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1. Introduction 

Despite having earned more than three trilliondollars in oiI revenues 
during the last thirty years, economie despair and dissatisfaction remain 
widespread throughout the Middle East. Economie growth has not 
been sustainable but has fluctuated with the level of oiI revenues-and, as 
a result, has engendered substandard long-term economie development 
in the more populated countries. 1 Their rèspective private sectors re­
main underdeveloped and are not viable competitors in the global mar­
ketplace. Massive unemployment exists throughout the region, and the 
quality of education and healthcare has generally remained low. Effec­
tive institutions have not been nurtured to develop and implement eco­
nomie policies, and have thus allowed the generaI course of national 
policy to be determined by political expediencies. Economie equity and 
social justice, the core elèments of Islamic teachings, h_ave remained a 
mirage on the Middle Eastern landscape (Figure 1). 

To our mind, it is almost impossible to explain the economie fail­
ure, slow social development and pervasive conflicts of the oil export-
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FIGURE 1 

SHARE OF INCOME OR CONSUMPTION (%) IN MUSLIM COUNTRIES 

Poorest 
100% 

Source UNDP (2004) . A country was not included in an average ealeulation if the UNDP Report 
did not provide data for that eountry in that speeific eomputation. 

ing countries of the Persian Gulf in an elaborate econometrie model, 
and even less so in a few simple equations. How do es one account for 
the intra-regional wars and conflicts? How can the economie, social 
and political effects of oiI be explained? Can simple indices plugged in­
to an equation sufficiently gauge the degree to which ineffectiveinsti­
tutions have stifled development and growth? It would be tempting 
and even a relief to be able to attribute failure to a single factor for indi­
viduaI countries. We could, for example, blame religion, oil, economie 
policy shortfalls, institutions, wars, instability, or the role played by 
foreign powers, depending on the country of focus. Such· a course of 
action would be too simplistic and not help fuI in developing a compre­
hensive approach for an economie renaissance in the region. We avoid 
this temptation and attempt to provide the more intertwined, and thus 
less clear-cut, reasoning for Middle-Eastern failure. 

This paper is divided into seven sections. We first show how hu­
man and economie development has generally remained low among 
Middle Eastern oil-exporters (section 2). We then afford an explanation 
of how Islam and religion have not contributed to the region's failure 
(section 3). In section 4, we explain the extensive mismanagement of 
oil wealth and discuss how it has decelerated economie growth 
and reduced economie freedom in oil-producing countries. Further­
more, we explain how governmental inefficiency and barriers to trade 
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discourage foreign investment and undermine growth (section 5). We 
follow with an explanation of the relative economic costs and impact 
of conflicts in the region (section 6), and conclude with a brief assess­
ment of each oil exporter's current economic state and potential for fu­
ture growth (section 7). 

2. Development failure in oil-producing countries 2 

Since 1975, per capita GDP growth in the Middle East has been worse 
than that of any other region in the world. Excepting Bahrain, most oil 
exporters of the Persian Gulf have experienced negative per capita an­
nual growth despite having earned more than three trillion dollars in 
petroleum revenues throughout the last thirty years (Figure 2). 

From 1975 to 2002, these oil exporters have, along with Egypt, 
experienced per capita annual growth that was either negative or ex­
tremely low (Figure 3):3 Iran (-0.4%), Kuwait (-1.2%), Saudi Arabia 
(-2.5%), the United Arab Emirates (-2.8%), Bahrain (1.1%) and Egypt 
(2.8%). Only sub-Saharan Africa experienced lower growth than the 
Middle East during this periodo The low level of GDP per capita for 
Egypt, Iran and Saudi Arabia is of particular concern: their combined 
average of $ 7,717 (PPP in 2002 US$) is a little over 25% of that of 
high income countries ($ 28,741) and only 41% of the average ($ 
18,919) for the smaller Persian Gulf countries (Figure 4). 

While the considerable rise in oil prices throughout 2004 to 2006 
has undoubtedly generated economic growth and increased GDP and 
GDP per capita sin ce the period discussed above, the direct connection 
of this growth to oiI revenues clearly underscores the continuous de­
pendence of these countries on oil for their economic welfare. This 
will be discussed further in section 4. 

2 The data used in this section and in the corresponding figures was obtained 
from the UNDP (2004), as well as the data depicted in figures 1·4, 6-10 and given in Ta­
bles 1 and 2. A country was not inc1uded in an average calculation if the UNDP Report 
did not provide data for that country in that specific computation. 

3 We have included Egypt in some of the discussion because of its large popula­
tion in the context of the Middle East region. 
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AVERAGE PETROLEUM REVENUES (1975-2000) 
VS GDP PER CAPITA ANNUA L GROWTH (% 1975-2000) 

5.00 

Petroleum Revenues in USS 2000 billions_ 
Saurce of petroleum revenues: Feld (2005)_ 

GDP PER CAPITA ANNUAL GROWTH RATE (% 1975-2002) 
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FIGURE 2 

FIGURE 3 

Iran 

..j).4 

Saurce: UNDP (2004). A country was not included in an average calculation if the UNDP Repart 
did not provide data for that country in that specific computation. . 
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FIGURE 4 

GDP PER CAPITA (pPP USS2002) 

.. Latin Am.rica/Caribbean 7,223 

• World 7,804 

I::J Middle Income 5,908 

o Hi<h Ineo ... 28,741 

• AVer.lRC small Gulf countrÌes 18,919 

.. Avr.. El<VPt,Itan, S.udì At.bia 7,717 

Source: UNDP (2004) . A country was not included in an average calculation if the UNDP Report 
did not provide data for that country in that specific computation. 

TABLE 1 

GDP PER CAPITA (pPS USS 2002) 

Egypt 3,810 
Iran 6,690 
Saudi Arabia 12,650 
Bahrain 17,170 
Kuwait 16,240 
Qatar 19,844 
U nited Arab Emirates 22,420 

High income 28,741 
Middle income 5,908 
World 7,804 
Latin Ac.ericaiCaribbean 7,223 

Average Egypt, Iran, Saudi Arabia 7,717 
Average Small Gulf countries 18,919 
Highincome 28,741 
Middle income 5,908 
World 7,804 
Latin AmericaiCaribbèan 7,223 

Source: UNDP (2004). 
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In a recent study on economie developrnent indicators, Enrico 
Casadio Tarabusi and Paolo Palazzi use a theoretically appealing ap­
proach based on a nurnber of varia bI es to rank the deveIoprnent Ieveis 
for 126 countries. Due to data limitations, only three of the countries 
in our study (Iran, Egypt and Saudi Arabia) were ranked. Saudi Ara­
bia, whose UN DeveIoprnent Prograrnme GDP and human develop­
rnent indie es piaced above Iran and Egypt's, aiso ranked above these 
countries in Casadio Tarabusi and Palazzi's study; Saudi Arabia was 
ranked 29, followed by Iran (55) and Egypt (77).4 

The average Hurnan DeveIoprnent in these countries is above the 
worid average, but remains 16% Iess than the corresponding value for 
high-incorne countries (Figure 5). Bahrain, Kuwait, Qatar and the United 
Arab Emirates (UAE) have been judged by the UNDP to have high rates 
of hurnan deveIopment. With an average Human DeveIoprnent Index 
(HDI)5 of 0.835, however, these wealthy oil-producing countries are stili 

FIGURE 5 

A VERAGE HUMAN DEVELOPMENT INDEX 

4 See Casadio Tarabusi and Palazzi (2004). 
5 The UNDP Human Development Index is a measure of human development 

that gauges a counu)"s average achievements by evaluating its life expectancy at birth, 
level of knowledge (as measured by the Education Development Index, which is based 
on the rate of adult literacy and the total primary, secondary and tertiary gross enroll­
ment ratio) and standard of living (measured by GDP per capita). 
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among the lower echelons of the world's top fifty most developed coun­
tries, and have significant room for improvement given their considerable 
oil/ gas wealth. 

Political power in the majority of these countries is generally con­
verged into the hands of an executive authority that is fortified and sus­
tained by a powerful military and state security apparatus. AlI major 
Middle Eastern oil producers maintain internaI power by continualIy 
investing in their respective military and security establishments at the 
expense of state education and healthcare. Out of the nine countries ex­
amined here, Bahrain and Iran are the only two that, as of 2004, spend a 
higher percentage on education than they do on military. Healthcare 
has received the least investment in alI of the countries except the UAE, 
which spend more on healthcare than on education (Figure 6). 

While average educational development in the Persian Gulf oil­
producing countries and Egypt is comparable to that of Latin America, 
the Caribbean and the world at large, it is sti1120% less than what it must 
be to attain high educational development (Figure 7) . Egypt's rate of 
adult literacy as of 2002 is of particular concern: only 55.6% of Egyptians 
ages 15 and above are literate; the adult literacy rate for all nme countries 
as of the same year averaged only 77.6% (Figure 8/Table 2). Female life 
expectancy at birth, female adult literacy and female estimated earned in­
come are generally unequally distributed in each country, and must un­
dergo significant growth.6 The Gender Development Index (GDI) for 
Bahrain, Egypt, Iran, Kuwait and Saudi Arabia ranges from 0.634 to 
0.832, while the world's five most developed countries have GDIs rang­
ing from 0.938 to 0.955 (Figure 9). 

3. The role of Islam in economie failure 7 

Three points should be emphasized when examining the policies of 
these oil-producers. The issue of equity is a criticaI consideration, espe-

6 The UNDP averages an equally distributed (between male and fernale) life ex· 
pectancy index, an equally distributed education index and an equally distributed in· 
come index to calculate the Gender Developrnent Index. 

7 For an in-depth explanation of Islamic economie principles. refer to Askari and 
Taghavi (2005a). . 
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PUBUC EXPENDITURE ON EDUCA TION, HEAL TH & MIllTARY 
(% GDP) 

FIGURE 6 
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Source: UNDP (2004). A country was not included in an average calculation if the UNDP Report 
did not provide data for that country in that specific computation. 

1.20 

1.00 

0.80 

0.60 

0.40 

0.20 

0.00 

AVERAGE EDUCA TION DEVELOPMENT INDEX 

0.95 0.'17 0.'17 

oa High High High-ÌIlcome 
Producers human incarne OECD 
& Egypt development Countries 

Least Developing 
developed countries 

FIGURE 7 

World LatinAmerical 
Caribbeao 

Source: UNDP (2004). A country was not included in an average calculation if the UNDP Report 
did not provide data for that country in that specific computatlon. 



77.6 

7O-!--

(JJt--

40-!--

:lOt--

2Ot--

ot--
Average oi! producers 

andEgypt 

77.6 

Economie failure in the Middle East 

ADUL T UfERACY RATE 
(% ages 15 and above as of 2002) 
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FIGURE 8 
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Source: UNDP (2004). A country was not included in an average calculation if the UNDP Report 
did not provide data for that country in that specific computation. 

ADULT UTERACY RATE 
(% ages 15 and above as of 2002) 

Bahrain 88.5 

Kuwait 82.9 

Qatar 84.2 

United Arab Emirates 77.3 

Saudi Arabia 77.9 

Iran 

Egypt 

Source: UNDP (2004) . 

77.1 

55.6 

TABLE 2 
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FIGURE 9 

GENDER-RELA TED DEVELOPMENT INDEX 
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Source: UNDP (2004) . A country was not included in an average calculation if the UNDP Report 
did not provide data for that country in that specific compuration. 

cialIy for countries with large oil and gas resources. Islamic tenets on 
land and the depletion of minerals are clear: because God created the 
earth, land in its natural form (i.e. with no improvements or develop­
ment by humans) belongs to society at large; thus if a piece of land is 
still in its originaI natural state, its price must be zero when it is sold. 8 

Ownership in Islam is not absolute, and humans may only charge a 
price for land that is equivalent to improvements made on that land 
since its creation by God. Most schools of Islamic thought support a 
variant of the above when it comes to land. 

Islamic stipulations regarding resources below the ground are 
equalIy unambiguous. Anything under ground belongs to society at 
large; that is, alI citizens - including both current and future genera­
tions - should have an equal share in the fruit of what is under the 
land. A 'Muslim' government's task is very difficult but clear. It must 
firstly take control of alI minerals and then make sure that depleting 
mineraI resources - which are the birthright of all citizens and must be 
used productively - are not wasted. Then, as minerals are depleted, the 

8 For a detailed discussion, see Mustafa and Askari (1983). 
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government must ensure that its revenues are used in such a way -
through consumption and investment - that all citizens today and for 
all future time receive similar benefits. 

1t is virtually impossible to reconcile the inequalities that exist to­
day between average citizens and the governing elite in the oil-export­
ing countries with anything that remotely resembles 1slamic teachings. 
To be fair, one must acknowledge that the practical application of 1s­
lamic principles on equity is no easy task but these countries have not 
even tried to apply 1slamic principles (Figure 4) . 1ronically, there 
would undoubtedly be a high correlation between countries whose re­
ligion is nominally 1slam and slow per capita GDP growth. But that 
would prove nothing. Middle East oil-producers have never practiced 
what they preach. Thus a hypothetical economie model correlating the 
false 1slamic economics practiced in these countries with economie 
stagnation is of diminutive aid. The management of oiI resources in 
Norway and in the US state of Alaska is more in accord with Quranic 
principles and 1slamic teachings than is the case in most oil-exporting 
countries that are nominally Muslim. 1nterestingly, the popular press 
wrongly attributes the treatment of women in 1slamic countries to the 
teachings embodied by the Quran, yet does not correctly point out that 
economie mismanagement, especially regarding the use of oil, is in ac­
tual defiance and contradiction of Islamic tenets. 

While any thoughtful explanation of the faiIure in the region is 
helpful, one should interpret econometrie results explaining failure in 
the Middle East with a great deal of caution and a heavy dose of skepti­
cism.9 Religion cannot be blamed for the region's decelerated economie 
and social development because public policies based on actual 1slamic 
principles have never really been practiced.10 Thus the question must 
be asked: if the use or misuse of religious policies did not engender the 
region's economie failures and decelerated social development, what 
did? 

9 See Hakura (2004). 
lO For a good analysis of factors that have allowed authoritarianism to remain so 

strong in Middle Eastern countries, see Bellin (2004). 
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4. The curse of oil and economie policy failures 

The economie performance of major oil exporters has been largely de­
termined by conditions in the international oil market. Major oiI ex­
porters were adversely affected by oiI market developments from the 
mid-1980s to 1999. International oil price developments have had a 
considerable impact on export earnings, the avaiIability of foreign ex­
change and the balance of payments. In economies that do not rely 
heaviIy on a depletable resource such as oiI, economie output (more 
correctly Net National Product or NNP) do es not diminish with time 
but is normally expected to increase. In an oiI-based economy, if the in­
come from oil is consumed (and if oiI output is counted as a part of 
NNP), NNP declines as oiI reserves are depleted. So at least a part of 
current oil revenues must be saved and investe d, domestically or 
abroad, to even out NNP and thus avoid a de cline in national output 
in the future. 11 

The indicated savings rate (to compensate for oiI depletion) is neg­
atively related to the expected life of energy reserves (i.e. the longer oil 
reserves last, the lower the savings rate). In an extreme scenario, no sav­
ings from oiI revenues would be needed if oil revenues were,expected to 
last forever. As the rate of return on investments rises, the required sav­
ings rate is lower; if the rate of return were infinite, · a diminutive 
amount of savings would compensate for oiI depletion. If the current 
generation does not care if future generations have no resources and go 
hungry, then there would be little need for savings today. In other 
words, if a country has many years of oil output, it has less to worry 
about in comparison to a country whose oiI will soon run out. But if so­
ciety cares for future generations, it is important to save and make in­
vestments with a high rate of return in order to afford future genera­
tions the same benefits that current generations derive from oiI. 

11 The conceptual interpretation of NNP in an econorny is that it represents the 
highest level of sustainable consumption. In the developrnent of the conceptual frarne­
work of national incorne accounting, extractive industries were treated as any other 
source of national product. As a result, the value of the extracted resource was added to 
national product at the point of extraction. This rnethod of valuing the contribution of 
extractive industries, as is now widely recognized, is ili conceived and results in si~nifi­
cant distortions. For the derivation of the required rate of savings see Askari (1990) and 
for a calculation of the savings rate for individuai oil exporting countries see Askari, 
Nowshirvani and Jaber (1997). 



Economie failure in the Middle East 93 

This scenario may be represented by a basic equation for an econ­
omy that is based 100% on depletable resources, with the required sav­
ings rate to compensate for resource depletion set atY 

S= 1-RT(1-S') 
where S' = required savings rate; S' = desired post-resource (when the 
resource is depleted) savings rate; R = real rate of return on invest­
menti T = life of oiI reserves in years. 

Thus if R = 1%, T = 40 years, S' (the eventual savings rate when 
oiI runs out) = 20%, then the conventionally measured needed savings 
rate is 68%.13 This result is for an economy that derives 100% of its 
NNP from oiI. For such an economy it is conceivable that today's indi­
cated savings rate could be even negative. The reason for this seemingly 
perverse result is essentially this. Imagine a country that has many 
years of oiI reserves (such as Abu Dhabi, a part of the federation that is 
the UAE) at current depletion rates and wants a modest savings rate 
when oiI is projected to run out, then today it can afford to even dis­
save. This result is c1early the exception and is not indicated when we 
account for the fact that in reality for most countries there is a signifi­
cant percentage of non-oil NNP (see the adjusted equation below) and 
that countries want to be in a position to have a high savings rate when 
oiI runs out. . 

For an economy that is not 100% resource-based, the equation is: 

S=PS' + (1 - P)[1- RT(1 - S')] 
where: P = proportion of national output that is not depletable-re­
source-based. 

Countries with very high levels of oiI and gas reserves per capita 
(such as Abu Dhabi, Kuwait and Qatar) have more time and leeway to 
develop the needed economic policies than do countries that are less 
endowed on a per capita basis, such as Iraq and Iran. Abu Dhabi is so 
rich in oil and has such a small indigenous population that its oiI per 
capita is simply staggering; Kuwait's oiI wealth is akin to that of Abu 
Dhabi and Qatar is similarly rich, but in gas. These small countries are 
an anomaly in that they can just pump their oiI, invest some of the rev­
enues abroad wisely and live off of the income. But the countries with 
larger populations do not have the same luxury. 

12 See Askari, Nowshirvani and Jaber (1997, pp. 12-15). 
13 S = 1 - (0.01)(40)(1 q - 0.2) = 0.68 
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Whether a country is saving or not depends upon all of the vari­
ables in the above equation. The import ance of the rate of return on in­
vestment should not be undervalued, however. 14 Even Abu Dhabi 
must earn a return on a share of the oil it produces in order to have 
some sort of income once the oil is depleted. If a country earns a high 
rate of return, it may survive with a lower savings rate. This lesson is 
even more important for countries that are not as rich in oil. Iran, for 
example, must exploit its oil (and gas) even more wisely than the UAE 
because it has less oil on a per capita basis, and will therefore deplete it 
faster. 

Major oil exporters in the Middle East are, along with minor ex­
porters such as Bahrain, Egypt and Syria, heavily reliant upon petrole­
um revenues for fiscal revenues and foreign exchange earnings. Oil rev­
enues also bolster the transfer of funds to non-oil countries in the re­
gion, including J ordan and Lebanon. The Iegitimacy of Persian Gulf 
governments such as Saudi Arabia, Kuwait, the UAE and Qatar, who 
earn the buIk of their revenues through energy exports, has historically 
been based on culturai traditions and religious authority. With the 
more recent phenomenon of 'oil-driven modernization', however, their 
Iawfuiness has increasingly become a function of their capacity to use 
oil wealth as a way to maintain an adequate nationai standard of living 
and thus 'buy' domestic supporto Rather than make direct payments to 
citizens in this pursuit, oil-exporting governments have chosen to focus 
primarily on public sector empIoyment and the flow of oil revenues to 
the popuiation through indiscriminate subsidies for fuel, eIectricity, 
food, health, education and much more. 15 

If oil revenues did not exist, these governments would need a 
thriving private sector to provide them with a tax base. In part because 
oil revenues accrue lo the government, the relative share of the public 
sector in GDP in most of these economies is Iarge and has suppressed 
deveIopment and growth of the private sector. The use of state expen­
ditures to preserve politicai support has prompted oil states to finance 
indiscrirninate subsidies, maintain excessively high Ievels of public em­
pIoyment and support uneconornical state enterprises. Thus state de-

H For a calculation of whether savings rates have been 'adequate' see Askari, 
Nowshirvani andJaber (1997, p. 18). 

15 See Askari and Taghavi (200Sb). For a detailed calculation of subsidies see 
Askari (1990) and Askari, Nowshirvani and Jaber (1997). 
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pendence on oil exports to fin ance openhanded welfare systems and 
garner political support has, given rapid population growth, resulted in 
increased unemployment, budgetary deficits and decelerating rates of 
per capita growth. Ineffective institutions, bad governance and regional 
conflicts have further undermined growth. 16 

The government's generous public sector employment compen­
sation in the richer oil exporting countries (UAE, Kuwait, Qatar and 
Saudi Arabia) has also adversely affected private sector employment by 
increasing compensation in the private sector. As the population in 
each of these countries has grown, their respective public sectors have 
been un ab le to adequately expand and absorb the increasing number of 
newcomers in the labor market. 17 In the more heavily populated coun­
tries - namely, Iran and Iraq - a high level of protection has also re­
stricted competition from abroad. In most if not all of these countries, 
sensible economic policies have been ignored. After two decades of 
rapid population growth, shortsighted policies - coupled with fluctuat­
ing oil revenues - have resulted in high unemployment and broad so­
ci al dissatisfaction. Most of the governments in the region - excepting 
the small and very rich Persian Gulf countries - are now unable to con­
tinue the historic and destructive largesse that has thus far been facili­
tated by oil revenues. 

Modern governments need an efficient tax system to serve as a 
source of relatively stable revenues, a mechanism for affecting income 
distribution and a tool for macroeconomic management. Yet while 
most oil exporters - Saudi Arabia in particular - have been compelled 
to cut their expenditures to a certain extent, most have resisted impos­
ing taxes on their populations.18 A system of income taxation - a vital 
key to raising government revenues and improving a heavily skewed 
income distribution - has not been established in most Middle Eastern 
oil-exporting countries. 19 Citizens have come to view 'handouts' of 
state oil-wealth and subsidies as their birthright because government 
revenues are largely derived from oil and oil is the dominant sector in 
most of these economies since economic performance in the non-oil 

16 See Askari and Taghavi (200Sb). 
17 Ibid. 
18 Ibid. 
19 In cases where income taxation does exist, such as Iran, it is hardly respected or 

paid. 
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sector has been less than impressive. Convincing their citizenry of the 
need for an effective income tax system will be a monumental task be­
cause the average citizen does not believe that the government will set 
up a fair social safety net to take care of the less fortunate if indiscrimi­
nate subsidies were to be eliminated. Thus taxes, when implemented, 
are often avoided and left unpaid by the average citizen, and the imple­
mentation of an effective tax system will in alllikelihood require a 
minimum of a decade. 

5. Governance 

It is now universally accepted that governance plays a vital role in at­
taining sustainable economic development and growth. Good gover­
nance entails respect for the rule of law, the protection of property 
rights, the control of corruption and constructive policy-making that 
serves a country's social and economic needs. A direct consequence of 
good governance is a favorable and productive investment climate, be­
cause an atmosphere that is conducive to investment instigates a posi­
tive cycle of growth. As the level of investment rises, firms are able to 
expand operations, create more jobs and increase their output. Thus a 
receptive and appealing investment climate promotes productivity, 
stimulates growth and reduces poverty. 

Creating an economic environment that encourages private sec­
tor growth entails the creation of sensible macro-economic policies, 
the preservation of social stability and an effectuallegal and regulatory 
framework. Business regulations that are not complicated and costly 
also play a key role in attaining investment and ensuring compliance. 
In nearly every country in the Middle East and North Africa (MENA) 
region, the primary barriers to conducting business include antiquated 
and bureaucratic regulatory environments and the presence of volatile 
and inadequate enforcement mechanisms. The primary constraints to 
development in the region include inconsistent business and tax admin­
istration policies, rigid regulations on entry into the country, property 
rights, land titling and lax enforcement of contracts and accounts re­
ceivable. While such bureaucratic constraints force companies to incur 
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costs merely for compliance, navigating through intricate and obscure 
laws also imposes an added cost of time. In countries where it takes ex­
cessive time and cost to complete regulatory procedures, potenti al in­
vestors anticipate diminished earnings and may choose to locate else­
where or cancel investment projects.20 These costs often have the great­
est impact on small business development. Even more importantly, 
weak and unreliable judiciary systems, particularly with regard to 
property rights and contrae! enforcement, instill a sense of insecurity 
among investors that ultimately reduces inflows of capitaI and stag­
nates business development. 

Middle Eastern regulatory reforms on business entry and exit, 
contract enforcement, access to credit and labor have lagged behind 
those in the rest of the world. In a global ordering of countries, MENA 
countries rank, on average, in the middleY As a whole, the region has 

. made very little progress in reducing procedural barriers and costs for 
private investment and has made the least progress when compared to 
any other region in the world. With an average Economie Freedom In­
dex of 3.02, Middle Eastern oi! producers and Egypt are currently re­
garded as mostly un/ree economi es in much need of economie liberaliza­
tion, improved judiciaries, a loosening of non-tariff barriers to trade 
and considerable fiscal reform (fable 3). The median score of the entire 

HERITAGE FOUNDA nON INDEX OF ECONOMIC FREEDOM, 200S 
(l-S, 1-most free, S - most repressed) 

Country 

Bahrain 
Iran 
Iraq 
Egypt 
Kuwait 
Qatar 
Saudi Arabia 
United Arab Ernirates 
Chile 
Malaysia 
South Korea 
Singapore 

Source: The Heritage Foundation (200S) . 

20 See Morisse (2002). 
21 See World Bank (2005). 

Index 

2.10 
4.16 

3.38 
2.76 
3.10 
2.99 
2.68 
1.81 
2.96 
2.64 
1.60 

TABLE 3 
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MENA region has declined by 0.15 since 1997, and because of Bah­
rain's decrease in economie freedom, there is not even one free econ­
omy in the region. Iran's repressed economie state is of particular con­
cern: with a score of 4.16, the country is the second most economically 
repressed and excessively regulated country (after Libya) in the Middle 
East and N orth Africa.22 

Although Kuwait, Qatar and particularly the UAE are reported­
ly somewhat less corrupt than their regional counterparts, the Middle 
East in its entirety is also currently considered (along with South Asia) 
to be the most-corrupt region in the world (Figure 10/Table 4). The 

South Korea 
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Egypt 
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United Arab Emirates 
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CORRUPTION PERCEPTIONS INDEX 
(scale 0-10, O-most corrupt, lO-least corrupt) 
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Source: Transparency International (2004). 
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Corruption Perceptions Index (CPI) for the region's major oil produc­
ers and Egypt averaged 3.9 in 2004 (Figure 11). Iraq, which scored a 
CPI of 2.1 in the same year, is currently considered the most corrupt 
oi! exporter in the Middle East . Moreover, none of the nine countries 
is democratically free. Neither Egypt nor any oi! producers in the re-

22 See Miles, Feulner and O'Grady (2004). 
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CORRUPTION PERCEPTIONS INDEX 
(scale 0-10, O-most corrupt, 10-1east corrupt) 

Country 2004 CPI 
rank Country score 

29 United Arab Emirates 6.1 
38 Q.t.r 5.2 
44 Kuwait 4.6 
71 Saudì Arabia 3.4 
77 Egypt 3.2 
87 Iran 2.9 

129 Iraq 2.1 

5 Singapore 9.3 
20 Chile 7.4 
39 Malaysia 5.0 
47 SouthKorea 4.5 

Source: Transparency Imemational (2004). 
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gion allow free and full public political participation, and alliack a fair 
electoral system through which their constituents may balance state 
rule by forming independent legislatures and judiciaries. Excepting 
Bahrain and Kuwait, which are partly free, Egypt and its oil-producing 
counterparts have undemocratic governments that are current1y rated 
not free (Table 5)Y 

FREEDOM LEVELS 

Not Free 

Partly Free 

Egypt 
Iran 
Qatar 
Saudi Arabia 
United Arab 
Emirates 

Bahrain 
Kuwait 

TABLE 5 

Countries may be rated as either: Free, Panly free or Not free. Ratings measure the depth of po­
litical freedom and degree of civillibeny. 
SOllrce: Freedom House (2004). 

6. The economie impact of military expenditure and conflicts24 

Public dissatisfaction with economic and social progress and the ab­
sence of elective legitimacy has made rulers and governments rely on 
force to maintain power. Between 1980 and 1995, the Arab Middle 
East and Iran spent an estimated $ 396.2 billion as military expendi­
tures, excluding any 'collateral' damages inflicted by US-Ied operations 
during the second Persian Gulf war (1990-91). Military expenditures in 
the Middle East did, nevertheless, begin to decelerate after the post­
Cold War cessation of Soviet and American arms transfer to the re­
gion, falling from 6.8% of world military expenditures in 1987 to 6.2% 
in 1997. Yet while world military expenditures as a whole began to de-

23 See Freedom House (2004). 
2< Ali financial figures are given in US$ 2000, unless otherwise specified. See Table 

6 for cost of conflicts. 
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cline after 1989, the Middle East continued to expend a considerable . 
amount of economic resources on military activities, and underwent a 
17% increase in military spending. In 1999, Middle Eastern military ex­
penditures as a percent of governrnent expenditures stood at 21.4% -
the highest level in the world.25 More ominous than the long-term eco­
nomic effect of military expenditures is the fact that rnilitary equip­
ment, if acquired, will in alllikelihood eventually be used. The result-

. ing destruction of war has been the staggering negative economic fall­
out of military expenditures. 

Military spending in the Middle East - particularly in the Persian 
Gulf - surged with the onset of the Iran-Iraq war in 1980. The rnost no­
table jurnps in spending occurred in Iraq, Saudi Arabia and the UAE, 
who respectively increased their expenditures by $ 5.4 billion, $ 2.9 bil­
lion and $ 0.8 billion. From 1980 to 1988, the UAE spent an average 
42.8% of CentraI Government Expenditures (CGE) and 6.7% of Gross 
National Product per year on military expenditures. Between 1990 and 
1992, the United States sold $ 35.5 billion in arms to the Middle East, $ 
27.7 billion of which was sold to Saudi Arabia. By 1994, Saudi Arabia 
alone had spent a total of $ 33.2 billion on American weapons and $ 
153.6 billion on military expenditures (between 1990 and 1994). 
Kuwait, which had spent an average of roughly $ 2.2 billion a year on 
its military burden from 1975 to 1985, spent $ 56.2 billion in military 
expenditures between 1990 and 1992. Egypt, which spent an average $ 
2.2 billion per year on military expenditures from 1990 to 2000, has 
centered the country's air force modernization program on American 
fighter aircraft. Although public data from the Bureau of Verification 
and Compliance set Egyptian defense spending, which is never an­
nounced, at 8.4% of CGE, the country has reportedly allocated up to 
20% of CGE (in 1994) on military expenditures. The UAE spent on av­
erage $ 2.5 billion - 47.8% of CGE and 16.6% of petroleum revenues 
(on average) - on annual defense spending from 1990 to 1999. While 
data from the US Bureau of Verification and Compliance for this time 
period sets the UAE's military expenditures on average at 5% of GNP 
per year, Arab League figures have in the past denoted periodic military 
spending on the part of the federation that has run in excess of 30% of 
Gross Domestic Product(from 1994-1995, far example). Arms sales to 
the UAE in 1990 alone comprised l4.3% of total imports, 40.8% of 

25 See Askari and Taghavi (200Sb). 
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CGE, 4.4% of GNP and slightly more than one tenth of petroleum rev­
enues. Qatar also undertook a drastic increase in military expenditures 
after 1990: defense spending increased by $ 0.58 billion to a total 
$ 1.1 billion between 1990 and 1991. In 1992, Qatar's arms imports 
alone accounted for 41% of CGE, 17.8% of GNP and almost half 
(47.4%) of petroleum revenues. From 1991 to 1999, the country expend­
ed an annual average 11.3% of GNP, 23 .3% of CGE and 42.4% of petro­
leum revenues on military spending.26 

While the economic burden of military expenditures has been 
highly significant, it is trumped by the economic cost of conflicts and 
wars. The combined cost of the Iran-Iraq war to Iran and Iraq is esti­
mated to have been over $ 1.3 trillion - 182.1% of all combined Iranian 
and Iraqi petroleum revenues from 1975 through 2000, 2.6 times the 
amount of all oil revenues earned by both Iran and Iraqfrom the begin­
ning oj the twentieth century until the end oj the war, and 1.8 times the 
amount of all petroleum revenues earned by both countries through­
out the entire 20th century. The US-Ied aerial bombing campaign 
against Iraq soon after its invasion and occupation of Kuwait inflicted 
an additional $ 254.6 billion in economic damages, so that between 
1980 and 1991 Iraq suffered a total cost of about $ 809 billion in eco­
nomic damages, of which total infrastructural damage (resulting from 
both wars) accounted for $ 105.8 billionY Since the onset of the Third 
Persian Gulf War in March 2003, Iraq's energy infrastructure (includ­
ing the country's pipeline system) suffered an estimated 123 attacks 
from April2003 through September 2004, so that as of June 2005 the 
country's reconstruction costs were set at a minimum of $ 100 billion 
(US$ current) . The reconstruction of the country's power sector alone 
will cost an estimated $ 35 billion (US$ current). It has since been pre­
dicted that the war will generate a regionalloss of wealth of approxi­
mately $ 1 trillion (US$ current) of (Middle Eastern) GDP.28 

Although Saudi Arabia has not been directly involved in an ex­
ternal war or conflict, the country has not been immune to the eco­
nomie ravages and fallouts of military expenditures: the country pro­
vided a considerable amount of financial support to warring parties in 
the region. Saudi Arabia's arms imports and military expenditures 

26 See Askari and Taghavi (200Sb). 
27 Ibid. 
28Ibid. 
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have also taken a heavy toll on the country's economy. Saudi Arabia 
loaned and later forgave $ 40 billion to the Iraqi war effort against 
Iran.29 Some sources have placed the payment by Saudi Arabia, Kuwait 
and the UAE to coalition forces at $ 36 billion for the Gùlf war to 
force the Iraqis out of Kuwait. The authors' sources put this figure at 
around $ 60 billion, with $ 30 billion from Kuwait, $ 20 billiòn from 
Saudi Arabia and $ 10 billion from the UAE. These payments of $ 60 
billion for two conflicts are a significant sum even for oil-rich Saudi 
Arabia. But in the case of the war to force Iraq out of Kuwait, Saudi 
Arabia not only provided logistical support through its military bases 
(especially by allowing coalition forces to use Jubail as their 'major 
landing site), but also supplied free jet fuel and other fuels to the co ali­
tion. Our estimate for the cost of this support is a figure in the neigh­
borhood of $ 10 billion. Saudi Arabia additionally sustained minor 
damage during the hostilities and suffered a great deal of environmen­
tal damage. Lastly, Saudi Arabia incurred some direct military expens­
es as a member of the coalition forces, which we estimate to be $ 5 bil­
lion. Thus Saudi Arabia, which was not a direct party to the Iran-Iraq 
war and was peripheral to the battle with Iraq in the second Persian 
Gulf war, incurred financial costs in the neighborhood of $ 75 billion. 
Foreign investors have furthermore been largely deterred from invest­
ing in Saudi Arabia (along with the rest of the region) because ofche 
negative reputation of the Middle East as an unstable area (Table 6). 

Although Saudi Arabia has been significantly affected by military 
expenditures and regional conflicts, the absolute and relative magni­
tude (in proportion to the size of its economy) of their economie im-

COST OF CONFUCTS (US$ 2000) 

Iran-Iraq war (persian GuU I)-Iran and Iraq 

Persian Gulf II-Iraq 
Persian GuU il-Kuwait (excluding heavy milex) 

Iran-Iraq war and Persian GuU il-Saudi Arabia 

Iran-Iraq war and Persian Gulf il-Kuwait 

Persian GuU ID reconstruction costs-Iraq 

Projected cost of Persian Gulf ID to the Middle East region 

Source: See Askari and Taghavi (2005b) 

29 Authors' estimate. 

1.3 trillion 

254.6 billion 

150.0 billion 

75.0 billion 

175.0 billion 

TABLE 6 
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pact has been far Iess than that on Iraq and Iran. The size of payments 
and Gulf war expenses amo un t to roughly one year of the country's 
GDP and one to three years of oil revenues (depending on the year 
taken for comparison purposes); but these comparisons to GDP and 
oil revenues do not include the cost of heavy military expenditures to 
the economy. In the case of Saudi Arabia, both because it was not di­
rectly involved in the conflicts and suffered Iess of an economic bur­
den, and because of the country's high oil revenues, better economic 
policies could have made a major difference for economi c deveIopment 
and growth. 

Because Saudi Arabia has not been directly involved in any ma­
jor conflicts or wars, and has considerably higher per capita oil rev­
enues, the country remains in a much better economic situation than 
Iran. Saudi Arabia does nevertheless face the same generaI economic 
probIems as Iran: high unempIoyment, a growing Iabor force, rigid 
factor markets, weak institutions, an un competitive private sector and 
the absence of resolve to adopt policies, such as the establishment of 
an income tax system (coupled with an appropriate social safety net) 
and currency devaluation, that may be generally unpopular in the 
short run. 

The Second Persian Gulf war inflicted approximately $ 5.8 bil­
lion worth of damage on Kuwait's oil installations and cost the coun­
try $ 129.6 billion in public and private sector losses, excluding the 
cost of foregone oil revenues.30 We estimate that Kuwait paid approxi­
mately $ 30 billion directly to the coalition effort. In addition to this 
sum, Kuwait incurred major damage to its infrastructure (including oil 
fields), large cash payments to Kuwaitis (both in and out of Kuwait 
during the conflict), vast military expenditures after the conflict (for 
US military pre-positioning in case of future conflicts and to support 
the coalition's military establishment?! and lost oil revenues and GDP. 
Our estimate of infrastructure damage to Kuwait ($ 20 billion) and 
cash payments to Kuwaitis ($ 5 billion) brings the aggregate Kuwaiti 
cost (excluding resulting heavy militaIT expenditures) to more than $ 
150 billion. While Iraq has paid Kuwait some reparations and is theo­
retically expected to do so in the future, the probability that repara­
tions will significantly reduce the cost incurred by Kuwait is at best 

lO See Askari and Taghavi (200Sb). 
JI See Askari, Nowshirvani and Jaber (1997) for military expenditure figures . 
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small. If Kuwait's loans to Iraq during the Iran-Iraq war were added to 
this figure, the sum would approach $ 175 billion. 

7. Cumulative economie assessment 

Broadly speaking, oil-exporters of the Middle East have not embraced 
the basic economie fundamentals and policies that have proven success­
fuI elsewhere around the world. Effective institutions have not been 
nurtured. The rule of law has been but a mirage. Corruption has been 
rampant. Consistent policies that would be needed for success, includ­
ing macroeconomic policy stability, thoughtful encouragement of pri­
vate sector development, economie diversification, flexible and com­
petitive factor and product markets and much more, are hard to see in 
the region. The fundamental decision to use indiscriminate input subsi­
dies to distribute oil wealth and to support private sector development 
was a significant policy mistake. Output subsidies coupled with an ap­
propriate exchange rate policy and other supportive measures may 
have gone a long way towards developing an internationally competi­
tive private sector. Output subsidies would have first reduced waste. 
They would have then mitigated the negative effects of "Dutch Dis­
ease",32 and increased the international competitiveness of the private 
non-oil sector. While the fixed exchange rate policy has afforded con­
sumers another subsidy, that subsidy is consumed at the expense of pri­
vate sector production and the ability of the country to compete inter­
nationally. 

In the case of Saudi Arabia, consumer and input subsidies have -
along with military expenditures, payments to former and current al­
lies and protectors and corrupt practices - strained government fi­
nances. In 1987, the Saudi government began to borrow both domesti-

J2 Dutch Disease _ real currency appreciation as the price of non-tradables to 
tradables rises with the massive inflow of export revenues. Because non-tradable goods 
(such as housing, services, etc.) cannot be readi!y imported, an inflow of oi! revenues 
tends to increase the price of non-tradables relative to the price of tradable goods. Thus 
individuals and companies are provided with an incentive to produce more non-trad­
ables, and ultimately discourage the development of a diversified and competitive ex­
pOrt base. 
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cally and externally so that by 1994 its domestic borrowing alone was 
$ 77 billion.33 Oil revenues began to decline, expenditures could not be 
cut and the government did not and still does not have a comprehen­
sive tax system. The government raises a small amount of income from 
corporate taxes, custom duties and other fees, but the sum of these av­
erages less than 25% of total government revenues.34 

Like Saudi Arabia, Iran could have created more effective institu­
tions and adopted more flexible economic policies that would have 
helped the country attain longstanding growth in spite of the tremen­
dous economic damage it has sustained since 1975. For Iran to increase 
per capita income and absorb its rapidly growing labor force, the coun­
try must achievè and sustain considerably higher GDP growth rates 
than it has ever achieved in recent memory. The necessary growth can­
not be generated by the country's over-employed and inefficient public 
sector and numerous foundations, but must instead come from an ani­
mated and rapidly growing private sector. In order to avoid social up­
heaval, Iran must eliminate its subsidies, develop a just social safety net 
coupled with an equitable tax system, and maintain its credibility to 
the population. T o sustain economic growth, Iran must also develop a 
business-friendly environment that embraces the rule of law, reduce 
corruption and expand the country's private sector. 

In the case of Iraq, all that one can add is that it has Iran's prob­
lems but even more so. On top of Iran's generaI problems, Iraq's infra­
structure is in much worse shape. Its institutions are even more cor­
rupt and ineffective. Its unemployment rate is at least two times that of 
Iran. Domestic violence (between Shia, Sunni, Kurds) and instability 
are likely to continue far a number of years. The country's only two 
advantages over Iran are that it has more oil on a per capita basis and 
can make a fresh start in almost all areas. 

Kuwait, Qatar and the UAE (Abu Dhabi in particular) are differ­
ent from Saudi Arabia and especially from Inin and Iraq in one impori 
tant respect: population size. The populations of Iran and Iraq together 
amount to roughly five times the total population of the other four , 
Gulf oil exporters. Iran by itself is larger than all five remaining Gulf" 
petroleum exporters combined. Kuwait and the UAE each have' , 

JJ See Askari, Nowshirvani and Jaber (1997, p. 148). 
J' See Askari, Nowshirvani and Jaber (1997, p. 31) and IMF Statistics n eoartment 
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around 75% of Iran's oi! reserves, but with native populations that 
each comprise only 2% of Iran's. Qatar's natural gas reserves (an in­
creasingly valuable export fuel) are worth roughly 40% of Iran's, yet 
Qatar's native population is less than 1% of the Iranian population. In 
other words, these small (in terms of population) countries are far 
more oill gas rich on a per capita basis than the remaining three coun­
tries - most notably Iran. This has at least one important policy impli­
cation: these countries could theoretically invest a large portion of 
their oill gas revenues each year a broad and live oH of the income, or 
supplement that income when oil prices de cline for all future genera­
tions as oill gas is depleted. 

Kuwait has, along with Iraq and Iran, incurred tremendous eco­
nomie damages because of direct conflicts. While Kuwait's loss is small­
er than that of Iraq or Iran in absolute size and relative to oil revenues, 
it is much higher on per capita terms. Nevertheless, we estimate that 
Kuwait's net foreign assets in 2005 approach $ 100 billion (US$ cur­
rent). Thus the long-term impact on Kuwait is much less significant 
than for the other two countries because the country is so rich in oil 
per capita. Kuwait may therefore continue to pursue its previous im­
plicit policy of becoming a welfare state supported by income from ex­
temal assets when oil is depleted. On the other hand, if Kuwait choos­
es to become a more productive state, the country will have 10 change 
its economie policies. Effective institutions, flexible labor and product 
markets, an in come tax system, the elimination of wasteful subsidies 
and the adoption of an efficient social safety net and suitable exchange 
rate policies will develop Kuwait into a productive state. 

The UAE (Abu Dhabi) has steadily increased its foreign assets 
(currently estimated to exceed $ 150 billion by the authors) and is well 
on its way to achieving sufficient income from foreign investments for 
future generations. The federation has been only indirectly affected by 
regional conflicts - Abu Dhabi is the only emirate to have incurred 
any significant direct costs because it is so wealthy and was 'persuaded' 
to pay. By our estimate, the indirect cost to Abu Dhabi consisted of 
forgiven loans 10 Iraq worth approximately $ 10 billion, a payment of 
about $ 5 billion to coalition forces for the Gulf war, and much higher 
arms imports after the Gulf war (for pre-positioning and support for 
defense contractors in coalition countries, primarily in the United 
States). These costs are less than 10% of Abu Dhabi's net foreign assets 
and current oil revenues. If it has not done so already, Abu Dhabi will 
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soon attain sufficient income from foreign assets to support itself per­
manently. 

Dubai, an emirate with little oil, has developed internally and is 
well on its way to becoming the major financial center of the Middle 
East, the hub for multinationals to establish their regional headquar­
ters, a regional trans-shipment and re-export center, and the tourist des­
tination capitaI of the region. Dubai has made these considerable 
achievements primarily by disassociating itself from the political tur­
moil in the region. It has also developed more transparent institutions 
(at least in comparison to other Persian Gulf countries), designed poli­
cies that attract foreign companies and respect personal freedoms, stip­
ulated few burdensome regulations and built excellent infrastructure 
and communication systems. The emirate could, however, still im­
prove its income distribution by establishing more liberalized social 
policies. The remaining emirates rely on financial transfers from Abu 
Dhabi, and are trying with difficulty to emulate Dubai. 

While Qatar harbors some oil, its major source of wealth (per 
capita) lies in unassociated natural gas. Qatar has aggressively promot­
ed the development of its gas industry, and has already attained a level 
of per capita GDP equal to that of Abu Dhabi. To encourage èlomestic 
development, the country has also adopted economic policies similar 
to those of Dubai. 

8. Conclusion 

The relatively large populations of Iran and Iraq allowed the economic 
effects of their conflict(s) to resonate throughout the region. The sever­
ity of their war(s) triggered a massive wave of militarization through­
out the Persian Gulf during a period when petroleum revenues were 
declining. The mortgaging of future petroleum revenues made it possi­
ble for the region as a whole to undertake such massive military pur- . 
chases. The sophisticated weaponry and weapons of mass destruction 
sold to both countries throughout the war ultimately made the de­
struction that ensued even more significant.35 Conflicts and wars, par-

J5 See Askari and Taghavi (2005b). 
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ticular1y those involving Iran and Iraq, have therefore been a major 
cause of the region's current economie retardation. Nevertheless, the 
massive economie damage suffered by the region as a whole because of 
conflicts could have been mitigated to a certain extent if these coun­
tries had managed the development and distribution of their natural re­
source wealth more industriously and had adopted more effective insti­
tutions and enlightened policies. Iraq, Iran and Saudi Arabia still have 
the requisite resource wealth and economie potenti al necessary to at­
tain rapid growth and economie success akin to that of Chile. 

Major Middle Eastern oil exporters must diversify their eco­
nomies. Export diversification requires sound exchange rate policies, 
limited production subsidies, flexible factor and product markets and 
access to foreign markets . Although export diversification may present 
policy challenges, the benefits of energy revenues must not be forgot­
ten. Oil revenues are akin to a foreign loan that carries zero interest 
and does not have to be paid back to foreigners, but must instead be 
paid in some fashion to future generations of citizens. Chile, a ma­
jor copper (another depletable resource) exporter, has managed to ben­
efit from its copper exports while diversifying its export base. Yet even 
a country as successful as Chile stilI relied on copper for near1y 40% of 
its export earnings in 2004. 

While oil wealth cannot be the only cause of the Middle East's 
dismal economie state, it has certainly enabled it. Easy-come oiI wealth 
has fueled government' corruption, and rulers have not helped create 
the proper environment, infrastructure and foundation necessary for 
sustained growth of the private sector. Governments see little need to 

promote rapid growth in the private sector, and do not feel pressed to 
establish an effective tax system. Economie inequality has beèome 
widespread, and there is an inadequate social safety net. OiI has been an 
enabling factor in every one of thes'e developments. 

A broad indicator of a country's generaI economie performance 
is how the outside world gauges its economie conditions as indicated 
by the level of Foreign Direct lnvestment (FDI). Foreign investors wilI 
hesitate to invest their money and manpower in a country that they 
themselves are afraid to visito It is therefore equally important for the 
West to appreciate the political as well as the economie changes that 
are called fori one without the other wiU do little to reverse the danger­
ous prognosis for the region. Simply said, our assessment of the reasons 
behind economie faiIure in the Middle East is that economie prosperity 
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requires stability, and stability requires economie prosperity. Not one 
conflict that has taken pIace in the Middle East throughout the last 
thirty years has been strenuously opposed by the developed world. To 
help usher a lengthy period of peace and tranquility into the region, 
the West should acknowledge its own past shortsightedness in its rela­
tions with the Middle East, and recognize that its steady transfer of ar­
maments to so many Middle Eastern governments has ma de the de­
struction generated by the region's conflicts even more significant. 
Supporting indigenous efforts to develop these countries politically 
and economically will prove to be the means of attaining political sta­
bility, economie growth and social prosperity in the Middle East. 
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