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CHAPTER I 

THE SETTING: PROBLEM AND CHALLENGE 

The purpose of the present study is to examine the applicabil-

ity of a regional (multi-country) developraent bank within the present-

day environment of a portion of the Middle East. Several important 

matters merit attention: 

(1) What in the nature of a portion of the Middle East should possibly 
prompt the idea, and consideration thereof, of a new regional 
development bank? 

(2) What is the nature of the problem, or of the environmental set-
ting, that might lead one to question the capacity for adequacy 
of existing arrangements and methods? 

(3) What might be some fruitful considerations to explore in investi-
gating whether the addition of a new regional development bank 
holds conceivable merit for contributing meaningfully in some 
manner and, in that way, yield improvements beyond that realiz-
able from the existing arrangements and methods? 

(4) If there is a solid case for the idea of creating a new regional 
development bank (i.e., a solid case as measured by weighing 
existing deficiencies against creditably identifiable gains and 
benefits, prospectively), (a) what form should this new institu-
tion take, and (b) toward what functions should it be directed? 

(5) After analysis of the preceding matters, what particular activi-
ties and procedural facets are appropriate and desirable for a 
regional development bank in the particular setting at hand? 

Preparatory to consideration of the foregoing questions we can 

turn to a brief exposition of the nature of the countries, economies, 

and peoples involved. By looking at this facet of the environment, at 

least in broad outline, we are aided in understanding better the tenor 



of the overall context within which the more particularized questions 

acquire special relevance. 

The Environment 

The Middle East includes a number of countries—a greater or 

lesser nmriber, depending upon how one defines "Middle East"—of vary-

ing size, population, and resource endowment. The area as a whole is 

neither uniquely identifiable nor highly cohesive. 

There are, however, some important common denominators. All 

of the countries, except Israel, share Islamic religion, basic culture, 

2 
and history. These nations are, important from our standpoint here, 

all similar in the sense that they are all developing countires. All 

have long-standing low and lagging levels of per-capital GDP, low and 

lagging l e v e l s of general i nd iv idua l economic wel l -be ing , and wide-

3 
spread deficiencies in important elements of basic infrastructure. 

Furthermore, the published nationál accounts of the oil-pro-

ducing countries are misleading in the sense that they consider oil pro-

duction as a final output produced by the economic units of the country. 

Basic factual material of a demographic nature about the por-
tion of the Middle East to be considered is presented in Appendix A. 

2 
Selected information pertaining to the historical and cultural 

heritage is included in Appendix B. 

Basic information on "levels of economic development and eco-
nomic well-being" is included in Appendix C. 



while most of the crude oil is shipped in its natural form; addition-

ally, the process of exploration and extraction is, in most cases, 

undertaken by the foreign oil companies. Therefore, a true level of 

GDP, expressing the productivity of these nations, is not available. 

The published data are undoubtedly several-fold larger than the true 

GDP, although we do not know exactly how much larger. 

Interest in economic development in various countries has 

caused considerable attention to be directed to how economic progress 

might more effectively be fostered. But while a growing interest has 

been evident, realization typically proved slow, difficult, and short 

of expectation. Many roadblocks, including deficiencies in technology, 

separateness among small national economies that inhibited effective 

resource-pooling, and shortages of capital, have persisted. 

Into this context, a new and additional element was suddenly 

thrust in recent years. During the early 1970s, OPEC (the cartel, 

encompassing Middle East petroleum producing-exporting countries) came 

4 
actively on the scene. Within a short time, the export price of 

petroleum has roughly quadrupled, and there have been enormous foreign-

exchange inflows to OPEC members. 

Regarding the OPEC-derived foreign-exchange inflows into the 

member countries in the Middle East, two things appear to stand out. 

A 
OPEC, The Organization of Petroleum-Exporting Countries, is 

comprised of thirteen countries (Iran, Iraq, Saudi-Arabia, Kuwait, 
Bahrain, Libya, Algeria, Venezuela, Ecuador, Qatar, Abu Dabi, Dubai, 
and Nigeria), including eight countries in the Middle East east of 
Suez (Iran, Iraq, Saudi Arabia, Kuwait, Bahrain, Qatar, Abu Dabi, and 
Dubai). The latter include some of the major suppliers among OPEC 
membership; however, some Middle East countries are not petroleum 
exporters and are not members of OPEC. 



First, insofar as capital shortage had been a domestic constraint 

to development, such constraint was now reduced or removed. Second, 

with a large amount of capital suddenly available, a great development 

opportunity and challenge was at hand. 

Some Post-OPEC Observations 

Elaborating on the OPEC irapacts upon member countries in the 

Middle East, some further observations appear noteworthy. 

Use of and Complementarity Among Resources 

During recent decades, as each of the Middle East countries 

sought to foster its development, the standard approach was in terms 

of national capacity and needs. Financial channelization was perceived 

at the domestic level, and domestic resources were aimed at national 

ends, irrespective of diversity in comparative strengths among coun-

tries within the geographic area. The countries did not think in 

regional terms, but rather, in development matters, they thought along 

national lines. The result was that each country grappled with a task 

beyond its ability on the basis of insufficient resources. 

It was, perhaps, quite understandable that development thinking 

along national lines dwarfed thinking along regional lines. However, 

Actually, OPEC was formed in September 1960, but did not 
assume an active role in supply-and-price regulation until the early 
1970s. The treatment accorded in the present study is to date the 
OPEC experience from post-1970, when distinct impact relative to 
supply-and-price regulation was the case, rather than from the legal-
istic standpoint of historical formation. 



this practice worked against potential advantages of regional pooling 

of natural resources. It proved conducive to creation of financial 

institutions and modes of capital channelization that inhibited future 

movements from a smaller development context to a larger one. 

The substance of the foregoing discussion is that a creditable 

economic case could have been made for a regional (multi-country) 

approach to financial accumulation and allocation, and to development 

planning and implementation during this earlier period. However, the 

more important point today is that the new influx of OPEC-derived wealth 

makes possible and is probably conducive to a greater willingness to 

think less along narrow national economic lines and, instead, to think 

more favorably about broader types of placeraent and involvement. 

Translating the foregoing into the framework of our present 

subject, one can point out that past practice, premised upon past eco-

nomic circumstances, favored national development banks, which did 

come into existence and continue to exist. Evolution of a new set of 

economic circumstances, prompted by the shock of OPEC derived wealth, 

now makes a regional development bank far more palatable. 

Disposal of Surplus Capital 

Not only does the new influx of OPEC-derived wealth permit more 

comprehensive thinking about resource utilization, development planning 

and implementation within the Middle East, but also it provides a sur-

plus which creates the need for successful alternative outlets outside 

the immediate geographic area. Pursuant to this need, questions 

quickly arise as to how such extemal placement can most effectively 



be accomplished and sustained. Are existing national approaches ade-

quate to the task? Alternatively, might a cooperative regional 

approach prove preferable? Again, what we note is an added "pressure" 

stemming from the OPEC-derived wealth that operates in the direction 

of a regional (multi-country) approach. 

A New Regional Identity 

However, some might choose to define the "Middle East," a sig-

nificant functional consideration appears to be that a portion of the 

Middle East has a new-found basis for cohesion as petroleum producers 

and exporters. These countries are accumulating substantial capital 

supplies, thereby differentiating themselves from that portion of the 

Middle East not so affected. 

This capital-rich region might appropriately be labeled the 

Persian Gulf Region. All of these countries, including Iran, Saudi 

Arabia, Iraq, Kuwait, border on the Persian Gulf. 

As has been seen, "development banking" is thus heavily affected 

by capital supplies, and it is the petroleum producer-exporter countries 

of the Persian Gulf that have truly large financial capital supplies. 

Therefore, it seems appropriate that there should be a scholarly inves-

tigation of the potentials for a regional development bank in the Mid-

dle East. 

Further elaboration on the subject of regional identity is 
found in Appendix E. 



OPEC Wealth and Development Stimulation 

The Persian Gulf countries have shown interest in development 

acceleration for some time, but only recently have there been financial 

resources at their disposal that truly challenged their capital absorp-

tive capacity in the pursuit of development. Before proceeding further, 

some quantitative portrayal of the development opportunity or of the 

challenge that has arisen, appears in order. 

The amount of export earnings of the Persian Gulf countries in 

two contrasting periods—before and since the supply-and-price impacts 

triggered by OPEC action—are indicated in Table 1. The contrast is 

evident in aggregate terms and in individual countries between the 1970-

72 period and the follow-up years of 1973 and 1974. 

The four-fold increase is attributable almost entirely to 

increased petroleum revenues. By 1974, for example, over 87 percent 

of export proceeds were directly attributable to petroleum receipts. 

The basic forms of utilization of these earnings by the four 

major countries in the region is provided in Table 2. Categorization 

of usage is undertaken in terms of "import outlays" to differentiate 

this amount from "non-import" forms of first-instance usage (shown as 

"increases in official reserves"), thereby revealing a difference 

7 
Iran, with the largest and most diversified economy in the 

region, had export eamings of $6.9 and $26.1 billion in 1973 and 
1974, respectively (Table 1). The oil revenues for the same period 
rose from $6.5 to $23.3 billion, according to data found in the 
Intemational Monetary Funds' Intemational Financial Statistics. 
Since the oil revenue data were given in rials, for the sake of com-
parison they have been expressed in U.S. dollars at the exchange rate 
of that period. Also, virtually all exports were to locales outside 
the immediate region. 



TABLE 1 

EXPORT EARNINGS OF PERSIAN GULF COUNTRIES, 
1970-72, 1973, and 1974 
(millions of U.S. dollars) 

8 

1970-72 
(annual average) 1973 1974 

I ran 

Saudi Arabia 

I raq 

Kuwait 

3,736 

3,920 

1,334 

2,379 

6,915 

8,701 

2,494 

3,789 

26,110 

35,267 

7,546 

10,846 

Gulf States: 

Bahrain 

Oman 

Qatar 

UAE^ 

TOTAL 

300 

240 

356 

770 

386 

351 

709 

1,510 

1,165 

1,228 

2,303 

6,392 

13,035 24,855 90,857 

Source: Data assembled from various issues of the Intema-
tional Monetary Fund, ntemational Financial Statistics. 

^nited Arab Emirates. 
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creditable to an estimated amount identifiable as "surplus available 

for disposition abroad." The increase in import volume during the 

most recent years has been dramatic. Import composition, varying 

somewhat between countries, is comprised in the main by three major 

components: Consumer goods, capital supplies (including development 

goods), and arms. But, despite the marked increases in import volume, 

official reserves have also risen markedly in all these countries as 

a result of the increase in overall export eamings far exceeding the 

pace of increase in import volume. And, against the total context, 

the "surplus" (of international buying power) in these countries has 

Q 

increased markedly and continues to rise. The option is thereby 

raised for more imports, or for more placement of funds abroad. 

An implication of the foregoing, of course, is that the coun-

tries of the Persian Gulf region have gotten access to an enormous 

stock of means for development acceleration and for other purposes. 

Survey of available data indicates that the region is, in fact, 

allotting an increasing amount from its newly-acquired means to accel-

eration of development. Table 3 indicates amounts allotted for "eco-

nomic development" in select locales during 1970-72, before the active 

supply-and-price intervention of OPEC, and during 1973-1974, following 

the upsurge of export-receipt acquisitions. 

g 
As attested by quarterly data continuing into 1975, available 

selectively in periodic releases by the Intemational Monetary Fund 
and elsewhere. 
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TABLE 3 

OUTLAYS ON ECONOMIC DEVELOPMENT BY MAJOR PERSIAN GULF COUNTRIES, 
1970-72, 1973, and 1974. 

(millions of U.S. dollars) 

1970-72 
(Annual Average) 1973 1974 

Iran 1,647^ 4,577 6,088 

Saudia Arabia 755 1,892 4,018 

Iraq 333 381 1,500 

,b c c 
Kuwait 232 • « 

Source: Data assembled from various sources, including Saudi 
Arabian Statistical Yearbook (Central Department of Statistics, 
Riyadh: 1973); Iran's Fifth Development Plan 1973/74-1977/78: A Short 
Review," Iran Economic News, March, 1974; and H. W. F. Winston, and 
Zahks Freeth, Kuwait: Prospects and Reality (London: Allen and Unwin 
Ltd., 1972). 

Comparable data for the Gulf Sheikdoms are unavailable. How-
ever, given the relative smallness of these states in population, oil 
revenues, and GNP, the reasonable presumption is that absence of the 
relevant data does not significantly alter the circumstances outlined, 
nor inferences cautiously drawn therefrom. 

^1972 data only. 

1971 data only. 

^ata could not be obtained. It is reasonable to assume, how-
ever, that a conservative process of estimation would yield a growth 
rate of at least 10% from the previous year. 
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As is evident from data in Table 3, domestic developraent out-

lays (and hence regional development outlay, viewed aggregatively) 

have risen markedly in recent time. However, the "surplus" remaining 

on hand, indicated by data in Table 2, has also grown. The presence 

of this "surplus" suggests the general magnitude of either (a) further 

development potential (from the financial standpoint) within the region, 

or (b) latitude for use abroad, either via further intensification of 

imports or as forms of financial (investment) placement abroad, exter-

nal to the particular region. 

The Challenge: An Overview 

The countries of the Persian Gulf region are less developed 

countries (LDCs) which, like many LDCs elsewhere, have in recent decades 

experienced increased desires for accelerated development. With vastly 

increased foreign earnings from petroleum following OPEC supply-and-

price-action, the countries of the region for the first time have come 

into possession of capital supplies sufficient for greatly expanded 

development effort and for extensive investment abroad as well. Numer-

ous new questions are thereby raised, including the matters of (1) how 

to effectively pursue augmented development effort at home, nationally 

or regionally, and of (2) how to effectively utilize surplus funds in 

possible external placement. 

Because the situation is both new and opportune, thought has 

turned to approaches not seriously broached earlier. One such line of 

thought—the subject of the present study—involves "regional develop-

ment banking." 
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The present chapter has concerned itself with the background 

of today's setting in the Persian Gulf Area. We turn next, in Chapter 

II, to consideration of "regional development banking" within the con-

text of the particular Persian Gulf area setting we have described. 

Our aim in Chapter II is to examine the specific question: Is there a 

case for a. "regional development bank" in the Persian Gulf area? 

In the course of this portion of the study (i.e., in Chapter II), 

we will, along with supplementary matters, be concerned with questions 

1, 2, and 3, posed at the outset of the present chapter. Thereafter, in 

Chapters III, IV, and V, we will—pursuant to our findings in Chapter 

II—turn to matters implicit in questions 4 and 5. In conclusion, the 

major aspects of the study and its findings will be summarized. 



CHAPTER II 

THE CASE FOR A REGIONAL DEVELOPMENT BANK 

Against the setting outlined in the previous chapter, we tum 

next to a consideration of the idea of regional development banking 

within the subject area. Expressly, is a regional development bank— 

in some form—appropriate for the subject area? 

In the hope of arriving at the answer to the question posed, 

three subsidiary questions are asked. 

(1) What functions within the region merit attention that might 
suggest a legitimate realm of operating opportunity for a 
"regional development bank?" 

(2) Are there clear-cut reasons to suggest that existing institutional 
arrangements, short of introduction of a new "regional development 
bank," cannot adequately respond to the particularized functions 
cited in (1)? 

(3) If there is evidence under (2) that existing institutional arrange-
ments are deficient, are there other clear-cut reasons to suggest 
that a new "regional development bank," if introduced and in oper-
ation, might reasonably be viewed as an avenue for improvement 
upon the traditional situation? 

Through serious inquiry along the lines of the foregoing questions, 

this chapter will present the case for the establishment of a regional 

development bank in the Persian Gulf region. 

Functions Suggesting a Role for a "Regional Development 
Bank" Within the Persian Gulf Area 

Given the goal of development acceleration in the Persian Gulf 

area and considering: (a) the pattern of resources within the area, 

14 
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and (b) the prevailing institutional arrangements, the question raised 

here is whether reasonable grounds—in terms of conceivable potential— 

exist to warrant consideration of the possibility of establishing a 

new "regional development bank" in the Persian Gulf area. In order to 

explore this matter, there is a need to cite and examine some of the 

major functions that merit attention. 

Particular functions that merit attention are: (1) a regional 

(trans-national) view toward resources; (2) the placement of financial 

resources in regional rather than national perspective; and (3) a 

regional orientation in the extra-regional placement (i.e., outside the 

immediate region) of "surplus" financial resources. Each of these will 

now be discussed. 

Regional (Trans-national) View Toward Resources 

The countries of the Persian Gulf area, which are all LDCs and 

regarded as "developing," admittedly are interested in experiencing an 

accelerated pace of development without undue delay or distress. Viewed 

from a number of standpoints, these countries possess the necessary 

means: abundant natural resources in a number of connections; abundant 

financial resources since the advent of OPEC-influenced eamings; popu-

lations that in greater part stand ready to consume finished products, 

provided these are available and the income pattem supports access to 

them. However, viewed from different standpoints, there are also 

obstacles present which will now be discussed. 

One important concem is that the composite strength among the 

countries of the region appears better fitted for support of accelerated 
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development than if efforts were premised solely at the individual 

level of the respective countries. Natural resource endowments do not 

necessarily parallel population concentrations, nor are complementary 

supplies of natural resources necessarily situated within the same 

countries. Levels of development vary somewhat within the region, and 

so do the availabilities of particular worker talents and technological 

skills. Market latitude varies widely because of size differentials 

in national populations; yet, emergence of much of the desired output, 

especially in industrial contexts, presumes adequacy of market scale. 

Many of these environmental elements are attested by data shown in 

Appendices A and C. 

Essentially, the Persian Gulf area is characterized by a series 

of pervasive dualisms. First, there is technological dualism. In the 

Gulf region one finds two different economies: one small but techno-

logically advanced segment, characterized by the use of the most recent 

capital intensive machinery as well as a highly skilled labor force. 

In contrast a large but technologically retarded segment is highly 

labor-intensive and uses traditional tools. 

Market size is an important factor in all developmental efforts 
Professor Balassa writes, "One may add that under modern conditions 
even a country as large as Great Britain expects to derive economic 
advantages from regional integration. Apart from improvem.ents in 
resource allocation, such gains are the result of economics of scale 
obtainable in a wide market and of the efforts of integration on compe-
tition and technical change." "Regional Integration and Trade Liberal-
ization in Latin America," Journal of Common Market Studies Vol 10, 
No. 1 (September, 1971), p. 68. 
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Second, there is regional dualism. Large and persistent gaps 

in the productivity and income of different areas exist in the Gulf 

region. Some areas are highly populated while others, although endowed 

with financial and physical resources, lack population. This situation 

is partially due to the absence of the simplest means of defense against 

heat and health hazards, and partially due to the lack of means and 

directions to utilize the opportunities. 

Furthermore, there is the problem of market size. Small market 

size is an important factor hindering the development of the region, in 

that it does not provide sufficient depth and breadth for demand and 

output. Hence, per unit and investment costs are higher when produc-

2 
tion levels are smaller. 

Given the goal of accelerated development, and fuller realiza-

tion by more people of the end benefits of such development, an improved 

linkage of means (resources) to ends (development achievement) would be 

helpful among the countries of the Persian Gulf area. Important in this 

respect is an institutional arrangement, which could be able to effec-

tively approach regional needs and aspirations in terms of regional 

capabilities or potentials of capability. 

2 
In many cases investment costs and operating costs, it has 

been shown, decline by 0.2-0.3 percent for a one percent increase in 
output. See John Haldi, and David Whitcomb, "Economics of Scale in 
Industrial Plants," Journal of Political Econo ny (August 1967), pp. 
373-85. The same researchers also found that, "Our main conclusion 
is that many basic industries, such as petroleum refining, primary 
metals, and electric power, economies of scale are found up to very 
large plant size (often the largest built or contemplated)." Ibid., 
p. 373. 
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Perhaps a regional development bank has special potentials 

toward the outlined trans-national approach. Of course, there may be 

other means or avenues, capable of serving the same function as well, 

or possibly even better. However, should it be apparent upon due 

examination that current means, or currently available avenues, are 

deficient in important respects, then it would be well-advised to exam-

ine alternate arrangements or avenues. Introduction of a "regional 

development bank," as one possibility that presumably is worthy of 

serious consideration, would 'then come to fore. 

Placement of Financial Resources in 
Regional Perspective 

While the Persian Gulf countries currently have abundant finan-

cial means, including the important component of abundant foreign 

exchange (see Table 1 in Chapter I), to pursue the goal of accelerated 

development, success in this effort presumes, among other things, that 

the requisite channelization of means toward ends occur smoothly and 

effectively. In this respect, some attention to a regional approach 

to the channelization of a significant portion of available financial 

resources is worthy of consideration. 

Because some desired development projects deserve to be 

approached in a regional rather than purely national manner, the back-up 

financing also appropriately deserves consideration in regional terms. 

To illustrate a project physically situated in Country A (perhaps 

because of basic physical-resource endowment distinctive to Country A) 

that services needs and markets in Countries A, B, C, and D, may well 
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envisage financial support (investment) from Country A as well as from 

Countries B, C, and D. Accordingly, the avenues by which the requisite 

flow of investment funds from multi-country participation can be 

brought to bear on the particular project, itself situated physically 

in one country, deserve attention. 

Again, some developmental investments involve projects of the 

"preconditions" type, needed in the development process preliminary to 

further follow-up investments in projects that yield end products. 

Examples include power and transportation facilities upon which fre-

quently depends successful involvement in augmented agricultural and 

industrial effort. Significantly, some of this infrastructure may be 

best approached at the regional level due to such factors as the parti-

cular geographic placement of river network. Because such an infra-

stmcture development, to a great extent, is most effectively approached 

at the regional (multi-country) level, its financial support also might 

best be considered at the regional level, at least in important instan-

ces. 

Also, many development investments are quite costly, involving 

substantial amounts of financial outlay. Risk is always a factor when 

investment is contemplated, so that attention deservedly can be direc-

ted to means for more effective "sharing of risk," if not actual reduc-

tion of risk. Without attention to the risk element, needed investment 

may be inhibited, thereby obstructing acceleration of development. The 

essence of the foregoing discussion is that a multi-country approach 

to the placement of investment funds as a means of "sharing of risk" 
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appears to have conceivable merit over a purely national approach, at 

3 
least for certain projects. 

Furthermore, even when all direct financial requisites for 

investment in development projects can be successfully arranged, there 

still remains the possibility of need for supportive services, such as 

certain technical assistance or advisory services, in order to achieve 

effective operating results. The question arises as to the likely 

source of such supportive services. There is little reason to contem-

plate an equal presence of such ability in every country within a 

3 
Professor Balassa cites a study by the United Nations (Simply 

referred to as a Study of the Iron and Steel Industry in Latin America 
1954), that found steel ingots in a plant with an annual capacity of 
500,000 tons involves costs 18 percent higher, and in a plant with 250, 
000 tons capacity 33 percent higher, than in a plant producing 1 mil-
lion tons a year. Bela Balassa, "Regional Integration and Trade Lib-
eralization in Latin America," Journal of Common Market Studies Vol. 
10, No. 1 (September, 1971), p. 58. 

Presently Iran, Iraq, Saudi Arabia, Qatar, and United Arab 
emirates are either in the process of or have completed construction 
of steel plants. Among all these plants, the Iranian mill is the lar-
gest, yet it has produced only 400,000 tons in 1973—well below the 
optimum level of 1 million tons, "Mideast Nations Plan for Self-suffi-
ciency in Steel," Steel Facts, No. 228 (January, 1975), p. 7. Further-
more, some plants contemplated for future construction are too small 
to have any economic justification (e.g., UAE's plan to build a mill 
with an annual capacity of 25,000 tons), Ibid., p. 7. 

On the topic of petro-funds and the Gulf nations Professor 
Merklein writes; "On the other hand, one of the most wasteful errors a 
country can commit is to use its present wealth to build up an industry 
that cannot in the long run support itself. The classical example of 
this type of error in economic thinking is the developing country bent 
on having its own steel industry." H. A. Merklein, "Can Middle East 
Producers Preserve Their Petro-wealth?" World Oil (December, 1974), 
p. 78. 

Obviously a joint effort in this regard, ostensibly through a 
regional development bank, not only offers clear advantages from a 
trans-national view toward resource allocation, but also employs all 
the desirable elements that are associated with placement of financial 
resources in a regional perspective. 
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region. Indeed, absence of attention to assemblage of assorted abil-

ity in some identifiable and accessible place risks impairment of avail-

ability anywhere. A case can be made that the function of provision 

of the needed services can be more readily and effectively approached 

at the regional level rather than at the national level. 

As a general proposition, new development investment presumes 

effective financial-intermediary effort. It cannot simply be assumed 

that an abundance of funds will automatically be successfully matched 

up with intentions for specific new investments. In between lies a 

banking-type function—the function of service in the financial-inter-

4 
mediary sense. This function can be approached nationally or region-

ally and, when attendant circumstances so warrant, the regional approach 

may prove indispensable. In sum, there is a nimiber of reasons that 

appear to support consideration of a regional approach to financial 

placement. It is in this context as well as in the function of finan-

cial intermediation that can be validly linked to consideration of the 

possible roles of a "regional development bank." 

Regional Orientation on Extra-Regional Place-
ment of Surplus Financial Resources 

As indicated in Chapter I, the petroleum-wealthy countries of 

the Persian Gulf area currently have holdings of foreign exchange in 

For exposition along these lines, see J. A. Kane, Development 
Banking (Washington, D.C.: Heath and Co., 1974), p. 185. He speaks 
of the financial-intermediary instrumentality as standing "not only 
between private-sector savers and investors, but also between the 
public sector as saver and private sector as investor. 
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excess of amounts currently absorbable effectively within the immediate 

countries, leaving a surplus for potential placement outside the imme-

diate region. Not only is this "surplus" already quite substantial in 

a cumulative sense, but the amount continues to increase, with pros-

pects of continued growth for an indefinite future period. 

Information exists about the nature of placement to date out-

side the immediate region, both as to type of placement and locale of 

placement. In 1974 about three-fourths of the OPEC countries' surplus 

petro-funds were invested in developed country financial centers. The 

total amount of surplus funds abroad were invested in the following 

pattern: about 35 percent in Eurocurrency investments, about 18-1/2 

percent in the United States (predominantly in U.S. Government securi-

ties and bank deposits), about 12-1/2 percent in investments in the 

United Kingdom in investments other than Eurocurrencies (in real estate 

and equity securities), about 9 percent in loans to official or quasi-

official institutions in the developed countries other than the U.S. or 

U.K. , about 6 percent to the IBRD (World Bank) and the IMF (Intema-

tional Monetary Fund). The placement characteristics of the remaining 

15 percent is unknown. Note that only about 10 percent of the total 

is known to have gone to the LDCs. 

Oil reserves are consistently being revised and in the case 
of the Persian Gulf always upward. The crude reserve of Gulf countries 
at 1973 production levels is; Saudi Arabia 50 years, Kuwait 63 years, 
Iraq 46 years, Iran 27 years, UAE 44 years, and Qatar 32 years. See 
The Middle East and North Africa 1974-1975, a Dictionary, London: 
Europa Publications, 1974, p. 84. 

Walter Krause, "Recycling Petro-dollars: Implications for 
the U.S.," Lecture given at Business Administration Building, Texas 
Tech University, March 10, 1975. 
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The general picture thus far is as follows: 

(a) A major bloc of funds going into extra-regional 
placement has been channeled into banking quarters 
in major industrial countries. 

(b) A second major bloc of funds going into extra-
regional placement has been invested in real estate 
and equities—again in greater part in major indus-
trial countries. 

(c) A fairly minor proportion of funds has been going 
to other countries relatively near at hand, such 
as to non-oil countries in the Middle East, to South 
Asia, parts of Africa. 

Some observers are prone to be critical of recent foreign placements. 

Why is so much simply going into foreign banks? Why is so much of the 

placement in the already-developed industrial countries? Is this the 

type of extra-regional placement that the Persian Gulf countries should 

regard as "desirable"—either from their own short-run standpoint, or 

in terms of longer-run, overall standpoints? 

The foregoing points up a general consideration of the matter 

of "function." Clearly, if there are "surplus" funds, they should be 

used efficiently. If used abroad, the placement deserves to be along 

lines readily defensible on economic grounds. Minimally, it would seem 

that the individual Persian Gulf countries should receive from these 

placements more, rather than less, benefit and that the global coramunity 

should be served better rather than less well. 

We are thus confronted with the "function" of how to channel 

surplus funds to foreign locales, how to decide where and in what to 

place funds, how to assure high-grade usage abroad while holding down 

risk in placement. Relative to this function, there are some factors 

that suggest the wisdom of considering a regional approach, at least as 

one option within the total context of the process of external placement 
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Important for effective placement abroad are aspects such as 

(a) good information, (b) a good stance for negotiation, and (c) capa-

city for decision-making in terms of overall as well as particularized 

considerations. 

Turning momentarily to each of these, the matter of information 

is first exarained. Information on the availabilities and potentials of 

assorted foreign outlets obviously is of inestimable value. Rather 

than letting this information be gathered piecemeal in incomplete form, 

or via duplicative effort, advantage presumably attaches to fixation of 

orderly responsibility for obtaining such information. Since every 

country of the region faces the same problem, a regional approach to 

the task seems more plausible than an attempt at a national level. 

Next, when action is conteraplated based on upgraded information, 

there is the process of negotiation of loans and investment. When each 

of several countries or their residents face the sarae problera, why 

should there be risk of corapeting negotiation or counter-negotiation? 

Again, a regional approach appears to hold advantage in dealing with 

this coramon challenge. 

Then, in a soraewhat separate realm, there is the matter of 

basic decision-making on the overall pattern of usage. Should placement 

be fairly equal in different parts of the world, disproportionately 

heavy in one or more portions, or in one or another form of usage? 

Unless such "indicative planning for placeraent" is viewed as a central-

ized function for all the similarly-situated countries of the region, 

the placeraent pattern that eventually emerges is more likely to be a 
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chance result rather than one regarded in advance as worthy of being 

invited and encouraged. 

In another connection, better placement tends to be aided when 

wide latitude prevails for lenders to consider an extensive range of 

possible amounts of individual loans. To illustrate, a single country, 

or would-be lenders in a single country, may be willing to participate 

in a transaction in extra-regional lending up to a given amount, but 

not beyond that amount (for reasons of limits in ability to lend, or of 

individual unwillingness). In contrast, closer cooperation among sev-

eral lender countries, or araong would-be lenders situated in the several 

countries in close contact, makes possible the contemplation of somewhat 

larger particularized loan size. From the foregoing it is evident that 

an accommodating multi-country lending forraat can prove of assistance 

in extra-regional financial placeraent. 

In regard to this matter, close cooperation in extra-regional 

financial placement between the countries of a region can help to 

ameliorate risk-taking for all. Given loan arrangeraents can be shared 

by several countries, somewhat in consortium fashion, so that no one 

lender finds himself over-extended, with "too many eggs in one basket." 

Thus, what emerges from the above is that an appropriate multi-

country lending format can help to accommodate the placeraent process. 

The function of the accommodating arrangement is apparent, and it is 

one that raight advantageously be taken into account when one considers 

the pros and cons of a possible "regional development bank." 
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An Overview 

The preceding pages of this section contain evidence of certain 

specific functions that raerit attention within and on behalf of the 

countries of the Persian Gulf area: (1) consideration of indigenous 

resource use along regional (trans-national) lines; (2) consideration 

of financial-resource placement within the region in terms of a regional 

perspective; and (3) consideration of the regional interest (extending 

to national and local interest) in the extra-regional placement of 

financial resources found "surplus" to the region. 

In the succeeding section, there is an examination of how the 

cited functions customarily have been handled, and, are currently han-

dled, by the countries within the Persian Gulf region. _If_ it is found 

that significant insufficiencies prevail, then it can be contended that 

a raeans of iraprovement can justifiably be contemplated; and that the 

possible merits of a_ "regional development bank" might be considered. 

Adequacy, or Lack Thereof, of Present Arrangements 

The preceding section surveyed certain functions that raerit 

adequate servicing in sorae raanner and which, if not already adequately 

serviced perhaps raerit serious consideration regarding the potentials 

of a new "regional developraent bank." What follows is an exaraination 

of how each of the cited functions is currently approached (i.e., at 

present and traditionally)—in an attempt to ascertain whether the 

prevailing pattern of arrangement(s) is adequate. 
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Regional (Trans-national) View 
Toward Resources 

As already stated in the preceding section (and attested by 

data in Chapter I and in Appendices A and C), there is an imbalance 

among the countries of the Persian Gulf regarding physical and human 

resource endovments. National boundaries within the region comprise 

rather firm economic barriers, with no basic offsetting raechanisra on 

hand to pool excesses on one score with shortages on another. The 

result is a general hindering of development within the region as over-

all capital absorption capacity is held at a level lower than might 

otherwise be reasonably expected. 

Significantly, no fundamental steps are currently being pro-

moted to lessen the restrictive effects of the foregoing situation upon 

the development progress of the region. Traditional views continue 

solidly entrenched. Eraphasis is on the corabining of factor endowraents 

nationally, not in terras of some trans-national approach toward factor-

endowment utilization. 

Actually, the facts and inhibitions of "dualism," both techno-

logical and regional, as well as small market size, are recognized by 

countries within the region, and have been under serious consideration 

by the individual governments. However, consideration and study, as 

well as remedial measures insofar as attempted, all typically occur 

within purely "national scope," not within the greater context of a 

region-wide approach or view. 

In the "national scope" approach, the problem of dualism is 

usually dealt with by concentrating on the lagging area or a component 
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thereof. Whatever raight be said on behalf of such proceeding, a funda-

mental flaw that tends to affect any outcorae stems from the relative 

narrowness in which the solution is sought. As stated by a leading 

developraent econoraist, "A coramon failing oí^ regional lareal] plans is 

an underlying assumption that the problems jof_ the poor or lagging 

Q 

regions [areas] must be solved ±n the region larea]." As indicated, 

for the countries of the Persian Gulf area, "region" has meant "within 

given countries," not within the greater scope and wider latitude of a 

number of countries. 

Part of the explanation of why the particular countries so con-

strued "region" within national confines is that planning has been pur-

sued at the national level. Individual countries devise national eco-

nomic plans, which serve to constrain the range of options brought into 

consideration. With intensive focus on national coraponents, attention 

is readily distracted from the maze of interactions, actual or potential, 

between the various countries within the region—all presumably interes-

ted in development, and all planning for such (but acting essentially 

on a unilateral basis). Ironically, the countries formulate plans with 

accelerated development in mind; but the very process of national-scope 

planning tends to mdermine attention to, or even accoramodation of, the 

interactions between countries of the greater region upon which a higher 

form of development impetus raay well hinge. 

Q 

Benjamin Higgins, Economic Development (New York: W. W. 
and Co., 1968), rev. ed., p. 738. 

Norton 
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Similarly, market size is important because it helps determine 

depth and breadth for demand and output. All else equal, the larger 

the number of people having access to a given raarket, the larger the 

demand for goods and services tends to be. Investment projects 

designed to satisfy regional (multi-country) needs involving a larger 

number of people tend to experience higher demand and consequently 

higher output. High levels of output are important for various rea-

sons, including the realization of economies of scale—yielding lower 

9 
unit cost. Adding the matter of market size to the advantages of 

resource pooling, the regional approach (multi-country approach) 

appears to have a significant advantage over the national approach 

because it is conducive to the combination of more efficient utiliza-

tion of economic resources and the presence of lower prices than would 

otherwise be likely or possible. 

In summary, one finds important shortcoraings in the Persian 

Gulf region with the custoraary economic resources. The setting 

reflects certain weaknesses inherent in strong dedication to the 

national approach, and reflects the absence of certain strengths poten-

tially realizable if there were greater consideration of utilization of 

economic resources within a regional (raulti-country) context. 

A consequence of economies of large scale, hence market size, 
is the associated advantage that can be derived frora specialization. 
"Large raulti-product plants can specialize in a narrower range of 
products and have longer production runs. The lengthening of produc-
tion runs, in turn, permits improvements in manufacturing efficiency 
through ' leaming by doing'; reduces the expenses associated with 
resulting machines and reorganization of work; and allows for the use 
of specialized machinery." Balassa, 02_- cit. , p. 69. 
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Meaningful raovement toward a regional approach, of course, assumes 

willingness for cooperation by the various governments; but, under 

ongoing circumstances, one finds little firm evidence of even prelim-

inary steps in the direction of a concerted regional approach to prob-

lems comraon to the countries of the Persian Gulf. 

Placeraent of Financial Resources 
in Regional Perspective 

Relative to placeraent of financial resources, the countries of 

the Persian Gulf area currently do not have institutional arrangeraents 

geared to place financial resources regionally, nor is thinking at 

either public or private level particularly attuned to that end. Funds 

available within the countries are typically placed within the sarae 

countries—while "surplus" funds (as has been the case since the onset 

of the OPEC-derived augraentation), tend to be placed in raore distant 

locales abroad. 

In accordance with the "national scope" view toward placeraent 

of financial resources, each country of the region currently has nuraer-

ous private banks and, typically, at least one public bank serving in 

the role of financial interraediary. In addition, national developraent 

banks, or equivalents thereof, exist. All, including the national 

developraent banks, traditionally conduct their operations in a strictly 

national context. 

Why is banking in these countries oriented only to a national 

context? Essentially, there are three main, somewhat interrelated. 
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reasons. First, historic and political factors helped create a "tra-

ditionalist" setting wherein thought and action come to be circurascribed 

by that which is expected. Both institutional arrangeraents and the 

thinking of bank-type personnel reflect an environraental setting car-

ried forward frora the past. Second, when physical-resource use is 

viewed nationally, rather than regionally, there tends to be accompany-

ing accomraodation frora the financial coramunity. Third, the planning 

process, conceived on a national basis itself reinforces national fin-

ancial placeraents. Overall, with emphasis being on the nation rather 

than "the region," the prevailing economic activity and pervasive raood 

acquired, and retained, have a similar orientation. 

In the preceding section on "Functions," the presence of two 

primary functions was noted: (1) the financial-intermediary function; 

and (2) special attention to developraent. While the prevailing status 

of (1) has been indicated, sorae coraraent appears appropriate relative 

to (2). Certainly the national developraent banks pay heed to (2), 

but, here too, the scope for evaluation and action is confined at raost 

to the national level. The reasons for the particular orientation and 

conduct are s'imilar to those applicable to instrumentalities relative 

to the function of financial intermediation. 

In short, present arrangeraents are attuned to and favor finan-

cial placeraent at the national or sub-national level.and not within a 

broader, region-wide (multi-country) context. Pursuant to an argument 

that a regional approach holds important economic advantages over a 

national approach (especially supplementarily when developraent 
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accommodation is regarded a major goal), one feels obliged to conclude 

that ongoing arrangements and modes of conduct in financial placement 

are not conducive to pursuit of gains within the greater context. 

Regional Orientation on Extra-Regional 
Placeraent of Surplus Financial Resources 

In an earlier section of the present chapter treatraent of the 

functions attendant to "surplus" fund disposal extemally suggested 

the general function of effective placeraent of these funds in produc-

tive investraent abroad in a raanner entailing relatively low risk. At 

present, relatively little about "surplus" placement extemally would 

suggest truly laudable effectiveness. Exaraination of the current 

placement pattern as it now stands (and as shown statistically and 

illustratively earlier) points up two basic shortcomings: (1) heavy 

concentrations in foreign banks (e.g. , in the Eurocurrency market), 

placed there somewhat transitorially, providing a latent threat for 

sudden financial instability intemationally, and, all the while, 

yielding relatively low returns for the lenders; coupled with (2) 

lesser concentrations in real estate and equity holdings in relatively 

few already-developed countries. Essentially lacking is any pronounced 

movement of funds into possible effective uses in high-development-

potential developing countries where the developmental tempo, which 

many economists nowadays express concern about, has been seriously 

threatened by higher energy costs and attendant consequences triggered 

by the OPEC-supported supply-and-price actions. 
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Perhaps OPEC members with "surplus" funds, including countries 

in the Persian Gulf area, have not yet had tirae to adjust to the task 

involved in achieving truly effective placeraents abroad. Whatever one 

might conclude on that score, there is the further point that the 

countries of the Persian Gulf area do not now appear organized, in 

terms of institutional arrangements and raodes of thinking and opera-

tion, to effectively explore, negotiate, and place large sums abroad 

in outlets that serve well not only abroad but also, very importantly, 

the current and longer-run individual Persian Gulf area countries' 

best mterests. 

The central problem, or shortcoming, is that the placement of 

surplus funds is currently conducted at the national level. Inherent 

weaknesses are attached on a variety of scores, as outlined earlier. 

Specifically, there is always the possibility of corapetition among 

lenders, duplication or lack of depth in evaluation effort, inhibi-

tions arising when conteraplating possible large-scale involvements, 

etc. 

Clearly, when all countries within a region face the same 

problem or challenge, "putting heads and talents together" can hold 

"The long-term solution to the preservation of real wealth 
is in real investment, not paper investment. The term "paper" applies 
to all currencies, including the U.S. dollar and Special Drawing Rights, 
as well as government bonds and non-convertible corporate bonds." 
Merklein, o£. cit., p. 78. Professor Krause, in his study of the 
question of surplus petro-dollars, has arrived at the same conclusion. 
Walter Krause "Recycling Petro-dollars: Iraplications for the U.S.," 
Lecture, Business Administration Building, Texas Tech University, Lubbock, 
Texas, March 10, 1975. 
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some potential advantages. But as intimated, the Persian Gulf area 

currently has no such machinery or mechanism for movement to a system-

atic and unified approach to the problem or challenge. 

An Overview 

The present section has examined the existing "environraent of 

the Persian Gulf area countries with the intent of evaluating the ade-

quacy of relevant coraponents of this environraent in servicing the basic 

functions that merit attention as outlined in the previous section. 

The gist of what emerges is that the existing environraent (institutional 

arrangeraents, raodes of thinking and operation), reflects significant 

insufficiencies. 

Accordingly, since the cited functions are important and merit 

effective attention, the question arises as to what type of arrangement 

and/or course of action might validly be suggested to significantly 

improve the situation. A leading possibility that readily coraes to 

mind is the formation of a_ "regional development bank" for the Persian 

Gulf area. 

The ensuing section will address itself to the potentials of 

a. "regional development bank" for the particular region. The intent 

will be to examine whether the ingredients are present, at least poten-

tially or in principle, for effective improvement upon the current 

situation (and in terms of measuring up substantially better to the 

specific functions previously cited). 

If, upon this further examination, a "regional development 

bank" appears to offer sufficient potential for improvement, we will 
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have a basis to conclude ±n principle that such an institution or 

arrangement might advantageously be considered by the countries of the 

region. Of course, we will not thereby have sanctioned siraply any 

"regional developraent bank." We will raerely have a basis to draw a 

conclusion about the principle of a. "regional developraent bank." But 

we will also, in that event, have valid grounds to continue forward 

with serious thought on the preferable characteristics of a regional 

development bank, useful in the event introduction were contemplated 

and/or attempted. 

Reasons Suggestive of Potential Iraprovement of Status 
Under a "Regional Developraent Bank" 

Pursuant to considerations surveyed in the previous sections, 

it is now in order to consider whether or not significant potential 

for improveraent would lead to the introduction of a "regional develop-

raent bank" in the Persian Gulf area. If, after such further consider-

ation, the conclusion is in the affirmative, a regional development 

bank could then be endorsed. There could then be consideration of the 

forra and operational aspects of a regional developraent bank that might 

creditably be regarded as reasonable and desirable. 

Regional (Trans-national) View Toward Resources 

A regional development bank of appropriate form and scope would 

appear to offer strong potential advantages to the countries of the 

Persian Gulf area in terras of both means and ends. In terms of raeans, 

such an institution could prove helpful toward a fuller and more 
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effective allocation and utilization of regional resources within a 

regional context, facilitating the general process of "pooling" by 

helping to deeraphasize the arbitrariness and restrictiveness customar^ 

ily associated with national boundaries. In terms of ends, the 

attendant resource allocation and use could hopefully occur in ways 

far more attuned to the goals of accelerated development. The very 

fact that a regional development bank incorporates the word "develop-

ment" suggests a certain likely proclivity in thought and operation. 

A "regional" development bank can, by virtue of its scope 

and avowed intent, offer potential gains, along lines described ear-

lier, as "needed," and, which are currently deficient within the 

region. First, and probably most important, a regional developraent 

bank holds strong qualities for deeraphasis of national (politcal) 

boundaries as a retardant to resource and market sharing, as well as 

in other possible respects. Indeed, a regional development bank, as 

compared to altemative means appears to offer few problems along 

lines of a general shift from a highly national approach toward a 

stronger regional approach. A regional developraent bank represents a 

rather elementary and relatively uncomplicated form of economic inte-

gration. It requires no formal compromise of sovereignty by raerabers. 

Formal commitraent by individual merabers can be liraited to the extent 

of subscription to the bank, maximura risk being loss of shares in 

such bank. At the same time, a regional development bank can be a 

stepping stone for further and higher economic integration, a parti-

cularly opportune possibility as success is realized in more elementary 
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contexts at earlier stages. The essential benefit throughout, of course, 

is derivative frora econoraic gains potentially obtainable as a conse-

quence of the following: (a) more effective pooling of resources and 

raarkets; particularly as viewed against prevailing variations in popu-

lation size and financial placeraent; (b)stiraulation of fuller capacity 

and increased willingness to use region-wide resources towards ends 

of intra-regional significance (thereby helping to raitigate the prev-

iously cited insufficiency of apparent low capital absorptive capacity 

during the past, and continuing still to the present); and with (c) all 

of the foregoing handled by personnel frora raulti-country sources (i.e., 

regionally), that has a heightened awareness of the needs for effort 

toward regional goals, and working according to an implicit mandate 

for decision-making and action toward fuller pursuit of development 

goals within the new regional context. 

Second (and related to our first point), a regional developraent 

bank appears to hold strong potential advantage in regard to the prob-

lems of dualism and country-oriented variations in market scale. Ful-

ler scope for a trans-national view in the use of regional physical 

resources—in the placeraent of financial resources (including the pro-

vision of finan'ce for shelter and health care) , and in decisions 

resulting in the placeraent of at least the larger new plants in the 

most suitable locales (as judged not only by consideration of resource 

availability, but also by considerations of effective distribution 

regionally of emergent end-output)—can help to stimulate investment 
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and economic activity, as well as to improve the level of productiv-

ity of the agents of production overall. The idea is that a regional 

view can, on sorae raajor scores, contribute significantly to fuller and 

more effective utilization of that which is technically available for 

use, and, by virtue of such usage, can help to improve the overall 

regional environment in ways conducive to further intensification of 

sirailar efforts in the future. 

Third (and again related to our first point), a regional devel-

opraent bank could hold strong potential advantage regarding the envir-

onraent and the decision-making tone likely to be cast by the sheer 

presence of an instrumentality of its general nature and intent. The 

presumed personnel represents an asserablage of assorted strengths frora 

the meraber countries, helping to heighten the likelihood of general 

overall corapetence at a raeritorious level. The raulti-national personnel 

is directed to planning and impleraenting efforts along regional lines, 

to assure a regional eraphasis. All the while, acceleration of develop-

ment would be a vital consideration, in view of the basic mandate for 

operation and the nature of thought likely to emanate frora the personnel 

of the regional bank. 

A regional developraent bank of appropriate form appears to hold 

strong potential for valuable contributions in addition to and in the 

nature of important reinforcement of whatever might be claimed by 

national development banks or related institutions. 
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Placement of Financial Resources 
in Regional Perspective 

Furthermore, a regional development bank of appropriate form 

and scope would appear to offer strong potential advantage to the coun-

tries of the Persian Gulf area in terms of effective routing of more 

financial resources toward regional development needs and goals. 

A regional development bank would, of course, be "a bank"—and, 

as a bank, would have an interest in the financing of projects ordinar-

ily handled by banks. The financial resources would come "from the 

region" and would be placed "within the region"—with regional develop-

ment considerations strongly in mind. These considerations may also 

play a strong role in placement of surplus funds overseas. In this 

sense, like the previously-discussed attitude regarding the intra-

regional placement of physical resources, placement of regionally-

derived financial resources along regional lines of utilization would 

tend to place greater emphasis on overall econoraic considerations as 

determinants in the investment decision, and would tend to lessen atten-

tion to the political considerations associated with national borders. 

In addition to the general advantage implicit in a procedure of 

regional placeraént of a portion of regional financial resources, poten-

tial advantages of notable order appear discernible also in other connec-

tions. First, the regional approach to lending can contribute a new 

dimension to lending in general—namely, lending with the specific goal 

of "regional development" in mind. Indeed, placement within the context 

of "best opportunities available within the larger multi-country scope" 
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can , on b a l a n c e , h e l p t o a c h i e v e a b e t t e r usage of funds . This end 

t ends t o be a i d e d and a b e t t e d by dec i s ion -mak ing i n t h e l oan p r o c e s s on 

t h e p a r t of s p e c i a l i z e d p e r s o n n e l of m u l t i - c o u n t r y o r i g i n who o s t e n -

s i b l y would always be c o g n i z a n t of t h e g o v e m i n g o p e r a t i o n a l mandate of 

"development a c c e l e r a t i o n . " 

Second, t h e f a c t t h a t a r e g i o n a l developraent bank would amass 

and have a t i t s d i s p o s a l a s u b s t a n t i a l poo l of f i n a n c i a l r e s o u r c e s 

(presumably f a r g r e a t e r t han t h a t f o r e s e e a b l e under p u r e l y n a t i o n a l 

development-bank a u s p i c e s ) would tend t o d e c r e a s e h e s i t a n c e t o e n t e r 

t r u l y l a r g e p r o j e c t s or program loan v e n t u r e s . At l e a s t , c o s t l i n e s s of 

a g iven v e n t u r e , as a p o s s i b l e d e t e r r e n t t o e n t r y i n t o i t , s t a n d s t o 

d e c r e a s e i n i rapor tance as a f a c t o r i n t h e loan d e c i s i o n , t h e r e b y enab-

l i n g f u l l e r focus on p u r e l y c o s t - b e n e f i t f a c t o r s t h a t a r e raore p r o p e r l y 

germaine when a c c e l e r a t e d r e g i o n a l development i s a c e n t r a l g o a l . 

Th i rd (and c l o s e l y r e l a t e d t o our second p o i n t ) , t h e l a r g e r 

c o n c e n t r a t i o n of funds a t t e n d a n t upon m u l t i - c o u n t r y fund p o o l i n g e n a b l e s 

l a r g e v e n t u r e s t o be con templa ted i n t h e s p i r i t of a reduced f e a r of 

r i s k f o r any i n d i v i d u a l raember c o u n t r y . Sheer s i z e of t h e fund concen-

t r a t i o n t e n d s t o l e s s e n t h e normal i n h i b i t i o n s a s s o c i a t e d w i t h loan 

r i s k , as t h i s r i s k i s s p r e a d among s e v e r a l c o u n t r i e s and can be viewed 

as only one v e n t u r e among numerous p r o j e c t s o r p rograms , n o t a l l s u b -

j e c t t o t he same types o r t i m i n g of v u l n e r a b i l i t y . 

F o u r t h , t h e p l a n n i n g p r o c e s s , aimed a t a c c e l e r a t e d development 

w i t h i n t h e r e g i o n , i s p o t e n t i a l l y h e l p e d by t h e p r e s e n c e of a r e g i o n a l 

development bank which i s i n v o l v e d , fo rma l ly o r i n f o r m a l l y , i n a t y p e 



41 

of regional planning. Individual member countries can still plan at 

the national level (i.e. , pursue national economic development plans). 

Such national efforts may be supplanted by a regional development bank 

plan which could conforra better with rautual benefits sought along 

regional lines. In effect, activity deriving from national development 

planning can be aided by a regional development bank through activity 

undertaken in a supplementary and reinforcing raanner, as well as by a 

greater coordination that, in turn, affects individual-country plans 

and action. At the sarae time, independent planning directions of 

regional developraent bank origin ostensibly can be highly instrumental 

in upgrading the planning process in the individual meraber countries. 

The idea is that the entire planning process can conceivably receive 

meaningful upgrading in spirit and implementation by the addition of 

what a regional development bank potentially has to offer. 

Thus, on all of the foregoing scores, there is a strong case 

for the considerable potential of a regional development bank in terms 

of improved financial placement of a portion of available regional funds 

for use within the region, thus contributing meaningfully to the accel-

eration of regional development. 

Regional Orientation on Extra-Regional 
Placement of Surplus Financial Resources 

As explained earlier, the countries of the Persian Gulf area, 

as major petroleum exporters under OPEC arrangements, are in possession 

of, and continue to derive, substantial foreign eamings. Some of the 

resultant amount is spent on imports, including payraent for development 
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ingredients; some is available for additional forms of placement within 

the region; and some is "surplus" in the sense of seeking forms of 

placement in locales extemal to the region. Relative to these "surplus" 

funds, placement to date is heavily in banking quarters in developed 

countries (e.g., in Eurocurrency markets) or in real estate and equities 

in developed countries. Relatively few of the "surplus" funds have 

found their way, thus far, into other developing countries where capital 

generally is somewhat scarce and where its earning capacity tends to be 

considerably high. The particular pattem of extemal placement being 

described is widely viewed as "less than fully desirable." Parts of 

the world, the non-OPEC developing countries elsewhere, remain starved 

for capital necessary for their own development. And, even the Persian 

Gulf area countries are open to criticism for not undertaking a finan-

cial-recycling effort of better quality. They receive an average return 

on foreign investment somewhat less than what may well be possible and 

desirable. 

The "less than desirable" nature of the overseas placement of 
surplus funds stems from several shortcomings of the present arrangement, 
some of which are: (1) danger of devaluation. In reference to the 
present distribution of these funds "a 20% dollar devaluation today, 
applied to one year's uncoramitted reserves, would cost Saudi Arabia 
alone more than $4 billion. The cost to Kuwait would be raore than $1 
billion; Iraq and Abu Dhabi would each lose about $800 million, Iran's 
losses would come out at close to $3 billion." H. A. Merklein, "Can 
Middle East Producers Preserve Their Petro-wealth?" World Oil, Deceraber, 
1974, p. 80. (2) The loss of purchasing power due to inflation in Wes-
tem countries. A 14% rate of inflation in the U.S., "applied to Saudi 
Arabia's uncoramitted yearly reserves, will cost that country $3 billion— 
every year. That's more than Saudi Arabia's total oil revenues in 1972." 
Ibid., p. 80. (3) Bond holdings, which are not an attractive alternative 
either. "Actually, treasury bills are about as poor an investment as 
currency, ... Of course govemment bonds yield a return, ... so there 
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In the absence of arrangements or instruraentalities, within the 

countries of the Persian Gulf area, to strongly proraote the upgrading 

of extra-regional financial placements, the question arises as to 

whether a regional development bank, could assist to a substantial 

extent. In this respect, several major lines of argument can be cited 

as suggestive of probable iraproveraent following the establishment of a 

regional developraent bank. 

First, the presence of a regional developraent bank, staffed 

with high-caliber talent involved in researching altemate financial 

outlets extemal to the region, could aid immensely in finding quality 

outlets in widespread external locations, with potentially beneficial 

effects for both the capital-receiving areas and the member countries 

of the regional development bank (who would, araong other things, stand 

to receive higher retums). 

Second, the fact that a regional developraent bank would coraprise 

a focal institution for the countries of the Persian Gulf area in the 

extra-regional placement of capital could hold potential bargaining 

advantages in the negotiation of loan terms and safeguards. Very simply, 

the procedures of research, negotiation, and placement would then be 

centralized, not left for independent, duplicative, or even corapetitive 

action by individuals or institutions in several countries. 

is an incentive for bonds. Yet, at current inflation rates of 14% and 
interest rates on bonds, especially govemment bonds, well below 14% 
they yield a negative true rate of return," Ibid., p. 85. 
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Third, the fact that a regional development bank would have 

command of substantial funds (exceeding in amoimt anything likely at 

individual country level) would likely assist in serious exploration 

of a very wide range of investment undertaking in terms of size. With 

a well endowed agency that acts in a centralized manner, few undertak-

ings would need to be regarded as "fine on all other grounds, but too 

large." Since any given investment would be but one araong a great 

many (assuming a regional bank equipped for volume business), it could 

be viewed as posing a far sraaller risk for each raeraber country. 

Fourth, with a substantial sum of capital centralized within 

a regional development bank, lending action could potentially be viewed 

more in terms of "overall planning, per se," in whatever form(s) such 

planning might be construed by a regional developraent bank or by the 

concensus of opinion of its raembers. 

The composite picture emerging from the foregoing is that the 

establishment of a regional developraent bank, of appropriate forra and 

scope, could offer strong potential advantage in the task of successful 

placeraent in extra-regional quarters. The "surplus" financial resour-

ces, in possession of and accruing to the countries of the region, will 

continue to aggloraerate, especially in the future. 

A variety of benefits of potentially significant raagnitude 

have eraerged frora the analysis thus far. The introduction of a reg-

ional developraent bank would, however, require that some costs be 

incurred. Fortunately, in a relative sense, they are expected to be 

small and most of thera of a short-term nature. Furtherraore, the 
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introduction of a bank to perform the functions previously discussed 

would in the long-term contribute toward more favorable conditions 

than originally existed in the areas in which some costs raay initially 

arise. 

First, there is a chance that a regional developraent bank, 

upon establishraent, would attract some of its personnel from the 

already scarce pool of such talents in the region. The problem how-

ever, is not as serious as it appears. In a regional context, there 

is no reason to believe that distribution of these human resources is 

equal and scarce in all quarters. Furthermore, there is the possibil-

ity of establishing a training prograra for development of specialized 

personnel. Such a program could be used to generate more trained 

personnel than the bank needs, for use in the region. A program of 

this nature would result in a net reduction of human resource scarcity. 

Second, a regional development bank raay be potentially dis-

ruptive to the operations of the ongoing sraall capital raarkets in the 

region due to its sheer size. This is a possibility, especially in 

the initial periods of a regional bank operations. However, there is 

reason to believe that it may not actually occur. The decision makers 

of a bank are expected to be aware of such possibility and take the 

necessary steps to prevent any adverse outcome of the nature mentioned 

above. In the long-term the activities of the bank should enhance 

local capital markets directly and indirectly through a variety of its 

activities. 
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Third, undesirable competition between a regional development 

bank and national development banks in the region is a potential prob-

lem which can be avoided or reduced through the design of appropriate 

policies. Relationships between the two levels of institutions can be 

tumed to advantage. To the extent that regional and national develop-

ment projects overlap, a cooperative approach between these institu-

tions could increase the overall chances of a successful outcorae by 

providing the possibility of joint participations and the sharing of 

technical resources in those cases in which to do so would be benefi-

cial. 

An Overview 

This section has exarained the potential strengths of a regional 

developraent bank in the Persian Gulf area. What emerges is that a 

regional development bank holds potential, without apparent serious 

offsetting economic drawbacks, on all three of the raajor scores sur-

veyed: (a) promotion of a regional view toward resource usage; (b) 

placeraent, within the region, of financial resources in better regional 

perspective; and (c) improveraent in placement in extra-regional quar-

ters of financial resources that are "surplus" to the imraediate region. 

An Assessraent 

Thus far, the present chapter has made a number of points. 

First, there are several main functions in the geographic area known as 

the "Persian Gulf" area that readily prompt interest as to whether 

they might be suitable for the consideration of a "regional development 

bank." 
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Second, an examination of the nature of the particularized 

functions cited suggests that existing arrangeraents and procedures 

reflect iraportant insufficiencies that seeraingly support a search for 

alternative, and conceivably iraproved, arrangeraents and procedures. 

Third, in examining the general nature of a "regional develop-

ment bank," including its likely direction and substance in perforraing 

the particularized functions cited, a strong case emerges for the posi-

tion that such a bank could be an instrument of tremendous potential 

benefit and value for the countries of the Persian Gulf area. 

In short, there are functions that need attention, which are now 

imperfectly serviced under existing arrangements and procedures, and 

which probably could be better handled by a "regional development bank." 

The foregoing provides the rationale and the econoraic case for 

serious consideration of a. new regional developraent bank for the Per-

sian Gulf area. Accordingly, specifics of a likely institutional 

arrangement along these lines are considered in Chapters III, IV, and 

V. 



CHAPTER III 

FUNCTIONS AND OPERATIONS OF A REGIONAL 

DEVELOPMENT BANK: ANALYSIS I 

While the preceding chapters have outlined the case, in prin-

ciple, for a regional development bank in the Persian Gulf area, the 

assessment there does not endorse just any regional development bank— 

but rather one that is "appropriate" in forra and scope. A pertinent 

question is what would coraprise such an "appropriate" bank? 

The present chapter and Chapters IV and V, accordingly, turn 

to the raatter of ascertaining the major features advisable for a regional 

development bank in the Gulf region. Specific features of interest 

examined in this chapter are sources and regional uses of funds by the 

bank. Overseas uses of funds are examined in Chapter IV. The proposed 

bank's role in fostering a regional capital market, its role in the 

coordination of national development plans within a regional context, 

and some of its operational aspects will be discussed in Chapter V. From 

these analyses, the "appropriate form and scope" of the proposed bank 

will emerge. 

For reasons of conciseness, matters that are somewhat non-
economic in nature—including organization, administration, and struc-
ture of a Persian Gulf Regional Developraent Bank—are reserved for 
inclusion in Appendix F. 

48 
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Source of Funds 

The resources acquired by a regional developraent bank prefer-

ably should be of a magnitude that (a) enables such a bank to have an 

impact on the regional economic development of the Persian Gulf area, 

and (b) justify intemational operations by such a bank. 

An important characteristic of a regional development bank in 

the Persian Gulf area is that its sources of funds are largely indi-

genous to the region, being provided by member governments, regional 

private banks, private investors, and corporations. At the same time, 

however, it is possible to permit—and even encourage—private inves-

tors from overseas to invest in bank-capital-resources. 

Equity Capital 

Equity capital is probably the most iraportant source of funds 

to the proposed bank, because other major sources of funds such as bank 

borrowings (loan capital) raay not be forthcoraing to the extent needed 

or, if available, the borrowing/lending interest differential might not 

allow the flexibility that bank directors need in their operations. 

There is no single best method of determining the araount of 

the subscription to be assigned to each raeraber country. The raajor 

factors to be taken into account, however, can be identified. The 

araount should bear due recognition of the raember's ability to pay, as 

well as the potential benefits to be received. Factors such as a 

member's level of surplus petro-dollars, population, gross domestic 

IWá JICi liú^u\ 
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product, and tax revenues are also worth considering in determining 

2 
its share. 

Pursuant to the foregoing considerations, and bearing in mind 

criteria raentioned at the outset of this section, levels of coraraitment 

to capital resources that would approximate the magnitudes given in 

Table 4 are suggested. 

A total comraitraent of approximately 10 billion SDRs is sug-

3 
gested on the ground that it is large enough to allow more effective 

undertaking of the functions cited in Chapter II, and yet not so large 

that it could discourage potential meraber states frora joining for fear 

of loss of sovereignty and control over their national econoray. The 

approximate commitraent of individual countries has been selected 

according to their financial ability and its level is such that it does 

not give veto power to any meraber state. 

Given a capital stock of 10 billion SDRs, it can then be appor-

tioned to the participating parties, in the forra of comraon shares, in 

relation to their level of subscription. One method of apportionraent 

would be to divide the capital stock into one million shares, and 

2 
Consideration of these matters can be facilitated by consult-

ing each member country's export earnings (Table 1), its level of sur-
plus funds available for disposition abroad (Table 2), its level of 
commitment to national development prograras (Table 3), population (Appen-
dix A ) , and GDP and per capita national incorae (Appendix C). 

o 

Meraber governraents could provide one-half of their subscrip-
tion in a convertible currency and be liable to provide the other half 
on call. Further discussion of initial governraent subscription is pro-
vided in Appendix F. 



51 

TABLE 4 

APPROXIMATE SUBSCRIPTIONS BY SOURCE 

(billions of SDRs) 

Governments: 

Saudia Arabia 2.3 

Iran 2.1 

Kuwait 1.6 

Iraq 1̂ 4 

Bahrain • 4 

Abu Dabi .4 

Qatar .4 

Dubai • A 

Private, etc. 1»0 

Total paid in 10.0 

Of the total resources available to the bank from govemments 
(the figures given in the table for governraents), one-half could be 
"paid in" and one-half "callable"—a Goramitment from the governments 
to provide the other one-half, or portions of it, when the need for it 
arises. 
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set one hundred thousand of these shares for non-govemment investors. 

Each share can carry one vote, and private investors can remain free 

to trade their shares in the open raarket. 

Loan Capital 

With the broad scope of activity envisioned for a bank of this 

type, it is preferable that the institution start frora a position of 

strength. This raeans not only a coramitment of substantial capital 

resources, but also full support by meraber governments in its institu-

tional efforts to borrow liberally in or outside the region. 

One of the major borrowing airas could be to tap idle regional 

balances in order to re-channel them into investment projects. Hold-

ers of idle funds are usually concerned with several factors which, 

unless satisfactorily answered, can induce the holders to withhold 

entry into bank securities. These factors include rate of return, con-

fidence, liquidity, and inflation. 

The rate of interest on bank securities advisedly should be 

corapetitive and related to the risk involved. To be able to pay a cora-

petitive rate, the institution must be profitable; indeed, higher prof-

its contribute strength and the possibility of lowered borrowing rates. 

Bank interest policy is not expected to conflict with the predorainant 

Islaraic culture in which it is envisaged to operate, at least in an 

operational sense. Presently Saudi Arabia, the raost orthodox Islamic 

nation, does collect interest from its foreign holdings, so it should 

not be expected to disapprove of the proposed bank's activities in this 
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regard. The matter of interest earnings in Muslim societies is fur-

ther elaborated upon with regard to bank capital market activities 

in Chapter IV. 

Relative to the matter of confidence it should be noted that 

the Middle East has undergone decades of turraoil. This environment 

developed investors that are quite conservative and hesitant to take 

risks in new or long term ventures, no matter how sound the idea. 

To confront this problem, the new institution's securities need to be 

liquid and supported by the backing of member governments. The liquid-

ity of attendant securities stands to be enhanced by the degree of 

success in establishing a capital raarket. The backing accorded by 

raember governments raay further enhance investor confidence if adequately 

translated into effective action. For exaraple, member governments may 

agree in the bank's charter to intervene in the capital raarket to sup-

port bank securities (its debt instruments sold on the open market), 

upon the request of the board of governors, by buying bank securities up 

to some limit in terms of their callable capital. Such practice would. 

Professor R. T. Masson, in his article, "The Creation of Risk 
Aversion by Imperfect Capital Markets," American Econoraic Review Vol. 
62 (March, 1972), pp. 77-86, challenges the implied psychological aver-
sion to risk assumption made in literature. He argues that "risk-averse 
behavior may follow from institutional characteristics of the economy, 
and not necessarily from a psychological aversion to risk," p. 77. 

By institutional characteristics he means market imperfections, 
and suggests several prescriptions to promote economic growth. Nonethe-
less, regardless of the causes of the aversion to risk in developing 
countries—due to psychological factors or raarket imperfections—there 
is a general concensus araong econoraists that the problem exists. How-
ever, if Professor Masson is correct, one can hope that the problera 
will be easierto cure than if it has psychological roots as iraplied 
above. 
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in effect, place the members' guarantee on bank obligations and 

thereby underwrite the confidence of investors. 

Regarding inflation, especially in the case of long-term 

securities, the possibility exists of attaching an inflation index to 

obligations in order to protect the purchaser of bank debt instruments 

real investment against deterioration. 

To attract investors who prefer securities in currencies 

Dther than regional denominations, the bank may issue its obligations 

in SDRs upon request. On maturity of such securities, the bank could 

then provide facilities to exchange SDR-denominated obligations into 

whatever currency the lender might wish. This procedure advisedly 

would proceed in a manner involving minimum red-tape and not requiring 

excessive exchange fees. 

A factor to consider in regard to sources of funds is the 

debt-equity ratio that might be adopted by the bank. There is generally 

no one ratio that a bank can select which is "correct" for all circum-

stances. Each bank has its own peculiarities, and the regional develop-

ment bank discussed here is no exception. The purpose of loan funds is 

The matter of indexation, if undertaken, must include both 
borrowing and lending operations. Furthermore, it should be harmonious 
with the banking practices of the region. The previous pattern of hand-
ling this problem by commercial, central, and national development 
banks can serve as an operational guide as well as a starting point for 
future actions. 

William Diamond, Development Banks (Baltimore: Johns Hopkins 

Press, 1957), p. 60. 
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to supplement share capital and to increase the earning power of the 

institution. Such leverage also has the added advantage of increas-

ing the resources available for developraent projects. In order to 

provide protection to its lenders the bank raust maintain a relatively 

strong equity position. If the development bank in the Gulf region 

is able to call on its merabers to support its obligations, it could 

have the necessary advantage that would result in a lesser eraphasis on 

the debt-equity ratio. An additional step in attracting loan capital 

would be to obtain the agreeraent of member govemments to give first 

priority in bank-obligations to lenders, second to private shareholders, 

and third to raeraber countries, in the event of the bank's liquidation. 

There are other, less iraportant sources of funds for the pro-

posed bank. Included are repayment of past loans, incorae received from 

loans made, and grants given without any specific purpose assigned. 

All grants may preferably be given to a special fund discussed below. 

The foregoing accounts, plus equity capital and funds raised by borrow-

ing, constitute the ordinary capital of the bank. A final source of 

funds, special funds set aside for specific purposes, is discussed 

presently. 

Special Funds 

The purpose of special funds is to give a development bank an 

added element of flexibility in undertaking activities that might not 

fall within its normal banking functions, but which may be highly desir-

able from an econoraic developraent perspective. Therefore, a special 
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fund is set aside as a source of capital for long-term loans for pro-

jects that have low private but high social rates of retum. 

The econoraic rationale for such a fund is in recognition of 

the following factors. First, long-terra loans are relatively more 

risky than short term loans, especially if they are raade in less 

developed areas of a region where the interest charge, according to 

the risk factor, probably cannot be afforded by many borrowers. Without 

special attention to these cases, there would be a strong possibility 

that these areas raight reraain less developed. Second, loans made to 

small businesses often have higher risks and smaller retums than loans 

made to large firms. Nevertheless, the developmental objective of a 

regional development bank is better served if the efforts of such 

institutions are directed toward enhanceraent of an entrepreneurial 

class region-wide and encourageraent of raore modern business practices. 

To achieve these ends the bank should be interested in encouragin? 

small, as well as large, entrepreneurs. Third, to facilitate develop-

ment, a need to stiraulate new enterprises in the region could arise. 

New enterprises, due to their inherently raore risky nature, could be 

more successfully encouraged if they are provided with greater oppor-

tunity to borrow, and when appropriate, at subsidized rates. Fourth, 

less developed countries (IDCs) outside the Persian Gulf region might 

be allowed to borrow at a subsidized rate (Chapter IV). The subaidized 

loans accorded to these countries may also be generated from the spec-

ial account. Because of these distinctions, the resources of the bank 
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committed to such programs can advantageously be kept separated from 

its ordinary resources. 

The sources of funds for this special account include: (a) 

contributions of raeraber countries for projects in which they alone 

are interested, but for which the assistance of an expert banking teara 

is required; (b) developed countries use of this facility to pursue 

developraent objectives in the region and re-channeling of funds through 

this account; (c) bank designation of a percent of its capital resources 

to this fund for the undertaking of subsidized joint projects outside 

the region, as well as regional considerations raentioned above; and 

(d) all grants given to this institution. 

Considering the foregoing discussion a question arises about 

the level of bank resources set aside for this fund. The answer raay 

best be approached by not setting a rigid rule about the size of bank-

resource coramitment to the fund. But it would be advisable to have a 

ceiling on bank contributions and to leave the actual size of the com-

mitment to the discretion of the board of govemors. The advisability 

of setting a ceiling is to raaintain a relationship between the cost of 

borrowing to the institution and the risk of endangering the capital 

resources of the bank. Therefore, contributions to this account raust 

Indeed all major regional development banks presently in opera-
tion maintain a separate account for the purposes raentioned above. For 
an elaboration on this matter see John White, Regional Development Banks 
(New York: Praeger Press, 1973). See also Manmohan Singh, "Regional 
Development Banks," Intemational Conciliation, No. 576 (January, 1970). 
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be in a manner that would not jeopardize the normal operations of 

the bank at issue here or weaken its credit standings in the finan-

cial markets. 

Regional Uses of Funds 

Utilization of bank funds would take place at three distinct 

levels, each with different purposes. These levels are (1) regional 

development activities, (2) developed country investment, and (3) 

loans to less-developed countries. 

Considerations associated with the proposed bank's use of 

funds to promote regional development activities are discussed in the 

remainder of this chapter. The other two categories, namely lending 

and investment activities in developed countries and those in less 

developed countries, are discussed in the section on uses of funds 

overseas in Chapter IV. 

It might be argued that a formal breakdown of bank resources 

for each of the foregoing three uses is advantageous. This might be 

a legitimate route of apportionment of bank capital. However, the 

view taken here, in regard to the organization, administration and 

structure of a Persian Gulf regional developraent bank, provides a 

high degree of operational autonoray to the decision-raakers of the 

proposed bank to allow pursuit of the raost appropriate set of activ-

ities in light of conditions as they exist—future conditions which 

cannot adequately be foreseen now. Consequently, the apportionment 

of the bank's funds among different alternative uses is 
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to be left to the discretion of the bank's board of govemors and its 

directors. For a more detailed discussion of these and related raat-

ters, see Appendix F. 

An important consideration in regard to the uses of funds 

(regional and international), is the matter of private versus social 

rate of retum on investment. In order for the proposed regional 

development bank to be able to function effectively, the rate differen-

tial between borrowings and lendings must be large enough to cover the 

cost of borrowed funds, adequate dividends, and the operational expenses 

of the institution. The bank would be competing for funds in the capi-

tal raarkets when it borrows. When it lends or invests, however, some 

of its funds (some of those used for development project financing) 

would be provided at concessionary terms, since it is the social rate 

of return which is relevant for decisions concerning economic develop-

ment financing rather than the rate of retum private entrepreneurs 

could obtain. Thus, the ability of the bank to make loans from the 

special funds partially depends on the bank's borrowing/lending rate 

differential. Subsidized, low interest loans should be made only to 

the extent that they do not impose a strain on the bank's credit and 

financial strength. When no additional subsidized loans are feasible 

until new circurastances arise, the bank could still play a role by 

atterapting to pursuade national governraents to undertake these operations 

or to contribute additional araounts to the special fund. 

Another consideration in regard to the uses of funds is asso-

ciated with the bank's operations in its early years. In the early 
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periods of operations the bank might find it difficult to invest the 

amount ultimately desired in the region. Indeed, it might experience 

outside pressures to do too much too early and too fast. Furthermore, 

at the beginning of operations, outlays relative to income could be 

such that the institution might not earn its expenses. In an effort 

to avert a possible operating deficit, the bank should be allowed to 

invest in short-term securities regionally and abroad. However, the 

volurae of this type of investraent should eventually dirainish and not 

exceed the amount held for transactions and precautionary purposes. 

Also, investraent in regional securities must be made with cognizance 

of the capacity of these raarkets, so that no disruption of their opera-

tions occurs. 

Selection of Regional Pro^jects 

A regional developraent bank is interested, araong other things, 

in the financial result of its investment. It uses financial standards, 

such as expected rate of return and the history of loan applicants, in 

the selection of loans to be made. But a regional developraent bank is 

also concerned with the regional development impact of a project and 

the change in overall economic aggregates. Pursuant to this aim, 

selection of regional projects should be premised on criteria beyond 

Q 

utilization of standard financial measures. Furthermore, there is the 

Q 

There are many good books on project selection and appraisal. 
As a respresentative sample see: (1) Andreas Papandreou and Uri Zochar, 
Project Selection for National Planning, Vols. I and II (New York: 
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possibility that in some cases banking and regional development 

objectives do not coincide. For reasons previously stated , the bank 

would seek high rate of return projects also to maintain and increase 

its strength and, consequently, ability to attract additional funds. 

One is tempted to compare the foregoing approach with the pro-

ject-selection criteria of previously established regional development 

banks. These banks go out of their way to emphasize the criteria of 

sound banking principles. It is necessary for them to do so since 

they, as borrowers of funds overseas, must follow the norm or be denied 

funds. Implicit in the acceptance of banking principles is the possi-

bility of tacit assignment of a lower priority to projects that have a 

combined social and financial retum higher than projects with high 

financial return, but low social value. The bank at issue here, by 

virtue of having a secondary source of income (return on overseas invest-

ment) not available to other regional development banks, is potentially 

in a better position to invest in low private-retum loans than 

the other banks. 

Nonetheless, socially desirable projects with low private-return 

involve sacrifice of eamings. The point here is that a Persian Gulf 

regional development bank can put relatively more emphasis on these 

investments with the chance of a smaller adverse effect on its finan-

cial standings because of its secondary source of income. Therefore, 

Praeger Press, 1974); (2) S. A. Marglin, Public Investraent Criteria 
(Boston, Massachusetts: MIT Press, 1968); (3) T. E. Weisskopf, 
Econoraics of Project Forraulation and Evaluation (New York: United 
Nations Industrial Development Organization, 1969). 
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the likelihood that its total earnings might fall to a level that 

would discourage investors is smaller compared to other regional 

development banks if they pursue social projects with high social and 

9 
low private-returns. 

Size of projects fínanced. The size of projects financed is 

related to the amount of resources that a bank coramands. The new bank 

for the Gulf area envisaged in this study is large in relation to other 

regional banks and it could accommodate large projects, particularly 

9 
There are also other raajor differences between this bank and 

other regional banks. A major differentiating factor is the "turned 
about" character of this bank. All presently functional regional devel-
opment banks must go to the developed country financial center to bor-
row funds, and must follow the directives that accorapany such capital 
inflows. In the process of iraplementing these directives, regional 
problems and regional solutions may lose priority. The proposed bank 
for the Gulf area, in contrast to others, does not depend on foreign 
borrowings. Hence, to this extent, it is not subject to the influence 
of overseas lenders. 

Secondly, the ongoing regional banks are restricted by their 
by-laws on the amount that can be borrowed. Outstanding borrowings by 
the Asian Development Bank at no time may exceed the callable capital 
subscription of merabers with convertible currency, i.e., $300 million; 
and the outstanding borrowing by the Inter-American Developraent Bank 
may not "exceed U. S. portion of callable capital, i.e., $200m" (John 
White, 02_. cit. , pp. 61, 158). The proposed bank for the Persian Gulf 
region would not be subject to such a stringent restriction. Indeed, 
the member governments, in combination, could guarantee the bank's bor-
rowings up to three times its callable capital. 

Thirdly, even in the case in which the lirait of borrowing has 
not been reached, some regional banks such as the African development 
bank have experienced difficulty in obtaining funds from the developed 
country financial centers due to political obstacles, credit conditions, 
and the high cost of borrowed funds. The bank at issue here, because of 
its "turned about" nature, is far less likely to experience this kind of 
difficulty. 

The ordinary resources of 10 billion SDRs for a bank in the 
Gulf area compares with $3,150 millions for the Inter-American and 
$1,100 millions for Asian Development Bank (John White, ̂ . cit. , pp. 
54, 158). 
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intemational projects within the region. Given the possibility of 

such a tendency, attention to large projects, however, should not 

preclude assistance to small enterprises. Small firms can contribute 

to the development process by training skilled labor and spreading 

managerial know-how araong a large group of people. One problem asso-

ciated with small firms is the higher relative expenses that occur in 

screening their project applications. A possible approach could be 

to delegate approval of small loan applications to raiddle raanagers. 

Such policy not only improves the morale of the staff, but also has 

the added advantage of serving as a training school for the development 

of future upper level executives. 

Ownership, expansion and establishraent of enterprises. One 

major role of a regional development bank in the Gulf area, as has been 

observed, would be to facilitate economic growth. In pursuit of this 

goal, the proposed bank is advised not to evaluate the allocation of 

funds exclusively according to the type ownership of the enterprises 

applying for finance. Initially, the bank might receive several loan 

requests for establishment of "pre-conditions" in the region. These 

requests, being govemmental in nature, deserve careful attention, 

especially those deemed to have positive regional impact. Beyond invest-

ment on pre-conditions projects, which are likely to be for the provis-

ion of public goods, the regional developraent bank might concentrate on 

private or joint private-public enterprises. 

Joint projects undertaken by two or more member govemments could 

advantageously be given emphasis. The same holds true for region-wide 
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joint private ventures. It would seem wise to discourage private 

projects with more than a certain non-resident ownership. However, 

special provision could be made if these enterprises are in a desir-

able new field, or contribute to regional cooperation efforts. 

The provision of special attention to new enterprises can be 

defended from the premise that regardless of their profit potentials, 

finances might not be forthcoming, due to the excessive conservatism 

of the financial institutions in the area. Such attention should not 

result, however, in a set policy of preferential treatment for new 

firms. Each application should be evaluated on the merits of the pro-

ject proposed. 

The Decision to Invest Regionally 

Expenditures on investments could be approached by setting an 

upper limit on outlays in each category to encourage diversification 

in bank portfolio. In support of private firms investment a case can 

be made in favor of the bank matching the araount that owners are will-

ing to risk. In joint ventures with member govemraents, bank finance 

could be as high as deeraed appropriate. For new enterprises, yet 

another consideration raight prove advantageous: sorae new firms may 

legitimately ask to borrow raore than 50% of total outlays. After 

careful study, their case could merit favorable judgment. Different 

However, as a general rule, "banks are not prepared to invest 
more than the owners of the enterprise are themselves willing to put 
up." Shirley Boskey, Problems and Practices of Developraent Banks 
(Chicago: Aldine Publishing Co., 1966), p. 67. 
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amounts of lendings could be arranged for different portions of a 

glven project. Project coraponents such as buildings and land could be 

financed at a rate higher than one-half of their expected raarket value. 

The finance of perraanent and working capital could be separ-

ated, especially in regard to established firras. A flexible policy in 

this matter, allowing special consideration for working capital for 

new enterprises, appears worthwhile. The same policy could be extended 

12 
to established firms in unique situations. 

Forms of financing investraents. The provision of funds by 

regional banks take the form of loans, equity participation or loans 

13 
convertible into equity. These forms assume different relative 

importance under the conditions of inflation. 

First, long-term and intermediate-term loans that are not 

linked to an appropriate index erode in real value to the lender in 

highly inflationary economies. If loans prove to be the raajor forra of 

finance in the Gulf region, several methods are available to protect 

the real value of a bank's assets. One way to handle the problem would 

be to link loan payraents to the borrower's sales or profitability. 

Another method, probably raore effective, is to allow an escalator clause 

in loan contracts tied to a specific price index. This type of indexa-

tion, although becoraing coramon in some countries, is relatively new 

12 
Shirley Boskey, oj^. cit., p. 69. 

^-^lbid., p. 70. 
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to the Middle East, and a bank might have to educate the borrowers 

in this regard. 

Second, equity finance tends to protect a bank's assets 

against inflation. It also has the advantage that a borrower's pres-

tige might increase because of the co-ownership that results. Finally, 

since bankholdings can advantageously be disposed of eventually by 

selling them to private investors, equity finance would have the advan-

tage of spreading the benefits of a regional development bank to a 

larger group of people. Furthermore, such disseraination of benefits 

not only helps to re-channel sorae private savings into investment, but 

also helps to improve the development of a regional capital market. 

There are, however, sorae drawbacks to equity finance. Frora a 

bank critic's point of view, one could question the advisability of 

buying equity with bank funds that are probably raore suitable for 

relending. This is so because raost bank funds are probably borrowed, 

to be repaid at a specific date. In contrast, buying equity raight lock 

up a bank's resources and make it hard, or at least inconvenient, to 

meet its obligations to creditors. Thus the bank, in practice, could 

be expected to find itself limited in equity financing. 

On the borrower's side, there are some drawbacks as well. They 

may be reluctant to reduce their share of ownership. One reason for 

this reluctance could be that co-ownership through sale of stocks to 

the regional development bank would result in disclosure of business 

secrets and possibly higher taxes. Also, there is the possibility that 

the bank might sell its shares to a party unacceptable to the original 
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owners, or even to a rival. An option to give the original owner 

the right of first refusal could, however, reduce the magnitude of 

this particular difficulty. 

Third, when bank loans or equity holdings have a conversion 

clause that allows a change from debt to equity and vice versa, the 

impact of inflation is mitigated. This method is obviously highly 

desirable for a bank since it provides a great degree of flexibility 

in the composition of its portfolio. However, a bank alone cannot 

exercise this option; the attitude and willingness of borrowers raust 

also be taken into account, and they may not be favorably inclined. 

Interest policy. Interest charges are the most iraportant 

source of income to a bank. But, due to the dual nature of the pro-

posed regional development bank, interest charges in the region com-

prise only a portion of its income. Initially, incorae frora regional 

domestic investments might be small. Yet as previously explained, 

total income (frora doraestic and overseas investraent) is expected to be 

sufficient to cover the cost of borrowing, operational activities and 

dividend payments. Income, therefore raust be of sufficient raagnitude 

to allow the proposed bank to attract desirable loan applications. 

It is suggested that no flat interest rate policy be adopted 

for all loans. Not all of the borrowers represent equal risk; and 

there is no reason to let low risk borrowers subsidize the high risk 

ones in all cases as would be the case under a regirae of fixed rates. 

Nor should there be legally imposed maxiraum or minimum rates. 
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Another aspect of interest rate policy involves the undis-

bursed portion of loans signed and the pre-payment of loans. There 

is no single best method to follow in all situations in this matter. 

The author suggests that no charge be made when delays in drawing 

loans are caused by conditions beyond the borrower's control. In other 

situations a relatively low charge on the undisbursed amount seeiriG 

appropriate. In case a borrower wishes to prepay his loan, he couid 

be allowed to do so without being subject to any premiuras. 

Security on loans. As a general practice, banks obtain secur-

ity for loans raade. The amount of the security depends on the borrower 

and the type of project undertaken. Govemment projects require less 

security than private enterprises. Small concems and closely held 

firms could be asked to provide relatively more security, which reflect 

14 
the higher risks that they present. Requiring security for projects 

that have little resale value raight seera questionable at first, but a 

lien has its uses. The power of foreclosure can serve as a deterrent 

to the borrower's excesses and strengthen a bank's position to direct 

changes in a client's operating policy that would otherwise be harder 

to bring about. 

The type of assets acceptable as security depends, of course, 

on the particular legal rights of creditors and debtors which raay vary 

Shirley Boskey, 0£. cit., p. 70. For sraall new firras the 
security required raay be in terras of the projects to be financed. 

•̂ l̂bid. , p. 82. 
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from circumstance to circumstance. Arrangement could also be made so 

that some of the borrower's assets reraain free for use as collateral 

in future borrowings, either from this bank or elsewhere. 

Valuation of assets for securities is generally made by using 

depreciated book value for fixed assets, market value for land, and 

independent assessor's estimate in inflationary periods when book 

value becoraes unreliable. In the case of new enterprises, book value 

may be used for valuation purposes. The proposed bank for the Gulf 

region might find advantage in employing one or all of the foregoing 

methods, depending on the prevailing circumstances of an enterprise 

being considered. 

Loans in foreign exchange. Banks capitalized in foreign cur-

rency—assuraing SDRs are "foreign currency"—can be confronted, poten-

tially, with a serious problera in deciding who should take the risk in 

fluctuation of exchange rates when loans are raade in Western curren-

cies. This is a problera because borrowing and payraents schedules 

overseas do not necessarily coincide with the payraent of loans raade in 

foreign exchange. Thus, in the event of a devaluation of sorae raember's 

country currency, either a borrower or the bank would ehd up paying 

more of the devalued currency to acquire the foreign exchange when pay-

ments come due. 

Ibid. , p. 85. 

•'•^lbid. 
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Fortunately, this is not a major problem for a bank in the 

Gulf region (presently all of the proposed member countries' curren-

cies are convertable). All regional loans can be made in appropriate 

regional currency and converted to Westem currency by the borrowers, 

according to their needs. 



CHAPTER IV 

FUNCTIONS AND OPERATIONS OF A REGIONAL 

DEVELOPMENT BANK: ANALYSIS II 

In the light of the findings of Chapter II, and in continuation 

of the analysis of the functions and operations of a special regional 

development bank which began in Chapter III, this chapter will con-

sider: (1) the instrumentality of a regional development bank in regard 

to overseas investment of surplus funds, and (2) some of the considera-

tions associated with the decision to invest abroad. 

The quadrupling of oil prices in late 1973 provided the oil 

producing countries of the Gulf region with substantial amounts of sur-

plus foreign exchange (Table 2, Chapter I). The magnitude of surplus 

funds in the future will potentially influence the absolute monetary 

scale of the proposed bank's activities both within the region and out-

side of it. It will also affect the relative monetary ratio of intra-

regional to extra-regional activities. It is beyond the scope of this 

study, however, to attempt the prediction of future raagnitudes of sur-

plus funds. It is sufficient for the purposes here that a large 

amount of surplus funds already exists. If in future years oil revenues 

to the region increase, reraain about at the present levels, or decrease— 

even markedly—the argument and conclusions of Chapter II indicate a 

significant potential role for the proposed institution. It can be 

71 
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noted, however, that the greater the future oil revenues, the greater 

the potential importance of the proposed bank both for efficiency in 

regional resource use in pursuit of econoraic development and for improv-

ing the global economic environment toward greater stability and pros-

perity. 

Placeraent of Surplus Funds Overseas and the Proposed Bank 

Decisions concerning the means for overseas placeraent of petro-

dollars can be raade either through consideration of current and poten-

tial alternatives or through "default." Presently the "recycled" 

portion of these surplus funds is mainly either deposited in commercial 

banks of Western financial centers or invested in government securities 

of Western advanced countries. The inherent instability-generating 

aspects of such funds, placed on a short-term basis, can potentially 

2 
trigger a financial crisis of global consequences. Obviously such a 

state of affairs cannot be desired by either the developed countries, 

the oil exporting countries, or other less developed countries. For 

the Gulf nations, the present condition is unsatisfactory for yet 

International Monetary Fund, Research Department, "1974 Data 
Brings Oil Payraents into Sharper Focus," IMF Survey. Washington, D.C.: 
International Monetary Fund, March 24, 1975. 

o 

One thing troubling the giant banks is that the oil exporting 
countries have elected to hold a high percentage of their surplus reven-
ues in the forra of deposits that are subject to withdrawal at short 
notice, that is, in a highly liquid form. This preference for liquid-
ity ... is said to stem from a natural aversion to economic risk, but 
also from a fear that longer term, less liquid investment might be 
expropriated." Norman S. Fieleke, "Oil and International Payraents," 
New England Economic Review, November-December 1974, p. 34. 
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another reason. The rate of return on petro-funds invested in short 

term items is relatively low. It is also recognized that deposits in 

banks on a short-term basis cannot comprise their "ultiraate disposition." 

Petro-funds placed initially in Western financial institutions 

have been raoving in sorae raeasure into direct investraents in raajor 

developed countries. Additional large araounts have found longer-terra 

loan outlets through the "financial recycling" mechanisms championed by 

major intemational agencies such as the World Bank and the IMF. But, 

to date, such longer-range loans have claimed but a fraction of highly-

liquid petro-funds already abroad and awaiting further disposition— 

3 
while the curaulative supply continues to mount during the current era. 

While the aggregate supply of such funds continues to increase, recent 

experience has suggested that "eventual disposition" abroad in a raut-

ually satisfactory raanner, now and in the foreseeable future, is far 

frora certain because there is no autonomous mechanisra to rechannel these 

funds. 

Thus, meaningful utilization of petro-funds is of general irapor-

tance; presumably no one wishes to promote global recession. In effect, 

there is a "comraunity of interests" involving the oil producing coun-

tries and countries elsewhere—posing a challenge which co-exists along-

side the challenge within the Gulf region, cited in Chapter III. 

An institution which could address itself to the various problems 

of international financial placeraent and contribute toward their 

IMF Survey, op. cit., p. 93. 
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mitigation is the same one suggested for the economic development of 

the Gulf states—a regional development bank. 

The Nature of the Problera 

The newly acquired foreign exchange "surplus" of the Persian 

Gulf countries and the increase in oil prices associated with it have 

posed significant problems for the world econoray and continue to do so. 

Although the increased oil revenues are destined to find their way back 

to the oil-importing countries, the retum journey will not necessarily 

be a smooth one. In the interim, world output of goods and services 

may be less than it could be. The nature of the general problem area 

can be considered in terms of (a) the impacts of the huge increases in 

energy costs, (b) the impact of the surplus petro-dollars on the inter-

national raonetary system, and (c) the problem of foreign trade balance 

asymmetry confronted by sorae individual nations. 

Irapacts of increased energy scarcity. To oil importing coun-

tries, a principal source of energy has become more scarce and, conse-

quently, more costly. Petroleum costs are significant in the production 

of a wide variety of goods and services, particularly in the advanced 

economies which base much of their production on the extensive use of 

inanimate sources of energy. In reality, the irapact of the raarked oil 

price rise has been to make petroleum importing countries significantly 

poorer in real economic terms than they otherwise could have been if 

they could have continued to receive growing quantities of petroleum at 

relatively low prices. (It can be argued, however, that continuation 
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of the low international oil prices of the past would have led to great 

waste of a crucial resource and, eventually, to much greater undesirable 

economic impacts when the growing wastage and sharply declining levels 

of oil available became raore apparent.) Several oil importing nations 

have had difficulty in facing up to this stark reality and in formula-

ting and irapleraenting appropriate adjustraent policies. 

The four-fold increase in the price of oil has had several 

iraportant econoraic impacts on importing countries and on the world 

economy. Not only have production costs for a large number of goods and 

services risen, but, also, the configuration of relative costs of produc-

tion has changed significantly as energy-price-related input costs have 

changed. The change in relative costs of production of various goods 

and services has generated many econoraic disequilibria which require 

significant adjustraents in raany production and consumption pattems. 

These adjustraents are neither sraooth nor imraediate. Consequently, unera-

ployment arises. 

Some inflation (when defined as increases in an appropriate 

price index) resulted directly or indirectly from increases in the price 

of oil through the rayriad impacts on the cost of various goods and ser-

vices. Some of the inflation being experienced by oil importing nations 

is associated with their monetary and fiscal policies employed in reac-

tion to the unemployment associated with adjustments in production and 

consumption patterns. Modern govemments are comraitted to the pursuit 

of relatively full eraployment, find high rates of uneraployment as an 

adjustment mechanisra to economic disequilibria unacceptable, and often 
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emphasize expansionary aggregate monetary and fiscal policies as tools 

to achieve employment and output goals. Almost exclusive or heavy 

reliance on these tools may be appropriate when a deficiency of aggre-

gate demand is the source of uneraployment, but it is not wholly satis-

factory when the source lies elsewhere—particularly if it is increased 

scarcity of a crucial productive input and the associated processes of 

adjustment in production and consumption activities. Heavy emphasis on 

the treatment of the symptora (uneraployraent) through traditional methods 

(expansionary monetary and fiscal policies) rather than on the causes 

and on creative and effective new "treatraents" raay result in less 

uneraployment than would result from doing nothing, but it may also result 

in significant inflation along with inadequate response to the changes 

in the circumstances initially generating the uneraployraent. Rising 

unemployment and rising inflation heighten social unrest and sharpen 

perceived conflicts of interest among various economic interest groups. 

Governments of nations experiencing relatively high rates of inflation, 

and unemployment simultaneously, raay find it difficult to establish a 

concensus which allows the impleraentation of sets of policies which are 

not significantly inflationary in their impacts. 

Another important irapact associated with the increases in oil 

prices has been on the raagnitude and configuration of oil importing 

nations' international trade balances. The volume of imports and 

exports of countries influences their doraestic price and employment 

levels. Furthermore, given the important degree of conteraporary inter-

national interdependency; inflation, unemployraent, social unrest, and 

political instability can be transmitted into the global system. 



77 

Arnold Packer has noted that one impact on the global system 

may be an increase in the already huge gap between rich and poor coun-

tries of the world—an undesirable prospect and one expected to lead to 

4 
greater international instability. He also points out that the con-

temporary global recession tends to reduce the willingness and ability 

of the rich countries to assist the poor. 

Packer also discusses the expansion of arms sales to oil expor-

5 
ting countries as a type of "recycling." It is a very short-term and 

4 
Arnold Packer, "Living with Oil at $10.00 Per Barrel," Chal-

lenge, January-February, 1975, pp. 17-25. 

Expenditure on arms has been rising in the Gulf region. The 
major oil exporting nations of the region are among the leaders in pur-
chases. Although none of these countries is directly or, in the case 
of Iran, even indirectly involved in the Arab-Israeli conflict, their 
arms purchase, for reasons unclear at this point, tends to equal or 
surpass the warring factions. The following table is presented to 
illustrate the extent of defense expenditures by countries in an area 
that is probably raost vital to the world peace and econoraic order. 

Government and Defense Budgets in the Gulf Region 
(Billions of U.S. dollars) 

~ — 

Iran 

Iraq 

Saudi 
Arabia 

Kuwait 

1972 
Budget 

2.8 

1.1 

2.6 

1.2 

Defense 

.9 

.5 

.6 

.1 

1973 
Budget 

7.0 

4.6 

3.6 

1.5 

Defense 

2.0 

.8 

1.1 

.1 

1974 
Budget 

11.0 

9.9 

6.4 

1.9 

Defense 

3.2 

.8 

1.7 

.1 

1975 
Budget 

36.6 

n.a. 

28.1 

3.1 

Defense 

10.2 

n.a. 

2.9 

n.a. 

Source: Arnold E. Safer and Anne P. Mills, "The Outlook for 
World Oil Prices and Petrodollars," Business Economics, September, 1975, 
p. 28. 
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extreraely narrow form. From the seller's view, if the arms are used, 

the sources of petroleum derived energy may dry up, destablishing the 

foundation of Western nations. From the buyer's view, in addition to 

the minimal economic value of these purchases, the usage of these arms 

in a conflict situation would worsen the living conditions of the people 

of the Persian Gulf. 

Impact of surplus funds on the international raonetary systera. 

The oil exporting countries accuraulated approxiraately $70 billion in 

financial assets in 1974, of which raore than $40 billion belonged to 

the Persian Gulf nations. As pointed out previously, the surplus petro-

funds are concentrated in short-term financial assets in the advanced 

industrial countries. If large quantities of these funds are shifted 

from country to country in pursuit of higher short-term interest rates 

as conditions continually change, a large measuré of uncertainty and 

instability can be introduced into the international monetary system 

which hampers its ability to provide adequate signals reflective of 

longer-term economic conditions. Greater distortions in the interna-

tional allocation of resources and less willingness to make long-term 

real investments in productive capacity can be introduced through 

increased exchange rate instability and intertemporal value distortions. 

Furthermore, pressures to irapose controls on international capital flows 

arise. 

IMF Survey, op. cit., p. 81. 

Official reserves plus investraent and grants plus araount owed 
for oil supplied but not paid (see Appendix D). 
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The change in the price of oil has also influenced the interna-

tional monetary system. Changes in the raonetary coraposition and levels 

of imports and exports in response to changes in petroleum prices is 

associated with changes in the configuration of relative intemational 

currency values—increased exchange rate instability. Perceived needs 

to somehow finance increased petroleum import expenditures have led 

countries to make international financial obligations which have also 

had their impacts. Presently, the richer countries raost affected by 

the increased oil prices seem to have elected to concentrate on the 

issuance of short-term monetary claims (deficit financing). 

Irapacts on the international trade systera. The increase in 

international prices has, of course, changed and is changing the patterns 

of international trade. The increase changes differentially individual 

nations iraport configurations and their export production cost positions. 

Mbreover, the international exchange rate instabilities associated with 

the accrual and pattern of disposition of surplus petro-funds has had its 

impacts on the composition and magnitude of international trade. 

Several countries have been confronted with significant trade 

balance deficits. Consequently there have been (and are) increased 

pressures to contemplate imposition of trade and capital flow restric-

tions in order to shelter doraestic output and eraplojment against deter-

ioration. Hence, potentially, there is the genesis of trade contractions 

capable of evoking the specter of further adverse monetary and trade 

repercussions. 
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Creative Responses to the Problem 
and the Need for Cooperation 

The points to be drawn frora the foregoing overview of the prob-

lem area for the purposes of this study are that world stability and 

prosperity would be served by the direction of surplus petro-funds in a 

fashion which increases their use in (a) increasing the general produc-

tive capacities (i.e., long-term real investments) in rich countries and 

poor to overcome the decreased "wealthiness" associated with conteraporary 

increased energy costs; (b) facilitating smoother, and less costly in 

terms of inflation and unemployment, adjustment processes associated with 

changing production and consuraption patterns; and (c) reducing instabil-

ity in the international trade and monetary systeras and the attendant 

possibilities of the iraposition of raore restrictive international trade 

and raonetary policies by individual nations. The Persian Gulf regional 

development bank proposed here would provide no panacea. It does, 

however, hold significant potential for contribution toward a more pros-

perous and stable world econoray. 

The probleras outlined in the preceding section can be reduced if 

both the Gulf nations and the oil iraporting nations cooperate to raitigate 

them through increasing the placement of excess funds in long-term invest-

ments in the more and less developed countries. The Gulf countries hold 

most of the excess petro-funds. Should they express a desire to place 

these funds through the proposed bank in investment projects abroad, it 

would be consistent with their concern for the welfare of the world 
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economy and could also improve the return on their financial resources. 

The developed and developing countries, in recognition of this construc-

tive role by the Gulf nations, would presumably serve their best inter-

ests by encouraging and welcoraing such efforts in their countries. 

Benefits to investment recipient countries. A welcome extended 

to long-terra investment of surplus petro-funds under appropriate circum-

stances can be justified on the basis of its benefits to the recipient 

country alone. What is at issue is not how to put the "Arabs in their 

place," but rather how to take steps to inject "Arab money" into the 

world economy in a fashion which is both anti-recessionary and which 
9 

increases the capacity to produce more goods and services in the future. 

Increased long-terra investraent expenditures in recipient countries would 

boost aggregate deraand in the short-term, thereby reducing unemployraent 

and raaking easier adjustraents to changes in production and consuraption 

patterns, and would increase productive capacity in the long-term. 

o 
Not joining a regional development bank, on the other hand, 

does not reflect a lack of concern for the world econoray by the Gulf 
countries. The issue of cooperation goes rauch deeper than this. The 
important thing is availability of secure and long-term investment 
opportunities abroad. In the event that such opportunities are not 
forthcoming, the oil-producing countries are rationally expected to 
consider other alternatives. One alternative question that readily 
comes to mind is: to what extent is oil in the ground a better invest-
ment than what can be gotten for produced oil? The oil that is extrac-
ted cannot be replaced; hence the producers must be, and hopefully are, 
careful about how rapidly to sell it and how to invest its revenues. 
Maintaining the world productive capacity is a strong argument in favor 
of producing at present levels; but, at the same time, the producers 
must feel that it is worthwhile to continue raeeting this responsibility 
by not being denied access to secure and long-terra investraent world-
wide. 

Q 

Walter Krause, Lec tu re , Business Adrainis t ra t ion Building, Texas 
Tech U n i v e r s i t y , Lubbock, Texas, March 10, 1975. 
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Furthermore, increased cooperation should a s s i s t in the expan-

sion of the sale of goods and services abroad, including increased non-

mil i tary sales to the Persian Gulf countries. In the longer-run, the 

regional development a c t i v i t i e s of the proposed bank should a s s i s t in 

increasing the absorptive capacity of the region and thereby increase 

i t s a b i l i t y to import. 

Benefits to the Persian Gulf countries. Increased cooperation 

which enhances the markets of the Persian Gulf countries, which reduces 

the r i sks associated with their overseas investments, and which increases 

the rea l (as opposed to norainal) ra tes of return they receive on their 

extra-regional investraents, would be of obvious benefit to them. 

Increased cooperation should reduce one dimension of investment r i sk . 

The shi f t tcward a greater portion of investment of the surplus petro-

funds in long-terra investments through the proposed bank should increase 

the ra tes of re turn . Two sources of higher ra tes of return were discus-

sed in previous chapters. One of them was simply that long-terra invest-

ments tend to yield higher ra tes of returns than short-terra ones. The 

other was increased efficiency and bargaining power resul t ing frora 

greater in tegrat ion and concentration of investment decision ac t iv i ty 

(stronger bargaining posi t ion due to greater investraent group s ize , 

reduction of return-lowering competition among investors for investment 

a s se t s , higher qual i ty investment information, and less duplication of 

investment research e f fo r t s ) . A third source is now apparent. Increased 

cooperation and greater long-terra investment can be expected to lead to 

a more s tab le and prosperous in temat iona l economy which should, in turn. 
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result in higher return investment projects and reduced investment risk 

for the Persian Gulf countries. 

Benefits to the international economy. The shift of petro-funds 

toward long-term investment should reduce the potentials for instability 

in the international raonetary system associated with huge, easily shift-

able short-term petro-funds. The reduction of unemployraent and expan-

sion of productive capacity (in new output configurations) should reduce 

the level of uncertainties in various countries and raake structural 

adjustments in countries' domestic and international trade sectors less 

difficult. Such changes would irapact beneficially on both rich and poor 

countries. Furthermore, the improved conditions in rich oil-importing 

countries could be expected to allow them to more adequately assist the 

less developed countries in dealing with their problems. 

Investraents Abroad 

One of the major reasons for the proposed Persian Gulf regional 

development bank is to participate in the overseas placement of surplus 

petro-funds. The bank's efforts in this regard would have two objec-

tives: higher returns and the provision of assistance to economic growth 

and development efforts abroad. As previously discussed, the higher 

returns would be expected to be derived from integrated long-term invest-

ment activities outside the region. Emphasis would be placed on what is 

called foreign portfolio investment (stocks and bonds). The proposed 

bank might be able to accoramodate some types of direct investment parti-

cipations (under appropriate circumstances) in the future, and this type 
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of activity is not meant to be ruled out. In some cases opportunities 

may arise for investment in international corporations which is benefi-

cial for them and which can be desirably "linked" to economic develop-

ment within the Persian Gulf region. The equity investments of the 

bank should assist rich lands and poor in their economic growth and 

development efforts. Beyond this, however, the proposed bank could also 

serve as a lender to less developed countries for economic development 

projects, in some cases at subsidized interest rates. These matters 

will be discussed in the reraainder of this chapter. 

General Investraent Considerations 

The proposed bank would, of course, make specific investments 

in specific countries. There are several factors which merit attention 

when such investments are contemplated. They can be divided into two 

categories: (1) factors peculiar to foreign investraent; and (2) the 

economic factors relevant to all investments (domestic or abroad). The 

relevancy of these factors stera from the premise that a Gulf regional 

bank is interested in the profitability and safety of its investments. 

Initially, therefore, investraent in a diversified portfolio comprised 

of stocks and bonds of Western corporations might suffice. Over time, 

however, other considerations may come to fore that could alter this 

arrangement. 

Some of the major factors peculiar to foreign investraent are: 

(1) the general policies and attitudes of host governments toward 

business enterprises; (2) host government rules and regulations 
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affecting the particular investment under consideration—such as taxation 

provisions, conditions attaching to the remittance of earnings, and the 

nature of any restrictions on the repatriation of capital; (3) the 

bearing of risks associated with changes in foreign exchange rates; (4) 

political instabilities which may result in changes in the treatment 

accorded to the econoraic assets of foreigners; and (5) that decisions 

are made about investraents occuring in environraents in which different 

languages are spoken, there are different patterns of social and eco-

nomic behavior, and there are different legal structures and commercial 

laws from those with which one is accustomed in the home country environ-

ments. 

On the basis of the factors involved in foreign investment, one 

may offer the suggestion that the proposed bank would be well advised 

not to invest heavily in any one country or industry. Some specific 

factors which support this suggestion include: decreased risks through 

diversification of holdings within and among nations, the reduction of 

the risk associated with the possibility that a substantial portion of 

investment earnings or capital would become locked within a country, 

and the reduction of the chance of becoming undesirably drawn into 

involvement in the operations of an enterprise. 

These matters would effect the pattems of investraent among 

industries and among countries. The specific aspects relevant to 

For analysis of foreign investment decision considerations 
and processes associated with the foreign direct investraent activities 
of private firms, see Yari Aharoni, The Foreign nvestment Decision 
Process (Boston: Harvard University Press, 1966). 
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business investments generally (and the myriad particular circumstances 

and conditions associated with individual cases) would also. The type 

of investments under consideration here are those made from the bank's 

funds available for placement abroad from sources other than the special 

fund. The bank would seek to establish and maintain a portfolio of 

investments with the highest average, risk-adjusted rate of return cb:dir-

able. Although some desirable investments may be found in less devalcp-=i 

countries, most would probably be in the equities and bonds of corpora-

tions with headquarters in the more developed countries and in some of the 

longer-term debt instruments of the governments of those countries 

Although one of the beneficial results expected from the interna-

tional investment activities of the proposed bank would be the provis-

ion of a more desirable form of petro-fund recycling (which would, among 

other things, reduce the pressures on the international trade and mone-

tary systems from the impacts of the recent great increases in interna-

tional oil prices); it would be undesirable for the proposed bank to 

attempt to assume a raeasure of responsibility for the relief of the 

balance of payments problems of individual oil importing countries. 

The pattern of investments would eraerge from other considerations. The 

bank proposed in this study is not designed for a role in the alleviation 

of individual countries' balance of payments problems. Performance of 

such a role might often be inconsistent with the attempt to receive more 

satisfactory rates of return from surplus petro-funds. Furthermore, 

balance of payments problems arising from changes in the nature and 

structure of the world economy, and the long-term circumstances of a 
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country's position within it, requires internal corrective adjustments. 

Perhaps there is a role for external help in financing intemational 

trade while these adjustments are being made, but there is no reason to 

expect that a Persian Gulf regional bank's efforts in that regard would 

be matched by internal economic modification in the country concerned. 

The "recycling function" of the proposed bank has potential for signif-

icant contribution, but it is not of the "lending to finance oil iraports" 

variety. 

The proposed bank would, then, be required to seek out inforraa-

tion about various investraent opportunities available in the world, take 

into account the various factors peculiar to foreign investraents and 

those factors relevant to any econoraic investraent (raatters affecting 

risks to the enterprise and profit potentials), consider appropriate 

risk/return trade-offs, rank the various investraent alternatives, and 

then invest. The inforraation search, analysis, investraent cycle would 

be a continuous process. 

The same type of activity raight occur in consideration of raany 

of the extra-regional developraent assistance projects in which the pro-

posed bank might wish to participate. However, the objective would not 

be direct financial return maximization subject to risk level preference 

constraints, the institutional arrangements raight differ substantially, 

and investraents in debt rather than equity raight be eraphasized. 

Investraents for Econoraic Development Assistance 

The problems of the less developed countries are of concern to 

both oil-producing and industrial countries. The actions of more 
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f o r t u n a t e c o u n t r i e s toward t h e l e s s f o r t u n a t e ones w i l l i n f l u e n c e world 

c o n d i t i o n s i n coming d e c a d e s . A l s o , moral c o n s i d e r a t i o n s may prompt 

a s s i s t a n c e a c t i v i t i e s . 

A s s i s t a n c e to LDCs i n g e n e r a l . The P e r s i a n Gulf o i l e x p o r t i n g 

c o u n t r i e s a r e a l r e a d y making l a r g e amounts of money a v a i l a b l e t o t h e 

l e s s deve loped c o u n t r i e s . R e l a t i v e t o the iramense raagnitude of t h e 

need , however , more would be h e l p f u l . The proposed bank could s e r v e as 

an a d d i t i o n a l v e h i c l e fo r economic development a s s i s t a n c e i n a v a r i e t y 

of ways. I t could s e r v e a s a f i n a n c i a l i n t e r r a e d i a r y which r e c e i v e s 

c o n t r i b u t i o n s frora Gulf a r e a governments (and any o t h e r s wish ing t o con-

t r i b u t e ) t o t h e s p e c i a l fund fo r t h e purpose of e x t r a - r e g i o n a l d e v e l o p -

ment a s s i s t a n c e and s u p e r v i s e s t h e i r t r a n s f e r t o r e c i p i e n t n a t i o n s . I t 

could make l o a n s from t h e s p e c i a l fund fo r development p r o j e c t s , a t 

s u b s i d i z e d r a t e s , d i r e c t l y to t h e govemments of r e c i p i e n t c o u n t r i e s . 

I t cou ld channe l a s s i s t a n c e th rough some of t h e e x i s t i n g i n t e m a t i o n a l 

o r g a n i z a t i o n s . For example , i t could a r r a n g e t o p u r c h a s e p o r t i o n s of 

new bond i s s u e s from t h e o t h e r r e g i o n a l development banks and t h e World 

Bank. 

For a v a r i e t y of r e a s o n s , a more d e s i r a b l e approach t o i n c r e a s -

ing t h e q u a l i t y and q u a n t i t y of a i d to t h e l e s s developed c o u n t r i e s on a 

c o n t i n u e d b a s i s raight be t h e e s t a b l i s h r a e n t of a new on-going prograra i n 

Yves T r u f f e r t , Chairman of Banque Arabe e t I n t e r n a t i o n a l e 
d ' I n v e s t i s s e m e n t , says t h a t i n 1974 " c a s h d i s b u r s e m e n t s by OPEC mera-
b e r s i n f a v o r of deve lop ing c o u n t r i e s araounted t o $ 2 . 5 b i l l i o n s b u t 
coramitments exceeded $9 b i l l i o n s " (Euroraoney, May, 1975, p . 4 4 ) . 
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which industrial aid-giving nations and the proposed bank would cooper-

ate and share in the provision of financial capital and expertise. 

Expectation in this vein is premised on the possibility that a techni-

cally coordinated, large, and well-financed aid prograra could be more 

effective since it packs raoney and know-how into a single bundle and on 

a large scale. 

Both the industrial nations and the Persian Gulf nations through 

the agency of the proposed bank, could contribute financial resources, 

and both could contribute technical assistance. The industrial nations 

could contribute the types of technical assistance and specialized 

knowledge associated with their types of econoraies, and the proposed 

bank could provide the types of technical assistance associated with 

developraent project identification, evaluation, and financing, and with 

investment prograra harmonization. The bank's ability to provide the 

latter type of help would grow as it gained experience and capability 

from its own efforts to assist econoraic development efforts in the Per-

sian Gulf region. 

The interest of industrial countries in such a cooperative 

effort would be served by two advantages for them. First, diversion of 

oil funds to the LDCs would reduce the level of petro-dollars going to 

the DCs in the form of loans and acquisition of private assets. There 

is a level beyond which neither the developed countries (DCs) nor the 

oil exporters would prefer additional investment in industrial countries 

if other acceptable alternatives were available. Help to the LDCs raight 

prevent such a saturation level frora being reached, a situation desirable 

to both parties. 
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Second, in the event that petro-dollars are not sufficiently 

"recycled" to LDCs, the level of surplus funds going to industrial 

countries may in all probability increase by a corresponding amount. 

These additional funds earn interest which could go with the payment 

of part of the share of the DCs' aid to developing countries in a mutual 

assistance plan. The point is that some of the cost of a nutual aid 

program to DCs involves an amount of money (claim on resources) , thac if 

not paid to the LDCs, would probably go to the oil producing countries. 

Hence the real cost to Western countries of a rautual aid program to LDCs 

is smaller than the number of dollars they contribute, making the pro-

gram much more attractive to them. 

A plan of action to impleraent a joint aid program can take a 

variety of forms. The one presented here, seemingly appropriate for 

being undertaken by the proposed bank, is a variation of Professor Arnold 

12 
Packer's proposal. The rautual assistance plan to be outlined here pro-

vides an illustration of what could be considered and possibly developed 

and iraplemented if the proposed Persian Gulf bank came into being. 

The plan calls for a system of mutually subsidized and guaranteed 

loans to the LDCs by a regional bank and one or more OECD raember coun-

tries. The essence of the plan is the provision of long-terra loans to 

non-oil producing LDCs. The loans would be jointly provided and adminis-

tered by the regional bank and OECD merabers. It would work this way: 

bank funds would be available to a country such as India for a specific 

12 
Arnold Packer, ££. cit., p. 17. 
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project in exchange for a promise to pay in the future, while some indus-

trial countries would agree to provide expertise and sell India any 

required capital equipment. The loan would be jointly guaranteed and 

would be considered a joint bank-OECD operation. The stipulation of the 

guarantee would be that in case of a default half of the loan would be 

paid by the DC involved and the other half considered a bad debt of the 

bank. According to this modified Packer plan, interest payraents on 

these loans would be divided into three parts, shared equally by the 

bank, the recipient country, and the DC. 

The original plan offered by Professor Packer has been raodified 

soraewhat in substance and in terras of the adrainisteration of the prograra. 

The Packer plan originally called for services of an international agency 

such as the World Bank. In this modified plan, the regional bank and 

OECD merabers are to be in charge of adrainistering the funds. The reason 

for excluding the World Bank and other international institutions steras 

frora a desire by the lenders to have a raore direct association with the 

selection and allocation of their surplus funds. The more direct parti-

cipation should increase their willingness to contribute. It is for this 

reason that the suggestion to take direct responsibility for disseraina-

tion of funds by the bank is made here. 

The Packer plan also calls for all of the surplus petro-funds to 

be used for development of LDCs at two-thirds the cost of borrowing. 

There is no a priori justification for this level of generosity by a 

regional bank for the following reasons: (1) the resources of a Persian 

Gulf regional development bank come from an exhaustible source and should 
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not be totally committed at one-third below the market rate; (2) fur-

thermore, a regional development bank competes for funds with other 

institutions—both inside and outside the region—it must make profits 

to stay in operation; and, (3) finally, the desire of a Gulf area 

development bank to invest in DCs, aside from lower risks and higher 

returns, is directly related to the aim of the institution which is the 

economic developraent of the Gulf region. This consideration can, perhaps, 

be served through estáblishment of linkages between investment in the 

DCs and economic activity in the region. 

Assistance to neighboring LDCs. Not all of the countries in 

the Middle East produce oil. If a regional development bank of the type 

proposed in this study were to corae into being, the governments provid-

ing for its support would probably have a feeling of obligation toward 

their neighboring countries that goes beyond a sincere concern for the 

LDCs in general. There are centuries-old ties between the people of the 

Middle East which could be (and it can be argued, should be) reinforced 

13 
now that opportunities to do so are available. Furthermore, the stabil-

ity and prosperity of neighboring LDCs, and the nature of relationships 

with them, may be of greater importance to the economic development pos-

sibilities of the Gulf region countries than is the case for LDCs in 

general. Consequently, it seems probable that the proposed bank would 

endeavor to give special consideration to assisting neighboring LDCs. 

One of the possibilities which could be conteraplated is another 

modification of the Packer plan for neighboring countries in the event 

13 
See Appendix B. 
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that the developraent assistance they receive through other prograras is 

not considered to be adequate. The additional modifications could 

include the provision of loans at significantly below the coramercial 

rate and the withdrawal of the requireraent of any forra of loan guaran-

tee from the more developed country participant. 

The proposed bank might become involved in development assis-

tance to neighboring countries in a variety of ways over time. It 

might provide supplementary financing to private or public investment 

projects. The bank might be associated with assistance to activities 

in the Gulf region which involve joint ventures with firras or govern-

ments in neighboring countries. The bank might finance projects in 

neighboring countries which are expected to have important benefits for 

the Gulf region but which otherwise raight not be undertaken or not 

undertaken on an adequate scale. 

As pointed out earlier, the financial resources for the develop-

ment assistance programs of the bank would come from its special fund. 

These programs whether they provide developraent assistance within the 

region, to neighboring countries, or to other LDCs, involve the provis-

ion of funds on concessionary terms. Policies concerning the priorities 

for provision of assistance to various categories of recipients would be 

formulated by the regional governments through the agency of their 

representatives on the bank's board of governors. 

The provision of developraent assistance outside the Gulf region 

would, of course, be contingent upon the magnitude of the bank's finan-

cial resources in the special funds which, in turn, would probably 
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depend upon the future s ize of surplus petro-funds possessed by the 

Gulf countries of the bank organization through policy decisions made 

by their representat ives on the board of govemors and by their indi-

vidual contributions to the special fund. Unconditional contributions 

would be des i rable , but appropriate conditional contributions could also 

be of s ignif icant usefulness. 

Linkages Between Investments 
Abroad and Within the Region 

The growth prospects of the Persian Gulf countries can be 

expected to continue to a t t r a c t d i rect investment a c t i v i t i e s by foreign-

based in terna t ional corporations. To the extent that the proposed bank 

would spur addit ional economic growth and development and would cont r i -

bute to the establishment of a sound foundation needed for achieving 

"se l f -sus ta in ing" growth, the a t t ract iveness of the Gulf region to a 

wide var ie ty of foreign direct investors would be further enhanced. 

The proposed bank's a c t i v i t i e s in i t s "investment-abroad-for-financial-

gain" role (as opposed to i t s developraent assistance roles) would prob-

ably involve investment in several of the firms which find direct invest-

ment in the Gulf region a t t r a c t i v e . Consequently, linkages between the 

proposed bank's investments abroad and foreign investments within the 

region may a r i s e . 

There would be at l eas t two dimensions of the proposed bank's 

greater i n t e r e s t in the in ternat ional firms which have direct investments 

in the region and in which the bank has port fol io investments. Given 

the bank's regional developraent objectives i t i s in teres ted in the l eve l . 
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n a t u r e , and v i a b i l i t y of the i n t e m a t i o n a l corpora t ions d i r e c t i nves t -

ment a c t i v i t y w i th in the r eg ion . To the ex ten t t ha t the i n t e r n a t i o n a l 

c o r p o r a t i o n ' s o v e r a l l econoraic wel l -being (and, consequently, the value 

of i t s s e c u r i t i e s ) i s dependent upon the p rospee t s and eamings asso-

c i a t ed with i t s a c t i v i t i e s wi th in the Gulf regiísn, the bank 's earnings 

would be a f fec ted . These cons idera t ions could se incorporated in to the 

decision-raaking process involved in the determinat ion of the bank 's 

investments abroad. 

Other p o s s i b l e l inkages a lso may ex i s t ^ i c h would be b e n e f i c i a l 

to t he econoraic development of the Gulf region. The proposed bank might 

f ind i t d e s i r a b l e to raake s u b s t a n t i a l l y more thaan p ropor t iona l i n v e s t -

ment in some fore ign corpora t ions under c e r t a i n (circumstances. Some 

fore ign firms which have p a r t i c u l a r a b i l i t i e s amâ c a p a c i t i e s highly 

d e s i r a b l e for employraent in the Pers ian Gulf r eg lon raay need a d d i t i o n a l 

f i n a n c i a l resources to f inance expansion to alLoxw thera to engage in 

a c t i v i t i e s wi th in the reg ion . Other such firras imay be w i l l i ng to en t e r 

the region and con t r ibu te to i t s development only i f the l eve l of uncer-

t a i n t y confront ing thera could be reduced. The løjroposed bank raight, 

through e i t h e r i t s investraent-abroad a c t i v i t i e s (or i t s r eg iona l develop-

ment a s s i s t a n c e programs, reduce the obs t ac l e s ccDinfronting those " spec ia l -

c i rcumstance" firms when advantageous or acceptaalble to a l l p a r t i e s invol-

ved—the fo re ign firm, i t s home country, the GuXf reg ion , and p a r t i c u l a r 

Gulf reg ion country " h o s t s . " 

The econoraic growth and developraent of t he Gulf region w i l l 

probably cont inue to be highly dependent upon tføe economic hea l th of 
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firms in industries which provide crucial physical and non-physical capi-

tal inputs into production within the region and those which purchase 

and use the exports of the region. Under some circumstances the proposed 

bank might usefully give special attention to investments which iraprove 

the ability of firras in these industries to continue to engage in activi-

ties of importance to the growth and development of the Gulf region. 



CHAPTER V 

FUNCTIONS AND OPERATIONS OF A REGIONAL DEVELOPMENT 

BANK: ANALYSIS III 

In addition to its raajor regional developraent activities (Chap-

ter III) and its extra-regional loan and investraent activities (Chapter 

IV), the proposed Persian Gulf bank could assist in the economic develop-

ment of the region through stimulation of the development of capital 

markets and activities which lead to greater efficiency derived from 

the coordination of national development plans. These matters and some 

of the operational aspects of the proposed bank are given attention in 

this chapter. 

Methods of Fostering a Regional Capital Market 

A capital market can be defined as "the locus of the organized 

market where stocks (coraraon and preferred claims of equity ownership) 

and bonds (including debentures and convertible bonds) are bought and 

sold using the services of brokers and underwriters." The establish-

ment of a regional capital market could be highly instrumental in the 

econoraic developraent and growth of the Gulf region. It could be a 

"major component in channeling savings into investment and thus in the 

Tun T. Wai, and Hugh T. Patrick, "Stock and Bond Issues and 
Capital Markets in Less Developed Countries," IMF Staff Papers Vol. 20 
No. 2 (July, 1973), p. 255. 
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financing of industrialization. Like any market, it should improve the 

efficiency of financial institutions operating in it through speciali-

2 
zation and corapetition." The development impact of a capital market 

coraes frora its capacity to provide induceraents to activities which 

results in increasing "the supply of the factors of production, enhanc-

ing their quality, and corabining lallocatingj thera efficiently " • • • • 

Among the Gulf nations, Iran and Kuwait have "tiny" capital 

4 
markets, but they cannot be considered as adequate for assistance in 

the attainment of the economic developraent potential of the Gulf region. 

Yet, they provide a base, the expansion of which the proposed bank could 

encourage and proraote through its activities. 

Since the proposed bank would engage in a variety of financial 

activities inside the region, not only its econoraic developraent objec-

tives but also its operating efficiency objectives would be served by 

the development of more adequate capital raarkets. The bank can stirau-

late that development in several ways: (1) through the particular methods 

it employs in using its funds to finance development projects in the 

region, (2) through the approaches it takes in obtaining funds from 

Joseph A. Kane, Development Banking (Lexington, Massachusetts: 
D. C. Heath and Co., 1975), p. 45. 

\un T. Wai, and Hugh T. Patrick, 0£. cit. , p. 254. 

Michael Von Clomm, "Comparing Tehran with Other Middle East 
Centers," Euromoney (May, 1975), p. 21. 

^Tun T. Wai, and Hugh T. Patrick, oj^. cit. , p. 287. 
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within the region, and (3) the support it gives to legal and institu-

tional changes which would stimulate capital raarket forraation and develop-

6 
ment. 

Stimulation Through Methods of Funds Dispensation 

Regional development banks finance developraent projects through 

acquisition of debt or equity instruments, usually the forraer. For the 

purposes of developing a capital market, however, equity financing is 

preferred over debt instruments. By equity financing, a bank can 

strengthen the debt-equity ratio of the borrowing firm, hence improve 

its chances of obtaining additional funds from other financial institu-

tions. 

Equity financing may occur in two forras: (a) through purchase of 

public issues, and (b) through direct subscription. The forraer can 

have a raore stimulating impact on a capital market, not only because it 

creates activity and exposes the public to the capital market, but also 

because it has a capital raobilizing effect—econoraizing a bank's funds 

by providing a chance to attract further sale of bonds or shares of 

firms to the public. Initially, before a capital market is adequately 

Joseph A. Kane, ̂ . cit. , p. 173. 

Finance of public issues could be approached through an 
announceraent by the bank of intentions to buy a given number of shares 
of a firm if available on the open market at a certain time and price. 
Upon arrival of such a date, and after the private sector had been 
given the opportunity to participate, the securities would be bought 
as announced. In the event that the private sector has bought part of 
the securities, only the remainder would be purchased by the bank. 
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established, the bank might purchase some shares of firms it seeks to 

assist (to promote economic developraent) through direct subscription 

from them. Later it could sell those shares to the public in the open 

capital market. 

As was mentioned earlier, however, raost of the bank's use of 

funds in the region would probably involve debt financing of develop-

ment activities. There are two reasons for this situation. First, the 

banking goal for investraents, other than those associated with the spec-

ial fund, requires that the funds be invested in a fashion which does 

not involve undue levels of risk. Less risk is, of course, associated 

with loans (particularly secured ones) than with equity acquisition 

since obligations to lenders must be discharged before those to equity 

holders. Second, debt financing creates interest incorae flows to the 

bank which can be used for relending and covering operating costs while 

a substantial flow of dividend incorae raay not be forthcoming from a 

viable equity investraent for several years. The influence of Islamic 

Law in the Gulf region may require that what is essentially bank lending 

occur under the guise of other forms of financing. For exaraple, in 

cases in which the bank's ability to explicitly charge interest on loans 

is questionable, the bank raight make a non-interest bearing secured loan 

with a supplemental agreement which provides for "profits participation" 

with a limited but preferred position for the bank. Another approach 

might be the acquisition by the bank of equity shares in the firm receiv-

ing the financial resources with an agreement made at that time providing 

for resale of the shares at a set price (higher than the acquisition 

price) on a set future date. 
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Stimulation Through Methods of Funds Acquisition 

There are two ways in which a bank can raise funds to finance 

its activities. One way is through sale of the bank's securities, and 

the other is liquidation of some of the assets in its portfolio. Sale 

of bank securities publicly within the region would help develop its 

capital market, especially if a bank is successful and enjoys the sup-

port of its members. Also, when projects, which the bank had helped to 

start, mature the debt or equity instruments associated with them held 

by the bank could be offered on the open market (if they could be sold 

for reasonable value). This liquidization of items in the bank's port-

folio of assets would not only contribute to the size of the regional 

capital market, but would also make more funds available to the bank for 

financing further developraent activities. 

The bank should not be too zealous in selling assets (from the 

investment projects it helps finance) frora its portfolio. Sorae of those 

associated with raature investraent projects raay be araong the raore profit-

able ones held by the bank, and it may be more desirable to hold thera 

and apply the retums from thera to financing other projects if they could 

not be sold in local capital raarkets at a price which adequately reflects 

the capitalization of future flows of incorae expected from thera. 

A note of caution in regard to the financial activities of a 

bank in the region is also in order here. As mentioned in Chapter II, 

the size and scope of the regional bank proposed in this study is rela-

tively large. Hence its activities could potentially be disruptive to the 

operation of the present "tiny" financial markets in the area. To avoid 

such occurrence, the decision-makers of this bank must recognize the 
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limits of regional markets and modify their activities when a satura-

tion point is approached. 

Legal and Institutional Steps Under-
taken to Stimulate a Capital Market 

A regional development bank in the Gulf area could be helpful 

in fostering a regional capital market if it woxíLd use its influence 

to rally support to bring changes in legal and institutional arrange-

ments that are conducive to emergence of an economic environment suit-

able for suppliers (investors) to issue new securities and deraanders 

(savers) to buy them. 

A well-functioning capital market needs an appropriate legal 

and political base. Factors such as a legal system supportive of the 

capital market operations, definition of financial instruments, the 

rights and obligations of the holders and issuers, disclosure of 

required financial information, and the quality of the enforcement of 

legal contracts materially affect the efficiency and effectiveness of 

o 
any capital market. 

A difficulty with regard to the development of a capital market, 

unique to Islamic societies, is the illegality of interest charges by 

Muslims. The problera is not as serious today as it was in the past, 

due to a broader interpretation of the Islamic Law and the existence of 

a wide variety of double-standards, such as Saudi Arabia's acceptance 

^Tun T. Wai and Hugh T. Patrick, oj^. cit., p. 281. 
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of interest income abroad but not locally. There are also certain 

other modifications and innovations that tend to reduce the impact of 

this difficulty, such as calling interest incorae a "service charge," 

and the kind of arrangements discussed in the previous section. 

There is an institutional problem associated with the free 

moveraent of interest rates which is the result of efforts of the gov-

ernraents in developing countries to keep interest rates low. This 

restriction, although officially justified for proraotion of private 

investraent, is probably also due to the unwillingness of governraents 

"to tolerate a free private bond market when the government bond rate 

9 
is low because the difference between yields is embarrassingly great." 

The point is that a bond market may be adversely affected due to offi-

cial restrictions on interest rates. There raay be no need for Persian 

Gulf countries to engage in practices which fix interest rates at par-

ticular low levels, since raost of their revenues are derived from the 

sale of petroleum abroad. 

The Regional Planning Role of the Proposed Bank 

The fundaraental aira of a regional developraent bank is to proraote 

economic growth and development. This is accoraplished through activi-

ties which facilitate, support, and induce actions of others which 

exploit existing opportunities leading to economic growth and develop-

ment and which create new ones. One activity consistent with such 

9 Tun T. Wai, and Hugh T. Patrick, o£. cit., p. 284. 
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efforts would be regional economic planning. Regional planning invol-

ves "a conscious attempt to mobilize and direct change" within a 

. 10 
region. 

Regional planning permits the ident i f ica t ion of development 

opportunit ies frora a broader perspective and, consequently, raore oppor-

tun i t i e s can be considered. I t can also enhance the prospects for 

coordinated ef for ts by member s t a tes thereby obtaining gains avai lable 

through harmonized a c t i v i t i e s . Further gains raay be achieved from 

greater measures of econoraic in tegrat ion. These gains resu l t frora 

greater spec ia l iza t ion in production and frora increased econoraies of 

scale . Cooperative behavior resu l t ing frora regional planning could 

also r e s u l t in a reduction of the poss ib i l i ty that actions within one 

member country could unintentionally produce negative impacts on 

others , a matter of " in ternal iz ing e x t e m a l i t i e s . " Dynamic gains may 

also follow. To the extent that gains are obtained from the previously 

mentioned sources, more growth and developraent ac t iv i ty would resul t 

which would, in turn , create raore opportunit ies . 

In order to ef f ic ient ly pursue i t s object ives, the proposed 

bank because of i t s very nature would take a regional perspective and 

engage in regional econoraic analysis and planning. I t i s suggested 

here tha t the bank could play a further regional planning ro le by the 

provision of an instrumentali ty which could a s s i s t in the coordination 

of member governments' nat ional developraent plans and a c t i v i t i e s taken 

^ Walter Krause and John Mathis, Latin Araerica and Economic 
Integra t ion (lowa City, lowa: University of lowa Press, 1970), p . 5. 
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according to them. The inclusion of efforts to coordinate national 

plans, in an integrated fashion, along with the other regional analysis 

and planning activities of the bank would increase the possibility of 

gains from regional planning previously listed—greater development 

opportunities, greater coordination of activities, greater economic 

integration, and the reduction of negative externalities. This is a 

matter of significance: "economic disparities in being, and economic 

disparities coming into being as a consequence of dissirailar policies, 

can jeopardize the entire moveraent. ... To this end, planning—to fos-

ter coordination, ... assuraes a special iraportance." The point to be 

made here is that the activities of the bank will necessarily involve 

regional analysis and planning, and project selection from a regional 

perspective. The incorporation of coordination of the national develop-

ment plans of member states would provide additional benefits to the 

region and increase the effectiveness of the bank's economic develop-

ment activities. 

There are several considerations involved in development plan-

ning efforts, including those efforts for multi-country regions which 

include the coordination of national development plans and those which 

do not. Many of the more iraportant ones which should be taken into 

account by the proposed bank raerit attention. 

First, economic activities usually require compleraentary factors 

and activities. Potential opportunities raay not be exploited because 

Walter Krause and John Mathis, ££. cit., p. 29. 
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of inadequate supply of needed complements. Planning involves the dis-

covery of such situations and the anticipation of when inadequate sup-

plies of complements may arise in the future. 

Second, planning should consider carefully the capacity to 

12 
execute developraent projects and programs. The proposed development 

bank would operate in a region that is already short of skilled man-

power; managerial know-how; and dynaraic, creative, and adaptive organi-

zations for coraplex undertakings. These shortcomings raust be reflected 

in developraent planning and steps taken to alleviate thera. 

Third, the nature of a regional plan, being integrative and 

coordinative, should be dynamic, flexible, and inclusive. All major 

social and economic development goals should be taken into account, and 

a wide variety of activities given consideration. Planning should be 

dynamic to allow anticipated changes to be incorporated in the plan and 

flexible to accoramodate unanticipated changes. 

Fourth, the specific objectives of activities contemplated in 

the planning process must be attainable. At the sarae time, they must 

be arabitious enough to stiraulate the energies and iraagination of the 

13 
planners and operating units to high levels of effort to attain thera. 

Fifth, it should be recognized that economic development invol-

ves a large bundle of interdependencies, but that a plan which is too 

•'•̂ Everett E. Hagen, Planning Economic Development (Homewood, 
Illinois: Richard D. Irwin, 1963), p. 329. 

Ibid., p. 331. 
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complex becomes too difficult to comprehend, to manage, and to execute. 

If the planning effort, however, fails to take adequate account of 

interdependencies in the development process, only good fortune will 

allow it to be effective. 

Given the importance of planning activities, both in their quan-

tity and quality diraensions, to the success of the proposed bank, it 

should ensure that efficient organization, and adequate huraan and non-

human resources are provided for them. Those involved in planning 

activities should recognize the iraportance of their contribution, and 

the importance of their contribution should be reflected in other activ-

ities of the bank. 

The incorporation of the coordination of national plans into 

the bank' s activities can range f rom taking thera into account in the 

bank's planning and appropriately adjusting the activities of the bank 

to secure a raeasure of harmonization jto cooperative efforts to adjust 

individual national plans to make them more harmonious. In any case, 

the quality of national development plans would be of interest to the 

proposed bank, and it should provide assistance when feasible and desir-

able to national development planning efforts. 

Operational Aspects of the Bank 

The success of the operations of the proposed bank will depend 

heavily upon the performance of top policy-makers. They are particu-

larly important in the bank contemplated here since they would play a 

14 Everett E. Hagen, o£. cit. , p. 332. 
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very significant role in guiding the evolutionary developraent of the 

proposed organization's banking and developraental activities. It is 

essential, therefore, that top policy-makers be highly motivated, com-

petent and effective, and that they be provided with circumstances which 

allow them to function efficiently. Enough authority should be given 

by member countries to them to provide them with the ability and status 

to effectively engage in the international activities of the bank and 

to allow them to direct the bank in a fashion which permits adaptation 

to the peculiarities of the region and change over tirae. 

In the initial formulation of the proposed bank, top policy-

makers would be concerned with the design of the specific operational 

characteristics and practices of the bank to make it as effective in 

the promotion of economic growth and developraent in the region as con-

straints will perrait. At the sarae tirae, they will be engaged in estab-

lishing and developing operational relationships with raeraber governments 

and bank clients. Aspects of possible relationships can be anticipated 

and given consideration before the proposed bank would be established. 

Some of them will be given attention here. 

Operational Relations with Member Govemraents 

The proposed bank would be a creature of the meraber governraents 

of the region. They would have a degree of control over the bank 

A possible organizational structure and the nature of policy-
making within it is discussed in Appendix F. 

Some of the long-term factors which are potentially capable 
of influencing the effectiveness of the bank are presented in Appendix G. 
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through representation on its board of governors, their cooperation 

would necessarily be continually sought and required by the bank, and 

the bank raight often seek funds from them. Nevertheless, a significant 

degree of independence from undue national interference is desirable, 

and it is recoramended that the bank's charter attempt to provide it. 

It has also been suggested (in Chapter III) that the capital structure 

of the bank be designed in a fashion which reduces dominance of the 

larger individual member countries. 

Concern over undesirable outside pressures on the bank arises 

because member governments would have imraense power over many aspects 

of the bank. They provide most of the resources and have a right to 

assure the proper use of public funds. The bank's resources are to be 

used, however, in an impartial fashion with optiraal disposition for the 

maximal promotion of economic well-being in the region (as opposed to 

favoritism toward particular locations or activities within it) as the 

appropriate overall criterion. It would be desirable that these 

matters be specified in the bank's charter. Acceptance of the charter 

by governments in the region would iraply agreeraent of that role for the 

bank and willingness to engage in relations with the bank which are 

consistent with it. 

The member countries may well be concerned that the proposed 

bank might not act in a fashion which efficiently and effectively 

achieves the objectives of the bank. These concerns, as previously 

See Appendix F. 
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mentioned, are legitimate. They also should be addressed in the bank's 

charter. It is suggested that the member countries' representatives on 

the board of govemors serve at the pleasure of their meraber country 

and that they be given the ability to replace, under appropriately 

restricted circumstances, the board of directors which formulates the 

policies to be carried out by the bank's administrators. 

Effective interaction between the proposed bank and raember 

countries would require cooperation and a raeasure of give and take. 

Both the bank and raember countries in their relationships should act 

in good faith and promote an environraent in v/hich each can have confi-

dence and trust in the other. Frora the bank's side this will depend 

heavily on the nature and character of the particular persons who occupy 

policy forraation and top adrainistrative positions. 

Operational Relations with Clients 

Since raost of the direct regional developraent activities pro-

raoted by the proposed bank would actually be carried out by the bank's 

clients, the nature of the bank's relationships with thera is of funda-

mental significance. It is important that the particular aspects of 

the proposed bank be formulated in ways which promote desirable bank-

client relationships. The specific matters associated with bank-client 

relations should be given careful attention before such a bank begins 

extensive operations. Flexibility should be maintained to change 

18 
See Appendix F. 
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policies and practices in light of experience as it is obtained and to 

adapt to changing conditions. Several considerations can, however, be 

anticipated and some will be examined here to provide more information 

about the probable or possible nature of the proposed institution and 

characteristics desirable for it. 

The bank would be responsible for supervision of its investraents. 

It would need to insure that it obtained adequate information about the 

application of the resources it provides and the results of that appli-

cation. The bank, however, should avoid undue interference into the 

client's internal operations and not project the image of a watchdog 

to the client. Mutuality of interest exists and relations between the 

bank and its clients should build cooperative behavior in recognition 

of it. The client has an interest in keeping the bank inforraed of its 

circurastances and needs, since the bank can provide additional techni-

cal, managerial, and financial support when needed and appropriate. 

The proposed bank should develop the ability to provide techni-

cal assistance (either frora the bank's staff or frora other sources), 

managerial advice and other assistance to its clients and potential 

clients. Such assistance may be crucial to the success of a client 

(particularly small firras) and, consequently, collectively important to 

the success of the bank in achieving its development objectives. The 

bank might usefully provide financial, marketing, and production infor-

mation also. It could act as a broker in bringing together parties 

whose interaction would be mutually beneficial but who are unknown to 

each other. It could go beyond passively waiting for applications from 
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potential clients by publicizing the existence of opportunities for 

existing or new enterprises in the region and the bank's willingness to 

consider applications for support to exploit them. 

Some of the firms to which the proposed bank raight provide 

resources can be expected to fail or encounter serious financial diffi-

culties, unless the bank is so conservative in its lending practices 

that it only loans in "certain success" situations—a policy which would 

severely restrict development promotion by the bank. Enterprises in 

difficulty should be handled on a case-by-case basis. In some cases the 

extension of a loan may solve the problem. In others the bank may make 

extra efforts to provide the types of assistance required to overcome 

the difficulty. The bank should, however, avoid being drawn into a 

situation in which it is operating an enterprise in default. In those 

cases in which the prospects for overcoming difficulties are unaccept-

able (or the expected benefits from overcoming them are less than the 

expected costs, all things considered), the bank should cut its losses 

and allow the firm to be sold or otherwise liquidated. It would not be 

the responsibility of the bank to sustain inherently weak or inefficient 

enterprises, unless their social benefits truly warranted their contin-

ued survival. 



CHAPTER VI 

SUMMARY 

The oil exporting countries of the Middle East have experienced 

a sharp increase in foreign exchange earnings in the recent past. This 

has resulted in a reduction (presently, a removal) of financial con-

straints on the ability of these nations to iraport sorae of the ingredi-

ents of econoraic developraent. A great developraent opportunity, a chal-

lenge, has come into being. 

The foreign exchange earnings of the Mideast oil exporting 

nations also provide an opportunity for large extra-regional investraent 

of funds which are surplus to the internal needs of the oil exporting 

countries surrounding the Persian Gulf. A second opportunity, another 

challenge, has corae into being. 

The present use of surplus petro-funds is undesirable on two 

counts. First, these funds have been employed in a fashion which yields 

an average return which is less than satisfactory. Second, the present 

pattem of large concentrations of investraents in short-terra assets 

dissirainated in an uncoordinated raanner holds significant potential for 

leading to detriraental effects on the world econoray. 

This study was directed toward exaraining the advisability of 

introducing a regional developraent bank, a special development bank 

with unique features, for the Persian Gulf oil-exporting nations. The 

113 
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organization conceived and considered in the study would have two major 

dimensions: one directed toward the promotion of regional economic 

development and the other toward a coordinated placeraent of surplus 

funds abroad in long-terra investments in support of increased econoraic 

well-being and developraent of the Persian Gulf region. 

The approach taken to organizing the efforts of the study and 

to reporting its findings was, first, to exaraine the situation and 

probe the considerations which suggest a useful role for a regional 

financial interraediary institution (Chapter I). Second, the adequacy 

of present arrangeraents associated with the opportunities and probleras 

was analyzed and the case for a new regional development organization 

evaluated (Chapter II). Third, since the potential benefits from the 

establishment of a new agency for developraent, a Persian Gulf Regional 

development bank, were found to be great and the costs relatively sraall, 

attention was then turned to the functions, activities, and character-

istics of the prospective bank to further investigate and delineate 

potentials and characteristics (Chapters III, IV, and V). 

The latter portion of the study was divided into three aspects: 

the sources of financial resources for the bank and their use through 

lending and investing activities within the Persian Gulf region (Chapter 

III); circumstances, and opportunities available through a regional bank, 

associated with the placeraent of surplus petro-funds in investraents out-

side the region (Chapter IV); and, additional economic development 

benefits for the Persian Gulf region which might be derived frora the 

assumption of additional roles by the bank, along with some of the bank's 
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organizational and operational aspects (Chapter V). Information which 

further supports the analysis of the substantative chapters, and which 

supplements and complements them, has been provided in seven appendices. 

What emerged in the first part of the study (Chapters I and II) 

was the conclusion that there are significant gains to be obtained for 

the Persian Gulf region from (1) a regional (trans-national) view 

taken toward the resources in the countries of the area; (2) the place-

ment of financial resources in a regional perspective; and (3) a 

regional orientation for the extra-regional placeraent of surplus funds, 

but existing arrangeraents within the region do not adequately accommo-

date them. Under present circumstances, (a) complementary supplies of 

resources (natural and human) do not parallel population concentrations 

and are not necessarily situated within the same country; (b) techno-

logical and geographic dualisras as well as markedly different national 

market sizes prevail in the region; (c) opportunities for development 

projects best suited for regional undertaking exist which raay go unex-

ploited; and (d) placement of surplus funds abroad could be improved 

through a joint effort to collect information and identify opportunities, 

to present a unified stance in investment negotiations, and from coor-

dinated decisions about the overall distribution of these funds. A 

regional development organization, given requisite resources and capa-

bilities, could take advantage of these potentials. 

In the second part of the study, it was found that the Persian 

Gulf regional developraent bank could perform the same beneficial func-

tions for its region as the other intemational development banks—but 
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probably on a much larger and more effective scale, since it could 

potentially obtain immense financial resources. Furthermore, the bank 

could becorae an organization for the placeraent of funds abroad (those 

surplus to contemporary regional needs for local use) in a fashion 

advantageous to the countries of the region, other countries of the 

world (rich and poor) , and to the health of the world economy. 

Two of the unique features of the organization considered are 

the immense financial resources available to it and that their source 

is from within the region in which it would operate. The bank would 

have a "turned about" nature when compared to other international 

regional development banks which have relatively small financial 

resources available to them which are obtained from outside their 

region. A Persian Gulf regional development bank could, because of its 

different nature, operate subject to fewer and less powerful constraints 

than those encountered by other intemational regional banks. 

That the bank would serve as a foreign investor and as a pro-

vider of development funds to other areas are also unique features. It 

could make international investments (in long-term securities and other 

long-term investments for the financing of additional and raore produc-

tive capacities to produce in extra-regional countries)which would 

increase the yield frora Persian Gulf countries' surplus petro-funds and 

harmonize and distribute their placement in a fashion less disruptive 

to the world economy. Such actions could be expected to, in some degree 

or another, reduce pressures toward inflation and unemployment in the 

world, increase economic stability, facilitate structural changes in 

..i^'Mtí.. 
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other countries, and provide for increased future output of goods and 

services in the world. The increased health of the richer countries 

would enhance their willingness and ability to assist the poorer ones. 

Furthermore, the bank could foster and contribute to a new development 

assistance channel of significant magnitude. 

Additional roles for the bank beneficial to Persian Gulf eco-

nomic development were examined. The bank could raake conscious attempts 

to promote the development of capital raarkets within the region, a 

facility of importance for sustained economic growth. Also, it could 

assist in the coordination of national economic development plans of its 

member countries in a regional context. 

The investigation and analysis process underlying the reported 

findings included a search for econoraic disadvantages, from the perspec-

tive of the Persian Gulf region, which would be associated with the 

regional economic organization contemplated in the study. Only rela-

tively minor ones were discovered. (Consequently, this aspect of the 

research work did not receive much space or attention in the written 

report of the findings.) In an opportunity cost context, an institution 

such as the one considered appears to be the least cost feasible alter-

native for obtaining the gains derived from a regional approach to the 

economic developraent of the Persian Gulf area. 

On the basis of the findings of the study, it is recommended 

that a Persian Gulf regional development bank—a special organization 

with unique features along the lines of the one developed in the study— 

be established. Such an action would not only provide benefits for the 
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Persian Gulf member countries, but also for other nations, less developed 

as well as more developed ones. 
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APPENDIX B 

HISTORICAL AND CTJLTURAL BACKGROUND OF THE MIDDLE EAST 

The following is a brief summary of the historical and cultural 

background of the Middle East, with the exception of Israel. The ties 

of the countries in the area started thirteen centuries ago when Prophet 

Muhamraad introduced the new religion of Islara. The ostensible purpose 

was to enlighten followers with a new philosophy of life: 

The basic elements of this philosophy were, in order of their 
importance, the doctrine of the brotherhood of all believers, 
the eraphasis upon piety and personal qualities as the source 
of greatness and neamess to God, and playing down of birth 
as a factor in entitling any individual to distinction or 
erainence. Differences of race and color were characterized as 
being merely incidental and of little importance, useful only 
in recognizing different groups of humanity. 

Explicit in the teachings of Islam is a mode of behavior that 

cannot be separated frora the rest of the life of a Muslira. For this 

reason, in great raeasure, constitutional and political developraents did 

not materially alter the area for centuries. The lack of need for such 

developraents was also reinforced by deraocratic trends in social and 

legal teachings of Islam. 

Over centuries, these trends proved unsatisfactory, in terms of 

developing into a modem society, as the region became more and more 

"'"Ishtiaq Husain Qureshi, "The Background of Some Trends in Islamic 
Political Thoughts," in Tradition, Value, and Socio-Economic Development, 
Ralph Braibanti and Joseph I. Spangler, eds. Durham, North Carolina: 
Duke University Press, 1961), p. 182. 
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aware of Westem thoughts and culture. The idea of nationalism evolved 

as an alternative social relationship. 

Nationhood meant constitutional and political developments to a 

people that had to adapt to it. It was, and probably still is, an 

experiment. The region was composed of tribes with comraunal identity, 

not reflective of territorial boundaries. Nationalisra was a reaction 

of Muslims to their political degeneration, an awakening to weaknesses, 

and an imported Western ideology. In mid-nineteenth century, the 

nationalism of Iranians and Arabs flourished, territorial boundaries 

were established, and whole countries were born. The architects of 

these boundaries did not take into account the ties of the people and 

the tribal nature of the area; thus, unforeseen consequences carae to 

the fore. These consequences were in the form of territorial disputes 

which have never ceased. 

Nationhood has proved a mixed blessing: it can provide a fruit-

ful avenue for development, but it may also be disruptive. Because of 

the tribal nature of the area, in some instances groups are so small 

that they cannot constitute a modem state; yet corabining them invites 

feuds. Nationalism divided the Muslims into different and, in some 

cases, hostile caraps. In doing so it operated against the Islamic doc-

trine of brotherhood irrespective of ethnic origins. Thus one finds 

that there is a conflict between Islam and nationhood. 

In the recent past, nationalisra won over the principle of brother-

hood of Musliras, a process that was completed in 1971 when the former 
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trucial states formed the United Arab Emirates which joined IMF, and 

the World Bank in 1972.^ 

To avoid long-run disruptive consequences over the conflict 

between the Eastem and Westem ideology in the region, the doctrine of 

"Brotherhood of Muslims" and the concept of nationalism may require 

mutual accomodation. There is a need to develop ideas that can raodify 

the situation and provide for the adaptability of the corapeting ideolog-

ies in the special setting of the region. The Islaraic ties provide the 

cultural affinity for developraent of a coraproraise, but a stepping stone 

to set the wheels of such a process in raotion has been lacking. It 

seeras that a new reality in a portion of the Middle East—the Persian 

Gulf region—could serve as the missing link and start the beginning of 

a lasting era of good feelings in the area. The new reality—capacity 

to produce oil—creates certain special needs that are best served in a 

cooperative manner, all the while reinforcing the cultural ties of the 

countries involved. 

^N. A. Sarma, "Abu Dhabi: Banking Policies," Euromoney," August, 

1975, p. 96. 
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APPENDIX D 

"SURPLUS" FOREIGN EARNINGS HELD BY MAJOR PERSIAN GULF 

COUNTRIES: COMMENT ON METHOD OF ESTIMATION 

The Intemational Monetary Fund estimated the araount of the 

surplus petro-dollars held by the OPEC petroleura-exporting countires 

and available for disposition abroad at $70 billion in 1974. This 

amount was arrived at from the records of national and intemational 

2 
agencies, statements of public officials, and IMF staff estimates. 

Unfortunately, the estimate was not broken down for individual petro-

leum-exporting countries,—or, perhaps, it involved a form of informa-

3 
tion not forthcoming to outside inquirers. However, the estimate 

cited above has been separated into two distinct parts in another con-

text: (1) increase in official reserves, placed at $35 billion; and 

(2) investments and grants by the petroleura-exporting countries, placed 

at $20 billion, and amounts "owed to thera in 1974 for oil already sup-

plied but not yet actually paid for (because of raore or less normal 

lags in payments)," placed at $15 billion. The sum of (1) and (2) 

•̂ IMF, Research Departraent, "1975 Data Brings Oil Payments into 
Sharper Focus," IMF Survey, Washington, D.C.: IMF, March 25, 1975, p. 81. 

^lbid. 

^Based on private comraunication with Charles Gardner, ed., MF 

Survey. 

IMF Survey, op. cit., p. 93. 
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equals the previously-cited aggregate of $70 billion. The estiraates 

of the International Monetary Fund thus implicitly reflect a staff 

assumption of a one-to-one relationship between increased official 

reserves and the corabination of investraents, grants, and lagged pay-

ments. 

In order to disaggregate this estimate to "estimate by country," 

the author resorted to an approach which required use of other IMF 

statistical publications as well as the previous pattem of foreign 

placement experience by these countries. An explanation of this 

methodology follows. 

First, Table 2 (in Chapter I) shows that the official reserves 

of the "big four"—Iran, Saudi Arabia, Iraq, and Kuwait—rose a little 

over $20 billion in 1974. Second, by using explicitly the one-to-one 

relationship assumption of the IMF staff in its estimate between offi-

cial reserves and combined investments, grants, and lagged payments, 

a value of roughly $20 billion can be assigned to investments, grants, 

and lagged payments—thereby yielding a corabined total surplus of $40 

billion for the "big four." Third, the surplus of each of the four 

countries can then be estiraated. 

As a starting point, it is valid to assume that the increase 

in official reserves of these countries is potentially available for 

disposition abroad. As Table 1 (in Chapter I) indicates, this amount 

This assuraption implicitly mitigates the impact of any rela-
tionship between official reserves and other factors such as level of 
imports, change in intemational payraents, etc. Obviously, this does 
not correspond with reality. However, because of the relatively small 
economy of the producing nations, it is safe to assume that the 
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was slightly over $20 billion. The reraaining $20 billion (40 minus 

20=20) can be assigned to the "big four" countries-divided among them 

in a fashion which reflects their respective increases in official-

reserve position. Several further factors were considered: (1) the 

1974 trade balance of each country (in billions, Iran, $20; Saudi 

Arabia, $32; Iraq, $6; and Kuwait, $9; see Tables 1 and 2); (2) the 

increase in official-reserve position of these countries (Table 2); 

and (3) the historical pattem of placement abroad of surplus funds. 

Kuwait appears as the country with most experience and foremost capa-

bility of placement abroad of a large portion of its surplus. Next in 

line appears Saudi Arabia, followed by Iran and Iraq with only neglib-

ible experience in this regard. 

In accordance with appraisal in these terras, the allocable $20 

billion is assigned as follows: Kuwait about $6 billion, Iraq about 

$2 billion, Saudi Arabia about $7 billion, and Iran about $5 billion. 

By adding these amounts to the increased official reserve of each of 

the countries, an estimate was obtained (for 1974) of the amount of sur-

plus available for disposition abroad, as shown in Table 2 of Chapter I. 

desired growth in official reserves is rauch smaller than the actual 
change that took place. Hence, one does not expect that omission of 
this relationship can cause a substantial alteration in the direction 
of movements that are of our concem. 

Strictly speaking, the level of official reserves for a country 
is related, among other things, to: (1) doraestic money supply (Harry 
G. Johnson, "Toward a General Theory of Balance of Payments," in Inter-
national Trade and Economic Growth, ed. by idem., Cambridge, Massachu-
setts: Harvard University Press, 1958, pp. 153-68); and (2) level of 
imports (Roy F. Harrod, "Imbalance of International Payraents," IMF Staff 
Papers, Vol. III, 1953, pp. 1-46). 



APPENDIX E 

THE CONCEPT OF THE PERSIAN GULF AREA AS A REGION 

A region raay be defined in several ways, ciepending upon its 

usefulness for the purposes which it is designed to serve. In this 

study the Persian Gulf region is envisaged to serve as the area support-

ing a multinational (regional) developraent bank. To do so, there must 

be restrictions that explicitly confine eligibility for membership to 

countries within a limited area. The Persian Gu f, then, may be con-

sidered a region only if there are identifiable factors that provide the 

eligibility of some countries and ineligibility of other countries for 

the group. Thus an intemational region may be defined as a geographic 

area comprised of countries that share one or raore identifiable factors 

which attribute to thera a special status not found in the iraraediate 

neighboring countries. 

The identifiable factors give the included countries a "regional 

identity;" in contrast, the geographic classification helps to signify 

the location of the area in the world. In his study of regional develop-

ment banks, Professor John White separates "regional identity" into two 

2 
distinct concepts, inclusive and exclusive. The inclusive concept of 

regional identity is related to the level to which the included coun-

tries have, or can be made to have, common interests. The excluding 

John White, Regional Development Banks, New York: Praeger 

Press, 1973. 

2 
Ibid., p. 21. 
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concepts of regional identity, on the other hand, refer to the extent 

to which the excluded countries differ from those included. Thus, 

the exclusive concept raakes it possible to establish a line of demarca-

tion between the included countries and their imraediate neighbors, 

while the inclusive concept determines the strength of a region's cohes-

ion and the intensity of its commitments to mutual agreeraents. There-

fore, "if the terra region is to have a prescriptive application...it 

must be used to refer to geographic area, or groups of countries within 

an area which can identify themselves with each other both exclusively 

3 
and inclusively." 

Persian Gulf Area as a Region in the Middle East 

The concept of a region, as presented above, fits the Persian 

Gulf countries in all aspects. First, the area is composed of a con-

tinuous piece of land surrounding the Persian Gulf. Second, in terras 

of regional identity, the exclusive concept of the region's character 

is found in its capacity to earn substantial amounts of foreign exchange, 

while the inclusive concept is found in raany coramon attributes such as 

a distinguished past, a desire for development, sirailar cultural and 

religious backgrounds, and a growing stake in the world econoraic order. 

3 
John White, ̂ . cit. , p. 22. 



APPENDIX F 

ORGANIZATION, ADMINISTRATION, AND STRUCTURE OF THE PROPOSED 

PERSIAN GULF REGIONAL DEVELOPMENT BANK 

The regional developraent bank proposed in this study is expec-

ted to concentrate on the functions identified in Chapter II. These 

functions raerit raention in the charter of the proposed institution. 

Precise language in the charter may be avoided to provide latitude 

needed to accomodate and adapt to presently unforeseen future condi-

tions. However, such matters as the nature of the capital structure, 

the relationship between voting power and subscription, and the compo-

sition of the board of governors, may be specified. 

The Charter 

Other items to be mentioned in the charter include matters 

pertaining to organization and staff, resources, p r o f i t a b i l i t y , loan 

policy, reserve posi t ion, and internat ional operations. Excess specif-

ica t ion of language can be disfunctional by limiting a b i l i t y to adapt 

to change. Generally, a preferred method of phrasing the charter i s to 

arrange i t s guidelines in a di rect ional manner. Hence, the aira of the 

bank should best be expressed in a broad fashion in i t s charter . 

Charters of the present regional developraent banks express sirai-

l a r airas for those organizations. The Asian Developraent Bank i s intended 

" to foster econoraic growth and cooperation . . . to contribute to the 
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a c c e l e r a t i o n of the process of economic developraent of the developing 

member coun t r i e s in the r eg ion , c o l l e c t i v e l y and individually.""'" The 

African Development Bank has the following s t a t ed purpose: "To con-

t r i b u t e to the econoraic and s o c i a l progress of i t s members—individually 

2 
and j o i n t l y . " F i n a l l y , the purpose of the Inter-American Development 

Bank i s " t o c o n t r i b u t e to the a c c e l e r a t i o n of the process of economic 

evelopment of the member c o u n t r i e s , i nd iv idua l ly and c o l l e c t i v e l y . " 

The s t a t e d aim of a reg iona l development bank in the Gulf area 

may advisably encompass the e s s e n t i a l s of the s ta ted purpose of the 

foregoing r eg iona l developraent banks, and, in add i t ion , r e f l e c t the 

p e c u l i a r i t y of i t s c h a r a c t e r , as wel l as serve as a poss ib le stepping 

stone for higher economic i n t e g r a t i o n in the region. Therefore, the 

aim of a Pers ian Gulf r eg iona l development bank might read as fol lows: 

" I t i s the aim of t h i s i n s t i t u t i o n (a) to cont r ibu te to the acce l e r a t i on 

of the econoraic developraent process of i t s raeraber count r ies as i t deeras 

a p p r o p r i a t e , (b) to iraprove the f i n a n c i a l earnings of i t s raerabers, (c) 

to be prepared to serve as an instrument of higher regional i n t eg ra t i on 

when ca l l ed upon, and (d) when appropr i a t e , t r y to e s t a b l i s h a develop-

ment l i n k between overseas holdings and regional a c t i v i t i e s . 

A r t i c l e 1 of the Asian bank as c i t ed by John White, Regional 
Development Banks (New York: Praeger Press , 1973), p . 58. 

2 
A r t i c l e 1 of the African bank, I b i d . , p . 104. 

A r t i c l e 1 of the Inter-American bank, I b i d . , p . 155. 
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The phrase "economic development process" is broad enough to 

include establishment of new productive facilities and to strengthen 

the existing institutions and practices such as education, health, 

housing, and mobilization of resources. Improvement of the region's 

financial earnings through extra-regional placement of surplus funds is 

intended to emphasize regional identity as well as monetary gains. Ser-

vice as an instrument of higher regional integration allows such a bank 

to accomodate and direct a higher degree of regional economic coopera-

tion. Establishment of a link between regional and extra-regional pro-

jects, when desired and possible, can tie the region's development to 

developed centers overseas and take advantage of such an association. 

The bank could become operational when its proposed charter has 

been approved through the subscription of some predetermined portion of 

its initial capital specified in the chater. It is suggested that the 

charter provide that that portion be significantly in excess of one-

half. 

A chronic problem associated with a governraent-approved charter 

is that araendments to the charter are also required to be approved by 

member governments. This process normally requires legislative action 

and can becorae too involved and tirae-consuraing. Therefore, it may be 

advisable to suggest that the board of governors be empowered to amend 

the charter by a two-thirds raajority vote of that group. 

The organization of a regional development bank can be realized 

in a variety of ways. Regardless of the specific forra that an organiza-

tion may take, its functional parts should be designed to approach an 
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integrative body when viewed as a whole. This is best achieved through 

establishment of a mechanism that is capable of transraitting informa-

tion laterally as well as hierarchially in an organization. The fore-

going systeraic raethod has the advantage that it is best suited to raake 

decision-raakers, at all levels, aware of the ongoing interactions that 

take place within different parts of an organization and between the 

organization and the external environment. Any decision-maker cogniz-

ant of the above process is potentially in a better position to recog-

nize and remedy internal disfunctions as well as take steps that could 

enhance the interdependence and interaction between an organization, 

its merabers, and its clients in the external environment. To the degree 

that this form of behavior is successful, the effectiveness of a bank 

would increase—not only in its role as a development institution, but 

also in its potential to serve as a stepping stone for higher integra-

tion of its members in the future. A possible organizational structure 

will be discussed later. 

Membership, Subscription, and Voting Rights 

It is suggested that merabership in a regional development bank 

for the Gulf area to be open only to the oil-exporting countries of the 

region. Exclusion of non-regional (especially Western) countries in the 

capital structure is based on the premise that it can potentially 

improve the "regional identity" concept which is a major deterrainant of 

the region's cohesion (see Appendix E). The exclusive and inclusive 

aspects of "regional identity" are both served by directing emphasis to 
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them at the outset, giving the producing countries a feeling of collec-

tively confronting mutual challenges and taking the fruits of oppor-

tunities that are available. 

The oil-producing countries of the Gulf region, could conceiv-

ably, put up 90% of the capital and control an equivalent level of vot-

ing power. The other 10% can then be sold in the open raarket to private 

resident and non-resident investors. Under this arrangeraent the non-

government investors have a quasi-membership status. On the one hand, 

their collective action gives thera 10% of the vote. On the other hand, 

they do not represent a geographical entity. 

One purpose for this dual breakdown of the bank's capital shares 

is to give private investors an opportunity to participate in the devel-

opment process of the region. Additionally, it would provide a situa-

tion in which the financial position of the bank would become public. 

Such an arrangeraent has the advantage of allowing external scrutiny by 

financial experts and acaderaicians of the region. 

Admission of new meraber countries within the region could be 

accommodated through a vote of acceptance by the board of governors. In 

order to deny any member a veto power over major issues before the board 

of governors, it may be best to set the capital structure, hence the 

voting power of the governors, in a manner that would prevent such 

4 
occurrence. 

The raethod of making payraents by raerabers can appropriately be 

determined according to a formula mutually acceptable to the countries 

^For a suggested capital structure, see Chapter III. 
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involved. The method of payment by private investors is ideally deter-

mined at this time also. A suggested payments forraula best suited to 

a bank of this type is to follow the precedent set by other regional 

banks (Inter-American, Asian, and African)—naraely, allowing half of 

each raember country's subscription to constitute its paid-in portion, 

payable in suitable installraents. The second half of each raember's sub-

scription can constitute its callable capital and come due upon request. 

Private investors, on the other hand, could purchase their SDR-denorain-

ated shares with any currency convertible to an equal number of SDRs. 

Member states could be given the right to withdraw frora the 

organization. However, the attendant provisions in the charter should 

be carefully considered. One approach would be to allow legal with-

drawal one year after written request to the board of governors and 

repayment of the member state's paid-in subscription (and any other 

shares it might hold in the organization) within five years of the 

request to withdraw. The first suggested provision would allow a "cool-

ing-off period," in which reconsideration of the withdrawal decision 

could be raade. The second would allow tirae for the bank to obtain the 

funds needed for repayment in a fashion which would not disrupt com-

pletely its activities. Private investors could, of course, liquidate 

their shares merely by selling thera on the open raarket at any tirae they 

pleased. 

John White, o£. cit., p. 54. 

^John Syz, International Developraent Banks (Dobbs Ferry, New 
York: Oceana Publishing Co., 1974), p. 14. 
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The board of governors could be empowered to suspend a raember 

for some specific period of time. The suspended meraber should be 

given an opportunity to present its case after having had the chance 

to study the charges. The condition for suspension and the rights and 

obligations of the parties involved should be carefully deliberated and 

specified in the charter. 

Administrative Structure 

Board of Governors 

The highest authority of the bank would be vested in its board 

of governors. Each country coiiLd be represented by one governor and 

an altemate on the board. Individual governors for other intemational 

development banks usually are the finance rainisters of their countries. 

Private shareholders could be represented on the board by one governor 

and an alternate. The voting power of each governor could be propor-

tional to the nuraber of shares that he represents, or sorae other varia-

tion that can be rautually agreed upon. 

The priraary responsibility of the governors is to set broad 

directional guidelines. The more specific functions of the board include 

acceptance of new members, amendment of the charter, change in authorized 

capital, approval of unusual or very significant financial commitments, 

and selection of the board of directors. Except in those cases in which 

John Syz, o^. cit., p. 18. 

Ibid., p. 31. 
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a higher percentage of votes is specified in the charter, decisions of 

Q 

the board could rest on a simple majority vote. 

Board of Directors 

The general conduct of the operations of international develop-

ment banks usually come under the control of the board of directors. 

The number of directors varies, but they are all selected by the board 

of governors. Preferably, for the proposed bank, no meraber country 

should have raore than two of its nationals on the board at any given 

tirae for reasons related to distribution of power. 

Selection of directors can best be approached without devising 

a sophisticated formula "to insure even distribution of voting power on 

the board." Advantage can presuraably be attached in emphasizing, at 

every possible step, the unity of member countries which could be instru-

mental in creating an environraent of trust, rendering the necessity of 

"double check" for national interests less frequent. Indeed, one can 

argue that rigid forraulas to curb favoritism could in theraselves create 

an environment that would be detrimental to the regional identity of a 

bank. 

The job of directorship is envisaged to be full-time, hence it 

would probably be preferable for the merabers of the board to reside at 

the bank location. The directors' full engageraent in the affairs of a 

These and other powers, such as approval of formal cooperation 
with other organizations, distribution of net incorae, etc., are comraon 
in at least two or raore of the regional bank institutions presently in 
operation. John Syz, Ibid., p. 31. 
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bank is intended to reduce the chances of eraergence of a powerful per-

sonality dominating its operations. It is in this vein that one might 

suggest that this bank could best operate as an institution which 

would stand collectively and not depend on the personality of an indi-

vidual, as is often the case in LDC organizations, especially in the 

Middle East. Therefore, for this and other functional reasons, selec-

tion of directors should be based on their qualifications in fields 

unquestionably useful to the bank. Political appointments should be 

avoided. The decision of the board could be subject to a siraple raajor-

ity vote in almost all cases. A director's term of office could be set 

by the governors, as well as the nuraber of terms that a director could 

11 
serve. 

Aside from r e s p o n s i b i l i t y for the general conduct of the bank, 

the board of d i r e c t o r s undertakes functions such as e l ec t ion and d i s -

missa l of the p r e s i d e n t , i n t e r p r e t a t i o n of agreements and confirraation 

of v i c e - p r e s i d e n t s . 

President and Vice-Presidents 

The execut ive head of the bank would be i t s p res ident who would 

be e l ec ted by a siraple raajority vote of the board of d i r e c t o r s . The 

•^^Shirley Boskey, Probleras and P rac t i c e s of Development Banks 
(Bal t imore: John Hopkins P re s s , 1959), pp. 39-40. 

•''•'•The term of o f f i ce could be four years or more, with var ious 
r e s t r i c t i o n s on r e e l e c t i o n c r i t e r i a . These mat te rs should be resolved 
i n the i n i t i a l meetings of the board of governors. 

12 •John Syz, 0£. c i t . , p . 47. 
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term of office (which could best be the same as the board of directors), 

should be deterrained by the board of governors which also specifies 

conditions for re-election. For regional identity purposes, the presi-

dent should be a native of the region and be allowed to participate in 

the directors' raeetings, with or without a right to cast a vote as deter-

mined by the board of governors. 

The regional development bank envisaged in this study could 

have an explicit structure composed of two functioning units: a divis-

ion of external finance, and a division of regional operations. It is 

suggested that operational gains could be experienced if each of these 

raajor divisions was headed by an officer with a rank of vice president 

(see Figure 1). The bank vice presidents should be recoramended by the 

president and approved by the board of directors. 

The president probably is the raost important meraber of the 

bank's adrainistration. Finding a good president is essential, especially 

in the initial period of operations. "The position calls for experience 

in long term industrial financing, combined with such personal charac-

teristics as energy, iraagination and tact, probity and an ability to 

13 
withstand outside pressures in the exercise of professional judgraent." 

Structure of Staff and Recruitment 

The ultimate success of an institution, no raatter how favorable 

the circurastances that led to its establishment, rests on recruiting 

13 Shirley Boskey, _0£. cit., p. 19. 
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a competent staff. Higher-level staff merabers raay be hired by the 

president and vice presidents. It is desirable to have a certain 

degree of turnover in the staff of the bank. This turnover would raake 

it possible for each raember country to have people who have had experi-

ence with the bank's operations. Staff members should be hired from 

qualified natives of the region to the extent they are available and 

that their recruitment would not take them away from other crucial works 

in the region. In the event that it becoraes necessary to hire someone 

other than the native of the region for a high post, such as a departraent 

head, the approval of the board of directors should be sought. This 

should not iraply the discourageraent of eraployment of any non-native, as 

either consultants or regular employees. Indeed, a regional development 

bank of the type at issue here should frequently employ the services of 

such people, especially in its international activities, where qualified 

regional manpower could prove to be very scarce. 

The staff of a bank can be organized into several departraents, 

each under a departraent head, on the basis of different functions. The 

departraent structure outlined below is suggested by the author for the 

proposed bank to give an idea of how the staff could be organized (see 

the Figure 1). 

Two major divisions, regional operations and external finance, 

would be composed of departments. The regional operations division 

could be divided into project analysis, loan administration and technical 

departments. The latter department could further sub-divide into tech-

nical assistance and social development sections. The division of 
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external finance can be divided into developed country investment, 

less developed country investment, and Middle Eastem investment 

departments. 

There could also be advisory units which report only to the 

president. These would include program advisor, integration advisor, 

and auditor general. 

To improve interdepartraental coramunication, several permanent 

committees can be established. The members of these committees raay 

include the head of each departraent and the directors of advisory units. 

These committees could come under the titles of systeras analysis, bud-

get, salaries and gradings, and coordinating comraittee. The coordina-

ting committee is established, specifically, to serve as a center for 

collection and disseraination of inforraation—laterally and hierarchially 

in the organization. 

An iraportant body for the proposed bank is the planning depart-

ment. This unit would monitor regional and world conditions, prospects, 

and opportunities. It would prepare special studies for use by the 

president and the vice presidents of the divisions. It would compile 

and generate inforraation needed for the pursuit of efficient coordina-

tion and harraonization of the activities of the two raajor divisions. 

Furtherraore, it would provide background data and perspectives useful to 

the board of directors and the board of governors for advantageous 

adaptation to changing conditions in the environment in which the bank 

would function. The portions of the planning departraent's work which 

would be helpful to the operational departments would be available to 
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them either through their participation in coordinating committees or 

the activities of the coordinating department. 

Board-Management Relationships 

It is the function of the board of governors to determine the 

general structure and aims of the organization. The board of directors 

formulates policies, in broad terms, required to efficiently pursue 

those aims. The responsibilities of the president and his staff are 

defined in terms of carrying out the policies specified by the board of 

directors. In the process operational practices are formulated and 

employed. It is essential that the general policy-making bodies, the 

boards, and the executive recognize the interdependency of their roles 

and have full confidence in each other. 

The executive branch may have full authority in running a bank. 

Its members should be willing to make decisions and assume responsibil-

ity. This should not mean that the policy-making body has delegated 

its responsibilities to thera. The board of directors is ultimately 

responsible for the standards and reputation of the bank; they set the 

policy norms. 

A managerial force which takes initiative has advantages. Indeed 

it might be desirable to delegate sorae policy-making responsibility to 

the manageraent. This not only would be a sign of the directors' faith 

in the management's ability, but also a source of efficiency in the 

bank's operations. A case in point is the manager's participation in 

John Syz, ££. cit., p. 50. 
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investment decisions. It is a general practice that the managerial 

staff selects loan applicants for the board's consideration. However, 

it would be desirable to recommend that the managers be given authority 

in granting loans up to a certain level without the approval of the 

board. Furthermore, the recomraendation of raanagers conceming desir-

ability of certain loan applications presented to the board should 

weigh heavily in their deliberations. 

Bank Headquarters 

The decision to select suitable headquarters for a regional 

development bank should be based on a set of criteria, such as avail-

ability of financial institutions, ease of attracting qualified staff, 

communications networks, and political considerations. Unfortunately, 

in the past, political issues carried unusual weight in headquarters 

site selection and caused waste of valuable time and energy. This is 

particularly true in the case of the African and Asian developraent 

banks. 

Swift and frictionless selection of the headquarters location 

would enhance the smooth creation of the organization and increase its 

•'"̂ John White, ̂ . cit. , p. 48. 

•'"̂ lran was so offended at the rejection of its candidacy for 
headquarters of the Asian Development Bank that it withdrew from member-
ship. Also, the location of the African Development Bank "was the first 
substantative issue on the agenda ... and the last issue to be discussed, 

The debate was noticeably more heated than on other issues. ... At 
the end . .. it had been agreed that a final decision should be left to 
the first raeeting of the Board of Governors." (John White, ££. cit., p. 
50 and p. 97). 
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potential for effectiveness. Presently, Tehran seeras to be a good 

candidate as a possible site for the bank headquarters. It has all 

the necessary qualif ications, and as the only non-Arab meraber, its 

selection raight give the Iranians the comfort of "f eeling-at-home." 

This could help to increase the cohesion of member countries by serv-

ing as a constructive starting point between the Iranians and their 

Arab partners. However, one must not disregard the traffic conditions 

and air pollution of the Iranian capital city. Therefore, it is prob-

ably best to suggest that no major city in the region should be excluded 

from consideration for headquarters without a serious and impartial 

weighing of its advantages and disadvantages. 



APPENDIX G 

SELECTED LONG-TERM FACTORS INFLUENCING THE EFFECTIVENESS 

OF A REGIONAL DEVELOPMENT BANK 

Since the activities of a regional developraent bank are long-

m n in nature, its functions, aim, and organizational structure should 

be directed to, and harmonious with, changes that occur over time, 

within and without the region. 

Given the long-term nature of operations, it is advisable to 

discuss some major forms of change that intemational organizations are 

subject to and the way these changes may influence the pattern of behav-

ior of such organizations. The changes envisaged here are meant to 

reflect evolutionary developments in the social and economic realra of 

member countries of a raulti-national bank in the Persian Gulf region. 

Evolutionary Change in International Organizations 

There are several ways in which evolutionary changes generally 

influence the behavior pattern of an intemational organization. As 

an intemational organization a regional developraent bank for the Persian 

Gulf would be expected to be imder the sarae set of influences. One of 

these arises from an alteration in the political outlook of member 

•'"Evan Luard, The Evolution of Intemational Organizations (New 

York: Prager, 1966), pp. 305-311. 
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governments. Changes from this source are probably gradual rather than 

immediate. The precise nature and subsequent irapacts would vary accord-

ing to the behavior of the bank in dealing with political considerations 

in its decision-raaking process. 

A second forra of change that is potentially capable of influenc-

ing the behavior of the bank over time would arise from the gradual 

shifts resulting from day-to-day and situation-to-situation reactions of 

its decision-raakers in response to alterations in the environraent that 

had brought about the bank's creation. Adverse impacts from this kind 

of evolutionary change can be miniraized through regular review of activ-

ities in light of the airas of the organization as stated in its charter. 

Creative, adaptive responses to changing conditions, however, should be 

sought. The language of the charter and the powers given to the board 

of govemors, therefore, should be such that adaptation to new environ-

ments is permitted (see Appendix F). 

A third form of change influential in the operational behavior 

of a bank arises from the personality and character of its chief offi-

cials. The initiative that these men take in providing answers to 

important socio-econoraic questions can raake the bank an influential 

force in deciding the outcorae of major regional policy issues. 

A fourth, and probably raost fundaraental form of change capable 

of influencing the behavior of a regional bank, is the attitude of its 

members towards the functions for which it had been designed. In this 

connection one may add that success in regional banking could bring 

more success, while failure could result in doom irrespective of the 
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potential economic benefits that a bank raight have had. Unless raember 

govemments experience a retum worth their investment, a regional 

development bank would probably fail and become a part of the collec-

tion of raany good ideas that were tried but "did not work." The decis-

ion-makers of a bank must be cognizant of this fact and do their best 

to make the idea work if such an institution is to survive and have a 

chance to becorae an instruraent of future higher integration. 

Evolving Conditions in the Region 

The long-terra success of the proposed bank in its developmental 

efforts is directly related to the building of preconditions upon which 

self-propelling growth can be attained. This will require more than 

importation of needed capital goods and technical know-how frora the 

industrial countries. 

Economic development is a learning process in which people must 

learn new skills, habits, and the workings of new institutions. Human 

resource development prograras in such areas as health, education, and 

welfare are extreraely important in creating and sustaining a labor force 

capable of using effectively imported capital and technology and adapt-

ing to conditions in the region. In other words, the imported capital 

and technology raust be corabined with an economic base that is capable of 

using and integrating with them. Only under this circumstance can great 

long-range economic benefit frora the importation of developmental ingred-

ients be expected. The foregoing desired condition could also allow 

introduction of new inventions and innovations through introduction of 
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research and development activity in the region. In the event these 

processes do take place then one can have reasonable expectations that 

self-propelling economic development is underway. Thus the role of the 

imported capital and technology, in the final analysis, is to act as a 

catalyst and to provide vital support "to a process that must be rooted 

in commitment and insights of each country's leadership elements, the 

attitude and skills of its people, its natural and financial resources, 

its econoraic and policy environraent, and the diverse private and public 

2 
institutions that channel huraan effort." Success in establishraent of 

a self-sustaining technology indigenous to the region (with adaptability 

for the introduction of technological change from the outside) could be 

considered the greatest task in the process of economic development if 

such process is to have long-run success. The task of a regional 

development bank includes assistance through the mixture of indigenous 

and imported technology and capital with the given economic base at hand. 

Rates of inflation in the countries of the region are relatively 

high, and uncertainties about the future value of national currencies 

reduces the probability that private decision-raakers will make decisions 

most desirable for the long-terra development of the region. The intro-

duction of the proposed bank could, through a variety of its activities, 

provide greater opportunities and incentives for private sector savings 

(as an alternative to current consumption in the disposition of income) 

^R. T. Poats, Technology and Developing Nations (Washington, 
D.C.: The Brookings Institution, 1972), p. 5. 



149 

which should contribute toward greater doraestic monetary stability. 

However, it should be recognized that the degree of effectiveness of 

the bank's activities in this matter would, in part, depend upon the 

extent of responsiveness of the private sector to the increased oppor-

tunities and incentives available. 

Relations with Other International Institutions 

Another important diraension which would influence the effective-

ness of the proposed bank would be its relations with other interna-

tional institutions, such as the World Bank, and various coraraercial 

banks in the region. In regard to relations with the World Bank, how-

ever, the experience of other raajor regional developraent banks is of 

3 
little guidance. 

It has been shown that the World Bank's relations with the 
Inter-American Bank are at best uneasy. With the African 
bank they are crippled by mutual suspician, while with the 
Asian bank the problem is one of an excessive harmony of 
style. None of these relations is functional. 

But, due to the "regional identity" of a Persian Gulf regional 

development bank and its "tumed about" nature, the above non-functional 

relations are not expected to develop between it and the World Bank. 

Most of the ongoing regional banks, in one way or another, compete with 

the World Bank for capital resources and project undertakings. (This 

does not seera to be the case of the Asian bank which can be considered 

•̂ John White, Regional Developraent Banks, New York: Praeger, 

1973, p. 194. 
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an extension of the World Bank rather than an independent entity.) The 

proposed bank would not corapete with the World Bank for capital resour-

ces. Consequently, there would be less chance for undesirable relations 

between the two. 

Having stated this, one should recognize that the World Bank 

and the bank at issue here share a common characteristic which may be 

called an "intellectual affinity." This affinity raay arise in the 

probable situation in which the higher echelon positions of a Persian 

Gulf regional bank would be staffed by Westem-educated financial per-

sonnel frora the region—people with the sarae coraraon-educational-experi-

ence created perspectives as those in the World Bank. Such a case would 

have advantages and potential disadvantages. The "intellectual affinity" 

would permit enhanced ability to coramunicate accurately and to interact 

easily. However, disfunctional aspects could also arise. The intellec-

tual affinity, when coupled with a condition of non-competition between 

the two institutions, could easily result in what Professor White calls 

"an excessive harmony of style," that would weaken the attention given 

to the regional peculiarities of a Gulf bank which led to its establish-

ment. The problem arises from the need for adequate attention to 

regional peculiarities, which ironically is supposed to come from the 

products of non-regional (Westem) educational institutions. 
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