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EXPORT CREDITS GUARANTEE DEPARTMENT
SAUDI ARABIA

: £5bn DEFENCE DEAL WITH

I am sure you are well aware of the considerable coup that the
winning of the Saudi deal has meant for this country particularly
against strong competition from the French. The orders for 132
military aircraft (of which 72 are Tornados) and related goods and
services will involve some 6 million man hours of additional work
within British Aerospace, will save between 8,000 and 9,000 jobs at
peak to UK aerospace industry and will extend the production
programme at BAe Wharton by some 2% years, thus helping to bridge a
serious gap in workload before the start up of EFA production.

MoD led the negotiations with the Saudis and until fairly late in
the day had been under the impression that all payments would be in
cash and that no financing would be involved. However, towards the
end, the Saudis made it clear that they expected all payments to be
made from oil lift arrangements and for this purpose Shell and BP
entered into contracts with the Saudis to lift 300,000 barrels per
day on a net-back pricing basis. Unfortunately, because large
payments are due to BAe in the earlier stages of the deal when
revenues will be relatively small, these oil 1lift arrangements

will not be adequate to meet all payments. To overcome this
problem it has been proposed that an overdraft facility with a UR:’

clearing bank be set up to bridge the expected mis-match in timing
between oil receipts and payments due.

The size of the necessary overdraft is difficult to judge in

advance because the actual oil revenues under the net-back
arrangement are impossible to forecast but in the light of informed
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ge rates it hag
overdraft of between £1p

N and £1.6bn may be
. Repayment of the overdraft wiil] not
lely on the avallability of oil Fe€venues under the

: there wily also be an obligation on the
Saudis to pay cash (howevar 4§j i

: Eficult this may be) if these
revenues sre lnadequatas,

To enable the UK bank to Arrange s
Juarantee will be fequired to cover At least the bulk o the risk
of Saudi default, Moni=ss fron
against work done and goods delivered,

aircraft will be diverted from those on o
Payment has already been made by MoD and I understang Ezat thea
funds so drawn will be used by BAe to replace the RAF a:
later date. It could therefore be argued that BAe will. be
overfunded in relation to their SiErict “ca

in my view this does not concern ECGD and is 4 contracti:al matter
between MoD and BAe,

A major problem for ECGD support for this transaction fzs been the
assessment of Saudi Arabia's current economic and finanzial
position and its prospects. As a result of the falling demand for_
and declining price of oild,' Saudi Arabia has run massiye balance of
payments deficits in the last 3 years totalling an est1na§ed
US$24bn, despite a 30 Per cent cut in imports. These d&flCltS'have
been financed largely by drawings of some $40bn on the f.ingdom's
liquid foreign assets and the accumulation of arrears._ Slncg
late-1985 saudi Arabia has increased 0il production Suc=tantially,
though this has largely been offset by the halving of ta= oil price
in early 1986 leaving revenues little increased

It is far from clear where this process will lead and tmne
possibility of a further sharp fall in oil prices canncr- be ruled
out, While Saudi Arabia is the best equipped oil expcrter to cope
with falling Prices, because of ‘its capacity to increase the'volume
of oil exports, under any circumstances it will have tq ‘qon§1nu§ a
painful adjustment PTocess if it is to move toward equ};lbr}um'ln
balance of payments - fajlure to do so wuld result in i=s liquid
foreign assets falling to zero by 1988. The adjustment process has

JFSBBC




CONFIDENTIATL,

already substantially reduced the level of economic activity and
glven rise to payment problems both by the Government and tze
public sector and the required adjustment will be correspondingly
greater to cover new military contracts (like Tornado) which are
expected to amount to well over $15bn. ECGD has not escaped the

impact of this: as a rasult of payment defaults it has recently

regraded Saudi Arabia from A (best tisk) to B for premium charging
purposes.,

Becguse of‘the present uncertainties, this is not, in many senses,
an ideal time to be considering such a massive commitment either
for Saudi Arabia or for ECGD but the deal is important %o the UK,
an ECGD guaranteed facility is considered necessary to nelp its
successful conclusion and, come what may, it is thought that Saudi
Arabia will see its way through the current difficulties in the
world oil markets and remain relatively strong. In addition I
believe that the Saudi Royal Family is heavily committed to the
deal and will not allow it to fail and that the Kingdom's political
structure will survive intact the difficult period that lies ahead.
In all circumstances I am therefore prepared to authorise ECGD to
give cover within a ceiling up to an overdraft of the dollar
equivalent of £1 billion plus interest. To the extent that this
prove inadequate by reason of low oil receipts, then any excess
will have to be provided from unguarantesd sources. Liziting
ECGD's exposure in this way should, subject to a further review now
in hand, enable ECGD to support other business in Saudi Arabia.

—

—

To sum up, we clearly have to recognise that the basis -f the deal
and the prospects for the Saudi economy have changed gqu:-=2 _
significantly since it was originally announced. 1Instezd3 of strict
cash terms, we ar=s now asked to agree counter-trade in =il at
depressed prices, coupled with a substantial overdraft riaranteed
by ECGD. When the deal was struck, HMG also accepted zn
unspecific and potentially troublesome commitment to der=2lop
arrangements for industrial collaboration and the transZ=r of :
technology. The deal is far from risk free, but I thizk the ;lsk
is tolerable given the importance of the order for empl:yment in
the UK, for the export prospect of the Tornado, and for our
relations with the Saudi Government at the highest levels.
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I should therefore appreciate your agreement to the reg=ired ECGD
cover.

I am copying this letter to the Prime Minister, other members of
OD, Peter Walker and Sir Robert Armstrong.
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