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Introduction and Summary

This thesis is concerned with the growth of Iranien
manufacturing industry over the 1955-1972 period. It depicts its
fast growth and gives an account of the major characteristics of the
growth precess, as well as examining the role of government policies
in stimulating this growth.

In Iran, as in many other developing countries, industrialisation
has been a central objective o: economic policy. As such, its
progress has been consciously and vigorcusly assisted by the Iranian
government. This assistance has mainly taken the form of a
variety of incentives for private investors. In addition, the
government itself has invested directly in manufacturing, particularly
in such 'heavy' industries as iron and steel. In this thesis we
concentrate on government assistance to the private sector.

Government incentives to the private sector have predominantly
aimed at import-substituting growth. Thus, particularly during the
1960's, almost every new venture was undertaken in response to
existing and anticipated demgnd on the Iranian market heretofore
satisfied by imports. This pattern of investment was encouragéd by
awarding protection, by far the most important part of which was a
differentiated tariff structure. In addition to protection, the
government has provided other, 'promotiocnal'!, incentives. Chief
among these has been the provision of long and medium term credit i:r
private industrialists.

There are five chapters in the thesis, excluding this
introduction and a final conclusion. Chavter 1 is of the nature of a
'literature survey' and presents a discussion on the major aspects of

import substitution. It contains three secticns. The first section



deals with the concept and measures of import substitution. It
points out that import substitution can be conceived of both as an
occurance and also as a conscious development policy. For the rest,
this section introduces the Chenery method of measuring import
substitution and discusses two proposed alternative methods for
measuring import substitution giving reasons why Chenery's method is
preferable.

The second section of chapter 1 discusses the various thecretical
arguments that have been used in favour of the policy of import-
substituting irdustrialisation. The purpose of this discussion is to
provide a general theoretical background feor the description of various
government policies in chapter 3. Finally, the third section considers,
in general terms and rather briefly, some consequences of import
substitution as it has actually been practised in developing countries.

Chapter 2 deals with the growth and structure of Iranian
manufacturing sector over the 1955-1972 period. It shows, using
published data, that manufacturing has grown very rapidly over this
period and that this growth has been predominantly import-
substituting and oriented towards the home market rather than based
on export expansion. This chapter also shows that over the period
consumer goods industries had the largest share of manufacturing
output. At the same time other categories of manufacturing,
particularly those producing mainly intermediate products increased
their relative share in manufacturing output significanly. Chapter 3
as has already been indiczted, is concerned with the policy of the
government towards the manufacturing sector. It provides a fairly
detailed account of the most important measures that the government
has used to provide incentive for private investors. These include

protective instruments such as tariffs, administrative import controls



and import registration deposits. In addition, as we have noted
already, the g>vernment has also used 'promotional' measures to help
private investment. These include long and medium term credit,
free or subsidised provision of technical and managerial assistance
as vell as generous tax allowances.

Chapter 4 deals with the growth of the private sector. This,
in many ways is one of the most important developments in the
manufacturing sector over the period of this study. The chapter
shows that the policy framework described in chapter 3 has been
effective in providing a powerful stimulus for private investors and
that both domestic and foreign private investors have participated
in the expansion of manufacturing;

Chapter 5 is concerned with scme problems of import substitution
in Iran. Firstly, it examines the effect of goverunment policy on
factor intensities. This is done following the methodology suggested
by Cordeun whereby the scale of effective tariffs for different
activities indicates the direction of rescurce pull and push between
them. The result shows that government policy has favoured the
growth of capital intensive industries. Consequently the available
evidence suggest that, even though manufacturing employment has
increased very rapidly, the growth has not been sufficient to prevent
the persistence of urban unemployment over the period of our study.
Another result of favouring capital intensive industries (and
technologies) has been that the large number of smaller manufacturing
businesses have not benefited from government policy.

Secbndly, chapter 5 also considers the problems of import
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of their very rapid growth, by 1972 manufacturing activities were still



rather isolated from the rest of the economy. This applies
particularly to the more advanced sections of Iranian industry.
The situation was further aggravated by the highly unequal distribution
of income and the diséppointing performance of agriculture.

Finally, this is an appropriate Jjuncture at which to add a note
about the quantitative materials that we have used in thais thesis:
As will be seen we have relied almost exclusively on the information
published by various ministries and public agencies. Most writers
and research workers concerned with Iranian conditions have questioned
the reliability of Iranian statistics. While the criticism of
Iranian statistics is in all probability fair, we have had to accept
all the available information at face value, except where the
information obviously did not make sense or contradicted other
information which was regarded as more reliable. In such cases we

have refrained from using the data in question.

(*) - For value figures we have used both the Iranian
currency and the U.5. dollar. The relevant
conversion rate is:

75 rials = 1 US dollar

In 1972 the rial was revalued (68.8 rial=s =
1 US dollar) but for comparability we have

ignored this and used the previous exchange
rate for 1972.



Chapter 1

A Discussion of Some Aspects of Import Substitution

In the post-war years most developing countries, particularly those
in Asia and Latin America, have experienced a considerable degree of
industrial growth. W ith few exceptions, the common pattern of industrial-
isation in developing countries has been one based on the replacement of
imports of, initially, consumer goods followed by attempts at 'deepeping‘
the process into the manufacture of intérmediate end cepital goods for the
domestic market. This pattern of industrialisation has in tumm been
actively stimulated by ecomomic policies, chiefly protective, which encour-
age and increase the flow of resources into the menufacturing sector.

The volume of literature and debate on the various aspects of import
substitution is now considerable. In this chapter we concentrate on a
number of issues that can be regarded as amongst the more important issues
arising out of import substitution. 1In section I we deal with the concept
and measurement of import substitution.

Section II is concerned with the various economic arguments which have
been put forward in favour of an import substitution strategy. Generally
speaking these arguments take the form of various objections to free tradeé
and in fevour of protectionist industrialisation, on grounds that one or
other of the assumptions that underlie the case for free trade break down
in the circumstances of developing countries. The opposing group of
economists, while not objecting to import substitution or industrialisation
as such, argue that protection is usually the most inefficient means of
acnieving these objectives. 1n tnis connection the recent developments
in trade theory concerning the optimality of various interventions in

foreign trade in the presence of 'domestic distortions' are of immediate



relevance.

In section III some of the consequences of import substitution
policies in developing countries will be considered. Generally spesking
the results of import substitution policies appear to have been such as to
produce & sense of disenchantment even amongisome of the proponents of these
policiese This disillusionment is usually expressed in terms of the fzil-
ure of import substitution to gain a degree of self-sustained growth.

Thus it is pointed out that import substitution has frequently shown a strong
tendency to 'get stuck' at the 'easy' stage of consumer goods industries.

Such industries have usually been very inefficient and high cost and can

only be viable with very high (and in some cases extremely high) levels of
protection. What is more, tariffs levied on competing imports usually
underestimate the protection enjoyed. A more appropriate measure is effec-
tive protection which measures the protection of value added and takes account
of tariff's levied on tredable inputs used by the industry.

As a result of the high level of protection enjoyed by existing consumer
goods industries it has become very difficult to expand the manufacturing
sector in the direction of intermediate and capital goods industries.

More gererally, it is often complained that the policies adopted have meant
thzt industrislisation has been achieved at the expense of agriculture,
provided little extra employment and has resulted in a very unequal distri-
bution of income. This in turn has limited the growth in the domestic
market thus inhibiting the vrospects for the growth of manufacturing indust-
ries even more.

Cn the other hand, some economists, while accepting that in meny cases

rotection has been too high and too indiscriminate, argue that criticisms
P )

of immort subhstitution have heen eva:
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not proved too great,

I - TImport Substitution: Concepts and Measures

Import substitution can be conceived of both as on occurrence and
as a part of adliberate strategy to promote economic déveIOpment.l
As an occurrence, in turn, import substitution can take place in response
to several distinct motive forces. First of all, import substitution
can take place 'naturally', that is in response to the gradual growth of
income.

The major empirical study which showed that import substitution tekes
place in response to the gradual growth in income is Chenery's 1960 paper.
In this paper Chenery set out tc challange the then prevalent explanation
of industrial growth which was primarily in terms of changes in the compos-
ition and income elasticities of demend. His aim was to "incorporate
changes in both demand and supply conditions into & more general explanation
of the growth of individual sectors of production which can then be used to
explain the observed pattem of industrial growth".2

Broadly speaking therefore, Chenery's procedure involved two steps.
First he established a 'normal!'! pattern of sectoral growth by estimating
e cross-section regression equation in which per capita value added inseach
sector depended on per capita income and upon population. The results
indicated that the menufacturing sector has a much higher growth elasticity
with respect to income than the other economic sectors. Broadly, this means
that manufacturing grows at higher rate of growth than that of income per

The second step, and this relates to the more original aspect of
Chenery's work, is to explain this observed non-proportional growth of
penufacturing in terms of "three causes of industrialisation": (1) sub-

stitution of domestic output for imports; (2) growth in the final use of



industrial products; and (3) growth in intermediate use stemming from

(1) and (2). Significantly, his calculations showed that over the

100 to 600 dollars income range, changes in supply conditions, that is

the growth of import substitution, was a much more significant explanation
of manufacturing growth than changes in the demand for the final and inter-
mediate uses of manufactured products.3

Thus, as We have emphasised, Chenery's concept of import substitution
clearly represents changes in supply conditions resulting from changes in
comparative advantage over time.ZF

Another set of motive forces that give rise to import substitution
are such things as war, serious depressions and other circumstances that
drastically disrupt the flow of international trade. The Great Depression
of the 1930's and the Second World War greatly influenced industrial devel-
opment in a number of developing countries, particularly those in Latin
America. Fzced with a sudden collapse of their exports and the conseguent
inability to obtain their import requirements, domestic production of some
previously imported items was the only solution. During the War, although
export earnings recovered, imports from the developed countries were unobtain~
able. The effect was again to give a boost to the development of domestic
manufacturing in a large number of developing countries.

Yet another explanation of the autonomous growth of import substitution
in developing countries in more recent years has been the operations of multi-
national corporations.s These function in oligopolistic markets and are
mainly concerned to preserve their market share or to increase it rather
than to maximise profits. This motivation in turn implies that multi-
national firms are likely to set up manufacturing capicity in developing
countries they already supvlv in order to nre-emnt Miture comretition,

Cne of the results of this pattern of behaviour hes been that "the nature



of direct foreign investment has changed from that of raw material extrac-
tion projects to assembly and production for the domestic market".5
This change has meant that "foreign investment has played a significant role
in expanding domestic value added and thus in promoting import substituting
industrialisation in underdeveloped countries"s.

The final motive force behind the growth of import substitution as an
occurrence is the frequent balance of payment crises that most developing
countries have had to face. Import controls which are initially viewed
as a curb on the consumption of less essential items and are meant to save
foreign exchange for more essential requirements often become a permanent
feature and have the unwanted effect of encouraging domestic production of
luxuries,

Import substitution as a conscious part of a development strategy is
basically & post-war phenomenon. At this juncture it is useful to outline
some aspects of the general background to the adoption of import substitu-
tion as a matter of policys First of all, their experience in the inter-
war period and during the war itself was an important factor in influencing
policy in the developing countries and in giving it an import substituting
emphasis in the post-war years. Little,Scitovsky and Scott have expressed
this point in the following terms:

"It is true that the developed countries suffered as much or more

from the great depression; but, unlike them, the developing countries

could blame the outside world for their troubles. The developed

countries emerged with the resolve never again to let depression and
unemployment to reach such depths; +the developing countries seem to
have made up their mind to reduce their dependence on the world

economy" 7

In addition, an 'inward-looking' developmsnt strategy was advisable,
not only because it would reduce vulnerability to sudden and drastic dis-

ruption of international trade, but also because there was widespread pessi-

mism regarding the alternmative 'out-ward' or 'export-oriented' policies,
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even under normal conditions, This in turn wgs greatly influenced by

what has become known as the 'Prebish-Singer-Myrdal' thesis. Very briefly
expressed, this thesis held that unlike the experience of primery producers
in the 19th century, exports prospects of many developing countries were
now limited, This was so because primary exports faced a low income elast-
icity of demand, because of the development of man-made substitutes, and
also because technological growth tended to reduce the raw material input
into many manufactured products.

Economic structure in developed countries, too, it was argued, had
adverse implications for the trade prospects of developing nations.
'Nonopolistic!' structure of industry and the labour market meant that
productivity growth, instead of resulting in cheaper exports of industrial
products to developing countries, was almost exclusively reflected in higher
profits and wages in the developed countries. The combinztion of this and
the demand problems noted above implied a deterioretion of the terms of
trade and a consequent transfer of income. Vhether or not this line of
reasoning was valid - and from the beginning there were many who questicned
both its theoretical and empirical validity8 -~ is not really the issue.
¥hat matters is that it seems to have met with widespread acceptance among
policy makers in the developing countries., In this context, import sub-
stitution, viewed as an ®inward-lccking development process"g, or more
specifically, as "an attempt by economically less-developed countries to
break out of the world division of labour which had emerged in the nineteenth
century and the early part of the twentieth centwry"lo, was naturally regarded
as the most effective path to economic development: 'Development through
import substitution', that is development based on a 'dynamic' menufacturing

i s D Tl e e = - R L e . T L - = Lo .
MUULU LHaeY L WY LS auvs UC VT LWULLGIL L LLLTVUELL bi'aeus e

[CIVEVEVI VI

Not only 4id developing countries want to reduce their dependence on
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the world economy, but there was also greater accepfance of the need for
intervention in the domestic economy itself, and this in turmn became an
additional factor working in favour of the policies of import substitution.
Thus there was generally more support for planning and regulation of econ-
omic life. In some countries, as for example in India, this was justified
on ideological grounds and as a part of 'socialist!' economic policies.

In others, the notion of a coordinated development 'strategy' was regarded
as useful, becsuse it implied an approach that seeks to modify the nature
of the economy in quite fundamental ways. To some extent therefore, import
substitution was regarded as a part of a strategy for structurzl change.
How exactly import substitution was able to achieve this was spelled out

in terms of a number of arguments for protectionist industrialisation that

are the subject of section IT of the present chapter.

Measures of Import Substitution

Host discussions of import substitution, whether they treat it as on
historical process or a development étrategy, have used Chenery's measure
of import substitution or other measures that are very closely based on
hiss Chenery defined import substitution as the "difference befween
growth in output with no change in the import-ratio a.nq the actual growth"l.l
To express his definition algebraically, consider the following identity:

Q+M=R+D+E

Where § = domestic production, “m
M = imports,
R = intermediate demand,

D = final domestic demand,
% = exports
Expressing the above identity in incremental values we get:

A + A = AR + AD + AE
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Defining total supply, S = Q + M, we can write:
As = AR + AD + AE

Let ug = 91/31 in the base year.

- If uy remains fixed then the change in domestic output, A Q, is given by

ul.AS,orul.( AR +A D + AE).

If however over the period uy changes to u,

Q2/82, then the change in
output is given by:

Ao = ul(AR + A D) +u1(AE)

+

() - uy)e5, (1)

Relationship (I) divides the growth in domestic output between
a) ul( AR + A D), that is the expansion in intermediate and domestic
final demand on the assumption that the ratio of domestic output to total

supply (ul) remains fixed;

b) ul( A E), exvansion of exports again on the assumption of a fixed Uy ;

and c) (ul - u2). S5, which is the change in domestic cutput implied
by the actual change in the ratio of domestic output to total supply.
This is Chenery's measure of import substitution.

In the next chapter we have used this measure to guantify the extent
of import substitution in 15 manufacturing industry groups in Iran over
the 1960-~1972 period.12 This measure has been subjected to several
criticisms,the most important of which we will consider. Basically the
criticisms fall into two categories., Thus a number of writers, while
accepting his underlying methodology show that Chenery's measure of import
substitution involves inconsistencies when aggregation over time periods

13

or over industry groups is involved.

Other writers howevar hesve »aiaected Chenerv's harins mathodninsy, %

v -

least implicitly, and it is only this latter group of criticisms that we

consider in this chapter, These writers either question Chenery's concept
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of imports and argue that his particular definition is too narrow and
to that extent his measure of import substitution is inadequate; or they
question his valuation of domestic output.

The last mentioned criticism, relating to the valuation of output,
is in a sense the most fundamental of all. It can be argued that,in
computing import substitution, it is illegitimate to evaluate domestic
output at the actual prices observed in the domestic economy. Measuring
manufacturing output in this Way'implies that the share of manufacturing
in national income, that is its claim on total national product, is equal

to its contribution to output. This, it has been argued, is a very un-

realistic assumption in the context of most developing countries. The

most important reason for this is that in most developing countries menu-~
facturing is heavily protected or otherwise subsidised and that these subsid-
ies "add up to the subsidised sectorks share in national product without
necessarily adding to its measurable contribution to output".lh

Domestic prices, therefore, over-estimate the 'true' value of manufactur-

23

ing oqtput. It is easy to see that a measure of import substitution which
uses the observed value of domestic output is consequently likely to be an
over-estimate.

The obvious solution to this problem is to value domestic output at
world prices, using the c.i.f. prices of comparable imports. While this
in principle is an acceptable and desirable procedure, there are a number
of practical difficulties which oftten preclude its application. First of
all, to be meaningful, the comparison between domestic output and imports
has to be at a very disaggregated and in fact individual commodity level.
Cften data of the required level of disaggregation are not available,
Phis iz peptzinle the czor for Iroa, In cddiiicin, &veu fur o siugie cuumud-

ity, there are oftten differences in guality which ageain make comparison

difficult,
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Another, more fundamental, difficulty is that it is, in many cases,
difficult to ascertain what the long~term world price for a commodity is.
Thus import prices from different origins often conflict and it is not
easy to see whether differences in price reflect genuine differences in
long term costs or merely short term fluctuations in demend. Because of
these difficulties we have not attempted to measure import substitution in
this modified manner for Iran.

Another cfiticism which implies a rejection of Chenery's methodology
has been advanced by Se.A. Morley and G. Smithj.'5 Basically their objection
is that Chenery's concept of imports is too narrow. To see why Chenery's

concept of imports is said to be narrow consider the following identity:

Qs + My = Fi + zaij' Qj
Yhere Qi = domestic production of sector i
Mi = imports of i

155
I

= final demand (domestic and exports) for the products of sector i

aij=: observed input-output ratios

Expressing the above identity verbally, we cgn write that domestic output
of sector i plus import of i, are identically equel to the final demand for
i plus the total amount of intermediate use of séctor i's products by other:
sectors. In this framework, imports, Mis supplement domestic production,
Q;, in satisfying gross (f;nal plus intermediate) demand only for the
products of one sector (i).

Morley and Smith argue, however, that this is unnecessarily restrictive.
They point out that "an import ultimately substitutes for or supplements the
outout of many domestic sectors. If an imrort e tn he waclzozd withoul
induced rises in imported inputs....production must be increased not only

in the industry finally processing the good, but also in its supplier industry

end in their supplier industries and so forth".16
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Suppose, for example, that oil is discovered in a country and as a
result of the subsequent setting up of refining capacity, all imports of
refined oil terminate. Chenery's measure would show import substitution
for refined oil equal to its domestic production, but none for crude oil.

But import substitution for the refined product has only been possible
because the discovery of crude oil in effect substituted for the 'implicit!
imports of crude oil,

Another example may perhaps clarify this point further. In 1949,
the Brazilian production of metals satisfied 80 percent of the direct use
of metals. But most of supply needed by such heavy metal using sectors
as transport equipments, machinery and electricel equipment was still
imported. When import substitution progressed in these latter industries
most of the increesed requirement of metals was sztisfied domestically.

Now, Chenery's megsure would identify this latter increase in the output

of the Brazilian metals sector as an increase in the intermediate use of
metals. Morley and Smith argue however that it should be regarded as import
substitution in metals. Geherally, Morley and Smith point out that Chenery's
measure underestimates import substitution in industry groups producing
meinly intermediate goods.17

Morley and Smith suggest an alternative procedure which accommodates
implicit or indirect imports. They assume that the economy can be described
by an open input-output metrix. Assuming that A is such a matrix whose

typical element, aij’ "remains constant over the relevant range", we can

write:
[I-A]q+m=f (1)
Where I = the identity matrix
n = the vantny af Anmasndis ontoat
m = the vector of imports
£ = the vector of final demand

Dividing (II) through by [ - ;} we get:
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q +[I - A]-l .o = [I.- A]-l.f (11)
-1

The second expression on the left hand side of (II? s [& - A] « m = m¥,
is thus the redefined vector of imports which should be used in the calcul-
ation of import substitution. As Morley and Smith point out "m*™ converts
imports to a gross production basis and allocates them to their proper
domestic sectors. It can be viewed as the domestic production neeeséary
to substitute completely for imports, holding gll final demand ccnstant"18

It is clear that Morley and Smith's method of measuring import substit-
ution requires data of a greater egree of sophistication and accuracy.

Cne needs a "sufficiently detailed and accurate input-output table"19 the
existence of which cannot be assumed for a significant number of developing
countries, Furthermore, input-output ratios are likely to change quite
substantially in developing countries over relatively short periods20, and
cannot be assumed constant.

Not only is the application of their measure often hindered by lack of
the necessary data, but, it has been arguedy, Morley and Smith's method is
not necessarily superior to Chenery's. This has been argueé by George Fane.
His point can be illustreted by the following examples which he provides.21

Consider a hypothetical case where all final demands remain constant

and where the domestic gross output rises by one unit in industry 1 and

remains constant in all other industries:
Ao
Ao,

!
~

0 (J = 2,3,0a04)

Imports must adjust to balance supply and demand for each industry:
Fim ) :'u 1

Ax,

§
4
&
—
——

(§j = 2,3500000)

n
[\
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As Fane points out Morley and Smith would record no import substitution
or demand expansion for industries 2, 3,....,etce This is because the
output of these industries has not increased and the increases in imports
(aj1) is in response to the increase in the requirements of industry 1
whose output has increased. Chenery, on the other hand would record increase
in the intermediate demand for industries 2.3,.,etc., but that this source
of growth was exactly offset by negative import substitution: imports rose
by the full amount of the extra intermediate demand (aj1) and domestic
gross output failed to capture any of the potential growth.22

Thus as this example illustrates, "Chenery's description is at least
as informative as Morley and Smith's description"zj. For all these rezsons

we have not attempted to use their measure of import substitution in chapter

2,
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IT - Theoretical Arguments for Import Substituting Industrialisation

The arguments that have been advanced in favour of the policies of
import substitution in developing countries are in some respects similar
to the older arguments for the restriction of free trade. In this
comection, in fact, it has been argued that import substitution is "more
of a new label than a new concept" and that "providing protection against
imports has long been a foundation stone of the 'infant industry' approach

2,

to industrialisation". However in the post-wmar years these arguments

have gained a sharper fbcus and axmore immediate relevance as a result of

the greater interest in the problems of developing countries. Furthermore,

as Professor Johnson has pointed out "not only the traditional arguments

for protection have been reformulated and sharpened, but the emphesis has

shifted to new arguments and new versions of old arguments."25
Generally, the various arguments for protection attempt to show that

the existing structure of the economy is 'biased' against the growth of

menufacturing industries and that, without intervention, the working of

price and market mechanisms will not channel enough resources into manu-

facturing and thus inhibits its progress. It follows therefore that as a

corrective, protection can legitimately be used to provide an added incentive

for the growth of manufacturing. Although in substance many of the arguments

for protection do overlap, it is convenient to present four fairly distinct

sets of arguments:

a) - Infant industry arguments;

b) - External economies arguments;

c) - Arguments arising from labour market distortions, and;

d) - Arguments relating to savings and the rate of growth.

After consiaering each oI the above arguments we then consider the objection

that, although the above arguments are probably acceptable rationale for
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giving special favour to industry, it does not follow that protection is
the best way of doing so. In fact, it can, almost invariably be shown
that protection is a 'second best' policy (or even worse). The 'first
best' policy in relation to the objectives is of'ten some 'promotional!
measure which, depending on the circumstances, is likely to be a2 combination
of appropriate tax and subsidy devices. Finally, we will examine the
argument that this latter analysis has 1ittle relevance for the deveéloping

countiies because of lack of finance for ‘'promotional' measures.

II - A - Arguments for Protection

(a) - Infant industry asrguments

This is the oldest ergument for protectiom. It was accepted, along
with the "optimal tariff' case, as the only instances where the classicz
case for free trade did not hold, The classical economists recognised two
versions of the infant industry case, They interpreted the term 'infant
industry' both in the broad sense so that it became synonymous with 'indust-
rialisation' and also more narrowly in the relation to the establishment of
one specific industry. 26

Later writers in the classicael and neo-classical tradition, however,
generally recognised only the narrow version of the argument and then as a
case which was theoretically valid and interesting but had relatively little
practical significance.27 The narrow infant industry case states that it
may be difficult to establish a new industry given that competitors have
been established abroad. Thus, even though the industry may potentially
possess long run comparative advantage, without protection it will be under-
sold by imports and cannot gain e foothold. This is b ecause its costs will
be initially high &nd it will take some time before, as 2 result of the
experience and increasing familiarity with the industry, it can reduce its

costs and successfully compete with imports. There is a case, therefore,
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for giving temporary protection to the industry.

As we have already noted, many economists point out that, in practice,
this argument does not amount to a valiid case for protection. In particular,
before the infant industry cen qualify for protection at least two other
conditions need to be fulfilled. Firstly, it has been argued that the
industry should meet what has been called the 'Bastable test'.28 That is,
not only should the industry have a potential comparative advantage - which
is the 'Mill test' - but the :potential comparative advantage be such that
the eventual gain from lower prices (than imports), properly discounted,
should be greater then the initial costs of protecting the industry.

In other words there should be a net gain to society from the establishment
of the industry.29

Secondly, even if both the above tests are in fact met, there may still
be no grounds for protecting the industry if private entrepreneurs perceive
the situation and are prepared to accept the initial losses in expectation
of future profits; This, it is presumed, will be the case if the gains
involved in the learning process are appropriable by the firm itself, that
is if they are internal economics.

If however the costs of each firm are lowered becazuse of fagtors that
are common to the industry as a whole and the benefits creafed cannot be
confined to any one firm then intervention is called for because no firm
is prepared to take the risks. A well known example of this is the economies
which arise as a result of the training of lsbour. The pioneering firm
may have to bear the cost of training of its labour force who may subsequently
move on to other firms. Even.for this, however the case for protection
is not easily conceded. It is pointed out the labour force of the pioneer-
ing firm may well be willing to 'internalise'! the external economics arising
from the learning process. The workers may thus be willing to pay for

. 30
their training by accepting lower wages during a period of apprenticeshlp.3
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It may well be argued that the above objections do not seriously
weaken the case for infant industry protection in the developing countries. .
Thus, for example, the mere fact that the economies created may be approp-
rizable by the firm itself, will not mean that the investment will take
place. In developing countries businessmen have a very high discount
rate of the future and the private rate of return may be insufficient to
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induce them to invest. Similerly for the labour training case, it is
sometimes assumed that the workers can maintain their standard of living
during the apprenticeship by borrowing on the strength of their future
earnings. It can be seen that this requires a fairly sophisticated capital
market which is again lacking in most developing countries,

Another fact which is important and should be taken into account is
the often persistent preference of consumers for imported products even
in cases where no obvious differences in quality exist. Here again tempor-
ary protection can help an. infant industry in gradually gaining acceptance
from domestic consumers.32

In general however, the narrow infant industry case does not seem to
rrovide a very strong tesis for the policies of import substitution,
In fact, of course, those writers who have advocated the use of protection
for the industrialisation of developing countries have head a éonception
of the infant industry case that is gkin to the broad version of the class-
ical case but also goes beyond it.

The broad classical infant industry argument emphasised the 'develop-
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mental' aspects of protectiom. Thus such writers as List, Hamilton, and

also Joln Stewart Mill approached the infant industry case in this 'devel-
opmental' spirit. " According to Mill, for example, the most important
element in the -radunstivids snld crozaendits ol
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long time to develop, is "a povulation trained in the general atmosphere

3l

of industrial pursuits".

Similarly List advocated protection of the

'mein branches! of manufacturing industry so as to promote “the increase
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in the mental and material capitzl axd the spirit of enterprise in the

3

nation" The genersl presumption, it seems, is that industrialisation,

in changing the economic end social structure of the country, creates
benefits that will not be taken into account in the working of the market
mechanisme Hence the case for protection. The nature of such external
economies has heen most elequently expressed by Hans Singer:

"The most important contribution of an industry is not its immediate
products (as is perforce assumed by economists and statisticians)
and not even in its effects on other industries and immedizte social
benefits (thus far economists have been led by Marshal and Pigot)
but perhaps beyond this in its effect on the general level af
education, skills, way of life, inventiveness, habits, store of
technology, creation of new demands, etCecess

This is precisely the rezson why manufacfuring industries are
50 universally desired by underdeveloped countries: they provide
growing points for increased technical knowledge, urban education
and the dynamism and resilience that goes with urban civilisation,
as well as the direct external economics of Marshall" 36

The point that should be noted is that these 'socielogical' and 'educative!

benefits are regarded as a product of an irreversible learning process.

As such their realisation demands temporary rather than permanent protection.
This is why they can legitimately be regarded as an argument for infant
industry protection.

Professor Myint has questioned the relievance of the broad infant
industry argument for orotection in the context of import substituting
industrialisation. He points out that:

"Import substitution amounts to selecting the industries according
to their capacity to satisfy the existing pattern of domestic

demend for menufactured consumer goods. Cn the other hand, the
infant industry argument, however broadly interpreted, is concerned
with an industry's capacity to lower its costs in the future through
the process of learning by doing. Prima facie, we would not,
therefore, expect a group of industries selected for their capacity
to match the pattern of domestic demand to be the same as a group of
genuine infent industries selected on their uprospects of lowering
costs in the future" 37
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'balanced growth' whereby the emphasis is on the expansion of the market

for manufactured goods through the more or less simultaneous setting up
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of consumer industries. As such however, the costs of each industry

decrease primarily as a result of the economics of scale, implicit in

38

the increase in the total size of the market. This however is different
from the infant industry process of learning: "an industry's capacity to
lower its costs by moving towards its optimum scale of output does not

depend on its special capacity to improve efficienéy, but is assumed to

follow automaticelly from the enlargement of the overall size of the protect-
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ed market".
In this connection, two vpoints should be noted. TFirst of all, the
infant industry argument, at least in its broad version, does not emphasise
improvements in efficienéy due to factors which mey be specific to individ-
ual industries. What is emphesised is the kind of external economies which
are not specific and can be generated by almost any combination of light
industries. Examples are a goving pool of skilled labour and a gradual
penetration of an industrial way of life, So even if import substitution
is based on 'balanced growth!, there is no reason why the economies should
be of a purely scale character and without any learning or inherent improve-
ments in efficiency.
The second point that may be noted is that Professor Myint conceives
of import substitution as based on the existing pattern of demand.#o
V¥hile import substitution naturally starts with final consumer goods, these
being the products for which a market already exists, an important character-

istic of the process is the creation of new demands In fact much of the

dynamism attributed to an import substitution strategy arises, at least in
theory, from the creation of new investment opportunities consequent on
setting up of 'finishing touches' industries.s Viewed in this way then,
import substitution is not based on 'balanced s rovth' as Frofessor Viint

suggests. Rather the emphasis is on 'imbalanced growth', 'Finishing

touches' industries create investment opportunities at stages further back
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along the industrial spectrum. Hence external economies are transmitted
vertically along different stages of production rather than horizontally at

the consumer goods stage.

(b) - External Economies arguments

The external economies that arise in connection with the infant
industry case are all related to the process of learning and accumulation
of know-how erising from industrialisation, hence their irreversibility.

In other words the external economies in this case are basically a function
of time; that through time involvement in industry gives rise to experience
and knowledge and these are not reflected in market prices, In additionm,
however, industrialisation gives rise to another set of external economies
that are somewhat different and of a more technical nature. Here we
consider external economies that arise as a result of the interdependence
of investment decisions, induced linkages, and economies of scale.

The interdependence of investment decisions gives rise to external
economies that can be regarded gs an extension of the Marshalian concept of

.external economies. The latter wes concerned with economies external to
the firm but internal to the industry itself, here we are concerned with
the economies that expansion of one industry bestows on another. The
following example helps illustrate the point. Consider a case wher:re
investment in extracting coal reserves may be unprofitable if, in the
absence of a:steel industry, there is not a sufficiently large domestic
market and trensport costs rule out exporting. In such conditions the
creation of a steel industry will create extermal economies for cozl extrac-
tione On the other hand the steel industry itself will be difficult to
establish without domestic supply of coal; steel production with imported
supplies will not be able to compete with imports. Vertical integration

whereby one firm owms the whole complex, thus 'internalising' the economies
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(
is unlikely because of the sheer amount of 'lumpy"investment which such
an undertaking necessitates. In the circumstances of developing countries
where the availibility of finance is élways an important constraint, the
possibility of vertical integration is even less l:‘.kely.)"'l
In theoretical terms the above kind of extermal economy may be
considered as 'dynamic' in the sense that it involv;s a divergence between
the social and private return on investment. This type of divergence arises
because market prices, even in a competitive market, do not transmit suffi-
cient information regarding the future. Thus as Scitovsky has pointed out:
"Market pricese.s..reflect the situation as it is and not as it will
be. For 'this reason, they are more useful for coordinating current
production decisions, which are immediately effective and guided by
short-run considerations, then they are for coordinating investment
decisions which have delayed effects and - looking ahead for a long
future period - should be guided not by what the present economic
situation is, but by what the future economic situation is expected
to be".k2
In addition to interdependence between investment decisions, another cause
of the dynamic divergence between social and vrivate return is stressed by
Hirschman., According to Hirschman, an important difference between various
investment projects is that they are likely to differ in the extent of
opportunities they provide for latent entrepreneurial forces. An industry
like oil-refining may attract investment because it is privately more profit-
able than the manufacture of, say, shoes: . Yet the shoe industry will

b5

provide much more inducement for backward linkages. ntrepreneurs will
be mobilized to supply leather, laces, glue and other inputs into the

shoe irdustry. It should be pointed out, that the existencé of induced
linkages provides a general argument for protecting the menufacturing
sector relative to agriculture. This is because as Professor Hirsshmen
has argued, menufacturing activities create a greater scope for induced

investment decisions in terms of backward and forward linkage effects, than

agriculture.
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Finally, we may consider the external economies that are a function
of the scale of production. The interest in economies of scale in
relation to industrialisation has been revived mainly in connectién with
the attempts to overcome the small size of national markets and the forma-
tion of common markets or custom unions between developing countries.

This was a major policy proposal of the 1964 Conference on Trade and
Development. The proposal was largely based on the postulate that
economi®s of sgale "are a logical extension of the infant industry argument®
and that cost reductions resulting from learning of skills and know-how is
not merely a function of time but also depends on the size of the ma.rket.L"5
However as was indicated earlier many economists would object to this
‘extension of the infant industry c:oncep'l:.l"6

Apart from its relevance to economic integration between developing
countries the exist@nce of the economies of scale can also be used as an
argument for protection in the context of national commercial policy.

The existence of scale economies have been firmly established for
public utilities such as electricity, inland transport, telephones and so
on. It can be argued that the existence of such economies provides a case
for the protection of manufacturing industries, since they increase the
demend for the services of 'public utilities' thereby meking the realisation
of economies of scale and reduction in costs possible.h7 More generally,
the creation of industries ﬁsing inputs whose production are subject to
economies of scale, bestow an external economy by expanding the market for
the inputs. This can be seen in an industry like motor cars whose various
components enjoy economies of scalee.

Some externzl economies also arise if the industry uses inputs thzt
have to bpe maae tc special design (rather than being standard, as in the
case of motor cars). In such cases no one firm will need enough of the

input to Jjustify integrating the production process and it is expensive and
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inconvenient to import the inpute If the industry expands, however,
there will be a large enough market and therefore a specialist firm may

48

profitably provide the input.

(¢) - Arguments arising from labour merket distortions

As vie have already indicated, economic arguments for protection
constitute a set of objections to the welfare (or 'normative') propositions
of trade theory. They all point out that some or all of the assumptions
which support the case for free t rade break down in the conditions of develop-
ing countries., Thus we have seen that the existence of external economies
mekes for a divergence between private and social costse

It is also often argued that, cantrary to the assumption of trade
theory, the labour market is chzracterized with 'distortions! which over-
state the real cost of labour in manufacturing. Under free trade, therefore,
the output of manufacturing would be below its optimum.

There aretwo versions of the above case. TPTirstly, wages in manufactur-
ing may be above the real opportunity cost of labour in agriculture, where,
it is claimed there is 'surplus' labour. The second version of the case
argues from an observed wage differential between agriculture: and menufact-
uring, without necessarily attributing the existence of the differential
to the existence of surplus labour.

Strictly speaking, the existence of surplus lsbour in agriculture
implies that actual wages are positive in circumstances where the 'shadow’
wege is zero. More generally, it is sufficient that the actual wage be
more than the 'shzdow'! wage while both are positive. The divergence between
the actual and the 'shadow' wage is caused by the inertia and the immobility
of the rural surplus labour force. Hence protection is necessary to
compensate manufacturing sector for the payment of relatively high wages.

The velidity of the ahove argument naturally depends on whether there
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is in fact, a surplus labour in agriculture. About all that can be szaid

here is that this cannot be assumed even for apparently overpopulated

countries such as India or Egypt, and that the situation is oftten complic-

ated by seasonal employment and the particular ferming practice and institu-

tions of the country in question.l*'9
The second version,whereby no assumption about surplus labour is

necessary, is more interesting since it has 2 more gneral application.

There are numérous developing countries, such as those in West Africa,

which by no means are overpopulated, but still the manufacturing sector

may have to bear higher wages. In fact Professor Hagen has pointed out

that wage differentials between agriculture and menufacturing are a necessary

concomitant to economic growth.50 Tconomic growth implies a more than

proportional growth in menufacturing, hence demand for labour from manufactur-

ing grows fasfer than that of the other sectors. In ofder to attract and

keep its required lsbour force, manufacturing has to pvay higher wages than

the rest of the economy. This, in the absence of protection, will depress

51

the output of the manufacturing sector below its optimum.

(d) - Arguments relating to savings and the rate of growth

Finally, it can be argued that protection of manufacturing is desirable
because it increases saving in the economy. This can be achieved in two
ways, Firstly, protection is likely to increase the share of profits in
income. Hence protection redistributes income in favour of groups with a
higher propensity to save. This, it is assumed, will be re-invested and
will lead to a higher rate of growth. This argument is particularly
attractive, since the alternative of mobilising smaller household savings
is usually difficult and requires zn efficient capital market.

The second way that protection may lead to an increase in saving is

through its influence on the inflow of foreign capital, Thus it is possible
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that protection will induce foreign firms to set up manufacturing or
assembly caéacity in the country and this could lead to higher overall
savings being mobilized in the economy. There are however many aspects
to foreign investment, including transfer of techpqlogy, the discussion

of costs and benefits of which is beyond the scope of this study.

JI - B - 'Promotion' Versus Frotection

It should be clear that all the above arguments for protection are in
fact largely inseperable from the rationale for industrialisation. Each
of the above arguments that we have considered are somehow reducable to one
or other desired characteristic of industry. And while most economists have
been prepared, in varying degrees, to accept the case for industrialisation,
they have been much more reluctant to accept that protection is the best way
of achieving ite.
Thus Little, Scitovsky and Scott have argued that:
"Almost every reason that has ever been advanced for meking industry
more profitadble by protecting it from the competition of imports
really turns out to be a reason for providing it with better services,
or for subsidising its employment of some factor of production, or
for compensating it directly for some ‘'external benefit' which it
produces. These are all 'promotional' policies rather than purely
protective“.52
Until recently, the dislike for protective as distinct from 'prohotional'
measures such as taxes and subsidies was based on politiczl and psychological
factors. It was thought that protection gives rise to vested interests
which might make its subsequent reduction or removal politically_diff'icult.53
Similarly, subsidies were considered superior because, among other advantgges,
"the peyment of a subsidy is a constant reminder to society that nursing the
infent (industry) is costing it resources, leading to more fregquent and
incisive reviews of the social value of the x_nroject".BI+
In addition to the above kind of considerations, recent developments
in trade theory have provided firm theoretical reasons for prefering taxes,
subsidies and other promotional meesures to protection. These developments
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can best be described in terms of two relatively simple propositionse.
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The first pfOpoéition is that the correction of 'domestic' distortions
does not require intervention in foreign trade. Thus if free trade does
not produce an optimal allocation of resources because of an imperfection
in the capiﬁal market (infant industry cum external economies arguments),
or an imperfection in the lebour market ('shadow' wage and wage differen-
tials), or a divergence between private and social discount rates (leading
to inadeqﬁate savings), then in each case a domestic distortion is involved.
An optimal policy is therefore one which attempts to remove these distortions
directly rather than by interfering in foreign trade.56
Such a poligy would include, as already indicated, subsidising the
employment of labour and where necessary of other inputs,and reducing
consumption by an appropriate taxation policy. This kind of policy also
embraces attempts to improve the capital market which may take the form of
establishing development banks or other financial media.
More generally, promotional policies also include the provision cf
all those services which industry cannot efficiently provide for itself,
Examples are general education, roads, electricity, telephones, water and
so on. They should also include “management and accounting schools,
technical training institutions, and sometimes research institutes.
Something like an industrial extension service-analogoué to its counter-
part in agriculture -~ which cen teach small-scale businessmen eiementary
technical accounting, management and sales techniques"57
Such direct assistance to industry is 'first best' policy and superior
to protection. The reason for this is that all protective measures,
tariffs, or quantitative restrictions raise the price of the oroduct above
the free trade level, both to the producers and to the consumers, whereas
Foanz do Tisar ozd rmmald st nas 58
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The second proposition is that 'second best! policies are not

necessarily superior to no intervention at all. This is because gprotection,
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vwhile indirectly helping to remove one set of - domestic ~ distortions,
introduces a new set of distortions resulting f'rom the interference in

free trade and consumer's choice. Vhether the overall impact of protection
improves or reduces welfare depends on the relative weights of the domestic
and foreign distortions involved. Thus a prioi and without "comprehensive
empirical information on the taste and technology of the economy", it is
impossible to predict that protection leads to an improvement in welfare.
This in turn strengthens the case for following promotional policies.59

Implicit in the above analysis is that tax and subsidy measures are
costless operations. In fact there are costs arising both from collection
of taxes and also the adminstration and distribution of subsidies.

The collection of taxes necessitates an efficient and honest adminstwration,
which cannot always be assumed in developing countries., Collection diffi-
culties are further aggravated by the fact that the majority of population

are poor farmers and live in isolated villages. It should also be remembered
that taxes also 'distort' consumption choices and this mey be an important
consideratione.

For all these reasons governments in developing countries have
traditionally relied on tariffs and trade taxes for a mejor part of their
revenue, Trade taxes are 2 far more convenient source of revenue than
domestic taxes, since they can be collected on a few ports or custom offices
and thus require much less in terms of personnel and other adminstrative
resourcese.

The implication is that although promotional policies may be theoret-
ically 'first best'! in the real world 'second best' protective measures
mey in fact be preferable since they may be cheaper to implement. It
mey well be thet an excessively orotectionist policy may in fact reduce

imports so much that the revenue derived from them becomes very smell, and
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to that extent the practical advantage of protection may be reduced,
Nevartheless once it is recognised that a policy of promotion, if not
impossible is certainly not costless, it becomes less easy to generalize
about the optimality of various measures. Whether promotional measures
are feasible can only be decided in the context of an actual situation
vhere it is possible to determine empirically what the costs and benefits
of each alternative are. Thus instead of general policy prescription,
what is needed is a 'case by case' approach and "tailoring of volicies to

individual country situations".60
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ITI - Toport Substitution in Practice

As we noted in the introduction to the present chapter, there has
been a considerable amount of disenchantment with import substitution in
préctice. In fact it is very largely the experience of developing countries
rather than theoretical arguments that has turned opinion against import
substitution. Many countries now seem to have changed their policies and
appear to be more anxious to teke advantage of their exporting Opportunities.61

Generzlly speaking, the most important criticism of import substitution
as it has actually been practicised 1is that it has encouraged the growth

of manufacturing at the expense of other sectors to an excessive and harmful

degree, that it has had an inbuilt and unnecessary bias against exports of
all kinds, and that, within the menufacturing sector itself, it has provided
too much incentive for the growth of consumer goods at the expense of capital
and intermediate goods.

Furthermore the indiscriminate use of protection has led to a complete
disregard for comparative advantage; vprotection has greatly overstated the
social cost of lebour and understated the social cost of capital and conseq-
uently neither factor has been used economically., Import substitution has
often provided too few jobs while many of the factories it has helped to
establish operate well below their capacity,.

In addition to the egbove 'allocative' inefficiencies the use of
protection has also caused what has variously been called 'X', 'technical!
or'mundane' inefficiencies. Sheltered from the competition of imports,
import substitute industries have had no incentive to reduce costs through
possible improvements and innovations,

The combination of 211 these shortcomings has resulted in a situation
Loownish The prospects LU Lus g auwll vl meduracturing are not very promising.

Exnansion of manufacturing necessitates either the development of industries
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producing intermediéte and capital goods, or entry into export markets,

or both. But for several reasons neither altemative is easy. In this
chapter we will concentrate on some of the obstacles facing the first alter-
native,

However, before considering these problems it is useful to point out
that what underlies 811 the various problems that import substitution has
faced, is the very heavy amount of protection that existing industries have
enjoyed. This becomes clear when effective rates of protection are consid-.
erede Since the concept of effective protection has a direct relevance for
the problems arising out of imvort sﬁbstitution, it is useful to consider

some central aspects of it.

The Relevance of Effective Frotectimm

The effective rate of protection, in contrast to the nominal rate of
protection, measures the percentage increase in value added per unit of
economic activity which results from the existence of protection at differ-
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ent levels of gproductione. Thus if free trade value added by an activity,

Vj, is, as a result of protection, increased to Vj" then the effective rate

of protection, 5j’ is:

g g 49 (1)

Value added in the free trade and post-protection situations can in turn

be expressed as follows:

v, =P, (1- Zaij) (1I1)

vj. = Pj [(1 + tj) —Zaij(l + ti)] (111)

Tdieie Ej ls the price or a unit ot j in the absence of tariffs, aij’ is

the share of an input, i, in the cost of j in the @absence of protection,



35

ti and tj are the tariff rates on i and j respectively. Substituting IT
and JIT into I and simplifying, we get the effective rate of protection
in terms of tariff rates and input shares:

tj - Za‘ij ti

& = (1v)

1 -‘Zéij

It should be clear from IV that if the tariff rate on the product, tj, is

gre;ter than the tariff on the inputs, ti's then the effective rate of
protection, gjl is greater than the nominal tariff, tj‘ It should also

be apparent that the magnitude of effective protection will depend on the
share of the imported inputs into the product. For example if the nominal
tariff on a product is 30 percent and an input which accounts for 50 percent
of its costs is imported duty free then the effective rate of protection
afforded to the industry is 60 percent.

It can be seen that the concept of effective protection rather ideally
describes the structure of protection that usually results from the policies
of import substitution. Import substitution is induced by high tariffs on
the products of the vrotected activity while their czpital and intermediate
inputs can be imported free of restrictions. Consequently the nominal rates
of protection will be less thgn the effective protection. This has in fact
been confirmed by studies concerned with industrialisation in the developing
countriese.

In addition to reflecting the absolute magnitude of protection better
than nominal rates, effective rates of protection can also be used, given
certain assumptions,ésto indicate the incentives that the structure of
vrotection provides for the movement of resources between different indust-

ries, Tf different zctivitiass ars w»snked arnnordine dn dtherdir rocoooat oo
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effective rate of vprotection, the resulting scale will tell us the direction

in which resources have moved between them. Domestic production will shift
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from industries with the lowest rates of protection to those with the
highest. Given that production and consumption elasticities of substitu-
tion between different industries are known or can be calculated, then the
scale of effective protection can be used to indicate not only the direction
but also the magnitude of resource pull and push between different indust-
ries.

This resource allocation aspect of effective rates is naturally very
useful in studying.the impact of import substitution on the economics of
developing countries. Relative rates of e ffective protection can be used
to show how much incentive there has been against the expansion of export
industriesy and against investment in agriculture and other sectors.
Studies of industrialisation in developing countries undertaken by the OEED
end the World Bank have used such a methodology in evaluating the policies

of import substitution.

Difficulties of Backward Linkage Import Substitution

What we have already said regarding the concept of effective protection
is immediately relevant to the difficulties that backward linkage import
substitution faces. Thus the most obvious is that the structure of protec-
tion is biased against it. Not only imported inputs pay little tariff,
but they come in at an exchange rate that substantially understates their
costs to scciety. Gordon Wilson has demonstrated how the existence of an
over valued currency can create 2 systematic incentive in favour of import-
ing even in conditionsvyihere suitable domestic substitutes may be available.67
This in turn leads to an unnecessary capital intensive method of production
and under-utilisgtion of capacity.

The structure of protection also encourages what has been called the
'premature widening' of the structure of production.68 This means that

the structure of protection encourzges expension into a large number of

consumer goods industries each operating on a relatively small scale rather



than concentrating on = few large scale operations which could benefit from
economies of scale, This is likely to occur because industries initially
established have been themselves relatively small and have not been able
to grow because their ﬁneconomic structures (too cepital intensive) and
high cost have made it difficult to break into a wider market. This in
turn means that their demand for inputs is not sufficient to make their
domestic production feasible. Therefore the easiest policy seems to be
setting ué other consumer goods industries which in turn operate on a
small scales This gradually leads to the 'premature widening' of the
industrial structures.69
The motor car industry in developing countries provide a good example
of sémé of the inefficiencies of import substitution in developing count-
ries. Cne study concermed with the industry in Chile, for exemple showed
that the 1963 output of cars s only 8,180 units.70 Furthermore, this
small volume was divided between twenty different models, For Latin
America as a whole, the output of cars in the late 1960's w;s around
600,000 units, this was produced by around ninety different firms. OCn

71

average, therefore the output of each firm was 6,700 units. Calculations

have showm that the optimum output for a single model is at least 20,000

72

units, In such circumstances the difficulties of backward linkages and
the domestic production of components and parts is even more difficult sinee
for the latter economies of scale is even more pronounced and requires a
big market for standard inputs,

Many countries have however attempted to force backward linkages
through what is known as 'content protection'. This policy, which is
particularly popular where domestic manufacture or assembly is carried out

hi Prrvedm cvmad flome o obIonInies That prvisuidon i the activity will

—

only be maintained if the percentage of value added by domestic factors is
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increased regularly. It can be seen, however, that in a situation where
the initial industry operates on small scale, a policy of 'content protec-
tion' can lead to a weste of resources. Here again the car industry in
developing countries provides a good example.73
Although it is true that in some industries, as for example in the
car induétry, that the production of industrial inputs requires a large
scale to be viable, it is by no means true of all. The minimum economic
scale of production does not always increase as one proceeds along backward
linkage import substitution. Many capital goods industries can operate at
a relatively small or medium scale of production as for example in the
machine tool industry.74
Furthermore, as Professor Hirshman has argued, the criticism“regardiﬁg
the ‘premature widening' of industrial structure and subsequent exhaustion
of import substitution possibilities has been exaggerateds Thus, even if
there mey be an unduly large number of consumer goods industries most of
which operate on 8 small scale, they would still need a number of identical

[£]

inputs such as steel, paper and glass. As a result of this 'product
divergencé' there is likely to be a fairly large market for such inputs.

In a large number of developing countries, excluding perhaps the very smell
ones, there is thus room for at least one steel mill,

Another, though related, difficulty that backward linkage import
substitution may face is the 1likelyhood of a vested interest against them
on the part of using industrialists. It is easy to see why this should
be so in circumstances where inputs can be imported cheaply and where
domestic substitutes, at least initially, will be of an inferior quality
and irregular in delivery. VWith regard to the latter point however, it

mav te noted that, in comirics which afben Tipe Tulmnce of weyweul crises

the importation of inputs may be curtailed at regular intervels, the resisience

to backward linkege import substitution is likely to disappear.76 The
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problems may also be reduced to the extent that the govermment may
underteke the development of the heavier industries such as iron and

steel.
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ChaEter 2

Growth and Structure of Iranien Manufecturing Industry: 1955-1972

Since the middle of the 1950's menufacturing industry in Iran has
experienced a very rapid growth.s This can be seen in Table 2-1 below
which presents the available data on output, value added, investment
and employment in Iranian menufacturing for 1955 through to 1972.

Considering the period as a whole™, all these veriables show very high

2
rates of growth. Cutput and value added have grown at annual average
compound rates of 15.6 and 14 per cent respectively, both in constant
1955 prices. Investment d;ta on a consistent basis have been obtained
only from 1962 onwardsz. All observers agree however that between 1955
and 1960 manufacturing investment did increase very rapidly, particularly
by the private sector3 o The available data from 1962 onwards show that
between 1962 and 1972 fixed investment, that is investment in equipment
and structures, increased at an average annual compound rate of 2.1 percent
in real terms. As a further indication of the enormity of the growth magni=-
tude involved, it is instructive to point out that, according to official
statistics the net addition to manufacturing capital stock in 1972 was
greater than the total menufacturing capital stock existing at the end of
1963A. The growth of employment in the manufacturing sector has been some-
what less rapid though still very substantiel. The number of people employed
in menufacturing increased from about 781,000 in 1955 to about 1820,000 in
1972, implying an annual average compound rate of growth of 5.2 percent over
the periode

This chapter has two aims. Firstlv it sets out tc derict and anzalvse

the outstanding feature of the growth of Iranian manufacturing over the

1955-1972 periode It will be shown that throughout the period manufacturing



48.
TABIE 2-1: Basic data on Iranian manufacturing industry, 1955-1972,
Value figures in billion (1000 million)rials. Employment
in 1000 personse

Year Ou'l:pu't;"l Value ad.ded“E Investmentwl Employment
1955 295 13e 781
1956 3147 Loy 816
1957 37.0 1647 851
1958 4361 19.5 881
1959 4847 2242 927
1960 5841 2549 968
1961 61.6 27.3 1,010
1562 776 3342 6.6 1,083
1963 89.7 3845 501 1,070
1964 1056 42,2 6.8 . 1,103
1965 15343 4844 1065 1,170
1566 17745 5640 16.0 1,252
1967 22646 68.0 19.3 1,335
1968 252,9 77.1 30.0 1,402
1969 27642 86.6 3943 1,468
1970 30442 95.0 4561 1,543
1571 3363 107.1 49 1,625
1972 37947 122,1 524 1,82C
%)  Deflated by the General Index of Wholesgle Prices 1955 = 100
##)  Deflated by the General Index of Wholesale Prices 1962 = 100

Sources: Ministry of Economy, Statistics on large Industrial Establish-
ments of Iren in 1969, p. viii, Ministry of Economy, Iranian
Industrial Statistics for 1350 (1971-1972), ppe 'kh' - '3'

i_n pp”s"”\ M.ﬂl’f"" af ”POT#M" Tranizsn Tndngtrinl Cénsicodlae

for 1351( 1972-12732, PPe 21-22 and Pe26 (in Persian), International
Labour Office, Employment and Income Policies for Iran, p.3l.
Wholesale price series constructed from data in, Farhad Daftary,
'The Balance of Payment Deficit and the Problem of Inflatidn in
Iran, 1955-1962', Iranisn Studies (Winter 1972), p.l3, Bank
Markazi Iran, Annual Report and Balance Sheet 131..211970-1971!
ps150, Bank Markazi Iren, Annual Report and Balance Sheet 1351

1972-197 PolBOo
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growth has been through the process of import substitution and orientation
towards the home markets In the second half of the 1950's the main mech~-
anism of growth was the replacement of imports in a small number of consumer
good industries. During the 1960's and the early 1970's the process of
import substitution became more widespread, extending to a wider range of
“consumer goods, notably household appliances and other consumer durables as
well as to a significant number of intermediete products. Estimates of
import substitution in 15 sectors comprising the Iranian manufacturing
industry over the 1960-1972 period, for which relatively detailed information
and data have been gathered, are presented,

The second aim of this chapter, which is closely related to the first,
is to analyse the structure of menufacturing industry with respect to the use
distribution of output.s Distribution of output between the use categories
of consumption, intermediate and investment in two years, 1960 and 1972,
shows.that in both years consumer goods, which have been the main benefic-
iaries of import substitution, had the largest share in manufacturing output
and:that the dominance of consumer goods was more pronounced in 1960 than in
1972, In the latter year the structure of manufacturing output was more
diversified mainly due to the appearance of a number of consumer durables

and intermediate goods which were not produced in Iran before the 1960's.

I - Import Substitution and Growth of Manufacturing

Table 2-2 shows the distribution of Iran's imports between consumption,
intermediate and investment goods for the period 1954-1972,. The figures
shﬁw that the share of consumer goods, which dominated Iran's import structure
in the mid—fifties, has steadily declined from about 574 percent of total
imporis iin 1504 Lo about 1ZeY percent in 1972, The share of consumer good
imports would have been even smaller were it not for the increase in the

imports of food items towards the end of the period under study; the
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TABLE 2-2: Structure of Iran's imports, 1954-1972. Percentage distribution between consumer,
intermediate and investment good imports.

1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 wam

Consumer Goods 57+ 5042 52,2 46.0

Intermediate
Goods Wou FON HH.W u.u.om

Investment
Goods 33¢3 35¢1 3643 42,5

Percentage of
Intermediate
imports gone to
Manufacturing

Percentage of
investment imports
gone to Manufact-
uring

3002 2845 2545 21e7 2re2 23¢1 1764 15,0 12,6 11,3 10.9 12,9 1:1.7 12.9

L9el L47el 53e5 571 55¢5 5560 577 5769 597 61el 6440 6347 648 62,1

2007 24 2140 2102 2001 2149 249 271 2767 271 2501 2344 2565 2540

X X X X X
8lel 8047 79¢1 6240 7740 6840 590k 6602 606k 607 6205 6846 87el 79.3

X b4 X X X

5346 50e3 5746 543 5507 4945 5063 6705 65¢0 6729 6346 6lrel 6545 6hal

x Imports delivered to "industries and mines" which include manufacturing, mining, waier and

.electricity.

Sources: Nasrollah Vagar, 'The Positive Aspects of the International Demonstration Effect and the trend: of
Imports in Humb.. Middle Bast Economic Papers, (1961) P.119, Bank Markazi Iran, Annual Report and
Balance wrmmw 9 (1970-1971), P.140, Bank Markazi Iran, Annual Report and uwumsom Sheet 1351

wwmumluwﬂmw 165, Ministry of Economy, Input-Output of Tronian Import and Export 1962-1970,

PP, 8-20,
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proportion of manufactured consumer goods has fallen even more rapidly

through the period and by 1972 probably accounted for no more than 8.7
percent of total importss.

Parallel to the decline in consumer good imports, domestic production
of such goods has been on the increase all through the periods This
increase in domestic productive activity is directly reflected in the fact
that imports of investment and particularly intermediate products have been
growing and have increased their shares in total imports. Furthermore,
available data regarding the distribution of imports among different economic
sectors indicate that a major portion of intermediate and investment imports
have been used by manufacturing. All these facts point to import substit-
ution as a major mechanism for the growth of Iran's manufacturing industries.
To provide further demonstration that this has in flact been the case,further
analysis of import and output data are necessary.

Mainly due to the lack of continuity in the data, it is best to consider
the 1955-1960 and 1960-1972 period separately. This can also help to high-~

light some of the major distinguishing elements, from both periods.
1955-1960

For this period, it has not been possible to megsure import substit-
ution in various industries by the use of the Chenery method. Although
data pertaining to imports of different manufactured products do exist,
data on domestic production prior to 1960 are very scanty. Nevérthele;g
it is still possible to give an adequate picture of import substitution by
using data on the volume (ryther than the value) of output as well as isolated
figures for public and private investment in the major industries of the
periode The use of volume rather than value figures does not produce a
great problem since the industries considered did not produce a very

heterogeneous output,

~

The division of consumer goods imports between durable and non-durable
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categdries shows that in 1954 the overwhelming share of consumer good
imports, 80.3 percent, consisted of non-durable itemsé. Furthermore

the bulk of such imports consisted of a small number of non-dureble items.

In 1956, for example, two items of mass consumption, textiles and sugar,
accounted for 62 percent of the value of all non-durable consumer good
imports7. What is more, imports of textiles and sugar were by far the
lergest source of domestic consumption of these goodse In 1956 the share
of imports in the total volume of sugar consumed approached 80 percents.
Similarly imports were the dominaht source of supply for textiless In
1955 imports accounted for 538 and 65.8 percent of the total volume of
cotton and woollen cloth consumption, respective1y9.

It is therefore not surprising that in subsequent years these two
industries, textiles and sugar, attracted much of the investment funds
channelled into the manufacturing sector. During the Second Development
Plan (1955-1972), the Plan Crganisation invested 61.5 percent of its event-
ual allocation to the manufacturing sector for the modernisation and expansion
of sugar and textile industrieslo. Qutside the Plan Organisation, the
Ministry of Industry and Mines instituted a major loan programme for private
investors in manufacturing industryll. Between 1957 and 1960, 534 percent
of the total value of these loans, amounting to 3,337 million rials were
advanced to private investors in sugar and textileslz. Such loans helped
to mobilize a substanfial amount of private capital to these industries
because each loan only financed up to a third of the cost of investmentlB.

As a result of the increased investment activity by the public and
the private sectors, domestic production of sugar end textiles increased
very rapidly. Sugar production increesed from 75,000 tons in 1955 to
110,000 tons in 195914. Consequently the share of domestic output in
total supply (domestic output plus imports) rose from 20 to 37 percent

15

over the period s Likewise, the textile industry grew very repidlye.
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Between 1959 and 1960 the output of the two mejor products of this industry,
cotton and woollen cloth, increased at an average annual compound rate of
20 and 18.5 percent resPective1y16. The share of imports in the total
volume of cotton end woollen cloth had by 1960 declined to 33 and 62 percent
respective1y17.

Thus by 1960 significant import substitution had taken place in two
of Iran's most important industries, although possibilities for further
import substitution still existed, since, as the above figures show, imports
were still a very important source of supply for the products of these
industries.

Over the 1955-1960 period import substitution was not totally confined
to the textile and sugar industriese It was characteristic of the growth
process in almost all of Iran's manufacturing industries. However import
substitution in textiles and sugar alone would go a long way in explaining
the growth of manufacturing as a whole. This is because these two indust-
ries weighed so heavily in the sector. One indication of the dominant role
of these industries is the fact that in 1955 they employed 40.8 percent of
the total labour force working in Iranian factoriesla.

In addition import substitution was important in consumer goods like
tea, vegetable o0il and some simple, metal fabricated consumer durablesls.
More interestingly even such industries as cement and glass, whose products
may be described as 'mon-tradable' (because they are Héavy or fragile and
therefore their domestic production would enjoy a natural protection and
locational advantage), in fact grew against the background of substantial
quantities of importse. Imports of cement and sheet glass were over 50
percent of total supply of these products in 1955. Furthermore 1955 can
in no way be regarded an unrepresentative year so far as these two indust-
ries are concerneds In fact available data on the volume of output of

these industries show that imports of cement and sheet glass were roughly
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50 percent of total supply of these items all through the first half of
2

the 1950's 0. The subsequent growth of these two industries resulted in

very rapid decline in import sharess By 1960 in fact imports had fallen

to 4 and 40 percent of the volume of total supply of cement and sheet glass

reépectivelyZI.
1960-1972

During the 1960's and the early 1970's the growth of the menufacturing
sector continued to be based on import substitution. A general picture
of import substitution emerges from an analysis of the 'sources' of growth
in manufacturing output between 1960 and 1972. Using the Chenery method
it has been possible to divide the growth in the output of 15 manufacturing
industries between 'import substitute' and 'demand expansion' components.
The 'demand expansion' component describes that portion of'growth which is
'due' to the incregse in the demand for the products of the industry.
This increase mey emanate from a rise in the use of the products by other
industries as intermediate inputs, or from an increase in the final demand
for the products of the industry both at home and also as exportse The
'import substitute' component, on the other hand, describes that part of
the growth in output which is 'due' to a decline in the share of imports in
the total supply of the industry. Accordingly, as was also noted in the
last chapter, import substitution is measured as the difference between the
growth that has actually taken place and the growth that would have tzken
place had the ratio of imports to total supply remained unchanged over the
period under considergtion. In table 2-3 below the results of the comput-
ations for 15 industries which comprise the manufacturing sector in Iran
are presenteds 'Import substitute! and 'demand expansion' components in
the growth ot the output of' each industry are divided by the total growth

of the output in the same industry and are presented as percentages:
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. Table 2-3: Percentage Distribution of the Growth of Manufacturing
Cutput between 'Import Substitute' (IS) and 'Demand Expansion
(DE) Components: 1960-1972.

Industry IS DE

Food, beverages and tobacco 2143 787
Textiles 21.0 79.0
Clothing and footwear 59 9ol
Wood and furniture 51.9 L48.1
Leather 10.5 8945
Paper and printing 63.0 37.0
Rubber - 8.0 1640
Chemicals and petrochemicals 7400 26.0
Non-metallic minerals 25.0 7540
Basic metals 724 27.6
Metal products 13,3 8647
Machinery, non-electric 92.9 Tel
Machiner, electric 89.5 10.5
Transport equipment 53.6 L6.4

Cther industries 55.6 Ll

Sources: Cutput data from, Ministry of Economy, Iranian Industrial
Statistics for 1349 (1970-1971), pp.53-90; Ministry of
Economy, Iranian Industrial Statistics for 1531 (1972-1973),
PPe 52-71, Import data from, United Nations, International
Trade Statistics, 1960, pp.291 ; Ministry of Economy, Input-
Cutput of Iranian Import and Export (1962-1970), pp.8-31;
Plan Organisation, Fifth National Development Plan: 1351-1357

(1973-1978), ppe 886-900.

Before intervreting the results of the computations shown azpove, it should
bt cupnasised Lnail Uiy are anly rough indlcators ol en order of meguitude.
Cne important limitation that should be mentioned is that we could not

ascertain whether import data for 1972 were 'cif' figures or whether they
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included tariffszz. Similarly, as we noted in the last chapter, it would
be desireble to evaluate the output of domestic industries at world pricese
However this required a comparison between domestic and world prices of a
detailed list of commodities, which is not possible with published Iranian
statisticse In the absence of the possibility of ﬁore refined calculations,
the results presented in the above table do give a rough picture of the
growth pattern of Iran's manufacturing industry over the periode.

Table 2-3 shows that between 1960 and 1972 all menufacturing industries
have experienced some import substitution and that in 8 ocut of the 15 industry
groups listed import substitution accounis for more than 50 percent of the
increase in outputs These latter were in fact Iran's most 'dynamic' indust-
ries of the period, enjoying exceptionally high growth retes between 1960
and 1972. The average compound rate of growth for the 8 industries combined
was 2;s9 percent over the periode This rate compares with an average amual
compound rate of growth of 16.4 percent for the manufacturing sector as a
wholee As a result of the above average rates of growth, the combined share
of the 8 industry groups in total manufacturing output increased from under
17 percent in 1960 to nearly 34 percent in 197223.

In the remaining industry groups 'demend expansion' has been a more
important source of growth than import substitution, although import sub-
stitution is still quite significant in foods, textiles and non-metallic
mineralse In addition, of course it should be remembered that 'demand
expansion', refers, almost exclusively, to the expansion of domestic demand;
export expansion has not played a very significant role in the growth of
Iranian manufacturings This is particularly true of the growth of the more

recently established industriess The bulk of Iran's menufactured exports

consist of carpets (which 2lone 2zcounts for 20 nercent of the #a+al) and

______

items such as dried fruit and leather products which have undergone little

processing even though they are classified as 'manufactured? exportszu.
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There are a number of reasons wﬁy (domestic) demand expansion has
been more important thamp import substitution in some of Iran's menufacturing
industries. COne reason is that some of these industries had already achieved
a measure of import substitution in the 1950's. We have already seen that
woollen end cotton cloth, sugar, cement and glass, émong others, experienced
significant import substitution between 1955 and 1960. This to some extent
explains the low degree of import substitution in 'food, beverages and tobacco!
'textiles' and'non-metallic mineral'! industry groups between 1960 and 1972,

However a more important reason which helps to explain the low share of
import substitution in the growth of some industries relates to the nature
of the demand for their productse A closer examination of the industries
with low import substitution shows that they produce output, a major part
of which does not compete with imports. The output of *textiles', for
example, includes carpets which as we have already noted is a major (non-
0il) export. The same is true of 'leather'.

The industry with the lowest (5.3 percent) share of import substitution
in output growth, 'clothing and footwear', is a major rural industry and
the bulk of its output satisfies rural requirements. Between 1967 and
1972, for which an industry breakdown of output between rural and urban
components of output has been obtained, an average of 58 percent of the
output of 'clothing and footwear' was produced in rural areaszS. To a
lesser extent the same factor operates in the case of 'foods' and 'textiles!
industry groupse. During the 1967-1972 period the rural component in the
output of these two industries averaged 32 and 29.6 percent respectivelyzs.

'Metal products', another industry with a low share of import substit-
ution in the growth of output 2lso produces goods which for the most pert
do not compete with imvorts, satisfyving what may, for went of 2 hetter word,

be termed as 'traditional' requirements in rural and urban areas, although

in this case the industry is actually urban based and only a mere 4 percent
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of its output is produced in rural area527. Much of the produce of
this industry is composed of 'traditional' items like samavars, copper

and enamel wear and various cooking utensils28.

This industry also
supplies simple equipment for agricultural and construction use such as
séades, shovels and metal doors and wihdow frames. Such items are typically
produced in a large number of very small workshops. Between 1969 and 1971
an average of 70 percent of the output of 'metal products' was produced in
menufacturing establishments employing less than 10 workers29.

Generally speaking, import substitution has been the growth mechanism
mainly for the modern factory based sector of Iran's menufacturing indust-
riesjo. Throughout most of the 1955-1972 period and particularly since
1960 large scale urban manufacturing establishments have been responsible
for the greatest part of the growth of Iranian manufacturing, serving to
emphasise the important role that import substitution has played in the
overall growth of Iranian manufacturinge Rural and small scale urban
manufacturing have not grom as fast. It seems safe to say that in their
case the growth that has taken place has been in response to rising popula-
tion and 21so the steady growth in per capita incomes. Table 2-4 below
presents a breakdown of manufacturing value added between large and small
units for the 1955-1972 period:

The table shows that in most years the increase in value added
attributable to large scale units is much greater than that by small units.
As a result of this the share of large scale units in total value added has
increased over the period covered by the table. If we ignore 1964 and
1965 (when the share of large units shows an abnormal growth) large scale
units have steadily increased their share in total value added from L7 to

67 vercent.
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Table 2-4: Distribution of Manufacturing Value Added (VA) in Urban
areas between Large and Small Units: 1955-1972.
(Billion Rials, Current Prices).

Year VA by Large VA by Small % Share of Large
thits® Units’ Uhits in Total VA
1955 6.0 | 6.7 L7
1956 7.1 749 L7
1957 8.0 8e7 L8
1958 9.2 10.0 48
1959 12,2 10.0 55
1960 Lse0 12.3 53
1961 15,0 12,7 5k
1962 19.0 , 15.1 : 55
1963 2340 1649 57
196 28,0 17k 61
1965 3940 13.0 75
1966 L340 18.5 70
1967 4740 22,7 67
1968 52,0 2348 68
1969 5840 29.3 66
1970 63.6 39 65
1971 7347 40.0 65
1972 89.2 o2 67

(a) - Employing ten or more workers
(v) - FEmploying less than ten workers.
Sources: Ministry of Economy, Statistics on Large Industrial Establish-

ments of Tran in 1969, o»ppe vii-viii: Winistry of Toomomr,
Iranian Industrial Statistics for 1351 (1972-1973), ppe 38-41.
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II - Structure of Mapufacturing Cutput: 1960-1972

In 1960, as table 2-5 shows, the bulk of manufacturing output
consisted of non-durable consumer goodsjl. Poods, textiles and clothing,
together accounted for nearly 60.2 percent of ail manufactured product532;
Durable consumer goods had a very small share of outpute Two products,
carpets and wooden furniture accounted for more than 79.5 percent of the
value of all durable consumer goods.}"3 | Significantly, in 1960 domestic
production or assembly of automative and electrical household appliances
was almost totally non-existent. Consumption of such items, which was
confined to the highest income groups in the urban areas, was more or less
totally satisfied by imports.

Table 2~5: Structure of Manufacturing Cutput in 1960. Values in

Hillion Rials.

Percentage in total

Consumer Goods 56,418 87.0
(2) - Non-dureble ' 53,389 | (9446)
(b) - Durable 3,024 ( 5.4)
Intermediate Goods 12797 12.0
(a) - Construction '
Materials 5,337 (68.4)
(b) - Others 2,460 (31.6)
Investment Goods 285 1.0
Total 6ly., 800 100,0
Source: Ministry of Economy, Iranian Industrial Statistics for 1348

(1969-1970), PPe57-U-s
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Intermediate manufactured products in 1960 amounted to some 12
peréent of total output. As the table shows the greater part of inter-
'mediate outpuf was composed of construction materialse In fact only
three basic materials uSed by construction-bricks, cement and glass-accounted
for 3.7 percent of the total of domestically manufactured intermediate
products in 19603#.

Production of investment goods was relatively insignificant in 1960,
The output of 'modern' investment goods-capital machinery and equipment -
was negligibles According to official statistics the value of such goods
was about 77 million rials (about 13.1 percent of the total) o The
remainder of the in#estment goods was composed of very simple equipment and
hand-tools used by the construction industry as well as agriculture.

From the above account of the structure of Iranian manufacturing in
1960, it can be seen that in that year the structure of output reflected
an economy &t the very early stages of industrial growth. All manufact-
uring activity heavily depended on the domestic economy for its raw materials.
These were supplied by agriculture and livestock sectors (cotton and woollen
textiles, carpets and leather goods), or by domestically available minerals
(cement, bricks and other construction materials).

The structure of manufacturing output in 1972 was broadly similar to
that in 1960 in the sense that in both years consumer goods had the largest
share in total output. However, as table 2-6 shows, the structure of
oufput was more diversified in the latter year to the extent that the
other two categories, intermediate and investment goods had increased their

relative shares:
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Table. 2-6: The Structure of Manufacturing Output in 1972. Values
' in Million Rials.

‘Percentage in total

Consumer Goods _ 357,820 70.3

(2) - Non-durable 307,370 (85.9)
(b) - Durable 50,450 (14.1)
Intermediate Goods 113,592 2243

@ - 2 (2.9
(b) - Others 81,449 (71.7)
Investment Goods 37,488 Lok
Total 508,900 100,0

Source: Ministry of Economy, Iranian Industrial Statistics for 1351

(1972-1973), pp. 52-70.

Considering the relative shares of each category in 1972, we can say
that, generally speaking by that year Iranian manufacturing industry haa
completed the 'consumer' or 'easy' stage of import substitution and had
made a significant start on the next stage of expansion along the lines
of intermediate, and to a lesser extent, investment goods.

Not only there were changes in the relative shares of each major
category, but within each of them there was a much greater diversification
of the product mix in 1972 than in 1960. TFor example, whereas in 1960
consumer goods produced by the chemical industries accounted for only 1.5
percent of the value of non-durable consﬁmer goods, by 1972 the ratio had
increased to 5.6 percentjs. Similarly, the share of intermediate products
other thsn construction materisls went urn from 31,4 narcant in 2240 4o
71.1 percent in 1972, 1Intermediate goods produced by the chemical indust-

ries had the highest rates of growth in this category and by 1972 accounted



63

for 1.8 percent of its total outputjs.

Another major difference between the structure of output in the
two years is the much greater impo?tance'of durable consumer goods in
1972 than 1960, According to published official data in 1960 Iran did
not produce cars, motor cycles, refrigerators, radio or-television.

By 1972 however these commodities together with scores of other household
items were being produced or assembled in increasing quantities in Iran,.

The growth of .assembly operations has in some ways been very character-
istic of the growth of manufacturing industries. Almost every new industry
set up has been engéged in assembly for further processing of imported parts
and components. As we have just noted, this is largely reflected by the
growth of consumer durables, but is by no means confined to them. The
pharmeceutical industry, for example, basically performs mixing and packag-
ing operations on imported ingredient537. In the capital goods industries
too, a'predominant part of the output is assembled frem imported components.,
This applies to the assembly of transport equipment such as lorries, tractors,
bused and commercial vehicles. Another example is the assembly of station-
ary diesel engines, ball-bearings and machine-tools,

Thus whereas in 1960 the output of manufacturing industry heavily
depended on domestic material inputs, by 1972 a signifiicant and growing
part of the manufacturing industry depended on imported parts and components
and in some cases raw materials for its operations. This, in turn reflected
the greater t echnological complexity of the fastest growing sectors of the

Iranian manufacturing industry..
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Chapter 3

‘Government Policy and the Growth of the Manufacturing

Sector: 1955-1972

From the last chapter it emerged that the menufacturing sector in
Iran has had a very rapid growth since the middle of the 1950's and that
nearly all of this growth has been.import replacing and oriented towards
the home market. The present chapter examines the role of government
policy in this growth process.

Throughout the period encouraging the growth of manufacturing indust-
ries has been an integral and increasingly important part of development
objectives in Iran. During the Second Development Plan (1955-1962)
industrial growth was encouraged as a means of increasing income and
employment opportunities in the country and also as a means of "increasing
national self sufficiency in a few strategic consumer goods " - mainly
textiles and sugarl. During the subsequent period the aims of industrial
policy became more ambitious. The Third Plen (1$62-1967) and more emphat-
ically the Fourth Plen (1968-1972) regarded industrialisation as a basic
policy for effecting structural change and significent diversification in
economic activity. More specifically, industrialisation was justified in
the following terms:

"l - TIndustry has a higher rate of growth as compared to other
sectors.

2 - Industrial growth will result in the extension of advanced
production techniques and better management in other fields
of economic activity.

3 - Unlike the agricultural sector, (industry) is less affected
by natural and climatic conditiéns.

1 TrAnodrs 22 mons czoshle of alc o dlae kL wodl o
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to the requirements of the economy." 2

Apart from these general advantages, industrialisation was also necessary



69

for reasons more specific to the circumstances of the Iranian economy,
thus:
"Industrial diversification and increased exports to reduce the
country's dependence on oil is one of the lynch-pins of the

Iranian plans for the future; the repid_expansion of industry
is the natural corollary to this trend}.

In practice the above objectives have implied a policy of import
substitution in stages, beginning with investment in a limited number of
"strategic" consumer goods in the 1950's, extending to a much wider range
of consumsr durables and non-durables during the 1960's while the Fourth
Plan envisaged the extension of the manufacturing sector into intermediate
and capital goods industries.

This increasing emphasis on import substitution can be seen most
clearly through the government's commercial policies through the period.
While these policies have always aimed at protecting domestic industries,
the protection awarded was much greater during the 1960's and early 1970's
then in the previous sub-period.

In addition to direct protection from imports, the governmant has also
used other, 'promotional', measures to encourage the growth of import
substitute industries, Mosf important among these has been the provision
of long and medium term credit for private industry through industrial
develooment banks.e Other promotional measures include favourable tei and
subsidy policiese.

In the rest of this chapter both sets of policies will be considered

in detail.

I - Protective Policies

The use of trade restrictions as a device for stimulating the grovwth
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that, between 1955 and 1960, there was much less use of protection; the

government followed a relatively "open door" trade policy. The major aid
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to private industry took the form of liberal monetary and credit measures.

For this earlier sub-period, very little information on the actual
level of protection is available. What quantitative information exists,
is highly aggregated and refers to the whole of the economy rather than
the manufacturing sector. According to one source, over the 1955-1961
period the ratio of custom revenues to total imports by value actually
fell from about 22 percent to about 16 percenﬁh. This implies a rather
low, and declining magnitude for the average tariff levied on different
items. However, because no information on the structure of protection
differences between tariff rates on major consumption, intermediate and
capital goods is available for this period, it is not possible to obtain
any estimates of the level of effective protection. Nevertheless there
is general agreement that the net effect of tariffs and other trade taxes
were only mildly protectionist5.

By contrast, during the subsequent period protection became a very
powerful stimulus for industriel growth; protection and expansion of
domestic industries became the main aim of foreign trade policies.

These policies were .deployed to protect and expand already existing indust-
ries:endalso to encourage assembly and progressive manufacture in major
new menufacturing industries. Thus:

".osefforts will be made to prevént, to the extent that the economic
and financial well-being of the country requires, the import of
foreign manufactured goods the production of which within the
country is technically feasible and economically and financially
profitables Such goods should be imported in the form of parts
or semi-manufactured components and gradually the various stages
of the production of the finighed product should take place in
Iran., But, the issuance of license for establishing such factor-
ies shall depend, from the very beginning on the fixation of the
percentage of the parts which will be gradually manufactured in
Iran; and the degree of the exemption from the payment of import
duties and commercial benefit tax granted to assembly plants shall
be based on the type of product as well as the percentage of the

parts manulactured within Iran¥, -

To give effect to these objectives the government uses three protective
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devices:

(a) - tariffs, (b) - an adminstrative system of import control which is
tantamount to import licensing and (c) - a system of import registration
deposits,

(a) - Tariffs

Tariffs are by far the most important protective device in Iran.
They are made up of two parts, custom duties and 'commercial benefit taxes!
(CBT)7. Chenges in custom duties require legislative authority whereas
the CBT is an adminstrative teriff and can be changed at any time and to
any required extent by the Ministry of Economy. This flexibility has made
the CBT the major instrument of tariff protection. Custom duties, on the
other hand, have tended to act as a revenue raiser for the government.
Since the government has not attempted to maximise its revenues from them,
the level of custom duties have tended to be rather stable through the
period, much more so then that of the caré. Economically, however, hoth
the CBT and custom duties have the same character and combine to protect
Iran's manufacturing industries.

As has already been mentioned during the 1960's and the early 1970's
tariff levels were much higher than previously. 1In 1970 for example,
the average level of tariffs was 4.8 times higher than that in 19607,
In table 3-1 below average tariff rates for sixteen industry groups which
comprise the manufacuring sector in Iran are presented. They refer to
1965, the only year for which sufficient quentitative data are available,

There are some indications that in subsequent years the structure of
nominal tariffs has changed somewhat. In particular during 1971 and 1972
some reductions in tariff rates for a number of consumer goods took place,
Thus it is likely that since 1965 some gradual shifting of the structure

of nominal tariffs in favour of intermediate and investment goods has been

effecteds This, at any rate, would be consistent with government
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Table 3-1: Structure of Nominal Tariff (Ad Valorem) Rates in l965¢

Industry Group Average Tariff Rate(Percent) Rank
Food Processing 121.0 6
Beverages 351.8 1
Tobacco 239.0 2
Chemicals 58.1 11
Leather & Footwear ‘ 17943 3
Furniture 126.5 5
Paper & Printing 11.7 16
Rubber products 554 12
Textiles 90.1 7
Wearing Apparel .l L
Non-Metallic Minerals 81.8 8
Basic Metals 18,7 15
Metal Products 42,6 13
Machineryp* 3004 1L
Transport Equipment 70.7 9
Other Manufacturing 69.8 10

* Custom duties and CBT combined,

#¢ Includes electric as well as non-electric maghinery.

Sources United Nations, Economic Commission for Asia and the Far East,

Effective Protection and Interregional Trade, Vol.II, p.70.
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pronouncements in the early 1970'310. However, in the absence of any

information as to the extent of these tariff changes we have assumed the
structure of nominal tariffs in 1965 is broadly representative of later

years.

The table shows that, in general, average tariff rates in Iran
conform to the "cascaded" structure which is observed in most countries.
Industry groups ranking highly in the table produce mainly consumer goods.
Thus, beverages, tobacco, leather and footwear, wearing apparel and furn-
iture occupy the first five highest ranks in the table. On the other
hend, industry groups producing predominantly intermediate or investment
items have low rankse Thus, as the table shows, basic metals, metal
products, machinery and paper and printing are amongst the sectors with
lowest le&els of average tariff.

However, as may be expected, the average tariff rate for each industry
group hides considerable variations that exist among individual tariff
rates levied on the different products within the same industry group.
For example, in the transport equipment sector individual teriffs vary
from zero on boats to 300 percent on luxury carsll. Similarly in the
chemicals sector there is a range of zero (on DDT and fertilizers) to 300
percent on cosmetics and related productslz. This kind of variation exists
for all industry groups and has a similar character: zero or very low rates
on those commodities which are essential from the point of view of consump-
tion as well as investment; and very high rates on luxury end non-essential
items. This intra~sectoral variation in individual tariff rates reinforces
the "cascaded" structure which exists at the more aggregate level.

Another,more important, shortcoming of the average tariff rates
piessiiied i vabie J-1 shwudid Le noieGs Thne averages are calculated by
reference to all the commodities which are classified under the variocus

sectoral groupings in the tariff schedules Thowever a éigﬁificaht number
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of the commodities with assigned tariff rates are ﬁot produced.in Iran
(or at ahy rate were not produced in 1965)13. Therefore it should be
clear that the average tariff rates in table 3-1 are not necessarily an
adequate indicator of nominal tariff protection. This is for the rather
obvious reason that unless & commodity is pfoduced domestically it cannot
be said to be protected even though its imports are subject to tariffs or
other restrictionse.

To overcome this difficulty, table 3-2 presents the nominal rates of
tariff protection for thirteen industry groups. This is done by comparing
the gross value of the output of each industry group at domestic prices
with that of the output at 'world prices':

OD; - OV
OWi_

Nominal Tariff Protection =

where:
OD{ = The value of output of industry group i at domestic prices
CW. = The value of ocutput of industry group i at 'world prices'

i = 1,0..-...,15

The value of the output of each industry group at 'world prices' is

calculeted by deflating the domestic value of the output of each individusal

resultlh.

Table 3-2 is less comprehensivé than table 3-1 since the former only
covers 13 industry groups and accounts for 85 percent of manufacturing
output in 1965, Nevertheless some comparisons between the two tables is
still possible. It can te seen that in most cases averare "2d velorem
tariff rates underestimate the nominal tariff protection that the industry

groups enjoy. This is because in general most of Iran's manufacturing
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Table 3-2: The Structure of Nominal Tariff protection in 1965

Industry groué Average of protection Rank
(Percent)
Food Processing ' 16.0 ' 12
Beverages . 157.0 2
Tobacco - 24,9.0 1
Textiles 570 6
Paper & Printing 11.0 13
Leather Products 6240 5
Rubber Products 53.0 7
Chemicals 95.0 4
Basic Metals 31.0 10
Non-Metallic Minerals 3060 11
Machinery 4645 : 9
Metal Products L6.6 8
Transport Equipments 105.5 3

* TIncludes electric as well as non-electric machinery

Source: United Nations, Economic Commission for Asia and the Far East
2

Effective Protection and Interregional Trade, op. cit., pe7le
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output is composed of final consumer goods which have high tariffs,
whereas sectoral classifications in tariff schedules include all goods
which enter international trade, many of which are intermediate or
investment goods which bear low tariffs and are not produced in Iran,
This can be il]ustrated most easily by comparing the average ad valorem
with the nominal tariff protection of the transport equipments industry
groupe In this case nominal tariff protection is nearly 50 percent
higher than the average tariff. The reason for this is the fact that
nearly all of the output of this industry group is composed of assembled
cars from imported parts and components.

We have so far beeﬁ concerned with nominal tariffs and the nominal
protection resulting from such tariffs - we have considered how tariffs
affect the valuation of domestic output . As we noted in the first
chapter, a more appropriate measure is effective protection or the protec-

tion of value added.

In table 3-3 below estimates of effective rates of (tariff) protection
for fourteen industry groups are presented. These effective rates have
been calculated on the basis of the 1965 input-output ratios for the
Iranian economy. Input-output ratios for later years do not existe.

In calculating the effective rates in the table the 'Corden' method of
treating non-treded inputs is adopteds As we noted in the first chapter
this method treats non-traded inputs (water, electricity, transport etc.)
as a part of value added itself, so that value added would then consist
of wages, salaries and profits plus the contribution of non-traded inputs.

Comparing table 3-3 with table 3-2 it can be seen that in most
cases effective protection is greater than nominal protecﬁion. This is
to be expected in view of the cascaded structure of nominal tariffs.

The Transport equipment industry group has the highest level of effective

protection which is about 8 times as high as the nominal protection
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Table 3-3: Effective Protection - Iranian Manufacturing Industry 1965

Industry Group Averate Rate or Protection Renk
| (Percent)
Food Manufacturing 224, 1
Beverages - I111+.6 : 4
Tobacco 274.1. 3
Textiles Th o4 7
Paper and Printing = 2.1 13
Leather Products L4341 2
Rubber Products 8242 6
Chemicals 111.0 5
Basic Metals 23.6 | 11
Non Metallic Minerals 2864 10
Metal Products 5045 9
Machinery* £0.8 8
Transport Equipment 866.0 1

®  Tncludes electric as well as non-electric machinery.

United Nations, Economic Commission for Asia and the Far East,

Effective Protection and Interregional Trade ope cite, pe7le
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that it enjoys. This is because the inéustry mainly performsassembly
operations and its value added, evaluated at free trade prices, is rather
lows The same is also true &f such industries as rubber and chemicals
which also perform basically processing or packaging operations on imported
raw materials and components. Ancther industry group with a high rate of
effective protection is leather. This is rather surprising in view of
the fact that a large part of the output of this industry is 'traditional!
it is a predominantly small scale industry and exports a significent part
of its outpute The high effective rate of protecticn is even more diffi-
cult to explain since the nominal rate is relatively low at 62 percent.
The only explanation is that in 1965 the industry must have imported a
rather large proportion of its intermediate requirements. There are
indications that this must have been due to exceptional circumstances
affecting the industry in that year. 1In later years the proportion of
imported inputs used by the industry seem to have been lowerls.

At the other end of the dispersion of effective orotection is paper
and printing which has a negative rate of protection. This means that
the industry pays more in tariffs and other trade taxes on its imported
inputs than imports competing with its products have to pay. In this
way the industry is discriminated against. The next lowest rate of
effective protection in 1965 is in the basic metal industries. Another
industry with a low rate of effective protection is non-metallic minerals.
All these are predominantly producers of intermediate or investment items.

It is interesting that Iran's biggest industries, food and textiles
appear to be not very heavily protected, although the effective rates they
enjoy are still higher than the nominal rates. As it was noted in the
last chapter, these are Iran's oldest manufacturing industries. It may
thus be tempting to conclude that the relatively low rate of protection

for these industries indicates that they have succeeded in increasing
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their efficiency through time;' that they were initially "infant"
industries and have now grown up. Unfortunately however, not nearly
enough information is available tc support a definitive statement in

this regard.

(b) - Adminstrative Import Controls.

Another instrument that the government uses to protect Iran's
industries is an ddministrative system of import control. This involves
the classifiication of all imports into 'authorized', 'unauthorized' and
'prohibited'.categorie516. The first category, "authorized", encompasses
all those items imports of which do not require prior authoriaation from
any government body. Included under this category are the bulk of Iran's
imports of intermediate and investment goods. Items covered by the
"authorized" category accounted for the largest share of the country's
imports over the 1960-1972 period. Recently however, its share in total
imports appears to have been gradually declining, mainly because towards
the end of the 1960's a number of new indu;tries producing intermediate
eand investment goods (steel, machine tools, petrochemicals, etc.) were
established and imports competing with their products have been excluded
from the "authorized" category17. Even so by 1972 nearly 75 percent
of Iran's imports did not require any prior authorization from the govern-
' mentls. |

The second category, 'unauthorized!, includes those goods for which
importers need prior authority from the governﬁent. As can be expected,
this category covers nearly all of the goods that are produced by Iran's
own manufacturing industries. Most imports subject to prior approval are
licensed by the Ministry of Economy but an important portion depend on the

Ministry of Healthe Other government agencies control only a small

fraction of importse The Ministry of Economy controls imports of such
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things as tyres and tubes, telephones, iron and steel products, sheet
glass, textile fibres, plastic material and plastic products and cement
among many other goods. The Ministry of Health on the other hand controls
mainly imports of various pharmaceutical and medicel products, the basic
constituent of cosmetics, various essences and dried milk19.

In many cases 'unauthorized' imports can only be imported by
industrial establishments for their own use, rather then by commercial
traders. For example, unrefined vegetable oils, components of transport
vehicles, television and radio sets.and certain other consumer durables
can only be imported by the respective firms who use these items for
further processing and manufacturezo.

So far as finished consumer goods are concerned, the main guideline in
awarding import licendes appears to be the achievement of balance between
supply and demend of the commodities in question21. Hence if domestic
production is considered to be less than the demand then the Ministry
of Economy would authorize specified quantities of imports. In some
cases import licenses are granted to merchants on the undertaking that they
also market the domestic product. For example for each ton of nylon that
the merchants buy from domestic producers they automatically get a license
to import two tons (domestic production of nylon sgtisfies a third of Iran's
needs)22. A similar procedure apnlies to meny commodities that are domest-
ically produced but not in sufficient quentities.

Juﬁging by the government's pronouncements and observations of some
writers, it appegrs that a major consideration that has affected the

operation of licensing policies is the desire to combat inflationary

pressures and to force an improvement in the quality of domestically made
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aoods. Thus the zovemment somatimag snllows imocArte of o2

goods even though domestic production appears to be sufficient to meet

23

domestic demand .
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These two categories account for nearly all of Iran's imports;
the 'prohibited! categbr& seems to be relatively insignificant. The
only items that appear to be permanently in the prohibited list are
reported to be "arms, ammunition, photographic apparatus for air planes
(without special permission from the government); transmitters, telegraph,
telephone and wireless apparatus and accessories (except for government);
records, tapes and publications contrary to public order, religion and
morality; commodities with misleading markings"z%

So far as consumer goods are concerned, certain items are occasionally
put on the prohibited list, but only for relatively short periods, covering
the initial stages of the domestic production of the goods in questione.

The government's pronouncements indicate a reluctance to cut off imports

of consumer goods completely. Instead the government attempts to curtail
jmports by imposing strict regulations regarding the distribution and
servicing of imported consumer durables. For example, imports of passenger
vehicles, probably the single most highly protected commodity in Iran, are
not prohibiteds However regulations which require importers to maintain

an adequate level of spare parts (which in tum bear a very heavy tariff)

as well as providing for repair and service facilities have kept imports

of cars to a very low level.25

The above description of adminstrative controls shows that like
tariff's they have a 'cascade' structure in as much as licencing restric-
tions mainly apply to consumer goods while intermediate and investment
goods can enter the country free from such restrictions. Therefore these
adminstrative controls bestow a structure of protection on Iran's manufact-
uring industries, which is similar to tariff protection and in fact rein-

forces it.
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(¢) - Import registration Deposits

Finally, so far as protective measures are concerned, there is the
system of import registration depositse As its name implies this system
involves the freezing of a certain part of the importer's funds and thus
restricts import finance. Those importers affected have to deposit speci-
fied amounts with the Central Bank and can recover them once the goods are
released from the Customs QOffices The cost to the importer is therefore
the equivalent of the interest earnings forgone. From the point of view
of the government the advantage of this system is that the level of imports
can be manipulated by monetary policy. For example by reducing the supply
of money or restricting the availability of credit the authorities can make
it difficult for importers to meet deposit requirementszé.

As can be expected however the system is not used indiscriminately and
is structured in such a way as to protect import substitute industries.

In 1971 about 210 items including most mechinery and industrial raw mat-
erial as well as parts and components could be imported with no advanced
deposits. In the same year, 100 items including such things as o0il,seeds,
paper, certain iron and steel products some types of mechinery and parts
and certain scientific instruments were subject to advanced deposits equiv-
alent to 40 percent of the vajue of the imported products.s All other
goods were, in 1971, ,subject to a 100 percent deposit requirement27.

It has been estimated that, on the basis of a commercial rate of
interest of 15 percent per annum and an average deposit time of nine
months, the interest cost amounts to a 3 percent tariff equivalent on those
commodities subject to a deposit rate of 4O percent and a 7 percent tariff

equivalent on imports subject to a 100 percent deposit28.
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for the interest costs mentioned above and also for the implicit costs
resulting from administrative controls. This could not be attempted
since data in the required detail and for all individual industry groups
are not available. However we have seen that both adminstrative controls
and the deposit requirements have & structure similar to that of tariffs.
However, quantitatively, tariffs are far more important than the other
two. Thus as we have seen deposit requirements amount tc a nominal tariff
equivalent of between 3 to 7 percent which in comparison with tariffs are
very low. In addition adminstrative controls apply only to about 25 per-
cent of all of Iraﬁ's imports and in most cases exclude outright prohibition.
Therefore it seems safe to conclude that tariffs by tHemselves give us
a fairly accurate indication of the direction as well as the magnitude of

protection in the manufacturing sector.2?

JI - Promotional Policies

As was mentioned in the beginning of this chapter government policy
has attempted to provide incentives foor industrialisation both by protec-
tive and also what are called 'promotional' measures. In this section we
deal with the various forms that the latter set of measures have taken.

As was explained in some detail in chapter one, even though in
theoretical terms promotional measures may constitute a more optimal set
of policies, in practice they are often less gttractive than protective
measuress This is because the financing of promotional measures presents
meny difficulties in developing countries. They often lack an efficient
taxation system and tend to rely on trade tages for a major part of their
revenues.

In Tran however the situation has, in this respeect, been quite differ-
ent from most other developing countries because of the existence of oil
revenues. Oil has provided Iran with a relatively large and easily

mobilized revenue throughout most of the period under study. Therefore
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financing of promdtional policies has not been a major prcblem. In
what follows we will consider these policies under two headings:
(a) - Long and medium term credit for industry; and (b) - Other promo-

tional measures,

(a) - Long and Medium Term Credit for Industry

This has undoubtedly been the most effective promotional measure
and has, equally undoubtedly, had a powerful stimulating effect on
Iranian manufacturing industry. Since the middle of the 1950's the
government has set up 2 number of financial institutions as a meens of
diverting public money to private industry for long and medium term
purposes. To appreciate the importance of this for Iranien manufacturing
it must be realized that before the middle of the 1550's no domestic
institution providing such a service existed and that its lack was in
meny ways the most inhibiting factor for the progress of Iranian manufact-
uring50.

In fact financial markets in Iran were dominated by bazaar merchants
cum money-lenders and a few commercial banks. The latter however were
practically identical to the bazaar operators and as Benedick has aptly
remerked the mein distinction between them was the impressively modern
buildings which housed the commercial banks5l.

The result of this situation was that all credit to industry was of
a very short duration and of'ten at exhorbitant rates of interest. The
~short duration meant that the credit could only be used for working capital
purposes. Even for such purposes the bargeining position of industri&lists

vis a vis the bazaar money-lenders was very weak - hence the high rates of

interest. In most cases bazaar money-lenders were nrominent wholesale

dealers of important domestic and imported raw material and consumer goods.
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Therefore industrielists had to depend on them both for obtaining inputs
énd also for marketing outlets:

Such circumstances were an important obstacle to industrial develop-
ment in Iran and accentuated the already existing preference for alternative
investment outlets such aé rural and urban land and real-estate, carpets,
jewelry and indeed money-lending.

Since about 1955 however the government has played an increasingly
active part in matters of industrial finance and assisted in chanelling
substantial funds to private industrialists through public and semi-public
lending institutions. Between 1956 and 1961 two government controlled
bodies, the Industrial Credit Bank (ICB) and the so$called Rial Revaluation
Fund (RRF)BB, together extended 7,461 million rials to private industriel-
istss This was probably the single most important factor in the unprec-
edented upsurge in private manufacturing investment during these years.
Bach loan financed between a third to a half of the cost of approved
projects and hence the total private capital mobilized into manufacturing
by the above loans was quite substantial. As we noted in the last chapter
the greatest part of this investment was directed towards a small number
of industries mainly textiles and sugar in an attempt to reduce the import-
ance of imports in the total supply of their products.

Bince 1959 with the establishment of the Industrial and Mining
Development Bank of Iran (IMDBI) the operations of the other bodies has
been overshadoweds The RRF has ceased operation while the ICB has tended
to supplement the lending activities of the IMDBI, providing smaller, work-
ing capital, loans to firms already assisted by the IMDBIBA. Because of
the very important position that the IMDBI has occupied in the development
of Iranian menufacturing industry it is worthwhile to consider its nature
and major furictions briefly.

The IMDBI was established in 1959 as a privately owned joint~stock
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companye It was to function as a development finance company. As
such the primary objective of the Bank was to assist in the creation,
expansion and modernisation of industrial establishments "which are
essentially private in chafacterjs. To achieve these objectives the
IMDBI W;S empowered to engage in medium and long term lending, convert-
able loans, equity participation, guarantees and underwriting. The
Bank can also assist in the transfer of state: factories to private hands,
undertake research and technical studies of industrial possibilities and
initiate pilot plants36.

Although the IMDBI is a private company in feality it functions as a
semi-public institution. The share capital of the Bank is 1C0 percent
owned by Iranian and foreign private individuals and concerns, however,
at the time of foundation nearly 63 percent of the total resources that
the Bank had at its disposal were supplied by the government37. These
were mainly in the form of so-called 'managed loans' (that is, funds
adminstered by the IMDBI on behalf of the government for which the Bank
was to receive an agreed agency fee) and also an interest ifree loan from
the National Bank. In addition the government has guaranteed the IMDBI's
borrowingjs.

Yet, in spite of the predominance of public funds in the resocurces
of the Bank there was considerable emphasis on the private status of the
IMDBI both in law and in fact®?. As we shall see the Bank still remains
a very important instrument of government policy towards the private sector
and its lending and other policies are very closely coordinated with govern-
ment policy. Nevertheless the actual lending and financial operations

of the Bank - evaluation of loan applications, approval and disembursment

of loans - were %o he free from sovernment :'_ﬂm'.:encel*O. Tn fant. an

has heen observed, the IMDBI represents a pragmatic mixture of government
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money and private management. The private status of the bank has
facilitated the participation of major foreign banks and international
development agencies in its Opérations. The IMDBI has attracted sub-
stantial foreign exchange loans from the World Bank ??9 from the Euro=
dollar market*l, |

Its private status notwithstanding, the INMDBI since its foundation
has quickly developed as a major link between the government and the
private sector in manufacturing#z. In particular the government has
relied mainly on the IMDBI to achieve Plan targets in the private sector.
Plan procedure in the manufacturing sector, as practised during the Third
and Fourth Development Plans involves projecting 'physical' as well as
'financial! targetsuB. 'Physical' targets, in general refer to public
investment in indiviﬁually specifiied projects. '"Financial' targets on
the other hand, refer mainly (though not exclusively) to the desired level
of private investment in broadly defined categories of manufacturing industry.
However detail selection and flinancing of such projects is left to the
IMDBI and to a smaller extent to the ICBAA. During the Third Plan long
and medium term lending by the IMDBI directly accounted for 17 percent of
total private investment in manufacturingus. But because each loan agree-
ment required that the industrialist should commit something like two-thirds
of the cost of the project himself, it can be estimated that IMDBI's oper-
ations mobilized more than 50 percent of total private investment.
Similarly, during the Fourth Plan IMDBI helped mobilize 57 percent of
total private investment in manufacturinghs. Considering that the IMDBI
only deals with large investors, its lower limit for assistance being 5

million rials, its predominant influence on the devélopment of manufactur-
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the promotion, financing and direction of almost every major private venture

in the manufacturing sectorh7.
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It should also be added that the IMDBI (as well as the iCB) has
been a rather cheap source of development finance for rrivate industrial=
istse The intere;t rate charged by the IMDBI has over the period ranged
between 6 to 9 percent while the 'market' rate of interest has been much
higher often fluctuating around 30 percenﬁhs.

Considering the pattern of IMDBI financial assistance, it can be
said that import substituie industries have been the main beneficiary.
To scme extent this can be seen from taple 3-4 below which shows a break-
down of IMDBI financial assistance by manufacturing industry over the

1959-1972 period:
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Teble 3-4: Classification of IMDBI financial Assistance® by
Manufacturing Industry: 1959-1972, million rials,
current prices.

Industry Group Amqunt

Food Processing 3,713.1
Textiles 4493540
Footwear 407.0
Wood and Furniture 12404
Paper and Printing 2,305,0
Leather and Leather Products 220.1
Rubber Products 871.5
Chemicals and Chemical Products 1,597.8
Petroleum Products 4509
Non-Metallic Mineral Products L4004
Basic Metal Products 2,636.6
Light Metal Products 1,495.8
Industry Machinery 541.9
Electrical Machinery 2,942.,2
Transport Equipment T 4,619.1
Miscellan;ous 259.6

% Include loans as well as equity investment committed by the IMDBI,

Source: Industrial and Mining Development Bank of Iran, Thirteenth
Annual Report of the Board of Directors to the General

Assembly of Shareholders for the Year 1351 (1972-1973, p.5l.
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A comparison between the above teble and table 2-~3 in the previous
chapter is instructive. This will show that the group of industries
with more than 50 percent import-substituting growth in output have
absorbed more than 51 percent of total IMDBI financial assistance.
However this does not reveal the full extena'of IMDBI's contribution
to import substitution in Iranian manufacturing industry. 1In fact a
closer examinatioh of investment promotions by the Bank shows that the
large majority of them have been import replacing. This does not fully
emerge from a comparison of the two tables because of the highly aggreg-
ated nature of the classification used. TFor example many of the IMDBI
financed projects covered by 'textiles' have been either for the more
expensive type of textile fabric previously imported or for synthetic
yarns and other intermediate products also previously imported.
Similarly, although 'metal products' as a whole have a relatively small
import substitute component (see table 2-3), IMDBI financed projects
under 'light metal products' have almost all been import replacing.

This is to be expected since, as has been noted already, the IMDBI is
only concerned with the large scale and ﬁodern sections of Iranian
manufacturing industrye.

The figures in table 3-4 refer to the absolute amount of IMDBI
financial assistance in various manufacturing industry. It would
obviously be desirable to show the share of IMDBI finencial assistance
and the capital mobilized by these in total private investment in each
menufacturing industry groupe It has not been possible to obtain enough
information for this purpose over the 1959-1972 period.

Some data, refering to the 1968-§972 (the Fourth Plan) and concern-
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are useful for our purposes. Accordingly table 3-5 shows the share of



91

financial assistance by the two development banks and the private
capital mobilized by these in total private investment over the 1968-

1972 period:

Table 3-5: Sources of Private Investment in Manufacturing: 1968-1972,
million rials, current prices.

Industry Group 1 - IMDBI & 2 - Private Capital 3 - Sumof 1 & 2
ICB Credits® Mobilized by as a Percentage
IMDBI & ICB of Total Private
Credits, ™ Investment.

Food, beverages

and tobacco 7,281 12,639 79
Textiles and
clothing 6,002 10,639 68
Paper & printing 3,439 11,561 90
Leather 295 481 11
Chemicals and
petrochemicals 3,200 4,930 50
Non-metallic minerals 6,100 7,950 ok
Metal products
and Basic metals 8,755 17,075 49
Machinery, non-elecfric 700 1,300 77
Machiner, electric 1,581 3,259 93
| Transport equipment 3,500 11,900 98

®*  TIncludes loans and equity investment

Source: Plan Crganisation, Fifth National Development Plan 1973-1978
(Tehran, 1973), p.879 (in Persian).

This table shows the importance of development banks as a source
of financé for Iranian manufacturing industry. The only industries

that have a relatively smzll share in the above table are either those
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with substantial government investment or those with a large 'traditional!
component which in effect means that they are comprised of a large coll-
ection of small businesses most of which cannot obtzin finance from the
deﬁeIOpment panks. Thus public investment in petrochemicals and iron

and steel explains the relatively small shares of 'éhémicals and petro-
chemicals' as well as 'metal products and besic metals'. The small share
for 'leather' on the other hand is explained by the traditional character

of the industry.

(b) - Other Promotional Measures

In addition to makiné long and medium term credit available, the
government has helpéd private industrialists in a variety of other ways.
All industrial establishments enjoy very generous devreciation tax allow=-
ances. In addition all income reserved for the expansion of plant capacity
are exempted from taxation. All new factories, excluding those within
120 kilometers radius of Tehran and 50 kilometers radius of Isfhan, are
exempted for the first five years and in some cases for the first ten
years of operations. Those establishments within a 50 kilometers radius
of Isfhan enjoy a 50 percent reduction, while those inside 120 kilometer
radius of Tehran are not entitled to any tex reductioni*?.

Another area of help to industry is the free or subsidized provision
of technical and menagerial assistance. The development banks (the IMDBI
end the ICB) supplement their financial assistance by help in technical
and managerial matters. 1In fact technical and marketing feasibility
studies are élways an essential preliminery to approval of loan applic-
ationse The cost of such studies are either completely or partialily
borne by the development banks. To a large extent, it is this aspect of
the activities or the development banks which lends significance to the

"mobilization" of private capital. By identifying possible projects and
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carefully evaluating their profitibility, development banks in effect
provide 'blue prints' for private investorsSO. Their financial assistance
provides added incentive.

Since 1956 another body, the Industrial Menagement Institute, has
also been increasingly active in this field. For example during the
Third Plan this Institute organised training courses for 5,000 menagement
personels Although no detailed information on the activities of the
Institute are available, the general impression given is that its oper-
ations have been of a reasonable quality and improvingsl. During the
Fourth Development Plan a sum of 2,875 million rials of Plan Funds
allocated to the manufacturing sector were spent through the Industrial
Management Institute and other bodies, for the improvement of marketing,
accounting and other management techniques and also for subsidising the
cost of technical and feasibility studies52.

Apart from these various measures all of which have been directly
aimed at the manufacturing sector, we should also remember that manufact-
uring has benefited greatly from the improvement in infra-structural
servicese.

In the mid-fifties such services in Iran were very inadequate.

For example, so far as transport and communications were concerned a study
by the Plan Crganisation pointed out that the "obvious and severe bottle-
necks in Iren's transport and communications (are) limiting the level of
trade and commerce, causing distortions in marketing and prices, increas-
ing costs and the price level and restricting economic opportunities and
growth“53. Similarly the electricity supply incustry in Iren was very

underdeveloped.s Most industrial establishments of any size had to
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frequent breakdown of what public facilities which existed. It is easy

to see however that this was very uneconomic and greatly added to the
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costs of the enterpriseSh.

In the context of_three Development Plans covering the period under
study, the government has invested vast sums for the improvement of
infrae-structures. The Second Plan allocated nearly 58 percent of its
funds to road and rail ccnstpuction and the building of a-few large dams
(vhich were mainly used for éiectric power provision)55. During the
Third and Fourth Plans, although the emphasis on infra-structure relat-
ively declined, nevertheless upwards of 41.3 and 29.2 percent of (mach
larger) Plan funds were allocated for such purposes56.

As a result of such investment significant improvements in ma jor
economic infra-structures have taken place, Although exact figures for
the early years of the period under consideration are not availashle, there
is no doubt that the road network has expanded substantially. The langth
of all weather roads, in particular, has at least doubled, reaching 12,000
kilometers in 1972, As a result there has been a vast expension of motor
transport over the periods This is indicated by the fact that the use of
gasolene expanded by 300 percent between 1955 and 1969°7. Similar
improvements have taken place in rail and air transport. Tﬁese improve-
ments gain an added significance in Iran because the country is vast, its
terrain rugged and hostile and its population relatively scattered. It
is inconceivable that without such improvements the development of large

scale manufacturing would have progressed as much as it has,
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CHAPTER 4

Domestic and Foreign Frivate Investment in

Manufacturing: 1955-1972

Cne of the results of the policies of import substitution and
industrialisation that were described in the last chapter has been the
emergence of a relatively large and dynamic private sector in manufactur-
ind industry. Both domestic and foreign private capital have participated
in the growth of Iranian manufacturing industry. In the following two
sections their respective roles in the growth of manufacturing industry

will be considered separately:

I - Domestic Private Investment in Manufacturing

Before the.middle of the 1950's private participation in manufactur-
ing industry was rather limited. The government had a dominant position,
owning and controlling most of the larger and more modern manufacturing
plantse This situation was largely explained by the fact that the previous
phase of the country's industrialisation, back in the 1930' s, had been
almost exclusively a state run affair. Many of the state owned plants
were ostensibly established to "demonstrate" that such investment could be
profitablel. In practice however the very scope of government investment
in industry left very little room for the development of an active private
sectors Most of the state owned manufacturing plants existing in the
1950's were inherited from the govermment's earlier direct involvement in
industry.

In addition to this historical fact, there were strong doubts, widely
expressed in the 1950's, as to the willingness and more importantly the
capability of private owners of capital for participation in industry.

It was argued that most businessmen came from old merchant and landowning

[




families and tended to regard their investment in plant and machinery in
the same light as their previous involvement in land or commercial capitalz.
Most businessmen were also inclined to distrust partners and kept away from
cooperative venturese An eminent Iranian economist described their behav-
iour in the following terms:

"Conservatism, drive for quick profits and a high discount rate of

the future are their common characteristics.s Although no greedier

or less God-fearing than businessmen eleswhere, they are unduly

individualistic: a well-known Persian proverdb - if partners were

a good thing to have God would have gotten himself one-characterises

their mentality" J.
Another Iranian economist, a future Director of the Plan Organisation

described the attitude and behaviour of the typical Iranian businessmen

in almost identical terms:

"This individual has a strong preference for small chances of
large gains over large chances of smzll gains. He searches
stegdily for investment opportunities with quick turnover,

He rarely seriously considers business opportunities which
require heavy initial investment and pay a small but steady
return over a long periods...Profits are not usually reinvested
in the same business, because of the strong tendency of the in-
dividual to spread his investment thinly in different activities.
In short, the "Golden Rule" that guides investment...is: get in
quickly and get out quicklys

It is thus against such a background that the subsequent development of
a private sector in manufacturing is-really significant, this development
signalled a "notable break with tradition".

The second half of the 1950's for the first time witnessed the growth
of private investment in manufacturing on a really significant scale.
In the four years between 1956 and 1960 private investment in manufacturing
doubled, rising from 60 to 120 million dollars per years. In the subsequent
period, 1960-1972 private investment has consistently accounted for upwards
of 60 percent of total fixed investment in manufacturing7. Even during

the Fourth Plan when, because of the emphasis on heavy industry, the level

of government investment in menufacturing increased substentially, the
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private sector still accounted for more than 60 percent of total invest-
ments.

According to information published by the Ministry of Economy, in
1972 twenty-six out of the thirty-four largest manufacturing establishments
in Iran, each employing more than a thousand persons were owned by private
industrialistsg. Using fixed investment and turnover as a criterion of
size, sixty-four out of the seventy factories that had a fixed ?nvestment
of more than 100 million rials and a yearly turnover of more than 250
million rials were owned by private investorslo. Thus by the end of the
period under our consideration, private industrialists were firmly estab-
lished in the large scale and modern sections of Iranian manufacturing
industry. Added to these were the far larger multiplicity of medium and
small scale plants and workshops throughout the country, all of which were
naturally in private hands.

Cver the period, privete investment, along with the changing structure
of Iranian industry, has become increasingly diversifiede In the 1950's
private investment in manufacturing was concentrated on a few consumer
goods such as textiles and some processed foods as well as basic construc-
tion materialsll. During the 1960's, by contrast, a much wider range of
induétries, including meny producing intermediste goods benefited from
private investment. The Fourth Plan envisaged that the private sector
would develop industries producing paper, Illing mills, artificial fibres,
chemicals, electronics, filters, motor vehicles, motor cycles, bicycles,
compressors, cables, weighing equipment, pipes and so on. Many of these
industries were to be developed with the cooperation of foreign investorslz.

There is not enough information on a detailed breakdown of industrial
develiopuent vy tho private sscive during e Tourih Flan aid tiercivic it

is not possible to confirm that the above named industries did actually
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benefit from private investment. Nevertheless it is knom that total
private investment in manufacturing exceeded the projected level signifi-
cantlylj. Hence it is probable that these industries did attract substant-
ial investment from the private sector.

At a more aggregate level, some information on private investment in
various manufacturing industries is available which tends to support the
above conclusion. This information is presented in table 4-1 below which

shows both the level and the share of private in total investment for the

duration of the Fourth Plan.

Table 4=~1 Private Investment in Manufacturing during the Fourth
Plan in Million Rials.

Industry Private Investment Share of Private
in total invest-
ment.

Food, Beverages &

Tobacco 25,331 72 Percent
Textiles, C%othing

& Footwear 23,822 77 "
Paper & Pringing 16,700 100 o
Leather & Fur ' 7,100 100 "
Rubber,Chemicals

& Pharmetuticals 18,388 L3 "
Non-Metallic Minerals 15,000 00 v

Basic Metals &
Metal Products 27,000 38 v

Machinery'&*granSport
Equipments 23,000 60 *

*  includes carpets and handicraft industries

#%  includes electrical and non-electrical machinery.

Source: Plan Organisgtion, Fifth National Development Plan, 1973-1978 p,879.
Ministry of Economy, Industrial Statistics for 1972-1973, pe26
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Another fact that is perhaps indicative of the dynamism of Iran's
private manufacturing sector is the increasingly wider social base of
private industrialists. Whereas during the 1950's individuals of
"traditional" backgrounds - former bazaar merchants or big landlords -
were dominant among Iran's industrialists, by the end of the 1960's the
situation had changed appreciably.

Ranking highly among Iran's industrialists are western trained young
Iranians from the old wealthy families who have diverted their families'
fortunes to industrial persuits:u". In many of the existing factories
which were "previously directed by 'bazaar' mentality owner-managers"
responsibility has been "devolving to young men (often their sons) formally
educated in industrial management pr-inciples"lso

Added to these are many other social groups who in earlier times
would not have shown much interest in industrisl investment. Among these
are meny successful professionals (doctors, lawyers, engineers), retired
high~-ranking civil servants and former military officers using their
adminstrative or technical skills, as well as savings, in private venturesls.
Even more significant is the fact that'a number of Iran's successful entre-
preneurs have arisen from the lowly civil servant familes (office boys,
messenger or clerks) that never enjoyed the status, prestige or the power
of the Iranian elite“17. The emergence of a large and expanding middle

and entreprenerial class is in many ways one of the most important devel-

opments in the economy end society of Iran in the post-war years.

This upsurge in private manufacturing industry has taken place in an
economy that has itself been growing very fast, largely under the influence
of government development and other expenditure financed by expanding oil

revenues.iu Between 1959 and 1972, for which relatively reliable national

income data are available, per capita Gross National Products (evp)
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increased at an average annual compound rate of growth of 7.7 percent
reaching 494 dollars in 197219.

Manufacturing industry has thus enjoyed a fast growing market for its
products; it has been a relatively easy matter for private industrialists
to take advantage of the investment opportunities that such a growing
economy offerss In addition to contributing to high level of demand,
public investment has also helped to stimulate private investment in
menufacturing in a more direct way. For exemple, public investments in
roads, have given rise to large investment expenditure in automobile assembly,
tyre manufacturing and other car accessorieszo.

However, expanding markets and investment opportunities are the nec-
essary but not always also the sufficient condition for the actual materiel-
isation of the investment; they are Man invitation rather than a determin-
ant" of private investmentzl. It is protection and other policies that
secure the domestic market and increazse the rewards from manufacturing
relative to other types of investment that provide the ultimate stimulus
for the private sector. It is in this sense that the policies of import
substitution thet we considered in the last chapter have been the main
determinant of the rapid expansion of private manufacturing industry in
Iranzz.

The government has also influenced private manufacturing investment
through its licencing policy. Ve have not been able to gather enough
detail on this aspect of policy. What information there is fails to
convey a reliable picture of the overall importance of investment licenc-
ing as a part of the policy package. This is the reason why licencing and
other control mechanisms were not trested in the last chapter which dealt

23

with zovermment nalinx
covarmment noldnz

In general, however, it seems that the main aim of licencing policies
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has been to encourage relatively large scale production and in particular
to prevent the emergence of a large number of small'plants all attempting
to take advantage of protection-induced high profits. This is important
in view of the 'imitative' character of much of the private investment that
occurred in the late 1950,52h. The evidence that we hav; been able to
piece together from several sources suggests that the government has been
fairly successful in this respects This can be seen from table L4-2 below
vhich lists the number of plants producing or assembling a number of
manufactured products. The table also shows the totel volume of each

commodity. In the selection of the products more weight has been given

to those industries that were established in the 1960°'s,



Table 4~2 Number of private sector factories producing selected

menufactured products in 1972.

Product

Passenger vehicles

Buses, trucks and vans

Motor cycles
Automobile tyres
Batteries

Nylon fibres
Washing powders
Glass

Paper

Wallpaper

Light bulbs
Television bulbs
Television

Radio,radiogrammes
and gramephones

Light steel products
Water heaters
Coolers
Refrigerators
Refractory bricks
Gas coolers

Space heaters

Number of Factories

w & FoN

n

10
12
22

2
23

11

Unit

000

000

000

000

000

000

000

000

tons

units

tons
tons
tons
tons

units

units

units

units

units

units

units

units

Volume of total
output
50,528
20,404
31,720
31,42
95,700

185
Nele
65,000

175

187
Naele

223

563

Sources: Ministry of Economy, Iranian lIndustrial Statistics flor 1351
op. cit., pp. 18-20;
of Iran, Thirteenth Annual Report of the Board of Dirsctors

Industrial and Mining Development Bank

to the General Assembly of Shareholders for the Year 1351,

ODe Cito’ pP027‘39;
Book of Facts, (Tehran, 1973) pp. 238-247.

Behrouz, J. (ed.), Iran Almanac and
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Based on this evidence alone we cannot say whether or not potential
economies of scale have been achieved in those industries where such
economies can be realized. | More specifically, it would appear that for
certain consumer durables, such as television sets the number of producing
units may be too large. Nevertheless taking account of the relatively
large volume of production as well as the prospects for the growth in demand,
it may be reasonabls to suggest that Iran has managed to escape the worst
of the waste and inefficencies arising out of domestic "competition™ in
orotected industries,

In view of the strong monopolistic temdencies indicated by the above
table it is interesting to note that, while most manufactured products were
obviously more expensive than c.i.f. imports, the domestic price which the
consumer face’ changed very little during the 1960's. A study by Dragoslav
Avramovic in 1970 provided data that showed only a2 modest rise in the price
of a large number of menufactured goods between 195 and 1968; while for
many other manufactured products prices actually fell over the same period.2
As Avramovic suggests, the likely explanation for this is that prior to
domestip production, import merchents and distributors must have enjoyed
very large profit margins, and that protection in effect transferred these
profits to domestic producers without having much impact on prices.

What has been said so far indicates that the package of policies
adopted have been successful in stimulating and directing the private
manufacturing sector in Iran, It is, however, by no means suggested that
these policies put en end to the earlier speculative pfactices or unprod-
uctive investments. Such practices continued in force, largely in the

form of speculation in urban land and real-estate., The resulting inflation

Ay TzrnA wvaluce rortisanlorlas irn Maharon hzed  har 4ths 2nd AP b= wmamwnisd smAsr
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consideration, become an acute problem. Furthermore, efforts in setting
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up a stock exchangé in Tehran as a means of attracting smaller savings
into industry have not really been very successful and a number of serious
problems remain. A large number of potential investors "simply have not
considered pieces of paper representing company stock as an attractive
repositbry of wealth and are unwilling to trust their savings in minority
sha.res“27

At a somewhat more fundamental level some observers of the Iranien
economy have expressed the fear_that,'ﬁith the relative abundance of oil
revenues, there may be-li%éie"indenfive for productive enterprise. It
;sipointedybut fhat in the circumstances of an 0il rich .economy, where
"it is found easier to make rather than earn money", there may be little

incentive to produce real output and "there may develop a tendency among

potential entrepreneurs to become actual rentiers"za. Hence the tempt-

etion for a large numbquaf talented,peOple,(gs‘well as' other resources)
to be diverted to an uqduly large "service economy", .swelling the ranks of
tbe.govgrnpent bureaq;gpy and ﬁhe trading-cpmmerpial community.

Whiié tﬁ;sqﬁb¥ipp of a 'rentierf,economy_i;u;ptefest;ng and has
important implications for the development of 0il exporting countries,
its impact is obviously difficult to assess empirically for an individual
economy. In particular for a country like Iran which, unlike many other
0il exporters, has a large population and a diversified economy, the
difficulties would be even greater. It should also be remembered that
during the period that we are concerned with the megnitude of o0il revenues
was not that great. In 1972 Iran's per capita income from oil was around
62 dollar529. Considering the period as a whole, Iran's per cavita

revenue from oil averaged at only 49 dollars per year between 1955 and
197?=BO

-

Cn one aspect of the ‘'rentier' nature of oil expcrting countries -
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the role of the government bureaucracy - it is possible to be somewhat
more specifice It can be argued that because 0il revenues directly accrue
only to the government, it is in a position to offer "the prospect of
highly paid jobs and prestigious positions and may thus attract manage-
ment personnel and skilled lsbour away from private manufacturing industry
vhere they are most needed“Bl. As a matter of fact the government bureaus
cracy in Iran - the Ministries, the Plan Organisation, the Central Bank and
many other public agencies - pay remarkably high salaries, by Iranian stand-
ards, for their qualified manpower requirements.52

Although adequate data on the relative sglary structures as between
private industry and the bureaucracy do not exist, what information there is
seems to confirm the expectation that private industrialists have had to
pey comparable salaries for their qualified employees. Consequently it
does not appear that the private sector has actually suffered from a short-
age of qualified menpower, in fact it has even been suggested that it is
now the government that faces recruitment problems so far as high level
manpower is concerned:

"The problem in an economy doubling inside a decade is that there

are not enough men of talent to go around. Moreover, the govern-

ment has to compete on unequal terms. For every young technocrat

that joins government several now join business...The Foreign

Ministry's recruiting problems, once the easiest are now enormous.

In the economic ministries and in the Prime Minister's Gffice a

host of young people go when their bosses go, not out of political

pique, but because most of them, having done their stint in govern-
ment, now understandably covet the rewards of the private sector"33.

However, even though the private sector has been able to compete
with the bureaucracy in attracting qualified manpower, this has been

achieved at the cost of an unduly differentiated remuneration structure

within the »nrivete sectar, Crnn roasearchar han nninted ant +thaod 2=z 2

consequence of the high salary level for qualified menpower, "there is a
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tremendous gap within any Iranian company between the wages of the lowest
and the highest paid employees"jh. The same researcher has observed

ratios of highest to lowest salary levels ranging between 7.5;1 and 17:1.
He has also pointed out that these ratios probazbly underestimate the true

35

difference.

IT - Direct Private Foreign Investment in Manufacturing

Cne of the most notable features of the growth of the Iranian
manufacturing sector during the 1960's and early 1970's is the increas-
ingly active participation of private foreign investors. For various
reasons there was very little foreigh investment in Iran outside the oil
industry before the 1950'536. Private foreign investment in manufacturing
industry was totally non-existent.

In 1955 the government passed the 'lLaw for the Attraction and Protec-
tion of Foreign Investment' (henceforth reférred to as the Law). |
Basically the Law offered foreign private capital the same legal status
as local capital and enabled foreign investors to enjoy the various incent-
ives and privileges - tax holidays, easy credit and protection from imports-
that Iranian investors could enjoye In additions, the Law stipulated
that investors could repatriate vrofits as well as the original capital
out of Iran. Finally the law also provided for full compensation to
foreign investors in tﬂe event of nationalisatian°§7

It is interesting that in spite of such liberal incentives and
guarantees there was nc immediate rush of foreign investment into Iran.

There was probably some apprehension on the part of foreign investors:

the o0il industry had been nationalized only a2 few years before the passage

- - -
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ment even though the government had succeeded in imposing a pro-western
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package of policies.38 In addition to political uncertainties, econom-
ically Iran did not present very attractive opportunities for foreign
investment either, apart from the o0il industry. The country was very
poor - although no adequate national income data f'or the years before

1959 exist -~ per capita GNP was probably less than 125 dollars in the mid-
fifties. More than 75 percent of the population lived and worked in small
and isolated vilages, while the programme for major investments in infra-
structure was at its very beginning,

However a more important rezson for the relatively low level of
private foreign investment during the second half of the 1950's is the
fact that in that period Iran was still gt an early stage of its import
substitution. All manufacturing activity was concentrated in the érod-
uction of a small number of non-durable consumer goods and a few construcs
tion materials., None of these industries were new in Iran - they were all
first e stablished in the 1930's, Coﬁsequently Iranian private industrial-
ists were firmly established in these lines and had no incentive for seeking
foreign partners for their know-how or organisational ability.39 ¥hat
help they needed in the early stages of the enterprise was often forthcoming
from equipment suppliersao.

Government policy at the time in fect was a reflection of this
situation; it was relatively liberal with resvect to foreign trade and
much less protectionist than in the 1960's and early 1970's. As was
noted in the last chapter the main stimulus to private investment in
manufacturing was a very liberal credit policy rather than a high tariff
wall or other restrictions on imports.s Therefore foreign firms did not

face any major problems in selling in the Iranian market and thus had
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1956 and 1963 the total value of private investment to the menufacturing
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sector was only &;1 million rinlst,

Since about 1964 however, there has been an upsurge in the inflow
of private foreign investment into the Iranian economy, the bulk of
which has gone to the manufacturing sector. Between 1964 and 1972
the totel gross inflow of private foreign investment to Iran amounted
to 12,771 million rialse More than 80 percent of this total was invested
in manufacturing industry#z.

The main reason for this upsurge is to be sought in government
policy, although other factors such as the underlying political stability

L3

and rising oil revenues were also important. As we have already seen,
during the 1960's there was a much greester empheasis on industrialisation
of the country. This in turm implied a relatively greater emphasis on
new industries producing durable consumer goods, chemical and pharmeceutical
products and a number of other industries producing intermediate or capital
goodss But such industries were beyond the capability of Iranian investors
and hence foreign help and technology had to be bréught in.

¥hile it is well-known that such help can be sought in forms other
than direct private investment, there is reason to believe that the govern-
ment did not evaluate the various costs and benefits of alternatives to
direct foreign investment such gs liceneing and other agreements,
It seems that the government assumed that foreign investment is superior
because direct equity participation would give investors a stake in running
the industry efficiently and profitablyks. The only requirement was that
foreign investors should share their profits, which because of the protec-
tion awarded often amounted to monopoly profits,with local interests.
Hence the insistence on the joint venture form of private foreign invest-
menie

The role of the IMDBI in attracting foreign investment into the manu-
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facturing sector has been very important and merits some consideration.
When the IMDBI was first established in 1559, 40 percent of its share
capital was owned by a large number of Americen and European financial

46

and menufacturing companies. These foreign shareholders had & majority

vote in the board of directors of the INDBI and appointed its chairmen
during the first five years of Operation#7. As table L-3 below shows
foreign investors in the IMDBI included some of the largest financial

and manufacturing corporations in Europe and America. The table also

shows the amount invested by each of these:
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Table L-3 TMDBI'S Foreign shareholders (1959) - Amounts in Dollars

Name Amount Invested
Lazard Freres & Co. 241,667
Chase International Investment Corporation 241,667
Intemnational Basic Corporation 150,000
The First Boston Cowrporation _ 100,000
Lazard Brothers & Company Ltd. 50,000
Lloyds Bank Ltd. 50,000
Midlands Bank Ltd. 50,000
English Electric Company Ltd. 50,000
Simon Carves Ltd. 50,000
Lazard Freres & Cie 125,000
Banque de Paris et des Pays Bas 125,000
Societe Financier de Transport et d'Enterprise

Industrielles 200,000
Sal Oppenheim Jr. & Cie 125,000
Deutsch Bank A.G. 125,000
Amsterdamsche Bank N.Ve. 100,000
Netherlandsche Handel-Masstachappi, N.V. 50,000
Hollandsche Bank-Unie N.V. 150,000
Mediobanca 50,000
Montecatina 50,000
Fiat : 50,000
Total 2,133,334

Source: R.E. Benedick, Industrial Finence in Iran, Harvard University
Press (1964) p.251.
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The important thing that should be noted in the above table is
that each participant committed a very small sum (9 of them only invested
50,000 dollars each) considering that they are all large companies.hs
It has been suggested that each investor committed small sums because they
were not primarily interested in direct monétary reﬂards—from their invest-
ments. Rather, it would seem that they were mainly interested in "feeling
the country out"l+9: committing meagre sums was probably regarded as "the
cheapest way to obtain, on a continuing basis, information on investment
opportunities and possible local partners for their clients"so. In fact
the IMDBI was founded with future foreign investment very much in mind.
From the begimning it was agreed that it should "have access to banking

and investment institution in the industrialized countries which could

contribute valuable exXperience and useful contacts for attracting foreign

51

investment and skills to Iranian industry".
The IMPBI hgs, subsequent to i?s foundation, played a very important
part in attracting foreign investment to Iran's menufacturing industries.
Many of the industries that the IMDBI has helped to establish in Iran have
been new to the country and have involved complicated technologies and
know-howe In all such cases the IMDBI has helped to find a suitable foreign
investor and has brought them and local investors together. Between 1959
and 1972 a quarter of all IMDBI loans had been advanced to companies with
substantial foreign participation. Considering the period from the middle
of the 1960's to 1972 the proportion of joint ventures in the total number
of firms assisted by the IMDBI is even greater.52

Similarly, meny of the companies in which the IMDBI itself holds equity

investment also have foreign participation. COver the 1959-1972 period
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Again the proportion of joint ventures ishgreater if only the pericd from
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the middle of the 1960's is considered. It appears that in a number of
cases IMBDI's own investment in joint ventures has been necessary for the
success of negotiation between foreign and domestic investors - foreigners
have not been prepared to accept minority shares unless the IMDBI 21so0
participates in the project. . "When IMDBI holds the voting balance of a
company, both foreign and Iranian shareholders can hold minority shares
without feeling that they have ceded control to each other. As IMDBI vets
the management too the system seems to Work".54

IMDBI has been concerned with foreign investment involving ventures
between foreign and Iranian private investors. But there have also been
a number of joint ventures between foreign investors end the public sector.

Towards the end of the Third and during the Fourth Plan the government
undertook direct investment in a2 number of industries which it believed the
private sector was not interested in developing and in those which, because
of strategic considerations such as defence, should be in public hands.
These industries included iron and steel, machine. tools, tractors, petro-
chemicals and a number of others. Some of these industries - such as
iron and steel - were to be developed with technical and financial assist-
ance from the Soviet: Union and other Eastern European countries and there=~
fore no private foreign investment was involved. In others, however,
the government relied on joint ventures between private foreign investors
and public companies that it would establish for the purpose.

The National Petrochemical Company of Iran, for example, has been
involved in a number of joint ventures for the production of various
petrochemical productse Similarly the Ministry of Water and Power has
set up joint ventures with foreign investors for the manufacture of water
and electric meters, transformers and water pumpse The Ministry of Post,

Telegraphs and Telephones has also been involved in joint ventures making
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telephones, micro~wave and other telecommunication instruments.53

So far as the pattern of foreign investment in manufacturing - its
distribution in different activities - is concerned, it has already been
indicated that in general industries that have been new and involved
complex technologies have been the main beneficiaries, .This can be
confirmed in table L~4 below which presents a breakdown of foreign invest-
ment in the manufacturing sector between the years 1964 and 1972. The
figures relate to foreign investments which have been registered with the
Center for the Attraction and Protection of Foreign investment in Iran,
It has been suggested there may be some foreign investment which is not
registered with this Center even though all foreign investors are legally
required to do so.56 However this cannot be of a large magnitude since
there is no advantage in not being registered with the Center.

In any case it is agreed that the figures in table 4 reflect the
iistribution between different industries correctly, even though they may

57

underestimate the absolute magnitude of such investment:
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Teble 44  Gross Inflow of Foreign Capital and loans to Iranien
Manufacturing Industry Through the Center for the
Attraction and Protection of Foreign Investment;
total for 1964-1972, million rials.

Industry Amount Invested
o
Rubber 1,275
Pharmeceuticals & Chemicals 1,966
Electricals 1,316
Metallurgicels 1,275
Building Materials 760
FPetrochemicals 2,317
Automobile Industry 785
Food 319
Motor 0il 263
Glass & China Vear 318
Total 10,857

Source: Bank Marbazi Iran, Annual Reports and Balance Sheet, 1970, 1571
and 1972,

It can be seen that petrochemicals, chemicals, electricals, metallur-
gicals and rubber have had the highest amount of foreign investment.
Significantly there does not appear to have been any investment in textiles,
while foods and building materials have attracted only small amounts.

The reason for the relatively low level of foreign investment in automobile
industry is that the largest car firm in Iran was established by local
interests and assembles passenger vehicles under a licensing agreement with

a British Company.”’® The figure in the table refers to foreign investment
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in a number of much smeller vehicles assembly firms. The largest among
these - a joint venture with a French car producer - assembled only

7,500 units in 1972 compared to 42,000 units assembled under licenea, by
the largest firm.sg

Because of the-particular classification used it is very difficult
to compare the value of foreign investment in each industry with thet of
total investment in the same industry. It has thus not been possible to
provide detailed information on the quantitative importance of foreign
private investment in different industries. However, it is fairly clear
that foreign private capital has not been an important source of investment
finance for Iran's menufacturing industries. Taking the period 1964-1971
and considering the manufacturing sector as a whole, foreign investment
amounts to no more thpn 5 percent of total fixed inves1;rnent.6O It is also
doubtful that in any single manufacturing industry foreign capital has been
the dominant or even the major source of investment.

In spite of this however joint venture firms do seem to occupy an
importgnt position in many of Iran's fastest growing industries. These
firms control a large share of the market for chemicals, pharmeceuticals,
petrochemicals and electrical appliences and have a dominant position in
rubber and glass industriessz. There are also a number of industrial
products in which joint venture firms control the entire market. Thus in
the case of such products as electrical batteries, ball bearings, synthetic
yarns, compressors, light bulbs and diesel engines "no purely domestic
producers exist"sj.

The importance of foreign private investment in Iranian industry is
enhanced by the fact that foreign partners in practice dominate joint
ventures in which they invest, even though in mast cases Pareisn dnveszior:

~

are allowed only minority ownership. The dominance of foreign investors



in joint ventures arises from their superior position with regard to
advanced technology and management. What research there has been
suggests that many, or perhaps the majority of joint ventures are

managed by expatriates and that foreign partners excercise control in
metters of feasibility and technical studies, choice and design of
products, accounting, inventory controcl, personel and other organisational

v .

matterse
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ChaEter.5

Some Problems of Tmport Substitution in Iran

¥ie noted in chapter one that generally speaking the progress of
import substitution in developing countries has faced a number of obstacles
and that as a result a sense of disillusionment with this varticular path
to economic development has set in, To reiterate briefly, most economists
have argued that the package of policies used to encourage industrialisation
have involved an excessive and harmful disregard for comparative advantage,
and that these policiés have greatly overstated the social cost of labour
and understated the social cost of capital with the result that neither
factor has been used economically. Thus import substitution hes often
favoured capital intensive process and industries which provide little
employment and in most cases operate well below their capacity.

The same disregard for comparative advgntage has resulted in the
neglect of agriculture and exports of all kinds. ILow income in agriculture
and lack of exports have meant that import substitute industries, confined
to relatively small urban markets, have been unable to take advantage of
scale economies and hence have remained high cost and inefficient. All
these problems have meant that prosvects for the continued growth of manu-
facturing industries are not good.

In this chapter we examine the experience of Iran with regard to
this sort of problem. It is obvious that to make any kiﬁd of definitive
statement or judgement on such fundamental issues as those listed above
requires the kind of in-depth research which has been beyond the scope of
this studve Tha discussion that will follow will narfores ha in rather
general terms, it is nevertheless hoped that it will present a balanced

assessment of Iran's experience over the period of this studye.
T P ¥

o
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The chapter is divided into two sectionse In section I the question
of faétor intensity in the manufacturing sector will be examined. It
will be shown that government policies have favoured the use of capital
relative to labours Two implications of this within the limits permitted
by the availability of data, are then considered. These are: (a) employ-
ment in menufacturing and (b) the position of small scale establishments.

In section II we consider the position of the menufacturing sector
in the wider context of the Iranian economy. In particular, it will
be shown that by 1972 the manufacturing sector was highly dependent on
imports and relatively little integrated with the rest of the Iranian
economye This was particularly true of the more recently established
industries.s The situation was further aggravated by the highly unequal

distribution of income and the disappointing performance of agriculature.

I - Effect of Govemment Policy on Factor Intensity in Manufacturing

and its Implications.

In broad terms the main economic effect of government policy has been
to encourage the use of capital in relation to labour. This is true both
of' government measures to encourage and protect the private sector and also
of its own direct investment in manufacturing.

For protection alone, the bias towards capital intensity can be easily
demonstrated. Assuming that the ranking of different industries according
to effective protection indicates the direction of the resource pull within
the manufacturing sector, we are in a position to examine whether these
resource: pulls have been in favour of capital intensive industries.

For this purpose we also need to rank industries acéording to an order of
cepital intensity. 1In the absence of capital-labour ratios for various

industries we have used lary's method for ranking industries according to

capital intensity. This method involves ranking industries according to
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non-wage value added per employee, on the assumption that the latter is
an index of the returm on physical capital.1
Table 5-1 below presents a ranking of Iranian industries according to

effective protection and also non-wage value added per-employee in 1965.

Table 5-1 Effective Protection and non-wage velue added per employee
for Iranian Manufzcturing Industry in 1965. Ranks indiceted
in brackets.

Industry Effective Protection Non-wgge Value Added
Per-employee *

Food 0.22, (11) 83 (8)
Beverages 1.146 ( 3) 97 (5)
Tobacco 2471 ( 2) 1,367 (1)
Textiles 0u744 ( 6) 8 (7)
Paper & Printing - C.021 (12) g3 (€)
Rubber 0.822 ( 5) 107 (&)
Chemicals 1,110 ( &) 171 (2)
Non-metallic minerals 0.284 ( 9) 1.122 (3)
Basic metals 0.236 (10) 56 (10)
Metal Products . 0.608 ( 7) | 73 (9)
Machinery 0.505 ( 8) 39 (11)
Transport Equipment 8.666 ( 1) 107 (&)

*  In thousand rials, 1965 current prices

Source: Table 3-3 in chapter 3 for effective protection; Ministry of

Economy, Irenian Industrial Statistics for 1969-1970, table j.
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The table shows a fairly close association between the rankings.
This is confirmed by a positive rank correlation coefficient of 0.601.
In other words in 1965 the structure of protecticn was in favour of
capital intensive industries. Although it has not been possible to
provide more up-to-date data for effective protection, there is reason
to believe that for later years the association between protection and
capital intensity was at least as strong - if not stronger - as it was
in 1965; tariff levels on a number of consumer goods were reduced in the
early 1970's: new capital intensive industries such as iron and steel and
machine tools were awarded protection as they started production.

The structure of protection aparf, the other major incentive for
menufacturing, long and medium term credit by the development banks, has
had a similar effect. This is particularly true of the IMDBI. An analysis
of the relevant data contained in the annual reports of the IMDBI shows that
through the 1960's the composition of financial assistance by the Bank has
shifted away from food processing, textile and other light industries to
such industries as paper and printing, special steel, engineering and
sheet glass.

Both these sets of policy incentives as well as the government's own
investment during the 1960's have brought about & major shift in the
structure of menufacturing industry. This can be seen in table 5-2 which
shows value added in individual industry groups as a percentage of value
added by the whole sector in two years - 1962 and 1972 (value added data
for individual industries before 1962 are not available). There is no
reason to believe that the two years selected are unrepresentative; the

trend indicated is reasonably accurate. There was an economic recession

t1r QL0 an *het tha w2tz 23323 PR Alz manufoednedias nsetan

LA - P R A

n

z whals =

1
n

depressed, however it is unlikely that the relative position of each industry
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was changed to an extent that would effect our analysis:

Table 5-2: Changing structure of value added in urban manufacturing
(Value added by each industry group as a percentage of all
manufacturing).

Industry 1962 1972
Food, beverages and

tobacco 3643 23k
Textiles 245 12.8
Clothing 3.3 9.8
Fumiture 2.3 1.6
Paper and Printing 1.3 2.6
Leather 1.5 (VS S
Rubber 0.8 2.1
Chemicals Lel 8.2
Non-metallic minerals 8.2 10.1
Basic metels 0.3 6oy
Metal products 73 6.0
Mechinery 0.9 6.0
Transport equipments 749 9.2

Note: Columns do not add up to 100 due to exclusion of 'other
industries' & roundinge.

Source: Ministry of Economy, Iranian Industrial Statistics for 1970-1571

ODe cit. P.l

Ministry of Economy, Iranian Industrial Statistics for 1972-1973

op. citi pehl.
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The table shows a rather drematic decline in the share of foods,
textiles, furniture and leather. OCn the other hand, the shares of
chemicals, rubber, basic metals, transport equipments as well as paper
and printing have risen significantly over the periode 1In other words
the structure of Iranian industry has shifted away from those industries
which, broadly speaking, are labour intensive to those that are capital
intensive.

We have so far been concerned with the effect of government policy
on factor intensity through changes in the overall structure of the manu-
facture sectors In addition however it is almost certain that the system
of incentives has influenced the choice of technigues, at the individual
industry level, in favour of a more capital intensive technology.2 It
is of course difficult to establish a 1link between policy and choice of
techniques empirically since we do not have enough information of a suffi-
ciently diseggregated or 'micro' nature for this purpose. Nevertheless,
given that a major effect of the policy framework, be it in the form of
duty~free imports of capital equipment, low-interest long term credit or
a generous depreciation tax allowance, is to lower the cost of capital,
it is reasonable to suggest that the policy.framework has had a signifi-
cant impact on the choice of technigques.

In any case; it is possible to observe a strong tendency towards a
capital intensive technology in almost all industries over the period.
This is most obvious when we consider the replacement of traditional
handicraft producers with modern and factory based establishments. A
study in 1970 concluded that over the 1956-1966 decade "factory production
(had) practically eliminated traditional producers of soap, candles, pottery,
wooden combs, locks, scissors, mitled flour and rice and reduced great.i
that of artisan. producers of shoes, hand-loom textiles, leathers and

3

many other goods"”s It is very likely that this process has continued
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over the‘rﬂest of the per.iod.lF

In the already existing factory industries, to00, there has occurred
widespread modemisation and replacement of old equipment. During the
second plan for example the government's investment in industry in fact
largely consisted of modernisation of z number of large factories produc-
ing cotton textiles, sugar and cement. Considering the reasons for the
observed improvement in productivity in Iranian manufacturing as a whole,
one researcher has pointed out that the gain in output per worker was "to
a great extent....the result of the installation of much greater (and
more automatic) mechinery" and not to any improvement attributable to the
workforce itsel:f'.5

The cotton textile industry which by 1972 was still Iran's most
important factory industry provides a good example of the tendency towards
a more capital intensive technology. Between 1956 and 156l average per
worker output of cloth increased at a rate of 12 percent per year. This
can be seen in table 5-3 below which shows some characteristics of the

cotton-synthetic textile industry between 1956-196..
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Table 5-3: Some Characteristics of the Cotton-Synthetic Textile
" Industry 1956-1964

1956 196l % rate of change

No. of factories 32 L, + 38
No. of spinning

spindles 277,040 622,462 + 125
No. of weaving

looms _ L4797 1,275 + 198
No. of employees 19,697 40,356 + 105
Production of

cloth (1,000 metres}y 61,892 330,59 + 434
Average production

of cloth per

employee (1,000

metres) . 3,142 8,192 + 161

Source: William H. Bartsch, 'The Industrial Labour Force of Iran:
Problems of Recruitment, Training and Productivity?',

The Middle East Journal, Winter 1971, p.25

Not only was there an increase in the amount of equipment, but there
was also a considerable replacement of old equipment with fully automatic
spindles and looms which the above figures cennot show.6 In one modernised
government factory for example the installed eguipments were described as
amongst "the most advanced and up-to-date" found any where in the World.7

Having considered the shift towards more capital intensive industries

as well as the more capital intensive nature of the technology in various

. . . . . . . 8
industries, we now examine the implications of these in two related areas:
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(a) - employment in manufacturing; and (b) - the position of small scale
menufacturing establishments.

(a) = Employment in Manufacturing

Before dealing with employment in manufacturing specifically, it is
necessary to describe briefly the major features of the general employment
conditions in the country over the period.

The most important feature was the much faster growth of population
eand labour force in urban centers compared with the rest of the country.
Census data indicate that between 1956 and 1966 the average annual growth
rate of populatidn in towns and cities (defined as centers with 5,000 or
more inhabitants) was 4.52 percent, while that of the villages was only
1.92.9 These figures indicate substantial net rural-urban migration.

Cne estimate is that more than 70 percent of the growth of urban lzbour
force over the 1956-1966 decade was comprised of migrants from villages.lo
As mzy be expected, the larger cities have been the main recipient of rura
migrants., Tehran and suburbs, for example, received about 50 percent of
total migrants between 1956 and 1966.11

Between 1966 and 1972 the above trend continued. In fact there is
some evidence suggesting.that the pace of rural-urban migration must have
acceleratede For example while between 1956 and 1966 agricultural . employ-
ment increased about 1 percent annually, there are indications of complete
stagnation between 1966 and 1972.12 Another piece of evidence is the
decline in the hourly wage rates for unskilled construction labourers
between 1969 and 1971, which is probably due to 2 faster influx of rural
migrants seeking employment in the construction industry.13

A variety of factors ~ both 'push' and 'pull' - help to explain the
above phenomenon. But, while the growth of industries and superior urban

amenities are an important factor, the available evidence suggest that on
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the whole the 'push' factors have been the more important reason for
rural migration.
Among the various 'push'! factors one can mention a series of bad harv-
ests as well as increasing mechanisation of agriculture during the 1960's.
The Plan Organisation has estimated that during the Third Plan alone
340,000 agricultural workers were made redundant by the introduction of
tractors and other farm machinery.15 This process probably accelerated
during the Fourth Flan due to the e.mphasis on 'agro-industry' and large
'farm corporations' as areas for investment.16
But probably the single most important 'push' factor has been the
displacing effects of the land reform programme instituted in 1962.
The reform entitled only & relatively small segment of the rural population

17

to the omership of distributed lands. The reform law specifically
excluded the so-called Khusneshin population. The Khusneshins however,

the vast majority of whom are landless labourers, ccmurised up to 50 percent
of the rural population. After the reform employment opprortunities for
the Khusneshins were drastically reduced, meinly due to the small size of
peasant holdings. It has been estimated that 70 percent of peasants
receiving land obtained less than five hectars, although seven hectars is
considered "the minimum amount of land a peasant family must farm in order
to maintain an adequate living standard".l8 As a result not only were

most peasants unable to employ landless labourers but in fact competed with
them for additional work. The majority of Khusneshins were also unable

to find employment on the larger farms due to the already mentioned mech-
anisation on these farms. As one author has pointed out, in the aftermath
of the land reform something like "one million households of KhusneshinSe...
n 19

and torms",

mint +ill he vanderine~ betveen willagzes

In such circumstances, the burden of employment creation to a very large
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extent falls on the manufacturing sector. The importance of manufacturing
in this respect comes into sharper focus when we consider that many of
Iran's service industries were probably already over staffed. This is
largely true of commerce and probably also of government services.20

In fac£, as we have already noted (see chapter two) the increase in
employment in menufecturing industries over the period has been quite rapid.
Between 1956 and 1966 the increase in manufacturing employment was greater
than the increase in employment in all the different service activities
combined.21 More than twice as meny jobs were created in manufacturing
than in construction, water and power com'bined.22

Between 1966 and 1972, too, the pace of employment creation in manu-
facturing was rapid, both absolutely and also in relation to other sectors.
Thus almost as many jobs were created in maenufacturing as in the whole of
the service sector, while the increase in manufacturing employment was more
than twice as many as in construction, water and power combinec";.'3
Altogether, between 1956 and 1972, well over a million new johs were created
in the manufacturing sector.zh

This rapid growth rate notwithstanding, the question still remains as
to whether the increase in manufacturing employment was sufficient to prevent
urban "unemployment" from becoming a serious problem in Iran. Ve are not
in a position to provide anything like a definite answer to this question.
However, based on the observations of a number of authors as well as some
reseerch work, it seems that by the end of 1972 the problems of "unemploy-
ment" among unskilled workers existed and that on the whole (and especially
in the larger cities) it was serious. One author, on the basis of field
research (in 1971~-1972) among rural migrants points out that:

"4 mejority of former agricultural_ workers not only fail to find

adequate employment in Tehran, but they often live in worse condi-

tions then those grevailing in the villages. Thousands of rural
migrants are crowded into squatter settlements in the southern and

eastermn sections of the city. Living quarters frequently consist
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of smell one~roem mud huts which may be shared by more than

one family. Sanitary conditions are far below even the most

minimal standards....Khusneshin labcurers encounter similar

problems in Isfahan, Mashed, Tabriz, and smaller cities,

zlthough perhaps on a smaller scale™.2

Earlier work by William Bartsch, concerned with the employment situ-
ation in the 1956-1966 decade, too, pointed to the existence of “unemploy-
ment" and various degrees cf "under-employment"/"disguised unemplqyment"
in the urban areas.

Apart from the probable inadequacy of the number of jobs available
in menufacturing, the gquality of the employment created also deservés
comment since this will enable us to gain some insight into the effects.
of government policy.

From the available data is is easily apparent that the largest
addition to manufacturing employment over the 1956-1972 period was provided
by small units in rural and urban arezs. Over this period, small units,
defined as employing less than ten workers, created nearly four times as
meny jobs as large units, defined as employing ten or more vorkers.
Yioreover, within the small sub-sector, most jobs were created by what might
be described as 'cottage' or 'household' industries where the self-employed,
part-time, or seasonal labour dominated. TFor example , it has been
estimated that between 1956 and 1966 more than twice as meny jobs were
created in carpet-weaving than in ﬁhe whole of the large scale urban
manuf'acturing.z7

We are not seeking to emphesise the low productivity or perhaps the
'backward! nature of employment in such occupations, rather we wish to

point out that modern and large scale industries which have had all the

incentives and privileges and nearly all the attention of the planners and
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reation. For example, between 1969 and 1971 large menufacturing establish-
ments absorbed an average of 82 percent of all the funds invested in urben

manufecturing, during the same period only an average of 33 percent of the
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ubran manufacturing labour force were working in large establishments.

(b) - The Position of Smell Scele Manufacturing

As has already been mentioned the main recipient of government
incentives have been the large scale and modern manufacturing units. This
is most clear when we consider the allocation of long or medium term credit.
The IMDBI which is the most important source of such funds refuses all
applications for less than five million rials., This in effect deprives
the vast majority of the smaller businesses. The ICB was originally
supposed to fill the gap and provide long or medium term credit for small
firmse TIn practice however, as we have seen, the ICB to a very large
extent acts as an ancillary to the IMDBI, providing working capital loans
for those firms already assisted 6r directly set up by the IMDBI. The
commercial banks, which have had a very rapid growth over the period, have
not assisted the smaller businesses very much either. In fact their main
area of interest continued to be domestic and import trade. It appears
however that towards the end of the period under study the commercial banks
began to take an interest in industrial finance. But small industrial
businesses still fgce many problems in obtaining loans for anything more
than one year., The main difficulty is their lack of ability to provide

29

sufficient collateral covering the loan. Generally speaking, personal
savings as well as loans from close friends and relatives have continued
to be by far the most important and frequent source of finance for small
manufacturing businesses.30
So far as protective policies are concerned, it is almost certain
that, again, the main beneficiaries have been the larger firms. This is
s0 because, partly due to their financial weekness and partliy because of

the kind of market that they cater for, smaller businesses handle a much

gmaller amount of tradable inputs. This is true both so far as their use
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of imported 6apita1 equipment is.concerned and, more importantly, their
use of imported intermediate inputs such as spare parts and components.31

In short thérefore, the policy framework has descriminated against
smell manufacturing units. The wisdom of this policy may be questioned
on two related grounds, the first criticism concerns the important, indeed
predominant role of small units in employment creatién, which we have already
briefly considered.

The second criticism is, in a sense, more importante There is
sufficient evidence, that contrary to what might at first be imagined the
small scale sector is not dominated by handicraft and other traditional
activities, although these provide most of the jobs. In terms of output
and value added however, small units involved in activities defined as

32

'intermediate' and 'modem' are predominant. This has been shown by
an analysis of the structure of small urban manufacturing in 1968. The

results of the analysis are reproduced in table 5-4 below:
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Table 5-4: Gross Value Added (GVA) in Major Small Scale Manufacuring
Activities: Level, Structure and Rank.

Activities GVA in Percent of Percent of Rank in
Million Rials Group Total Total
Traditional®
Carpets 1,469 35.1 6.28 3
Spinning 1,169 27.9 4+99 6
Metal Works 1,137 27.1 L85 8
Other Traditional 419 9,9 $1.78!
All Traditional 4,19, 100.0 17.90
Intermediste®
Bread 5,211 5245 22.4.7 1
Clothing 865 8.7 3,72 10
Suger 678 6.8 2,98 11
Footwear 605 6.l 2.61 12
Bricks, Tiles etce 506 5.1 2.18 1,
Vege 0il and Others 358 3.6 1.54 15
Cereals, Milling 303 3.1 1.33 17
Others 1,459 el (6.60)
All Intermediate 9,985 100.0 42,80
Modern®
Knitting Mills 1,82 21.6 8.01 2
Metal Products 1,38 15.7 5.82 L
Repair Motor Vehicles 1,186 13.8 5.12 5
Wood Works 1,115 13.1 486 7
Cement, Concrete Pro. 901 10.5 3.89 9
Spirits 540 643 2.3, 13
Furniture 349 Lel 1,52 16
Repair Motorcycles 286 33 1.22 18
Others 1,092 11.6 (4+32)
All Modemm 8,659 100.0 37.10

*  See the source for the particular definition of 'traditionalf,

'intermediate' and'modern' activities used.

Source: Robert Mabro, 'Industry', Employment and Income Policies for Iran,

Mission Working Paper No. V., p.21 (unpublished Memeograph).
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The table reveals some interesting features of small manufzacturing
in Iran. First of all, there is a significant degree of diversification.
Thus apart from the production of bread, no oéher activity accounts for
as much as 9 perceat of the total of gross value added. As can be seen,
small scale maznufacturing provideé a very wide range of products including
a large number of mass consumption goods. Secondly, 'modern' activities
are in turn more diversified than the other two categories. Furthermore
a number of ‘modern' activities rank highly in the table. The high ranks
of knitting mills, metal products and motor vehicle repair is particularly
significant, since, broadly speaking these types of activities can act
"as a nursery for the treining of mechanics and craftsmen" and help in
"increasing the familiarity of semi~-modern technology, in creating an
environment where the tools, the mode of thinking and products of an indust-
rial society slowly penetrate".33
In this context, the criticism of government policy is that the
structure of incentives have not helped in the realisation of the potent-
ialities of the small sector. No doubt the small sector has to some extent
benefited indirectly from government action and policy. For example the
strong government protection of the automobile industry has in turn helped
the large number of car repair workshops. More generally, small businesses
have benefited from the generally high level of demand which is again largely
a consequence of substantial public excvenditure, although smali firms have
had only a negligible share of the contracts handed out by the government.
Indirect 'spin offs' of government policy notwithstanding, the above
critiéism still holds. MNore specifically, the structure of incentives

have not encouraged the formation of organic links between large and small
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advanced technology to all sectors of Irenian manufacturing. Instead

the system of incentives has strongly favoured vertical integration.
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In fact it is possible to observe a steady process of vertical integration
among the larger firms all through the 1960'3.33 By 1972 the Ministry
of Economy was pointing to vertical integration as a major characteristic

36

of the evolution of the larger firms in Iran,

ITI - Industrialisation and Economic Development in Iran.

In the present chapter we have so far been concerned with the
effects of government policy on developments in the manufacturing sector
itself. The remainder attempts to deal with somewhat broader issues that
are nevertheless related to developments within the manufacturing sector.
Specifically, we deal with two broad issues that seem relevant for the
subsequent develovment of the menufacturing sector and the economy as a
wholes The first issue concerns the place of manufacturing in the national
economy in terms of its links with the other economic sectors. The
second, and closely related issue, concerns the relative performances of
the agricultural and manufacturing sectors. This is very important since
by 1972 agriculture and related activities still provided employment for
4O percent of the labour force and a livelihood for over 60 percent of the

total population of the country.

(2) - The Place of kanufacturing in the National Economy

By 1972 manufacturing activities were responsible for generating

37

nearly 16,5 percent of GNP in Iran, In 1959, the earliest year for

which reliable national income data are available, manufacturing value

38

added accounted for § percent of GNP, Thus, over the 1955-1972 period,
the share of manufacturing in the GNP must have nearly doubled. Over
roughly the same period ', the percentsge share of manufacturins emnplovment
39

in totazl labour force increased from about 13.4 to nearly 19.8.

Cver this period menufacturing has been the fastest growing non-oil
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sector.l"o In terms of its contribution to overall development, the
rapid growth of menufacturing has undoubtedly had some positive impact
to the extent that it has stimulated the growth of such activities as
construction, transport and a number of other services. More generally,
it is probably also reasonable to suggest that the expansion of menufact-
uring has produced certain extemal economies; it has facilitated the
gradual training of skilled labour and menagement, influenced the rate
of urbenisation and brough about 'z slow transformation of a traditional
milieu into a technically orientated em’r.ironment'.z"1

But in spite of this menufacturing activities were still rather
isolated from the rest of the economy. This is particularly true of
the more recently established industries, The older industries such
as textiles a,d the smaller business generally were relatively more
integrated into the domestic economy. In fact, as was briefly noted in
chapter 2, most of the newly established manufacturing industries to a
large extent were engaged in assembly operations using imported parts and
components. Table 5-5 below shows the share of imported invuts in the
sgles value for a number of commodities in 1969. There is no reason to
believe that between 1969 and 1972 the situation changed a great deal, A
number of projects for the domestic production of imported inputs were
undertaken in the late 1960's and early 1970's and by 1972 most of these
were still either under construction or had just come on stream. Subse-
quent to 1972 an increasing number of these projects have started operation
with various degrees of success. However no detailed information in this
regard is yet available.

As they are, the figures in table 5-5 clearly indicate that Iranian

o
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activities based on imported material. The former category include some
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Table 5-5: Iranian Industry: Import Dependence (1969)

Share of Imported inputs

Light Consumer Goods in Sales Value@
Sugar 2 Percent
Meat Packing 10

Cotton Textiles 10-20
Footwear 10-20
Canned Fruit and Vegetable 40

Woollen Textiles 50
Vegetable Cils 60
Pharmeceuticals

Durzble Consumer Goods
b

Electrical fans 26
Radios 37-50
Space heaters . 40
Refrigerators 40 (understated)
Air Coolers 60
TV Sets 60
Trensport Equipments

Diesel Engines 33-43
Trucks 148
Buses n.a. (Probebly as Trucks)
Passenger Cars 50
Tyres 50
Intermediate Products

DDB (Dodecil Benzane)b 10
PVCD 10
Caustic Soda 10
Glass (Sheet) 10
Paper 25
Paints L5
Synthetic Fibres n.a. (above 507)
Rolled Steel 60
Capital Goods

Cement 20
Carbon Steel 20
Telephones 20
Electric Meters 20
Telephone Exchanges 20
Steel Wires 30
Pumps 40
Transformers 45
Neklne £E-2n
Blectric Switchgear 80

a) Imported components include material, semi-finished products and spare
parts. Both direct and indirect imports are included. (the indirect
content being defined as imported materials bought on the home market
rather than directly imported by the user)
(b) Project under construction; planned values.
Source: Dragoslav Avramov, 'Industrialisation of Iran: The Records, The
problems and the Prospects!, Tahgiqate~e-Eqtesadi, Spring 1970, ppl9~20.
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of Iranls older industries such as textiles, food processing and construc-
tion materials. This category also includes more recently established
industries producing intermediate chemical and petrochemical products.

It should however be remembered that the figures in table 5-5 pertaining
to this latter group of products are mostly project estimates referring to
the planned rather than the actual ratio of imported inputs in total sales
value. e have no information on the subsequent performance of the
projects in question,

The import intensive category includes nearly all the more recently
established import-substitute activities. These include all those indust-
riesvproducing domestic appliances, automobiles and other transport equip-
ments, steel products and capital goods that are material :‘Lnﬂl:ens:‘un.e.br2

The high import dependency of the fastest growing sections of menufact-
uring in turn implies that its linkages with the rest of the economy in
terms of inter-sectoral purchases is rather limited. A study by the
International Lebour Crganisation which developed a Social Accounting
Matrix for 1972, showed that six industry groups which between them nearly
exhaust the list of Iran's newly established manufacturing activities -
transport equipments, chemicals, basic metals,metal products, machinery
and non-metallic minerals - purchased only 4 percent of the total domestic-
ally produced intermediate goods.hB The same group of industries provided
only L.6 percent of total sales of domestically produced intermediate goods
to other sectors. These facts clearly indicate that the establishment of
new activities had not yet transformed manufacturing into a 'leading' sector

in the sense of it pulling the rest of the economy by imparting an impetus

and widespread linkagese

(b) = Manufacturing, Agriculture and Economic Development

So far as the above situation is concerned, Iranisn agriculture provides
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a2 case in point. Newly established activities have virtually no
contact with agriculture. and live-stock sectors. The older industries
producing light consumer goods such as cotton textiles and a number of
processed foods obtain the bulk of their raw materials from agriculture
and live-stock sectors. But with the development of manufacturing and
the growth of new import-dependent activities, the importence of agric-
ultural inputs in menufacturing activities as a whole has declined.

By 1972, all manufacturing activities were purchasing only about
16 percent of their intermediate requirements from the agricultural and

L

live-stock sectors, In the same year, agriculture and live-stock bought

about 13 percent of their intermediate requirements from manufacturing.45
Thus, it appears that manufacturing's forward linkage with agriculture is even
weaker than its backward linkagei agriculture is not a significant market

for the products of manufacturing.

These facts lend further support to earlier statements regarding the
isolation of the manufacturing sector from the rest of the economy. At
the same time these facts point to the rather primitive state of Iranian
agriculture. Thus not only does agriculture use smell amounts of domest-~
ically manufactured inputs, but its imports of such items are also sme.ll.L"6
This is in sharp contrast with menufacturing which in 1972 absorbed about
75 percent of all intermediate imports.

Considering the period as a whole, the performance of agriculture and
live-stock has been very disappointing, Available data show that over
the 1959~1971 period value added by agriculture and live-stock grew at
L7

an average compound rate of 3.2 percent in real terms. Cver the same

time period, Iran's population grew at an average annual rate of 2,9 per-

L8
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to keep up with the growth in population. But in the context of the

Iranian economy, Where per capita income has been rising very rapidly and
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where the population's propensity to consume food is quite high, this is
not a very satisfactory performance.49 In fact in the late 1960's and
early 1970's the govermment resorted to increasing food imports to meet
domestic demand and dampen down inflation. This, in turn had been due
to the fact that for a éignificant number of food items, particularly
live-stock products such as red meat, imports have not been an adequate
substitute for the domestic product and have encountered consumer resist-
ance.50

Considering the reasons for the sluggish performance of agriculture,
it should , from the outset be realized that rapid growth and development of
agriculture in Iranian conditions is a very difficult task. The greater
part of the country escapes being a desert very narrowly indeed. Cutside
the Cespian littoral, water shortage is a very serious problem all over the
country. The rural porulation is very svarsely settled over & vast terrain.
The last Population Census in 1966 revealed that about 8 percent of the
rural population lived in villages with less than 500 inhabitants,
Furthermore, 61 percent of rural population lived in villages with less
than 250 inha'bitants.51 The implications of this in terms of infra-
structural requirements of rural developrment are obvious. Providing
every village with adequate feeder roads, irrigation networks, basic educa-
tion and health facilities, and various extension services - all necessary
ingredients for sustained rurel development - is very expensive.

Inherent difficulties apart, government policy is nevertheless in
large measure responsible for the relative stagnation of agriculture in
Iran. To some extent, of course, this reflects a conscious choice. Thus,
as we noted in chapter three, one of the major reasons for emphesising

industrial develorment in the Fourth Plon wac that Manldilin 4hr sovdmlinrn?

sector, it is less affected by natural and climatic conditions, (and that

it) is more capable of adopting the nature of its products to the require-
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ments of the economy“.szi Therefore the various protective and promotional
incentives that manufacturing has enjoyed should be regarded as, in effect,
a conscious discrimination against agriculture. The easisst way to demon-
strate this point is to note that, in sharp contrast to the manufacturing
sector, private enterprise has been a far less important factor in the
development of agriculture. During the Fourth Development Plan for example
only about 1l.2 percent of all private investment was absorbed by agricul-
ture and related activities.s3 This is very small considering that even
by 1972-and after years of relative decline - the agricultural sector gener-
ated about 20 percent of GNP in Iran:

Public developgment expenditure, too, has not fawoured the agricultural
sector. Thus during the Third Plan, even though agriculture was designated
as "the most important sector in the economy"”, only about 4¢ billion rials,
representing 21.3 percent of total public development expenditure was actu-
ally spent on agriculture.54 Moreover, the above figure covered expend-
iture on such diverse activities as irrigation, land reform, rural development
and conservation of natural resources among others., Development expenditure
was therefore rather thinly spread on a wide range of activities.55

During the Fourth Development Plan fixed investment expenditure by the
public sector in agriculture and animal husbandry was projected at 24.0
billion rials. This represented only about 6.2 percent of total fixed

56

But it appears that the government has

57

investment by the public sector.
had difficulty in spending even this small allocation,
VWe have already noted one important implication of the slow growth
of agriculture: inflation and mounting food imports. Ancther implication,
which is of a more fundamental and long term character, relates to the
distribution of income.
Although no data directly relating to the distribution of income in

Iran are available, there are sufficient indications that the distribution
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of income in the country is highly unequal, Cne useful indicator, for
example, is the distribution of family consumption expenditure. 1In
table 5-6 below we present a decile distribution of family expenditure

relating to 1969:

Household Deciles % Share of Total Cumulative
(Ascending order) Consumption Percentages
Lowest Decile (D1) 1.5 1.5
(p2) 2.5 4.0
(D3) 4O 8.0
(D) ka5 ‘ 12,5
(p5) 5.0 17.5
(D6) 65 24,0
(p7) 8.5 3245
(p8) 11.0 | L3¢5
(p9) 1645 60.0
Highest Decile(D10) 40.0 100.0

Source: H. Cshima, 'Income Distribution' Mission Working Paper No.IT,

International Labour Crganisation Mission on Employment and Income

Policies for Iran, (Unpublished Mimeograph, Feb. 1973), pelk.

The table shows that consumption expenditure in Iran is very unequally
distributed. It should also be remembered that the distribution of

income is more unequal than the distribution of cnsumption expenditure
since the higher income groups obviously save a great deal more. For the
lowest income groups, in fact, there are several pieces of evidence vointing

to significant dis-savings. For example it is well known that a large segment

of the rural population is almost perpetually in debt, either to rural

58

money-lenders or to government banks.
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Another indication pointing to a very unequal distribution of
income is the apparently high Engel coefficient (the iraction of national
income spent on food) in Iran. It has been estimated that in 1966-67
the Engel coefficient for Iran was 41 percent. This fact is consistent
with great income inequality because it implies that there are large
numbers of families in the low income brackets who have very high Engel
coefficients while the small number of high income families with low
Engel coefficients do not offset the former.59

In short, so far as the distribution of income is concerned, 'an
extreme form of dualism (has) developed in Iran with very high incomes
in the top deciles anu very low incomes in the lower deciles and
relatively low incomes in the middle deciles”.6o

IF'urthermore, the relevant point from our point of view is that
probably the single most imuortant source of this inequality is the
large gap between fawmily incoumes in rural and urban areas. Lstimates
for the ratio of rural-urban family incomes vary from 1:6 to ’I:l+.6,|
Moreover, it would seem reasonable to sugéest that the relative
position of rural families in the distribution of income has deteriorated.
This view is supported by the widespread existence of a heavy debt burden
already referred to and alsc by the fact that a large part of the rural
population (including nomadic tribes) have benefited very little from
the increase in national income:

"Some 1.3 million (rural families) who have not joined (rural

cooperatives) are very badly off: their land is located in remote
dry areas and cannot be irrigated; often they have no access to

transport and communications and are therefore isolated from the
rest of the economy".62
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Concluding Remarks

In this study we have shown that Iranian manuf:acturing industry,
actively stimulated by varicus incentives, has grown very rapidly since
the middle of the 1950's. We have also shown that, as in most other
.developing countries, this growth has been import-replacing and
oriented towards the home market while export expansion was not a
significant part of the policy package for most of the period under
study. In the early 1970's the government has apparently paid more
attention to exports, but this has not as yet seriously affected the
character of manufacturing greowth in Iran.

Chapter 5, dealing with the problems of import substitution in
Iran, suggested that government policies may have been unduly in
favour of capital intensive industries and processes and that over the
period under study urban unemployment seems to have been a serious
problem, There is alsc overwhelming evidence of a very unequal
distribution of income and the slow growth of agriculture in Iran.

As we noted in the first chapter this situation can have adverse
implications for the future growth of manufacturing because it limits
the size of the domestic  mgrket. In other developing countries,

in fact, this seems to have been an important factor in explaining
the slowing down of industrial growth after the initial rapid gains
of import substitution.

We have found no evidence of this in the case of Iran, however,
In the last few years of our period in fact there was a rapid

acceleration of manufacturing growth. It can be stated with

reasonacie coniidence that, even without the four-iold increase in oil
prices that took place in 1973, the prospect for the continued growth

of manufacturing in Iran would have remained satisfactory. The reason
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for this of course is that even before 1973 Iran's oil revenue was
considerable and was growing steadily.

In other developing countries problems such as excessive canital
intensity, unemployment and backwardness of agriculture often set an
immediate obstacle in the way of continued rapid manufacturing advance.
This can be easily seen if manufacturing growth is based on import
substitution, since once imports are substituted future growth has to
be based on the growth of domestic incomes. But even if the strategy
chosen is export orientated, problems could arise since it may well
be that successful export: need a fairly large domestic base.

Iran is much more fortunate in this respect, because oil revenue

provides for the possibility of expanding markets independently of what

happens to the distribution of incomes or agriculture. Hence after
the initial replacing of imports of consumer goods manufacturing can
take advantage of the oil-based exogenous groﬁfh in incomes. Even
though industries may be very inefficient and high cost, they could
still hope to gain from the rise in incomes and expand their markets,
much more easily than industries in other countries less fortunate than
Iran. Generally speaking, it may well be justified to remark that,
whereas in other developing countries one can distinguish between

'easy! and 'difficult' stages of import substitution, in Iran the

whole process is relatively 'easy'.
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