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ABSTRACT

e

This thesis examinet the effects of oil revenues on

°

*

fran's< economy. Different aspects of the Iranian ecpnom'y
wered“studied in light of theﬁst—wn price increases in oil
Wh:;.ch resulteci 1n higher oi'1 revenues. The effect of oil on
Iran's development plans, balance va_:f payment , money supﬁply,
credit,"i-mp‘orts,l ‘inflation, agriculture, urbanization and
income distribution were studied‘j’ '
It was found that o0il had a du‘al effect on Iran's
economy: while it provided Iran_‘with sufficient funds to
‘/finaflce its developmen't efforts and to increase its imports,
ij: also created inflation, increased gglative backwardness in

¥

. ™~
agriculture, accelerated urbanization, and exacerbatied

. inequalities in the distribution of income:

RESUME

Cette thése étuaj.e les effets des revenus de 1l'industrie
petroliére sur l'économie de 1'Iran. GPlusieurs aspects de
'l'écionomie iranienne sont discutés & la lumiére de
l'augmentatfon des prix dqu pétrole de 1973, augmentation qui
a abouti sur des revenus pétroliers plus élqvés'”“. Y sont

légalement étudiés les effets du pétrole sur les plans de

S
développement de l'Iran, les soldes créﬁi‘teqrs et débiteurs,

»,




3

7

les provisions monétaires, le crédit, les importations,

l'inflation, 1'agriculture, l'urbagisation et la distribution
des revenus. . . ‘

Cette thése découvre que le pétrole a eu un double effet

sur l'économie de l'Iran; alors qu'il assurait a 1'Iran les

Ld . (4 k3 l’
fonds nécessaires a sSon developpemgnt, et augmentait ses

importatvions il entraina également l'inflation, engendra un
retard relatif de 1'agriculture, accélera l'urbanisatidn et
approfondit les inégalites relatives a la ‘distvri'bution du

-
revenu,
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Iran is the oldest and second largestl opil-producing
.« country in the Middle East. After the oil-boom year of 1973,

Iran like other members of the Organization of Petroleum

Exporting‘LCountries (OPEC) has benefited from substantial

Q

increases in oil revenue. However, o0il revenue may be

thought to have had positive as well as negative effects on

\

] - the economic devélopment of Iran.
~ . -‘? *

Iran s rate of 1ncrease in GNP more than dqubled in the

first two post—OPEC price rise years of 1974 and 1975. O0Oil

i

{“‘ . revenue enabled the Iranian government -to prepare ambitious

Hhr,

- econom,io development ,plans with substantial increases in
1 \ government expehgitures. It also proyided Iran wifh enormous _
suns of foreign exchange which fueled the expansion of the
money supply and credit.

011 money, howewver, had its negative effects .on the

1

economy as wel:L\.jhe injection of oil revenue into Iran's

econony created flation; a phenomenon which was relatively

»

.

unknown to the coutit'ry before 1973. The ag;icultural,seotor

f had declines in 1ts growth rate, new rural ‘immigrants towards

o

urban centers created severe infrastructural problems- income

e R}

B - distribution deteriorated due. to the new riches of the’

>

country and there were massive increases in military

o expenditures and imports of arms. Besides military imports,

[ S

=
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almost every sector of the ‘economy'h'a"d" a major €lement of-
imports which onone hand provided the required inputs for

economic development and .on the other hand, 'had a stabilizing

effect on prices. . ) ’ ,

“

This thesis 1is by 'no meaps a complete survey of the .

relationship betweén oil revenues and e'conomi{c development . .

#

In the following chapters, an attemptswill be made to shed

Y .

some light on the effect of oil revenue on the economic
development of Iran. In chapter I, a theoretical framework -
is sketched out. The role of o0il revenue in Iran's

development plans will be dealt’ wit"‘hy in chapter I;[: In °

chapter 111, other contributions of oil to Irap'.s economy

o
+ ! i

will. be considered. ‘ ' : .

"

Chapters IV and V will concentrate on the.costs of sharp
increases in o0il revenues. Concluding remarks are contained
' ! .

’

in chapter VI.4

o

at

g,

v
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h CHAPTER 1 ) |
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-t The Theoretical Framevwork . f/’
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l. Introduction —

v

9

Reserves of scarce mineral resources are concentrated in
rela.\tively few countries. Due to the scarcity of. trhese
resources in the world as a whole, their prices can be
expected to rise with growth in demand. ' Furthermore,
economic sglf interest ma;y lead the owners of the resources
to form a producer *s cartel which could act to push prices
even highef. In the case of o0il, exporting gover nments2
share in common the great need for quick revenues. They are
more inclined to.exploit the short or intermed'iate-run

dependence of foreign users of their commodity, thus

~_increasing their own ecohomic dependency on oil revenues.

Oil itself has a minor direct development effect, as

M N

iinkag’%s with the rest of the ‘econom{y' tend to be limited.
The only substantial effect is the income which it “Er.ing'é for
the state. -Since o0il is a wasting assét, the gb;ernment's
gZé:eral aim will be to decrease the oil dependency of the
economy and to develop the country apd diversify the economy

as fast as possible, before oil runs out. That is, other

economic activities in these countries must be able to

%

provide sufficient government revenues, foreign exchange and

i

e e
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employment when the time comes that oil revenue decreases or
comple tely ceases. During the process of development, the
OPEC members are eager to convert their exhaustible oil’ into
capital investments, at home or abroad. Faced with a sudden
and huge influx of o0il money, these countries immediately
prepare and formulate an ambitious economic plan.

Public revenues in these countries co;nprige a very large
percentage of the national income. In the e;_‘xtreme, as in
Kuwait, the public revenueé are "neither due to ordinary tax‘
receipts from the domestic sector, nor are they returns on
public enterprise as in the socialist countries. More
generally, there is a unique situation, almost without
?arallel in history, wheré economic prosperity and progress
are largely independent of a doméstically—produced econonic
sourplus and its size."3 As the controller general of
Venezuela pointed out "in-many countries, being rich ‘1s a
consequence of the effort”s and works of the people. When you
make something you can manage it. The creation of wealth and
its management are part of a process. We never had such a
process. The wealth came out of the earth. We have a
conseguence without a cause."4

The resource exporting government's overall objectives,
therefore, would be maximizing gains from exports of natural
resources, protecting the country's consumer interests,
safeqguarding resources for future needs and encouraging

resource-based industrial development.J These general

objectives can be summar i zed by the following set of goa:[ts:6

L

5 -

i

>
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| 1. to develop thg country through investments that

provide the highest expected return for any

given level of economic and political risk.

2. to increase the domestic standard of living.

3. to maintain and strengthen the stability of the
regime, to increase national securjty and the

country's political power.

In order to achieve these goals, the revenue from
natural resources can be allocated among the following main

-

areas: .

1. Domestic invesment for economic development and
growth, i.e., domestic spending on development .
plans, importing intermediate andrcapital goods.

2. Pubylic and private consumption in order to raise the
standard of living and public welfare, i.e., importing S
consumer and agric‘ultural products and food subsidies.

3. Throwawai; spending7, i.e., spending that increases
neither public welfare nor production capacity. An

"example of this type of spending would be the
excessive military spending which is made possible by : /
the vast amount of easy-come o0il money. This .

contributes little .to either economic growth or to the i
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standard of living. It might be'justified byﬂ%

presumed contribution to national security or the

- strengthening of the regime.

2. Objectives of Devé;gpnent Planning

i

-
. ~

The governments of these countries are undér*prgSsufe to ™. r¥e

improve the economic well-being of their citizens due to
increases 1in oil revenues. Thérefore, their launching of an
effective economic development program is affected to that
end. They increase the level of consumption to raise the
séandard of 1i\;ing. ~However, p_rimary allocation of ¢il
revenue to current consumption will notseéiiéiently increase .
the level of achievement of other goals. Furthermore,
consumption if not acéompanied by investment an® saving, will

&
fall drastically as soon as the flow of revenue drops.

Moreover, the increased oil revenues .cannot~ be consumed

2o N

consumption. ' ) ‘ .

immediately as there aré limits'<on the rate of increase in

°
“

Investments that .generate future income will raise the
standard’diilivipg more efficiently than immediate spending
on imports of goods and services. Expected return and risk

are generally cbnsidered to be major criteria of business

" .investment. -Risks can be reduced by diversification, i.e.,

o

by investing in a number of opportunities thereby creating a

§

L

%
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mixed portfolio. A " 4

L |

Both domestic and foreign investment contribute to the
goal achievement. They botk™ have p051t1ve effects on the

-’

standatd of livng since the return of foreign investment can
make future resources available to 1ncreas; the standard. of*
l1v1ng. Domestic 1nvestmen%/ however, has a clear -cut effect
for the country*s”economic development, nat1onal securlty and
the stability of the regime. The proportion of total
investment which is allocated to each type - forumaximization
of goal achieveﬁent - depends on the qhoiceﬁof the specific
level of return and the respective lowest risk which in turn
is é matter of the individual cougtry's'preference. However,
due to the sdesire for fast development, domestic investment
is likely to absorb a growing part of the~bil revenues.

"

The injection of large sums of oil revenue creates new

A

sets of problems. Inflation is one of these problems. The
*sudden and substantial incred%es in 0il revenue leads to the
corresponding ‘injection of 0il money througﬂ government
expenditures and credit expanston in,tpe pri;ate sector,
which in turnjleees to corresponding increases in money
supply. On. the supp}y side, - the country's-available goods
and services has to increase proportionately in order te
maintain relative piice stability. Massive foreign exchange
:

o

generated from oil revenues leads to corresponding increases
- ©

in imports. However, due to the structural rigidities that

exist in a Less Developed Country (LDC), and also due“to the

: /

e
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higher relative monetary expansion, the supply side of the

! %

. 4
proportion. This creates an inflationary gap, which finally

leads to relatively high rates of inflation8, compared to the
pre-oil boom period. Furthermore, the desire to develop as
duicklyfas possible will lead to the creation of urban
eﬁploYment opportunities which is due téiéfglﬁf:ntation of
economic plans. This -in turn results ié rapid urbanization.
The new wave of demand in these areas cannot' anymore be

satisfied by the present trend in agricultural products,

particularly when the agricultural-rural producers become the:

urban-agricultural consumers. The relative backwardness of
agriculture indfavournof industrialization intensifies the
problem, Insteaé, . unlimited foreign exchangeHearnings turn
to a‘general licegsqifor imports to satisfy the newly created
urban”@eménd. The agricultdfal sectbr, therefore, -not only
loses its relative priority, but there seems'to be a negative

o - -

linkage between oil revenués,and agricultural production9,
These new oil-induced problems —,inflationz increasing
neglect of agriculture, urbanization, sudden and enormous
increase in: imports, the worsening of income distribution,
the shortaées of electric power and skilled manpowef, etc. -
will, therefore, be added to the pre-existing structural
problems inherent in being less developed’such as illiteracy,
lack of efficient communication, etc. One tends to believe

that inevitably, there is bound to be a lot of confusion,

mismanagement, waste, lack of - coordination and considerable

" duplication of efforts.

3

. ecoﬁbmy cannot expand accordingly, or at least by the same
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3. An Economic ModellO for an 0il Exporting Country

The¢ model can be summarized as follows:

¢

the economic resources (all in current prices) are:

GDP* = Gross Doméstic Product, excluding the oil
- industry
A = total product of the oil industry

return on foreign investment, where k
is the accumulated stock of foreign
' investment,. and r is the rate of return.

Nl
fl

The Gross National Product (GNP) for the year
© t would be: )

GNPy = GDP¢* + Ay’ + rkg (1)

@ : : :
The economic uses (all in current prices) are:

C = Consumption O

I =  Gross domestic,investment C

G = Government expenditures on domestic goods

. and services

X¢ =  total exports (oil and non-oil goods and
services)

My = total imports ( including government

import of goocds and services).

Nx¢ > Xg —-Mg = net exports which can be
« positive if )

xé;) My, negative if X¢ Z(%t ) )

orzero if Mg = X '

The Gross National Product would be:

GNP¢ = ét + Iy + G + Nx¢ (2)
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Due to the sp?cific characteristics of oil - low'price
elasticiﬁy of demand, high income elasticity of demand, the
existence of an aggressive cartel ~ the unit price of a
barrel of oil has been increasing in the world market.
Furthermore, as long as marginal cost of productio?~of oil is
léés than thé anticipated price, there is an incentive to
produce more. . The value of A, therefore, is rising over
gime{ causing GNP ;3 reai terms to indrqueboéer the long

-

ruri, through the following mechanism:

1. ihcrease in 'k' (assuming r is constant): net
addition to 'k' in the current period increases
the capital stock held abroad in the subsequent
period(s) and thereby'increases GNP in the long
run. Y ( ‘

2. increase in GDP* in real terms: the portion of
'A¢' which is spent on Qevelophental projects
would increase production capacity of the economy
in the following 'periods and thereby GDP* in real
terms over the long run. )

’ -

Discussion of government development blans is therefore

one of the major objectives of this thesis. The quantitative
link between development projects and increase in real output
may well be- expressed in terms of the incremental capitdi

output ratio as detailed in chapéer II.




i In the long run, however, if the price of o0il continues

-

= to increase drastically, the conservatiion measures in the

industrializéd countries and- their incentiye to search for a

cheapeﬁ{source of energy, may lead to a defrease in the value

of 'A'. ;
o o 1
_ Increase in GDP* depends on. the degree of
industrialization and development and economic. growfh.
However, dué £b the fact that the country is in the early

stages of industrializatién and development, this item in

equation 1 will have an increasing trend as well, especially

' s

when the long run implication of increase in 'Ag' (as ;
discussed above) is taken-into account. The rate of increase o

in 'r k ' may not be considerable\ii;if the country needs

most of its income to spend domestically. This is due to thé
i;patient desire of these countries for development,
particularly for the more populated countries wigh relatively
) higher, absorptive capacity.ll ‘'xy’ therefore,'éonstitutes(
) the major faqtor for pushing GNPy upward.

Among the factors that prevent GNP from growing in real
terms are“the liimitations of relative aysprptive capacity.
These factors codid also include throwaway spending (TSg)

¥ since it is the victim of easily earned money of oiy.
Furthermore, imports of consumer gooés and services wopld not
increase the capacity of the country towproduce more. If TSg
rises, it will necessarily lead imports to.rﬁse sinée‘ana v

‘ increase in domestic military spending will fequiri

substantial increases in imports of military equipment-and L

-

¢

4 ' N
. - - . oy ~ T e
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services. In addition the development: process itself

requires several factors of production - capital and

intermediate goods, managerial and organizational expertise._

etc. - to put together in use of development. The suppiy of
these factors are limited in LDC. The only alternative would
be, tﬂ‘refore, to import these factors of prodution.
ﬁésides, if the priority is shifted from agriculture to
induséry - a trend which is likely to occur since these
countries are too impatient for development to wait for time-
consyminé agricultural results, when they can spend their
- -

easy and ready money from oil to import in no time - then the

import of agﬁicu;tural products are needed to satisfy the new

and growing urban demand which dis created by increases in

'A¢' and urbanization. "Nxg', therefore% will constantly be
under pressure to decline. The actual value of GNP in a
specific period will depend on the country’s overall economic
performance in that time. A

‘

4. The Allocation of OPEC's Surplus

bl

It is important to study the effect of massive oil
payments by o0il importers to oil exporters. There are
several factors which indicate that the conventional
adjustment mechanisms are irrelevant to the OPEC surpluses.l2
The domestié economies of the surplus oil-exporting countries

are such that they are isolated from changes in.oil
. ) .

e

=\
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Ny,
revenues and from the resulting shifts in the balance of
‘payments, whereas the conventional theories of balance-of-
payments adjustmemt are based on direct linkage between
shifts in the balance of payment and the domestic economy.

" The OPEC members receive their export revenue in foreign

exchange and they do not have to provide pafallelllocal

. currency payments to domestic residents,13 Furthermore, the

oil-importing countries as a group do not need to convert
their currencies into the currencies of oil~-exporting

countries to make the transfer because the payment currency

1

for oil imports are actually the currencies of certaing
& N a

importing countries.l4

An increase in export receipts, therefore, puts no .

upward pressure on the exchange rate for OPEC members. The
OPEC surplus %éonomies do not have t? aqiust to monetary
expansion-and rapid increase in disposable income through
inflation and increases in imports. The governments of OPEC
countries receive the surpluses and therefore, the internal
economic variables such as money supply and domestic incomes
are not "automatically" affectkd, If the internal variables

3 )

were affected, then it has been due to the decision of the

' governrient of the oil-exporting country. In other words

these governments do not remain passive and adjustments are

- due to changes in their policies. . Otherwise the passivity of

OPEC governments would result in substantial changes in

exchange rates and domestic money supplies. "The fact that
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some economic agents (the goggrnments of the OPEC countries)
who receive virtually all of the o0il revenue also de;ermine
what iﬁports'will be purchased and how the rémaining surplus
will be invested abroad; makes ‘the normal definition of a‘
balance-of-payhents s&rplus arbitrary or meaningless for
these countries."l5

The sufplus of oil—éprrting countries are the deficits
of pil-importing countries which lead to an overall payment
disequilibrium.thatqis the direct result of the isolation of
the internal economies of OPEC members from their
international sectors. 'However, if the traditional forces
resulting from the classical theory of transfers were to
produte adjﬂstment, a harsh adjustment mechanism would be
preated:' if OPEC countries set prices and received oil in
their local curreqaiesw a floating exchange gateaéolicy would
resﬁlt in a sharp appreciation for a number of OPEC
cuf}encies and parallel incréages in the U.8. dollar price of
oil. This appreciation of OPEC countries would be ;igher if
OPEC decided not to mAke investments abroad. A fixed
exchange rate policy of| OPEC, under similar circﬁmétances
would result in rapid inflation in OPEC countries which in
turn would lead to a rapid increase in imports. A pgrallel
deflation in the oil-importing countries would havé pzoduced
a severe recession. The classical adjustment process,
therefore, is not always to Ee preferred over a continuing

disequilibrium.16 particularly the fact' that the OPEC

i
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surplus countries are ,willing to continue acgumulating

financial claims on the importing countries, makes the

LY

traditional adjustment processesﬁunnecéssary;

The Keyne;%an:trahsfer approachl? (the absorption

épproach)~cannot be usefully aéplied to the oil deficit

problem either. According to this theory, to correct the
balaqce of payﬁeqts disequilibriuﬁ, the OPEQfs surplus or the
oil-importers' deficit .should be decreased or elimihateé'
which in‘turh requires either the,increase’in absortpion

capacity of OPEC countries or the‘decrease in that of oil

1
k!

importing countries. H6Wever, due to certain structural
characteristics of most OPEC countries - small population,

shortages in infrastructure -'the absorption éapécﬂty of
these countries cannot be increased, even if they can spend
~T

1

all their foreign exchange earnings on current imports in the

-

sﬁbrt run, 18 there wduld be a limit to how much a surplus
OPEC member ~can afford to suffer 1nflatlon just to achieve

external equilibrium. . The advanced o0il importing gountrles,

on the other hand, also have difficulties in reducing theif

3

. absorption capacity, since it  leads to econonic recession and

1

trade war among themselves.l9 .

v , 2

In this view, OPEC members can 'érefofe,ispléte their

econom& from the ‘exogenous faqtor f_increases in.oil
revenue.  -They can control the I of E&iFCtiOP of oil

money 1into thelr .economies, The existing inflation and

4
1ncrease in imports 1q their countries are in fact due to

[

. g
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. their own desire to develop in a relétivelf short period of

- time. This redction to increase the oil revenue is, .
”

-z therefore, voluntary and is due to their setting of
priorities to develop and import as qu1ckly as p0551ble.

Iran is a prime exaﬂple of this situation. The

d -
DAL S .

country s ambitious development plans 1ed to a situation 1nu

which the adjustment mechanism to the huge :increases in oil

u

. revenue has been through inflation, imports, and military

spending. In the process of .adjustment, agricultural
» b ]

- .

development was ignored, massive migration towards urban
areas took place and the distribution of income deteriorated.
However, the positive effects of g{l revenue on Iran's

° had & PR3 a
a

( 3 gconomy - the financing of éé?nomic developmeng plans and

# hence massive increases in government expenditure - canpot be
]

denied. . °

’ < o
< ©
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CHAPTER 11

[

Role of Oil Revenues in Iran's Development Plans

l. Introduction

puring the decade prior to 1973, Irai’n's GNP grew at a
compound annual rate of 9.4 percent (see table 1),
Following the oil-price increases in the 1970's and

especially since 1973, Iran's 0il revenue increased

substantially. This led to an accelerated economic

’expansion, with the real growth rateée of GNP reaching 42

percent in 1973 and 39 per(centcin 1974. The average
p
compound rate of growth of GNP reached 20.4 percent for

the period 1973—1977; 0il revenues, therefore, permitted

17

the country to avoid financial constraints and to achieve . ~

high rates of economic growth. .-

In order to illustrate the role of oil 1n Iran's
economy, this chaptex; is devoted to a brief his@tovrly o\g oil
p;'oduction in Iran, the trend of o0il price incre;':lses,,
their effect on the economy, ©n foreign exchange réceipts,
on money supply and credit expansion.

2. " Brief History of the Iranian Oil Industry

)

Available empirical evidence indicates that the

PR g a L a
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TABLE (1)

Iran: Real GNP (1954%‘77) In Constant (1974) Prices

4 k]
Year - GNP 1 Change
(Billion Rials) :
1954 264.5 -
1955 271.9 ° 2.8
1956 366.3 34.7
1957 403.3 16.0
1958 $34.6 32.6
1959 562.4 Y 5.2
1960 590.3 5.0
1961 616.0 , 4.3
1962 iy 652.5° 6.0
. 1963 690.0 ‘ 5.7
- 1964 - 723.1 ¢ 4.8
1965 - 764.9 5.8
1966 809.3 5.8
1967 861.3 6.4 -~
1968 965.2 12.0
1969 ‘ 1047.1 8.5
1970 1173.1 12.0
1971 1357.6 15.7
1972 ° 1594.7 17.5
1973 2267.3 42.0
1974 3148.6 39.0
1975 3210.8 2.0
1976 3722.0 16.0
1977 3837.4 + 3.1
* Average
) Annual Rate
1954-66 10.2
1967-72 . 12.0
1973-77 20.4

Sources: The Statistical Yearbook of Iran, 1977, p.662 1972, pp.680-682;
Economic Report and Balance Sheet, 1977, p.163.

Bank Markazi Iran:

3
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’combined‘cimpact of éirect and indirect infiuences of the
Iranian oil indust;y dur'ing the‘firs“t forty yea‘ré of its
operation (1‘91‘0—’1950). .was not great enough to help t.:he
economy in the direction olf self-sustained growth. Under
‘general concessions \for the exploitation of oil in Iran,
exclusive rights of exploration, produc\tion and r;fining
of c;il was granted to foreign companies ;nd individuals.
For example, in 1901, william Knox D'afcy, a Bri.tish
subject, ‘obtained ex;lusive rights of the exploration,
production and refiﬁing of 0il for a periodvof sixty
years. AftQ;r 1908, a new company, the Anglo Persian
(Anglo—Iranian)\Oil Company was established and took over,
all rights and privileges of the first exploration
company . These conditions continued until, March, 1951‘»,0
when t*hehIranian parliament nagio’na*lized the 0il industry

throughout the country. In October- 1954, the National

Iranian 0Oil Company (NIOC) took legal ownership of Iran's
« “ ’

~

k3
-,

oil revenues and assets.

After the 1954 oil agreement,-Ifan's revenue per" '

<
bdrrel of @il quadrupled compared with the pre-
nationalization period. Nevertheless, the 50-50 division
©of profit agreement wa\s considered unsatisfactory. The

1957 oil laws gave the NIOC sole responsibility for the

Py

development of . thenation's o0il, resources throughout the

— n
1,

country. Tfrebse two new agreements provided the ground

work for a 75-25 percent division of the net profit in

<

19
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favour of Iran. Immediately following this, several other

agreements with similar profit-sharing ratioes were
a i .

]

concluded between Iran and foreign o0il concerns, under’

Il N

which Iran also received tﬁe sum of $185 million in 1964
as a down-payment "‘bonus“l. A éontractual arrangement
with several Fren¢ch o0ll interests raised the)share'of
profits éccruing to Iran to 90 perf:ent of the total
profit. According to the general arraﬁcje'ment concluded@ in
Tehran in February 1971,2 between the'major ©0il companies
and the six OPEC members in fhe Middle East -(Abu Dhabi,
Iran, Iraq, Kuwait, Qatar and Saudi Arabia), oil prices
were pushed upv\dard. Iran benefitted handsomeloy from the
large 'increases in oil prices, th‘rough the collection of a
vastly increased monopoly rent because of the inelasticity
of demand in 0il consuming countries. 1In Juiy 1973, Iran
took complete control over oil production from consortium
0oil companies. Iran now negotiates items of sale dir‘édtly
with foreign buyers rather than indirectly wit'h members of
the consortil;m. A buyer-seller relationship im the o0il
n;arketplace was thus put into effect as opposed to the
former concessionary agreements with iqt&er‘na‘tipnal'oil
companies .alone.3

The manne:‘in which the above noted historical

developments relates to this thesis is summarized below:

1. The 0il revenues accruing to Iran had an

20
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increasing trend during the period in
question due to the following factors:
i gxpansion of oil industry which
in turn was, due i:o' technological .
improvements in that field and
increasing foreign‘ démand for oil.
ii increaée in Ir‘an's sﬁare of oil
revenues due to changes i‘n c;)ntractual

f

agreements. :

iii increase in the price of oil, due to

o

¢ o
changes in cont'jractual agreements and/or

Lo s
increase in international price of oil. "
These factors are treated as exogenous
historical facts-in this thesis and are

further discussed in the foilowing section.

2. The Tranian government car; be cc;nsidered as the
sole.channel 1linking the o0il revenues to the
Iranian .economy. Analysis of government econonic.
policies is thereféng,,»f’&% crucial importanc'e to

this thesis.

v b

In short, oil revenues affect the Iranian economy
both positively and negatively. They are unquestionably
the driving force.in increasing national income through

the government'development plans as well as their

o

21
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3. Trend of Increases of 0Oil Pricegs and GNP

[
’

~

’ - &
contribytion to foreign exchange earn_ings;f:‘they are also
capabl\e of causing high rates of inflation by mechanisms

which will be studied in chapter IV.

[

s
g

In the first full year following nationalization

(1955) , the total crude o0il exports amounted to more than
. ’

120 million barrels, bringing receipts of $90.2 million

(see table 2). The development‘and“expansion of the

\ ‘ . . .
market for oil products in the next decade resulted in

increasing oil exports to such an extent that-T they
increased ten-fold to 1,232 million barrels in 1969,
creating over $920 million in revenue for the Iranian
economy. ' During theql954-69 period, cumulative gross
crude prozjuction by the consortium companies amounted t?
8.4 billion barrels, which resulted in a total value of
oil-export' of about $6.4 billion (see table 2). |

The major boost in o0il prices began after the OPEC

dgreement in Tehran in February 1971. As a result of this

agreement, the ;;rice of heavy ;:rude 0il was expected to
rise.: by 49 cents per barrel during 1971, by .';an additional
‘55 cents in 1972, 65 cents in 1973, 73 cents in 1974 and’
83 cents in 1975, which- would haye brought the per-barrel
price to $4.5. However, the actual price increases were

much higher after 1973 (see table 3). Late 1973 saw a

22
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Iran:

-k

TABLE (2)

Crude Oil Production ‘and 0il Revenue (1955-77)

[

23

Year “Production . . Receipt from O1l Export
, ' Million Barrels: % Change Billion U.S. § % Change
1955 12 435,7 0.09, 335.7
1956 0,20 64.7 0.15 67.3
1957 0,26 32.9 0.21 41.0
<1958 0.30 14.8 0.24 16.2
1959 0,134 12.8 0.26 6.1

. 1960 0.39 15.0 0.28 8.6
1861 . 0.44 12.6 0.29 2.2
1962 0.49 11.0 0:.34 o 17.6
1963 0.54 ~ ., 1.7 0.38 11.0

. 1964 0.63 - 14.7 0.48 26.9
‘1965 0.70 11.6 . 0.51 6.6
1966 _0.78 11.7 0.61 18.3
1967 0.95 22.1 0.75 23.6
1968 1.04 9.1 0.85 13.5
1969 1.23 18.9 0.92 8.1
1970 1.4Q 13.4 1.11 20.2
1971 1.65 18.6 1.85 66.9
1972 1.84 10.7 2.40 29.4
1973 2.14 16.7 4.40 83.6 .
1974 2.20 2.7 _ 21.44 387.4
1975 ’ 1.95 . —11.2 19.08 -11.0
1976 2.18 12.6 22.71 19.0
1977 2.04 -7.2 23.61 4.0
Averages ,
1955-6¢& 0.43-. 54.1 0.32 46.5
196772 1.35 15.5 1.31 27.0
1973-77 2.10 8.7 ; 18.25 96.6
Note: Rate exchange: 1955-72, par rate 75.75R/U.S.$; , 68.88/U.5.%;
1974, 67.62/U.5.$; 1975, 67.63/U.S.$; 1976, 70.22/U.5.$; 1977, 70.60/U.S.§.
See Ifnternational Financial Statistics, Vﬁﬁrious Issues.
Sources: Anindya K. Bhallachorya 'The Myth of Petropower', 1977, pp.84-85;

Organization of the Petroleum Exporting Countries, Statistics Unit,
Annyal Statistical Bulletin, 1974, p.1l46;

For 1975-77: Bank Markazi Iran, Economlc Bulletin and Balance Sheet,
pp.162-183;

Quarterly Economic Review:

Iran, No.

2 (1976), No.

3 (1977), No. 3 (1978),
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TABLE (3) ®
Iran: Price of brude Petroleunm N
U.S. Dollar — Barrel
-~
Year \  Price v
&
1961 1.73
1962 1.73
1963 1.73
, 1964 Q ‘ 1.73
- 1965 1.73
1966 1.73
1967 1.73
) 1968 \ 1.7 ’

1969 1.74
1970 1.74
Y o19n . 2.13
. 1972 2.41
1973 3.22
1974 . 11.56
1975 11.51
1976 : 12.22
1977 ‘ 12.49

"

Sources: International Financial Statistics Yearbook, l9r79-1980, pp.230.231;

World Energy Stat’istics, Yearbook (United Nations), 1979, p.1205.
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marked change in OPEC's strategy with a resulting fourfold

"increase in the price of Iranian oil, from less than $3

per barrel kin 1972 to nearly $12 per barrel in 1974. By '

March 1974/ Iran's oil income went up to more than $21
billion, an amount five times greater than that reached on
the average in previous years (;see table 2). 1Iranian
crude o’il production reached a record of more than 6
million parrels per day j(n 1974, 5.6 million barrels <;f
which was exported, twice the amount tegis.tered the year

before. The annual increases in 0il revenues were 83.6

percent and 387.4 percent for 1973 and 1974, respectively.

In 1974, the Iranian economy continued its boom at a

time when the rest of the world faced the problenm of

staignation. Per capita GNP went up from $501 in 1972 to
$821, in current prices. In 197.’;, however , economic
conditions changed rapidly for‘ Iran. This was due to a
recession in the industr{al countries, accompanied by

n
conservation measures which resulted in a sharp decline_ in

world demand for oil, incluéing that of Iran. 0il exports
had increased by only one percent in quantity,' and oil
production registered a sharp drop of 1l1.2 percent in
1975. 1In 1975, oil revenue, in contrast, actually fell by
.12 percent. Since the final quarter of 1974, petroleum
production levels in Iran have been falling and oil

exports experienced steady declining volumes. ‘This trend

was arrested in March 1976.4 1In short, as a result of the
- [
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" developmental and the contractual agreements of the |,

¥

Iranian oil industry, the increase in ouvtput from 329
thlousand'bax:'rels a day in 1955, to 6.5million Qbarrels a
day in late 1976 wds accompanied by an increase in oil
revenue of more than 230 times, from about $90 million to

more than $20 billion.

4. Dualjism and Iran's Development Plans \

T . A3 4

| Iran,- althdugh expe;iencing strﬁctural changes during
the period in question, can be considered as an example of
a dual économy; an economny characterized by a mode:n' 3
sector convtaining manufa’cguring indl;_stries\(incltuding
direct foreign inves’t':mer_xt),and highly develéped, capital-
intensiv'e extractive industries (ojl and‘'gas), together
v;ith a relatively ’underdeveloped, slowly growing
indigenous sector. The side’iby—side existexlxce of these
two sectors dives rise to what is described as a dual
economy.’ “ \ M\

The Irfanian economy has a mixed nature with both
public and private sectors,» each\a playing sepdrate and.
signi ficant roles. During 1910-50, the unbalanced growth
of the oil -sector had no'widespread repercussions on the
economy, either directly or indirectly. This may be . X

contrasted with the post-1954 experience.

In February 1949, the Parliament passed a Plan
4
y

4 '
+
Q‘ /
v 3
>




Pt

i SR &

. -

TR Hgy e s e

9

&)
-, - @ [

t

Otga'nization Act est'qb_lishing the plan. organization Ffor
the task of implement,ing. the !first ‘seven year plan (Sept.
1948 - Sept. 1955) . The RLS 62 billion ’tota1~expenditure

of the First Plan was .to be allocated among various

3 ! 4

programs, apparently for Iran's reconstruction and

development. Oil played the critical role in the
provision of ~the First Plan's financing. Thus, . when the

nationéliiation of the 0il industry (in March 1951)

resulted in a drastic decline in pil operations and:

incoming revenues, development operations were cut

drastically with the total Lexpe‘nsesp reduced to RLS 21
bil'lion.5" During the period 1948-55, Iran's oil .revenues

amoﬁnted to a mere $76 miliion or an aveiagé of $10.8

million per year: 37.1 percent'of the 'sources ‘of funds

for the first seven-yeaf plan was préjected to be oil |

5

révenues (see table 4). ' .

The Second Seven-year plan (Sept. 1955 - Sept. 1962).

called for a total outlay of RLS 70-'billion ($933
million), to estabiish esséntial infrastructure for the
economic transformation that was to cb;ne. It included
construction and development of dams and roads,
introduction qf V\ocat'ional"and technical education“ and
mobilization of human power.. A year 1at3er in 1956, total
authorhized expenditures were raised by 20 percent to RLS
84 billion and 0il revenues actually allocated to the plan
organizatioﬁ. duping this period were RLS 61 billion (seg

)

table 4). The total revenue which the goverment feceived

1
v

3

[ ——— [ N, —
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Iran: Share of Oil‘in Financing Development Plans .

o .
Table (4)

. & & o - ‘
oo ' '
iy : -
*’\ _ Development Plan Total 0il Revenues Allocateg . Peréentage Shdare: of 0il
' to Each Plan e to Total Plan Outlay
- Firet Seven-Year Plz\mk . 7.8 ’ T ,‘ ) ° 37.1 )
(1948-1955) L e RN -
i \\’F e o [ 5.
Second Plan (1955~1962) - 61.0 ., 87.1
Third Plan (1962-1968) - 153.3 S 66.7.
{ j Fourth Plan (1968-1973) ] ' 385.0 o X 1S
Fifth Plan (1973-1978) ‘ 8296. 5° IR 79.8-
-\ ' . ‘ ' o
~— / ! B
- i * ! E %3
Source: Plan Organization, Réportron Development Plans;, (:Péhran, Iran) Lot
Years 1959-1964-1968, 1974, j RS
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from oil over this period was approximately $1.7 billion
(RLS 120 billion). It is obvious that wit;lout oil
revenues, the Second Plan, too, could not“have been
successfullynlaunched or properly finaﬂcéd. The
implementation of the Second Plan was only paftly
successful, - .

Despite all their achievements, the first two seven-
year plans could still hardly be calléd "glans" in che
technical sense of the word. They were more in the nature
of projections of financial allocations for large
government expenditures in an essentially market
f ramework. , .

The Third Five-year Plan (Sept. 1962 - March 1968),
was the first attemptnat comprehensive planpning. T It
initially ‘pr‘oposeud a_ totél expend‘it;ure' of RLS 190 billion.,
This was eventually increased to RLS 230 billion ($3:1
billion). |

0il revenues constituted by far the most iép&rtant
source of develoément funds (66.7 percent). Tbe RLS 153.3
billion of receipts for oil allocéted to plan organization
during the Third Plan period represented more ’than two-
thirds of the total incoﬁ; that had accrued to the
government from oil duri;';g the same period.G The Third
plan channeléd a substantial proportion of indirect
earhings of the 0il sector iqto developmentuprojects, and

it was also the first Iranian plan to specify the

|
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underlying development strateqy, objectives and tdrget N
P growth®rates., 'The Third plan specified how oil ‘revenues ¢
P could contribute to achieving these gdals. Moreover,
¢ C problems of fiscal control and organizational efficiency .
which became increasingly critical during the Second plan .

1 led to the establishment of an Economicﬂ Bureau, later, the
Division of Economic Affairs in 1958. A staff of _ -
t co‘:npetent.xr;anian economists was recﬂruiited for the
Division (accompanied by a team of foreign economic
‘advisors until 1962). 'I"he Divisioln w,ashassigned formal
: . reso‘n'sibi_lity for preparing the Third plan to begin when -

the Second plan ended in September 1962. The Third plan '

Angp .
oy

{'": was to take account of Iran's entire resource structure.

.

Policies which could harness both public and private g

activities to achieve national development goals .were to

-

be included: However,‘degailed estimates were not }nade

for all economic activities. It stipulated \onlyl that ,
S consxdetatlon‘ be glven to creatlng conditions within which Co .
- ' private -activities gould move more rapidly to promote . »
economic and §oci£l deveYopment. The role of the plan

Organization in direct execution of government programs

was to be reduced and 1nqrea51ng responsibilities were,

assigned to- normal goveznment agenc1es.

Iran s economic development during the third plan was
Yoo . . . - :
characterized by a high rate of growth and relative price
- ' N " ~ : ‘
\ ° ) ¢ t
. . _ . . . %er
| X ) ‘
N, - - —
oy __ |




stability. The GNP at constant prices increased at an

annual compound rate of about 9 percent, while ‘the GNP

deflator increased by slightly over one pétcent pery year.

Thus, with the population growing at an annual rate of

close to 2.8 percent, real per capita iGNP incgieased on the

average‘by over 6 percent during the 6 years of the third
. plan.

*The high gtc;wth rate during the third plan was -

~ largely due to the increasing development effort which-was

reflected in the sizable increase in total investment.

Gross Domestic Fixed Capital Expenditures more than

doubled rising from 15.3 percent of GNP in 1962 to 22.3

percent of GNP in 1967. Almost two-thirds of this
increase was in public sector investments, which increased ,
from about one-third of the total investn;ent in 1962 'up to
almost one-half in 1967. grivate-investments increasg/)j
sharply in 1964 (20'perc'en£) refle%{ing a revival, of
puginess ‘activities afterc the recession which ended in
1962. From 1964 to 1967, there was a g}:adual slow-down“in

the' rate of increase of private sector investment (from 20

percent in 1964 to 8.5 percent in 1967) .

P
!

Another factor that has contributed to.the high rate

of growth during the third plan was the incremental . >

capital/outpdt ratio which averaged 2.6, which was low in .
"comparisc')n to that of other developing countries. This

n

. N . ) , -
i’» AU , low cqpital/output ratio was explained to some extent by
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the existence of under-utilized capacity at the begiﬁﬁihg
of the period and by the relatively large increases in the
value—agdgd in petroleum production which were'ngt
primarily due éo increased investment. However, it
reflected the increase in quick-yielding investments,
particularly in the private fector. .

The Fourth Five-year plan (March 1968 - March 1973)
was the most comprehensive of all the developmént plans
yet—formulated.) Up to the start of the Fourth Plan’, in
1968, some-$3 billion (RLS 210 biilion) of oil royalties,
were allocated to the plan,ogganization for investment in
various development projects under the first three plans.
An increasing share of oil income was expected to bg used
for future developmenti as the absorétive capacity of the
economy expanded. Total ;nvestment of RLS 810 billion
($10.8 billibn), in addition to investment on the part of
the private sector, sought to increase the real GNP by 9.3
percent per annum, from an initial $6.9 billion in 19677,
Petroleum production was egpectgd to increase‘almost 80
percent during the plan period. According to the Fourth
Plan, Iran expected to receive RLS. 487 billion ($6.5
billion) from the o0il sector, of wh;;h 80 percen: was
allocated to the plan organization and the remaining 20
percent was absorbed by the government for routine public
éxpenditures. )

K“):I'he Fourth Plan emphas{zed industrialization;

s
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development of agriculture and raising farmers'‘’"income so
as to avoid the migration of rural families to cities;

raising public welfare and propagating social services

ramong different social groups, especially low-income

’

groups. The élan's growth target for dgriculture,
however, was not fully realized, as the actual rate fell
short of the planned rate by 0.5 percentage points to an
average ;nnual grqwth rate of 3.9 percent. The relative
share of ag;iculture in GNP also declined by 6.5
percentage points; while the relative shares of services,
national oil™and industries and mines increased by 3.6,
2.1 and 0.9 percentage points, respectively.

Government revenues “from the oil sector grew at an
average ahnual“rate:of 27 percent, as ;oméared with- 18
percent from all other sources. 0il revenues accounted
for 63.1 percent of plan organization funds. 0il
revenues, in dollar terms, increased more than fourfo%d,
from $751.6 million in 1967 -~ 1968 to more th;n $2.3
billion in-.1972 - 1973 (see table 2).. In spite'of rising
oil revenues, the Fourth Five Year Plan was not a complete
success; exports of goods and services increased 1.6
percent less than the annual average planned iate and
imports, in’ the other hang, r?se 3.2 pérce;t per year,
more than the planned rate.8

)The Fifth Five Year Development Plan (March 1973 =~

. ! . A .. e .
March 1978) envisioned utilizing the rising o0il income for

33
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development purposes, even more_so than did the Fourth
\ A
Five Year Plan. SUbsequént sharp increases in o0il prices

and government revenues during 1973 and 1974, ;adicallf

altered the plan's financial projectiohs and called for a-

wholesale upward revision of the targets. Thé&Fiftb Plan

committgd itself to.an outlay of $123 billioﬁ, neaEly $70

billion of which (RLS 4,699 billion) was allocated to '

fixed capitél investment. The Fifth Plan's total
projected expenditure in' the deyelopment sector, dogbied
the scope of the original version and overall was about
six and one-half timés larger than the Fourth Plan.

An economic boom for Iran in the first year of the
implementation of the Fifth Plén (late 1973), -increased
GNP by 42 percent comp;red with the target rate of/é?owéh
of 11.4 percent. To fulfill the objectives, oil

. |
production was expected to increase from 5 ) millifn

~barrels ber day in 1972-73 to a possible maximum of 7.3\

million in 1977-78. 1Iran's per caéita income would
therefore increase to $2000 by 1978 (from $550 in 1972).
The contribution of the oil sector in GDP was p;ojected to
increase at an average annual ratg&of 51.5 percent during
the Fifth Plan.

0il and gas income was expected to reach 83 percent
t

of total revenues during the Fifth Rlan compared with 53

percent during the Fourth Plan, and the share of oil'

1

revenue in total government plan expé%diture was to be

34,




79.8 percent (see table 4). O0il export revenues rose By,

about 28.8 percent a year between 1955-1977 (compoﬁnd
rate) and‘this rate was 126.3 percent during 1971-74 (see
table 2). s

In 1974-75, oil accedﬁted for 45 percent of GDP, B84.3
percent of governﬁ;nt revenues and 89.4 percent of current
foreign_exchangé receipts. However, in 1975-76, éwing to
a significant drop in production and exports, these ratios
declined correspondingly.? pil receipts h;ve.been a
painless source of savi;gs,kand as a dyhamic sector

serving as-.a crucial element in the development effort,

they have also been a welcome relief from extreme foreign

exchange problems.

The growth perférmance of thg Iranian economy has
thus owed much to the behavior of the 0il sector. 1In
terms of linkage, the influence of this sector on the rest
of the econo%y was small but'grgwing rapialy (as far as
its fo}ward linkages are concerned). In its backward
linkage - i.e., the magnitude of the demand by the oil
sector for domestic goods and services - its influence was
"still relatively small. This is partly the result of the
highly capital intensive, sophisticated nature of the oil
industry, whose main E&pital equipment needs cannot be
supplied from domestic sources.l0

&n its forward linkage, the situation has been better

and is constantly improving. The flow of o0il and oil

-
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products to other sectors (domestic consumption of oil and
0oil derivatives) has gone up more than 17 times since
1950. In recent years, nearly 70 percent of Iran's
domestic energy requirements have been supplied by the oil
industry. Oil and jas together have provided about 90

percent of the country's energy needs.ll Crude petroleum

v

‘is refined at Abadan, Tehran, Kermanshah, Shiraz and

' Masjed-Soleiman with a total capacity of 825,00012 barrels

a day, out of which, Abadan refinery (470,000 b/d) and the
two Tehran refineries (210,000 b/d), all togethe?, have a

share of more than four-fifths of total domestic

refinings. It is important to note that Iran's national

oil policy has emphasized, particularly in recent years,
“ S v
production and exports of the o0il by=products such as

b

refined products, petrochemical and synthetic food and”

fiber’

As the o0il revenues accruing to the government have
provided the fiscal authorities with a convenient and
readily accessible source of funds, other taxes (both
diréct and indirect) have‘been kept relatively low by the
government, without substaﬁtially impai}ipg public
services. It has been possible to meet growth objectiveé
without the necessity of siphoning away private

consumption and without undue hardships to priva@e

individuals. The oil sector has had a significant effect

‘on national saving and growth., Table 5 shows the ratios

_
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of nominal saving to GNP, and to nominal investment during
the period 1967-1976. The important effects of the oil
sector on savings, investment and growth are obgioué after

1973. As seen in ‘table 5, due to an increasg in domestic

value added by the o0il sector (in 1973-75, pafticula;iy),‘

the ratio of gross national savings to GNP reached a
record of 47.4 percent and the ratio of gross national

savings to nominal investment reached 181.5 in 1973 (these

ratios ‘continue toé be high in succeeding years). This

L4

‘indicates the effect of the increase in oil revenues after

\
the oil boom, by which national savings and investment has

.
/

been affected. (

’

The allocation of resources in the Fifth Plan was

envisaged to ensure balanced growth in different sectors

and regions of the country. However, greater emphasis was
pPlaced on investment in  the key sectors sgch as
agriculture, basic industries (particularly ‘petrochemical)
and some other areas deemed to be of infrastructure
nature. The expectéd amount_pf value Ahded in“four
aggregate sectors of the economy and their share in GDP at
the end of the Fourth Plan (1972) and Fifth Plan (1977)
are shown in tables 6 and 7. The expected amount of valué
added in gil had an annual growth rate of 51.5 pércent
(during 1972-77) while the share of oil in GDP grew by 5.9
percent duringwthe saﬁé period (at fixed prices of 1972).

So far, an attempt was made to show the important

37
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role which oil plays in the development plans.  1In the.
) v
next chapter, other contributions of oil to Iran's economy N
will be considered. .
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TABLE (5)

Iran: National Accounts (1967-76) in Constant (1974) Prices
* 3

39 //P\

Year GNP . CGross Gross Fixed j i
Kational Capital GNS GFCF _GNS
Saving Formation GNP GNP GFCF
Billion Rials Ratios in Percentage K
1967  517.4 151.7 215.1 29.3 41.6 70.5
1968 584.3 160.9 238.7 27.5 40.%9 67.4 ]
1969  656.8  173.3 247.9 26.4 37.7 69.9
1970 744.5° 183.3 261.9 2.6 35.2 70.0 ..
1971 902.8 307.1 331.8 34.0 36.8 92.6
1972 1160.8 362.6 411.2 31.2 35.4 88.2 -
1973  1748.2 829.1 456.8 47.4.  26.1° 181.5
1974  3060.6 1354.9 562.0 44,3 1814  241.1
1975  3462.1 1193.4 880.9 34.5 24.4  135.5
1976  4574.4  1482.5 987.1 32,4  21.6  150.2
1977% 5110.1 1660.5 1108.7 32,4 21,7 149.7
Averages ( -
1967-72  761.1 223.2 284.3 29.3 37.4 78.5 - g
1973-77. 3591.1 1304.1 799.1 36.3 22.3  163.2 .

Source:

The Statistical Yearbook of Iram, 1977, p.670.

~N
f

_ *Calculated from International Financial Statistics, Vol., XXXII, 1979, pp.230-231.




(- ' | TABLE (6)

Value Added of Major Economic Sectors (at Fixed Prices of 1972)

. 5 h
Aggregated Sectors ) 1972 © 1977 Annual Growth Rate (2) \j

' ’

Agriculture o - 201 282.1 7.0 ~
0il S 216.5 ~ 1,712.0 51.5 -
Industries & Mines . 247.4 .  566.0 18.0 : \
Services - | 445.8 953.9 . 6.4 o
: L4
q v ) . . ,
GDP.’ : 1,110.8 3,514.0 25.9
7 x

(: ‘
", Source: Plan & Budget Otganiz‘ation, Fifth Development Plan, Tehran, 1975,

Q




N o
Agriculture. 18.1 - - 8.0

0il o 19.5 48.7

Industti/é,s & Mines -'22.3 . . 16.1

Services CU40.1 Cy .7 21.2
Total '100.0 oo~ 100.0

.Share of Major Economic Sectors in GNP at the )
End of the Fourty/and Fifth Plansg L .
ya (Fixed Pn‘.}e\s of 1972) .
- 1 ¢ -
i N 1 . ~N - .
T 1972 , 1977 -,

'

_Source: Piaq & Budget Organization, Fifth De\'relopmez;t
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CHAPTER III

N

gthet Contributions of 0Oil to Iran®'s Economy

1. Introduction

\

../\'

0il has brought unprecedented wealth to Iran. A number
of features define the country's oil-exporti;'ng economy. The
non-o0il sector is insignificant. Oil income represents a

large and increasing share in the financing of development

- plans. As was discussed 'in Chapter II, this share increased

from 37.1 percent for the First DevelQpinept Plan (1948—55)’,
to 79.8 percent during the Fifth Plan (1973-78). \

The o0il income is not earned as a form of payment to
factors of production but as revenueso‘af_o the government: they
are paid directly to the governmen;: of the vil-exporting
country, in the form of an external rent, The oil boom -has
genefally taken place independently from tt;e ;nternal
evolution of the economy. The fact that oil reveﬁues accrue
and grow exogenously tends to dissociate t:.he\ experience of
economic growth from that of economic development.

The State is economically independent from its citizens.

However, the people expect to share the riches of the

country. The overall objectives Oof government would,

therefore, be to maximize gains from oil exports and to

’

safequard the country's consumer interests. As discussed

N

-
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earlier, ambitious economic development plans have been
prepared‘. The state - the main intermediary between éil

sector and economy - receives revenues and directs it to ’the“
economy through public expenditures, The obligation of the

state to distribute the wealth of the nation creates a ,
situation in which the internal economic variables such as

money supply and consumer credit are expanded by choice, due i
to the government'g\ econ?mic policy. Howkver the degree of' -
change would ‘have 1-10 be much more if the government of an
0oil—-exporting qountry remains pass‘ivg. In the latte;\cas‘,e,
substantial char{ges in money supply, exchange rate, for

example, are reguired to achieve adjustment,

\
~

0il revenues afford ¢onsider able means for imports of

both infrastructure and con:su;ner products. The effect of oil

' \r&vénues on Irar('s balance of payment, government

{expenditures, money supply, credit and imports are studied in
this Acha’pter. | |

. . *
N o
- '
s

' o ) . I

2.  0i1 Revenue and its lff\icts on Iran's Balance

!

i

of Payment I -

J

' rore1gn exchange contnbutxon of oil is an iaportant
indication in evaluatrng the role of oil in Iran's econony.
0il's role ‘as the princxpal earner of foreign exhcnage in

iran has been central to the pace of her economic AN
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development. The amount of foreign currency supplied by
foreign -0il companies in terms of royalties and sales for

local currency was between 52 percent and 79 percent of total

’receipts on the/combined current and capital accounts during

the 1960'sl. The average annual share of oil revenues in
total current receipts of forei;;n exchange increased from
73.7 percent during 1965-72, to 83.8 percent duri.g 1973-77
(see table 8). 1In‘ other words, if a significant change iln
export structure can be defined as a sharp improvement in the
relative share of non-traditional exports in total exports,
then it can be said that not only Iran did not have
diversif\ication in export structure, but the share of oil
ear’fxings in total export value was increasing, thus reducing
the relative role of exports of non—traditional goods: 89.3
percent of the total export value of Iran in 1968 was
accounted for by the éxport of 0il and its product, leaving
10.7 percent of the total value of exports accounted for by
other items.. These shares were 96.9 and 3.1 for o©oil and non-
0il exports in 1975 compared wit\:h 97.3 and 2.7 in 1977,
respectively2.

Exports other than o0il increased for a while by some .14
percent annually, rising from RLS 8.6 billion in 1962 to over
RLS 43.2 billion in 1973, and decreasing to 40.7 billion in
19753, The coun(try's non-o0il exports were limited to a few
primary products such as cotton, dried and fresh fruits and

carpets in 1962, These products comprise more than half of

- - - ¢ e —— e b
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Iran's non-0il exports.

Iran's imports will be discusséd separajtely in
subsequent sections, but it is important to n;te that the
value of importsirose from about $547 million in 1962 to more
than $.2,579 million in 1972, showing an annual average growth
rate of 33.6 percent during this period, which was made
possible by the expansion of o'il export rece€ipts.

Duri&ng 1974-75, the value of imports amounted to $6.6
billion nearly twice .the amount recorded in ;:he previous
year. In 1975-76, impbrts rose to nearly $12 biilion, again
nearly double the amout for the previous year. The
authorities of Iran, having found industries. to be
contributing to the overall growth of the country,
deliberately followed a policy of encouraging industry by
allowing more imports to Iran,

The balance of payments experienéed several changes of

direction: there were net negative balances in 1959-61,

1965-70 and 1975 and pésitiye/balan’cési/n 1962-64, 1971-74

—

.and 1976-78 (see tabié’ﬁ)/j k'rhe change from a negative to a

positive balance in period 1971-72 was attributable to a
doubling in the value of o0il exports. The negative balance
of 1965-70 reflected the increasing expenditures on imports
on thé one hand and large payments for services on the other
(the earnings of the foreigh oil companies). Aé can be seen
in table; 8, for the period 1965-71, the current account shows

a negative balance, which forced the government to borrow
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Balance of Payments
($\mn)

Current Account

Receipts \

0il Sector
Gas Exports’

Goods - .

Services .

TOTAL _ N
Payments

Private Sector Imports
Public Sector Imports

TOTAL

‘Balance on current
account

Capital Account

Utilization of Long
Term Foreign Loans
& Credits

Inflow of Foreign
Private Loans &
Capital

Repayment of Foreign
Long Term Loans

& Credits
Investment Abroad
Statistical Errors
& 'Unregistered
Transactions

Basic Balance

Incidental Receipts
& Payments

Overall Balance

‘ TABLE (8) 47
Iran: Balance of Payment (1965-77)
. »
1965/66 1966/67  1967/68 1968/69  1969/70
07.5 715.5 855.5 958.5  1,099.0
Aa) (a) (a) (a) ¢a)
132.0 143.8 203.5 208.1°\  231.3
™ 77.8 81.2 116.5 158.5 188.4
817.3 940.8 1,175.5 1,325.1 1,518.7
¥
-141.26¢ 137.5¢  -181.4¢ 275.0¢  =322.2¢
-791.1b -951.7b -1,197.8> -1,526.8Pb 1,748.5P
-932.3 -1,089.2 -1,379.2 -1,802.8 -2,070.2
-115.0 ~148 .4 -203.7 -477.7 -552.0
80.3 146.6 248.3 . 474.6 536.8,
4.8 20.6 17.6 22.1 33.0
~61.6 -41.0 -55.3 -102.9 -155.3
~-4,89 -6.5d ~-5,1d -10.84 -17.24d
2.6 -4.5 -2.5 -4.2 0.0
~93.7 -33.% ~0.7 -99_7 ~154.7
41,0 8.8 0.0 0.0 83.8
~52.7 -24.4 -0.7 -99.7 -70.9

\

continued...
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Balance of Payments
($ mn)

Cutfent Account

" Receipts

7

0il Sectox
Gas Exports
Goods
Services

TOTAL |

Paments

Private Sector Imports
Public Sector Imports

TOTAL

Balance on current’
gccount

Capital Account

Utilization of Long
Term Foreign Loans
& Credits

Inflow of Foreign
Private Loans &
Capital

Repayment of Foreign
Long Term Loans
& Credits

‘Investment Abroad

Statistical Errors
& Unregistered
Transactions

Basic Balance

Incidental Receipts
& Payments

Oversll Balance

/

TABLE  (8) ‘ " 48

Iran: Balance of Payment (1965-77)
- (cont'd)
1970/71 1971/72  1972/73 1973/7%  1974/15
Y
1,268.4 2,536, 5,130.  5,062.  18,671.
- 61. 100. 87. 131.
258.88 403. 470. 548. 563.
162.9 337. 500. 664. 1,780.
1,690.1 3,337, 6,200. 6,366. 21,145.
-384.9¢ 1,775.° 3,220. 3,151. 6,3%.
-1,980.2b 1,727, 2,464 . 2,745, 6,586.
-2,365.1 3,502, 5,686. 5,896. 12,920. 1
-675.0 -165. 516. 466. 8,215.
626.1 978. 1,065. 1,304, 257.
50.2 74 100. 150. 222.
-248.6 ~455. -530. -541, -1,313.
-12. 3‘d -5 - -1 ~2,388.
!
0.0 4, - 9, -73 ‘
-261.6 431. 1,151. 1,387, 4,920.
. 21.8 62, 2236,  =23. -
-239.8 493 915. 1,151. 4,920.
continued...
- e WL, o
o ool -—--d




TABLE (8) 49

~ : Iran: Balance of Payment (1965-77)

X (cont 'd)
. .
' Balance of Payments 1975/76  1976/77  1977/78
($ mn)
Current Account
PSRN SRR
Receipts T
'0il Sector 19,053, 20,652. 20,714,
sGas Exports 202. 1,183. 191.
Go?ds ‘ 448, 472, . 524. >
Services 2,268, 3,092, 4161, .
TOTAL 21,971, " 24,404, 25,590.
? Payments
Private Sector Imports. 8,934, 10,262, 11,735,
Public Sector Imports 9,670. 9,408, 11,695,
TOTAL : 18,604, 19,670. 23,430,
Balance on current ,
account - 2,146, 4,734, 1,794,

Capital Account

' Utilization of Long
Term Foreign Loaps
& Credits 300. 560. 1,755.
Inflow of Foreign
Private Loans &

Capital 661. 6l7. 759.
Repayment of Foreign .

Long Term Loans ) N .

& Credits -729. - -711. ~680.
Investment Abroad | -2,9l. -1,790.  -1,108.

Statistical Errors
& Unregistered

Transactions -428. -84. -505.
Basic Balance -991.  .3,326. 2,015, '
Incidental Receipts'
& Payments ~930. ~478. -
Overall Balance -1,921. 2,848. 2,015.
Notes: a) Included in oil sector for 1965-70

b) Including private sector imports
¢) This columr includes Gold and Services from 1965-70 ,
d) Including repayment of private loans and capital (including interest)

Sources: Quarterly Economic Review, (1966-70, 1971-72, 1974, 1977-78, 1979-80)
Annual Supplements,
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abroad. With substantially greater revenues .from oil
beginning in 1971-72, the bala‘nce on current account showéd
surplus in 1972-73, the first since 1962-63.4 Continuous
inc;ea\ses in 0il revenue created a situat.ion ien which
gover nmeht bqrrowing. was reduced sharply and at the same
time, repayment's on foreign logns increaséd substantially. '

Investment abroad increased drastaically, _from.one
million dollars in 1973 to $2.4 billion in 1974 and $2.94
billion in 1975 (see table 8). Even the enormous outflow of
capital did not erode the surplus of the overall balance of
p;yment which was $4.9 billion in 1974-75. 1In 1975, however,
oil revehue decreased by 11 percent (see table 2), whHile
total imports increased by 44 percent, as a result of which
the balance of payments showed a deficit of 1.9 billion in
1975 as compared to'a surplus of $4.9 Eillion the previous

-

year, 1

To summarizd, during 1968;-73, 'the annual average rate o'f"
increa of tqtal expo‘rts was 28.7 percent, that of total
importzivas 52.8 percent, and that of exports other than oil
was (48.9 percent., These rates for the periodl 1973-75 were
98.7 and 77.9 for total exports and total imports
respectlively; non-oil exports during this pefiod had an
annual average rate of decrease of 2.3 p;arcents (éee table
9). |

If we consider the trade balance alone, we find that

Iran's exports (fob) have exceeded her imports (cif),

\& :
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Iran: Rates of Increases of Total Exports, Non-0il Exports, Total Imports

TABLE (9)

-
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(1968-77)

Year Total Exports Non-0il Exports Total Imports
Rates of Increase ‘(72)"
68-69 9.5 12,9 11.1
69-70 . 9.6 13.5 8.7
70-71 9.5 T 240 '22.9
71-72 - 23.8 30.7 24.7
72-73 91.0 150.5 129.6
73-74 189,6 - B.4% 77.0
74;;75 >7.8 3.8 78.7
75-7(\3 -~ 6.3 ~13.5% 90.5
76-717 20.8 1.4 29.3

i

*The negative signs indicate the reduction of this item by 2.3 percent

during the period 1973-76.

>

Source:

Annual Statistical Bulletin, 1974, p.4.

Organization of Petroleum Exporting Countries, Statistical Unit,
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.generally by a considerable margin in every year since 1974

e e ey o

‘ b
due to the country's oil exportsb®. This is another way of

ST

saying that thus far, oil has been all-important, all-
pervasive and overwhelmingly critical in determining the
country's pattern of international trade. Iran's reliance on

the export of this primary product accompanied by growing B

T P | e o i

imports, caused the fluctuation in net revenues and the
uns%able balance of payments sitqation.

In order to finance the development plans and government
expenditures, to industrialize éhe country and to improve the

balance of payments which was deteriorating by an increasing

reliance on imports, the government tried to accelerate
4 exports, mostly primary products, so as to at least provide
the required amount of foreign exchange for imports. O0il,

therefore, has a vital role in the Iranian economy; the

R

economy is largely dependent on it and fluctuations in its
\ .

T\ revenue have created substantial fluctuations in the
By
country's overall balance of payments. 0il revenues' X

influence on the government expenditures, money supply and

-um,--=p«“w1,k,‘ e

e

credit will be discussed in the following section.

~

-

-

3. 0il Revenues, Government Expenditures, Money Supply

and Credit

a Qe

[

As discussed earlier, the o0il revenues accrued directly

to the government, They did not affect the domestic money

I ' . ,
v T e T e G
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supply until the government decided to inject ‘the oil ‘money
into the economy through its expenditures. “

- Prior to the pil boom in Iran, government expenditure
was partly financed for some years by budget deficits. 1In
1954-56, for example, the budget deficit which was financed
by aid from the United States, was 35 gercent of the total
budget; then with rapidly expanding oil revenues, ti‘xe deficit
was cut substantially by 1958, and almost\compleutely
" eliminated in 19607. From 1961, however, the overall deficit
again began to increase, It reached Rials 58 billion 1972;
16 percent of total govegn;ent expenditure in that year (see
table 10).

The sharp rise in oil revenues in 1973 permitted both a
great expansion in buégetary expenditures in Iran and a sharp
decrease in the budget deficit by 78 percent. A surplus of
Rials 250 billion followed in 1974. But, in 1975, this
surpius decreased to Rials 12.7 billion anDd in the next two
years became deficits of Rials 48.1 bildion and Rials 388.5
bllion in 1976 and 1977 respectively (see table 10). The
increases in values of imports manifested itself by sharp
decreases in’government surplus financing in 1975 and growing
deficit financing in 1976 and 1977. ,Qeterioration in both
the balance and the terms of trade, tgereﬁ.ore, lgd to deficit
financing. S i |

The rapid liquidity injection associated with the

increase in 0il revenues and the tremendous expansion of

e e T
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TABLE (10)

Iran:  Actual Treasury Receipts and Expenditurc, General Budget

y (1968-1978)
(Billion Rials)” _
Year Beginning March 21 A
Receipts: | 1968769 1969/70  1970/71  1971/72  1972/73  1973/74
Tncome Tax 1775 ! 21.1 26.5 30.0 31»1.9 56.5 )
Indirect Tax 35.1 38.6 44.8 ° 52.7 60.7 . ‘7;..3 .+
0il & Gas 22.3 C o220 26.3 45.2 178.2 e
Other E 3.4 4.5 b1, 3 4.8 21.3 17.8 ° f
Total Receipts 8.3 - 86.3 101.7 132.7 301.1 464.8
4 .
Expenditures:’ | )
General ; . 92.7 " 107.4 126.2 165.7 359.1 478.0
Surplus or l)c'[i‘cit ~t4.4 -21.1 ~-24,5 _=31.0 -:é_g_:_(_)___‘ :13.2 b
. . contsi,nued; .....
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Receipts:
Income Tax -

Indirect Tax .

0il & Gas © -

Other =~ -

Total -Receipts

Expenditures:

General T

Surplus orﬂ‘Def icit

v

250.8

i

A,

- #

TABLE (10)

* ¢ . cont'd .
Iran: Actual Treasury Receipés and Fxpenditures, General Budget
’ (1968-78)

. ~(Billibn Rials)

Year beginning March 21

1974/75
76.1
86.5

1,205.2

26.0

-

1,394.4

1,143.6

1975/76

151.8 -

&

© 119.0

1,246.8°

.
1,582.1

\

1,569.4

12.7

64,5

a

1976/77
187.8 .
i54.l

- 1,329.0

73.0

Yy

1,743.9

1,792.0
~48.1,

1977/78

230.3
211.5 ‘
1,497.8

94.7

2,034.3

>
«

2,422.8

.-388.5

Source:

‘%

.
R T P A

Quarterly Economic Review: Iran (1973, 1977-78,”1980)

annual supplement .,
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credit to the private sector after 1973, was accompanied by

of 0il revenues was translated into government consumption
and government investment expenditures; these two items
exhibited a high growth rate particularly after 1973.

As shown in table 11, the rate of growth of government

i
‘ f consymption expenditure has been on the rise, from Rials 30.5
; bi]'.lioh in 1959, to Rials 252.6 billion in 1972 and then to
Rials 1073.8 ’billion in 1977, having an annual a\;erage growth
, rate of 34.8 percent diring the period 1973-77, compared with

22.6 percént and 7.2 percent during periods 1963—72 and 1959~

63 respectively. Government ‘consumption ex‘per}ditures

5 N 4
{: " increased more than twice as fast as private consumption

'the average annual growthlrate of the population.
During 1959-63, government investment expenditures
: ‘”décrea,sed by 0.5 percent on anverage," per year, then climbed
to 24.2 percent during 1963-72 (averagé anriua], growth rate),
énd jumped to 51 percent during 1973-77.
" The above fiéhres suggest two impox:t’ant patterns of
“governmem; expenditures. First, government consumption
“ expendi tures and gévern;tnent investment expenditures had their
‘highest rates during 1973-77. Second, for the first time,
the growth rates in government expenditurés were highér than

those in private sector,’ which was the effect. of increase in

- " government's revenues from oil. This trend started during

PrE]

4

‘rapid expansion of government expenditure. A major portion’

during 1963-72, which if turn increased at three to six times

- e o e N et i e i
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1963-72 and maintained itself, even during the high rate of

the 1973-77 period (see table 11).
y,

The share of government expend1tures were high and '

increasing as:long as oil exports were booming. +When a
ST 3

decln‘ie Lh OJ&J\ revenue took place in 1975, the government

Yy s v

tried \to ma‘lntaln these expenditures at the level prior to
the fl&ctuauon by deficit financing. As mentloned before,
money supply and credit in Iran is closely related to the

[4

government expenditure, which 1is largely affected by oil

-~ revenues., Table 12 shows the total credit and money supply

expansion during 1963-77. 0il revenues ingreased by 83.6
percent in 1973, compared to 29.4 percent in ﬁthe previous
year, and reached a record of 387.4 percent in 19‘74. The
money suppI-y increased by 61.4 pereent in 1974, compared with
27.7 percent for 1973, and contj.nued to {increase ‘at a rate of

32 percent per year for the next three yea\zs. The rate of

expansion of total credit during the period 1973-77 was 35.5

Vv percent per year, and the annual average rate of increase of

credit to the private sector was 52.8 percent for each year

‘during the same pe;'iod.

Ll

Considering these figures in table 12, a causal
relationship can be recognized: the tremendous inctease in
0il revenues resulted in the expansion of credit and money
supply, and this increased demand for basic goods and for
factors of production, which ir\\turn led to an increese in

general cost of production and hence caused increases ¥n
N ‘ \

e -
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' TABLE (11)’ . .

Iran; The Composition of 'National Expenditure, 1959-77 -

Billions of Rials (current prices)
{

‘

Year Private Government Privz;te Government ' i h 7
Consumption Consumiption Investment Investment :
Expenditure Expenditure Expenditure  Expenditure

1959 209.4 30.5 31.9 20.8 _ i

1 262.1 © 40.3 31.1 20.4 i

i .
1972 686.6 252.6 144.0 143.4
Py
1973 879.7 325.4 160.4 202.9
1977 2160.8 1073.8 776.8 1055.1
Average Annual Growth Rates
1959-63 5.8 7.2 - 0.6 % - 0.5 ‘
1963-72 1.3 22.6 18.6 24.2 '
1973-77 25.2 34.8 - 48.3 '51.0
Source: uted from data in Bank Markazi Iran, Anaual Report, Various:

Co
Isﬁ: as cited in Robert E. Looney, Economic Origins 6f the Iramian

Revolution, (New York: Pergamon, 1982), pp.64,66.
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"\\ ” A TABLE (12)
\\. Y Iran: Credit, Money Supply and Total Government Expenditure
\ ‘ (1963-17)
* 0 Constant 1974 Prices
Year ¥ ChanZe in Balance Credit Money Total
, ‘total 0il of r | ) Supply Goverament
| Revenue ~ Payments - Expenditure
percent million dollars Private Public Total Change Billion Change in Bil‘i\ion
° Billion Rials in Rials _ Total _ Rials
Total percent
Percent
1963 11.0 - 72.9 33.2  106.1 - . 49.0 - -
| 1964 " 26.9 - 88.1 39.6  127.7  20.4 53.9 10-0 280.5
‘ 1965 6.6 - =52.7 102.2 45.7 147.9 15.8 60.4 12.1 296:5
1966 18.3 -24.4 121.2 51.7 ' 172.9 16.9 66.9 10.8 315.9
1967 23.6 0.7 142.3 71.3 213.6 23.5 77.1 15.2 351.2
1968 . 13.5 -99.7 167.2  88.1  255.3  19.5 87.9 14.0 - 397.7
1969 | 8.1 -70.9 - 198.6  115.3 315.9  22.9 90.4 2.8 435.5
. 1970 20.2 -239.8 230.2  147.0 377.2  20.0 97.4 7.7 477.9
1971 66.9 493.0 277.6  176.3  453.9  20.3 117.0 20.0 608.9
1972 29.4 ~~ 915.0 362.4  221.3 583.7 28.6 158.7 35.6 775.4
1973 83.6 v, 1151.0 489.1  298.4 787.5  34.9 202.7 27.7 ° .. 884.7
1976 - 387.4 4920.0 698.3  413.0 1111.3 4l.1 327.2 61.4 1190.3
1975 -11.0 -1921.0 1092.5 , 624.8 1717.3  35.3 446.5 36.5 1603.4
1976. 19.0 2848.0 1515.5  960.0 * 2475.5 44.2 611.2 36.9 1766.8
1977 4,0 2015.0 1780.1 1222.1 3002.2 21.3 752.0 22.8 2191.7
Sources: The Statistical Yearbook of Iran, (1977), pp.491,489,662; The Statistical Yearbook of Iran, (1972),
. pp.498,493,653,673; Quarterly Economic Review, Annual Supplements, Varioua issues.
° wn
’ O
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inflation rates for both wholesale and consumer price

-
v

indexes.

A glance at these figures, therefore, suggests a close
correlation between oil revenue increases and an increase in
inflationary rates, with credit and money supply acting .as

transitory variables, translating the former variable into

‘the latter one. The year 1974, for example, was registered

as having the peak relative increases of these variables:
%87.4 percent for oil revences, 41.1 percent for credit
expansion, 61.4 percent for increase in money supply and 17
percent and 15.5 percent for increases in wholesale and
consumer brice indexes, resﬁectively.

As the result of increases in total expenditures at the
nationaillevel, per capita income increases. Growth of per
capita income allows for increases in per capita consumption
and family expenditure, which can be considered important
factors changing the composition of demand, and thus, putting
pressure on the structure of production.

Per capita GNP (in constant prices) increased more than
three times from Rials 22,277 in 1969 to Rials 67,982 in 1974

and then reached Rials 107,350 in 19778,

The consumption pattern of the Iranian people will be

dealt with separately in chapter V. However, it is import
to indicate that according to the official government

statistics®, the monthly average consumption of an urban

family more than doubled, from a level of Rials 7570.4 in

*
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1969 to Rials 19557.1 in 1974 (in current prices). The
increases in oil-induced government expenditures raised the
standard of 1living of the Iranian people; based on more_
reliable data, per capita urban consumpt;on (in constant
pPrices) increased by an annual average growth rate of 3.7
perceﬁt during 1973-77, compared with 2.1 percent during
1959-6310, ;

Inflation in Iran will be discussed in the next chapter.
However, it is important to point out here that there is an.
inhereg£ risk of inflation in developing countries whfbh
export primary products. As export is booming and national
income rises, government expenditures increases, which in
turn leads to increase in money supply and credit. ?hls puts
pressure on the demand side of the economy. fhe supply side
- defined as the total available goods and services - has to
rise proportionally in order to eliminate inflationary
pressures. Due to o0il revenues, Iran could afford
substantial increases in imports which ;n turn increased the
level of available goods and services and hence helped to
eliminate, to some extent, the inflationary pressures.
Whether or not the inflatioqary pressures results in an
increase in prices depends primarily upon the ability of the
economy to produce output fast enough to respond to demand.

Empirical evidence shows that the supply structure in

Iran was not sufficiently flexible to adapt itself readily to

increases and changes in the composition of demand. 1In the

o~
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next section, Iran's imports will be considered.

o

4. The Bffect of Increases in 0il Revenues on Imports
The basic supply~demand identity is:
production 4 imports = domestic use + exports

(1) : (2) (3) (4)
a,

)

The demand side (3 and 4) is increasing in Iran, due to the
fact that higher oil income is being channeled into domestic
expenditure. The supply side, therefore, has to increase to
mainﬁain a certain balance. However, agricultural products
(included in 1) had a very slow rate of growth through the
whole period 1954-77 (will be discussed later). The only
alternative fog the increase of output of basic goods
(foodstuffs) would be an increase in imports (2). For many
LDC's the capability to import 1s hampered by insufficient
foreign currency. '%herefore, the foreign trade bottlenecksll
often reinforce the ag;icultural bottlenecks. The overa%;
effecf would be that the growth of supply side (1) and (2)
will fall behind that of demand side (3) and (4), resulting
in upward pressures on prices:

Iran's demand for importé was both price inelastic and

income elastic, i.e., increase in prices of foreign goods and

services would not decrease the demand for imports, whereas
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higher o0il income leads to higher imports. Due to its huge
amount of o0il, Iran did not have to face any constraint of
foreign currency; economic growth was not limited by foreign
, exchange availability. 6n the contrary, foreign currency
could palliate, any insufficiency of agricultural foodstuffs,
filling, therefor%e, the gap between consumption and domestic
production; in the mid-1970's, consumer’demand for food was
estimated to have had a 9-12 percent annual rate of growthl2,
Meat consumption, for example had an annual growth rate of
more than 13 percent, with red meat imports in 1975-76 up 75
percent over the previous yearl3.

The increased demand for food - due to increases in real
incomes - co‘ﬁ’pled with the government's desire to combine
relatively stable and low prices with accelerating structural
cl'kanges, as well as highly import-intensive demands for
industrialization and modernization. This, in turn, led to
increased government spending on imports. Stabilization,
therefore, is not the only reason behind massive imports in
OPEC countries. Even the richest OPEC member has an
underdeveloped economy. Each is eager to build its economy
in a way that important sectors of the economy can continue
to grow when oil inevitably runs out. Economic development,
however, needs resources and manpower to do the work.
Technology and management are needed to build and organize
production. Every OPEC member lacks one or more of these

necessary factors. 1In every level of economic development,
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special combinations of these factor are required; "Economic
development is a jigsaw puzzle, with all the pieces fitting
together just so. The ecg:omies of OPEC members have many
pieces missing and those they have do not match. Imports
play a vital rolé in economic development. They supply the
missing pieces of the puzzle of development"l4,

Tables 13 and 14 show the upward trend of total imports
and exports, as well as the share of imported and exported
agricultural productsiin total volume, The value of total
ifports in Rials increased 64 percent per annum during the
period 1973-77, comparing with 32 percent per annum duriﬁg
1960~-73. The share of imports to gross domestic product
(current prices) increased from 29.2 percent in 1970 to 36.5
percent in 1977.15

The disappointing response of agricultural production,
especially in the livestock subsectors, combined with a sharp
rise in food demand, induced further importation of food and
other agricultural products. The total valbe of imports of
agricultural products had an annual average rate of increase
of 80 percent during 1973-77, having an average share of 15
percent of total value of the country's imports.

For 1973-77, agricultural i@ports increased almost four
éimes, while agricultural exports showed a decline during the
same period (see tables 13 and 14). Iran was slowly and
inexorably becoming a major importer of agricultural

products, a trend that would be extremely difficult to

T LT T T S omie




TABLE (13)

Iran: Composition of Imports
(1968-77)
(million §)

»

Commodity 1968 1969 1970 1971 1972 1973 1974 1975 1976 - 1977

>

Primary materials &

intermediate poods _ 856.5  987.3  1,068.5 1,336.3 1,596. 2,274,  4,266. 6,212, 6,713,  7,651.

A) Industry & mining (641.8) (737.4) (845.0) (1,110.9) (1.266.) (1,912.) (3,324.) (4,337.) (4,773.) (5,527.}

B) Construction (147.0) (152.7) (145.8) (138.5) (204.) (238.) (376.) (917.) (987.) (1,123.)
€) Services (52.1) (656.8) (52.7) (57.8) (97.) 7 (76.) (444.) (718.) (805.)  (745.)
D) Agriculture (15.7) (32.4) (25.0)° (29.1) (29.) (48.) (122.) (2460.) (148.) - (256.)

Capital poods 376.3 387.2 391.0 482.9 642. 906,  1,331.  3,489.  3,803.  3,841.
A) Industry (239.1)  (316.2)  (263.7)  (316.6)  (412.)  (560.)  (770.) (1,760.) (2,244.). (2,4R3.)
B) Scrvices (103.8)  (30.9)  (91.2) (132.7)  (168.)  (273.)  (465.) (1,439.) (1,325.) (1,179.)
C) Agriculture (33.4)  (40.1)  (36.1)  (33.6)  (62.) (73.) (96.)  (290.)  (234.)  (199.)
Consumer goods 156.4 168.2  217.1 2641,7 332, 5570 1,007, 1,995, 2,7, 2,630,

TOTAL 1,389.2  1,542.7 1,676.6 2,060.9 2,570.  3,737.  6,6l4. 11,696. 12,766. 14,124,
,060.9 2,570, L 14,124,

Bt

——

Sourcess Bank Markazi Iran Annual Report and Balance Sheet, 1972, p.175.

Bank Markazi Tran Economic Report and Balance Sheet, 1977, p.251. T

S9
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: TABLE (14)
Iran: Composition of Exports (excluding oil and gas) -
(1972-77)
(1000 $)
Commodity 1972 1973 1974 1975 1976 1977
(1) Primary materials &
imtermediate goods 220,192 349,415 296,879 292,909 280,530 228,641
A) Industry & Mining (202,390) (337,060) (288,180) (287,579) (273,352) . (217,169)
B) Construction (5,317) (4,811) (4,768) (1,378) (3,532) (2,014)
C) Agriculture (10,404) (7,335) (3,083) (3,018) {2,583) (1,867)
D) Services (2,081) (209) (848) (934) (1,063) (7,991)
(2) Capital goods 3,705 16,405 32,370 38,940 50, 566 40,858
(3) Consumer good:q f15,870 268,859 252,201 260,398 208,761 253,843
TOTAL 439,767 634,679 581,450 592,247 539,857 523,242
Source: Bank Markazi Iran, Economic Report and Balance Sheet, 1977, p.242,

99
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reverse afterwards. An improvement in the agricultural

sitqation in Iran-  could save more than Rials 100 billion
($1.5 billion) every(&e;r in food imports. |

There seems to be, therefore, a negative relationsLip
between food production and food imports on one hand and a
much stronger relationship between imports (partfcularlx
food) and total exports on the other.16

Another striking feature of Iranian imports is the high
share of intermediate goods in total imports; as can be seen
in table 15; during the period 1958-%7, intermediate goods
had an average share of 60 percent of total import value,
while the share of consumer and capital goods were 14.4 and
25.5 percent on the average, per year, respectively.

The relatively high proportion of intermediate imports
reflects the government's policy for growth in manufacturing
and construction on one hand and the direction of Iran's
induséiialization toward import substitution, on the other.-
Import substitution industrialization was concentrated on the
petrochemi;al sector, steel mill at Isfahan, car, truck, and
bus industry, machine-tool factories, and electronic assembly
plants. Automobile output, for example, rose from 2,300 in
1964 to 73,000 cars, 1,911 buses and 29,365 trucks and vans
in 1974-1975.17 <The share of intermediate goods increased

from 61.6 percent in 1968 to 64.5 percent in 1974 and then

declined drastically to 54.2 percent in 1977. The decline

could be explained partly by the fact that import

———— Yo - T e - W_,__f
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TABLE (15)

n AT e BT

G

Iran: Composition of Imports
(1968-77)
(percent)
Type of Commodity 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977
Total 100 100 - 100 100 100 .100 100 100 100 }00
{
Intermediate goods 61.6 64.0 63.7 64.8 62.1 60.8 64.5 53.1 52.6 54.2
Capital poods 27.1 25.1 23.13 23.4 25.0 24,2 20.1 29.8 29.8 27.2
Consumer goods 11.3 10.9 13.0 11.8 12.9 15.0 15.4 17.1 - 17.6 "18.6
Source: Table (14),
i /
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substitution led to a growth of light industry in and around
Tehran by mid-1970's. These products were to satisfy the
growing demand for consumer products. Furthermore, the
authorities seem not to be able to pursue the import
substitution'policf, after the oil boom of 1973-74, and
instead, the import of consumer goods increased steadily from
11.3 peféent in 1968 to 12.9'percent in 1972 and then
increased sharply to reach 18.6 percent in 1977.

On the average, seventy-five percent of imports of
consumer goods consisted of agricultural products.
Furthermore, the demand for luxury goods on the part of the

upper classes started to increase, leading to a situation

whereby the import of consumer goods increased (as was

mentionéd above) , while at the same time, import substitution
policy was, to some extent, planned to satisfy these needs.
The share of imports of machinery and equipment (capital
éoods) in total imports declined from¢27.l percent in 1968 to
20.1 percent in 1974, and then increased to the previous
level of 27.2Apetcent in 1977. The pattern of production in

the industrial sector is mainly of the assembly type, with

relatively low domestic value added, and is highly dependant

on imports. Iran's modern industry is characterized by
large-scale, capital intensive plants, concentrating on
import substitution, especially the production of consumer

goods bought by the high-income groués. Although the

existing tariff system allows intermediate and capital goods

REPROR
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to enter the country at a relatively low cost, while luxury

goods are heavily taxed, imports of the latter have

increased. This is due to the fact that residents in the

high-income brackets are not deterred from buying by high

A

costs.

In addition, Fhe main vehicles for economic development
for the post-o0il boom period (1974-75) ﬁere.bilateral
economic agreements concluded with the main industrialized
nations of the world. A number of new agreements were
especially oil-for-food e;change while others were more
general arrangments. The arrangement with Ehe'United
Kingdom, bowever, dltimately brought the flow Qf finished and

semi-finished products rather than manufacturing plants,l8

Another example would be the $ 40 billion U.S.-Iran bilateral

~ trade agreement in 1976, 19

Thus, the declining trend of the share of intermediate

goods, the stagnaht trend of the share of capital goods and-

.

finally the rapidly increasing share of consumer goods as
well as agricultural f?idstuffs, all being relative to total
imports, showed that oil receipts were being used not only
for industrialization but also to satisfy the needs of uppef
classes.

The cost of living in the country, however, has beén
kept from rising, to a large extent by periodic imports of
consumer gdqu in short supply, and by increasing imports of

new materials and intermediate goods to feed the flourishing

-~
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"cons&mer—goods" industries. This:, howeve\r, contributed to
impcut-rted inflation; the increased dependence on tt.1e supply of
imported goodsl and the relatively higher level |of industrial
demama for imi)orts, made Iran more sensitive to international
§Luctua€ions. Although the availability of substantial
amounts of foreign exchénge, resulting from oil, would seen
to provide the planners with a strong and effective weapon to
combat domestic inflation, Iran's imports which themselves
were subjected to price rises, somehow added to cost-push

pressures. ) o

During the period 1973-78, the total imports of goods

and services of ‘OPEC was about $530 billion compared with.

$700 billion total exchange earnings of OPEC in the same

period, OPEC's total imports of goods and ser."vi’:es were $360
billion and $170 billion respectively during the same period,
Iran, with its more diversified and advanced ecbnomy was

the leading OPEC 1mporter with more than $64 billion in just

°goods, followed by Saudl Arabia $62 billion, Venezu@la and

rju-gerla $42 billion each., These four countries accounted for

Anearly‘ three-fifths of all OPEC imports. 20

The United States ranked as the largest supplzer of

" -Iran. American exports to Iran have been doublmg in value

every. year since 1973, and accounted for 20 percernt of total

Iranian impofts. Other major eiporgers to Iran, besides the
United States, are Japan and West Germany. ’
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The enormous increases in oil revenues, therefore,
1 ,

L4 )
provided Iran with substantial foreign exchange which in turn

-

led to increase in imports of goods and services to satisfy

‘the needs for both d‘evelopment and consumption. Substantial

increase in imports raised the level of total available goods
and services. However, in order to have relative price
stability, increases in total available goods and services

(including imports) and the monetary expansion should have

" the same proportion. 1In the next chapter, Iran's oil-induced

inflation will be studied. \
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CHAPTER 1V

Inflation as a Cost of Sharp Increases in 0il Revenues

1 - Introduction

i
J

Infiation in OPEC countries is a relatively new

phenomenon. The annual rates of inflation of four! OPEC
member; have been examined here, in order to investigate the
possible effect of 0il revenues on prices. These rates, for
the periods of 1967-72 and 1972-77/ﬁave been 4.9 percent and
9.5 percent in Iraq, 2.6 percent and 8.8 -percent in
Venezuela, -3.5 percent and 20 percent in Ir."an, and 3.0
1 percent and 35.8 percgnt in Saudi Arabia, respectivelyz.

The inflation rates, theref“ore, increased drastically
during the immediate five "post-oil-b_oom" years, gompared to
the five years period before the boom years. They were
doubled in Iraq, 1increased by five times in Venezuela, more
than six times in Iran, and more than ten times in Saudi'
Arabia. Not only did oil revenues increase inflation rates

in these countries, but countries with higher o0il revenues -

Iran and Saudi Arabia - had higher increases in prices.

K

2 - The Nature of Inflation

The important set of theories of inflation3 that is of
primary relevaAnce to economic devélopment, comprises of the
structuralist view and the competing monetarist view. The
structuralists maintain that "the underlying causes of

inflation in underdeveloped countries are to be fourd in
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théir basic economic development problems and in the
struct..re of their systems of production and/or trade
organlzo‘lons"u.

The structuralists believe that each econon;"y inherits a
group of ;roblems specific to itself. Emphasis is therefore
placed on the =2conomic and social imperfections inhibiting
economic de\ =lopment, rather than the supposed smooth flow of
go;ﬁds and foz Zors to where their reward 15 greatest. The
structural th- ry of inflation is based on viewing certain
structural raigi ties as being the prime cause of inflation.
These econ‘omist; maintain that inflation is, in the main, a
phenomenon #h.~h an be explained by certain disequilibria
resulting from tt -se rigidities in the structure of the
system.

While struc:-uralists believe that strict control of
inflation -~ which 1is the result of structural imbalances -
may result ir. un>mployment and stagnation,'a and then perhaps
political insta:.1li1ty, the monetarists suggest that the
control of inflacion is one of the major objectives of
economic policy in developing economies, indicating a belief
that price stability 1is a necessary pre-requisite for
sustaining economic growth.

Monetarists find the chief cause of inflation in
government mismanagement of economic affairs, such as

maintaining budget deficits and excessive credit ,expansion.

According to G. Hevperler, "it is not surprising that poor and

e e v = - e At e e e [
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backward countries, when they wake uUp and set their minds to
developing ina hurry and to -catch up with the more developed
countries, are continually tempted to overspend their meagre
resources.and to live’beyond their means"s. '

Monetarists view inflation as a result of the creation
of excess purchasing power. They believe that inflation is
incompatible with economic development and that stabilization
is necessary for economic development. While monetarists
vf;w the structural rigidities as a result of inflation, the
structuralists reverse the causation, maintaining that
inflation is a result of structural rigidities. Monetarists
advocate stabilization programs to affect the roots of
inflation these 1include the reduction of excess demand
through the elimination of budget deficits_and the
curtailment of inflationary credit expansion, subsidies, a‘nd
inflationary wage 1increases.

Structuralists, on the other hand, consider
stabilization programs as undesirable because they attack the
symptoms not the basic causes of inflation: public and
private investment is cut without increasiné saving; also
they believe that stabllizz;tion programs damage those dynamic
sectors in the economy that are necessary for economic
deveiopment. ‘ -

In spite of their differences, both the monetarists and

the structuralists are concerned with rapid economic

'development and inflation. They agree on the close

AR A e o
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relationship between money supply and prices.

The monetarists analysis of inflation can be summarized
as follows: The causal relation runs from money to prices
and a lag in output; any persistant increasenin the money
supply relative to output 1s a sufficient condition for
infllgtion;“ the magnitude and length of inflation is dependent
on the magnitude and pe‘rsistence of monetary growth; the
level and persistence of inflation is independent of‘the

level of employment in the country and it is the increasing

growth rate of the money supply which leads to inflationary .

pressuﬁresﬁ. )

This monetarist approach "~ which was to a great extent
accepted by Iran's central bank (Bank Markazi Iran)-- is
derived from Fisher's wversion of the Quantity ’I‘h‘eory of
Money. This theory postulates a relﬁationship between the
quantity of money in an economy and the price level.
Although a doubling of the money supply may be expected to
double the price level, this result, as Fisher discussed,
will not occur immediately or automatically. The economy
will go through a transition period during which the price
level increases to its new valuel.

The theory can tie stated formally in terms of the Fisher
equation8 h :

MV = PT

where M is the stock of money9; Vis~thevelocity of money; P
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{ is the average price level, i.e.,, dollars per unit of Y
quantity; T is a measure of the flow of real ‘goods and
services, 'i.‘e., unit quantity per period of time. Since the
total money volume of transaction (the left hand side of the
identity) 1s necessarily the same as money value of goods
sold (right hand side), ;che two sides of"this equation are
equ.al by definition. 1;1 other words, each transaction is
simultaneously recorded on both sides of the equation.

Eurthermor‘e, the theory assumes that: T is constant,

| because the economy is at full employment and that V is a

constant, being determined by certain institutional features
of thd economy.

Therefore, the above identity can be rewritten as:

{ . .
" M=TFP,
v
Since T is a constant, it implies that changes in the
7 :
stock of money are associated with proportionate changes in
price level.
) The quantity approach remains an important analytical

tool in the works of some influential economists, such as
10 4

M;lton Friedman

Friedman's quantity theory is more sophisticated than
the theories of Fisher and the Cambridge economists, yet it
follows théir‘ tradition; "the emphasis on income as a
surrogate for wealth, ‘rather than as a measure of the 'work!
to be done by money, is‘conceptually perhaps the.Dbasic

difference between more recent work and the earlier versions
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of the quantity thec}r"y"”.

1 i [ - 4 .
Friedman, however, views money as one kind of asset, a

commodity which yields utility to its holder according to the

functions it perf&rms12. Furtherfore, he notes that money

does matter and that any interpretation of short term.

mov—\e:ment, in i1ncome activity based only on the real section is

likely to be somehow at fault because it neglects monetary

changes13.

To summarize, the conditions which must be met under the
14,
&
1. Neutrality of money: the net effect, that is the effect

quantity theory of money are

after an'adjus:gmenﬁ pericd, of a change in the money

supply is only a change in price level,

In that sense money is neutral and this means that

certain other conditions prevail: |

a) price flexibili;y .

b) the existance of the distribution effects: change in
the quantity of money leads to price change which in
turn leads to changes in relative prices,
Consequently distribution of income and wealth will
pe af fected;

¢) neutrality of money requires the absence of money
illusion; a situation 1n which a price increase
Wwould induce an economic unit to buy less, even ﬁif
their income changes at the same rate;

d) there must be no de-stabilizing effects caused by

&
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price =:xpectations, An elasticity of price
" expectat:on equa} to one is sufficient. This shows
how e -pected future prices react to a change 1in
curren: wprlces.
Nec:lassica (classical) dichotomy: the price level is
thought to ary proportionally with the quantity of
money .

The stock ¢f money in the economy is determined by the
. )

monetary authorities which in turn is largely affected:

by increas<s in the national income. Exports are the
mz jor factor leading to the growth in national income 1°.
The rate of interest is fixed at a constant level. This
assumption, in theory at least, eliminates the role
+hich the rate of interest plays in the determination of
the public's demand for money.

T-e demand for money 1is highly stable; there are

imoortant factors affecting the supply of money "that do

not affect the demand for money, This is particularly

useful in tracing out the effects of changes in supply.'

This assumption provides a link between money, income
and pr')iées.

While veloc:ty of money is assumed constant, the outﬂut
- total available goods and services - may change in
response to changes in the money stock.

The economy is an open one; imports are included in
total available goods and services. They also play an

important role in price stabilization.

e
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The foregoing theories of inflation provide a background

for a look at inflation rates and their nature in Iran.
-}

3 - Rates of Inflation in Iran

The per10od extending from 1954 to 1977 will be divided
into three sub-periods to take account, of completely
different circumstances that have characterized the twenty
three year period. 1954 marked the first year of post~-
‘nationalization of the o0il industry under Mossadegh. The

nationalization period lasted four years at which time the

)

monarchy was restored. The 1973 boost in 0il prices was to
substantially alter the economic situation of Iran, both in

terms of growth and in terms- of inflation.

In addition, 1978 is a year in which political unrest =

and demonstrations beg.an which led to the fall of Shah in
February 1979. The three sub-periods being examined,
therefore, would be 1954-66, 1967-72 and 1973-77 .

Period 1954-66 which covers both the Second and Third
Development plans, is characterized with relatively low rates
(annual average) of increased in oil revenues and economic,
growth - 0.32 percent and 10.2 percqnt respectively - whereas
the period 1967-72 (Fourth Development plan) had relat:’[vely
moderate rates of growth of boil oi{\ revenuds and GNP, 1.3
percent and 12 percent respectively. The emphasis, however,
would be on the period 1973-77 (Fifth Development plan),

o o
which identifies with relatively higher 'prices of growth of
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oil revenues and GNP, 18.3 percent and 20.4 percent,

respectively. ’

Although, compared wif:h-i.atiﬂn American countries, Iran's
inflation rates do not seen se"rious, it is 1mportant tc note
that the Iranian authoritiles were very concerned about it and
inflation was considered as a major problem in Iran's

economy 16,

This-was also evident in the reports prepared by
The International Mone:tary Fund 17. . X

The relative price stability of early 1950's was
interrupted by a round of inflation in 1953-54, Twl\\ese were
mostly due to the political process of the national,ization'of
the oil industry, which caused” a substantial decliri)e in total
production. During the b®om years of 1957-61, pursuit of the
moderate goals of development plans created inflationary

pressures, However during 1954-66, actual annual inf lation

averaged not more than four percent (see Table 16).

After the relatively stable period of the 1960's, the .

price index began to show an upward trend in 1970 as
development activities accelerated under the Fourth plan
(19'67-7_2). ’Relatively higher increases in GNP and inflati?n
for the period was partly due to the sharp increases in
deveiopment expenditures on the economy, accombanied by &)or
performance of agricultural products as a result of ;atwo
year period of semi-drougk‘;t in many agricultural areas which
in turn led to rapid migration of farmers €0 the big cities.

Yet, the annual average rate of increase during the period
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TABLE (196)

Iran: Price IndefXes (1954 - 1977)
’(1975,: 100)

(M
Wholesale Price Consumer Price
Index Percentage Change Index Percentage Change
7 .
1954 50.5 19.7 37.3 2.5
1955 48.5 =-4.0 38.6 3.5
1956 51.9 7.0 41.4 7.2 i
1957 52.1 0.4 by .1 - 6.5 ! Comy
1958 50.3 .=3.5 4y .0 -0.2
1959 52.3 h.0 . 48.8 1.0
1960 54.0 3.2 53.7 10.0
1961 54.7 1.3 - 55.4 3.2
1962 55.4 1.3 55.8 0.8
1963 55.5 0.2 ~ : 55.9 0:2
1964 58.2 4.9 58.2 3.9
1965 60.2 3.4 59.4 1.2
1966 59.5 -1y2 59 .2 -0.3
#1967 59.6 0.2 60 . 1 1.5
1968 60.0 0.7 60.5 , 0.7 .
1969 61.6 2.7 62.7 : 3.6 ’
1970 63.4 2:9 . 63.7 / 1.6
1970 - 67.3 6.1 66 .U 4,2
1972 71.2 5.8 70,7 6.5
1973 79.2 11.2 7.6 . 9.8
1974 92.6 16.8 88.7 4.3
1975 100.0 8.0 100.0 12.7
1976 109.0 9.0 . 111.3 1.3
19717 127.7 17.2 .7 27.3
Averages '
1954 - 66 - 2.8~ ' ‘ )‘\_3.8_‘ e
1967 - 72 + 3.0 . - 3.0 -
1973 - 77 S 12.4 N 5.1 .

I3
Q

Source: International Financial Statistics, Yearbook
VoI. XXXIT, (1979), pp.228-231.
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reached only 3.0 percent for the cost of living index (see
Table 16). In general, price stability seems to: be
maintained up unt}l 1972-73. 1
With the édvent of the oil boom and the extremely high
rates of growth of expenditures‘bo%h in the - -public and
private sectors, and also, due to the limited productive
capacity, inflationary pressures were created and the annual

average rate of inflation- reached 12.4 percent and 15.1

perceiit for the WPI and CPI respectively during 1973-77, thus

et v am v e o n

reaching double digit proportionswr The wholesale price
a;ﬁd cost of living indexes reached acceleratedjrates of 11.2
percent and 9.8 percent, respectively in\1973 and increased .
to 17.2 percent and 27.3 percent respectively in 1977. . i
Table 17 com‘res the growth rate in Iran's oil :
revenues, GNP'and inflation for the three sub-periods under .
consideration. The country achieved the rem\arkaple growth . o
rate of 20.4 ;ercent during post-oil-boom of 1973-77, despite
the brief economic slump of 1975 world recession and the ., ;
politikcal unrest in 1977-7819. A proposed rate of growth of
B0 percent?0 in GNP in real term during 1974-75, for example,

v o

was impossible to obtain at the low inflationary rates of

less than four percent for the Third and Fourth plans. -
A marked contrast exists between the period 1954-662"

and 1967-72 on one hand and that of 1973-77, on the other. .

The former periods saw relatively low rates of increases in

oil revenues (less than twWwo percent), with relatively lo;r !
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\grouth rates (between 10-12 pe}-cent) which accompanied with
low inflation rates (2;-14 percent)., The latter period, ‘in

contrast, witnessgd’s'u#bstanti\al increase in oil revenues ‘
(18.2 percent), high economic growth (20.4 percent) a’nd
double digit inflation rates of 12.4 percent and 15.1 pércent :
for WPI and CPI re.spect.ively22 (see Table 17).

| Iranian inflation cannot be explained by ofje single
inflation theory alor;e: a number of sources are logically
possible' and at least not inconsistent with the inflation :
rates. The factors behind each analysis of inflation vary |
from cour.xtry to country. To ev aluate the relevant /1///\\
hyphothesis, one should ex amine the underlying assumptions in L /{
O Iran, to find out if facts correspond to the theory.

Beginning with the o:l-boom year of 1973, both the

government's financial activities and the private sector's
credit were largely expanded. It“is important to emphasize :
that because the 0il revenues accrued directlS' to the )
gbvernment, they did nét e;ffect the domestic money supply
until the government decided to inject th\e;m into t:he domestic
economy through its expenditures.. 4

.As mentioned earlier, government expenditures and credit

in the private sector and hence the money supply increased ]

rapidYy after 1973. Money supply increased by 6 1.4 percent

il

in 1974, compared with 27.4 percent for 1973, and continued
‘ Nt

to increase at a rate of 32 percent per year for the next

-
[ three years. The monetary expansion in the demgnd side of

I3
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TABLE 17 . . Y
Iran: Growth Rates of Oil Revenues ‘ gk-‘
WPY, and CPI C1950-77 '
| (innual Average - percent)
. Receipts From .
Oil Revenue GNP WPI CPI
1954 - 66 0.3 10.2 2.8 3.8
1967 - 72 1.3 12.0 3.0 3.0
1973 - 77 18.3 20.4 @ 12.4 15.1 °
Source: Tables 1, 2 and 16.
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the Iranian economy put pressures on the supply side.

Domestic production could not respond fast enough to the

gnowing demand. This can be explained partly by a) the’

existance of the limited production capacity in a typical
LPC, and b) the fact thaﬁ the factoréhof“production in LDC's
are immobile, scarce and within an imperfect market.

The massive pressure on the supply side was eliminated
to a large extentafter 1973, by the import of foods and

basic commodities. Imports grew wWwith the average annual

compound rate of 44 percent during the period 1973-77,~

compared to 15 percent for the period 1967-72 (see Table 18).
Due tolits enormous oil revenue Iran could afford rapid

increases in -imports.

'

The combimation of domestic production and net

import523, could not, however, grow at the same proportion as

»

the monetary expansion. Although domestic production and net
imports greh during the period under copsideration, there waz

a growing lag in domestlc production and 1mpor‘cs2u compare

-

w1th the growth of the quantity of money. Given the

condltlons already mentioned under the quantity theory of

-} 3

L]
money, an increase in money SsSupply, increases th prices.
Furthermore, increase ih money supply creates increasing

deménd for‘impor$s. Given the increasing oil revenues,

impor§s~1ncrease and hence imported ﬂnTlatlon affect the

-

price&kuvels $1mportéd inflatign’will b %ﬁs¢u53ed lattef; in’

more details).

‘m'@ P
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- TABLE ({18)
a} ~ -
. Iran: Imports® and Exports®%
¢ - 19587~ §§77“r§11110n Rials)
3

-

a S *Exports (fob)
Year Import (cif) % Change (Including B31) 2 Change
- , ]

L

1954 5.3 ' - ~ 10.0 d
1955 T4 . 39.6 - 17.4 4.0
1956 9.1 23.0 - 34.0 95 .4
1957 23.7 160.0 49°.3 - ., 4.0
1958 - 31.2 31.6 56.1. 13.8
1959 38.0 21.8 ¢« - 58.2 3.7
1960 42 .4 11.6 63.9 ‘9.8
1961 45.8 8.0 64 .5, 0.9
1962 © 40.2 -12.2 y 62.3 -13.4
1963 39.7 Somet,2 - 69.6 11.7
1964 51.0 So 28,5 . 94,9 36.3
1965 65.1 L 2T1.6 98 .8 .4
1966 70.5 .- . 8.3 < .99.2 0.4
1967 g4.8 - ¢ 20.3 146 .1 47.3
1968 93.6 10. 4 Tu2 .5 -2.7
1969 103.3 10.4 159 .1 1.6
1970 © 11244 8.8 198 .7 24.9
1971 128,7. . 12.7 289 .8 45.8
1972 °. | .163.0 , .  28.6 305 .9 -, 5.5
1973.° . 208.00 - 27.6 426 .0 39.3
1974." " "328.9 , 57.7 1,458.8, . ¢ 2u2.4
1975| 625.3 90.6 e 1,367 .1 -6.3
1976 -808.2 29. . 1,651.7 120.8.
1977 923.4 - w2 . 1,713.1 0 > 3.7

3
Notes: =~ * c¢if., , .

%% Tncluding 0il co .

«
~z

. %
Source: International Financial Statistics, Yearbook 1983,
pp 3 282'283- *




" The’quantity theory of money explained above, implies

that in order to have economic growth without inflation,

s

monetary expansion should be set’so as td have the same rate

of increase as the increase in available goods and services
) )

(domestic production plus’ net imports).
Information availableron Iran's econonmy suggests that
not only did thg utilization of the nation's oil revenues for
domestic expendi(tures exceed a certa'in limiit, but that due to
Iran's strategy\of‘ rapid deveIOpme:xt in a wrelatively ashort
time,: infla't.ionari{ pressures we‘:;e created: as output was not
able to exp,“and'correspondin"g.ly, pricgs increased 'f‘gster,
compared Yo the pre-1973 oil-boom period. ' )

Besides the main monetary expansion, there were other

f'ac‘g.or's which contributed to the creat.ion of inflationary

. pressures. - &

FEE e
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Population had steady growth rates: as shown in Table

(19), the average annual compound growth rate of the total

‘populatlon during 1954-77 was 2.8 percent. Tdtal population

was estimated tor b more than 20 million in 1957, over 27
mllllon in 1967 and more than 34miilion in 1977, therefore

having a growth of sevenmillion per decade with a skightly
.'I/" “

lowédr growth rate in the latter pesiod (1967-TT7). The

popqlétion increased faster in cities than in rural areas -
7

b.9 gérc’enta-vs 1.8 percent - which can mostly be explained

by the migration from rural areas to urban centers.~

According to Iranian officials??, the country's absorptive
\"

\ u .
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. S TABLE (19) :
h Iranz Population® .
'l 1954=1977)
o Year Population Million
" 195“ 1802 \
_ 1958 ~ 20.4
7 1962 22.8
1966 25.5
- 1970 28.7
1974 D 32,1 .
1977 . - 34.3
,_/‘
. Growth Rate: Percent
o °
i ’ Average - '
' 1954-58 2.9
- 1958"'62 2-9
1962-66 / 2.9
' 1966-70 2.9
"1970-74 2.8
1974-77 2.3

the :

Source:

s

% There has been a population census every ten years,

the last one being 1976.

International Financial Statistics, Vol,

1979, pp. 230-—231 .
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‘capacity was being utilized to the full from abouti/ 1973

onwards. The frequent shortages of glec.tric power; _shortages

of skilled/ and semis-skilled labour; the congestion and
inefficiencies in the ports and the inadequencies of the
' L

! ) .
transport system all point in this direction. . \
Relative decline in agricultural growth “combined with

better facilities -~ job opportunities resulted from

-

education, etc. - created mass

government spending, health,

This, in turn, resulted

movements towards the main c¢ities.

in a construction boom 'in those areas which was frequently

4
°

a : \ -
uncoordinated with ’availabl; water, power, sewage, telephone

facilities and other services. The

affected by western types of utilization of consumer and
luxury goods, particularly electrical appliances such as air

conditioners. This in turn overburdened the country's supply

of eléctric ‘power26.

1

There was a growing concern that Iranian economic

developrﬁent is hampered by serious electric power

shortagesz", The power shortages in 1977 - about 500
megawatt - was attributed mainly to delay in completion of
Reza Shah Kabir Dam which would have generated 1,000
megawatts when completedza. By 9“omparison with eight other

coun;:ries with comparable levels of per capita GNP in 1975,

. per capita electric power production in Iran ranked lowest at
1]

460 k.y;h. per annum amongst a median value of 1,140 k.w.h.

:per annum?®. "This in fact was the main'reason’f"o behind the

*
¢

+

4)2' ) ' IR

new migrants were
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situation 1im which,’ despite domestic demand, wvery few

o ' . a ’ ~ 4
factories. could. ufi’lig,e their full capacity. According to a

government study 31, ti‘xé capacity utilization"was 61 percent

ipn textiles, 96 percent in cement, 46 percent in brick-

. making, 69 'pércent in the automotive induspgryJ (51 percent in

the car industry) and 36 percent in tractors. Arak Machine

Tools32, for example, prod'uced 13,751 tons of goods in 1976~
/ ° - N

71 against"-a capacity of 23,000 tons. .

These basic Jshortages‘ combined with the continuous
injec@ion of o0il monez;f into 't,he economy =- via the ambitious
development programs i led to 'afsit:'uatio_n in which the

performance of economic development was extremely uneven.

" .The waste' factor in the Iranian economy has been estimated to

E

k4

[

be 40 percent due tqg asymmetrical development' and poor

coordination among key factors such asf’}nanpower availability,

- .

infrastructure,’ port and rail f‘iacilities, etc.33. This in

turn, led to a large extent, to substantial duplication. Ong

-l

example would bé..the inability of exisﬁing- ports and

transport facilities to acéommpdate the vast inereases’in
importg for consumption and develbpm‘ent programs.
to a speedy -and c':ostly'r build up of ports with some large over
expénsionBu of port facilities z;nd airports in some

1

instances, because of both lack of coor:dinalti,on and national
prest;ge .considerations. , . s

By 1975, the price setting agency of the government was
sudde'nlyy g‘aced\ with a flood of 1rftermevdiate,~consumer,

- L3

This led

b
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industrial, and other types of ,géods coming into Iran.
Consequently’ 'the assignm’ent. of appro;;riate prices for the
goods was practically impossible, and these goods were
permitted to' reach t:he market at prices higher than the

contr:olled prices might have been, thus accelerating the
. A - s

price rate spiral. This cdmr}ined with a number of diffepent_

bettlenecks in ’pof‘t capacity, transport facilities,

odistribu.tion',s‘ystem, andkwarehousing, as well as the
. e Fa

increased needs of the market blaces added cost s to already

, expensive%items and delayed their arrival- at purchase points,

reducing the potential su;;ply of goods ne;eded to fighxt back
inflationary pres;ures, counterbalancgng the moﬂderatingr
effect ;>f imp"orts on prices and in some instances, adding to
them. For example, in 1975'$1 billion was paid to shippérs
.for vessels imm'o)bilized due €6 inféequate port facilitg‘.es35“.

-All this, combined with the over,all‘ world inflation, was

¢

passed on the consumers.

Pl

Government's attempts fo.r‘improv'e_ment in Iran‘s

‘ 4
distribution system had some short-run favorable ef fects.
Bureaucratic red tape was cut, storage.facilities were guild,
[v2

]
high priority goods were given special attention,, more trucks

N
were purchased and port facilities were expanded. For
| - ¥

examplé, the wait_,'ing period for releasing the imported goods

AN .
in ports decreased from 180 days in 1975, to 14 days -in

197736. Newspapers reported that all major bottlenecks have \

»

been overcome. However, this was mainly due to the fact that
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the demand for goods and services levelled off, since the

boom and expenditures-decreased at the end of 1976.
. @
There is a standard pattern of structural transformation

s 3 . :
for ,LDC's industrialization today: Iran is no different from

other countries in experienci(&g these common problems, it is

4 ’ o
‘different, insofa(r as o0il earnings have eliminated the

]

ex ternal bottlenecks whigch is characteristic of most LDC's.

One, therefore,.can not reject some structural forces béhind’

the Iranian inflation.

rd

Nowhere,. however, in the Central Bank's analysis of

ES

inflation k(Ba.nk Markazi), were the structural causes

consider§d37. Instead, the ’emphasis' was given primarily on

. monetary stabilization policies. As the Bank indicated "due

bo the very speedy gr“owjt,h of income the total demand
incr‘easec{ 91: a higher rate than total supply of ’goods and
"services. This situation 1;10t omly‘r‘esulted in creating new
di fficulties for the econbm;;“,° but also increased vinf‘lationar'y

pressures"38. According to the report, not only is inflation

primarily linked with monetary factors, but the new

—difficultiesx¥structural bottlenecks) were created -by thes?M

inflationary pressures. I_ranian,‘ecpnomists' believed that

asgréga-te demand 'was determined by factors associated with.

-Fisher's version of‘ the quantity {heory of money39.

As was mentioned above, the stabilization programs
' 1N |
suggested by Bank Markazi were primarily based on monetary

factors. ‘Credit restriction -policies were practiced on

-

.
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several occasions. For example in 1'9‘72, thé Bank ordered the
co;mtry's three largest banks to elimihate their credits and
loa_ns tc the cons‘truc‘ti.on sector, on the “one hand,
Supervising the savings accounts in order to chanpnel them

]
into productive activ.t:1es, and on the other hand, obliging

-

the 'comrnercial“‘ banks to allocate,30 percent of their saving

deposits to' purchase government bonds. The offiéial

rediscount  rate was then increased from seven percent to

seven and one-half percer.:u'o. ,

<

The maximum permitted increase of credits by commercial

(SN i

banks o the private sector was Towered from 30 percent in

3 .
1976 ta 20 percent in 1977. At the same time, the maximum

3 ! ° . N
‘interest rates charged by commercial banks- increased by one
[T

percent, while the inte - est rates charged for construction

L 41

purposes 1increased 3 p«rcent Given inflation rates,

however, these nominal ra- =s represented negative real rates.

4
The se restrictive mea.ures were practical in most of the

years of the Fourth and ¥ifth plans; however, they cannot be
considered as effective and successful policies. Many

cited to explain' their. failure. In most

factors can be
' \
cases, the cr'é‘d\;/restrictfons and increases in borrowing

v

costs were imposed ‘on those economic activities which had

greater contributions to make towards increasing overall:

domestic supply. This decFeased the growth rate of those

¢ o +

sectors, creating stronger effect’ on inflationary pressures,’

and inéicating not only the failure of channelling credits

S
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and loans8 to productive sectors, b}Jt taking the already

existing credits away from those séetbrs. This a;rgument is

based on the fact that certain types of investments  do ho}t

b

have a significant anti-inflationary impact. The decline in

o

growth rate of goﬁerﬁment'consumphion expendjtures, for

example, from 24 p'grcent in 1976 to 7 percent 'in 1977 Wa§":"_

"~

considered a major-stabilization movel2? Y

<
. 3w

The government's -stabilization program included liberal

H

import policies. Massive imports of foods and goods began in

the mid-1960's and increased at a high rate after the early..

1970's. The main objectives were: to provide food products,.

~

o

fo accelerate industrialization:and economic ugrowﬁh by

irﬁpor‘ting basic needS‘, to undercut speculators, and &0

‘relieve demand pressureé. To undertake this policy,] t'he. g
government provided. several facilities for. imy')or'tS' ‘and
import tariffs were eitHer decreased or completely-

eliminated. During the Flfth Development Plan, ‘the

registfation fees for imported goods, were di‘minished from 5.5
. : R -

.percent to one per"cent:n. Th‘ec total vaiue of imports increased

by 40.6 percent per year during this periody from $2,06
billion in 1972, re;ched'$14.1 billion in 1977.

Gover:nment subsidies are‘other means for imple ' ntation
of anti- inflationa'ry\ policy. These are paymen}ZEmade by
government for the dlfferences between the forelgn buy ing

price and the domestic price of i‘mported goods. In A974-75

alone the Iranian government paid/more than $1.2 billion as

,
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subsidies™®3 and this has climbed since.

The majorn'obje’ctive of the government's anti-

inflatioﬁary program, however, was stabilization viey»

-

statutory price control, with the threat of persecution for
offenders. In the summer of 1975, the government of Iran,

with threats of decreasing tariff protection, forced éll

manufacturers, retailers and wholesalers to reduce their -

prices. to those*of" May 1974; 10 to 20 percent below the
éxisting price ,lev,eis. These ;:uts were not considered
harmful to the economy, and were intended to allow producer.;s
to earn still a fair profit. Several organiz;tions were then
created t‘o' ,;eport any deviation from the official prices for
approximate_ly« 650 essrential consumer goods. The enforcement
was carried out by an army of 20,000 c;fficial pricekqatchers,
which was supplemented by tens of thousands of st.udents and
hou's'ewives“. ‘

| There wer"e several arresvts of merchants and shopkeepers

o

for p}'ofiteerving and hoarding§ more than 10,000 during a

‘period of 3 modths¥>. - Millions of people were subjected to

-
finhes, a}a'd‘mény were sent to prison, including those in the
s

higher classes. This led to adecline in the,cost of living

by 4.6 perceht, but even the government admitted that these

were stop-gap measures aimed at breaking the inflationary-

psychology for the benefit of consumers, The results,
however, were delays in pro&uction, a lowering of the quality

of the commodities, and uncertainty on the part of the

s
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‘producers. , . .

In 1976, the government admitted failure, and at that

time, imported inflation was blamedué. However, it was not

until early 1977, that a gradual move towards relaxation of
rigid price control began. Prices ;f a number of foodstuffs
including meat and of some services have been freed from
control. It‘i;\fﬁ%eresting'to note, however, that prices
have increased sharply as a result 'of the price

liberalization policy and that many basic Services have

doubled in qostu7. .

In addition, the policy cost the goverment $4 billion

for the/year 197“-75; to acquire and distribute essential
foodstuffs, with total subsidies to be $1.9 billion for the
next two years, starting af{ March 1976”8. The policy also
had adverse effects on the moreale of_the private sector,
commercial and industrial compénies; reports from Tehran
suggested that private invéétment has slumped as profit
margins were dramatically reduced“g. The argument is based
on the assumption that government controls those goods.that
are essential and sinmce their prices are not increasing,
profit is low. The price control policy, has discouraged
both the private investors alfeady involved in the market and
also those*éotential investors already involved in the market
and- also those potential investors who could have been

attracted into production of e§sential goods, to invest in

these fieldsso.
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To conclude, the cut in go&ernment expenditures, credit
restriction and severe price controls are devices that might
prove helpful in the short run, in terms of slowing the rate

of inflation. As can be seen in Table (16), the rate of

.increase in consumer price index (CPI) and wholesale price

index (WPI) decreased from 14.3 percent and 16.8 percent in
;974, to 12.7 percent and 8 percent—im 1975 respectively.
However, in the long run they are less effective, especially
if the much-desired high rate of economic growth were to be
maintained. Imposing these restrictive methods, therefore,

will either slow, or halt the rate of increase in the

hl

economic growth, creating further bottlenecks in the process .

of economic development.

-

’

The existance of Monetarist factors of inflation can not
be denied in Iran, particularly after 1973. Substantial
increase in o0il revenues combined with the authorities®
desire: of "speedy development", led to some monetary
mismanagement, confusion and duplication of economic efforts.

The main cost:push factors of inflation, relevant to
Iran are iybort prices and wages. As was mentioned earlier,
Iran's iméorts increased sharply due to both o0il revenue
increases and the development plans. Table (20) shows the
wholesale price index and its major components including the
trend in the prices of Iranian imports. Amazingly in 1973,
the import pricg index increased 14.3 percent compared with

an 8.6 percent rise in 1972. The annual average growth rate
L1
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TABLE (20) Ty
.Iran: Wholesale Price Index with Major Conpoﬁents
1964 - 1977 N
1974 = 100

- b

General Imported Exported

Year Index Goods Goods Annual Change :
. @) (2) (3) .
1964 $7.3 62.7 . 43.9 6.3 0.4 7.3
1965 59.4 03.0 . 49T 7 T 3.6, 04 =101
1966 60.7 63.6 49.2 2.2 10 4.3 .
1967 61.8 64.2 49.y4 1.7 1.1 0.4
1968 62.7 1 63.9 50.7 1.5 =0.5 2.6
1969 62.2 66.1 * 53.5 -0.8 6.6 5.5
1970 66.8 69 .4 54.3 7.4 2.0 1.5
1971 71.7 7.7 57.4 7.3 2.0 1.5
1972 5.3 7.9 T 66.7 5.0 8.6 16.2
1973 85.5 89.0 92.4 - 13.5 14.3 38.5
1974 100.0 100.0 100.0 17.0 12.4 8.2
1975 105.3 . "04.0 103.5 5.3 4.0 3.5
1976 119.5 0.7 - 125.2 13.5 6.4 21.0
1977 136.9 HAL I 140.5 +14.6 12.2 12.2

3 ~

- Average Changes (Percent) ~ .
(1 (2) (3) A
1964 - 73 4.3 3.7 8.1
1973 - 77 12.8 9.9 - 16.T

s - { M

-

o -
Sources: The Statistical Yearbook of Iranm, 19‘{7, pp.617-623;
The Statistical Yearbook of Iran, 1972, p.634
Bank Markazi:- Iran, Economic Report and Balance
. - Sheet, (Tehran,-Iran: 1977 (2536)), p.291.
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in the 'prices of imborted goods was 9.9 percent during 1973-
' R

- 77, "compared with 3.7- percent for period i954—73f’

°

A diregct international cost-push effect results,
£henefor€,'when an increase in the price of imported goods
raises the overall cost of living for congzumers and as well
raises the cost of pri?uction, thch, despite zhe
government's subsidy program, is also: passed on to :Le
consumers. "These, on top of r}sing domestic aggregate demand
;nd t;e originalrdemand—pull inflation of the "immediate
post~1973 period, gave rise to'significanticost—push

; .

elements51.

Although the imported inflation in Iran is partiaily due
to stagf}.ation52 prevalent iy'westernlindustriali;ed
countries - due in tufn,’in part to sharp increases in o0il
price353 - it is not correct tb suggest that\theuhigh rate of
domestic inf.lation is solely due to international factors.
On the contrary, most studie%}on-the s®bject report that the
contribution of international to domestic inflation is not
more than 25 percentsu. A substantial portion of Iranian
inflation is due to, domestic causes. '

Another idpértaﬁt cost-push element is wage increase.
Wages in skilled jobs rose up to 50 percent in 1975 and 1975
andﬂipese rates, copbined with inefficiency in production and
somf other factors - shortages of skilled and semi—skifled

workers, imperfect -competitiveness of capital markét,

bureaucratic.delays - 'made Iranian indgstrial goods highly

!
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I A
priced compared with their,énternational counteéparts.

One of the indbcations'of shortages in labour market is
their corresponding wages: the income of ordinary 1labourers
rose relatively more slowly than that of skilled workers:

. .

while an unskilled construction labourér was earning $5.50

per day, a—pipe-fitter could take home $440-460 per month.

Furthermore, a good bilingual secretapy, an engineer with no

eﬁperience and a gragdate manager were paid $1200, $2000 and
$4500 per month, resbecpively55.n It was estimated that
during the Fifth Plvan" period (1973-78),’theré would be a
shortfall of 721,000 in labour ﬁ;rket, of which almost 80

percent- would be skilled and semi—ékillgd industrial and

skilled construction workers56i‘ To overcome shortage of .

E

human resources, foreign workers were brought into the
country. By March 1977, some 60,000 foreigners possessed
workxpermit557.a ; &

go%ever, despite thg existance of wage cbst-push
elements in the constructipn and manufactuéing sectors, it is
not correct to conclude that‘.ﬁagq-cost-push pressureS
dominatea the inflationary process in Ir?n, si;ce fhere was
no strong lab;pr union. In addition: there existed
consideraﬁle,réserves‘bf unskilled iabour“in the
agriculturalss_sgctor which contfibuteé tprough migration to
the urban unemploymentsg.‘ Wage increases, therefore mostly
oécurred in par£icu1ar economic sgctors and were not

translated into general priceuincrease.
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In sum, while no inflation, theory can explain the
Iranian. inflation alone, one can ‘combine different
obserY?tions tb bé;ter understand the underlying causes of

“inflation in Iran. .

Highe; relative demand, compared with supply, iherefore
can mainly”explain the Iranian iqfla;ion: while structuralist’
elements can, to some extent, explain the rate of fnflation

4 ¢
during the period under consideration, the monetarist forces

associated with substantial ;ncreases in o0il revenues have to -

a large extent contribgted to the double digit rates of
inflation of the post-oil-boom year of 1973.

Among the cost—push el;ments, increases in priceé of
imported gg;ds and 'services contributed, to a.limited extent,
to inflation, whereas the liberal import policy itself

-l{mited somehow this contribution via stabilizatioh. Wages,

on the other hand, increased in some sectors, but did not

seem to have significant contribution in general prices.

A

4 - Regression Results

Tabie‘(ZJ) shows the regression result for the effect of
' money Ssupp y»(Mz and dros; ﬁationgl Product (GNP) on price
levels (Wholesale Price Tndex90: wpI). "
. Thg neral model used can be wr;tten as:‘

A
M + e

~i

n A
.- p=-a+ & BiY 5 +s i
i=zo: * i=o

where p is the dependent variable (WPI), a i3 the intercept

for the model, ?-i is GNP in constant_pfices after i.years

S e adates e

b v
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’ - TABLE (21)
N >
Iran: Bffect of Money Supply-on-Wholesale~Price Index (WPI)
. GNP In Constant .Dollars _Money Supply ' ) purbin
Model Intercept Lags Lags- , R-Square {Watson
g = 1 2 . 3 4 0 1 2 -3 4 ’ ’
_0'59 -0.05 - -~ - - - "0030 - - - - "é’t30 1068"'L
1 (=0.30)* (-0.52) (2.69) <
Hé ~2.62 ’ -0.05 0.01 - - - D.16 0.29 - T - 0.57 | 1.46
T 2 (-1.41) (0.66) (0.13) ' (1.55) (2.96) . N
.4{ "4-29 ’0021 0'006 "0!05 - - 0-16 0027 0-23 - - 0075 0.81
’ % 3 j—2:57) (-2.47) (0.07) (-0.64) (1.84) (3.17) (2.15)
. -3.79 | -0.28 0.08 ° -0.11 -0.17 0.20 0.23 0.15 0.19 - D.Bé 1.29
4 (-1.96*1 (-3.16) (0.78) (~1.46)(1.47) - (2.07).(2.69) (1.47) (l.66) -
5.31 -0.18 -0.16 0.09 -0.02 -0.,02 ‘0.18 0.31 0.18 -0.06 0.30 0.86 1.21
f 5 (=-2.28) (-1.43) (-0.83) (0-52)(-0.13)(—0.89)(1.78) (2.98) {1.21)(-0.32)(1.36)
* Figures in par@nthesis are t-ratios for corresponding estimated coefficient.
. ot i )
Sources: Tables (1), (1l6). For money supply during the period 1954-77; -
International Financial Statistics, Yearbook, 1983, pp.280-28l.
% ~ - - - —
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A ' .
lag, M_; is money after i year lag, ﬂi and bi are the

‘ . A “. o
corresponding coefficients for Y_; and ﬁ_i respectively, n is

i
the number of lags aﬁd e is the e}ror term.

The five specifications considered are characferized<by
the laé structure of the effects. As can be seen, the
contémpéraneous correlat}ons of the GN?,apd money supply in
one hand énd the price level, on the other, are negligible,
wﬁereas yhen @gw years lag are introduced, most ofr the
variations in the price level cqu;d be linked to the GNP and
mcnéy supply.

Th;oretfcally‘ﬁ1, Bs, ﬁ3 and By are negative -and b1, bz,
b3 and bu are positive. In compariAg the berformanee of the

fits, the one with 4 period lag %(:::iure (regression #4)

would be most reasonable in terms significance of t -

ratio and R - square of the fit. This would be the one that -

would'oe discussed below.

Tpe lag structures of the fitted equatioé"imply that _
there i a significant time lag involved in the realization
of the rnspoﬁses. As mentioned in chapter one, iy should no{
be surprizing, as one may well argue, that frictions in the
economy, market imperfections and st;éng role of the
government in the Iranian economy, would legd to such lag
structure. . ¢ |

Apark from the lag étructure, the coefficients of real
GNP growth, allsare negative as theoretically expeétedr

éxcept in one case which is however, not statistically

¢
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significant (as the t ratio is 0.78).

theoretically expected.

The coefficients of honey supply are all positive as

However, in both cases, no specific

pattern in the magnitudes of the coefficients are apparent..
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Conference) as cited in John P, Higginbotham, Inflation

and Economic Development: A Survey of Monetarist o4

Structuralist Controversy, (McGill University, M.A.
Thesis, 1969), p.28. .

Robert E. Looney: The Economic Orlglns of the Iranian,
Revolution, op.cit., pp.177- 178

-

Irving Flsher "The Purchasing Power of Money", (New

York, MacMillan, 7G17). p.761.

Ibid, pp.24-25. Although the Quantity Theory of Money
is mainly associated with Fisher, very few economists
accepted the theory in its original form. The Cambridge
economists such as Alfred Marshall and A.C, Pigou, for
example, emphasized equally money supply and money
demand,whereas the emphasis in the Fisherian version is
on changes in the supply of money. The former
economists added a very‘etrong emphasis on individual
psychological factors* such as preferences and
expectations, individual's demand for money and utility.
See A.C. Pigou, "The Value of Money" The Quarterly
Journal of Economics, Vol. 32 (november 1917). For an
up-to-date study of theoretical development of the
Quantity Theory: of Money, see John T.’Boorman and Thomas
M. Havrilesky, Money Supply, Money Demand, and Macro-
economic Models, (Illinois: Nopthbrook, AHM Publishing
Corporation, 1972), pp.162-28.1. )

Defined as the sum of demand deposit 1liability of
ecommercial banks and currency held by the public. M can
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be divided, therefore, to M (currency) and M!

-(deposits). The identity, then can be written as

MB=M!V1=PT. For details see Milton Friedman "A
Theoretical Framework for- Monetary Analysis”, Journal of
Policital Economy, 78 (1970), p.197. For a distinction
between normal and real stock of money, see Friedman,
"The Demand for Money: Some Theoretical: and Empirical
Results", Journal of Political Economy, 67 (August,

1975), p.330.

Friedman's'major work related to the Quantity Theory
include "The Quantity Theory of Money -~ A Restatement",
Studies in the Quantity, Theory of Money, edited by
Milton .Friedman, Chicago: University of Chicago Press,
1956, pp.1-21; "The Demand for Money: Some Theoretical
and Empirical Results", op.cit., pp.327-351; The
Optimum Quantity of Money and Other Essays, (Chicago:
Aldine Publishing Economy, 1969); "A Theoretical
Framework for Monetary Analysis" op.cit.; "A Monetary
Theory of Nominal Income". Journal of Political Economy,
Vol. 79, No. 2 (March/April, 1971), pp.323-337.

Friedman, A Iheorétical Framework For Monetary
Analysis", op.cit., p.203.

Friedman, "The Demand for Money; Some Theoretical and
Empirical Results", op.cit., p.349.

Friedman, The Optimum Quantity of Money and Other
Essays", op.cit., p.52.

H. Visser "The buantlty of Money", (London, Martin

Robertson & Company Ltd., 1974), pp.168~-176. See also-

Harry G. Johnson "Monetary. Theory and Policy", The
American Economic Review Vol. 52, No. 2 (June 19627,
pp-335-384.

This condition is particularly true for Iran, due to the
government's contrgl of its revenues. As mentioned
before, o0il revenu¢gs are channeled into Iran's economy
via government [expenditures,. The government
expenditures, in tukn, increase money supply.

Los Anéeles Times, Oct. 7, 1977, 'p.1, €Col.1. See also
Quarterly Economic Review: Iran, various issues,

R

Quarterly Economic Review: Iran, various issues.

A study undertaken at the Plan Organization of Iran
indicates the correlation between the rate of inflatjon
and oil revenues in Iran, for detail see Plan and Budget
Organization of Iran, Survey of Inflation in Iran,
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19.

21.

22,

27 .
28.
29.

30. .

‘31,

: Pacific, 29 ‘( December 1978), p<37-

Planometrids Buréan, May 1975, as cited in Homa Motamen,
Expenditure of 0il Revenues, (New York: St. Martin's
. Press, 1979), pp.71-74. '

'Quarterly Economic Rev1ew Iran,” III (1978), p.f1.

Quarterly Economic Rev1ew. Iran, I (1974) p.7; The main
growth area was’ expected to be industry where
manufac@urlng would grow ‘at an annual rate of 15.3
percent, electricity 'at 22 0 ‘percent, water at 12
percent .and constructlon ‘at 13 percent. For .more
details see Quarterly Economic Rev1ew Iran; I (1973),
p-7.

The hlgh inflation rates of 1954-59 oan partly be.
explained. by the political effects of national1zat10n on,
tire economy.

L

The simultaneogus existencg of growth and inflation,
particularly for the. period covering the Fifth
Development Plan, seems to be consistent with the
structuralist assumption indicating that economic growth
generates inflation. E

- -

. Net 1mports belng total 1mports mlnus total export of

non-0il products. '’ L .
a N Q -

o

This can partlally be explalned by limited absorptive

capac1ty in Iranian ports and transportation.

Bank Markazi Iran, Anngal Regort as cited in
Development Planning Division, ESCAP Secretariat, "The
Iranian Economy: Qil and Development in the First~Ha1f
of the 1970's™ Econgmic Bulletin for -Asia and the

Finan01al Tlmes, Dec.20, 1977, p.%O, col.1l.

R . 4

Chicagp Trlbune, Oct. 18, 1976,“p;4; col.1.

New York Tifles, July 11, 1977, p.35, éol i,

L

'Economlc Bulletln fOr Asia and the Paciflc, op.cit,
p.hﬂ . ( v

Another reason is-the high absenteeism among the
‘workers. For details, see Robert Graham Iran, the
Illusion of Power, (Londop. Croom Helm, 1978) p.120.

Upited States Embassy In 'Iran, SemiC?nnual Economic
 Prend Reports, (Tehran, May 1977), as cited in Robert
Graham, Iran, the Illusién of Power, op.cit., p.®R20. «
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,32: ‘The main heavy. engineerlng plant in the country

~

.
3

- 33. Robert Mantel and Geoffrey Kemp, "U. S. Military Sales to-

Iran”, A staff report to the sub-committee on foreign s
assistance ¢f the committee on foreign nelatlons, Unlted
~ States Senate, July 1976, p. 13.

V i

-

3. This was common to many OPEC countries whichftrfed'td
spend oil revenues as quickly ‘as possible.

35. Robert Graham, Iran thd -Illusion of’ Power, op.cit.. p.96.

36.u Bank Markazi Iran, Economic Report and. Balance Sheet
(Tehran, Iran: 1977 [2536]), p. 94

37. Robert E. Loaoney, Economlc Orlglns of? the Iranian
Revolution, op.cit., p.145. . .

38. Bank Markazi Iran, Annual Report, 1975, (Tehran: Bank
Markazi, 1975), p.69. o . s

32; Robert E. Looney, Economic Origins. of the Iranian

; Revolution, op.cit., p.Ti5. For a discu331on of the

: Fisher Theory as relevant for developing countries see

Milton Friedman, "Monetary Policy -for ? Developing

Society", Bank Markazi Iraan, Bdlletdn, (March/April

PN 1971), as cited. in R.E. Looney, Economic Orlglns of the
Iranian Revo lution, op.cit., p.226. -

40. Bank Marka:i Iran, Annual Report and Balance Sheet
(Tehran, Iran: 1972 [ 13511}, pp.21-22. R

41. Bank Markazi Iran,"Econom1c Report Gnd Balance, Sheet,
op.cit., p.10(7. .

42. Ibid.

. \‘ « -
. B
43. Theodore H. Moran, Qil Prices and the Future of OPEC:"
The Politiczl Economy of Tension and Stability in-the -

Organizatior of Petroleum Exporting Countries, B
(Washlngton D. C Resourcess. for the Future, Inc., 1978) .

P 38 . ) . 0 | 1".-:

44 . Wall Street Journa} Oct. 5, i976 p. 1 col.l. -

45. Robert E. Looney, A Develogment Strabegy for Iran
Through the 1980's, (New York, Praeger, 1977), PP. 108,
111,
\‘; -

46. Quarterly Economic Review: f?%n, 3 (1976), p.7.

47. Quarterly Economic Review: Iran, 1 'G1977); p.9.
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52.

- 53,

54 .

55.

56.
57.
- 58,

59.

60,

. Ibid. . s
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Quarterly Economic Review: Iran, 4 (1975), p.8-

b

9

Robert Graham, Iran the Illusion of bower,"‘o_g.c'it.,,
p.96- ! N ’ » ‘

U.S. export prices climbed e” than 60 ‘peréent from
1973 to early 1978:, German prAces climbed 65 percent and .
Japanese climbed about 60 percent. For more details see

7/

Loring A%len, OPEC 0il, (Cambridge, Mass.: Oelgeschager,
©  Gunn & Hajn, 1979), p.153. - . "

Stagf lation is a_ situation in which there is staghation,
and inflation at the same time. Stagflation can be
defined as a situation in which there is continuous
rises inprices and wages, as well as unemployment and '
deficient demand. It simply means inflation without
growth,

The ecrude-o0il price increase was part of the inflation
in the west, not its cause. The cause lies in the fact
that the decline in production brought no corresponding.
reduction in spending. For details, see Allen, op.cit.,
pp.156-159. ‘ 3 | .

v

F. vakil, "Iran's Basic MG‘G{-Q Economic Problems: K
Twenty Year Horizon" Economic Development and Cultural
Change, 25 (July, 1977), p.723. N

Robert Graham, Iran The Illusion of Power, op.cit.,

p.90. "~

Ibid., p.109. -

Ibid., p.119. .

- "~oee N
The simultaneous eXistence of -unemployment and shortages
of wWworkers can partly be explained by the
structuralist’'s assumption of immobility of labour as a
factor of production, Another™reason can be the lack of
adequate training programs on the part of the
government.

Robert E. Looney, 'Economic Origins of the Iranian

Revolution, op.cit., pp.156-158.

LR

The ef fects of M and GNP on'both consumer price index
and GNP deflator were examined. However, the result
with wholesale price index was more satisfactory.
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, CHAPTER V

¢

Other Costs: Infrastructural Bottlenecks

’
’ 3

© - °

1 - Supply Constraint in Agr:tcultg_mz:h
v 'S '
The supply constraint in agriculture can be considered
as one of the most important structural bottlenecks of Iran's

"« economy. Agriculture was giveéen a low priority in the first

four development ~plams, and although the sector was targeted

to receive up to U.S. $8 billion in the Fifth Plan (1;973-7‘7),

actual disbursements fell far short of the goaﬁl. !

Over the period 1954-7.2 as a whole, the .agricultural’

‘; growth rate was less than'four percent per annum, at dbout

the same rate as the popula®®on (see Table 22), and far below

. ~tWe combined rate of demand 1increase resulting from the rise

in population and income. The agricultural growth rate
%, )
remained 3.8 percent for the peri10d 1973-77, showing the
- N [N
) * !
lowest sectoral growth of the economy, compared with the rate

* of growth of 18 percent for industries and mines, and 16.%4

~

LY

micreased at an average rate of four percent a year during

©1960-1970 and 2.1 percent a year durjing 1970-1975 in constant
-~

¢

2 ]
prices®. ;

7' Food accounted for about 41.2 percent Of the averaée

3 o .

urban family's expenditures during 1965~74 (45 percent 1in

Bra21l)3, and families 1in rural areas, with lower -1ncomes

- g Oy k)
spent 61l.1 percent of their income on food during th1is!

¢ > ¢

percent for services. The value added by agriculture
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~  TABLE (22)
T o= ) .
Iran: Index Mumber Of Total Agricultural Production
(1952 - 1977
- (1952 - 1956 = 100)
Year Index Number Percentage Changes ’
1952 90 -
1953 ‘ .97 7.8
1954 a 99 2.0
1955 102 3.0
1956 —= 112 9.8
. 1957 118 5.4
1958 120 1.7 S
Lo 1959 128 6.7 *
’ 1960 125 -4.0
. 1961 - 134 7.2
. 1962 132 -1.5
T 1963 ( 141 . S 7.0 ’
1964 139 -1.5
1965 148 6.5
1966 - 153 3.4 .
1967 153 0.0
1968 , 168 g " 10.0
1969 175 4.2 *
1970 179 ~/ 2.0
1971 . 177 . -1.0
1972 198 12.0,
, 1973 203 I\ 2.7
.- 1974 ) 212 - ) 44
n 1975 24 , S J o
1976 ’ 230 7.4 -\
’ . 1977 239 : ¢ 3.8 N~

Note: (Different base years have been converted to base 1952-
1956 = 100).

*Sources: United '‘Nations Food and Agricultural Organization,
(Italy, Rome), V01.20, 1966, Page 28; Vol. 25,
1971, Ppage 30; Vol. 31,1977, Page 76.
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décaded. Around 8 percent of all farm families are engagéd

-

in traditional agricultural activities at a subsistence or

~

sem1-subsistence level. On a‘ijerage, they work approximately
\

four hectares, but then the amount 0f 1rrigation 18

insufficient. According to the data on land use 1in late

19‘775. of the country's 165 million hectares, about 50
- AN
mi1llion were arable 1n the sense that 1if 'water were

avallable, the s011 could be cultivated. Of this arable
23 . .
land, only about 20 million he¢tares had ever begen

cultivated. In 1974, about 3.8 million hectares were under
2 .

irrigacion and an estimated 4.8 mi1llion hectares were under

dry farming. ) .

- Livestock and livestock products are extremely 1important
to both the national and the rural economies of Iran. The
lxirelinooa' of more than three million people depends upoOn
ll-vestoccx, which contrlbut‘es approximately 33 percent of the
total value added by tne agricultural sector. Meat and dairy
pr?ducts account for 80 percent of the total value of
livestock prod‘u-ctsG. Total animal heads produced 1in rural
areas increased slightly from 7.‘;-1 ﬁillion in 1966 to 77.6
million 1in 19747, an overall 1increase of 1less than four
percent for the entire period. Stagnation in rural areas led
to- a srtuation whereby overall agricultural productivity grew
4veury little and the output of the small farms sector grew

hardly at all. Per person valne added grew very slow1§ - 1.9

percent per annum - during 1959-728,

@
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a4
Tneqagrxcultural sector, once the largest single
contributor to the Iraniman economy, has thus remained largely
uncnanged wplle”other sectors showed tremendous 1mpro§ements.

One of the most striking structural changes 1in Iran's

~ s
economy, therefore, 1s the sharp decline 1n the relative -

contraibution of agriculture and the 1lncrease Of the relative

contribution of industry and mining. As can be seen in Table
%

(23), the share of agriculture ,in non-oi1l- GNP declined

»

constantly from 30.8 percent 1in 1963 to 24.3 percent in 1970

and then to 14.6 percent 1in 1976, while thosge of industry-

mining and services 1increascd from 20.4 percent and 42.9
° 4

©

percent in 1@53 to 31.9 percent' and 49.9 percent 1n 1976

%
¢

réspectively. !
Employment 1in agriculture hag‘droppeﬂ from 56.3 percent
to less than 35 percent of the total labour force during 1956 .

- 76, while those of industry and services has 1increased from

20.1 percent and 23.6- percent to 35 percent ‘and 30 percent,
: ) ,

ré;pectlvely, for the same peflodg. However the bulk of
agrlculturé in Iran still remains "highly labour-intensive.
Most crops 1n Iran are still harvesteqﬂand fertilized by
hand. The rapid and widespread 1increase 1n the use of
tractors 1in Iran in the late 1960's was not matched by a-

similar development in mechanized farming.technology, and
almost no attempts were made to 1mplement the use of

3

machinery to .the fullest extént at the farm-levellV,

»

One of theemajor factors whilch has held”bac* the a

<@
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- TABLE (23) i
. ] IranA: Gross National Products and Its Main Components
. 4 (1963 =~ 76)
: Billion Rials Percentage Share
. GNP ) Non-0il GNP
. R Agri- Industry Agri- Industry
Year cultural 0il + Mining Services GNP oil cultural + Mining Service
- © -1963 98.4  40.6  65.3  137.0  360.3 11.3 30.8 20.4 42.9
L 1970  160.6  140.7  168.1  314.7  801.9 17.5 24.3 25.4 47.6
- 1976 430.1 1741.4  939.4  1468.7 4684.0 37.1 4.6 31.9 49.9-
° Sourc.es:“_ The Statistical Yearbdok of Iran, Year 1977, pages 658-659;
. The Statistical Yearbook of 1ran, Year 1972, pages 680-681.
b ' s
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expansion of agricultural productions has been the weakness
of existing agricultural cdoperatlvgs resulting from the
shortages of-both funds and trained ex"perlenced manpower,.

For the years 1963-72, 87 percent of all loans made i)y major
|8

agricultural credit institutions -to farmers were short-term-

ioans. The supply of agriéultuial credit i1n Iran has been
1nade'qu'ate and has acted as a constraint on agricultural
development. There are also many 1nstitutional and
bureaucratic  1nadequaciles, unnecessary proc{edures, and
detailed security requirements, w1tn.accompanying paper-work

and delays, all of which reduced the effectiveness Bf these
i1

.

specialized agencles as deve ¥opment credit instltut’lons
These factors, among other things, con;:r:ibuted in éreatlng a
situation in which investment in this s.ector'wai low, causing
commerfcxal fa_riners to feel insecure about their future.
Among the problems on the marketing level 1s that there
are usuall_y several middlemen through whose hands
agricultﬁral products pass befo;é reaching the consumer.
There are, as well, wide seasonal price fluctuations. The
marketing‘ sys.t':em has been geared tt.; serve only a few large
urban centers. Since most commodities are not grad'eii for

marketing, Iranian consumers are charged substantially

different prices for the same commodity. Primitive handling

P
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and “storage facilities result in high losses. The long

distance between producers and market results in high

transport costs which contributes to high per-unit production
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costs; this low productivity brlngs about high pr:,ces of a
I - %

number of agricultural commodlties.. The producer S share of

the retail price can range from as high as 70 percent in the

case of wheat,”to as low as 20 percent in the case of

\ -

vege'c.ables1 e

Aside from the shortage of water supply and skilled
manpower at all levels in agricu’ltural sectors, which are the
two most limiting factors, the other shortcomings can be

sumnarized as follows: Poor and rapidly deteriorating range

- lands; difficulties and/or ineffectiveness in the

implementation of price support pglicies for crops and

livestock; inadequate supply of agricultural inputs; lack of

adequate infrastructure; lack of private entrepreneurs to:-

invest in agr’icﬁiture; insufficient coordination among the
ministries and other autonomous ;gencies resp nsiblé for the
various aspects of agricultural devnelopment. ‘

Iran, like most LDC's, has concentrated on land reform.
Before the land reform program of 1962, 60 percent of Iranian
farmers 'were tenants, while‘frequently'absenitee landlords

with large holdings - who were only one percent of the rural

’

populat:.on - owned about 56 percent of the total cultlvabIF

areal3. jAbout one-third of the tothl agricultural land held

by these large proprietors was controlled by 0.2 percent of

Q

the agricultural population. Small holders and peasant

owners were estimated to have had between 10 and 12 percent

o

of the total cultivated -land,

-
v
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Land ownership _was characterized by OMDEH-MALEKI and -

KORDEH-MALEKI ', Most of the land was divided into large

estates (bMDEH-—MALEKI) owned by absentee landlords who would
value land mostly fic;r the sociaLprestige and hence were
sétist/”lied with low yields.. One landlord in Khorasan Pﬂrovince
in 1962, for eéxample, was reported to own,136 villages and
four landlor:\s 6»{ned‘ most of the villages in Kordestan
Province 12, & cording to one estimate, 37 families alone
owned 19,000 villages, i.e. around 38 percent of the total,
whilst another group of medium -landlords, o;ning 1 -5
villages each, o;med 7,600 villages, or 14 perceng of the
totalld, i

Among these types of land ownership were those of "WAQF"

properties, in ‘which profits or rents were aséigned for

charitable uses of a public or private character; "KALISAT-{-

DULATI" were. retained by the government and "AMLAKI-

SALTANATI" were the personal estate of the Shah. The

remainder of the land consisted of small fa¥mers which were
cuitivated by peasant-owned ‘properties - KORDEH MALEKI - who
had neither the capital nor the know-how to be efficient.
-Far mers who required creditt had to turn to the owners‘of
the le?nd\ on which they worked, or to money lenders or
merchan't_s with geperally k}igh interﬁst rates. This resulted
in a si‘tu‘ation whereby many farmers remained al‘m;ost

permanently in debt. The main goals of the land ref‘qus,

therefore, were to desturoy this type of féudélism, to improve

3
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the farmer's standard .of living, and to gjccelerate the growth

»

rate of output of agriculti.vral products.
. == - w

The 1land reform pro\gf’-a{n consisted of three phases,
through which some 2.3 million farm families, holding about
eightﬁmilli‘on hectares, have been directly affected. It
limited the' large land‘ boldingsl tQ one village, or i\ts
equivalent’ (400 hectares of irrigated 1land). The farmers who
received land had to Jjoin a Dcooperative and repay the full
price of the" land over a period of 15 years. The second
phase, which began in 1965, lowered the maximum holding to
30-50 hectares. It was officially completed in 1971. Taken
togethér, phases one to three seem to have given land to
about 3,638,000 families, 'yet this figure is under half of
the total number of rural families in Iran'l. h

v!:lowever, there were several problems which were not
eff"eCt;velyq dealt with through the land reform program. The
main problem was that it did ﬁothing to help those who had
farmed undersdzed plots of lando, t:hose' who had no land at

all, and those who ha'd’worked thé land which was legally

retained. As D. Craig writes; "land titles changed hands,

the KADKHODA'8 and the landlord were excised from village

—— -

-affairs and the new institution were established. However,

in many ways, the changes came full circle-and sever al of the
pre-reform problems remained unsolved ten years after the
reform"19,

1

Land reform progranm did not end the relative stagnation
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of agriculture; investment by rich landlords stopped, and the
program did nothing to incr‘ea'se ir'lvestment by the newly
established small land owners. As the Qanats, for e;a;npie,
which tap a water bearing stratum, usually in Fhe mountain;,
are r‘elazively expensive to construct, ’water supplies have
traditionally tended to belong to large land owners. After
land reform, their use was ekXtremely limited because of
financi'al incapability on the part of new landowners, and
insecﬁrity and lack of motivation on the part of old ones.
Gc‘wer‘nment subsidieé for farms werée not sufficient and
the agricultural credit institution were not able to meet gli

o

their financial needs.
N . o
After the land reform program, Iran - a country with a

brief tradition of failure in organizjing agricultural

cooperatives - suddenly had to create hundreds of new

by

cooperatives to a§sdme responsibility for.many functions’

fo.rmerly provided by landlords?0. However, even in early
1970's, the agricultu:*al”;co‘operative bank had some 160
brahches in Iran, compared to several thousand for commercial
banks - hence the phenomenon that as one moves away _from t he
cities, the reliance on non-bank credit increases!:
Furthermore, during the period agriculturql credit
institutions were responsible for 31 percent of the total

amount of loans obtained by farmers; 20 percent were supplied

by commercial banks and the remainder was obtained from

pr‘ivate morney lenders, gli.ddlemen, traders and relatives.

q
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Generally, these latter loans carried very high rates of

interest (25-50 percent), 1nc1udxng those from relatxves,

ultn the advantage of ready avallabxlxty, compared to a.

shortagé of institutional éregit,. The farming sector,
consitituted about:one-—Quarter of the gross domestic ‘produ'cti;‘

yet farm loans.to the sector represent about one-tenth of all

insti1tutional credit to the private sectors??,
k

The government's attention then became focused on the

ir'n.ere?ts of urban consumers, rather than on the support of

~

agricultural development programs. There was a widening gap
. - 3

between the growth in food demand the growth of domestic food

production. During 1959-75, the demand for food “1s estimated

v
to have grown at about 9.5 petcent annually. wnlfe the
product;on of food 1ncreased only three to fout percent23.
By the mid-1970's demand-for agx:lcultural products was rising
by 12'.5 percent ‘per annum and was expected: to reach 14
percent over the fo}low:.ng decade as lncomes rise over awide
spectrum?4. This led to a very rapid growth in agricultural

imports, frgm RLS. 27 .billion in 1973 to RLS. 47 billion in

19762°, despite which food supdlies. in urban centers have,

been 1nsh§f1cient‘.‘ This- was reflected by prolonged shortages
of certain staple foods dnd by strong Upwafq pressure on
wholesale a'mcj ret';il praces. ' )

Rapi1d growth of overall demand, especially demand for
food yhléh had low 1ncome and exéenditure elasti‘cﬁﬁy dfspite

its 'mecessity', and the relative stagnation in agricultural

-
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output led to’'a situation’'in which the food price index

. showed a sharp upward trend., Lack of Supply response.to high

rd

prices was lar'g”ely‘ due” to technic:;\l factors which could not
be overcome without investment. —Laek of crediﬁ for investment
was in turn due to poor rural institutions and improper’
eoordination in tﬁe pr'm'/isibn of such f‘a'cilitiesé. ’

\During_ thel per:iod 195‘9-7.;_, the annpual c"ompound rat; of
inérease inff'ood price index was‘!3.14 percent compared with _

13.0 percent for tire period 1973-772€. Among the food items

on the price indexes in 1977, vegetables and fruits, with an

average increase of 24.8 pércent, and meat with an increase

of 21.6 percent were very signifiéant forces behind the
increase. in the food price‘indlex. Bread and Tice are the
major food staples ot; mosc’c Irannian pe\ople.a During 197 3-17,
the price of tk;is group of foods i“ncre‘ause‘d 15.‘;‘; percent per
year on the averag_e: Rice had a price -increase of 47.5
percent in 1976, compared with that in 197527,

The se i'ncreaseslin prices produced little supply
response mostly for reasons analysed‘;‘we‘viously ('la\ck of
irrigation, inefficient 1am; reforms, bureaucratic structure,

!

etc.). It has been argued that .farmers are not sufficiently

motivatea in LDC's because of low’ price of agricultural
producté; Iran };foves, however ; that tﬂ%‘ problem is not so

simple. High prices miéht’ be @& necessary condition for an
increase in supply but not a sufficient one. 'Institutional
rigidities have to be reckoned with. The price of eggs, for

‘3 3
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-.example, increased 21.6 percent in. 1977, compared with that

-

of the prevxous year.. Nevertheless, there was a continuouS‘

3

g'ys,hortage of this pr‘oduct. Thesen were’ ab,solute pr'lfce
increases; relative prices also ehanged somewhat because
supply elasticities weré dlfferent for diff‘erent pr‘oducts.
On the whole, f‘ood prlces 1ncre,ased because of the sudden
1Nect10n of oil reVenues on the one, hand and the relat:.vely'
slow increase in agricultural production on the ot her.’ T}@_é

increased incomes were spentd among other.‘thngrs,a on fond.u':- -

\J -

o ! A

é - . o
'

2 - Migr(atﬁon and Urbanlzatlon _ ; .

)

One Of the major structural chang\es in Iran during the.

-~ ‘e b \

past 20 years has.been the migratioh “o\f_labour' ‘away ‘-from

PEY -

agricultural rural areas toward industrial urban, cent.e«f‘s.

Table 24 shows the d1v131on of Iranls populatlon between

LY

rural (gn/d urban areas. . . ‘
In 1963, 36.2 percent of the total popu&latlon 11ved in
urban areas with the remaining' 63.8 percent in rural areas,
‘whereas in 1976, |these rates were 46.8 percent and 53.2
‘percent, respectively ‘(see Table 24). Tn;e urban populat-ion
grew at a compdund " rate of 4.7 per annum on the -~aver{a’ge
duringﬁ 1963-76, while that of the ru’rélmpgpulatioon wa(s"1.'8

percent during the same period. These-growth rates c'én be

4

compared with the “country's overall compound populatlon

growth rate which was 2 8 percent during the same per iod

indlcatlng several factors. First, the urban populatlon was
z i o N o .

]

‘increasing at a faster rate, co‘mpar‘ed”with the total growth

1
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TABLE “(24)

Iran Shares of Rural and Urban Population

7

The Plan and Budget Organization of Iran, The
Statlstlcal Center, The Selected Statistics,

1976 p.6.

. v ® T 9 6)
S o Percent -
Urban =~ Rural -~ )
1963 36.2 > 63.8
-, 1964 36.8 . 63.2 .
1965 37 .5 62.5 ) { ’
d 1966 38.0 62.0 Y
1967 3’8'6 61.4 a ‘
1968 39 .4 60 .6 ‘
1969 40.0 - 60.0
1970 40.7 59.3
- 19N 41.3 58.7
1972 42.0 58.0
1973 42.6 57.4
1974 43 .1 56.9
. 1975 44 .0 56.0 .
e . 1976 46.8 - 53.2,
’ /
Source: The Statistical Yearbook_of Iran, 1972 p-36;
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rate of popu'l,,ation. Second, the urban ppbpula‘tio.n increaséd

at a rate more than twice the rate of rural population.

urban and rural .population growth rates) is mostly due to

high rates of rural—urban}mlgration. While rural migration

* - "
comprised 44 percent.'of the 1ncrease in population of urban -

areas between 1956 and 1966, the migrants accounted f£qr as

much as 50 percent of the 1increase in the urban population

- v

.duraing 1966-77 pe_rlod,'gas ‘a result tﬁe degree of
prbanizationzg rose sharply from 31.4 percent in 1956 to 46.9

\. ’
.8 ‘ .

1

It is 1mportant to note, however, that urban migration

percent in 1976 29,

-

’I (maQvement from Oone large city to anothe‘r) also pla}eh,an

important role 1in population increases of some large cities.

A study done in 1969 in—the city of Shiraz found that 42

-

percent of, the population of Shiraz were _migrants.

1

Approxxmétely three—-fourth of the migrants were natives of

4

Isfahan and Abadan3?.v .Thié can partly be explained by the

' fact that Smraz_,sby'aﬁ\d‘ large, 1s a cultural, medical and

i ,
intellectual center for ghe southern part of Iran.

The number of residents of the 14 largest cities of Iran

increased from 3.5 m1llion' in 1956 to 5.5 million 1in® 1966,

ahd reached 8.8‘mhlllion in 1976 (see Table 25). In 1976,

about one;—half'of-the urban population, or more than one-

> . . - .
quarter of the .total population of Iran, lived in the

v +
a -
\ ‘ o

'

Finally, the difference of 2.9 perce'ntage éomts (between’

"other cities 1n Iran, coming mainly' from Tenhran,’

TNt e AR e e T Ten W
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TABLE (25)

- o Iran: Distribution of Population In Cities :
= : (1956 - 1976) : .
Million . - . .
City 1956 1976 Increase (Million)
. Tehta.n . 1.5 4.5 ‘ 3.0
. Other* - 2.0 C 4.3 2.3
. -~ potal 3.5 '8.8 5.3 .
*,En:mar 13 largest- cities with population of more than
. 100,000 .

. Sources: The Statistical Yearbook of Iran, Year 1972, p.38;
) . 1 The Statistical Yearbook of iIran, Year 1977, p.3S.
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country's 14 largest cities. Tehran's population increased

from 1.5 million to 4.5 million residents during 1956-76, and

-
became the main targe% of immigrants.

The number of cities with 5,000 inhabitants or more
increased from 265 in 1966 to 366 in 1976. More than half of
the urban population lives %n Tehran, and tthe fastest growing
towns are those with less than 10,000 inhabitants. =By some
estimates, the movement of rural workers_since 1973 has
ave;aged ye%rly about eight percent of the rural
population31. ‘

Two.main reasons for this migration have been thé
concentration of large scale manufacturing industries in the

|
urban centers, and the relative stagnation of agriculturaf

areas. Industrial activities - def;ned as manufacturiné and
mining, construction and electric power - accounted for 31.9
percent o% the non-o0il GNP in 1976, compared with 20.4
percent in 1963 (see Table 23). The liberal policy of
industrial credit and chagges in composition of industrial
production are major factors behind the Iranian industrial
boom: The output of durable consumer goods increased faster

than that of non-durable goods, and this, made possible by
%5

credit facilities provided for investors, led to the’

concentration of new industries in major towns as well as to

migration to these areas.

“~
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‘Another important reason for this miération is the
existence of bettér fa01lities32 and services in qrbaniéreas;
according to a report presented to the government in 1974, of
the 10,000 docPoré ir Iran, 5,000 are in Tehran, more than
3,000 are ih‘other cities and oniy 1,500'afe in rural areas.
In Tehran, there was one doctor for every 878 inhabitants,
while for the rest of tie country this figure was 5,011, and
in somé remptegp;ovjnces such as Elam, it was asxhighﬁgg-

12,57033. Furthermore, trere are 40,000 hospital beds in the

country and all of them are in Tehran or in other large’

4 L4

cities. «As a result, personnel and facilities are
concentrated in Tehran, while in practice 18 million Ira;iéns
have no access to any of the services of fered by modern
advanced medicine3®. A 7973 study3> abéﬁt the health care‘o%
a provincial Iranian town (Maragheh) fournd that consultation
of private physicians varied directly with social class,
while dependence on public aealth varied in%irectly with
class. While the wezlthy and the civil servants coula afforé
to visig private physicians, the poor of the town relied
heavily on the public c¢linics, which they knew provided
inadequate care. The average’donsuitaﬁion in public cliniés
lasted less than two minutes. R
Other ma jor factors contributing°t9 migration ére: the
widening gap in rural income between rural areas and urban

centers; a growing agricultural mechanization resulting in

agricul%ural unemployment; certain displacement effects of

~
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the land reform; higher productivity per workers 1n

'industry36 compared with the‘oyer-populated agricultural

A f
‘'sector which 1led to higher wages37 and better working

conditions 1n cities; the lower cost oOf certaln 'staple 1tems

. . 4 .
in some major cities under public subsidies and the bad

harvest 1n 1960, which accelerated tg% stagnation‘in - e

¢

agricultural proaucts38.

¥

Labour, therefore, ‘'moved from the countryside to the

cities, but since this was not 'surplus' labour, nor was 1t

\

replaced by the introduction of neﬁ\technlques or cappgtal,
the relative share of agricultural output declined :;p1d1y39.
The government tried to create enough new employment
opportunities to absorb not only the growth of active

- . ;
population but also the new migrants from rural to urban
! £

centers. It allocated substantial parts. of already

1ncreasing Gross Capital Formation to services, to absorb
4

[ N
excess labour force 1i1n the production of services. For
. R N 9

instanée. the share of service sector 1n total Gross Fixed
Capital Formation incréased from 10.2 percent (Rials 29.2
billion) 1n 1972 to 1l1.6 percent (Rials 163.1 billion) 1in
1974, having an average annual rate of increase of 92 bercent
during this per1od4u. Iin the m1d-1970's, about 300,000 new
b d
worxers were entering the labour force each year, out of
which, the industrial sector wasxat most able to absorb

- I3

70,000, leaving the rest to the already expanding service
A - L
41 )

-

sector

— !

i
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The migration caused many social and economic problems.

Due to the increasing demand for housing, for .example, the
R A

prices of construction materials and construction services

increased dramatically, and this category made a major,

' s
contribution to the overall 1ncrease 1in wholesale price

(™

indexes. As°Table 26 shows, the annual average percentage
-
changeés' in the construction materlals index was 17.8 percent
LI

during period 197277, while that of wages of construction

workers was 31.5 percent during the same period. However,

salaries did not keep pace with the cost of living 1in the
cities and even well paid civil servants and relatively

prosperous middle class, were paying 50 to 60 percent of

4

their salaries for~housxn942; there were tremendous increases

in rental for homqs and apartmgnts in urban areas. For

example, the rental index went up, at the rate of 22.7 percent

in Tehran in 1977%3.

2

Raplg urbanization hgas exacerbated problems of

trénspértation and communication. The extent of the problem
!

can be 1llustrated with the example of price of pétatoes
which were like anything else 1increasing. At the same time
potatoes were rotting 1in certain rural areas because of lack
of transportation facilities. The case of potacoe; was by no
means*exceptlonal.R\An estimated 20 to 30 percent of Iran's
agricultural production was lost to spoilage for want of
rﬁfrlgerated transportation and cold sto?age facilities44,

At the same time, prices of transportation and communlcation




¢ TABLE (26)
S
Iran: Percentage Changes In Construction Indexes .
. (1968 - 1977) .
N {l‘ ,"‘ . Vi
. A: Wages of Construction Workers B: Price Index of Construction Materials
’l\ General Skilled Unskilled General
1968  11.5-° 8.8 16.8 0 |
. 1969 14.3 11.2 : "19.6 22.4 /
R - 1970 3.8 2.8 4.8 ' 0.1 i
:@- 1971 2.7 3.7 1.8 : -0 .4 . . -
Tl : 1973 21.6 26.1 16.8 21.7
: 1974 28.9 26.3 31.8 28.4
s 1975  47.1 . a4.7 50 8 \ 5.2
" ’ 1976 39.4 -42.1 35.5 25.5
v 1977 34.4 34.8 33.7 © 18.8

L .

Sources: Bank Markazi Iran, Annual Report and Balance Sheet

T 1972, p.233; )
oy ~ .
eed Bank Markazi Iran, Economic Report and Balance Sheet
i 1977,° p.212.
'}z ;‘i . »
i s -
|
- . L4 -
\ .
:’%{ \ 3 <
5 . -
! . -
USSR R e

1%

£ET -



Jr

134

.. WwWere up by 31.9 percent 15 1977. Obvicusly, the main tfactors

behind these increasing rates can be found in the shortage of
Public wutilities and housing, traffic tie-ups, and
overcrowded public‘faCLIities. ’ v .
With high énd increasing per-capilta 1income 1in urban
centers, the demand fog most items, especially food g}ew.
Farmers and agricultural producers in rural areas suddeniy
became consumers 1in urban centers, and this added to the
constraint and high 1nflat10na£§ pressure; already ex1isting
in tnése urban c;ntets. The Iranian é&vernment, faced with
these contraints, concentrated on 1ts social and welfare
programs. The rural areas, therefore were neglectggato a
great extent and this led to further stagnation éf rural
population, bigger gap between rural and urban standards of

living, and therefore, more migration and higherﬁxnflation

rates.

3 - Chanées 1n Income Distribution o

¢

The first in-depth analysis of the country's 4ncome

distribution was undertaken as part of the ILO comprehensive’

strategy mission in 1971-72%3. Tne study found an extremely

concentrated distribution of income for the country as a

whole. The 1nitial studles46 suggests that the country's

income distribution 1s determined to a greater extent by the
type of employment than by geographi¢ location, with the

former Flaylng a larger role in the urban area, while the

x

-,
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latter were .more important 1in rural sections.

Firouz vak1147 suggests that the probable patterns of .
spending of o1l revenues gave been i1n favour of urban ;reas,
as opposed to the rural areas. The urban - rural gap48 has
widened subscantlally from thé ®arly 1960's to the mid-
1970's. Since the massive increases 1n o1l revenues were

accompanied by high and increasing rates of 1nflat10n, then

1t can be suggested that inflation did not reduce this gap,

and in fact increased 1t to some extent. Furthermore, while
urban and rural private expenditures-were estlmated to be
almost even 1in 1959-60, they are believed £o have changeéd to
. ‘ .
"a roughly 75-25 ratio per capita of total prlvage consumption
in l975-7ﬁ49. Accordfng to an Iranian official>®, average
urban income was 5.5 times higher than rural income in 1977.
Another way to analyse the redistrxbution effect of oil
money 1s to investigate, if there is a positive correlation
- between 1nflation and private 1nvestment; that 1s t; see 1f
the high rates of i1nflation caused a transfer of resources
from consumption sector to the saving sector which, in turn
would be transferred to 1nvestmen£ sector. Praivate
Eonsumptlon expgnditure increased at an average annual rate

-0f 25.2 percent during 1973-77, whereas this rate was 11.3

percent for the period 1963-72 (See Table 1ll1). *The share of

private sector, from the gross fixed capital formation was 44

percent 1n 1977, which had an annual average rate of growth

of 30 percent during’1974-7751. Based on the abowe

<
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information, both private consumgtion and private investmené
were on the rise, particularly after 1973% 0il revenues,
therefore, provided1 sufficient financial resources for
the Iranian economy, such that the private sector enjéyed
both high rates of consumption and investment. In addition,
the private investment was mostly gllocated“in more
speculative form of acrt;ivi’c,ies,1 with a short gestétion period
as opposed. to investment in heavy industry, and public
utility. For- examble 36 percent of total investment in
construcﬁimn was provided by private~sgctor (Rials U424
billion) in 197752, which was mainly spent on semi-luxury

resiégntial buildings for those in the higher income class.

<
[4

- High rates of growth and inflation resulting from oil
revenue seems to worsen éhe income distribution of Iran.
Fifty-four percent of the households are comprised of the

"poor"™ with annual expenditures below $800, and 42 pefcent

are,ﬁefined as ‘"middle class" with annual expenditures of

$800 - $3,150. Only four'percent are "rich", with income of
$3,150 and- over in 1971 wage553u About 60 percent of ﬁpe
rich and middle-class families live in urban areas, and the
remainder in rural areas. In contrast, about 75 percent of
thé poor live in rural-areas and only 25 percent in urban
centers5u.' )

There are ;some indications that the social
stratification actually increased due to oil revenue

explosion: the top 20 percent of Iranians increased their

e e e B ST AR SO3 ara 7 8 4 e
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( é*mﬁ share of national income from an estimated 57 percent in 1972 r f

to nearly 63 percent in 1975, while the 1ncome of the middle

40 pércedtnof Iranlaﬁs declined from 31 percent to 26 perceht‘

455, .
>
Furthermore, in 1969, the top 10 percent of population-

during the same perio

enjoyed 32.5 percent of the totalnprlvate consumption, while
¢ the bottom 30 percent received oﬁly 10 percenti ‘Thé-middle

60 percent of the population obtained 58 percent of the total
47 '
private consumptlon56. Another study, four years 1ater57,

s

reported- some changes 1n the above figures. The top ten « '

percent/ of the population consumed 40 percent, the lowest 30 .

ot

percent accounted for only eight percent and the remaining 60
(*? petcent received 52 percent of the total private consumption R

expendxturesa. The comparison of the results of these two

. ©

studiles indicates that'dhring the peflod 1968-69 to 1973-74,

the poor and middle classes“begame relatively poorer59: while

“;ne top,io Qefcent of‘the bopulatlon (rich .group) became
relativelx§r1cner, having 1ngreasxng disposable 1income,

The 1ncrease 1in grban income and consumnption hag not

been uniform in all urban centefs, and theré are strong

regional imbalances in Iran. Per capita income 1in Tehran 1s

i ! 45 percent higher than 1in the large provincial cities 'and 70

percent higher than in small towns®. At the same time that

most farmers were living at a subsistance level 1n a one~or-,

two room house, which they often had to share with their

N
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uldéépread diseases, there was a high demand for . houses,

¥
0

food, services and luxury goods 1n urba{,areas, particularly
in Tehrgn. -The 1mport of non- agrlcultural consumer goods
increased from Rials 10 billion in 197% to Rials 40 billion

o

‘in-197§, a growth rate 6f more thén 60 percent per year
during 1971-7561. The high income'éroup was .becoming’
accustomed to a‘mestern lifestyle -and standaré of living.
Iran's tax.system is 1mperfect in the. sense that publlc
"administration has a limited efficiency in collectlng direct
taxes: Iran's revenue fronm the externgl‘sectgr (o0il. revﬁnue)
has accounted for 73 percent 6f‘government budget pnfavqrage,
during the period 1973-77. This allowed authoritie§ Fo keeﬁ
the share of taxes in the government budget to about 22
percent per annum auriné the same'period. In fact the share
of ‘total tax revenues in the budget igcreased from 34 percent
in 1973, to 19'percent in 1977 (see ble,8)i T he sha}q of
taxes on'individual incomé and taxes on yealth, in tukn, were
11.4 percent and 3.5 percent of total tax recefpté by the
government, respectively, ddring 197“-7762, indicating that
direct - tax and the tax system in generdl did not play an
1mpbrtant role 1n the redlstributlon of 1ncome63

In?1nsct taxes, on the contrary, ‘in Irfn haJe always '’
prov{Aed greater revenues Phan have direct taxes. THe former
include'cparées on-trade, customs duties, in the commercial

_profit tax and the iﬁport registration fees. The 1large

propbrtion of indir‘ect taxes led to a situation in which the
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aspiration of Iranians rose. The v1llage peasants who in

¢

! direct 'impact on prices of indirect taxés“wésxshiftedméo‘the'

.. consumer and tperefofe t he dietributionwoﬂ‘income did°not~

improve and the government was unable to benefit from

[
. 9

”botentially higher revenues as a result -of regressive

F
redlstrlbutlon of income. ' ST~
hY

A dlstrlbutlon of income which p/fmltted a relatlvely

[4

.small proSperous group to freely spend their substantially

ralsed incomes tended to foster spendlng on a ngrrow range of *

»

.luxury goods, which were often imported. The upper mlddle

class emulated this 'unproductive' consumptlon pattern, -with

. its h1gh import propén51ty and ‘its low propens1ty-to spend og

~

elther productlve 1nvestment wﬁ1ch would eventually have

4

relieved supply constralnts, or on goods whlch the poor could

:

-~
-

<produee which would oﬁave transferred. pufehas1ng“power

@
L3

'‘downwards' via the multiplier. . .

re Due 'to these demonstration effects, the -économic

©
-
-

1960's were willing to bet employed Lnoas casual 1abourers in

. N

oity houses were no longer attracted by the prospects_of a

P

home and a basic wages in the urban areas and hence . ‘the

- shortage of household labourers in the urpan centers~led;tq~

% o . .

imported labour from Far Eastern countries such- as
, \ L e

Philippinesﬁu. .

<

Labourers, who experienced rising prices and obsServed

o
L}

the consumption-pattern of other:Irghians andKforedgners -

al%o through -widespreéad exhibition of films, televi'sion,
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radio programs,- etc. - believed that-they, too, should’ share
in the new riches of the country. In fact, if less had been

spent on the military65, perhaps the labouring class, too,

A

could have shared:in this new wealth,

Sharp increases in oil revenues and rapid rises in

imports combined with the inefficient tax system, led to a
situation where people were being conditioned to expect the
good li'fe as their right, rather than as something which
comes as a result of indizstrial development ar'1d workpl‘ace

discipline“.

The oil-induced economic growth, among other things,

@

encouraged the western type® of consumptiop67, which was, to ‘a

Obviously, in the

large extent, accommodated by imports.

process of growth, the rich increased its share of oil

revenues "and became relatively richer, whi,lge\t:(he poor and

)

middle class became relatively poorer, Lo . t
‘ ! / .
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VI CONCLUSION

{

'0il revenues play a vital role in Iran's economy.

Particularly after 1973, almost every section of the economy
’ {

was affected by oil revenue increases. 'The ambitious Fourth

Development Plan (1973-78) was financed and formulated by oil”

fnoney. One cannot over-emphasize the positive effects of oil
revenue increases in this respect. Iran attempted to grow
too quickly, to do too much in too short a time and since the
country was able to sell her wvaluable petroleum resources at
a premium, the desire to grow translated itself into
substantial liquidity injections into the economy.
Government expenditures increased soharply Dwithout
corresponding increases in pressurels on direct income taxes.
This, accompanied with increases in money supply and credit
expansion, wh\{ch in turn, led to booming economic activit‘%es
and rising of the standard of living in Iran.

On the demand side, national and per capita income grew
fapidmwhich meant higher purchasing power and higher
overall demand. On the supply side.; however, despite
substantial increases in imports, the economy was unable to
provide increased output to match the higher demand. The

higher demand pressures, therefore, were not successfully

translated into higher production. The lag of supply

\ ) .
increases, relative to the increasing demand, created
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inflationary pressures| which, in turn, caused a new and high

4

rate of inflation afte i973. ‘

)
»

In addition to the financing of its economic pllans, Iran
spent the oil money on imports. High import volumes have
been effective, to a large extent, in lessening inflationary
pressures. However, the effect would have 'been more, had
they been better allocated. 1In addition, imports created

several problems of their own, among which higher imports

. relative to the country's absorptive capacity, the increasing

weight of intermediate goods in total import bilis, and
imported inflation can be mentioneé;.

The expansion'of o0il industry waas also accompanied by
relative backwardness of .agric-:ultural sector., This sector
suffered from several structural bottlenecks and hence its

;\relative growth of production had a diminishing trend. Tfle
relative neglect of agriculture, combined with acceleratirig
CreationEAf job opportunities in urban areas ~ due to

implementation of the economic development plan -~ led to

rapid migration from rural areas to urban centers, which.

among other things, intensified the already existing
bottlenecks and increased inflationary pressures.

The process of oil-induced devélopment in Ir:an created
other shortcomings as well., The gistr{bution of income
worsened and the uncoordinated urban development resulted in
persistant shortages in infrastructure, particularly electric

power. There also was high demand for, and hence accompanied

fé
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shortage of skilled manpower. \

°

Iran's adjustment mechanism to suddenhand substfmtial
0il: revenues, therefore, can be summarized as ambitious
development plan and imports (including military). The by-

products of the process of adjustment were inflation,

. . . internal )
relative backwardness 1in agrlculture,/\m1grat1on and worsening

3

of distribution of income.
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