

10as~ 6aB o 
+ n n 

(146) 

(147) 
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Equation 147 can be written as 

U L 
S5 = S5 (148) 

Since 

L L 
V5 S5 + outstanding debt 

SL VL 
5BO 

L 40.B O 
14Bo 

- - 50.S 0 - + 5 = 5 n 

L 100.B O + 
140.S o + n n 

L L L 
S5 V5 - 1.5 BO - 1.5 o.SO - 1.5 aBo 

Equation 148 can be written as 

U L L 
V5 = V5 - 1.5 BO - 1.5 o.(SO + BO) (149) 

Similarly, 

U L L 
V6 V6 - 1.5 BO - 1.5 o.(SO + BO) (150) 

U L L 
V7 V7 - 1.5 BO - 1.5 o.(SO + BO) (151) 

U L L 
V8 V8 - 1.5 BO - 1.5 o.(SO + BO) (152) 

For a review of the equations in this section 

see Table 30 and Equations 115-132. 

Results 

Figure 6 shows the relationship between the 

values of levered and unlevered firms in equilibrium. 
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Figure 6 . The Relationship between the Values of 
Levered and Unlevered Firms in Equilibrium 
when Depreciation Is Included 
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The results are similar to the results which 

occurred for the firms when depreciation = 0 for 

Constant Net Investment Model. However, the value of 

the levered firm (when depreciation occurs) increases 

at a lesser decreasing rate until the start of period 

4, after which it will increase at a constant rate. 

(Compare Figure 4 with Figure 6.) 

Let 

Let 

L 
KO 

The Cost of Capital 

At the start of period 0: 

U 
Noticeable that Vo 

U 
KO 

L 
VO. Therefore, 

At the start of period 1: 

Let 

U 
Since Vi 

L L 
Vi - .75 BO - .75 aSO Equation 156 

can be written as 

VL L 
1 - .75 BO - .75 aS o 

(153) 

(154) 

( 155 ) 

(156) 

(157) 
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or 

KU CF1 KU .75cxB O + KU .75 asL 
0 -- + 

VL VL 1 VL 1 1 
1 1 1 

(158) 

Let I{L 
CF1 

1 = VL 
1 

(159) 

Hence, Equation 158 can be written as 

Ku .75 aBO 
1 (1 - L 

V 1 

(160) 

Slmilarly, it may be shown that the 

relationship of the cost of capital between levered 

and unlevered firms at the beginning of the period 

(where t = 2, 3 , 4 , and 5 ) is given by the following 

equations. 

1. 25 BO 
L .75 aBO 

KL KU 1.25 aS O ( 1 - - L ) (161) 2 = 2 
VL VL 

2 2 V2 

1.5 BO 1.5 L 1. 25 aBO 
KL KU aS O ( 1 -

VL VL L ) (162) 3 3 
V3 3 3 

1.5 BO 1.5 L 1.5 aBO 
I{L KU aS O ( 1 -

VL VL L ) (163) 4 4 V4 4 4 

1.5 BO 1.5 L 1.5 aBO 
KL KU ((S C\ 

( 1 
\j (164) -

VL VL - L ) 5 5 
V5 5 5 
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Equations 133 to 149 provide a review of the 

equations in this section. 

Results 

Figure 7 shows the relationship of the cost 

of capital between levered and unlevered firms. The 

results are essentially the same as those mentioned 

in chapter 7. However the cost of capital of the 

levered firm (when depreciation is included) 

decreases at a lower decreasing rate until the 

beginning of period 4. Thereafter it will be 

constant. (Compare Figure 5 with Figure 7.) 

Summary 

It has been shown that the cost of capital is 

a function of the capital structure of the firm. 

Including the depreciation in the model has two 

effects. First, the value of the firm will increase 

at a lesser decreasing rate for a certain period, 

after which it will increase at a constant rate. 

Second, the cost of capital will decrease at a lower 

decreasing rate for certain period, then it will 

remain constant. 
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Debt 
Outstanding 

Value 

Figure 7. The Relationship between the Cost of Capital 
of Levered and Unlevered Firms when depreci
ation is included 



CHAPTER 9 

CONCLUSIONS 

Saudi Arabia faced very severe socioeconomic 

problems prior to 1970. Since then oil revenues have 

increased at a rapid rate until 1981. This gave the 

government the needed capability to solve some of the 

problems that the Saudis faced. 

The philosophy of the Saudi Government has 

tended strongly toward a free economy. Therefore, it 

is very important that the government maintains an 

economy in which a private sector exists; but the 

real resources for capital formation for the Saudi 

economy corne from the government due to the sale of 

oil and national resources. The government must then 

find a mechanism for getting these resources into the 

private sector. 

To solve some of their problems, the govern

ment introduced three five-year development plans, 

and, among other methods, established government 

specialized financial institutions to enable it to 

transfer oil revenues to the private sector. The 

function of the government specialized financial 

132 
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institutions is to provide interest-free loans to the 

private sector. 

As a result of these interest-free loans the 

private sector has expanded tremendously in terms of 

its economic activiites, its gross domestic fixed 

capital formation, and its investments. This has led 

the author to develop models that help explain this 

expansion. Three models have been developed: 

1. The Constant Size Model in which expansion is 

ruled out in order to simplify the model. 

2. The Constant Net Investment Model in which 

depreciation is ruled out. 

3. The Constant Net Investment Model in which 

depreciation is included. 

These models have been discussed beginning with the 

least difficult and moving to the most difficult one 

in order to draw distinctions. 

The four principles drawn from these models 

are essentially the same: 

1. Lower marginal cost of capital. 

Levered firms having a lower marginal cost of 

capital can invest in projects that a~e un

profitable to unlevered firms. The models 

explain the way in which the cost of capital 

has been reduced through interest-free loans 
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to stimulate the expansion of the private 

sector. In. 1403/04 the private sector dom-

inated both the government and oil sectors in 

terms of its contribution to the Gross Domes

tic Product (GDP). This can be seen from the 

change in percentage contribution from the 

oil, private, and government sectors. In 

1394/95 each contributed 59.9%, 26.8%, and 

13.3% respectively; while in 1403/04, they 

contributed 27%, 52.4% and 20.6% respective

ly (at constant 1389/90 prices) (Table 23). 

2. The value of outstanding equity of ~ firm 

increases Qy the amount of each installment 

paid back to the government. The government 

demands that each interest-free loan must be 

repaid in equal annual installments. There 

are three possible ways to make these pay-

ments: (a) By issuing new equity in which 

case the effect is not clear; if the price 

per share is higher than the initial price, 

the old shareholders may gain, if the price 

per share is lower than the initial price, 

the old shareholders may suffer due to dilu-

tion effects; (b) by acquiring loans from 

commercial banks, but this raises the cost of 
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capital; (c) 

earnings--the 

by re-paying out of 

effect of this is to 
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retained 

increase 

the value of outstanding equity and decrease 

the value of outstanding debt by the amount 

of each installment paid back to the govern

ment. Most Saudi companies use the latter 

method. 

The use of the third method has resulted in a 

tremendous increase in the private gross 

domestic fixed capital formation, which, in 

turn, further increases the economic activ

ities of Saudi companies. 

3. The financial policy ~ very relevant. Cost 

of capital for Saudi companies is a function 

of their capital structure. The higher the 

outstanding debt in the capital structure of 

a firm, the lower the cost of capital. This 

indicates that the financial policy is 

relevant because the value of a Saudi company 

lies in the fact that interest-free loans 

reduce the cost of capital. With the low 

cost of capital, the levered company can 

invest in projects that are unprofitable to 

an unlevered firm. This means the value of a 
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firm will increase when it takes advantage of 

interest-free loans. 

4. An increase in the Saudi citizens' wealth. 

The transmission of oil revenues to the pri

vate sector in the form of interest-free 

loans have reduced the cost of capital. The 

reduction in the cost of capital has two 

effects: (a) many Saudi companies have been 

created--an increase from 923 companies in 

1392 to about 7000 companies in 1405; (b) 

many Saudi companies have increased their 

assets. Both have resulted in increased 

economic activities which has increased in

dividual wealth of Saudi citizens. 

If interest-free loans are repaid out of 

retained earnings, then the effect is to increase the 

private gross domestic fixed capital formation. This 

in turn has positive multiple effects on economic 

activities of Saudi companies. As a result, revenues 

have increased for both stock companies and private 

companies. This increase has meant the increase of 

personal income to owners of private companies and to 

the shareholders of stock companies. Thus personal 
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income of shareholders increases through relatively 

dividends and the appreciation of the value generous 

of stock. 

In general, Saudi companies distribute 

dividends which amount to 10-20% of the book value of 

stocks. This can be quite significant, the stocks of 

some companies have appreciated by 600% or more over 

a period as short as 3 years so that the dividends at 

the end of such period are very much larger. This 

has not happened since 1984 because the stock market 

has been depressed the reasons for which will be 

discussed later. 

The increase of individual wealth has had 

several effects: 

1. Saudis have been able to purchase equity in 

previously government owned companies such as 

SABIC. Twenty-five percent of SABIC is now 

owned by private citizens. 

2. Saudis have been financially able to create 

small establishments. 

3. Saudis have been able to purchase equity in 

any stock company they choose. 

4. Saudis have been able to increase the demand 

for goods and services, another subject to be 

discussed later. 
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5. Banking industry has expanded its lending 

activity due to the increase in the demand 

and savings and time deposits. This 

eXI,ansion has played a very important role in 

stimulating the development of the Kingdom. 

The expansion of the private sector in terms 

of its production of goods and services is determined 

not only by the interest-free loans which reduce the 

cost of capital, but also by the demand. It is obvi

ous that it does little good for the private sector 

to produce more goods and services when no one can 

buy them. The private sector would cease to exist. 

In other words, the private sectors is dependent on 

demand for goods if it is to produce goods and ser

vices, increase its contribution to the GDP and its 

gross domestic fixed capital formation. The demand 

for goods and services come from two markets: the 

national market and the international market. 

During the last 15 years, the international 

market has not been as important to the Saudi private 

sector as the national market. The national market 

consists of three consumers: (a) the government sec

tor, (b) the Saudi citizens, (c) the foreign workers 

brought to the Kingdom to help in development. 



139 

First, the government has, in the last 15 

years, spent a huge amount of money to create or 

improve the physical infrastructure. This includes 

hospitals, schools, seaports, airports, desalination 

plants, housing, communication systems, highway sys

tems, etc. This government spending has created a 

large demand, both nationally and internationally, 

for goods and services produced. 

Second, demand has also increased as a result 

of Saudi individual wealth. Prior to 1970, the 

standard of living of the Saudis was low, incomes 

were low, and expenditures were low. However, after 

1972, their expenditures increased in direct relation 

to their increased wealth. 

Third, demand also increased because of 

foreign labor. According to the Ministry of 

ning, the number of foreign workers in the 

has grown to 4.5 million in 1985/86. 

These three groups of consumers 

Plan

Kingdom 

have 

increased the demand for goods and services. As a 

result, the private sector has increased its economic 

activity as well as its gross domestic fixed capital 

formation and its investments to meet the demand. 

In summary, the expansion of the private 

sector can be explained by two interdependent 
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factors--supply and demand. Supply has expanded due 

to interest-free loans which has reduced the cost of 

capital, and demand has increased due to the increase 

of expenditures by the government, Saudi individuals, 

and foreign workers. 

Thus far in the conclusion emphasis has been 

placed on developments in the last 15 years. The 

more important issue is the future. It cannot be 

assumed that the price of oil will remain stable (at 

high or low rates); neither can it be assumed that 

the supply of oil will last forever. The Saudi 

Arabian Government has been aware of the dangers of 

such assumptions and in response to those potential 

dangers has and is attempting to create a private 

sector which is not dependent on oil as the primary 

source of national income. The private sector would 

then not be sensitive to fluctuations in oil revenues 

and would be able to maintain the economy should oil 

revenues diminish or vanish altogether. 

In fact, oil revenues have decreased since 

1981 and may continue to do so. The effect has been 

that the government has spent less--from S.R. 

313,400,000,000 in 1402/03 to S.R. 200,000,000,000 in 

1405/06 (see Table 7). Oil prices have decreased 

more drastically since 1985 and the price war 
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continues to date. This has raised basic questions: 

What will happen to the Saudi economy? How will this 

affect the private gross domestic fixed capital for

mation and investment? The answers to these ques

tions are of great interest. Some onlookers claim 

that the Saudi economy will collapse. This author 

believes that this will not happen. This is shown by 

looking first at the demand to see whether it is 

going to increase or decrease in the future. The 

supply will be analyzed second. 

Demand Side 

It has been established that When the demand 

for goods and services produced by the Saudi private 

sector increases, the supply of these items will 

increase and vice versa. 

There are two markets--national and inter

national--for Saudi goods and services. 

National Market 

The national market consists of three groups 

of consumers: (a) government, (b) Saudi individuals, 

(c) Non-Saudi individuals living and working in Saudi 

Arabia. The government is spending less now due to 

reduction of oil revenues. In addition, there are 

fewer non-Saudis because they are leaving the country 
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at an increasing rate. This is due to an increasing 

number of Saudis replacing non-Saudis in many fields. 

It is also due to the fact that when foreign firms 

came to Saudi Arabia to develop the physical 

infrastructure (seaports, airports, highway and com

munication systems) they brought their own labor. 

Now that a majority of the physical infrastructure 

has been implemented the foreign labor is not needed. 

Does the reduction of government and non

Saudi expenditure necessarily mean a reduction of 

national demand for goods and services? This author 

does not think so because of the amount of goods 

imported from international markets. Notice from the 

figures in Table 35 that the value of imports has 

decreased since 1983. 

However, this does not necessarily mean that 

the demand of national market for goods and services 

has decreased. It could mean that the market share 

of the Saudi private sector in the national market 

has increased. It could also mean that the value of 

non-American imported goods is cheaper because the 

value of the American dollar was high in 1983 and 

1984. 

Table 36 shows that the national market is 

going to be very important to the Saudi private 



Table 36. 

Year 

1975 

1976 

1977 

1978 

1979 

Source: 
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Merchandise Import. -- in current prices 
(Million S.R.) 

Amount Year Amount 

14,823 1980 100,350 

30,691 1981 119,298 

51,662 1982 139,335 

69,180 1983 135,417 

81,524 1984 126,554 

Ministry of Planning, Achievements of the 
Development Plans, 1970-1984, p. 177. 
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sector because it can increase its market share in 

the national market if three steps are taken into 

consideration. They are: 

1. The government must act very aggressively in 

banning the many counterfeit products which 

are sold so cheaply and which currently are a 

significant part of the national market. 

2. There are some foreign companies which use a 

dumping policy when they sell their products 

in the national market. 

prevent this policy by 

duties or measures. 

The government can 

having anti-dumping 

3. Saudi companies must improve their marketing 

strategies and reduce the cost of production. 

The above three steps are not difficult to 

implement. As a result, the demand of the national 

market for goods and services produced by the Saudi 

private sector may well be higher than that in the 

past. 

There has been much discussion about the 

future of the building material and building indus

tries. This discussion has resulted because of a 

reduction in the demand for the goods and services 

produced by these two industries. 
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Building Material Industry. This author 

believes that the activities of the building material 

industry will increase in the future due to the 

following factors: 

1. The population by mid-1982 was 10 million; 

the average annual growth of the population 

between 1970-1982 was 4.8% and the current 

projected 

million. 29 

population for 1990 is 14 

2. It has been customary for sons to live with 

their parents in one house after they were 

married. This custom is changing, with sons 

moving into separate homes once they are 

married. 

3. Generally, Saudis live in large houses. 

4. There are about 10 thousand villages in Saudi 

Arabia where the houses were built out of 

primitive building materials. Currently 

there is a massive shift in transforming 

these structures into modern houses built 

with advanced building materials. 

29Ministry of Finance and National Economy, 
The National Center for Financial and Economic Infor
mation, Statistical Profile of Saudi Arabia, 1984, 
p. 7. 
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5. The cost of building a house has decreased by 

almost 40-50%, Saudis can now build their 

houses without depending on the government. 

6. The physical infrastructure which has been 

implemented by the government needs continu

ous maintenance. 

7. The Kingdom still imports a large amount of 

building material from international markets. 

For example, 60% of the cement used in Saudi 

Arabia is imported. 

Building Industry. As previously mentioned 

the government implemented the largest part of the 

physical infrastructure (such as hospitals, schools, 

seaports, airports, desalination plants, housing, 

communication and highway systems, etc.). Most of 

these projects (seaports, airports, desalination 

plants, communication system, a large portion of the 

highway system, and some hospitals) were done by 

foreign companies which brought in their own labor. 

The Saudi building industry, in general, 

concentrated on implementing schools, some of the 

hospitals, housing, and certain parts of the highway 

system. In addition, the national building industry, 
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in general, depended on foreign workers due to the 

fact that Saudis were unavailable. 

If we assume that the activity of the build

ing industry will decrease in the future due to the 

reduction in the demand, then Saudi workers will not 

be affected except in management. However, this 

author strongly believes that the activity of the 

Saudi building industry will increase. That is, the 

demand on the Saudi building industry will increase. 

This condition is based on the following: 

1. The demand for housing will increase in the 

future. 

2. The government no longer needs to allocate 

large amounts to the construction of sea

ports, airports, communication system, de

salination plants, and highway systems be

cause this has already been done. So, when 

government spending declines, it will need to 

allocate only a small portion of its expendi

tures for new schools, new hospitals, new 

roads, and maintenance. These projects will 

not be costly although they will need to be 

continuous. In addition, they are the proj-

ects which the Saudi building industry has 

concentrated on in the past. 
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International Markets 

The second market for goods and services 

produced by the Saudi private sector is the 

international market. Due to the interest-free 

loans, direct and indirect subisidies, the Saudi 

companies have increased their gross domestic fixed 

capital formation and investment. Hence, many prod

ucts have become abundant and cannot be absorbed by 

the national market. The solution is to export these 

items which include dates, white meat, eggs, petro

chemical, fertilizer, and industrial gas products. 

The Saudi Arabian Government, seriously 

considering exporting these products, has signed a 

bilateral agreement with some of the Arab states in 

order to have free trade. 

Although the values of goods exported have 

increased (Table 37) since 1970, Saudi Arabia has had 

some problems with respect to exports. There are 

mainly two problems: 

1. The producers of agricultural products face 

severe problems in exporting products such as 

eggs, dates, and white meat. As a result, 

they sell them in the national market at very 

low prices. 

market have 

These low prices in the national 

nothing to do with the 



Table 37. Merchandise Export. -- fob value in 
current prices; (Million S.R.) 

Year Amount Year Amount Year 

1970 28 1975 738 1980 

1971 27 1976 457 1981 

1972 60 1977 544 1982 

1973 112 1978 1,130 1983 

1974 284 1979 1,939 1984 

Source: Ministry of Planning, Achievements 
Development Plans, 1970-1984, p. 175. 
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Amount 

3,021 

2,970 

3,284 

3,490 

4,097 

of the 
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competitiveness of these products. On the 

contrary, these products do have the 

comparative advantages. '''hat is lacking is 

an aggressive marketing strategy. 

2. The petrochemical products of SABle face 

another kind of problem. In this case, the 

Euro-market has imposed a tariff which is 

equal to 13.9% on these products in order to 

protect their petrochemical products. They 

have done so due to the fact that Saudi 

petrochemical products have comparative ad

vantages. 

Two solutions to the above problems are sug

gested here. A Saudi marketing corporation might be 

developed as a possible solution to the first prob

lem. This corporation could buy the dates, white 

meat, and eggs from the producers at a competitive 

price and then sell them in the international market 

especially in Kuwait, Bahrain, Oatar, Oman Musqat, 

UAE, and Iraq. If this were done, the demand for 

these three products would increase because: 

-There is free trade between Saudi Arabia and 

these countries. This makes Saudi products more 
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competitive than similar products which are 

imported from abroad. 

-The population of these countries is about 18 

million. Their consumption of these goods is 

high. 

-The marketing corporation can enhance the sale 

of these products through the use of innovative 

marketing techniques and reduce the cost of 

distributing these products. 

The solution to the second problem, that 

faces the petrochemical products of SABle lies in 

dealing with the tariff which is very often used by 

small as well as large countries. Small countries 

use a tariff mainly to raise their revenues and as a 

means of a protectionism. However, the tariff most 

widely used by the larger countries is considered as 

a protectionism against labor-intensive products in 

general, because the wage rate in large countries is 

higher than that in small countries. 

Saudi Arabia is a small country and it is 

emerging as a potential trader in the international 

market especially in petrochemical products. This 

means that Saudi Arabia will experience similar dif

ficulties in international trade as other countries 
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not faced this problem before. 

to this problem? 
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The government has 

What is the solution 

According to the deputy minister of the 

Ministry of Finance and National Economy for economic 

affairs, the Kingdom imported goods from the Euro

market which amounted to S.R. 49,117,000,000 and S.R. 

35,592,000,000 in 1984 and 1985 respectively. This 

was equal to 41.4% and 41.6% of the gross imports 

respectively_ 

Exemptions from taxation is another factor to 

take into consideration. Fifty percent of the value 

of imported products is exempted from customs duty, 

while 45% of the value of imported products is taxed 

between 4% to 7%, and 5% of the value of imported 

products is taxed 20%. Products such as raw mate

rials, equipment, machinery, appliances, and others 

are totally exempted from taxation. Cars are taxed 

7%. A large portion of raw materials, equipment, and 

cars come from the Euro-market. 

Saudi Arabia should negotiate with the Euro

market to reduce the taxation on Saudi petrochemical 

products. If no agreement can be made, Saudi Arabia 

should impose taxes on imported products at the same 

rate. If this happened, they would lnse the Saudi 
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market. Yet, Saudi petrochemical products would 

still compete in their market regardless of imposed 

taxation. The reason for this would be that the 

Saudi petrochemical products would still have greater 

comparative advantages. Beside this, there are other 

international markets in which Saudi petrochemical 

products can be sold such as: 

1. Japan which has increased its uses of 

petrochemical products. 

2. The Republic of Korea and the United States 

where taxation is reasonable. 

If all countries imposed high duties on Saudi 

petrochemical products, demand for these products 

would not be depressed due to the following: 

1. SABle is in the process of establishing sev-

eral projects which depend mostly on petro-

chemical products. These projects include 

plastic, rubber, and some others. In addi-

tion, these products might be more competi-

tive than similar products produced elsewhere 

because the petrochemical products which are 

used as raw materials are cheap. These prod

ucts can have competitive power due to their 
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comparative advantages and therefore can be 

sold either nationally or internationally. 

2. The National Industrial Corporation is also 

in the process of establishing several prod

ucts some of which will use the petrochemical 

products produced by SABIC as raw materials. 

These products can also be sold either 

nationally or internationally due to their 

comparative advantages. 

3. Many local industries will use petrochemical 

products produced by SABIC as raw materials. 

The international demand for Saudi fertiliz

ers faces no problem at all. In fact, it is growing 

at an increasing rate. This is also due to its com

parative advantages over similar products produced 

elsewhere. 

One might ask what would happen if the Saudi 

national market could not absorb all the Saudi 

products if there was a reduction in the local demand 

for goods and services. 

This author believes that there will not be 

any problems. A large marketing corporation can be 

established. It can buy all Saudi products and sell 
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them in several markets such as Middle Eastern. 

African, Asian, and other markets. 

The international demand for the Saudi 

ucts may be very strong due to: 

1. The marketing corporation could enhance 

sale and reduce the cost of distributing 

products. 

prod-

the 

the 

2. The cost of the transportation would not be 

high due to the strategic geographic location 

of Saudi Arabia. 

3. Saudi goods are for the most part capital

intensive goods. Hence, the more goods pro

duced, the less the cost per unit. They would 

then have comparative advantages. 

4. Some Saudi products use petrochemical prod

ucts, which are cheap in Saudi Arabia, as raw 

materials. As a result, they would have com

parative advantages over similar products. 

Based on the above four factors, Saudi prod

ucts could be more competitive than products pro

duced by the western world. In short, there is no 

reason to believe that the demand for Saudi products 

will decline in the future. Saudi companies can 
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compete very effectively either nationally or 

internationally. 

Supply Side 

For the last 15 years, the government spe

cialized financial institutions have provided 

interest-free loans to Saudi companies. This has 

meant the private sector has expanded its gross do

mestic fixed capital formation and investment which 

has enabled it to produce goods and services to meet 

the demand mostly created by the national market. 

In the previous section concerning the demand 

side, it was concluded that the national and inter

national markets demand for goods and services pro

duced by the private sector may increase. 

Due to the reduction in government expendi

tures generated mostly from oil revenues. Hence, the 

amount of money available for the government special

ized financial institutions might be effected nega

tively. There are two hypotheses which might be 

raised. Each will be discussed in the following sec

tion with regard to two effects. These effects are: 

(a) the effects on the Saudi economy and (b) the 

effects on the private gross domestic fixed capital 

formation and investment. 
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Currently, every government specialized 

financial institution has capital. This capital is 

in-creased yearly by the government. In 1404/05, the 

government increased the accumulated capital of all 

the lending institutions. For example, SIDF has 

capital which is increased yearly by the government. 

It provides interest-free loans and gets back these 

loans in the form of equal annual installments. When 

the loans are repaid there are then enough funds to 

finance new projects. 

Hypothesis A: 

Suppose that the government decides not to 

increase the accumulated capital of all lending 

agencies. What would happen to the Saudi economy? 

And what would happen to the private gross domestic 

fixed capital formation and investment? 

There might be several effects: 

1. If the Saudi companies pay the installments 

on time, the government specialized financial 

institutions can continue to provide 

interest-free loans. That is, they will 

provide interest-free loans and get back 

these loans in the form of installments. 
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Thereby, there will be enough funds for new 

projects. 

Since it has been established that the 

demand for goods and services produced by the 

Saudi private sector may increase in the 

future, the Saudi companies could increase 

their gross domestic fixed capital formation 

and investment. This will increase their eco

nomic activity. However, the government 

specialized financial institutions cannot 

handle all the need for interest-free loans. 

This will result in several effects such as: 

a. The lending activities of commercial 

banks may increase. 

b. Saudi companies may issue more securities 

to finance some of their new projects. 

This may enhance the effectiveness of the 

capital market. 

c. The cost of capital will increase. This 

does not necessarily mean that the Saudi 

companies will lose their competitive 

power. 

d. Saudi companies may distribute fewer 

dividends. That is, they may place a 

heavier emphasis on retained earnings for 
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financing in order to reduce the cost of 

capital. 

There 

ing 

the 

might be more effort toward reduc

operating costs. This will enhance 

efficiency and competitiveness of 

Saudi companies. 

f. There might be a new phenomenon of merg

ers, bankruptcy, and take overs. 

g. New financial intermediaries 

in the Saudi 

may come 

capital into existence 

market. 

Most of these effects will be discussed in 

detail later. 

For 

their 

funds 

some reason, Saudi companies may delay 

annual payments. This will reduce 

available for new projects. If this 

were done, there would be several effects 

which are essentially similar to the effects 

mentioned above. 

Hypothesis B: 

Suppose that the government decides to stop 

the policy of interest-free loans. The Saudi private 

sector could, in this case, increase its gross domes

tic fixed capital formation and investment in order 
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to increase its economic activity to meet the in-

crease in demand. However, Saudi companies 

have to depend on themselves for private gross 

mestic fixed capital formation and investment. 

would result in certain effects: 

would 

do

This 

First, capital market: If the government 

stops the policy of interest-free loans, Saudi com

panies must resort to the capital market. That is, 

they will finance their projects by issuing 

securities (bonds or equity) and/or getting loans 

from commercial banks. 

This discussion will first deal with the 

Saudis' attitude toward investment. Second, the 

organization, characteristics, and competitiveness of 

the Saudi capital market will be discussed. Third, 

the effects of government abandonment of the policy 

of interest-free loans will be reviewed. 

Saudi Attitude toward Investment. Saudi com-

panies will be more successful in raising the capital 

needed from the capital market if and only if the 

Saudis 

Prior 

deal. 

have a positive attitude toward investment. 

to 1984 stock prices appreciated by a great 

There were two factors which possibly caused 

this phenomenon: 
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a. The supply of stocks was less than the de

mand. 

b. The capital market at that time could be 

considered a speculative market. 

After 1984 the stock prices declined sharply. 

At present, the decline has stopped. This can be 

attributed to two factors: 

a. Several companies have been established since 

1983 which in turn have increased the supply 

of stocks. 

b. The capital market is no longer considered a 

speculative market. It appears that the 

speculative mania is gone. 

Some people claim that Saudis will increase 

their investment abroad hoping for a higher rate of 

return on their investment. Other people claim this 

will not happen because: 

-Devaluation of foreign currency is always pos

sible. 

-Confiscation of their investment is probable. 

-The rate of return on investment especially in 

the foreign money market is not as high as it 

used to be. 
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Given the big decline in stock prices after 

1984, what is the Saudi's attitude toward investment 

now? That is, are they going to invest in new com

panies? Are they going to invest in eXisting 

companies? 

ing: 

The answer is yes, based on the follow-

a. The Saudis probably know that what happened 

prior to 1984 was just speculative. 

b. The market value of the stock of most Saudi 

companies continues to be higher than their 

book values. 

c. Most companies distribute very generous div

idends. 

d. Saudi Arabia is politically very stable. 

e. The geographic location of Saudi Arabia is 

very strategic. This is very important for 

international trade. 

f. A majority of Saudis do not take the interest 

on their deposits at commercial banks because 

taking interest is forbidden in Islam. 

Therefore, it is profitable for them to in

vest their money in equity in the capital 

market rather than open nonbearing interest 

accounts at commercial banks. 
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Organization, Characteristics, and Competi

tiveness of the Saudi Capital Market. The Saudi 

Arabian Monetary Agency (SAMA) has complete control 

over the capital market, however the transaction of 

stocks is done via commercial banks. Theirs is a 

role of matchmaker between sellers and buyers. Un-

fortunately, 

suggestions 

they do not give any recommendations or 

regarding the prospect of any stock. 

They get, at most, 1% as a transaction cost--their 

role is very passive. 

The Saudi capital market has several charac

teristics: 

1. There is no depth in the capital market. 

That is, there are few orders for selling and 

buying above or below the last market price. 

There are two factors which may cause this: 

a. There is a lack of information regarding 

stock prices and trading volume. In 

fact, there are no government publica

tions or even a newspaper which quote the 

stock prices and transaction volume on a 

daily basis. 

b. There is so much red tape. If an inves-

tor decides to buy or sell, he faces a 
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mountain of paper work which may preclude 

him from making the deal. 

2. There is no breadth in the capital market. 

Transactions are very low and orders for 

selling or buying do not come from diverse 

investors. There are three factors which may 

cause this: 

a. Red tape is again involved. 

b. Lack of information. 

c. Lack of institutional trading. Institu-

tional trading plays a very important 

role in achieving breadth of the capital 

market. It can increase the volume of 

trading by using the net savings of those 

Saudis who cannot, for whatever reason, 

trade directly. 

3. There is no resiliency in the Saudi capital 

market. In general, Saudi investors do not 

capitalize on declining prices by placing new 

orders. This might be caused by: 

B. Lack of information. 

b. Lack of knowledge about whether a certain 

stock is overvalued or undervalued. In 

addition, Saudi Arabia lacks financial 
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consultants who can give investors this 

knowledge. 

c. The spread between the bidding and asking 

price is high. 

Based on these three characteristics, lack of 

depth, breadth, and resiliency, the Saudi capital 

market may lack the competitiveness which is impor

tant in this world of scarcity. 

Competitiveness of the Saudi Capital Market. 

If the Saudi capital market is not competitive, the 

optimal well-being of the country may be in jeopardy. 

That is, the available savings of the Saudis may not 

be directed to the best investments which would 

provide the highest rate of return for a given level 

of risk. In addition, the allocation of those sav-

ings may not be achieved at the lowest cost. Thus, 

the allocational as well as the operational effi

ciency muy not be met, if the Saudi capital market is 

not competitive. 

Should the government stop the policy of 

interest-free loans it wuuld have several effects on 

the capital market: 
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for 

the 

companies could issue more equity to finance 

their projects. 

2. Saudi companies might resort more to the com

mercial banks to finance their projects. 

This would increase the lending activities of 

Saudi Arabian commercial banks. 

At present, loans and investments of Saudi 

commercial banks abroad are higher than those in 

Saudi Arabia due partially to the interest-free loans 

provided by the government specialized financial 

institutions. Should their lending activities in 

Saudi Arabia increase, they could shift some of their 

overseas resources into Saudi Arabia. This would be 

safer for both the commercial banks and the Saudi 

economy. 

The banking industry of other countries has 

lent a large amount of money to some of the oil 

producing countries (e.g., Venezuela, Nigeria, and 

Mexico). Those countries may not be able to repay 

the loans when oil prices decline. It is possible 

that the lending banks may go bankrupt as a result. 

If this happens, it could devastate the banking 
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industry in allover the world including Saudi banks. 

If Saudi banks are hurt, Saudi depositors and economy 

will be hurt as well. 

3. There would be a profitable business for 

financial analysts who provide recommenda

tions and suggestions to investors regarding 

profitable investments. They would be able 

to tell investors the best time to buy, where 

to buy, what to buy, and the prospect of 

every stock, etc. 

4. The Saudi Arabian Monetary Agency which con

trols the Saudi capital market might be 

encouraged to quote the stock prices and 

transaction volumes on a daily basis. Per

haps the local newspapers would also do this 

in order to increase their circulation. 

5. The Saudi Arabian Monetary Agency would be 

motivated to decrease the red tape which now 

plays a considerable role in reducing daily 

transactions. In fact, the Monetary Agency 

is currently seriously considering this. If 

this is done, the daily transaction volume 

will increase. 
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6. New holding companies would become a reality 

in the Saudi capital market. These holding 

companies might be able to survive and com

pete very effectively without depending on 

interest-free loans provided by the govern

ment because: 

a. They would be large enough. Hence they 

could acquire the economies of scale. 

b. They could diversify their products. 

Therefore their revenues would not be 

affected if consumers switched their 

demand from one product to another. 

c. They could have market power. 

d. They would be able to compete nationally 

or internationally due to their financial 

ability to hire experts in marketing, 

maintenance, production, etc. 

e. They would be able to get loans on good 

terms. This would reduce their cost of 

capital. 

There are two holding companies in Saudi 

Arabia. They are the Saudi Basic Industries Corpora

tion (SABIC) and the National Industrialization Com

pany (NIC). 
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SABIC was initially owned entirely by the 

Government. Now the private sector owns 25% of its 

capital which amounts to SR 10 billion. The goal of 

the government is that the private sector own 75% of 

its capital. SABIC concentrates on products (such as 

petrochemical, fertilizer, industrial gas, plastic, 

and rubber products) that have comparative advantages 

in Saudi Arabia. 

Most projects are carried out by SABIC and 

foreign companies which have access to advanced tech

nology and experts. Capital for each project is 

financed in the following manner: 

-60% by the Public Investment Fund (PIF) which 

charges an interest rate between 3% and 6%: 

-15% by foreign companies. 

-15% or more by SABIC. 

-The rest of the capital is financed via com-

mercial banks. 

NIC was established in 1985. It is owned 

entirely by the private sector. NIC concentrates on 

products (e.g., petrochemicals, chemicals) that have 

comparative advantages in Saudi Arabia and products 

which are vertically complementary to its products or 

the products of other companies whether they are 

Saudi companies or not. 
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Generally, all projects are carried out by 

NIC and other foreign companies which have the 

technology needed. 

7. Investment banking could become a new 

phenomenon in the Saudi capital market. The 

investment banker could help each Saudi 

company by: 

8. 

a. Assisting the company in analyzing the 

feasibility of a project. 

b. Determining the amount of capital needed 

for a project. 

c. Suggesting an appropriate financial 

instrument. That is, equity, bonds, or 

both. 

d. Helping the company with respect to ad

ministrative services. 

e. Buying new issues at a specific price. 

f. Selling issues to investors. 

Finance 

financial 

market. 

companies could become 

intermediary in the Saudi 

another 

capital 

Financial companies could get their funds by 

borrowing from banks and/or ~elling secur

ities in the Saudi capital mar'kt·t. In addi

tion, they provide loans to snudi companies 
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which face problems in getting loans 

elsewhere. 

9. Another kind of financial intermediary such 

as mutual funds could exist in the Saudi 

capital market. 

If this were the case, the mutual funds would 

sell stocks to investors and utilize the money gen

erated to buy securities from a variety of Saudi 

companies. Mutual funds would be very important to 

the Saudi investors who are risk averters because 

mutual funds have the ability to diversify their 

holdings. 

In conclusion, the Saudi capital market would 

be more competitive due to several effects mentioned 

above. Hence the well-being of the Saudi economy 

would be improved. 

Second, cost of capital: Saudi companies 

would be forced to issue more securities and/or get 

loans from the commercial banks. This means that the 

cost of capital would increase. Does this mean that 

all Saudi companies would not be able to compete? Or 

that all Saudi companies will face the danger of 

going bankrupt? 
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This author believes that Saudi companies can 

pay a higher cost for capital and still compete, and 

not face the danger of going bankrupt. 

There are several things a Saudi company can 

do to compete and survive as well: 

-A Saudi company can get large enough. Hence, it 

can acquire the economies of scale. This will 

enhance its competitive power. 

-It can increase its efficiency by acquiring 

other inefficient companies assuming that the 

acquiring firm is efficient. This implies that 

its competitive power will be enhanced. 

-It can merge with another company. The result

ing company will have a market power. 

-It can resort to internal financing. This may 

help reduce the cost of capital. 

-It can constantly work to reduce the cost of 

production. 

-It can improve its marketing strategy. This 

will increase its market share. 

-It can improve its maintenance strategy. 

In order to survive and achieve a high level 

of success in the market, the firm must have an 

adequate level of equipment maintenance. More 
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importantly the company needs to know ho,~ to maintain 

its products. This will give its customers a high 

level of satisfaction which in turn creates loyalty 

to the company. 
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