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This study analyzes the association between absorptive 

capacity and Saudi Arabian development strategy. It is 

the aim of this dissertation to identify, in broad terms, 

some of the major aspects of a strategy by which to pursue 

economic development in an efficient and effective manner 

which takes absorptive capacity constraints into account. 

To accomplish that aim, this study first discusses 

the unusual aspects of the development problems currently 

confronting Saudi Arabia. These aspects arise mainly 

i 



from the large flows of financial capital in a situation 

of a modest stage of development. Saudi Arabia has 

financial capital available to an extent that allows it 

some latitude in the selection among alternative future 

circumstances and configurations of its society— 

including the nature of its economic system. Three types 

of possible future states of the Saudi Arabian society 

have been identified. The first is called a rentire 

society; the second a dualistic society, and the third 

a modern society. 

On the assumption that Saudi Arabia seeks to become i 

a modern society, the study identifies a set of allocative ^ 
I 

decisions which an appropriate development strategy must \ 

take into account. These decisions include (1) present . 

versus future sales of natural resources abroad; (2) » 

domestic expenditures versus foreign investment; (3) among 

domestic expenditures, consumption versus investment; and 

(4) among domestic investment, allocations among various 

types of investments. The study also discusses the 

importance and interdependence of three types of capital 

(physical, organizational, and human) and three types of 

infrastructure (physical, technological, and institu

tional) . 

The study shows that Saudi Arabia faced, and still 

faces, a complex set of cultuiial, social and institutional 



relationships that impedes the optimal utilization of 

existing resources and the development of new resources. 

The discovery of oil removed one obstacle—the lack of 

capital, but the social and economic structures did not 

change fast enough to permit the economy to absorb the 

capital made available by oil revenues. 

The performance record was disappointing. Through

out the period under discussion there was little change 

in the structure of production. The oil sector remained 

the most important part of the economy. Gross domestic 

product has risen steadily during the period under 

discussion, reflecting the rise in oil output and price. 

Investment targets have not been realized. 

The study suggests that some policy measures can 

be adequately used to relieve some of the specific 

absorptive capacity constraints, thereby increasing the 

aggregate absorptive capacity. 
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CHAPTER I 

THE PROBLEM AND THE SETTING 

In many respects Saudi Arabia is an underdeveloped 

country, but because of the large flow of financial 

resources it began deriving from petroleum resources a 

few years ago, it finds itself with opportunity for devel

opment far greater than that of almost all other less 

developed countries (LDCs). The receipt of large flows ^ 

i of financial capital which may continue for some time into ) 
I 

the future is, of course, a highly unusual situation for a * 
t 

LDC. Indeed, the fortunate situation Saudi Arabia (and a j 

few other countries with high per capita petroleum J 

1 1 
receipts) began to enjoy a few years ago is unprecedented. ' 

It provides a great challenge and involves a number of 

unusual aspects. 

The Setting 

A Development Challenge 
with Unusual Aspects 

Although many of the concepts, approaches, and 

information found in the body of thought and experience 

concerning economic development are relevant to the Saudi 

Arabian situation, the perspectives, premises, and 



conditions from which they have emerged differ in at least 

one basic respect from the Saudi Arabian case. They 

involve what has been, until recently, a fundamental 

characteristic of all less developed countries--great 

scarcity of physical capital and of high-productivity 

human capital. 

Saudi Arabia possesses financial capital flows ade

quate to purchase enormous quantities of physical capital. 

Although it confronts scarcity of highly skilled and 

trained human capital, financial capital is available to * 

purchase human capital from abroad and to develop its own. > 
I 

Questions about the broad configuration of desirable ' 
C 

policies m pursuit of development for Saudi Arabia are *, 

appropriately addressed, then, from a perspective which \ 
1 

encompasses some relatively novel aspects. Most of them J 
» 

are associated with the reduction of constraints related 

to capital scarcity associated with sale from large stocks 

of a nonperishable asset owned by the government, petroleum. 

One aspect is the range of effective choice about the 

present and future conditions of life available to a 

society. For Saudi Arabia it is much greater than is 

typical for a LDC. Another aspect is that Saudi Arabia can 

choose among alternative allocations of current domestic 

expenditures which include not only investments in capital 

(physical and human) and "joint "production" expenditures 



which directly increase human welfare (consumption expen

ditures) as well as increasing capacity to produce in the 

future (investment), but also expenditures of significant 

magnitude on raising consumption significantly above sub

sistence levels. Typically, capital scarcity in LDCs is 

so great that governmental expenditures or policies which 

use resources to raise "pure consumption" levels are 

viewed as wasteful. 

A third important aspect is that the magnitude of 

current financial flows to Saudi Arabia is large enough * 
i 

that it can decide upon allocation between expenditures > 
I 

for domestic activity and expenditures for the purchase * 

of assets abroad. It can compare the expected yields 

from foreign investments with those from expenditures for 

other purposes. ' 

A fourth consideration is the special and doubly 

crucial role of the Saudi government. For LDCs following 

a development strategy which places importance on the pri

vate sector, the crucial role for government lies in 

establishing the institutions and providing for the public 

sector infrastructural capital investments required for a 

well functioning private enterprise system. Although 

Saudi Arabia seeks to accommodate and encourage private 

enterprise, the flow of financial resources to the society 

springs from assets owned by the public sector and the 



revenues accrued to the government. As a consequence, the 

responsibility for allocation of most of the resources 

available rests with the Saudi Arabian government. Further

more, the current size and nature of the private sector is 

not yet developed such that it can adequately exploit the 

available opportunities. This implies another unusual 

role for a government which is committed to private enter

prise as the appropriate form of organizing and carrying 

out production, that of engaging in government enterprise. 

A fifth unusual aspect of the Saudi Arabian case is 

the extent to which the government has a measure of choice 

between a given quantity of current financial resources 

and expected future quantities. As a nonperishable asset, 

petroleum can be sold now or later. 

That the great opportunity for development arises 

from petroleum reserves has both desirable and undesirable 

characteristics. Nonperishability and the absence of 

storage costs are, of course, desirable features for an 

asset to have. The strong and growing demand for the 

asset are also desirable characteristics. Another is that 

petroleum (and natural gas) are the energy sources asso

ciated with much of modern technology and industrial 

production. In addition, a wide variety of intermediate 

industrial inputs are made from petroleum. The availa

bility of low cost energy compatible with modern production 



technology, coupled with the availability of petroleum as 

a raw material required for the production of a large 

number of products and the availability of financial 

capital required for the purchase of physical and human 

capital, provides the possibility of moving relatively 

rapidly toward the creation of a modern society supported 

in part by an industrial base. 

That the asset providing the great development 

opportunity is a nonrenewable one and that existing 

reserves will eventually be depleted at current production 

rates are, of course, not desirable features of the situa

tion. Also, the strong competitive position which Saudi 

Arabia now enjoys as a seller of petroleum cannot be 

expected to continue indefinitely with a high degree of 

assurance. Although relative scarcity for many things has 

been decreased greatly for Saudi Arabia, scarcity has not 

been overcome. The challenge is to take advantage of the 

great opportunity in a fashion which decreases the proba

bility that the reduced scarcity will be only temporary 

and increases the probability of further reductions in 

scarcity. 

Furthermore, production of petroleum and petroleum 

products for sale abroad is a narrow base upon which to 

build a modern economy and society from a traditional one 

if technological and social dualisms are to be avoided. 



It is also a potential source of vulnerability to insta

bility and shocks of foreign origin. 

For the reasons discussed in this section, and for 

others, the setting of Saudi Arabian efforts toward eco

nomic development and some particular matters relevant to 

the consideration of an appropriate development strategy 

for Saudi Arabia differ in important ways from those of 

almost all other less developed countries. 

Determinants of Appropriate 
Development Strategy ^ 

i 
Development strategy may be defined as that set of > 

I 
broad policies and approaches employed by a country in J 

t 
pursuit of development. There are multiple determinants ' 

of just what constitutes an appropriate development 

strategy. Different countries confronting different cir

cumstances (or the same country as its basic circumstances 

change) will find different development strategies to be 

appropriate. A fundamental dimension of determinants to 

be taken into account in efforts to identify appropriate 

development strategy is associated with what is sought— 

the nature and characteristics of the society toward which 

development efforts are aimed. 

Economic development is encompassed within societal 

development, which Professor Troub defines as "change from 

the set of characteristics which currently describe the 



state of the societal system consistent with movement 

toward a presently preferred, future state of the societal 

2 

system." Societal development is not a "single well-

defined end." Rather, it involves progress toward a 

number of interdependent social goals. Economic develop

ment can be viewed as one of those goals. Efforts in pur

suit of economic development may enhance or detract from 

progress toward one or more of the other social goals. As 

a consequence, the desirability of particular activities 

and approaches involved in economic development strategy J 
i 

depends in part upon their "non-economic" impacts on the > 
I 

society. It follows, then, that appropriate economic '̂  
C 

development strategy significantly depends upon the con- ) 

figuration and circumstances of the future society which 

a country seeks to bring into being. 

Saudi Arabia has financial capital available to an 

extent that allows it some latitude in the selection 

among alternative future circumstances and configurations 

of its society--including the nature of its economic 

system. Consider, as examples, three types of possible 

future states of the Saudi Arabian society drawn from the 

array of possible future states. The first can be called 

a rentier society. In this society production is dele

gated to others, and the society consumes from earnings 

on foreign investments and sales of its natural resources. 
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It could consume all of its income or only part, thereby 

increasing its financial asset holdings. 

The second type can be called a dualistic society. 

Instead of natural resource production (primarily petro

leum and natural gas) and the production of materials from 

them being wholly delegated to foreigners, they are under

taken by organizational units of national ownership and 

employ a relatively small portion of the national labor 

force. Given the low labor intensity of modern process in 

these lines of production and that many non-human and 

human inputs into those processes can be purchased from 

abroad much less expensively in many terms than they can 

be produced locally under existing conditions, a modern 

enclave could be developed in an otherwise underdeveloped, 

traditional society. Foreign sales receipts and foreign 

investment income beyond that used to maintain or extend 

production in the modern sector would be used to increase 

5 

> 
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i i i i inni i i i i 
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foreign asset holdings. 

The third type can be called a modern society in the 

sense (a) that at least a large portion of the members of 

the society enjoy consumption levels of almost all of the 

important components of material well-being which at least 

approximate those enjoyed by citizens of the wealthier 

industrial countries; (b) that modern ways of organizing 

and carrying out production (technology), as contrasted 



with traditional ways, are used; (c) that it has a useful 

and valued national identity; (d) that it retains from 

tradition and traditional values those aspects perceived 

to be of worth; (e) that it affords opportunities for 

citizens to participate in community life with dignity and 

self-respect; and (f) that it has significant measure of 

choice over its own future. 

These characteristics require important measures of 

freedom from external aggression, external economic 

dependence and internal economic insecurity. There are ^ 

several ways to pursue those instrumental objectives 

associated with adequate national autonomy. The most 

important one is through economic diversification coupled 

with productive enterprises controlled and carried out 

largely by citizens of the nation, and with widespread 

individual and organizational capacities (knowledge, skills, 

abilities, and perspectives) for creative and effective 

responses to changing circumstances and the creation of new 

opportunities for the future. 

For the purposes of this study, it is assumed that 

Saudi Arabia seeks development toward the type of society 

indicated in the third example. It is an assumption which 

appears from the available evidence to be largely consis

tent with Saudi objectives, and its explicit description 

will make clearer later discussion of concepts associated 
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with the identification of aspects of an appropriate 

development strategy for Saudi Arabia. 

Three matters merit attention at this point. First, 

some of the characteristics of the modern society listed 

above involve "flows of satisfaction" to citizens associated 

with the production of "collective consumption goods." 

Individuals receive satisfaction from being members of a 

group which they value highly and which is accorded high 

status and respect by others. Also, there are rates of 

return to individuals derived from the production of ^ 

national and economic security. Second, movement toward > 

the third type of society involves a scenario differing 

from the second example of alternative future societies 

given, in that proceeds from foreign sales and investments 

are used to a significant extent to finance economic 

development and modernization in several sectors of the 

economy. Third, for several reasons, economic development 

activities confront constraints associated with limited 

ability for existing physical facilities, organization and 

socioeconomic conditions to absorb investment expenditures 

3 without waste. 

Absorptive Capacity Constraints 

The availability of relatively large amounts of 

financial capital does not automatically bring economic 

i 
A 
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development. The conversion of ownership of financial 

assets into those tangible and intangible assets of a 

modern society—(a) physical facilities and equipment; 

(b) organizations, private and public, which contain 

within their membership capacities, talents, creativities, 

specialized knowledge, skills, and perspectives appro

priate for the activities of a modern society carried out 

in an efficient manner; and (c) a people which possess 

the variety of skills, cognitions, and orientations 

required to contribute to and benefit from what is per- ^ 

ceived as desirable in a modern society—is itself a pro- > 
I 

duction process. Financial capital may allow physical j 

capital to be purchased, human capital to be imported and it 

/ 

productive organization to be hired from abroad. Such j 
i 

outlays may constitute development expenditures, but they \ 

alone do not necessarily lead to the full development of a 

modern society. Additional investments are required to 

foster the ability of the society to perform for itself 

many of the functions which initially might be provided for 

by purchase from abroad and to provide the production of 

adequate levels of various inputs and outputs which cannot 

effectively or efficiently be imported. 

Development expenditures of all types can be viewed 

as investments--outlays to obtain the human, physical, and 

organizational capital required to produce the desired 
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outputs of a modern society—that can be evaluated in 

terms of their expected rates of return. As additional 

expenditures are made, the expected rates of return to 

many types of domestic investment activities fall rela

tively rapidly and could eventually reach zero and become 

negative if more and more investment expenditures are 

made. Physical and organizational infrastructure and 

human resources are requisite productive inputs into 

investment activities. Given their current limited state 

in quantity and quality in Saudi Arabia, their capacity ^ 

for contribution to production, in combination with other y 
I 

resources which can be readily purchased, is soon taxed. 4 
l» 

In this fashion, their currently available "amounts" j 
<» 

(including both quantity and quality dimensions) present \ 

constraints to the amount of financial capital expenditures ] 
4 

which can be efficiently absorbed by the Saudi economy. 

The Problem 

In broad terms, a basic economic development problem 

confronting Saudi Arabia is that, although it seeks to 

become a society which possesses and enjoys the benefits 

of a much more highly developed modern economy, and 

although it is currently receiving large flows of financial 

capital which provide an unusual opportunity for financial 

efforts toward economic development, its current under

developed characteristics constrain its ability to absorb 
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development expenditures to the desired extent in a 

non-wasteful fashion. The analytical problem (and the 

practical problem) which this situation poses is the 

identification of a strategy by which to pursue economic 

development in an efficient and effective manner which 

takes absorptive capacity constraints into account. 

Toward that end, this study examines the association 

between absorptive capacity and Saudi Arabian development 

strategy. 

The broad objectives of the study are threefold: i 

(a) the formulation and articulation of some of the basic X 

concepts associated with absorptive capacity useful in the « 

consideration of appropriate development strategy for Saudi > 

Arabia (given the type of society which it has been assumed 

it seeks to become); (b) the identification, in broad terms, 

of some of the major aspects of an appropriate development 

strategy for Saudi Arabia; and (c) an examination of the 

development planning,and strategy implied,of Saudi Arabia 

in recent years, as indicated by its first development plan 

(roughly covering the period of 1970-75) and by the general 

patterns of governmental expenditures budgeted for that 

period, from a perspective provided in part by the concepts 

presented and the appropriate development strategy aspects 

identified. The second development plan has not yet been 

released for public analysis. 

s 
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Topic Organization 

The first two objectives are addressed in Chapter II. 

Then information on the Saudi Arabian economy is presented 

which provides background on its social institutions and 

human resources (Chapter III) and on the structure of its 

economy and its general financial and monetary policies 

during the period prior to the receipt of large petroleum 

revenues (Chapter IV). The background information provides 

perspectives for consideration of the discussion which 

follows of the role of planning in Saudi Arabia, its A 

introduction of formal planning processes, and the first y 
i 

economic development plan (Chapter V). Then (Chapter VI), ^ 

Saudi Arabian development strategy of recent years, as ^ 

indicated by characteristics of the plan and by governmen- \ 

tal appropriations, is analyzed in light of the concepts \ 
A 

formulated and aspects of appropriate development strategy 

identified in Chapter II. Finally, the study is summarized 

(Chapter VII). 

Supplementary information is provided by appendices 

which deal with a presentation of the two-gap model (Appen

dix A), a general approach to project evaluation--social 

benefit-cost analysis (Appendix B), the development of the 

oil industry (Appendix C), and a discussion of "balanced 

vs. unbalanced growth strategies" (Appendix D). 
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CHAPTER II 

ABSORPTIVE CAPACITY: CONCEPTS AND 

ASPECTS RELEVANT TO SAUDI ARABIAN 

DEVELOPMENT STRATEGY 

As indicated in the previous chapter, matters 

associated with absorptive capacity are involved in 

efforts to identify an appropriate development strategy 

for Saudi Arabia in the current period. The existing 1 

literature on absorptive capacity is inadequate for > 

that purpose. In this chapter, first the general ^ 

notion around which concepts of absorptive capacity X 

revolve is delineated and types of constraints to $ 

absorptive capacity are identified; second, the major \ 

existing literature on absorptive capacity concepts is 

surveyed; third, the limitations of the existing concepts 

as formulated in the literature is noted for the Saudi 

Arabian situation; fourth, additional concepts and 

perspectives appropriate for that situation are formulated 

and introduced; and, finally, some important aspects of 

an appropriate development strategy for Saudi Arabia are 

drawn from the implications of the conceptual framework 

which is developed in the chapter. 

16 
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Absorptive Capacity: Fundamental Concepts 

The General Concept: Ambiguity 
and Clarification 

Reference to the notion of absorptive concept is 

often found in the economic development literature without 

precise delineation of what is meant. The degree of 

ambiguity surrounding the use of the term has led some 

observers to question whether such an ephemeral concept 

has much, if any, substantive meaning. What seems to be 

implied by use of the term is that there are some con- A 

straints operating on a productive system which limit its y 

ability to generate increases in productive output ade

quate to justify additional financial expenditures on 

A 

I 
<* 

X 

some inputs which could be purchased for use in the system. j 

To be a useful concept, however, additional questions \ 

must be answered. What are the constraints and what are 

their sources? Is there some inherent relationship which 

requires that additional financial expenditures cannot 

generate results which adequately justify them? For the 

purposes of national economic development policy formu

lation and allocative decisions in pursuit of economic 

development, what indicates the value of inputs used and 

of the output generated? 

Saudi Arabia is said to be unable to pursue develop

ment toward the economic conditions it seeks as rapidly 
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and effectively as it desires, despite the availability 

of financial capital, because of its limited absorptive 

capacity. A reduction of the ambiguity about the 

inherent source of limited absorptive capacity and the 

identification of the types and sources of constraints 

can be expected to yield the articulation of insights 

which indicate appropriate aspects of development 

strategy for Saudi Arabia. This, of course, is one of 

the objectives of this study. It is not that attention 

has not been given to the specification of absorptive A 

capacity concepts and to identification of the sources of C 

i 
limits to expenditure absorption. Rather, it is that, as A 

J 
will be discussed in a later section, those efforts arose 5 

I* 

in a different context and were to a significant extent " 

directed toward other purposes. ? 

Limited absorptive capacity can arise in a vast 

number of different particular contexts. One approach 

toward clarification of the essential nature of the 

phenomenon is to cast it in general terms which encompasses 

those contexts. The general notion is that under a given 

set of conditions which identify a productive system, 

additional expenditures which increase the use of some 

but not all of the inputs used in the system will result, 

at some point, in falling rates of return, eventually 
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reaching a rate so low that expenditures could more 

usefully be devoted to the direction of resources to 

other purposes. 

Absorptive Capacity and the Law 
of Diminishing Returns 

The formulation just provided addresses one of the 

questions raised above: is there some inherent rela

tionship which requires that additional financial expendi

tures cannot generate results which adequately justify 

them. Notice that what emerges from the general statement ^ 

is a relationship reflecting a fundamental principle of C 

economics, the law of diminishing returns to variable A 

\ 

Consider a general production function which denotes ' 
t 

that output is a function of the combinations of inputs ^ 

X, through X . In an enormous number of particular 

production processes, all inputs cannot be augmented with 

equal ease and effectiveness, and often some cannot be 

augmented at all. As a consequence, the law of diminishing 

returns to variable inputs is in operation. The shorter 

the time period under consideration the greater the 

probability that this will be the case. 
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Sources of Constraints on 
Absorptive Capacity 

The types of constraints to absorptive capacity can 

be classified in several ways. Three will be offered 

here. The first is cast in terms of the characteristics 

of a productive process. It will be referred to as 

schema I. 

In its most general fonti, a production process 

involves (a) inputs (b) transformed into (c) outputs. 

The law of diminishing returns is a physical relationship 

of inputs which encompasses both physical and valuation 

dimensions. 

Constraints on absorptive capacity may be divided 

among those associated with (1) inputs, (2) the transformation 

process, (3) outputs, and (4) changes in the conditions of the 

milieu within which the production process occurs initiated 

by the nature and level of activities associated with the 

particular production process under consideration. Con

straints related to particular inputs may arise from 

two sources: their physical availability (both quantity 

A 
between input configurations and output. Economic y( 

analysis associated with production processes also * 

involves the value of inputs and the value of outputs. p 

Consideration of absorptive capacity is primarily •• 

concerned with the value of output relative to the value H 
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and quality dimensions) during a given time period and 

the cost of obtaining those inputs to the decision-

maker. Constraints arising within the transformation 

process have at least three types of sources. 

First, these processes are, of course, subject to the 

constraints imposed by "exogenous" forces and conditions 

such as physical relationships (gravity, thermodynamics, 

etc.). Second, the efficiency of transformation 

processes is constrained by technology (knowledge, 

skills, organizational effectiveness, etc.). Third, 

2 
of "X-efficiency." 

Since absorptive capacity is partially determined 

by the total value of outputs, all of those matters which 

limit the value of total output are constraints to 

absorptive capacity. Among the large number of limiting 

conditions are such things as the quantities which can 

be "sold" at various prices and, for a society-wide 

decision-maker, the social costs and benefits accruing to 

the "sale" of outputs at various levels. 

>-̂  

transformational efficiency depends upon the motivation, ^ 

energy expended, creativity, and so on,which influence ^ 

the effectiveness of the human agents involved in the -i 

process—those matters beyond general allocative effi- C 

ciency and formal organizational appropriateness of which ^ 

Leibenstein has written and which he terms determinants ^ 
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Indeed, for the society-wide decision-maker, the 

social costs and benefits arising from activities 

associated with the nature and level of input use and 

with the transformation process are also of importance 

in assessing the society-wide returns to expenditure on 

a production process. (See Appendix B for a discussion 

of the benefit-cost approach to the evaluation of public 

investment expenditures.) Changes in the nature or level 

of activities associated with the production process 

(in terms of the input side, the transformation process, ^ 

or the output side) may not only impact positively or C 

negatively on other aspects of the societal system, but 

those impacts may also generate changes in the milieu in 

i 
A 

% 

which a given production process occurs which either ' 

increases or reduces the constraints associated with the ? 
t 

absorptive capacity of the given production process. 

The second schema (II) divides the types of con

straints according to whether their source is (1) physi

cal, (2) institutional, or (3) technological. The 

physical category includes all of those constraints 

imposed by nature, or nature as modified by man, such as 

distances and quantity of arable land. Institutional 

constraints arise from the nature and characteristics of 

the entire population of public and private organizations 
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and organizational relationships as well as other 

socio-cultural phenomena (values, perspectives, and so 

on). The third category, technological constraints, 

includes all of those limits to absorptive capacity 

which have their source in limited knowledge and 

capacities to transform inputs into outputs. 

Schema III can be formulated which emphasizes the 

"location" of the sources of constraints. The three 

broad categories are (a) domestic, (b) foreign, and 

(c) interdependencies between domestic and foreign A 

activities and conditions. y 
$ 

The three classification systems offered here can A 

be cross classified to form a richer typology. For 

a productive process (Schema I) can be classified as 

physical, institutional or technological conditions 

(Schema II). No effort will be made here to delineate 

the complete set of cross classifications among the 

schemata presented. The purposes of this study are 

served by demonstration that (a) there are several 

potentially important sources of constraints to absorptive 

capacity associated with production processes, (b) identi

fication and delineation of the major types of sources. 

I 

example, the domestic constraints (Schema III) relating ' 

to the cost and availability constraints of inputs for f 
t 



24 

and (c) indication that they can be differentiated for 

systematic investigation and consideration. Another 

important recognition is that, given time and other 

resources, many of the "sources" of constraints to 

absorptive capacity are amenable to manipulation through 

governmental activity in a fashion which reduces the 

extent of constraint confronted. 

Two of the three questions posed earlier (the one 

about types and sources of constraints and the one about 

the existence of a fundamental relationship) have been A 

addressed. The third question raised the issue of how y 
i 

should the value of inputs used and of outputs generated A 

be estimated. This is an important matter since the ^ 

magnitude of absorptive capacity for a productive process ^ 

is determined by the relationship of the value of output f 

to the value of some additional inputs. 

The general response suggested by economic theory is 

that from a society-wide perspective resource useage 

should be considered from the perspective of social 

opportunity costs and all significant matters associated 

with the generation of social costs and benefits taken 

into account. This requires that opportunity values 

(shadow prices) be estimated for inputs for which a price 

is not established in the market and that market prices 

< 
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of inputs and outputs be adjusted for social benefits 

and costs not adequately reflected in market prices 

(shadow prices again). 

It is widely recognized that due to the existence 

of positive and negative externalities and a number of 

other "market imperfections" market prices, particularly 

in a less developed country, do not necessarily reflect 

social costs and benefits. The importance of the 

response given here to the third question is that the 

quantity of financial capital which can be expended in a . 

production process before market rates of return are ^ 

reduced to a level which does not permit returns equal . 

to or greater than the market rates available from other v 

opportunities is not an accurate measure of absorptive C 

capacity from a society-wide perspective. ^ 
t 

There are useful schemata for the organization of ^ 

thought and action associated with absorptive capacity 

other than the three discussed in some detail here. Two 

others which merit identification here, but which do not 

require discussion, are division by economic sector and 

by geographic region or area. 

The exposition in this section demonstrates that 

absorptive capacity concepts and conditions are of 

fundamental significance to consideration of development 
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strategy and that absorptive capacity conditions have 

multiple important dimensions. Not all of those 

dimensions have been identified in this section. Addi

tional ones will be introduced in subsequent sections of 

this chapter. 

Absorptive Capacity in the 
Existing Literature 

The literature on economic development and foreign 

aid is replete with reference to absorptive capacity. 

This term, which originated in the donor countries, was J 

developed to account for and to measure foreign financial > 

capital which a LDC can use productively during a given 'j, 

time period. Before discussion of the merit of the existing X 

model, another in the "capital-output approach, and a third 

in the marginal rate of return approach. 

The Two-Gap Approach 

An approach known as the "two-gap model" has been 

3 
extensively used by H. B. Chenery and others to account 

for two constraints on the economic growth of LDCs: the 

rate of domestic savings and the quantity of foreign 

exchange available for the importation of crucial inputs 

such as capital equipment. Minimum aggregate absorptive 

literature, a survey of the literature will be presented. $ 

Three major approaches are found: one in the two-gap ^ 
A 
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capacity for the economy is estimated by identification of 

maximum amount of capital absorbed by the economy within 

its recent history. The rate of growth associated with 

that quantity of capital investment can be assumed to be 

a realistic minimum growth rate target, and the quantity 

of future financial capital required to reach and sustain 

that growth rate can be estimated. One of the gaps is the 

difference between the required amount of gross domestic 

investment and estimated gross savings. The other is the 

gap between the quantity of imports (including the required J 
'J 

development inputs) required to achieve the growth rate > 
target and the amount of foreign exchange earnings avail- *). 

P 
able from exports. (See Appendix A for further explana- 1 

tion.) This approach identifies constraints to growth and \ 
t 

estimates aggregate absorptive capacity for financial \ 

capital given the other sources of constraints to absorptive 

capacity which determine the "realistic" target growth rate. 

Therefore, it does not address a variety of important 

matters associated with absorptive capacity. It is an 

approach appropriate for estimation of appropriate aggre

gate financial assistance flows for financial capital poor 

countries, a situation not experienced by Saudi Arabia. 

The Capital-Output Approach 

The capital-output approach identifies absorptive 

capacity in terms of a schedule relating different volumes 
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of investment to a capital-output productivity ratio. 

These ratios vary with the size of the investment program. 

The optimum investment program, corresponding to the 

country's absorptive capacity, is obtained via the selec

tion of the capital-output coefficient to serve as a cutoff 

criterion. 

The capital-output approach was employed by 
4 

Branko Horvat. He defined absorptive capacity as "the 

potential effect of the optimum adjustment of the growth 
5 

rates of factors." To simplify this notion, Horvat sug- A 

gested that "the easiest way to use this concept is to y 
t 

conceive the economy as a giant productive capacity A 

capable of being expanded at a certain maximum rate, also 

at a lower rate, but not at a higher rate. Any additional 

reductions of output. Or, applying (with caution) the 

conventional terminology, marginal efficiency of investment 

will be zero or negative." Horvat's analysis leads him to 

think of absorptive capacity as a fixed magnitude for a 

given set of conditions which is "in principle measurable 
7 

and in practice its value can be well approximated." This 

approach may permit estimation of aggregate absorptive 

capacity, but it suffers from all of the conceptual and 

empirical problems associated with the estimation and use 

of capital output ratios. 

% 

> 

inputs (investment) would not produce additions to but ? 



29 

The Marginal Rate of 
Return Approach 

The marginal rate of return was articulated by John 

Adler, who defined absorptive capacity as "the amount of 

investment, or the rate of gross domestic investment as a 

percentage of GNP, that can be made at an acceptable rate 

of return, with the supply of co-operant factors considered 
o 

as given." Adler immediately adds that this should not 

imply that the decision making entity would not increase 

the supply of co-operant factors. What is meant is that, 

in the short run, this increase is either a physical 

impossibility or so costly that it reduces the return on 

capital below the acceptable rate. 

Adler also suggested that it is conceivable that the 

investment schedule has a pronounced kink at which the 

rate of return on additional investment drops suddenly and 

drastically to zero or negative value. In other words, in 

less developed countries with critical shortages of 

co-operant factors, it is conceivable that there is an 

absolute limit to the absorptive capacity of the economy. 

If there is an absolute limit, the marginal efficiency of 

capital is characterized by a sharp kink as in Figure 1. 

After the kink at B, a small addition of capital will yield 

zero or negative rates of return. 

^ 
> 

A 

I 
X 

13 
p 

t 
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Fig. 1.—Kinked Marginal Efficiency of 
Capital Schedule 

The shape of the marginal efficiency of capital 

depicted in Figure 1 may be unlikely because it implies 

that beyond a certain level of investment OC there is not 

a single investment opportunity which would yield a posi

tive rate of return. More probable shapes for the expected 

rate of return on capital are presented in Figure 2 as 

indicated by ABD and EBF curves. 

In less developed countries, the rate of return on 

the existing capital stock may be relatively high, and the 

condition may persist for small additions of capital. 

However, there is a scarcity of projects on which high 

> 

I 
f 

T 
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Expected 
Rate of 
Return 
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Fig. 2.—A Comparison of Expected Rates of Return on 
Capital in More Developed and Less Developed 
Countries 

rate of return is expected. This limitation is reflected 

in the relatively steep slope of ABD curve. 

The more gentle slope of EBF curve is more likely 

to characterize the expected rate of return schedule in the 

more developed world. In highly advanced countries, where 

there is a larger supply of co-operant factors, small addi

tions to the stock of capital do not greatly affect the 

expected rate of return on capital in the aggregate. 

Adler's analysis contains a number of valuable 

guidelines. One deals with the time dimension of absorp

tive capacity and another concerns the definition of the 

A 

I 
X 

ID 

investment projects. 
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The Time Dimension 

In view of the preceding analysis, the limited 

absorptive capacity is nothing other than a reflection 

of underdevelopment caused, among other things, by the 

limited supply of complementary inputs. In terms of 

Figure 2, the problem created by the limited absorptive 

capacity may be presented graphically as the "gap" 

between lines BD and BF. This gap closes if the supply 

of co-operant factors is increased. However, to achieve 

high absorptive capacity, a considerable period of time A 

is needed to allow for adjustment in the factors deter- y 

mining absorptive capacity. Adler contends that "the A 

more time is allowed to overcome the lack, or inadequate 

9 
capacity becomes." 

Definition of Investment 
Projects 

Adler emphasizes the fact that determining the 

effective rate of return depends very much on the 

"definition" or "delineation" of any specific investment 

project, and on the causal relationship that can be 

established between a given investment and the increase 

in output (or decrease in cost) associated with it. He 

contends that the absorptive capacity, based on an 

I 

supply of the co-operant factors, the greater absorptive 1 
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appraisal of narrowly defined projects, may appear to 

be lower than a more comprehensive assessment would 

reveal. The thinking underlying this contention is 

that "the pattern of investment is itself a prime deter

minant of absorptive capacity." 

In the graphic presentation of Figure 2, the above 

argument means that the position of ABD schedule is not 

unique. "It refers only to a particular pattern of 

investment, or investment plans, and that with another 

set of investment plans the [schedule] may shift to the A 
11 ^ 

right or left and its slope may be changed." But y 
Adler notes that the recognition of the interdepen- A 

dencies between projects does not do away with the limi- I 
tations of absorptive capacity. ^ 

Absorptive Capacity Limitations ^ 

Adler discusses a list of various factors limiting 

absorptive capacity which can be grouped under the 

12 following headings. 

1. Lack of knowledge, skills, and management experience. 

Lack of pertinent information on natural resources, the 

structure and problems of the economy, and the avail

ability af the best technology limits absorptive capacity. 

The scarcity of skills in the preparation and 

execution of projects is also a crucial factor limiting 
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absorptive capacity. The lack of such skills is likely 

to increase the cost of investment and operation and 

thus adversely affect the rate of return. 

The shortage of managers and entrepreneurs also 

limits absorptive capacity. What compounds the problem 

is the fact that the role of government in the economy 

of most LDCs is large and that civil servants entrusted 

with the management of state economic enterprises lack 

desirable experience, training, emotional inclination, 

and orientation toward taking risks. ^ 

2. Institutional Limitations. Political instability, y 

inadequate measures to maintain law and order, and A 

inefficient government administrative machinery and -j 

procedures are important institutional factors that limit 1 

absorptive capacity. 

3. Cultural and Social Constraints. There are 

several cultural and social factors prevailing in LDCs 

which do not subscribe to the idea of development. The 

social stratification of society and the unwillingness 

to accept the rigid discipline and supervision required 

in an industrial setting are factors that reduce the 

profitability of prospective investment, thus limiting 

absorptive capacity. 

This section has indicated three aggregate approaches 

to the consideration of absorptive capacity. Although 

IS 
f 
f. 
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these are of limited usefulness for this study, the dis

cussion of Adler's work provided two important additional 

absorptive capacity considerations: its relationship to 

time and its dependence upon the particular composition of 

investment programs. He also provides another instructive 

listing of sources of absorptive capacity constraints. In 

the next section, additional concepts and considerations 

appropriate for the consideration of the association 

between absorptive capacity and Saudi Arabian development 

strategy will be provided. ^ 

Additional Relevant Concepts * 
and Considerations i 

% 
As the above review of some of the literature has X 

f* 

revealed, the existing concepts of absorptive capacity ^ 
U 

have been developed to comport with circumstances different Z 

from those currently confronting Saudi Arabia. Additional 

concepts relevant to the Saudi Arabian case are needed. 

The first section of this chapter has provided some of them 

and the discussion in this section will contribute addi

tional ones. 

Appropriate Technology 

The process of transforming inputs into outputs 

involves the selection of technology. Different tech

nologies have different requirements for types and com

binations of inputs. One classification system for broadly 
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distinguishing types of technologies separates them accord

ing to their relative capital and labor input intensities. 

Most modern technologies are capital intensive and labor 

saving in comparison with traditional technologies. For 

most LDCs, characterized by much greater relative scarcity 

of capital than of labor, traditional or other labor inten

sive technologies may be appropriate. For Saudi Arabia, 

however, it is labor which is relatively more scarce than 

capital. As a consequence, appropriate strategy in pursuit 

of its economic development includes use of modern tech- 5 

nologies. Some of the important constraints to absorptive > 

capacity are, then, associated with labor force character

istics . 

A 

% 

The Role of the Public Sector ^ 
f 
t 

Saudi Arabia is committed to a "free economy" which ^ 

usually involves government in establishing institutions 

and procedures required for a well-functioning private 

enterprise system. But some characteristics of the Saudi 

economy, among which are the government's control over the 

source of the financial capital available to the country 

and the absence of effective private sector, make it 

imperative for the public sector to assume responsibility 

for the pursuit of economic development. It is through 

government spending that oil revenues flow into different 

sectors and regions of the economy. Under such 
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circumstances, Saudi Arabia may have to engage in some sort 

of planning by establishing a well defined system of 

priorities among sectors, a system that is based on a vision 

of what the economy should look like in the long run. This 

system may be termed semi- or quasi-comprehensive planning. 

Comprehensive planning may in fact be viewed as the opera

tional counterpart of the theory of balanced growth. 

Balanced vs. Unbalanced Growth 

Economists have devoted considerable thought and 
A 

ingenuity to a debate on the advantage of "balanced" 3 

versus "unbalanced" growth models, and the question fre- * 
A 

quently raised is whether the strategy should be one of ^ 
t 

"balanced" or "unbalanced" growth. Balanced growth theory f 

suggests that the limitation of the market is the main U 

source of underdevelopment. It calls for a maximum ĵ  

allocation of available resources to a wide range of dif

ferent industries. Balanced growth has the advantage of 

avoiding waste due to bottlenecks and stresses the impor

tance of indivisibilities and external economies in the 

process of economic growth and development. 

Unbalanced growth model stresses that the ability to 

make development decisions is "the scarce resource which 

conditions all the other scarcities and difficulties in 

14 
underdeveloped countries." It calls for creating situ
ations in which people are induced to make investment 
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decisions. Such situations are created by deliberately 

"unbalancing" different sectors of the economy. 

The controversy over "balanced" versus "unbalanced" 

growth is resolved if one considers that the ultimate 

goal of both doctrines is a "balanced" economic system. 

Less developed countries have pronounced structural 

imbalances in their economic systems. That is, the 

contributions of the different sectors of the economy to 

national income and employment are not in line with the 

corresponding contribution of these sectors in developed A 

economy. Both theories discussed here have a common y 
-A 

goal; viz., to rectify structural imbalances so that the A 

% 

economic structure of less developed countries would more -j 

closely resemble that of developed countries (for further IJ 
-A 

discussion see Appendix D ) . Deliberate unbalancing may be w 

useful for a country with great capital scarcity, while 

the balanced approach is suitable for a situation with 

relatively large supplies of capital. Saudi Arabia does 

not only seek balanced growth and development but also has 

the financial capital to pursue it directly. 

Both approaches require some sort of planning. Gener

ally speaking, a balanced growth strategy is more likely to 

demand comprehensive or at least sectoral planning since 

it emphasizes the importance of interdependencies among 

the major sectors and regions of the economy. 
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Economic development planning should be undertaken 

within a framework of reference which includes societal 

development considerations to increase the probability 

that its contribution to the well-being of the society is 

maximized. Comprehensive planning requires a system of 

clearly defined development goals and operationally 

meaningful objectives. This system must be articulated 

in a fashion that provides adequate guidance for the 

allocation of the financial capital available to the 

society not only among various broad categories of expen- ^ 

ditures, but also within the broad categories. > 

A 

The Macro Allocative % 
Decision Set X 

f 
The Saudi Arabian government simultaneously confronts "5 

several allocative decisions which may be viewed from an \ 

aggregate perspective. Some of the more important ones 

include: (1) present versus future sales of its natural 

resources abroad; (2) domestic expenditures versus foreign 

investments; (3) among domestic expenditures, investment 

expenditures versus those made to directly raise the level 

of consumption of goods and services by citizens; and 

(4) among domestic investment expenditures, allocation 

among various types of investments. 

The first allocative decision listed above can be 

viewed with a measure of independence from the others, 
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if it is assumed that Saudi Arabia has satisfactory invest

ment outlets abroad during periods in which additional 

financial capital cannot be non-wastefully expended in the 

domestic economy. The appropriate frame of reference is 

current revenue versus expected future revenue with the 

latter discounted by an appropriate rate of discount. 

The second depends upon the yields on foreign invest

ment in comparison with the yields on domestic expenditures. 

Given the alternative types of domestic expenditures, 

domestic yields require estimation in a fashion which takes i 

social costs and benefits into account in each of the vari- f 

ous significant investment categories. The third allocative 'J 

decision also can be addressed through an appropriate dis

count rate approach. 

% 

Investment or capital formation defers consumption to J. 

a future time. Therefore, the loss of current consumption 

from an increase in investment must be considered in terms 

of the gain in future consumption from the same increase in 

investment. This can be determined through the use of a 

social rate of discount. In a general equilibrium frame

work, at the optimum level of consumption, social marginal 

returns per unit of spending on consumption and investment 

are equal. 

Consideration of the fourth category of macro 

allocative decisions can be organized in several ways. 
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Consistent with the concepts discussed in this study, 

investments can be divided between the enhancement of 

infrastructure and other types of development investments. 

Infrastructural investments can be subdivided into those 

directed toward the physical, technological, or insti

tutional categories. More attention will be given later 

to this category of allocative decisions. 

The various alternative investment decisions could 

be usefully considered as a problem in the maximization 

of a portfolio of assets through time. This perspective ^ 

would draw attention to the desirability of considering > 

alternative configurations of expenditures among various 'Jj' 

i* 
opportunities available to the Saudi Arabian society. X 

r 
The use of another important consideration, however, is "J 
also indicated for incorporation into the analysis of ^ 

alternative expenditures: the high degree of inter-

dependency among many of them. 

Types of Capital and 
Absorptive Capacity 

In recent years the concept of capital has been 

broadened to that of "tools" used to produce other economic 

goods and services. Those tools may be either physical 

items (hardware) or nonphysical items (software). The 

latter includes knowledge and abilities associated with 

how to do things embodied within institutions (organizations 
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and behavioral patterns) and people. The software capital 

embodied in people has in recent years often been termed 

human capital. Capital, then, can be divided into three 

types: physical, organization, and human. The inelas

ticity of supply of each of the three types of capital can 

impose limits to absorptive capacity. 

Indeed, the three types are used in conjunction. 

Any one has little productive value without use with the 

other two. Physical capital, for example, produces 

nothing if not utilized by humans who have the knowledge ^ 

and abilities to use it. Humans with those attributes, y 

however, put in physical proximity with physical capital ^ 

cannot produce goods and services unless their activities X 

r 
are organized and reflect patterns of behavior which com- "J 

U 
port with the demands of the production process. To ^ 

emphasize analysis or provision of any one or two to the 

exclusion of the remainder can be expected to yield an 

optimal combination of the three types of capital inputs 

only by accident. 

In the conventional conceptual framework, capital 

goods in the private sector of the economy are distin

guished from consumption goods. The same distinction can 

be made between goods provided for by the public sector. 

In an economy oriented toward private enterprise, the 

public capital goods produced in or otherwise provided for 

-̂  
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by the public sector are said to comprise the economy's 

infrastructure, in the sense that they provide the under

lying structure upon which public and private sector 

productive processes are carried out. 

Absorptive Capacity and 
Infrastructure 

Infrastructure is a commonly used term in development 

economics, but one which is not commonly defined. It is 

a term which in its broadest meaning indicates a category 

of tangible and intangible items which have adequate public ^ 

goods (as opposed to private goods) characteristics that > 

they are inadequately provided for by an unaided private *ĵ  

sector, but which contribute to production in both the X 

private and public sector. Social infrastructure is, then, "J 

real capital in the broad sense. Just as private capital ^ 

goods and services are conceptually identified according 

to whether they are for final consumption (final goods) or 

for use to produce other goods and services (intermediate 

goods), public capital goods can be so classified. The 

total public infrastructure embraces the inventory of public 

capital goods and services available. 

One way to divide the total infrastructure is into 

three interrelated aspects: physical, technological, and 

institutional. The physical category includes such things 

as airports, harbors, municipal water systems, public 
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school buildings, and telephone lines. The technological 

infrastructure includes the "how to" knowledge effectively 

available in the "public domain," available from public 

institutions, and that available through provision of its 

embodiment in members of the society. The institutional 

infrastructure encompasses two major dimensions. One is 

the public institutions which perform such functions as 

provision of legal systems, monetary systems, specifica

tion of standards for "weights and measures," defense of 

property against internal and external threats, and so on. 

The other dimension is less ambiguously defined. It is \ 

comprised of those major patterns of thought and behavior 

within the general population over which the public sector 

A 

has some perceived responsibility to establish, maintain, "% 

or change. For example, it appears that in most modern ^ 

societies one of the responsibilities given to the public 

school system is the "socialization" and acculturation of 

students to the patterns of thought and activity thought 

to be attributes of a good citizen of the society. The 

state of the physical, technological, and institutional 

infrastructures of national, regional, or local economic 

system provide limits to absorptive capacity for either 

public or private investments since they provide some of 

the "inputs" required in productive processes, but the 

augmentation of which may be well beyond the scope of many 
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otherwise feasible investment projects. They are, however, 

augmentable inputs from the perspective of governmental 

economic development activities. 

Viewed from another perspective, infrastructure can 

be categorized by its relationship with the provision of 

public and private goods. For example, one category could 

be infrastructure which contributes only to the production 

of other public goods (intermediate or final), a second 

could be infrastructure which contributes only to the pro

duction of private goods, and a third category could con- 1 

tain those portions of the total infrastructure which y 

contribute both to the production of both private goods 

and other public goods. 

A 

Absorptive Capacity Considerations ^ 
and the Economic Planning ^ 

Information System < 

These conceptual distinctions are important, particu

larly for the conscious design of institutions, policies, 

and activities for relatively comprehensive pursuit of 

comparatively rapid economic development. Of the distinc

tions presented here, only the human capital distinction is 

widely used in a consistent fashion in the literature, and 

widespread use is recent. LDCs have, by and large, adopted 

(and often to some extent adapted) the national economic 

accounting concepts, categories, and procedures devel

oped in more advanced industrial countries--either 
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those of the market oriented ones or those of the communist 

ones. The same relationship generally holds with respect 

to national governmental budgeting categories and approaches, 

The two sets of procedures and information—as useful 

as they may be—are not, however, adequate for national 

economic policy purposes for a country such as Saudi Arabia. 

As discussion here indicates, they do not provide some of 

the important information needed. Furthermore, their exis

tence and use in the absence of other additional and alter

native more helpful data systems tend to bias perspectives 

and policies, due to the mismatch between their structure 

and content and those more relevant to the problems and 

purposes of the country. 

i 

X 
A 

X 
r 

The national accounting systems developed in the ^ 
H 

industrial West (primarily the United States) reflect the t 

macroeconomic conceptual framework and concerns of the times 

they were developed, the 1930s and the 1940s. They also 

comport with the needs and perspectives of societies in 

which (a) national government assumes a measure of respon

sibility for aggregate economic conditions within a rela

tively short-term time frame, (b) private enterprise plays 

a dominant role in production, and (c) intensive and exten

sive comprehensive national economic planning was 

explicitly shunned. 
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The national budgetary systems of countries such as 

the United States have the roots of their development in 

periods prior to the introduction of national economic 

accounting systems. They too reflect what is perceived to 

be appropriate roles and functions for governements of 

societies with strong, effective, and highly-developed 

systems of private enterprise. 

The national accounting and budgetary processes of 

communist industrial countries, such as the Soviet Union, 

are designed in accordance with their economic philosophy \ 

and economic system, a system which echews private enter- y 

prise and which relies on a particular type of economic ^ 

planning, a type inconsistent with the economic philosophy X 
r 

of Saudi Arabia. The systems of budgeting and national 1j 

accounting thought appropriate in the industrial west and 

those of the U.S.S.R. have provided alternative models used 

by the LDCs to establish their accounting and budgeting 

systems. Neither, however, reflects the contemporary cir

cumstances of Saudi Arabia--a nation seeking to develop a 

modern economic system oriented toward private enterprise 

but which must engage in rather relatively comprehensive 

economic planning to make adequate progress toward that 

objective. 

The importance of this conclusion for purposes here 

is that coupled with recognition of the need for Saudi 

1) 

IT-
A 
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Arabia to expand its absorptive capacity through provision 

of the three types of capital (physical, organizational, 

and human) and the three types of public sector infrastruc

ture (physical, technological, and institutional), it 

indicates that the types of information needed to identify, 

guide, and gauge efforts to expand absorptive capacity are 

not adequately provided for by use of information systems 

designed for economies with other circumstances and needs. 

This recognition also identifies one of the constraints to 

efforts in this study toward one of its objectives--

examination of the development strategy of Saudi Arabia in 

recent years, as indicated by its first development plan 

and by the general patterns of governmental expenditures X 

\ 

A 

% 

budgeted for that period. Furthermore, the conclusion ^ 

drawn above provides the basis for others in this study, ^ 

primarily those associated with the formulation and intro

duction of national accounting and development budgetary 

systems which incorporate estimation of data and measure

ment of phenomena more consistent with the circumstances 

and objectives of the nation and which allow absorptive 

capacity considerations to be more effectively taken into 

account. 
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Absorptive Capacity and the 
Investment Sequencing 
Problem 

It must be emphasized here that the amount of capital 

that can be absorbed productively is constrained by the 

imbalanced execution of the different projects. This 

imbalance can be a matter of substance in cases where cer

tain key projects are simply not executed, or a matter of 

timing in cases where the completion falls behind schedule. 

Individual investment projects seldom stand on their own, 

but are linked backward and forward with other projects. 

Failure to realize key projects, on which the ultimate 

feasibility of related projects hinges, may have more 

effect in limiting absorptive capacity than is initially 1 
r 

apparent. For example, the effort to engage in the pro- ^ 
1) 
r 

duction of goods and services may go completely astray if ^ 

no priority is given to the realization of the targets for 

infrastructure, transportation facilities, and basic 

utility services such as electric power, water, communica

tion systems, etc. Also, the creation of a physical 

infrastructure cannot proceed very far without the simul

taneous development of the skills required to build and run 

the physical infrastructure. Similarly, the development of 

the human resources requires some physical inputs such as 

buildings (schools, hospitals, etc.), transportation equip

ment, certain tools, etc. The interaction between the 

TOAS TECH LIBRABY 
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production of goods and services and the production of 

social, institutional, and physical infrastructures is very 

intricate and requires close coordination and planning, 

especially because the gestation period in the production 

of social and institutional infrastructure is rather long. 

The argument above emphasizes the importance of a 

"balanced growth" approach. Balanced growth strategy 

recognizes the importance of spill-over effects and com

plementarities and thus advocates the "big push" theory to 

avoid waste and inefficiencies due to bottlenecks. It 
\ 

calls for an attack on the manifestation of underdevelop- y 

ment in many directions. If development is to be success- i 

ful, the attack in one direction must reinforce those in X 

others and be itself facilitated by these other moves. In '% 

order to make such a feedback system operate effectively, ^ 

clearly defined development goals, objectives and a system 

of timing (sequencing) must be established. This system 

must be further articulated that it may guide the distribu

tion of available funds not only among different sectors 

but also within sectors. 

This section outlines and discusses various types of 

expenditures and allocative decisions currently confronting 

Saudi Arabia. The importance of comprehensive planning and 

the investment sequencing system has also been emphasized. 

In the next section, aspects of an af>propriate development 

strategy for Saudi Arabia will be discussed. 
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Absorptive Capacity Considerations and 
Appropriate Development Strategy 

for Saudi Arabia 

The Problem and Its Setting 

As was discussed in Chapter I, the case of Saudi 

Arabia presents a number of unusual aspects. In many 

respects, Saudi Arabia is a less developed country, but 

it possesses foreign financial capital in flows of a magni

tude v/hich makes it a markedly atypical LDC. It can choose 

among several alternatives of (1) domestic expenditures 

versus foreign investments; (2) among domestic expenditures, 

consumption versus investment; and (3) among domestic 

investment, allocation among various types of investments. 

\ 

X 
The financial capital available to Saudi Arabia C 

allows it some latitude in the selection among alternative ^ 
ID 

future circumstances and configurations of its society-- ^ 

including the nature of its economic system. Three types 

of possible future economic systems for the Saudi Arabian 

society, a rentier society, a dualistic society, and a 

modern society were outlined in Chapter I, and it assumed 

that Saudi Arabia seeks development toward the character

istics attributed to the modern economy. 

Although Saudi Arabia is committed to developing a 

modern economy accommodating and oriented toward private 

enterprise system, some existing characteristics and state 

of development of the private sector and the government's 
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control over the source of the financial capital available 

to the society make it imperative for the Saudi government 

to assume a crucial role in the pursuit of societal 

development strategy. 

Aspects of an Appropriate 
Development Strategy 

Two major attributes of an appropriate development 

strategy have been identified in this analysis: As a 

result of its goals and circumstances, (1) relatively com

prehensive development planning is indicated for Saudi 

Arabia in the period required to establish a modern ^ 

economy with a well functioning private enterprise system, ^ 

and (2) primary emphasis on those matters influencing the 

various important dimensions of Saudi Arabia's absorptive 

\ 

X 
r 

capacity is called for. ^ 

There are several more specific considerations 

associated with absorptive capacity concepts and conditions 

discussed in this chapter which point to some of the impor

tant aspects of an appropriate economic development strategy 

for Saudi Arabia. The more important aspects include: 

1. The strategy would adequately take into account 

the multiple dimensions and types of constraints to 

absorptive capacity. This implies (a) the identification 

of particular constraints of the various types relevant to 
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the existing Saudi Arabian situation, and (b) the formu

lation of policies designed to reduce them. 

2. The situation and development goals indicate that 

the strategy incorporate movement to an economic system 

employing modern capital intensive, labor saving production 

processes. This implies activities toward the provision of 

the types of capital (physical, organizational, and human) 

and infrastructure (physical, technological, and institu

tional) required for a modern economy using modern tech

nologies. 

{ 

3. The strategy would include the conscious con- jr 

sideration of alternate sets of investment opportunities ^ 
% 

available to Saudi Arabia. X 
4. The strategy would include initially the use of 'J 

relatively comprehensive planning, the particular character

istics of which would be compatible with the particular 

goals and circumstances of Saudi Arabia. This implies the 

development of (a) an unusual approach to planning which is 

at first relatively comprehensive but is expected, from the 

onset, to change in its nature and the extent of its func

tions as the private sector develops, (b) the establishment 

of the capacity to carry out effectively the indicated type 

of planning, (c) the development of information gathering 

system capable of providing the types of information needed 

in the unusual circumstances of Saudi Arabia, and (d) that 

ID 
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development objectives (as contrasted from goals) be for

mulated with adequate clarity to allow their effective use 

as operational guidelines. 

5- The strategy would proceed from a perspective 

which adequately recognizes and takes into account the 

interrelationships with economic development activities and 

the pursuit of other social goals. This implies that social 

goals be articulated in a fashion which has sufficient lack 

of ambiguity to permit the formulation of objectives (tar

gets) for use in their pursuit. 

providing efficient combinations of types of real capital 

and efficient combinations of types of infrastructure in 

I 
6. The strategy would recognize the importance of J* 

A 

% 

the context of efficient sequencing of development invest- ^ 
U 

ment expenditures. ,̂ 

The list presented above could be interpreted as 

placing enormous demands upon the abilities and capacities 

of any society, demands well beyond the resouces of LDCs in 

particular. The purpose of the list, however, is to iden

tify some of the considerations appropriate for what can be 

considered as aspects of an optimal development strategy 

and to identify the perspectives and directions of movement 

required for the use of such a strategy. 

The general and more specific characteristics pro

vided here, in addition to a few others formulated in 
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subsequent chapters, provide the framework for the analysis 

of recent Saudi Arabian development strategy which follows 

background information presented in the three following 

chapters. 

; 

A 

-A 

ID 
A 
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CHAPTER III 

BACKGROUND: SOCIAL INSTITUTIONS AND THE STATE 

OF HUMAN RESOURCES 

Saudi Arabia, with a territory of approximately 

860,000 square miles and a population of about five mil

lion, has an average population density of only six 

persons per square mile. However, since the country is 

composed mostly of desert, the population is concentrated . 

in a few major cities and in a number of oases scattered * 
It 

throughout the country, A 

% 

Saudi Arabia has four settled regions. One region X 
r 

is located along the Red Sea coast where the city of •% 

Jeddah and the Holy Cities of Mecca and Medina are situated. ^ 

The second settlement is concentrated in Najd, the region 

covering a large part of interior and containing the city 

of Riyadh, the capital. The third is located along the 

Arabian Gulf, the region containing the wealthy oil fields. 

The fourth region is Asir, running south to the Yeman 

border, and consisting largely of mountain ranges. 

Roughly 40 percent of the population lives in small 

towns and villages forming permanent agricultural settle

ments; 20 percent consists of nomads roaming the desert 

57 



58 

with their flocks and herds, and the remaining are city 

dwellers engaging in such varied activities as government 

work, the oil industry, small private enterprises, 

commerce, and other like professions. However, in recent 

years the rural-urban shift has accelerated the growth of 

the major cities. There are no specific figures about the 

population sizes of the major cities, but a reasonable 

estimate is that the two largest cities, Riyadh and Jeddah, 

each has a population of over 300,000. It has been esti-

years. 

The Saudi Arabs, regardless of their social origins, 

I mated that Riyadh has grown twelvefold in the last 40 

2 
It 
A 
% 
•r 

have at least two characteristics in common: they speak '" 

Arabic and they are Muslims. The number of non-Saudi Arabs ^ 

and non-Arabs has increased, due to the rising demand for ITi 

skilled and semi-skilled labor. Most non-Arab residents 

are concentrated in the major cities such as Riyadh and 

Jeddah, and in cities located near the oil fields. The 

proportion of non-Saudis in the population of the two major 

cities, Riydh and Jeddah, has been estimated to be 25 per-

3 cent and 35 percent respectively. 

Cultural and Social Values and Institutions 
and Their Implications 

Saudi Arabia faced, and still faces, a complex set of 

cultural, social, and institutional relationships which 
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have interacted to perpetuate a low state of development. 

It can be argued that the persistence of pre-modern insti

tutional arrangements has a powerful influence on the 

availability and the utilization of resources, both human 

and non-human. Educational institutions, for example, are 

fundamental instruments in the development of the necessary 

skills for economic development. Yet, other institutions 

determine how many people go through the educational system 

and what is taught and learned in the system. Attitudes, 

social values, and institutions thus affect the utilization 

of manpower, and shape the division of labor between the 

sexes, the concept of the work pace, and influence 

desirability. 

A 

% 
X 

In Saudi Arabia, one is able to observe the dualistic ^ 
13 

social systems of traditional tribalism and modernism. As ^ 

an institution, tribalism need not, and indeed must not, 

be viewed as existing only among the 20 percent of the 

population still in a nomadic state; tribal structures and 

values still survive among urban population as well. It is 

rare to find a Saudi Arab who does not take pride in main

taining loyalty to one or another of the many tribes still 

roaming the desert. Individuals coming from a particular 

tribe retain their loyalty even when the tribe constitutes 

a fixed rural or urban community. 
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Tribalism provides the organizational base of society 

and a system of values. Priority is traditionally given to 

the interests of the tribal group and clans, as against 

those associations not based on kinship. Primary associa

tions such as tribal affiliation, ethnic origin, family 

ties, neighborhood, and the like are the strongest influ

ences that have the first call on individual loyalty. The 

extended family is the basic unit in the tribal system. An 

individual's well-being is the responsibility of the whole 

family, and the family's well-being is the individual's 

primary concern. A man who has reached prominence or has 

succeeded in acquiring wealth is expected to help any rela-

\ 

p 

It 
A 

% 

tive who seeks his aid. Accumulation of wealth for its own X 
c 

sake is not in accord with traditional values. The wealthy "% 
13 

individual is expected to be generous and to show his hos- -̂  
4 

4 
pitality through aid to his relatives and giving of alms. 

This system might have been developed through time as 

an adaptation to a harsh environment where the survival of 

the individual by necessity has been based on the member

ship in a group. Although the system has remained in a 

crude form, it does serve in part as a system of coopera

tion in which the individual member of the group receives 

the right of support and security from the group. In return 

the individual is obligated to share his income and wealth to pro

vide support and security for other members of the group. 
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Family ties and recognition of material obligations within 

the kin group have always been a main source of social 

harmonies. 

Within the tribal social scale, some groups are 

located at the bottom of the scale. By and large a man's 

social standing is determined by the tribe from which he 

originates. Individuals who are unable to trace their 

descent back through history to one or another of the 

Arab ancestors may be given a lower status. Also, activi

ties performed as profession by tinkers, blacksmiths, shep

herds, and the like are classified as unclean and thus ^ 
m 

unacceptable for people who consider themselves as true i 

Arabs. The prestige attached to a job is very important X 
r 

in the choice of occupation. A man will accept consider- tl 
13 

ably lower wages for a given job if he considers it ', 

socially more prestigious. It is not unusual for a gradu

ate of a vocational school, who was trained to be, perhaps 

a plumber, to earn his income as a taxi driver. Although 

he could probably earn more as a plumber, he prefers to 

drive a taxi for social and tribal considerations. In the 

modernizing parts of Saudi Arabia, such caste-like divi

sions are increasingly evident as Saudis more and more rely 

on imported labor to perform jobs they consider socially 

unclean, particularly if done for hire and as a profession. 
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Attitudes and social values such as those outlined 

above contain several anti-developmental aspects, but 

probably none is more serious than the attitude toward 

women. Saudi Arabia is a male-dominated society. Women 

are assigned inferior status in the society. They run 

extremely private lives in which the husband is the com

plete master of his family and household activities. 

Except for housekeeping, women in Saudi Arabia have very 

limited job opportunities. A woman is allowed to work as 

a teacher in girls' schools only, as a social worker, and 

to a lesser extent as a nurse. The number of female 

graduates from nursing school prior to 1972 was 155, but 

5 
only 12 were able to find employment. This illustrates 

the lowest, participation ratio for women in the labor 

force of any country in the world. This attitude toward 

women has resulted in the wasting of human resources. In 

Saudi Arabia, the work restriction placed on women repre

sents a formidable barrier to economic development. 

The status of women has an important impact on devel

opment. As Arthur Lewis once put it, "Restrictions on the 

work women may do are also everywhere a barrier to economic 

growth . . . " If women are allowed to work outside the 

home, the supply of labor is enlarged. Simultaneously, the 

I 
r 

It 
A 
% 

the limited role of women in Saudi Arabia. "% 

Today Saudi Arabia may have one of the lowest, if not ^ 
A 
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money women earn creates demand and helps enlarge the 

market. A larger market increases the opportunities for 

specialization. 

The influence of Islam probably is stronger in Saudi 

Arabia than any other Muslim country. Two reinforcing 

factors may account for this. One is that Arabia is the 

birthplace of Islam and where most holy sites are located. 

Secondly, Arabia is also the place from which an Islamic 

reform movement known to Westerners as Wahhabism originated. 

Islam is more than a religion; it is a total way of 
I 

life. Islam has religious, legal, political, social, and *! 

economic aspects. It prescribes rules which govern man's A 

% 

public and private behavior, his relation with his fellow X 

man, and his devotion to God. The rules of Islam are per- $ 
13 

vasive in the life of the Saudis. From birth to death, the 

individual is involved in Islam derived customs, rituals, 

and restrictions. The matter may be that the uncer

tainty in the desert leads one to "put his trust in the one 

God who alone can protect him from enemy, hunger, sickness, 

and death, who can order the season, who can grant him water 

and ram. 

Islam, the religion of the people, is both an insti

tution and a body of doctrine supervised by the head of the 

state. The Saudi government, both in theory and practice, 

subscribes to this concept. 
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Politically the notion of an integrated religious 

state has placed all executive, legislative, and judici

ary powers in the hands of the head of the state. Accord

ing to George Lipsky, three sources. Sheikh, Imam, and 

Malik, provide the monarch of Saudi Arabia with power to 
o 

rule the country. As a Sheikh, he must be supported by 

a tribal link and be proud of it; as an Imam, he is sup

posed to run the state with great adherence to the Islamic 

teaching; and as a Malik (king), he has the power neces

sary for fulfilling his responsibility as a head of a 

definite sovereign territorial state. P 
It 

The country has no written constitution, although the -̂  

Holy Islamic Book (the Koran) is considered as the source X 

of power upon which a wide range of decrees aimed at the ^ conduct of government activities is based. There are 

neither political institutions nor organized interest 

groups similar to those in the West. Thus, to a Western 

observer, Saudi Arabia's political system may seem as an 

absolute monarchy. Although such a conclusion may be valid 

in theory, in practice the monarch's power is not com

pletely unrestricted. To rule effectively, the Saudi king 

must retain the support of the dominant princes in the 

extended royal family, tribes' leaders, and the religious 

scholars. There are also other growing elements such as 

the rise of the middle class (which is a recent development). 

13 
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the emergence of small special interest groups, the large 

number of civil servants, and the military bureaucrats, 

whose interests and aspirations carry considerable weight 

in the formation and conduct of the public policies. When 

the king carries these groups with him, he may pursue vir

tually any course of action v/ithin his available means. 

In view of such mechanism, policy outcomes in Saudi Arabia 

are the product of a mix of diverse interests and conflict

ing goals which may be similar to some extent to those in 

the West. 

The State of Human Resources ^ 
-A 

The quality of population is among the most important f^ 
X 

factors that determine the economic potential of any coun- ^ 

try. Economic development is primarily conditioned by the 13 

quality of human resources. -<. 

In this section, an attempt is made to assess the 

significance of population to the process of economic devel

opment in Saudi Arabia. For illustrative purposes, the 

discussion is centered around the following considerations: 

1. The rate of population growth, the age structure, 

and their implications 

2. The educational system and literacy level 

3. The state of health 

4. The state of the nomadic population 
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It should be noted that these criteria are not the 

only ones relevant to a discussion of economic development. 

Several other cultural, social and environmental factors, 

such as those which have been dealt with earlier in this 

chapter, have a crucial impact on economic development. 

The Rate of Population Growth, 
the Dependency Ratio and 
their Impications 

The population characteristics presented in this 

section should be viewed as variables subject to change 

through appropriate economic and social policies. The 
* 

present state of the population may indicate the direction • 
A 

of the desirable change, Vl 
X 

There has never been an official census in Saudi f 

Arabia from which it is possible to determine precise 73 

figures about the number of people in the population, their ^ 

ages, sex, living standards, and other relevant facts. 

However, crude estimates have been made. In 19 70, the 

government of Saudi Arabia estimated that the birth rate 

was about 47.5 per 1,000 population, and the death rate 

was about 20.0 per 1,000 population, resulting in a natural 

growth rate of 27.5 per 1,000 population or about 2.75 

percent per annum. Improved health facilities and their 

diffusion throughout the country, combined with a rise in 

nutritional levels, was expected to contribute to a decline 
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in the mortality rate to about 15 per 1,000 population by 

the end of 1975. This decline leads to a rise in the rate 

of natural growth of population since the birth rate was 

expected to decline only slightly. 

No sex distribution of the population has been esti

mated. For age distribution, it has been estimated that, 

of the total population, more than 45 percent was under 

12 
15 years of age. These percentages indicate not only 

that Saudi Arabia, like other less developed countries, 

has a very young population and consequently a very high 

dependency ratio, but also that this ratio is expected to 

be on the rise. 

for social, educational, and economic planning and deserves 

closer analysis. 

In Saudi Arabia, and probably in all less developed 

countries, low productivity and depressed levels of income 

are very much the consequences, as well as the causes of, 

low rates of capital formation and investment. Investment 

in this context should be taken to mean both physical 

and non-physical investment. Investment in education and 

technical training may be even more important for economic 

progress than physical investment. As Galbraith once put 

it: 

It 
A 

This situation of a high rate of growth of population "X 

and a high dependency ratio has very important implications '% 
13 
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Literate people will see the need for getting 
machines. It is not so clear that machines 
will see the need for literate people. So, 
under some circumstances at least, popular 
education will have a priority over dams, 
factories, and other furniture of capital 
development.1^ 

Saudi Arabia and other less developed countries have 

low levels of education and technical training. The 

immediate need for investment in human resources develop

ment appears to be of high priority. However, population 

with an unfavorable age structure, i.e., with a high depen

dency load, represents a major barrier to capital forma-

tion broadly defined. That is, high dependency load raises * 

the consumption requirements per household and for the ^ 

economy as a whole, thereby limiting the size of savings. "X 
r 

without adequate savings, neither the modernization of * 

agriculture nor a policy of rapid industrialization can be ^ 

vigorously pursued. 

The analysis of the relationship between population 

growth and economic development further suggests that the 

pattern of population growth may significantly affect the 

structure of production. Higher fertility levels always 

produce a young population. In addition to the adverse 

effect of a high dependency ratio on the rate and volume 

of savings, high dependency loads may result in an unfavor

able effect on the structure of production. This situation 

is probably true of Saudi Arabia's production structure. 
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since the bulk of aggregate demand is directed toward food

stuff products and social welfare services. Such a con

centration in aggregate demand is seen mainly as a 

reflection of poverty and an unfavorable population age 

distribution. 

It must also be taken into account that not only 

population growth and age distribution affect economic 

development, but that the latter, in turn, has an effect 

on the demographic pictures. Economic development in the 

long run brings industrialization, a rise in the degree of 

urbanization and the literacy rate, and basic changes in 

the attitudes of the people and their traditional values 

I 
A 

and beliefs. It has been assumed that, since children are "̂  
r 

more a liability than an asset in urbanized and industrial •! 
13 

settings, economic development will bring about an eventual ^ 
14 ^ 

decline m the rate of population growth. This assump

tion may or may not be true. The impact of economic 

development on the demographic parameters may be described 

very briefly in the following way. 

High levels of literacy, urbanization and income lead 

to a significant reduction in mortality. However, the 

influence of these factors on fertility is uncertain. 

Evidence of a positive relation between family size and 
income in several developed countries, other things held 

15 
constant, has been widely confirmed. Other empirical 
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observations found a negative relation between family size 

and the cost of children in terms of the amount of expen

ditures spent on toys, schooling, and housing per child 

and the value of the time spent by parents, especially 

mothers, on raising children. It has been reported that 

women with more expensive time do tend to have fewer 

16 
children. Also, families are larger in rural than in 

urban areas primarily because the cost of raising children 

is less in the former. 

In view of the above discussion, the contention that 

the forces and tensions that accompany the process of ' 

development will automatically lead to a decline in the ^ 

birth rates may be unwarranted. The rate of population X 
c 

growth depends upon the corresponding rates of fertility 1 

and mortality. Mortality rates decline as levels of devel- T, 

opment rise, leading to a higher rate of population growth 

if fertility rate does not decline. The relation between 

economic development and fertility rate is not fully known. 

Therefore, policy makers should not wait for the process of 

economic development to bring about changes in the demo

graphic parameters. Instead, desirable changes must be 

attained through the construction of an appropriate popu

lation policy. 
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Literacy and Educational 
System 

Until the mid-1950's, the educational system in 

Saudi Arabia was primarily concerned with the teaching 

of classical Arabic and Islamic doctrine and took place 

on a very small scale. Education of girls was practi

cally nonexistent and was performed, if at all, in the 

home. The majority of the population strongly subscribes 

to those conservative aspects of a traditional life. 

Thus, the majority's attitudes were not, and perhaps still 

are not, in favor of a modern and secular education. The 

study of Arabic, the Koran, and other Islamic doctrines 

provides all that are needed in a Muslem's life. Once an 0 
X 

individual has achieved a satisfactory level of knowledge r. 

in these subjects, there is no incentive to acquire fur- "^ 

ther formal education, since everything else is less 

relevant and desirable to a Muslem's life. The traditional 

style of life does not foster a desire for advanced 

learning and does not place a premium on a more modern 

education. 

Traditional attitudes toward women may be respon

sible for lower school attendance for females than for 

males. Education of girls was first introduced in 1960. 

Table 1 shows school enrollment by sex in absolute number 

and as a percentage of population for selected years. 

ID 
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Table 2 presents the number of students by sex and by level 

of education. The number of students enrolled in 1960 was 

about 143 thousand, of which only 11,700 were females; in 

1972 there were about 204 thousand females against nearly 

534 thousand male students. Clearly, throughout the period 

under discussion, the enrollment of female students rose at 

a higher percentage than those of males, but in absolute 

numbers female enrollment still lags far behind the male 

enrollment at all levels. 

In summary, the figures indicate that the country 

is still far from the goal of universal literacy and that 

the number of females going to school lags far behind that 
A 
A 
% 

of males. Clearly, social attitudes toward education must "X 
r 

be changed if the goal of an effectively functioning edu- H. 
13 

cational institution and universal literacy is to be ^ 

achieved. Literacy and education produce external econo

mies, which have far reaching positive effects on the 

attitudes of the people, their ideas, and economic orien-

17 

tation. Since the Saudi society is undergoing a transi

tion involving both material things as well as ideas and 

values, literacy can play an important role in acceler

ating and smoothing the transitional process. It is, there

fore, not an oversimplification to stress that the pace and 

extent of economic development in Saudi Arabia is 
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appreciably conditioned by the level of literacy, educa

tion and technical training. 

The State of Health 

The national health care system has been as primitive 

as the educational system. Medical facilities and medical 

personnel have been in acute shortage. In 1958, there were 

only 29 hospitals with 2,617 beds—a ratio of one hospital 

18 bed for every 1,100 population. In 19 59, there were 

249 physicians—a ratio of one physician for every 12,000 

19 population. In 19 72 the number of hospitals rose to 51 

with 8132 beds. Table 3 demonstrates the expansion of medi

cal facilities and personnel for selected years. A look at 

A 

the geographical distribution of the facilities suggests ^ 

that they are located in a few urban centers. In the rural ^ 

ID 
areas, where the majority of the population lives, one can •<• 

find only, if at all, small dispensaries. 

In addition to the unequal distribution of medical 

facilities and personnel, poverty and ignorance aggravate 

the health conditions of the population. However, it must 

be emphasized that the state of poor health is not only a 

reflection of poverty, but is also, in part, the cause of 

poverty itself. Poverty limits food intake which in turn 

affects health adversely, thereby contributing to low pro

ductivity which is the prime cause of poverty. This is in 
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line with Dr. Chou's argument that the number of labor 

hours an individual will work is a function of the level 

of wages in most backward countries. Higher wages permit 

the individuals to work longer and perhaps more diligently/ 

thereby causing labor productivity to rise. It has also 

been argued that if the state of health in the LDCs 

improves to the level prevailing in the more developed 

countries, per capita income may rise by 20-30 percent, 

21 
other things remaining the same. 

Another factor, closely related to poverty, which 

explains the poor health condition of the population is ^ 

A 
personal consumption. In a poor society, personal con- 5\ 

sumption has incentive value, and, therefore, it may **• 

22 
influence the productivity appreciably. In societies ^ 

U 

with extreme inequality in the distribution of income, X̂  

personal consumption may decline leading to a probably 

inadequate nutrition. Data on family income and expen

ditures for Saudi Arabia are not available. However, the 

fact is that unequal distribution of income does exist in 

Saudi Arabia, but the extent of the inequality is 

unknown. Some general observations may offer insight. 

It is certain that most public services, which are given 

free of charge, are concentrated in a few urban centers. 

It is also expected that the size of a household in rural 

areas is larger than that in urban areas. Based on 
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these observations, one can assume that the quality of 

life, measured by the availability of public services 

such as medical facilities, favors the urban population. 

It must also be emphasized that substantive improve

ments in the state of health are not likely to materialize 

by the mere increase in the number of hospitals, clinics, 

and trained medical personnel. Important strides must be 

made in eradicating poverty, in preventive medicine, in 

more equality in the distribution of public services, and 

in mass education. Unless poverty is eliminated, sanitairy 

practices improved, and the people made aware of the causes 

of diseases through education, no dramatic progress can be 

anticipated. 

The State of Nomads 

r 

Of the total population of Saudi Arabia, 15-20 per- < 

cent may still be living in a state of nomadism. Through

out history, nomadism is considered to be an economic 

23 phenomenon; i.e., a way of making a living. It has been 

imposed on a segment of the population mainly because of 

the scarcity of resources in the urban centers. In a 

society where nomadism did not exist, the balance between 

the population and the resources available to them was 

24 
fairly stable. 

In Saudi Arabia, the nomadic economy is close to a 

subsistence economy. Nomads and semi-nomads are camel 
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herders. They may also possess other animals, such as 

horses, sheep, and goats. The traditional job of the male 

nomad is to take care of the camels, leaving to his wife 

the management of the household and the care of other ani

mals. 

Camels, sheep, and goats constitute the nomads' 

wealth and supply them with staple diet—milk and its 

derivatives. Other necessities are bought with cash 

income derived from the sale of livestock, wool, butter, 

and hides. 

Reliable up-to-date statistics on livestock are . 

A 
scarce. The only available data on livestock were the f\ 

results of a general agricultural survey carried out before 
r 

1965. Unfortunately, this survey did not include the ?. 

animal holdings of the nomadic population. This exclusion Xi 

of the nomad's holdings was a serious defect. It has been 

reported that the country's wealth of goats, sheep, and 

camels (excluding the nomads' wealth) stood at 401,040 

25 
goats, 831,820 sheep, and 77,533 camels. The animal 

wealth of the nomads is expected to be higher, but how 

much higher is a mere guess. It is not unreasonable to 

assume that the animal wealth of the nomadic population is 

no more than two times as much as that of the non-nomadic 

population. Should the nomads constitute one-fifth of the 

total population, as has been suggested, this situation 
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implies a very striking evidence of low per capita hold

ings, and thus a low standard of living. This is so 

because animal husbandry is the primary and perhaps only 

source of income for the nomadic population. 

Worst of all, it is reported that the lack of rain 

during the early 1960's resulted in a heavy loss in animal 

wealth, especially sheep, goats, and camels, thus causing 

the nomads great hardship. Some reports estimat that losses 
Mm: 

in some parts of the country reached 80 percent of the total 

number of animals. These estimates are supported by recent 

heavy reliance on imports of livestock to meet the country's ^ 

domestic meat requirements. I<\ 

In Saudi Arabia, mobile camel nomads culturally and "* 
c 

socially are not isolated from the rest of society. As ^ 

indicated in other sections of this chapter, the majority ji 

of the population of the country belongs to one or another 

of the several tribes dominating it. However, migration 

into urban areas by nomads is irregular and takes place 

at a very low rate. Only in times of severe drought does 

migration either to urban areas or to the neighboring 

agricultural communities occur and temporary settlement 

camps appear. With the first rains, the grass springs up 

and the herds return to the grazing lands. 

V Attracted by the new life, only a few, especially 

among the young nomads, prefer to stay in the new 
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settlement and look for suitable employment. Since ample 

employment opportunities are available in the urban cen

ters, one immediate question poses itself; namely, why is 

migration by nomads, even in times of severe drought, into 

non-pasture areas slow and irregular? A brief discussion 

of the factors underlying the mechanism of internal migra

tion serves as a basis for answering this question. 

In theory, internal migration occurs in response to 

two main factors: a pull factor, resulting from attractive 

opportunities in the urban centers, and a push factor due 

27 to deteriorating conditions in the rural areas. 
i 

In the case of the nomadic population, the pull <\ 

factor may be explained by a rise of money wages in non- "X 
c 

pasture areas so that an imbalance between pasture and S 
13 

« • 

non-pasture earnings exists. Assuming easy mobility, ^ 
< 

migration takes place until the wage advantages are 

depleted. The pull factor is essentially the increased 

economic opportunity in the cities. The army and the 

police force absorb a significant number of the nomadic 

migrants. Also, the construction industry and the services 

are major absorbants of the casual laborers. 

The push factor has its origin in population pres

sure on land, or due to a natural disaster. Incomes of 

self-employed nomads may be depressed due either to higher 

rates of underemployment caused by natural increase of the 
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nomadic population or to severe drought. Either cause will 

necessarily reduce labor productivity, thereby deteriorating 

the standard of living of the nomads. This deterioration 

of the standard of living is assumed to motivate some 

individuals and families, particularly from the younger 

generation, to seek employment somewhere else in the 

country. 

Yet logical, these pull and push factors are not 

adequate to explain the internal migration (or the lack of 

it) of the nomadic population. Several other factors tend 

to reduce the relevance of these factors. For example. 

comitant rise in disguised unemployment may not occur to 

\ 

deteriorating conditions in the rural area and the con- K\ 

•X 

r 
the same extent in the different parts of the country, ^ 

since differences exist in intensity of population pres- Xi 

sure, the quality of grazing land, and the severity of 

drought. Lack of skills among prospective migrants, the 

cost of transportation, and imperfect knowledge of oppor

tunities are among the restraining factors. Family ties 

discourage migration, especially if the destination is 

remote and employment is uncertain. Furthermore, those 

individuals who eventually settle down and find employment 

in the army, the police force, and in other economic 

activities receive a cash income, part of which they send 
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to their relatives to purchase animals, thus contributing 

to the continuity of the pastoral community. 

The integration of the nomadic population into the 

general society occurs as a very slow process. Nomadism, 

although declining, still consumes the energy of about 15 

percent to 20 percent of the country's population. In 

other words, a substantial portion of the country's poten

tial labor force lies in this segment of the Saudi society. 

Therefore, a policy aimed at a speedy process of the sed-

entrization of the nomadic and semi-nomadic population is 

of great importance. It will result in overriding effects. 

For instance, some of the beneficial social effects are the <\ 

increasing labor mobility, the changing values and atti- > 

tudes, the abandonment of the rigid herding patterns, and "t 

in general, the closer contact between all segments of the la 

society. There also are some adverse effects such as the 

problems of adjustment to different behavior patterns and 

environment, and the loss of the feeling of security pro

vided by the family and the pastoral community. However, 

this writer believes that the positive effects overshadow 

the negative effects. The latter must be considered in 

the main as social costs of economic and social develop

ment. 

I 
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CHAPTER IV 

BACKGROUND: THE STRUCTURE OF THE ECONOMY AND 

THE POLICIES OF THE 1950's 

This study is concerned primarily with an extensive 

analysis of the association between the absorptive capacity 

of the Saudi economy and the strategy of development pur

sued by the Saudi government. In order to complete the 

frame of reference for critical analysis, an overview of 

the salient features of the structure of the Saudi economy 

and the experience and the lessons of the 1950's is i 

warranted. % 

c 
The Structure of the Economy ^ 

Until oil was discovered in commercial quantities, < 

Saudi Arabia had an agricultural and pastoral economy 

based on the cultivation of certain crops such as dates, 

wheat, barley and the raising of sheep, goats, and camels. 

Except for the southern part of the country (the Asir 

Region), rainfall is both limited and irregular. There

fore, agriculture is based on irrigation where underground 

water is available near the surface in a number of water-

rich oases scattered throughout the country. In Asir, 
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rainfall is sufficient to permit cultivation without irri-

2 
gation. 

In the principal cities and towns trade was the most 

important activity. For transportation, business activities 

depended on columns of camels trading inland with cloth, 

grain, and a few luxury goods, or carrying dates. These 

products were Saudi Arabia's only important exports for 

shipment abroad. 

In Saudi Arabia, not only were the farmers and herds

men poverty stricken, but the government had very limited 

financial means to maintain order and to manage its limited 

services. Income from thousands of pilgrims who poured into r\ 

the Holy Cities of Mecca and Medina every year, together •>• 
c 

with custom duties on imports, constituted the main sources S 
3 V 

of government revenues. Without the money that the pil- •yi 

grims used to bring with them in the form of gold, silver 

coins, Indian rupees, British pounds and Dutch guilders, 

the country would have been hard pressed to find the 

necessary money for imports. 

Generally speaking, agriculture, animal husbandry, 

and a few small commercial enterprises constituted the 

backbone of the economy. Even to describe the economy at 

the time as a dual economy requires some reservations. A 

primitive agriculture sector, in stagnating conditions for 

hundreds of years, was part of reality in Saudi Arabia. 
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Urbanization existed but without any significant degree of 

industrialization and any notable economic development. 

Prior to the discovery of oil, Saudi Arabia had 

an economy that, to say the least, was undeveloped. 

The income was small, and the base of development was 

limited. George Lipsky once summed up the situation in 

these words: "Saudi Arabia, before oil exploitation, 

could barely provide itself with the most basic necessities 

of life."^ 

Were it not for oil, there would be little incentive 

to write about Saudi Arabia from the standpoint of economic 

analysis. An economic survey would have probably described jL 

the country as being backward, with a primitive society and tt 
r" 

with extremely low national output with which to live and t% 
13 

to develop. In a study made before the discovery of oil 

in Libya, Benjamin Higgins came close to the same conclu

sion when he wrote in 1952 that " . . . the Libian economy 
5 

seemed to offer distressingly little with which to work." 

Events, however, have shown that economic forecasting 

in the Middle East is not an easy task even when the desert 

appears to dominate. Actually, the year 1938 was a mile

stone in the evolution of a modern Saudi Arabia; for in 

that year oil was discovered in commercial quantities and 

oil production reached a record of 5 million barrels. In 

1939 the Saudi government received thfe first oil payments. 

Id 
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It was the first of the revenues that would later result 

in a positive impact on the Saudi economy; yet at the time 

this payment was of minor importance, certainly insuffi

cient to offset the economic decline that set in as WWII 

got underway. 

When WWII broke out, oil production and exports 

underwent a sharp decline as shipping became more difficult. 

Income from pilgrimage virtually ceased and interruption 

in shipping caused critical shortage in food and clothing. 

The U.S. government came to the aid of Saudi Arabia by 

extending 8 million dollars of aid under the Lend-Lease 

Program, but by early 1944 the Saudi Arabian economy was 1 
n 

in a state of suspended animation. "% 
c 

As the war came to an end, oil production in 1945 ^ 

was on the rise again with a record of 59,9 million bar- ^ 

rels. Levels of oil production and revenues have signifi

cantly gone hand in hand since 19 46. Oil revenues are 

direct payments to the Saudi government since in this 

country the subsoil wealth is the property of the state. 

With oil revenues, the government was able to expand its 

services, to build scores of schools, hospitals, roads, 

communication systems, and other developmental projects. 

The relative importance of oil revenues as a source 

of finance to the government is depicted in Table 4. 

-c 
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Years 

TABLE 4 

RELATIVE IMPORTANCE OF SOURCES OF REVENUE 
FOR SELECTED YEARS 1948 TO 1974 

(MILLION OF SAUDI RIYALS) 

Oil Revenue % 
Non-Oil 
Revenue 

% Total 

1948 

1952 

1955 

1958 

1961 

1962 

1963 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

144 

340 

966 

1,241 

1,175 

1,648 

1,917 

2,571 

3,144 

3,944 

3,514 

4,198 

5,197 

5,440 

9,859 

12,106 

21,266 

67 

69 

71 

82 

66 

76 

78 

83 

79 

78 

71 

75 

87 

85 

91 

92 

93 

1 

1 

1 

1 

1 

70 

149 

388 

257 

611 

517 

535 

541 

817 

,081 

,423 

,337 

769 

939 

922 

,095 

,544 

33 

31 

29 

18 

34 

21 

22 

17 

21 

22 

29 

25 

13 

15 

9 

8 

7 

214 

489 

1,354 

1,498 

1,786 

2,165 

2,452 

3,112 

3,961 

5,025 

4,937 

5,535 

5,966 

6,379 

10,781 

13,201 

22,810 

SOURCES: 1948 and 1952: Central Department of Sta
tistics, Statistical Yearbook, Vol. 1 (Riyadh, 1965), 
OD 250-251; 1955, 1958: Ibid., p. 257; 1962: Ibid., 
vol 4 (Riyadh, 1968), p. 374; 1963 to 1969; Ibid., Vol. 6 
(Riyadh, 1973), p. 380; 1970 to 1973: Ibid., Vol. 9 
(Riyadh, 1973), p. 362. 1974: SAMA, Annual Report 
(Jeddah, 1975), P- 104. 

I 
:x 
C 

Xi 



92 

A close look at the table suggests a number of 

inferences. First, the revenue structure during the past 

twenty-five years has been more or less the same with oil 

revenues always occupying a dominant place. Second, it 

is of interest to note that the relative importance of oil 

revenues rose steadily between 1948 and 1958, fluctuated 

between 1961 and 1968, and resumed its steady rise after 

1968, reaching a higher peak of 93 percent of the total 

revenue in 19 74. Third, there is now every indication 

that the share of oil revenue relative to other sources will 

continue to rise in the future. 

Aside from the substantial contribution of oil in Ŝ  

financing public spending, the inflow of oil revenue has X» 

c 
been remarkably essential for the economy as a whole. How- r̂  

13 
ever, no attempt is made in this chapter to assess in ^ 

detail the broader impact of the flow of oil revenue on the 

overall Saudi economy. Only a few indicators are 

presented here to illustrate the degree of dependence of 

this country on the continuation of its oil exports. These 

indicators are: (1) the percentage of oil income to Gross 

Domestic Product (GDP); (2) the percentage of oil income 

(paid in foreign exchange) to the total foreign exchange 

earnings of the country; and (3) the percentage of the 

value of oil exports to the value of total exports. 

Table 5 sums up these indicators for selected years. 
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Certain inference can be made from these percentages 

The first indicator is not as high as other indicators; 

i.e., the percentage of oil income to GDP is not as high 

as other measures. This is true, but it is still highly 

significant; for a single source of income to contribute 

to GDP a range of 45-60 percent is not of insignificant 

magnitude. The second measure indicates the percentage 

of foreign exchange earnings contributed by the oil 

sector. In other words, it measures how much non-oil 

sectors of the economy depend on oil revenues as a source 

of finance to enable them to import goods for consumption 

and capital development. In a narrow economic base I 

country such as Saudi Arabia, oil revenue is the only >* 
c 

source of financing developmental projects. Oil revenues <:̂  
13 

are paid, almost without exception, in foreign exchange. -ji 

Total foreign exchange earnings are defined as a summation 

of the following items: 

1. Government share of oil revenue 

2. Oil companies local expenditures and investment 

3. Value of exports (excluding oil), and 

4. Receipts on current services accounts, such as 

tourism and portfolio income on investment 

abroad 

The third indicator shows the percentage of the value of 

oil exports to the total value of all exports. It is 
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noteworthy to suggest that the figures given for the value 

of oil exports overstate their real value; for the official 

valuation of oil exports is calculated by multiplying the 

quantities of oil exports by posted prices. The latter do 

not reflect market prices. Traditionally, posted prices 
o 

are set at a higher level than the market can bear. 

In view of the preceding analysis, the structure of 

the Saudi economy combines extreme features of both a 

developed and underdeveloped economy. High per capita 

income, high savings rates, a strong annual growth rate 

and a consistently favorable balance of payments are indi

cators of a developed economy. Yet, there are equally \ 
!3 

striking examples of underdevelopment—the almost exclusive ^ 

reliance of the economy on a single product, the inadequate ^ 
' • « • 

native supply of skilled labor, overdependence on imports ji 
^ • ^ 

of both consumer and capital goods, and the narrowness of 

the economic base and the local market. The latter does 

not result from the low per capita income, but rather from 

the sheer size of the population and the uneven distribu

tion of income. Probably, the critical issue in this con

text is that the effectiveness of the high rate of capital 

saving is largely dampened by the limitation of the economy 

in offering ample productive investment opportunities to 

absorb a large portion of the total savings. 



96 

Indeed, the situation of an oil exporting country 

such as Saudi Arabia introduces a new concept to the 

literature of the economic development field. There are 

cases of abundant capital in the midst of regional under

development. A close look at the general features of the 

Saudi economy reveals the persistence of three types of 

imbalance—a regional imbalance, sectoral imbalance, and 

factoral imbalance. With respect to regional imbalance 

there is an inequality in both resources endowments and 

the degree of development. The eastern part of the country 

possesses the oil riches, the Hijaz Region can benefit from 

the pilgrimage, the Asir Valleys have potentially agricul- \ 

tural land, and the Njzd Region is deprived of any signi- *̂  

ficant natural resources other than a limited amount of 'i 
y 

agricultural land. 1^ 

The sectoral structure also implies the severity of 

the imbalance. This is evidenced by the primary product 

(oil) being highly developed, while other sectors remain 

underdeveloped. Industry and manufacturing activities, 

other than oil, are at best still in the infant stage of 

development, and their contribution in GDP accounts for 

a small share. 

A most startling fact is that although oil is the 

leading contributor to GDP, it is the least in providing 

employment. Table 6 demonstrates the share of each sector 

< 
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in GDP and employment. Oil contributed about 46 percent 

to GDP in 1966/67 but employed only 2.5 percent of the 

active labor force. In 1970/71 the oil industry produced 

over 50 percent of the country's gross domestic product 

but absorbed only 2.3 percent of its labor force. Oil is 

a capital intensive industry. The labor force in the oil 

industry has three characteristics, as far as its size is 

concerned. First, it is small relative to absolute num

bers and to the value of unit produced. Second, once the 

industry reached the stage of maturity, the size of the 

labor force has tended to decrease per unit of output and, 

most often, in absolute numbers. Third, the labor require- l 

ment varies among the stages of oil process, usually stand

ing at a lower level in production and at a higher level 

J. 

in the refining and exploration phases. in 

In the factoral imbalance, capital has left the other 

factors of production, particularly skilled labor and 

management, far behind. Availability of capital, derived 

from oil, is not a simple answer to the question of devel

opment. Only when the right quantities and qualities of 

all factors of production are made available can growth and 

development take place. 

In summary, Saudi Arabia depends heavily on her 

crude oil exports for large proportion of foreign exchange 

earnings, and for almost all government financial needs. 
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Some specific features of the Saudi economy reveal the 

persistence of three imbalances: regional, sectoral, and 

factoral imbalance. 

Policies of the 1950's 

It was suggested in the preceding section that 

the impact of the oil industry on the Saudi economy is 

actually felt through the injection of a large amount of 

cash into the economy. Levels of oil revenue and produc

tion have significantly gone hand in hand since 1946. As 

oil revenue increases, government spending increases as 

well. The rising demand for oil in the wake of WWII also 

induced further capital investment by the oil companies. '^ 
Z 

These expenditures by government and the oil industry r* 
"St 

stimulated a demand for money-wage labor and created mar- 7^ 
> 

kets for large quantities of imported consumer goods, -<. 

equipment and construction materials. These activities 

caused a shifting of large numbers of people from self-

subsistent agriculture and animal husbandry, which involved 

only incidental cash transactions, to a monetary economy 

which involved dependence on money wage for income. As a 

result, the demand for money has been soaring since 1945. 

The Monetary Reform of 1952 

It is often expressed that well-developed and 

efficient financial and monetary systems are vital for a 

viable economy. 

^ 
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The country's national currency, the riyal, which 

was issued in silver coin, was first put into circulation 

in 1927. Oil revenues were paid in gold or foreign 

exchange, mainly dollars, but about half of government's 

expenditures, for its payroll, were met with silver riyals. 

Thus, a large part of the foreign exchange earnings had to 

be converted into silver coin riyals. The rate at which 

riyals were exchanged for foreign currencies was constantly 

changing because the value of the riyal was subject to 

fluctuation in accordance with the rise and fall of the 

price of silver in world markets. 

In Saudi Arabia, the financial and monetary institu- ^ 

tions existing before the 1950's were as primitive as the t* 

economy itself. Until 1948 there was only one commercial CU 

bank in the country, and it was not until 1952 that a î 

central monetary authority was established. 

These institutions had difficulty under the pres

sures of modern economic activities. By 1951 the govern

ment realized there was a need to set up a more orderly 

monetary system. It also realized that an administrative 

machinery capable of channeling into the economy enough 

money to fuel business activity without causing inflation 

must be created. In that regard, a team of American 

financial experts, backed by the U.S. Point Four Program, 

was called to help draw up a plan for monetary reform. 

< 
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12 The team was able to produce two major recommendations. 

One was the establishment of a central monetary authority, 

which became a reality in October, 1952, when the Saudi 

Arabian Monetary Agency (SAMA) was formed. The other was 

the creation of a more stable monetary standard. 

SAMA was charged with wide range of responsibilities: 

to stabilize and maintain the internal and external value 

of the Saudi currency; to hold and administer the country's 

monetary reserves; to buy and sell gold and silver for the 

government account; to advise the government on the issu

ance of new coinage, and to regulate the activities of 

commercial banks and money changers. The agency was 

restricted from lending money to the government or private 

individuals, issuing paper currency, and implementing ^ 
r 

monetary policy by means of interest rates. The latter in 

was considered to be in accordance with Islamic law--

the law of the land. 

After the establishment of SMIA., the next major task 

was to create a stable monetary system. At this time, 

the government and the people were convinced that "hard" 

money in gold and silver coins was the only good money. 

Therefore, the task was to search for a workable monetary 

standard. In the words of the head of the financial 

13 expert team the problems were to find practicable means: 

3 
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(1) to retain the advantage of actual gold and 
silver coins to which people were accustomed, 

(2) to bring about, if feasible, convertibility 
between the new coin (the Saudi Sovereign) 
and the silver riyal which was the main 
means of exchange in ordinary transactions, 
and 

(3) to give the currency maximum stability in for
eign exchange. 

In view of these considerations, the mission recom

mended that the exchange rate of the Saudi riyal be fixed 

at 3.75 riyals per $1.00. 

Although the general public was convinced that silver 

and gold coins were the only good forms of money and that 

SAMA was not allowed to issue paper money, it was possible 

to introduce paper currency without violating the law. It 
3 

was the idea of issuing paper "pilgrim receipts" as a sort ^ 

of traveler's check to meet the seasonal demand of foreign ti 

pilgrims for riyals. 

In the past, when large numbers of foreigners arrived 

at the Holy Places during the month of pilgrimage, the 

demand for Saudi riyals sharply increased. To meet the 

situation, the Saudi government was to put more silver 

coins into circulation. With the departure of the pilgrims, 

the demand would come down. Since riyal holders had little 

interest in hoarding large stocks of riyals in between pil

grimage seasons, a rise in the price of silver would 
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immediately induce them to export the silver riyals as bul-

15 
lion. By the time the next season arrived, there would 

develop an acute shortage of riyals. 

Against this background, the Saudi government was 

convinced that the demand for riyals could be more cheaply 

and expeditiously met by issuing paper "pilgrim receipts" 

fully backed by silver riyals payable on demand. The gov

ernment's approval was given in 1953, and by the end of 

1954 more than 150 million riyals' worth of pilgrim 

receipts were in circulation, displacing the silver riyal 

16 
as the principal medium of exchange. The wide acceptance 

of the "pilgrim receipts" and the fact that they were not 

presented for redemption in hard money led the government, C* 

m July, 1955, to remove the restriction prohibiting SAMA ^ 

from issuing paper money. Presently, riyals are issued m ^ 
< 

the form of monetary agency notes valued at 1, 5, 10, 50, 

and 100 riyals. 

By developing a more orderly monetary system and 

setting up an administrative machinery in charge of its 

control, Saudi Arabia was thought to be equipped to move 

along the road of modernization with less difficulty. 

Unfortunately, this was not the case. The removal of the 

restriction prohibiting SAMA from issuing paper money was 

followed by making it legal for the government to borrow from 

SAMA, a measure that was forbidden "in the original charter 
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of SAMA. Under the new circumstances, the government 

could meet its obligations by loans from SAMA and/or by 

printing additional paper currency. 

The Financial and Monetary 
Crises of 1956-58 

Under the leadership of King Abdul-Aziz, the founder 

of Saudi Arabia, government's expenditures had, to a large 

extent, been kept in check by the monarch's strong prefer

ence for austerity in personal living, a traditional fea

ture of Bedouin life. After his death in 1953, restraints 

on public spending for consumption purposes disappeared. 

Public expenditures and foreign exchange payments for 

needs from abroad. Starting from a primitive base of con

sumption (in the sense of limited kinds of goods and ser

vices that were available to the Saudi consumers), the 

sudden wealth coupled with free trade policy converted 

the Saudi markets into an international store with almost 

infinite samples of foreign goods. Indeed, the situation 

was described as though "the Saudies had suddenly broken 

centuries of fasting to indulge their every conceivable 
1 7 

appetite." It did not, however, take much time before 

the country was in deep debt. 

» 

, <• 
imports began to rise faster than incomes. Since 1948, ^» 

r 
Saudi Arabia has exported crude oil and imported nearly all '(fi 

13 
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It must be kept in mind that the wealth of this 

country and its people is derived from the depletion of a 

non-renewable asset, oil. Under such circumstances, the 

high and rising rates of consumption were symptoms of 

irrational behavior, a condition neither desirable nor 

unexpected. A country and its people who suddenly find 

themselves wealthy are inclined to spend most of their 

incomes on consumption. A more rational behavior may 

develop later when the people learn the importance of 

diverting part of their resources from a conspicuous type 

of consumption to investment purposes. 

In Saudi Arabia, this is precisely what happened. 
t 

In 1955 and 1956, the government indulged in deficit finan- *̂ 

cing of its bills with loans from SAMA, issuing additional "H 
13 
"W 

paper money, and borrowing against future oil revenues. •jn 
By 1957, total public debt reached $300 million, of which 

18 $181 million was advanced by SAMA. The gold, silver, 

and foreign exchange routed throuth SAMA were insufficient 

backing for the expanding amount of riyals issued for 

domestic use. As the supply of riyals chasing foreign 

goods increased relative to the foreign exchange earned by 

the country, the value of the riyal went down relative to 

both goods and foreign currencies. 

Before the end of 1956 another problem, the Suez War, 

erupted and the Suez Canal was closed. Oil production and 
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exports fell sharply. Oil revenue, which reached $341 

million in 1955, fell to $290 million, a level that 

remained almost without change until 1959 and from which 

there was little rise until 1961 when it reached $377 

19 
million. This reduction in oil revenues, coupled with 

unchecked government spending and excessive borrowing, 

weakened the exchange value of the riyal. By early 1958 

it went down from the official rate of 3.75 riyal per 

2 0 dollar to an all-time low of 6.25 riyals per dollar. 

There was also the problem which, of course, reflects 

the expected reaction of individuals holding a currency 

that is weakening. It is normal that a weakening currency 

is exchanged for other currencies, gold, jewelry, or goods. •• 

Saudi Arabia was no exception. The efforts to reduce *?. 

holding of riyals tended to encourage spending, which in i:\ 

turn reinforced the inflationary forces. Therefore, before 

the middle of 1958, the country had uncontrolled inflation, 

almost zero foreign exchange reserves, and about half a 

21 
billion dollars of public debt. 

The 195 8 Reforms 

On August 26, 1957, Saudi Arabia joined the Inter

national Monetary Fund. Shortly, upon a request from the 

Saudi government, the IMF came to the aid of the ailing 

-c 



107 

Saudi economy through designing and implementing a pro

gram of monetary and fiscal measures. The objectives of 

the programs were: to balance spending and revenue, to 

pay off the public debt, to curb inflation, and to sta-

bilize the value of the riyal. 

Introducing drastic fiscal and monetary measures 

and implementing them successfully required an adminis

tration having experience in monetary and fiscal manage

ment. Unfortunately, the country's entry into modern 

commercial and industrial life was very recent and its 

financial institutions were in an infant stage. The 

accumulated experience could not possibly stand up to the 

pressures of a severe crisis. Therefore, the task was to .*• 
.*• 

discover what forms of measures were likely to be most rf. 
7t3 

effective. Restriction on imports, for example, had to ^; 

be imposed, but at the same time a continued supply of 

basic consumer needs at reasonable prices had to be assured. 

Import licenses and quotas were proposed but were not 

adopted due to the lack of knowledge of the operation of 

the economy in terms of the demand and supply curves for 

particular commodities. Also, trained personnel needed to 

successfully administer them were in short supply. 

There were other means. One simple but effective 

measure was to establish a system of multiple exchange 

rates to curtail unwanted expenditures. Essential goods 
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could be imported at the fixed official rate of 3.75 

riyals to the dollar. Foreign exchange for all other 

imports, except automobiles, could be bought without 

restriction from SAMA at the flexible market rate. 

Imports of autos were banned because enforcing the ban 

was easy and they accounted for a large proportion of the 

total imports. The profits realized by SAMA from the sale 

of foreign exchange at the market rates were earmarked 

23 
for debt settlement. Government spending has reduced 

to a level less than anticipated revenues in order to save 

extra funds for debt repayment. 

The multiple exchange rates were used with an objec-
l 

tive of gradually closing the gap between the market and •• 

the official rates of exchange. Holding government expen- ^ 
(*• 

ditures below revenues and banning the importation of f\ 
-< 

automobiles increased the size of the foreign exchange set 

aside by SAMA for stabilizing purposes. As a result, the 

exchange value of the riyal relative to foreign currencies 

started to appreciate. By the beginning of 1960 the 

restriction on automobile imports was lifted, and the mul

tiple exchange rates were abandoned and a new fixed rate 
24 

of exchange at 4.5 riyals to the dollar was established, 

a rate at which it remained unchanged until the devaluation 

of the U.S. dollar in 1971 and 1973. The two dollar 

devaluations led to a new dollar/riyal rate of 3.55 riyals 
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per dollar. However, due to the uncertainty in the inter

national foreign exchange market, the government felt that 

the objective of having a stable riyal could be best 

attained by linking the riyal to the SDR, the rate for 

which is calculated daily by the IMF on the basis of a 

weighted average of rates for 16 major currencies. ̂ "̂  

By 196 3, the entire government debt was repaid, and 

since, Saudi Arabia has been one of the few countries in 

the world with no national debt. It was learned that 

only when spending did not exceed income could there be 

fiscal stability. The Saudi government has since then 

been able in most years to finance its total expenditures 

out of current revenues,thus emphasizing "balanced bud-
25 

get." The Saudi concept of a balanced budget means that 

expenditures are not financed by issuing government debt. 

In years when actual revenues are less than expenditures, 

the government can bridge the gap by drawing down reserves 

built up by budget surpluses in previous years rather than 

by borrowing. 

In light of the financial crisis and its implications, 

two important facts have become very evident. First, oil 

can serve as an "engine of growth." However, oil is a 

wasting resource and, once extracted, it cannot be replen

ished. Therefore, oil income must be used to generate 

alternative income sources. In other words, there is an 

7^ 
m 
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urgent need to use the financial resources made available 

from oil in the most efficient manner possible in pur

suing those economic goals which are considered most press

ing. Second, oil is, and probably will continue for a long 

period of time to be, the main source of finance. There

fore, oil revenues must be maximized and the oil sector be 

made a more integral part of the Saudi economy. 

13 

ICi 
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CHAPTER V 

THE DEVELOPMENT OF FORMAL PLANNING IN SAUDI ARABIA 

Over the last two and a half decades since WWII 

there has been, throughout the less developed world, an 

economic awakening or renaissance which has brought about 

profound changes in the conduct of public economic 

T . . 1 policies. 

Saudi Arabia has since the early 1960's begun to 

employ deliberate public policies and plans to accomplish 

social and economic improvements. This chapter comprises 

two sections. The first section presents a discussion of * 

the role of national planning. Section two is a descrip- rfi 

tive analysis of the development of formal planning in jj 

Saudi Arabia. 

The Role of Planning 

By national economic planning is meant the applica

tion of forethought to public economic policies. Myrdal 

defines planning as a "conscious attempt by the government 

of a country—usually with the participation of other col

lective bodies—to coordinate public policies more ration

ally in order to reach more fully and rapidly the desired 

2 . . . 

ends for future development." This definition fundamen

tally implies reallocating the available resources from 

113 
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less productive to more productive uses. It is this 

deliberate reallocation of resources in search of maximum 

results that planning seeks to attain. 

However, there are certain conditions that make 

planning both vital and difficult. These conditions 

involve not only the limitation of financial resources, 

the required skills, and other material inputs, but also 

the relevant institutional complex in the form of certain 

traditions, attitudes, political considerations, legal 

systems, and organizational arrangements. These condi

tions, combined, constitute a set of constraints to 

development. Planning must propose realistic programs of 

action which help convert these conditions from impeding « 

into facilitating development. These programs must assure rf^ 

that the availability of real resources and the demands to 

be made on them are balanced. They also must assure that 

the institutional complex aids rather than holds back 

desired planned actions. In view of these considerations, 

a good development plan is one that takes into account the 

relevant constraints in terms of both the real resources 

and the institutional complex. 

Approaches to Planning 

There are various ways in which approaches to plan

ning are expressed. For the purpose of this study only 
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two variants, i.e., comprehensive versus partial planning, 

will be discussed. 

Comprehensive planning, regarded by many planners 

and economists as the most advanced and valuable form of 

development planning, is concerned with planning covering 

an entire economy. The version cited here is based on 

Professor Jan Tinbergen's formulation. To begin with, 

Tinbergen says, planning is characterized by the follow

ing general features: 

(a) A plan refers to the future; 

(b) It is based on a number of objectives which have 

to be specified; 

(c) It requires coordination of the means of economic » 
*» 

policy to be used in order to achieve these t 
1C3 

objectives. -yi 

These objectives are chosen in many alternative ways, 

depending on the political organization of the society. 

In the construction of the plan, several alternatives will 

have to be considered to achieve these objectives because 

of the limited resources available. The society or the 

political organization from which the planners seek guid

ance might be viewed as if it were a person, with similar 

attributes to those of the individual consumer. Planners 

engage in activities which Tinbergen classifies into 

phases: (1) a general review of the economic structure; 
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(2) a provisional choice of the optimum rate of growth, 

implying a necessary rate of savings; (3) an estimate of 

the expansion of demand derived from (2); (4) a choice of 

investment projects to produce the income and goods to 

satisfy (3); (5) an estimate of manpower and hence educa

tional requirements; (6) revisions of steps (l)-(5) in the 

light of new data; and (7) specification of the role of 

the public sector vis-a-vis the private sector. 

The basic point in these phases is the decision 

concerning the division of national output between con

sumption and saving during the planning period. This is 

essentially determined by the interaction of the rate of 

return on investment and the rate of time preference. 
•• 

Given the capital-output ratio, the higher the saving 'fi 

rate is the greater the rate of increase in output. î 

Higher saving rates normally reflect greater present sac

rifices in terms of foregone consumption for the sake of 

greater consumption in the future. The choice of a given 

saving rate might, in the final analysis, be a matter of 
5 

value judgement. However, the planners' decisions on 

the saving rate might be influenced by the projected 

growth rate of the population and the level of saving-

investment which would permit continual increases in per 

capita output. 
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The formation of a comprehensive plan involves the 

projection of a specific rate of growth of income and its 

effect on such aggregates as public and private consump

tion, savings, investment, imports and exports, employment, 

and the demand and supply implications involved in pro-

ducing the national output by economic sectors. This 

type of planning emphasizes the general interdependence 

of economic phenomena and the importance of econometric 

analysis in forecasting the future course of economic 

variables under certain given assumptions. It, thus, 

demands detailed and reliable information about the economy 

and the production structure which in most less developed 

countries is at this time impossible to obtain. » 
I* 

It should be pointed out that although the extensive ^ 
13 

• • » 

use of mathematics and econometrics has the distinctive ^\ 
-< 

advantage of taking full account of the interdependence 

of a large number of variables in quantitative terms, 

planning models can be no better than the data on which / 

they are based. At present, mathematical models and com

prehensive planning in particular seem less relevant to i 

the problems of planning in the less developed countries.J 

In practice, the availability of and quality of statisti

cal information largely determines the choice of methods 

to be used. Data may not be available for quantifying 

enough of the component terms of mathematical models to 
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produce useful or even meaningful results.^ This indi

cates that the choice of an appropriate approach to 

planning is not independent from the environment in which 

the chosen approach is supposed to work. 

Partial Planning 

Partial planning may be termed programming because 

it often involves programs or projects for the public 

sector only. These projects are generally designed to 

alleviate certain acute shortages and are selected and 

analyzed according to their direct and immediate conse

quences. In accordance with this approach, investment is 

carried out without a clearly defined development strategy 

or long-term outlook. There may be references to raising 

living standards, extending social services, stimulating "A 

exports or import substitution, but no conscious attempt 

is made to relate policy to investment or to stated objec-

. . 8 tives. 

This sort of planning has little or no theoretical 

justification, and if exercised without caution, may result 

in serious sectoral imbalances. The failure to relate 

different investment expenditures to each other and to 

the general economic and social activities results in 

general waste and inefficiency, and may release inflation

ary forces which ultimately have a depressing effect on 

1C\ 
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the economy. However, these defects should not detract 

from its usefulness in specific environment where decisions 

to start with partial planning are based on practical con

siderations like the lack of planning experience, the 

shortage of economists, and poor statistics. In such 

situations the planners should perhaps concentrate on 

selecting and implementing a list of projects which have 

been ranked in order of priority. Priorities are deter

mined on the basis of rough estimates of benefits and costs 

of the respective projects from the national point of view-

The planners then utilize the various instruments of short-

run fiscal and monetary policies to equilibrate supply and 

9 demand. 

The second part of the preceding passage indicates J-' 

an approach to planning which deals separately with the ^^ 

demand for, and the potential supply of, certain commodi

ties. Each commodity is balanced with respect to the input 

requirements of the various projects and its potential out

put anticipated during the period of the plan. Total 

expected demand for each of the commodities is then com

pared with its expected supply from existing or planned 

capacity.''" Viewed in these terms, partial planning, in 

fact, is next to comprehensive planning. It lacks at 

least one essential feature of comprehensive planning, 

namely, a well-defined system of priorities between 
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sectors, a system that is based on a vision of how the 

economy should look like five or ten years hence. 

This concludes the overview of the central role of 

planning in balanced development strategies designed to 

guide an economy from a traditional one to a modern one. 

This review, in combination with the theoretical framework 

developed in Chapter II, will be drawn upon in subsequent 

discussion of the planning experience of Saudi Arabia 

since the early 1960's and the absorptive capacity of the 

Saudi economy. 

Formal Planning in Saudi Arabia 

Steps toward formal planning in Saudi Arabia grew 

out of the financial and monetary crisis which this coun-

try faced during the 1956-58 period. The success of the ^£5 

deliberate fiscal and monetary measures undertaken at the ,< 

end of the 1950's paved the way for more attempts at 

formal planning in the future. In the middle of 1958, 

Saudi Arabia took the first step toward planning by estab

lishing the Economic Development and Technical Aid Com

mittee (EDTAC). The EDTAC was charged with studying all 

existing ministrial projects and proposals, evaluating 

their productive potentialities, and preparing a report 

(to be submitted to the Prime Minister) summarizing all 

37 
projects which could be initiated m the period 1959-1964. 

In other words, it was an effort to develop a five-year 
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plan of public investments that could be approved for 

implementation, within the limits of funds imposed by the 

budget constraints. The EDTAC was headed by a chairman, 

with the rank of Minister of State without portfolio, 

reporting directly to the Prime Minister. The committee 

was short lived. During its brief existence, it was 

diverted from its essential functions into very minor 

objectives. Most of what was done was in the form 

of scrutiny of scores of applications for custom duties 

exemption by some businessmen and applications for the 

12 creation of protective tariffs by others. 

While decisions to impose or to lift custom duties 

on certain imported commodities may influence the process 

of economic development, they are not a substitute for 

planning. In Saudi Arabia, the need for planning was and 

still is to reduce dependence on a "single crop", i.e., 

crude oil, and to diversify sources of national income. 

Oil is a non-renewable asset and, once depleted, it cannot 

be renewed. Wealth based on oil is finite, and thus, if 

economic gains are to be extended, or even maintained, oil 

revenues must be utilized efficiently and allocated 

according to a well-prepared development plan. 

At the request of the Saudi government, the Inter

national Bank for Reconstruction and Development sent a 

mission to Saudi Arabia in 1960, to advise the country on 

project preparation and implementation. After several 

P 

ITi 
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months of information gathering and analyzing, the mission 

was able to recommend, among other things, the replacement 

of EDTAC with another organization for development pro

gramming. This recommendation resulted in establishing the 

Planning Board (SPB). The SPB was headed by the Prime 

Minister as Chairman, the Minister of Finance and National 

Economy as Vice Chairman, and the membership of the Minis

ters of Petroleum, Communication, Commerce, and Agricul

ture. 

The terms of reference of the Board were stated in 

the Royal Decree No. 50, dated January 4, 1961, which 

established it: 

to formulate economic development policies, to 
coordinate these policies with the various minis
tries and departments of the government, and to J* 
supervise their execution.13 -^ 

Although the SPB was charged with the overall responsibili

ties for planning, in practice, it continued to function as 

a subcommittee of the Council of Ministers, devoting most 

of its time and effort to reviewing the budget requests of 

the various ministries. There was no precise guideline 

as to the role of individual ministries in planning and to 

the Board-ministry relationship. Little or no attempt was 

made at the ministerial level or at the Board level to 

rank projects in terms of productivity or net benefits. 

Once again, an essential planning function had not been 

put into practice. 

It* 
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Dissatisfaction with the performance of the SPB led 

to more consultation with foreign experts provided by 

the Ford Foundation. The Foundation experts stressed the 

need for more clearly defined planning responsibilities. 

Planning should start at the ministerial and departmental 

levels. Each ministry and department should be made 

responsible for undertaking the initial stage of planning, 

i.e., each should prepare proposals for programs and 

projects which it wants to implement. These proposals are 

submitted to a central agency where they are screened and 

integrated into an overall plan which is to be submitted 

to the Prime Minister and approved by the Council of Minis

ters. Upon approval of the plan the central agency should 

assist and coordinate the transformation of the plan into J* 

14 action by the various ministries and departments. 

In January 1965, the SPB was replaced by the Central 

Planning organization (CPO) which was charged with the 

overall planning functions discussed above. The CPO was 

headed by a president of a ministerial rank reporting 

directly to the Prime Minister, and its organizational 

chart called for twelve economic advisors. Although the 

early attempts at planning met with failure because the 

then existing planning institutions and procedures were 

inadequate to do the job, CPO was destined to succeed. 

It was decided that the ultimate budgetary functions of 



12 4 

financial allocation, control, and audit should rest with 

the Ministry of Finance. Only planning functions were 

placed within the jurisdiction of the CPO. Also, the 

inclusion of the ministries and departments in the plan

ning process was aimed at inducing their interests in the 

plan's implementation. In essence, this means that the 

burden of project conception and design must lie at the 

ministerial and department levels. This new policy called 

for creating a more efficient bureaucracy and more effec

tive procedures on all levels of government. To this end, 

the government adopted an overall administrative reform 

15 program. The administrative reform program was aimed 

at creating bureaucratic structures and procedures con-

ducive to development planning. p 
>^ 

By the beginning of 1970 it was evident that the "'Ĵ  

CPO had become an active planning institution. On 

August 16, 1970, it submitted to the Council of Ministers 

the country's first development plan for the five-year 

period 1970/71 to 1974/75. 

In summary, attempts at planning in Saudi Arabia 

began in the early 1960's. However, from 1960 to 1970 the 

planning responsibilities were not fully defined, and much 

of the time was devoted to performing functions other than 

planning. Therefore, due to the lack of administrative 

experience and the limited understanding of a national 

-< 
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development policy, until the late 1960's, there was no 

systematic approach to government spending as a means to 

achieve broadly defined national goals. Having a national 

financial and development policy requires the application 

of forethought to public spending, i.e., establishing 

objectives and devising methods for attaining them. 

Feasible development plans would have been, also, 

difficult to produce before 1970 because of the dearth of 

reliable statistical information. Although a central 

statistical department was established in 1960, the first 

published compilation of economic and other statistics did 

not appear until 1965. Even though the quality of data 

reported in the first issue was lower than what was hoped 
k 

for, it was a good start, and as time went by, one could p 

detect noticeable improvement in the subsequent issues. ^^ 
-<. 

Thus, as knowledge and information about the economy 

accumulates,consistent development planning becomes pos

sible and government expenditures are potentially more 

effective. 

The Economic Development Plan 
(1970/71 - 74/75) 

The general objectives of the plan have been stated 

as follows: 

to maintain [the country's] religious and moral 
values, and to raise the living standards and 
welfare of its people, while providing for 
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national security and maintaining economic and 
social stability.16 

The policies necessary to accomplish these objectives are: 

1. Increasing the rate of growth of GNP; 

2. Developing human resources so that the several elements 

of society will be able to contribute more effectively 

to production and participate fully in the process of 

development; and 

3. Diversifying sources of national income and reducing 

dependence on oil through increasing the share of 

17 other productive sectors in GDP. 

The planned sector growth rates for the period of 

the plan along with the actual growth rates for the pre

plan period (1965/66 - 1968/69) are given in Table 7. 

n, 
Table 8 presents the sectoral distribution of the fman- -x^ 

cial allocations for the plan. ^ 

The actual growth rate for the pre-plan period of 

GDP was 7.9 percent per annum, and the projected rate 

of growth for the plan period was 9.8 percent. Except for 

those of the petroleum refining and public administration 

sectors, the growth rates of all sectors were expected to 

accelerate during the plan period. Three sectors were 

anticipated to register high increases in the growth rate. 

Mining and quarrying's growth rate was planned to grow 

from 6.4 percent in the pre-plan period to 23.3 percent 

during the plan period, education from 7.2 percent to 
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TABLE 7 

AVERAGE ANNUAL GROWTH RATES OF VALUE ADDED 
BY SECTOR AND GDP IN CONSTANT 

PRICES (PERCENT) 

Sector to 
1968/69 

1965/66 Planning 
Period 

Agriculture 1.7 4.6 

Crude oil & natural gas 8.2 9.1 

Mining & quarrying 6.4 23.3 

Petroleum refining 11.7 9.1 

Manufacturing 12.1 14.0 

Construction 4.2 10.4 

Electricity, gas, water, 
and sanitation 12.1 13.2 

Transportation, communication 
& storage 11.1 12.9 

Wholesale and retail trade 10.3 12.8 
D 

Banking, insurance, and ?i.3 
real estate 10.7 11.0 

Ownership of dwellings 7.0 8.6 

Public administration, and 

defense 5.4 5.0 

Education 7.2 19.0 

Health 2.4 9.5 

Other services 8.1 10.0 

G.D.P. 7.9 9.8 

Ifi 

SOURCE: CPO, Development Plan, 1970 (Riyadh) p. 38 
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TABLE 8 

DISTRIBUTION OF FINANCIAL ALLOCATIONS FOR THE PLAN 
(MILLION SAUDI RIYAL) 

9^f^C*'tCiY^ 

Administration 

Defense 

Education, vocational 
training and cul
tural affairs 

Health and social 
affairs 

Public utilities and 
urban development 

Transport and com
munication 

Industry 

Agriculture 

Trade and Services 

Total 

a 
Recurrent 

6,794.6 

3,980.0 

6,150.2 

1,612.9 

1,246.9 

1,767.3 

321.8 

973.8 

83.5 

22,931.0 

Project 

922.8 

5,575.0 

1,227.5 

308.2 

3,325.4 

5,709.2 

776.7 

493.9 

43.8 

18,382.5 

Total 

Amount 

7,717.4 

9,555.0 

7,377.7 

1,921.1 

4,572.3 

7,476.5 

1,098.5 

1,467.7 

127.3 

41,313.5 

Percent 

18.6 

23.1 

17.8 

4.7 

11.1 

18.1 

2.7 

3.6 

0.3 

100.0 

^Expenditures covered salaries, wages, transfers and 
subsidies and other current expenses. 

SOURCE: CPO, Development Plan, 1970 (Riyadh) p. 43. 

)(3 

fn 
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19 percent, and health from 2.4 percent to 9.5 percent. 

The remaining planned sector growth rates were much more 

in line with their pre-plan period growth rates. 

As for the distribution of the financial allocations 

to the different sectors, defense stood in first place 

with 23.1 percent of total projected outlays. Administra

tion came in second with 18.6 percent, followed by trans

port and communications with 18.1 percent, education and 

cultural affairs with 17.8 percent and public utilities 

and urban development with 11.1 percent. The remaining 

four sectors together received the rest of the alloca

tions, i.e., 11.3 percent. 

Before ending this discussion, it may be appropriate 

to make a comment on some of the conditions Saudi Arabia ; 

confronted when the plan was drafted. The plan was pre- -̂  

pared under conditions of financial constraints in the 

wake of the 1967 Arab-Israeli war. The rate of growth of 

oil income was only about 2.5 percent per annum in 1968 

and 1969, in which the plan was being drafted (see 

Table 4). 

The Second Development Plan 

Prior to the end of the period covered by the first 

plan, a second five-year plan was developed. That docu

ment has not yet been made available for outside analysis. 

X^ 
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The only available information about the content of the 

second plan is contained in a short statement which indi

cates that the total plan outlay for the public sector is 

estimated to be 498.2 billion Saudi Riyals of which 

331.6 billion Riyals, or about two-thirds/is for develop

ment projects and 166.6 riyals for recurrent expenditures 

The lack of information about the new plan and the pro

cedures associated with it precludes its evaluation here. 

£3 
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CHAPTER VI 

THE PERFORMANCE OF DEVELOPMENT PLANNING 

IN SAUDI ARABIA 

This chapter is comprised of five sections. 

Section one deals with the expenditure side of the 

national budget. Section two presents an analysis of 

the impact of the allocated public funds on the real 

growth of the various sectors. Section three casts 

light on some of the evidence concerning the limited 

absorptive capacity of the Saudi economy. Section four 

presents an overall evaluation of the public expenditure 

programs. The last section proposes some policy measures 

aimed at increasing the rate of the absorptive capacity 

of the economy. 

The National Budget 

Government Expenditures 

In most countries, government expenditures are 

financed by one or some combination of the following fac

tors: (1) taxes; (2) borrowing from the general public; 

and (3) money creation. The first two, i.e., taxes and 

borrowing, may give rise to what is known in monetary 

economics as "crowding out" effect, because they can 

133 
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involve a transfer of resources from the private to the 

public sector. Unlike most other countries, the source 

of public spending in Saudi Arabia is income from oil. As 

indicated elsewhere in this study, the subsoil wealth in 

Saudi Arabia is the property of the state and thus oil 

revenues are direct payments to the government. In most 

recent years current revenues have been sufficient to meet 

the financial needs of the government. Ignoring for the 

moment the implications of price inflation that may result 

from government expenditures, one can state that public 

spending in Saudi Arabia does not reflect a transfer of 

resources from the private to the public sector. When a 

government needs neither to borrow from nor to tax the 

general public, its budget affects only aggregate demand. ^ 
C5 

It increases the real value of total expenditures in the ty^x 

country because,in the absence of inflation, no resources 

are drained away from the private sector. The net result 

of such a mechanism, other things being equal, is an 

increase in the gross domestic product. 

Public spending decisions play a large role in the 

determination of income distribution, allocation of 

resources, structure of production, and employment. 

Appropriations for social services and the building of a 

physical infrastructure benefit the members of society 

directly and contribute to the overall well-being of the 
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society. Expenditures on public health programs and on 

direct medical care in case of individual illness benefit 

the recipients directly by raising their general health levels. 

As the individual's health condition improves, productivity 

of his labor is increased, thereby leading to higher levels 

of output. Similar argument can be made for public educa

tion and other elements of the social and physical infrastructure. 

The preceding argument suggests that public spending 

may allow one to observe the course and direction of govern

ment's efforts toward development planning. The creation 

of adequate physical infrastructure and the development 

of a country's human resources are considered essential 

to economic growth and development. But the building of 

the physical plants required and supplying the skills 

"A 

needed, while essential, do not guarantee the success of IL 
developmental effort. This study has repeatedly stressed 

that development is not only limited by lack of capital, 

skilled manpower, and other material inputs, but also by 

the inappropriate institutional complex in the form of 

certain social traditions and attitudes, culture, legal 

systems, and organizational arrangements. In other words, 

development is constrained by a host of economic, social, 

cultural, human, and administrative factors. 

In view of the preceding analysis, development must 

aim at improving the capability of a nation's institutions 

and value system to facilitate the process of development 

-Xi 
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and to meet or adequately handle the changing and increas

ing demands made on them as a direct result of development. 

Developing the institutional capability of a nation usually 

means the enlargement of government structures and the 

proliferation of specialized agencies which, of course, 

entails expense. Also, development may generate intensified 

social problems for which increased expenditures on tradi

tional functions of law and order are required. 

Viewed from this perspective, expenditures that aim 

at improving the capacity of the people, their skills, 

attitudes, and social systems are developmental expendi

tures. They provide the basis for subsequent investments 

in directly productive activities. They are investments 

in developmental values and organizations. The relation- ; 

ship between organization and development is definitely not HJJ^ 

coincidental. If these expenditures are understood from a 

developmental perspective, they can be made with great 

rationality and efficiency. In other words, they must be 

allocated as rationally as are the more directly productive 

activities. 

Appropriations by Major Sectors 

The discussion above provides perspective for an 

examination of major categories of public expenditures in 

terms of their impact on the overall process of development. 
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Three major types of public spending can be cited as 

closely related to developmental activities: (1) expendi

tures on social services, (2) expenditures on physical 

infrastructure, and (3) expenditures on administration. 

Social expenditures are allocations aimed at improving the 

health conditions of the people, at providing skills 

required, at inculcating acceptance of new ideas, new 

technology, and modernized values, and at encouraging in 

the public the revised valuations on modernization and 

development. Expenditures on physical facilities are 

allocations for the creation of basic services such as 

public utilities, transportation, and communication systems. 

Expenditures on adninistration are allocations aimed at 

improving the capacity of the state to meet the rising and i 
•I 
••> 

changing demands made upon it as a direct result of -y\ 

development. These expenditures generate services that 

benefit the society and the economy as a whole. Examples 

of such services are the maintenance of law and order and 

the administration of fiscal and monetary policies. 

A fourth type of public expenditure is defense spend

ing. Although defense expenditures absorb a relatively 

high percentage of the national budget of every country, 

they are not closely related to the productivity process. 

Allocations for military installations and missiles may 
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constitute a substantial portion of total defense spending, 

but these expenditures are classified as unproductive 

because, once they are installed, they do not contribute to 

productive activities. In this sense, they cannot be com

pared with transportation equipment, medical and educational 

facilities, or mass communications media. Exceptions to 

the rule are the education of the soldiers and the use of 

some of the military equipment for productive purposes in 

some less developed countries. Unfortunately, it may be 

impossible to isolate these productive expenditures from 

2 
the rest of the defense budget. 

In view of the preceding analysis, close links can 

be traced between the first three types of public expendi

tures outlined above, in other words, if development is to 
!t 

be successful, allocations for one area must simultaneously -̂i 

reinforce those in others. That is, the maintenance of a 

balanced policy between them would reinforce their overall 

impact, thereby effectively facilitating the process of 

development. 

Against this background, an evaluation of the fiscal 

policy of Saudi Arabia, expressed in budget appropriations, 

is the subject of the rest of this section. Data used for 

the analysis are based on official statistics published by 

the Saudi Arabian Monetary Agency (SAMA). Detailed data 

are available in the form of budget appropriations issued 
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at the beginning of each fiscal year. Actual expenditures 

are reported in a short statement indicating the govern

ment 's cash flow. Because of lack of a detailed actual 

performance record, budget appropriations in terms of the 

three major categories formulated above will be the main 

focus of analysis. 

Table 9 presents budget appropriations by major 

sectors from 1960/61 to 1974/75. Table 10 demonstrates 

the relative distribution of these allocations for the 

same period. 

Appropriations for social services include alloca

tions for education, health, information, and labor and 

social affairs. The classification "economic and physical" 

includes allocations for industry, agriculture, transpor-
:t 

tation, and other physical infrastructure projects. ' 

Appropriations for administration are mostly allocations 

for agencies and departments which are in charge of law 

and order and the country's general public policy. Although 

defense expenditures generate services called national 

security which are similar in nature to those provided by 

law and order agencies, they are removed from allocations 

for administration for two reasons: (1) they are sizable 

relative to other items; and (2) they do not directly 

facilitate and encourage other sectors' productive activ

ities. 

Vi 
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Tables 9 and 10 offer a means by which to examine the 

general features of the government's fiscal policy and its 

efforts to generate development. 

First, except for 1967/68 and 1974/75, the relative 

share of allocations for administration in the budget showed 

a constant decline, from 34.2 percent in 1960/61 to all 

time low of 8.3 percent in 1973/74. 

Second, defense spending rose from 259 million Saudi 

riyals in 1960/61 to 2,418 million Saudi riyals in 1974/75. 

Defense's share of the total budget fluctuated between 

23.7 percent in 1966/67 and 5.2 percent in 1974/75. 

Third, the general decline in the relative shares of 

allocations for administration and defense in the total 

budget may reflect a change in the system of priorities 

pursued by the Saudi budget authority as well as the siz

able increase in the total budget allocations. Appropria

tions classified "others" are relatively high, and it is 

probable that a portion of these allocations is used for 

defense and administrative purposes. 

Fourth, social services allocations rose from 207 

million Saudi riyals in 1960/61 to 3,995 million Saudi 

riyals, but their relative share of the budget fluctuated 

between 18.1 percent in 1962/6 3 and 8.7 percent in 1974/75. 

Fifth, allocations for economic and physical infra

structure registered remarkable rises throughout the period 

!t 
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under study. The share of this classification in the 

national budget rose from 23.5 at the beginning of the 

period under study to 64.7 percent in 1973/74. 

The Performance Record 

This section is a presentation of the changes in the 

structure of production that took place between 1966/6 7 

and 1973/74. It also seeks to assess the impact of the 

outlays discussed in the preceding section on the agricul

tural sectors, the transport and communication sector, 

public education, and health programs. 

Gross Domestic Product 

Table 11 presents Gross Domestic Product by economic 

activities in constant prices for the period from 1966/67 

to 1973/74. Table 12 shows the changes in the relative 

share of each sector for the same period. Certain infer

ences can be made from these tables. 

First, real GDP rose from 13.5 billion Saudi riyals 

in 1966/67 to 31.5 billion Saudi riyals in 1973-74—a rise 

of more than 130 percent at an average annual rate of 

growth of about 14 percent. 

Second, crude oil production accounted for the bulk 

of this growth. Total value added by mining industry rose 

from 6.2 billion Saudi riyals in 1966/67 to 18.9 billion 

Saudi riyals in 1973/74, a total increase of over 303 per

cent. 
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Third, the rates of growth of the different sectors 

were uneven. By far the smallest growth rate was experi

enced by agriculture. 

Fourth, in terms of relative shares the mining sector 

rose from 45.8 percent in 1966/67 to about 60 percent in 

1973/74. Agriculture's share declined from 6.5 percent to 

3.6 percent. The manufacturing sector fell from 8 percent to 

5 percent. Government services declined from 10.9 percent 

to 6.8 percent. 

Agriculture 

Between 1960/61 and 1973/74, the Saudi government 

allocated 4,443.9 million Saudi riyals for agricultural 

purposes. One would expect that such a massive spending 

program would result in a significant increase in agricul

tural output. However, most of the data indicate that the 

agricultural output increased slightly from 1966/67 to 

1973/74. According to the official Saudi data, from 1966/ 

67 to 1973/74 real value added (1969/70 constant prices) 

for the entire agricultural sector rose from 884.6 million 

Saudi riyals to 1,129.6 million Saudi riyals. Tables 11 

and 12 give an indication of the slow progress of the agri

cultural sector despite a decade of massive financial sup

port from the government. 

p 
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Transport and Communication Sector 

Allocations for transport and communications have 

always been substantial. From 1960/61 to 1973/74, this 

sector received a total of 11,177 million Saudi riyals. 

Such a massive investment reflects the government's aim 

to improve the physical structure of the social overhead 

capital. Included in this sector are the roads and port 

construction, post, telephone and telegraph, the railroad, 

and airlines. Available data show that real value added 

for this sector rose from 918.9 million Saudi riyals in 

1966/67 to 2,144.3 million Saudi riyals in 1973/74 (see 

Table 11). The relative contribution of this sector to 

GDP registered a real improvement. It rose from 6.7 per

cent in 1966/67 to 6.8 percent in 1973/74 (see Table 12). 

Education 

Total allocations for education rose from 149 million 

Saudi riyals in 1960/61 to 1,677 million Saudi riyals in 

1973/74. During that period, total education allocation as 

a percentage of total budget fluctuated between 10.1 per

cent in 1963/64 and 7.4 percent in 1973/74. The appropriate 

question one may ask is what have these outlays achieved? 

As Table 1 shows, in terms of the number of students enrolled 

the achievement has been impressive. Total enrollment 

rose from 143,000 students in 1960 to 739,000 in 1972. 

Perhaps the most significant change concerns the education 
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of girls, whose enrollment rose from about 12,000 in 1960 

to 204,700 in 1972. This impressive increase in female 

enrollment foreshadows important social changes. The 

better educated mothers of the coming generations are, 

the more substantial will be their influence in the 

breaking up of many anti-development traditions. 

As for higher education, there are three universities 

for secular post-secondary education, and three institu

tions dedicated to religious teaching. 

By far the largest institution of higher education 

is Riyadh University with a student body standing at 4,2 31 

in 1973. The second largest secular university is King 

Abdul-Aziz University with an enrollment of 2,480 in 

1973. In third place is the University of Petroleum 

and Minerals. Established in 1965 as a training center 

for petroleum engineers, its student body stood at 89 4 

in 1973. The religious institutions' enrollments were 
3 

13,696 students in 1973. 

Established in early 1960's, Riyadh University has 

grown into an institution with seven faculties and 

colleges (see Table 13). The distribution of enrollments 

by college shows that higher education is somewhat geared 

toward the development objectives. A college of medicine 

is planned to open for students in 1976. 

In addition to the efforts of local institutions 

of higher education, the government sponsors a program of 
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TABLE 13 

STUDENT'S ENROLLMENTS, RIYADH UNIVERSITY, 
BY FACULTY (YEARS 19 71 - 1973) 

Faculty or College 1971 1972 1973 

Liberal arts 

Commerce 

Education 

Science 

Engineering 

Pharmacy 

Agriculture 

1,118 

817 

312 

2,247 

613 

410 

107 

161 

1,291 

2 

1 

971 

730 

481 

,182 

707 

425 

168 

200 

,500 

825 

831 

756 

2,412 

767 

590 

204 

258 

1,819 

Total 3,538 3,682 4,231 

SOURCE: Central Department of Statistics, Statis
tical Yearbook (Riyadh, 1973), Vol. 9, pp. 49-50. 
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scholarships for study abroad. In 19 73, the number of 

the Saudi students studying abroad was estimated at 2,372, 

of which 1,62 7 students were under the direct support of 
4 

the government. The remaining 745 students maintain 

themselves either through private fellowships or on their 

own account. It is believed that the majority of the 

students studying abroad are enrolled in various study 

areas such as engineering, medicine, science, public and 

business administration. 

Public Health Programs 

Health and medical care programs appear to have had 

a relatively low priority in the allocation of public 

funds. Appropriations for public health programs rose 

from 58 million Saudi riyals in 1960/61 to 499 million 

Saudi riyals in 1973/74, but the relative share of those 

appropriations declined from 4.1 percent of the total 

budget in 1960/61 to 2.2 percent in 1973/74. 

In seeking reasons for the relatively slow growth 

of outlays for health services, Ramon Knauerhase cited 

the low absorptive capacity of the economy for these 

expenditures. Mr. Knauerhase stated that: 

Modern medical science is highly capital intensive 
and requires well-trained professional and technical 
manpower that is unavailable in the Kingdom. In 
Saudi Arabia even the lowliest janitor must first be 
trained to appreciate the need for absolute clean
liness before he can be trusted to perform his job 
well. Thus, the real reason for the relatively 
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slow growth of public-health services is a reflec
tion of the constraints to which that sector of the 
economy is subject—constraints that cannot be 
changed without prior social change.^ 

Mr, Knauerhase has also argued that, as is the case in 

education, much of the basic structure of infirmaries and 

hospitals has been built, but providing "the qualified per

sonnel to supply the required services is a slower process 

than erecting buildings and stocking them with medications 

and equipment. There is an acute shortage of nurses and 

physicians." 

Evidence of the Saudi Economy's Limited 
Absorptive Capacity 

The fact that the Saudi government since 19 60 has 

not been able to spend domestically all its revenues has 

often been cited as evidence that the absorptive capacity 

of the Saudi economy is limited. This section attempts to 

analyze this contention in the light of the discussion of 

absorptive capacity presented in Chapter II. 

Actual vs. Planned Expenditures 

It was mentioned earlier that there are no detailed 

statistics on actual government expenditures. The only 

source of actual public spending is a short statement con

cerning the government cash flows which appeared in the 

Annual Report of SAMA. Table 14 presents actual and 

planned expenditures for the physical infrastructure 

projects from 1963/64 to 1973/74. 
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TABLE 14 

ACTUAL AND ALLOCATED PROJECT EXPENDITURES 
(MILLION SAUDI RIYALS) 

Year Allocated Actual (2) as % 
(1) (2) of (1) 

1963/64 

1964/65 

1965/66 

1966/67 

1967/68 

1968/69 

1969/70 

1970/71 

1971/72 

1972/73 

1973/74 

SOURCES: 

550.0 

762.0 

1,402.0 

1,717.0 

2,147.0 

2,570.0 

2,682.0 

2,596.0 

5,036.0 

6,718.0 

14,263.0 

1963/64 to 

263.0 

363.0 

734.0 

788.0 

1,704.0 

1,860.0 

2,163.0 

2,273.0 

3,378.0 

4,178.0 

10,253.0 

1969/70: SAMA, 

47.8 

47.6 

52.4 

45.9 

79.4 

72.4 

80.6 

87.6 

67.0 

62.2 

71.9 

Annual Report, 
(Jeddah, 1972), p. 39; 1970/71 to 1973/74: Ibid., (Jeddah, 
1975), p. 50. 



155 

It is evident from the table that actual public 

expenditures lag behind planned targets. From 196 3/64 to 

1973/74 the government allocated 40,443 million Saudi 

riyals for developmental projects, but only 27,957 million 

Saudi riyals, or about 70 percent of the total amount, 

were actually spent. In not a single year of the eleven-

year period under discussion did actual expenditures come 

close to the planned targets. The implementation rate, 

measured in terms of realized expenditures as a percentage 

of planned expenditures,fluctuated between 87.6 percent 

in 1970/71 and 45.9 in 1966/67. 

The ability of the Saudi government to spend only a 

fraction of its revenue for developmental purposes was 

also cited as a possible explanation for the rise of the 

country's gold, foreign exchange holdings, and investment 

abroad. From 1964/65 to 1974/75 gold, foreign exchange 

holdings, and investment abroad grew from 2,987 million 

Saudi riyals to 77,773 million Saudi riyals (see Table 15). 

However, the fact that actual public spending fell 

short of planned targets does not necessarily mean that the 

absorptive capacity of the economy as a whole is indeed 

limited. The inability of the implementing agencies to 

execute the projects entrusted to them may reflect more 

social, human, and institutional problems than lack of 

ample investment projects that yield an acceptable rate of 

return. Government investment decisions offer the 
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TABLE 15 

GOLD, FOREIGN EXCHANGE RESERVES, AND INVEST
MENTS ABROAD, (MILLION SAUDI RIYALS) 

Year 

1964/65 

1965/66 

1966/67 

1967/68 

1968/69 

1969/70 

1970/71 

1971/72 

1972/73 

1973/74 

1974/75 

SOURCE: 

Gold* 

350 

349 

349 

349 

574 

574 

574 

574 

574 

546 

546 

SAMA, 

Foreign 
Exchange 

2,536 

2,971 

3,463 

3,222 

2,900 

2,242 

2,909 

5,515 

10,833 

13,094 

51,234 

Annual Report, 

Invest
ment** 

101 

237 

414 

755 

687 

691 

785 

764 

983 

2,293 

25,992 

(Jeddah, 1975) p 

Total 

2,987 

3,557 

4,226 

4,326 

4,161 

3,507 

4,268 

6,853 

12,390 

15,933 

77,773 

.. 103. 

*Including part of government's subscription to IMF 

**Including oil facilities lending to IMF. 
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best ground to support this contention. The writer was 

told by a Saudi government source that allocations for 

developmental purposes derive their justification from 

the country's physical needs for schools, hospitals, roads, 

etc. Under such circumstances, and given the wealth 

of the government derived from a national resource, i.e., 

petroleum, these projects are undertaken whether or not 

they meet the financial profitability criteria. No attempt 

has been made to use social rate of return or any other 

discount rate to rank these projects in terms of national 

profitability. 

Sectoral Absorptive Capacity 

It is widely suggested that absorptive capacity may 

vary between sectors and between projects within any one sector. 

That is, the limits of the ability to make efficient use 

of available financial resources and capital equipment 

may apply only to particular sectors of the economy, while 

other sectors and projects may remain able to absorb more 

capital than what has been allocated to them. This may 

be so because the absorptive capacity of any one sector 

or project depends, among other things, on the availability 

of some specific complementary inputs. In this sense, the 

absorptive capacity for sectors or projects which require 

minimum amounts of the specific complementary factors is 

assumed to be higher than the absorptive capacity for 
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sectors and projects that require large amounts of the 

specific complementary factors which are in short supply. 

For example, absorptive capacity for health projects may 

be low while the absorptive capacity for housing projects 

may still exceed the volume of investment taking place in 

this sector. Indeed, modern medical science requires 

well-trained professional and technical manpower that 

is not easy to obtain while housing construction is a 

sector in which complementary factors are more easily 

obtained. 

Housing in Saudi Arabia may be the most neglected 

sector in the social-physical infrastructure projects 

aimed at improving the quality of life of the population. 

Housing construction has been mainly a private undertaking. 

During the 1960's and early in the 19 70's public appro

priations for housing were kept to a minimal amount. 

Government participation in this area was limited to formu

lating policies aimed at mobilizing private saving for real 

estate development and housing construction and encouraging 
7 

the private sector to undertake their abilities. It is 

believed that housing units constructed during that period 

were far fewer than the new family units which were 

formed in the same period. During 19 75, housing in major 

cities became high priced. Rent for an unfurnished 

apartment suitable for a family of four may run more than 
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$400 per month. The government has recently stepped in 

and taken some measures to ease the problem by establish

ing institutions providing for the granting of medium 

and long-term loans to individuals to build their own 

homes and to private firms to build for commercial pur-
o 

poses. Given the abundance of financial resources 

available to the country, the low quality of the old 

housing units, and the country's physical needs in this 

area, it is anticipated that housing requirements demand 

a decade of major building programs which, of course, will 

absorb large amounts of investment. 

A closer look at Table 14 suggests that as a percen

tage of allocated funds, actual expenditures displayed 

marked variation. The immediate question that poses itself 

is what factors are responsible for this variation? The 

answer to this question is important because it may shed 

some light on the determinants of actual public expendi

tures in Saudi Arabia. No attempt has been made in this 

study to offer a complete answer to this question. The 

absence of a detailed record on actual public expenditures 

in the country deprives one of the opportunity to objec

tively explore answers to this question. 

An Evaluation of Development Planning 

This section presents a brief and critical analysis 

of the policies and objectives of development planning in 
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Saudi Arabia, It will draw heavily upon the first five-

year plan document covering the period 1970-75, the 

general pattern of the government's budget, and the writer's 

experience and familiarity with the Saudi situation. A 

closer examination of these documents reveals the follow

ing points: 

1. The general objectives of the plan were presented in 

a manner reflecting its broad purposes and these pur

poses were broken down into more specific policies 

which were then expressed in quantitative targets. 

Three levels, i.e., objectives, policies, and targets, 

were related to a definite period within which the 

plan was to be implemented. 

2. The attainment of higher living standards, and the 

reduction of the economy's dependence on oil have 

received considerable emphasis. Raising the living 

standards and welfare of the people is a universal 

objective of development everywhere and does not 

require justification. Diversifying sources of 

national income and reducing dependence on oil are 

defended on the grounds that oil is a non-renewable 

resource and only through a policy of diversification 

of the sources of income can Saudi Arabia hope to main

tain its high national income beyond the period of 

high oil exports. These two points, i.e., raising 

c 
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living standards and diversification policy, are 

therefore highly relevant and commendable. 

3. The development plan document and the government's 

budget document do not reveal information concerning 

the general allocative decisions confronting Saudi 

Arabia (such as those outlined in Chapter II). Without 

this information it is difficult for one to fully ana

lyze the plan's consistency or inconsistency with the 

conceptual framework formulated for the study. However, 

one must not overlook that the large flows of financial 

capital now available to Saudi Arabia, which brought 

these allocative decisions into the forefront, are very 

recent and were not anticipated at the time of the 

preparation of the first five-year plan. 

4. It is evident from Table 8 that the plan is merely a 

government investment program rather than a compre

hensive development plan, since it did not attempt to 

project private investment. This does not mean that 

the private sector was considered unimportant. To 

the contrary, the plan has stressed the country's 

commitment to a free economy, and it is the plan's 

objective "to encourage the private sector to 

increase its productivity and to participate as much 

as possible in the process of development."^ 

5. Although the plan recognized the "importance of human 

resources development, it failed to develop its 



162 

analysis in terms of a more comprehensive population 

policy. As indicated in Chapter III, the rate of 

population growth was excessive and would probably 

accelerate, and the policy of development should 

account for the long-run implications of these trends. 

Four important implications can be cited here. First, 

a high rate of growth of population reduces the pace 

of increase in per capita income since population is 

the divisor in the per capita income equation. Second, 

a high population growth rate results in high depen

dency ratio which adversely affects the rate and 

volume of savings. Third, higher fertility levels 

intensify the social and economic problems of unem

ployment and underemployment. Fourth, population 

growth requires that a large portion of public spend

ing be allocated to education, health, and other social 

services. 

6. As for manpower requirements, the plan included projec

tions that the demand for professional, skilled and 

semi-skilled workers would exceed the domestic supply 

during the plan period. The educational and training 

facilities within the country were expected to supply 

only about one-fourth of the skills required. However, 

the plan has anticipated a large increase in the growth 

rate of education from an average"of 7.9 percent at 
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the beginning of the plan period to 19 percent at the 

end of the plan period. This high projected growth 

rate may reflect the fact that Saudi Arabia has a 

rather small base of skilled labor in almost all 

fields. The magnitude of the problem is placed into 

perspective by the large number of imported labor 

from abroad (about three-fourths of the total skills 

supply). To overcome the problem, the plan's overall 

objective is the "expansion of opportunities for 

education of all levels to provide the capability 

at each level of accepting all qualified graduates 
10 

from subordinate levels who seeks enrollment." 

However, increasing the level of education is a 

social as well as an economic problem. As was discussed 

in Chapter III, the need for education has met with 

some indifference on the part of a considerable por

tion of the population. This is so because it has not 

been a tradition in the society to give children a 

secular education. The study of Arabic, the Koran, 

and other Islamic doctrines are the most desirable 

sources of learning for the conservative Saudi. There

fore, raising the educational level of the population 

may involve more than building schools and hiring 

teachers; before that task can be accomplished,atti

tudes toward education must be changed. 



164 

Furthermore, the lack of teachers and administrators 

has been a major bottleneck in the expansion of educa

tion in Saudi Arabia. The country has relied heavily 

on foreigners to meet the demand for teachers. In 

1972/73, there were 15,380 elementary school teachers 

in the country and 6,989 of them were non-Saudis. At 

higher levels of education, the ratio of non-Saudi 

teachers was higher. In 19 72/73, there were 9 38 

secondary school teachers in the country and 799 of 

• 11 them were non-Saudis. 

7. There is nothing in the plan which reveals concern 

for economic integration and coordination among Arab 

states. This is a highly relevant issue which should 

be emphasized especially at the sectoral level. At 

least three economic arguments can be made for a 

policy of economic integration among Arab states. 

First, one of the basic limitations to development is 

the narrowness of the domestic market. The domestic 

market in Saudi Arabia is so small that it does not 

permit the establishment of the efficient size of 

plant for a number of industries. Since the possi

bilities for competition in the international market 

are very limited for the infant industries of the less 

developed world, regional cooperation among Arab 

states enlarges the market and thus induces industri

alization. Second, there is a factoral imbalance 
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among Arab states. In the scarcely populated states 

such as Libya, Kuwait, United Arab Emirates, and 

Saudi Arabia, capital, for a number of years, has 

not been a limiting factor, but these countries suffer 

from an acute shortage of skilled labor. The rest 

of the Arab states, on the other hand, have less 

capital but relatively more educated population. 

Economic integration can offer the region an oppor

tunity for factor mobility,thus contributing to the 

efficient use of both labor and capital. Third, 

economic cooperation among the Arab oil-producing 

states appears to be highly desirable. These countries 

are rapidly developing petrochemical and energy-based 

industries whose products are primarily oriented 

toward the international market. Certainly, the 

orderly development of these industries requires 

planning and coordination in order to prevent dupli

cation and waste and to assure, through programming 

of production, stable prices for these products in 

the world market. In view of these comments, some 

type of economic cooperation in the region is highly 

desirable, and its neglect in the development plan 

was a serious defect. 

The remaining part of this section will be devoted 

to evaluate the procedures pursued in the distribution of 
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the available funds among the different sectors, the 

system of priorities involved, and the base for the pro

jected growth rates targets. 

First, it appears that the planners have concentrated 

on the financial aspects of planning. The financial 

resources that would be available during the period of 

the plan were first projected; allocations were then dis

tributed among the different sectors. There was little 

physical planning to determine the quantity and quality 

of physical resources that would be at the economy's 

disposal during the period of the plan. Without physical 

planning, there was no assurance that the plan could be 

implemented, since financial allocations alone cannot 

remove the inelasticities of supply of other factors. In 

the absence of physical planning higher costs and general 

inflationary pressures are possible consequences. 

Second, as for the reasons for project allocations, 

the plan gave no explanation, but on the basis of the 

writer's experience, it is not unreasonable to assume that 

the plan was formed along the follov/ing lines. Projects are 

selected by the individual ministries and departments on the 

basis of specialized functions. Then each ministry and 

department submits its plan to the CPO. Added together, the 

projects proposed by the various ministries and departments 

may require larger amounts of funds than projected to be 
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available during the plan period. Therefore, some projects 

must be cut. The decisions on which projects to cut and 

which to emphasize appear to be based not on methods of 

social benefit-costs analysis but on the basis of a 

general outlook of the planners to economic development. 

In view of the above discussion, the immediate 

question one may ask is whether or not this general out

look meets the requirements of sound economic policy. 

This question may best be answered if one examines the 

distribution of funds within each sector. In the indus

trial sector, for instance, the plan allocated nearly 85 

percent of industrial investment to energy-based indus-
12 

tries. The top priority given within the industrial 

sector to the encouragement of such industries makes 

sense; for Saudi Arabia has comparative advantage with 

respect to these industries due to the availability of 

cheap raw materials. 

In conclusion, the analysis presented above indicates 

that the procedure pursued in allocating the financial 

resources among the various sectors may be summed up as 

follows: A given rate of growth of GDP is decided upon. 

The choice of this rate is based on the projected size of 

the funds that would be available during the plan period, 

and on previous records of the growth rates of GDP. The 

planners then adjust the growth rate of each sector in the 
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light of previous experience and future trends, the general 

requirements of balance between the various sectors, and 

their own preference with respect to the desirable course 

of development. The sectoral growth rates are, of course, 

adjusted in such a manner as to produce the already 

decided rate of growth of GDP. No econometric studies 

were undertaken to determine price and income elasticities 

of demand for even the most important products in each 

sector, and no methods of social benefit-cost analysis 

were employed in the selection of development projects. 

Instead, vague phrases are used to justify the financial 

allocations. Statements such as "increases in agricul

tural production tend to increase employment in other 

sectors, as the agricultural output is transported, 

13 processed, and marketed" are widely repeated in the plan. 

However, at this stage of development, when experi

ence with planning is limited, and data are quantitatively 

insufficient and qualitatively questionable, the procedure 

pursued by the planner in allocating investible funds may 

be adequate provided that the general outlook of the 

planner truly reflects present as well as future prospects, 

opportunities, and obstacles confronting the country. 
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Increasing Aggregate Absorptive Capacity 

This study has made an explicit analysis of the 

main categories of constraints affecting the productive 

use of financial resources available to the country. 

Three broad categories may be distinguished: (1) shortage 

of skilled labor and managerial talent; (2) inadequate 

physical infrastructure; and (3) inappropriate socio-

cultural attitudes and institutions. The study also 

suggests that there would be deliberate policies toward 

the crucial task of improving the absorptive capacity of 

the economy. This section shows that some internal policy 

measures can be adequately used to relieve specific con

straints. 

As far as shortage of skills and management is con

cerned, internal policy measures can be tailored to assist 

in the organization of manpower. This involves two main 

categories: (1) skilled labor requiring primary education 

or intermediate education followed by a reasonable period 

of special training in vocational schools or apprentice

ship, and (2) managers and operational personnel whose 

occupations call primarily for secondary school or higher 

education. Semi-skilled laborers are not much of a problem 

as their skills can be acquired on the job within a short-

period training. 

The development of human resources is not an easy 

task because of the long gestation period involved. 
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Primary education takes an average of six years, inter

mediate and secondary education another six years, and 

higher education, four years. The establishment and 

building of the education facilities and the training of 

the teachers also require additional time. Private 

institutions and individual enterprises can play an 

important role in skill building, particularly through 

training services which fall outside of the formal 

education system. It should be the government's policy 

to encourage these types of activities. On-the-job train

ing facilities also reduce the need for training facilities 

for the government to establish. 

So long as education and training facilities cannot 

be established overnight, and skill building is not a 

quick process, it is expedient to adopt a liberal policy 

toward immigration of skilled labor and managers. In 

essence, the rationale for a liberal policy of labor 

importation arises from two constraint categories. One 

is for the upgrading and complementing of local human 

resources, since it takes many years to overcome the lack 

of knowledge, skills, managerial experience, and achieve

ment motivation. The other relates to the task of planning 

and implementation which requires highly qualified experts. 

The latter category may be an enduring one because those 
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constraints may arise again and again as long as the 

scarcity of local skills is not eliminated. 

In brief, the analysis above suggests that the 

absorptive capacity of the Saudi economy would increase 

if the supply of skilled labor and managerial talent is 

increased. Absorptive capacity would increase not only 

because more funds would be allocated for the development 

of human resources, but the scope for efficient use of 

capital would rise in the commodity sector as well. In 

other words, if skills necessary for development are made 

available, the absorptive capacity of directly productive 

activities would be increased. To this end, two policy 

measures are of particular importance for the Saudi 

Arabian planners to employ: (1) a "big push" investment 

program on the educational and training front, and (2) a 

liberal policy toward immigration of scientists and 

technicians. 

To grasp the effects of increasing the supply of 

skilled labor on the economy is not difficult. Assuming 

capital is unlimited, the rate of growth of the Saudi 

Arabian economy or its ability to make efficient use of 

financial resources may be said to depend heavily on 

manpower and skills available. In other words, it is the 

availability of skills that permits a rapid increase in 

the rate of capital formation. 



172 

Figure 3 displays the familiar schedule of marginal 

efficiency of capital. The amount of capital invested is 

measured along the horizontal axis and the expected rate 

of return along the vertical axis. The marginal rate of 

return viewed in terms of national financial profitability 

(social rate of return) that the aggregate investment pro

grams should meet is represented by r. This rate reflects 

the minimum acceptable rate of return from the society's 

point of view according to a national financial profita

bility criterion. The selection of the social rate of 

return is a matter of political decision depending on the 

priorities and utility functions of the decision-makers. 

However, it has been suggested that the social rate of 

return should in all cases cover the financial cost of 

long-term capital. The implementation of a project whose 

financial rate of return falls short of the cost of capital 

would reduce national income and run against the efficient 

use of capital. At the same time, the selection of a rate 

of return exceeding the cost of capital would result in a 

deliberate and unwarranted elimination of some projects and 

thus seriously restrict the potential of the economy to 

grow over time at a more rapid rate. 

The line C, which for simplicity is assumed to be 

linear, is the productivity curve before measures are 
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Fig. 3.—The Increase in Absorptive Capacity 

undertaken to improve the quality and increase the supply 

of manpower and skills required. The amount of capital 

that, under such circumstances, can be productively 

absorbed is indicated by OD. Effective policy measures 

undertaken to eliminate certain absorptive capacity con

straints result in an upward shift of the productivity 

curve to C and thus increase capital absorptive capacity 

by volume DE. The slope of the curve express the decreas

ing return hypothesis. 

The preceding analysis shows that a country like 

Saudi Arabia, where capital is relatively abundant and 
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skilled labor is limited, ought to make large investments 

in the development of human resources. From a purely 

economic point of view, some measures of "big push" on 

the education and training front and a liberal policy 

toward immigration of scientists and technicians will 

likely result in a combination of technological progress 

and capital formation that will raise per capita produc

tivity. In this sense, the rate of growth of national 

product depends crucially on the change in the supply of 

skills provided at home and obtained from abroad. Alge

braically, the analysis can be summarized by using the 

following terms: 

Y = Gross National Product 

K = Capital Stock 

I = Gross Investment 

L = the Stock of Skills 

Y 
^ = a = Output - Capital ratio 
K 

^ = 3 = Capital = Labor ratio 
L 

Y = aK 

K = 3L 

AK = I = 3AL 

AY = al = aAK = a3AL 

AY = a3AL 
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In this veiry simplified analysis, the rate of growth 

of the economy depends on the rate of change in the supply 

of skilled labor. Given that the educational and training 

facilities are inadequate to provide skills required for 

different productive activities, a liberal policy toward 

importation of foreign skills becomes vital to increasing 

capital absorptive capacity. Foreign technicians affect 

capital absorptive capacity directly in the sense that a 

number of investments are simply not feasible unless 

certain skills are obtained from abroad. 

In the analysis of Figure 3 above, the employment of 

foreign technicians increases the supply of labor and thus 

permits a more rapid increase in capital formation which 

causes an upward move of the productivity curve. If, on 

the other hand, the supply of labor is not augmented through 

importation of foreign skills, it can grow only as fast 

as the rate of output of the system of formal and informal 

education and training can allow. And, of course, if the 

economy is left to grow on this basis, the productivity 

curve may shift over time at a slower pace than would have 

taken place if the supply of labor were supplemented by 

foreign technicians. This amounts to saying that, at least 

in the short run, national income is bound to be smaller 

than what it would have been if the supply of labor were 

supplemented by foreign skills. The employment of foreign 
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technicians and scientists is very important not only 

because it brings about an immediate rise in gross domestic 

product, but also because an enormous "big push" on the 

education front requires importation of teachers—a matter 

of utmost importance to the future of the economy. 

Lack of skills and illiterate population may be the 

most serious constraints on future growth and development. 

However, investment aimed at improving the quality of 

human resources is not a quick process. Such a develop

ment strategy would increase absorptive capacity in the 

long run. In the short run, absorptive capacity is deter

mined by the extent to which the scarcity of various grades 

of management and skills can be overcome by augmenting 

their supply through efficient utilization of the existing 

stock and through importation. Most projects require a 

two to five year period to complete. Foreign technicians 

could be entrusted with the task of constructing the desired 

projects. The gestation period should then be used to train 

and develop domestic talent and skills that would success

fully run these projects once completed. In the long run, 

heavy reliance on foreign labor to design and execute 

developmental projects must, of course, be reduced. 

The examination of the nature of development planning 

activities and expenditure patterns in Saudi Arabia in 

recent years provided here indicates that the aspects of 
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an appropriate development strategy for that country 

(given its unusual circumstances and the nature of its 

assumed societal development goals) which were delineated 

in Chapter II were only partially addressed. Again, this 

could be expected since Saudi Arabia lacked the experience 

and particular types of resources and institutions required 

for relatively comprehensive economic development planning 

and since the relatively large flows of financial resources 

not available had not yet begun when the first plan was 

undertaken. Those aspects and considerations, however, 

can be addressed in current and future governmental 

economic development efforts. 
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CHAPTER VII 

SUMMARY 

Saudi Arabia is an underdeveloped country which very 

recently in its history began to receive relatively large 

flows of foreign exchange, primarily from the sale of 

government owned petroleum. The receipt of fairly enor

mous amounts of financial capital by the government of a 

less developed country is a highly atypical situation 

which provides an unusual economic development challenge. 

Saudi Arabia seeks to become a society which has 

and benefits from a much more highly developed economy, an 

economy characterized by the more desirable attributes of 

a modern private enterprise system. Although the large 

financial capital inflows have reduced scarcity, they have 

not banished it. The inflows of financial capital do not 

automatically lead to processes of economic development 

which are as rapid and efficient as desired, or to economic 

characteristics significantly consistent with those sought. 

This is due in large part to the underdeveloped nature of 

the economy which constrains its ability to absorb develop

ment expenditures of a desired extent in a non-wasteful 

fashion. 

179 



180 

The general problem posed by this situation is the 

identification of a strategy which takes absorptive capacity 

into account in the pursuit of efficient and effective 

economic development. This study involved examination of 

associations between absorptive capacity matters and Saudi 

Arabian development strategy and was, thereby, addressed to 

that general area. 

The more particular objectives of the study were 

threefold: (a) the formulation and articulation of some of 

the basic concepts associated with absorptive capacity 

useful for the consideration of an appropriate development 

strategy for Saudi Arabia (given the type of society which 

it was assumed it seeks to become), (b) the identification, 

in broad terms, of some of the major aspects of such 

strategy, and (c) an examination of the development planning 

and strategy of Saudi Arabia in recent years as indicated by 

its first development plan (roughly covering the period of 

1970-75) and by the general patterns of governmental expen

ditures budgeted for that period. (The second plan has not 

yet been released for public analysis.) 

The three objectives were addressed by identifying 

major aspects of the setting of the problem (Chapter I); 

the presentation of a set of absorptive capacity concepts 

and considerations (Chapter II); the provision of informa

tion concerning the social institutions and human resources 
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of Saudi Arabia (Chapter III), the structure of its economy 

and its general financial and monetary policies before the 

current situation of large petroleum revenues (Chapter IV); 

the role and history of development planning in Saudi 

Arabia (Chapter V); and examination of the development 

strategy of recent years through an analysis of the charac

teristics of the first development plan and national 

budget patterns (Chapter VI). 

Absorptive Capacity and Development Strategy 

Chapter I demonstrated that absorptive capacity con

cepts and conditions are of fundamental significance to 

consideration of development strategy and that absorptive 

capacity conditions have multiple important dimensions. 

Literature on economic development is generally concerned 

with three major approaches to the study of absorptive 

capacity: one is the two-gap approach, a second is the 

capital-output approach, and a third is the marginal rate 

of return approach. While these approaches are useful for 

many LDC's, they are of limited value in the case of Saudi 

Arabia. 

An economic development strategy for Saudi Arabia 

should include the following absorptive capacity considera

tions : 

1. The strategy should take into account the multiple 
dimensions and types of constraints to absorptive 
capacity. 
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2. The Saudi Arabian situation and development goals 
indicate that the strategy incorporate movement 
to an economic system employing modern capital 
intensive, labor saving production processes. 

3. The strategy should include the conscious con
sideration of alternative sets of investment 
opportunities available to Saudi Arabia. 

4. The strategy should include initially the use of 
relatively comprehensive planning, the particular 
characteristics of which would be compatible 
with the particular goals and circumstances of 
Saudi Arabia. 

5. The strategy should proceed from a perspective 
which adequately recognizes and takes into account 
the interrelationships with economic development 
activities and the pursuit of other social goals. 

6. The strategy should recognize the importance of 
providing efficient combinations of types of 
real capital and efficient combinations of types 
of infrastructure in the context of efficient 
sequencing of development investment expenditures. 

Social Institutions and Human Resources 

in Saudi Arabia 

Saudi Arabia has traditionally faced, and still faces, 

a complex set of cultural, social, and institutional rela

tionships that impedes the optimal utilization of existing 

resources and the development of new resources. In addi

tion to a low literacy level among its population, the 

nation's educational institutions and programs are inade

quate. Health care and health services are also very 

limited. And the nature of Saudi Arabia's nomadic groups 

is not conducive to the nation's development. 



183 

It appears that human and social factors represent 

the greatest barriers to economic development in Saudi 

Arabia. 

The Structure of the Saudi Arabian Economy 

Prior to the discovery of oil, Saudi Arabia's 

economy was highly undeveloped. The nation's income was 

small, and its developmental base was limited. However, 

one major obstacle to development, the shortage of capital, 

was eliminated with the discovery of oil and the subsequent 

development of the oil industry. 

While the shortage of capital in the pre-oil Saudi 

Arabian economy was a major constraint on economic growth, 

the capital shortage was a symptom of a much greater prob

lem. The infusion of large amounts of capital into Saudi 

Arabia's traditional social and financial institutions 

resulted in very little sustained growth in non-oil sec

tors. It seems evident that the nation's social and 

economic structures simply could not change fast enough to 

permit the economy to absorb the large amounts of capital 

made available through oil revenues. 

Formal Economic Planning in Saudi Arabia 

Prior to 1960, there was very little formal economic 

planning in Saudi Arabia. However, in the early 1960's 

the nation began to employ deliberate policies and plans to 



184 

achieve social and economic development. Initially, 

planning efforts were not clearly defined, and they were 

poorly organized. Continued efforts, however, resulted in 

the nation's first five-year economic development plan, 

covering the 1970-1975 period. 

Saudi Arabia's economic planners have just prepared 

a second five-year plan. Since the contents of this plan 

have not been released, it was not possible to include its 

evaluation in this study. 

An Analysis of Recent Development Planning 

in Saudi Arabia 

The performance record of economic planning in Saudi 

Arabia reveals major shortcomings. Throughout the period 

under study, there was little change in the structure of 

the nation's production. The oil sector continued by a 

large margin to be the chief source of national income. 

While oil revenues have increased the national income of 

Saudi Arabia, these revenues are nothing more than claims 

on the rest of the world. These revenues, in and of them

selves, have no impact on economic development unless they 

are utilized in a manner contributing to development. Only 

through careful planning efforts can oil revenues be con

verted into real development. 

Over the eleven-year period under study, actual 

public expenditures fell short of planned targets in every 
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single year. While this may be an indication of the limited 

absorptive capacity of the Saudi Arabian economy, it does 

not necessarily mean that the absorptive capacity of the 

economy as a whole is limited. Simply to attribute a 

failure to realize planned targets to limited absorptive 

capacity is not informative. 

The scarcity of managerial, technical, and vocational 

skills, along with a complex set of socio-cultural and 

institutional factors represent significant constraints to 

economic development. Specific policy measures can be used 

to relieve constraints, thereby increasing aggregate absorp

tive capacity and paving the way toward greater real 

development. The effectiveness and efficiency of these 

measures can be enhanced by their incorporation within a 

strategy of development which includes adequate attention 

to the absorptive capacity considerations identified in 

this study. 

•np^HMBHrv 
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APPENDIX A 

THE "TWO-GAP" APPROACH TO DEVELOPMENT 

The concept of absorptive capacity has been primarily 

developed and employed as one of three approaches which 

can be used to determine the amount of foreign capital that 

can be productively absorbed. The other two approaches are 

the "saving-investment gap" approach, and the "foreign 

exchange earning-expenditure gap" approach. These two 

approaches have received an extensive and detailed analy

sis by development economists. 

A simple macro-economic accounting definition shows 

that goods and services which are put to use stem from 

domestic output (Y) and imports of goods and services (M). 

They are used for consumption (C), investment (I), and 

exports (X). Thus, 

Y + M = C + I + X 

(1) o r Y = C + I + X - M 

Domestic output generates income that can be either 

consumed (C) or saved (S) 

(2) Y = C + S . 
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It follows from (1) and (2) that 

C + S = C + I + X - M 

(3) o r I = S + M - X . 

Equation (3) indicates that investment must be financed 

out of savings plus net capital inflow (M - X). It also 

means that 

I - S = M - X . 

However, this equality may be an ex-post situation. 

An ex-ante situation may reveal that the two-gaps do not 

coincide. The saving gap (I - S) refers to a shortage of 

domestic savings (S) as compared to planned investment (I), 

while the trade gap indicates a shortage of foreign 

exchange required to purchase the capital goods incorpor

ated in (I) which are not locally available. The ex-ante 

inequality between the two gaps stems from structural 

rigidities in the short-run substitutionability of domes

tic and foreign resources. 

A model known as the "two-gap" model was developed 

by Chenery and others to account for the factors influenc-

2 
ing the occurrence of these two gaps. What follows is a 

brief presentation of the most important contents of the 

model. Variables and parameters used in the model are as 

follows: 
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Variables 

Y Gross National Product 

I Gross Investment 

S Gross Domestic Savings 

K, Domestic Capital 

K^ Imported Capital 

X Exports 

M Imports 

F Inflow of Foreign Capital 

Parameters 

a Rate of Change in K, 

3 Rate of Change in K^ 

s Marginal Saving Rate 

X Rate of Growth of Exports 

f Ratio of Foreign Capital Inflow to GNP (F/Y) 

The "Two-Gap" Model 

A concise exposition of the theory underlying 

Chenery's two-gap analysis has been presented in an article 

3 

by Ronald McKinnon. This theoretical analysis of the two-

gap limitations is footnoted in all of Chenery's later 

work, and appears to have been adopted as the theoretical 

basis for all the subsequent application of the two-gap 

approach. 
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McKinnon starts by making explicit the production 

function which Chenery uses as an emplicit in all of his 

papers. The function is: 

(4) Y = g(aK^, 3K^) 

Imported capital goods, K^, is treated as a separate 

factor of production. This separation is based on the 

assumption of zero elasticity of substitution between 

foreign and domestic inputs in the short run. The iso-

product curves of the production function would look like 

those in Figure 4 where movement from point A to point B 

on the efficient expansion path would increase productive 

capacity by AY = Y„ - Y, . 

AK 
d̂ ' K. A 

Fig. 4.—The Fixed-Coefficient 
Production Function 
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This increase in capacity would require increases in both 

Kd and Kf, where 

AK. = i AY a a 

AK^ = I AY 

Since investment is a change in capital stock (ignoring 

depreciation), total investment necessary to move an 

economy from A to B in Figure 1 would be 

I = iK^ + AK^ = (i+ I )AY 

Solving for AY gives an expression for increases in capa

city obtained from increases in capital stock along the 

efficient expansion path. 

AY = J j- I = al 

a "̂  3" 

where a = i + i 
a B 

'»«!••». la.U •! y 



198 

The Saving Limit 

The model is based on the Harrod-Domar Assumption 

that savings is a constant proportion of income; i.e.. 

S = sY 

Another assumption is that savings equals investment in 

every time period. These assumptions result in the equa

tion that determines the warranted growth rate: 

AY = al = asY 

AY 
(5) -^ = OS (savings limited growth rate). 

The Trade Limit: 

As in the Harrod model the warranted growth rate 

(as) might be unattainable. If there are insufficient 

exports in any given year, then in the absence of foreign 

aid, the required increase in imported capital stocks 

(AK^) could not be obtained. Meanwhile domestic capital 

would be piling up unused, because the production function 

of the two-gap model implies zero substitutability between 

types of capital stock. 

Exports are assumed to be proportional to output; 

i.e., 

X = xY. 



199 

For growth to proceed unconstrained at the rate as, x 

must be large enough. The condition is 

X > AK^ where X = xY _ ^..^ 

AK^ = i AY 

Thus 

xY > - AY where AY = asY 

X must be large enough to fulfill the condition 

(6) X > -5- or 3x > as 
— p — 

These expressions are equivalent to and derived from the 

observation that exports must finance required capital 

imports. But the fact is that exports might not be suf

ficient to finance these necessary imports. That is, 

as 
X might be less than -r- . The growth rate of the economy 

p 

in this case will be restricted by the imports it does 

obtain so that the increase in imported capital will be 

AK^ = X = xY 
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But the increase in Y from any AK is 

AY = 3AK^ 

AY = 3xY 

AY 
("7) -rp = 3x (trade limited growth rate) 

Thus, there are two possible rates of growth for an 

economy with the production function expressed in equation 

(4). If exports are sufficient to finance required imports, 

i.e., if (6) holds, then the warranted growth rate as, will 

obtain. On the other hand, if exports are insufficient to 

finance the required AK^, i.e., when 3x < as in contrast 

to (6) , then the growth rate 3x will obtain. If the growth 

rate is designated as r, then 

(8) r = g(3x, as). 

Foreign capital inflow can be incorporated into the 

model which will directly add to an economy's resources, 

by the identities: 

M = X + F 

I = S + F 



Dividing by Y and letting s 

gives 
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S X . ̂  F 
Y' ^ = Y' ^^^ Y 

M ^ X F 
Y Y Y = X + f 

I _ S F 
Y - Y •" Y = ^ •" ^ 

Thus when foreign capital is available to an economy, 

X and s in equation (8) will be replaced by x + f and 

s + f to give: 

(9) r = g 3 (x + f) , a(s + f) 

Chenery has co-authored several papers applying this 

model to predict foreign aid required to maintain desired 

income levels, rather than the growth rate obtainable from 

any given amount of foreign aid. For any given Y the 

required F is determined either by the saving gap (I - S ) 

or the trade gap (M - X ) where I and M are the amounts 
^ ^ max 

of investment and imports respectively necessary for pro

duction of output Y while S and X .„ are the domestic 

^ max max 

resources which might potentially be available to cover 

needed inputs. In order to predict the two gaps, Chenery 

needed estimates of the production function parameters and 

the maximum average propensity to save. 
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The Limit on the Ability to Invest 

The discussion thus far has concentrated on the 

presentation of the two-gap model. As a third approach 

to estimating foreign aid requirements, the limit on the 

ability to invest is introduced "to reflect the widely-

held view that absorptive capacity for additional 

investment in any period is limited by the supply of com

plementary inputs, which can only be increased as a result 

of the development process." This concept is mathemati

cally expressed in the following equation: 

It 1 (1 + ^'Vi 

The parameter, v, is referred to by Chenery as the "skill-

limited growth." It indicates "the skill formation 

required of managers, skilled labor, and civil servants in 

5 
order to increase productive investment." Absorptive 

capacity, in this context, is viewed as a performance 

factor. In other words, if absorptive capacity is increas

ing through time, it can be regarded as indication of the 

improved economic performance of the country concerned, and 

of its ability to make better use of capital from abroad. 
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Notes 

Irma Adelman and H. B. Chenery, "Foreign Aid and 
Economic Development: The Case of Greece," The Review of 
Economics and Statistics; 48 (Feb. 1966), pp. 1-19. 

2 
H. B. Chenery and A. Strout, "Foreign Assistance 

and Economic Development," American Economic Review, 56 
(September 1966), pp. 679-733. 

3 Ronald McKinnon, "Foreign Exchange Constraints m 
Economic Development and Efficient Aid Allocation," 
Economic Journal, 74 (June 1964), pp. 388-403. 

4 
Chenery, op. cit., p. 6 86. 

^Ibid., p. 686. 
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APPENDIX B 

GENERAL APPROACH TO PROJECT EVALUATION 

SOCIAL BENEFIT-COST ANALYSIS 

Benefit-cost analysis is a practical way to assess 

the economic desirability of a project when investment 

is made in the present and benefits accrue in the future. 

In this sense, a project is defined as an investment when 

capital resources are expended to create benefits over an 

extended period of time. This section is devoted to a 

discussion of reasons for and difficulties encountered in 

formulating and employing benefit-cost analysis as a method 

of assessing the economic desirability of a full-range 

alternative investment project. Benefit-cost analysis 

involves choice which in turn implies maximization. Thus, 

the objective of such analysis can best be described as a 

maximization of the present value of all benefits less that 

of all costs, subject to any specific constraints. Major 

problems involved in formulating and employing such analy

sis are covered extensively in the economic literature and 

therefore only the principal characteristics are high

lighted here. 
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National Profitability vs. 
Commercial Profitability 

The case for using social benefit-cost analysis 

(national profitability) as distinguished from the pure 

profits and costs (commercial profitability) is based on 

the existence of substantial external effects resulting 

from undertaking investments having important repercus

sions on other sectors of the economy. The essence of 

social benefit-cost analysis is that it allows for not 

only direct but also indirect effects of the project. 

The commercial profitability approach is a quanti

tative method which uses cash-flow mechanism, allowing for 

only directly measurable effects (benefits and costs), but 

fails to reflect the total social gains and losses. Market 

prices are used to value the benefits and costs and the 

discount rate used to relate future benefits and costs to 

their present value is the market rate of interest. The 

commercial profitability method is concerned with money 

receipts the individual firm earns from the direct sale of 

the project's output, and money costs the firm is directly 

incurring. This method may be satisfactory from the view

point of the private investor when market values measure 

the private consumption gained or the opportunity cost of 

consumption foregone. However, there are many difficulties 

in actually calculating costs and returns. In comparing 

the output of several investments, the question immediately 
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arises regarding the prices that are to be used. That is, 

in calculating gross benefits should each unit of the 

output be valued at the price for which it is now sold in 

the market; or the price minus the taxes paid by consumers 

and producers; or the price for which the good can be 

imported (c.i.f.) or for which it could be exported (f.o.b); 

and, in the case of subsidized exports, is the appropriate 

price the one with or without the subsidy? If the invest

ment is to increase the supply of a good so that its price 

may decline, is the appropriate price the one before or 

after the decline? And if the price which is used is drawn 

from the international market, at what rate of exchange is 

the price to be converted into local currency? Similar 

questions arise in calculating the costs of an investment 

project. The value to the society of some of the factors 

and inputs used in the project may not be given by their 

price in the market. 

There are also objections to the use of a positive 

rate of discount to determine present day values, particu

larly in public investment. Objections to the use of the 

rate of discount often involve the contention that while 

individuals may discount future earnings, society need not 

place this same discounted value on future returns. Society 

as a whole has responsibility for future generations while 
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individuals need not necessarily take future generations 

into consideration. 

Furthermore, there are various effects of investments 

that have to be taken into account. These effects include 

external economies and diseconomies, the effects on regional 

income and on income distribution, the effects on population 

growth, and on attitudes. Some of the effects result in 

non-monetary returns which raise a moral objection against 

putting a monetary value on non-monetary benefits. For 

example, how does one evaluate the reduction in number of 

lives lost and in number of injuries by investing in road 

safety devices? 

These arguments may be used against adopting the rate 

of interest and prices prevailing in the market place 

because they fail to reflect the total social gains and 

losses. A methodology that can account for external effects 

and employ a discount rate and prices reflecting the 

interest of the society at large is needed. Social benefit-

cost analysis is the appropriate approach to meet these 

requirements. 

In social benefit-cost analysis a social discount 

rate and shadow prices rather than market interest rate 

and market prices are used because they tend to reflect 

better the real benefits of earnings and the real costs of 

expenditures to society than market prices and market 
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interest rates. The social benefit-cost approach does 

not subscribe to the idea that the direct market earnings 

and costs adequately measure social benefits and social 

costs. This approach purports to measure and quantify 

the external effects resulting from the investment 

projects. This statement, however, is not to suggest 

that all distortions in market prices and external effects 

can be adjusted for because some intangible effects, to 

be discussed later, cannot adequately be measured. 

In conclusion, social benefit-cost analysis uses 

cash flow mechanisms and calculates the present value, 

as in the commercial profitability approach, but with 

the following differences: 

1. The discount rate used is not the market 
interest rate but a social discount rate 
which is lower than the prevailing market 
interest rate in order to allow for the 
welfare of future generations.2 However, 
how much lower is a point of controversy 
among economists. This controversy will 
be later discussed in dealing with the 
appropriate social discount rate. 

2. All social benefits and costs, both tan
gible and intangible, must be accounted 
for and quantified as much as possible. 

3. Shadow prices rather than market prices 
are used as they reflect society's pref
erences and the relative scarcity of the 
various factors. 
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In view of the preceding discussion, three main dif

ficulties arise in the application of the social benefit-

cost approach. These difficulties are: 

1. How to develop the appropriate social dis
count rate 

2. How to account for the external effects, how 
to measure the intangible effects, and convert 
them into a common monetary yardstick, and 

3. How to establish a set of shadow prices that 
adequately reflect the interest of the 
society. 

Social Discount Rate 

Economists agree that the social discount rate must 

equate the "opportunity cost" to the society as the result 

of diverting resources from other alternative projects to 

the one to be undertaken. In more simple words, the project 

under consideration should earn net benefits at least equal 

to the net yield earned somewhere else in the economy if 

the capital was invested there. If, for example, the 

internal rate of return in the marginal project is equal to 

10 percent, then any economically justifiable project must 

earn no less than 10 percent. Professor Baumol, however, 

suggested that although economists agree upon the concept 

of "opportunity cost" as the relevant social discount rate 

for justifying any investment project, there is no common 

consensus about the magnitude. 
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The market rate of interest can be used in place of 

the social rate of discount if the following two assumptions 

are true: (a) the capital market is perfectly competitive; 

and (b) there exists no "myopic faculty" on the part of the 

present generation in regard to their responsibility toward 

future generations. However, imperfection is a common state 

in the capital market, particularly in the less developed 

countries, leading to a multiplicity of market rates of 

interest, and individuals lack the "telescopic faculty" 

necessary to perceive the interest of future generations. 

Individuals make decisions to invest on the basis of com

mercial profitability rather than national interest. 

Another view advanced by Hirshleifer is that a more 

appropriate rate of discount for public investment is the 

marginal product of capital in the marginal projects in 
4 

the private sector. The use of any other rate would 

involve misallocation of resources because they are limited 

and their use in public investment involves their withdrawal 

from some other potential private use. The marginal pro

ductivity of capital argument is based on three assump

tions: (1) the optimality of growth; i.e., the path the 

economy is following over time is optimal; (2) the private 

investment decisions reflect the society's preference; and 

(3) a perfect capital market. These assumptions are far 

from reality and the conditions existing in most less 
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developed countries. Therefore, the marginal productivity 

of capital does not reflect the true social discount rate, 

and a lower rate is proposed in order to make it closer to 

reality. But economists have not yet provided any defini

tive formula as to how much lower the rate should be. All 

they suggest is that the reduction be decided by policy 

makers clearly involving value judgments. 

The appropriate rate of discount may be discussed in 

connection with the source of finance available to the con

cerned country and its absorptive capacity. In other words, 

different discount rates may be used depending upon the 

source of finance and the country's absorptive capacity. 

The source of finance is either foreign, domestic, or a 

combination of the two. If the project at hand is financed 

locally, one should examine whether capital is made avail

able by reduction in consumption or investment elsewhere 

in the economy. Another distinction may be made as to 

the country's absorptive capacity in terms of whether it 

has ample or limited opportunities for investment. 

If the source of finance is foreign, and the con

cerned country has a limited absorptive capacity, the most 

appropriate social discount rate is the international rate 

of interest to be forgone. Because this rate represents 

the true opportunity cost to a country with limited absorp

tive capacity, the amount of capital obtained from foreign 
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sources to finance the project could not be absorbed else

where in the economy. This international rate of interest 

will serve as the ceiling level which can be reduced as 

decided by the policy makers to allow for collective respon

sibility of the present generation towards future genera

tions. 

If the country's absorptive capacity is not limited, 

i.e., opportunities for investment do exist, even if the 

source of finance is foreign, the appropriate discount rate 

is the marginal product of capital in the local market; 

i.e., the internal rate of return on marginal project, 

because this capital could have been invested locally. 

On the other hand, if the project is financed locally, 

the condition of absorptive capacity makes no difference. 

The suitable rate of discount to be used in this case depends 

upon whether this money is withdrawn at the expense of con

sumption or investment elsewhere in the domestic economy. 

If capital is made available by reducing investment else

where, the proper discount rate is the domestic marginal 

product of capital on marginal investment; the absorptive 

capacity of the country does not make any difference. 

Once again, it is the duty of the policy makers to reduce 

this rate in order to account for the present society's 

responsibility for future generations. But if the capital 

is withdrawn from resources available to consumption, a 
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quantification problem will arise because consumer goods 

do not provide a rate of return that is directly measurable. 

Economists usually use the yield on a government bond which 

is long run and riskless as a proxy for the opportunity 

cost of consumption foregone by the consumer. The rational 

for this is stated by Professor Baumol as 

. . . a consumer's security purchases reveal some
thing about the rate of return his present con
sumption is worth to him—the opportunity cost 
incurred when a dollar's worth of consumption goods 
is prevented from going to him and is transferred 
to a government investment project.^ 

Another point to be raised is which of the two dis

count rates should be used, marginal product of capital 

or yield on government bonds, if the project is financed 

partly by reducing investment and partly by reducing con

sumption. In dealing with such a situation, Stephen Marglin 

has developed a weighted average of the two rates which he 

calls a "synthetic rate."^ This rate is given in this 

formula: 

P 
a = I - + C 

r 

where I is the amount of reduction in investment, C is the 

amount of reduction in consumption, P is the marginal pro

ductivity of capital; i.e., what the foregone investment 

would have yielded, and r is the yield on government bonds; 

i.e., what the foregone consumption would have yielded. It 
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is needless to say that to arrive at a social discount rate, 

the weighted average rate has to be reduced by the policy 

makers to allow for collective responsibility of the present 

generation towards the welfare of future generations. This 

matter will involve a value judgment in determining the 

degree of reduction of the rate. 

External Effects: Tangible vs. Intangible 

In social benefit-cost analysis the essence is to 

maximize the net social benefits. Thus, all social benefits 

and social costs, both tangible and intangible, must be 

taken into account. The tangible social benefits and 

costs can be directly measured and quantified in monetary 

terms. The intangible effects, on the other hand, are dif

ficult to measure and sometimes next to impossible to quan

tify. The discussion here will be devoted only to measur

ing intangible effects. Economic literature provides four 

basic methods to measure and quantify intangible effects 

which will be very briefly described in the following 

paragraph: 

Internalization of Intangibles 

The usual example given in economics for internali

zation is of two factories, A and B, which are adjacent. 

Factory A produces chemicals and its chimney belches smoke 

making unclean the products of factory B which produces 

clothes and laundry. If these two factories merged in 



215 

ownership, then the cost of the smoke generated by factory A 

on factory B becomes a part of the cost of the emerged 

company and is no longer an external effect. Unfortunately, 

not all intangible effects can be internalized. There are 

some that cannot be separated and distributed to willing 

users and therefore no market can be found for them. 

Compensation Equivalent and Compen
sation Variation 

When there is no market to quantify the intangibles, 

the task is to find surrogate prices that users of the 

intangibles are willing to pay should there exist a market 

for them. This is the essence of "compensation equivalent." 

However, in the event an intangible effect has different 

impacts on various groups in the society, i.e., some people 

benefit and others suffer from the intangible effect, the 

relevant measurement becomes "compensation variation" 

rather than "compensation equivalent." Compensation vari

ation is defined as the net value of the intangible effect 

to the society; i.e., the gains minus the losses. Compen

sation equivalent and compensation variation are estimated 

by conducting a survey of what people are willing to pay 

for the benefits and to accept as compensation for suffer

ing from the intangibles. The survey could be carried out 

by either statistical sampling, by a national referendom, 

or decided by policy makers. 
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Revealed Preference 

In the preceding method, subjective values are 

involved, and thus economists suggest another approach to 

measure intangibles by observing and recording the behavior 

of the people who are affected by the intangible effects. 

This method is free from subjective personal views but it 

suffers a different flaw in that it assumes the occurrence 

of the intangible effects previously in order to watch and 

record the behavior of affected individuals. 

Ignoring Intangibles 

Some economists support the idea that it is essential 

to limit one's effort in the use of investment criteria. 

"If one tries to appraise, to measure, all dimensions of 

every possible investment project in the economy the result 

can be only despair, since this is a task beyond even the 
7 

most effective government." This author believes that 

giving up the task of quantitative appraisal and relying 

on ad hoc judgments are justified only if the intangible 

effects are of small significance and extremely difficult 

to measure and therefore are not worth the attempt at 

measurement. 

Shadow Prices 

The recognition of the limitations of market mechanism 

and the existence of externalities and indivisibilities lead 
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to the development of the concept of a social welfare func

tion. In the same way as the individual has tastes, the 

society may be viewed as having preferences. This set of 

preferences or social welfare function may then be viewed 

as the guide for making choices. If a social welfare func

tion exists, then a marginal social utility of various goods 

can be derived. The concept of the marginal social utility 

of goods leads to the introduction of the concept of shadow 

prices. 

When there exist imperfections in markets, market 

prices fail to reflect society's valuation and therefore 

a set of prices that reflects society's preferences and 

the relative scarcity of the various factors has to be 

derived. Prices which satisfy these conditions are called 

"shadow prices" to distinguish them from market prices. The 

function of the shadow price is to relate the costs of pro

ducing different outputs to the relative valuation placed on 

these outputs by the society. In the evaluation of all 

benefits and costs, shadow prices must be derived for each 

benefit and cost because, compiling with Pareto optimality 

upon which social benefit-cost analysis is based, all 

spillover effects must be accounted for; otherwise, any 

equilibrium solutions attainable may not be Pareto optimal. 

Throughout the remaining sections of this appendix 

the discussion will be devoted to the derivation of the 
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proper shadow prices for the outputs (consumer's goods and 

capital goods) and the proper shadow wage for labor inputs 

1. Consumers' Goods 

Social welfare is maximized when the shadow price 

ratios are equal to the ratio of the respective marginal 

social utilities for consumers' goods. Symbolically, this 

condition may be expressed as follows: 

P^ MSU^ 

P7 = MSUT 

The ratio of the shadow prices is shown on the left hand 

side of the equation, while the ratio of the marginal social 

utilities is shown on the right. This condition is similar 

to the condition for maximizing an individual consumer's 

welfare in the familiar theory of consumer behavior. If 

there is diminishing marginal social utility, then the 

shadow price of a consumers' good will fall as more of the 

good is produced. 

2. Capital Goods 

Since the value of a capital good is related to its 

future usefulness as a factor of production, its shadow 

price must then be related to the output which it will 

produce in the future. In other words, the price of the 
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capital good must be equated with the estimate of its dis

counted marginal revenue productivities. The marginal 

revenue productivity is the value of the increase in output 

in the future which may be attributed to an additional unit 

of capital. 

3. Labor Input 

The case of labor input is more complicated than the 

case with capital input. Due to underemployment, involun

tary unemployment, and imperfection in labor markets, the 

money wage forgone does not necessarily reflect the marginal 

productivity of labor and thus the former is not the proper 

measure of "opportunity cost" elsewhere in the economy. 

For example, when a newly employed worker was previously 

unemployed, his previous marginal productivity was zero and 

the opportunity cost to the society also is zero. But 

society's welfare will increase by an amount equal to what 

his family or welfare agency (i.e., those who previously 

supported him when unemployed) . If the new worker was pre

viously underemployed, his marginal productivity in his 

former job would be positive but less than his money wage. 

From the above discussion, serious difficulties arise 

in the derivation of shadow prices which may restrict their 

usefulness. Although shadow prices may indicate that a 

certain investment project has social benefits which exceed 
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the social costs, the prices actually paid by purchasers of 

the output will be market prices not shadow prices and the 

financial costs of the project will be based on market 

prices of the various inputs not shadow prices. For example, 

suppose a dam is to be built either by using labor intensive 

techniques or by using heavy earth moving machinery. If 

there is considerable unemployment, the shadow price of 

labor may be low—perhaps near zero. This would seem to 

indicate the use of labor intensive methods in constructing 

the dam. On the other hand, workers are rarely paid a near 

zero wage, and in fact, market wage rates may be consider

ably above any opportunity cost of labor because of mini

mum wage legislation. 

In conclusion, it appears that benefit-cost techniques 

have limitations and present difficulties in application. 

For some type of projects, benefits are extremely difficult 

to quantify. Benefit-cost analysis is least useful when 

investment decisions are so large relative to a given 

economy, that they tend to alter the prices of the inputs 

and output involved. Also, the choice of an appropriate 

discount rate involves a value judgement. However, in spite 

of these shortcomings, benefit-cost techniques remain good 

as working tools that assist in reducing the area of guess

work in the vast majority of economic decisions. Benefit-

cost analysis forces an analyst to quantify both tangible 

^m 
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and intangible costs and benefits as far as possible. 

"The case for using cost-benefit analysis is strengthened, 

not weakened if its limitations are openly recognized and 

indeed emphasized. ""̂  

Investment Criteria: Mathematical 
Formulations 

There are a number of different criteria used for 

appraising alternative investments. The formal mathematical 

presentations of the most important discounted measures used 

to judge economic desirability of a project are given below. 

n B 

1. Benefit-cost ratio (B/C) 
11 \^ 

E 
t=l (1+i)^ 

Select all project where B/C exceeds 1. 

E ^n"^n 
2. Net Present Value (NPV) = ._•, „ 

^ ^ (1+i) 

Select all projects with a positive net present value 

3. Internal rate of return (IRR) = r 

E 
t = l 

n 
E 

n 
( I t i ) ^ 

C n 

when E n n _ Q 

t=l (l+r)" 
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Select all projects having an internal rate of 

return above the apportunity cost of capital. 

B = benefits in each year. 

C = costs in each year. 
n -^ 

n = number of years. 

i = appropriate discount rate. 

r = internal rate of return. 



223 

Notes 

A. R. Prest and R. Turney, "Cost-Benefit Analysis: 
A Survey," Economic Journal, Vol. 75, December, 1965, 
pp. 683-735. 

2 
W. J. Baumol, "On the Appropriate Discount Rate 

for Evaluation of Public Projects," in Program Budgeting 
and Benefit-Cost Analysis: Cases, Text, and Readings, 
edited by Harley H. Hinrichs and Graeme M. Taylor (Pacific 
Palisades, California, Goodyear Publishing Company, Inc., 
1969) p. 203. 

•̂ Ibid. , p. 203. 

4 
J. Hirshleifer, "Investment Decision Under Uncer

tainty: Application of the State Preference Approach," 
Quarterly Journal of Economics, Vol. 80, No. 2, May 1966, 
pp. 252-277. 

5 
Baumol, op. cit., p. 205. 

S. A. Marglin, Public Investment Criteria, (London, 
Allen and Unwin, 1967), p. 56. 

7 
G. G. Papanek and others. Decision Making for 

Economic Development, (Boston: Houghton Mifflin Company, 
1971), p. 15. 

o 

Prest, op. cit., p. 731. 



224 

APPENDIX C 

THE DEVELOPMENT OF THE OIL INDUSTRY 

IN SAUDI ARABIA 

This appendix presents an overall evaluation of the 

historical development of the oil industry in Saudi Arabia 

and the government-oil companies relationship. It is 

composed of three sections. Section One examines the 

development of oil concessions, oil discovery, and the 

production trends. Section Two analyzes the determinants 

of methods and rates of payments to the government. Sec

tion Three outlines the future prospects of the oil indus

try in Saudi Arabia. 

The Struggle for Oil Concessions 

The Saudi government granted an oil concession to 

a British group called the Eastern and General Syndicate 

which was not made up of oil operators, but it hoped to 

attract the interests of British companies who were so 

constituted. In this effort, the group was not success

ful, and by 1928 the concession had to be terminated. 

Although oil had already been discovered in the 

neighboring countries of Iraq and Iran, oil companies were 

not interested in Saudi Arabia. This was due to their 
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assumption that the formations necessary to produce oil 

were not present in Saudi Arabia. There were further com

plications as well. In July, 1928, a group of oil com

panies operating in the Middle East composed of: Iraq 

Petroleum Company (IPC), Anglo-Persian Oil Company (APOC), 

Compagnie Francaise des Petroles (CFP), Royal Dutch-Shell, 

and the Near East Development Corporation (NEDC, which 

comprises five American companies), signed an agreement 

called the "Red-Line agreement. These companies had 

agreed among themselves that none of them would independ

ently seek any oil concession in the Arabian Penninsula. 

By this act, these companies hoped to eliminate competi

tion for oil rights, thereby reducing any prospects for 

favorable financial terms, and to maintain a monopolistic 

control over the oil industry. 

It may be appropriate to briefly discuss how the 

international oil industry is controlled by a few oil com

panies called the "Majors." The Majors are eight oil com

panies which effectively dominate all states of the 

international oil industry outside the Socialist domain. 

Five of these companies are American: Standard Oil of New 

Jersey (EXXON), Standard Oil of California (SoCal), Gulf 

Oil Corporation, Mobile Oil Corporation, and Texaco. Of 

the remaining three, one is British: British Petroleum 

(BP, of which the government of the United Kingdom owns 
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49 percent), one is Anglo-Dutch: Royal-Dutch Shell (with 

sizeable American ownership in its North American opera

tions) , and one is French: Compagnie Francaise des Petroles 
3 

(CFP). Outside the U.S. and the Socialist Bloc, these 

companies controlled about 82 percent of the world oil pro

duction in 1970, and about 92 percent of the Middle East 

oil production for the same year. These eight corpora

tions operate indirectly throughout the world through sub

sidiaries, i.e., affiliate companies. 

Some facts about the Majors' ownership in the major 

concessions in some of the oil exporting countries may 

explain the degree of control of the production stage by 

the Majors. In Iran, the eight Majors combined, owned 

95 percent of the consortium, of which 40 percent was 

owned by BP; 14 percent by Shell; 6 percent by CFP; and 
5 

7 percent by each of the five American Majors. In Iraq, 

prior to June, 1972, the ownership of 95 percent of the 

major concessions was divided among five members of the 

eight Majors with 23.75 percent to BP, CFP, and Shell; 

and 11.87 percent to EXXON and Mobile. In Kuwait, Gulf 

Oil Corporation and BP each owned 50 percent of the Kuwait 
7 

Oil Company which was operating on their behalf. In 

Saudi Arabia, which will be discussed in more detail later, 

four American Majors owned the entire concession of Arabian 
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American Oil Company (Aramco), the only major concession 

in Saudi Arabia. 

The Major's control of the production stage is due 

not only to direct ownership, but is also intensified by 

the tacit agreements and the joint ventures including: 

joint production, joint refining, and joint marketing 

8 
operations. Joint ventures are encouraged by the Majors 

for a variety of reasons. Besides being able to reduce 

fierce competition in the oil industry, joint ventures 

allow heavy investment, control of the market, and they 

minimize the risks involved, especially at the stage of 
9 

exploration and m the discovery of oil. They also allow 

the majors to maintain a balance between production, trans

portation, refining, and marketing. Hence, joint ventures 

at different phases of the oil industry, insure a proper 

balance between different stages of oil operations. 

In view of these considerations, the present struc

ture of the international oil industry is of a "horizontal" 

and "vertical" integration. Horizontal integration refers 

to ownership of various plants in different countries all 

at the same stage of industry, while vertical integration 

refers to ownership of the oil industry at various stages. 

Despite the large volume of crude oil produced, 

little is actually traded. Most of the oil produced and 

refined in the Middle East is turned over to the parent 
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companies. Therefore, the operating companies rarely sell 

oil in the open market. 

The Arabian American Oil 
Company (Aramco) 

In early June, 1932, oil was discovered in Bahrain, 

an archipelago in the Arabian Gulf only 25 miles away 

from the mainland of Saudi Arabia, by Standard Oil of 

California (SoCal). This event aroused SoCal's interest 

in obtaining an oil concession in the mainland. In Novem

ber, 19 32, they approached the Saudi government. Three 

months later, negotiations started and an oil concession 

was granted on May 29, 1933. It was made effective on 

June 14 by publication in the official journal of the 

12 

Saudi Arabian government. In November, 1933, the conces

sion was assigned to California-Arabian Standard Oil Com

pany, a company owned and formed by SoCal under the laws 

of the state of Delaware. Later, in 1944, this company 

13 was renamed the Arabian American Oil Company (Aramco). 

In 1936, SoCal sold half of its concession to Texaco 

for about $21 million dollars. Later, in 1946 arrangements 

were made for Standard Oil of New Jersey (now EXXON) and 

Socony-Vacuum Oil Company (now Mobil) to acquire interests 

in Aramco at 30 percent and 10 percent respectively. It 

has been estimated that the total financial cost to these 

two companies for acquiring these interests was nearly 
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half a billion dollars. However, as these two companies 

were owners of Iraq Petroleum Company and thus members of 

the Red Line Agreement, these arrangements had to await 

the approval of the other members of the agreement, who 

granted it in 1948. 

The owners of Aramco were as follows: 

SoCal 30' 

Texaco 30 

EXXON 30 

Mobil 10 

9-

100 

The concession runs for a period of 66 years, start

ing at 1933. It covers an area of about 440,000 square 

miles (a territory larger than half the size of the coun

try, or about the size of Texas and California combined). 

The company was granted the "exclusive right to prospect 

for, manufacture, transport, deal with, carry away, and 

export, oil and oil products; and the right to use all 

means and facilities it deems necessary or advisable, to 

15 
carry out the purpose of the enterprise." The government, 

on the other hand, receives a royalty of four shillings 

gold, per ton of crude oil produced. 

It is noteworthy to indicate that the negotiations 

for this concession had taken place during the dark days 
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of the great depression. On April 20, 1933, about a 

month before the official signing of the concession agree

ment, the U.S. government declared an embargo on gold 

exports and shortly thereafter, went off the gold standard. 

This action required a renegotiation of the payment pro

visions in the concession which had originally been 

expressed in terms of gold. It was necessary to provide 

for payments in dollars and other currencies, according to 

16 
the rate of exchange between these currencies and gold. 

Due to the instability of the international monetary system 

during and after the Second World War, these provisions 

caused great difficulties of interpretation. 

Oil Discovery and Production 
Trends 

Immediately after the signing of the concession, 

exploratory drilling and geological testing began. Five 

years later, oil was discovered in commercial quantities 

which marked a turning point in the country's financial 

situation. This was all that was needed to set in motion 

expansion plans which were already in the blueprint stage. 

The plans were then rapidly implemented. Gathering tanks 

and other oil-handling facilities in the fields, pipelines, 

storages, and shipping terminals were constructed. By the 

spring of 1939 these facilities were completed. On May 1, 
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1939 the country celebrated the loading of the first oil 

tanker. 

The outbreak of WWII in September, 1939, had the 

immediate effect of cutting off production. Although the 

company was able for a time to carry on many projects 

under the momentum of previously laid plans and with the 

delivery of materials previously ordered, operations gradu

ally had to be curtailed as shipping became more difficult. 

As a result of the difficulty in shipping, the terminal of 

Ras Tanura was closed down and all unnecessary operations 

had been drastically reduced. 

When the war came to an end, the demand for oil rose 

and thus oil operations were resumed on a large scale. 

Additional oil reservoirs were discovered and other oil 

facilities were constructed. After a production of less 

than 20,000 barrels daily, prior to 1944, the average 

daily production increased to over 246,000 barrels for the 

year 1947. It passed the 300,000 barrel mark at the begin

ning of 1948, and as 1949 began, it had passed 500,000 bar

rels per day. This increase of 25 fold in five years was 

in response to the rising demand for oil as a result of the 

18 
rapid recovery of the world economy after the war. As 

the economic expansion period reached a peak, a contraction 

period then started. The demand for oil by mid 1949, then 

began to decline. Not knowing how long this situation would 
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last, Aramco curtailed production and deferred projects 

of further expansion for a later date. 

A year later, there was a sudden resumption of the 

upward surge of world demand for oil. The Korean war was 

cited as a factor responsible for this increase. In that 

same year, Aramco had completed what was then, the largest 

crude oil pipeline in the world. Reaching a distance of 

over 1,068 miles, it extends from oil fields near the 

Arabian Gulf to Sidon, Lebanon on the Mediterranean, and 

has a capacity of up to 500,000 barrels daily. The new 

outlet provided by this pipeline enabled Aramco to enjoy 

the largest rise in production of about 215,000 barrels 

per day in 1951. In 1950, the daily average was 546,703 

barrels, and rose to 761,541 barrels per day in 1951. A 

new peak of production, above the 1000,000 barrel mark, 

19 
per day, was reached in 1954. 

From 1955 to 1958, increases in production on an 

annual basis were moderate compared to most of the postwar 

years. As a result of the Suez War, production was adver

sely affected by the closing of the Suez Canal from the 

end of October, 1956 up to the middle of April, 1957, and 

also by an embargo placed on shipments to Britain and 

20 
France from November, 1956 to March, 1957. Production 

in January, 1957, reached a low of about 665,000 barrels 

daily as compared with about 1,055,000 barrels daily in 
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October, 1956. Following the reopening of the Suez Canal, 

production rose to a new record peak, for any one month, 

of 1,209,757 barrels daily in July, 1957. The production 

for the year 1958 averaged 1,015,029 barrels daily. ̂"'" 

In 1959, the demand for oil rose again and produc

tion increased to an average of 1,095,399 barrels daily. 

This was an increase of 8 percent over the previous year, 

the largest increase in five years. The production of 

1,245,800 barrels daily during February, 1960, set a new 

record for any one month up to that time. The annual rate 

of growth, for oil production during the first part of the 

1960's, showed fair but not spectacular, increases ranging 

from 6 percent to 9 percent. The production in 19 65 and 

1966, signified a rate of growth of 15.9 percent and 18 

percent respectively. During the first few months of 1967, 

the trend of the oil production's high rate of expansion 

continued, and it was 17 percent higher than the production 

in the corresponding period of 1966. 

The situation changed, however, with the outbreak of 

the Arab-Israeli conflict in early June 1967. The shutdown 

of the trans-Arabian pipeline for some time, and the clo

sure of the Suez Canal contributed to a decline in the rate 

of growth of oil production to an all-time low of 1.2 per

cent during the remaining seven months of 1967. The total 

increase for the whole year was thus only 7.8 percent as 
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against a rate of growth of 18 percent in the previous 

22 

year. For the same reasons along with the shortage of 

big tankers, the slowing down in the rate of growth of 

production continued in 1968 and 1969 with only 8.8 per

cent and 5.3 percent increase, respectively. Nevertheless, 

Saudi Arabia retained her position as the second largest 

oil producer in the Middle East. A daily average produc

tion above the 3,000,000 barrel mark, was established in 

1969. 

The trend of the high rate of expansion of oil pro

duction, was resumed in 1970 with the rate of growth at 

18.1 percent as opposed to 5.3 percent in the previous 

year. The trend continued with growth rates of 25.6%, 

26.4%, and 25.9% for 1971, 1972, and 1973, respectively. 

During the first nine months of 1973, the average produc

tion was about 7.8 million barrels per day. However, in 

October, 1973, there was another Arab-Israeli war, and 

once again oil production proved its vulnerability to the 

continued tension in the region. During the remaining 

three months oil production, instead of continuing its 

planned upward course, declined to 6.9 million barrels per 

day compared with 8.6 million barrels per day in Septem

ber, 1973; a decline of about 20 percent. This decline 

was in compliance with various decisions made by the Arab 

States to reduce oil production starting on the 17th of 
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October, and to completely stop oil exports to the U.S. 

and the Netherlands for their support to Israel.^^ 

For a better understanding of the importance of the 

Saudi Oil in the world market, four criteria were used to 

determine the ranking of Saudi Arabia among OPEC members. 

These criteria are: (1) the proven oil reserves; (2) crude 

oil production; (3) crude oil exports; and (4) production 

reserve ratios. The production reserve ratio indicates 

the number of years the proved reserves will last, as long 

as the current rate of production plus other economic and 

technological conditions, remain unchanged. It is clear 

from Table 16 that Saudi Arabia ranks the highest on all 

four criteria. 

The Financial Terms of Oil Concessions 

The importance of oil is derived from its crucial 

use as a source of energy. The relative ratio of oil to 

the total picture of energy has been on the rise in every 

24 , . country since WWII. The major consumers of energy, 

especially Western Europe, Japan, and the U.S., rely 

heavily on oil as their main source of energy, an important 

factor which their economies highly depend upon. It is 

equally important to note, that the economies of oil 

exporting countries also rely heavily on the exportation of 

oil as the main source of revenue for financing their social 

and economic development plans. 
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This section is devoted to a discussion of the formula 

currently used to determine the government's share of oil 

income, i.e., the flow of oil revenue going to the govern

ment from crude oil production, exports, and profits. 

The Quantity-Base Formula 

Until 1950, the government's share of oil income was 

calculated on the basis of quantity produced. At the time 

the oil concession was granted to SoCal, the principle of 

using the production unit as a base for determining the 

government's share was the common rule throughout the Mid

dle East oil concessions. According to this rule, the 

government's share was set at four gold shillings per 

metric ton of crude oil. It has been estimated that this 

25 payment was equal to 22 cents per barrel. This method, 

clearly offered convenience for the administration since the 

quantity of oil produced can be accurately and readily esti

mated. It also resulted in greater net profits to the com

panies especially after WWII when both demand for, and price 

of, oil rose sharply. 

As the quantity-base system continued to be the gen

eral formula upon which the government's share was deter

mined, the financial aspects of the oil concession revealed 

startling results. The postwar years recorded an increase 

in oil production and prices which brought an increase in 

government revenues, but the rise in the company's profits 
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was even more substantial. The after-tax net profit of 

Aramco in 1949 was estimated at $115 million and the govern

ment share was about $39 million. Aramco's income tax 

liability to the U.S. government in that year was about 

$43 million, $4 million greater than the oil revenue 

2 6 
received by the country from which the oil was extracted. 

Unhappy with her smaller share of oil revenue, Saudi 

Arabia demanded an immediate renegotiation of the financial 

terms of the concession. In testifying before a congres

sional committee, Aramco's president stated that the Saudi 

authorities "weren't a darn bit happy about that." He also 

concluded that "one of the chief causes of the blowup in 

Iran was that the British government was obtaining more 

from the venture out there than the Iranian government 

„27 was. 

Early in 1949 the Saudi government granted the Pacific 

Western Oil Corporation (later renamed Getty Oil Company) an 

oil concession covering the Saudi part of the neutral zone. 

Getty agreed to pay the government a fixed royalty of 55 

2 8 
cents on each barrel produced. This was more than double 

the then existing rate in the Middle East. This favorable 

term sets the ground for a reconsideration of the financial 

terms of Aramco's concession. 
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The 50-50 Profit Sharing Formula 

Negotiations between the Saudi government and Aramco 

started in 1949 and an agreement was reached on December 30, 

1950. The agreement called for imposing an income tax on 

Aramco's profit, in which the total payments to the govern

ment, of whatever nature, be equal to 50 percent of the 

company's net income. The profit sharing agreement was 

designed to increase the government's take of oil revenue 

without affecting the company's profit, since it was eli

gible for U.S. income tax credit allowance as well. Soon 

after the signing of this agreement, the 50-50 formula was 

29 adopted for all Middle Eastern concessions. 

Posted Prices 

To put this agreement into effect, a system of posted 

prices was introduced. The concept of posted prices was 

first developed in the U.S. oil industry. It simply means 

that "any refiner or agent wanting crude oil, posts a price 

at which he is willing to buy oil from a specified field, 

30 and from operators in that field." In the Middle East, 

the first to start posting prices were the parents of Aramco, 

the results of the introduction of profit sharing which was 

based on costs and posted prices. Their purpose was to 

"provide a rational framework which would represent a fair 

price between sellers and buyers and would be acceptable 

to governments as a basis for calculating taxable profits." 
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Development of the posted price system may be best under

stood in a discussion of the crude oil pricing system. 

Crude Oil Pricing System 

Prior to WWII, the United States was the principal 

producer and exporter of crude oil. The largest part of 

world demand for oil was met by exports from the Gulf of 

Mexico. This gave rise to the establishment of a basing 

point price system for the world oil industry. The ports 

in the Gulf of Mexico became the "keystone of the pricing 

32 structure throughout the world." Thus, oil prices m the 

world came to be "traditionally determined by the American 

exporters; that is to say, it was always hitched to the 

33 level of American domestic quotations." 

Under the Gulf of Mexico's price system, prices of 

crude oil produced from non-U.S. sources were calculated 

as if they were exported from the Gulf of Mexico. In other 

words, a buyer anywhere in the world was charged the 

equivalent of Gulf of Mexico's price plus transportation 

costs from the Gulf to the point of delivery, even if the 

oil was actually produced and exported from a nearby 

region. Thus, the "delivered prices" paid by an buyer 

would be exactly the same, regardless of the actual point 

of origin in the crude oil and its production and transpor

tation costs. 
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This single point pricing system came into effect in 

1927 as the result of a number of agreements reached by the 

major oil companies, aimed at stabilizing the international 

oil market and restraining the competition among the par

ticipants. Acting as true oligopolists, the participants 

of these agreements which were mostly American companies, 

were interested in protecting their investments in the U.S. 

market which they dominated. These companies were not con

sidering lower prices for Middle Eastern or Venezuelan 

crude oil, since this might have pushed the United States 

out of the world export markets. On the other hand, they 

were also interested in making substantial profits in the 

Middle East and Venezuela, due to the low per-unit cost of 

production in those areas as compared to oil production 

cost in the U.S. 

This system continued until the end of WWII. During 

the war and thereafter, the Middle East became one of the 

major suppliers of crude oil to the Allied forces, particu

larly to Great Britain and the United States. The British 

government objected to the high cost of bunker oil (marine 

fuel oil) supplied to its navy in the Middle East and 

Indian Ocean from Middle Eastern sources, which was at a 

price equal to the Gulf of Mexico's pricing system. The 

price was set at $2.95 per barrel, consisting of $1.05 for 

the Gulf of Mexico's price and $1.90" transportation cost. 
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The U.S. Navy came under heavy criticism by the United 

States Congress as well, for paying Gulf of Mexico's price 

to procure Middle Eastern oil. 

By the end of WWII, the single price system was modi

fied to a two-point basing system, which led in 1945 to the 

establishment of a new basing point, the Arabian-Persian 

35 
Gulf, with prices identical to the Gulf of Mexico's 

prices. Thus, under the new system, the delivered price of 

the Middle East's crude oil, became the Gulf of Mexico's 

price plus the actual transportation cost between the point 

of export and the point of delivery. As a result, prices 

prevailing in the Gulf of Mexico remained as a base for 

F.O.B. prices in the Middle East. Only freight charges were 

changed. 

After removal of the U.S. price controls in 1946, 

crude oil prices at the Mexico Gulf increased steadily 

until March 1948. They reached a peak of $2.68 per barrel, 

$1.63 above the war-time price. On the other hand. Middle 

Eastern prices rose to only $2.18 per barrel and started to 

decline thereafter. By July, 1949, Middle Eastern prices 

had fallen by 43 cents ($1.75 per barrel), which is 76 cents 

36 
below the Gulf of Mexico's price. 

During the 19 50's price changes were moderate. 

Increases or decreases in the Gulf of Mexico's prices were 

generally followed by a change in the same direction in the 
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Middle East, although by a smaller amount. "In no case did 

Middle East price changes precede those in the United 

States, nor did the Middle East prices change independently 

of the United States' prices. ""̂ ^ This linking together of 

the prices may be explained by the common interest of the 

major oil companies in both the U.S. and the Middle East 

oil industries. The nominal prices of Middle Eastern oil 

remained relatively stable until 1959 when they were 

reduced by the oil companies themselves. The oligopolistic 

nature of the market contributed to price stability. Adel

man pointed out that 

. . . had there been a large group . . . say in the 
order of twenty or more . . . prices would have 
started to fall earlier than 1959, and then the host 
governments would have intervened earlier. However, 
a small international group was able, without any 
consultation, to stand fast, try to gain business by 
all possible non-price methods, and leave the prices 
alone. . . . ° 

Prior to the 1950's, the oil exporting countries of 

the Middle East showed little interest in oil prices since 

their shares in oil revenue were based on quantity pro

duced. However, the shift from a quantity system to a 

profit sharing formula aroused their concern in oil prices 

and the cost of production, since their revenues now 

depended on both factors. Petroleum exporting countries 

could not remain indifferent to the companies' cost 

accounting nor to their decisions on prices. A profit 

sharing formula may have no meaning if deductions from 
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gross income and/or price setting are left entirely to the 

companies. To the integrated company, it makes no differ

ence at what stage a profit is realized. 

For a party whose interest lies solely in the produc

tion stage, the matter is completely different. Its share 

will be reduced by 50 percent of any undue costs or decline 

in crude oil prices. Thus, the profit sharing principle 

introduced a new element of conflict between the oil com

panies and the host governments. The oil companies are 

interested in maximization of profit, of overall operations 

of their integrated firms, while the host governments are 

concerned with maximizing profits in the production stage 

where they are partners. In view of such conflicting 

interests, the company-government relationships were (and 

may continue to be) subjected to a host of disputes over 

several relevant issues. For instance, oil companies oper

ating in the Middle East sold their products of crude oil 

directly to their parent companies, and offered them a mar

keting allowance off posted prices. The host governments 

objected to such an allowance, on the grounds that the oil 

companies encountered no marketing costs and that if the 

parent companies encountered selling costs in disposing of 

the oil, the operating companies had to bear the cost. 

Until 1955 Aramco offered its owners a general price dis-

39 
count of 32 cents per barrel. This accounted for about 



245 

18.5 percent of the posted prices. In 1956, the rate was 

replaced by an estimate of the actual marketing cost, set 

at 4.2 cents a barrel. 

In addition to cost accounting methods, prices of 

oil became of major concern to the oil producing countries. 

Although posted prices remained stable through the period 

1949-59, this stability was illusory since they were 

reported in current terms and were also falling, relative 

to industrial prices for the same period. Toward the end 

of the 1950's, several factors seemed to have been developed 

which led to the over-supply of crude oil. Among these fac

tors are: the ever-growing capacities of the major oil com

panies; the discovery of additional oil fields in other 

parts of the world; the entry of small non-integrated and 

independent firms; the restriction on oil imported to the 

U.S. after 1957; and the emergence of the Soviet Union as 

a major oil supplier. The over-supply of crude oil at that 

time, made it necessary for the major companies to grant 

discounts off the posted prices. 

The first round of price reduction began in February, 

1959 when Shell of Venezuela lowered its posted prices by 

15 cents a barrel. A week later, the British Petroleum 

Company (followed by other major companies), lowered its 

prices for Middle East Oil by 18 cents a barrel. A second 

round of reduction in posted prices was by 14 cents a 
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barrel in August, 1960. The effect of these price cuts on 

the oil exporting countries was an immediate and severe 

decline m their revenue. 

The Formation of the Organization of 
Petroleum Exporting Countries (OPEC) 

The immediate reaction of oil exporting countries to 

the unilateral cuts off posted prices, made by oil com

panies independent of consultation with the oil producing 

countries, was the creation of the organization of petro

leum exporting countries (OPEC). However, the idea of 

creating a petroleum association of oil exporting coun

tries, was first entertained in the early 1950's by Vene

zuela which, in 1947, embarked on a vigorous campaign to 

improve the government's share of oil revenue and to also 

obtain a higher degree of control over the oil companies 

operating within its territories. The latter's reaction was 

to cut production in Venezuala and increase it in the Middle 

East to serve as a warning to the former. Thus, the govern

ment of Venezuela had come to realize that a united front of 

oil exporting countries was a minimal requirement for a uni

fied action by the more fully integrated interantional com

panies. Toward that end, it also approached Middle Eastern 

oil countries to become allies rather than rivals. But it 

was not until September 14, 1960 that the representatives of 

Iran, Iraq, Kuwait, Saudi Arabia, and Venezuela, announced 
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in Baghdad, the creation of OPEC. In addition to the 

founding members, OPEC presently includes Abu Dhabi, 

Algeria, Ecuador, Indonesia, Libya, Nigeria, and Qatar. 

The principal objectives of the organization have 

been set forth in its resolution of 1960 as follows: 

1. The principal aim of the organization 
shall be the coordination and unification 
of the petroleum policies of member coun
tries, and the determination of the best 
means for safe-guarding their interests, 
individually and collectively. 

2. The organization shall design ways and 
means of ensuring the stabilization of 
prices in international crude oil markets, 
with a view to eliminating harmful and 
unnecessary fluctuations. 

3. Due regards shall be given at all times 
to the interests of the producing nations; 
to the necessity of securing a steady 
income to the producing countries; an 
efficient, economic, and regular supply 
of petroleum to consuming nations; and a 
fair return on their capital to those 
investing in the petroleum industry. 

Since its inauguration in 1960, OPEC has been acting 

seriously toward the achievement of these objectives. How

ever, it was not before the start of the 1970's when OPEC 

did constitute an element, thereby reducing the power of 

control enjoyed by the big major international oil corpora

tions over the oil industry. The major achievements 
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attributed to OPEC are as follows :'̂ ^ 

-prevention of any further cut in crude oil prices 

-elimination of a marketing allowance 

-expensing of royalties 

-increases in tax rates and posted prices according to the 

Tehran and Tripoli agreements 

-compensation for dollar devaluation 

-participation agreements 

-the recent increases in posted prices 

It is obvious that all these achievements are in the field 

of increases of government's share per barrel of crude oil. 

Without a unified stance among oil exporting countries, 

these achievements might have been impossible. 

Crude Oil and the Terms of Trade 

As it has been suggested elsewhere in this disserta

tion, oil exporting countries depend heavily on oil revenue 

for financing their social and development plans. A reduc

tion in posted prices implies an immediate and severe cut 

in these countries' financial capabilities. Further, if 

posted prices remain stable while the prices of imported 

manufactured goods and services continue to rise, then a 

situation develops in which the commodity terms of trade 

also turn against the oil exporting countries. In effect, 

the real purchasing power of their earnings diminishes, and 
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thus the resources available for development also decline. 

Since the creation of OPEC, its officials have been criti

cal of the international trade mechanism and have imputed 

to it a general bias in favor of industrial nations. Even 

if oil prices remained stable, stability was illusory since 

they were reported in current terms and were also falling 

relative to industrial prices. 

In a study made in 1962 by the OPEC Secretariat, an 

attempt was made to measure the price terms of trade using 

1953 as the base price index. It concluded that posted 

prices of crude oil in the Middle East were lower in 1962 

than any other time since 19 53. It compared this decline 

with rises in the United Nations Unit Value Export index of 

manufactured goods, which increased from a level of 100 in 

44 
1953 to 107 in 1962. In 1970, the OPEC Secretariat, using 

1958 as a base year, found that the terms of trade of Middle 

Eastern crude oil fell from 100 in 1958 to 81 in 1968 (see 

Table 17). The fall in the terms of trade was due to two 

factors: the decline in the index of posted crude oil 

prices from 100 in 1958 to 88 in 1968, and the increase in 

the U.N. Unit Value Export Index from 100 in 1958 to 109 in 

1968. Another study made by the OPEC Secretariat in 1969 

found that the cost of oil exported from OPEC members to 

the Organization for Economic Cooperation and Development 

(OECD) countries, using CIF crude oil prices, declined from 
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OPEC (MIDDLE EAST) TERMS OF TRADE 
(BASE YEAR 19 58) 

Year 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

U.N. Unit 
value export 
index of manu
factured goods 

100 

99 

101 

102 

102 

103 

104 

106 

109 

110 

109 

SOURCE: Z. Mikdashi; 
Countries 

The 
(N.Y.: Cornell Univ. 

Index of 
Posted 
Prices 

100 

91 

89 

88 

88 

88 

88 

88 

88 

88 

88 

Community 
Press 1972) 

of Oil 

Terms of 
Trade of 
Crude Oil 

100 

92 

88 

86 

86 

85 

85 

83 

81 

80 

81 

Exporting 
, p. 169. 
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$21.32 per ton in 1960 to $16.04 per ton in 1967, a decline 

of 24.8 percent. The Secretariat subtracted the freight 

charges from the CIF crude oil prices to derive the FOB 

prices and found that calculated FOB prices declined from 

$15.20 per ton in 1960 to $11.16 per ton in 1967, a decline 

of 27 percent. At the same time the unit cost of OPEC mem

bers' imports from OECD countries increased by 5.6 percent 

45 during the same period. 

Recent Changes in Tax-Rates and 
Posted Prices 

Following the August 1960 decline in posted prices, 

OPEC was able to prevent any further cuts. However, while 

prices remained unchanged, oil consumption in Europe and 

Japan increased at an average annual rate of 11.8 percent 

46 and 21.3 percent respectively for the period 1960-70. 

The increased dependence of Western Europe and Japan on 

imported oil from the Middle East and North Africa, 

strengthened the bargaining position of the OPEC members. 

In June 196 8, OPEC laid down its short and long-run strate

gies for member countries in their relations with the oil 

47 companies as follows: 

1. The right of all countries to exercise permanent 
sovereignty over their natural resources. 
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2. The desirability of direct exploration 
of resources by agencies of the produc
ing countries, rather than by outside 
agencies. 

3. The doctrine of "changing circumstances" 
which justifies member countries in 
demanding changes in the terms of exist
ing concession agreements. 

4. The right to acquire a participating 
ownership share for governments under 
the existing concession agreement. 

5. The right of the government to alter 
the financial terms of agreements with 
the companies who are receiving high 
net earnings. 

6. The right of the governments to deter
mine posted or tax reference prices. 

7. The accelerated relinquishment of the 
concession territory. 

Following the 1967 Arab-Israeli war and the closing 

of the Suez Canal, oil output accelerated rapidly in North 

Africa, especially in Libya and Algeria. This was due to 

the geographical advantages of this region with respect to 

the European market. The round trip journey from the Libyan 

ports to the Southern European pipeline terminals near 

Marseilles, is less than 2,000 miles. A comparable trip to 

the Eastern Mediterranean terminals is 3,200 miles. The 

trip from the Arabian-Persian Gulf via the Suez Canal is 

9,200 miles. 
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Thus, after the 1967 war. North African oil was in 

strong demand in Western Europe, several newcomers wanted 

a foothold in the Libyan supply; and the major oil firms 

wanted to diversify the sources of supply. In addition to 

these favorable conditions, Libya concessions were granted 

to a relatively large number of companies, which by 1968, 

out of 37 firms, 17 were producing and exporting oil. 

Also, the majority of the concessions in Libya were held by 

independent companies, whose main source of supply for 

49 crude oil, outside of North America, was in Libya. In 

view of these considerations, the bargaining position of 

the Libyan government has steadily improved and since 1970 

it maintained a hard line in its dealings with the oil 

companies. 

The Libyan government's strategy was to deal first 

with the independent companies. When the independents 

yielded to the government's demands, the pattern was set, 

and the Majors were forced to accept the same terms. The 

first change in the agreements came in the fall of 1970. 

50 
This change contained the following terms: 

1. It ended the old 50-50 profit sharing formula 
by increasing the rate of income tax from 
50 percent to a new rate of 55 percent. 

2. It raised the posted prices by 30 cents per 
barrel. 
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3. It also provided for a further increase of 
the posted prices by 2 cents a barrel 
annually starting January 1, 1971. 

4. The new posted price was subject to new 
gravity escalation of plus 2 cents per 
barrel for API degree above 40° and minus 
1.5 cents per barrel for each API degree 
below 40°. 

This agreement opened the door for more OPEC demands 

Tehran Agreement 

In December, 19 70, at an OPEC conference, the 

organization decided that the Gulf countries should press 

51 for an upward revision of the posted prices. During 

January and February of 1971, a company delegation led 

by British Petroleum met in Tehran with representatives 

of Iran, Iraq, and Saudi Arabia who were negotiating on 

behalf of all the Gulf producers. The first round of 

the negotiations produced no progress and an extemporary 

session of OPEC was held in Tehran on February 4, 1971. 

In this conference it was resolved that, if the oil 

companies would not agree to the government's demands, 

these demands would be enforced by the necessary legal 

and/or legislative measures on February 15, 19 71. On 

February 14, 1971, one day before the deadline, an agree

ment was reached. The Tehran agreement resulted in the 

52 following terms: 
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1. A rise in the income tax rate from 50 per
cent to 55 percent. 

2. An immediate rise in the posted prices of 
crude oil exported from the Gulf terminals 
by 33 cents per barrel. 

3. An annual increase of 5 cents in posted 
prices per barrel to account for the 
rapidly rising demand for oil. 

4. An annual rise of 2.5 percent in posted 
prices on account of expected world wide 
inflation. 

5. The elimination of all allowances from 
posted prices. 

Tripoli Agreement 

Libya was not a party to the Tehran agreement, but 

the Tehran agreement set the stage for the negotiations in 

Tripoli. In March, 19 71, negotiations were resumed and on 

April 2, 1971, the Tripoli agreement was signed. This 

agreement has, in addition to the Tehran agreement, the 

53 
following financial terms: 

1. A rise of 10 cents per barrel as a low-
sulphur premium for oil with a sulphur 
content of less than 0.5 percent. 

2. A rise of 25 cents per barrel as a tem
porary freight premium, of which 12 
cents is for the temporary locational 
advangage because of the closure of the 
Suez Canal, and 13 cents for the tempor
ary advantage conferred on short-haul 
crudes by the present high level of 
tanker freight rates. 
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The Tehran and Tripoli agreements raised the per barrel 

payments to the governments (see Table 18). 

Geneva Agreement 

In December, 1971, the U.S. government devalued the 

dollar. The devaluation produced further OPEC demands for 

compensation, since their receipts are computed on the 

basis of this currency. On January 20, 19 72, an agreement 

between OPEC members and the companies was reached in 

Geneva, providing an immediate 8.49 percent increase in the 

54 posted prices. 

Furthermore, the Geneva agreement provided an "index" 

for future monetary adjustments. The average changes in 

the currencies of eleven industrial countries (Australia, 

Belgium, Britain, Canada, France, Germany, Italy, Japan, 

the Netherlands, Sweden, and Switzerland) relative to the 

U.S. dollar, were taken as an "index" to measure currency 

fluctuations. Posted prices will be adjusted if the index 

moves by a percentage point above or below a "starting 

55 
average" of 11.2 percent. 

In February, 1973, the U.S. dollar was devalued 

again. Posted prices increased by 11.9 percent as an 

adjustment to the February dollar devaluation. The Geneva 

agreement was regarded as a "supplement" to the Tehran 

agreement, and it was expected to remain valid until 1975 
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TABLE 18 

A COMPARISON OF GOVERNMENT'S SHARE PER BARREL 
AFTER THE TEHRAN AND TRIPOLI AGREEMENTS 

r. . (U.S. Cents per Barrel) 
Country ^ 

1970 1971 1972 1973 

Iran 

Iraq 

Kuwait 

Saudi Arabia 

Abu Dhabi 

Algeria 

Qatar 

Nigeria 

Libya 

SOURCE: 

98.5 

101.6 

95.8 

92.6 

98.5 

143.4 

98.8 

120.3 

137.8 

OPEC: Annual 

125.5 

145.5 

123.1 

123.2 

125.5 

207.1 

125.6 

186.0 

199.5 

Statistical 

132.0 

148.7 

129.3 

129.3 

132.0 

208.3 

132.5 

187.2 

200.7 

Bulletin, 

138.5 

148.5 

135.7 

135.9 

138.5 

202.3 

138.7 

183.3 

194.7 

1971, 
Wien: Bors & Mueller, 1971. 
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when the Tehran agreement expires. However, the oil price 

increases that took place on the eve of Christmas, 1973, 

going into effect on January 1, 1974, put an end to the 

Tehran agreement. 

Participating Ownership 

Since 1968, OPEC had been pressing its members to 

acquire a participating ownership share in the Majors' con

cessions in hope for a greater degree of control over the 

decisions of oil companies. In 1972, Saudi Arabia nego

tiated and acquired a 25 percent interest in Aramco starting 

on the first of January, 1973. According to the agreement, 

the share is scheduled to grow to 51 percent by 1982. The 

companies are to be compensated on the updated book value 

of the assets with an initial payment of $500 million for 

the 25 percent participation in Aramco. However, in mid-

1974, the government concluded an agreement with Aramco 

raising the government's share to 60 percent and it is cur

rently negotiating with Aramco to complete a 100 percent 

+. u 56 take over. 

Future Prospects of the Oil Industry 
in Saudi Arabia 

In the international oil market there are three forces 

each having an interest in direct conflict with the others. 

These forces are the oil exporting countries, the oil 
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consuming countries, and the oil companies themselves 

including the Majors and the independents. Also, it seems 

that there are conflicting interests among the individual 

members of each group. Such conflicting interests make 

the task of forecasting the future trends in the oil 

policies highly difficult and subject to enormous errors. 

With this in mind, this section merely presents a 

rough estimate as to the direction which Saudi Arabia, as 

an oil exporting country, may take in formulating her 

future oil policies. The discussion will draw upon the 

country's past records, recent changes adopted by OPEC, 

and the country's new trend toward economic development. 

Saudi Arabia has long recognized the importance of 

oil exports to her economy. Since the beginning of oil 

operations, the Saudi economy has shown heavy and increas

ing reliance on oil revenue. Yet, in the past decades the 

relationship between the oil sector and the rest of the 

economy was tenuous and indirect. In plain facts, oil 

provided significant financial resources, but the volume 

of these resources was determined by exogenous factors 

outside the government's control. 

As was discussed in the preceding section, the 

rising demand for foreign oil by the major industrial 

countries, especially the United States, has strengthened 
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the hand of the oil exporting countries vis-a-vis the 

international oil companies. The government of Saudi Arabia 

seized the opportunity to increase its control over its oil 

resources. The most significant step taken thus far, was 

the participation in Aramco's ownership. The government 

has been trying to develop an integrated oil sector. The 

participation agreement may lead the government to assume 

a more vigorous policy of securing control over all phases 

of the oil industry in exploration, production, transports, 

refining, and marketing. Also, Saudi Arabia's policy in 

the 1970's searches to make the oil sector an integral part 

of the economy. 

Some oil experts believe that as the host governments 

continue to increase their share of oil revenue, the major 

companies will sooner or later reach a point where they are 

unable to maintain a rate of return on their investments, 

57 which is competitive with the alternative investments. 

In such a case, the companies might then terminate their 

concessionair status and become contractors or purchasing 

offtakers of oil produced by oil countries. However, the 

same oil experts agree that OPEC members as a group, will 

continue to be the major suppliers of oil in the foresee

able future. 
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Oil Policy and Industrialization 

Saudi Arabia was one of the major architects of OPEC's 

policy which states that: 

. . . access to the technology and markets of the 
developed countries for the present and future 
inciustries of the member countries, together with 
a just valorization for the hydrocarbon resources 
and an adequate protection of their revenues, are 
essential objectives of the organization. It was 
also agreed that the exploitation of petroleum 
and its trade should in one form or another be 
linked to the process of a rational and acceler
ated economic growth.^8 

OPEC's policy affirms that the availability of oil is linked 

to the willingness of the buyers, namely the advanced coun

tries, to further the industrialization of the oil export

ing countries. To the more developed countries of the 

world, oil is becoming more and more vital as demands grow 

and supply prospects become tighter. For the oil exporting 

countries, this situation provides a unique opportunity to 

employ their oil resources as a means for achieving rapid 

and a balanced economic growth in all sectors. 

In line with this policy, Saudi Arabia concluded 

several agreements with the industrial countries, especially 

the United States, France, and Japan, according to which 

these countries agreed to advance technical assistance to 

Saudi Arabia and to be jointly involved in the implementa

tion of various development projects in the oil sector, as 

well as in the other sectors of the economy, in exchange for 



262 

oil and other petroleum products. The policy of securing 

industrialization in exchange for oil has been recently 

accentuated in a new five-year economic plan approved by 

the government. This plan envisages the investment of about 

$143 billion during the period 1976-80. Of the total allo

cations, over $15 billion will be spent on oil-related 

59 industries. 

The main conclusion of the foregoing analysis is that 

oil is the main source of income in Saudi Arabia, and that 

the government depends on the continuation of oil exports 

for the financing of the country's social and economic 

development plans. Thus, with these ambitious development 

targets, it is the heart of the Saudi interest that oil 

production and exports continue to flow without interrup

tion. 
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APPENDIX D 

BALANCED VS. UNBALANCED GROWTH STRATEGIES 

The Balanced Growth Doctrine 

The notion of balanced growth was first suggested 

in an earlier work by Professor Rosenstein-Rodan and later 
2 

given considerable publicity by Professor Nurkse. 

Rosenstein-Rodan and Nurkse cast some doubts on the worka

bility of international trade as an "engine of growth" and 

stress that the limitation of the local market is the 

source of underdevelopment. The risk of not finding a 
3 

market reduces the incentive to invest. In other words, 

the inducement to invest is limited by the smallness of 

the market--a similar variant of Adam Smith's dictum that 

"the division of labor is limited by the extent of the 

market." 

Rosenstein-Rodan points out that individual invest

ment projects are highly risky because of uncertainty as to 

whether their products will find a market. Unless other 

complementary investments are certainly forthcoming, any 

single investment project may be considered too risky to be 

undertaken at all. Therefore, he concludes that there is 

an indivisibility in the process of investment decision-

making. 

Nurkse carries the argument further, and contends 

that domestic markets are limited because of mass poverty 
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due to low productivity. He suggests that the only way 

out of the circle is: 

. . . a more or less synchronized application 
of capital to a wide range of different indus
tries. Here is an escape from the deadlock; 
here the result is an over-all enlargement of 
the market. People working with more and better 
tools in a number of complementary projects 
become each others' customers. Most industries 
catering for mass consumption are complementary 
in the sense that they provide a market for, 
and thus support, each other. This basic com
plementarity stems, in the last analysis, from 
the diversity of human wants. The case for 
"balanced growth" rests on the need for a "bal
anced diet."^ 

This, according to Nurkre, is the notion of balanced 

growth. 

The essence of Nurkse's view rests mainly on an 

argument presented in Rosenstein-Rodan's article on the 

importance of indivisibilities, and external economies 

in the process of economic growth and development. Rosen

stein-Rodan develops his analysis using an example of a 

shoe factory in which a group of a hundred workers, who 

were previously in disguised employement (i.e., with mar

ginal productivity of their labor equal to zero) was 

added to the work force in the factory where they earn 

additional income. If this additional income were spent 

on shoes alone, the shoe factory would find a market and 

would stay in business. But in fact, the newly employed 

workers would not spend all of their additional income on 
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shoes. Therefore, the demand for shoes is less than that 

necessary to make the production of shoes profitable, and 

thus the shoe factory may stop production and go out of 

business. If, on the other hand, Rosenstein-Rodan argues, 

ten thousand workers were put in say a hundred factories 

and farms, the situation may look different. These 

factories and farms will produce the bulk of the needed 

wage goods on which the newly employed workers will spend 

their incomes. In this case "the new producers would be 

each others' customers and would verify Say's Law by 

7 
creating an additional market." 

Thus, it should be clear that what both Rosenstein-

Rodan and Nurkse are driving at is that "a minimum quantum 

of investment" on the part of a less developed country is 

a necessary "though not sufficient" condition, if it 

wishes to escape the "vicious circle of poverty" into the 
o 

realm of "self-sustained economic growth." Marginal 

decisions based on the market forces cannot produce 

growth momentum, since they are too weak to overcome the 

gravitating conditions of stagnation and unemployment. 

Professor Higgins has stressed this idea, perhaps more 

strongly than Rosenstein-Rodan and Nurkse. 
Allocation of capital on the basis of individual 
estimates of short-run returns on various mar
ginal investment projects is the very process by 
which underdeveloped countries got where they 
are. The basic reason for government action to 
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promote development is that each of a set of 
individual private investment decisions may 
seem unattractive in itself, whereas a large-
scale investment program undertaken as a unit 
may yield substantial increases in national 
income.^ 

As the discussion stands thus far, balanced growth 

is presented as a strategy of development which must be 

distinguished from balanced growth as an outcome of the 

development. Less developed countries have pronounced 

structural imbalances in their economic systems. In other 

words, the contributions of the different sections of the 

economy to national income and employment are not in line 

with the corresponding contributions of the same sectors 

in the more developed countries. Balanced growth as pre

sented in this section refers to a strategy that gradually 

leads to the correction of these structural imbalances 

through the application of capital to a wide range of dif

ferent industries. 

The Unbalanced Growth Principle 

Professor Marcus Fleming in his critique of the 

balanced growth doctrine argues that in any realistic 

situation where the supplies of labor, capital, and other 

resources are not perfectly elastic, the simultaneous 

setting-up of a group of consumers' goods industries is 

likely to result in the external diseconomies for each 

other through their competition for the limited supplies 
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and that these diseconomies are likely to outweigh the 

external economies which might be generated by a "hori

zontal group" of industries. He suggests that more sub

stantial economies might be obtained by a "vertical group" 

of industries at different stages of production, each of 

which is the other's supplier or customer. Hans Singer 

argues that if a country was ready to afford the resources 

required for carrying out the policy of balanced growth, 

then it would not be underdeveloped. Singer also sug

gests several alternative approaches, each of which, he 

maintains, "could conceivably, if successfully pursued, 

resolve the marketing deadlock which gave origin to the 

12 doctrine of balanced growth." 

Professor Hirschman carries Fleming-Singer's argu

ments further, and suggests that what is needed is a 

strategy of unbalanced growth. He chooses the realm of 

dynamics for the analysis of the development process. He 

stresses that: 

If the economy is to be kept moving ahead, the 
task of development policy is to maintain ten
sions, disproportions, and disequilibria. . . . 
the sequence that "leads away from equilibrium" 
is precisely an ideal pattern of development. 
. . . for each move in the sequence is induced 
by a previous disequilibrium and in turn creates 
a new disequilibrium that requires a further 
move. -'- ̂  

Economic development, according to Hirschman, is a 

continuous process, generated and induced by a chain of 
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disequilibria and it should be the aim of the economic 

development policy to keep alive this disequilibrium 

process by a series of autonomous investments injected 

into a few "key industries" namely, those with the maximum 

forward and backward linkage effects. An autonomous 

investment in a given industry will induce further invest

ments through the pressure of excess demand on the indus

tries which are its suppliers (backward linkage effects). 

It will also induce investment through the pressure of 

excess supply on the industries which are its customers 

(forward linkage effects). Hirschman points out that a 

country seeking development should start with an autono

mous investment in industries which are capable of gener

ating induced investments in both directions on its sup

pliers and on its customers. However, he thinks that 

"backward linkage effects" are more powerful than "forward 

14 linkage effects." 

Hirshman's view that the "vertical" transmission of 

external economies between different stages of production 

is likely to be more powerful than the "horizontal" trans

mission of external economies between a group of consumers' 

goods industries leads him to prefer directly productive 

activities (DPA) to social overhead capital (SOC) as the 

principal agents of further development. Also, manu

facturing industry is to be preferred to agriculture, not 
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because it is supposed to be more productive, but simply 

because it is likely to be a more powerful generator of 
1 r 

induced investment through the vertical linkage effects. 

It must be emphasized that Hirschman's strategy of 

unbalance in calling forth developmental decision-making 

is general in the sense that it does not merely rely on 

the market mechanism to restore equilibrium. On the con

trary, non-market forces are at least as important and 

they are no less automatic than market forces in curing 
17 disequilibria. Non-market forces, namely political 

institutions and pressures, can play an immensely impor

tant role in mobilizing human efforts to face and overcome 

obstacles and difficulties. In the process of develop

ment, political leadership often offers a sense of cohe

sion, purpose, will, and determination that profoundly can 

transform the whole economic and social structure of 

society. 

Hirshman, from the start, emphasizes the role of a 

"binding agent" in organizing and achieving cooperation 

among the many factors, resources, and abilities needed 

18 for successful development. This "binding agent" or 

the ability to make development decisions is a scarce 

resource of a very special nature. Unlike other scarce 

resources, it cannot be economized in the usual manner, 

i.e., by varying the proportion in which it is used. 
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"Being unable to dilute it, we must call forth as much 

decision-making ability as possible by maximizing induced 

1 9 or routinized decision-making." This, in essence, is 

the basic idea of Hirschman's theory which is concerned 

with the search for some reasonably effective inducement 

mechanism. 

Balanced Vs. Unbalanced Growth: 
A Critical Evaluation 

The "balanced" and "unbalanced" growth theories, 

as presented in the preceding sections, interpret the 

source of underdevelopment in different manners. Balanced 

growth stresses the limitations on the demand side as the 

main hindrance to economic growth, while the unbalanced 

version stresses the limitations of decision-making abili

ties. However, both doctrines conclude that the market 

mechanism will not guarantee development. Balanced growth 

theory suggests that it is the responsibility of the state 

to make certain that a whole set of complementary invest

ments is undertaken, so that factories themselves, as well 

as the workers in them, can become each other's customer. 

The unbalanced approach, on the other hand, calls for 

creating situations in which people are forced to take 

investment decisions. Such situations are achieved by 

deliberately "unbalancing" different sectors of the 

economy. 



275 

These two doctrines can be criticized on several 

grounds. First, both doctrines overlook the impact of 

supply limitations and supply inelasticities in LDC's. 

Indeed, that is why these countries are less developed. 

Balanced growth simply assumes that supplies are available, 

and Hirschman's analysis implies that supplies will be 

forthcoming as soon as adequate inducements to decision

making are provided. Both views reflect a very simplified 

and misplaced aggregation by the careless use of concepts 

applicable only to countries that have easy access to 

reserve of skilled labor, capital, and plentiful of 

natural resources. The authors of these strategies were 

inspired by the process of economic growth in specific 

nations. Professor Nurkse's balanced growth found many 

precedents in the Soviet Union. Professor Hierschman's 

thesis, on the other hand, was inspired by experience with 

some Latin American countries. 

Second, external economies have been stressed while 

external diseconomies have been neglected. However, bal

anced growth emphasizes only those economies which are 

transmitted by one consumer good industry to another via 

increased purchasing power and consumer spending, i.e., 

the "horizontal" transmission of external economies. 

Unbalanced growth accounts only for the "vertical" trans

mission of external economies, i.e., those benefits 
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originating from technological external economies trans

mitted from a firm in a lower stage of production to 

another in a higher stage and vice versa. This type of 

externality is assumed to result in lowering the respec

tive cost curves of all firms in the industry. Undoubt

edly, both types of externalities, i.e., horizontal and 

vertical, are equally important, and the exclusion of 

either one is unwarranted. 

Third, the controversy over "balanced versus unbal

anced growth," according to Professor Benjamin Higgins, 

may be resolved in the same manner as the debate over the 

question of whether or not "savings is always equal to 

20 investment" was resolved. Higgins argues that it is 

important to draw a distinction between balanced growth 

as a method and balanced growth as a goal. He suggests 

that "even Hirschman's zigzag growth must have some kind 

of balance as the ultimate aim." The creation of ex_ ante 

imbalances is deliberately made in order to generate sub

sequent ex post balance at a higher per capita income. 

"Once we recognize that we are not dealing with an either-

or proposition" we can stop arguing about balanced and 

unbalanced growth, and consider instead the economic 

interdependence among the sectors and regions of an 

economy. 



277 

Fourth, balanced and unbalanced growth doctrines are 

also subject to a general criticism which is common to 

almost all development strategies. The authors of these 

theories can be accused of strongly emphasizing certain 

variables and excluding a host of others. They developed 

their analyses of the processes of development in terms of 

economic factors alone. These strategies accepted as evi

dence of success, among other economic indicators, an 

increase in gross domestic product. Economic growth is 

indeed an important factor in development and is essential 

to it. But growth, while essential, is not quite enough 

21 to ensure development. As a process, development is 

social and political as well as economic. Only when 

political, sociological, and administrative factors, which 

are usually treated as exogenous in these models are made 

endogenous and incorporated into the system can there be 

a strategy of development. At this point, the relevant 

question is: how do development and economic growth 

differ? The answer is: the latter becomes part of the 

former. 

Thus, on a methodological ground, one might cogently 

argue that to analyze the transmission of the whole society 

in terms of a few economic variables is a method of 

illegitimate isolation. Economic variables are, in fact, 

inseparable from the whole social system. Indeed, to 
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separate them "is to suggest a divisible character of the 

phenomena which do not exist." 

A possible answer to this methodological criticism 

is that models are necessarily abstract, and thus, in 

their formulation one should emphasize only those factors 

which bear significantly upon the matter to be investi

gated. Viewed in these terms, theories may be construc

tively evaluated from the point of view of whether or not 

the selection of the strategic factors is useful and 

valid. This raises two legitimate questions: what is a 

theory? and, what should one expect from a theory? In the 

words of Professor Milton Friedman, theory is a complex of 

two elements. In part, it is a "language, . . . and in 

part, it is a body of substantive hypotheses. 

Viewed as a language, theory has no substan
tive content; it is a set of tautologies. Its 
function is to serve as a filing system for 
organizing empirical material and facilitating 
our understanding of it; and the criteria by 
which it is to be judged are those appropriate 
to a filing system. . . .23 

Viewed as a body of substantive hypotheses, 
theory is to be judged by its predictive power 
for the class of phenomena which it is intended 
to "explain."24 

In his reply to the question, "what should we expect from 

a theory of development," Harvey Leibenstein states that: 

, . . we should expect a conceptual framework 
that would facilitate the creation of theories 
or models that contain manipulable variables 
whose dosages can be raised sufficiently to 
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swamp the environmental effects and sufficiently 
to obtain accurate directional predictions for a 
limited period of time.25 

In the light of the above statements, the balanced 

and unbalanced growth theories have met the test; for 

they are presented in a framework that can predict and 

explain the direction of change. They contain manipulable 

variables which are specified in a manner in which their 

relationships and effectiveness are easily recognized. 

When implemented, these theories must be modified to meet 

each country's particular situation. This is so, because, 

as Leibenstein points out, the universe of conditions may 

2 6 
not always be adequately specifiable. 

Professor Hirschman should be credited for the 

fruitful inclusion of factors such as attitudes, institu

tions, incentives, and political commitment, and for 

turning them from independent variables or constants into 

dependent variables. It may also be fair to say that he 

had a wider concept in his mind than a mere inducement to 

investment decisions, as can be seen from his use of the 

terms "development decisions" and "development tasks." 

However, the question, as Paul Streeten has put it, is 

"what combination of resource policy, reform of attitudes 

(including "incentives") and of legal, social and cultural 

institutions, is necessary in a particular situation." 

What Streeten's view suggests is that a concrete program 
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of action has not yet been proposed. This view serves 

as a bridge to the next point. 

Fifth, models and concepts as general and aggrega

tive as balanced and unbalanced growth, though providing 

valuable insights as to certain salient principles, can 

hardly be presented as practical guides to action. This 

is conspicuously demonstrated by the failure of these 

doctrines to address themselves directly to planning. 

Planning could make these general principles more specific, 

thus producing a practical and concrete guide to action. 
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