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Economic Liberalization and the 
Lineages of the Rentier State 

Kiren Aziz Chaudhry 

As the 1980s came to a close, economic liberalism assumed a virtually uncontested position 
in development economics, signaling the triumph of what Hirschman called the 
"monoeconomics" claim.' The central tenet of development economics-that late 
developers were vulnerable to severe market failures which presaged a large role for the state 
in economic planning-was thoroughly discredited. 

Etatisme, 
in all its guises, came under 

attack, and "state shrinking," privatization, and liberalization became the watch-words of a 
new ascendancy in development policy. In the popular realm, economic liberalization and 
privatization were increasingly viewed as indicia of a grand historical teleology in which 
markets and democracy were triumphant.2 In scholarly discourse, where, beginning with the 
first critiques of modernization theory, the emphasis had been on explaining discontinuity 
and diversity, the new orthodoxy reasserted the uniform laws of neoclassical economic 
theory.3 

In practice, of course, market reforms have produced widely divergent results which belie 
neoclassical assumptions about uniform human behavior and economic processes. This 
essay focuses on the important but neglected issue of explaining the relative success of 
market reforms in two "'most similar cases,"' Iraq and Saudi Arabia. Iraq and Saudi Arabia 
initiated economic liberalization programs in the 1980s, when declining oil prices depleted 
reserves and generated severe fiscal crises. Iraq's massive reform program was implemented 
quickly and without opposition. In contrast, in "laissez-faire" Saudi Arabia, a much milder 
liberalization program was stalled almost instantly through opposition by business elites. 
Identical placement in the international economy accounts for the contemporaneous 
initiation of reforms in the two oil exporters. The dramatically divergent reform outcomes 
illustrate the part of domestic political coalitions and institutional structures in determining 
them. 

Explaining the differences between the reform efforts of Saudi Arabia and Iraq highlights 
the primacy of politics in shaping economic outcomes and emphasizes the centrality of 
historical contingencies in determining social responses to economic liberalization. The two 
cases show the utility of historical analysis in discovering the relative weight of political 
coalitions, institutional structures, and policy in determining the outcomes of economic 
liberalization programs. They suggest that the nature of initial government involvement in 
the economy conditions not only the character, but also the very viability of future efforts at 
market reform. I trace differences in reform outcomes to the divergent patterns of 
business-government relations upheld by Iraqi and Saudi itatisme, arguing that the nature of 
the state's involvement in the economy and different patterns of business-government 
relations ultimately determine reform outcomes. 

Taken together, the Iraqi and Saudi cases challenge the straightforward recipes for market 
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liberalization put forth by neoliberal analysts. In explaining outcomes, neoliberal 
developmentalists have emphasized the importance of "speed," "thoroughness," and 
phasing, usually in a posthoc fashion.4 These explanations begin with a reified 
concept - "the market" -and then proceed to illustrate the ways in which particular policies 
either liberated or failed to liberate prices. These explanations do not capture, let alone 
explain, the texture and diversity of outcomes in liberalizing late developers. The 
experiences of Iraq and Saudi Arabia demonstrate how difficult it is to create and sustain 
functioning market economies after long periods of itatismte. They illustrate the part of 
historically constituted institutional, political, and economic relationships in forestalling 
"transitions" to market economies. As such, these cases provide an opportunity to reflect on 
the prerequisites for the construction of market economies and highlight the international and 
domestic processes through which the institutional underpinnings necessary for the creation 
of market economies can be eroded. 

Drawing on the insights of the new institutional economics and on examples from early 
modern Europe, this paper outlines some basic prerequisites for the emergence of 
functioning market economies in late developers. It then presents case material on the Saudi 
and Iraqi reforms of the 1980s. Differences in business-government relations in these two 

'most similar cases" are traced to the way that key conflicts in the process of state and 
market building in the period between 1930 and 1965 were resolved. Finally, both the 
historical and contemporary case material is situated in the broader context of economic 
restructuring in late developers. I argue that initial state interventions of the 1930s, born of 
administrative and political weakness or desperate economic crises, were expanded in the 
1970s and early 1980s, when many developing countries gained access to large amounts of 
foreign exchange through borrowing, aid, and oil revenues. To the extent that these 
revenues undercut the emergence of the institutions and norms necessary for the construction 
of market economies, reliance on external capital inflows created large and perhaps 
insurmountable barriers to the creation of national markets in the 1990s. 

Some Prerequisites for the Creation of Market Economies in Late Developers 

It is perhaps necessary to begin by restating the most basic tenet of the institutional 
economists: functioning national markets can not exist without legal, administrative, and 
regulatory institutions maintained by the state. Self-regulating labor and commodity markets 
do not automatically emerge in the absence of state action. Instead, they are conscious 
institutional constructs rooted in historical trajectories and based on evolving political 
choices. To create competitive markets, it is not enough to smash the state bureaucracy that 
owns, controls, or regulates goods and services; rather, the instruments of the state must be 
redeployed to perform the much more difficult task of indirect regulation and administration. 
Commonly recognized in the literature on regulation in advanced countries, this point has 
somehow escaped the notice of current advocates of the free market in the Third World.5 
Furthermore, the absence of state regulation results not in unbridled competition-the 
uncertainties of such competition are unacceptable even to entrepreneurs--but rather in 
collaborative agreements among producers that either provide informal rules to govern 
competition or directly create monopolistic conglomerates. Unregulated markets develop 
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their own form of organization to stem uncertainty and introduce some level of predictability 
into commercial transactions. In the absence of state regulation, these agreements evolve 
into pacts that neglect the consumer and reflect only the preferences of investors and 
entrepreneurs.6 

More sophisticated defenders of free market economies accept the minimal role of 
government in protecting collective property,7 defining the institutional context within which 
labor and business bargain, protecting consumers,8 and preventing the emergence of 
monopolies. The developmentalist literature generally fails to recognize, however, that the 
pervasiveness of the state in LDCs coexists with regulatory and administrative capacities of 
a specific, narrow character. Governments in the developing world may directly control 
large swatches of the national economy through production, distribution, and price fixing, 
but they rarely possess the qualities associated with Adam Smith's minimalist "watchman 
state." Indeed, more often than not, state capacities to regulate, define, and enforce property 
rights, dispense law, and tax are strictly circumscribed. To successfully make the 
"transition" to a market economy, these capacities become absolutely necessary. 
Understanding how these capacities evolve, or fail to evolve, is crucial in understanding 
both initial patterns of government intervention in the economy and the current crisis in the 
Third World and in the command economies of eastern Europe and the former Soviet Union, 
where attempts to liberalize the national economy have repeatedly failed. Indeed, the 
relative success of the Chinese reforms directly contradicts the neoliberal emphasis on 
speed, comprehensiveness, and the incentive generating powers of private property. Perhaps 
imagining that institutional capacities to regulate market economies exist in LDCs, 
economists have paid scant attention to the process by which precapitalist monopolies such 
as guilds, merchants associations, and agricultural monopolies are eroded or to the 
particularly difficult process of regulating and undercutting monopolies and monopsonies 
upheld through partnerships between foreign companies and local businessmen. While 
recognizing that over time national markets tend to generate monopolies and create 
systematic social inequalities, economists neglect completely the role of state institutions in 
breaking down precapitalist arrangements that thwart the initial expansion of competitive 
market forces. 

Although "transitions" to market economies were not governed by any grand teleological 
design, the historical account of early developers suggests several social, political, and 
institutional prerequisites for the creation of functioning national markets in late developers. 
Recognizing that there is nothing "natural" or automatic about the rise of market economies 
pushes us to reexamine the conventional account of the state's role in Third World 
economies from a different angle, one which stresses the social and political rigidities that 
governments must overcome to forge national markets. There are at least five basic 
prerequisites for the creation of national markets: political will, normative choices or 
political decisions, institutions, corporate interest groups, and market culture. I discuss each 
in turn. 

Political process precedes bureaucratic restructuring and administrative resolve: the first 
political choice that elites must make about markets is the decision to have them. As the 
neoliberals recognize, there must be sufficient political will to withstand opposition from 
shifting coalitions among the bureaucracy, consumers, businessmen, and workers. While 
contemporary accounts of failed attempts to liberalize because of opposition from consumers 
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and labor abound, the assumptions embraced by development economists kept them from 
appreciating the interest political and economic elites may have in forestalling the creation of 
functioning national markets. Creating markets is politically dangerous. Functioning 
markets provide opportunities for mobility that undercut lineage and traditional rights of 
privilege, thus threatening the status quo. Markets create inequalities in wealth that may not 
match existing patterns of income distribution, status, power, and entitlements; they 
dislocate groups in both the political and economic realms.9 

In Europe this process was long and drawn out and was manifested in the destruction of 
the guild system, the erosion of the privileges of the nobility, the termination of barriers to 
rural-urban migration, and the displacement of rural labor. Substantial variation, reflecting 
differences in timing and in the organizational characteristics of social classes in the 
precapitalist era, existed among European cases.l0 For example, one may contrast the 
relatively smooth transition in eighteenth century England, where guilds were weak, with 
the enormous barriers to the expansion of domestic markets into the hinterlands of France 
and Italy, where highly organized urban guilds forestalled this expansion through sanctions 
and barriers to entry enforced by city administrations. " 

As in the case of early developers, the decision to create markets was made and unmade 
repeatedly in late developers. Even revolutionary socialist regimes repeatedly revised the 
laws governing the private sector. 12 Unlike early developers, where pressures from emerging 
urban groups coincided with the center's expanding fiscal appetite, market reforms in 
contemporary LDCs are opposed both by national entrepreneurial classes accustomed to 
high levels of protection and by labor and consumers. Only in cases where national 
industrial elites have strong links to multinationals, as in Brazil, Argentina, and Mexico, is 
there a strong constituency for opening up to international markets.'3 As a result, most 
governments turn from the reforms early on.'4 Many countries, including Turkey, Egypt, 
Chile, and Brazil, initiated liberalization programs more than a decade before their most 
recent efforts only to backtrack.'5 A corollary of the argument that markets are conscious 
constructs-in the same vein that command economies are deliberate arrangements--is that 
they are based, by design or default, on political principles (that is, who gets what, why, and 
how)16 and on choices about how individual resources, rights, aspirations, and possibilities 
are reconciled with collective ones. The tensions and convergences between collective and 
individual utilities have been a major theme of political economics since the discipline was 
born. While liberal development economists have focused exclusively on efficiency, those 
familiar with the debate on the role of the welfare state in advanced industrial democracies 
will recognize the centrality of these issues, which are often cast as conflicts between 
individual freedom and social good. 

Market economies, whether in Bangladesh or Sweden, are based on conscious choices 
enforced through state regulation. Markets are not politically neutral. In contexts where 
debate over the shape of the market coincides with questions centered on the territorial 
boundaries of the state, the composition of political community, and the allocation of initial 
property rights, neither liberal political theory nor neoclassical economics is a useful starting 
point. Wrenching social struggles precede and shape the rules that govern the economy. The 
Hungarian and Polish debates about how to privatize expose this void at the heart of liberal 
theory and disclose the persistence of a solid political culture of economic egalitarianism in 
these countries. It is, indeed, a symptom of the current global climate and a testimony to the 
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depth of corruption in the collapsing socialist regimes that many appear to view the market 
as an equalizing force.'7 In most developing countries, political values and institutions are 
ephemeral, the borders of the state, formal markets, and informal markets are vaguely 
defined, if at all, and connections between the economic and political systems are not 
imbued with the legitimacy of procedural norms. Thus, the administrative burden of creating 
markets must be accompanied by explicit political choices, which are, in turn, heavily 
contested. It is not enough to legislate these "choices" from above. These decisions must, at 
a minimum, have the support of entrepreneurs and investors, on whose confidence the 
market system relies. 

To call an economic regime a "~market" system without reference to existing political, 
social, and economic relationships is essentially meaningless. The term by itself fails to 
describe the relative power of labor, producers, importers, and consumers or the constraints 
under which they interact.'8 The argument becomes clearer when one considers that 
England, Japan, Taiwan, and the United States have all been described as market 
economies, even though they have vastly different incentive systems for producers, 
consumers, and labor and are characterized by divergent patterns of business-government 
relations.19 In the United States, the starkness of the political choices embodied in the 
regulatory regime are often concealed in tradition or hidden in complex tangles of evolving 
legislation.20 Where the "free market" and individual freedom are definitive tenets of 
national ideology, raising questions about systematic biases in the market and the legal 
system that upholds it is considered unpatriotic, a gross violation of social gag rules. In 
contrast, in countries trying to make the change from nonmarket to market economies, the 
politics of the rules that govern the market become the focus of public debate, especially 
when political liberalization accompanies market reform, as in the cases of eastern Europe 
and the former Soviet Union. Often explicit statements of how the burdens of the market 
mechanism are to be allocated are necessary to craft social consensus. These choices 
embody repeated attempts to generate an acceptable way of dealing with the inherent 
tensions among individual, group, and collective utilities.2' 

The third prerequisite for the creation of markets is the resuscitation or creation of those 
particular administrative, extractive, and regulatory institutions that maintain the legal and 
administrative foundations of the market and embody normative choices of ruling 
coalitions.22 These include extraction (taxation, information gathering), administration (law, 
property rights), regulation (currency, prices, collective goods, weights and measures, 
banking, buildings, licensing), repression and enforcement (police, surveillance), 
distribution (subsidies, transfers, gifts from funds not derived from domestic taxation), 
redistribution (subsidies, transfers, social insurance, welfare programs from domestic tax 
funds), and production. 

These institutional structures can not be assumed to exist. As I have argued elsewhere, 
and as the two cases in this study show, institutional development in late developers is 
conditioned by international economic changes and their interaction with the national 
political economy.23 When the construction of basic state institutions coincides with large 
inflows of external capital, the resulting bureaucracies develop uneven and lopsided 
extractive, administrative, productive, and distributive capacities. Both the development 
economics and neoliberal schools view the market as a ready-made alternative to state 
intervention. For the neoliberals it is enough to smash the etatiste construct for functioning 
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national markets to emerge. Development economists, for their part, view state participation 
in the economy as the burden of backwardness. Like the neoliberals,they assume that 
markets exist, with all their legal, regulatory, and administrative characteristics. They differ 
from the neoliberal school in their prescriptions and in their view that state control is 
administratively more difficult than the alternative of creating and regulating national 
markets. 

As both the Iraqi and Saudi cases show, it is harder, under conditions of administrative 
weakness, to create and regulate functioning national markets in goods, labor, and finance 
than it is for government to manage all production itself. At a practical level, creating and 
regulating markets requires myriad financial, legal, and civil institutions, with stable and 
firm long-term commitments to regulate the actions of producers, importers, and labor, 
enforce contracts, and ensure the free exchange of information among economic groups.24 In 
cases where the government becomes the primary employer and producer and assumes the 
role of setting prices, its task is reduced to monitoring the activities of corporations and 
agencies that it owns and manages.25 Direct state participation in the economies of 
developing countries serves as an administrative shortcut and generates institutional 
structures entirely inappropriate for creating market economies.26 At a purely administrative 
level, the involvement of the state as a producer, direct employer, and lender in countries 
lacking a regulatory infrastructure is simpler than, and thus preferable to, the much more 
elusive alternative of creating and regulating a market economy. It is thus not surprising to 
find that major attempts to reform the private sector in developing countries end with 

nationalization.27 Contrary to what Gerschenkron suggested, government ownership is more 
often a response to the administrative weakness of the state in developing countries than it is 
a reaction to the private sector's inability to provide the skills and capital necessary for bulky 
investments. 

Fourth, national markets can not function in contexts where primordial sentiments inform 
behavior in the economic realm or where overlapping ascriptive and occupational cleavages 
become exceedingly politicized. The complex process through which economic groups 
supersede ascriptive ones can be a result of state policies and/or structural economic change 
that undercuts ascriptive identifications, such as kinship and sectarian ties. In bureaucracies 
or sectoral groups where corporate and primordial identities coincide, effective bargaining is 
impossible. I am not suggesting that such loyalties and groups completely disappear or that, 
once gone, they can not reemerge. Rather, unless collective action based on common 
economic interests supersedes these identities, at least in the economic sphere, the allocation 
of goods in society can not, at the margin, be determined by the price mechanism. 

In many late developers, the promotion of the old bourgeoisie often conflicted with the 
broader and more pressing political goals of state building and national integration. On the 
eve of independence in many countries, the private sector was, for a variety of historical 
circumstances, dominated by an ethnic, sectarian, or regional group different from that 
which controlled political power. In these cases, the most intrusive policies of the state were 
aimed, not at supplementing private capital to promote international competitiveness, but 
rather at creating a national bourgeoisie which would support the state, if not mirror the 
ethnic, religious, sectarian, and tribal characteristics of the new political and military 
leadership. In Turkey for example. Ataturk viewed the haute bourgeoisie of Jews, 
Armenians, Greeks, and Europeans that had become entrenched through the successive 
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capitulations of the declining Ottoman Empire as a threat to his nationalist mission. Building 
a "national" economy meant replacing them with a Turkish bourgeoisie. The Egyptian, 
Syrian, Iraqi, Yemeni, Lebanese, Malaysian, and Saudi cases show similar patterns, as do 
several African countries, including Nigeria, Kenya, and Uganda.28 These cases suggest that 
state intervention in the past had political motivations related to the more pressing project of 
national integration. As the Saudi and Iraqi material demonstrates, these motivations were 
critical in initial state interventions and resurfaced in a different form when liberalization 
was attempted in the 1980s. 

The character of the state's initial involvement in the economy conditions future attempts 
to reform the system. Once government becomes involved in governing the economy in 
direct, intrusive ways, it becomes entwined in mediating economic and social relationships. 
Stepping out of such a role is both economically disruptive and politically dangerous. Since 
groups do not emerge fully grown the moment the government decides to withdraw from its 
economic role, a regulatory substitute for direct state involvement must be found if relatively 
stable agreements are to be forged between groups with conflicting interests. These 
substitutes include alternative institutional mechanisms for resolving conflicts and the 
revitalization, creation, or legalization of corporate groups in civil society. 

Fifth, and finally, the emergence of corporate groups involves the replacement of 
precapitalist loyalties with legally defined individual rights and corporate entitlements. This 
transformation is the centerpiece of what I call, for lack of a better term, the "culture of the 
market." One aspect of this cluster of psychological and behavioral transformations is the 
acceptance and expansion of the notion of self-interest as a legitimate and dominant motive 
force for economic behavior.29 As Stephen Holmes has pointed out, the concept of 
self-interest, so central to economic analysis, has been progressively simplified by 
economists, concealing its historical specificity.30 For market relations to exist, self-interest 
must displace other forms of behavioral motivation, such as honor, altruism, revenge, and 
racial and sectarian hatred. The acceptance of rational self-interest in the western tradition 
was related to the emergence of impersonal market relations and the demographic, political, 
and social changes that accompanied them. Precapitalist forms of identification and 
behavior, based on primordial ties built on "'nonrational" and in some cases explicitly 
communitarian notions, are antithetical to market relations because they introduce 
uncertainty and economically irrational behavior into a system that can not sustain them. 

In the contemporary setting, the "culture of the market" also means the broad acceptance 
of the rules that uphold this notion of self-interest. For entrepreneurs in late developers who 
are accustomed to functioning on the margins of the formal market (if not entirely in the 
black market), or alternatively in an environment dominated by bureaucrats, this acceptance 
requires internalizing the norms that govern success or failure in a market economy and 
accepting a system of uniformly applied laws. This change comes hard in countries where 
ascriptive attributes are a business credential. At a broader level, the often noted distrust of 
commercial profit and wealth, so common in LDCs, must be replaced with the notion that 
economic inequality can be legitimate. 

Needless to say, these prerequisites are linked so closely that it is possible to identify their 
emergence only by tracing historical events in all their complexity. All the processes 
described above have been and will continue to be discontinuous. They are not linear and 
are, doubtless, in different stages of construction or deconstruction at a given time in any 
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particular case. Historically, these processes evolved fitfully into systems that bear little 
resemblance to the liberal economists' market ideal, an ideal that has yet to be consigned to 
its rightful place among other ideal-types. For contemporary LDCs attempting to construct 
functioning market economies, these prerequisites can rightly be seen as barriers to the 
creation of market economies. 

The Recession and the Reforms in Iraq3' and Saudi Arabia 

In the 1970s. Saudi Arabia and Iraq went through a period of intense statism under the very 
different labels of "laissez-faire" and "Arab Socialism." respectively. Both governments 
initiated economic liberalization programs in response to the recession of the 1980s. The 
case material begins with a summary of the reforms. I then offer a historical-institutional 
explanation of the two oil exporters' divergent liberalization experiments. 

In Iraq, both liberalization and privatization policies were pursued simultaneously. The 
most far-reaching reforms were in the agricultural sector. While halting attempts to divest 
state-owned farms and agricultural projects had begun in 1983, privatization began in 
earnest in 1987 and gained momentum beginning in the fall of 1988 after the cease-fire with 
Iran was announced.32 On the eve of the reforms, the government directly owned 
approximately 50 percent of all agricultural lands; by January 1989, 88 percent of land was 
privately owned, 11 percent was rented from the state by private companies, and only 1 
percent was state managed.33 Prompted by the steady decline in agricultural yields since the 
mid 1970s, which generated a soaring import bill and created widespread rural to urban 
migration, the new agricultural policies reflected a radical shift in emphasis from equity to 
efficiency. The privatization of agriculture transformed the social organization of rural Iraq, 
where farmers had previously been forced to join state-sponsored cooperatives and collective 
farms.34 The extent to which the socialist and collective farming sector was held together by 
law alone was reflected in the spontaneous disbanding of agricultural cooperatives in the 
1980s after access to government credit was delinked from membership in the 
cooperatives.5 To encourage farmers, the government doubled production subsidies for 
wheat, rice, barley, corn, and tobacco in 1989.3"6 

In addition to leasing state farms and distributing previously nationalized land, a variety 
of large poultry, dairy, and fishing enterprises was sold to the private sector outright. By 
1989, nineteen of the state's twenty-nine poultry farms, three of the four large national 
fisheries, six of the large poultry feed projects, six of the ten large dairy farms, and virtually 
all mills and bakeries were privatized.37 In industry, the Iraqi government divested itself of 
seventy large factories involved in construction materials and mineral extraction, food 
processing, and light manufacturing in a single 

year.- 
As it privatized, the government 

removed barriers to private investment that had been in place since the nationalizations of 
1964,39 including ceilings on private investments and the law against cross-sectoral 
investment, designed to prevent the concentration of private capital. Tax schedules which 
had directly claimed up to 75 percent of profits and then allocated 25 percent of the 
remaining profits to workers' social security funds were annulled, and private industry was 
given tax holidays of ten to fifteen years.4? Under the new Arab Investment Law, Iraq issued 
an open invitation to Arab investors and offered a wide range of incentives, including 
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guarantees against nationalization, unrestricted profit repatriation, a fifteen year tax holiday, 
and free labor import policies. 

In the service sector, the government sold small hotels and tourist resorts and leased 
state-owned gas stations to the private sector. In construction, which had been the preserve 
of private companies all along, laws that gave preferential treatment to the six large 
state-owned companies were repealed, forcing state construction companies to compete with 
private contractors even for government projects. Trade was liberalized, and export 
promotion policies were promulgated.4' Imports, which had been completely state- 
controlled, were liberalized in 1987, with the provision that private sector imports be paid 
for with foreign exchange held outside the country. 

Dramatic changes occurred in social policy as well. Labor unions were dissolved outright, 
and the minimum wage was abolished.42 Under the laws of the Arab Cooperative Council, 
founded in 1988, Yemen, Egypt, and Jordan were permitted to export labor freely to Iraq, 
which, along with the demobilization of the army, put further downward pressure on wages. 
The managerial tier of the bureaucracy was eliminated and politically neutralized when 200 
general directorships and their entire staffs were dissolved by decree. The organizational 
structure of remaining state-owned industries was revised to encourage production through 
bonuses, incentives, and management autonomy. Most important, the government 
liberalized prices, with drastic results for the living standard of the average Iraqi consumer. 
Price controls on all but a handful of basic goods were removed. Previously, the state set 
prices by selling imported and local goods directly in the market through well stocked retail 
outlets. With cuts in government imports, access to state retail outlets was restricted to 
high-level bureaucrats and the army under a new quota system. 

Dramatic as they appear, the reforms did not signal a fundamental change in the absolute 
balance between public and private shares in industry. Despite a hike in private 
investments,43 the government's share in manufacturing grew apace.44 At no point did the 
state's share of industrial production fall below 76 percent, and the government's intent to 
maintain control of the "commanding heights" of the economy was signaled by several new 
joint ventures with foreign companies in automobile manufacturing, heavy industries, and 
arms manufacturing. 

In terms of pure efficiency, the private sector performed well. Agricultural production 
doubled in one year, productivity in state-owned factories increased by 27 percent between 
1987 and 1988, and labor productivity jumped by 24 percent. In agricultural products, yields 
doubled in a single year. Industry's performance was more difficult to evaluate because of 
shortages of raw materials and spare parts. The new owners managed, however, to trim 
labor costs dramatically, improve production methods, and substitute local inputs for 
imported ones. 

In contrast to the Iraqi case. privatization was a minor part of reforms in Saudi Arabia, 
where most industrial, agricultural, and service sector businesses were privately owned to 
begin with. The emphasis, instead, was on taxation and on cutting budgetary outlays by 
withdrawing consumption and production subsidies. Income and corporate taxes were 
introduced, and the government announced its intent to begin collecting heretofore 
unenforced taxes. New labor regulations were introduced to force the private sector to 
replace cheap foreign labor with Saudis and assume the burden of social security payments 
previously covered by the government.45 
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The governments of both oil exporters liberalized their economies in response to the 
decline in oil prices, but the initial results of the reforms differed radically. In Iraq's 
broad-based reform, all previous entitlements to the regime's constituencies were abrogated 
without a formal revision of the regime's ideology. The majority of the population, 
especially the main beneficiaries of Iraqi itatisme, was hard hit: consumers, the 
bureaucracy, labor, and the army-the core supporters of the regime-suffered high rates of 
inflation and shortages in basic goods to which they were completely unaccustomed. The 
demobilization of the army in 1989 injected hundreds of thousands of soldiers into a work 
force saturated with migrant laborers from the countries of the Arab Cooperative Council, 
resulting in high levels of unemployment.46 

Unlike the Iraqi liberalization, the Saudi reforms failed immediately. All those policies 
which affected the entrepreneurial elite, including corporate and individual taxes, zakat 
payments (Islamic tithes), progressive fees on the consumption of electricity, water, and 
gasoline, the new Labor Transfer Law (requiring businessmen to get authorization for the 
import of foreign labor), the Saudization Law (requiring businesses to hire Saudi labor 
instead of foreign workers), the new Social Insurance Law (requiring business to pay social 
insurance payments previously covered directly by the state budget), and the withdrawal of 
agricultural subsidies were successfully opposed by businessmen and their collaborators in 
the bureaucracy. Only those changes that affected either low income consumers or foreign 
workers, including fees on passports, document verification, and revised customs duties, 
survived. 

In fact, the Saudi private sector extracted new concessions from the government in direct 
opposition to the state's aims of cutting spending and liberalizing prices. For the first time in 
its short history, the state-sponsored Saudi private sector united in the organizational forum 
of the Confederation of Saudi Chambers of Commerce to demand broad-based protective 
measures against foreign competition in commodities and contracts. Protectionist laws that 
had never been implemented during the boom began to be enforced in the recession,47 
winning Saudi industrialists and importers protection against "unfair dumping and 
competition from foreigners," more comprehensive protective tariffs, and substantial new 
indirect subsidies.48 Efforts to achieve protection under the "buy Saudi" laws led to the 
creation of a centralized agency composed of bureaucrats and chamber representatives to 
ensure that all public needs were supplied with locally manufactured products.49 Some 
private sector elites even suggested that the government stop announcing tenders and 
preselect local factories from which to purchase goods.5" Further, in recognition of massive 
overcapacity in many industries, Saudi industrialists lobbied for export promotion subsidies 
so that they might compete in foreign markets. What privatization there was in Saudi Arabia 
was, unlike in Iraq, risk free, both economically and politically: like previous sales of shares 
in public utilities and other state industries, the sale of SABIC shares and public utility 
companies in 1987 was, in response to business pressure, made on the basis of a 15 percent 
guaranteed rate of return. 

The concessions won by Saudi business were fantastic, particularly in light of declining 
state revenues and the high levels of government support already enjoyed by local industry. 
The government capitulated to business pressure quickly and completely. Strict guidelines 
were issued requiring contractors for state projects to use only local materials, services, 
transport, insurance, food, and banking. In response to contractors' demands, as expressed 
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in the March 1985 Business Conference in Riyadh, the existing 30 percent rule stipulating 
that foreign contractors subcontract at least 30 percent of their projects to local companies 
was expanded to require all contracts to be split into small enough portions for local 
contractors.5' Wide-ranging policing powers were delegated to the Confederation of Saudi 
Chambers to investigate complaints of local suppliers against government agencies and to 
link up suppliers and subcontractors with specific government projects.52 In December 1985 
an export promotion agency was set up with the participation of 160 local businessmen to 
study and distribute export subsidies to local manufacturers.53 The successes of the Saudi 
business elite in defining the terms under which the postboom economy would function were 
extensive and directly challenged the stated objectives of the government. 

Despite its initial successes, especially compared with the spectacular failures in Saudi 
Arabia, Iraq's achievements in liberalization were short-lived. Ironically, the very factors 
that guaranteed the initial ease with which Iraq's reforms were undertaken sealed their fate 
in the medium term. First, the immediate aim of the government was to save foreign 
exchange for rebuilding Iraq's war-ravaged economy and for new industrial and military 
investments. Shortages in foreign exchange thus precipitated a severe credit crunch for the 
private sector. By winter 1989 many factories lacked the necessary raw materials and spare 
parts to produce at full capacity. Declining production, shortages, and inflation emerged as 
serious problems. Second, the method of privatization in Iraq did not produce competition 
among local industrialists. Ownership of the newly privatized enterprises was highly 
concentrated: thirteen of the seventy large factories that were privatized were bought by one 
family; not counting agricultural projects, this same family owns thirty-six of the very 
largest industries and over 45 million square meters of land. Wary of each other, the legal 
system, and the regime's commitment to uphold contracts, entrepreneurs structured their 
new investments with the exclusive aim of insulating themselves from each other by gaining 
control of all upstream activities in a particular product group. Thus, as in many other cases, 
the sale of industries to the private sector in Iraq simply meant the transfer of public 
monopolies to private monopolies, with the usual consequences for consumers. 

The short-term problems of the transition were amplified by the regime's inability to craft 
a stable set of property rights, which would have created confidence and encouraged Iraqi, 
Iraqi expatriate, and Arab companies to make fixed capital investments. Part of the problem 
was simple political insecurity, heightened by the regime's refusal to recast political values 
to support the economic dislocations of the 1980s (and especially the entrepreneurs who 
benefited from those dislocations). By widely publicizing its withdrawal from the economy 
and divesting itself of those industries that catered specifically to the needs of the average 
consumer, the government freed itself from direct responsibility for inflation, shortages, and 
the mushrooming black market in goods, currencies, and services. Stepping out of its heavy 
role in mediating the relationship between producers, on one hand, and consumers and 
labor, on the other, the government placed the blame for economic hardships squarely on the 
shoulders of the newly affluent private industrialists. The resentments of consumers, 
bureaucrats, and workers, who bore the burden of the reforms, were perceived by 
businessmen as a political facility that the state could use with impunity against the new 
entrepreneurs at any time. Particularly in light of the historical acrimony between private 
capital and the Ba'thist state, the shaky foundations of the political alliance on which the 
reforms rested made businessmen reluctant to sink large amounts of capital into any venture 
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that did not promise a total return on capital within two years; goods were priced with such 
profit margins in mind. Partly as a consequence, inflation was rampant. Access to 
dollar-denominated oil revenues freed the government from the effects of the deteriorating 
value of the dinar, while Iraqi industrialists and importers using the black market for raw 
materials, spare parts, and finished products passed inflation on to consumers. 

Finally, although extremely efficient in directly managing production and distribution, the 
Iraqi bureaucracy lacked the administrative capacity to monitor the increasingly large private 
sector. These regulatory problems proved far more difficult than anticipated, particularly since 
the remaining fixed-price goods required new forms of cooperation between the bureaucracy 
and private enterprises. For example, a formidable reorganization of the bureaucracy became 
necessary simply to ensure that bread reached consumers at the fixed prices. The absence of 
investor confidence in property rights, the regime's avoidance of the difficult process of 
generating support for its reforms, and the weakness of the Iraqi state's regulatory and extrac- 
tive bureaucracy plunged the Iraqi economy into chaos at the turn of the decade and initiated 
the government's desperate quest for new sources of foreign exchange.54 

Explaining Relative Success: The Bourgeoisie and the Bureaucracy 

The differences in the Iraqi and Saudi experiences with liberalization and privatization 
during the recession of the 1980s can be understood by reviewing key junctures in the 
economic histories of the two countries. Variations in the political coalitions which were so 
critical in the reform period reflected the resolution of prior conflicts in the two oil producers 
which defined the contours of Saudi and Iraqi &tatisme. These conflicts cluster around 
critical junctures in the Saudi and Iraqi governments' initial attempts to create and regulate 
national markets in the crises of the 1930s, 1940s, and 1950s. In both cases, attempts to 
regulate the economy at the initial stages of state building generated patterns of state 
intervention which upheld radically different patterns of business-government relations. In 
the reform period, these differences came to the fore, conditioning the viability of market 
reforms and ultimately determining economic policy. 

In the initial period of national consolidation both the Saudi and the prerevolutionary Iraqi 
regimes were faced by organized and monopolistic merchant classes. As in most other late 
developers, the global economic crises of the 1930s created a pressing need for state 
regulation. Simply to maintain their incumbency, both governments were pulled into 
economic regulation, both to provide a modicum of economic stability and to protect 
consumers, against organized conglomerates of guilds in Saudi Arabia and against foreign 
companies and their local collaborators in Iraq. 

This initial confrontation between business and government differed radically in the two 
countries. Indeed, the character of the two business classes was very different. Iraq was 
under colonial rule. There, the domestic merchant class was allied with foreign companies 
who held legal monopolies and wielded much political power through the British 
administration. Saudi Arabia, in contrast, had no history of formal colonialism. The Hijazi 
merchant class was confined to the small enclave of the Haj economy, and the foreign 
presence there was minimal. The nascent Saudi bureaucracy, staffed by tribal groups from 
the central province of the Nejd, was too weak to legislate directly against the Hijazi guilds. 
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In the late 1930s and 1940s the guilds and the merchants began to hoard, creating inflation 
and shortages and openly profiting from scarcity at the expense of consumers. The acute 
suffering of the general population prompted the government's first attempts to undercut the 
power of the guilds and protect consumers.55 These efforts failed, and the government 
overcame the crisis through foreign borrowing and grants. Eventually, new technologies of 
coercion, transportation, and regulation tore at the complex relations of the guild system and 
introduced new realms of conflict that expanded the role of the state in adjudicating legal 
disputes among the merchants and guilds. As political authority was consolidated, the 
government began to decide key disputes. This new role gave the government the leverage 
it needed to undercut monopolistic agreements among the Hijazi business class and initiate 
the construction of a unified national economy. 

In the 1950s, when the Saudis adopted an import substitution regime, the government 
worked in concert with the traditional Hijazi merchant houses, gradually expanding the 
domain of the economic activities it regulated. This gradually expanding regulatory role was 
utterly reversed in the oil boom of the 1970s, when the government used its oil revenues to 
create a new merchant class which mirrored the tribal and regional characteristics of the 
bureaucracy. There was never a direct and decisive conflict between the precapitalist guilds 
and merchants of the Hijaz and the Nejdis that dominated the central state. The power of the 
old merchant classes was eroded instead through the state's sponsorship of an alternative 
middle class. It was this state-created business group, which had strong kinship and business 
links with the bureaucracy and the political leadership, that successfully opposed the 
government's reforms in the 1980s. 

In Iraq, too, the regulatory and administrative capacities of the state were weak. In the 
Mandate period, and particularly during the economic disruptions caused by the global 
depression and World War II, British conglomerates and local merchants with monopolies in 
trade and agricultural produce cooperated to create widespread shortages through hoarding 
and other speculative (and extremely profitable) activities.56 During World War II this 
pattern became commonplace in Iraq as in other places, precipitating riots and fomenting 
labor unrest among Iraqi employees of the large railway, oil, and port authorities. To uphold 
commercial interests, the British, by their own unabashed account, frequently gained 
concessions from the government through political pressure, bribes, and threats.57 

Parliament, in both the Mandate and post-Mandate periods, was dominated by a landed 
elite that controlled virtually all the productive farmland and had a keen interest in 
preserving the monopolies which collected, packaged, and transported Iraq's substantial 
agricultural exports.58 Still, so great was the economic hardship caused by the speculation 
and profiteering of the private sector during this period, and so widespread was the threat to 
the incumbency of the regime, that the government attempted, albeit unsuccessfully, to 
legislate against the "neutral" workings of the "market." 

Unlike Saudi Arabia, business-government relations during the British Mandate of Iraq, 
as well as during the post-"independence" period, were marked by dramatic confrontations 
and devastatingly costly failed attempts to enforce price controls and curtail profiteering.59 
Comprehensive attempts to regulate the economy began early on, first in 1939 with 
Regulation 58, governing "Life during International Crisis,"60 and then in 1942 with the 
"Law Regulating Economic Life of Iraq." The intention of the latter was to prevent 
monopolies and price manipulation and to maintain required supplies of basic goods. To 
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achieve these aims, the government began to restrict exports, fix prices, and import basic 
commodities to fill domestic consumption needs.6' 

The Iraqi regulations failed miserably. For a variety of reasons, including weak 
enforcement capacities, interference from the British authorities, the involvement of 
powerful foreign companies, and the cohesiveness of the local merchant group, the private 
sector was able to ignore the law. The results were devastating. Speculation, hoarding, and 
profiteering abounded, resulting in inflation rates of between 200 and 300 percent in the late 
1930s and early 1940s,62 which continued on and off through the early 1960s.63 The 
response of the government to these repeated administrative failures began with direct entry 
into trade to alleviate shortages and lower prices64 and reached its zenith with the creation of 
government monopolies in agricultural goods.65 

Together, regulatory struggles and the pressing need to create a unified national market were 
linked up with the problem of regime maintenance and nation building in both countries. 
Historically, both regimes were dominated by sectarian, regional, and tribal minorities which 
were different from, and opposed by, the commercial elites. Both the Saudi and Ba'thist 
regimes assumed political power despite the opposition of traditional commercial classes com- 
posed of opposing regional and ascriptive groups; both faced the task of constructing a social 
base of support while undercutting the economic dominance of their rivals. 

Unlike Saudi Arabia, where the divide between the old Hijazi commercial class and the 
Nejdi state was particularly stark, the social cleavages between business and state elites in 
Iraq underwent complex changes between 1930 and 1968. The commercial class of Iraq had 
historically been dominated by the Christian and Jewish minorities. Until 1950, when the 
British arranged to airlift the vast majority of Iraqi Jews to Israel, commerce and banking 
were dominated by a small Jewish minority who collaborated with British companies in 
trade, finance, and service monopolies.66 Meanwhile, an incipient Shi'i merchant class was 
growing in the south, largely in response to the Iraqi government's attempts to attract 
capital: in 1932, in response to the mass migration of Iraqis to Iran during the acute 
economic depression, the Iraqi government offered Persians immunity from taxation for five 
years if they became Iraqi citizens.67 Then, in the early 1950s, when annual migrations of 
Iraqi laborers to Kuwait reached 35,000 to 50,000, a law designed to attract Kuwaiti capital 
was passed which granted Kuwaitis the right to own land, commercial establishments, and 
industrial property in Iraq. Many rich Kuwaitis and Persians settled in Basra,68 and after 
1951 a mix of Persian and Kuwaiti merchant families, the vast majority of whom were Shi'i, 
replaced the Jewish merchant community.69 On the eve of independence, both the landed 
and commercial elites of Iraq were dominated by Shi'as. 

In both Iraq and Saudi Arabia, the deep primordial cleavages between the state and 
business meant that the regulation of business was tightly entwined with pressing issues of 
national integration and state building. This linkage of economic and political tasks was 
expressed in a particularly stark form in Iraq, as a consequence of the colonial legacy and the 
strength of private sector conglomerates. Whether by historical accident or colonial design, 
the military was composed of a different primordial group than the business class. By 1958, 
when the Hashimite monarchy was overthrown, Shi'is dominated the ranks of both the 
landed and merchant elite while the civil service and the army remained under control of the 
Suni minority.711 

After the 1958 coup in Iraq, business leaders feared the populist agendas of the Suni 
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military leaders who came to dominate politics. The most basic threat to the commercial 
elite was the newly independent government's interest in expanding competition, protecting 
consumers, and undercutting the long-standing monopolistic pacts that bound domestic 
commercial elites to the foreign corporations that had thrived under colonial rule. 

During Abd al Karim Qasim's tenure immediately following the 1958 coup, private 
investors, largely of the Shi'i south, withheld industrial investments and created shortages in 
basic commodities in an attempt to destabilize a regime which was seen as being too close 
to the Communist Party. Despite Qasim's apparent support of local industry, his populism 
was based on economic measures-limits on profits from consumer goods, cuts in prices 
and rents, and land reforms -that were hardly designed to win the support of the commercial 
classes.7' The series of coups that followed Qasim's regime marked the ascendance of the 
army and the initiation of the purging of Shi'i elements within the Ba'th party. Then, in 
1964, under the guise of preparing for economic and political union with Nasser's Egypt, the 
regime of Abd al Salam Arif, closely identified with the Suni north, nationalized all 
agricultural lands, industry, banking, insurance, and services, which resulted after the 
consolidation of land reforms in 1970s in the virtual elimination of the top layer of the 
largely Shi'i commercial and landed elite. 

The triumph of Iraq's "republican moment" was thus not supported by its entrepreneurial 
elites. While the nationalizations of 1964 are often attributed to the Iraqi government's 
preparations for economic union with Egypt, more likely reasons for the seizure of private 
property can be found in the speculation, capital flight, and shortages that racked the 
economy between the creation of the Joint Presidential Council with Egypt in May and the 
final nationalizations in mid July. Having witnessed the fate of Syria's business elites in the 
short-lived United Arab Republic, Iraq's Shi'i economic elites had both class-based and 
sectarian reasons to oppose the unity agreement with Egypt. The behavior of the private 
sector at this juncture added to already high levels of inflation.7' From incremental and 
sporadic entry into commodity markets and banking coupled with spates of unsuccessful 
regulation, the Iraqi state finally began to manage all aspects of the economy from imports 
and production to distribution and retailing. Subsequent regulation restricted the private 
sector to the confines of small industry, retailing, and transportation. 

In both Saudi Arabia and Iraq, the need to protect consumers from dysfunctioning markets 
was entwined with the political goal of eliminating the stronghold of commercial elites bent on 
subverting the political power of governments controlled by opposing "primordial" groups. 
The divergent paths that the two countries took are explained by differences in the character of 
the initial and continuing confrontations between the regulatory aims of the government and the 
interests of the two highly monopolistic and powerful private sectors. The abrupt nationaliza- 
tion in Iraq was the result, not of a stronger and more powerful state (that came later), but rather 
of the insularity and strength of the domestic private sector and its foreign collaborators who 
were dedicated, for a variety of reasons, to the destabilization of the populist regime of Qasim 
and the Suni dominated regimes that followed him in 1963 and 1968. 

The structure of the two economies and Iraq's colonial experience are critical in 
explaining the differences in the severity of the confrontations between business and state. 
Unlike the Hijazi commercial class, whose activities were confined to a small enclave 
centered around the annual pilgrimage to Mecca, the powerful foreign companies and their 
collaborators among Iraqi businessmen extended into all aspects of Iraq's economy, and the 
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export business led to substantial investments in infrastructure that generated enclaves of 
modern working class activism. 

The original confrontations between the governments of the two oil states and their respec- 
tive private sectors marked a critical juncture that determined the character of state intervention 
in the economy over the long term. In the 1970s, when enormous inflows of oil revenues 
expanded the economic role of the state in both cases and empowered both regimes to create 
new social bases of support in society, the changes conformed to the outcomes of prior struggles 
between government and business. In Saudi Arabia, state contracts, loans, gifts, and a variety 
of formal and informal distributive measures were used to create a large new entrepreneurial 
elite with strong kinship and business ties to the bureaucracy and political elites. In Iraq, oil 
revenues expanded the government's role in direct ownership and control of industry, trade, 
agricultural services, and even retailing. Through direct setting of wages and prices, the Iraqi 
government cultivated a broader level of economic dependency among labor and consumers, 
who were protected from inflation during the 1970s and the subsequent eight years of war with 
Iran. The Iraqi state's core supporters were located in the army and the bureaucracy. In contrast 
to the Saudi case, so acute was the Suni government's sense of threat from the Shi'i commercial 
classes and their cosectarians, who form a majority of the Iraqi population, that it took every 
opportunity to eliminate the Shi'i leadership in both the economic and the socioreligious realms 
through mass deportations, imprisonment, and violence. Key positions in state institutions 
increasingly become the preserve of individuals from the village of Takrit and its environs, 
many of whom were related to Saddam Hussain, chairman of the Revolutionary Command 
Council. By the 1980s, then, both regimes managed to eliminate, replace, or neutralize the old 
commercial elites, but through remarkably different processes. 

In the recession of the 1980s, as both regimes tried to withdraw the flow of oil wealth 
from their respective clients in society, the forces of opposition to the liberalization policies 
were also very different. Variations in the initial outcomes of the reforms were the result of 
the different sources of social opposition to the new economic policies. In Saudi Arabia, 
where a large state-sponsored private sector existed, the commission entrepreneurs joined 
with the bureaucracy, with whom they had strong business, tribal, and financial links, to 
successfully oppose the state's attempts to liberalize the economy. Unwilling to withstand 
the disruption that the policies would have created in existing patterns of wealth and 
privilege, and lacking the requisite political will to override their objections, the government 
withdrew the austerity measures almost immediately. In Iraq, where no such state-sponsored 
class existed, the regime overcame social opposition to the reforms by neutralizing key 
segments of the bureaucracy and labor at the onset and was able to push through a 
comprehensive reform package. Political will alone, however, was not enough. Despite the 
Iraqi regime's willingness to use draconian measures, its privatization and liberalization 
program quickly showed signs of failure. This failure was largely a consequence of the 
regime's inability to create a system of property rights that was stable enough to attract the 
level of private investment necessary to sustain the successes of early market reforms. 

Forging States and Creating Markets in Late Developers 

The Saudi and Iraqi experiences speak volumes about the obstacles to the expansion of 
domestic markets in late developers. They reveal the process by which national markets are 
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formed and the administrative and social rigidities that must be overcome for them to 
function. When examined in light of broader processes of state building, national 
integration, and the creation of a social consensus for radical shifts in economic policy, their 
programs shed light not only on the conflicting pressures confronting a very special subset of 
late developers with intimate ties to the global economy, but also on the common 
experiences of late developers in the twentieth century. 

Tracing the differences in the ideologies of the two regimes is of little help in explaining 
outcomes. Unlike the Soviet and eastern European cases, the reforms in Iraq and Saudi 
Arabia neither stemmed from nor generated ideological revisions. No attempts were made to 
redefine the political values embodied in economic relations. Both regimes are authoritarian, 
but they are formally committed to fundamentally different ideologies. Saudi Arabia 
professes an ultraconservative version of Hanbali Islam as its political ideology and has 
always upheld its commitment to a laissez-faire economy. The Ba'thist regime that has 
dominated Iraq since 1968, in contrast, is a secular socialist regime that has strong 
similarities to European variants of fascism. The real political economies of both countries 
embody perplexing ambiguities. Ideologies aside, the role of the state in both economies 
during the period under consideration was large enough so that the creation of classes and 
the distribution of wealth on a wide scale were seen as part of the normal range of policy 
options. 

If one accepts the view that the creation of functioning national markets requires basic 
institutional, social, and political changes rather than the simple withdrawal of state controls 
on prices and the sale of state property to the private sector, the dirigisme of the Third World 
becomes more comprehensible. The argument can be stylized as follows. 

The regulatory capacities of LDCs were weak to begin with. The governments of many 
developing countries confronted the task of creating domestic markets in commodities and 
labor at short notice, immediately following the abrupt withdrawal of colonial powers and 
with the explicit intent of replacing trade with domestic manufactured goods. Evidence from 
cases as diverse as India, Pakistan, Iraq, and Egypt suggests that governments in late 
developers became directly involved in the economy by nationalizing foreign and domestic 
assets and financial institutions only after long and frustrating failures to tax, redistribute, 
and regulate the behavior of private actors following decolonization or during the systemic 
crises of the 1930s and World War II. These exogenous shocks mark the juncture at which 
the policies most harshly criticized by the economic liberals were initiated. The populist 
agendas of the Nassers, the Bhuttos, and the Qasims demanded redistribution and regulation 
of wages and prices which, in theory, could have been effected through a strong regulatory 
and administrative apparatus by taxing and regulating private industry, commerce, and 
agriculture without directly taking over productive assets. 

In many cases nationalization and direct controls on the private sector can best be 
explained, not by private sector weakness, but rather by the inordinate strength and cohesion 
of private elites and their ability to thwart the government's regulatory policies. The import 
substitution programs adopted by most developing countries in the 1950s and 1960s 
involved the state in directly planning and controlling domestic investment and prices. 
Unlike export-led industrialization, import substitution programs do not require governments 
to hold down domestic wages.7 Regimes with weak domestic legitimacy often designed 
elaborate redistributive policies based on directly controlling the means of production and 
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fixing wages. Similarly, prices for basic necessities were often directly controlled through 
state ownership. Import substitution required highly intrusive regulation that enabled weak 
administrative apparatuses to directly manipulate the economy but constrained the ability of 
business to take advantage of new opportunities. The systems of licensing, preferential 
finance, and price manipulation became perverted over time, as the instruments of economic 
control were increasingly used to serve the political ends of incumbent regimes. 

In the decade between 1973 and 1983, the inflow of wealth to many developing countries 
in the form of aid, loans, oil revenues, labor remittances, and investment further curtailed 
the need for market reform and encouraged the expansion of state control of the economy. It 
is critical to note that the character of this expanded role was uneven: the expansion of 
productive and credit-giving functions was not matched by advances in regulatory and 
information-gathering capacities. The bulk of external capital flows accrued directly to the 
state, but even in countries where the sources of external capital, such as labor remittances, 
were privately controlled, the institutional response of the state was to shrink regulatory 
institutions and pursue the most politically convenient regulatory strategies possible. Access 
to external capital inflows had a profound influence on the institutional, social, and political 
structures of recipient countries in ways that make market reforms more difficult now than at 
earlier periods. 

Thus, in sharp contrast to the neoliberal position, the evidence presented here suggests 
that LDCs may be less prepared to undertake genuine market reforms now than at any time 
in their postindependence history. The role of external capital inflows in retarding and 
undermining the very institutions, norms, and social changes that are critical to the creation 
of domestic market economies is nowhere clearer than in major oil exporters, where they 
influenced the structure and functions of state bureaucracies by undercutting regulatory and 
extractive institutions and augmenting the role of the state in direct production and 
distribution.74 Oil revenues, like state-controlled loans and aid, saved the government from 
having to tax its population directly and enhanced the ease with which the state could 
ameliorate political conflict by directly distributing resources through gifts, subsidies, loans, 
and state contracts. During the 1970s, distribution and direct state control of production 
became the primary, if not sole, instruments through which oil exporters regulated the 
economy. Along with extractive and regulatory institutions, capital markets, commercial 
law, banking, and insurance industries remained underdeveloped; the old bourgeoisie was 
eliminated or driven into the lower echelons of the business community and replaced by 
bureaucratic and private elites with strong links to the state. 

The inflow of oil revenues to state coffers in the 1970s expanded the role of the state in 
major oil exporters to such a degree that even in those countries that professed to have 
market economies it was difficult to distinguish between the public and private sectors. In 
Kuwait, Saudi Arabia, Libya, the UAE, Iraq, and Iran, oil revenues comprised over 50 
percent of the GNP in the 1970s, giving the government ample funds simultaneously to 
subsidize producers, importers, and consumers. The volume of these subsidies was such that 
the price mechanism in labor, commodity, and financial markets ceased to function. The key 
difference between countries like Iraq and Libya, on the one hand, and Kuwait and Saudi 
Arabia, on the other, was not the extent of state interference in the economy, but rather the 
size and composition of the state's client groups. The "socialist" oil states entered directly 
into production themselves, taking over industry, agriculture, trade, and services, and they 
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used their control to uphold the living standards of a broad base of consumers. The 
"capitalist" oil states, in contrast, distributed oil wealth to create clients in society who had 
strong primordial links to bureaucrats and decision makers. 

Through a variety of means, including state contracts and consumption, interest free 
lending, and patronage, a class of private sector "commission entrepreneurs" emerged in 
each country during the boom years. In all but the Kuwaiti case these groups were distinct 
from the old merchant classes. While the size of the client groups varied a great deal, oil 
states uniformly practiced corporatism on a grand scale, using distributive policies to create 
economic groups as a base of social support and to ameliorate conflict among sectoral, 
occupational, economic, and social groups. Explicitly designed to depoliticize the 
population, these distributive policies forestalled the emergence of class conflict and public 
debate about the ends of development and growth. In all cases, governments deliberately 
destroyed independent civil institutions while generating others designed to facilitate the 
political aims of the state. In Saudi Arabia, Iraq, and Libya, governments deliberately 
destroyed the strongholds of the old private sector, although the means employed to this end 
varied greatly. The new private sector elites emerged in a peculiar economic period where 
quick profits and low risks were the norm. In the highly insulated business environment of 
the 1970s, these elites failed to develop the entrepreneurial skills that would enable them to 
withstand either domestic or international competition. Social relations between business 
and labor, importers and exporters, and other subgroups of the business community were 
heavily mediated by the state. As the bureaucracy and the political leadership themselves 
represented particular sectarian, regional, and tribal groups, even in "capitalist" oil 
exporters, economic success depended less on skill than on ties with the government. In this 
context, the cluster of behavioral and psychological developments described above as the 
"culture of the market" not only failed to emerge, but also were deliberately subverted to 
prevent the rise of social conflict and political opposition. 

In the recession, when oil exporters faced pressure to cut state spending, rationalize 
prices, and solicit the participation of the private sector in economies suddenly less insulated 
from risk, none of the social and institutional prerequisites for creating competitive domestic 
markets existed. These societies and governments were singularly unprepared for the 
untempered ravages of the international economy which were visited upon them during the 
recession. Extractive and regulatory institutions had atrophied; accounting procedures in the 
private sector were primitive; and formal links among members of the commercial-industrial 
class and labor were weak. In institutional terms, the task facing the Iraqi and Saudi 
governments in the recession was nothing less than a thorough reform of the public and 
private sectors. This task entailed forging national regulatory, legal, and extractive 
institutions and their ancillary information gathering and enforcement agencies and creating 
legal, accounting, and disclosure requirements for private business elites who had yet to 
experience the burdens of regulation. The difficulties of these tasks were intensified by the 
political economy of the prior decade. The oil state's abundant resources in the 1970s and 
early 1980s had allowed it to postpone the creation of alternative mechanisms for the 
expression and reconciliation of conflicting economic claims and interests. At the same 
time, the distributional patterns of government spending intensified primordial and regional 
divisions. As a result, the confrontation between state and social forces during the mid and 
late 1980s was particularly stark, both because of the cumulative effects of political 
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abstinence and because primordial sentiments were enmeshed in the struggle between groups 
vying to protect their economic interests. 

In this context, fiscal crises quickly became political crises. Governments with large client 
bases were forced to withdraw the distributive policies of the 1970s and confront client 
social groups that opposed austerity measures. The recession forced the oil states to meet the 
fiscal requirements of the state in a political context where granting participation in return 
for taxes was ruled out at the onset. One result of the apolitical years of the 1970s was that, 
when the recession came, it was unclear who was entitled to bargain on policy issues. The 
boom years favored individual or primordial group strategies over sector-specific ones, and 
the awareness of convergent or conflicting economic interests remained dormant. Few legal, 
organized civil groups existed to aggregate and voice collective interests. The recession 
forced the government to step out of a direct mediating role and to replace the distributive 
bureaucracy with institutions that would provide for the aggregation of interests and the 
resolution of conflicting claims, tasks which were made more difficult by the patterns of 
state involvement in the economy during the previous decade. 

Conclusion 

In viewing markets as "natural" constructs that blossom without the pernicious influence of 
the state, neoliberals skirt the critical question why late developers failed to create 
functioning national markets to begin with. The notion that direct state participation in the 
economy is a special burden for developing countries assumes not only that markets with all 
their legal, regulatory, and administrative characteristics exist, but also that state control is 
administratively more difficult than the alternative of creating and regulating national 
markets. Examination of how the exigencies of national integration, the sacrificing or 
maintaining of distributional coalitions, and the simple act of staying in power have 
influenced economic policy is crucial not only in explaining the dirigisme of the developing 
world, but also in understanding the severe problems confronting contemporary efforts to 
forge national markets in a finance-poor global economy. 

While the immediate cause of the failure of the Saudi attempts and the initial success of 
the Iraqi government is to be found in the organizational strength of social groups opposed 
to economic restructuring, both governments failed in achieving even a partial transition to 
a market economy. To the extent that these cases illustrate the diverse sources of opposition 
and resistance to "market forces," they might be instructive to the proponents of the new 
economic liberalism. If nothing else, the Saudi case shows that the private sector is not 
always in favor of "markets." Indeed, the absence of a large and pampered entrepreneurial 
elite was critical in Iraq's initial reform successes. The issue whether the initial process of 
market reform might be easier in completely state-dominated economies where a protected 
entrepreneurial class does not exist might be one focus of future inquiry. 

On the other hand, the barriers to sustained investment necessary for competitive, 
functioning markets are likely to be high in cases where potential investors fail to gain 
confidence in the regime's commitment to free enterprise. The Iraqi case demonstrates the 
importance of confidence and clearly defined property rights in enabling initial successes to 
be transformed into lasting changes. In the economic crisis that followed the transfer of 
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public monopolies to private monopolies, the resentment of labor and consumers against the 
new private sector elite in Iraq grew. Having distanced itself from the shortages and inflation 
that accompanied the privatization measures, the regime would certainly have won wide 
support if it had decided to renationalize, repeating the pattern of profiteering, failed 
regulation, and nationalization that unfolded between 1958 and 1964. 

While major oil exporters are unique in a variety of ways, they share certain experiences 
with other late developers. Although the particular contours of the liberalization process and 
the conflicts it evokes vary according to national circumstances, these cases demonstrate 
how heavy reliance on external capital inflows can undercut the institutional and social 
changes necessary for successful economic liberalization. Entrepreneurial elites in all 
countries with import substitution regimes are accustomed to levels of protection and 
privilege that are inconsistent with market reform. As in the Saudi pattern, it would not be 
surprising to find that resistance to economic liberalization is located precisely in the upper 
echelons of the private sector in developing countries. In contrast, in cases where the 
dominance of the state has been almost complete, as in Iraq, the initial barriers to reform 
may be easily surmounted with the requisite political will. To last, however, initial 
successes require complex institutional and social changes that are as likely to create the 
conditions for renationalization as to lay the foundations for a market economy. Even in 
these "most similar cases," the social barriers to reform differ. Focusing on key junctures in 
the economic histories of Iraq and Saudi Arabia illuminates the ways that very different 
economic regimes emerged in major oil exporters. Thus, despite the deep similarities in their 
economic structures, government attempts to craft and to implement radical changes in 
economic policy can be expected to yield very different results. Policies may have their 
genesis in a uniform set of economic crises, but outcomes can be understood only through 
historically grounded comparative analyses in the classical tradition of political economy. 
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