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SAUDI ARABIA'S ISLAMIC GROWTH MODEL ­

APPLICATIONS TO MONETARY AND BANKING POLICY

By Robert E. Looney

Introduction
Perhaps no other area of Islamic economic thought has been

more misunderstood than that concerning the role of the rate of
interest. Any economic system concerned primarily with the
welfare of the individual must not only encourage allocative
efficiency but also promote economic growth if it is to avoid
social injustice, economic stagnation and widespread unemploy­
ment. (1) The method of state allocation utilized in the Eastern
Bloc countries is one possible way of avoiding the widespread
use of interest rates, given that the complete or near complete
socialization of the means of production that this system
requires is contrary to the individualistic moralistic philosophy
of Islam. The Saudi government is, given its concern for the
welfare of the economy, left with little choice but to somehow
direct savings through the organized capital markets to the
private sector. The difficult problem from an Islamic point of
view arise.li because the only known method of encouraging the
productive use of savings is to raise the interest rate to the point
where the discounted marginal social cost of investment is equal
to the discounted marginal social benefit of investment.

If the interest rate is not permitted to rise to some positive
value to discourage marginal and inefficient projects, it is likely
the kingdom's objectives of social justice with material better­
ment for its citizens will not be met.

The simple fact is that the interpretation of Islamic doctrine
to abolish the interest rate is not only not as straightforward as
it is supposed to be but quite naive, given the fact that alterna­
tive policies may generate greater social inequalities than the
existence of interest is aileged to promote - the inequality of
income between labor and capital. While accepting the fact that
positive interest rates help in achieving economic efficiency and
economic growth, Islamic scholars often contend that their use
still can not be justified on moral grounds. (2)

If we accept the fact that given opr present state of knowl­
edge, other policy alternatives create economic inefficiency
and inhibit economic growth, then it is incumbent that Islamic
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countries create some sort of institutional arrangement whereby
the positive aspects of the interest rate are allowed to function
while simultaneously its negative or morally objectionable
features are suppressed. The sections that follow attempt to
assess the success to which the Saudi authorities have had in
structuring an efficient financial system along Islamic lines.

At present the Saudi Arabian financial system comprises five
major institutions:

1. the Saudi Arabian Monetary Agency,
2. the money changers,
3. the commercial banks,
4. public specialist institutions, and
5. the Islamic banks.

In the discussion that follows, particular attention is given
to the latter three insitutions, especially with regard to those
factors which impinge on the government's ability to stabilize
the economy while meeting the major objectives of the coun­
try's development plans.

Development of Commercial Banks

Commercial banking in Saudi Arabia grew up largely through
the provision of import finance. This type of activity still pre­
dominates, although there is a trend towards diversification .of
bank assets. Deposits are still largely short term, however, and
as a result many banks are still reluctant to undertake ai very
large number of long term commitments. Bid bonds and con­
tract guarantees have become another lucrative area, although
bonds for the big contracts must be syndicated abroad (since
the Saudi banks do not have a large enough capital base to
undertake them).

Despite these changes commercial banking has not expanded
as dramatically as the rest of the economy. Several reasons are
responsible:

1. Because of restrictions on interest rates, banks have not
been able to attract as many funds as would normally be the
case.

2. The banking system itself is largely oligopolistic (only
two Saudi banks) with little competition to force expanded
service and coverage.

3. SAMA has been extremely conservative in issuing new
licenses (only one was issued during the last decade).

4. Stiff competition still exists from the money changers


































