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STELLINGEN

behorend bij het proefschri ft van A. ikani:

The dynamics of inflation in Iran 1960-1977.

1. While monetary forces are important in the inflationery complex, inflation,
especially in the developing countries, is not purely a monetary phenomenon
which only requires appropriate monetary measures to counteract it. In most
developing countries the physical, structural and institutional constraints on
the supply side form a major bottleneck to higher output and a significant
factor in generating domestic inflationery pressure.

2.  Despite its theoretical deficiencies and practical difficulties, monetarism has
recently becoine very attractive. This is perhaps due, on the one hand, to the
simplicity of the theoretical framework it proposes and to the fact that it
reduces the task of economic management in our complex world to the appar-
ently simple act of controlling the growth of money supply at a well-publiciz-
ed and non-inflationery rate and, on the other hand, to the fact that in some
cases it provides a powerful reinforcement for the ideological beliefs of those
policy makers, especially in the United States, who ardently believe in pure
laissez-faire and the magic of market forces.

3.  The Iranian experience of 1975-77 demonstrates quite clearly that it is ex-
tremely difficult to repress a rampant inflation within a short period of time
through a draconian price control system even if a country has a strong dict-
atorial regime.

4. While historical experience confirms that a dynamic agricultural sector plays
a crucial role in supporting overall growth, in many developing countries the
net effect of economic policies has been to create a bias against agriculture
and rural development with many unfavourable consequences. To restore
momentum to agriculture, - through fiscal, price and foreign exchange rate
policies - should be therefore the first task of the policy-makers in the Third
World.

5.  The considerable heterogeneity of developing countries clearly suggests that
deterininistic theories of growth and universal prescriptions are much less
valid now than they were in the mid 19505, when the dicipline of development
economics was in its infancy.

6. Most underdeveloped countries spend a relatively large proportion of their
resources on defence. This obviously diverts resources that otherwise could
have gone into investment in the civilian sector which in turn would have
added to their productive capabilities. Recognizing the competition for re-
sources between development needs and the military expenditure, it is clear
that in most developing countries a reduction in defence outlay would aug-
ment their resources available for economic and social development without
necessarily reducing their internal and external security.



7.  An important lesson to be learned from the Iranian Revolution is that if rapid
socio-economic transformation is not accompanied with the development of
political institutions it can promote political unrest. In the majority of the
dbveloping countries, particularly those of the oil-rich Middle East, despite
the impressive economic growth, no serious attempt have been made to
broaden political participation. Consequently, the channels of communication
between the political elite and the general population are blocked. This isola-
tion makes these regimes more prone to revolutionary upheavals.

8. Critics correctly argue that the IMF favours short-term internal and external
balance at the expanse of economic growth and employment, that it is indif-
ferent to the high economic costs of the Fund-supported adjustment policies
as well as to the social and political consequences of its stabilization measur-
es. Despite its drawbacks, the Fund is however potentially of great signific-
ance to developing countries and its activities should be expanded.

9.  The debt crisis of the developing countries should be recognized as a problem
of the international community and be tackled not only through rescheduling,
interest rate caps, extension of the IMF's compensatory financing facility,
increased World Bank lending, but also through real resource transfers to
LDC's and by readressing development objectives and reshaping development
policies.

10. Model-building in economics and econometric techniques should serve as a
tool of empirical scrutiny. It should not turn the economist into a pure tech-
nician or ideologue, using computers in such a way that the economist's data
fit into his theory.

11. The accident at the Chernobyl nuclear reactor and the pollation of the Rhine
- to take two recent examples - demonstrate clearly that the environmental
issues can and should no longer be considered as mereby marginal phenomenaof our societies. It is high time for the governments to exercise more vigor-
ously their powers to stop environmental spoilage at home and to communi-
cate more quickly and cooperate more closely with other governments to
prevent and/or limit such disasters.

12. Recent years have witnessed a renewed debate about the volume and the
effectiveness of development aid. While there is no question that in the cur-
rent world economic environment the poor countries should receive more aid
and should have more access to the flow of concessional assistance there is
nonetheless considerable room for increasing the effective utilization of aid
in the recipient countries by more closely coordinating development and aid,
and by avoiding wasting resources on "white elephants" for prestige purposes.

13. It is indeed difficult to disagree with Christian Stoffaus when he says: "It is
often said that happy countries have no history and no historians. It may alsobe pointed out that prosperous nations have no economists". (Cited in Michel
K. Eavns, The Truth About Supply-Side Economics, New York, Basic Books,
1983, p. vi.)
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INTRODUCTION

Inflation - a persistent upward movement in the general price

level or, equivalently, a persistent downward movement in the

purchasing  power of money - is a world-wide problem. In the

industrial countries, after creeping upwards in the 1950s and

196Os, inflation shot up more drastically in the following

decade when rates of 12 to 25 percent per annum were the

highest recorded for those countries for many decades

(Todaro 1977: 382). On the other hand, attempts that

developing countries have made within the last two decades or

SO, to attain higher growth rates, have also generally been

accompanied by high rates of inflation. It is well-documented
that  less developed countries (LDCs) suffer more from  rapid

inflation than  do the developed countries. In 1979, for

example, of the 21 countries recorded by the International

Monetary  Fund (IMF) as having price increases of 15  percent
or more, all but one (Sweden) was a developing country

(Killick 1981: 1). Thus, inflation has now become a most

pressing  economic problem for both developed and  developing
countries.

During the inter-war period the bulk of economic

literature was  concerned  with  the  problem of massive

unemployment. Similarly, the spiralling inflation which has

spread  like  wild-fire throughout the world since the  early
197Os, has forced economists to re-examine their views on its
nature and causes and  on  the  most appropriate policy

responses to it. In consequence, a great deal of literature

has emerged on the subject. Nevertheless, a single or simple

answer to the inflation problem has still to be found.

In the 1950s and early 196Os, the major feature of the

debate on inflation was the distinction between 'demand-pull'

and 'cost-push' factors. Demand-inflationists argued that

inflation was largely created  by excess demand in  the

domestic market, and stressed government over-spending, aimed

at achieving full employment, as its principal cause. Cost-

inflationists, on the other hand, assumed that inflation was
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caused  by  factors of production trying  to  increase  their
share of the total product by raising prices. The former

school advocated  conservative demand  management  policies,
with an inevitable rise in unemployment, while the latter

school recommended incomes policies: measures aimed at

halting inflation without sacrificing employment.
Since the late 1960s the debate has shifted to the

monetarist/non-monetarist argument. Monetarists believe that

inflation  is  the central problem of our times, from which

spring all other evils of unemployment and low growth. Until

inflation is beaten, they proclaim, growth cannot be resumed;
when it  is beaten, growth Will look after itself.

Furthermore,  monetarists  broadly  claim that 'inflation  is

always and everywhere a monetary phenomenon' (Friedman 1970:
24) which arises when money supply expands faster than  real

output; and that its cure lies in the correct management  of

the  money supply. Non-monetarists argue that 'our  present
troubles are not of a monetary character and are not  to  be

cured  by  monetary means' (Hicks quoted in Laidler & Parkin

1975: 741). Inflation, they emphasize, is not  merely  a
technical economic problem; rather, it is a complex socio-
economic and institutional problem. Behind it are  questions
of social justice  and equity, of struggles between the

different  groups  and  classes  in society  to  secure  more
favourable positions. The problem of inflation, therefore,

cannot  be  solved by marginal economic adjustments  such  as

changes in  the  money supply. To stop inflation, they

maintain, a  broad  range of policies with wide coverage of

various imbalances  are required. While there are wide

differences of  opinion as to the nature and causes of

inflation, it  is  generally accepted that  it is socially

unjust and  that '....it is only the dominant social groups

who generally manage to keep ahead of rising prices; the less

powerful or  socially  disadvantaged groups may suffer

substantial hardship .... and thus the weaker sections of the

community  may  be  increasingly impoverished  by  inflation'
(Jackson et al 1972: 62).
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Since  inflation  continuously reduces the purchasing

power  of the weak and poor to the benefit of the strong  and
rich, it is potentially dangerous and can  generate  social
tensions and conflicts. Moreover, since inflation increases

the  riskiness of investment and uncertainty in the  economy,

it makes forward planning more difficult and tends to distort
the  composition  of investment in favour  of  quick-yielding

speculative  projects and, hence, the mal-allocation of

resources.

Its serious economic, social and political consequences

cause inflation to be regarded by almost all governments as a

severe problem. Stopping inflation has become an increasingly

important item on government agendas.
The Iranian economy suffered from rapid  inflation  in

the 19705. Until the beginning of that decade prices  rises

were  relatively moderate. From 1970 onwards, however,
inflation attained new dimensions. It is an open secret that

special  price indices were produced which tended to  reflect

what prices ought to have been rather than what they actually
were. Even  according  to these doctored official figures,

however,  price indices showed an accelerating trend. Between
1973 and 1977 the Consumer Price Index (CPI) rose at an

average  rate exceeding 15 percent; it seldom rose  by  less
than  10 percent in any year and in one year it increased  by

as much as 25 percent (see Table 3.1). Housing showed  the

biggest rise in the CPI, followed by food and clothing. After
the sharp rise in petroleum prices in 1973, food prices rose

by as much as  30 percent per annum. In Tehran, land

speculation and the influx of many foreign nationals, caused

rents to soar by 300 percent between 1974 and 1976 (Halliday
1979b: 164). Rampant inflation hurt the middle class and

drastically  reduced the purchasing power of the urban  poor.
The  industrialists and bazaar merchants had the most to gain

during the inflationary years of the early 197Os;

nevertheless in 1975 governmental measures intended to reduce
inflation through the imposition  of a harsh 'anti-

profiteering campaign' and price control system, aroused
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their wrath. Virtually all social strata were thus hurt

either by mounting inflation or by the government's  approach
towards stabilizing the price level. It was hardly surprising

that the 1977-79 revolution saw a mass uprising against  the

Pahlavi regime.

The purpose of this study is two-fold. First, to investigate
the nature and causes of inflation between 1960 and 1977.

Second, to analyse the dynamic response of prices to changes
in some important  variables  so that the individual

contributions  of those variables to the rate of changes in

prices might be estimated.

We  begin  in Chapter I  with  a general survey of

political history and socio-economic trends in Iran from the
classic ages up to the 1977-79 revolution. The discussion
focuses largely on politico-economic transformations under

the Pahlavi dynasty, especially after the 1953 coup. This

background  is essential for an understanding of  the  nature

and  orientation of Iran's development strategies during  the
1960s and 1970s. In  Chapter II we explore the theory of

inflation. Although inflation is a major world problem, there
is little agreement among economists as to its causes or  as
to its solutions. These two chapters provide a basis for the

descriptive, analytical account of the dynamics of inflation

from  1960  to 1977 given in Chapter III. Chapter IV then

subjects Iran's inflationary experiences to an  econometric

study  in an attempt to estimate the contribution that  major

inflationary  sources  made to the  country's  general  price
level. Finally, a  summary and our conclusions are given in

Chapter V.

CALENDAR AND CURRENCY

The Iranian calendar year starts on 21 March and ends on  20
March. Between 1959/60 and 1972/73 one US dollar was

equivalent  to  about 75.75 rials, and to about 69.0 rials

between 1972/73 and 1977/78.
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I

THE IRANIAN POLITICAL ECONOMY

Introduction

This chapter  provides  a brief account of the Iranian

political history and socio-economic developments from the

classic ages up to the late 1970s. The discussion, however,
focuses largely  on politico-economic transformations  under
the Pahlavi dynasty, especially after the 1953 coup d'etat.
This background is essential for an understanding of the

dynamics of inflation in the country, because we believe that

in  a  developing  country such as Iran, economic problems

including inflation cannot be accurately analyzed or

appraised  without first analyzing the polity and society  in

which the economy operates.

1.1 The Classic Age

The  origins of the Iranian nation are still wrapped in  some

mystery. It seems, however, that about 1000 BC, after a slow

penetration lasting several centuries, Iranians finally

settled in the valleys and plains of the Zagros mountains  on
the borders of the Sumerian, the Assyrian and the Babylonian

empires (Ghirshman 1978: 73-74). Among the several tribes or
groups who settled in the mountains of Iran, the best known
were the Medes and the Persians. The Medes occupied the

region now known as Kurdistan and Azerbijan, and established

a  kingdom with its capital at Ecbatana (the modern Hamadan).
The Persians settled further south in what is now known as

the Province of Fars (Groseclose 1947: 14). From the eighth
until  the sixth century BC the Medes developed  increasingly

into a state with a king and an organized government, and

came  into  prominence chiefly through their  wars  with  the

Assyrians which culminated in the fall of Nineveh in 612 BC.
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In the meantime, the Medes gained suprerracy over Persians  but
this was comparatively short-lived. In about 550 BC Cyrus the

Great, a vassal-king of the ruling family of ancient Persia,
the Achaemenians, revolted against his overlord, Astyages.

Cyrus conquered  Media and united the two kingdoms, thus

laying the foundations of the first Iranian dynasty, the

Achaemenids (Maclean Todd 1963: 90). Cyrus then started  a
series  of campaigns to the east and west. His Son and

successors followed-up  his conquests and when Darius came to
the throne towards the end of the sixth century BC, he found

himself ruler of a vast empire which extended from the Panjab
in North India to Macedonia on the Danube.

Violent upheavals in all quarters of the Empire, which

had started on the death of Cyrus's son, Cambyses, were

followed under Darius by a period of reconstruction  and

administrative reforms. The vast dominion was divided into

twenty 'satrapies' or local governments, each under a satrap
or 'protector of the king'. He also set up a central secret

police, the 'Eyes and Ears of the King', whose duty was to

keep  an eye on the satraps as well as to inform the king  of

any signs of rebellion. Furthermore, to maintain liaison

between the  different parts of his Empire and his  capital,

Darius created a network of roads; built caravan serai;

issued coinage and introduced a comprehensive tax system, all

reforms which affected both society and politics and restored

stability to the throne (Ghirshman 1978: 144-46).

Darius placed the administration of the Empire on  such

a  firm  footing that the machine continued to function for

almost a century and a half after his death, although most of

his successors proved incompetent. Despite his wise measures,
however, court intrigues, rivalries and bloody struggles for

power within  the  royal family on the  one hand, and the

failure of the later  Achaemenid kings to achieve the

political  and  economic unity of the Empire  on  the  other,

ultimately  delivered  Persia into the arms of Alexander the

Great of Macedonia, who destroyed the Achaemenian Empire in

331 BC and incorporated it into the Greek Empire. The Greek
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occupation lasted about two centuries. It influenced certain
outward  and material aspects of the Persians, but had less
impact on the spiritual and religious life of the people (See
Ibid: Ch.5).

The Greeks were succeeded  by the Parthians who,

although of Persian origin,  were considered as foreigners by
people in the west of the country. After the passing of their
loosely feudal state, Iran regained its independence  under
the Sassanids from 224 AD (Ibid: 290), who originated in the
Province of Fars. Ardeshir, the founder of the dynasty, and
his successors revitalised Zoroastrianism, the Persian state
religion  which had been vitiated under the Parthians. They
also established a strong central power to curb the turbulent
feudal aristocracy, built up a well-trained regular army and
provided the country with an efficient administration.

Under the Sassanids, as under the ancient Achaemenians,
the social structure of the country was so rigid that it  was
almost impossible to pass from one class to another, higher
one. At the apex was the head of the State, King of Kings,
whose absolute rule was based on divine right  but  whose
autocracy  was restricted by the religious hierarchy and  the
feudal aristocracy. Under the king were four classes  which
increased in size towards the base: (1) princes of the royal
blood and military commanders; (2) religious officials, the
Magi; (3) bureaucrats (including physicians, poets,
astronomers, biographers, etc.); and (4) peasants, shepherds,
merchants and artisans. Serfs and peasants, who formed the
great mass of the population,  were attached to the land  and

bought and sold with it (Ibid: 309-310).
Another similarity with Achaemenian times was that  the

domestic economy was based on agriculture. Agricultural
production  was  mostly  on large estates  belonging  to  the
nobility  and state, worked by serfs and by slaves who  were
brought back from successful wars. Although the national
economy, at least  during the first half of the Sassanian
period (224-651 AD), was very prosperous (Issawi ed. 1971),
the lot of the peasants deteriorated drastically, mainly due
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to the fiscal system. The bulk of state revenues came Frnm

duties levied on the land which, eventually, had to be

extorted  savagely from the peasants. Apart from  incredible

cruelty  and injustice, this created a huge gap between  the

peasants and their masters and exacerbated the internal

situation of the country.
Given  the  circumstances  everything was ripe  for  a

social uprising, and at the beginning of the sixth century,

during the  reign of King Oubad, a social movement led  by

Mazdak gained ground. The Mazdakite movement, which has been
described bv certain scholars as Iranian communism, was in

fact  a  way  by  which  socially  oppressed  classes  showed
resistance to their oppressors (Ghirshman 1978: 302). Mazdak,

a religious leader who originated  the movement, demanded

fundamental social reforms by which to improve the lot of the
poor. The  essential point of his doctrine was that all men

are born equal and therefore have the right to maintain

equality through life. As  a logical deduction from this

principle, Mazdak asserted that none had a right to  possess
more than others and hence that a community of all property
was essential. Mazdak's ideas spread through the country and
his supporters grew rapidly in numbers. Perhaps even  more
interesting is that King Qubad, who probably hoped to use the

Mazdakite  movement  as  a countervailing power to  the  big
feudal elite, himself became a convert to the teachings  of
Mazdak and introduced a number of social reforms that were

inspired by its tenets. However, in a society such as that of

the Sassanian Empire, whose  social system  was  based  on
family, property and rigid class distinctions, Mazdak's

progressive ideas could not be tolerated  by  the  ruling
rlasses. Not surprisingly, therefore, Mazdak and his

supporters aroused the anger and hostility of the nobles  and
the orthodox Zoroastrian priests, who  had  gained  great
influence in and outside the palace, and led to the eventual

brutal suppression of the movement. Nevertheless, Mazdakism

was both a symptom and a further cause of the social

disintegration  and economic retrogression  which  eventually
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broke down the Sassanian dynasty (Issawi ed. 1971: 6).
The political history of the Sassanids is a long series

of wars with the Romans in the West, the Huns and Turks in

the East, and the nomads in the North. Wars with Rome were

begun by Ardeshir and continued by his son, Shahpur, who, in
about 260 AD, inflicted a great defeat on the Roman army and

took the Emperor Valerian captive. Most of the later Sassanid

kings were incompetent rulers, however, and  the  Empire

steadily declined. The Romans regained their lost ground, and

nobles  and  priests  asserted themselves against  the  royal

power  which  had  already been  weakened  by  inter-dynastic

struggles.

At  the  beginning of the seventh century anarchy

prevailed in the Empire and, just as before the fall of the

Achaemenids, prince  after  prince was crowned  only  to  be
assassinated within a few months. During the five years

between 629 and 634 AD, for example, no less than eight kings
succeeded one another on the throne of Iran (Sykes 1951:

489). In default of men, women were even placed on the

throne, such as the two daughters of Chosroes, Pouranducht

and Azarmiducht (Ghirshman 1978: 308). Thus, the strength of
the Sassanian Empire, already sapped by long and  terrible

years of warfare with neighbouring countries, was further

weakened  by its rotten social structure; by class conflict

and strife, and by revolts against the crown. The days of

Sassanian Iran were numbered and it proved already too late

to save the Empire. In 636, decisive battles between Iranians

and Arabs were fought at Qadisiyeh, near Hira in Mesopotamia,
and Six years later on the plain  of Nihawand, south of

Hamadan. On both occasions victory went to the Arabs even
though their  equipment  was far inferior to that of the

Iranians. The Arab faith was very strong, however. In fact,

the Islamic doctrine that all people, regardless of colour,
race or class, are equal, short-circuited any Iranian

opposition: the great majority of Iranians had already  been
alienated by the bad social conditions under the Sassanids.

Thus, the  Empire of the Sassanids and with it the  national
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religion  of Zoroastrianism fell from the grasp of Yazdegerd
III, the last feeble ruler of his house who, like the last

Achaemenian, was assassinated in the neighbourhood of Merv in

the year 651.

As a result of the Arab invasion Iran, with many

centuries  of imperial history behind it, became part of the
Islamic world; Islam replaced Zoroastrianism as the state

religion, and  Persian (or Farsi) became heavily affected by
the Arabic vocabulary. During its history the  country  had
suffered numerous invasions by world conquerors from Central
Asia and had endured alien domination, but none of this had

made any  deep  and lasting impression upon the moral and

social spirit of the people. The Arab conquest, however, one
of the most important events in Iran's history, caused far-

reaching changes and permanently transformed the character of

society. Iran underwent some 150 years of complete political

domination by its Arab conquerors, but this was not to be its

last experience of foreign rule: a string of Seljuks, Turks,

Mongols and  Tartar tribal dynasties ruled the country for

periods  of varying length during the long  interval  between
the nineth  to the early sixteenth century. The history of

this lengthy interregnum is one of wars and invasions, of

dynasty rapidly following dynasty, of devastation of land and

burning cities, and  of the erection of pyramids of human

skulls by the invaders.
At last, however, independence  came to Iran in  a

manner that would have least been predicted when it suffered

defeat by the Muslim Arabs. It was by the very religion which

overthrew the Sassanid dynasty that Iran arose once again  as

a political entity.

1.2 The Safavid Era, 1501-1722

The beginning of the sixteenth century saw the  re-emergence
of the Persian  Empire under the Safavid dynasty, the

foundations  of which were laid by Ismail Safavi (1501-1524).
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Safavi claimed descent from the prophet Mohammad, and at  a

time  when the majority of his subjects were Sunni,  he  made

Shiism the official religion of the country.
The issue of the succession of the prophet Mohammad is

the great political schism that has divided Muslims into

Sunni and Shii sects. Shiism was, in origin, a  political

movement which supported the claim to the Caliphate of  Ali's
house. Shiis  believe that Mohammad formally designated Ali,
his cousin and son-in-law, as his successor at a ceremony at

Qadir Khum in 632, and therefore that the mantle of Prophet

should pass to Ali. After the death of the Prophet Mohammad,

however, the succession went by election to Abu-Bakr, one of

the Prophet's companions, and subsequently to Omar and

Othman. At last, on the death of Othman, Ali as fourth caliph
obtained the succession. The Shiis rejected the principle of

electing the caliph from among the Prophet's  companions,

however; they contended that Mohammad's kin had a prior claim
to leadership  of the Muslims, and therefore regarded the

first  three  caliphs as usurpers  and illegitimate (Akhavi

1980: 2-3). Thereafter, Ali and his descendants, the Imams,
became the symbols  of a recurring demand for justice  and

equality; and the Shii movement became the  expression  of

political and social discontent for disaffected elements in

the  vast Islamic Empire, especially in Iran where  religion

and politics were always closely linked.
In 1501 Shah Ismail announced that Shiism was to be the

official religion  of the Safavid state. This was a  most

important decision. Ismail took advantage of the driving

power of a dynamic religious ideology in his attacks against
the Sunni Ottoman Empire, the major power in the Islamic

world in the sixteenth century, with whom the Safavid were

engaged in a long  struggle for supremacy in the west.

Moreover, the imposition of Shiism as the state religion,
which has had a significant impact on the whole course of

subsequent Iranian history, produced a greater awareness of

national and political identity among the people and made it

possible to create a powerful centralised government (Savory
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1980: 27-30).
From that time on, Iran followed the Shii branch of

Islam in its Twelver variety, Ithna Ashavi. Twelver Shii

believe that the religious-political leadership of the Muslim

community after the first Imam, Ali, passed to eleven of his

direct descendants. They also believe that the infant Twelfth

Imam  went  into seclusion in the last quarter of  the  ninth

century and will remain in hiding until the end of time, when
he will return to earth as Mahdi, or Messiah, to institute

the  millenium  of  perfect equity and justice. Since Shii

believe that the Imam is leader of the Umma, or the community
of believers, the question of who was to be the legitimate

ruler of the community after the disappearance of the Twelfth

Imam  has  created several contradictory tendencies in  Shii

political thought. Generally speaking, Ulama attitudes

towards the legitimacy of temporal governments, other than

that of the Hidden Imam, have been influenced  by  changing

historical circumstances (See Keddie 1981; Arjomand 1984; and

Savory 1981).

Under Shah Ismail and his successors, and for the first
time since the fall of the Sassanians, Iran re-emerged as an

independent state; its frontiers were secure and the country
became united under one monarch. During the reign of Shah

Abbas (1587-1629), who was the most powerful of the Safavids,

the Empire  reached its zenith and witnessed a  considerable
social, cultural and economic revival. The national economy
continued to be based on agriculture: ultimate ownership  of
the  bulk of agricultural land resided in the monarch, while

the  rest was owned by large landlords. The monarch was the

owner of crownlands (or Khaliseh) and of state lands (or

Divani). Although  in theory there was a difference  between
the private property of the monarch and that of the state,

little if any distinction was made between them in practice.

State lands which, due to the arbitrary nature of monarchical

power, were constantly being enlarged by confiscations, were

assigned  to civil, military and religious officials, on  a

lifetime or  hereditary  basis  for  payment of salaries,
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pensions, presents, etc. However, this had little effect on
the basis of land tenure, which was sharecropping. The

sharecropping system meant that peasants worked on the land

for a share of the crop, which was divided into five portions

according to the five inputs - land, labour, water, animals

and seed. Hence, a peasant who provided labour would receive

only 20 percent of the crop. This system remained the  main

form  of land-tenure in Iran until the early 1960s. Despite

the fact that sharecropping steadily brought about the  ruin

and  poverty of peasants, however, it seems from reports of

seventeenth-century western travellers that the condition  of
the  peasantry in Safavid Iran, although never at a level of

comfort, was better than it became later (Keddie 197la: 54).
One  of the most significant features of sixteenth  and

seventeenth-century Iranian political economy was the

development of political and economic ties with Europe.

Political relations between Iran and the west, which had

existed since the Achaemenian era, increased substantially
under the Safavids. A number of European countries, feeling

threatened by the growing power of the Ottoman Empire, sent

missions to the Safavid court in Isphahan to conclude

alliances  against  the common enemy, the Ottomans (Savory

1980: 108). Economic  ties  also expanded rapidly  in  this

period, and in retrospect seem to have had a far-reaching

impact on the political economy of the country. Imperial

powers also sent agents to the Safavid monarchs in the hope

of concluding commercial treaties and thus breaking into  the
Iranian market. This was in line with the policy of the

Safavid  kings who did not wish to see the development  of  a

strong Iranian merchant bourgeoisie. The Portuguese were the

first  to visit Iran in the early sixteenth century, coming
not merely as merchants and traders but also as colonizers.

They occupied the Island of Hurmus in the Persian Gulf  -

which even now is of immense strategic importance in that it

commands the entrance to the Persian Gulf - as part of their
grand design to force all trade between Europe and the Indies

to go round the Cape Of Good Hope, by blocking its



14

traditional outlets: the Red Sea, the Persian  Gulf,  and
the Straits of Malacca (Ibid: 194).

The Portuguese occupation of Hurmus lasted for more
than a century until the early 162Os, when Shah Abbas I, with

British naval support, expelled them and thus ended their
commercial dominance in the Persian Gulf. The beneficiaries
of the Portuguese expulsion were not the Persians, however,
but the British, Dutch and French. The English East India

Company, which  had obtained various trading privileges from
Shah Abbas in 1615, was quick to  expand  its  commercial
operations in Iran after the ejection of the Portuguese. The

British  were followed by the Dutch and later by  the  French
East Indian Companies, which were granted similar  trading
privileges  to  the British. Then the Russians came, but

although Russian commercial relations with Iran go back  to
the middle  of the sixteenth century, it was not until the

early  eighteenth  century  that  Peter  the Great sent an

ambassador to Shah Sultan Hossein's court to conclude  a

commercial treaty between the two countries. Subsequently,
there  was  intense competition among the imperial powers,

forming part of their world-wide struggle for economic

domination  and  preventing  any  of them  from  achieving  a
dominant position in Iran. By the end of the  eighteenth

century, however, when British strategic considerations were
added to economic interests in Iran and when the Dutch and

French  positions had already declined, Britain and Russia

emerged  as the most dominant foreign powers in the region in

general, and in Iran in particular. For the next century-and-
a-half a  struggle for political and economic supremacy in

Iran  developed  between them; Iran tried to preserve its

independence  by  playing  the  two rivals off against  one
another and, after World War I in particular, sought for  a
counter-balancing 'third force' (Ibid: 126).

'When this great prince [Shah Abbas I] ceased to live',
wrote Chardin, a well-informed European observer who visited

Iran  during the Safavid period, 'Persia ceased to prosper'
(quoted in Ibid: 226). This was indeed the case for after the
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death of Shah Abbas in 1629, the Safavid state fell into  a
Slow decline, and by the end of that century the Empire had
begun to show  signs  of disintegration. The capture of

Isphahan, the Safavid capital, by Afghans in 1722 brought the
final collapse. Thus, two centuries of relative  political

stability which had brought a significant degree of  economic

prosperity came to an end, to be followed by almost  three-
quarters of a century of political fragmentation and  power

confrontation. This finally ended in 1796 with the arrival of
the Qajar, a  Turkoman tribe, under whom Iran once  again

became politically united under a dynastic, autocratic rule

which attempted to establish centralized government.

1.3 Iran under the Qaiars, 1796-1925

The  Qajar  dynasty ruled Iran for nearly 130 fateful years
from 1796 to 1925. While the West benefited from the

industrial revolution and material advancement in  this

period, Iran  was  caught on the one hand  by  imperialistic
rivalries of Britain and Russia and, on the other, by  the
internal misgovernment  and despotism of  incompetent  Qajar
monarchs.

Up to the early nineteenth century, Iran was relatively

isolated from the thrust of European expansionism. The

Napoleonic struggle, which started with the invasion of Egypt

in 1798, changed this situation; Iran's strategic position as

a  landbridge  between Europe and Asia rendered it  of  vital

importance in the eyes of the imperialist powers and thus it

was brought into international rivalries. Napoleon's invasion
of Egypt brought far greater interest in Iran on the part  of

Britain who feared for her Indian Empire, and of Russia who
had wanted an outlet to the southern seas since the time of

Peter the Great. Hence, in 1800 and 1808, the British sent
missions to the court of Fath Ali Shah, the second ruler of

the Qajar line, and concluded treaties of alliance with him,

but this neither checked Russia in its advance against Iran's
northwestern frontiers, nor obliged the British to implement
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the treaties or even show an interest in them. After several

military campaigns Iran was twice defeated by the Russians in
1812 and 1825 and forced to sign two humiliating treaties of

Gulistan and Turkomanchi in 1813 and 1828 respectively. Under
the terms of these treaties, in addition to ceding vast areas

in north Azerbijan and Caucasas, Iran was obliged to  grant

extra-territorial or  capitulatory privileges to Russian

subjects in Iran. Similar  privileges  were  subsequently

demanded  by  and granted to other foreign powers. The

imposition  of these treaties on Iran marked the beginning of

a  new era in Iranian political economy; from then onwards,

although  not  a formal colony of any  imperial power, Iran

ceased to be an entirely independent state.

Fath Ali Shah died in 1834, and Mohammad Ali Shah's

succession was guaranteed   by joint Anglo-Russian

intervention. In fact, Britain and Russia effectively

guaranteed the continuity of the Qajar dynasty throughout the

nineteenth century by backing the accession of the legitimate

heirs again in 1848 and 1896 (Keddie 197lb: 7). This support

was  undoubtedly an important deterrent to any  nationalistic
movement intended to overthrow the Qajar regime.

The long reign of Naser-ed-Din Shah (1848-1896) saw the

growing  rivalry between Britain and Russia for strategic and
economic  advantages in Iran. Due to its strategic  position

and natural resources, Iran became the theatre of   a

destructive imperialistic conflict. Both imperial powers

utilized the weaknesses of the social and political system in

order to maximize their influence in a situation where

neither Britain  nor Russia could resort to military force

because  of  the constant fear of retaliation  by the other

(Enayat 1971). Not surprisingly, therefore, Anglo-Russian

rivalry found prime expression in the economic realm. In 1872
the economic rivalry between them entered a new phase when  a

British subject, Baron Paul Julius de Reuter, the founder of

Reuter news agency, gained an astonishing concession. He

received  exclusive rights for a period of seventy  years  to

exploit all minerals throughout Iran, to construct all



17

railways and tramways, irrigation works, dams and canals, to

exploit all state forests and uncultivated lands, and to

establish  a bank (Frechtling 1971: 179). In Lord Curzon's

words, the Reuter concession was 'the most complete and

extraordinary surrender of the entire industrial resources of

a  kingdom  into foreign hands that has  probably  even  been
dreamt of, much less accomplished' (quoted in Issawi (ed)

1971: 177).

In 1873 the Russians managed to secure the cancellation
of the Reuter concession which they viewed as a  threat  to
their own interests. Other concessions were granted, however,

and were not cancelled because they did not seriously  affect
the  Anglo-Russian balance. In 1889, for example, the same

Reuter  was granted a new concession to set up a state  bank,

the Imperial Bank of Persia, with the exclusive right, for

sixty years, to issue notes, as well as the exclusive right

to exploit Iranian mines. In turn, the Russians demanded and

were granted the right to open a bank, the Banque d'Escompte,
and to build a railroad. The tobacco concession, however, was

probably the most notorious one. In 1890 in exchange for  an

annual payment of €15,000 to Naser-ed-Din Shah, a  British

company, Regie, was granted a monopoly over the production,

sale and export of all Iranian tobacco for a period of  fifty

years. Tobacco  was one of the most important domestic items

in Iran's trade  and the concession  affected  directly  an

estimated 200,000 people who were engaged in  the  industry
(Adamiyat 1976: 36). The concession also touched the majority

of Iranian people who had the tobacco habit and thus  aroused

their opposition.
Tobacco merchants, who saw in the concession  the

destruction of their own commercial interests, were naturally

enough  the  first social group to protest against the  Regie
concession and took the lead in the movement. They were

backed  by other merchants and the intelligentsia,  who saw a

good  opportunity  to voice their  dissatisfaction  with  the

Qajar's regime  in general and with the granting of the

tobacco concession in particular. The protest against the
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concession soon gained the support of the ulama, or religious
leaders, and other social classes. It reached its peak  in
December 1891 when a leading religious leader, Ayatullah
Hassan Shirazi, issued a fatva, or religious edict, calling
for an absolute boycott of all use and sale of tobacco until
the concession should be repealed. This edict was universally

obeyed, even by the court, and forced the Shah to revoke the

concession in January 1892.
The successful  mass  movement  against the tobacco

concession was an event of immense  importance and, in

retrospect, seems to have altered the course of Iranian

history. For the first time in their long history the entire
population stood up against the Shah and compelled him to bow
to popular opinion. In the end the Shah and the British were

humiliated, while the alliance of merchants, ulama and

intellectuals  experienced its first major achievement. The

foundations were thus laid for the final victory  of  the
Constitutional Revolution of 1905-1911, in which the people
rose  against the Throne and against the Russian and  British

who supported it.

The Constitutional Revolution

After the cancellation of the tobacco concession, Naser-ed-
Din Shah  was forced to pay compensation of #500,000 to  the
British. He borrowed this amount from Reuter's bank, the

Imperial Bank of Persia, thus forging the first link in

Iran's long chain of foreign debts (Upton 1965: 9). In the

last decade of the nineteenth century, Naser-ed-Din Shah, and
his successor, Mozaffar-ed-Din Shah, needed more money  to

finance the skyrocketing expenses of the court and the vastly
expensive royal tours to Europe. Since these expenses could
not be met from the meagre revenues of the state, the Qajar

rulers viewed the granting of concessions and borrowing from
foreigners as a simple way of raising the much needed money.

They were thus only too ready to grant a concession where  a

sizeable down payment was offered, or to ask for foreign
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loans. Hence, during the last decades of the nineteenth

century, the country became increasingly dependent upon

foreign loans, especially Russian. Russia and Britain, who

certainly  recognized  the  political value of such loans,

gladly  advanced  the  despotic rulers funds in return for

customs revenues, preferential tariffs on goods imported from
their own countries, and other economic advantages. In

effect, the Qajar rulers put the country up for auction  and
it was only the bitter rivalry between Britain  and  Russia

which saved Iran from being swallowed by one or  the  other

imperialist power.
All this caused growing anxiety to the merchant  class

or bourgeoisie, the intelligentsia, and ulama or clergy.

Throughout the nineteenth century the volume of Iran's

foreign trade increased substantially (although this meant an
increase in Persian exports, it also meant a far greater

increase in imports). This was due partly to the growth  of

European demand for raw materials and partly to the  pressure

of imperial powers, both directly and through the imposition
of preferential tariff rates, to sell their manufactured

goods in Iran. As a result, a commercial, financial and

industrial bourgeoisie  emerged  in  the  country  and  grew

rapidly  during the last two decades of the nineteenth

century.
Due to the backward nature of Iran's political system,

these  native merchants were subjected to numerous  arbitrary

taxes and duties; their foreign competitors on  the  other

hand, due to privileges arising from the capitulations forced

upon Iran, were exempted from internal duties and taxes  of
all kinds. The result was the unhindered penetration  of

foreign goods into the country and the eventual domination of
the home market by foreign products (Addullaev 1971).

Hardly surprisingly, the nascent national bourgeoisie

was against control of the domestic market  by  foreign
businessmen and made several attempts to restrict  the

dominance of foreign capital. A good example of this was, as
we have already seen, the campaign against the granting  of
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tobacco concessions to foreigners, in which merchants took

the lead in the movement that finally succeeded in cancelling

the concession. In the late nineteenth century, therefore,
the merchants who, on the one hand, were fighting foreign

competition and, on the other hand, were striving to expand
their commercial activities, needed a strong  centralized,

orderly  and independent state which would eliminate foreign
economic domination, internal insecurity and  the  unlawful
exaction of taxes and duties by officials. Due to its lack of

a strong army and bureaucracy, however, the Qajar regime was
powerless and decentralized and could not meet the merchants'
demands. As a result, the large majority of the  merchant

class became a source of discontent  and  eventually  of
revolutionary protest against the Throne. Resentment spread

from the merchant class to the intelligentsia and ulama, the

latter  being one of the most powerful social groups to join

the merchants in their resistance.

Although  the creation of a theocratic state in 1501 by
Shah Ismail I, the founder of the Safavid dynasty, had

theoretically enhanced the power of the ulama, it led in

practice to their subordination to the state, at least

insofar as the Safavids could produce strong rulers. For

almost two centuries, therefore, the power of the ulama

gradually declined. At the end of the seventeenth century,

however, and mainly due to the weaknesses of the last Safavid

kings, the  ulama began to regain their political influence.

All throughout the following century, their power grew

steadily until they became, apart from the monarchy, the most

independent centre of power in Iran in the second half of the
nineteenth century. Their power resided, among other things,

in their religious control over the Iranian people, their

identification  with  popular anti-foreign struggles, their

control over the law courts and education, their independent

source of wealth through a religious tax, Khoms, taken mainly
from the bazaaris, and an alliance with the bazaaris based on

the growing  wish  to combat foreign penetration (Keddie

197lb;1978). The Western inroads into traditional Iranian
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society in the late nineteenth century were deeply resented

by  the ulama, who saw it as a threat to Iran and Islam. In

response, they made an intense effort to check rising western

influence  by restoring some of the lost grandeur of Islam.

One of the religious leaders involved in directing this

response was Seyyed Jamal-ed-Din Assadabadi, or Afghani (see

Pakdaman 1969). A  political thinker as well as religious

reformer, Afghani believed that basic reforms were needed if

Islam was to meet the Western challenge in all its

manifestations. He  was strongly against Western imperialism

and, although he was a religious leader, his primary goal was

a political one: the elimination of imperialism from  Muslim

countries. To this end Afghani appealed for pan-Islamism, his

ultimate  objective being to unite all Muslim peoples into  a
state in which the Sharia, the religious law of Islam, would

remain the basis of all law (Cottam 1964: 137-141). Although
Afghani died before the 1905 Constitutional Revolution, his

ideas undoubtedly had a significant impact on the leadership
of the national movement.

Afghani  represented  the  enlightened segment of the

ulama who joined the progressive forces in the nation against
the Qajars (see Keddie 1966). This section of the clergy

played a leading  role in the Constitutional Revolution,

agitating  the  politically-inarticulate  urban masses and

bringing them into the movement. But there were other ulama

who, because of their firm personal and pecuniary ties to the

state, sided with the despotic Shah and other reactionaries

against the national movement (see Arjomand 1981).

Iranian intelligentsia, together with the merchants and

ulama, also participated in the popular movement against the

tyrannical misrule of the Qajars and their imperialist

encroachments; this movement started in 1905 and led to the

issue of the Constitution decree by Mozaffar-ed-Din Shah  and
to the creation of the Mallis, the national assembly, in

1906.

Iranian intellectuals, including  almost all the

professional classes and high  government officials, were
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mainly the Ircduct of certain developments in the second half

of the nineteenth century. In 1852, Amir Kabir, the

enlightened  grand vizier of Nasar-ed-Din Shah, inaugurated
the first modern school of higher education in Tehran, the

Dar al-Fonoun, and not long thereafter educational relations

between Iran and Europe were expanded. Also, from the mid-

nineteenth century onwards, sons of the  ruling  classes

increasingly  travelled to Europe for higher studies. At the

same time, apart from merchants travelling in the way of

business, a  tendency grew among members of the landowning
class to  make journeys to Europe. All these  developments

helped to familiarize Iranians with liberal democratic

concepts and ideas such as a national constitution,

restricted  power for the monarchy and nationalism. Some Of

them became passionate adherents of liberalism and democracy,

and served as the vehicle by which liberal and nationalistic
values entered Iran.

At the close of the nineteenth century the

intellectuals, who  despaired at the backwardness of their

country, realized  that Iran was becoming even weaker visa-
Vis the West than ever before. There was also a growing
consciousness among them that the strength of the West lay in

its economic superiority and in certain aspects of its social

organization,  which were thought to secure economic progress
and prosperity, social equality and national integrity. They
now came to believe that if Iran was to progress, it had to

adopt certain features of the Western socio-political system,

notably constitutionalism. There were, of course, a number of
Western-educated intellectuals who jealously advocated the

imitation of all aspects Of Western materialism and

institutions, forgetting that although they were reformers

tliey were also Iranians. But these 'Westoxicated'

intellectuals, as they were later called, were in  the

minority. Most of the intelligentsia were patriotic Persians
who were partisans of fundamental social and  political
reforms. They  therefore joined the merchant-ulama  alliance

and  worked energetically for the creation of constitutional
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government in Iran.
In the meantime, opposition to the Qajar tyranny which

was gradually selling the country to the foreign
imperialists, slowly but steadily gathered momentum. Japan's
victory  over  Russia in the 1904-1905 war,  and the  Russian
revolution of 1905, were two external factors which had great
influence on the Iranian Constitutionalists and gave new

impetus to their struggle against the Qajars. Internally, the

movement  was  reinforced in 1905 when two respectable  sugar
merchants  were  publicly flogged  by  government  officials,
allegedly for speculation in trade and charging high prices.
The public reacted angrily to the government action and large

crowds  gathered in the streets of Tehran in support  of  the
merchants. Popular discontent continued in a series of street
demonstrations and sit-ins in sanctuaries. The movement
reached its climax  in  1906 when some 14,000 merchants,
religious leaders, intellectuals, students, artisans,

craftsmen and others took bast,  or refuge in the grounds  of
the British legation  in Tehran (Adamiyat 1976: 166) and
refused to leave until a Constitution should be granted.
Their action brought the economic, religious and social life
of  the capital to a halt and forced the Shah to grant  a
Constitution  and to set up a national assembly in 1906. The

Constitution, later to be modelled on that of Belgium,

transferred  the monarch's power to contract concessions  and
foreign loans to an elected Majlis, and contained certain

general assertions as to 'rights' and 'freedom'.

Although  the  Constitution was a big victory  for  the
Constitutionalists, it  did not affect the vast majority  of

the Iranian people and did not last for long. Mozaffar-ed-Din
Shah died within a few days Of promulgation of the

Constitution, to  be succeeded by his son, Muhammad Ali,  a

despot of the worst type, who was determined to suppress it.
In the  early years of the Constitutional Revolution

between 1905 and 1907, the British had sided passively  with
the Constitutionalists. The Russians, on the contrary, had
supported the Shah and other reactionaries. The attitude of
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the British soon changed: they did not favour the emergence

of  a  strong nationalistic government which  might  endanger
their political-economic interests, and therefore had no

incentive to support any fundamental reform. Perhaps a more

significant  reason was that the threat posed by the  growing
strength of Imperial Germany forced the British  to  resolve

their differences with the Russians in the Middle East, Iran

included. Thus, in 1907, the two imperial powers secretly

Signed the Anglo-Russian Agreement which divided Iran into

British  and  Russian  spheres of influence with an Iranian

buffer zone between them. This action, combined with the

gradual appearance of factionalism among the

constitutionalist forces, encouraged the Shah to launch  a

coup d'etat against the constitutional government in  1908

with the support of the Cossack Brigade, the main military
force in  the  country which was trained  and  officered  by

Russians. The  Majlis building was bombed, and a number of

leading constitutionalists were imprisoned, hanged or forced

into hiding. In this counter-revolution Muhammad Ali Shah had
the support  of reactionary religious leaders, led  by  the
eminent Shayleh Fazlollah Nuri.  The  anti-constitutionalist

clerics, whose judicial powers were threatened  by  the

proposed judiciary and financial reforms which aimed at

establishing a modern judicial system, denounced leading
constitutionalists as Babi heretics, infidels and so forth.

They claimed that constitutionalism was contrary to Islam and
a threat to it; and that a parliamentary regime would result

in the destruction of religion and  the annihilation of

Islamic norms (Arjomand 1981: 183).
The  result of the Shah's military coup was civil  war.

The city of Tabriz, capital of Azerbijan province, rebelled.

The Tabrizis, under the leadership of two  extraordinarily
courageous and energetic men, Sattar Khan and Bager Khan,

fought heroicly  against the Shah's troops. Their heroism

revitalized the movement and encouraged resistance in  Tehran

and  other  parts of the country; and in 1909 revolutionary
forces from Gilan and Isphahan marched on Tehran to  restore
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the Constitution. Muhammad Ali Shah, who had taken refuge in

the Russian embassy, was forced to abdicate and sent into

exile in Russia, and his 12-year old son, Ahmad, was placed

on the throne under a regency. Shortly after the fall of

Muhammad Ali Shah, Shaykh Fazlollah Nuri, a leading religious

leader, was  hanged in Tehran for his activities against the
constitution and for his involvement in the Shah's

persecution, imprisonment and killing of revolutionary

leaders and activists. [1]

There followed some three years of real parliamentary

rule by the as yet not very experienced deputies of the First
Majlis, or parliament. This  was the only time in Iran's

modern history that the Majlis became the vocal expression of
the spirit of the people. The First and Second  Majlis  did
their best, but the country's ills were enormous: economic

conditions  were worsening, law and order were lacking,

government' s authority scarcely extended beyond Tehran  and    a

few other large cities, and the crude intervention by Britain
and Russia in Iranian internal affairs was intensified.

Russian military intervention in 1911-1912 led to the

disbanding of the Second Majlis, and the Third Majlis was not
elected until 1914.

The situation deteriorated still further when World War

I  started in 1914. Despite Iran's official declaration  of

neutrality, British, Russian and Turkish troops soon occupied

various  parts of the country. For the next four years Iran

was a battleground for the rival armies and, for all

practical purposes, ceased to exist as an independent nation.

By  the end of the war in 1918, Iran was in deep social and

political chaos and its economy was floundering.

The Emergence of Reza Khan

Meanwhile, the Tsarist regime of Russia suffered a revolution
in 1917, which brought an end to Russia's virtual colonial

control over Iran. Savouring their victorious revolution, the

new  Soviet government renounced all imperialistic  ambitions
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in Iran, abrogated all concessions held by the Imperial

government or its subjects, annulled all debts of the Iranian

government to Russia, and withdrew its forces from the

country. This meant in practice a free hand for the British,

who hurriedly attempted to turn Iran into their  protectorate
through the  Anglo-Persian Treaty of 1919. This would have

allowed the British to take complete control of the Iranian
army and finances and, had it been implemented, would have

given Iran a protectorate status in all but riame. Before
British plans could be brought to fruition, however, the

Treaty was overwhelmingly rejected by the Iranian  political
public and condemned by the French and American governments.
Faced with universal protest in Iran and abroad, the British
were forced to abandon the Treaty and  reluctantly  withdrew
their troops, the South Persia Rifles, from the country.
Before their withdrawal, however, they managed to handpick

and support suitable characters to replace the Qajar  monarch
and Lo  establish a regime that would not pose a threat to

their own economic and political interests in Iran.

Thus, on 21 February 1921 Seyyed Zia-ed-Din Taba-Tabai,

a young pro-British politician and journalist, and Reza Khan,

co-commander of the Russian-trained Cossack Brigade, the only
substantial Iranian armed force, engineered a bloodless coup

d'etat  with  British military and political backing. As  a

result, Seyyed Zia became Prime Minister and Reza Khan

Commander-in-Chief of the Army. Seyyed Zia's  premiership

lasted  no longer than one hundred days and in May 1921  Reza
Khan forced him to flee abroad, marking a new era in  the
Iranian political power structure in which Reza Khan

gradually became absolute ruler of the country.
Reza Khan then turned his attention to restoring  the

authority of central government throughout the country, first

unifying the various military forces and building up  a

40,000-strong army. The initial task of the new army was to

suppress radical and nationalist-democratic movements in the

provinces of Gilan, Azarbijan and Khorrasan, which it did

brutally. Tribal rising8 in the Kurdish, Bakhtiari, Qashqai
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and Luri areas were then gradually subdued. The tribes were

forced to settle and to disarm, which effeclively ended their

autonomy and military power.
Rezd Khan's military achievements and successes in

reuniting  the  country and  maintaining internal security,

consolidated his position and left him without effective

oppusition. In October 1923 Ahmad Shah consequently named

Reza Khan as Prime Minister and then travelled to Europe for

medical treatment, never to return. Reza Khan's first concern

after assuitting the premiership was to bid for a complete
takeover of the country, turning it into a republic with

himself as President. Early in 1924 the Iranian press began

to  publish scores of articles which denounced the Qajars and
advocated the establishment of a republic. At   the same titite,

the  capital  was flooded with telegrams from  all over the

country calling for a republic. Although Reza Khan pretended
to be neutral, there is no doubt that he supported the

country-wide campaign in favour of a republic.
At this juncture, however, a strong opposition to

republicanism developed among tlie powerful clergy, who had

become  alarmed  by  the falling status of Muslim clergy in

neighbouring Turkey after Ataturk's abolition of the

Caliphate in 1924. Religious leaders therefore oryanised
massive street demonstrations against republicanism and the

tide  began to swing in the other direction (Groseclose 1947:

124). Bowing to popular pressure, Reza Khan consulted with

the  religious dignitaries at Qum and in April 1924  declared

that all talk of republicanism was against the principles  of

Islam and must cease. The following year, in December 1 925,

he then deposed the Qajar and made himself Shah, founding the
Pahlavi dynasty  which he named after a Pre-Islamic Persian

language.

1.4 The Reign of Reza Shah, 1925-1941

After the First World War Iran was in  deep  socio-political
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and economic chaos. The advent of Reza Khan and the

reorganization and growth of the  military-administrative

apparatus, steadily restored the authority of central

government, thus enhancing the sense of security and the

expectations of private investors and traders. Together with

the  growth of oil revenues, the only substantial source of

government income, this enabled the devastated economy

gradually to revive.

Having established a centralized state, Reza Shah put
through a number of social and economic reforms. Some light

import-substitution industries were developed, roads and the

Trans-Iranian Railway were built, and education was extended.

Simultaneously, certain Bills were enacted by the Majlis to

mndornize thP civil. financial. commercial and iudicial

Rervi CPS (spe Ranani 1961). Neverthelegs. Reza did nothing

during his sixteen-year rule in the way of agricultural

development  and  reforming the  oppressive  and  inefficient

system of land tenure, issues that must play a key role in

any  attempt  to bring prosperity and progress to a  country.

Indeed, Reza Shah's policies, particularly that of

persistently  turning the domestic terms of trade against the

agricultural sector, resulted in further impoverishment  of
the countryside in which the great majority Of Iran's

population lived and worked.
Reza Shah, who deeply admired the  Turkish  dictator,

Kemal Ataturk, and modelled many of his reforms on those of

Turkey, was an utterly ruthless 'modernizer'.  With  limited

superficial understanding of what modernization implied, he

tried throughout his despotic reign to emulate  and  imitate

almost all material and non-material aspects of the West,

regardless of Iran's own social, historical, spiritual and
cultural institutions. Much good undoubtedly can  and  does
come from the reasonable adaptation  of  Western  ideas,

techniques and methods, but there was little   if   any

rationality in Reza Shah's uncritical application of all

things western to Iranian society (Katouzian 1981: 125-128).

Paradoxically perhaps, his indiscriminate and
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irrational imitation of the surface gloss of the West was

combined  with  an equally irrational glorification of Pre-

Islamic Iranian civilization, which became part of his

cultural and ideological policy. Reza Shah's naive, over-

simplified and inadequate understanding of modernization

processes in the West, together with Iran's socio-economic

pr6blems, meant that his reforms were often superficial.  A

good example of his attitude towards modernization was his

banning of the wearing of national Iranian costumes and hats.

To  the modernizing monarch, this was a source of national

humiliation  and  a sign of backwardness and could not form

part of the modern society he wished to create. Thus in 1928

he  made the wearing of Western-style clothing compulsory for
men throughout the country. This was the prelude to his next

move in 1936 which was to force women into 'emancipation'  by

forbidding  the use of the Chador (a long overdress  covering
the  woman's  head  and body) which until then had  been  the

traditional dress. The police were instructed to remove the

Chador forcibly from women in the streets and to tear it into

shreds (AZ 1981: 24-25). As a result of this humiliating act

of tyranny, which has been  described by Reza Shah's

supporters both in Iran and abroad, as the 'emancipation  of

the women', many Iranian women, particularly of the  older

generation, actually became prisoners in their own homes and

stayed indoors until after Reza Shah's abdication. Such  a

step  would  no doubt have been progressive had  it  occurred

through  a gradual process of genuine education  and  women's

own rising consciousness, but Reza Shah's action had no real

progressive  or emancipating content. Because of these cruel

measures and other excesses during his years in power, Reza

Shah  was feared and disliked by the majority of the Iranian

population.
In the economic spheres, too, his appetite for

modernization was far beyond the bounds of economic

rationale. To  take  a specific example: one of his major

infrastructural investments was the building of the Trans-

Iranian Railway, running from Bandar Shah, a Caspian  port,
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through Tehran to Bandar Shahpur on the Persian Gulf,  a

distance of 1394 kilometers. The construction of this railway
was financed from indirect taxes on tea and sugar, two

commodities of great importance to the poor, and took eleven

years to complete. Admittedly, the Trans-Iranian Railway was

a  spectacular  example of railway building  and a splendid

project. Neverthel ess, it had little  if any economic

justification. Muhammad Mussadeq, a member of Parliament who,
after World War II, was to become leader of the nation-wide

campaign  for  nationalization of the Iranian oil industry,

rightly argued when the railway  construction bill was

submitted to the Majlis that a well-constructed modern

highway would have been cheaper to build and  maintain  and
would have been ready for utilization much earlier (cited in
Katouzian 1981: 115-116). But Reza Shah, the sole arbiter of

Iran's destiny, preferred a railway, not for the sake of

efficiency  and  welfare  but  as a symbol of prestige  and
status. Thus, by investing in projects with high costs  and
low returns, Reza Shah in fact wasted the national resources

of the country. Furthermore, the main beneficiaries of his

modernization  process were the upper classes who resided in

the capital Tehran and a few  other  major  cities.   By

neglecting the agricultural sector and rural areas, and  by

imposing a highly regressive system of taxation, he left Iran

almost as economically backward as he found it, and actually

lowered the standard of living of the masses.

Although  Reza Shah failed genuinely to  modernize  the

country, he  did create an 'advanced' police state. As his

reign  wore  on  and he became increasingly  autocratic  and

unpopular, not only argument and criticism but even

independent thought ceased to exist. Members of the  Majlis
continued to be elected but gradually they almost all became
nominees of the Shah. The Majlis thus became a mere rubber

stamp to authenticate Reza Shah's decrees; free speech

disappeared; clandestine executions were common; and the

press was either government-controlled or subjected to

stifling censorship. By crushing all democratic institutions,



31

Reza Shah's dictatorial regime brought an end to the movement

toward political democracy  which  had begun with the

Constitutional Revolution in the early years of this century.
As his rule became more authoritarian, Reza Shah also became

more  concerned  with  enlarging  his personal fortune.  By

confiscating  the most desirable properties, particularly in

his native province of Mazandaran, Reza Shah made himself the

biggest landowner in the country (Groseclose 1947: 171). His

associates followed his example, albeit on a smaller scale,

and extorted protection money from landlords and businessmen.

Thus, the perennial corruption which Reza Shah had inherited

from the Qajars continued and became institutionalized.

Reza Shah's  reforms  brought  major changes to the

Iranian social structure. At the turn of the century, the

most powerful social classes, apart from the monarchy, were

the ulama or Islamic religious leaders, landlords and tribal

chiefs. Reza Shah was able to reduce the power and influence
of the  ulama  by  instituting a rival secular legal and

educational system (Keddie 198la: 29). By setting  up  a

military-bureaucratic network, he also succeeded in subduing
the tribal leaders. However, although he was also able to

check the power of the landlords by confiscating a great many

villages, he did not attack the roots of landownership  by

implementing  a  programme  of land reform, thus making it

possible for the landlords as a class to reassert their power

after his abdication (Cottam 1964: 48). As for the peasantry,

despite its enormous potential for influencing the Iranian

political economy  as the largest section of the  population

and the most deprived social class, it was and Still  is

politically  passive and inarticulate. In the second half of

Reza Shah's reign in particular, the working class expanded

rapidly  but nevertheless remained disorganized  and  hence

politically powerless. The same was true for  the  growing

national bourgeoisie which, though it benefited from Reza

Shah's reforms, nonetheless remained  deprived of any

political power.
On the international scene between the two World Wars,
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Iran was relatively free from direct intervention by the Big
Powers. Britain, which  was  entangled  with  the  growing
nationalist movements in the Asian and Middle Eastern

colonies, limited her interference to political pressure
through her untouchable enclave within Iran, the Anglo-
Iranian Oil Company. The Soviet Union  also  changed  her

expansionist policy towards Iran after the October-Revolution
of 1917, as a result of which Russo-Iranian relations were

gradually adjusted to mutual satisfaction. This enabled Reza

Shah to move to expand Iran's ties with Washington so as to

introduce a third power to balance Iran's relationships with

Britain and the USSR. To entice the Americans, he offered oil
concessions to US oil companies, but Washington did not have

sufficient incentive to challenge British primacy and as  yet
was not ready to commit itself to close ties with Iran. These

attempts thus failed and Reza Shah turned to another rapidly

growing power, Hitlerite Germany, which showed  increasing

interest in Iran and provided generous economic and technical
assistance to the country. Iran's industrial, commercial and
educational ties with Germany consequently expanded  sharply
in the 1930s. When World War II broke out, Iran officially
declared her neutrality. In 1941, however, when the Allied

forces desperately needed a secure supply line to the Soviet

Union, Iran's strategic position and oil resources and newly-
constructed railway  made her the most convenient and

effective route. Anglo-Soviet troops with American  support
therefore used the presence of German technicians and

advisers in Iran as an excuse to invade the country.
Reza Shah's supposedly  mighty army, the Imperial

Iranian Armed Forces, which had regularly received up to one-

third  of  the national budget to ensure its loyalty  to  the
monarch, offered little if any resistance and faded away
within a few days. The Soviet troops occupied  the  north

(including the Caspian provinces, Azarbijan and  Khorrasan),
and the  south  was taken over by British forces who were

subsequently joined by the Americans.
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1.5 The Rise and Fall of Muhammad Reza Shah, 1941-1979

Under  Allied pressure Reza Shah was forced to abdicate. He

was sent into exile, first to Mauritius and then to

Johannesburg, South Africa, where he died in 1944. His son,

Muhammad Reza, aged 21, was placed on the throne  by  the

Allies.

The  departure  of the deposed tyrant was greeted  with

public relief. One immediate result of the collapse of the

dictatorship was the  restoration of personal and social

liberties  which had not been enjoyed since the early 1920s.

Political prisoners were freed; political exiles returned

home; genuine trade unions were created; newspapers and books

began  to  be published without censorship; and a good  many

political factions and parties began to be formed.

Amongst the many political parties that were

established after 1941, the best-organized and most effective
was the Tudeh, or Party of the Iranian Masses, successor to

the outlawed Communist Party of Iran. The Tudeh Party, which

had the support of the Soviet Union and uncritically followed

Soviet policies, grew rapidly during the war years and became

a very significant force in the Iranian political system. At

its peak in the mid-194Os, Tudeh had more than 40,000 members

and unionized as many as 355,000 blue and whitecollar workers

(Abrahamian 1981: 181). Its success in mobilizing industrial

workers and to  a lesser degree the peasants, produced  a

reaction in right-wing circles. Thus, in 1943, when Seyyed

Zia, former Premier and co-author with Reza Khan of the 1921

coup, returned from his long exile, he formed his

conservative party, Eradeh Melli, or Popular Will, with

British support.
The  war period also witnessed the appearance of  other

political parties, of which the Iran Party, whose aims were

broadly  progressive and on occasion overlapped with those of

Tudeh, was the most important. The Iran Party, together with

the Pan-Iranist Party, the Zahmatkeshan (or Toilers) Party

and Mojahedin Islam formed the National Front led  by  Dr
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Muhammad Mussadeq. A coalition rather than a proper political
organization, the National Front emerged as the spearhead of

Iranian nationalism and formed the core of the 1951-1953

government that nationalized the Oil industry (Halliday
1979a: 6).

Currently  with  this rapid growth of political groups
and parties, the rule of parliament was revived. The  Majlis

once again became a forum for the free expression of  opinion
and the centre of political power, and continued to play  a

significant role in the running of the country up to the 1953
coup. The  Judiciary also recovered a good deal of its power

and independence. Furthermore, between 1941 and 1953, the

only  extensive  period  in  the present  century when Iran

enjoyed an open political system, the Shah held a symbolic

position as second monarch of the Pahlavi dynasty, as yet not
strong enough to ignore the Constitution. Governments of that

period were rather weak and unstable, partly due to the

presence of numerous political parties and movements  which

were not yet properly organized. Meanwhile, as the tide of

war turned in favour of the Allies and it became increasingly
apparent that their victory  was only a matter of time,

American, Soviet  and  British policy  makers  turned  their
attention to post-war plans for the Middle East in general
and Iran in particular. Thus, in 1944 American and British
Oil companies started  negotiations with the Iranian

government for obtaining oil concessions in the southern part
of the country, outside the Anglo-Iranian Oil Company's
areas. Soon after, the USSR government also demanded Oil

concessions in the five northern provinces which were  under

Russian occupation. In Kennan's view, the main motive of the

Soviet Union was 'probably not the need for oil itself, but

the  apprehension  of potential foreign penetration in that

area' (quoted in Paine 1975: 19). In retrospect this seems to
have been  correct because no petroleum has yet been found
there. However, the Iranian government rejected all these

requests, postponing all oil negotiations until after the
war. At the same time, a Bill sponsored by Dr Mussadeq was
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rushed into law to  prohibit the granting, and even

discussion, of any  oil concession to any foreign power  as

long as foreign troops were on Iranian soil. This solved the

oil problem for the time being, but a new crisis was soon to

develop which was to start American-Soviet confrontation in

Iran.

The Azarbijan Crisis

All Iranian provinces had suffered from Reza Shah's

tyrannical rule, but  his  policy of denying  any  cultural
rights to national minorities had hit them particularly hard.

Thus, after his fall, Azarbijanis, who are the largest and
socio-economically the most advanced minority in Iran, began
a movement for political autonomy. The movement steadily

gathered  momentum and in a short and bloodless move in

December 1945 Jaafar Pisheh-vari, leader of the newly-formed
Democratic Party of Azarbijan, disarmed Iranian troops
stationed in the Province and set up government in Tabriz

(see Katouzian 1981: 149-156). The Autonomous Republic of

Azarbijan  advocated political autonomy for the Azarbijan

province  and immediately inaugurated social, economic  and

cultural reforms. It also  began a land distribution

programme, which  attracted  significant  support  from  the

population. Simultaneously, encouraged by events in Tabriz,
the  Kurdish  Democratic  Party (KDP) seized Mahabad  in  the

Kurdish area of western Azarbijan, an important urban centre

with a long tradition of Kurdish nationalism, and the first

Kurdish Republic was proclaimed. Qazi Muhammad, a respected

political and religious figure and leader of KDP, was elected
President. The  Kurdish Republic also demanded political and

cultural autonomy, announced a programme of land and  social

reforms, and  established  close  military  and  diplomatic

relations  with  the Azarbijan republic (see Roosevelt 1947;

Ghassemlou 1980: 107-134).
The  two republics were influenced by the  Tudeh  Party

and  openly  supported by the Soviet Union, causing  anxiety
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among Iranians that there might be a concerted action

orchestrated by the Soviet Union to dismember Iran and fear

that the autonomy movements formed the first step towards

total separation. Consequently, the two Soviet-sponsored

republics as well as the Tudeh Party lost a good deal of

support throughout the country.

The  Iranian  government was powerless to  do  anything

against the two socialist republics, for Azerbijan was under

Soviet occupation which did not allow the passage of Iranian

troops. By  supporting the two republics, Moscow wanted to

prevent the establishment of a hostile government in  Tehran

which, given the geographic situation, would create  a

potential threat to the Soviet Union, and also to use the

autonomy crises as an instrument for getting the northern oil
concession  from the Iranian government. The United States'

consideration was exactly the opposite. Until 1940 the USA

had  no significant military and economic interests in Iran,

but  the situation rapidly changed following the outbreak  of
World War II and the Allied invasion of Iran in 1941. During
the war years Washington became increasingly conscious of the

growing strategic and economic importance of Iran to America
and the West. In an effort to counter Soviet and British

influence, therefore, some 30,000 American troops were sent

from US Persian Gulf Command into Iran in 1943 (Saikal 1980:

29). The  USA  also committed itself to the  development  of

close military, political and economic ties with Tehran. Thus

began the period of rapid and massive United States

involvement: Washington  thought that without a staunch pro-
Western  regime in Tehran, the oil holdings of American  and

Western Europeans in Saudi Arabia, Kuwait and other small

countries in the Persian Gulf region would be put into

danger. President Truman also believed that 'if the Russians
were to control Iran's oil, either directly or  indirectly,
the raw material balance of the world would undergo serious

damage, and it would be a serious loss for the economy of the

Western world' (quoted in Ibid: 33).

Washington, which had emerged as undisputed leader  of
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the Western world, saw the establishment of the two republics

in Tabriz and Mahabad as a lever in Russian hands to  gain

ascendancy  over the central government of Tehran and thus to

extend Soviet influence in the country. Consequently, the US

started forceful opposition of the Soviets, first by pushing

Iran to  bring the autonomy matter before the UN Security

Council in January 1946; and later by delivering an ultimatum

to the Soviet Union which threatened intervention unless

Moscow withdrew its forces from Iran. Iran thus became  a

decisive  battleground in the emerging Cold War  between  the

USA and Soviet Union, who were engaged in  an  unremitting

struggle for influence and power, not only in Iran but also

in Eastern Europe and Greece.
In April 1946, under American and United Nations

pressure,  the  Soviets agreed to withdraw their troops  from

Iran within a month; the Iranian government in turn agreed to

grant  an oil concession to the Soviet Union, involving  the

establishment  of a joint stock Irano-Soviet oil company in

which  the  Soviets would have 51 percent ownership. Tehran

also  agreed to arrange a fair and peaceful solution  to  the

Azarbijan  problem and to carry out improvements in Azarbijan

province, in  accordance  with existing laws and in   a

benevolent spirit  toward the Azarbijanis. In May 1946 the

Soviet  forces  pulled out according  to agreement, and in

December 1946 Iranian troops re-entered Azarbijan  and  its

Kurdish  districts and ruthlessly destroyed the two republics

(Ibid: 34).

The oil nationalization movement

of 1951-1953

In 1947 the Majlis not only rejected the establishment of  a

joint Soviet-Iranian oil company but  also called for a  new

round of negotiations with the  Anglo-Iranian Oil Company

(AIOC) for improvements in the terms of the 1933 Agreement.

As the economic situation became more critical due to
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the disastrous consequences of the Allied  occupation  and
World War II, the government began to work on a national

development plan. Then in 1947 it asked the American

construction company of Murrison Knudson to make   a

comprehensive survey of the country's resources and to  draft
Iran's first national development plan. On the basis of that

draft, which was later revised  by Overseas Consultants

Incorporated  and the Iranian government, an ad hoc planning

agency was set up in 1949 which prepared the First Seven-Year

Plan (1949-1956), providing for a total expenditure of 21,000
million Rials (about $650 million) (Wilber 1963: 173). This

sum  was to be covered mainly by oil revenues as well as  by

loans and private capital investments. Early in 1949 the

Majlis approved the Programme of Iran's First Plan and

authorized the establishment of the Plan Organization, a new

body for planning and executing short and long-term planning,
to which oil revenues were assigned by law. Concurrently with

the preparation of the national plan the government

reconsidered  the whole question of Iran's oil resources and

the way in which they were exploited by the British-dominated

Anglo-Iranian Oil Company. Iranians complained bitterly that
AIOC was not only plundering the country but that it was also

crudely interfering in Iranian internal affairs. Resentment

towards AIOC exploitation had been growing for decades,

having started in 1901 when William Knox d'Arcy, a  British

subject, was  granted an oil concession by  Mozaffar  ed-Din

Shah, the Qajar monarch. Under the terms of that concession

d'Arcy had the right to find, exploit and export  petroleum
for sixty years throughout the country (except for the five

northern provinces under the Russian sphere of influence). In
return, d'Arcy  agreed to pay the Iranian government #20,000

in cash, another #20,000 in shares and 16 percent of the

annual net profits of the company (Lockhart 1971: 317).

In 1908 oil was discovered in Masjide-Soleyman, a small

town in the oil-rich province of Khuzistan, and a year later
the  Anglo-Persian Oil Company (APOC) was founded. In 1912

substantial amounts of Iranian oil began to flow abroad, thus
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marking the beginning of a new era in which Iran became

integrated into the International Division of Labour, as one

Of many  producers of raw materials and importers of

manufactured goods. In 1913, one of the most important years
in Iranian oil history, the British Admiralty decided to

convert from coal to oil as part of its modernization

programme; therefore, Iranian oil became of central strategic

concern to the British. Consequently, in 1914 the British

government  bought a majority of shares in APOC, making it

essentially a British enterprise (Ibid: 322). From then on,

Oil was  destined to dominate almost every aspect of Iran's

political economy. By monopolizing Iran's main resource, the

British expanded their influence even further. Indeed, the

British-controlled APOC became a state within the state,

systematically interfering in Iranian politics. Moreover,

Iranian oil proved  extremely beneficial to the British

economy and the British empire. The British Navy bought APOC

Oil under a long-term  contract made shortly before the

outbreak  of World War I at especially favourable prices  and
terms (Ibid: 319), and though the APOC never paid taxes or

import duties to Iran, it paid Britain imcome tax,

corporation  tax  and  import duties, thus  helping  Britain

financially in maintaining its far-flung empire.
While the  British government and APOC  made  enormous

profits from  the  exploitation of Iranian oil resources,

royalty payments to Iran were ridiculously small,

characteristic  of the early colonial period.  By 1933, for

example, APOC had made a profit of $290 million of which Iran
received only some $10 instead of the $32 million due to it

contractually; in other words, less than one-third of its

rightful share (Nirumand 1969: 29). In 1933, on the

insistence of the Iranian state, a new agreement was

concluded between Iran and APOC which, among other things,
limited the area of concession to 100,000 square miles, fixed

royalties at 4 shillings per ton oil sold or  exported  and

extended the  concessionary period up to 1993 (the  d'Arcy

concession was to expire in 1961) (Saikal 1980: 23). This new
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agreement  did not change British exploitation of the country
and was regarded  by the great majority of the political

public as an unjust imposition. Iranians complained that they
were not receiving a fair share of the profits. It was

against this background of long and bitter exploitation that

in  1948 the government handed the re-named Anglo-Iranian Oil

Company the Iranian criticisms concerning handling of the

1933 Agreement, together  with proposals for a general

settlement of all outstanding issues.
The British at first refused to discuss Iran's

proposals, but later in 1949, after several months of

negotiations, offered a package deal which is known after the
chief negotiators as 'Gas-Golshaian Agreement' or the

Supplemental Agreement. This package deal which sought to

change the position was simply a case of too little too late,

however, for  by this time the news of Aramco's  fifty-fifty

profit-sharing  deal  with the Saudi Arabian  government  had
reached Tehran; the Iranian people were already demanding
immediate cancellation of AIOC's concession and the

nationalization of the oil industry (Paine 1975: 22). When a

newly-elected  Majlis met in June 1950 it appointed   a

committee of its members, including Dr Mussadeq, to study and
make recommendations  about the Supplemental Agreement. In

November 1950, amid growing public pressure for

nationalization, the  Majlis' oil committee reported against

ratification of the Supplemental Agreement on grounds that it
did not guarantee Iranian rights and interests. After further

studies, the  committee  accepted  Mussadeq's proposal to

nationalize the oil industry and passed this onto the Majlis.

On 15 March 1951 the Majlis and, a week later, the Senate

voted unanimously for the Nationalization Act. Shortly
thereafter the Majlis voted Mussadeq to the Premiership, and

he prepared with overwhelming popular support to implement
the Act. Thus was set the stage for the 1951-1953 National or

Popular Movement.

During the 1948-1951 negotiations, Britain was

extremely rigid in its proposals and  offered  only  minor
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concessions. Furthermore, it failed to take sufficient

account of the growing anti-imperialist/nationalist  trends

that were taking hold, not only in Iran but throughout  much
of the region. Genuine economic grievances were central to

the Iranian-AIOC conflict. In 1950, for example, the

company's net profit (a total of #114 million) exceeded  the
sum total received by the Iranian government as its share

during the preceding fifty years (Nirumand 1969: 44-45). Even

SO, the nationalization movement was pre-dominantly

political. Its  aim  was not only to secure Iran's right  to

exploit its resources and control its own economy, but also,

and more importantly, to end once and for all the semi-

colonial domination of Iran  by Britain  through  its  oil

company. The movement also aimed at placing the Shah  within

the 1906 Constitutional framework, the provisions of  which
declared that he should reign but not rule and called for  a

strong parliament and a constitutional monarchy. In part, the
movement represented the same classes involved in  the

Constitutional Revolution - the bazaaris, intelligentsia and
ulama. They were joined by members of the new  middle  and

working classes, all groups that participated later in  the

1977-1979 revolution. The British stubbornly refused to

understand  the  winds  of change in Iran  and  rejected  the

Nationalization  Act as illegal and unacceptable. They then

embarked upon gunboat diplomacy, reminiscent of their actions

some  twenty years earlier during negotiations which  led  to
the signing of the 1933 Agreement. Thus, in an exhibition of

flag-waving, Britain sent HMS Mauritius to the Persian Gulf

and reinforced its troops in Iraq (Saikal 1980: 41). Further,

with the help of other major Western countries and the 'Seven
Sisters' (the seven giant international oil companies  which

dominate  the  oil industry throughout  the world), Britain

organized a world-wide embargo on Iranian oil; froze Iranian

deposits in the Bank of England; threatened to take legal

action against any buyers or shippers of Iranian oil; fueled

anti-government intrigues and activities through the Shah and
his supporters; and devoted all its efforts to  undermining
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Mussadeq's nationalist regime. British actions to reverse the

nationalization process were intensified when the

Conservative Party led by Winston Churchill returned to power
in October 1951.

Washington viewed the Anglo-Iranian oil conflict

somewhat differently. At first, the attitude of the US

government  towards Mussadeq was not hostile, largely due to
the fear that if Mussadeq fell, a pro-Moscow regime might be

established in Tehran. Moreover, American giant oil companies

which  wanted  to break British oil monopoly in Iran and to

gain some shares of Iranian oil for themselves, hoped to take

advantage of Mussadeq's movement to weaken the British

position. Thus, the British refusal to accept the

Nationalization  Act in principle was regarded by  Washington
as shortsighted intransigency. Washington, which was now

acting as mediator in the dispute, believed that the British

attitude was harmful to bringing Iran into the Western  camp.

Moreover, 'Britain might drive Iran', in the words of the

Secretary of State Dean Acheson, 'into a communist coup

d'etat' (quoted in Ibid: 42).

As the popular movement grew, however, Common global

interests  pushed Washington to shift its policy more in

favour of the British and to support the latter's hard line

against Mussadeq. This was particularly so after January 1953

when Republican  success in the American elections brought

Dwight Eisenhower to power. In terms of the aggressive cold
war strategy of the new Secretary of State, John Foster

Dulles, Iran became part of what Americans called the

'Northern Tier', i.e. the line of countries along the

southern borders of the Soviet Union running  from  Turkey

through Iran to Pakistan, whose internal and international

orientations were of primary concern to the United States.

Thus the new Administration's aim was to create a regime in

Tehran which, though outwardly independent, was in practice

subservient to Washington.

Mussadeq's goal, on the other hand, was to establish a

stable and progressive government in Iran that would be
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capable  of pursuing an independent course in world  affairs.
His foreign  policy was, in fact, based on the concept of

'negative equilibrium",  which meant adopting a neutral line

in the East-West Cold War. This was not acceptable to

Washington, however, which became determined to unseat him.
As the Oil crisis continued, Iran's political and

economic problems deteriorated. Social groups on both  sides
of  the political spectrum were working against Mussadeq  and

his National Front. Conservative forces including the Shah,

large landowners, big businessmen and high ranking  officers

whose vested interests were threatened by Mussadeq's national
movement, charged  that  he was leading the country  towards
communism, while the Tudeh, which was pro-Moscow in

orientation, accused Mussadeq of being an agent of 'American

imperialism' and of wanting to give Iranian oil to Americans.
The Tudeh Party, in fact, reflected Soviet policy  towards

Mussadeq's government, though  admittedly more  vigorously.

Moscow disliked Mussadeq's friendly relations with Washington
as well as his anti-Communist credentials, and therefore

offered no moral or financial support to his national

movement which was mainly directed against foreign

imperialism. The  failure  of Tudeh and Mussadeq's  National

Front to solve their differences and form a united front was

ultimately very expensive to both of them.
At the same time, the economic plight of the  country

worsened, mainly  due to the oil embargo against Iran by the
USA and Britain. To meet the situation, the government began

working  on plans for an 'oil-less  economy',  the  intention

being to balance the current budget on the basis of non-oil

revenues  and to allocate oil incomes to the development plan

as they became available (Paine 1975: 25). Thus, the

government introduced an austerity budget, raised the import
duties on luxury goods, and tried to boost Iran's non-oil

exports. These measures had some success in the short term,
especially in the field of foreign trade, as was reflected in
a surplus in the balance of trade during the second and  last

years of Mussadeq's premiership, i.e. 1952 and 1953 (Nirumand
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1969: 109-110). It was clear, however, that without prior

settlement of the Oil dispute no  serious reforms could

materialize. Time was not on the side of Mussadeq's

government.

As  domestic problems intensified and the Angla-Iranian

oil dispute deepened, so Mussadeq's popular support declined.
By late 1952, some of the middle class elements who had

formed the backbone of the movement, began to desert Mussadeq

and his National Front. More significantly, his most powerful

supporter, Ayatollah Seyyed Abolqasim Kashani, a  religio-

political leader who had much influence over the lower-middle
and lower class elements traditionally responsive to

religious leadership, broke with him and joined his opponents

who were working for Mussadeq's overthrow.
This was mainly due to Mussadeq's attempts to introduce

fundamental social reforms which Kashani, as well as other

conservative clergy, thought  were against Islam and the

Sharia (Islamic law). For example, when Mussadeq's advisors

proposed to enfranchize women, Kashani stressed that 'the

government should  prevent women from voting SO that they
would stay home and perform their true function, bearing

children' (quoted in Abrahamian 1982: 276).
The ability of the National Front to rally considerable

street support was drastically reduced. But at the same time,
in a sudden change of policy, Tudeh stopped its fighting and

propaganda  campaign against the National Front and began to

support Mussadeq's position.  It was too late,  however:  the

Eisenhower Administration and the British government had

already decided to  bring down Mussadeq's legitimate

government. To this end a coup plan had been prepared by the

CIA with British collaboration; and the go-ahead to implement

the operation was given on 22 June, 1953 (Rubin 1981: 81).

Kermit Roosvelt, CIA chief in the area, was appointed as

operation field commander. The CIA provided him with  $1
million in Iranian currency to finance the plan, of which

$100,000 were disbursed among thugs and the lumpen-
proletariat in Tehran (Ibid: 82).



45

On 15 August 1953, in accordance with the coup  plan,
the Shah  issued a Farman or decree dismissing Mussadeq  and

appointing  General Fazlollah Zahedi, a former collaborator

with Nazi Germany and President of the Retired Officers

Association, as prime minister. Colonel Nasiri, the Shah's

chief of Imperial Guard (and future head of SAVAK, the Shah's

secret  police) was entrusted with serving the Shah's  decree
on Mussadeq. Mussadeq resisted and Nasiri was arrested.

Warned of the failure of the coup, the Shah, who was

'resting' in a Caspian resort, fled to Baghdad and thence to
Rome. The news of an attemped royalist coup and its failure

brought  an  outburst of republican demonstrations in  Tehran
and other big cities. However, Mussadeq and  his  advisors

floundered in indecision and failed to gain control over, to

neutralize  or to counterbalance the army. His opponents in

the  meantime were putting the fallback plan into action: on

19 August 1953 a coup was staged by a section of  the  armed

forces led by General Zahedi, and a large group of paid thugs

and  mobs led by Shaaban Jafari, nicknamed the 'Brainless',

marched on the centre Of Tehran shouting 'Down with

Mussadeq'. Mussadeq's  disorganized supporters were stunned;

by the evening Tehran was in the hands of officers and bribed

pro-Shah forces. The Shah returned home in triumph and  his

man, General Zahedi, took over the government. Thus, Iran's

national movement for sovereignty and democracy was destroyed

by a combination of conservative and despotic forces, direct

American intervention, and errors of judgement on the part of

Mussadeq and his advisors. The failure was a great blow  to

Iran's political economy for
It was not simply a defeat over the nationalization of
Iranian oil: it was a historic catastrophe  concerning
the social, political and economic fate of the Iranian

people; it robbed the Iranians of the hope of external

sovereignty  and internal democracy, which were, and

Still remain inseparable national ideals; and it

prepared the way for the resurgence of despotism in the
most destructive and hideous form Iran has ever
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experienced.(Katouzian1981:179)

Royal Dictatorship, 1953-1960

The Shah's return to power was followed by  two  years  of
brutal persecution  of influential members of the National

Front and other Mussadeqists in general, and the ruthless

attack on Tudeh's rank and file in particular. Mussadeq
himself was put on trial in a military court and sentenced to

three years of solitary confinement and to strict house

arrest for life (Nirumand 1969: 96).

Having crushed all opposition forces and to consolidate
his personal rule, the Shah turned his attention to

modernizing  and  developing instruments of autocratic rule

which  would  presumably render impossible any repetition  of
the Mussadeq experience. Realizing the crucial importance of

a  strong and loyal army to defend his throne, he embarked

upon a large-scale and costly  military build-up, which

increasingly  became  an  excessive burden  on  the  national

economy. US  military  and financial aid naturally played  a

decisive role in his post-1953 policies to build   a

substantial base of support in the armed forces. In the

twelve years following the 1953 coup, the Shah received over

$1.2 billion in aid from Washington, almost half of which

went  to  the army.[2] In 1957,  in line with his  policy  of

monopolizing political power and stifling  any  potential

opposition to his regime, and with CIA support, the Shah set
UP his secret police Sazemare Ettelaat va Amniyat Keshvar

(SAVAK), which gradually developed into 'one of the most
brutal and feared instruments of legalized terror, anywhere,
in a world too well supplied with such industries'

(editorial, Monthly Review, February 1979: 5). Between 1955

and 1960 the Shah increasingly tightened his grip over the

country's affairs and, by  eliminating all democratic

institutions, became absolute ruler of the land. He banned

all political parties; rigged the elections to favour his
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nominees; and made the Majlis a rubber-stamp for his wishes.

High-ranking administrators including the Prime Minister were

also  subjected  to his will, so much so that Iran's Prime

Minister between 1957 and 1960, Dr Manuchehr Eqbal, declared

himself publicly as no more than 'the house born slave of his

Majesty' (Katouzian 1981: 196).

To cement his domestic position further, as well as his
ties  with the West and particularly the United States, the

Shah  decided in 1955 that Iran should join the US-sponsored

Baghdad Pact (later Central Treaty Organization, CENTO),

which linked Turkey, Pakistan, Iraq, Britain and Iran, and

whose formal purpose was to defend member countries  against
Soviet attack. The real purpose for this military

strengthening  was nevertheless internal repression (Halliday
1974: 474). Since his base of social and political support
was restricted to the ruling class of landowners, big

businessmen  and  top  army officers, the Shah had to rely

heavily  on the military forces and SAVAK for  his  political
survival. Meanwhile, since the CIA-planned coup of 1953 it

had  become quite obvious that the British could not retain

their monopoly of Iranian oil, which they had enjoyed for

more than five decades. The Americans, who emerged as the new

and  undisputed imperial power in the Middle East in  general
and in Iran in particular, wanted their share of the Iranian

oilfields. Thus, in 1954 the Shah signed an agreement with a

consortium consisting of major American and West European oil
companies  according  to which the latter would  produce  and

market Iranian  oil for twenty-five years, and pay fifty

percent of the net proceeds to the Iranian government

(Katouzian 1981: 202). The shares of the Consortium were

divided among giant Oil companies  in the following

proportions:  40 percent for British Petroleum (BP), 40

percent for American companies, 14 percent for Royal Dutch

Shell, and 6 percent for the French Compagnie Fran aise  des

Petroles (CFP) (Sampson 1979: 156-157). Under this agreement,

Iran's oil industry remained formally nationalized; this was

little more than legal fiction, however, since effective
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control over the two main issues of price and production  was

with the Consortium up to 1973.
The  signing of the 1954 agreement meant that oil began

to flow out and revenues to flow into the country. Together
with substantial American economic and military aid, this

brought a sharp rise in the spending power of the state  and,
through the multiplier effect, increased aggregate  demand.
This in turn enhanced the confidence and expectations of the
business community, and the economy consequently pulled  out
of the earlier depression. Furthermore, in 1955 the Plan

Organization began to implement the Second Seven-Year Plan

(1955-1962), with a total projected investment expenditure of
70,200 million Rials (about $1.2 billion) (Katouzian 1981:
203). After the Anglo-Iranian oil conflict, the First Plan
had become no more than a dead letter, but with the

resumption of oil revenues, prospects for carrying out  the

Second Plan were much brighter. Under the plan a lion's share
of government investment was for the construction of military
installations. Most  non-military investments were spent  on
haphazard, unrelated and unsound infrastructural projects
with long gestation periods. Like later plans, the Second

foresaw no major socio-economic transformations. At the same
time, due to the over-rapid expansion of credit, private
expenditure grew rapidly, mainly on land  and  urban  real
estate speculation  and  on the  hire-purchasing  of  modern
imported products. The sharp  rise of public  and  private
expenditures  on non-productive investments and the  increase
in  conspicuous consumption, which was a product of the

government's 'open door policy',  led on the one hand to the

rapid growth of imports and on the other to severe
inflationary pressures. Between 1954 and 1959 imports
increased more than sixfold; even though oil revenues
continued to grow, a rapidly growing balance-of-trade deficit

developed after 1956 (Ibid: 206). Price indices also began to
rise at an annual rate of 10 percent after 1958.

In  the political field, in an attempt to attract  the
support of the ever-growing middle class and to show his
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American patrons and the outside world that he was  a

'progressive' monarch in favour of Western liberalism, the

Shah created in  1957 a 'tame' two-party system: the

government, Mellyion Party (later Iran-e Novin Party), and

the 'opposition', Mardom Party. The Prime Minister, Dr Eqbal,

took  charge  of the Mellyion, while a great landowner and

special confidant of the Shah, Assadollah Alam, became leader
of Mardom. However, these  parties were ignored  by  the
Iranians who regarded them 'as farcical, many arguing  that
the Shah would have more to qain from admitting his

dictatorial control than from attempting to camouflage it  so
crudely' (Cottam 1964: 290). The Shah's attempt to generate

popular support thus proved abortive.

The Shah's uneasiness about his  dangerously  narrow
domestic base was exacerbated further in 1958 when, in

neighbouring Iraq, the pro-West monarchical regime  was

overthrown in a military coup and a radical regime was set up

in  Baghdad by Abdulkarim Qasim. Together with an  attempted

military  coup  six  months earlier in Iran led  by  General
Valiullah Gharani, the chief of Iranian army  intelligence,

this increased the Shah's anxiety about his vulnerability. To

strengthen his throne against internal opposition forces, he

asked the United States for more military aid and signed  a
bilateral defence pact with America in 1959. President

Eisenhower promised to  accelerate the supply of arms and

military assistance, but on the other hand the US Congress
began  to  investigate  corruption  and  the  misuse  of  oil

revenues and American aid in Iran. It thought that corruption
of unimaginable proportions, together with the Shah's

excessive  military  expenditures  were responsible  for  the

deterioration of Iran's economy which posed the major  danger
to  the country's stability. Washington therefore started to

use  its military and economic leverage to pressure the Shah

to re-evaluate his military spending.

By the end of the 195Os, despite mounting oil revenues
and large-scale  American aid, a worsening balance of

payments, budget  deficits and inflationary pressures forced
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the state to turn to the International Monetary Fund (IMF),

and to carry out a drastic deflationary policy, cutting down

public expenditure, tightening credits and imposing  import

surcharges. These measures brought the 1954-1958 boom to an

end and caused a number of bankruptcies and bank failures;

unemployment and interest rates increased; the bazaar

community was put into acute financial difficulties; and the

economy fell into depression.
The  severe economic recession added to the poverty and

hardship of the masses, causing general dissatisfaction  and

political unrest which engulfed Iran from 1960 to 1963. In

that period, opposition forces including the National Front

which, after the 1953 coup had moved into a semi-underground

position, re-emerged  and began to organize rallies  and

demonstrations against the government, calling for immediate
implementation of the Constitution and for free elections.

The clerics, who  had  assumed  a passive attitude since

Mussadeq's fall, also became active in anti-government
demonstrations.

The Shah's 'White Revolution'

As opposition to the regime continued, the Shah made

overtures by firing Dr Eqbal in August 1960, removing some of

his security  chiefs including General Timur Bakhtiar, the

extremely powerful head of SAVAK, and bringing Jafar Sharif-

Emami, a former supporter of Mussadeq, to the premiership.
The change of government and the Shah's later attempt to make

scapegoats of the removed military chiefs, however, was not

effective and the  rising political turmoil continued

unabated. The  situation came to the boil in May 1961  when,

during a strike and demonstrations by teachers for higher

salaries, a striking teacher was shot dead by  the  police
(Zonis 1971: 49).

Meanwhile, the Kennedy administration came into office

in the USA in 1961. In the shadow of the Cuban Revolution,
the  administration reached the conclusion that the only  way
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by which pro-Western regimes could be preserved in the  Third
World was with the aid of social and economic reforms. To

stave  off popular uprisings, therefore, the USA urged its

developing country allies to carry out programmes of reforms

in which land reform would hold a special place. This is the

background to  reform programmes in Latin America under the

rubric of the 'Alliance for Progress',  and to the so-called

'White Revolution' in Iran (Halliday 1979b: 26-27, 44-45).

With regard to Iran, the Kennedy administration

believed that too much money was being spent on arms. Given

Iran's poverty and the urgent need for domestic reforms, it

was felt that the Shah's priorities should shift from

military to economic reforms. Using its military, political
and economic leverage, Washington pressured the Shah for

socio-economic reforms in several ways: it adopted a  policy
of arms restraint towards Iran; it courted General Timur

Bakhtiar twice during 1960-1961 when he held no position  in
Tehran in order to make it clear to the Shah that there were

Still alternatives open to him should he fail to  start  the

long-overdue process of reforms necessary both for his

survival and for  keeping Iran in  the  Western Camp; and

finally, it agreed to lend the Shah $35 million provided that

a 'particular individual' was appointed Prime Minister. This

was to be Dr Ali Amini, an independent-minded economist, who

Washington  had in mind to carry out the necessary reforms in

Iran (Saikal 1980: 75-76).

As internal political tension began to move beyond  his
control on the one hand, and as American pressure increased

on the other, the Shah had no choice but to call on Dr Amini

to form a government. Shortly after he dissolved the  Majlis

and ruled the country by royal decree for the next two years.
Dr Amini, a large landowner with ties to the Qajar family,

had  served in one of Mussadeq's cabinets as Finance Minister
before being dismissed in 1952. After the 1953 coup, he

regained the finance portfolio in General Zahedi's government

and became the principal Iranian negotiator in the Consortium
Oil Agreement. In 1955 he became Iranian ambassador to
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Washington, where  he  was  popular and  well-liked  by  the
Americans  and made a good personal impression on the then-

senator John Kennedy (Rubin 1981: 106). His appointment as

Prime  Minister was not surprisingly hailed in the American

press as 'the best prospect in years - and perhaps the last -
of progress in one of the sickest of the world's sick

nations' (quoted in Ibid: 106).

Amini  began  his term of office by promising to  carry

out profound economic and administrative reforms and to free

Iran from  corruption and social injustice. His government

prepared a land reform programme, the first phase of which

started to be implemented  by his energetic  agriculture
minister, Hassan Arsanjani. Amini also went ahead with the

IMF deflationary policy which consisted mainly of public

expenditure Cuts, restriction of imports, and a  credit

squeeze. The already depressed economy consequently continued

to sink deeper into depression through 1962-1963. Opposition

to Amini's government mounted rapidly. The land reforms were

firmly opposed  by  the landed aristocracy and  by  certain

elements of the religious establishment; the businessmen and

the bazaar  community  were  hard  hit  by his austerity

programme; but  more importantly, his proposal for cuts in

military spending and reductions in the size of the armed

forces was rejected by the Shah. After fourteen months in

office Amini resigned, perhaps hoping that the Americans

would come to his support. But the Shah had already made his
deal and the Americans realized that Amini could not

establish political authority in the country. The Shah

promptly appointed Assadollah Alam, a large landowner who was

known for the totality of his subservience to the Shah, to be
the next Prime Minister.

The Shah now realized that some reforms were essential

if he was to maintain his throne for, as he himself had

already remarked, a 'country cannot be ruled by the force of

bayonet and secret police. For a few days this may be

possible, but not for all times. Only a majority can rule a

society' (quoted in Zonis 1971: 116). Following Amini's
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resignation, the Shah was thus more than willing to take the

initiative and to boost his creditability both at home and in

Washington. The conservative Shah therefore suddenly became a

'revolutionary'  and  adopted the language of his  opponents,

denouncing 'feudal reactionaries' and 'parasitical
landlords'. In  January 1963 he put his six-point  programme
which he called the 'White Revolution' (later the Revolution

of Shah and People) to a national referendum; as usual, 99

percent of the electorate voted in favour. This six-point

programme of reform included: (1) land reforms (the first

stage of which had already begun under Amini), (2)

nationalization of forests, (3) sale of state-owned factories
to private interests to finance land reform, (4) profit-

sharing in industry, (5) voting for women, (6) creation of a

Literacy Corps. By 1977 a further thirteen points had been

added to the list.
The Shah's 'White Revolution' was designed to (a) break

the  power base and influence  of landlords as a class; (b)

rally the apolitical rural masses to his side, at least for a

crucial period; (C) present himself to the world and

especially  the  United States as a powerful and  progressive

leader, worthy of foreign arms and aid; (d) encourage the

capitalist transformation of Iran's rural economy and

society; (e) increase agricultural productivity and  expand
the rural market for industrial goods; and (f) bring

government  agents into greater contact with rural Iran and

thus expand its control over the countryside. The land reform

and other measures, despite their unfavourable socio-economic
results for the Iranian  people (an issue that Will be

examined later in this chapter) were politically  rewarding

for the Shah in several ways: he expanded his narrow base of

support; he almost eliminated the landlords' power base; and
he met one of the popular demands of his opponents who had

been advocating land and social reforms (Saikal 1980: 85).
In January 1963 the Shah, who had successfully

outmanoeuverd his disorganized and confused opponents, began

once again to move rapidly in the direction of
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authoritarianism. Opposition to his regime quickly developed,

however. With the National Front, whose bewildered leadership
lacked  any clear programme for reform, fading rapidly from
the scene, the bulk of opposition to the Pahlavi state came

from the religious community. Throughout the spring of 1963

anti-government demonstrations mounted in the major religious
centres of the country. Then, on 6 June 1963, during the
sacred month of Muhharram, massive anti-government rioting
broke out in Tehran and other cities. The Shah ordered his

troops to 'shoot to kill', and the rioting was finally  put

down  with a heavy loss of life after three days (Zonis 1971:
45 and 66).

The riots were organized and led almost exclusively
from  the holy city of Qum, with Ayatollah Khomeini as the

outspoken leader. The government accused the  religious

leaders  of being reactionary and of opposing land reform and
women's suffrage. There is little doubt that most religious
leaders did  oppose giving the vote to women, and the
inclusion Of religious endowment lands, or waqf, in  the

reform, which  they saw as a threat to the financial

independence of religious institutions. Many others favoured

extensive land reform, however. The government's argument was
thus only partly true. The growing autocracy of the Shah and
the general corruption  of his regime  were  probably  also

causes of the rioting. The uprisings having been brutally put
down, the state began the process Of rooting Out,

imprisoning, and  co-opting  or otherwise  neutralizing  the
opposition forces, a process which continued for the next
three years. Meanwhile, Khomeini was arrested in June 1963

and sent to exile in Turkey in 1964. Shortly after, he moved
to Iraq and lived in the holy city of Najaf until the  early
fall of 1978 when, under pressure by the Iraqi government
which was anxious not to offend the Shah, he was forced to

fly to Paris.
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The 1963-1977 Period

The crushing of the 1963 uprisings marked the time when  all

opposition forces which had resisted the Shah's consolidation

of power since the 1953 coup, were forced onto the defensive.
This in turn paved the way for re-establishment of the Shah's

dictatorship, following the relative political relaxation of

1960-1963. It also marked, however, the time when the Pahlavi
state began its rapid process of capitalist-oriented

development, with all its politico-economic and cultural

implications.

During  the next fifteen years the initiative lay  with
the Shah  and the mounting oil revenues - first due  to  the

rapid  growth  of production and later, particularly  after

1973, also to the escalation of prices - increasingly

strengthened  his  control  over  the economic, political,

cultural and ideological life of the country. After 1963, the
economic situation began to improve steadily. From then until

1973 the Third and Fourth Development Plans were carried  out

and  channeled  huge amounts of public funds - $1860  million

and $6690 million respectively (McLachlan 1977: 139, 147) -

into various sectors of the economy. In addition, private

enterprise invested some two-thirds to three-quarters as much
as the public sector during the two Plans. While services,

construction  and manufacturing received high and  increasing
shares of resources, agriculture  was  dis-proportionately

downgraded  and starved of funds (Katouzian 1978: 355). The

Iranian economy enjoyed considerable growth between 1963 and

1973: GNP rose by 9 to 10 percent annually; employment was

high; inflation, though rapidly rising, was still tolerable;

trade, industry, transport and telecommunications expanded;
and the general level of public health and education

gradually improved. Nevertheless, the income gap between rich

and poor widened, reflecting the regime's preference for the

wealthy and for large economic enterprises.
Then  came the sharp rise in oil revenues in 1973-1974,

which  brought  dramatic changes in Iran's  economic  policy.
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Given the autocratic nature of the regime and  its  monopoly
control of oil income, one upshot was government's increased
economic leverage  as Iran became a predominantly state-run

economy. Following the oil price explosion at the end of 1973
the Shah, suffering from the naive belief that money can  do

everything  and contrary to the advice given by planners and

economists in the Plan and Budget Organization and Bank

Markazi Iran, ordered the upward revision of the Fifth

Development Plan (1973-1978), which had only been operating
for a year. As a result, Plan allocations almost doubled from

Rs.2461 billion (about $35,000 million) to Rs.4698 billion

(nearly $69,000 million) (BMI 1978: 79). Ignoring non-capital
factors of production and the consequences of a sudden jump
in spending, the Shah believed firmly that implementation of

the Fifth Plan woud guide Iran more rapidly towards what he

immodestly called 'The Great Civilization'.
The implementation of the revised Fifth Plan, as could

be expected, played  havoc with the economy. Bottlenecks

developed in ports and transportation networks, causing

shortages  of cement and steel for the construction industry.

Massive  electricity shortages meant frequent power failures

and blackouts which not only disrupted industrial production,
but also  angered urban dwellers. There was also an acute

shortage of skilled labour, which resulted in considerable

wage increases and necessitated the bringing-in of  thousands

of foreign workers. The reckless spending spiral also created
food shortages, housing problems and rampant inflation which
hit the  middle and lower classes particularly hard. In an

effort to control the runaway inflation the government

embarked  upon  an 'anti-profiteering campaign' against the

business community and thousands of bazaaris and big
businessmen were arrested, fined or sent into internal exile
(see Section 3.4.3). The seeds of distrust and anger were
thus sown among merchants and industrialists who had

benefited most from rapid economic growth.
In mid-1975, as the ineffectiveness and  disruptive

nature of this type of control became increasingly
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recognized, the government decided to deflate the economy by

adopting a tighter monetary and fiscal policy,  by  cutting

back on investment, and curtailing and cancelling development

projects. As a result, the

growth rate of real investment in construction  fell

from 53.7% in 1975 to 22.9% in 1976 and to only 2.7% in
1977. While total gross domestic fixed capital

formation  at constant prices had grown by 64% in  1975

and 21% in 1976, in 1977 it grew by only 3.4%. In fact,
for the first time since 1969 private sector real

investment in machinery and equipment decreased by 6.8%
in 1977 and, largely  as a result of below-average

rainfall, value added of the agricultural sector also

declined by 0.8% in 1977.(Walton 1980: 286)

This led  to economic stagnation and reduced employment  and

business opportunities. Indeed, by 1977, the super boom of

1973-75 was over and the economy had entered into  recession.

The stage was set for the general upheavals of 1977-79.

1.6 The Iranian Revolution of 1977-79 [3]

The  suddenness and speed with which the crisis developed  in

Iran in 1977-78, leading eventually to the fall of the Shah
in  February 1979, surprised the whole world. The fact is,

however, that social discontent had never ceased to exist in

Iran, and  underground political activity  had  continued

throughout the 1960s and the first half of the 197Os, while

signs of popular dissent had been visible to critics of the

Shah's regime ever since the 1963 uprisings. The appearance
of complete control by the Shah and the image of Iran, as

President Carter put it, as 'an island of stability in one of
the  most troubled areas in the world' (quoted in Eqbal 1979:

3), was of course deceptive. But brutal repression by SAVAK

and the resulting atmosphere of widespread fear kept the

great hostility to the Shah's rule beneath the surface.
The revolution, therefore, did not spring up magically
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in early 1977. In understanding revolutions in general, and

the Iranian Revolution in particular, it must be understood

that

revolutions  are  not just crises in the elite, but

upheavals throughout society; that the origins of such

upheavals are to be found not in this or that person,
in this or that accident, but in the historical

development and the structural flaws of the  specific

country; and  that such major upheavals have not  only

short-term causes, which one could call the sparks, the

triggers, and  the precipitants, but more importantly

long-term causes, which one could categorise as the

historical and the structural factors. (Abrahamian

1984: 73)

The long-term or structural causes of the revolution lay  in
the political, economic and social problems and dislocations

created  by the Shah's domestic policies during the 1960s and
197Os, which will briefly be examined below. The short-term
causes of the revolution will be investigated in section

1.6.3.

1.6.1. Structural Causes of the Iranian Revolution

In 1963, under American tutelage, the Shah launched his

reform programme called the White Revolution, the major

objectives  of which were (a) to strengthen  the  monarchical

system; and (b) to promote a rapid capitalist development of

his country in a manner which would transform  his  kingdom
within  twenty years into the world's fifth-ranking  military

and economic power (Saikal 1980: 203). To achieve these goals

he pursued a policy of severe political repression and also a

rapid process of socio-economic development. Ultimately, both
these  policies and their social consequences stimulated  the

trends and forces that caused the downfall of his regime.
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Political repression

Under the Shah Iran was theoretically a constitutional

monarchy  with a partially elected parliament; in practice,

however, it was a monarchical dictatorship. The Shah was the
sole source of authority and absolute ruler of the  country.
The Majlis, or parliament, was in theory sovereign  and
continued to be 'elected', but this was a hollow process

believed by none. Similarly, other democratic institutions

authorized by the 1906 Constitution were gradually undermined

and co-opted by the monarchy. An illustrative example of this
was party politics. From 1957 until 1975 there were two

political parties in Iran: the government  party  Mellyion,

later Iran-e Novin, and the 'opposition' party, Mardom.

During these years the Shah often reassured the royal

opposition that  he had no intention of establishing a  one-

party system:
If  I were a dictator rather than a constitutional

monarch, then I might be tempted to sponsor a single

dominant party such as Hitler organized or such

as  you  find  today in  Communist countries. But as

constitutional monarch I can afford to encourage large-

scale party activity free from the strait-jacket  of
one-party rule or the one-party state. (quoted in

Abrahamian 1982:440)

The two-party  system was a fake and Iran-e Novin  and
Mardom  were  dubbed  by the Iranians as the 'yes' and 'of

course' party respectively. Even such a fake system could not
be tolerated  by the Shah, however. In 1975 he suddenly
decided to end it and announced the establishment of a new

single party, the Rastakhiz or National Resurgence Party,

which all Iranians were pressed to join. The Rastakhis became

just another vehicle for opportunists, and rather than

mobilizing Iranians for the regime it added significantly to
their discontent. In fact, its aim, as has rightly  been

suggested,

was to strengthen the regime, further institutionalize
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the monarchy, and firmly anchor the state into the
wider society. The means   it used were the
mobilization of the public, monopolization of links

between the government and the country, consolidation
of control over office employees, factory workers, and
the rural population and, most important of all,
extension  of state power into the traditional  bazaars
and the religious establishment. But instead of

establishing stability, the Resurgence Party weakened
the whole regime, cut the monarchy further off from the
country, and intensified resentment among diverse
groups. For  mass mobilization meant mass manipulation
which in turn, produced mass dissatisfaction, (Ibid:
445-446)

and since the party had no popular base it disappeared  as
quickly as it was conjured up.

Freedom of speech and association were non-existent,
and the press was strictly censored. SAVAK's officers issued
daily bulletins to publishers telling them what to print and
how to arrange the columns. Similarly, academic freedom was
restricted and students and university teachers  were  kept
under surveillance by SAVAK. Trade unions and industrial
strikes  were  illegal and workers protests were  dealt  with
severely. Torture was systematically used for the purpose of
obtaining confessions (Amnesty International 1976: 10).

The  cultural and intellectual life of the country  was
also stifled  because  a whole range of related topics was
banned  by SAVAK. Performances of Hamlet and Macbeth, for
instance, were forbidden for the simple fact that they showed
the murder of a king or prince; books and films were censored
or refused publication or showing for various reasons, mostly
in connection with claims about the security of the regime
(Tehranian 1982:15). Thus, from 1963 to 1977 the Shah's
regime denied Iranians their basic constitutional liberties
and human rights and successfully expanded its grip over the
political, social and cultural life of the country.

Suppression of the conventional opposition pushed
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elements  of  the opposition toward an  increasingly  radical
position and led, hardly surprisingly, to  underground
political activities and the creation of two urban  guerrilla
movements: the Organization of Iranian People's Fedaii
Guerrilla (alternatively known as Fedaii Khalq), a  secular
Marxist-Leninist group; and the People's Mojahedin
Organization of Iran (subsequently known as Mojahedin Khalq),
a radical Muslim group (Abrahamian 198Oa; Jazani 1980). These
groups, drawn  largely from the student milieu, began their
armed struggle against the regime in the early 19705 and were
to  be of great significance in the final convulsions of the
Pahlavi  era  which witnessed the collapse of the  military
apparatus, the Shah's  main pillar of support. Moreover,
secret  movements  emerged among religious students  and  the
younger clerics of Qum, a major religious centre, also
dedicated to the overthrow of the Shah's regime (Bakash 1984:
11).

Since the Shah, during his dictatorship, allowed no
popular participation in the decision-making process and took
all major  and minor decisions himself, and since his top
civil  and  military  officials became inured  to  taking  no
initiative or decisions, the regime of which the Shah was the
indispensable centre was very inflexible. This explains why,
during the last months of the Shah's rule when he was not
'functioning', the  decision-making apparatus crumbled. In

fact, the Shah did not consult even his closest advisors but
did his best to discourage criticism.

The Shah considered even the most minimal criticism as
the ultimate treason, and thus increasingly isolated himself
from cognizant politicians and surrounded himself with
flatterers. Consequently, he was told and shown only what his
sycophants thought he wished to see or hear and he was thus
unaware of what went on in the country, which in itself was a
cause  of popular discontent. His distance from the  people
also caused him to show little respect for the Iranian
lifestyle, norms and values. The abandonment of the Islamic
calendar in favour of a monarchical calendar in 1975 was  a
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prime example of this attitude and generated intense and

emotive opposition. The Shah's disregard for Iranian cultural

and  religious values, together with his 'predilection for

foreign (in  particular American) ways and approval  at  the

expense of indigenous Iranian ways and Iranian approval'

(Zonis 1983: 600), represented a constant humiliation to the
Iranian people. Indeed, the affront to Iranian traditional

modes of behaviour generated a sense of insult and finally

revolutionary rage among Iranians:
the behaviour of the Shah [during the 197Os]

increasingly  came to be experienced as an  insult  - a

narcisstic injury  to his own people .... He made no

attempts to assess his people's vision and needs, and

made little effort to explain why his visions and needs
were appropriate. He showed the Iranians no

compassion and no empathy. (Ibid: 599-600)
The Iranian Revolution therefore reflected both  a

popular reaction  against twenty-five years of repression,

censorship, suppression  of thought and political activities
under the Shah's rule, and also against his disregard for

Iranian cultural and religious norms and values.

Economic contradictions

While, since the CIA-supported coup of 1953 and  especially

after 1963,  the Shah continued to rule by relying heavily on
his army and security forces, he did make an attempt to

increase  the legitimacy of his regime and to narrow the  gap

between  the  court  and the Iranian population at large  by

putting through certain popular socio-economic reforms

between 1963 and 1975. But having regard  to the social

character of the Shah's regime and government policies, these
initiatives contained the seeds of his own destruction.

In 1963 the Shah inaugurated his land reform programme.

Although carried Out under the slogan of 'land to the

tiller', this proved to be an inegalitarian policy in which

landless  peasants were completely neglected. By the end of
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the land reform in 1971, about 40% of the rural population

without cultivation rights,  i.e. the most deprived group in

rural areas, had received no land at all (Keddie 1979: 23),

and  the  gap  between classes in the  countryside  was  thus

widened. Furthermore, although land reform was a  political

victory for the Shah and abolished landlords' power in rural

areas, it was an economic failure and did not enhance output

and  productivity in the agricultural sector. (see  Appendix

3.3) To alter this, the Shah switched to  another  policy.

Starting  in  the mid-1960s encouragement was given to farm

corporations and agri-business and the large-scale

exploitation of land by multinationals and Iranian

corporations, which was indeed in direct conflict with the

land reform's original purpose of breaking-up large ownership
in land. (see Appendix 3. 4) However, these policies  also

failed to expand  output or to change the plight of the

agricultural sector. This stagnation in the countryside had

two new negative effects. First, it eroded Iranian self-

sufficiency in food and agricultural produce, thus creating a

constantly growing dependency on food imports. (see Appendix

3.5) Second, it caused poverty and insecurity for the

peasantry. The result was a high rate of migration to towns

and cities where the economic, social and cultural life of

the peasants remained marginal. (see Appendix 3.2) This large

exodus from rural to urban areas not  only  depleted  the

agrarian sector even further but also created an alienated

sub-proletariat in the crowded city. Although this group  of

the population could not start or lead a revolution, it could

and  did provide masses of revolutionary participants (Keddie
198la: 11).

The agricultural sector's deterioration was largely due

to the fact that the Shah's development strategy was heavily

biased in favour of rapid industrialization. His industrial

policies included high tariffs, tax holidays, low-interest

loans to large industries, and the licensing of only a  few

industries in each field. The state did little, either

financially or technically, to support small-scale  industry
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despite its weight and significance in terms of employment.
As a result of this bias in favour of large  industries,  a

highly inefficient, costly  and oligopolistic industrial

sector  was created which was protected artificially by  high
tariff walls and by subsidies from the oil sector, and which

served  to benefit only domestic and foreign  industrialists,
thus exacerbating income inequalities and social imbalances

in the country (Keddie 198lb: 169-174).

Similarly, financial, trade, tax and credit policies
also favoured  large  enterprises  both  in industry and

agriculture, and the rich who owned and ran them, while small

craftsmen and shopowners and small and middle class  peasants
starved for  bank credits and for government financial and

technical assistance.

While relatively small funds were allocated to

agriculture, a great deal of Iran's resources was wasted  on

military spending. From  the early 1950s onwards the Shah

spent an  over-growing share of Iran's revenues  on  defence

expenditures  which did not contribute to the development  of

Iran's  productive capabilities. The annual defence  budget

rose from $67 million in 1953 to $844 million in 1970, a rise
of more than twelve-fold; between 1970 and 1977, it rose by
almost  the same proportion again to $9400 million (Halliday
1979b: 71). The main reason for this massive military build

up was to suppress domestic forces and to maintain the Shah's

political control. Another reason was that, after the

withdrawal of British forces from the Persian Gulf in  1971

and in accordance with the 'Nixon doctrine', the Shah was

assigned  by Washington and its allies to police the  region.

To  perform his duty as 'the regional policeman', the Shah

needed more and more arms. Thanks to Iran's rising  oil
revenues he had the money to buy the most modern and

sophisticated weapons; equally important, during his visit to

Tehran  in  1972 President Nixon gave him  carte  blanche  to

purchase from America's arsenal anything he wished, short of

nuclear weapons (Sampson 1978: 272).
Under the Fifth Plan, as a result, the state undertook
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to spend more than $29,000 million on defence. The allocation
of  such  huge funds to military spending not only  distorted

Iran's overall economic development, created social

dislocation  and increased popular dissatisfaction  with  the
Shah's regime  among  various social strata, but it also

prevented  the implementation of more attainable  objectives,
intensified inflationary pressures and led to tremendous

wastage and corruption. Arms deals also gave rise to

unbelievable bribery and corruption.
Massive corruption was not limited to military

purchases, of course, but was all pervasive. Corruption ran
wild at the heart of the Shah's own family. His brothers and

sisters earned exorbitant commissions on contracts by acting
as go-betweens. The Pahlavi Foundation, created by the Shah

apparently for charitable activities, became an open method

for  enriching  the imperial entourage. The example of the

royal family was followed by other people in high places.  A

former  prime  minister reckoned that Some 4000 families

creamed off the  main profits from the oil boom Of 1973

(Halliday 1979c: 6). In the words of a journal associated

with the Pentagon, the Armed Forces Journal International,

by 1977, the sheer scale of corruption had reached  a

boiling point .... Even conservative estimates indicate

that such [bureaucratic] corruption involved at least a

billion dollars between 1973 and 1976.(quoted in

Abrahamian 1982:449)

This  corruption  at  the top played  an  important role in

augmenting the Iranian  people's  anger  with  the  Pahlavi

regime.
The  period between 1963 and 1977 was one of rapid

economic growth but its benefits were very unevenly spread,

going to  a  handful of people at the top of the economic

ladder while those on the bottom rungs were largely

neglected. This was reflected in the growing income disparity

between rich and poor, between cities and countryside, within
the cities and within the countryside, in the 1960s and

1970s. This income inequality, which made Iran one of the
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most inegalitarian nations in the world, increased  sharply

especially  after 1973 when oil revenues rose  dramatically.
Available  statistics indicate that the top 10 percent of the

population accounted for 40 percent of consumption, while the

bottom 10 percent of the population accounted for less than 2

percent (Keddie 1979: 23). The inequality undoubtedly had an

important influence on the mass discontent that erupted in

1977-78 (Muller 1985: 47).

To sum up, in the 25 years after the 1953 coup, despite
the opportunities provided by ever-rising oil revenues to

develop and diversify the economy, to alleviate social misery
and to diminish class tensions,

the Shah pursued a host of political, social  and

economic policies that undermined the regime's
institutional props, broke its links with society and

eventually  antagonized almost every sector of the

population. These policies created new class conflicts

without diminishing the old ones; widened the gap
between the  comprador  bourgeoisie and the petty

bourgeoisie, between the rich and the poor, between the
court elite and the country masses, between the

commercial farmers and the landless peasantry; further

antagonized the intelligentsia and the urban

proletariat who had opposed the regime since the 193Os;

gradually alienated the  petty  bourgeoisie and the

bazaar clergy who in the 1950s had been willing to

cooperate with the authorities; and most important of

all, brought into existence both a mass of impoverished

peasants  who had been promised land but  had  received

nothing and an under-class of shanty-town poor who  had
flocked from the villages into the cities in search of
non-existent jobs. In short, the regime created  a

classic  revolutionary  situation in which  the  ruling
elite was not only isolated from the rest of society

but  also  was attacked by almost every stratum of the

population. The Pahlavi collapse was as rapid  and

thorough as could be. (Abrahamian 1984:74)
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Western media and some academics have attributed the

Shah's fall to his rapid modernization programme, saying

that he went too far for his 'traditional-minded and backward

people'. These claims should not be taken seriously. If the

Shah did go wrong,
it was because he was already going into the wrong

direction - towards greater inequality, neglect of the

rural sector and lavish expenditure on arms. In a very

obvious  way  he did not go far or fast enough  in  the

right direction, that is towards building  a  truly

independent  economy that distributed the  benefits  of
the Oil boom  equally amongst the people and which

allowed a growing political awareness to find

legitimate and effective expression. (Halliday 1979c:

15)

1.6.2. Agents of the Revolution

The Iranian revolution of 1977-1979 was urban in composition,

its  cadre  coming from all urban social classes and  groups:

professionals, intellectuals, the bazaaris, Muslim clerics,

students and workers. The countryside, accounting for more

than  half the total population and embracing the poorest and

socially  most oppressed people, played little if any  part.
The urban-based middle and working classes, however, joined
the  revolutionary  movement for both class  and  ideological

reasons (Keddie 198la: 6). The 'new' middle classes (NMC) or

the professional middle classes, i.e. engineers, lawyers,

doctors, Civil servants, intellectuals and  university

teachers, launched the revolutionary movement in early 1977

by circulating open letters criticizing the regime's
Violation of human rights. Here it should be noted that in

January 1977, President Jimmy Carter, a politician outspoken

on human rights, had entered the White House. Even though his
administration followed the policies of his predecessor  and
there was no change in Washington's overwhelming support for

the Shah, as reflected in the continuation of America's arms
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sales to Iran and an exchange of visits between President

Carter and the Shah in November and December Of 1977,

nevertheless, Carter's attitude  galvanized the NMC into

action.

Middle class opposition to the Shah's regime dated back

to the early 195Os: since the CIA-managed coup of 1953, which
overthrew the  democratically  elected government of Dr

Mussadeq, little love had been lost between the Shah and the

NMC, who  regarded  his  despotic  regime as illegitimate.
Furthermore, apart from the political and cultural repression

suffered under the regime, a growing number of the enlarged

middle classes realized that mounting socio-economic problems
were facing  the  country and  demanded power sharing  and
participation in the decision-making process,  which the Shah

refused. Finally, the NMC and other social groups equated the
Shah's regime  with  the United States which supported him

militarily  and politically. The cause of NMC against the

Pahlavi regime was thus further intensified  by  nationalist

and anti-imperialist feelings.
The  next  to join the revolutionary movement were the

students. From the 1953 coup onwards, the rapidly expanding

student population had actively opposed the Shah's regime and
struck and demonstrated as they could. Resenting the same

repressions as the NMC, the students also suffered poor
academic  and housing conditions. Moreover, an increasing

number  of  high-school graduates applied but failed  to  get
into universities. In 1977, for instance, only 60,000 out of

290,000  applicants  were accepted by the universities; the

rest, awaiting conscription, joined the ranks of the

unemployed (Halliday 1979a: 3). This was a significant source

Of discontent to the students, producing an  atmosphere  of

frustration and the conviction that there must be change. The

students  thus joined the opposition and played a major  role
in the street demonstrations that rocked Tehran and

provincial cities.
The ulama or religious leaders who, particularly after

the 'Black Friday' of 8 September 1978, assumed the
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leadership of the revolution, had their own grievances
against the Pahlavi monarchy. Under Reza Shah and his son the

power, privileges  and influence of the clerical class  were

drastically curtailed. Beyond the mosque itself, where they

preached, the religious  elite  had  had a long-standing

monopoly over law and education. The introduction of secular

educational and judiciary systems in the 1930s  caused  the
ulama to lose both these to the Pahlavi state. During Reza

Shah's reign (1925-1941), the Scope  of  their  religious

functions was also restricted and their cultural influence

attacked. Once he felt secure on the throne, Muhammad Reza

Shah continued his father's secularization  policies  and
attacked the religious institutions. In the 1963 'White

Revolution' the ulama lost the religious endowment lands, or

waqfs, which represented up to two percent of all land (Ibid:
3). Furthermore, the Shah's attempt in the 1970s to make

inroads  into  the  religious sphere proper by setting  up  a

'Religious Corps' and a group of 'Propagators of Religion';
the introduction of a new Family Protection Law of 1967 which

undermined some of the fundamental tenets of Islam on

marriage and divorce; the imposition of the monarchy calendar
in 1976; and the growing presence of Bahais in positions  of

power, angered the ulama even further and strengthened their
belief that  the Shah was determined to destroy the Islamic

roots of the country. Thus, their action against the Shah's

regime was both for class and ideological interests.
Despite the anti-clerical policies of the Pahlavis, the

ulama's social and ideological base remained strong.

Donations  and religious taxes taken mainly from the bazaaris
enabled them to maintain their financial and institutional

independence from the state. The clergy was, in fact, the

only social group which had an independent nation-wide

organization. Secular oppositional organizations were  often

destroyed by SAVAK, but the authorities could not close down

some 90,000 mosques and religious institutions throughout the

country (Tehranian 1982: 18). Thus, when the revolutionary
movement began, the mosques formed the  only  nation-wide
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organization  to which the population could turn, with the

ulama alone in command on the crest of a gigantic  wave  of
popular uprisings. The mosques thus played a decisive part in

the revolution, first by giving 'the heterogeneous movement
an ideological framework within which the various factions

could co-operate. Secondly, the religious infrastructure was
instrumental in  co-ordinating  what  would  otherwise  have

remained a number of disparate protests, lacking the critical
force to  confront the regime effectively' (Afrashteh 1981:

99).

Another social group which played a key role in  the

revolution was the 'old' middle class or bazaaris. The bazaar
- the traditional sector of Iran's urban economy  consisting
of merchants, shopkeepers, retailers, artisans and craftsmen

- had  consistently opposed the Shah in the post-war  period.

Despite common belief to the contrary, large sections of the
bazaar benefited from the economic growth of the 1960s and

197Os, and from the oil boom; and despite the modernization
of the economy, the bazaar still controls over two-thirds of

domestic  wholesale trade and at least 30 percent of imports

(Graham 1979: 221). There is no doubt, however, that the Shah

wanted  to diminish the politico-economic power of the bazaar
community  and that his economic policies  disfavoured  them.

With the rise of modern commercial institutions, the social

status of the bazaar declined. The bazaaris resented the loss

of their position. They also resented the government's policy
of favouring non-bazaari entrepreneurs; the monopolization of

important sectors of the economy by the state; its ever-

growing bureaucracy; the superimposition of its guild

officials; and the repeated humiliation of the bazaar,
including a plan to construct a major highway through it. The

bazaaris  became  particularly antagonized in  the  mid-1970s
when the Shah, in an attempt to win public favour, launched

an 'anti-profiteering campaign',  in the course of which 8000

businessmen  and  shopkeepers  were arrested  and  fined  and
another 23,000 were deported to remote parts of the country

(Halliday 1979a: 3). Not surprisingly, such actions increased
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their opposition. By the end of 1977 the bazaaris, mostly

practising  Muslims  and  historically allied  to  the  ulama

through  marriage  and economic ties, had reaffirmed their

traditional alliance  with the clerical leaders in  opposing

the Shah. They also gave crucial financial support  to  the

anti-Shah protests and strikes which started in 1978.
The alliance between the ulama, the bazaar and the new

middle classes could bear fruit only by massive participation

of the urban poor, i.e. labourers, factory workers, unskilled
construction workers, casual workers in services, etc., who

were particularly hard hit when the booming economy went into

recession  in  early 1977 due to the government's attempt  to

limit spiraling inflation. Government suddenly curtailed its

investment expenditures, postponing some projects, cancelling

others, and sharply delaying all new building projects. The

result  was  widespread unemployment, especially  in   the

construction industry  which  provided  the  main  area  of

employment for the unskilled newly-migrant peasants who  had

flocked to towns because of the stagnation and decline in the

countryside. These people thus suffered increasingly from the
recession, which was combined with rising prices.

This uprooted sub-proletariat,  who lived in the  slums

and shanty towns of big cities, were not acquainted with any

sophisticated political ideology. They did know  something

about their religion, however, and thus gravitated towards

the  only social institution that was familiar to them,  i.e.

the mosque. Similarly, the recession intensified the

discontent of the urban proletariat. To the industrial

workers, the massive oil revenues from 1973 onwards meant

more inflation rather than additional income. Economic

recession also created unemployment, eroded the  bargaining

position of the work force and thereby reduced their real  as
well as nominal wages. The industrial workers also resented

the  imposition  of an official trade union  system  on  them

which was run by SAVAK. They too joined the  uprising  and

played a significant part in the revolution. The

effectiveness of the general politico-economic strikes  -
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particularly  that by oil workers in the Khuzistan  oilfields

which lasted for six months - was undoubtedly the  greatest

single blow to the Shah's regime. Had it not been for the

discontent  and  anger of the urban poor, who bare-handedly

stood up to the Shah's over-equipped army, the ulama-bazaar-

intelligentsia alliance would not have been successful.
In short, all urban social classes  and  political

tendencies  with the natural exception of the top layers of

the armed forces, industrialists and civilian bureaucracy,

joined together and fought against one of history's most

powerful dictatorships

within the overall religious framework, which as in the

Mashruteh [or Constitutional] Revolution, provided the
main formal channel for action, and the cultural and

historical context for a united revolutionary front.

The  claim that the great majority of the revolutionary

masses - let alone their leadership - were consciously

fighting for a novel concept of Pan-Islamic ideology is

completely false. They followed Khomeini both against

the Shah and for the restoration of their various

rights and freedoms, including respect for their  more

deep-rooted and, therefore, worthwhile cultural and

religious beliefs, because Khomeini had become the

symbol of their total revolt. But they did not follow
him for the establishment of an obscure, ahistorical

and  untraditional Pan-Islamic socio-political system.

(Katouzian 1981: 354)

1.6.3. From Unrest to Revolution

Public manifestations of dissent began in early 1977, taking
the form of critical essays on the country's state Of

affairs, open letters, petitions, and complaints signed by

groups of intellectuals, writers and lawyers against  the

regime's systematic violation of human rights. They called

for observance of the 1906 Constitution, the release of all

political prisoners, freedom  of speech and press, and  a
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government  based upon majority participation. Within a few

months various political and professional groups sprang  up,

leaflets, open letters of protest and public meetings started
to proliferate rapidly. One of the Shah's responses to these
initial  protests was to dismiss Amir Abbas Hoveida as Prime

Minister in August 1977. Hoveida had held office loyally for
almost  13 years, much longer than any of his  predecessors
since 1906. The replacement of his bureaucratic Cabinet  by

the mainly technocratic government of Jamshid Amuzegar,

however, did not signify  any basic change in  political

policies. It was merely a cosmetic act by the Shah, who still

held unlimited and arbitrary power.
The  regime  now tried to  terrorize  the  recalcitrant

intellectuals through  a paramilitary unit, the Resistance

Corps attached to the Rastakhiz (Resurgence) Party, and an

Underground Committee of Revenge administered by SAVAK. These

groups denounced leaders of the opposition as 'agents of

American imperialism', violently attacked student  meetings

and mosque congregations, and planted bombs in the offices or

homes  of leading members of the opposition (Abrahamian 1978:
7). Despite such terrorizing actions, the protests continued
and the tempo quickened in the autumn of 1977 when  students

joined the intellectual elite and organized a series of  mass
demonstrations.

Encouraged  by the activities of the intelligentsia  on
the one hand, and by a fatal misstep by the Shah's regime on
the other hand, the religious leaders, the bazaaris and the

urban  poor came into action in early 1978. On 7 January of

that year, reportedly on the Shah's instigation, an article

in the leading semi-official daily paper, Ettelaat, violently
attacked and  slandered  Ayatullah Khomeini, the exiled

religious leader. This  attempt to discredit him  proved  a

disastrous miscalculation. The following day the theological

students  of Qum staged a massive protest and sit-in, which

was broken up by security forces. This brought on a  violent

confrontation that lasted for two days, and during which at
least 70 persons were killed, the bloodiest incident since



74

the 1963 massacre (Keddie 198lb: 242-243). This marked the

beginning of the revolution and the passing of the leadership
from  the intelligentsia to the ulama. Until the end of 1977
the initiative had been with the modern educated and

professional people, but the Qum demonstration transformed

the situation. The intellectual momentum was lost, the centre
of protest moved to  the  mosques  and  consequently  the
movement's leadership  passed to the ulama. In Islam the

fortieth  day after a death is set aside for mourning. On 18
February 1978, the fortieth day after the Qum killings, the

opposition headed by the ulama called for a general strike to
mourn the dead. The call was heeded by all universities  and
town bazaars. In Tabriz, however, the strike turned rapidly
into a mass uprising  when  an  army officer shot   a

demonstrator. Two days of bloody rioting followed, and

hundreds were killed or wounded (Abrahamian 1978: 4). Thus

began the cycle of forty-day riots, which finally toppled the
Shah.

Muhammad Reza Shah, who had started that year  by
claiming, 'Nobody can overthrow me; I have the support of

700,000 troops, all the workers, and most of the people', [4]
now became scared. In June he attempted to appease the

opposition by replacing the head of SAVAK, General Nasiri,
with a known moderate, General Mugaddam. This had little

effect, however, and major riots in Isphahan led to the

imposition of martial law in August. Then came the insane and

horrifying burning of the Rex Cinema in the oil refinery town
of Abadan on 19 August 1978: 477 people were burned to death
because the theatre's doors were locked and the audience was

trapped inside (Abrahamian 1978: 4). The government tried to
blame anti-Shah Muslim zealots, but the people accused SAVAK
of having bombed the cinema in order to discredit the

opposition. Although it has never been proved who was

actually responsible for the burning of the cinema, there is
no doubt that the Abadan fire further intensified the anti-
Shah struggle.

In the face of growing public unrest, the Shah tried to
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meet his problem with further concessions that still left his

absolute power intact. Thus, not long after the Abadan fire,

he dismissed Amuzegar and appointed Jafaar Sharif-Emami, the

leader of the Senate, to the premiership. Sharif-Emami,  a

veteran politician with some religious connections, promptly

announced  the rescinding of the unpopular monarchy  calendar
in favour of the Islamic calendar; pledged to ensure freedom

of speech and of press; closed down gambling casinos, most of

which  were owned by the royal family;  promised support for

religious institutions  and created a ministry of  religious
affairs; and dismissed the Shah's personal physician  who

belonged to the Bahai religion which is intensely disliked by
the Shiites.

The Shah's compromising tactics failed. His concessions

were too little, and the public wanted something more  than
empty promises and government reshuffles. The anti-Shah

demonstrations thus continued, and in September 1978  people
came  out in massive numbers to express their dissatisfaction

with the regime. A massive and peaceful demonstration was

held on 5 September. Three days later, on Friday, the same

crowd gathered in Tehran's Jaleh Square where the people were
mowed  down by tanks and sub-machine guns. This was probably

the  biggest massacre of the Iranian people in the  twentieth

century (Katouzian 1981: 345). A few hours earlier martial
law had been declared in Tehran, but most of the people who
went to Jaleh Square on that fateful day were unaware of  its

imposition  or  of the banning of all  public meetings. The

massacre, which became known as 'Black Friday', was a fatal

blunder by the regime from which it was never to recover.

All this time, Ayatullah Khomeini, the exiled religious
leader, had been calling for the overthrow of the Shah. From
the  holy  city of Najaf in Iraq, where he had been settled
since 1965, Khomeini continued his constant and militant

opposition. In 1971 he had denounced the Shah's lavish

Persepolis celebration of the 2500th  anniversary  of  the

Persian monarchy, and he called for the boycott of the

Rastakhiz Party when it was established by the Shah in  1975.
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By  early  1978 Khomeini had become a symbol of revolution,

which at the outset had no visible leader, and was wellknown
inside Iran for his uncompromising insistence that the Shah

must go. Now, with the intensification of demonstrations in

September, the frightened Shah pressured Iraq to expel the

Ayatullah. This was another major blunder. In October 1978
the  Ayatullah left Iraq and settled in Neauple- le-Chateau,
near Paris, where  he became the focus of attention by  the
Western press and media, object of pilgrimage for Iranian

dissidents, and undisputed  leader of the revolution.

Cassettes of his anti-Shah sermons passed from mosque to

mosque throughout Iran almost as rapidly as if they had  been

televised.

In September, on Khomeini's call, the opposition
reacted to the imposition of martial law with a  general
strike which was not to end until after the Shah's downfall
in February. This protracted strike in both private and

public sectors and particularly in the oilfields, crippled
the government and proved to be the most effective weapon
against the regime, being also proof against military force.

As the general strike continued and the crisis

developed, the  Shah's  mixture  of  military  measures  and

halfhearted  concessions proved of little avail. He seemed
unable to make up his mind. In October, however, Ardeshir

Zahedi, Iran's ambassador to the United States and former

son-in-law of the Shah, brought a second message of  strong
American backing for a hardline approach from Carter's

National Security Advisor, Zbigniew Brzezinski. This probably
helped the Shah to decide to take a hardline stand or, as he

repeatedly referred to it, the 'iron-fist' option (Rubin
1981: 219, 224). On 6 November he therefore dismissed the
Sharif-Emami government  and set up a military government
headed  by General Gholam Reza Azhari, the army chief of

staff.   By now, however, circumstances had already

deteriorated beyond the point where the military could be  an
effective force without some support from those who  opposed
the Shah. This was not forthcoming: the opposition would not
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allow itself to be split. Furthermore, the Shah's army,

despite its impressive statistics, had neither the

intelligence  nor the experience necessary to run the country

in its state of turmoil; it was also weak within itself

because the Shah, for political reasons, kept the officers

divided. The core of the army was undoubtedly loyal but many

of its rank and file were conscripts who came from rural

areas with a religious  orientation  and  seemed to be

influenced  by  the  Ayatullah and his call for desertion.

Finally, the  morale and discipline of even the best  troops

Will be called into doubt if they are ordered to shoot their

own people; and there were, indeed, several reports of mutiny
in  the army. The existence of the military government  thus

only served to harden the determination of the  opposition

groups. In defiance of martial law, mass demonstrations were

planned for Ashura, the tenth day of the sacred  month  of

Muhharram  when  Shii  Muslims mourn the  martyrdom of Imam

Hossein and his people. The military government was forced to

allow these demonstrations to occur, and on 11 December 1978

some two million people demonstrated in Tehran and many

millions more in other cities throughout Iran. The  military
government of General Azhari failed to crush or to conciliate

the opposition, and the Shah had therefore to abandon his

government.

The crisis in Iran produced disbelief, difference of opinion,

and confusion in Washington. As late as 28 September 1978 US

intelligence authorities had not understood the magnitude  of
the  opposition to the Shah and believed that he would remain

in power over the next ten years (Ibid: 209). By year's end,

however, when the Shah's downfall seemed inevitable,

Washington changed its policy of total support for him  and,

through  Ramsey Clark, the former American Attorney General

and others, tried to contact opposition leaders in Paris and
Tehran in an attempt to influence the course of the  movement

in such a way that the future regime would not pose a serious
danger to its own local strategic interests. Washington also
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started to exert public and private pressure on the Shah  to

leave Iran.

Similarly, Moscow was also giving careful attention to
events in Iran. Unwilling to damage the pragmatic  economic

and political relations which it had established with the

Shah's regime in the early 196Os, Moscow showed no

inclination to foster the revolutionary movement in Iran even

though it welcomed any development that undermined the Shah's

pro-Western policies. Wary of giving the USA any excuse to

enhance its position in Iran, the USSR reacted to the course

of events very cautiously. Not until November 1978, when the

opposition appeared irresistible, did  Moscow began to

criticize the Shah's regime. Later on, President Brezhnev

issued a warning that any United States military intervention
in the affairs of Iran intended to preserve the Shah in power

would be regarded as a matter affecting Soviet security

interests (Treverton 1981: 100). Iran's popular movement thus

received no significant support from any substantial outside

power.

From  the beginning of the unrest in 1977, the Shah's

reactions  were arrogant and ill-timed. His concessions were

always too little, leaving his own power virtually intact. By

late December, when he finally understood that he had to

yield real power to an opposition figure, it was already too
late: the demands of the united opposition had escalated and

none of its leaders was willing to accept  the  premiership
under the Shah. In despair, the Shah now turned to Shahpour

Bakhtiar - a firm opponent for the past 25 years and leader

of the Iran Party, one of the constituents of the National

Front - and asked him if he would become premier. Bakhtiar's

conditions were, among other things, a free hand in running
the country and the Shah's departure from Iran. Under

American pressure, the Shah finally acceded and Bakhtiar's

appointment was announced on 29 December 1978. Bakhtiar
promised to dissolve SAVAK, to set up a government free from

those identified with the Shah's regime, to persecute corrupt

officials and those convicted of crimes against the people,
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and to hand over power to an elected government when the time

was right. With American support, Bakhtiar succeeded in

getting the Shah to leave Iran and on  16 January 1979

together with his wife, Farah, Shah Muhammad Reza Pahlavi,
the self-styled 'King of Kings',  'Shadow of God' and 'Light

of the Aryans' finally left Iran for Egypt for a 'temporary

vacation', never to return.

With  the cooperation of General Robert Huyser, deputy
commander of NATO, who was sent by Carter to Iran in  early

January, Bakhtiar also managed to check the army's desire for

a coup (Halliday 1979d: 82). He failed, however, to end the

general strikes and mass demonstrations. Moreover, Khomeini

announced from Paris that he would not talk to Bakhtiar as

long as he was Prime Minister. On 1 February 1979, Khomeini

flew  back  to a massive welcome in Tehran after 15 years in

exile; he nominated Mehdi Bazargan, a  practicing  Muslim,

former associate of Mussadeq, and leader of Freedom Movement,
as head of the new Provisional Government. As public

demonstrations and military violence continued, Bakhtiar kept
in constant contact with Bazargan, an old acquaintance in the

opposition movement, in an attempt to solve the impasse. This

attempt was in vain, however, and a situation of dual power
existed until, on the evening of 9 February, units of the

'Immortals' section of the Imperial Guard took it upon

themselves to teach a lesson of loyalty to Air Force Junior

cadets and technicians (Homafars) stationed at Doshan  Tappeh
air base south of Tehran, for supporting Khomeini. The base

was attacked, the  Homafars took up positions and began to

resist. The news of a split in the army spread rapidly. Led

by the main Fedaii and Mojahedin guerrillas, the people went
to  help the Homafars against the imperial Guard and, after

defeating the Guard, stormed other army barracks, police

stations, Parliament, and the radio and television stations

in Tehran.

Similar  events occurred in the major cities throughout
the country. Finally, on 11 February 1979, after two fateful

days of fighting, the Shah's vaunted 400,000-men army
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collapsed. The  military  command  agreed  to  withdraw  its

support from Bakhtiar and to hand over power to a  coalition

of Khomeini and his followers led by Bazargan, thus putting
the seal on an extraordinary revolution which ended not only
the Shah's 37 years of rule but also  twenty-five  hundred

years of monarchy in Iran.
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II

THEORIES OF INFLATION

Introduction

Inflation - a persistent upward movement in the general price

level or  a persistent downward movement in  the  purchasing

power  of money - is a worldwide problem. In the industrial

countries, after  creeping upwards in the 1950s and sixties,

inflation shot up more drastically in the 1970s when rates of

12 to 25 percent per annum were the highest recorded for many
decades (Todaro 1977: 382). On the other hand, attempts made

by developing countries within the last two decades or so to

attain higher growth rates, have generally also been

accompanied by higher rates of inflation; and it is now well

documented  that less developed countries (LDCs) suffer  more

from rapid inflation than do the developed nations. In 1979,

for example, 21 countries were recorded by the International

Monetary Fund (IMF) as experiencing price increases  of  15

percent or more, and all but one (Sweden) were  developing

countries (Killick 1981: 1). Thus, inflation has become one
of the most pressing economic problems of both developed and

developing countries.

Just as the problem of massive unemployment during  the

interwar  period  directed  the bulk of economic literature

towards that phenomenon, so the spiralling inflation  which

has spread like wildfire throughout the world since the early
1970s has forced economists to re-examine their views on its

nature and  causes  and  on  the  most  appropriate  policy

reponses. A great deal of literature has since emerged on the

subject of inflation; nevertheless, a definite answer to the

problem has yet to be found.
In the 1950s and early 1960s the major feature of the

debate on inflation was the distinction between 'demand-pull'
and 'cost-push' explanations. Demand inflationists  argued
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that  inflation  was largely created by excess demand in  the

domestic market; in particular they stressed government

overspending with the aim of achieving full employment, as

the main cause of inflation. Cost inflationists, on the other
hand, assumed that inflation  was caused by factors of

production  and attempts to increase their share of the total

product by raising prices. With regard  to policy, the former
school advocated  conservative demand  management  policies,
with an inevitable rise in unemployment, while the latter

recommended  income policies: measures aimed at halting
inflation without sacrificing employment.

In the late 1960s and 1970s the debate shifted to the

monetarist/non-monetarist argument. Monetarists consider

inflation to be the central problem of our times, giving rise
to all other evils of unemployment and  low growth. Until

inflation is beaten, they proclaim, growth cannot be resumed;
when it is beaten, growth Will look after itself.

Furthermore, they claim, broadly speaking, that 'inflation is

always  and everywhere a monetary phenomenon' (Friedman 1970:
24): its  origins lie in the money supply  expanding  faster
than real output and its cure lies in the correct management
of the money supply. Non-monetarists argue that 'our present
troubles  are not of a monetary character and are not to be

cured by  monetary means' (Hicks quoted in Laidler & Parkin

1975:741). Inflation, they emphasise, is not a mere technical
economic problem; rather, it is a complex socio-economic and
institutional problem. Behind it lie questions of social

justice  and equity of struggles among different  groups  and
classes  in the society to secure more favourable  positions.

Inflation  problems  therefore cannot be solved  by  marginal

economic adjustments such as changes in the money supply. To

stop inflation, the non-monetarists maintain, a broad range
of policies is required with wide coverage of various
imbalances.

While there are wide differences of opinion as to  the

nature and causes of inflation, it is generally accepted that
inflation is socially unjust and that
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....it is only the dominant social groups who generally

manage to keep ahead of rising prices; the less

powerful  or  socially disadvantaged groups may  suffer

substantial hardship ... and thus the weaker sections

of  the  community may be increasingly impoverished  by

inflation (Jackson et al. 1972:62).
Inflation  continuously reduces the purchasing power of the

weak  and poor to the benefit of the strong and rich. It is

thus  potentially dangerous and can generate social tensions

and conflicts. Moreover, since inflation increases the

riskiness  of investment and uncertainty in the economy, it

makes forward  planning more difficult and tends to  distort
the  composition  of investment in favour  of  quick-yielding

speculation  projects and, hence, the mis-allocation of

resources.

In this chapter we shall briefly discuss the four major

inflation theories. We begin in section 2.1 by examining old
and new monetarist views on inflation. Salient features of

demand-pull and cost-push explanations are then discussed in

sections 2.2 and 2.3 respectively. Finally, structuralist

views on inflation are considered in section 2.4. Needless to

say, this chapter is not intended to present a comprehensive

survey of inflation theories; rather, our aim is to provide
the  necessary analytical framework for the discussion of the

dynamics of inflation in Iran which will be given in  Chapte
III.

2.1 Monetarist Views on Inflation

Theories explaining the relation between money and prices can

be traced back to the late sixteenth century. Jean Bodin,

French  philosopher (1576), was perhaps the first to record

the  well-known 'Quantity Theory of Money' when he  declared:

'The high prices we see today [16th century!] are due to some
four or five causes. The principal and almost the only  one

.... is the abundance of gold and silver  ....'  (Weintraub
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1978:83).

The  basic  idea of the quantity theory of money, put

forward in different versions, was that the price level rises

or falls in proportion to changes in the quantity of money in
circulation. All early classical economists, such as David

Hume, David Ricardo and J.S. Mill, stressed the relationship

between  money  supply and the level of prices  and  asserted
that, for any given level of national output, the greater the

amount  of money in circulation the higher will be the  price
level. However, the best-known mathematical formulation of
the quantity theory of money was presented by Irving  Fisher
in 1911. The 'Fisher Equation', or the equation of exchange,

reads:

MV=PT (1)

where: M denotes the quantity of money in circulation, V the

velocity of circulation, P the general price level and T the

volume of transactions. Price level P, therefore, can be

calculated from the following relationship:
MV

P= (2)

T

T and V are assumed to be fixed in the short-run, hence,

equation 2 says that the general price level is determined

exclusively  by the quantity of money and is proportional to

that quantity; i.e. if M is doubled prices will double, if it

is halved prices will fall to half their originial level.
This  is known as the 'rigid' or 'naive' version of the

quantity theory of money. Another version is 'less rigid' or

'unrigorous': according  to this, if the quantity of  money
increases prices will rise, if it decreases prices will fall;

but  no attempt is made to determine by how much prices  will

change  as  the quantity of money alters. According to the
quantity  theory of money, therefore, an increase in money
supply leads to inflation and a reduction to deflation.

The 'Fisher equation', as an equation, cannot be
faulted: MV must by definition be equal to PT. The equation
is  no  more than an identity, however; hence, it has no
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explanatory power and can tell us nothing about the behaviour
of prices, P, in response to changes in the supply of money,

M.  On  these grounds it has been criticized as a 'truism',
i.e. an identity and not a causal relationship. Keynes, for
example, points Out that 'the quantity theory is a truism
which holds in all circumstances, though without

significance', and complains that

For  the purpose of the real world it is a great fault

in  the  quantity theory that it does  not  distinguish
between changes in  prices which are a function of

changes in output, and those which are a function of

changes in wage-unit (Keynes 1964: 209).
Equation of exchanae, as Stonier and Hague rightly say,

is a real tautology since
It  is  true  by definition and asserts  nothing  about
causal relationship in the real world. It can not say
what  is the  cause of any change and what the  effect.
In other words, it can not show which  is   the

independent variable and which is the dependent
variable (Stonier and Hague 1964:474).
Marx, according to J. Wiczynski (1978:70), was among

the early critics of the quantity theory of money. In Marx's
theory, value is determined by the socially necessary labour;
therefore, the  commodities entering exchange  already  have
their values around which actual prices oscillate. The amount

of  money then adapts itself to values and prices. According
to Marx, changes  in the price level are  consequently  the

cause rather than effect of changes in the quantity of money.
Due to the theoretical differences, the quantity theory

of  money was temporarily displaced by the rise of  Keynesian
economics, to  return to the centre of the stage in recent
years primarily due to the work of Professor Milton Friedman
and the Chicago  School of economists. Those who follow
Friedman's  approach and advocate the new or modern  quantity
theory of money are known as 'monetarists',  because of their
emphasis on the causal role of money  in inflation. Their
views are examined in some detail in the remainder of this
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section.

It  is  not an easy task to explain a generally  agreed

monetarist  theory of inflation; as Chick correctly states,

although monetarists believe that money is important, beyond
that 'there may be as many varieties of monetarism as  there

are monetarist economists' (1979:37).

Generally speaking, however, monetarists believe that

sustained and severe inflation can be produced only  by
excessive  increases in the money stock. In Friedman's

words Long-period  changes in the  quantity  of  money
relative to output determine the secular behaviour  of

prices. Substantial expansion in the quantity of money

over  short periods have been a major proximate Source

for the accompanying inflation in prices (1969a:277).             I
Friedman is even more dogmatic when he claims that 'inflation

is always  and everywhere a monetary phenomenon' (1970:24).
The same belief is shared by Harry G. Johnson who writes:

One does not need to bore the court with   a

recapitulation  of the vast mass of empirical  evidence
on  the connection between monetary growth rates, and

inflation rates. (Johnson, quoted in Weintraub 1978:82)

Monetarists say that empirical evidence, based on the

monetary  experience of various countries over a long  period
of time, shows that

1.  there has been a close association between changes in the

stock of money and the level of economic activity, money

incomes and prices;

2.  the  interrelation  between monetary and economic  change

has been highly stable; and

3.  monetary  changes  have often had an independent  origin;
they  have  not been simply a reflection  of changes in

economic activity (Friedman & Schwartz 1966:676).

The doctrine of monetarism can be summarized as follows:

(a) Past rates of growth in the stock of money are the

major determinants - indeed, virtually the only

systematic non-random determinants - of the growth
of GNP in terms of current prices. It follows from this
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that fiscal policies do not significantly affect GNP in

money terms, though they may alter its composition and

also affect interest rates, and that the overall impact
on GNP in money terms of monetary and financial

policies is for practical purposes summed up  in  the
movements of a single variable, the stock of money.

Consequently  monetary policy should be exclusively

guided  by this variable, without regard to interest

rates, credit flows, free reserves or other

indicators.

(b) Nominal interest rates are geared to inflationary
expectations and thus, with a time lag, to actual

inflation. Although the immediate market impact  of

expansionary  monetary policy may be to lower interest

rates, it is fairly soon reversed when premiums for the

resulting inflations are added to interest rates.
(C) The central bank can and should make the money

stock grow at a steady rate equal to the rate of growth

of potential GNP plus a target rate of inflation.
(d) There   is no enduring trade-off between

unemployment and inflation. There is, rather, a unique

natural rate  of unemployment for each  economy  which
allows for structural change and job search but  which

cannot  be departed from in the long term. Government

policy  will produce ever-accelerating inflation if it

persistently  seeks a lower than natural rate of

unemployment; if it seeks a higher rate, there will be

an  ever-accelerating deflation. The natural rate of

unemployment cannot be identified except through

practical experience; it is the rate which  will

emerge  if the proper steady-growth monetary policy is

pursued. (Tobin, quoted in Gould et.al. 1981:27-28)
Since  monetarists  believe that monetary expansion  is  both

necessary and sufficient to generate inflation, their recipe

for inflation is quite simple: 'Just as an excessive increase
in the quantity of money is the one and only important  cause

of inflation, so a reduction in the rate of monetary growth
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is the one and only cure for inflation' (M.  & R. Friedman

1981:258). In  other  words a tight monetary policy  is  the

solution to the problems of inflation.
The monetarists' remedy for inflation is usually

accompanied by a money supply target, i.e. a given monetary
growth of X percent per year. Friedman, for  example,

suggests:

In order to attain a reasonably stable price level over
the long pull, we must adopt measures that will lead to

a  growth in the stock of money at a fairly steady rate

roughly  equal or slightly higher than the  average  of

growth of output (Friedman 1969b:144)
Moreover, Friedman and the monetarist school argue that, in

any given situation with a constant rate of increase in  the

money supply, there is a 'natural rate of unemployment', i.e.
that level which Will prevent further inflation. This

unemployment rate, according to monetarists, is  thus

consistent with any rate of inflation and any attempt to move
the unemployment rate permanently below this 'natural rate'

by  the use of aggregate demand policies will accelerate the

rate of inflation (Ott et al. 1975:260). Hence, argue the

monetarists, market forces operating through  the  price
mechanism will frustrate government attempts to achieve  an

artificially low unemployment rate and insistence on reducing

the natural unemployment rate will only worsen matters.
In  discussions by monetarists of the 'natural rate  of

unemployment'  the  expected rate of inflation is  a  crucial

factor. As Laidler states:

We have argued that any rate of inflation is consistent
with a state of zero excess demand in the economy
provided it is fully expected. If to this we add the

proposition that there is a unique level of

unemployment in the economy associated with a situation

of zero overall excess demand, then we have it  by
implication that this so-called 'natural' unemployment
is consistent with any fully  anticipated rate of

inflation. (Quoted in Davidson 1978:369).
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The concept of 'natural unemployment rate' thus requires

'fully anticipated' inflation (see Sijben 1980, Chapter 4).

But inflation, as monetarists themselves admit, 'can only be

perfectly  anticipated if all people and organizations  [e.g.
Trade Unions, Trade Associations] hold the same expectations

since  otherwise  some  expectations are bound to  be  wrong'

(Laidler &  Parkin 1975:743). Since inflation in the real

world cannot be fully anticipated or, in other words, since

the monetarists' assumption of unitary elasticity of

expectations does not hold, then their policies for fighting

inflation  which are based upon the concept of 'natural rate

of unemployment' which itself is based on 'fully anticipated'

inflation, fail to function (see Davidson 1978:369-72).
The monetarist interpretation of inflation has been the

subject of severe criticisms which will be examined below.
Monetarists claim that money can be defined and

measured with sufficient accuracy; consequently, the money

supply  - which they believe is exogenously determined by the

central bank and which they define as bank notes and coins in

circulation plus demand deposit - can easily be monitored and
controlled by monetary authorities.

Non-monetarists, on  the other hand point out that in

the  real world where money seems 'to be anything  which  the

community recognizes as making valid claims on resources held

by others' (Gould et al. 1981:29) and where it can take

almost  an infinite variety of forms, the money  supply  can

neither  be measured nor controlled effectively. Any proper

definition  of money supply, they consider, should be much

broader than bank notes and coins in circulation plus demand

deposit. It should  comprise at least time (or saving)

deposits held in the banks and other deposit-taking

institutions (such as savings banks and building societies),

for although these interest-bearing deposits are not a  means
of payment, they  can  easily be converted  into  media  of

exchange. Therefore,  any  definition of money supply  which

excludes  them  is  quite meaningless for  policy  purposes



90

(Kaldor 1980:295). The problem of the definition of 'money'

and what should be counted as money supply is a serious flaw

in the monetarist doctrine which depends crucially on control

of the money supply as the single weapon against  inflation.

Attempts  by  governments to control money supply by  setting
firm monetary targets thus run  into  virtually  insoluble

problems because, according  to non-monetarists, it is

extremely difficult to produce a universally accepted

definition  of  money which could be  properly  measured  and

brought under adequate control.
Furthermore, the non-monetarists argue, whether  a

broader or a narrower definition is chosen, money supply is
not simply an exogenous variable determined by the  monetary
authorities independent of its demand. Instead, it is an

endogenous  variable whose value is determined jointly by the
Central Bank, the Commercial Banks and the public.

As Hicks points out,
There is no question .... that when money is  metalic

money, its supply  can  be treated as an exogenous
variable; major changes in supply, at least, come in

from 'outside'. But the supply of bank money is not so

clearly exogenous. It can indeed be affected by changes
in   banking policy; but within given policy (as

represented, more or less, by given lending rates), the

supply of bank money is determined by the market. It is

provided  by  the  banks to the extent that market

requires, so it is not an exogenous variable. (Hicks

1977:60)

Another  criticism of monetarist theory revolves around
the transmission mechanism. According to  the  monetarists,
there is a mechanistic and causal relationship between money
supply and the level of prices: the chain of causation runs
from the former to the latter. Their emphasis on changes in
the money supply is based on the notion that households  wish

to maintain some desired stock of money relative  to  their
income. Now, an increase in the money supply creates  a

discrepancy (i.e. an excess balance) between the actual stock
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of  money held by households and the desired stock  of  money

they wish to hold. To return to that desired stock,

households  will attempt to offload their excess balances  by

increasing expenditures on goods and services which, via the

transmission mechanism, increases the level Of aggregate
demand  and prices. The price level will continue  to  rise

until the  demand for money again equals its supply, i.e.

until  monetary  equilibrium has been reached. Monetarists

therefore contend that prices are determined by the supply of

money, i.e. the rate of monetary expansion is the independent

one, and claim that historical evidence confirms their

theory.
Non-monetarists accept that there is a   close

correlation between rising prices and increases in the  stock
of money. What  they  object to is  the  interpretation  in
monetarist terms of what  is   merely a statistical

relationship. The  correlation between money supply and  the

level of prices, they argue, does not mean that money supply

determines the level of prices; instead, the relationship is
the reverse, i.e. increases in the price level call forth

accommodating  increases in the supply of money. In Kaldor's

words, in a credit money economy
it is never true to say that the level of expenditure
on goods and services rises in consequence Of an

increase in the amount of bank-money held by the

public. On the contrary, it is a rise in the level of

expenditure which calls forth an increase in the amount
of bank money. In a credit money economy the  causal

chain between money and incomes or money and prices is

the  reverse to that postulated by the quantity  theory

of money. (1980:294)

A  major  criticism voiced by  non-monetarists  against
monetarism  is  that  the demand for money  function  is  not

stable; therefore, the monetarist interpretation of inflation
is incorrect. A vital assumption of monetarism is that  the
demand for money is for all practical purposes a stable

function, mainly of real income, which in turn remains
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relatively  constant over time; a fixed monetary rule Will

therefore  not affect the level of economic activity in  real

terms  but will lead to stable prices. Non-monetarists argue
that the demand for money  is not constant but varies

according to the needs of trade (see Kaldor 1970). Moreover,

they argue, the velocity of circulation is also not constant
and changes in velocity will normally offset, to a large
degree, differences in the rate of increase in the money

supply.
In times of monetary restraint, non-monetarists

maintain, velocity of circulation will increase and in times

of  monetary expansion it will slow down. They accept that

there is a limit to the extent to which  velocity  can  be
increased to offset the shortage of money; nevertheless, they

argue that the responsiveness of velocity to changes in  the

money  supply  makes restrictions in the money supply a  less
certain instrument for curbing inflation than ardent

monetarists claim (Gould et al. 1981: 44-45). Monetarists

frequently contend that the  rapid growth of public

expenditure has been a principal cause of the present
economic difficulties: ever-growing public sector  borrowing

requirements (PSBR), in their view, are the root cause Of

price inflation. Higher government spending, they argue, will
not lead to more rapid monetary growth and inflation if it is

funded, i.e. if it is financed either by higher taxes or by

borrowing  from  the  public or both. In that case, they

contend, higher  government spending will divert funds  from

the  private  sector by forcing up interest rates and  making

credits less available. In other words, expansionary fiscal

policy  that is financed by borrowing has the effect of

'crowding Out' private sector investment, so that the net

effect on aggregate demand and economic activity is

negligible. The stimulating  effect of higher government

expenditure is then offset by the contractory effects of  a

lower level of private investment (M. & R. Friedman 1981:252-

54). This, say the non-monetarists, is the revival of what in
Great Britain used to be known as the 'Treasury view'.  In
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1929, the Treasury  opposed  Lloyd George's proposals for

public works to alleviate the unemployment problem by arguing
that a  certain amount of saving would be invested in any
case, SO that if the government were to borrow money for

public works it would deprive private investors of an

equivalent supply of finance (Robinson & Eatwell 1973:47).
The 'Treasury view' met with considerable criticism by

Keynes and his followers on the basis that, when the economy
is at less than full employment, the government will be able

to  increase its level of spending through deficit financing

without  depriving the private sector of the supply of funds

for investment. Moreover, the effect of higher  government

spending will be to raise the level of economic activity  and
national  income  through the familiar Keynesian  multiplier.

This, in turn, will increase the flow of savings and thus the

supply of funds for investment. Therefore, non-monetarists

continue,

instead of 'crowding out' there is, on the supposition
that the level of activity  varies  with  effective
demand, a 'crowding in' effect - the savings
available for private investment will vary  in  direct
relation with the PSBR and not in an inverse relation.

(Kaldor 1980:313)

The  monetary approach to the balance of payments is  another

source of disagreement  between monetarists and non-

monetarist. One school of the former, usually  known  as
international monetarists, argues that a balance-of-payment

disequilibrium  results from pursuing a policy  of  expanding
money supply at a rate that is incompatible with maintenance

of the  existing exchange rate. A   balance-of-payment

disequilibrium can only occur, they maintain, if governmeni
tries to  intervene  in order to prevent the  value of its

currency from falling or rising to its market-clearing price.
'In the real world',  they claim, 'there can be no balance of

payments  problem so long as the price of the dollar in terms

of yen or mark or the franc is determined in a free market by
voluntary transactions' (M. & R. Friedman 1981:36). Balance-
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of-payments pressure, therefore, can be eliminated only  by

introducing a freely-floating exchange rate determined by the

market forces of supply and demand, combined with a reduction
in the rate of domestic credit expansion (DCE).

Further, international monetarists regard an influx of
foreign exchange as dangerously inflationary in that it would

be reflected  in an increase in the money supply, which in

turn would add more fuel to inflationary pressures. They
therefore advocate the flexible rates system as an

inflationary  device  with which to control the inflow and

outflow of foreign reserves, enabling monetary authorities to
tighten  control over the money stock and thus on the rate of

inflation. One great advantage of a system Of floating

exchange rates for an open economy is that it is protected
against spill-over of inflationary pressure from the rest of
the world. A  regime of floating rates, according to

international monetarists, thus lifts the shadow of the

balance of payments from the arena of domestic economic
management (Johnson 1971).

It seems, however, that some international monetarists
have recently  been  returning to the fixed  exchange  rates
system. Friedrich von Hayek, for example, has argued
vigorously in favour of maintaining fixed exchange rates

between  trading  partners on the grounds that they impose  a

rigid  anti-inflationary  discipline  upon governments and

prevent  them  from behaving irresponsibly in their  domestic

monetary  policies (Trevithick 1977:116). Commenting on the

future of the international monetary system, Hayek observes
.... in the long run I do not believe we shall regain a

system  of international stability without returning to

a system of fixed exchange rates which imposes upon the
national central banks the restraint essential if they
are successfully  to  resist  the pressure of the

inflation-minded forces of their countries - usually
including Ministers of Finance. (Ibid.:117)
The non-monetarists' attitude towards floating is  not

quite clear. On the one hand, they believe that if an economy
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is to achieve a full-employment objective, it has to be able

to enjoy the option of altering its exchange rate; otherwise,
when a government tries to raise the level of economic

activity  and  reduce unemployment rates, the balance of

payments runs into deficit. Thus, they are in favour of

allowing the exchange rate, i.e. the ratio of foreign  to

domestic currency to float downwards by a moderate amount; by

making  exports more competitive, this serves to lessen the

balance of payments deficit. Further, they argue for import

controls as another instrument with which to correct the

balance  of payments disequilibrium. Nevertheless, they are

well aware that a sharp drop in  exchange rates (national

currency) would add further incentive to domestic inflation,

causing the wage/price spiral to  be replaced by   a

wage/price/exchange rate spiral  containing  more  powerful

self-accelerating forces (Kaldor 1980:318). On the other

hand, non-monetarists argue against upward floating  because
of the adverse effect of a high and rising exchange rate  on

the  current balance of payments. Finally, they argue that,

with regard to market mechanisms, there is a striking

similarity between the views of monetarists, supply  siders

and 'Reaganomists' and those of pre-Keynesian economists; and

adhere to the old classical belief that market forces, if

left to themselves, Will automatically restore price

stability, full-employment  and general equilibrium  through
the free operation of supply and demand. But, non-monetarists

say, the  Great Depression and the problems faced by  market

economies in the 1930s - i.e. the breakdown of the investment

process, the  onset of stagnation and soaring unemployment -

have clearly demonstrated the failure of market forces to

operate as an automatic regulatory mechanism.
In his General Theory of Employment, Interest, and

Money, published in 1936, Keynes has shown how and why

classical and neo-classical economists were wrong in assuming

that there are built-in tendencies in market economies to

operate at full employment. Non-monetarists thus believe that
the  theoretical deficiencies and practical difficulties of
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the monetarist doctrine mean that it falls far short of

offering a fundamental solution to the inflation problem.
This does not mean that a restrictive monetary policy,

maintained over a long period, is futile. Naturally, it is

possible, the non-monetarists insist, to reduce inflationary

pressures  by  reducing the rate of growth of  money  supply,
Cuts in  public expenditure, high interest rates, an

overvalued exchange rate and other deflationary policies, but

only at great cost in terms of mass unemployment, under-

utilization of capacity, lost output and economic stagnation.
This raises the question of why monetarism, which has been

well-known in academic circles for several decades, has

recently become so attractive? Perhaps it is due on the  one
hand to the simplicity of the theoretical framework it

proposes and to the fact that it reduces the task of economic

managements in our complex world to the apparently simple act
of controlling the growth of money supply at a well-

publicized and non-inflationary rate; and on the other hand

to the fact that it provides a powerful reinforcement for the

ideological  beliefs  of  those  policy-makers  who  ardently

believe in pure laissez-faire and the magic of market forces.

In Tobin's words,

Distinctly monetarist policy recommendations stem  less

from  theoretical or even empirical findings than from

distinctive value judgements. The preferences revealed

consistently   in those recommendations are for

minimizing the public sector and for paying a high cost

in unemployment to stabilize prices. (Tobin 1976:336)

It  must be admitted that monetarism has perhaps also  gained
in  popularity  because of the  ever-increasing  burden  of

government expenditure and taxation in the 1960s and 1970s

and the major government intervention after the Second  World
War.

To sum UP, the monetarist view on inflation is  that
sustained periods of price increases have historically been
the result of excessive expansion of the money supply. As

Laidler and Parkin verify
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....  sustained expansion of the money supply at a rate

in  excess of the product of growth rate of real income

and  the real income elasticity of demand for money  is
both a necessary and sufficient condition for sustained

inflation.(1975:795)

The  monetarist recipe for curbing inflation is to  follow  a

restrictive  monetary policy, and the surest way by which to
achieve this is to take away all policy discretion from  the

monetary authorities, replacing it with the simple rule that

money supply has to grow at a constant annual rate of growth
of output. This policy, monetarists claim, prevents the

recurrence of economic fluctuations and guarantees the

desired  price stability. This monetarist interpretation has

been rejected by many economists and only partially  accepted

by others. The  Keynesians  and  post-Keynesians  generally

accept  the proposition that money plays an important role in

economic activity, but object to the primary role assigned to

it  by monetarists. They recognize the monetarists' concern

about inflation, but hidden behind this legitimate  concern

they see

a radical attempt to lay the base for a more successful

and  pure model of capitalist development, with almost

exclusive reliance on free market forces. On the one

hand, monetarist policies, particularly in the  Third

World and to a lesser extent in the UK, attempt to

carry Out structural reforms to  eliminate  previous
'distortions' in the price system; 'correct' pricing

requires 'privatisation' of state enterprises, rapid
reduction (Or elimination) of tariff barriers and

exchange  controls as well as elimination of government

subsidies for basic foods, social services, and private

enterprises. On the other hand, the long-term aim  Of

monetarism is to restore conditions for higher  profits
in the private sector, which are expected to lead to

higher levels of investment and growth. Measures such

as reducing  direct taxation and attempting to  weaken
the  power of the trade unions are geared towards this
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ultimate objective. (Griffith-Jones 1981:3)

We agree with R. Rowthorn concerning the role of money  when

he says,

Some  argue that money plays a purely  passive role and

that the private sector is never seriously affected  by

a  shortage  or surplus of money, whilst others argue
that  money  plays  a more active role and monetary
factors may exert an independent influence on  economic
activity. In  the author's opinion the latter position
is correct. This view does not imply that money is the

only factor which can exert an independent influence on
activity. Monetary control is but one of the weapons
of 'demand management'. (Rowthorn 1970:230)

2.2 Demand-Pull Inflation

Demand-pull theorists consider that when an economy is at or
near full-employment  an increase in aggregate  demand  will

usually  result in excess aggregate demand which, in turn,
Will cause the price level to rise until markets are cleared

at a price level high enough to eliminate that excess demand.
Inflation can thus occur, they maintain, when there is excess

demand in the economy, i.e. when the output of consumer and
capital goods falls below total incomes available for

spending.

An increase in aggregate demand may originate in either
the private or the public sector. It can occur  during  a
strong private investment or consumer boom, especially if the
monetary authorities  are  willing to 'accommodate' an
increased  demand for money. It can also occur when there is
an increase  in government expenditure. But increases in

aggregate  demand usually take place, demand-pull theorists
continue, in  the public sector because it has the authority
to  tax  and  to create money and also  to  borrow  from  the
public. In the remainder of this section, therefore, we shall
concentrate  on the demand-pull inflation that originates in

the government sector.
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Let us suppose that there is an increase in autonomous

government expenditure which must be financed (a) by an equal

increase in taxes, (b) by the sale of government bonds to the

public, or (c) simply by creating money. All these methods
would raise the price level, according to the  demand-pull
school, although the least inflationary method is to finance

increased  government  expenditure by an equal increase in

taxes and the most inflationary one is to create money. This

is due to the fact that, if the economy is in  a  position

where  there  is some unemployed labour and idle productive

capacity, then  an expansion in government expenditure  will

result, on the one hand, in an expansion of the supply of

goods and services and, on the other hand, in a reduction of
unemployment  so  that there is no need for prices to  alter.

However, once  all the unemployed workers and  machines  are

absorbed  into  the economy, i.e. when full employment is

approached or achieved, then further increases in government

spending  will  impose an excessive strain on the  productive

potential of the economy. In such a situation total demand in
the economy will exceed total output, i.e. an 'inflationary

gap' will occur. Prices will then have to rise to bridge the

inflationary gap.[1]

According to the demand-pull school, therefore,

inflation occurs when a society tries to acquire more  output
and resources than the economy can make available at full

employment; in other words, excess demand for the output of
the economy is the root cause of inflation.

Demand-pull theorists conclude that inflation can be

brought  under control through a sustained policy  of  demand
restriction by government. They believe that, since

government is generally a major spender, reductions in its

spending  must have a significant effect on aggregate demand,
both directly  and  indirectly through the multiplier.

Moreover, government can  influence  private  expenditure
through changes in taxation, and in money supply and interest

rates. Demand-pull theorists thus advocate contractionary

demand management policies for arresting inflation.
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Like monetarism, the demand-pull interpretation of the

inflationary  process is based on assumptions of traditional
economicc theory, i.e. that prices and wages  are  highly
flexible  and constantly adjust to equal supply  and  demand.
Perfect competition is expected to clear all markets; that

is, those  who are willing to sell at the going market price
will sell all they want to, and those who are willing to buy
at the current price will buy all they want to, thus clearing

the market. Prices therefore rise or fall under the influence

of  market forces of supply and demand: they rise when the

quantity of goods demanded exceeds the quantity supplied, and
vice versa.

Critics of this school, however, correctly argue that
assumptions of perfect competition and clearing prices do not
hold in the real world, where the great bulk of transactions
occur under 'administered' rather than 'market' prices.
Demand-pull theorists, the critics maintain, have also

completely  neglected  the supply side of product and factor

markets, especially increases in factor  costs, i.e. 'Cost

inflation'. Even when demand  is  quite evidently not

excessive, they continue, inflation can still come about

independently through a rise in wage costs, in the costs of

imported raw materials, or taxes on production. These rising
Costs Will soon  be reflected in prices regardless  of  the
state of aggregate demand, as producers attempt to  maintain
their profit margin.

Proponents of the demand-pull theory reason that,

without an increase in aggregate demand, cost increases would
lead  to  unemployment and depression and not  to  inflation.

Therefore, there can be no such thing as Cost inflation.

Further, they believe that if the monetary authorities decide
not  to  expand the money supply after a certain  target  has
been reached, even at the risk of possible high unemployment
if wages and prices increase, then unions and firms will use
their  wage- and price-increasing powers much more moderately
than otherwise would be the case. Thus there would be no

cost-push and no unemployment (see Machlup 1969).
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Anocher  drawback of demand-pull theory, according to

its critics, is that it can provide no explanation for the

case of 'stagflation',  i.e. the coexistence of inflation and

unemployment experienced  by  almost all advanced market

economies since the early 1970s. According to  demand-pull

theory, inflation implies an excess of demand over supply,

while  unemployment implies an excess of supply over  demand.

As Means confirms,

According  to traditional theory simultaneous inflation

and unemployment are not possible. Inflation can occur

if  an excess in aggregate demand develops. Deflation

can occur if a deficiency of aggregate demand  develops

and  experience indicates that deflation can result in

excessive unemployment. But the received theory

provides  no possible explanation of a general rise  of
prices in the presence of unemployment. (Means 1975:1)

Stagflation  creates a great dilemma for policy makers.

Simple demand-pull inflation, at least in theory, is easy for

governments to control through curbing overspending,

balancing the budget, and running a budgetary surplus  which
would Cool off the economy and slow down its rates of real

growth. This is  no  longer  the  case  in  the  epoch  of

stagflation, however. 'Authorities know', as Samuelson points
Out,

how to undertake fiscal and monetary policies that will

work against inflation. They know how  to  undertake

those same policies in reverse so as to  work  against

unemployment and stagnating real incomes. But in  the

presence of modern chronic stagflation, that which

helps against inflation hurts unemployment; that which

helps against unemployment worsens inflation.

(Samuelson 1979: 62)

This policy dilemma is  the principal cause of the

disillusionment over the  inability of demand management

policies to 'fine-tune' the economies of various developed
and developing countries. In other words, old-fashioned
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demand  management  policies no longer form the basis for  a

sound policy with which to combat stagflation.
To sum UP, demand inflationists stress the role of

spending, particularly government overspending, rather than

money  supply  as the major cause of  price  instability;  in
their  view it is the flow of expenditure in relation to  the

flow  of output which determines the general level of prices.
Inflation, they argue, occurs when the economy is already in

full-employment  and  aggregate  demand  expands  beyond  the
output that can be supplied. Since inflation is  principally
due to excess demand, it follows that the only way to curb it

is  to  restrict  demand  through  contractionary  management

policies. In other words, demand inflationists argue for the
conscious under-utilization of capacity and for high

unemployment  in an economy in which the forces of  aggregate
demand are running strong, as being the only instrument with
which to arrest inflation (see Paish 1969).

Although demand-pull theory can satisfactorily  explain
those inflations that occurred in the advanced market

economies during World War I and following World War II up to
the 196Os, it is unable to provide any explanation of the
recent inflations and  especially stagflation in   the
industrialized countries. With regard to the policy

conclusion of this school, it should be noted that,
Although in principle governments are in a position  to

regulate aggregate demand so as to keep it in line with
supply, thereby  preventing  demand pressures  on  the

price level, in practice  control over demand whether

exercised  directly  through the budget  or  indirectly
through  money supply, is by no means as  precise  as

theory would suggest. (Maynard & Ryckeghem 1976: 250)

Governments are also usually reluctant to take such measures,

if only because they would endanger their own positions.

2.3 Cost-Push Inflation

Contrary to the monetarist and demand-pull explanations,
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cost-push  arguments  are based upon market imperfections in

product and labour markets and on the social struggle between
workers and  employers, i.e. between trade unions and

oligopolistic industries for income shares. According to the

cost-push school, inflation arises from the exercise  of

'market power' and can occur whether or not there is full

employment and in periods of recession or of recovery. Cost-

push  inflation may be initiated by capitalists in an  effort

to  widen their profit margins or mark-ups, and can then be

called 'profit-inflation'.  It  could also be  initiated  by
workers in an effort to obtain excessive wage increases;

this, in turn, would be called 'wage-inflation'. Both these
are examined below.

2.3.1 Profit Inflation

Many economists believe that the industrialized market

economies are now far from the text-book economy of perfect

competition. They correctly argue that in our real world

prices (except those of some raw materials and  agricultural

products) are highly inflexible and that supply and demand in
the traditional sense are seldom equated by price. The long-

term trend of prices in this century, they argue, stands in

sharp contrast to price behaviour in the past century.[2]

Prices fluctuated rather wildly at certain junctures in
the nineteenth century, especially in wartime, but these

inflationary periods were followed by periods in which prices

sank  back to pre-inflationary levels and continued to  drift
downwards. Hence, in the United States, for example, the

average price level for the 1890s as a whole was some 27

percent  below  that of the 1820s (Magdoff & Sweezy 1979:4).

Since the turn of the century, however, the dominant  price

trend has been upwards, thus showing a major difference with

the past. The reason for this change lies in   the

transformation of market economies from the competitive stage

of the nineteenth century to the oligopolistic stage which

has dominated the twentieth century. In the nineteenth
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century lower production costs resulting from  mechanization

and other productivity-increasing methods, were reflected in

price reductions, which  were  a  major weapon in   the

competitive  struggle for raising market shares and  profits.
As result, prices of manufactured products in  particular
drifted downwards.

The intense competition of this period led, on the one

hand, to the disappearance of smaller and weaker enterprises

and, on the other hand, to the domination of a relatively few

giant corporations in more and more industries. As corporate
concentration and the  market power of corporations  grew,

reaching the point where a relatively few large firms in each

industry  could buy in direct or indirect collusion  and

control the markets, the price-cutting methods of the earlier

competitive stage  gave  way  to price-boosting  as  a  more

effective road to larger profits. Thus began the rising price

trends of the present century.
Since we live now in a world where economic power is

concentrated in the hands of a few producers, the Cost-

inflationists contend, the  prices  of  most goods are

'administered' or quoted by sellers and tend to be rigid. As

Ackley puts it,
Instead of being market determined, their [giant

firms'] prices and output are clearly 'administered' in
accordance  with policies, principles, and formulas

determined by their professional managers. These prices

can be administered upward - independently of the state

of demand for their own products or aggregate demand in
the economy. (Ackley 1978:346)

Gardiner C. Means, who studied the movement of prices in the
Great Depression  of the 193Os, found that in  this  period

competitive  prices fell more rapidly and much more  severely
than did those in the more concentrated industries which he

calls 'administered prices'. More specifically, from 1929 to

1932 prices in the competitive sector (which Means defines as
the 20 percent least concentrated industries) fell  by  60

percent, but prices in the monopoly sector (defined as the 20
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percent most concentrated industries) fell by only 10 percent
(cited in Hunt & Sherman 1978:473). The reason was that the

monopoly  or oligopoly strength of giant corporations enabled

them to control their markets.

The existence of monopolistic and oligopolistic firms,
which  are  price-makers or price-fixers rather than  price-

takers, is the main reason why markets are not responsive to

supply and demand in the traditional sense. The essence of a

monopolistic position, as Hunt and Sherman point out (Ibid:

243), is the ability to keep competitors out of the market by

greater efficiency, control of natural or financial

resources, control of patents, or any other legal or illegal
method. Thus, prices can be as high as the market will bear
and there is no competitive mechanism to bring  the  higher

profit back down to the average rate of profit in industry as
a whole.

Under oligopolistic conditions,  i.e. where a few large
firms produce commodities that are more or less adequate
substitutes for one another, prices are set, it has been
argued, as if there were only one product in  the  market.

Because

sellers  of a given commodity or of a close  substitute

have  an  interest in seeing that the price  or  prices

established  are such as to maximize the profits of the

group as a whole. They might fight over the division of
these profits - but none can wish that the total to  be

fought over should be smaller rather than larger. This

is  the decisive fact in determining the price policies

and strategies of the typical large corporation. And it
means that the appropriate general price theory for  an

economy dominated by  such corporations is   the

traditional monopoly price theory of classical and neo-

classical economics. What economists have hitherto

treated as a special case turns  out  to be, under

conditions  of monopoly capitalism, the general case.

(Baran & Sweezy 1977: 68-69).

Hence, monopolistic-oligopolistic firms are able to raise
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prices without any fear of losing their markets, because in

most concentrated industries there is a tacit collusion among

producers  known  as 'price leadership'. According  to  this
norm, a  single large firm in each industry will set  prices

and other firms will follow this price leader. The leader is

normally  the largest and more powerful firm in the  industry

and  the  others  will accept its dominant  role because it

profits them to do so. Therefore, 'administered prices depend

upon the market power of price leaders and their  major
associates, not upon the intensity of demand for the product

or the volume of money in circulation' (Lekachman 1969: 211).

The  most obvious example of monopoly pricing and  production

is that of the motorcar industry in the United States, where

the Big Three control over 90 percent of domestic production.

The largest, General Motors (GM), is usually the price
leader. In the early part of 1973-75 depression, from

the third quarter of 1973 to the third quarter of 1974,

demand for cars fell rapidly and GM sales were down  22
percent. Yet GM did not lower its prices as traditional

economics would predict. Rather, GM raised its prices

by  $900 to $1000; the lower sales were met by further

restriction  of production and firing thousands  of  GM
workers. (Hunt & Sherman 1978: 475-76)

Further, large firms in oligopolistic industries mostly
follow   a 'cost-plus pricing' procedure, or mark-up

principle, i.e. prices are set with a certain  margin  of

profit added to their cost level. This means that price

movements in the concentrated industries are not tied tightly
to capacity utilization or, as in competitive industries, to

rising demand. Prices may rise in these industries even when

there is excess capacity or when demand is falling (Galbraith

1962: 180-82).

Large corporations  usually set their prices within  a

profit  margin which will ensure their long-term  growth  and
expansion. Each  corporation then sets a target profit level

based  on its past earnings and on the record of the leaders
in its industry. Now, if there is a recession and demand
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falls, the corporation will adjust its prices so as to reach

its target profit. This procedure has been illustrated  by

Wachtel and Adelsheim who wrote:

For example, say  a firm operating in a  concentrated

industry has direct costs (raw materials and labour) of

$200  per  unit of output and sets its profit  mark  up

above direct costs of 20 percent, therefore selling the

product  for $240 per unit and making a profit of $40

per unit. Let us say the firm has a target level of

profits of $40,000; to realize this profit level it

Will have to sell 1000 units at $240 per unit. Now we

have unemployment and a recession which causes the

volume of sales to fall, say to 950 units. But if the

firm still has a target profit level of $40,000, which

it wants to attain, it will have to raise its prices to

slightly  over $242 per unit from the previous level of

$240 per unit. It does this by raising its  percentage

mark UP over Costs to 21 percent  compared  to  the

previous 20 percent. Having increased their profit per

unit, the firm now achieves its target profit level,

but  the resultant manifestation in the economy is  the

simultaneous  occurence of inflation and  unemployment.

(cited in Hunt & Sherman 1978: 477)

According to cost-push inflationists, therefore, corporate
concentration and the monopoly or oligopoly power that

enables  giant firms to raise their prices even when there is

excess  capacity  or when demand is falling, are the main

causes of 'profit inflation'. Since diminished price

competition  and the corresponding profit inflation  derives,
as Robert Lekachman argues, from the innate logic  of

oligopoly,
the clear-cut remedy for this is to fragment  corporate

giants. Using criteria of size and function as guides,
the Department of Justice [in the United States] might

carve large  corporations into five or more parts ....
General Motors' automative divisions alone might yield

five smaller companies, each of them more than adequate
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in  size to reap all possible technical efficiencies of

scale. Ford, by the same logic, might be succeeded by
three smaller automative companies. In other industries

similar multiplications are feasible. The great gain of
fragmentation   is the increase in the number of
competitors and the corresponding decline in the  power

of  any  one  of them to influence the prices  of  all.
(Lekachman 1969: 221-22)

However, he is well aware that in this world of giant
corporations a proposal to return to smaller ones has  a
'touch of the utopian', and is highly  unlikely  to  be
accepted, let alone implemented (Ibid: 223).

2.3.2 Wage-Inflation

There are several explanations of wage-inflation but the most

popular  version runs something like this.  Trade unions  are
strong and powerful and usually monopolize the  supply  of
labour. In their attempts to secure real wages and to
increase the standard of living of the workers, trade unions
must try  to  attain  higher  nominal  wage rates in  the

bargaining  process with employers because they have no  role
in decisions relating to prices. Employers faced with

militant  unions  will usually tend to compromise. In this
process the state plays a significant role, of course, both

as a major employer and through its direct power to influence
trade union leaders and employers. Also, by  regulating
effective demand and thereby the level of unemployment
through its monetary and fiscal policies, the state
indirectly  affects the capacity of trade unions to extract
wage increases and the willingness of employers to consent to
them. Trade  union  demand for higher money wages is  mainly
related to (a) the level of effective demand, (b) the
intensity  of  trade union militancy, and (C) inflationary
expectations (Braun 1977: 5). When trade unions receive money
wage  increases which exceed productivity gains and if profit
margins remain constant, then costs of production will rise.
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These increased  production costs are passed on to the

consumers  in  the form of higher prices. As we have noted

earlier, our world is dominated by giant corporations  whose

prices are determined by the 'mark-up' principle, under which
a given increase in labour or other production costs is

passed  on  in the form of an equi-proportionate increase  in
prices. Inflation is the inevitable result.

This  type of inflationary process can  be  illustrated

with  the aid of a model introduced by Weintraub (1978:Ch.3).
Despite his warning that 'Any attempt to label the thesis  as

"cost-push" doctrine must be rejected as a causal half-truth'

(Ibid: 43), we shall attempt a crude formulation of his model
under the 'wage-inflation' label because, as we shall see,

wage increase is cited as the cause of the  inflationary

process.
As a  counterpart  to  the  monetarists  equation  of

exchange, i.e. P=MV/Q, Weintraub has formulated an equation
which reads: P=KW/A, where: P is the price level, K  the

average mark-up of price over unit labour costs,  W=  average

wage, A=Q/N= average labour product. He calls this equation

'wage-cost mark-up'.

Considering P=KW/A, Weintraub argues that in the short-
run A varies very little and for most economies tends to rise

in the long-term at a slow, steady, predictable rate, while K

is close to constant, as we would hope to find in  the

behavioural sciences. Changes in P are therefore  directly

related to changes in W. Hence, the key to inflation is the

rate of increase of money wages, which in turn depends on the

strength of the trade unions (Ibid: 44-47). This view also

appears in Wiles's statement when he declares:
Assume then that the authorities are relaxed about the

money supply or - it is the same thing - determined  to

keep down unemployment; that unionists are militant and
their leaders are jealous of each other; that they are

more concerned with the cost of living  than  with

unemployment; that the social services cushion  only

strikes  and that perfect competition  is rare to
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vanishing point, or smothered by subsidies handed out

by those same authorities. There is now nothing to stop

an accelerating spiral of cost inflation. Excess demand
Will be totally absent: indeed  unemployment  will

increase slowly for the various reasons. Meanwhile the

general level of money wages and so of prices, is set

by trade union fiat. (Wiles 1973: 385)

Another  version  of the wage-inflation thesis is based  upon

the assumption that some 'fair and equitable' pattern of wage

differentials  exists among workers in different industries.

If this fairness of the structure of relative wages is

disturbed by outside pressure, an inflationary spiral will be
set in motion. For example, if a union succeeds in obtaining
a  wage increase as a result of an increase in productivity,

it  will improve its situation in relation to other  workers,
which Will upset the accepted structure of wage
differentials. This Will provoke other unions, whose

productivities have not risen, to press for  higher  money

wages in order to catch up and restore 'differentials'. Their
claims, if granted, Will set an inflationary process in

motion  without any perceptible increase in the  pressure  of
effective demand. The mechanism by which productivity rises

in dynamic sectors lead to wage increases in those sectors

which, in turn, set off higher wage demands in other sectors
whose productivities have not risen,  is known as 'leap-

frogging' (see Streeten 1969). If increases in money wage

rates  are not offset by productivity increases, they Will

raise costs; if profit margins remain constant, supply prices
will increase and wage-inflation will result.

Wage-inflation may become more pronounced as

unemployment declines, as the Philips curve suggests. A.W.

Philips was the British economist who concentrated his

empirical research on the relationship between  unemployment
-       and wage changes (1958). His empirical findings suggested an

inverse  relationship between observed rates of unemployment
and wage changes in Great Britain. Philips's original

contribution  was subsequently expanded to an examination  of
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the relationship between the rate of unemployment and that of

price inflation. In the 1960s empirical studies appeared to

indicate that inflation and unemployment are inversely

correlated  so that there is a significant trade-off  between

employment and inflation, and full-employment must be

accompanied by continuous inflation (see Perry 1964).

Philips's  findings  have had an  important  impact  on

policy-makers since they suggest that macro-economic goals of

full-employment and price stability are incompatible; hence,

policy-makers should regard a higher rate of inflation as  a

price  which  must be paid for a lower rate of unemployment.

One of the first economists to challenge the analysis and

policy implications of the Philips curve was Milton Friedman,

who contends that it is strictly a short-run trade-off  which

disappears in the long run. There is no long-run  trade-off

between inflation and unemployment; in the long run there can
be only one rate of unemployment, the 'natural rate Of

unemployment'.[3] Any  attempt by government to lower that

natural rate of unemployment will only result in   a

continually accelerating inflation without any lasting

effects on employment. Government stabilization policies can

therefore do little to improve the stability of the  economy,
and the best thing is for government to limit its

interference in the market mechanism. If governments refrain

from intervening in the free operation of market forces, then
the joint policy goals of full employment and price stability

will be obtainable (Friedman 1968).

With  regard to the Philips curve controversy, it is

worth  noting  that although Maynard and Van  Ryckeghem  have
shown that in  1954-1968 a trade-off existed between

unemployment and inflation in major industrial countries

(1976: 143-54), during the last five or ten years the

observed rates of unemployment and inflation in most Western

nations  have  suggested a  positively-sloped  Philips  curve
(Korliras & Thorn 1979: 138). Thus we Still lack any

adequate analysis of this phenomenon.
Whether or not the Philips curve exists is an open
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question. One thing that is certain, however, is that wage
inflation can occur even under conditions of high

unemployment  provided that the labour unions are strong  and
militant enough to secure wage increases that exceed

productivity gains.
The mechanism that produces  wage-inflation is not

necessarily self-limiting because each round of wage
increases is followed by a rise in prices  and  by  further
demand for higher wages. The resulting continuous inflation

is usually referred to as the wage-price spiral. Monetarists

consider  any form of incomes policy to be  useless,  if  not
harmful, in  that  it interferes with the free operation  of
market forces; cost-inflationists, on the other hand,

naturally  support such a policy. In their view, inflation

arises from the imperfections of product and labour  markets;
therefore, it can be reduced  by direct government
intervention  in  the  process of collective  bargaining  and

price-setting  by means of an active incomes policy. Such  a

policy may be defined as a 'deliberate, organized  and
continuous  government effort to persuade or in  the  extreme

case, to  require business, workers and others to avoid,

reduce  or  delay increases which they might  otherwise  have
made in prices, wages, rents, dividends, or other forms of

money-incomes'. (Ackley 1978: 523)
The success of an incomes policy, of course, depends on

government's ability to control wages and prices

indiscriminately. Any wage-price controls under a  business-

dominated  government is doomed to failure. For example, as

Means explains, when in the United States 'unfairness in the

guide  posts [i.e. wage-price controls] became obvious'

because between 1961 and 1965 'industry had significantly

widened profits',  while 'by 1965, the rise in living  costs

had absorbed more than a third of labour's legitimate

productivity  gains',  then 'labour refused to cooperate  any

longer and forced wage-increases larger than gains in

productivity in order to catch-up with living costs'.  (Means
1975: 15). The incomes policy thus failed to arrest
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inflation.

In the advanced market economies, however, such

failures have led employers associations, governments and

some economists to conclude that the strength of trade unions

should  be  decreased so that wages might be  held down. In

recent years, therefore, almost all governments of industrial

countries  have  pursued restrictive macro-economic  policies

including cuts in public expenditure, tighter monetary policy

resulting in high interest rates, and so on. Some increase in
unemployment is then also accepted.

In summary, social conflict for a higher share of the

national income between workers and employers and market

imperfections in both product and labour markets, are,

according  to the cost-push school, sources of inflationary

pressure. Under such conditions the rate of inflation is

determined by the extent or use of the power of trade  unions

and oligopolistic industries. As Rowthorn puts it

A  well-organized  and militant working class  may  win

very big wage increases and place considerable pressure
on profits. If at the same time, product markets are
dominated by a few giant firms or cartels, then

capitalists may pursue an aggressive policy to obtain a

high share of income for themselves, .... as a result

there  is a major inconsistency between the two  levels

of decision-making: workers use their power to obtain

big  wage increases, whilst capitalists respond with

price increases. Thus  wage militancy and  aggressive

profits policy are both inflationary. (Rowthorn 1970:

219)

Since traditional theory does not  predict  any  cost-push
inflation, it therefore can suggest no policy with which  to

control it. Cost-inflationists, however, believe that if the

abuse of 'market power', whether in the labour or the product

market, were prevented, cost-push inflation might be kept to

an acceptable minimum through a fair incomes policy.
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2.4 Structural Inflation

The analysis of product and labour markets, especially of the
role and strength of trade unions, given in  the  previous
section is mostly related to advanced market economies, and

cannot be simply transferred to most of the developing  world
where trade  unions  are either non-existent  or  relatively

weak,  and  where there are reserves of unemployed or, more

particularly, underemployed labour. In other words, the

inflationary process in industrialized economies such as

those of Western Europe differs from that in basically
agricultural and semi-industrialized economies such as those

of Africa, Asia and Latin America. We shall now first examine
the 'structural inflation' which appears to be more relevant
for the analysis of inflation in developing countries, [4]

and then the structuralist-monetarist debate.[5]
The structuralist approach to inflation has been

especially  influential in Latin American countries since the

early 1950s. To the structuralists, the key feature of the

inflationary  process  in  the developing countries is its

inseparability from the issue of economic  development.
Inflation, as Prebisch argues, cannot be explained as

something divorced from the economic and social

maladjustments and stresses to which the process of  economic
development of LDCs gives rise. In Latin America, for

example, 'economic development calls for constant changes in
the form of production, in the economic and social structure
and in patterns of income distribution. Failures to make
these changes in time or to complete them, lead to these

maladjustments and stresses which release the ever-latent and

extremely powerful inflationary forces .... ' (Prebisch 1971:

346). This is the essence which must be taken into account by
economists when they try to answer 'What causes inflation in

less developed  countries?' Those who adopt an  asocial  and

ahistorical analysis of inflation, argue the structuralists,
would obscure the real issues inherent in inflation problems
in developing countries (Struthers 1981: 179). TO the
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structuralists, the root cause of inflation in LDCs is 'the

all-pervading pressure of economic growth on an

underdeveloped social and economic structure, a process or

series of processes making inflation  difficult to avoid'

(Ibid: 178). In other words, structuralists view inflation as
the result of 'some gross imbalance in the economic,

institutional or social structure, if not some combination of

the three' (Jackson et al. 1972:13). There are several

variants of the structuralists' view on inflation which

differ in the emphasis given to certain bottlenecks or to

supply inelasticities in key sectors of the economy as being

the main cause of inflation in developing countries. Below,

various types of rigidity that recur consistently  in  the

writings of proponents of a structural explanation Of

inflation are examined in some detail.

2.4.1 The agricultural supply bottleneck

Structuralists place primary emphasis on supply

inelasticities in the agricultural sector. Industrialization,

urbanization  and per capita income growth cause an  increase
in demand for food and raw materials. But, structuralists

argue, agricultural output in LDCs is sluggish and  cannot

keep pace with demand; hence, the  relative  price  of

agricultural products Will go up and  eventually  cause  a

general rise in the price level. Furthermore, as

industrialization proceeds and the exodus from rural to urban
areas intensifies, the  inadequacy of agricultural output
worsens and inflationary pressures Will aggravate. As

Grunwald points out,
many  of the people who are now in the city obtained  a ·

large  part of their food requirements from the farm on

which they worked before they migrated. This additional

demand for commercial food products plus the change in

the composition of demand due to urbanization plus the

demand generated by the rapidly increasing  population,

can only be satisfied if the agricultural production is



116

sufficiently  elastic to respond rapidly to the  demand

increases. This, however, is not the case for various
reasons of which backward institutional arrangements
are the most important. (Grunwald 1961: 110-11)

Agricultural production in LDCs is not responsive to

demand pressure because, the structuralists explain, the

institutional structure in rural areas is deficient. In

Sunkel's words, 'the  stagnation of global agricultural
production cannot be attributed to market demand and/or
conditions, but must be due to factors inherent in  the

institutional and economic structure of the  main part of the
agricultural sector itself ....' (Sunkel 1960: 115). In

particular, according  to the structuralists, land tenure

arrangements are  the  primary  cause of the agricultural

sector's inability to respond to economic incentives. Land is
divided into 'minifundia' and 'latifundia', i.e. small

peasants' plots and large estates respectively. The

minifundia, structuralists argue, are not productive because

they are too small to be cultivated efficiently; and also
because small farmers operating almost at the subsistence

level lack both the time and the human and financial reserves

necessary  to  learn better techniques. Latifundia are also
inefficient  in  that not enough resources are invested to

improve  the  quality  of  land  or  agricultural  equipment.
Another  reason  is simply that large landowners often  value

their holdings not for their potential contribution to

national agricultural output, but for the considerable power

and  prestige  that large landownership confers in  the  LDCs
(Todaro 1977: 236). Furthermore, the structuralists argue,
the inelasticity of the agricultural sector initiates a wage-

price  spiral in the economy because higher food prices  will
increase the cost of living and hence wages will be forced

up. In Baer's words,
with the lack of a supply response from the

agricultural sector, food shortages continue. The cost
of living  of workers and wages Will rise. Local
manufacturers usually  have no trouble in  passing  on
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increased Costs to consumers. Thus agricultural

inelasticity will bring on  a spiral of wages and

prices. (quoted in Wachter 1976: 10)

Structuralists therefore conclude that in the LDCs  rapid

population increases, urbanization, industrialization  and

rising per capita income combine to make demands on the

agricultural supply. Due mainly  to basic structural

weaknesses, the agricultural sector cannot respond to  these

higher demands. The result is persistent upward pressure on

agricultural prices, varying in intensity with the size  of
the  gap between supply and demand. In turn, this pressure

will most likely spill-over into other sectors, thus setting

off  an inflationary spiral. Unless a fundamental agrarian

reform  is introduced the agricultural bottleneck will not be

alleviated; consequently,  inflation cannot be brought under
control.

2.4.2 Foreign trade bottlenecks

Another structural factor of inflation in LDCs is their

incapacity  to  import  the  goods needed for development

purposes because of their sluggish export sectors. Following

the lead of Prebisch-Singer, structuralists contend that LDC

exports of primary products will grow fairly slowly, if only

because demand for them tends to be income inelastic. LDC

imports, however, will grow more rapidly because their demand

is income elastic. A crucial point of the argument  is  the
assumption  that the import bundle is composed overwhelmingly

of intermediate and capital goods for the industrial sector.

Since further  industrial expansion requires more imported

inputs, it follows that the rate of growth of the economy is
closely linked to its capacity to import.

The  result for LDCs of slowly growing exports and more

rapidly  growing  imports is a chronic  balance  of  payments
deficit on current account; and the faster their rate of

economic growth, the more acute their balance of payments

difficulties will become. These pressures eventually force
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LDC governments to take remedial action in order to lessen or

correct trade imbalances. They can either reduce growth
rates, or impose import controls, or devalue their

currencies; perhaps  more significantly, they can engage in
import-substitution industrialization.

A reduction in growth rate is politically  unacceptable
in LDCs, on the  one hand because it might  arouse  social

tension and unrest; and on the other hand, it is undesirable

in view of the urgent need to eradicate poverty, starvation,

illiteracy and other social and  economic problems. This

option is  therefore  unlikely  to be taken unless under

pressure from external institutions. Import controls are more

frequently preferred. However, if these have to take the form
of tariffs  they automatically increase the  domestic  price            

level; and if they have to take the form of import  quotas,

they usually create shortages of consumer goods, raw

materials, intermediate products and spare parts, leading to

black market supplies and, inevitably, to higher prices.
Devaluation of the domestic currency Will probably

appear more attractive, but this too is wrought with

problems. First, its success or failure will depend on the
elasticities of demand for imports and  exports;  if  these

elasticities are very low, i.e. if the so-called 'Marshall-

Lerner condition' [6] does not hold, then the volume Of

imports  and  exports may not be sufficiently responsive to

devaluation  and cheaper exports and dearer imports may  only
have adverse effects on the terms of trade. Second,  if

devaluation is accompanied by the removal of import controls,

consumption may be stimulated and exert an upward pressure on
prices. Third, devaluation raises the price Of imported

intermediate  and capital goods and therefore also  increases
the costs incurred by local producers who use them. These

higher costs are in turn passed on to consumers in the form

of higher prices, a process facilitated by the oligopolistic
nature of industry in developing countries. While not a basic
cause of inflation, this oligopolistic nature is what

structuralists call a 'Propagation mechanism'. Yet another
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such mechanism is the pressure by labour to obtain wage

increases in compensation for past increases in the cost  of

living due to devaluation. In their attempt to preserve the

real value of their  purchasing power, workers initiate

increased wage and salary demands.
If granted, wage demands will increase production costs

and tend to push domestic prices even higher, setting a wage-

price spiral in motion. In fact, argue the structuralists, a

Vicious circle of  devaluation - domestic  wage  and  price
increases - higher export prices - worsened balance of  trade
- devaluation, could result. In effect, devaluation could

simply worsen the balance of payments imbalance while

aggravating domestic inflationary pressure. Devaluation also

tends to increase exports, possibly reducing the supply  of

goods available for  domestic consumption  and  adding  yet

another twist to the inflationary pressure.

Finally, according to the structuralists, import-

substitution strategy,  i.e. an attempt to replace imports of
commodities (usually consumer goods) by domestic  production

and supply,  may cause demand shifts which will aggravate the

inflationary situation. The experiences of many LDCs,

especially in Latin America, show that import-substitution

carries a built-in inflationary pressure for various

reasons. First, it creates increasing rigidities  in  the

composition of imports. This change in the structure of

imports in favour of raw materials, intermedaite goods, vital
to  the  maintenance of economic activity and a few  capital

goods, together with essential items for direct  consumption

is  of great significance because it leaves little scope  for

reduction  or reorganization of imports (Kirkpatrick &  Nixon
1976: 161-62). This means that import substitution can often
increase  the dependency of these countries and  consequently

increase  their vulnerability to imported inflation. Second,

in view of the narrower domestic market, import-substitution
industries tend  to  assume monopolistic features which,

through cost-push factors, can exert an upward pressure  on

prices. Third, more often than not import-substitution
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industries  need high levels of tariff protection, which

obviously increase domestic price levels.
Structuralists therefore argue that  foreign  exchange

constraints  constitute a major bottleneck to economic growth

and are a fundamental cause of structural inflation in

developing countries.

2.4.3 Governmental Financial Inelasticities

Another factor stressed by structuralists is the inelasticity

of tax revenue with respect to income growth. Tax structures

in  LDCs  are usually regressive: in other words, a  given

increase in GNP will not result in a corresponding percentage
increase in tax revenue. An increase in GNP will therefore

leave relatively more purchasing power in the economy, thus

exacerbating inflationary pressure. On the other hand, the

structuralists argue that in the course of economic

development public expenditure needs to expand  continuously:
due to population growth and urbanization, there will be  a

growing need for public services (e.g. education, health) and
for social capital or infrastructures (e.g. roads, ports,

etc.), which can only be met by government (see Maynard & Van

Ryckeghem 1976: 189-93). Furthermore, not only is the level

of private  capital formation in most LDCs low, argue the

structuralists, but it is also concentrated mainly in  non-

productive investments such as land and property, the service

sector, foreign bank accounts, etc. This forces the

government to play a larger role in domestic capital

formation than would have otherwise been the case.

Consequently, public expenditure has to expand even further.
An income-inelastic tax system, thus, combined with

ever-increasing public expenditure will eventually result in

budget deficits which, in turn, Will usually lead to

excessive  expansion of the money supply, with inflationary

consequences. Although the expansion of money supply which is
forced  upon  monetary authorities has a role to play in  the

inflationary process as a propagating mechanism, continue the
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structuralists, it is not the cause of inflation. The real

cause, among other inelasticities, is the structural

inflexibility of the taxation system.
Another important factor which contributes to

inflationary pressure in LDCs, according to structuralists,

is the inadequate infrastructure or social overhead

facilities, such as roads, railways, ports, water supplies,

power, etc. Economic growth produces an expansion of demand

for public utilities,  e.g. power and transport, which cannot

quickly  or easily be met. Prices therefore rise sharply in

these sectors of the economy and, given the vital role of

such services, inflationary pressures are transferred into

the economy generally (Ibid: 196).

Structuralists have little, if any, faith in  the

ability  of conventional means of combating  inflation,  i.e.
restrictive monetary and fiscal policies. Such policies, they

believe, have a detrimental effect on the rate of growth and
Will do nothing to attack the basic causes of inflation in

LDCs which  are  due  to supply inelasticities in the  key

sectors of the economy. 'It is dangerous to insist',  Dudley

Seers warns,

as the International Monetary Fund does, on

indiscriminate policies of financial restraint. The

result is a serious check to growth and there is no

reason to expect the resultant level and pattern of

investment to be compatible with development needs. In

addition, monopolistic  tendencies are aggravated  and
the distribution of income is made more unequal. (Seers

1962: 192)

Thus, according to the structuralists, traditional policies
not only aggravate supply bottlenecks, but will also impose

unacceptable social costs far in excess of those imposed  by
the inflation  with which they are intended  to deal. They
therefore favour  policies which  can  eliminate  structural
bottlenecks. Their anti-inflationary policy consist,

basically, of agrarian reform as a means of freeing  the

agricultural sector from its archaic socio-economic
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structure; import-substitution and export diversification as

a  means  of widening  the  import-capacity bottleneck; and

improvement  in  general health and education as well as  the

expansion  of economic and social infrastructures as a  means

of improving resource mobility.
To sum up, the main argument of the structuralists is

that inflation in developing countries arises from structural

imbalances  and  supply inelasticities in the key sectors  of
the economy and that basic institutional changes,  i.e.

changes in the production system, economic structure and

income distribution, are needed in the economy if inflation

is to be abated. This means that an anti-inflationary policy

should not be regarded as a panic response to crisis

situations, but  rather  as an integral part of development

strategy (cf. Prebisch 1971).
SO far in this section we have examined the

structuralists' view on inflation. But with regard to the

problem of inflation and its relation with economic

development in LDCs there is another influential school of

thought which has been dubbed 'monetarist'. As used here, the

term 'monetarist' refers to Latin American monetarists. The

views  of  Western  economists writing  within  a  monetarist
framework have already been discussed in section 2.1. The

controversy between structuralists and monetarists has

dominated the discussion of inflation   in   developing

countries, especially in Latin America, since the  early
1950s. Below, the principal tenets of the monetarist view on

inflation in LDCs are briefly examined.
As their label suggests, monetarists believe that the

main cause of inflation in developing countries is  expansion
of the  money supply which, in turn, is caused by  growing

government budget-deficits. Thus, the most effective way of

controlling inflation is to eliminate the chronic budgetary

deficits: a reduction in the budget deficits should lead to a

reduction in the rate of growth of the money supply which, in
turn, should lead to a fall in the inflation rate. If the

government reduces its intervention in economic activities,
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argue the monetarists, the private sector will play a larger

role in the economy and will eliminate the supply bottlenecks

to which the structuralists refer. Structuralists, as noted

earlier, regard  several constraints on the supply  side  as

being innate to  developing countries, caused  by  certain

economic and institutional rigidities that may be expected to

disappear once the society becomes developed. Monetarists, on
the contrary, view supply bottlenecks not as innate but

rather as the result of government policies that were

originally implemented to deal with inflation. For example,

agricultural bottlenecks arise, argue the monetarists, from

government-induced price controls: inflation causes

government to institute such controls or price ceilings on

agricultural products. The  result  of  price control is

unfortunate, however; i.e. a reduction in the relative

profitability  of agricultural production and consequently  a
disincentive for investment in agriculture. This in turn

results in a stagnant or slowly growing agricultural sector

which cannot be responsive to increased demand. The capacity-

to-import bottleneck, according to the monetarists, is also a

product of inflation-induced interventional economic

policies. When  inflation occurs the tendency is for exports
to  decline  and imports to increase, eventually causing

balance of payments pressure. Government authorities react to

such a crisis by imposing high tariffs and import controls in
order to conserve scarce foreign exchange. This, however, the

monetarists continue, shifts purchasing power to domestic

goods  with  a consequent increase in inflationary  pressure,
the further  discouragement of exports and exacerbation of

balance of payments pressures. Supply bottlenecks Will

therefore be eliminated, monetarists argue, once inflation is

halted.

To the monetarists, therefore, inflation is the key

problem, and the most effective way to rid the economy of it

is by adopting a tight monetary policy. Monetarists criticize
the structuralist approach to inflation, on the one hand, for

being too general in nature, and on the other hand and more
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significantly, for not being amenable to policy prescription.
Structuralists' anti-inflationary policies such as land
reform, say the monetarists, are long-term in nature; the

implementation  of such measures inevitably takes a long time
to become effective while combatting inflation, if it is to
be successful, needs fairly quick and visible results (Campos
1967: 108).

As the above discussion shows, structuralists and
monetarists have quite different views on inflation and
on the extent to which inflation is an inevitable concomitant
of economic development in LDCs. To the monetarists,
inflation is enemy Number One; therefore, price stability
must get first priority because it is the necessary
condition for growth. Since intervention in the market
mechanism produces distortions (inelasticities) which in
turn causes inflation, it follows that a return to
a free market system Will automatically alleviate
bottlenecks and hence curb inflation.

To the structuralists, inflation is largely an
inevitable concomitant of structural change and economic
growth. They argue that a supreme effort has to be made to
curb  inflationary pressures and to achieve price  stability;
nevertheless, they are against achieving this at the expense
of economic development.

Some economists believe that the fundamental
dispute  between structuralists and monetarists is about  the
anti-inflationary policy which should be adopted. However, we
believe that the debate reflects a more fundamental
difference of opinion about the issue of economic
development itself, and agree with Seers when he declares
that the debate

is  not just a technical issue in economic theory. At
the  heart  of the controversy between monetarists  and
structuralists are two different ways of looking at
economic development, in fact two judgements about the
purposes of economic activity, and the ends of economic
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policy, and two  incompatible  views  on  what   is

politically possible. (Seers 1964: 89)
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III

THE DYNAMICS OF INFLATION IN IRAN

1960-1977

Introduction

The Iranian economy suffered from very high rates of

inflation in the 1970s. Until 1970 the rise in price indices

had  been relatively low and within the limits of tolerance,

but from then onwards, inflation attained new dimensions (see

Appendix 3.1). It is an open secret that the official figures

on inflation were not correct. Published price indices tended

to reflect what they ought to have been rather than what they

were. Yet even allowing for official reticence, the inflation

figures show  an  accelerating trend. Table 3.1 gives an

indication  of the accelerating pattern of inflation  between
1960 and 1977, showing three distinct  phases during the

period: phase I from 1960 to 1970 characterized by  a

relatively low level of inflation, about 1.7 percent per

annum  as  measured by consumer price index (CPI); phase II

from 1971 to 1973, characterized by a high rate of inflation,

about 7 percent per annum; and phase III from 1974 to 1977,

characterized  by accelerating inflation which averaged  more
than 15 percent per annum.

In this chapter we shall investigate the causal factors

of inflationary pressures between 1960 and 1977. However, the

discussion will focus mostly on phases II and III, i.e. 1970

to 1977, since it was in that period that Iran  experienced

accelerating inflationary rates.
Since 1970, inflation in Iran seems to have been  a

hybrid of several inflationary forces, four of which, to one
extent or another, operated in the period 1970-77: (a)

structural factors caused   by sectoral imbalances,

infrastructural bottlenecks, and supply rigidities in certain
key sectors such as agriculture, causing production in these
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sectors to lag behind demand and, hence, prices to rise; (b)

demand-pull resulting from  rapidly expanding levels of

private  and  public  consumption  and  investment  spending,

largely made possible by the inflow of huge oil revenues; (c)

cost-push, resulting from the widening of profit margins and
from the  fact  that  wages  increased  more  rapidly  than

productivity; and (d) import prices, resulting from general

world-wide increases in prices of commodities and

manufactured goods. In  turn high prices of imports  were

reflected in  the  country's wholesale  and  consumer  price

indices.

Below, each of these forces Will be explored

individually, after which the government's stabilization

policies will be examined in a final section.

3.1  The Structural Generators of Inflationary Pressure

As has been noted in Chapter 2, the physical, structural and

institutional constraints  on  the  supply  side in most

developing countries form a major bottleneck to higher output

and  a significant factor in generating domestic inflationary

pressure. These constraints are related, among other things,

to  supply inelasticity in the agricultural sector, foreign

exchange and production bottlenecks such as shortages of  raw

materials, skilled and managerial human resources,

bureaucratic rigidities, and poor and inefficient transport

and infrastructural facilities. The presence of structural

supply  constraints in developing countries means that  rises
in demand for goods and services will not be matched  by

increases in supply. Instead, rising demand will merely bid
up prices and lead to, or worsen, inflationary pressure.

In Iran in the 1970s - when the country was undergoing
rapid transformation - rises  were due  largely  to  supply

constraints in the food sector, from the nature and

consequences  of import-substituting  industrialization,  and

from  the  presence of serious bottlenecks in the  supply  of
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production inputs such as skilled labour, raw  materials,

transport and power. These factors will be examined in the

following sections.

3.1.1 Food supply and demand

In Iran, as elsewhere in the  developing world, rapid

population  growth has led to sharp increases in  the  demand
for agricultural products in general and food in particular.

Iran's  population has grown rapidly since 1960 at an  annual

rate of about 2.8 percent (Table 3.2). In common with other

Third World countries, this rapid growth rate was caused by

the interaction of a  relatively high  birth  rate  and  a

relatively low death rate. As a result, Iran's population

totalled 34.6 million in 1977 as against 21.8 million in 1960
(see Table 3.2). In the same period, therefore, additional

food had to be produced to meet the requirements of the

additional 13 million people.

Moreover, the demand for foodstuffs also increased

sharply as a consequence of rapid urbanization and fast

increases in per capita income. The migration process, which

had already started in the early 195Os, accelerated in  the

following two decades as the urban population  grew  three
times faster than the rural. It has been estimated that in

the post-1973 era about 8 percent of the rural population

migrated to towns each year (Weinbaum 1977: 435).

Consequently, urban  dwellers increased from 33.7 percent of
the total in 1960 to about 48 percent in 1977 (Table 3.2).

This massive rural-urban migration was caused by the combined

effects  of the 'push' factor of rural stagnation and 'pull'

factor of the urban oil boom (see Appendix 3.2). At the same

time, per capita income rose rapidly, from $163.4 in 1960 to
$313.3 in 1970, jumping to $1505.9 in 1975 (PBO 1977: 12).

Thus, in addition to population growth, the demand for food

increased  rapidly as a result of the rapid urbanization  and

increases in per capita income.

Agriculture, however, failed badly to keep pace with
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demand. As a result, the gap between domestic agricultural

production  and consumption in general and food in particular

began to develop in this period, generating increasingly

powerful inflationary pressure. Precise figures on the food

shortfall are not available, but on the basis of reasonable

assumptions as to demand and supply, the likely magnitudes
can be estimated.

If we assume that the average annual growth rate of GNP

was 9 percent, that of population 2.8 percent (these figures

roughly correspond to official figures for the 1963-74

period), and that income elastiticy for food was equal to 0.8

percent, then the overall demand for food in Iran grew at an

average annual rate of 10 percent  throughout the 1963-74

period (Katouzian 1978: 362). Demand for meat, poultry and

dairy products increased even more rapidly. Per capita demand

for red meat, for example, rose from 8 kilogram in 1959 to 18

kilogram  in  the mid-197Os, growing at 12 percent per  year
(Afshar 1981: 1101); per capita intake of poultry increased

from less than 1.7 kilogram in 1970 to more than 3.3 kilogram

in 1974 (Nyrop 1978: 82), i.e. an annual rise in excess of 23

percent.

To keep pace with the rapid rises in demand for food in
the 1963-74 period agricultural output would have had to grow

at around  10 percent. In actual fact, agricultural

performance was very poor. Official figures claimed increases

of about 4 percent per annum between 1959 and 1975, but there
is little doubt that these statistics were inflated, masking
the unpleasant reality  that in the 1960s and 1970s farm

production increased  more  slowly than the population.

According to most observers, agricultural output between 1963
and 1977 grew at most at an average rate of 2.0-2.5 percent
(Keddie 198lb:167; Hooglund 198lb: 18), as compared with a
2.8 percent increase in population and 10 percent increase in

food demand (see Appendix 3.3).

Agriculture's slow growth is conspicuous not only in

the absolute sense but also relative to the growth of the

rest of the economy. A look at the sectoral performance  of
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the Iranian economy shows that, between 1960 and 1975,

manufacturing  and industrial output as well as services grew
at three or four times the rate of agriculture (Tables  3.3

and 3.4). This sectoral imbalance which characterized Iran's

economic growth in the 1960s and 197Os, was in fact one of

the significant factors responsible for  high  prices  and

inflationary pressures in that period. There are several

reasons why  the agricultural sector failed to  enhance  its

output  and productivity and hence keep pace with the  rising
demand. First, Iran's climate and topography is not  well

suited to agriculture. Most of the country's vast land  area

of  more than 1,648,000 square kilometers (thrice the size of
France) is arid and uncultivable, and the climate is one of

great extremes. Out of a total area of 165 million hectares,
more than 50 percent is  covered by deserts, mountains,

scrubland  and swamps which have no agricultural value. Only

11.5 percent of the country's total area, or about 19 million

hectares, is cultivable; since Iran is such an arid country,

however, half  the arable land is left fallow each year.[1]

Thus, only about 8 million hectares or 5 percent of Iran's

total land area is permanently cultivated.

Scarcity of water has been a formidable constraint to

agricultural development since ancient times. Total rainfall

is sufficient to water adequately only about one-tenth of the

land area (Nyrop 1978: 331). Furthermore, rainfall is

seasonal, the majority falling during the rainy season

between October and March. Not only is rainfall scanty  and

seasonal, but it is also unevenly distributed. Near the

Caspian Sea rainfall averages about 50 inches a year; on the

vast Central Plateau and in the lowlands to the south, in

contrast, it seldom exceeds four to five inches, far below

the ten  to twelve inches usually required for  dry  farming
(Ibid: 331).

Primitive cultivation techniques also restrict any

possibility of increasing farm output, having shown no

fundamental change for millenia. Many peasants continue to

engage in subsistence agriculture, cultivating in the same
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manner and with the same tools as did their forefathers. Oxen

are  usually  used for ploughing which is still done with  an

ironshod ploughshare similar to those used two thousand years

ago (Ibid: 345). The implements most commonly used are  hoe

and axe. Even as late as 1972 less than 22,000 tractors were

used  in the whole country (Issawi 1978: 148); and in many

parts there were still no tractors at all. The main reason

for the almost complete neglect of new farming techniques and
investment in  agricultural  machinery tools, even of the

simplest kind, is the poverty of Iran's rural masses on the

one hand, and the frequently  misdirected saving and

conspicuous consumption of its landlords. The combination of

traditional cultivation techniques with very little  capital

and  agricultural implements and hardly any management, has

resulted  in  an  extremely low output per worker  and  hence

insufficient agricultural produce.
The lack of roads, railways and of adequate

transportation is another constraint  which  has  precluded

production in some agricultural areas from progressing beyond
subsistence farming. The  inadequate transportation  system

also means that agricultural goods cannot move fast enough to

prevent their deterioration. According to the  Ministry  of

Agriculture, 40 percent of the grape production, 30 percent

of tomatoes, and  up to 20 percent of meat (to name just  a

few) were lost each year due to bad storage and  insufficient

transport (cited in Looney 1982: 219). The value of

agricultural produce  wasted annually has been estimated  at

$1000 million (cited in Hirschfeld & Shamuelevitz 1978: 371).
Such is the  reality of the physical, climatic and

institutional supply bottlenecks in agricultural  production,
but it should  be stressed that this is not merely due to

pronounced structural rigidities: the government's incoherent

agrarian policies in the period under consideration also

contributed to the problems (see Appendix 3.4).

In the 1960s and 197Os, according to Looney:
Under the government's programs, the organization of

agricultural production  in Iran became increasingly
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complex  and unsatisfactory all the way up to the  time
of the revolution [in 1977-79]. The land reform

effectively undermined the village system of

organization  but  the government did  not  attempt  to

shape developments in the rural area to an overall

strategy or plan. Rather a number of conflicting

organizing  principles  were introduced by  design  and

some  by  default.  If  one were to  choose  only  one
economic factor that led to the revolution, it would

have to be the government's failure to  design  and

implement  a coherent strategy for this sector (Looney
1982: 57-58).

The stagnation of domestic agricultural production forced the

state to import a large and growing amount of foodstuffs with
which to fill the  ever-widening gap  between  demand  and

supply. As a result the food imports bill of $391 million in
1970/71 (BMI 1973-74: 150) increased almost fourfold to $1555

million in 1975/76 (BMI 1976-77: 140). It reached its all-

time high in 1977 when the cost of imported food had risen to
$2600  million and imports accounted for nearly 25 percent of

the food  supply (Hooglund 198lb: 19)(see Appendix 3.5).

Notwithstanding this substantial increase, the aggregate

supply  of agricultural products could not keep pace with the

growth in demand. Consequently,  between 1970 and 1977 the

country was frequently faced with  shortages of essential

foodstuffs such as meat, sugar, milk, chickens, onions, etc.,

which  put  a  severe upward pressure on food prices (Table

3.5). In 1977, for example, the food price index climbed by
more than 20 percent (BMI 1978: 158). These price rises were

not offset by  any decline in prices of non-agricultural

goods. The  downward inflexibility of prices in  the  latter

sector was, as we shall see in section 3.1.2, due largely to

the presence of high-cost and inefficient import-substituting

industries  and the pervasiveness of imperfect competition in
the industrial sector. Food price rises thus raised the

average price level and triggered off an inflationary spiral.
To sum Up, Iranian agriculture suffered physical



133

constraints such as shortage of water and arable land,

extreme climatic conditions, plus structural supply

bottlenecks such as inadequate transport facilities,

particularly the lack of feeder roads linking scattered

villages and fields to communication arteries and markets,

the shortage of storage capacity to  eliminate  huge  crop

losses, and a poor and inefficient distribution system.

Combined with incoherent and ill-conceived government

policies, these were responsible for the decline of

agriculture in general and for the inelastic supply of

foodstuffs in particular, during the late 1960s and 1970s.

Increased demand for food and primary products in that period
due to population growth, urbanization and  rapidly  rising

urban  per capita income (especially in the first half of the
197Os), together  with the growing requirements of rapidly

expanding import-substitution industries, caused strong

upward pressure  on  the prices of foodstuffs and raw

materials. This, in turn, spilt over into non-agricultural

sectors and set-off an inflationary spiral.

3.1.2 Import-substituting Industrialization and Inflation

Industrialization was the dominant development strategy

adopted in Iran during the 1960s and 1970s. The Shah's regime

regarded industrialization as the sole route to  higher

economic growth and modernization; starting in the late

195Os, therefore, and under favourable political and

financial conditions, the state became the main agent of

industrial growth. It participated in the industrial process

both  directly  through investment (see Appendix 3.6), and

indirectly through generous financial aid and support for the

private sector (both domestic and foreign), and by providing
the necessary infrastructure for industry (Appendix 3.7).

Furthermore, the state adopted trade, financial and monetary

policies which favoured industry.
Industrial development  policy prior to the 1960s  had

been largely haphazard and undirected. The private industrial
sector responded to government spending, particularly in
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construction, and  bountiful profits provided a stimulus to

industrial growth. Monumental public works, railway building,

hydro-electric dams, communications development etc.,

benefited industry as did ad hoc protective measures such  as

import restrictions, tariffs and multiple exchange rates. All

these, however, were uncoordinated government activities and

not a coherent industrial policy. Organized industrial policy

began in the early 1960s with the implementation of the Third

Plan (1963-68), when the state committed itself to systematic

industrial  development  and launched an  import-substitution
policy to develop national industry and reduce total imports.

The policy  was supported by tariff protection  and  import

prohibitions, tax holidays, generous fiscal incentives, easy
credit, and the reduction or exemption of customs duties on

imported raw materials, intermediate and capital goods for

domestic industry.
The policy of import substituting industrialization

(ISI) was followed in the next two national plans covering

the  period 1968-78. It seems that the state directed its

efforts toward  a policy of import-substitution in  stages,
first in consumer goods and thereafter in intermediate and

capital goods. This was implicitly mentioned in the  Fourth

Plan document which stated:

The Fourth Plan is the first stage of a long-term  plan

to industrialize the country, the objective of which is

to make the country independent for consumer goods, and
to  manufacture  capital and intermediate goods  inside

the country so as to minimize the volume of imports and

to  diversify the export of locally manufactured  goods

to foreign countries. This will reduce the  dependence

of the economy on oil revenues. (cited in Fahim-Nader

1978: 9)

These policy measures together  with  relatively  abundant

capital funds due to the large and growing oil revenues, the

rapid  expansion  of private and public expenditure  and  the

country's political stability, produced high profit

expectations and ensured a high and sustained growth of the
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industrial sector. According to publications of the Plan and

Budget Organization, value added in industry (consisting  of

manufacturing, construction, water and electricity) increased
from 51.1 billion rials in 1960 to 168.1 billion rials in

1970 and further to 689.7 billion rials in 1975 (Table 3.6).

These figures imply that industry grew at an annual rate  of

about 12 percent during the period, increasing its share in

GDP from 16.4 percent in 1960 to 19.2 percent in 1975 (see

Table 3.3). Similarly, employment in the industrial sector

rose from about 1.4 million in 1960 to about 3.1 million in

1975 (Table 3.7). On the basis of these figures it can  be

said that Iran's record in industry in this period was  quite

considerable. This  high degree of industrial growth was

achieved  by  a considerable investment in  construction  and

imported  machinery and equipment. Average annual growth of

domestic capital formation reached 16 percent and  that  of
fixed investment in machinery and equipment amounted to  over

20 percent  during the ten years 1962 to 1972 (Walton 1980:

279).

Despite the impressive industrial growth, some two

decades of ISI  produced and/or intensified structural

inflationary pressures in the Iranian economy. In the first

place, ISI increased its vulnerability to imported inflation.
There is no doubt that import-substitution policy  and  its

protective measures provided strong incentives for non-

durable consumer goods as well as consumer durable goods

(such as cars, radio, television, etc.) to expand. Indeed,
the  policy  was of considerable success in this first and

easiest stage of an import-substitution process, but it was

far less effective in the substitution of imported  raw

materials, intermediate  and capital goods. In fact, as

industry  expanded  in the 1960s and 1970s the share of

domestic components in total inputs declined; simultaneously,

imports of inputs into national manufacturing  increased.

Thus, while in 1965 about 60 percent of inputs of

intermediate and capital goods industries came from  domestic

sources, in 1972 the share of domestic inputs  declined
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sharply to 40 percent (see Table 3.29). The reason for this

heavy dependence on imported components and technology lay in
the structure of industrial output, which was overwhelmingly

dominated  by the production of consumer goods (see  Appendix
3.8). Even this, however, was restricted to the

technologically-simple final stages of production, and
factories were little more than assembly plants for foreign

components. An official German report published in 1974 drew

attention to this problem, explaining:

Iranian  industry  produces at too high a price and  is
not  internationally competitive. The reason for this

lies  in the high dependence on imports, low level of

value added, inappropriate plant size, and inadequate
project planning. Whereas the intention was to replace           
imports and to save on foreign exchange, the

establishment of enterprises that are restricted to the

technologically simple stages of production, such as

the assembly of cars, radio and electrical appliances,
has led to a disproportionate increase in the need to

import the necessary components. (quoted in Halliday
1979b: 159)

In fact, a breakdown of imports between 1970 and 1977

indicates  that  about three-fifths of imports  consisted  of
intermediate goods, of which the greater proportion provided
inputs for import-substitution industries; another 20-30

percent of imports were capital goods (see Table 3.28). This

indicates  increased dependency on imports of essential raw

materials, intermediate and capital goods needed to maintain
domestic production. The change in the structure of imports
and the  subsequent increase in the proportion of domestic

value  added  which was supported by, and dependent upon,

imports, in turn increased the vulnerability of the economy
to externally-generated inflationary pressures through rising
international prices of essential capital and intermediate

goods. Now, since the prices of imported inputs rose sharply
in the 197Os, the costs of the local producers who used them
also increased proportionally. These higher production costs
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were in turn passed on to consumers in the form of higher

prices - a process facilitated by the oligopolistic nature of
Iranian industry (see section 3.3.3).

In the second place, ISI did not bring the expected

easing of foreign exchange constraints. When ISI was launched
it was hoped that on the one hand the balance of payments

would  be improved as fewer goods would be imported and, on

the other hand, that local infant industry would 'grow  up'

and be able to compete in world markets; it could then

generate export earnings, thus reducing the dependence of the

economy on oil export earnings.
In practice, however, the excessive protection given to

the domestic market in order to stimulate substitution caused

no  discernible  reduction in Iran's dependence  on  imports.
Furthermore, in an environment of complete protection ISI led

inevitably  to  high  costs in the  majority of industries.

Iran's over-priced industrial goods could not compete in  the
world markets and industry became almost entirely

domestically-oriented. ISI thus failed to increase the

country's  capacity  to import or to relieve the  balance  of

payments constraint.
In the  third place, the hastily-introduced ISI

programme,  together  with  high tariffs on  consumer  goods,

overvaluation of the rial, control of food prices in  the

politically-sensitive  urban  areas through  government  food

imports and generous subsidies, turned the domestic terms of

trade against agriculture. As a result, the rate of growth of

agricultural  output was reduced and sectoral imbalances were
created (Walton 1980: 281) - a major structural factor which

contributed  to  inflationary  pressures in  the 1970s (see

section 3.1.1).

Finally, in  addition  to aggravating  the  structural

inflationary tendencies in the economy, ISI added to the

inflationary pressures in the following ways: (1) high

tariffs and  other  barriers to  entry  produced  a  captive
domestic market, creating low productivity and high cost. In
late 1975, for example, General Motors calculated that  it
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took 45 hours to assemble a Chevrolet in Iran, while the same
process could be done in 25 hours in West Germany (cited in
Graham 1979: 121). In 1978 another study found a downward
trend in total productivity (i.e. the ratio of output to all

associated  inputs) and capital productivity (i.e. the ratio
of output to capital input) indices in large-scale

manufacturing industry during the period 1968-72 (Fahim-Nader
1978: 147). The empirical results of that study showed

specifically  that seven out of a total of fifteen industries

(clothing, beverages, tobacco, base metals, chemicals, rubber
products, and non-metalic minerals) experienced negative
overall productivity growth between 1968 and 1972 (Ibid 147:

51). Moreover, labour  productivity  in clothing, food,

beverages, tobacco, wood and furniture, and base metals

industries declined during the same period (Ibid: 152-53).

Several factors contribute to low productivity in  most
Iranian manufacturing firms.
(1) Government's excessive protective measures and the lack
of any internal and external competition  guaranteed  high
profits to all producers, thus perpetuating inefficiency and
low productivity. Although some degree of protection is both
inevitable and advisable if a developing  country is to
survive international competition in the initial stages of

industrialization, in Iran's case protection of 'infant
industries' tended to increase rather than decrease over
time; most industries showed no tendency to attain  maturity
and remained infants for thirty years and  sometimes  more
(Bharier 1971: 193). It is thus unquestionable that excessive

protection eroded incentives to increase productivity.
(2) In  many branches of industry, firms were too small to

operate efficiently. A 1972 survey found that some 936,000

persons  were  employed in 225,000 establishments (cited in
Elkan 1977: 176). More than 219,000 of those establishments,
i.e. about 97 percent, employed less than ten workers (see
Table 3.8) and an average of only three. The economies of

large-scale operation vary, of course, according to the
nature of industry, but it is unquestionable that many
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Iranian firms were well below the optimum size for  efficient

production.

(3) In addition to the problem of size was that of obsolete

or inefficient equipment. Although a few impressive  modern

plants had been constructed, many Iranian firms (particularly
in textiles) were  equiped  with  old  machinery  that  was

considerably less efficient than its modern counterpart. The

result was not only low productivity but also poor quality of

consumer goods.

(4) Managerial inefficiency and outdated practices were also

responsible for low productivity. The supply of entrepreneurs

in Iran has never been large because the social structure and
cultural orientation has on the whole not been conducive to

development of the human resources needed by industry. The

inappropriate educational system was particularly responsible
for these deficiencies and for the lack of qualified

management professionals.

Lastly (5), Iran also lacked the skilled and semi-skilled

personnel needed by industry; despite the import of tens of

thousands of foreign workers, the industrial sector remained

highly inefficient.

One  result of low productivity and inefficiency was  a
high unit cost. Iran's industrial products were highly priced

compared  with their international counterparts. An estimate

for 1970 found that Iranian manufactured goods were 25-33

percent  more expensive than average world prices (Avromovic

1970: 22), and  high  rates of inflation in the 1970s

undoubtedly widened the gap. This not only put severe upward

pressure  on  domestic  price levels  but  also made Iran's

industrial goods uncompetitive in international markets.

Because of its high cost, industry became almost entirely

domestically-oriented. Indeed, in 1975 industrial exports
amounted  to $105 million or only about 1.1 percent of total

exchange earnings.[2] As a result, non-industrial sectors of
the  economy had to bear the cost of subsidizing a high-cost

manufacturing industry.
Excess capacity  and massive wastage of all kinds of
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inputs were other structural drawbacks of the industrial

sector. It is interesting to note that even at the height of

domestic  demand  in  1977,  factories were  rarely able to

operate at capacity. A government study in 1977 found that

capacity  utilization was 61 percent in textiles, 96 percent
in cement, 46 percent in brick-making, 69 percent  in  the

automative industry (51 percent in the car industry), and 32

percent in tractors. Arak Machine Tools, the main heavy
engineering plant in the country, for instance, produced
13,571 tons of goods in 1976/77 against a capacity of 23,000
(cited in Graham 1979: 120); Tabriz Machine Tool plant

produced  no more than 10 percent of its capacity.  The  main
reasons for this under-utilization were (a) the relative

shortage  of technical and managerial staff; (b) the  highly

bureaucratic  nature of decision making and relationships in

state enterprises; and (c) the high cost of production, which
was a consequence of the first two problems (Katouzian 1981:
279).

Under-utilization of capacity in the country as a whole

was partly due to serious bottlenecks in the supply of

production inputs such as skilled labour, raw  materials,

transport and power, and partly due to managerial
deficiencies (see section 3.1.3). Because of these structural

rigidities, the supply of domestic industrial goods was

inelastic. Consequently, in the years 1973/4-1974/5 the

proportion  of imports in the aggregate supply of goods  rose

from 20.6 to 26.9 percent (Cumming Bruce 1977: 13). Despite
the  rapid rise in imports, aggregate supply could not match

aggregate demand and price rises were the inevitable  result.
However, protection  in the product markets made it possible

to earn good profits even at low capacity utilization.
Wastage of resources, apart from excess capacity, was

another feature of the ISI process. According  to a US

government report in 1976, the waste factor in the Iranian

economy was about 40 percent (cited in Halliday 1979b: 158).

This unpleasant fact was reflected in an annual report of the
Industrial and Mining Development Bank of Iran (IMDBI) which
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reads:

During  the years when labour was abundant, financial

assistance  by the Government and the Development  Bank

had  placed plentiful resources at the disposal of

industrialists and many of them were making high

profits, under protection by the Government. Some did

not learn to economize in the use of labour,materials

and equipment, and the need for careful management of

these factors did not seem urgent. Therefore many

industrial units had become accustomed to waste of

capital, raw materials and surplus labour. (IMDBI 1976-

77: 12)

High  excess  capacity  and wastage in the  Iranian  industry

meant, on the one hand, that domestic supply of goods  was

substantially less than its potential and, on the other hand,

that average costs of industrial production were considerably

higher than necessary. Needless to say, both of these factors
generated inflationary pressures in the economy.

Finally, excessive protection in the form of high

tariffs  and other barriers to entry and, more importantly,

the licensing of only a few companies in each field, on the

one  hand  provided a captive home market and on the other

hand, impeded forces for domestic competition. The result was
an oligopolistic industrial structure, where, in modern

industries such as rubber, chemicals, and motor-vehicles, a

few  large  firms  were responsible for the lion's  share  of

production. Producers faced no external competition  and

little if any internal competition and could charge literally

'what the tariff would bear', collecting extremely high rates
of profits. Before 1978, profits of 100 to 200 percent in

trade and industry were quite normal (Keddie 1979: 21).

Indeed, the oligopolistic  nature of the modern

industrial sector meant that industrial prices were

determined on a cost-of-production basis rather than  by

competitive forces. Increases in the cost of imported inputs,

domestic  materials  and labour were passed on on  a  mark-up
basis to consumers, but price adjustments to changes in
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demand, particularly in a downward direction, were difficult.
The  oligopolistic  structure  of the industrial  market  was

therefore a serious  cause of the upward  movement of the

general price level (see section 3.3.1).
To sum up, oil revenues enabled considerable expansion

in the industrial sector  during the 1960s and 197Os;

nevertheless ISI, as practised in Iran, aggravated the major

rigidities  in  the  economy which, because of their very

nature, generated and/or propagated inflationary pressures in
the period.

The ISI process, which was followed behind high tariff
walls and pressed forward without any regard for  dynamic

comparative costs, not only represented a seriously distorted

way of development. It also increased the vulnerability  of
the economy to imported inflationary pressures, failed to

relieve the foreign exchange bottleneck, turned the domestic

terms of trade  against agriculture, and  hence  produced
sectoral imbalances. These factors, in turn, intensified the

inflationary tendencies that already existed in the economy.

Finally, the trade, fiscal and monetary policies that
were  designed to stimulate import-substituting  industriali-

zation produced excess capacity, waste, poor productivity and

inefficiency and, of course, high production costs and prices
for the majority of industries. The over-priced  industrial

goods not only made Iran's industrial products highly
uncompetitive in the international markets, but also added to

the inflationary pressures in the economy.

3.1.3 Infrastructural bottlenecks

Another structural source which contributed to inflationary
pressure  in the 1970s was the inadequacy of  infrastructural

facilities, particularly the transportation system and

electrical power. This inhibited any expansion of aggregate

supply  by  disrupting domestic production and output and  by

limiting the volume of imports, thus widening the gap between
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supply and demand and increasing inflation.
With Iran's vast land area, rugged terrain, scattered

population, extremes of climate and lack of internal

waterways, inadequate transport facilities constituted  a

serious supply bottleneck, especially during the oil  boom

years of the mid-1970s.

As noted earlier, the gap between aggregate demand and

aggregate supply widened considerably in the 197Os,

particularly after 1973. To alleviate demand pressures and as
a deflationary policy, the state embarked upon the

importation of enormous amounts of foodstuffs, raw materials

and other commodities. As a result the volume of imports rose

sharply from 7.7 million tons in 1973 to 17.3 million tons in

1977, an  increase of 224 percent (BMI 1977-78: 92). This

massive  increase  in  imports exceeded the capacity of the

transportation system, both at the ports and in the  network

leading away from the ports. Berthing space, handling

equipment  and warehousing at the ports were insufficient and

poorly managed and maintained. Consequently, Iran's southern

ports  became clogged, and ships had to wait up to 250  days

for unloading (cited in Hirschfeld & Shamuelevitz 1978: 370).

Long lines of ships stacked up. By the mid-197Os, for

example, more  than 200 ships were waiting to  unload  their

cargos at Khorramshar, the main southern port; and more than

one  million tons of goods were being kept in ships  awaiting
the opportunity to unload, resulting in mounting interest and

demurrage costs (Graham 1979: 87). In 1975, for instance,

Iran  paid out about $1.5 billion (nearly 7 percent of total

Oil revenues) for demurrage charges, i.e. detaining  ships

from  anchoring (Halliday 1979: 163). This caused enormous

increases in  the  costs of imported goods, as well as  a

significant  delay in government projects. To deal with the

situation the government had to import Korean technicians to

augment the ports' effective capacity. Although the unloading

of goods was speeded up, however, many goods had to be piled
on the jetties partly because their removal was seriously

delayed  by an elephantine bureaucracy which could require up
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to 28 signatures to clear goods through customs (Graham 1979:

87). In addition to all that, the movement of goods from the

ports to  urban  areas faced further  problems due to the

inability of the  roads and railways system to  handle  the

flow. Early in 1973 Iran's asphalted roads that were open to
traffic totalled only about 12,500 kilometers, and the length

of the country's feeder roads was no more than 12,000

kilometers (PBO 1975: 154, 157); at the same time, railroads
totalled only about 4500 kilometers. This inauspicious
situation was further aggravated by an acute shortage of

trucks and trailers. To relieve the pressure the government

purchased 2000 trucks and 6000 trailers, but this was  a

problem in itself because the trucks needed drivers and 2000

more Iranian drivers were not available. The government
therefore imported 800 Pakistanis, Indians and Korean

drivers. In the meantime, numerous unused trucks rotted in

the hostile climate of the south!

Inadequate  electrical power was another serious supply

bottleneck which disrupted industrial production and

complicated the everyday life of urban dwellers. During  the
1960s and 1970s  the rapid increase  of  manufacturing  and
greater urbanization sharply increased the demand for

electricity. Despite the fast  expansion  in  electricity
generation after 1963, however, its supply could not match
the rising demand. By 1977, for example, official figures

placed the country short by 600 MW of power, but foreign

experts believed the shortfall to be nearer 1000 MW (cited in

Looney 1982: 130). In the mid-197Os, in consequence, the

country faced an acute electrical shortage; brownouts and

blackouts  were frequent occurrences, disrupting  production

schedules in industry. For example, according to the findings
of the Imperial Commission's Committee On Industry  (a

watchdog responsible directly  to the Shah), the Arak

Aluminium Plant, Iran's sole aluminium smelter whose main

factor input was electricity, had access to a maximum of  35

MW  instead  of the promised 115 MW; as a consequence, its

output declined by 43 percent during the industrial boom year
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of 1974 - a year when demand for aluminium increased at an

unprecedented rate (Ibid: 129). The Committee's report also

found  that the company had experienced interruptions in  its

supply of electricity 760 times for a total of 33,000 minutes
between March 1976 and March 1977 (Ibid: 129). Not only had
it  lost millions of rials, but the production schedules  of

its major buyers had been disrupted. The committee also found
that power failures in 1974 were the major cause of a 45

percent fall in production at the Arak Machine Tool Plant,

Iran's principal engineering plant (Ibid: 129).
The  problems  at Arak were not isolated instances  but

reflected the situation throughout the country. As a result

of power shortages, firms relying on electrical power as

input were forced to operate at less than full capacity, thus

inhibiting  the expansion of output at a time when demand for

all kinds of goods was sharply rising.
In short, although  the jump in oil revenues during

1974-76 meant that Iran had more than enough foreign exchange
reserves to  import all kinds of goods, the  potential

deflationary effect of rapidly increasing imports was  offset

by  the physical limitations of ports and  by  transport

bottlenecks  as  well as by the poor distribution system  and
bureaucratic rigidities. On the other hand, domestic supply
was  not sufficiently responsive to increases in demand  due,

among other things, to an acute country-wide power shortage

which  disrupted  production schedules in industry. As  a

consequence, the  growth of aggregate supply was well behind

that of aggregate demand and prices were forced upwards.

In addition to such infrastructural inadequacies  and
inefficiencies, the economy was faced in the 1970s with

severe shortages of skilled and semi-skilled manpower and  of
construction materials, which severely impeded the

implementation of development projects. According  to  the

Fifth Plan document, between 1973 and 1978 Iran needed more

than  2.1 million skilled manpower, but was able to  supply
less than 1.4 million (Table 3.9). Out of this shortage of

about 720,000, about 80 percent were skilled and semi-skilled
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industrial workers and skilled construction workers. The

shortage, in fact, reflected  the  shortcomings of the

educational system  which  had  not adapted itself to the

changing needs of the economy.
To fill the gap between supply and demand, the state

attempted  to  import skilled and semi-skilled workers from

Western and Asian countries, but could obtain only a  small

fraction  of the numbers needed at very high cost.  By  March
1977, about 60,000 foreigners possessed work permits  while
some 10,000 or more were believed to work in Iran without

permits (Graham 1979: 119).
The employment Of foreign technicians and foreign

workers, however, did not alleviate the skill constraints and

shortages of manpower: the result was competition between the

public and  private sector, within the public sector and

within the private sector for attracting the required labour

force. This led to a considerable rise in wages for  skilled

jobs (up to 50 percent in 1974 and 1975) which, of course,
led to higher  production  costs  and thus fueled the

inflationary fires.
The shortage of skilled and professional labour had its

own specific implications. First, it not only inflated  the

earnings of skilled workers but also reduced  productivity:
these labourers often found additional employment which  they

were  physically able to manage only by reducing their effort
in their original occupations. Second, it increased social

pressure among skilled workers and professionals and

intensified  the sense of envy and frustration among ordinary
workers. Third, it led to a bizarre market reallocation of

skilled manpower: highly skilled workers such as those

involved  in  printing and tailoring would leave their jobs
(thus exacerbating labour shortages in those industries) and

become drivers because, as a result of the greater short-term

scarcity, drivers' incomes had increased disproportionately.
Finally, the employment of foreign workers created its

own social problems, partly because they were paid

significantly more than their Iranian counterparts (Katouzian
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1981: 329). In brief, the  shortage of skilled and  semi-

skilled workers, or the skill-bottleneck, was another

important  contributory factor to the inflationary  pressures

of post-1973 boom.
Yet another structural supply-bottleneck was the

shortage of building materials. Following the 1973 oil price
rises and the construction boom of 1973-75, building

materials such as cement and bricks were in short supply. The

shortage of cement was the most pressing. In order to

distribute available supplies effectively, the state issued

permits to contractors and government agencies which enabled
them to get their required quantities at the official price.

In practice, however, this increased the shortage and

encouraged  the black market. Top officials and other people

who  had influence on government were easily able  to  obtain
permits and to resell them at much higher prices to those who

really needed them. As a result, black market prices for

cement rose briskly. While the official price for a 50-kilo

bag  of cement was 200 rials, on the black market its  price

was more than 1000 rials (Graham 1979: 107). To relieve the

shortage, the state  attempted  to import cement but was

unsuccessful: partly  because of the general world shortage;

partly  because of the slow pace of delivering such  a  bulky

and  heavy  product to Iranian ports; partly because of the

jamming of all sorts of imports at those ports; and finally,

partly  as a result of corrupt and speculative  practices  by

middlemen  who  were interested in lining their  own  pockets
(Katouzian 1981: 280). Eventually, the situation became so

bad  that the government banned private housing  construction

for a period.

3.2 Demand Pressures

Inflationary  pressure in Iran in the 19705 and  particularly

after 1973  was  reinforced  by rises in the  price  of  the

country's  main export, oil (see Appendix 3.9). This brought

a  drastic rise in government revenues and an unprecedented
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increase in government's expenditure (both for current and

investment purposes). Since the government was the main

spender, changes in its spending pattern had a major impact

on aggregate demand, both directly and indirectly through the

well-known  multiplier effects. Increases in the state's

spending resulted in a rapid rise in private consumption  and
investment expenditures and, of course, in domestic

liquidity. Between 1972 and 1977, for example, private

consumption and investment expenditures rose by more than 314

percent and 539 percent respectively (Table 3.10). Rises in

aggregate  demand  which  were well beyond  the  capacity  to

produce and import led, not surprisingly, to sharp increases

in general price levels.
The  dominant role of the public sector in the  economy

brings us to concentrate here on the increases in aggregate

demand  which occurred in the public sector, and to examine

their effects on general price levels.

3.2.1 Public expenditures

The  public sector played an increasingly important  role  in

the Iranian  economy after the early 196Os, in  particular
after the events of 1973 in the international Oil markets

which  enabled  the  OPEC nations to quadruple the  price  of
their crude exports. As a result oil revenues, amounting to

about $2.5 billion in 1 972/73, climbed to $21 billion in

1974/75 and to more than $24 billion in 1976/77 (Table 3.11).
Given that these revenues accrue to government and are  then

disbursed through current and development expenditures, loans

and credits to the private sector, foreign investment, etc.,
it is clear that the higher their total is relative  to  the

Gross National Product (GNP) the greater is the public
sector's  role in the economy. Public sector involvement in

the economy (i.e. government investment plus government
current expenditure), as Table 3.12 shows, rose from 25.4

percent in 1965 to more than 45 percent in 1977. These

figures are  undoubtedly biased downwards because indirect
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activities of the public sector in the economy (i.e. credit

facilities provided by the public sector to specialized banks

and/or the banking system as a whole for the purpose of

stimulating private investment) are not included; thus, the

real involvement of the public sector in percentage terms can
be assumed to have almost doubled after 1965.

As we have noted earlier, oil revenues are channelled

into the economy through the government budget, which is made

up of two basic components: development expenditure for  the

implementation of the nation's public investment allocations,

as outlined in the development plans; and current expenditure

for  the running of ministries and government agencies. The

inflationary  effects of rapid increases in public investment

and  current expenditure will be examined in sections 3.2.1.1

and 3.2.1.2 respectively.

3.2.1.1   Public investment expenditure. Public investment

expenditure  increased rapidly by an annual average of  about

20  percent during the Fourth Development Plan (1968-73) and

totalled 249.3 billion rials during the first  three  years.

Following the  changes in the oil contract between Iran  and

the Consortium  in 1971, the country's oil revenues rose

considerably from about $1268 billion in 1970/71 to more than
$2114 billion in 1971/72 (see Table 3.11). As a consequence
the Fourth Plan was revised upwards and government investment

expenditure rose from 457 billion to 555 billion rials (BMI

1972-73:37). In practice, however, the economy was unable to

absorb the approved budget and public investment expenditures
in the last two years of the plan totalled 247 billion rials.

The sudden  rise in public investment  during  1968-73

fueled high economic growth and, because of supply rigidities
in the economy, led to bottlenecks and inflationary pressure.

A  breathing spell was needed to enable these bottlenecks to

be sorted Out. But in  its preparations for the Fifth

Development Plan (1973-78) - discussed at the Persepolis

conference  held in the presence of the Shah in autumn 1972 -
the  state overlooked existing bottlenecks  and  inflationary
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pressures and increased the total amount of public investment
in the Plan (enacted in March 1973) by 340 percentl And that
was not the whole story. Within a year of the Plan's

enactment  and in the wake of the sharp jump in oil prices in
late 1973, the state declared its intention to revise the

Fifth Plan upwards. Planners and other officials were against
any such increase because, as mentioned earlier, there were

already  signs  of an overheated economy and a  widening  gap
between supply and demand.

This belief, for example, was reflected in the Bank

Markazi Iran's Annual Report for 1973-74 which  tactfully
pointed out:

Shortages in  building materials, the Slow rate of

agricultural growth (as compared to other sectors) and

the scarcity of imported raw materials, combined with

infrastructural bottlenecks, created limitations in the

supply of commodities and broadened the gap between

aggregate supply and aggregate demand. (BMI 1973-74:

62)

The planners knew, however, that the Shah wanted a large

upward  revision  of expenditure and they  could  do  nothing
about it because, as has rightly been suggested, the  only
kind  of planning in Iran was what the Shah wanted (Halliday
1979: 156). In 1974, therefore, the Plan  and  Budget
Organization prepared  a framework for the revision of the

Fifth Plan based on three alternative scenarios. These

centered around public sector investment and were as follows:

a modest 31 percent increase in public sector investment from
1546 billion rials to 2028 billion rials; a medium 98 percent
increase to 3064 billion rials and a high (141 percent)
increase to 3730 billion rials (Graham 1979: 77).

The Shah, who single-handedly decided on the size  of
the Plan, approved the medium scenario. As a result the Fifth

Plan's expenditure (public and private) increased from  2461
billion to 4698 billion rials (almost $69 billion). The

revised  Plan thus almost doubled the scope of the  original
1973 version and was seven times bigger than the Fourth Plan
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(Table 3.13). As  nearly two years of the Plan  period  had

already passed, about 80 percent of this amount,  i.e. about

$56 billion, had to be invested during the remaining  three

years. The  annual average growth rate of GNP, set in  the

original Plan at 11.2 percent, under the much expanded volume
of investment  was now expected to rise to 25.9  percent  at

constant prices (PBO 1975: 13).

On paper at least, the revised Fifth Plan had

attractive aims. Qualitative objectives included: (a) to

maintain  a  high  and  sustained  rate of economic growth

consistent  with relative price stability and more  equitable

distribution of income; (b) to raise the living standards of

all strata in the economy; and (c) to utilize foreign

exchange reserves to the full so as to remedy  domestic

shortages and check inflationary pressures (Ibid: 3). These

qualitative  objectives  were accompanied by  unrealistically

high targets for many sectors, as well as impractical

prestige projects, such  as agribusiness ventures in

Khuzestan. The original Fifth Plan, for example, intended to

increase  port handling capacity from about 7 million tons to
9.7  million tons, that is an increase of about 40 percent.
The revised Plan, however, increased target capacity again to

29 million tons (Ibid: 147), more than quadruple 1973

capacity, which  was  well beyond the economy's  ability  to
achieve.

In the  housing sector a total of 290,000 units were

built  throughout the Fourth plan. The original Fifth  plan

target was set at 630,000, which at the time was considered

unrealistic, yet the revised Plan increased the target again

to 810,000 units in urban areas and a further 240,000 in

rural areas (Ibid: 192), far beyond the absorptive capacity

of the economy. The case of cement production is perhaps even
more interesting. The revised Plan aimed at increasing  the

annual production  of cement mills from 3.6 million tons in

1973 to about 20 million tons in 1978 (Ibid: 117). Since such

an  increase was impossible (actual increases amounted to  no
more than 25 percent in the first two years' operation of the
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revised Plan), the government was forced to revise the figure
to 9 million tons in 1978.

In  many  other sectors revised  targets  were  equally

unrealistic, ignoring  the  experience of the  immediately

preceding years. Indeed, many targets of the revised Plan

were  desirable but unattainable objectives; in other words,

they were statements of intent rather than realistic goals.
'Furthermore, the revised Plan', according to one observer,

eliminated  the planning process in Iran that had  been

gradually built up during the first four plans. Targets
and allocations were now increased without much

thought, and the current budget became far more

important than the development budget. Planning
authorities were reduced to macro-economic modelmakers

with no input into government policy. (Looney 1982: 99-
100)

The  extraordinary increase in public investment  expenditure

after the Oil boom of 1973 - without any regard  to  other

complementary factors of production (such as the availability
of labour with the needed skills) - pressured  available

resources  and  subsequently generated severe shortages and

inflation.

At first, the  greatest inflationary  pressures  were

concentrated in the housing and construction sector. Between

1973 and 1978 over one million housing units were to be

built; and the budget allocation for the sector was raised

from 402.8 to 925.0 billion rials (see Table 3.13). This

meant that about one-fifth of total investment was

concentrated  in  the construction and  housing sector. The

shortages  of  building materials and  construction  workers,

already  evident  prior to the beginning of the  Fifth  Plan,

became  even more acute and caused sharp rises in the  prices
of land  and  building materials and in the wages of

construction workers. Land values changed, not even by the

month but by the week.
Price rises were most dramatic in the capital, Tehran,

but the phenomenon was country-wide. In Rasht on the Caspian,
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for example, land prices rose from a mere 20 rials per square

meter in 1969 to 2000 by 1974 (Graham 1979: 89). Similarly,
the price of building materials and the level of construction

wages rose rapidly in the 1970s.  In 1976, for example, the

indices Of non-metalic building materials and construction

wages increased by 26 and 39 percent respectively over the

corresponding figures for the previous year (BMI 1977: 61).

High land and construction costs led inevitably to  a  sharp
rise in the price of housing. The acceleration of inflation

in the construction and housing sector then spilled over into

other sectors, increasing inflationary pressures in the rest

of the economy.
As a result of rampant inflation, the Cost of

implementing almost all development  projects went UP

drastically. According to a Plan and Budget Organization

Study, the construction of one kilometer road, for example,
estimated in the Plan at about 2.1 million rials, increased

to 7.8 million, i.e. almost fourfold, at the end of  a

construction  period of no more than 18 months (Talebi 1975:

1). The same study found that production costs of generating

one  kilo-watt of electricity, which in 1973-74 was 10,000

rials, went up to 17,000 in 1976/77 (Ibid: 7). The extremely
high  rises  in  the  costs of investment  projects  merely
reflected the simple fact that rises in state investment

spending  were much greater than the absorptive capacity of

the economy. The end results were that projects cost at least

two or three times as much as necessary; domestic and foreign

contractors made enormous profits; work was badly done; and

everything took much longer to achieve than anticipated. In a
word, less and less of the Plan's target was achieved at

greater and greater cost.
In the  post-1973 oil boom, therefore, government's

policy of immediately spending the huge oil revenues  without

paying heed to the absorptive capacity of the economy and its

ability to utilize these funds effectively, was a  major

mistake. A smooth intertemporal allocation of oil revenues in
line with the needs of the economy would not only  have
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relieved inflationary pressure in the period, but also the

balance of payments difficulties that arose in  the  second
half of the 1970s.

Apart from over-investment the maldistribution of funds

among various sectors was also a cause of inflationary

pressure. As Table 3.13 indicates, between 1973-78,

productive sectors, i.e. agriculture and industry, received
less than 25 percent of total investment allocations; the

share of housing, transport and communications and other

complementary sectors, on the other hand, was more than 55

percent, although  these  have  relatively  long  gestation

periods  and do not add directly to  aggregate supply. This

very unbalanced distribution of the investment budget among

competing sectors was another important factor in

intensifying inflationary pressure during the 1970s.
In 1974, when planners told the Shah about the problem

of spending too much too quickly (especially with regard  to
non-financial constraints  such as the inadequate supply  of
skilled labour, raw materials and power, inadequate

transportation facilities and infrastructural services,

etc.), his answer was: 'The shortcomings you have mentioned,
especially the labour shortages, might prove more acute than

you think. However, there are solutions'   (Kayhan

International, 4 August 1974). In less than two years,

however, despite the huge amount of oil revenue, government's
expenditures overtook its income, and galloping inflation and

accumulated  bottlenecks curbed the rate of the growth of the

economy. The Shah, although too late, then seems to have

recognized his mistakes, confessing:
We should not allow the same vultures to gather from

everywhere and tell us to do this and that with our

money  while  we  do not  have  enough cement, enough

bricks, enough port facilities, enough roads and enough

powers of absorption. It is absolutely certain we shall
not repeat the mistakes of the past. That was a short

period which is over and gone. (Ibid: 25 October 1976)
In short, the unprecedented increases in public investment
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expenditure in  the 197Os, especially the doubling of the

volume of the Fifth Plan in 1974 without proper attention to

the  absorptive  capacity of the economy; the unbalanced

distribution  of funds among competing sectors; the complete

negligence   of non-financial co-operative factors of

production  such as the supply of skilled  labour  and  raw

materials, organizational skills, general infrastructural

services, etc., all  produced severe shortages  and  demand
pressures in the economy. With physical limitations on supply

because of structural rigidities, demand pressures had to be

reflected in rising price levels.

3.2.1.2 Public current expenditures. The impact of increased
Oil revenues on government current expenditure was much

higher than on public sector investments. In the 1970s the

country's economic problems, particularly the rampant

inflation, stemmed  largely  from government's inability  to
control its current spending, which was always substantially

higher than its development expenditure. Excessive rises in

government spending resulted in a rapid increase in effective
demand. Due to  the  general shortage of skilled labour,

inadequate  infrastructural facilities and supply rigidities,
however, aggregate supply was unable to increase at the same

rate. In consequence, inflationary pressures mounted.

Within the Fourth Plan (1968-73), government current

spending  increased  annually by an average  of  22  percent,

totaling 734.4 billion rials (Table 3.14). While the Plan

emphasized  that current expenditure should not rise by  more
than 10 percent per annum, in practice the annual average

growth  rate  of current expenses was more than  double  that

level. In 1971 for example, current expenditure increased by

30.7 percent largely due to lavishness of the celebrations

for the 2500th anniversary of the Persian monarchy.

In the Fifth Plan (1973-78), and in the wake of jumping
Oil revenues in late 1973, current budgetary spending
expanded  greatly. Government's current expenditure for

1974/75, for example, increased to 905.7 billion rials
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compared with 227.3 billion rials in 1972/73, the fiscal year
before  the  increase in oil prices began (see Table 3.14).

Taking this as base, the increase equaled 298 percentl Part

of the increased current expenditure went into government
subsidies of such commodities as sugar, meat, eggs, cereals,
etc. Another  portion was channeled into greater  government

services, such  as free elementary education which began in

1975. The lion's share of current spending, however, was
allocated to defence and public administration.

Despite the very large expansion in spending, more than

adequate financial resources were at the government's
disposal. This  was  reflected  in budget surpluses of 140

billion rials and 12.7 billion rials in 1974/75 and 1975/76

respectively. In 1976/77, however, government spending
overtook its income, resulting in a deficit of 37.6 billion
rials (see Table 3.14). This was largely due to a drop in the

growth rate of Oil incomes caused  by recession in  the

advanced industrial nations, along  with  diversification

measures which reduced the growth of international demand for
Oil. With  the  continuing decline in oil income on the  one

hand, and rising expenditure of government on the other hand,
the  budget deficit increased sharply to 388.5 billion  rials

(nearly $5.7 billion) in fiscal year 1977/78.

In fact, after 1954, as escalating military expenditure

as  well as rapidly rising administrative  expenses  outpaced
the growth in oil revenues, the state had to resort to

deficit financing  and  borrowing in order  to  balance  its

budget. Only in the oil boom years of 1974 and 1975 did that

budget show a surplus. Domestic borrowing was largely from
the  banking system, particularly the Bank Markazi Iran (the

Central Bank of Iran), although a domestic market for

government bonds developed in the 1970s. The government also
relied partly on foreign borrowing. The external public debt

increased continuously in the 1960s and early 197Os, and debt
servicing  became a growing burden in  that period. Between
1967 and 1971, for example, excluding purchases of military
hardware on credit, Iran borrowed almost $2.4 billion
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abroad; after deduction of repayments, this increased its net

foreign indebtedness by $1.6 billion. Between 1967 and 1971,

annual  interest  due on long-term external debts  in  itself

rose from $11 million to $109 million (Yager et al. 1974: 59-

60).

After  world  petroleum prices quadrupled in 1973 the

government began to use part of its increased oil revenues to
repay  the country's foreign debt ahead of schedule. Sharply

rising spending in the post-oil boom  era  produced  large

deficits in FY 1976 and 1977, however, and government  was

once  again forced to resort to deficit financing and

borrowing  from abroad. To cover its budget deficits in  FY

1976 and 1977, it borrowed 8.6 billion and 13.9 billion rials

respectively from abroad, in addition to its domestic

borrowing (BMI 1977: 24; 1978: 42). As a secondary method,

government returned  to  oil  bartering  arrangements,  i.e.

instead of paying in cash or against credit, it now sought to

barter crude oil in return for goods and services. The first

barter contract was concluded on 18 November 1976 with

British  Aircraft Corporation (BAC), for the purchase of

tracked Rapier missiles worth #400 million, via the sale of

16,000 barrels per day of crude oil to be marketed by Shell

(Graham 1979: 101). Government's budget deficits in 1976 and

1977 and its resort to international borrowing came  as  a

surprise both to Iranians and to the international community.
There was general astonishment that the situation  could

change so quickly that a country which, in 1974, had  given

loans  to  France and the United Kingdom was now  desperately

trying  to  barter oil for her purchases and also  to  borrow
abroad. The government itself had not anticipated  having

budget deficits as early as 1976; in the revised Fifth Plan,

prepared in 1974, it was predicted that government's revenues

during the plan  period, i.e. 1973-78, would exceed

expenditure  by 950 billion rials or about $14 billion (Table
3.15). In practice, however, a sharp rise in non-essential

expenses, corruption and wastage brought the government face-
to-face with a total deficit of about 287 billion rials
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(almost $4 billion) during the Plan period.
It is worth noting that since oil revenues accounted

for some 75 percent of government revenue during the Plan

period, the concepts of budget 'deficit' or 'surplus' cannot

in themselves explain the total expansionary or deflationary

impact of government's operations. In theory, in order to

stimulate  total demand a government may deliberately  run  a

budget  deficit  by pumping more into the economy by  way  of

expenditure than it takes out in taxes. A budget deficit then
has an 'expansionary

' effect. To fight inflation, on the
other hand, a government can do just the opposite, i.e. it

may deliberately run a substantial budget surplus by  raising
taxes and reducing its consumption and even  investments,  a

course which usually has a 'deflationary' effect. This theory

does  not accord with Iranian reality in the 197Os, however.

In 1974/75, for example, the government's  budget  had  a

surplus of 140 billion rials (about $2 billion); according to
the Bank Markazi Iran, the primary expansionary effect of the

budget (defined as the difference between government's

revenues from non-oil sources and its payments in rials) was

about 447 billion rials (nearly $6.4 billion) (BMI 1977-78:

81). Despite  the  budget 'surplus' due to the  overwhelming
role played  by oil revenues, public sector  operations
therefore had a substantial expansionary  effect  on  the

economy. Within the Fifth Plan, the  primary  expansionary
effect of government activities totalled about 2984 billion

rials (roughly $43 billion) (Ibid: 81).

Finally, although  the revised Plan predicted  current

spending at 47.5 percent of total expenditure, in practice it
amounted to about 56 percent (see Table 3.15), if  only
because published defence allocations were placed under

current  expenditure  and defence already absorbed about 24

percent of total outalys. [3] Iranian purchases of American

military equipment alone, according  to United States

Congressional hearings, Cost $10 billion between 1972 and

1976, the peak occurring in 1974 when purchases amounted to

almost $4 billion (Nyrop 1978: 271-72). More will be said
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about  defence expenditures in section 3.2.1.3 below). This

meant that funds earmarked for capital investment were

diverted  into defence expenditure and the day-to-day running
of the government and hence intensified inflationary

pressure.
In summary, the  spectacular increase  in  government

current expenditure from 135 billion rials in 1970/71 to 1223
billion rials in 1977/78, i.e. more than ninefold, and the

expansion of its budget deficit from less than  60  billion
rials to more than 388 billion rials in the same period,

resulted  in an unprecedented expansion of domestic liquidity

and briskly increased effective aggregate demand through  the

multiplier effect. Meanwhile, since aggregate supply could
not match demand due to institutional rigidities and

bottlenecks, the gap between supply and demand widened,

leading to spiraling inflation.

3.2.1.3   Defence expenditures. The  debate  regarding  the

economic  implications  of military expenditures has  been  a

lengthy one, but no clear-cut agreement has so far  emerged
about the nature and extent of that impact. Many  analysts

believe  that  military expenditures do not promote  economic

growth in advanced market economies. Several recent studies

have reached the conclusion that in the industrial countries

'high rates of economic growth, investment, and employment

are inversely related to high levels of military

expenditures' (Ball 1983: 81).
With regard to developing countries, supporters of

military expenditure justify  it  not only on grounds of

national security  and internal stability, but also in

economic terms. They attribute a major role to the  military

aspect in less developed countries in (a) promoting

industrialization and modernization, (b) creating employment
and vocational training, (c) improving taxation efforts, and

(d) creating basic infrastructure such as transport and

communications networks, arguing that military spending  in
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all likelihood stimulates economic activity. Emil Benoit, in
his 1973 study of the relationship between  expenditures  on

defence  and  economic  growth  in  44  developing  countries
between 1950 and 1965, finds a positive relationship between
the two variables. In fact, he concludes that 'the more they

spent on defence in relation to the size of their economies,
the faster they grew - and vice versa' (cited in Navaz 1983:

34).

Critics of  military  expenditure argue that defence

spending reduces the total resources available for economic

development in Third World countries. A rise in defence

expenditure, they assert, diverts resources that would

otherwise  have  gone into investment in the civilian  sector
which in turn, would have added to the production capability
of the economy. Such critics suggest that military  spending
usually  entails the importation of an appreciable amount  of

military equipment from abroad. When such imports  are

financed by external loans, they add to the rising burdens of
external debt of Third World nations; and when they are paid
for  by export earnings, they reduce the already scarce

foreign exchange resources that could have been put to

productive alternative uses. Moreover, the critics point out
that  military expenditure - because of upward pressure  such

spending  exerts on prices and wages - produces inflationary

pressures in the economy. Finally, the suggestion of  a

positive relationship  between  military expenditure and

economic  growth  in  some  developing  countries  does  not,

according  to  the critics, establish a causal relationship
between these two variables. A recent study carried out  at
the  Massachusetts Institute of Technology (MIT) as  part  of

the  United  Nations  research  project  on  disarmament  and

development, using  data for sixty-nine developing countries
for some or all of the 1952-70 period, found that high rates

of  military  expenditure were associated with low  rates  of

economic growth (cited in Ball 1983: 82).
In short, military spending can have both positive and

negative effects on a developing country's economy; hence, it
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is necessary to weigh these effects to see on which side of

the scale the overall balance lies. Nevertheless, a  recent

study concludes that 'In most categories surveyed, when

hypotheses have been tested against Third World realities,
the  economic  effects  of  military  expenditure  have  been

negative. When there have been positive effects, these have

tended to be rather small' (Ball 1983: 92). In the case of

Iran the overall balance of military spending, as we shall

see below, was a negative one.
The huge military expenditure formed a   vast

substraction from the resources available to develop the

country's economy. To the extent that military spending did

produce economic growth, this benefited a relatively small

privileged  group but not the poorest members of society  who
also suffered relatively more from its adverse effects such

as rampant inflation. Iran's military expenditure has  never
amounted to less than 23 percent of the  government  budget

during the last three decades or so; during the 1950s the

proportion was higher, frequently topping 35 percent (Bharier
1971: 67). For a country that was not at war, such a  high

defence expenditure was astonishing.
The reason why such a large share of the budget went on

military affairs stemmed from the Shah's  philosophy  about
defence. The most important factor in the country, the Shah

believed, was the military,
for one of the most basic human needs is a peaceful,
secure environment. In a sense this need is even more

fundamental than that for food or shelter, for security

constitutes the essential pre-requisite for  producing

enough food and shelter. (cited in Nirumand 1967: 142)
While nobody will disagree with a  reasonable  military

expenditure for legitimate defence purposes, Iran's spending
on armaments, specially after 1973, was clearly far beyond
its defence needs. The army, in fact, was an instrument of

internal suppression and the ultimate guarantor of the

throne, rather than defender of Iran's borders. In this

respect, it is interesting that both Reza Shah and Mohammed
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Reza Shah were brought to power by the army and relied  upon
it in ruling the country. Both also saw it as their prime
duty to strengthen and retain the loyalty of the armed forces

(Halliday 1979b: 65).

Following his defence philosophy, the Shah was able to

expand his military arsenal greatly in the 1970s for a number
of reasons.

(1) After the withdrawal of British forces from the Persian

Gulf in 1971, the Shah filled the vacuum, accelerated his

military  build-up and became the 'policeman of the  region'.
His army  was to defend the stability of the region  against
local radical forces. In playing his role as the Persian

Gulf's guardian, he enjoyed, of course, the backing  of
Americans and British.

(2) After President Nixon's visit to Tehran in 1972, the

United States agreed to sell Iran any conventional weapons it
needed. It was the first time that any non-industrialized

country in the world had been made such an offer and the

reason was, perhaps, that America could thus achieve its

objectives in the Middle East, while leaving the Shah to pay

for them (Sampson 1977: Ch.14). This concurred with the so-

called 'Nixon-doctrine'  of the US in the early seventies.

Disillusioned by the problems of direct military intervention
in Vietnam, Washington shifted its policy in favour of an

indirect  projection of power through  specified  regional
allies. This  meant that the USA 'would supply arms rather

troops, equipping her reliable allies with large arsenals in
crucial areas' (Ibid: 239).

(3) In 1973, following the steep rises in oil prices, Iran's

revenues  multiplied  and with them its capacity to  purchase

weapons. In other words, petro-dollars gave the Shah access

to  the 'arms bazaar' and he consequently spent huge sums  on

maintaining and improving the weaponry of the armed forces.
The dimensions of the arms flow to Iran between 1970

and 1977 can be seen from the defence budgets of that period
(Table 3.16). Apart from direct military expenditure,  a
number of items that should have been included under defence
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expenses  were  disguised in other parts of the budget. For

example, no figures were given for military-related
construction or the establishment of military industries. If

these  allocations  were included within the military  budget

the figure for 1976, for example, would increase to $9.5

billion or about 17 percent of Iran's GNP (Looney 1977: 88).

In the same year, Iran spent on defence the same amount as

the People's Republic of China but had only  one-tenth  the
number of men in the armed forces; and per capita  defence

expenditure was 26 times higher in Iran ($314) than in  China

($12) (Halliday 1979b: 72). There is no question that

military spending had some positive effects on the  economy.
First of all, the armed forces were an important source  Of

employment. In 1976,  for example, 300,000 men were in the
armed forces, representing 3 percent of all those in

employment and 5 percent of those in non-agricultural

employment (Ibid: 72). Second, the armed forces played a role

in  development  programmes such as organizing the  Literacy,

Health, and Reconstruction and Development Corps - sent  out
to the villages under the land reform programme. Finally, the

creation and expansion of some transportation and

communications infrastructure  was  also  part  of  military

expansion, which thus indirectly helped the civilian sector.

However, the  military's  contribution to the  promotion  of

industrialization  was at most negligible in that there was a
distinct division between the military-industrial and

civilian-industrial sectors (see Schultz 1982: Ch.4).

On the other hand, military expenditure had  several

negative effects on the economy which, in one way or another,
exacerbated the structural problems confronting the  economy

and thus added to inflationary pressure.

Firstly, the military took a lion's share of government

expenditure which could otherwise have been devoted to  basic

improvements in  the  quality  of life of the  mass of the

population. The share of defence in the Fifth Plan amounted

to  24  percent of total planned expenditure.[4] This meant

that  between 1973 and 1978 government would spend more than
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$29 billion on arms and military affairs. The allocation of

this  huge  amount not only prevented the  implementation  of
more economically-justified projects in other sectors,

especially agriculture, but also led to tremendous wastage
and corruption. Arms purchases were generally accompanied by
considerable corruption, in particular the taking of bribes
or commission  by middlemen acting for the arms companies.
Furthermore, because  the government was the most  important
investor, rises in military expenditure meant less investment
in the productive sectors. On the one hand this distorted
Iran's overall economic development and, on the other hand,

retarded the expansion of production capabilities. The latter

caused inadequate and inelastic responses of aggregate supply
to rises in aggregate demand and hence intensified

inflationary pressures.

Second, the  high priority given to military  purposes

diverted  an  important proportion of the  economically  most
productive segment of the labour force, i.e. 18-45-year old
males, and of the country's skilled work force from the
civilian sectors of the economy. In view of the scarcity of
skilled labour, particularly in the 197Os, a   fierce

competition for skilled workers resulted and was perhaps the

most damaging aspect of defence spending.

Iran's  armed forces expanded from 238,000 in 1974 to

300,000 in 1976 and to 413,000 in 1978 (IISS 1978: 91). This

expansion  was  not merely an increase of foot-soldiers but
also  in  the numbers of civilian personnel in desk jobs  and

technical roles. Between 1973 and 1977 the army was the

biggest client for skilled and semi-skilled manpower. At the
same time, it was the prime importer of foreign skilled and
technical personnel. Almost half the foreign  personnel
employed in Iran in 1977 were estimated to be in defence or

defence-related jobs (Graham 1979: 183). The price for the

economy of this competition for scarce manpower, in which the

military was usually the winner, was high. The army was able
to offer wages and conditions better than those of other
sectors and thus boosted wage costs and put an upward
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pressure on prices.

Finally, Iran's  military inter-vention in  Oman  also
contributed to the high rates of inflation in the 1970s. In

1972, to demonstrate Iran's role as guardian of the Persian

Gulf, the Shah dispatched Iranian troops to Oman to  assist
Sultan Qabous in suppressing the Dhofari guerillas. This

intervention lasted for seven years, was a very costly

operation, and added to the pace of inflationary pressure. At
the  height  of its domestic shortages, Iran had to send in

addition  to military equipment, a considerable amount each

day of fresh food, dairy products and other items to  Oman,
thus undoubtedly widening the gap between supply and  demand

and reinforcing demand pressure.
To sum up, it is unquestionable that rapid rises in

military spending, which did not contribute to the

development of productive capabilities, were very important

in  producing the high rates of inflation experienced between
1970 and 1977. Since there are also  other  contributing
factors to Iranian inflation, however, it is difficult to

determine  the degree to which military expenditure  actually
stimulated inflation in that period.

3.2.2 Banking system and money supply

Modern banking started late in Iran but, protected and

stimulated by the state and expanding economic activities, it

developed and became one of the fastest growing parts of the

economy, particularly after the mid-1960s.
Iran had no banks until 1889. Monetary transactions

were handled by the Sarrafs, or local money dealers, whose

main business was to discount bills at high rates of interest
and to remit money from town to town on a commission  basis.
In addition to the Sarrafs, a number of domestic firms, e.g.

Tomanian, Jahanian, Fars Company, Jamshidian, etc., handled
transfer and exchange activities and facilitated foreign

exchange payments (Bank Melli Iran 1958: 40-44). The national

currency, the Kran, which formed only part of the  exchange
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media, was based on silver. Another instrument of payment was
the Bejack, paper money resembling banknotes. This was  'a

written  document issued by a money-dealer consisting both of
the acknowledgement of receipt of the money or money-

instrument  and a promise to pay it back on a short  maturity
date, or more usually at sight' (Ibid: 21). At first Bejacks
were issued for varying amounts as the  situation  demanded,

but later they were made out for standard sums and became the

primary instrument of payment in the country. Before 1890 use
of the Bejack was widespread, an estimated 60 percent of

payments being made by that method (Ibid: 21 n.1).

Although the Saraffi institution was well-developed,
the  need  for up-to-date banking services  gradually  became

felt. Finally, modern banking arrived in Iran in 1888  with
the opening of a branch of a British bank, the New Oriental,
which established its headquarters in Tehran, the capital,

and later opened branch-offices in Tabriz, Mashad, Isphahan,
Rasht and Bushir (Ibid: 28). The New Oriental was taken over

by a second British bank, the Imperial Bank of Persia,
founded in 1889 by Baron Julius de Reuter of the Reuter News

Agency, who obtained a  concession from Iran's monarch,

Nasser-ed-din Shah (see Chapter 1). Under the terms of that

concession, the Imperial Bank of Persia (later, the Imperial

Bank of Iran), acquired the  exclusive  right  to  issue

banknotes for sixty years, to conduct commercial banking
activities  and to handle government accounts. The British-

owned Imperial Bank, in fact, became the state bank of Iran.

In 1891 British-Russian rivalry in Iran  brought  the
-

establishment of a Russian bank, the Banque des Prets de

Perse (which later became known as the Loan Bank of Iran) to
maintain the balance between the two superpowers. During the
first quarter of the twentieth century, a few additional

foreign banks, including the Ottoman Bank, set up branches in
the country (see Bharier 1967).

During the period 1890-1925, therefore, the Iranian

banking system was entirely controlled  and  dominated  by
foreign banks which did little, if anything, to stimulate
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domestic trade or economic development, nor acted as agents

for domestic credit creation. Indeed, the Imperial Bank of

Iran did not grant credits to the local population; and the

supply  of banknotes, for which the bank had the  monopoly,

lagged seriously behind demand. The gradual elimination  of

the Bejack  as a form of circulating money, after the

establishment of the Imperial Bank, worsened the situation

even further. The Imperial Bank was more interested in

foreign  trade and right from the beginning diverted a  major

proportion  of its credit resources to that activity, thus

appropriating  most of Iran's overseas trade and foreign

exchange and ousting local money-dealers from the field (Bank
Melli Iran 1958: 37). In actual fact, Imperial Bank was an
effective instrument of Britain's commercial influence in

Iran.

Similarly, the  main objective of the (Russian-owned)

Loan Bank of Iran was to promote Russian products in  the

country. The  credits  it granted were mostly  motivated  by

political considerations. Through mortgage transactions the

bank also acquired a great deal of real estate throughout the

country, adding another excuse for meddling in internal

affairs (Ibid: 37). In 1921, however, the bank was handed

over to the Iranian government as part of the Russian-Iranian

treaty, and was replaced three years later by the Irano-

Russian Bank (Bharier 1971: 239). In short, between 1890 and

1925

money-dealing lost its  prosperity and  gave  way  to

foreign banks; and all credit and banking operations
were taken over by these institutions. Whenever these

banks seriously competed among themselves they

disrupted the stability of commerce, and whenever they
colluded or co-operated, they created depression  and

uncertainty. The south of Iran, owing to its  great
distance from the centre, became an almost separate

banking  and  economic entity under control of the

Imperial Bank, and the north of Iran became the

undisputed realm of the Russian Bank's activity. In
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effect, the country had even before the infamous treaty
of 1907 become divided into two distinct spheres of

influence. (Bank Melli Iran 1958: 52)

3.2.2.1 The establishment of a National Bank. The establish-

ment of a purely Iranian Bank had been a national dream for a

long time, and with the advent of the Constitutional regime
in 1906, fullfilment of this desire became a  national

aspiration. Although attempts were made   by   Iranian
nationalists between 1906 and 1910 to establish an Iranian
bank, their efforts were unsuccessful and it was not until

1925 that the first indigenous Iranian bank, the Pahlavi Army
Bank (later known as Bank Sepah) was established. The PAB,
founded with army retirement funds, initially handled the
accounts of the military organization, but soon began to

operate limited banking activities (Bharier 1971: 241). Two

years later, the Majlis authorized the establishment of  a

national bank, Bank Melli Iran. With an initial capital of 20
million rials, this was to take over government accounts and,

in addition to its commercial operations, to perform some of
the functions of a central bank (Bank Melli Iran 1958: 77).

The Bank Melli was finally founded in September 1928; in 1931

the  monopoly of issuing banknotes, hitherto enjoyed by  the
British-owned Imperial Bank, was transferred to it and in

March 1932 it issued its first notes (Ibid: 94).

During  the 1930s the government founded two more banks
(the Agricultural Bank in 1933 and the Mortgage Bank in

1939). By the end of the Second World War the Iranian banking
system  consisted  of four government-owned banks  and  three

foreign-owned banks, headed by Bank Melli Iran.

Up to the late 1940s no indigenous private bank existed
in Iran. In 1879, i.e. ten years before the establishment of
the Imperial Bank, a prominent Iranian businessman with

foresight, Hadj Mohammed Hassan Amin Dar-0-Zarb, had
submitted a proposal to Nasser-ed-din Shah for the

establishment of a  bank through the joint investment of
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public and private sectors, but his proposal was not accepted

(Ibid: 54-55). It was not until March 1950 that the first

private Iranian bank, Bank Bazargani Iran, was founded with a
subscribed capital of 100 million rials, half of which was

paid up (Ibid: 216-17). During the 1950s 13 new private,

foreign  and government banks were set up in the country;  by

1960 they had increased to 10 government and 17 private banks
(Issawi 1978: 159).

The  rapid  development of the banking  system  in  the

19505 led to a large expansion of uncontrolled credit, which

was one of the causes of inflationary pressure between 1957

and 1960. In an attempt to expand government control over the

country's banking and financial institutions, the state-owned
Bank Markazi Iran (Central Bank of Iran) was founded in 1960.
This took over the central bank functions from Bank Melli

Iran, and  its powers were further expanded and defined by a

law passed in 1972.

During  the period 1960-77 the banking system  expanded

considerably, both in numbers and size. By 1977, thirty-seven
banks  were  operating in Iran, of  which  twenty-four  were

commercial banks, twelve specialized and regional banks, and
three savings and loans associations (Nyrop 1978: 255)- The

number of branches also increased drastically after the early
1960s. Whereas in 1962 they had totalled 1240, by 1977 7919

branches were in operation, including 91 branches abroad (BMI
1977-78: 106). In addition, some seventy foreign  banks

(mainly from advanced industrial nations) had representative
offices in Iran (Nyrop 1978: 255). Although Iran had  a

comparatively large number of commercial banks, five (Bank

Melli Iran, Bank Saderat, Bank Sepah, Bank Bazargani and Bank
Omran) dominated the rest, accounting for about 75 percent of
total deposits and 70 percent of commercial loans in  1976

(Ibid: 256). Bank Melli Iran is the largest bank in  the

country, accounting  for  30 percent of the  deposits  of

commercial banks and about  30 percent of their assets

(Pesaran 1975: 52). The rapid expansion in the banking system
was also  accompanied by an impressive growth  in  deposits.
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Bank  deposits from the private sector rose from 48.8 billion

rials in 1962 to 1771.5 billion rials in 1977, i.e. a 36-fold
increase (BMI 1970-71: 117; 1977-78: 266). The rise was

particularly rapid after the 1973 Oil boom and was
concentrated in  time and saving deposits. The capital of

commercial  and  specialized banks also went up by more  than
fifteen times, from 17.3 billion rials in 1962 to 267.5

billion in 1977 (BMI 1970-71: 118; 1977-78: 267).
This rapid expansion of banking activities in the 1960-

77 period, particularly  during the 197Os, led to a large
expansion of credit which, as we shall see below, became one
of the sources of inflationary pressure experienced in that

period.

3.2.2.2 Money supply and credit. The main determinants of

expansion  or  contraction of money supply and liquidity in
Iran are  changes  in the supply of foreign exchange, the
financial position of the state and the bank credits
extended, all of which are interrelated through a complex set
of financial flows. An increase in foreign exchange, for

example, adds to the money supply and liquidity, as does  a
government deficit, as well as an increase in bank credit. On

the other hand, a decrease in foreign exchange, a government
surplus and net liquidation of bank credits, all result in a

reduction of liquidity.

Each  of  the  sources of change in  money  supply  and
liquidity  showed  a  steady movement during  1961-70.  As  a
result, the  growth in money supply and liquidity  was  also

relatively steady in the 19605. Thus, money supply (defined
by Iranian monetary authorities as notes and coins in

circulation plus demand deposits of the private sector,  i.e.
checking  accounts) increased from about 40 billion rials in
1961 to 97 billion rials in 1970 (Table 3.17). Monetary
liquidity (defined  as money supply plus time  and  savings
deposits or quasi-money) had a steeper upward trend, rising
from about 56 billion rials in 1961 to 235.7 in 1970 (see
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Table 3.17).

Between 1970 and 1977 and particularly after 1973,

however, money  supply and liquidity had a  drastic  upwards

movement, mainly due to the jump in oil prices and hence oil

revenues, which acrued to government in the form of huge

foreign reserves, and to the subsequent fiscal decisions of

government. In the wake of the rise in oil revenues,

budgetary expenditures expanded sharply, both for development
and current purposes. Consequently, Iran's money supply rose
steeply. In 1974, for example, money supply increased by more

than 61 percent compared with an annual average of 32 percent

over the preceding two years, and continued to rise by an

annual average of about 35 percent up to 1977 (see Table

3.17). A   significant element in this expansion was

undoubtedly  the sharp rise in credit of both commercial and

specialized banks. This was also a consequence of a drastic

rise in the country's foreign exchange, caused by increases

in oil prices, together with the Bank Markazi's loans to

government  and  to public and private enterprises, and the

ability of commercial banks to attract huge amounts of

deposits, particularly after 1973 (see Table 3.17).
Total credits granted by the banking system  increased

greatly in the 1970s (Table 3.18). Despite the sharp rises in

Oil income and hence in government revenues, the public

sector  received  a large part of credits from  the  banking

system. Credits  granted to the public sector increased from
about 221 billion rials in 1972/73 to almost 1039 billion

rials in 1977/78, i.e. by 4.7 times. Similarly, there was an

easy inflow of credits to the private sector, increasing more
than fivefold from 361 billion in 1972/73 to 1862 billion

rials in 1977/78. During the Fifth Plan, i.e. between 1973

and 1978, bank credits to the private sector expanded by  an
annual average of about 40 percent. This uncontrolled

expansion of credit undoubtedly had a major influence on

inflationary pressure in the 1970s.
The uneven distribution of credit between productive

and complementary sectors of the economy was another
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inflationary aspect of the rapid expansion in bank credits. A
breakdown shows that between 1970 and 1977 productive

sectors,  i.e.  agriculture and industry, received relatively
minor shares of total credits provided by the banking system;

complementary sectors such as domestic and foreign trade,

received the overwhelming share. In 1974, for example, the
latter received more than 70 percent of total credits (see

Table 3.19). A  substantial part of that credit  went  into
urban real estate speculation. The speculative purchase  of

lands and buildings, financed largely by bank credit, thus

contributed once again to inflationary pressure. Hence, the

very rapid rise in total credits, and their mal-distribution

among productive and complementary activities, were important

factors in the rises in general price levels.
To sum up, the unprecedented expansion of government

spending resulting from the rises in oil prices in the first
half Of the 197Os, together with the drastic increase in

loans and credits to the private sector, were largely

responsible  for  the  rapid expansion of  money  supply  and
liquidity of the economy. The sum result was to  intensify

demand pressures in the economy, thus pushing prices briskly

upwards.

3.3 Cost Pressures

Cost-push inflation, as noted in chapter 2, may be initiated:
(a) from the side of industrialists in an attempt  to  widen
their profit margins, i.e. 'profit inflation'; (b) from the

side  of  workers  by demanding wage increases that  are  not

offset by productivity increases, i.e. 'wage inflation'; or

(c) from international inflationary pressures, i.e. 'imported
inflation'. It seems that in the 1970s Iran experienced  all
these types of cost-push inflation in one form or the other.
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3.3.1 Profit inflation

As we have seen, Iranian industries were greatly encouraged

by  extreme forms of protection and certain types of import

control and, more importantly,  by a licensing system which

limited  competition (see section 3.1.2). Apart from their

unfavourable effects on utilization of the country's factors

of production, such policies created oligopolistic or

monopolistic firms with excessive profit margins. This, in

turn, generated and/or intensified inflationary pressure  in

the economy.
The steep rises in government expenditure and in

credits  and liquidity in the 1970s brought an  unprecedented

expansion  of effective demand. Since supply could not  keep

pace with this growth in demand, the gap widened. Producers

faced  with buoyant demand were able to increase their prices

immediately  and hence to widen their profit margins  without

fear  of losing their markets. Excessive profits and  rising

cost of living on the one hand, and the relative scarcity of
manpower on the other hand, led to demands for higher  wages

by the labour force and consequently to a wage-price spiral.

Pricing policies in Iranian manufacturing industry were

based  on the cost-plus system, i.e. by adding a percentage

profit margin to costs. As a recent study confirms:

For all practical purposes profit rates are  determined

by  multiplying  unit cost by a rate which is fixed  by

the bargaining power of the industrialist visa-vis the
technocrats  of the Ministry of Economics. No outside

intervention   is   possible. The reality is an

oligopolistic seller's  market benefiting from an

extreme protectionism which makes use of various

methods - taxation of imported products (foreign

products  competing  with national products can be  hit
with  custom charges, called taxes on commercial

benefits, of up to 500 percent), outright quotas, or

the authoritarian limitation of the number of

producers. Thus it is not surprising to find rates of
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profit  running  from  40 percent  to  100  percent  of
invested capital. In the automobile industry total

profits realized in 1972 were two and a half times

wages paid out in this sector, i.e. 2148 million rials,
($1= 75 rials) compared to 868 million. (Montazami  &

Naraghi 1978; quoted in Monthly Review 1979: 8)

Accurate  figures on profit margins in Iranian  industry  are
not available, but both Iranian and foreign investors seem to
have benefited substantially from the boom years of the
1970s. Brochures for foreign investors, for example,

proclaimed that profits on capital of 30 percent were normal.
Before 1978, 'economists who knew the country often spoke of

50  percent  and  profits in trade and  industry  of  100-200
percent are not unknown' (Keddie 1979: 21). A US State
Department official responsible for Iran said in 1976 that
'US firms in Iran worked on a "get it while you can" basis,
they assumed that an investment was only worthwhile if they
could get their money back in 4-5 years' (quoted in  Halliday
1979b: 156).

Iranian businessmen operated at even higher profit
margins, requiring returns of 50 percent or more from an
investment. A recent study  on profit margins in Iranian

industry  estimates that over the period 1959-74 the rate  of
return on capital averaged 0.514 for small industrial
establishments (i.e. enterprises with less than 10 workers),
and 0.507 for large industrial establishments (i.e.

enterprises with more than 10 workers) (Table 3.20). A Plan
and Budget Organization study also found that, up to 1975,
rates of return of over 50 percent were normal, while in some
cases  businessmen thought that a return of 30 or 40 percent
was too low to be contemplated (Talebi 1975: 63). Similarly,
profit margins in the services sector, particularly in

banking and import trade, were extremely high. For example,
the International Bank of Iran made profits of $7 million in
its first year of operation, increasing them to $10 million
in the second year; the Iran-Arab Bank's total assets grew
from 5.2 billion rials ($74 million) in 1976 to 8.8 billion
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($126) million in 1977, and its managing director looked for

50 % growth in 1978 (Financial Times, 12 September 1978: 20).

With the slowing down of the economy in 1978, however, annual

profits of 60-70 percent in the banking industry dropped to a
more 'manageable 20 percent on average' (Ibid).

What information there is thus suggests that profit

margins were very high and that they increased sharply in the

boom years of the 1970s. Hence, it can safely be argued that

a  substantial part of the rise in inflation rates arose from
the behaviour of industrialists and big businessmen in  their

attempts  to  enlarge their already very high profit  margin.
How much excessive profits, or 'profit inflation',

contributed to the general increase in price levels is

difficult  to quantify, and  can only be determined  by  an

industry-by-industry analysis.

3.3.2 Wage inflation

Wage  pressures  on  prices  may be thought to be lower in

developing countries than in advanced industrial nations

because: (a) a relatively higher proportion of labour force

is  employed in agriculture; (b) trade unions are much less

strong and efficient; and (c) unemployment tends to be a good

deal higher in the less developed countries.
All these factors, which limit wage-inflation, were in

one way or another operative in the Iranian economy: in 1975,

agriculture Still employed  more than  35 percent of the

working population (see section 3.1.1); trade unions were

weak and hence could not play any considerable role in

determining wage levels; and until 1973 unemployment  was

relatively high.

Apart from  a short period between 1941 and  1953  the

working  population of Iran has mostly been denied the  right
to any independent political and economic activities. The

first known trade union was formed by Tehran printing workers
in 1906, and  by  1922 20,000 people were reported to be

organized in 12 unions in that city (20 percent of all
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workers there), whilst another 10,000 were organized in other

parts of the country (Halliday 1978: 8). Nevertheless, during
the first two decades of this century wage earning workers in
the town  were  extremely small in  numbers  because  modern
industry was virtually non-existent and, hence, workers'

organizations were very weak. This weakness made it easy for
Reza Shah, in 1928, to abolish all trade unions and imprison
labour organizers. The first comprehensive labour law of Iran

was  prepared in 1936 but did not discuss the right to form
trade unions or to strike. However, the invasion of the

country  by the Allies in 1941 and the worsening of  economic
conditions (600  percent  inflation during  the  war  years)

brought the emergence of the strongest trade unions ever seen

in Iranian history (Ibid: 8).
The  labour movement came into being immediately  after

the fall of Reza Shah. In 1942 many labour organizers in
Tehran came together to form the Council of United Workers
(CUW). A year later the same organization convened in Tehran

the First Conference of that Council at which a detailed

programme was approved calling, inter alia, for an eight-hour
work-day; the right to form trade unions, bargain
collectively and strike if necessary; pay for Fridays, the

day of rest; old-age pensions; equal pay for men and women
performing the same tasks; a ban on child labour, and safety
measures against industrial accidents (Abrahamian 1982: 348-

49). Early in 1944 the CUW, whose fourteen leaders were all
members of the Tudeh (communist) party, merged with three

other groups in Azarbijan, Tehran and Kermanshah, and on May

Day 1944 announced the formation of the Central Council of
the Federated Trade Unions of Iranian Workers and Toilers,
the CCFTU (Ibid: 350). At its peak in mid-1946 the  CCFTU

claimed 186 unions with a total membership of 335,000. Having
unionized some 75 percent of the industrial labour force, it
had branches in almost all the country's 346  modern  plants
(Ibid: 353).

In the early 1940s trade unions had several successes
in combating the exploitation to which factory workers were
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exposed. The British Ambassador reported in 1944 that

....In Persia we are clearly at the  beginning of a new
era and are seeing the rise of a new social movement.

The advantages which the workers have Won are

considerable, and they will certainly continue to make

the employers feel their newly discovered power.(quoted

in Ibid: 357)

The threat posed by this worker militancy prompted the

government to  move against the unions. In 1946 the Qavam

Cabinet, in order to crush the power of independent  trade

unions, set up a rival trade union, i.e. the Federation of

Iranian Workers. As support for the Tudeh Party, which had a

strong influence on railway workers and skilled workers in

the oil industry in particular, waned after the defeat of the

Azarbijan  republic (see Chapter 1), the government moved to

get rid of the independent workers' organizations. In 1949

following the attempt on the Shah's life in February of that

year, it banned the CCFTU and the Tudeh Party. During  the

period 1951-53 when the Mossadeq government was in power, the
ban on the CCFTU was not lifted but it continued its

activities in a semi-legal manner. With the 1953 coup,

however, trade  unions  were decisively  crushed  and  their

activities almost completely ended (Halliday 1979b: 201).

A  period of suppression of all trade unions  prevailed

from 1953 until 1959. After 1963 and throughout the 1960s and

1970s the government combined repression with enticement.
The 1959 Labour Law allowed for the establishment of

trade unions provided they were recognized by the Ministry of

Labour; from  then  onwards the government set  up  its  own
official trade unions which numbered 1023 in 1978 (Ibid:

203). These state-run unions, because of their very nature,
did little to improve working conditions, introduce health

and safety measures or, most important of all, to secure real

wages for the great majority of the working population. Thus,
the absence of independent trade unions and other nation-wide

workers' organizations meant that wage pressure on prices, to
the extent that it existed at all, was quite insignificant.
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On the other hand, wage pressure on prices was not

significant because prior to 1973 unemployment, both

disguised and actual, was relatively high, and thus reduced

labour's bargaining power. In the 196Os, in fact,

unemployment  was a major problem. The 1966 census, for

example, revealed that of the total economically-active

population (7,584,085) about 9.6 percent (i.e. 725,689) were
unemployed (Firoozi 1970: 227). In the early 197Os, the one
available estimate of unemployment put the number of

unemployed  at 320,000 in 1972 (Halliday 1979b: 187). This

figure is undoubtedly under-estimated. Since there were no

unemployment benefits, there was no incentive to register as

unemployed. Whatever the real rate of unemployment, however,
the heart of the employment problem was the sizeable  volume

of disguised unemployment or underemployment, particularly in
rural areas. According to an ILO study in 1973, almost 14

percent of the total rural population were working less than

28 hours a week; the proportion for urban  areas  was  11

percent (cited in Ibid: 188).Hence, in view of the relatively
high rate of unemployment, the existence of a large reserve

of unskilled workers and the massive rural-urban  migration,
the  case for a significant wage-cost-push or  wage-inflation

seems to be rather slight.
The situation changed, however, following the 1973 oil

boom. The enormous expansion of government  expenditure
between 1973 and 1975 and  especially  the  explosion  of
construction activities after 1973, brought an unprecedented

increase  in aggregate effective demand, causing prices to

rise  and  profit margins to widen  and  hence  encouraging

producers to increase their output. As a consequence, demand
for all kinds of labour rose sharply, and employment in

sectors other than agriculture expanded rapidly. The overall

rate of  expansion in employment exceeded three percent  per
year from 1970 to 1974 and unemployment  generally  declined

until 1975 when it presumably increased slightly (ESCAP 1978:
42).

In  a market economy it is to be expected that the most
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rapid increases in wages and earnings would occur in those

sectors and industries in which employment is expanding most

rapidly. Furthermore, jobs requiring relatively higher levels
of skill (or a higher skill-mix) might, given the relative

shortage of skilled manpower in a less  developed  economy,

lead the field in obtaining wage increases (Ibid: 42). This

was indeed the pattern which dominated Iran 's labour markets

during  the boom years of the mid-1970s. The rapid expansion

of economic activity and employment resulted in a relative

shortage in the supply of labour in general, and in that of

skilled and semi-skilled personnel  in particular. As

companies began competing for higher skilled workers and as

costs of living rose, workers started demanding higher money

wages to secure, in whole or in part, their real earnings.

At  that time the majority of firms  were  experiencing

buoyant  and expanding demand and were easily able to pass on

higher labour and other production costs in the form of

higher  prices to consumers. Wage increases were therefore

conceded, first in the construction industry  which  was

expanding most rapidly. Indeed, between 1972 and 1977

employment in construction rose at 6.7 percent per year

(Halliday 1979b: 184), more than twice the rate in other

sectors. Consequently, between 1974 and 1977 the general
indices of construction workers' wages rose from 100 to more
than 275 (Table 3.21). Later, wages began to rise almost as

fast in other expanding industries (Table 3.22), as well as

in non-expanding industries such as agriculture. As a result

of higher  money wages, the average annual share of labour

Costs in total output of large  manufacturing  enterprises

(i.e. enterprises with more than ten workers) rose from about
11 percent in 1974 to more than 15 percent in 1977 (Table

3.23).

It is worth noting that workers in large manufacturing

enterprises formed a rather small privileged group, whose

wages rose much higher and more rapidly than those of the

mass of ordinary workers in the industrial sector. In other

words, in the period 1973-77,  there were actually two kinds
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Of industrial labour force in the country: a  minority

employed in large plants, and a majority employed in  small-
scale enterprises. There  was  also a wide  wage  disparity

between these two parts of the  manufacturing sector, with

those in large enterprises receiving much higher wages  and
earnings than those in small-scale industries (Table 3.24).

On the other hand, there were also substantial wage

disparities  among  different sectors of large  manufacturing

enterprises: workers in technologically advanced sectors

(such as fabricated metal products, machinery and equipment)
reveived wages 50 percent or more higher than those in

traditional sectors such as textiles, Clothing and leather

products (see Table 3.22). Furthermore, the  better-paid

workers in large firms actually benefited more from the large
wage increases in the boom conditions of the mid-197Os, as

well as from the government's profit sharing  and  worker's
share programme (see Savory 1978: 121-24). Faced with

escalating  costs in housing and other essential items, the

average money wages of the majority of workers probably rose

less than the high inflation rates in this period.

Finally, the employment of foreign personnel also  had

some bearing on inflation. More than 35,000 were working in
Tehran alone in 1976 out of a total of over 60,000 (Graham

1979: 90). Most of these were skilled technicians, managers
or advisers, and a sizeable number were naturally connected
with defence-related contracts. The  shortage of skilled

manpower  meant that foreign workers could dictate terms and

were paid extraordinarily high salaries. American technicians

working in the defence field, for example, were receiving up

to $150,000 a year (Ibid: 91), which provoked their Iranian
counterparts to  demand and in most cases to  obtain  higher

Pay. On the other hand, their very high salaries meant that

foreign  personnel  were  able to pay almost  any  price  for
scarce accommodation and other commodities, and hence bid

prices upwards.
In short, taking account of the absence of genuine and

independent trade unions, of a high proportion of labour
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being still employed in agriculture, of relatively high rates
of urban unemployment, of the presence of a large reserve of

un- and underemployed in the countryside and a massive rural-
urban exodus, it seems safe to argue that wage pressure, at

least up to 1973, had little if any bearing on inflation. In
the post-1973 era, however, a tight labour market put upward

pressure on wage rates. Widespread and excessive demand for

goods and labour was then conducive to workers' demands for

higher  wages because firms had to compete for labour which

was in short supply. Wages therefore rose considerably during
the  rapid expansion of the economy in the oil boom years and

cost-push from the side of labour, or wage-inflation, became
a contributory factor to inflationary pressure. The degree to

which  wage increases were actually fed through  into  prices

will be measured in Chapter 4.

3.3.3 Imported inflation

In  an  open  economy - gauged by the size of its external

sector - increases in international prices of imported goods

may generate and/or intensify domestic inflationary

pressures.
The external sector of the Iranian economy, measured by

the extent of its foreign trade sector relative to GNP, has

expanded rapidly since 1960, especially after the quadrupling

of  world  petroleum  prices in 1973. Total foreign trade

(export  plus import) rose from $1.1 billion in 1960 to about
4.0 billion in 1970, jumped to $41.0 billion in 1975 and  to

more than $50.0 billion in 1977 (Table 3.25).

This meant that the ratio of foreign trade to GNP

increased from 36 percent in 1960 to more than 56 percent in
1970 and continued its climb to reach almost 70 percent in

1975 (Table 3.26). This extraordinary expansion, of course,

was a reflection of the rapid rise in oil revenues from less
than $360 million in 1960 to about $1270 in 1970, $19,074

million in 1975 and $20,926 million in 1977 (see Table 3.25).
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Rapidly-growing oil revenues which accrued to the state in

the form of foreign exchange led to a substantial increase in

volume and value of imports, both for consumption and

production purposes. This was reflected in the sharp increase
in import-GNP ratio, rising from 16.1 percent in 1960 to

about 20 percent in 1970 and to over 30 percent in 1975 (see
Table 3.26), implying  that the Iranian economy had  become

increasingly reliant on imported goods, and hence vulnerable

to imported inflation.

Sky-rocketing  imports increased aggregate  supply  and

hence reduced inflationary pressure, but at the same time the

relatively high rises in import prices exerted a considerable
cost-push pressure on the economy. An examination of Iran's

foreign trade between 1970 and 1977 reveals that over 70

percent of her imports originated from just a few industrial
nations (Table 3.27). Export prices of Iran's major  trading
partners, i.e. the advanced market economies, rose sharply
during the 1970s. According to  data  published  by  the
International Monetary Fund (IMF), the export  unit  value

index of the industrial countries - a rough measure of import
Costs to Iran - increased by nearly 25 percent in 1974  and
11.5 percent in 1975; the average for the 1970-79 decade

reached  12  percent as compared to a mere 1.2 percent for

1960-69 (cited in Amuzegar 1982: 823 n.).

As a result, the prices of Iran's imports rose sharply.
According  to the Bank Markazi Iran the wholesale price index

of imports rose by more than 80 percent between 1970 and

1977.[5] Moreover, it is believed that after the quadrupling

of oil prices in 1973, prices of certain speciality goods and
services for Iran and other OPEC countries were deliberately
jacked up by foreign suppliers (Graham 1979: 85; see also

Levy 1978-79: 299). For example, contractors, particularly in
the military sphere were quoting 'one price for Iran and  the

Gulf, another for the rest of our clients' (Graham 1979: 85).

Similarly, James Schlesinger, former US Defence Secretary,
declared after the 1973 oil price hike that 'We are going  to
make them [oil-producing countries] pay through  the  nose,
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just as they are making us pay them through the nose for oil'

(quoted in Rubin 1981: 172). All these elements clearly

indicate that Iran's imported goods became substantially more
expensive in the 197Os, particularly after 1973.

Apart from price discrimination, 'overpayment'  for

imports, i.e. the difference between Iran's actual import

bill and  that which would have applied if it had. purchased

from lowest-cost producers, was considerable.

A  recent study of Iranian import patterns from 1972 to
1974 reveals startling facts about the extent of trade

inefficiencies  and  mismanagement during  that period. For

1972, for instance,
the overall overpayment was $539 million or 37.8

percent on the imports of homogeneous commodities

chosen. This sample  of imports represented about  60

percent Of Iran's total imports and  can  hardly  be

called a small group of commodities. For 1973 and 1974,
the overall results are similar but with one

interesting difference. The percentage loss figures are

dramatically  up for 1973 to 49.4 percent and to 46.2

percent for 1974. (Askari et al. 1979: 192-93)
The  results  are  consistent  with the  rapid  expansion  of

imports after the oil price increases of 1973-74. The major
reasons for  overpayment,   according  to the study, were

fragmentary knowledge  of  world  markets  and  restrictive

contracts of major multinational companies (Ibid: 191 n.)
The impact of increased import prices on the  domestic

price level consisted of (a) the direct effect transmitted

through  higher prices of imported final consumer goods, and

(b) the indirect effect transmitted through the higher Cost

of domestic production stemming from increases in the  prices
of imported inputs. A breakdown of Iran's imports between

1970 and 1977 shows that about three-fifths consisted of

intermediate goods, of which the greater proportion provided

inputs into import-substitution industries. Another 20-30

percent  were capital goods and the remainder, around 12-14

percent (rising  to 18.6 percent in 1977/78) were consumer
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goods (Table 3.28). Higher prices of imported consumer goods

acted  directly on the consumer price level (depending  upon
the relative importance  of imported foodstuffs  and  other

consumer items in total consumption). During several years of
the 197Os, for example, a number of food items such as

cereals, sugar and meat experienced exceptionally large
domestic price increases, leading to dramatic increases in

their importation (see Table 3.37). Dependence on food

imports thus rose markedly in this period. Sugar imports, for

instance, rose from fairly modest proportions of total supply
in the early 1970s to roughly one-third by 1975; rice and

wheat imports each averaged about a fifth of total supply,
and for barley and maize the proportions imported were about

one-eighth  and four-fifths respectively (ESCAP 1978: 41).

Such import shares were clearly sufficiently large to exert a

significant  effect on domestic prices throughout the  period
under consideration, and  hence to  intensify  inflationary

pressure.

The impact of increased prices of imported intermediate

inputs  on  domestic prices can be assessed by examining  the

country's industrial structure. The higher the percentage of

imported intermediate inputs in the volume of output (or  the

higher the import-dependence percentage), the higher will be

the impact of increases in international prices on  domestic

production costs, and hence on the general price level. Table
3.29  classifies industries by type of products and by shares

Of domestic  and  imported  intermediate  inputs in total

material inputs to the industry in question. The table shows

clearly that in 1965 the domestic input component of  total

inputs was higher than in 1972 for all three industrial

subsectors  individually  as well as  in total. Of special
interest are the cases of intermediate and capital goods
industries: while in 1965 about 60 percent of their  inputs

came from domestic sources, in 1972 this had declined sharply
to around 40 percent (see Table 3.29). Finally, in 1972 there

was a very high degree of import dependence in base  metals,

machinery, chemicals, paper and printing and rubber products,
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with imported inputs accounting for more than two-thirds of

total inputs.
On the one hand, these observations indicate industry's

failure to deepen the productive process; and on the other

hand, they show the rising level of import dependency of the

industrial sector (see section 3.1.2). It  is   ironic,

therefore, that the net result of import-substituting

industrialization was to place Iran in a new and more

dangerous  dependency  relationship  with other countries.

Without imported goods, Iran's industries would have ground
to a halt.

The country's growing dependency on imports meant  that

the industrial sector needed an ever-increasing amount of

imported inputs to survive. In the 1970s higher prices  of
these inputs resulted, not unexpectedly, in higher production

costs for the local producers who used them. These increased

production  costs were in turn passed on to consumers in  the
form of higher prices, a process facilitated by the

oligopolistic-monopolistic structure of Iranian industry.

In short, under normal circumstances massive imports

(paid for out  of extra incomes earned from  higher  export

prices and more favourable terms of trade) should serve as  a
deflationary  measure against immoderate price inflation. In

the case of Iran, however, the positive effect of increased

imports was substantially offset by two negative factors: (a)

import prices in industrial nations, i.e. Iran's main trading
partners, were themselves on the rise during the 1970s due to

internal inflation and to worldwide shortages of certain

items, such as wheat and cement, and both  directly  and

indirectly  exerted a significant cost-push pressure  on  the
Iranian economy; (b) a series of impervious administrative

and infrastructural bottlenecks (see section 3.1.3) played

havoc with planned deliveries and the utilization of imported
capital and consumer goods. The results were more waste and

more inflation (Amuzegar 1982: 823-24). In Chapter 4 an

attempt will be made to quantify the contribution of imported

inflation to the total rate of inflation.
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3.4 Government Stabilization Policies

In the earlier sections of this chapter we have  attributed

inflationary  pressures of the 1970s to a combination of
structural imbalances and demand and cost pressures which

bore  directly and indirectly on price levels. We shall now

investigate government's monetary, fiscal and price  control
policies.

3.4.1 Monetary policy

Monetary policies may be defined as the manipulation of money
supply and liquidity  in  order to influence the rate of

interest and conditions of credit, thereby  expanding  or

contracting the economy.  Manipulation of the money supply is

usually exercised with the use of one or a combination of the

following  policy  instruments that are available to  Central
Banks: changes in legal reserve requirements, the discount
rate, advances to banks, selective credit controls, interest

rate ceilings, coverage, changes in exchange rates, and moral
pursuasion. Monetary policy, on the other hand, depends on
the  degree of sophistication of the financial system and  on

its  efficacy in channeling financial resources into economic
development. On both counts, Iran started with almost no

policy at all.

The  evolution  of monetary policy in modern Iran  fell

into three distinct periods: (a) 1890-1932, when the British-

owned Imperial Bank had the exclusive right of note issue and
acted as the state or central bank; (b) 1932-60, when the

Bank Melli Iran took over these functions, in addition to its

commercial banking activities; and (c) 1960-77, when the Bank
Markazi Iran was given the task of supervising  the  banking
network and monetary activities.

Until 1932, any  independent  monetary  policy  was
infeasible in view of the fact that the banking  system  was

completely controlled by foreign banks whose orientation, not
surprisingly, was towards external rather than internal
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monetary  priorities (see section 3.2.2). To the extent that

it existed at all, monetary policy was made by the  British-
owned Imperial Bank which was undertandably more  concerned

with  profit-making  activities  in  foreign  trade  and  the

promotion  of British commercial influence in Iran than  with

monetary policy as an instrument for the economic growth of

the country. This was reflected in many of the bank's annual

reports. For example, in 1899 it was stated that:
The Imperial Bank of Persia is, so far as this country
[Britain] is concerned, the one institution in Persia

of any importance which represents the commercial

ascendancy of England in that part of the world.
Or, in 1904,

As a bank, as the chief English institution  in  the

whole of the Persian  Empire and, consequently  as

representing English  commerce and trade in that

country, we have taken a very deep interest in

everything  which concerns British trade, not only for

general patriotic reasons, but also because it directly
affects the futures of our bank. (quoted in Bank Melli
Iran 1958: 38 n.)

Thus, until 1928 Iran's banking system was not only dominated

by foreign banks whose priority was to protect the financial

interests of their stockholders, but it was also primitive,

served only a few clients and, generally speaking, restrained

economic development.

It  was  only with the creation of Bank Melli Iran in

1928, and the transfer of the exclusive right to issue notes
to it in 1931,  that the Iranian state achieved sufficient

control over the money supply. But it took another three

decades for the state to begin to think of  using  monetary

policy as an instrument with which to enhance economic

growth.

The  statutory objective of Bank Melli Iran during  the

period 1932-60 was to provide the country with a  medium  of

exchange that would be stable in value and sufficient in

quantity to meet the transaction needs of trade and industry.
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During its first ten years, the bank replaced a large
proportion  of the silver circulating in the economy with its
banknotes and, by the time the Second World War broke  out,
paper money was the common medium of exchange throughout  the

country, except  among  the tribes and in isolated  villages

(Groseclose 1947: 168). Under the note cover law of 1931, the

bank was required to maintain 100 percent cover - consisting
of gold, silver and foreign exchange convertible to gold  -

and was restricted to an issue of 340 million rials; further,
in  order  to  attract  public confidence for the rial as
national currency, Bank Melli was obliged to pay on  demand
silver coins against surrender of its banknotes (Bank Melli
Iran 1958: 152). However, in 1934 the note cover was reduced
to 60 percent (Ibid: 152); moreover, according to a law

passed in March 1942, Bank Melli's banknotes lost their

convertibility into metal. In 1954 the Currency Stabilization
Act fixed the note cover at 40 percent - a proportion  which
was maintained in the 1960-77 period by Bank Markazi Iran.

With  the reduction in legal cover of the note issue, money
supply rose rapidly from 194.9 million rials in 1933 to

1995.5 million in 1942, i.e. a more than ten-fold increase
(Ibid: appendices, 28-29). This rapid  expansion  was

accompanied  by  a  price inflation  which  assumed  alarming
proportions in the late 1930s (see Appendix 3.1).

In 1947 the Allied forces invaded Iran, their

occupation lasting until 1946. The occupying forces  needed

foodstuffs, tobacco and raw materials. To secure their needs,
they  effectively forced the Iranian government to  put
the country's resources at their disposal. The

operation was  carried  out  by  means of monetary
'Policy'; in particular the devaluation of the Iranian

currency, the expansion of the money supply, and the
extension of credit to Russia and Britain. (Katouzian
1981: 142)

First, the Iranian currency was devalued by more than 100

percent from 68 to 140 rials to the Pound Sterling (Ibid:

142). Second, to meet the Allies' local currency requirements
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the money supply was increased almost fourfold from 1995.5 in

1942 to 7762.0 million rials in 1945 (Bank Melli Iran 1958:

192), enabling them  to pay for their expenditures in  the

country. Third, according to separate agreements with Britain
and the Soviet Union,

60  percent of Iran's annual trade surplus with Britain

and the whole of the annual credit given to Russia were
to be frozen until the end of the war, when they would

be repaid in gold, according to the new (devalued) rate

of exchange of the rial. (Katouzian 1981: 143)
The whole package of monetary policy, i.e. the devaluation,

the  printing of money and lending to Britain and the  Soviet

Union, had  a devastating inflationary effect and  was  also

detrimental to Iran's export earnings and balance of trade.
At the end of WW II there was a year of crisis in

Azarbijan, followed  by the oil workers' strike which formed
the beginning of the nationalization of the oil industry (see

Chapter 1). In the 194Os, therefore, the war and political

instability  meant  that  the Bank Melli  actually  had  very

limited  ability  to regulate general monetary, credit  and

foreign exchange policies. Its reaction to events was mainly

passive.
The early 1950s were marked by the oil nationalization

dispute between Iran and Britain. This dispute, which lasted

from 1951 to 1953 and which led to the boycott of Iranian oil
by Britain and other industrial nations and to the subsequent

loss of oil revenues, rapidly deteriorated the financial

position of Dr Mussadeq's government. To bridge the gap

between revenue and expenditure the government turned to Bank

Melli, thus increasing  its debts to the bank from 5875.2

million rials in 1951 to 9643.3 million rials in 1954 (Bank

Melli Iran 1958: 226).

Dr Mussadeq's government was overthrown in a CIA-backed

coup in 1 953, after which the resumption of oil revenues in

1954, the launching of the Second Seven-Year Development Plan

in 1955, and increasing American aid, brought the economy out
of its acute depression. Furthermore, during the premiership
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of Dr Iqbal in the 1950s (see Chapter 1), the government de-

restricted  all import barriers and adopted a liberal foreign
trade policy, or an 'open-door policy', as Dr Iqbal called

it.  This  brought a considerable increase in total imports,
and especially in the share of consumer goods in Iran's

merchandise imports. In addition to lifting all import
restrictions, the  government pursued an expansionary fiscal

policy in this period; and because government discovered that

oil revenues could not pay for the Second Plan as well as for
the escalating military and civilian expenses, it resorted to

deficit financing and to borrowing from abroad. In 1956, for

example, the government's actual budget deficit was 2800

million rials, which was made up by means of United States

aid and other loans (Ibid: 245). Further, the devaluation of
the rial was used as another means to increase government
income. Thus in 1955, the parvalue of the rial was devalued

from 32.50 to 75.75 rials per US dollar. However, the price

of gold (which was used as 40 percent currency cover with the

remaining  60 percent mainly backed by the Crown Jewels) was

not altered, implying that the gold content rate was Still

the pre-devaluation official exchange rate.

To  remedy this situation a law was passed in May 1957

by which the rial was devalued in terms of gold, raising the

price of gold balances covering the banknotes from 36,290  to
85,240 rials per gram. As a result of this, 7109 million

rials  of  high-powered money - representing  the  difference

between the old and the new value of the gold held as cover -
was created; and Bank Melli was empowered to utilize  these

resources in a loan programme to the  private sector for

investment in agriculture and industry (Ibid: 237-44). As a

result of the rial devaluation loans extended to the private

sector rose by 46.1 percent in 1957, 60.5 percent in 1958 and

32.4 percent in 1959 (Walton 1980: 276). This led to a rapid
expansion  in private sector investment, which was most

pronounced in urban housing and industry. In 1958 and 1959,
for example, private sector investment in construction in

Tehran  rose by 85 and 130 percent respectively (Ibid: 276).
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Moreover, since large government revenues from oil were paid
in dollars, the devaluation of the rial meant a considerable

once-for-all rise in rial revenues of the government and  a

subsequent rise in its spending. Increased government

spending, together with a rapid expansion in private sector

investment and consumption, produced Iran's  first  major

economic boom in 1957-60. By the end of 1960 this monetary-

induced  boom  inevitably came to an end, with the country

facing both a high rate of price inflation and a  substantial
current account deficit. The government was then forced to

embark on a stabilization programme initiated  by   the

International Monetary Fund, and consisting of standard IMF

measures such as direct control of private sector credits,

raising interest rates, restriction of imports and cuts in

public expenditure (Ibid: 276).
In 1960, Bank Markazi Iran was established and given,

among other things, responsibility  to  issue notes, to

regulate  and  supervise expansion of the  money  supply  and
credit and the monetary institutions, to manage the

government account, to keep the rial sound and stable, to

maintain foreign exchange reserves and to oversee

international transactions. The  bank gradually became the

principal source of economic data and analysis and earned  a

reputation for soundness and accountability.

During  the 196Os, rapid economic growth was  achieved

with  relative  price stability. The  consumer  price  index

increased  by only 18 percent between 1960 and 1970, an

average of about 1.7 percent per annum. In 1960-62 the Bank

Markazi implemented the IMF's stabilization programme, which

resulted in a severe recession. To pull the economy out  of
that recession, the bank relaxed its stringent monetary  and

credit  policies and maintained a steady monetary rise  until
new signs of inflation began to appear at the end of the

decade. The price consumer index increased by more than 130

percent between 1970 and 1977 (see Table 3.1).
The causes of the rapid increase in  prices  in  the

197Os, as we have already seen, were well beyond control of
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the  monetary authorities and the Bank Markazi. Indeed, the

latter's monetary policies had little effect on money  supply
and prices. This was due to the fact that in an Oil-based

economy such as Iran - where a large proportion of government
expenditure is financed by oil revenues received in the form

of foreign exchange - monetary policy is very much influenced

by  the amount of oil revenues received by government and the

manner and speed with which these are spent. Hence, increases
in the monetary base were determined primarily by  government

spending and were virtually unaffected by the monetary policy
initiated by the Bank (Pesaran 1975: 52). Consequently, the

scope of  monetary  policy has been confined to changes in

minimum reserve requirements, in interest rates, in credit

ceilings, and in the rediscount rate. Before examining the

effectiveness of the Bank Markazi's stabilization policies in

halting inflationary pressure between 1970 and 1977, we shall
first summarize the specific policy actions that it took in

the period under study.

In 1970, Bank Markazi embarked upon a tight  monetary

policy. In addition to imposing ceilings on the expansion of

private sector credits, it increased legal reserve

requirements of commercial banks for demand deposits from  20
to  23  percent and required them to keep 16 percent  of  the

increase in their savings and time deposits in the form  of

government bonds, which  carried competitive interest.

Further, the bank lowered the maximum interest payable on

saving deposits from 5.5 percent to 4.5 percent and the

minimum interest rate payable on time deposits by 0.5 percent
(BMI 1970-71: 25). Despite this restrictive monetary policy,
however, prices continued to rise, largely  because  of

government's  expansionary fiscal policies (see section 3.4.2
below).

By 1973, inflation had become a major problem of the

Iranian economy. The intensification of inflationary
pressures had already started to divert the country's
resources from productive to non-productive activities.

Further  the  imposition of interest ceilings  on  commercial
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banks in a time of rapidly rising prices had undermined the

willingness of individuals to place their funds in  savings

and time accounts. Bank Markazi therefore began gradually to

increase the rate of interest that could be paid   by

commercial banks on savings deposits from 5.5 to 7  percent,
for  time  deposits of up to one year from 6.5 to 8  percent,

and  on longer time deposits from 7.5 to 9 percent per  year.
In addition, during 1973 the bank: (1) raised the rediscount

rate  on commercial bills and promissory notes from 7.5 to  9

percent per year, and on industrial and agricultural bills

and  promissory notes from 7 to 8 percent; (2) set the

maximum authorized increase in aggregate loans and credits by
commercial banks to the private sector during 1973 at  20

percent  over aggregate loans and credits granted by the end

of 1972; (3) gradually raised legal reserve requirements for

demand  deposits  over the year from 23 to  30 percent; (4)

instructed the banks to purchase Treasury bills or government
bonds  equivalent  to 50 percent of all monthly increases in

their savings and time deposits; (5) recommended that banks

should  try  to  divert increases in their deposits towards

productive and import and export loans; (6) informed the

banks that it was ready to respond to calls for rediscount in
order to assist them in implementing  past  and  present

regulations, and also announced that it would extend loans to

banks  for up to three years for productive  undertakings  in

industry and agriculture (BMI 1973-74: 31-2). Although these

policies had some success in mobilizing savings and in

channeling credits to priority areas, they were not effective

in arresting inflationary pressure. Moreover, following the

increase  in oil prices in 1973/74 and the  subsequent  large
increase  in Iran's foreign exchange earnings, it was argued

that interest rates should be lowered because manpower, not

capital, was scarce in the country (Pesaran 1975: 52).

In the light of such reasoning Bank Markazi in 1974:

(1) reduced legal reserve requirements on increases in demand

deposits from  30  to 25 percent and for savings and time

deposits from 15 to 12 percent; (2) reduced the banks'
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compulsory  purchase of Treasury bills and  government  bonds

from  50 percent of the increase in savings and time deposits
to 30 percent; (3) lowered its rediscount rate on commercial

bills  and  promissory notes by 1 percent; and (4) reduced

maximum lending rates of commercial and specialized  banks
(Ibid: 52). Thus, at a time that the economy was already

over-heated  and needed a restrictive  monetary policy, the

Central Bank was actually following a credit liberalization

policy which, hardly surprisingly, reinforced inflationary

pressure.
The acceleration of inflation in 1973 and 1974 was

largely  caused by steep increases in government  expenditure
in those years (see section 3.2), which in  turn  sharply

raised monetary incomes. A large  proportion  of  monetary

incomes were subsequently placed in savings and time deposits
of the banks, thus increasing the ability of  the  banking

system to grant loans and credits to the  private  sector.

Consequently, monetary liquidity rose drastically (see Table
3.17). To reduce that liquidity and to limit bank loans  and

credits, the Central Bank in 1975: (1) set the minimum

authorized increase in aggregate loans and credits  by  non-

specialized banks to the private sector at 40 percent  over

aggregate loans and credits by the end of 1974; (2) raised

the legal reserve requirements for savings and time  deposits

from 12 to 15 percent; (3) raised reserve requirements  on
commercial banks net foreign liabilities from 15 to 30

percent; and (4) increased the amount of compulsory purchase
of government bonds by the banks from 30 to 45 percent (BMI

1975-76: 66-7).

In 1976 Bank Markazi continued its policy of

restricting  the increase of loans and credits by keeping the

ratios  of banks' legal deposits and compulsory  purchase  of
government bonds the same as that of the previous year. In

addition, it set the commercial banks' credit ceilings for

1976 at 1086.6 billion rials, implying an increase of 30

percent in their credits to the private sector (BMI 1977:

41). The increase in loans and credits of specialized banks
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was set at 115 billion rials, implying a 42 percent increase
for 1976 (Ibid: 41). Further, the Central Bank raised the

maximum  lending  rate of specialized banks for industrial,

mining and construction projects from 8 to 9 percent, and for

large-scale agricultural projects from 6-8 to 7-9 percent; it

also raised its rediscount rate from 7 percent for industrial
activities and 8 percent for commercial activities to  9

percent for both (Ibid: 42). Inflationary pressure, which had
been accelerating since 1973, officially reached the high

level of 30 percent on an annual basis in the second  quarter
of 1977 (BMI 1978: 30). To curb these pressures Bank Markazi
increased both its rediscount rate and the maximum interest

rate payable and receivable by the banks. In general, it

raised  the maximum lending rates of commercial banks by  one

percent  whereas their maximum lending rate for  construction
activities was increased by 3 percent (Ibid: 30). In the case

of specialized banks, their maximum rate for construction

activities  was increased by one percent, but their  lending
rates for other activities remained unchanged. Moreover, the
Bank increased the maximum interest rates that commercial

banks  could offer their clients on time and savings deposits

by one percent (Ibid: 30).
Due to the inability of Bank Markazi to influence

increases in the monetary basis, legal reserves became one of

the  most  effective instruments of monetary control at its

disposal, and did indeed change quite often during the 1970s.
Since legal reserves against deposits set a limit on

the availability of bank credit, in raising them Bank Markazi

was able to alter the monetary multiplier and thus partially

influence the money supply. In fact the higher ratio set for

legal reserves in 1973, combined with the  obligation  that
banks should purchase government bonds equivalent to 50

percent of all monthly increases in time deposits, curbed the

liquidity of the banking system to some extent. However, the
liberalization of foreign  exchange movements in   1974

restricted Bank Markazi's ability to control that liquidity.

Since interest rates were then falling abroad and demands for
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credit  were increasing at home, it was inevitable that some

banks would turn to international money markets for funds. In

fact, the existence of a large number of 'mixed' banks  with

easy access to foreign capital through their foreign

partners, facilitated  and further encouraged the process of

capital inflow to Iran (Pesaran 1975: 52). Consequently,

foreign loans received by the banking system increased from

43.2 billion rials in 1972 to 267.6 billion rials in  1977

(BMI 1977-78: 258-59). The large inflow of short-term capital
into  the  country thus reduced the impact that higher legal

reserves and compulsory purchases of government bonds  should

have had on curbing liquidity.
Similarly, the inability of Bank Markazi to control the

money supply, particularly after the rise in government's oil
revenues in the 197Os, caused it with increasing frequency to

impose  credit  ceilings on commercial banks. In  developing

countries, as has rightly been suggested, quantitative credit
control generally causes fewer difficulties and is more

effective  as a means of controlling credits because, under

this method, reduction in the supply of credits  by  the

banking system to the private sector,
is  not  obtained by means  of  open-market  operations

which mean a competitive demand of funds by the Central
Bank (only to be made effective by an increase in  the
rate of interest), but through a direct or indirect

reduction in the available credit potential brought

about by the monetary authorities. (Bosman 1965: 23)
In the case of Iran, however, Central  Bank's  policy  Of

setting ceilings on the credit of banks was limited to

commercial banks. In other words, no restrictions were placed

upon increases in loans and credits by specialized banks. In

fact, the Central Bank encouraged such expansion through its

loans and financial assistance to such banks, because it

believed that the capacity-increasing nature of their  credit
and their effective role in  expanding and mobilizing

productive investment, justified their credit and loans'

expansion.
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The net result of Bank Markazi's various credit

policies, despite all its talk of retaining  the increase of
loans and credits, was an expansion of credit by  commercial
and specialized banks from 361.4 billion rials in 1972 to

1862.0 billion rials in 1977 (see Table 3.18). Since credit

ceilings  were not applied to specialized banks, the  rapid

expansion of bank credit could not be curbed. The rediscount

rate, i.e. the  cost to commercial and specialized banks of

funds borrowed from the Central Bank, was also used by the

latter  as an instrument of monetary policy to fight  against

inflationary pressure. Traditional use of the discount rate

has been to lower it in order to encourage monetary expansion
and  to  raise it to discourage such expansion. It has also

been used to influence both the level and composition of bank
credits.

Nonetheless, the significance of discount policy in

developing countries 'is strongly dependent on the

traditional relationship  between the Central Bank  and  the
commercial banks, and on whether or not the latter maintain

large cash reserves'(Ibid: 21). In the case of Iran, changes
in official discount rates were not very effective in

influencing the level and composition of bank credit because,
on the one hand, they did not significantly  alter  the

willingness of commercial banks to grant credits to the

private sector; on the other hand, they did greatly influence

the debit interest charged by such banks. Furthermore, the

foreign  exchange liberalization of 1974, which brought  the

rapid inflow of short-term capital, reduced the importance of
the rediscount rate as an effective monetary instrument in

controlling loans  and credits and in  channelling  them  to

priority areas.

Finally, another instrument of monetary policy used by
Bank Markazi was moral persuasion,  i.e. to encourage bankers

to follow policies that the Central Bank believed were in the

nation's interest. In the 1970s the Central Bank on several

occasions  requested banks to refrain from  increasing  their
loans and credits above authorized credit ceilings, and to
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avoid the  use of credit for speculative and  non-productive

purposes. Moral persuasion  was  not effective, however,

because it was not backed-up by the threat that more positive
action would be taken should the Bank Markazi's advice not be

followed.

It is easy to be critical of Bank Markazi Iran for not

acting vigorously in the fight against inflationary pressure
in the 1970s. In all fairness to the Central Bank, however,
it should be remembered that many of the influences  bearing

on money supply were simply beyond its control. Furthermore,
the scope  for  an effective monetary  policy  was  severely

constricted  by  the openness of the economy (particularly
after the 1974 liberalization of foreign exchange movements)

and, more importantly, by the government's  over-expensive
fiscal policy. In an oil-based economy such as Iran, where

Oil revenues  accrue to the state in  foreign exchange, to

spend these revenues domestically has a multiplier effect on

the money supply. Indeed, rapid increases in government

expenditure in this period became the primary determinant  of

monetary policy; and  monetary  management  by  the  Bank
Markazi's  authorities  became a by-product of government's

budgetary decisions. Moreover, the failure of Bank Markazi's

monetary  policies was largely due to the fact that the

acceleration of inflation in 1970-77 could not simply  be

curbed by minor monetary measures; it needed substantial cuts
in government spending, which was primarily responsible for

runaway inflation.

3.4.2 Fiscal policy

At the turn  of the century the state's influence on the

Iranian economy  was  extremely weak, its annual budget

accounting for about 2 percent of GNP (Bharier 1971: 7). The

state  played  virtually  no role in the process  of  capital

formation and its consumption expenditure had little, if any,
rationale. Most  of the annual budget consisted of transfer

payments in the form  of payments to the royal family,
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pensions to nobles, mullahs etc., and of course, the army. In

1884/85, out of a total government expenditure of  4,750,000

tumans, the army took 1,900,000 or 40 percent; the court

absorbed 900,000 or about 19 percent; pensions to nobles,

mullahs, etc. 750,000, or about 16 percent; the Foreign

Office had 16 percent, and the remainder was absorbed  by

other ministries and departments (Issawi 1971: 337).
State revenues in the nineteenth century, according to

Lord Curzon, derived from two sources: 'the Maliat, or fixed

revenue, and the Sursat or irregular revenue' (quoted in

Ibid: 336). The regular or fixed revenue derived from  four

sources: (1) regular taxation, consisting mainly of land

taxes, poll-taxes, and taxes on profits of craftsmen and

traders; (2) revenues of Crown lands; (3) custom duties; (4)

rent and leases. Irregular receipts derived from (1) public

requisitions; (2) presents; and (3) fines, bribes,

confiscations, etc. (Ibid: 336). The main source of state

revenue, however, was the land tax, paid in cash or in kind.

Tax collection was farmed out to the  highest bidders in

return for an initial bribe and a guaranteed minimum revenue.
The monarch farmed out taxes to individuals, who took their

percentage  and whatever additional amount they could  extort

from the tax payers (Millspaugh 1946: 12-13). Moreover, in

the last decades of the nineteenth century when the state  -

due to the growing lavishness of the court, expenses entailed

by repeated royal visits to Europe, and a small increase in

the army's expenditure - began to run budget deficits, other

forms of raising revenue such as sales of trade  concessions
to foreigners, direct foreign loans and sales of public

offices,  were increasingly used. However, this did not bring
any  easing  of taxes on the agricultural sector (Katouzian

1981: 32).
In 1900 state revenue totalled approximately 67 million

kran (£ 1.3 million), of which 25 percent was contributed by
customs duties, 8 percent by state monopolies, and most of

the remaining 67 percent by general taxes (Bharier 1971: 8).

At that time, however, Iran's public finance was not
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centralized, i.e. the government did not handle all financial

receipts and disbursements. Each province had its own budget,
the Kitab-cheh, prepared by financial officials  known  as
Mustawfi. The amounts needed for local expenditure  were
deducted from revenues, and the balance transferred to

central government (Issawi 1971: 337).

No  serious attempts were made to reform Iran's  public
finances before the 1906 Constitutional Revolution. Although
this made no fundamental alteration to the social or economic

structure of the country, it transferred political power from

the monarch to the Majlis, or Parliament (see Chapter 1). The
First Majlis introduced some financial reforms: it

centralized the budget, eliminated or reduced sharply
pensions  paid to nobles, princes and mullahs, and removed

some of the abuses in the collection of taxes (Ibid: 338). By
1910 however, despite constructive steps taken by the Second

Majlis to reform public finances, the country had fallen into
a state of stagnation and disorder, and chronic current
deficits added to the debt burden. To  reorganize  the
financial chaos, the Second Majlis, through the state, asked

for an American financial mission. The United States chose

Morgan Shuster for the job. In early 1911 Shuster arrived in
Iran with his mission, to be appointed Treasurer-General  by
the Second Majlis and given substantial power in the

financial field. Shuster did his job of reviewing  and
reorganizing the Iranian antiquated and fragmented financial

procedures  with honesty, persistence and courage. But his

efforts  were constantly blocked not only by the Russians and

British, who were strangling Iran, but also by the powerful
anti-reform Persians (see Shuster 1912). Upon his arrival,
Shuster found a current deficit  of  60 million krans,

accounting for about  40 percent of the annual budget;

furthermore, of the annual budget expenditures 50 percent was
destined for the army, 20 percent for pensions, 10 percent
for the royal family,   10 percent for government
administration, and the remaining 10 percent for foreign
affairs (Bharier 1971: 62-3).
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To remedy the situation, Shuster tried to impose
stringent economy measures on the ministries and recommended

a  plan  for the gradual redemption of pensions. To collect

taxes throughout  the country he required  a special force

under his own orders. To organize this force he asked the

British to lend an army officer for his force. This was done,
but the Russians, who had opposed Shuster's actions and

programmes from the beginning, refused to permit him to send

his officer to the north which was under their sphere of

influence (Millspaugh 1946: 18). And when Shuster's men

confiscated the property of a prince whom the government  had
declared  a traitor but who claimed Russian citizenship, the

Russians demanded Shuster's dismissal (Abrahamian 1982: 108-

9). They backed their demand with a 48-hour ultimatum and

marched troops towards Tehran. The Iranian government was too
weak and divided to resist; Shuster was reluctantly dismissed

about nine  months after his arrival and his proposals  were

shelved. Thus ended the first serious attempt by the State to

place its finances on a sound basis with the help of  foreign

advisers (Millspaugh 1946: 19).

In the 1910s the economy remained in financial straits,

and economic stagnation and decay continued. In fact, in the

post-World War I years the financial situation was SO bad

that sale  of the Crown Jewels was even contemplated (Bank

Melli Iran 1958: 47). After the 1921 coup d'etat the state,

which  knew  that financial reform was a prior  condition  to

internal development, asked the United States for another

financial mission. In 1922 a second mission headed by Dr

Arthur C. Millspaugh  arrived in Iran. Dr  Millspaugh  was

appointed Treasurer-General and  given  extended power to

reorganize and centralize Iran's public finances.

Millspaugh  and  his mission stayed in Iran for about

five years. Despite considerable opposition from  landlords
and ministers, and finally from Reza Shah himself, the

mission  had  some success in reorganizing and  reintegrating
Iran's financial structure, and in centralizing revenues and

expenditures. In 1927 Reza Shah, who saw Millspaugh as an
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arrogant foreigner trying to tell him how to run his country,

dismissed  him with the pronouncement that 'there  cannot  be
two Shahs in this country, and I am  going  to be the

Shah'(Millspaugh 1946: 26 n7). The results of the financial

reforms of the mid-1920s were soon evident:  by 1930 the

budget was approximately balanced and remained so until 1938,

despite  a  fivefold increase in state expenditure (Bharier

1971: 69). This rapid  rise in state spending was  due  to

implementation  of a number of investment projects  including
construction of the Trans-Iranian Railway and the

establishment of several industrial plants.

During the 193Os, the main sources of state revenue

were Oil, custom revenues, other indirect taxes such as

excise duty on sugar, tea, kerosene, spirits, tobacco, etc.,

and direct taxes. The taxation system was highly regressive,

bearing heavily on the poor. Landlords were exempted from

direct taxation. From 1939 to 1947, even though state

development activities were curtailed, the budget showed huge

deficits in all years except 1945. In 1943, for example, the

deficit amounted to over $40 million while total debts,

mainly to Bank Melli Iran, exceeded $100 million (Millspaugh
1946: 57). In 1942, in yet another attempt to put its

finances in order, the government recalled Dr Millspaugh for

a  second spell as Director-General of finances. Millspaugh

arrived  in Tehran in January 1943 and was given  substantial

powers, particularly relating to reorganizing the financial

administration; preparation of the state budget; appointment
and dismissal of personnel in 'establishments  directed  by

government capital'; and  direction  of the  entire  public

finances of the country (Ibid: 51). Moreover, since inflation

by then created the most urgent economic problem, he was also

given wide power
to control the procurement, importation, exportation,

transportation, stocking, and distribution of raw

materials and finished goods (other than food

commodities), and to control rents (in agreement with

the Minister of Justice), wages and other charges for
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services. (Ibid: 97)

In the execution of these powers, the law authorized him to

take any action that would be

useful and  necessary for the lowering of prices  and

stabilization of prices  of  goods  and their fair

distribution. (Ibid: 97)
To  check  the inflationary spiral the  mission tried, with

limited success, to control the procurement and distribution

of staple commodities - grain, bread, sugar, tea and cotton

piecegoods - at fixed prices. Its attempts to control rents

as well as wages, however, proved completely ineffective.

From the financial viewpoint, although the mission made some

progress in reorganizing Iran's fiscal procedures, it failed

to  procure any practical solution to the country's financial

problems, partly because of the difficult circumstances under

which it had to work, partly because of the  opposition  it
faced from internal groups, and  partly  because of the

deficiencies of the mission itself. Millspaugh had a number

of clashes with ministers and deputies, which eventually led
to his dismissal. He left the country in February 1945.

After the Second World War, with the rapid extension of

government into SO many activities, the level of its

expenditures increased rapidly. In 1949, when Iran's  first

development  plan  came into operation and  government  funds

began to be allocated in large amounts for development

purposes, the public sector's share in GNP reached about  15

percent. During the period 1949-69 government current

expenditure (i.e. excluding allocations for  development

projects) showed a twelvefold increase (Bharier 1971: 67).

In the 197Os, with the rapid rise in oil revenues

accruing to the state, involvement of the public sector in

the economy increased drastically. In 1970, for example, the

ratio  of government spending to GNP was 30.3 percent; this

increased to 40.1 percent in 1974 and further to over 45

percent in 1977 (see Table 3.12). At the same time  the

relative importance of fiscal policies in fighting  inflation

also grew. It is wellknown that government spending  and
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taxation are two  principal fiscal instruments which can

influence inflationary pressure, but neither of these

instruments  was utilized in Iran to control inflation during

the 1970s. As inflationary trends became evident  early  in

that decade officials of the Bank Markazi and of the Plan and

Budget Organization  reminded government that, in order to

curb inflation, it had to curb its  own expenditure. Such

pleas fell on deaf ears, however. Year after year, from 1970

to 1977, the government boasted of a 'record' budget  while

also claiming to fight inflation. Total government

expenditure, less than 360 billion rials in 1972 rose to more

than 1254 billion in 1974 and to 2422.8 billion in 1977 (see
Table 3.12). In other words, between 1972 and 1977 government

spending rose by more than 6.7 times.

Hardly surprisingly, such  extraordinary rises in

government  spending  created imbalances in the  economy  and

gave rise to serious inflation (see section 3.2). In the

1970s  the  government did not attempt voluntarily to  reduce

its expenditure  but  was forced to do so in 1975 partly

because oil revenues, the main source of government incomes,

began to stagnate. Although oil prices increased by about one

dollar per barrel during 1975 world demand was on the

decrease  mainly  because of recession in the industrial

nations; Iranian petroleum exports consequently fell by over

10  percent  during the year (Jakubiak &  Dajani 1976: 14).

Government was thus forced to slow the growth rate of its

budget  outlays  and for 1975/76 spending rose by 'only'  25

percent, considerably less than the extraordinary increase in

the  previous year. The absolute increase in government

expenditure still amounted to 315 billion rials, almost $4.5

billion (see section 3.2.1). The policy of fiscal restraint

which was imposed  upon  government  by  the  reduction  in
international demand for Oil was quickly abandoned: in

1976/77 and 1977/78 government expenditure again increased by
an  annual average of about 22 percent. And as oil revenues

did  not  rise correspondingly, government budgets showed

deficits of 37.6 and 388.5 billion rials for FY 1976/77 and
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1977/78 respectively (see Table 3.14). In the 197Os, not only
did government fail to bring its ever-increasing  spending

under control,  it also failed to utilize taxation as  a

measure for curbing runaway inflation. The heavy reliance on

Oil as an easily accessible source of revenue was the most

important reason why taxation was neglected in this way.

The  structure of government revenues during  1965  and

1977 is given in Table 3.30, from which it can be seen that

total revenues increased sharply from 91.3 billion rials in

1965 to more than 302 billion in 1 972, an increase of more

than 3.3 times. A still more dramatic increase to 2034.3

billion rials occurred between 1972 and 1977,  i.e.  by  more

than 6.7 times (see Table 3.30).

During  the  second half of the 1960s, as Table 3.30

indicates, Oil and non-oil revenues increased more or less

evenly, the  share  of each representing around one-half  of

total revenue each year. In the first half of the 197Os,

however, oil revenues rose extremely fast as petroleum prices

were quadrupled. Thus, whereas in 1970 oil revenues were 85.5

billion rials, just marginally less than 86.8 billion of non-
oil revenues, in 1974 they amounted to 1205.2 billion rials,
or more than 86 percent of total government revenue.

Predictably enough, this heavy dependency on oil hindered any

smooth  and  gradual development of a tax base that would  be

sufficiently  broad  to  be interwoven  with  other  economic
activities.

Apart from oil, the bulk of government receipts in this

period came from (a) indirect taxes (customs duties, fuel

taxes, excise taxes on tobacco, spirits and beverages); (b)

direct taxes; and (c) state monopolies. Indirect taxation has

long been the main single tax category, accounting for about

67 percent of total tax revenue in 1967, 62.8 percent in 1970

and about 48 percent in 1977 (Table 3.31). Customs duties and
related fees  on  imports were the most important indirect

taxes  and by far the largest source of non-oil income  until

1975, when they were overtaken by corporation tax.
The  declining importance of indirect taxes after 1973
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was partly due to the reduction of customs duties and related
fees on  imports  in an attempt by the state to encourage
imports  and  to increase the domestic supply of goods  as  a

counter-inflationary measure; and  also partly due to the

dramatic increase in taxes paid by state-owned companies.
Like most developing countries Iran traditionally

relied on indirect taxes for most of its non-oil revenue;

therefore, UP to 1974 the share of direct taxes in total

government revenue was insignificant. In the 197Os, however,
the volume of direct taxes steadily grew and in 1975 amounted

to about 152 billion rials; it was in that year that direct

taxes for the first time became more important than  indirect
taxes (Table 3.32). This was due principally to a  drastic

rise in direct taxes paid by  government-owned  enterprises,

from less than 29 billion rials in 1974/75 to more than 93

billion in 1975/76, i.e. an increase of more than 3.2 times

within a year (see Table 3.32). Corporate direct taxes were

more important than individual income tax, while taxes on

property  were  almost insignificant. Wealth was taxed on

inheritance, the  burden  depending partly on the number  of

heirs; but the tax system did not prevent the passing-on  of

large estates through various evasive tactics.

Although tax revenues increased steadily between 1967

and 1977 the growth was not sufficiently rapid to counteract

inflationary pressure. The tax base was narrow, focused on

consumers in general and on the urban white-collar salariat

and  blue-collar  workers in particular. Import duties  and

excise taxes were easily collected and historically formed

the basic source of non-oil revenues (Nyrop 1978: 270). The

low level of direct taxation also contributed to the steady

widening  of the gap between income and wealth of the  richer

and poorer classes in the country. Finally, the whole system
contributed to the 'lopsided' growth of the economy. The

numerous tax incentives granted to industrialists and

businessmen encouraged the expansion of the industrial sector

at the expense of agricultural activities.
In short, in the 1970s the government did not  attempt
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to manipulate its spending and taxation in a counter-

inflationary way in order to absorb demand pressure.  The

failure to raise tax rates when current and investment

expenditures  as well as military spending were  accelerating

sharply was a fiscal policy error of serious proportions. The
direct  and  indirect expansionary impact of state spending

inevitably brought a substantial rise in the level of

aggregate demand relative to aggregate supply, and caused

prices to soar.

3.4.3 Price controls

Between 1973 and 1977, when  inflation  reached  alarming

proportions, the main element of government anti-inflationary

policy  was  a  draconian price control system. Instead of

accepting the simple fact that its own overspending  together

with  the country's structural imbalances were the main cause

of inflation, the regime tried to brand industrialists  and

businessmen as the chief culprits. There is no question that

during the 197Os, and particularly after the 1973 oil  boom,

excessive  profits  were made and that some greedy  producers
and importers took advantage of the situation, but that

profiteering in itself reflected the inability of the economy
to  produce  or import sufficient to  meet  demand.  However,

starting in  July 1975 the Shah, who liked to see economic

problems in military terms, declared 'war' on high prices and
called on the government and public to join in a  nation-wide

'campaign'  against profiteers. He also announced 'price-

stabilization  and  a campaign against profiteering' as the

fourteenth  principle  of his 'White  Revolution'.  The  main

objective  of the price 'war' and anti-profiteering  campaign
was  to  bring  the runaway inflation  rate  under  immediate

control and to roll back the prices of some 16,000 items to

January 1974 levels (Graham 1979: 94). A similar campaign

against inflation had been waged 18 months earlier  but  had

failed to check rising prices at wholesale and retail levels.

To guarantee the victory of the new campaign, the Shah warned
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that if it did not produce satisfactory results at the end of

a one-month period, cases involving profiteering and hoarding
would be turned over to  the  military courts (Kayhan

International, 15 July 1975: 1).

Following  that order, the government formed a  high-

powered committee to consider measures with which to fight
profiteering, with the Minister of Economics and Finance,

Hushang Ansari, as its chairman. This price watchdog

committee included representatives of government, the private
sector, guilds and consumers. It was supervised by  the
Ministry of Justice  and was given the powers of judicial

inspectors. The  committee  then imposed  a  vigorous  price

control system.

To  implement  the new price control programme, which

encompassed  the entire production and  distribution  system,
the Price  Control Centre (previously estabished to  monitor

import  prices and those of certain major domestic  products)
was given greatly expanded powers and responsibilities: to

investigate the production costs of numerous products and to

use that information to establish official prices for

commodities and services. The Price Control Centre first drew

up a list of 640 consumer items that were considered

essential, and then fixed their wholesale and retail prices.
Under the  price control programme, the  prices  Of

locally-produced goods were to be determined on the basis  of

production  costs plus a 'fair' profit margin of a maximum 20

percent on capital and reserves; the prices of imported goods
were determined on the basis of their CIF Cost, customs
duties and related charges plus an average profit of  around
15 percent (Looney 1982: 212-13). Furthermore, manufacturers

and importers were required to submit 'justification' reports
to the Price Control Centre on the need to raise their

prices. Such reports usually contained information on various
Cost factors, proving that existing prices  would  confront

manufacturers  or  importers  with a loss they could not
sustain.

Meanwhile, thousands of members of Iran's single
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political party, the Rastakhiz (Resurgence), were organized
into vigilante gangs  called  'inspectorate  teams'   and

despatched into the bazaars to seek out and report deviations

from  officially-set prices. Those found guilty of charging
more than the official prices received sentences ranging from

suspension of their business to fines, imprisonment, exile,

or a combination of these.

At first the government aimed at big businessmen; with

much fanfare two of Iran's more successful entrepreneurs were

arrested: Habib Elqanian, who had built a plastics business

with extensive retail outlets; and Mohammad Vahabzadeh, who

was mainly concerned with cars, being the sole agent for BMW,

and  was  accused  of selling BMWs for 1.08 million rials

instead of 800,000 rials (Graham 1979: 96). Discovering that

the arrest of successful entrepreneurs did not end inflation,
the government then took aim at shopkeepers and small

businessmen. The so-called Guild Courts, set up hastily by
the SAVAK, the secret police, charged some 250,000 fines,

deported 23,000 traders to remote points of the country,

handed  out to some 8000 shopkeepers prison sentences ranging
from two months to three years, and brought charges  against

another 180,000 small businessmen (Abrahamian 1982: 498). By

early 1976 every bazaar family had, in one way or  another,
suffered from  the Shah's  anti-profiteering campaign. One

shopkeeper told  an American correspondent that 'the  bazaar

was  being used as a smokescreen to hide the vast  corruption

rampant in government and in the bosom of the royal

family'(quoted in Ibid: 498). The anti-profiteering campaign

bitterly angered the business community, particularly  the
bazaar people who bore the brunt of the attack, and was an

important  element in reinforcing the Ulamar-bazaar  alliance
against the Shah's regime during the 1977/79 revolution  (see

Chapter 1).
The 'price war' and the anti-profiteering campaign were

short-lived successes: prices went down for six months and

the  inflation rate declined from 15.5 percent in 1974 to 9.9

percent in 1975 (see Table 3.1). But the repressed
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inflationary pressure that still existed in the economy
caused inflation to accelerate again from 9.9 percent in 1975

to 16.5 percent in 1976 and further to 25.1 percent in  1977.

Price  controls also proved a costly failure. Shortly after

their imposition the supply of vital commodities was severely

curtailed and at times blocked completely; a black market was

quick to  develop  where prices charged for foodstuffs and

other essentials were up to five times the official rate, as

in the case of cement (Graham 1979: 107). Moreover, to

maintain its  price control policy, the government found

itself involved in price fixing for an increasing number  of
consumer goods, including  even such unlikely  articles  as

wedding dresses; but since the Price Control Centre lacked

sufficient trained and experienced staff, it took quite  a

long time to set the prices of many products and to attend to
manufacturers' price adjustment requests. Manufacturers

reacted  by withholding supplies from the market, thus

exacerbating shortages  and pushing black market prices for

essential goods even higher.
Government efforts to control rents in large cities

such as Tehran were also ineffective and even counter-

productive. People in big cities had to pay up to 70 percent
of their incomes on rent. In Tehran, for example, rents rose
15-fold between 1960 and 1975; by 200 percent in 1974/75 and

by another 100 percent in 1975/76 (Halliday 1979b: 164). The

rent increases reflected a critical housing shortage in  the

big cities. The working population and poor urban classes, as
could be expected, were hit hardest by the housing problem.
In Tehran, shortages of accommodation for ordinary  working

people and lower income families were so acute that they
started to build small huts for themselves outside the

official city boundaries where no water, transport or other

public utilities were provided. This brought awful

confrontations sometimes bloody, between Tehran's municipal

authorities, backed by uniformed police and the gendarmerie,
who wanted to demolish the huts, and the residents of these

communities (Katouzian 1981: 335). The  problem  was  not
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confined to Tehran: all over the country cities were growing

at drastic rates. Also, the fast growth of the upper and

middle income groups, coupled with the influx of over 60,000

well-paid foreign personnel, sharply increased the number
s of

tenants and would-be tenants. The supply of housing could not

keep pace with demand, partly due to structural and

institutional factors and partly to the shortages of building

materials. The  result was a sharp increase in house  rents,

and hence in the cost of living.

To  alleviate the housing situation, government froze

rents and tightened-up the rules of rent control and  tenancy

rights, but these efforts were doomed to failure because the

pressure  of  demand was too strong. Rent control in itself

discouraged  any  expansion  in the supply  of  badly  ne
eded

houses, and also created a greater shortage of vacant

accommodation because owners who had not yet let their  hom
es

refused to put them on the market.

The  state retaliated by threatening to send undercover

agents to discover vacant property, force the owners to

let it, and penalise them for not  having done SO

already. This, of course, was impossible to do in

practice. But the threat was taken seriously, so people

with  an empty flat began to 'furnish' them with pieces

of decrepit furniture, keep a light or two burning all

the day round, and send a member of the family to spend

a night or two in the vacant property every week!(Ibid:

335)

Hence, government rent control not only failed to ease  the

housing problem, but actually aggravated the situation.

Simultaneously with the anti-profiteering campaign, the

Shah unveiled his 'share participation programme' under w
hich

large firms should sell 49 percent of their shareholdings to

their  employees and the public (Savory 1978: 122-23). The

main objectives of the programme were twofold: (a) to appease

industrial  workers  who were becoming angry because of  high

inflation and expensive housing; and (b) to discourage labour

mobility  by  providing workers with an incentive  to  
remain
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where they were already employed. At that time 320 companies

were selected to begin the scheme.
The scheme aroused a great distrust among

industrialists, however. They were afraid that (a) the plan
would dilute their control or let outsiders participate in

their affairs; and (b) that the price put on their shares
would not reflect their real value. Foreign  companies
concerned (less than 20) seemed to feel that their rates of

return would be affected, as well as  their  ability  to

maintain control of management (Looney 1982: 216). While most
of these  fears  proved groundless - by  mid-1977 only 151

companies  had distributed 20 of the total 49 percent, with

companies being permitted to complete the sale of their
shares in  three  phases (Ibid: 216) - the confidence and

expectations of  the private sector  were damaged, with  a
negative effect on investment. As a result real private

investment in machinery declined from 63.4 percent in 1975 to
-1.7 percent in 1976 and -17.9 percent in 1977 (Ibid:

217). The scheme also caused the flight abroad of up to  $2

billion  of Iranian capital (about 10 percent of oil revenues

in 1975), which was facilitated by the relaxation of exchange
controls in 1974 (Halliday 1979b: 155).

In short, both the anti-profiteering campaign and  the

share  participation  scheme proved disruptive  and  counter-
productive. Official price indices did fall for six  months

after  the  anti-profiteering  was introduced  in 1975, but

increasingly   it became ineffective, inefficient and

inequitable. Bureaucracies proliferated for the  enforcement
of price controls; courts and tribunals became jammed  with

litigation; supplies of essential goods such as eggs, meat,
chickens, sugar etc., whose prices  had been frozen too

rigidly simply dried up, and a black market began to develop.
The wrath of bazaar shopkeepers and small businessmen was

also aroused. In desperation, government had to terminate the
price controls; and once that lid was removed, much of what

government had thought to gain from introducing a  price
control policy was lost as companies hastened to raise their
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prices.

Similarly, while the share participation scheme was not
anti-business nor anti-capitalist, it had a damaging effect
on the confidence and expectations of the private sector  and

led, on the one hand, to a drastic reduction of investment

and hence of production capabilities and, on the other hand,

to the flight of huge amounts of capital abroad. Finally, the
Iranian  experience  demonstrates quite clearly  that  it  is

extremely difficult to repress rampant inflation  within  a

short  period  of time, even if a country has a strong

dictatorial regime.
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APPENDICES

Appendix 3.1 The History of Price Inflation in Iran

During the nineteenth century, particularly in the second

half, the general course of prices in the country was rapidly
upward and the domestic and external values of Iranian
currency, the silver Kran, were much lower in 1900 than one
hundred years earlier. It has been estimated that between
1850 and 1900 prices rose by nearly 600 percent (Abrahamian
1982: 56) and that by the end of the century  the  external
value of the Kran had fallen to less than one-fifth of what
it had been in 1800 (Issawi 1971: 339).

Price  rises in this period were caused by a number  of
monetary and non-monetary or structural factors. Government's
successive debasement of the Kran, the drastic fall in the
international  market  price of silver (see Avery &  Simmons
1980), and consequently the decline in the external value of
Iranian currency, were among the most important  monetary
factors. A chronic balance of trade deficit and perennial
food shortages were the main non-monetary or structural
factors responsible for heavy increases (Katouzian 1981: 33-

37).  By  the turn of the century, the general price level
appears to have stabilized, and remained so for the next
three decades. An  unofficial index of wholesale  commodity
prices for 1913-33  shows remarkable stability (cited in
Bharier 1971: 46). Notwithstanding the long period of decline
which the country went through in the first three decades of
the 20th  century,  major fluctuations in the general  price
level did not occur.

In the second half of the 193Os, inflationary pressures
reappeared  and the cost of living index rose from a base  of
100 in 1936 to 132.5 in 1938 (Bank Melli Iran 1958: 163) and
to 161.9 in 1940 (Ibid: 164-65). This was caused largely by
sharp increases in government's current and investment
expenditures which, in view of the supply bottlenecks in the
economy, resulted in excess demand. Indeed,  government
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spending  rose by more than 7.5 times from 421 million  rials
in 1932 (Ibid: 146) to 3210 million rials in 1940 (Ibid:

165). Inflation  was also caused by credit expansion, high

indirect taxes, two bad harvests and, more importantly,  by
the  government's resort to deficit financing which led to  a

steep rise in the volume of notes in circulation from 194.9

million rials in 1933 to 1114 million in 1940 (Ibid,

appendix: 28).
The  inflationary  pressures of the late  1930s  became

almost hyperinflation during the Second World War, especially
after the  occupation of Iran by the Allied forces in  1941,

when many prices doubled annually. The cost of living jumped

from an index of 100 in 1936 to 250.8 in 1941, to 314 in

1942, to 778.3 in 1943 and to an all-time high of 1085 in

1944 (Ibid: 187). In other words, between 1941 and 1944

prices more than quadrupled.

The  steep  rise  in prices in the early  1940s  was  a

classic  example of demand inflation resulting from  war  and

the occupation of the country, which simultaneously decreased
the  supply of goods and immensely stimulated the demand  for

them. Military  demands on shipping restricted imports to  a

minimum, while the occupation disrupted production activities

and  sharply  reduced agricultural and industrial produce

within the country, leading to severe shortages and to famine
in the towns. Moreover, those commodities that could be

produced could not easily be distributed: most of the

country's transportation facilities were in constant use  by

the Allied forces, which put a high premium on freight  car

and transport. Hence, the war and occupation together with

disorder and internal instability, caused severe supply

shortages in the first half of the 1940s.
On the other hand, aggregate demand increased briskly

due to  the  sharp rise in purchasing power  caused  by  the

unprecedented  expansion  of money supply from  1350  million
rials in 1941 to 6800.7 in 1944 (Ibid: 192). This had been

embarked upon in view of the Allies' local currency

requirements to  enable them to meet their expenses in  the
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country. The government's large budget deficit and borrowing
from the National Bank also substantially increased

purchasing power. The gap between aggregate supply and demand
was thus further widened, not only causing a rapid jump  in
the cost of living index, but also encouraging hoarding  and
real-estate speculation.

In  an attempt to alleviate the situation, a system of

rationing  was introduced and the hoarding of consumer  goods

was seriously penalized. A tough system of price controls was
also initiated (Millspaugh 1946: 96-108), but none of these

measures  could effectively narrow the inflationary  gap  and
prices spiralled alarmingly.

In the post-war years, the evacuation of the Allies and

the  restoration  of political stability, the sharp rise in

imports following the reopening of trade possibilities, and

the  reduction in budget deficits thanks mainly to rising oil

revenues, caused prices to drop appreciably in 1945 and 1946.
They then  fluctuated  without any clear  trend until 1951

(Issawi 1971: 380). The oil crisis of the early 195Os, which

brought the virtual cessation of oil production and  exports,
then caused another burst of inflation (see Chapter 1) during

which  the cost of living escalated rapidly from an index  of
831 in 1951 to 1070 in 1954 (Bank Melli Iran 1958: 227).

The second half of the 195Os, particularly between 1957

and 1960, was a period of high growth, excessively  rising
prices and falling  exchange reserves, for the following
reasons: (a) the  resumption of oil production  and  export

following the 1954 Agreement, together with the acceleration
of  American economic and military aid (see Chapter 1); (b)

the sharp  rise  in government expenditures, financed  by
rapidly  expanding  oil revenues, as well as heavy foreign
borrowing; (c) the revaluation of the rial in terms of gold
in 1957, which created 7.1 billion rials of high-powered
money  owing  to  the  counterpart  which  was  directly  and

additionally lent  to the private sector for investment in

agriculture  and industry over the three-year period 1956-58;
(d) the unprecedented expansion in private credit; and (e)
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the rapid increase in imports. The combination of these
factors produced a major economic boom in 1957-60 and,

compounded  by a bad harvest in 1959-60, forced the cost of

living index, which had been relatively stable in 1954-57, to
climb  by over 35 percent (Abrahamian 1982: 421-22). As the
current account  deficit grew larger and foreign exchange
reserves  dwindled  to  a  minimum (by the end of 1960 the

country  had only enough foreign exchange to finance  several
weeks' essential imports; Looney 1982: 16), the government
was obliged  to seek emergency aid from the International

Monetary Fund. The  IMF  imposed on the country  a  drastic
'Economic Stablization Program' which led the  economy  into
three years of deep recession (BMI 1963: 23-33).

During  the 196Os, Iran's considerable economic growth
of some 9.2 percent per annum in constant 1972 prices (Vakil

1978:  3)  was  achieved with relative price stability. The
official cost of living index increased by about 18  percent
over the decade, an average annual rise of about 1.7 percent.
Official price indices undoubtedly understated real price
rises after 1960, partly because they did  not  take  into
account  the  changing composition of 'an average  basket  of

goods' in a period of rapid economic growth, partly because

many of the goods included in indices were subsidized by  the
state (Bharier 1971: 49), and partly because the indices used

official  prices whereas many commodities were available only
at substantially higher prices. Nevertheless, non-

inflationary  growth was an important feature of the Iranian

economy in  the 1960s. This comparatively long  period  of
relative  price stability was due to (a) the excess capacity
and  unutilized resources left by the 1960-63 recession; (b)
the  substantial rise in imports of consumer  goods  financed

mainly  by  the  country's growing  oil revenues; (C) good
agricultural crops between 1965 and 1968; (d) new industrial
facilities  and  increased output while  many  long-gestation
Second Plan projects were beginning to pay dividends; and (e)
tight  price controls over many necessities and the  adoption

of  an  appropriate  monetary  policy  by  the  Central  Bank
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(Amuzegar & Fekrat 1971: 265). In the 197Os, however, prices
accelerated upwards. The cost of living index increased  by
about 13 percent a year between 1971 and 1977, the sharpest

increases being in 1974, 1976 and 1977, i.e. 15.5, 16.5 and
25.1 percent respectively (see Table 3.1).

Appendix 3.2 Rural-Urban Migration

Iran's development strategy after the early 1960s was heavily

biased  against agriculture. Together with the government's
inappropriate agricultural policies, this aggravated the

stagnation of rural areas (see Appendix 3.4) which, in turn,

intensified  migration to the cities. The migration  process
had started  in  the early 195Os, but accelerated in the

following  two decades when the urban population grew  thrice
as quickly as that in rural areas. Consequently, the

proportion  of urban dwellers increased from 33.7 percent in

1960 to about 48 percent in 1977 (see Table 3.2). It has been

estimated that the yearly movement of rural labourers to  the
cities in  the post-1973 era represented about 8 percent  of

the total rural population (Weinbaum 1977: 435). The widening

economic gap between rural and urban dwellers stimulated much
of this drift: the urban-rural differential in average  per

capita income had grown to a 5:1 ratio during the  mid-1970s

(Ibid: 435). This was not the only important  differential.

Another  was  the grotesque gap between large cities and  the

countryside in  the  provision of all  kinds  of  government

services - health, education, clean water, electricity, etc.
The  concentration of employment opportunities in  city-based

industries  and services was another factor  responsible  for
the massive exodus from rural to urban areas. Finally, the

exclusion  of  a large number of landless peasants  from  the
land redistribution programme of the 1960s hastened their

movement  to Tehran and other big cities since they chose  to
become urban workers rather than rural workers. The massive

migration to the cities was thus the rural poor voting  with
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their feet. Indeed, it was their protest against the uneven

development of the country. It was also a symptom of rural

poverty and urban over-privilege. The unprecedented rural-

urban migration was thus caused by the combined effects of

the 'push' factor of rural stagnation and the 'pull' factor

of the urban oil boom.

The massive exodus from the  countryside in itself

damaged  the rural areas even further. They lost their

youngest and best, their most intelligent, adaptable  and

vigorous  elements to the rapidly expanding cities, that is,

precisely the people who could best have helped the villages.

This  seriously affected agricultural production because the

shortage of field-hands forced-up their wages, thus raising

the Costs of cultivation. A second way in which  migration

negatively  affected agriculture was the absolute decline  in

cultivated areas. This happened in two ways:
In certain remote areas peasants whose sons had

migrated  were compelled to farm much less land, or in

some cases they actually abandoned farming  altogether.

In  villages near cities, peasants wishing to  migrate
sold land to urban speculators who then enclosed it for

industrial or residential development. In addition

peasants sold considerable land to absentee owners who

then converted it from the production of essential food

grains to more profitable non-food crops or  pastures.

(Hooglund 198lb: 19)
The withdrawal of these lands from cultivation also

contributed  to the inelastic supply·of agricultural output,

hence  aggravating inflationary pressures, especially in the

1970s. Finally, the migration to the cities of farm labourers

raised their purchasing power, because (a) per capita income

was  much higher in urban areas; (b) the average urban  wage

was also higher; and (c) the average urban wage paid to  the

lowest  category  of labour in the towns was higher than  its
counterpart  in the countryside because of the minimum  urban

wage fixed  by the government. This in turn  brought  a

significant increase in aggregate demand for wage-goods, i.e.
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food, clothing and other consumer goods. With stagnant

agriculture and an inflexible industry, the increasing demand

for  wage-goods  caused severe shortages  and  pushed  prices
sharply upwards.

Appendix 3.3 Agricultural Production

Iranian agriculture is divided into two main sectors: arable

farming and animal husbandry. Arable farming is dominated by

the production of wheat, barley and rice. Wheat is the single

most important crop, accounting for about 60 percent of sown
land; together with barley it accounts for 75 percent of the
land under cultivation (Katouzian 1978: 362). The rest of

arable land is used for cash crops such as cotton, tobacco,

sugar cane, fruits, vegetables, opium, etc.
Since the early 1960s the performance of arable farming

has been very poor. Although official statistics claimed

increases of about 4 percent in agricultural production
(Table 3.33) there is no doubt that these figures  were

heavily inflated and masked the reality that, between 1963

and 1977, farm production rose more slowly than population.

Agricultural output, according to observers, increased at

most by 2-2.5 percent in this period (Keddie 198lb: 167), and

most of this growth

was  accounted for by the increased output by beet  and
cane sugar, cotton, fruit and oil seeds. Iran's two
most important crops, wheat and rice, increased

marginally. The total output by food grains rose only

12 percent for the decade 1966-76. (Hooglund 198lb: 18)
In contrast, population growth was about 2.8 percent per
annum. This meant that, throughout the period, growth in per

capita agricultural output was negative.
The performance of the livestock sector was even  worse

because little attention was given to livestock products in

the 1960s and 1970s. This sector - which accounted for

approximately 30 percent of the value of agricultural
production between 1960 and 1975 (Table 3.34) - is dominated
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by sheep breeding. Other principal livestock products  are

goats, cattle  and poultry. In 1976 there were about 35.3

million sheep, 14 million goats, 6.7 million head of cattle,

60,000 camels and 13,000 buffaloes. [6] One-half of animal

husbandry products, according to estimates, came from the

nomads who formed 12.5 percent of the non-urban population in
the early 1970s (cited in Brun & Dumont 1978: 18).

Apart from the lack  of any coherent agricultural

policy, two factors accounted for the very poor performance

of the livestock. First,

the forced settlement of the nomadic population which -

putting aside its demoralizing effects - destroyed

their stock, abolished their method of production, and

did not offer them any alternative for livestock

breeding. The contribution of this sector to the total

supply  has been historically large, and its effective

removal left a gap which could not possibly be  closed,
let alone surpassed by settled animal husbandry.

Secondly, the decision to nationalize pastures

drastically reduced the changes of expansion  even

within settled agriculture. The discouraging effect was

due  not so much to the letter of the policy as to  its

application. Nationalization of pastures may have been

a  wise  policy for the maintenance of their long-term

fertility  as well as supervision over the use and

allocation  of  this agricultural resource. What  in

practice  happened  was not nationalization in  that

sense, but expropriation  and exclusion. (Katouzian

1978: 366-67)
On the one hand, the nationalization of pastures deprived the

nomads of some of their grazing grounds; on the other hand,

it  increased  the  cost  of production  to  meat  and  dairy

producers in  settled agriculture, thus  aggravating  the

relative  decline of livestock breeding. As a result of the

growing  gap  between  supply and demand, meat and  poultry

prices  rose continually in the 197Os, despite the state's

generous attempts at stabilization by, on the one hand,
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subsidizing  urban  consumers and, on the other hand,  by

importing  growing amounts of frozen meat, poultry and dairy
products (see Appendix 3.5).

Appendix 3.4 Government Agrarian Policies

The agricultural sector has been Iran's  most  important
productive sector in terms of employment, employing  the

largest share  of the labour force although that share has

declined  steadily from 53.6 percent in 1960 to 35.9 percent
in 1975 (Table 3.35).

The diminishing relative importance of the agricultural

sector, however,   is more pronounced as regards its

contribution to Gross Domestic Product (GDP). The share of

agricultural value added in GDP fell from 29.1 percent in

1960 to less than 9.3 percent in 1975 (see Table 3.3). As

might be expected, this steady decline of the  agricultural

sector has  been accompanied by a very high rate of rural-

urban emigration. This massive migration to the cities had a

negative  effect  on agricultural production and  caused  the

volume of imported foodstuffs to soar rapidly, particularly
in  the 1970s. The country then switched from being  largely

self-sufficient in foods to being overwhelmingly  dependent
upon imported agricultural produce. The government's
inefficient  agricultural policies were the main reasons for

the economic decline of agriculture, for the huge rural-urban

exodus, and for the failure of the agricultural sector to

meet the requirements of the rest of the economy.

1. Land Reform

In 1962 the Shah declared his 'White Revolution', a  key
feature of which was a land reform programme. This was
supposed to abolish semi-feudal relations in rural areas, to

decrease the inequalities of wealth and to increase



223

agricultural output and productivity. Before the 1962 land

reform half the cultivable land of the country had been owned

by  a very few large landlords (Denman 1978: 256). Precise

data on landholdings prior to 1962 are not available, but it
has been estimated that 37 families owned around 38 percent
of the total Iranian villages (Halliday 1979b: 107). Another

20  percent  was owned by medium land-proprietors  who  would
also  have  had cultivators working on  their holdings. Ten

percent of the cultivable land was shared among some 2000
villages that made up the Crownland (Amlak) and the lands  of

the  public domain (Khaleseh). The remaining 20 percent  was

owned  by  private and public religious trusts  or  endowment

organizations  known respectively as Vaqfe Khass, and Vaqfe
'amm (Denman 1978: 256). The landowning classes - consisting
of  members  of the royal family and the court, traditional

landowners, tribal and religious leaders and merchants - were

for the most part absentee owners.
One result of the absentee-landlord dominance of

Iranian  agriculture  was the drainage of almost  the  entire
agricultural surplus to the cities, leaving only the barest
minimum  for agricultural investment and improvement (Keddie

1973: 164). Prior to 1962, although large landlords dominated
Iranian agriculture, actual production took place in  small
units, approximately 83 percent of which were less than  10

hectares (Ghorayshi 1981: 28). Cultivation was done  mainly
under share-cropping  arrangements which covered about  two-
thirds of the cultivable land (Ibid: 28). Although share-

cropping systems varied in different regions of the  country,
they  were  based on the traditional five productive  inputs:

land, water, seeds, animals and labour. The crop would be

divided into five shares, each share going to the supplier of
one of the inputs. Hence, a peasant who provided only labour
might get 20 percent of the crop.

Between landlords  and peasants in Iranian  villages
there was often a stratum that controlled the other three

inputs - seeds, water and animals (usually oxen). Before the
land reform, therefore, the typical village  hierarchy
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consisted of the landowner proprietor, the animal-owning

intermediary (usually  known as the Gaveband, i.e. the

middleman  who  provided oxen and implements to the  peasants

but did not work himself in the field), the peasant with

traditional cultivation rights (Nasaq-holders), and casual

labourers (Knoshneshins) (Halliday 1979b: 107). Land

redistribution was a major goal of the land reform programme.

According to the Land Reform Act of 1962 (later known as the

first stage), landlords were allowed to retain one  village
(Sheshdangs) or an equivalent amount of land scattered among

a number of villages.
Orchards, tea plantations and certain other crops, and

mechanized lands worked by wage-labourers, were exempted from
land distribution; and because of these loopholes landlords

could legally retain up to 500 hectares of the best  quality
and most fertile lands. Furthermore, a land reform proposal
that had been tabled in the Majlis in 1960 but defeated, had

given sufficient warning to the landlords: they had more than
two years in which to transfer the ownership of their

villages to their wives, children and relatives in order to

reduce their legal holdings (Keddie 1973: 165). After the

reform, therefore, absentee landlords were able to retain 22

million acres out of the country's total 42 million acres  of

arable land (Hooglund 198lb: 15-16). Lands privately endowed,
the Vaqfe Khass, were distributed, but  publicly  endowed
lands, the Vaqfe 'Amm, were excluded in the first stage of
the reform. Landlords were compensated by the state over ten

years (later changed to fifteen) on the basis of taxes

previously paid and assessments of income made from those

lands. The  purchasing peasants were to pay this sum plus 10

percent administrative costs in instalments over 15 years.
The first stage of land reform was to redistribute land

among those peasants who had traditional cultivation  rights,

i.e. the Nasaq-holders. Agricultural workers, or the

Khoshneshins, and the Gaveband were excluded. The second

stage, covering  villages that had not been affected by  the

first stage, began in 1964. It had several amendments in
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favour of the landlords and was thus more conservative  in

nature than the first stage. Landowners were allowed to

retain  up to 150 hectares of non-mechanized land, and were

given the following five options as what to  do  with  the

excess: (1) to rent the land to peasants on  thirty-year

leases; (2) to sell the land to peasants at a mutually-agreed

price; (3) to  divide  the land in proportion to  the  past

division of the harvest; (4) by mutual agreement, to set up

joint-stock  companies  with the peasants; (5) to  purchase

outright the peasants' right of cultivation.

The second stage was declared completed in 1967. By the

end of 1971 slightly over 80 percent of the peasants who

received land under the second stage became long-term (30-

year) lessees. Only 3.6 percent were able to purchase land

from their landlords; 5.3 percent formed joint  enterprises;

and  10.4  percent received land by division (Richards  1975:

8). The second stage, as the above figures confirm, was no

more  than  a universal tenancy reform act which  gave  legal

sanction to the previous share-cropping system. The third and

final stage of the land reform,  which began  in 1968, was

designed  to  convert the tenancy arrangements of  stage  two

into ownership. Under the third stage law, all land Still

under  dispute with the second stage options had either to be

divided between the landowners and tenants or sold to the

tenants; the initiative was left with the landlords (Denman

1978: 275).

Taken together, stages one to three seem to have given

land to  about 1,638,000 families (690,000 under stage  one,

210,000 under stage two, and 738,000 under stage three),

which was less than half of the total number  of  rural

families in the country (Halliday 1979b: 112). Although land

reform was carried out under the egalitarian slogan of 'land

to the tiller', it proved an inegalitarian policy in  that

land  was  neither  distributed equitably nor  given  to  all

peasants. Under the terms of the law only the Nasaq-holders

were entitled to buy land.

Landless peasants who had nothing to sell but their
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labour  were thus automatically excluded from the benefits of
the reform. By 1971 about 40 percent of the rural population

without cultivation rights,  i.e. the most deprived groups in
rural areas, had received no land at all (Keddie 1979: 24).

They therefore became a class of landless agricultural

labourers whose members started the vast migration to the big
cities, especially Tehran. Thus, the land reform widened the

gap between classes in the rural areas and failed to decrease

the inequalities.
The  principal  objectives  of the land reform were

political, i.e. to reduce the power of big landowners; to

remove the revolutionary threat from discontented peasantry;

to bring peasants and nomads under direct government control;

and to establish a rural social base for the Pahlavi regime
in order to secure its stability. The reform was also

intended to transform the social structure of the countryside

(see Chapter 1). In retrospect, it seems that the reform

succeeded  in greatly curtailing the political power  of  big
landlords as a class, and in establishing the state as the

most powerful economic and political force in the Iranian

countryside.
The landowners were not eliminated as a class but

incorp,ratpd into the urban bourgeoisie or, if they were able
to retain their land, into the rural bourgeoisie. Those
landowners who were forced to lose their land were

compensated and became integrated into the urban  bourgeoisie

(Halliday 1979b: 122).

Another main result of the reform was the creation of a

new rural bourgeoisie and proletariat in the countryside. The
former included some of the old landowners who had been able

to retain their land, the previously better-off peasantry who
had now also become landowners, shopkeepers and moneylenders.

The new rural proletariat was mostly made UP of the

Khoshneshins and Nasaq-holders who did not acquire land, and

those peasants who had obtained land but lost it again as the

distribution policy was changed (Ibid: 118). Whatever success
the land  reform had in reducing the power of the landlords
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and in expanding state control in the countryside, it was

still an economic failure, failing to enhance  agricultural

output  and productivity. Although official figures  claimed

increases  of about 4 percent in agricultural production (see

Appendix 3.3) there is little doubt that these statistics

were inflated, masking the unpleasant reality that during the

last  two decades farm production rose more slowly  than  the

population. Between 1959 and 1977 the average annual growth

of agricultural output was between 2-2.5 percent (Hooglund

198lb: 18). At  the same time population grew by about  2.8

percent per annum. This meant that throughout the 1960s and

1970s agricultural productivity was at best zero and at worst

negative (Katouzian 1981: 304).

2. Rural Cooperatives, Farm Corporations and Agribusinesses

After the 1962 land reform rural cooperative societies  were

established to replace the Bonehs, or traditional peasant

workteams, which  had  evolved  through  the  centuries  and

constituted  the primary socio-economic organization of  many

Iranian villages (see Hooglund 198la). Their primary function

was  the  cooperative management of agricultural  production.

Under the land reform law all peasants receiving land were

obliged  to join rural cooperatives, which were supposed  to

provide financial and technical assistance to the peasants.

By 1967, 8652 cooperatives had been established, the highest
number of rural societies ever to be recorded (Denman 1978:

283). From the early 197Os, however, policy changed in favour

of drastic mergers and the numbers of rural cooperatives

dropped  by  about 70 percent to 2880 in 1976/77 (BMI 1978:

162). Many of these, however, were cooperatives in name only;

their sole function was to enable the recipient of

redistributed land to conform with the law that made

membership  of a rural cooperative a requisite for  receiving

land. Little was done to  assist  them  to  develop  into

effective production, marketing, consumption  and  credit



228

organizations, and they remained predominantly credit-
granting societies. Under the terms of the Land Reform Law,
landless peasants, who totalled about 40 percent of the rural
population, were  automatically excluded from membership  ofthe rural cooperatives, and hence were not eligible to borrow
from them. Instead, they  had  to  rely upon loans from
traditional moneylenders at exorbitant interest rates.
Moreover, since rural cooperatives  were  grossly  under-
capitalized, they  were  unable to provide large long-termloans to peasants for agricultural improvement and productive
investment. The meagre credit advanced to peasants consisted
of small short-term loans which were often used for immediate
consumption or for the repayment of previous debts.

In short, the rural cooperative movement not only
destroyed  the traditional communal units which  had  served,
however imperfectly, as a means of socio-economic interaction
in Iranian villages for centuries; it also failed to fulfill
its goals, mainly because the government  did not place
sufficient funds at its disposal, and also because relatively
few peasants became active cooperative members.

In the late 196Os, when the growing gap between supply
and demand for foodstuffs created a serious need to increase
agricultural productivity, the state changed its policy  and
advocated farm corporations and agribusinesses. Small rural
cooperatives were then forced to amalgamate into large farm
corporations; and foreign  and  domestic  businessmen  wereencouraged to establish agribusiness enterprises,  i.e. large
mechanized industrial-agricultural units.

The  idea of changing the direction of agrarian  policy
in favour  of large-scale farm units came in 1966  when  the
Shah  expressed to the Economic High Council his 'preference'
for the  consolidation of fragmented holdings and for the
creation of what came to be known as 'farm  corporations'.
Since the Shah's preferences had 'a way of becoming laws
overnight' (Richard 1975: 10), the Majlis passed legislation
initiating  a 'five-year experiment with size' (Denman 1978:
284). Villages were to be knit together in single  corporate
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units. The five years ran until 1973 but the experiment

continued. Between 1967 and 1978 a total of 94 farm

corporations encompassing some 850 villages were  established
throughout the country (Hooglund 198lb: 17), modelled on the

Israeli Moshavim corporations of individual producers

(Halliday 1979b: 113).
The  objectives of the new policy were stated to be  to

improve productivity through economies of scale, to acquaint

peasants with modern methods of agriculture, to encourage

mechanization, prevent fragmentation of holdings and extend
the cultivated area to previously unused lands. A  principal

but  unstated objective of the new policy, however, was to

increase  government control over the best agricultural lands

in the country (Richards 1975: 10).

Under the farm corporation law, peasant  proprietors

were  required  to  hand over their newly-acquired  lands  to

corporations in exchange for one or more shares in  the

venture, according to how much land and property they put in.
To  the  peasants this meant nothing but land  expropriation.

They were reluctant to give up their lands for a paper share

in a corporation  in which they would have no  say  in  the

organization of production, and  would have preferred to

cultivate their holdings in their own way.

The drastic change of policy in favour of establishing

state-managed farm  corporations ran counter to the  earlier
aims of land reform, which were directed towards breaking-up

large estates and distributing lands to the cultivators. In

fact, the distribution of land was now reversed, and some of

the distributed land was taken over by the state-run farm

corporations. While the latter covered about ten percent of

all cultivated land in the country (Katouzian 1978: 359),

they  received  a disproportionate share of the  government's

agricultural credit and expertise. These large-scale  units,

financed by the Agricultural Development Bank,  were entitled
to long-term loans ranging from five to 600 million rials; in

contrast, peasant  proprietors  were generally entitled to

short-term loans of 10,000-17,000 rials from the Rural
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Cooperative Bank (Afshar 1981: 1100).

From  the inception of farm corporations in 1967 until

1975, contributions from the state totalled 4791 million
rials (Denman 1978: 287). In addition to the advantage  of

fertile land and access to such resources as water, enormous

credits, fertilizers, improved seeds, pesticides, machinery
and modern implements, farm corporations also benefited from

the monopoly of the most profitable crop of all, opium (Brun
& Dumont 1978: 17). Yet despite all these advantages, farm

corporations proved a failure, mainly due to the lack of

motivation  among  peasants who were compelled to sell their

land and to become landless wage-labourers.

Another form of large farm units which was favoured  by
the state at least until 1977, was agribusiness. In 1968 the
state turned  to  foreign  and domestic  companies  for  the
creation of large-scale agro-industrial complexes that became
known as 'agribusinesses'. Government involvement in  the

development  of large-scale farming units dated back to the

late 195Os, when one of the conditions laid down by the World
Bank for its contribution to the financing of the Dez Dam in
the Southwestern province of Khuzistan was that a  proportion
Of the funds  be devoted to a pilot irrigation project in

order to demonstrate the advantage of modern farming
techniques to local farmers. As a result, Dez Irrigation
Project (DIP), a  large-scale development  scheme  modelled
after the Tennessee Valley Authority, came into being. The

project - which originally encompassed 58 villages on 50,000

acres of cultivable land - called among other things, for the
contruction of Dez Dam, the establishment of a  sugar
plantation  and refinery at Haft Tapeh, north of Ahwaz, and

hundred of miles of irrigation canals (Richards 1975: 13).
The Dez Dam itself was completed in 1962, but after the

first years of operation it had  achieved  only a small

proportion of its original goals. Consequently, in 1968 the

state bought out farmers in the Dez Dam area and handed over
the land to the following Six foreign and domestic
agribusiness enterprises: (1)Hashem-Naraghi Agro-Industries
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of Iran and America, (2) The Iran-California Corporation, (3)

Iran Shellcott, (4) International Agricultural Corporation of

Iran, (5) Dez Kar and (6) Dez Farm Corporation (Ibid: 14). At

the same time the government passed the Agro-Industrial Act,

nationalizing irrigable lands downstream from dams, and

authorizing  the establishment of more agribusiness on land

near newly-built dams. During the 197Os, about   14

agribusiness enterprises ranging in size from 5000
to 25,000

hectares were established, especially in Khuzistan (Keddie

1979: 24). Many farmers were displaced as a result of this

policy. The total number of peasant families who were driven

from their land is not known, but in the Dez Dam area alone

55,000 peasants lost their land (Katouzian 1978: 361). They

were rehoused in new towns called Shahraks, where they had to

work as casual labourers on land they had previously owned.

The  state  provided agribusiness companies with large

long-term loans, low interest rates, tax holidays,

concessions in the form of rent, customs duties, water rates

and guarantees for repatriation of profits, as well as grants

covering up to 85 percent of the irrigation system costs,  50

percent of the cost of wells, and 20 to 60 percent of that of

reclaiming land (Looney 1982: 49). By the end of 1975 total

investment  in agribusiness enterprises was reported to  have

reached 20 billion rials, 45 percent of which was provided by

the state  through the Agricultural Development Bank in  the

form of loans  and equity  participation  and  the  balance

provided  by  private domestic and foreign investors (Nyrop

1978: 342).

Despite this huge investment, agribusiness enterprises

proved  even less successful than farm corporations. Of the

four that  were set up by Iranians with foreign partners  in

1969  three were technically bankrupt by 1976 (Afshar 1981:

1100), and  government had to step in to rescue the projects

by extending additional credits and new concessions.

Furthermore, of the 150,000 acres that had been allocated to

the four joint ventures,  only 20,150 acres or 13.4  percent

had  been brought under production (Nyrop 1978: 361). More
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importantly, the performance of agribusinesses was very poor.

A  recent study shows that all indices of performance,  e.g.
labour productivity, land productivity, total productivity,
etc., were  higher  under small-scale peasant farming than

under large farm corporations; in turn, the latter performed

better than agribusiness enterprises, even though per capita
investment  in  corporations  was 400 times greater  than  in

peasant farms (Katouzian 1978: 361).

The grandiose agribusiness projects failed

embarrassingly due to various reasons.
(1) The  drying-up of the pool of cheap labour which was to

work on these enterprises. The peasants who had been expelled

from their land were expected to work for agribusiness units.

They were reluctant to work for others on the land that had

historically been theirs, however, and the high urban wages

enabled them to earn their living as construction workers in

the growing cities (Afshar 1981: 1100).

(2) The mismanagement of the ventures, due to the fact that

all managers were foreigners, ignorant of agricultural

conditions in the Iranian countryside and, equally important,

inexperienced in dealing with local bureaucrats.
(3) Agricultural development was of secondary importance for

Some of the big companies that participated in

agribusinesses. Multinational corporations entered into

agribusiness  in Iran mainly in order to protect their  other
interests, i.e. Oil, or to win new and more lucrative

contracts in industrial projects (Richards 1975: 24).
(4) The size of these enterprises was too big for  efficient

management and production; the largeness of the farms  also

sharply increased overhead expenditures.

(5) Planning was poor and the choice of crops unsuitable.

In fact, large-scale farm corporations and agribusiness

units, as has rightly been pointed out, were

purely uninstitutional and ahistorical inventions

transplanted  into  a given social framework from the

air. Both these 'modern' systems destroyed the
technical characteristics and politiconomic  relations
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of Iranian agriculture, and replaced them with

completely  alien  and  ill-adopted  technological  and
institutional forms.... If it is clear why an attempt

to create traditional Iranian type village  units  of

production in California would fail absolutely, then it

should  be equally clear why the uncritical application
of Californian institutions and technology to Iranian

agriculture failed so miserably. (Katouzian 1981: 311)
In the mid-197Os, when the failure of large-scale farm

corporations and agribusiness enterprises became evident even
to the government, the latter once again tried to change its

rural development policy by encouraging the establishment  of
medium-sized farms. It seemed that the state had realized the

economic advantages of small and medium-sized peasant

corporations over large farming units. More importantly, it

rediscovered  the importance of the Boneh, the traditional

cooperative system of rural production, and  promised  it

support (Kielstra 1978: 19). It was too late, however, for

the Pahlavi  regime  to  remedy  the plight of Iranian

agriculture.

3. Agricultural Investment and Pricing Policies

During the 1960s and 1970s, development strategy in Iran was

mainly concerned with industrialization and the  agrarian

sector was largely neglected. Despite the latter's social and
economic importance, between 1965 and 1975 less than  10

percent of gross investment was allocated to the sector

(Table 3.36). The Shah's regime regarded industrialization as
the sole route to higher economic growth and  modernization,

and  the  government adopted investment and pricing  policies

which were actively biased against agriculture. Agriculture
thus  received  low priority in the Third and  Fourth  Plans.

Under the Fourth Development Plan (1968-73), for example, the

target for public development expenditure totalled 443

billion rials, with another 336 billion rials for the private
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sector (Nyrop 1978: 276). After the increase in oil income

during this period, however, the planned government

development expenditure  was revised upwards to 524 billion

rials; total actual investment reached 918 billion rials, of
which public investment was 507 billion rials (Ibid: 277).

Agricultural investment  was originally set at 65 billion

rials. In the revision of the plan, however, while the share

of all other sectors of the economy was raised, the original
sum  allocated to agricultural investment was cut from 65 to

42 billion rials; actual agricultural investment amounted to

41 billion rials (Ibid: 277). The Fifth Plan (1973-78) did no
better: in the revised Plan, agriculture came sixth on the

list of priorities with 309 billion rials, or less than  6.6

percent of total development allocations. Of this sum 247

billion rials were to be provided by the state and the

remaining 62 billion by the private sector. During the plan

period, however, only 66 percent of public agricultural funds

was actually spent (BMI 1977-78: 32-3).

Not  only  were  relatively small funds allocated to

agriculture, but the bulk of the money was spent on a few

capital-intensive, large-scale  projects  at the expense  of

crop improvement, animal husbandry and small-scale irrigation
schemes. In the Third and Fourth Plans actual investment  in

agriculture  was  heavily absorbed by a number of  major  dam
constructions which, in practice, had marginal effects  on

improving agricultural productivity. The case of the Dez Dam
in Khuzistan is a good example. Its completion in 1962 made

possible the improvement of some 240,000 acres of land, but

by 1974 only 50,000 acres had been put under cultivation. The
International Bank of Reconstruction and Development (IBRD),
commented:

It  has  not been clearly established  that  the  heavy

investment made in the agricultural development of

Khuzistan has been an economic or social success.

Growth in agricultural production has been obtained  at

the price of colossal investment, financial losses by
the 'agribusiness companies', no profit to the
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government .... The fact that ten years after the

completion of the [Dez]dam  only  one-fifth of the

possible  acreage  is being effectively  utilized  ....
posed serious questions about the economic viability of
investment made in this dam. From the social point of
view, the mass of the rural population has had little
benefit from the agricultural development of the area.

(quoted in Brun & Dumont 1978: 19)
The  funds spent on dam construction - designed  largely  for

urban requirements,

could  have been spent to better advantage by supplying
many  pumps for irrigating small holdings;  this  would
have been about ten times more cost-effective.
Moreover, the  gains in irrigation made by these  dams
were partly offset  by  the serious decline in the
traditional method of irrigation  by qanats. These
needed constant maintenance but because of rising
labour Cost and  rural-urban  migration many were
neglected and fell into disrepair. (Afshar 1981: 1099)

The private sector also showed little if any interest in

investing in agriculture, largely due to the much higher rate
of profit to be obtained in other sectors of the economy,
particularly construction. During the early and  mid-197Os,
prices rose sharply in the construction sector and brought an
enormous increase in investment. At the same time a powerful
disincentive to  investment in the agricultural sector was
caused by  the  government's  pricing  policies on basic
agricultural products. In the mid-1960s the Cereal
Organization started to set floor prices for certain
agricultural commodities, but these prices - which in

practice served as a ceiling rather than a floor - seemed  to
bear no relation to the costs of domestic production or

imports. An excellent example of this was the case of wheat.
By the mid-1970s the floor price set  by the Cereal
Organization averaged about five rials (seven US cents) less
per kilogram than it cost the farmers to grow wheat (Hooglund
198la: 163). In general, between 1970 and 1975 agricultural
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production  costs  rose by 300 percent but farmgate prices
increased only by 50 percent (Afshar 1981: 1104). Moreover,
since  government purchasing centres were often scattered and
storage  and transportation facilities inadequate, farmers
were usually forced to agree to private sales below the
government's floor price. Consequently, the minimum  price
policy  discouraged  many peasants from growing  staple  food
crops and hence helped to stifle agricultural production.

At the same time, mindful of the need to avoid
discontent among city dwellers, government began to subsidize
the import of a number of foodstuffs, including  meat,
poultry, grain, dairy products, sugar, fruits, etc., in order
to  hold  down food prices in the rapidly  expanding  cities.
However, the  beneficiaries of the food subsidy programme  -
which in 1974/75 alone cost the government three billion
dollars (Hooglund 198lb: 19), were not Iranian farmers but
foreign agricultural producers, largely due to the
government's pricing policies for basic agricultural
products. In particular, the contrast between the price paid
for home-grown and imported commodities was a major source of
irritation  for the farming community. For example, in late
1976 the government paid domestic farmers 10 rials a kilogram
for wheat which was not sufficient to cover the Costs of
cultivation, let alone to provide a reasonable living. At the
same time, 18 rials a kilogram were being paid for  imported
wheat (Cumming-Bruce 1977: 20). The official price policy not
only prevented Iranian farmers from expanding output, but was
the source of so much anger that it drove tea farmers in some
parts of the country to burn their crops and forced a number
of poultry farms to close (Ibid: 20). Consequently, the
increased demand for foodstuffs in the cities was met  by
subsidized higher-priced imports rather than  by  increased
domestic production which would have benefited Iranian
farmers.

In short, the government imposed low fixed prices  on
Iranian farmers and in effect subsidized foreign grain
growers by  paying  them world market prices. As might be
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expected, this  policy acted as a disincentive to farmers,

making  them reluctant to cultivate crops which  government's

shortsighted policies made cheaper to buy than to plant. The

result was an  influx of food imports which  increased  the
stagnation of Iranian agriculture even further.

The  government's ill-adopted and misguided  investment

and pricing policies in agriculture had various consequences.
(1) Rural stagnation led to a massive  migration  from  the

countryside to the cities and in turn, negatively  affected

agricultural production and increased cultivation costs. (2)

Per capita agricultural output suffered zero or even negative

growth:  i.e.  increases in food production were overtaken by

population growth and food consumption. (3) Since the country
could not meet its food requirements, it had to become

increasingly  dependent  upon imports, which was not only  a

serious  social and political liability for the regime, but

also put a heavy burden on the balance of payments.

Appendix 3.5 Agricultural Imports

Iran has never been a major exporter of agricultural

products. Nevertheless, even as late as 1968 it was not only

almost self-sufficient in practically all basic foodstuffs,

but it also earned substantial foreign exchange from

agricultural exports (see Katouzian 1981: 305-6). However,

the land reform's failure to enhance output and  productivity

and the adverse effects  of government policies on

agricultural production, changed the position  drastically.

Iran's agricultural output failed to meet the rapid increase

in demand for food and primary products needed by the growing
economy. The total value of agricultural exports consequently

fell  by  26 percent in 1974/75 to $121 million, and  by  an

additional 10 percent in the following year (Weinbaum  1977:

445). Meanwhile, agricultural imports rose sharply. The food

import  bill  of $391 million in 1970/71 (BMI 1973-74: 150)

almost  quadrupled to $1555 million in 1975/76 (BMI  1976-77:

140), and reached its all-time high in 1977 when the cost of
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imported food rose to $2600 million and imports accounted for

nearly 25 percent of food supply (Hooglund 198lb: 19). It was

estimated that the figure would climb to about $4500  million

(in constant prices) by the mid-1980s (Issawi 1978: 149). At

the same time, the volume of agricultural imports also rose

briskly. Between 1971/72 and 1975/76 the volume of red meat

imports rose by 691 percent, sugar by 580 percent, rice by

368 percent, corn by 135 percent, vegetable shortening by 120
percent and tea by 77 percent (Table 3.37). The total volume

and value of Iran's food imports in the 1970s would

undoubtedly  have been even higher had Persian Gulf ports not
been so congested. By importing such rapidly growing amounts
of foodstuffs Iran was becoming increasingly dependent upon

outside sources for its basic food requirements.

Appendix 3.6 The State and Industrialization

Nowadays, the state  plays  a major role in economic

activities, both in developed and in developing countries. In
the latter, generally speaking, the state has a more active

role  in the process of growth and accumulation than  in  the

developed nations. In the case of Iran, where the state is

the only  and direct recipient of oil revenues the state,

particularly since the late 195Os, has become the dominant

force in  the  economy  and the major  agent of industrial

growth. The state has participated in the industrialization

process  both directly,  through investment in the industrial
sector, and indirectly through financial aid and support for
the private sector (domestic and foreign), and by  providing
the necessary infrastructure for industry.

Effective  state participation in the industrialization

process began in the 193Os, during the comparative isolation
from metropolitan economies brought about by the Great

Depression. Apart from establishing several light  consumer
industries (such as textiles, sugar, tobacco, cement,

matches, etc.) the state
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encouraged  industrialization  by raising  high  tariff

walls, imposing government monopolies, financing modern

plants through the Ministry of Industries, and

extending loans to would-be factory-owners through  the
National Bank. (Abrahamian 1982: 146)

As a result, between 1926 and 1941, 92 large-scale

manufacturing establishments (comprising factories with 10 or

more  workers) were set up in the country, employing  32,950

workers (Bharier 1971: 173). Many of these new  industrial

enterprises belonged to the state which, in the 193Os,

allocated about 20 percent of its general budget to  industry

(Ibid: 176). In 1946, out of a total of 49,000 workers in

large-scale manufacturing industry, roughly 50 percent were

employed in state-owned enterprises (Ibid: 180). Sugar,

cement and tobacco were entirely state-controlled, but only

sugar  and  tobacco were specifically  state monopolies. In

textiles, tea processing, and flour and  rice  milling,  a

mixture  of private and public plants operated, while other

manufacturing  industry  was left almost entirely to  private

enterprise (Ibid: 180).

Many of the new factories were forced to close after

the outbreak of the Second World War and during the Allied

occupation  of Iran in 1941 (see Chapter 1). After the war

measures  were  taken to reorganize existing plants  and  the

initial steps  were taken for the preparation of a  national

development plan. In 1946, an American consultancy firm,

Morrison Knudson International, was hired to study the

economy and to formulate a development plan. The results were

reviewed and modified by the state and an American consulting

company, Overseas Consultants, and constituted Iran's First

Seven-Year Development Plan (1949-56). At the same time a new

government agency, the Plan Organization, was established to

implement the Plan and to provide objectives for, and control

over, financial allocations to future development plans (see
Baldwin 1967 and Mehner 1978). Primary emphasis in the First
Plan - which was little more than financial allocations for a

few public investment projects and did not refer to the
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private sector at all - was  given  to  agriculture  and
infrastructure, but the industries and mines sector received

14.3 percent of the Plan 's funds, which were anticipated at

21 billion rials (about $650 million) (Bharier 1971: 89).

The  main aim for industry in the Plan was to  renovate

established industries that had received little maintenance

or replacement during  the  war years. Due to the

nationalization  of the oil industry in 1951 (see Chapter  1)
and to the subsequent boycott of Iranian oil by the British

Petroleum and other major Oil companies, however,

implementation of the Plan, which was to be financed largely
from oil revenues, had to be stopped and its objectives were
not achieved. During this period, only about $15 million was
invested in industry by the state, mainly in textiles and

cement (Ministry of Economy 1968: 5). In 1954, with the

settlement of the Oil crisis under the Oil Consortium

Agreement  and the resumption of oil exports and oil incomes,
the state decided to prepare the Second Seven-Year

Development Plan (1955-62).
Like its predecessor, the Second Plan was a series  of

uncoordinated  public projects. Allocations for the plan

period were forecast at 70 billion rials (about $930

million), with greatest stress on the expansion of transport
and communications infrastructure, which received 33 percent
of total expenditure. The industries and mines sector's share

was 15 percent (Bharier 1971: 91). In industry attention was
focused on the  expansion of textiles, cement and sugar

factories. Since oil revenues, the primary means of financing
the Plan, increased faster than expected, the Plan was

revised upwards  by  20 percent to 84 billion rials (about

$1100 million in 1958); the sectorial allocations were mainly

unchanged (Nyrop 1978: 275-76). The following two Development
Plans, the Third (from mid-1962 to 1968) and the Fourth

(1968-73) were more comprehensive and sophisticated than the

previous two, and huge amounts of public development funds -
204.6 billion rials ($2.73 billion) and 506.8 billion rials

($6.75 billion) respectively were channelled into various
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sectors of the economy (Issawi 1978: 150). Public investment

in the industries and mines sector within the period  was

massive: 34.5  billion rials during the Third Plan and 116.4

billion rials during the Fourth (Ibid: 153). The pattern of

state investment altered as industrialization got under way.

After the mid-196Os, the state either set up or expanded

enterprises, providing heavy industrial inputs such as steel,

petrochemicals and electric power at low prices to

manufacturers. These were all sectors in which huge amounts

of investment  were required which the  private  sector  was

unable or unwilling to undertake.
In the original Fifth Plan (1973-78) financial

allocations were set at 2461.1 billion rials, out of which

industries and mines received 552.4 billion, or 22.4 percent

(BMI 1978: 79). Following the increases in oil prices in late

1973, however, the Plan was drastically revised upwards by 91

percent to 4698.8 billion rials. The revised plan raised

fixed investment in industry by more than 53 percent to 846.4
billion rials (Ibid: 79), the largest investment apart from

housing (see Table 3.13). In addition the state also

encouraged  industrial expansion through  easy credits, tax

holidays, and tariff and quota protection.

During the two decades between 1955 and 1975, the state

was  extremely generous in providing cheap investment finance

to  private industry, promoting  and forming  a  number  of

specialized industrial banks and institutions for the

purpose: the Industrial Credit Bank (ICB) in 1956, the

Industrial and  Mining Development Bank of Iran (IMDBI) in

1959, the Industrial Guarantee Funds (IGF) in 1961, and the

Development and Investment Bank of Iran (DIBI) in 1973.

Between March 1959 and March 1975 the IMDBI, Iran's leading

source of large-scale long-term finance for private industry,
made loans totalling 61.1 billion rials ($873 million) and

invested 8.1 billion rials ($116 million) (Issawi 1978: 155).

The ICB, which made long-term advances to medium-sized

industries  and  also participated in the shareholdings of  a
number  of industrial establishments, particularly sugar
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refineries, cement plants and food processing companies, lent

a  total of 7.64 billion rials during 1968-73 (BMI 1972-73:

218). The Bank Melli Iran and other commercial banks also

provided generous credits to private investors.

The  state also encouraged domestic private  industrial

investment  through tax exemptions or rebates and increased

the attraction of Iran's  rapidly  expanding  economy  for

foreign investment. The low level of taxes, the laxity with

which the government collected taxes, and the tolerance for

high profits, provided ample opportunities for both domestic

and foreign enterprises. The government exempted firms from

taxation in the start-up period, but it had no means with

which  to scrutinize firms' records adequately and  therefore

accepted their unverified statements, seldom  raising  its

voice against high profits. In 1975, for example, the Finance

Minister revealed that of Iran's 20,000 registered  companies

only 9362 were submitting tax records and of these 43 percent
had declared losses. The result was that only one-quarter of

Iran's firms paid any taxes (Halliday 1979b: 165).

Furthermore, industrial regulations touched industry only

lightly. To be sure, the state had established norms and

codes for working conditions, product safety and  industrial

practices in industrial establishments, but these were not

enforced with any vigour.
The  most  powerful incentive for private industry  was

protection, provided  through tariffs and other  duties  and
quotas  in  order to promote import-substituting  industries.

Extremely  high  tariffs were levied on imports of finished

consumer goods in an attempt to protect local producers. In

1972, for example, the tariff rate on blankets was 152

percent, on boots 194 percent, on cotton knits 259 percent,
on furniture 294 percent, beds 300 percent, passenger cars

428 percent, parquet 914 percent, and on saddlery 959 percent
(Fahim-Nader 1978: 44-5). Nominal rates of protection on all

productive sectors of the economy, i.e. agriculture, industry
and mining, averaged 53, 55 and 60 percent in 1962, 1967 and
1972 respectively (Ibid: 66). A recent study of import-
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substitution  industrialization in the country found that  on

average Iranian  industries enjoyed higher  protection  than
their counterparts in Brazil, Chile, Greece, Mexico  and

Pakistan. A simple average of nominal tariff rates in  these
five countries  was 76.1 percent while the same average for

Iran was 90.6 percent (Ibid: 49-54).

Appendix 3.7 The Private Sector and Industrialization

1. Domestic Private Sector

Another agent of industrial development in Iran was the

private sector. Private investment in large-scale

manufacturing  industry  can be traced back  to  the  closing

years of the nineteenth century, when in 1894 a  cotton

spinning  plant was founded by a private entrepreneur in

Tehran (Bharier 1971: 170). This was followed by the

establishment of other factories, especially in the late

1920s and through the 1930s.

During the Second World War and the decade immediately

following, the private sector showed little interest in

investment in  industry  and  other  productive  activities,

preferring  more  profitable outlets in construction  and  in
real estate speculation, as well as the import trade. It was

not until the mid-1950s that the private sector became

willing to participate actively in the industrialization

process. This change of attitude was partly due to the

protection and other privileges offered by the state in order
to promote private, including foreign, investment in

industry; and  partly to the resumption of oil revenues  and
the economic boom of the period 1954-59. The establishment of

a Centre for the Attraction and Protection of Foreign

Investment (CAPFI) in 1955, the formation of the Industrial

Credit Bank (ICB) in 1956, and the allocation of about  4.8

billion rials from  the government Revaluation Loan Fund

programme as loans to private industry in 1957 (UN 1967: 55),
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were  designed  to support private enterprise and to make  it

more profitable. As a result, private sector investment in

the four years following 1956 rose from $60 million to $120

million per year (McLachlan 1977: 133).
In the early 196Os, the positive efforts of the state

to  encourage  private industry were offset by  the  Economic

Stabilization Programme imposed on the state by the IMF, and

by the reforms of the Shah's 'White Revolution' (see section

3.4.1). The  uncertainty  that resulted from these  measures

made industrialists hesitant to invest. This hesitation did

not last long, however; by the mid-196Os, following the rapid
rise in public sector investment and the consequent recovery
of the economy, the private sector responded to the lead

taken by the state as new investment opportunities arose  by
which to service state-owned enterprises, and as government

increased its easy credit flows to the private sector. Thus,

capital investment in manufacturing and mining by the private
sector totalled 30.5 billion rials during the Third Plan

(1963-68) and 183.6 billion rials during the Fourth Plan

(1968-73) (Issawi 1978: 153). This upward trend in private

industrial investment continued during the Fifth Plan (1973-

78). In the revised Fifth Plan, prepared after the tremendous
increases in oil revenues in late 1973, the private sector

was to invest more than 503 billion rials in industry (PBO

1975: 123).

Rapid industrial growth in the two decades between 1955

and 1975 encouraged the emergence and evolution of an

entrepreneurial class with four components. First, ex-

landowners such as Khodad Farmanfarmaian, Mehdi Bushehri and

Nouri Isphendiari, who received compensation for the land

they had lost in whole or in part during the land reform  of
the 196Os, set UP industrial firms, banks and trading

companies. Thus,
through land reform a subsection of industrial

bourgeoisie was either created or at least directed

towards new areas of economic  activity  by   being

provided with more capital. (Halliday 1979b: 151-52)
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Second, senior Civil servants and  high-ranking  military
officers who collected funds either through savings or

corruption (Ibid: 152). Third, old entrepreneurs, i.e. former

bazaar traders, who

made their first million during the commercial boom of

World War II, and went on to make additional millions

during the oil boom of the 1960s and 1970s - prominent

among them were Mehdi Namazi, Habib Sabeti, Qassem

Lajevardi, Habib Elqanian, Rasul Vahabzadeh, Hassan

Herati, Assadallah Rashidian, Muhammad Khosrowshahi,

Ja'far Akhavan and Abul Fazel Lak .... (Abrahamian

1982: 432)

The final component was made of a half-dozen newUP

entrepreneurs, notably Ahmad Khiami, Mahmoud Rezai, Hojaber

Yazdani and Morad Arya, who set up vast industrial  and

commercial empires mainly due to their personal contacts with
the royal family, the bazaaris, and the multinational

corporations (Ibid: 432). Some members of the latter

component  had  poor backgrounds and had  risen  through  the
bazaars. In 1962 Ahmad Khiami founded Irannational which has

become the largest industrial establishment in the automative

sector  with the biggest work-force in the country, and also

Kouroush Stores, the first attempt in Iran to introduce

large-scale  chain  store retailing. Born in Mashkad, the

capital of Khorrasan province in the north, Khiami came from

a traditional bazaar background. 'During the Second  World

War', he wrote,

I was in the export business selling dried fruits, and

by the time the war finished I was bankrupt. So  I

established  the first car wash service with a  capital
of Rs 4000. Within four years I became the

representative  of Mercedes Benz in my native province.

I then left all my business to my  brother  and  came

south to Tehran, and 10 years after having this  car
service I was able to establish Irannational in Tehran.

In the first stage we used to make buses, mini-buses

and trucks by the trade mark of Mercedes Benz.  By  the
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order of the Shah I then started to make cars. As soon
as  I  started making Peykan [a version of the  Hillman
Hunter using CKD units from Chrysler UK], I invited my
brother to join me. (quoted in Graham 1979: 47-8)

Ahmad Khiami then moved to chain stores, again at the request
of the Shah, and established Kouroush Stores. To ensure
direct supplies to his stores, he then set up  manufacturing
companies  for clothing, branched into furniture production
and agribusiness. Thus, within one generation, there was

a  change from bazaar-type trade right to the heart  of
the modern sector of an industrial economy and the
beginnings of a vertically integrated business. (Ibid:
48)

Nevertheless, although the private sector made a considerable
contribution to the industrialization process between 1955
and 1975, its existence was heavily dependent on government
funding and protective measures.

2. Foreign Investment

Prior to the mid-195Os, foreign industrial investment (except
in the oil industry) was practically non-existent. The first
moves to encourage it were taken after the 1953 coup, and the
settlement of the oil nationalization crisis and the conflict
between nationalists and the monarchy. The law on protection
of  foreign capital, i.e. the Attraction and Protection  of
Foreign Investment Act, was approved by the Majlis in 1955,
and soon after the Centre for Attraction and Protection Of
Foreign Investment (CAPFI), whose function was to provide
information and promote foreign investment in the country,
was established (see Halliday 1979b: 153-54).

Under the Attraction and Protection of Foreign
Investment Act: (a) foreign capital, as well as profit
accrued therefrom, were  subject  to legal protection of
government; (b) the government guaranteed fair  compensation
where  the promulgation of a special legislation deprived the
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owner of the capital from ownership; (c) foreign firms were

given five years exemption from taxation, the right  to

repatriate  each year profits derived from investment in Iran
in the same currency of the original investment, and

exemption from duty on necessary imports. [7]
The government also concluded two investment  guarantee

agreements with the United States (in 1957) and the Federal

Republic  of Germany (in 1961). In addition to adequate
compensation  in  the  case of  nationalization  and  capital

transfers, the US agreement included a provision that in case

of default   by the Iranian government to meet these

obligations, the US government would pay American  investors

and present their claim in direct diplomatic negotiations (UN
1967: 58). Despite the guarantees and privileges  offered,

however, response  by foreign investors (see Table 3.38) was

rather small in terms of total domestic investment, the

prospects for profitable investments considering the size of
the market, and  rising per capita income in  the  country.

During the late 1960s and 197Os, the relative reluctance of

foreign investors and, more importantly, the  rising  oil

revenues  and  relatively abundant capital funds, caused

government policies to become oriented more towards the

attraction of managerial and technical expertise than towards

capital funds.
While net fixed investment in manufacturing industry

amounted to 63 billion rials in the Third Plan (1963-68) and

250 billion rials in the Fourth Plan (1968-73), the gross

flow of foreign private capital (excluding the oil industry)

amounted to almost 13 billion rials, about one-half of which

came from the United States (Nyrop 1978: 315). During  the
Fifth Plan (1973-78), $2.8 billion was to be invested  by

foreign  capital as against $69 billion of public and private
investment (Halliday 1979b: 154). Foreign investment  went

primarily into the production of rubber and batteries,

pharmaceuticals, chemicals, the assembly of automobiles and

radio and television sets. Since Iranian industries were

protected  heavily  by high tariff barriers  and  restrictive
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import licences, foreign investment was largely a means  of
getting round these barriers.

Although foreign firms were guaranteed quite favourable

terms, the state imposed certain terms on them. For example,

foreign firms  could  only operate through joint ventures,
whether with an Iranian partner, private, or state-owned;
further, no  foreign investor was allowed to  have  majority
control, and majority interest (51 percent) had to be vested
with Iranian nationals.[8]

Appendix 3.8 Structure of Industrial Production

The import-substitution policy and protective measures that
were launched in the early 1960s provided strong  incentives
for non-durable consumer foods as well as consumer durable

goods (such as cars, radios, television, refrigerators, etc.)
to expand. Indeed, the policy almost ran its course in this

first and, generally speaking, easiest stage of import-

substituting industrialization. However, a start was barely
made in  the  substitution of  imported  raw  materials  and

intermediate and capital goods. In fact, as domestic industry
expanded, imports of inputs  into  national  manufacturing
increased (see Section 3.3.3). In other words, the
substitution of final products did not spark a general

industrialization or even move much beyond specific protected
sectors. This is reflected in Table 3.39 which shows the

composition  of manufacturing output in the  period  1962-72:

between 1962 and 1972 the share of non-durable consumer goods
in the total output of manufacturing fell from almost 70

percent to about 58 percent, while that of intermediate goods

increased from 20 to 28 percent. Consumer durable and capital
goods rose from  9.4 percent to about 14 percent  over  the
periode, but much of that growth was in cars and  electrical
appliances and  other consumer goods. Iran produced little

machinery and equipment for its own development. Thus, on the
basis of Table 3.39 , the following conclusions can be
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reached. (1) Despite its rapid  growth,  the  manufacturing

sector  was still dominated by a few traditional industries,

such as textiles, clothing and food processing, and the

structure of industry changed little over the period. (2)

Manufacturing lacked breadth and depth and remained

concentrated in consumer goods. (3) Manufacturing's linkages

within the sector and with other sectors of the economy  were

not only weak, but becoming weaker over time. In 1962, for

example, sales to other sectors were about 31 percent of the

manufacturing sector's sales. By the 197Os, however, this

ratio had fallen to only 19 percent (Looney 1982: 31). (4)

The  product  mix was essentially geared towards meeting  the

demand for luxury goods of the Iranian  privileged  groups;
this in turn created a situation where Iran  prematurely

adopted  the  goods  and  consumption  patterns of advanced

affluent countries.

Traditional industries  not only produced the lion's

share of manufacturing output but also generated the bulk of

manufacturing employment. Between 1963 and 1972 the

traditional industries accounted for 65-70 percent of

employment in manufacturing (Fahim-Nader 1978: 32). Despite

the  emphasis of Iran's industrial policy on the  development

of large-scale modern industries such as petrochemical, iron

and steel-smelting, and  despite the fact that these

industries were the main recipients of industrial funds, they

created few job  opportunities  and  their workforce was

relatively small. During 1963-72, for example, additional

employment in new or modern industries amounted to just  over
50,000, or about 10 percent of the increase in  the  total
number of industrial workers (Ibid: 30-1). The same pattern

could be observed in the 1970s. The total workforce in  21

modern  manufacturing  industries grew from some 129,000 in

1971/72 to about 170,000 in 1975/76, which is about 6 percent
of the whole industrial labour force (Katouzian 1981: 283).

These figures clearly show that modern industries established

in  this period were very capital-intensive and hence did not

create significant new employment opportunities in
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manufacturing.

A negative effect of this bias in favour of large-scale
capital-intensive  industries was to rigidify and  exacerbate
the previous unequal distribution of income. Furthermore, the
bias  in favour of technologically-advanced capital-intensive
industries led, predictably, to heavy technological
dependence, increasing the  country's vulnerability to
international  market movements and pressure. Since the ISI
drive was  geared towards demand emanating from the elite
groups in Iranian society, domestic manufacturing became
increasingly engaged in the production of sophisticated final
products such as cars, television sets, etc. The result was
heavy reliance on imported technology and organization skills
that were monopolized by the multinational corporations. The
MNCs, however, were interested in transferring well-tried
capital-intensive  technologies  designed to meet the factor
endowments of advanced industrial countries, where capital is
relatively abundant and cheap and labour is scarce and dear.
Thus, the  imported technology that was utilized in Iran had
little to do with the indigenous factor endowment or with the
needs of the mass of population. In addition, many of the key
positions in thc, tc,chnologically-more-advanced field, e.9.
electronics, telecommunications, petro-chemicals and
pharmaceuticals, were  occupied  by expatriates from the
advanced industrial nations rather than by Iranians, because
the country  had  a chronic shortage of skilled and semi-
skilled manpower (Wilson 1979: 9).

Appendix 3.9 Oil and the Iranian economy

The Iranian economy has been overwhelmingly dominated by the
oil sector and, as has rightly been pointed out, 'Oil had a
larger  and more far-reaching impact on Iran than  any  other
populous Third World country (Keddie 1979: 13).

Iran's  oil began to be exploited earlier than that  of
any other country in the Middle East, i.e. in 1908 when the
British found it in large quantities (see Fesharki 1976  and
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Sampson 1979). This was at Masjed-e-Soleyman, in the southern

part of the  country on William d'Arcy's concession (see

Chapter 1). In 1913, the first Middle East oil exports were

loaded at Abadan, starting at 5000 barrels per day.
Until 1951, control over Iranian oil production was in

the hands of a British-owned company, the Anglo-Iranian Oil

Company (AIOC). AIOC owned and operated the oilfields, the

transportation network and the refinery. It determined export

destinations, quantities and prices.

Despite  AIOC's enormous profits, revenues paid to the

Iranian government were very small. The unjust  distribution

of Oil benefits becomes obvious when we recognize that  the

AIOC's net benefit in 1951 exceeded the sum total received by

the Iranian  government as its share  during  the  preceding

fifty years (Nirumand 1967: 45). Furthermore until the mid-

1930s AIOC  showed  no interest in supplying Iran  with  oil

products for domestic consumption. Consequently, Iran, the

leading oil producer in the Middle East at the time, had to

import oil from Russia.  In 1923, for example, about 85

percent of the domestic consumption of 30,000 tons of Oil

products  was  imported from the Soviet Union (Bharier 1970:

161).

In 1951, in order to secure Iranian interests, Prime

Minister Mohammad Mussadeq called for oil nationalization and
Iran became the first country in the Middle East to

nationalize  a foreign oil company. The Iranian government
anounced that it  was  exercizing its sovereign right to

nationalize, as the ruling Labour Party had recently done for

parts of British industry. Furthermore, the government

declared that it was confiscating the properties of AIOC  but

would compensate the company for them. The two parties failed

to agree on the terms of settlement however, and the company,

backed  by  other major oil companies and their  governments,

effectively boycotted the sale of Iranian oil. Mussadeq  was

overthrown by a CIA-backed military coup in 1953, and a year

later Iran  signed  a new agreement with an oil Consortium

consisting  of  major  European and American  companies  (see
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Elwell-Sutton 1955). Although Iran's oil industry  remained
technically  nationalized after Mussadeq's fall, effective
control over  the two main issues of prices and  output  was

with the Consortium until 1973.
Large  and  growing  oil revenues have sofar  been  the

major element of Iran's economic growth, accounting for 41.4
percent and 44.6 percent of total expenditures of the Third

and Fourth Plans respectively. The original Fifth Plan

anticipated that over 51.7 percent of current and fixed

capital expenditures would come from oil; after the 1973 oil

price increases, however, the government revised the Plan and

oil's share rose sharply to about 80 percent (PBO 1975: 19).

For  a long time, oil incomes were the main source of

access to foreign exchange. Between 1960 and 1975 more than
75 percent  of  government foreign exchange came from Oil

exports, and  this  easy availability largely prevented  the
development of non-oil export industries.

Although, between 1960 and 1975, the state pledged the
use of oil revenues to spur economic diversification, the

economy  demonstrated increasing dependence on oil. In 1960

Oil accounted for about 16.5 percent of GDP, much less than

the share of agriculture, but by 1975 this had risen to more
than 37.2, almost quadrupling agriculture's share (see Table
3.3). Moreover, the  existence of oil revenues as an  easily

accesible source of finance at the disposal of the state  was
a major factor in Iran's regressive tax structure. The

taxation system  was not used either as a means for fairer

income distribution or, because of its incomprehensiveness,
as an effective instrument of fiscal policy against

spiralling inflation in the 1970s.

Although Oil revenues have been the motor of Iran's

development and industrialization, Oil in itself has no

development effects, i.e. it establishes no significant

linkages  with  the  rest of the economy. Its 'backward

linkages' are very low. This is quite obvious because it

imported all its capital and technology from abroad. In the

first decades of the Iranian oil industry, even the food for
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foreign  workers was imported from other countries (Halliday

1979b: 139). The 'forward linkages' of the oil industry are

also weak, in other words, most oil products are exported.

Hence oil formed a development enclave with very low backward
and little forward linkages to the rest of the economy (see

Mahdavy 1970, Bartsch 1971, and Katouzian 1978).

The Oil sector's contribution to employment is also

insignificant. In 1960, employment in the sector was only 0.5

percent of the total labour force; this increased slightly to
0.6 percent in 1970 and then remained constant until  1975

(see Table 3.35).

Given that oil revenues are finite, the impact of Oil

on the Iranian economy depends on the manner in which  those

revenues are spent, i.e. on the state's investment projects
which in themselves reflect government's socio-economic  and

political priorities. Our examination of the sectoral

performance of the Iranian economy has shown that the

allocation of oil revenues among competing sectors was  not

based on a reasonable appraisal of their  interrelationships;
this in turn led predictably to sectoral imbalances. The

pattern  of spending, together with the state's  development

strategy from 1960 to 1977 promoted services  and  import-

substituting industries and discriminated against
agriculture. This resulted in (a) agricultural stagnation and

supply inelasticities of farming output, and massive

migration to large cities and towns at unprecedented rates;

(b) a high-cost, inefficient and uncompetitive manufacturing

industry; (c) increasing dependence on imports of all kinds

of consumer products as well as intermediate and capital

goods; and (d) a widening income disparity between urban and

rural areas, within urban areas, and also within rural areas.
These sectoral imbalances generated and/or intensified in one

way or another the inflationary pressures in the economy.
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Table 3.1 Consumer Price Index (CPI)

(1959/60=100)

Year CPI Inflation Rate

1960/61 107.9 7.9

1961/62 109.6 1.6

1962/63 110.6 0.9

1963/64 111.7 1.0

1964/65 116.7 4.5

1965/66 117.0 0.3

1966/67 117.9 0.8

1967/68 118.9 0.8

1968/69 120.7 1.5

1969/70 125.0 3.6

1970/71 126.9 1.5

1971/72 133.9 5.6

1972/73 142.2 6.2

1973/74 158.1 11.2

1974/75 182.6 15.5

1975/76 200.7 9.9

1976/77 233.9 16.5

1977/78 292.6 25.1

Source: BMI, Annual Report and Balance Sheet

(various issues)
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Table 3.2 Iran's population by urban and rural areas (million

of persons)

Year Urban Rural Total

population population

1960 7.3 14.5 21.8

(33.7) (66.3) (100.0)

1965 9.5 15.7 25.1

(37.3) (62.7) (100.0)

1970 11.3 16.8 28.1

(41.0) (59.0) (100.0)

1977 16.5 18.1 34.6

(47.8) (52.2) (100.0)

Note: Parentheses indicate percentage of total

population.

Source: BMI, Annual Report and Balance Sheet
(various issues).



256

Table 3.3  Changing Structure of the Iranian Economy

(Billion rials - current prices)

Value added in
Year

Agri- Oil Industries Services GDP at Non-oil

culture and Mines Factor GDP

Cost

1960 90.90 51.50 51.10 118.44 311.94 260.44

(29.14) (16.51) (16.38) (37.97) (100.00)
1965 120.00 82.70 86.10 178.29 467.09 384.39

(25.69) (17.70) (18.44) (38.17) (100.00)
1970 160.60 183.30 168.10 314.74 826.74 643.44

(19.42) (22.17) (20.33) (38.08) (100.00)

1975 333.90 1337.00 689.70 1231.80 3592.40 2255.40

(9.29) (37.22) (19.20) (34.29) (100.00)

Note: Parentheses indicate percentage of total GDP.
Source: PBO 1977: 11-12.

Table 3.4 Average Annual Selected Growth Rates

in Constant 1972 Prices (percentages)

Period Agriculture Industry Services Oil

& Gas

1959-75 3.8 12.1 10.9 21.2
1967-75 4.4 14.6 15.0 31.1

1971-75 6.9 18.6 17.5 53.0

Source: Reproduced from Vakil (1976: 9).
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Table 3.5 Annual Average of the Consumer Price Index

General Dairy Bread Meat, Fruits and

Year Index Food Products and Poultry Vegetables
and Eggs Rice and Fish

1969-70 100.0 100.0 100.0 100.0 100.0 100.0

1970-71 101.5 100.4 101.0 104.7 98.8 92.0

1971-72 107.1 110.1 113.0 117.4 102.9 109.3

1972-73 113.8 117.2 121.0 121.4 116.7 113.0

1973-74 126.5 127.0 120.8 127.5 142.7 117.0

1974-75 146.1 151.3 140.8 158.2 179.5 147.3

1975-76 160.5 161.5 148.6 162.3 193.7 170.3

Source: BMI: Annual Report and Balance Sheet (various

issues).
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Table 3.6 Value Added in Industries and Mines

at Current Prices (Billion rials)

Value added in
Year

Manufacturing  Construction  Water  Electricity  Total

and Mining

1960 34.40 14.80 0.30 1.60 51.10

(67.32) (28.96) (0.59) (3.13) (100.00)
1965 57.60 23.50 0.80 4.20 86.10

(66.90) (27.29) (0.93) (4.88) (100.00)
1970 113.70 41.00 2.20 11.20 168.10

(67.64) (24.39) (1.31) (6.66) (100.00)
1975 383.60 276.50 5.40 24.20 689.70

(55.62) (40.09) (0.78) (3.51) (100.00)

Note: Parentheses indicate percentage of total.
Source: PBO (1977: 37-8).

Table 3.7: Distribution of Employment in Industries and Mines
(Thousand Persons)

1960 1965 1970 1975

Manufacturing and Mining 947 1147 1701 2131

Construction 396 480 608 883

Water, Electricity and Gas       28       45      71      91

Total 1371 1672 2380 3105

Source: PBO (1976: 233-34).
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Table 3.8 Urban Industrial Establishments by size, 1972

Establishments in Total Percent

which worked establishments

1-  9 persons 219,240 97.40

10- 49 persons 5,230 2.32

50- 99 persons 282 0.12

100-499 persons 243 0.11

500-999 persons 61 0.03

1000 or more persons        34           0.02

Total 225,090 100.00

Note:The numbers comprise employers, working  proprietors,

employees and 'unpaid' family workers.

Source: Ministry of Economy, Industrial Survey

(1972). Cited by Elkan (1977: 176).
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Table 3.9 Demand and Supply of Manpower during the Fifth Plan

(1973-1978) (Thousand Persons)

Category Demand Supply Shortfall

Engineers 36.4 20.3 16.1

Medical personnel 44.1 21.5 22.6

Educational

personnel 287.4 230.0 57.4

Other personnel 279.5 266.0 13.5

Technicians 116.6 75.0 41.6

Skilled and semi-

skilled workers 810.0 250.0 560.0

Unskilled workers 538.0 528.0 10.0

Total 2,112.0 1,390.8 721.2

Source: PBO (1975: 36).
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Table 3.10 Private Expenditures

(current prices, billions of rials)

Consumption Investment Total

Year Expenditure Expenditure
--                                  ---

Amount Share Amount Share Amount Share

1967/68 371.6 85.76 61.7 14.24 433.3 100.00

1968/69 423.1 87.51 60.4 12.49 483.5 100.00

1969/70 463.7 88.27 61.6 11.73 525.3 100.00

1970/71 522.6 88.68 66.7 11.32 589.3 100.00

1971/72 572.0 86.04 92.8 13.96 664.8 100.00

1972/73 686.6 82.66 144.0 17.34 830.6 100.00

1973/74 879.7 84.58 160.4 15.42 1040.1 100.00

1974/75 1127.8 83.35 225.2 16.65 1353.0 100.00

1975/76 1316.0 71.62 521.6 28.38 1837.6 100.00

1976/77 1532.5 69.80 663.0 30.20 2195.5 100.00

1977/78 2160.8 73.56 776.8 26.44 2937.6 100.00

Source: Computed from data in BMI: Annual Report and Balance
Sheet (various issues).
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Table 3.11 Iranian Oil Revenues

Percentage increase
Year US $ million on previous year

1968/69 958.5             -

1969/70 1,099.0 14.6

1970/71 1,268.4 15.4

1971/72 2,114.1 66.6

1972/73 2,536.0 19.9

1973/74 8,318.0 227.9

1974/75 21,014.0 152.6

1975/76 20,034.0 -  4.7

1976/77 24,179.0 20.7

1977/78 23,451.0 -  3.1

Source: BMI: Annual Report and Balance Sheet
(various issues).
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Table 3.12 Public Current and Investment Expenditure as

Percentage of GNP (Billion Rials of Current Prices)

Public Public Public

Year Current Investment Total GNP Sector/

Expenditure * GNP

Percentage

1965/66 65.9 40.4 106.3 417.4 25.4

1970/71 141.6 100.6 242.2 798.2 30.3

1972/73 227.3 131.8 359.1 1231.5 29.2

1973/74 316.8 161.2 478.0 1832.7 26.1

1974/75 905.7 348.7 1254.4 3124.0 40.1

1975/76 1042.6 526.8 1569.4 3518.8 44.6

1976/77 1282.4 591.6 1874.0 4571.5 41.0

1977/78 1501.2 921.6 2422.8 5347.6 45.3

*: includes special payments, pre-payments, aid and grants.

Source: BMI: National Income of Iran: 1959-1 972;

Annual Report and Balance Sheet (various issues).
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Table 3.13 Total Fixed Investment in the Fifth Plan

(1973-78) (Billion rials)

Original Fifth Plan Revised Fifth Plan Percent

Sector of

Amount Share % Amount Share % change

Agriculture
and Natural

Resources 152.6 6.2 309.3 6.6 102.7

Industry
and Mines 552.4 22.4 846.4 18.0 53.2

Transport and
Communications 188.4 7.7 492.2 10.5 161.3

Housing 402.8 16.4 925.0 19.7 129.6

Oil and Gas 461.6 18.7 791.2 16.8 71.4

Others 703.3 28.6 1334.7 28.4 89.8

Total 2461.1 100.0 4698.8 100.0 90.9

Source: BMI: Annual Report and Balance Sheet (1978: 79).



265

Table 3.14 Revenues and Expenditures of Government

(Billion rials)

Revenues Expenditures
Year

Oil Non-oil Total Current Invest- Ad- Total Balance

ment vances

1968/

69 61.8 65.5 127.3 98.8 69.9 0 168.7 -41.4

1969/

70 76.4 72.7 149.1 114.4 82.8 0 197.2 -48.1

1970/

71 85.5 86.8 172.3 135.2 96.6 0 231.8 -59.5

1971/

72 155.6 103.3 258.9 176.7 115.1 0 291.8 -32.9

1972/

73 178.2 123.9 302.1 227.3 131.8 0 359.1 -57.0

1973/

74 311.3 153.5 464.8 316.8 161.2 0 478.0 -13.2

1974/

75 1205.2 189.2 1394.4 905.7 348.7 0 1254.4 140.0

1975/

76 1246.8 335.3 1582.1 929.3 526.8 113.3 1569.4 12.7

1976/
77 1421.5 414.9 1836.4 1047.3 591.6 235.1 1874.0 -37.6

1977/
78 1497.8 536.5 2034.3 1223.0 921.6 278.2 2422.8 -388.5

Source: BMI: Annual Report and Balance Sheet (various

issues).
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Table 3.15 Projected and Actual Overall Finances of the Fifth
Plan (1973-78) (Billion rials)

Projected Actual

Amount Share % Amount Share %

Revenues 8096.5 100.0 7312.0 100.0
-Oil 6628.5 81.9 5682.6 77.7
-taxes 1215.0 15.0 1344.5 18.4
-others 253.0 3.1 284.9 3.9

Expenditures 7146.4 100.0 7598.6 100.0
-current 3393.3 47.5 4244.2 55.8
-investment 2848.1 39.8 2549.9 33.6
-others 905.0 12.7 804.5 10.6

Balance 950.1 - 286.6

Source: BMI, Annual Report and Balance Sheet
(1978/79: 80).
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Table 3.16 Iran's Defence Budget 1970/77
(in $ million, at current prices)

Year Defence Budget Percentage increase

on previous year

1970 880                 -

1971 1065 17

1972 1375 29

1973 1525                11

1974 3680 141

1975 6325 72

1976 8925                 41

1977 9400                  5

Source: Halliday (1979b: 94).
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Table 3.17  Monetary Liquidity of the Private Sector
(Billion rials)

1961 1962 1963 1964

1. Money Supply (Ml) 39.9 43.8 49.0 53.9
---

- notes and coins

in circulation (17.1) (19.8) (22.6) (24.1)

- sight deposits of

the private sector (22.8) (24.0) (26.4) (29.8)

2. Quasi-money 16.2 24.8 32.5 38.4

- savings deposits of

the private sector (9.3) (13.5) (17.5) (22.9)

- time deposits of the

private sector * (6.9) (11.3) (15.0) (15.5)

3. Liquidity of the

private sector (1+2),M2 56.1 68.6 81.5 92.3

1969 1970 1971 1972

1. Money Supply (Ml) 90.4 97.4 117.0 158.7

- notes and coins

in circulation (37.1) (40.9) (49.5) (66.4)

- sight deposits of

the private sector (53.3) (56.5) (67.5) (92.3)

2. Quasi-money 115.3 137.3 179.3 240.7

- savings deposits of

the private sector (62.2) (70.6) (90.5) (122.3)

- time deposits of the

private sector * (53.1) (66.7) (88.8) (118.4)
3. Liquidity of the

private sector (1+2),M2 205.7 235.7 296.3 399.4

(*): Includes  insurance  premiums and personal retirement
funds of banks.

Source: BMI: Annual Report and Balance Sheet (various

issues).
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Table 3.17 Continued

1965 1966 1967 1968

60.3 66.8 77.1 87.9

(25.4) (27.4) (30.8) (34.1)

(34.9) (39.4) (46.3) (53.8)

45.2 53.9 67.2 87.4

(26.9) (31.8) (39.8) (50.9)

(18.3) (22.1) (27.4) (36.5)

105.5 120.7 144.3 175.3

1973 1974 1975 1976 1977

202.7 327.2 446.5 611.2 790.5

(86.4) (131.2) (182.2) (249.2) (325.5)

(116.3) (196.0) (264.3) (362.0) (465.0)

313.1 482.9 699.0 982.3 1306.5

,156.3) (234.9) (350.3) (482.7) (645.6)

(156.8) (248.0) (348.7) (499.6) (660.9)

515.8 810.1 1145.5 1593.5 2097.0
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Table 3.18 Credits of the Banking System, 1970-77
(Billion rials)

Credits Percent Credits Percent Total Percent
Year to of to of of

private increase public increase increase
sector over sector over over

previous previous previous
year year year

1970/71 230.2 -- 147.0 377.2
1971/72 277.6 20.6 176.4 20.0 454.0 20.4
1972/73 361.4 30.2 221.4 25.5 582.8 28.4
1973/74 489.8 35.5 298.4 34.8 788.2 35.2
*974/75 697.8 42.5 445.9 49.8 1143.7 45.1
1975/76 1079.4 54.7 624.8 40.1 1704.2 49.0
1976/77 1498.6 38.8 960.2 53.7 2458.8 44.3
1977/78 1862.0 24.2 1038.8 8.2 2900.8 17.9

Source: BMI: Annual Report and Balance Sheet (various
issues).
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Table 3.19 Distribution of Loans and Credits of the Banking

System to the Private Sector According to

Economic Activity (Percent)

1970/ 1971/ 1972/ 1973/ 1974/ 1975/ 1976/

71     72 73 74 75    76    77

Domestic trade 25.3 26.8 29.0 28.7 25.1 25.4 24.7

Industries and

Mines 15.1 15.5 17.7 18.6 20.8 23.0 25.2

Construction 12.7 12.5 12.7 12.7 12.3 13.8 16.2

Imports 8.5 8.5 8.7 11.9 16.2 12.8 11.4

Agriculture 8.1 6.3 8.0 7.6 9.1 8.8 8.9

Exports 5.3 5.3 5.0 4.8 3.2 3.6 1.5

Others 25.0 25.1 18.9 15.7 13.3 12.6 12.1

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: BMI: Annual Report and Balance Sheet (various

issues).



272

Table 3.20 Estimated Rates of Return on Capital in Large and
Small Industrial Establishments

Year Large Small

Establishments Establishments

1959 0.213 0.342

1960 0.213 0.342

1961 0.241 0.363

1962 0.414 0.772

1963 0.486 0.730

1964 0.538 0.660

1965 0.867 0.667

1966 0.923 0.696

1967 0.726 0.624

1968 0.442 0.503

1969 0.512 0.271

1970 0.471 0.381

1971 0.456 0.424

1972 0.437 0.596

1973 0.658 0-503

1974 0.522 0.358

Average 0.507 0.514

Source: Homapour (1980:87).
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Table 3.21 Indices of Wages and Building Materials in  the

Construction Industry

1972/ 1973/ 1974/ 1975/ 1976/ 1977/

73 74 75 76 77 78

1. Index of wages

of construction

workers 63.8 77.6 100.0 147.1 205.1 275.6

A. brick layers 62.8 79.2 100.0 144.7 205.6 277.1

B. unskilled 65.0 75.9 100.0 150.8 204.3 273.2

workers

2. Index of

building
materials 64.0 77.9 100.0 105.2 120.6 151.3

A. Metal 62.2 77.5 100.0 97.9 100.5 117.0

B. Non-metal 66.9 78.7 100.0 113.3 143.0 189.1

Source: BMI: Annual Report and Balance Sheet (1978: 212).
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Table 3.22 Index of Wages, Salaries, and Fringe Benefits

in Large Manufacturing Enterprises

1974/75 1975/76 1976/77 1977/78

Total 100.0 143.6 196.2 248.9

Food, Beverages
and Tobacco 100.0 144.9 187.6 232.8

Textiles, Clothing
and Leather Products 100.0 135.0 170.4 198.0

Wood and Wood Products 100.0 143.1 202.0 224.8

Paper and Paper
Products 100.0 165.8 216.8 277.6

Chemicals, Basic

Metals and Products 100.0 146.4 202.0 263.5

Non-metal Mining Products

(except oil & coal) 100.0 152.2 215.6 294.3

Basic Metals 100.0 120.3 162.8 205.2

Fabricated Metal Products,

Machinery and Equipment 100.0 158.0 235.4 311.2

Other Manufacturing
Industries 100.0 103.3 146.1 170.1

Source: Based on BMI Survey of Large Manufacturing

Establishments (July 1978, Table 12).
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Table 3.23 The Share of Wages and Salaries and Fringe

Benefits in Current Prices of Output Value of

Large Manufacturing Enterprises (Percent)

1974/75 1975/76 1976/77 1977/78

Total 11.2 13.2 14.6 15.3

Food, Beverages

and Tobacco 11.4 14.0 15.2 16.3

Textiles, Clothing
and Leather Products 17.8 20.2 21.2 21.3

Wood and Wood Products 18.2 20.5 23.6 20.4

Paper and Paper
Products 8.9 13.2 14.7 14.9

Chemicals, Basic
Metals and Products 11.3 13.9 15.7 16.9

Non-metal Mining Products

(except oil & coal) 16.8 20.0 21.7 22.3

Basic Metals 8.3 9.1 11.9 10.4

Fabricated Metal Products,

Machinery and Equipment 8.7 10.2 11.5 12.8

Other Manufacturing
Industries 1.6 1.9 1.6 2.2

Source: Based on BMI: Survey of Large Manufacturing

Establishments(July 1978, Table 18).
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Table 3.24  Annual Wages in Small and Large Establishments of
Manufacturing Sector (Thousand rials)

Small Establishments Large Establishments
Year

Operative Non- Operative Non-

(a) Operative (b) Operative

1963 19.2 22.2 37.0 93.0

1964 22.9 39.5 37.9 75.9

1965 23.0 38.6 36.5 109.0

1966 23.6 38.7 41.6 111.5

1967 24.7 42.9 52.2 122.2

1968 26.6 68.3 50.0 123.7

1969 29.2 93.8 55.6 116.8

1970 29.6 95.1 53.7 146.2

1971 30.3 97.3 56.6 153.3

1972 30.3 94.7 60.2 169.9

Notes: a: workers directly engaged in production processes.
b: clerical, technical and administrative staff, not

directly engaged in the production processes.

Source: Iran Industrial Statistics (various issues), cited by

Homapour (1980, Appendix A.3: 143).
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Table 3.25 Iran's Foreign Exchange Receipts and Payments
(in million US dollars)

1960/61 1965/66 1970/71

Value Share Value Share Value Share

%                    %                    %

Current Receipts 528 100.0 818 100.0 1690 100.0

- oil sector 359 68.0 608 74.4 1268 75.1

- export of goods 105 20.0 132 16.1 259 15.3

- export of services 64 12.0    78 9.5 163 9.6

Current Payments 598 100.0 933 100.0 2365 100.0

- import of goods 505 84.5 792 85.0 1986 84.0

- import of services 93 15.5 141 15.0 379 16.0

Net current account -70 - -116 -675

1975/76 1976/77 1977/78
--

Value Share Value Share Value Share

%                     %                      %

Current Receipts 21972 100.0 24404 100.0 25989 100.0

- oil sector 19074 86.8 20671 84.7 20926 80.5

- export of goods 447 2.0 472 1.9 595 2.3

- export of services 2451 11.2 3261 13.4 4468 17.2

Current Payments 19058 100.0 20247 100.0 24696 100.0

- import of goods 16046 84.2 16060 79.3 17968 72.8

- import of services 3012 15.8 4187 20.7 6728 27.2

Net current account +2914 -    +4157 - +1293
-             -

Source: BMI Annual Report and Balance Sheet (various
issues).
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Table   3.26 The Shares of Exports and Imports  in  Iran' s Gross

National Product, in current prices (percent)

1960 1965 1970 1975

Exports: 19.9 22.2 26.4 38.6
- Oil (16.6) (18.7) (23.2) (36.5)

- Non-oil ( 2.9) ( 3.0) ( 2.7) ( 1.1)
- Services ( 0.4) ( 0.5) ( 0.5) ( 1.0)

Imports: 16.1 15.2 19.8 31.0

- Goods (15.1) (14.2) (18.3) (24.5)

- Services ( 1.0) ( 1.0) ( 1.5) ( 6.5)

Source: Calculated on the basis of figures from
Economic Statistics and Trends in Iran

(1976: 1, 197-98, and 207-8).
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Table 3.27 Percentage Share of the Iranian Market by
Major Trading Partners, 1970-77.

1970/ 1972/ 1974/ 1975/ 1976/ 1977/

71      73      75 76 77      78

West Germany 20.8 18.4 17.9 17.3 17.8 19.4

Japan 12.0 14.0 15.1 15.8 17.2 15.7

United States 13.0 16.7 20.0 19.5 15.4 15.6

United Kingdom 9.7 11.6 8.0 8.8 7.1 6.9

France 4.6 4.7 3.7 4.4 3.5 4.6

Italy 4.0 4.4 3.0 3.6 5.7 5.6

Netherlands 2.7 3.2 2.3 2.8 3.7 3.3

Others 31.4 27.1 30.0 27.8 29.6 28.9

Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: BMI: Annual Report and Balance Sheet (various issues).



280

Table 3.28 Composition of Iran's Imported Goods, 1970-77

(percent)

Year Raw materials Capital Consumer Total

and intermediate goods goods

goods

1970/71 63.8 23.2 12.9 100.0

1971/72 64.8 23.4 11.8 100.0

1972/73 62.1 25.0 12.9 100.0

1973/74 60.9 24.2 14.9 100.0

1974/75 64.4 20.2 15.4 100.0

1975/76 53.1 29.8 17.1 100.0

1976/77 52.6 29.8 17.6 100.0

1977/78 54.2 27.2 18.6 100.0

Source: BMI:Annual Report and Balance Sheet (various issues).
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Table 3.29  Distribution of Domestic and Imported Inputs by
Industrial Sectors, 1965, 1967, 1972 (percent)

Materials and Supplies as
Percent of Final Value of Output

1965

Column
Sectors Total Domestic Imported 3 as %

of (1)

(1) (2) (3) (4)

Non-durable consumer goods 74.4 68.4 6.0 8.1

Food 86.4 82.8 3.6 4.1

Beverages 79.3 78.6 0.7 0.9
Tobacco 25.8 24.5 1.4 5.2

Textiles 62.0 53.6 8.4 13.6

Clothing 71.5 62.5 8.9 12.5

Wood and furniture 51.3 43.2 8.1 15.8
Leather products 79.6 67.4 12.2 15.4
Intermediate goods 55.3 32.5 22.8 41.3

Paper and printing 59.9 26.5 33.4 55.7
Rubber products 67.9 47.4 20.5 30.2
Chemicals * 62.5 22.3 40.2 64.4

Non-metallic minerals 47.3 43.7 3.6 7.6
Base metals 71.4 71.4     0        0
Metal products 54.0 19.7 34.3 63.5
Durable consumer

and capital goods 56.0 31.9 24.1 43.1

Machinery 30.6 17.2 13.4 43.9

Transport equipment 63.6 36.2 27.3 43.0
Miscellaneous 66.1 17.9 48.1 72.9
Total 70.3 60.3 10.0 14.3

(*): Includes Petroleum and Coal Products industries.
Source: Fahim-Nader (1978: 128).
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Table 3.29 Continued

Materials and Supplies as
Percent of Final Value of Output

1967 1972

Column Column

Total Domestic Impor- 7 as % Total Domestic Impor- 11 as %

ted of (5) ted Of (9)

(5) (6) (7) (8) (9) (10) (11) (12)

73.6 67.5 6.1 8.3 72.7 65.9 6.8 9.4

83.6 81.0 2.6 3.1 83.6 80.0 3.6 4.4

63.2 58.7 4.5 7.1 43.2 39.5 3.7 8.5

16.7 16.1 0.6 3.7 12.6 12.6    0         0

66.7 54.3 12.4 18.5 66.8 58.4 8.4 12.6

64.3 58.2 6.1 9.5 64.1 49.1 15.0 23.4

58.9 41.5 17.4 29.6 56.9 56.9    0         0

90.3 78.8 11.5 12.8 89.8 65.3 24.5 27.3

57.1 31.5 25.7 44.9 57.7 23.3 34.4 59.5

63.6 35.1 28.5 44.9 64.1 19.1 45.0 70.2

55.9 41.8 14.1 25.3 52.5 16.9 35.6 67.7

68.1 35.6 32.5 47.8 64.2 18.5 45.7 71.2

;4.0 31.1 2.9 8.6 33.3 30.9 2.4 7.2

68.2 47.4 20.8 30.5 64.0 10.0 54.0 84.3

60.4 16.6 43.8 72.5 71.0 41.6 19.5 31.9

62.7 20.2 42.5 67.8 62.5 25.4 37.1 59.3

64.9 18.9 46.0 71.0 64.8 15.0 49.8 76.8

60.9 21.3 39.6 65.0 60.8 32.4 28.4 46.7

64.0 50.0 14.0 21.9 65.0 65.0    0         0
- ' - - -   --

69.8 57.3 12.4 17.8 67.8 50.8 17.0 25.1



284

Table 3.30 The Structure of Government Revenues

(Billion rials)

Oil Revenues Non-Oil Revenues Total Revenues
--

Year Amount Share Amount Share Amount Share

%                       %                         %

1965/66 50.0 54.8 41.3 45.2 91.3 100.0

1966/67 47.4 47.8 51.8 52.2 99.2 100.0

1967/68 54.0 50.1 53.8 49.9 107.8 100.0

1968/69 61.8 48.5 65.5 51.5 127.3 100.0

1969/70 76.4 51.2 72.7 48.8 149.1 100.0

1970/71 85.5 49.6 86.8 50.4 172.3 100.0

1971/72 155.6 60.1 103.3 39.9 258.9 100.0

1972/73 178.2 59.0 123.9 41.0 302.1 100.0

1973/74 311.3 67.0 153.5 33.0 464.8 100.0

1974/75 1205.2 86.4 189.2 13.6 1394.4 100.0

1975/76 1246.8 78.8 335.3 21.2 1582.1 100.0

1976/77 1421.5 77.4 414.9 22.6 1836.4 100.0

1977/78 1497.8 73.6 536.5 26.4 2034.3 100.0

Source: BMI: Annual Report and Balance Sheet
(various issues).
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Table 3-31 The Shares of Direct and Indirect Taxes in

Total Tax Revenues

Direct taxes Indirect taxes GNP at Total

Year -------------- current taxes as

Amount Share Amount Share Total prices  percent

%             %                  of GNP

1967/68 14.0 33.2 28.2 66.8 42.2 556.5 7.6

1968/69 17.6 33.4 35.0 66.6 52.6 692.2 7.6

1969/70 21.2 35.4 38.7 64.6 59.9 704.2 8.5

1970/71 26.5 37.2 44.7 62.8 71.2 798.2 8.9

1971/72 30.0 37.1 50.9 62.9 80.9 979.1 8.3

1972/73 39.2 39.4 60.2 60.6 99.4 1231.5 8.1

1973/74 52.9 40.3 78.3 59.7 131.2 1832.7 7.1

1974/75 72.2 45.7 85.6 54.3 157.8 3124.0 5.0

1975/76 151.9 56.1 118.9 43.9 270.8 3518.8 7.7

1976/77 187.8 54.8 155.1 45.2 342.9 4571.5 7.5

1977/78 230.3 52.1 211.5 47.9 441.8 5347.6 8.3

Source: BMI: Annual Report and Balance Sheet (various

issues).
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Table 3.32 Composition of Government Tax Revenues

(excluding special revenues)* (Billion Rials)

1972/73 1973/74 1974/75

Corporate taxes 20.5 28.8 44.9

Government-owned 11.4 17.1 28.8

Private 9.1 11.7 16.1

Income tax 14.6 18.6 20.4

Salaried 8.8 10.8 10.2

Self-employed 3.9 5.1 6.6

Real-estate 1.4 2.0 2.5

Other 0.5 0.7 1.1

Wealth tax 4.1 5.5 6.9

Property transaction tax 2.7 3.7 5.1

Other 1.4 1.8 1.8

Import taxes 45.7 60.7 63.3

Customs duties 17.2 23.0 34.0

Commercial profit tax 11.9 15.8 21.6

Special tax on imported cars 0.4 0.8 2.0

Import registration fees 11.6 17.5      0

Other 4.6 3.6 6.0

Sales tax 14.5 17.6 22.0

On oil products 10.2 12.4 15.0

On alcoholic and non-

alcoholic beverages 1.9 2.4 2.8

On automobiles 1.1 1.1 1.7

On domestically-made cars 0.9 1.3 2.0

Other 0.4 0.4 0.5

Total 99.4 131.2 157.8

Note: According to the  classification  in the  Budget  Act,

stamp duties (on checks, bills, promissory  notes,
etc.) and passport fees have not been calculated in

government revenue. These are included under

'Miscellaneous' incomes of government.
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Table 3.32 Continued

1975/76 1976/77 1977/78

Corporate taxes 113.3 128.9 160.2

Government-owned 93.2 99.4 107.0

Private 20.1 29.5 53.2

Income tax 30.2 47.9 57.5

Salaried 15.3 26.2 39.7

Self-employed 9.6 14.2 11.2

Real-estate 4.2 6.0 5.7

Other 1.1 1.5 0.9

Wealth tax 8.4 11.0 12.6

Property transaction tax 6.3 8.0 9.4

Other 2.1 3.0 3.2

Import taxes 92.6 122.6 167.4

Customs duties 46.3 67.8 94.6

Commercial profit tax 31.2 36.9 51.5

Special tax on imported cars 5.6 5.1 6.4

Import registration fees      0        0         0
Other 9.5 12.5 14.9

Sales tax 26.3 32.5 44.1

On oil products 17.7 21.7 32.0

On alcoholic and non-

alcoholic beverages 3.0 3.8 4.2

On automobiles 2.0 2.3 2.8

On domestically-made cars 3.1 4.1 4.5

Other 0.5 0.6 0.6

Total 270.8 342.9 441.8

Source: BMI: Annual Report and Balance Sheet (June 1978:

140-1)
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Table 3.33 Production  of Principal Crops and Livestock

Products (Thousand Metric Tons)

1968/69 1969/70 1970/71 1971/72

Farming Crops
Wheat 4400 4100 4260 3700

Barley 1160 1140 1083 900
Rice 980 1020 1060 1050
Cotton 545 517 503 444

Sugar Beet 3412 3484 3862 3980
Tea 80 76 78 6-

Livestock Products

Red meat 313 325 335 380

Poultry 42 45 50 60

Eggs                 59       60       66       67
Milk 1800 1900 2000 1900

1972/73 1973/74 1974/75 1975/76

Farming Crops
Wheat 4546 4600 4700 5500

Barley 1009 923 863 1400
Rice 1200 1334 1313 1500
Cotton 600 615 715 470

Sugar Beet 3918 4240 4300 4670

Tea                  88       93       96       80
Livestock Products

Red meat 437 450 468 494

Poultry 110 110 117 115

Eggs 151 172 179 188
Milk 2000 2150 2300 2400

Source: BMI:Annual Report and Balance Sheet (various issues).
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Table 3.34 Value Added in Agriculture

at Current Prices (Billion rials)

1960 1965

Amount % Amount    %

In Farming
and Pastures 60.40 66.45 83.10 69.25

In Animal husbandry

and hunting 29.10 32.01 35.40 29.50

In Fishery 0.30 0.33 0.50 0.42

In Forestry 1.10 1.21 1.00 0.83

Total Value Added

in Agriculture 90.90 100.00 120.00 100.00

1970 1975

Amount % Amount    %

In Farming
and Pastures 113.70 70.80 209.10 62.62

In Animal husbandry
and hunting 44.30 27.58 115.10 34.47

In Fishery 1.00 0.62 1.80 0.54

In Forestry 1.60 1.00 7.90 2.37

Total Value Added

in Agriculture 160.60 100.00 333.90 100.00

Source: Plan and Budget Organization (1977: 21-22).
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Table 3.35 Employment in the Main Economic Sectors

(in Thousand Persons)

Sectors 1960 1965 1970 1975

Agriculture 3513 3827 3718 3469

(53.6) (51.9) (43.6) (35.9)

Oil                 32         42        50         60

(0.5) (0.6) (0.6) (0.6)

Industries and 1371 1672 2372 3105

Mines (20.9) (22.7) (27.8) (32.1)

Services 1638 1828 2390 3030

(25.0) (24.8) (28.0) (31.4)

Total 6554 7369 8530 9664

(100.0) (100.0) (100.0) (100.0)

Note: Parentheses indicate percentage of total employment

Source: Plan and Budget Organization (1976: 233-4).
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Table 3.36  Gross Domestic Fixed Capital Formation By Main
Sectors at Current Prices (Billion rials)

Total Agriculture Industries and Mines

Year

Amount % Amount % Amount   %

1965 85.5 100.0 5.7 6.7 43.7 51.1

1966 90.0 100.0 5.6 6.2 48.8 54.2

1967 119.3 100.0 8.5 7.1 60.8 51.0

1968 136.5 100.0 8.7 6.4 70.0 51.3

1969 156.4 100.0 10.6 6.8 80.7 51.6

1970 167.3 100.0 10.8 6.4 87.3 52.2

1971 216.7 100.0 15.1 7.0 111.3 51.4

1972 287.4 100.0 25.1 8.7 138.5 48.2

1973 363.3 100.0 28.4 7.8 173.0 47.6

1974 563.1 100.0 53.1 9.4 267.6 47.5

1975 1047.6 100.0 70.6 6.7 486.8 46.5

Services Oil & Gas

Year

Amount % Amount   %

1965 26.8 31.3 9.3 10.9

1966 28.4 31.5 7.2 8.0

1967 38.6 32.3 11.4 9.5

1968 43.5 31.9 13.5 9.9

1969 50.4 32.2 14.7 9.4

1970 58.6 35.0 10.6 6.3

1971 73.6 34.6 16.7 7.7

1972 94.9 33.0 28.9 10.0

1973 129.9 35.7 32.0 8.8

1974 193.7 34.4 48.7 8.6

1975 385.0 36.7 105.2 10.0

Source: Based on PBO (1976: Table 49: 143-4).
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Table 3.37 Imports of Major Agricultural Food Products
(thousand tons and million rials)

1971/72 1972/73 1973/74

Weight  Value  Weight  Value  Weight  Value

Wheat 993.4 5753 771.3 4754 784.8 4753

Barley 191.9 725 23.1 114 107.5 1258
Rice 60.5 882 91.9 1559 11.7 212
Corn 62.4 381 70.4 413 130.8 1186
Red meat 6.8 394 7.6 474 12.6 1163

Sugar 87.6 793 158.9 1991 286.1 5108
Tea 7.3 891 9.0 1102 8.9 922

Vegetable

shortening 104.9 3011 142.9 3841 110.5 3429

1974/75 1975/76

Weight  Value Weight Value

Wheat 1433.9 20986 1439.6 22667

Barley 78.5 2223 203.9 1959

Rice 191.4 8915 282.9 10415
Corn 222.9 2879 146.9 1360

Red meat 24.2 2726 53.8 5898

Sugar 219.5 9595 596.5 36537
Tea 12.6 1737 12.9 183,

Vegetable

shortening 226.7 13962 231.2 16471

Source: Foreign Trade Statistics of Iran.
Cited by Cumming-Bruce (1977: 16).
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Table 3.38 Private Foreign Investment in Iran by Country  of

Origin 1956-77 (Million rials)

Country 1956-70 1970-77 Total      %

USA 6175 5848 12023 30.5

Japan 159 11761 11920 30.2

West Germany 1297 3424 4721 12.0

France 588 1722 2310 5.9

UK 1165 959 2124 5.4

Italy 269 1120 1389 3.5

Others 1544 3374 4918 12.5

Total 11197 28208 39405 100.0

Source: BMI: Annual Report and Balance Sheet
(various issues)
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Table 3.39 Composition of Manufacturing Output in Urban Large
Establishments, 1962, 1967, 1972 (percent) (a)

Distribution of

value of output
Sectors

1962 1967 1972

(b)

Non-durable consumer goods 69.7 67.0 57.6
Food 32.0 34.1 29.2

Beverages 1.2 1.1 1.1

Tobacco 6.0 3.7 2.3
Textiles 22.9 18.5 16.3

Clothing 4.1 5.8 5.7

Wood and Furniture 1.9 2.7 2.4

Leather Products 1.6 1.1 0.6

Intermediate goods 20.4 22.4 28.0

Paper products 0.5 1.1 1.4

Printing 0.6 0.9 1.2

Rubber products 0.9 1.9 1.5

Chemicals 4.4 4.1 6.5

Petroleum and coal products (c)         - 0.3 0.5

Non-metallic minerals 6.1 5.6 4.9

Base metals 0.7 2.4 6.2

Metal products 7.2 6.1 5.8

Durable consumer and capital goods 9.4 9.4 14.1

Non-electrical machinery 0.1 0.4 1.6

Electrical machinery 0.5 3.9 4.3

Transport equipment 8.8 5-1 8.2

Miscellaneous 0.5 1.2 0.4
TOTAL 100.0 100.0 100.0

Notes: (a)  Original  data at current  market prices. Data

exclude gas and electricity.
(b) Estimated.

(c) Includes National Iranian Oil Company (NIOC) figures.
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Tabel 3.39 Continued.

Share of Growth Average Annual Growth

(percent per annum)

1962- 1967- 1962- 1962- 1967- 1962-

67 72 72 67     72     72

64.7 48.9 54.2 16.5 12.8 14.6

35.9 24.7 28.4 19.0 12.7 15.8

v.9 1.1 1.1 13.7 17.2 15.4

1.8 1.0 1.3 6.6 5.7 6.1

14.9 14.3 14.5 12.5 13.4 13.0

7.3 5.5 6.1 26.0 15.6 20.7

3.3 2.1 2.5 26.2 13.6 19.8

0.6 0.2 0.3 7.9 3.0 5.4

23.8 33.1 30.1 19.6 21.7 20.7

1.5 1.7 1.6 36.6 22.8 29.5

1.1 1.5 1.4 26.2 23.5 24.8

2.7 1.2 1.7 37.2 11.7 23.8

3.8 8.7 7.1 15.8 27.8 21.7

0.6 0.6 0.6 - 25.9    -

5.1 4.3 4.6 15.3 13.3 14.3

3.8 9.6 1.1 49.0 40.3 44.6

5.2 5.5 5.4 13.7 15.1 14.4

9.4 18.2 15.4 17.3 26.1 21.6

0.6 2.8 2.1 47.6 55.2 51.3

6.7 4.6 5-3 77.3 18.6 45.0

2.1 10.8 8.0 5.3 27.7 16.0

2.0 -0.2 0.3 41.9 -8.9 14.1
--       --

100.0 100.0 100.0 17.4 16.3 16.9

Source: M. Fahim-Nader (1978: 21).



296

IV

THE DETERMINANTS OF IRANIAN INFLATION

Introduction

In the preceding two chapters various theoretical

explanations have been given of the causes of inflation  in
general, and Iranian inflation has been appraised with regard
to these theories in particular. In this chapter we shall

attempt  to subject the inflationary experience of Iran to an

econometric study.

While it is not feasible to break into the inflationary
spiral, as Diaz-Alejandro correctly argues, and to isolate a

single monetary or real variable as the fundamental cause of
the whole problem of inflation, it seems useful to obtain  a

'quantitative idea' of how different sources of inflationary
pressure can 'explain',  in a statistical sense, the observed

increases in price levels (Diaz-Alejandro 1965: 116).
The main purpose here, therefore, is to estimate the

contribution of some of the variables that are considered to

be important in increases of Iran's general price levels.
The chapter is divided into two sections. Section  4.1

deals with  the empirical studies of inflation in Latin
America. Section 4.2 then examines the relevance of these
studies for the Iranian economy and estimates the

contribution  of different inflationary sources to  increases
in  the  price level. Finally, an  appendix describes the

variables, gives the sources of data used in regressions, and
further reports on the results of inflation equations.

4.1 Review of Empirical Literature

Several empirical studies, using econometric techniques, have
been made of the controversy between monetarists and
structuralists over the causes of Latin American inflation.
The most important  of those models are reviewed in  this
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section.

4.1.1 Harberger's model

Harberger's study of Chilean inflation is one of the best

known  empirical analyses of the causes of inflation in Latin
America. In The Dynamics of Inflation in Chile, Harberger

arrives  at his model of inflation by employing the  quantity

theory of money and the liquidity preference function

(Harberger 1963: 219-250). In the latter view, the demand for

money  is  a function of the price level, the level of real

income, and the cost of holding money. Money supply  is

assumed to be determined exogenously.
In equilibrium, given the level of real income and the

cost of holding money, changes in the price level will equate
the demand for money to an existing supply. Thus, the price

level  in Harberger's model is expressed as a function of the

quantity of money, the level of real income, and the cost of

holding cash.
The structural equation  used by  Harberger  and  the

present study is:

Pt= al + a2Mt + a3Mt-1 + a4Yt + a5 (Pt-1 - Pt-2) (1)

Since the effects of changes in the money supply on the price

level  are assumed to occur over time,  Mt-1 is introduced in
equation 1 in order to capture the lagged  adjustment  of

prices to variations in money supply. Furthermore,

a 5 (Pt-1 - Pt-2 ) in equation 1 represents the rate of change
of the expected cost of holding cash; following  Harberger,
this is the assumption that the expected cost of holding real

balances  is  mainly affected by past changes in the rate  of
inflation (Ibid: 226).

Harberger's prediction for the signs and magnitudes  of

variables in  equation 1, are: first, the sum of the

coefficients of monetary variables,  i.e.  Mt and Mt-1'  does

not significantly differ from one, implying  that  a  one

percent increase in  the rate of growth  of  money  supply,

ceteris paribus, will lead to a one percent increase in the
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rate of inflation. Second, the coefficient of Yt, the rate of
change in real income, will not be significantly  different
from minus one;  that is,  a one percent increase in the  Yt,

other things being equal, will lead to a one percent decline
in the rate of inflation. And finally, the coefficient of

(Pt-1- pt-2)' the cost of holding money,  will be significant

and positive.

Harberger's study of Chilean inflation covers the

period of 1939-1958, and all variables in his model are

expressed in annual percentage changes.
The results of Harberger's regression, using  only

monetarist variables, are as follows (Ibid: 230)(with the

standard error in the parentheses):

Pt = -0.32 + 0.74Mt + 0.34Mt-1- 0.91Yt + 0·20At
(0.23) (0.16) (0.15) (0.31) (0.12)

2
R  = 0.87 (2)

where:

Pt          = rate of inflation;

Mt and M = annual percentage changes in the  currentt-1
and lagged  money supply (defined as

currency plus demand deposits);

Y           = annual percentage change in real income;t
At          = (Pt-1-Pt-2 )= past changes in the rate of

inflation.

Money coefficients, that is, Mt and M are both positivet-1  '
and significant, as Harberger expected. The sign of real

income  coefficient,  Vt,  is  negative,  which  agrees  with

Harberger's expectation, and it is also Significant. The

coefficient  for At'  however,  although it has the  expected

sign, is significant only at the 5 percent level.

Harberger then  introduces the wage variable into  his

model to test for the structuralist theory of inflation. When
this is done, its coefficient proves to be insignificant and
it appears to  have no appreciable impact on the rate of
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inflation (Ibid: 231).
Harberger therefore suggests a monetarist conclusion by

arguing that inflation is the result of excess supply  of

money  and that changes in the money supply dominate  changes

in  wages in explaining the rate of growth of the price level
(Ibid: 248).

4.1.2 Vogel's model

In his analysis of inflation in Latin America, Vogel extends

Harberger's model to sixteen Latin American countries in

order to investigate the impact of monetary factors on

inflation. He does not include structuralist variables in his

model and uses annual time series and cross-section data for

the 1950-1969 period (Vogel 1974: 102-114).

The results of the pooled regression for the sixteen

Latin  American countries are given below (with t- values  in

parentheses):

./ 0
4 = -O.031 + O.586Mt + 0.407Mt-1- 0.298Yt

(17.0) (11.1) (3.1)

-2
+ 0.014 (PI-1 - Pt-2  )     R   = 0.82 DW 1.55 (3)

(0.4)

where:

Pt             = annual rate of change in consumer price index

M    and M -1  = annual percentage change in the current  and

lagged money supply (defined as currency plus

demand deposits)
.

Yt             = annual percentage change in real GNP

CPI-1- P -2  )
- Past  changes  in  the  rate  of  inflation,

similar to the A :term used by Harberger.

Like Harberger's findings, the coefficients of current

and lagged money supply are highly significant and  positive
in Vogel's equation. The coefficient of lagged changes in the

rate of inflation is positive but insignificant, and the
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coefficient of real income, although significant with  the

expected negative sign, is substantially less than the values
found by Harberger.

Vogel then introduces alternative lag structures in the

model but regressions yield basically the same results. 'The
most important result' of  Vogel's findings, both  using
Harberger's model and alternative lag-structures, for the
monetarist-structuralist controversy, is that, 'a  purely
monetarist model with no structuralist variables reveals

little heterogeneity among Latin American countries, inspite
of  their  extreme diversity' (Ibid: 113). Vogel therefore

concludes  that  his study indirectly supports a  monetarist
approach to inflation.

4.1.3 Diz's Model

Adolfo  Ceasar  Diz's  analysis of the demand for money in

Argentina  follows the line of Harberger's study of Chilean
inflation  and covers the 1935-62 period. He uses quarterly
observations for the period, with all variables expressed as
first differences of logarithms (Diz 1970: 69-162).

In Diz's study the dependent variables are the cost  of
living and wholesale price indices. His independent
variables, both monetarist and structuralist, are: current

and lagged money supply (with two definitions, one excluding
and  one  including  savings and  time  deposits,  Ml  and  M2
respectively), real income, an index of nominal wages, the

peso/dollar exchange rate, a  variable  indicating  price
expectations, and seasonal dummy factors affecting the rates
of inflation.

The expectational variable is created by  regressing
changes  in the rate of price change against rates of change
of current and lagged money supply and current and past
exchange rate variables. The residuals of this regression are
then viewed as a  measure of exogenous changes in  price
expectations, and are included as an explanatory variable in
the inflation regressions.
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These  variables  are linearly introduced by Diz in  a

relationship of the following type (dots denote logarithm):

P· am. +a M +a M + a M. + a RE
1,t=  1 ],t 2--j,t-2 3 j,t-4 4 j,t-6 5  i,t

+ a6 Yt + a 7Xt + a 8Wt + a 9St + Ut
(4)

where:

P.     = Quarterly rate of change of average price index i from
1,t

quarter t-1 to quarter t.

M      = Semi-annual rate of change of average stock of moneyj,t-k
from quarter t-k-2 to quarter t-k, for k=0, 2, 4 and
6.

RE = 'Exogenous' changes in  price expectations from

quarter t-2 to quarter t-1.

Y      = Quarterly rate of change of average real income from

quarter t-1 to quarter t.
X      = Quarterly rate of change of the official exchange

rate for the US dollar from the middle of quarter
t-1 to the middle of quarter t.

W      = Quarterly rate of change of an index of nominal

wages from the middle of quarter t-1 to the  middle

of quarter t.

St     = A set of three seasonal dummy variables.

The  results of the inflation equation for the 1946-62

period with the cost of living as a dependent variable, with

money supply  defined  as Ml,  and a  coefficient of price

expectations equal to 0.1, are as follows (Ibid: 120)

(figures in parentheses denote standard error):



302

P = 0.307 M + 0.153 M - 0.090 M - 0.109 Mt         t t-2 t-4 t-6
(0.120) (0.123) (0.118) (0.105)

+ 3.398 RE - 0.731 Y + 0.076 X + 0.074 W - 0.014 Sl
(1.229) (0.264) (0.027) (0.049) (0.025)

+ 0.043 S2 + 0.011 S3
(0.014) (0.014) (5)

2
R  = 0.679

Diz's  various regressions yield similar results. The

coefficient  of at least one money supply variable is  always
significant. The coefficients of real income are also always

significant  and negative, while the price expectation
coefficients are positive and significant. The coefficients

of nominal wages are not significant and the coefficients  of
the exchange rate, though significant and positive, show a

relatively low value. Thus, with regard to his findings, Diz

supports strongly  a monetarist conclusion that changes in

money supply have a substantial impact on the inflation  rate

while changes in wages or exchange rate, i.e. structuralist

variables, do not have any  appreciable  effect on the

inflation rate.

4.1.4 Diaz-Alejandro's model

Carlos Diaz-Alejandro, in  an  attempt  to  quantify  the

different sources of inflationary pressure in Argentina, uses
four independent variables similar to those of Diz. These
are: money supply, real gross domestic product plus
merchandise imports, hourly money wages in industry, and the

peso/dollar exchange rate. He introduces five  dependent
variables (the wholesale price index, three components of

that  index and the cost of living for Buenos Aires). In his

equations, all variables are expressed in percentage rates of
change with observations for the 1945-1962 period (Diaz-



303

Alejandro 1970: 115-25).
The following results are obtained when the Cost of

living  index is used as the dependent variable (Ibid: 122)

(with standard errors in parentheses):

.                 I
P = - 10.5 + 0.93 M + 0.50 W  + 0.15 K  - 1.05 S

(0.35) (0.20) (0.07) (0.43)

R = 0.93   d = 1.84 (6)

where:
/

M  = Annual rate of change of money supply
.

W  = Annual rate of change of  hourly money-wage rates in

industry.
.

K  = Annual rate of change of the exchange rate, expressed as

the price of one US dollar in terms of Argentine pesos.
.

S  = Annual rate of change of gross domestic  product  plus
merchandise imports.

Although Diaz-Alejandro's regressions are not

basically different from those of Diz, the results are only
similar as regards the coefficients of real income and the

exchange rate.
The coefficients of real income are always negative and

significant, while coefficients of the exchange rate are

positive and significant. However, unlike Diz's results, the

wage  coefficients  are  significant and  positive  in  Diaz-

Alejandro's regressions. Further, the coefficients of lagged

money supply (the lag being of one year) prove  insignificant

with the wrong signs in all equations.

Diaz-Alejandro concludes his analysis with the argument
that structuralist factors (such as wage increases and

devaluations) have  played  an  active  role  in  Argentine

inflation, while monetary expansion has played a more or less

permissive role (Ibid: 124).



304

Several comments can be made about the above mentioned

models. First, they attempt, generally, to test only the role

of  monetarist and wage push factors in inflation. For the

most part they do not attempt to test for inflationary

pressures arising from structuralist sources.

Second, the studies consider real income as an

exogenous variable. However, as Wachter points out,

if inflation and real income are simultaneously

determined, the real income term in the Harberger

equation  may appear significant even in the absence of

a demand-pull inflation. For example, if an exogenous

rise  in  prices occurs due to structuralist factors,

real balances decline. As a result of the decline in

the real balance component of wealth, aggregate demand

and  real income are likely to fall. Thus, a negative
correlation between real income and the inflation rate

may  be found if inflation is determined by  monetarist
or structuralist factors (Wachter 1976: 55).

Finally, in some of the above mentioned models  a

measure  of  wage changes is introduced in order to test  the
existence of a 'structuralist' source of inflation which,

strictly speaking, seems to be imprecise. A  statistically

significant coefficient of the wage variable indicates the

presence Of 'wage-push' inflationary  pressures  and  not
structural inflation. While structuralist  and  wage-push

pressures are both non-monetarist causes of inflation,
structuralist inflation, as we have seen in Chapter II, can

occur with or without cost-push inflation.

4.1.5 Wachter's model

In her study Latin American Inflation Wachter supports, as

she puts it, 'a broad model' of inflation. She suggests that
inflation is related to the level of excess demand, on the

one hand, and to the distribution of excess demand between
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farm and non-farm sectors, on the other hand.

Assuming that prices react more quickly in agriculture

than elsewhere, Wachter argues that  with  a  relatively
backward agricultural sector the price level rises,

ceteris paribus, with the concentration of excess demand in

agriculture.
She therefore introduces a structuralist variable into

the Harberger model, i.e. the change in the relative price of

food, 41 ,  as  a measure of the quantity of excess demand  in

agriculture. If  the  coefficient  of 4' is positive and

significant, it  implies that the structuralist inflationary

hypothesis  is  correct.  To find 9/ she  uses  the  following
formula:

FPI FPI

(t)- (t-1)

CPI CPI

f= (7)

FPI

(t)

CPI

where:

FPI = Food Price component of the consumer price Index.
CPI = Consumer Price Index.

Wachter's results, using Chilean quarterly data for the

years  of Harberger's study, i.e. 1939-58, are as follows

(Ibid: 87) (standard errors appear in parentheses):

YP =S - 0.33 Y + 0.25 M + 0.29 D + 0.36t      t            t            t            t           t

(0.160) (0.058) (0.067) (0.110)

.
+ 0.13 At -2
(0.038)               R  = 0.64 DW = 1.77 (8)
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where:
*

P   = Percentage change in price level within each quarterk
Y   = Percentage change in real income from the past to  thet

present quarter

M   = Percentage change in money supply

D<  = Distributed-lag weighted average of the past values of

M 

A   = Percentage change in the general price level  in the

year  ending  at the beginning of the  current  quarter
minus the percentage change in the general price level
in the quarter before that

4't = Percentage change in the relative price of food
.

St   = a vector of seasonal constants.

Wachter's results  are generally similar to Harberger's
findings when the structuralist variable, 91' , is included in
the inflation equation. Then she also tests the above model
for Argentina, Brazil and Mexico. She finds a positive and

significant  coefficient  for 7,  the rate of change  in  the
relative price of food, as well as significant  coefficients

with appropriate signs for other monetarist variables. Hence,
she concludes that in these economies, i.e. Argentina,
Brazil, Chile and Mexico, structuralist as well as monetarist

variables have had a positive impact on the inflation rate.

4.2 Hypothetical Testing of Iranian Inflation[1]

The purpose of this section is, on the one hand, to examine
the relevance of monetarist and structuralist models for the
Iranian economy and, on the other hand, to estimate,

quantitatively, the contribution of various inflationary
sources to the observed increases in the inflation rate. In

doing this, the inflationary experience of Iran is subjected
to hypothesis testing. Monetarist and/or structuralist as

well as cost-push variables are incorporated into econometric
models of inflation and are then tested for the significance
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of these factors by employing Iranian data.
The  results  of tests using monetarist variables are

presented in section 4.2.1. Section 4.2.2 reports the results
of regressions with monetarist, wage-push and structuralist
variables. Section 4.2.3 focuses on the so-called 'imported

inflation'.  The  extent of the contribution of higher prices
of  imported goods to the total rate of inflation in Iran is

explored in this part. Section 4.2.4 summarizes the principal

findings of the section.

4.2.1 Test of Monetarist Theory

One of the best known econometric studies supporting  a

monetarist model is, as we have seen, Harberger's model which
was tested for the Chilean economy. In this section

Harberger's model of inflation will be applied to the Iranian

economy for the 1959-77 period. Our main interest is to

investigate the extent to which a purely monetarist model can

explain the inflationary process in Iran.

The regressions are based on data from the Bank Markazi

(Central Bank of Iran) and the Plan and Budget  Organization

(see  statistical appendix at the end of this chapter). All

variables are expressed as annual rates of change. The

dependent variable, i.e. the inflation rate, is measured by
the consumer price index (CPI). Independent variables used in

the multiple regressions are:

1. Money  supply  with two  definitions:  Ml being  equal  to

currency  plus demand deposits and M2 which is equal to Ml

plus quasi-money.
2. Real income with three alternative definitions (see

appendix):
Y   = GNP at constant 1959 prices
1t

Y   = Non-oil GNP at constant 1959 prices2t
Y3t = Non-oil GDP + Imports at constant 1959 prices.

3. Past  changes in the rate of inflation,  i.e.
Pt-1- Pt-2 '

which is, following Harberger, denoted by At. The results,
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using OLS estimation techniques with money defined as  Ml'
follow (with t- values in parentheses):

P  = 7.848 + 0.287 M + 0.114 M - 0.989 Yt                  lt lt-1 1t
(2.80) (3.55) (1.50) (-3.95)

+ 0.414 At -2
(1.51)               R  = 0.780 DW = 1.744 (9)

P  = 3.671 + 0.307 M + 0.154 M - 0.704 Y   + 0.419 At lt lt-1 2t          t
(1.63) (3.40) (1.90) (-3.40) (1.40)

-2R  = 0.740 DW = 1.685 (10)

Pt = 5.791 + 0.287 Mlt + 0.200 Mlt-1 - 0.911 Y3t + 0.464 At
(2.90) (4.09) (3.09) (-4.90) (1.93)

-2R  = 0.833 DW = 1.424 (11)

All variables in  equations (9) through (11) take on the
signs which theoretical considerations require. The

coefficients of M     Y    Y   and Y are significant in alllt' lt' 2t 3t
equations, while those of Mlt-1 and At (except for  equation
11) are significant only at 10 percent level of significance.

Except for the lagged money supply coefficient,  Mt-1 '
varying the treatment of the real income variable has little
effect on the results.

-2R , the adjusted coefficient of determination, which
expresses the explanatory power of the independent variables,
is relatively high in all cases. Durbin-Watson statistics, DW
of 1.744 and 1.685 in equations (9) and (10), indicate that
there is no serial correlation in the residuals at one
percent level. However, DW of 1.424 in equation (11) falls
into the inconclusive range, suggesting the possibility  of
first-order positive correlation of the residuals.

The coefficients of money supply in equations (9)
through (11) imply that a 10 percent growth in money  supply,
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ceteris paribus, increases the rate of inflation by about 3

percent. These results clearly negate Harberger's suggestion

that an increase in the rate of monetary expansion will lead

to a proportional rise in the rate of inflation.
The insignificant coefficients for variable M ,nlt-r

equations (9) and (10) indicate that adjustment of inflation
to changes in the money supply occurs within a year.

The coefficients for real income in the above equations

are  not significantly different from minus one, suggesting
that  a 10 percent growth in real income, other things being

equal, will lead to about a 10 percent decline in the rate of
inflation.

The coefficients for the variable accounting for the

impact  of past rates of inflation on the current rate,  i.e.

At, are positive but insignificant, implying either that past

changes in the rate of inflation have no appreciable  impact

on the cost of holding real balances, or that past changes in
the rate of inflation are not a good proxy for expected

change.

When instead of At' i.e. (Pt-1 - Pt-2 )'  we  introduce
P into our regressions to capture the impact of pastt-1

prices  on  current ones (as a proxy for  expectations),  the

regression  coefficients  again  prove  to  be  statistically

insignificant, indicating  that  the  economy  is  not  very
responsive  to  changes in the past rate of inflation (see

Statistical Appendix). However, when A  is redefined as A  ,
the difference in the current inflation rate and the

inflation rate lagged one year, that is, C t- Pt-1 )' the
regression results showed significant and positive

I
coefficients for A term; Durbin-Watson statistics of all

t

equations, however, fell in the indeterminate range,

suggesting the possibility of auto-correlation in error terms

(see Statistical Appendix).
In the second  run our inflation equations  are  very

close to Harberger's model, the only difference being  that

instead of his money supply, we have used M ' i.e. money plus
quasi-money. The results follow (with t- values in
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parentheses):

P  = 3.00 + 0.325 M   + 0.143 M - 0.861 Y   + 0.478 A
t 2t 2t-1 lt         t

(0.81) (2.94) 1.34) (-3.05) (1.53)

-2R  = 0.720 DW = 1.803 (12)

P  = -1.330 + 0.357 M + 0.175 M - 0.600 Y   + 0.481 At 2t 2t-1 2t          t
(-0.44) (2.93) (1.58) (-2.65) (1.43)

-2
R  = 0.685 DW = 1.750 (13)

Pt = 0.510 + 0.352 M   + 0.223 M - 0.843 Y   + 0.535 A2t 2 t-1 3t          t
(0.20) (3.75) (2.59) (-4.20) (2.03)

-2R  = 0.802 DW = 1.811 (14)

The coefficients  for M2 '  the rate of change of money plus
quasi-money, are significant in all equations and, as

expected, their sizes are slightly bigger than those of Ml in
the previous set.

Except for equation (14), the coefficients for M2t-1 '
the  rate  of increase of money supply in year t-1, are not

significant, indicating that in Iran all effects on prices of

a change in the rate of growth of money supply,  occur within

the same year.
Referring  to equations (12) to (14), it can be seen

that  regression  coefficients of percentage change  in  real

income,   Yit , 72t  and  Y 3t are significant  with  the
appropriate signs. In equations (12) and (14), the size of

coefficients for real income imply that a 10 percent increase

in  real  income will lead to about 8-9 percent drop  in  the
inflation rate, other things being equal. It may be noted
that, except for the lagged  money  supply  coefficients,
varying  the  treatment of the real income variables  has  no

appreciable effect on results.
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The coefficients of past changes in the rate of

inflation,  At '  are  not significant in equations (12)  and
(13), implying  either that expected changes in the rate  of
inflation do not substantially affect the current inflation

rate, or that past changes in the rate of inflation are not a

good proxy for expectations.
When P was  used  instead of At  as  a  proxy  fort-1

expectations, the regression coefficients again  proved

insignificant.  However,  when At' that is (Pt-1 - Pt-2)' was

redefined as A  ,  i.e. the difference in the current rate of
inflation, and the inflation rate lagged  one year (P   -t

Pt-1  )'  the  regression  results  showed  a significant and

positive  coefficient  for  A'  terms;  but the  DWs  of  allt

equations fell into the inconclusive range, indicating  the

possibility Of auto-correlation in the residuals (see

Statistical Appendix).
R2  ranges from 0.685 to 0.802 in the above  equations,

which is fairly high. The Durbin-Watson statistics range from
1.750 to 1.811, indicating that no serial correlation in the

residuals exists at the one percent level of significance.
These findings  are to some extent in  agreement  with

Harberger's results. The coefficients of current money supply

and real income, as in Harberger's results, are always

significant  with the expected signs. However, contrary to

Harberger's findings, the coefficient of lagged money supply

(the lag  being of one year) in the  present study, proved

insignificant in four out of six regressions. Furthermore,

the magnitudes of money supply  coefficients   in   our

experiments are substantially smaller than unity, and so do

not conform in this respect to Harberger's predictions.
In short, although  our findings support  a  positive

relation between money supply and inflation rate, they negate

any suggestion that an increase in the rate of money  supply

will lead to a proportional rise in the rate of inflation.
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4.2.2 Test of Wage-Push and Structuralist Theories

The failure of a  purely  monetarist model to explain
adequately  the inflationary process in Iran, suggests that
other variables should be added to our basic model. This

section, therefore, deals with the consideration of wage-push
and structuralist variables which may also affect the
behaviour of prices. The role of wage increases is examined

here  by introducing an index of nominal wages in  the

construction industry, W, into our inflation equations (see
appendix). Since the coefficients for M (i = 1, 2) wereit-1
insignificant in the past regressions, they are now omitted.

Furthermore,  At'  that is, Pt-i
-

Pt-2' is redefined here as
the difference between current inflation and the inflation
rate lagged one year, i.e. (Pt - Pt-1)

The results,  with money supply defined as Ml '  follow
(the t- values appear in parentheses):

pt = 5.021 + 0.182 Mlt  - 0.587 Ylt+ 0.617 (Pt  - Pt-1  )
(2.82) (2.38) (-3.00) (3.21)

-2
+ 0.181 W R = 0.857 DW = 1.700 (15)

(2.74)

pt = 2.614 + 0.171 Mlt - 0.374 Y2t + 0.607 (Pt  - Pt-1 )
(1.74) (1.90) (-2.12) (2.68)

+ 0.217 W
-2

(3.01) R = 0.818 DW = 1.496 (16)

pt = 3.531 + 0.182 Mlt - 0.488 Y3t + 0.541 (Pt  - Pt-1 )
(2.33) (2.25) (-2.72) (2.53)

+ 0.235 W
-2

(3.56) R = 0.845 DW = 1.771 (17)

The coefficients for  Mlt  in  all equations are
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significant at least at the 5 percent level with positive
signs implying that a 10 percent increase in the money supply

will result, ceteris paribus, in an increase in the inflation

rate of less than 2 percent.

The coefficients for real income, Yt, in equations (15)
to (17) are significant and negative, as expected, indicating

that a 10 percent rise in real income levels, other things

being equal, will lead to a decline of about 5 percent in the

level of prices.
The coefficients for the expected cost of holding cash,

(Pt- Pt-1 ),  are significant and positive in all  equations,

suggesting that the recent inflation rate provides a  better

measure of inflationary  expectations than  inflation  rate

lagged two years, and that it has a positive impact on the

inflation rate.

The coefficients for the wage variable,   W,   are

significant with a positive sign in all equations. According

to equation (17), a 10 percent increase in money-wage  rates

Will, ceteris paribus, result in an increase of about 2.3

percent in the inflation rate.

The general fit in these three equations is very  good,

in  all cases explaining at least 82 percent of the  observed

changes in the inflation rate. The Durbin-Watson statistics

of equations (15) and (17) indicate that there is no

possibility of first order auto correlation in the  residuals
at the one percent level. However, DW of equation (16) fell

within the inconclusive range, suggesting  that  positive

first-order linear correlation of the residuals may exist.
The  results  with money supply defined as M2 '  and  A 

defined as (Pt-1 - Pt-2 ), are reported in the appendix.
The findings seem interesting, especially in connection

with the debate on the role of money supply and wages in the

inflationary process. As we have already said, Harberger and
Diz believe that money-wage changes have little if any impact

on the rate of inflation, while an increase in the rate of

growth of the money supply causes a proportional increase in

the rate of inflation (see Section 4.1.1). Diaz Alejandro,
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however, argues that  money-wage change is the  underlying
cause of inflation  while money supply plays a permissive
role. Judged at their face value, our results seem to support
the latter view.

The one structuralist variable which seems to have an
important effect on the inflationary process of Iran, is the

rate  of change of the relative price of food. To test this

hypothesis, and  following Wachter's approach (see Section
4.1.5), the rate of change of relative price of food, F, is
introduced into our modified model. In our estimation below,

the variable showing the expected cost of holding cash,  At '
is deleted while a new variable, Qt, representing the rate of
change in  the wholesale price index of imported  goods  and

services, is included in the equations.
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The  results  with money defined as Ml follow (with  t-

values in parentheses):

Pt = 5.721 + 0.109 Mlt - 0.807 Ylt + 0-474 F + 0.202 W
(3.47) (1.37) (-4.49) (1.78) (2.79)

-2
+ 0.733 Qt R = 0.858 DW 1.609 (18)

(3.69)

Pt = 2.953 + 0.095 Mlt - 0.592 Y2t + 0.476 F + 0.247 W
(2.22) (1.12) (-3.97) (1.66) (3.20)

+ 0.787 Qt -2
(3.70) R = 0.836 DW 1.572 (19)

Pt = 3.818 + 0.114 Mlt - 0·650 Y3t + 0·408 F + 0.270 W
(2.61) (1.31) (-4.00) (1.45) (3.52)

+ 0.634 Qt -2
(2.92) R = 0.837 DW = 1.911 (20)

In  equations (18) through (20), the coefficients for

real income, Ylt,  Y2t and Y3t,  Wages,  W     and  foreign

inflation  Qt ,  are significant and take on the  appropriate

signs. The coefficient for F, the rate of change of relative

price of food, is positive and significant at least at the 10

percent level of significance. The coefficients for  Mlt '

money supply, are positive but significant only at a level

somewhat above 15 percent.
-2

The R s are very high, explaining at least 84 percent

of the observed price changes. However, except for equation

(20), the values of Durbin-Watson statistics fell in  the

intermediate range.
These results tend to confirm our hypothesis that there

is a positive correlation between the rate of change in  the

relative  price  of food and the inflation rate. It may be

noted that the results also support our discussion in Chapter
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III, i.e. that lagging agricultural output is an  important

factor in the inflationary process of Iran.

4.2.3 Contribution of 'Imported Inflation' to Iranian
Inflation

The focus of interest in this section is the measurement of

so-called 'imported inflation', and the extent of the
contribution of higher  prices of imported  goods  to  the
overall rate of inflation in Iran.

The  prices of Iran's imported goods and services  have

been rising sharply, especially since the late 1960s. Hence,
it is reasonable to assume that Iran's inflation rate is

directly related to the general worldwide increase in  prices

of commodities and manufactured goods.

To  measure  the impact of increased import  prices  on
domestic  price behaviour, inflation equations are estimated
below. Use is made of the modified model augmented  by  the
rate of change  in the current and lagged  wholesale  price
index of imported goods and services,  Qt and Q respectively,

t-1
as additional explanatory variables.[2]

The results,  with money defined as Ml, follow (with t-

value in parentheses):

Pt = 6.723 + 0.156 Mlt - 0.851 Ylt + 0·228 At + 0.114 W
(3.07) (1.98) (-4.20) (1.03) (1.69)

+ 0.646 Qt -2
(3.13)                    R  = 0.871 DW = 1.965 (21)

P  = 3.189 + 0.156 M   - 0.599 Y   + 0.211 A + 0.164 Wt lt 2t          t
(1.87) (1.82) (-3.71) (0.88) (2.37)

+ 0.677 Qt
(3.08)                    R  = 0.850 DW = 1.904 (22)

-2
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Pt = 4.711 + 0.165 MlE  0.705 Y3t  + 0.262 A  + 0.194 Wt

(2.48) (1.99) (-3.95) (1.12) (2.95)

+ 0.526 Qt -2
(2.39)                    R  = 0.861 DW = 2.091 (23)

All coefficients in equations (21) through (23) have

the appropriate signs  and are significant at least at  5

percent level of significance. The only exception is variable

At   the expected Cost of holding money, which is not

significant.
-2

The   R s are remarkably high in all equations,

explaining at least 85 percent of the observed changes in the
inflation rate. The Durbin-Watson statistics range from 1.904
to 2.091, suggesting no serial correlation in the  residuals

at the one percent level.

When Qt-i, the lagged rate of foreign inflation, was

included  in  the  regressions in addition to  the  Qt ,  the

coefficients for Qt-i turned out to be insignificant and  had
the  wrong signs of most of the regressions (see Statistical

Appendix).

The results of these experiments confirm our hypothesis
that  the  change in foreign prices has a sizeable impact on

the internal rate of inflation. This is indicated  by  the

significant and large magnitudes of the coefficients of the

foreign inflation rate, Q .
t

According  to equations 21-23 a 10 percent increase  in

the foreign rate of inflation, other things being  equal,

results in  an increase of 5 to 6.8 percent in the  domestic
rate of inflation. One possible explanation for  the  high

degree to which prices of imported goods affect the Iranian

economy, seems to be the considerable share of imports  in

total GNP; that is, the country's high degree of dependency

on the outside world, on the one hand, and the market

structure  and protection system, on the other, which have

been extended to Iranian industries.
The  openness  of the Iranian economy to foreign  trade
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and its dependency on the world economy, as we have seen, has

increased sharply since the early 1960s. The share of imports
in Iran's GNP increased from 16 percent in 1960 to almost  20
percent in 1970 and to 31 percent in 1975. The ever-

increasing  share of imports in GNP might be responsible  for
the  considerable  impact  of foreign inflation  on  domestic

prices.

Further,  due  to  the monopolistic  and  oligopolistic
nature of Iranian industry,  a few large firms, especially in

the manufacturing sector,  produce and control the large bulk
of output. These firms are in a position to pass on in full,

or perhaps to an even larger extent than that, the burden of
higher prices of their imports to consumers, and therefore

exercise an upward pressure on the inflation rate.

4.2.4 Summary

Monetarist  wage-push and structuralist hypotheses have  been

tested above. The emphasis, on the one hand, was on examining

the relevance of these models for the Iranian economy and, on
the other hand, on estimating the relative contribution  of
each source  of inflationary pressure to the general price
level. Hence, the best-known econometric study supporting the
monetarist theory, i.e. Harberger's model, was chosen as a

conceptual framework and as a convenient point of departure.
Having started from Harberger's model, we went through

the  iterative process of testing and  accordingly  modifying
the model's structure and content.

The modifications had to do with: (a) the nature of the

monetary variables as to inclusion or exclusion of quasi-
money; (b) the lags related to the monetary variables; (C)
the  measure  of output or real income in order to  suit  the
specific features of the Iranian economy; (d) the
introduction of the money-wage variable, relative price  of
food variable, and the price index of imported  goods  and
services into the model.

The  selected  results reported upon are  based  on  an
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exhaustive examination of a large number of regression

equations that  were set up to represent different  possible

and  meaningful formulations in the context of our interest.

The results of all estimated regressions are reported upon in
the statistical appendix at the end of this section.

In our study we have not explored  a  multiperiod

distributed-lag structure, as was suggested by Vogel.  This
was mainly due to the fact that the introduction of lagged

variables  would further decrease the already small number of

degrees of freedom and consequently would reduce our  ability
to make fairly conclusive statements regarding our results.

To facilitate a comparison of regressions, the results

of estimating the Harberger inflation equation and  selected

alternative formulations, employing Iranian data, are shown

in Table 4.1.
The  results shown in that table (and those reported in

the appendix), especially  with regard to  the  controversy
between monetarists and structuralists on the causes of

inflation, indicate the following.

1. The coefficients for the current money supply variable M1t
and M are in all equations significant and positive.,2t

implying that  a 10 percent growth in  money supply, other

things being equal, increases the rate of inflation by  1.5-

3.5 percent. The results support the monetarist theory that

there is a positive relation between money supply  and

inflation rate, but  they  negate any  suggestion  that  an
increase in the rate of money supply will lead to  a

proportional rise in the rate of inflation.

2.  The coefficients of lagged money supply, Mlt-fnd M2t-1  '
are in most cases insignificant, indicating that on average

the response of prices to changes in the money supply occurs

within the year in Iran.

3.  The coefficients of the changes in real income, Yit , are

significant and negative, suggesting that, ceteris paribus, a



320

10 percent increase in the growth of real income will lead to
a 6-10 percent decline in the inflation rate.

4. The coefficients Of lagged changes in the rate of

inflation (A ) are positive but insignificant, implyingt
either that  expected changes in the inflation rate  do  not

appreciably  affect  the cost of holding money or  that  past
changes in  the rate of inflation are not a good proxy for

expected changes. The findings again are not consistent with

the monetarist theory.

5.  The coefficients for the wage variable, W, are positive
and in most cases significant, indicating that a 10 percent
rise in money-wage rates will, other things  being  equal,

result  in  an increase of 1.6-3.0 percent in  the  inflation
rate. The findings of significant coefficients with expected

signs for wage variable, W, are interesting, particularly in
connection with the debate between the monetarists and
structuralists on the role of wages in the  inflationary

process. The results are consistent with the predictions of
structuralist hypotheses.

6. The coefficients for F, the rate of change of relative
price of food, are positive and significant, at least at the
10 percent level of significance, suggesting that a  10

percent growth in the relative price of food, other things
being equal, will lead to a 4.7-5.6 percent increase in  the
inflation rate. The results support the structuralists'

argument that the Slow growth of agriculture is a major

contributory factor to high inflation.

7.  The coefficients for the current price of imported goods,
Q ,  are positive and significant, implying that a 10 percent
increase  in the foreign rate of inflation, ceteris paribus,
results in an increase of about 5.2-8.3 percent in  the
domestic rate of inflation, which is surprisingly high. One
reason for the  degree to which prices of imported  goods
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affect  the Iranian economy may be the considerable share  of

imports in GNP, i.e. the high degree of dependency on  the

outside world, and the oligopolistic nature of Iranian

industry and trade which allows large firms to pass on easily
the burden of higher import prices to consumers.

Before ending the discussion, it seems useful to

examine briefly the correlation matrix shown in Table 4.2.
A correlation matrix shows simple correlation

coefficients between each  and every  pair of independent
variables as well as between each and every independent and

dependent variable. Among independent variables, there is a

substantial degree of correlation between money  supply  and

wage variables, which one could expect from a situation

characterized by an inflationary spiral.
Table  4.2 shows a high degree of correlation between

dependent variable,  Pt, and independent variable, W, as well

as  between Pt and Mlt and Pt and Qt·  This shows that  these
sources of inflationary pressures grow together and therefore

exercise a higher pressure on the inflation rate.
The relationship between Pt and At and Pt and Atis also

worth mentioning. Although the correlation coefficients are
not very high, they nevertheless indicate that  the  recent

inflation  rate provides a better measure of inflationary
expectations than inflation rate lagged two years.

To sum up, our findings imply that the null hypothesis
to the effect that the monetarist variables, as constructed

here, do not affect the inflation rate, can be rejected. The

cost-push and structuralist variables also enter

significantly with the expected sign in the above  equations,
SO that the null hypothesis that the cost-push and

structuralist variables do not influence the inflation rate

can also be rejected. The results thus support our discussion
in Chapter III above where we have attributed inflationary

pressures of 1960-77 to a combination of structural

imbalances  with  demand and cost pressures  bearing on the

general price level.
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Table 4.1.

Selected Inflation Equations

Money Intercept  Mt     M       Y        Y        Yt-1 1t 2t 3t
definition

7.848 0.287 0.114 -0.989

(2.80) (3.55) (1.50) (-3.95)

3.671 0.307 0.154      -      -0.704

(1.63) (3.40) (1.90) (-3.40)

5.791 0.287 0.200      -              -0.911

(2.90) (4.09) (3.09) (-4.90)

8.064 0.288 -0.959

(2.79) (3.20) (-3.57)

4.056 0.293 -0.668

(1.81) (3.01) (-3.14,

6.037 0.279 -0.835

Ml (2.78) (3.42) (-4.11)

6.723 0.156 -0.851

(3.07) (1.981 (-4.20)

3.189 0.156 -0.599

(1.87) (1.82) (-3.71)

4.711 0.165 -0.705

(2.48) (1.99) (-3.95)

5.721 0.109 -0.807

(3.47) (1.37) (-4.49)

2.953 0.095 -0.592

(2.22) (1.12) (-3.97)

3.818 0.114 -0.650

(2.61) (1.31) (-4.00)
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-2
A         W        Qt       F        R         DWt

0.414       -         -        - 0.780 1.744

(1.51)

0.419       -         -        - 0.740 1.685

(1.40)

0.464       -         -        - 0.833 1.424

(1.93)

0.411 0.110      -        - 0.766 1.818

(1.43) (1.21)

0.396 0.168      -        - 0.734 1.696

(1.29) (1.82)

0.438 0.197      -        - 0.801 1.911

(1.65) (2.51)

0.228 0.114 0.646     - 0.871 1.965

(1.03) (1.69) (3.15)

0.211 0.164 0.677     - 0.850 1.904

(0.88) (2.37) (3.08)

0.262 0.194 0.526     - 0.861 2.091

(1.12) (2.95) (2.39)
- 0.202 0.733 0.474 0.858 1.609

(2.79) (3.69) (1.78)
- 0.247 0.787 0.476 0.836 1.572

(3.20) (3.70) (1.66)
- 0.270 0.634 0.408 0.837 1.911

(3.52) (2.92) (1.45)
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Table 4.1 Continued

Money Intercept  Mt     M        Y       Y         Yt-1 1t 2t 3t
Definition

3.00 0.325 0.143 -0.861
(0.81) (2.94) (1.34) (-3.05)
-1.330 0.357 0.175      -     -0.600
(-0.44) (2.93) (1.58) (-2.65)
0.510 0.352 0.223      -              -0.843
(0.20) (3.75) (2.59) (-4.20)
4.286 0.321 -0.869
(1.41) (2.34) (-2.90)
1.233 0.329 -0.602

(0.41) (2.25) (-2.58)
3.285 0.333 -0.803

M (1.18) (2.68) (-3.55)2

5.435 0.112 -0.764
(2.08) (0.93) (-3.40)
2.210 0.114 -0.535
(0.98) (0.88) (-3.04)
3.358 0.149 -0.652
(1.45) (1.17) (-3.30)
5.116 0.037 -0.732
(2.80) (0.36) (-3.87)
2.799 0.013 -0.535
(1.70) (0.12) (-3.48)
3.262 0.050 -0.589

(1.92) (0.45) (-3.45)

Note: The figures in parentheses under each coefficient
-2denote their t-values. R  and DW  are  respectively

adjusted  coefficient of determination and Durbin-
Watson statistic.
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-2
At         W         Qt         F          R          DW

0.478       -         -        - 0.720 1.803

(1.53)

0.481       -         -        - 0.685 1.750

(1.43)

0.535       -         -        - 0.802 1.811

(2.03)

0.507 0.107      -        - 0.698 1.692

(1.54) (0.93)

0.493 0.157      -        - 0.669 1.582

(1.42) (1.36)

0.551 0.175      -        - 0.752 1.737

(1.84) (1.78)

0.234 0.138 0.743     - 0.834 1.914

(0.91) (1.62) (3.17)

0.217 0.182 0.767     - 0.814 1.845

(0.79) (2.10) (3.11)

0.288 0.198 0.606     - 0.829 1.924

(1.06) (2.40) (2.44)
- 0.246 0.824 0.558 0.838 1.699

(3.05) (4.14) (2.01)
- 0.293 0.827 0.560 0.818 1.685

(3.46) (4.18) (1.91)
- 0.303 0.744 0.493 0.817 1.883

(3.57) (3.38) (1.69)
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Table 4.2

Correlation Matrix

Independent variables:
M M1t lt-1  Ylt At M2t  M2t-1Pt-1

M      0.665lt-1
Y 0.287 0.075
1t

At 0.394 0.410 0.336

M 0.969 0.680 0.203 0.3272t
M 0.631 0.971 0.009 0.416 0.6532 t-1
P 0.734 0.848 -0.111 0.558 0.745 0.843t-1
W 0.704 0.924 0.013 0.429 0.764 0.924 0.866
Y 0.475 0.295 0.946 0.436 0.410 0.219 0.1662t
Q 0.694 0.540 0.127 0.428 0.690 0.538 0.621t
Q 0.765 0.682 0.252 0.475 0.768 0.669 0.748t-1
Y 0.465 0.389 0.894 0.455 0.428 0.338 0.2023t
F     -0.080 -0.474 0.296  -0.092  -0.152 -0.524 -0.412
.

A 0.320 0.153  -0.350 -0.064 0.296 0.180 0.227t

Dependent variable

P 0.712 0.710 -0.265 0.381 0.708 0.720 0.861t
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Table 4.2

Continued

.
W      Y2t Qt Qt-173t  F      At

0.264

0.539 0.289

0.661 0.414 0.595

0.324 0.909 0.193 0.489

0.426 0.161  -0.242 -0.147 0.112

0.203 -0.296 0.606 0.078 -0.393 0.081

0.749 -0.031 0.778 0.596  -0.055 -0.263 0.691
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4.3 STATISTICAL APPENDIX

This appendix presents the description of variables and  the

sources of data used in regressions discussed in Chapter IV.

The principal sources of data series are: various issues of
the Annual Report and Balance Sheet of Bank Markazi Iran

(Central Bank of Iran) and Economic Statistics and Trends of
Iran of the Plan and Budget Organization.

Descriptions  of the variables used in regressions  and
the sources  of data are given in section 4.3.1. Tables Of

data are found in section 4.3.2. Regression results appear in
section 4.3.3.

4.3.1 Description of the Variables

The independent  variables used to estimate regressions  and
their sources are:

- Annual percentage rate of growth of the current and  lagged
money supply, with two definitions: M being equal to

1

currency  plus demand deposits and M2 which is equal to  Ml
plus quasi-money (Table 4.A.1). The source of money supply

data for the years 1959 to 1961 is: Iran's 4th National

Development Plan 1968-72 of the Plan Organization. Money
supply data for 1962-77 are taken from Bank Markazi Iran,

Annual Report and Balance Sheet, various issues.
- Annual rate of growth of real income,  Y, with three

alternative formulations:

Yl = GNP at constant 1959 prices

Y2 = Non-oil GNP at constant 1959 prices

Y3 = Non-oil GDP plus imports at constant 1959 prices.

Because  of the disproportional contribution of the oil

industry  to Iran's GNP the measure of output or real  income
is disaggregated in the above three formulations, in order to
suit the specific features of the Iranian economy.

The data are taken from: Economic Statistics and Trends
of Iran, published by the Plan and Budget Organization. The

figures for 1976 and 1977 are estimates (Table 4.A. 3).
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- Percentage change in the consumer price index during period

(t-1) minus the percentage change in the price index during

period (t-2), i.e. CPt-1  - Pt-2 ) which, following

Harberger,  is denoted by At in the regressions. The source

of price indices is Bank Markazi Iran, Annual Report and

Balance Sheet, various issues, and the indices are shown in

Table 4.A.2.
- Percentage change in the consumer price index during  the

current period (t), minus the percentage change  in  the

price index during period (t-1), i.e. (Pt - Pt-1). Data are

taken from the above mentioned source and are shown in

Table 4.A.2.
- Past changes in the rate of inflation, Pt-i· Data are

obtained from Bank Markazi Iran, Annual Report and Balance

Sheet, various issues (Table 4.A.2).

- Annual percentage rate of growth of money-wage index in the

construction industry, W. Since we have been unable to find

data  on changes in average wages for the period, we have

used the available data in the construction industry. It

may  be noted that wages in this sector (due to seasonality

and instability) fluctuate more sharply than wages in other

sectors; the results should therefore be interpreted  with

care. Data on  wages are gathered from various issues  of

Bank Markazi Iran, Annual Report and Balance Sheet, and are

presented in Table 4.A. 3.
- Annual percentage rate of growth of current and lagged

wholesale  price index for imported goods and services,  Qt

and  Qt-i ·  The  source of data for Qt and  Qt-i is:  Bank
Markazi Iran, Annual Report and Balance Sheet, various

issues. The data are shown in Table 4.A.2.

- Annual percentage growth of the relative price of food,  F.
The food price component (FPI) of the consumer price index

(CPI) is used to derive the price of food relative to  all

other prices, i.0.:
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FPI FPI

(t) - (t-1)

CPI CPI

F=

FPI

(t)

CPI

Data  on food prices that appear in Table 4.A. 3 are  obtained
from Bank Markazi Iran, Annual Report and  Balance  Sheet,
several issues.

The  dependent variable,  i.e.  the inflation rate Pt '
used to  estimate regressions is the annual percentage of

growth of the consumer price index (CPI).The source of the
CPI is Bank Markazi Iran, Annual Report and Balance Sheet,
several issues.

4.3.2 Tables of Data

The following  tables  present  the  data  utilized  in  the

estimation of inflation equations:
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Table 4.A. 1

Data used to Estimate Regressions

Year      M         M         M         M1t lt-1 2t 2t-1     Pt

1960 3.20         -       6.40        -       7.90

1961 -1.90 3.20 3.80 6.40 1.60

1962 9.70 -1.90 22.30 3.80 0.90

1963 11.90 9.70 18.80 22.30 1.00

1964 10.00 11.90 13.20 18.80 4.50

1965 11.90 10.00 14.30 13.20 0.30

1966 10.80 11.90 14.40 14.30 0.80

1967 15.40 10.80 19.60 14.40 0.80

1968 14.00 15.40 21.50 19.60 1.50

19 69 2.8() 14.00 1 7.1 0 21.50 3.6 (}

1970 7.70 2.80 14.60 17.30 1.50

1971 20.10 7.70 25.70 14.60 5.60

1972 35.60 20.10 34.80 25.70 6.20

1973 27.70 35.60 29.10 34.80 11.20

1974 61.40 27.70 57.00 29.10 15.50

1975 36.50 61.40 41.40 57.00 9.90

1976 36.90 36-50 39.10 41.40 16.50

1977 29.30 36.90 31.60 39-10 25.10
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Table 4.A.2

Data Used to Estimate Regressions

IYear     P A= At  =      Qt        Qt-1        t t-1

C t-1 Pt-2)  (Pt- Pt-1)

1960      -          -             -         1.90        -
1961 7.90        - -6.30 3.24 1.90
1962 1.60 -6.30 -0.70 1.62 3.24
1963 0.90 -0.70 0.10 2.90 1.62
1964 1.00 0.10 3.50 0.45 2.90
1965 4.50 3.50 -4.20 0.45 0.45
1966 0.30 -4.20 0.50 0.90 0.45
1967 0.80 0.50 0.00 1.25 0.90
1968 0.80 0.00 0.70 -0.62 1.25
1969 1.50 0.70 2.10 6.65 -0.62
1970 3.60 2.10 -2.10 1.25 6.65
1971 1.50 -2.10 4.10 4.03 1.25
1972 5.60 4.10 0.60 9.87 4.03
1973 6.20 0.60 5.00 13.51 9.87
1974 11.20 5.00 4.30 12.35 13.51
1975 15.50 4.30 -5.60 4.00 12.35

1976 9.90 -5.60 6.60 6.45 4.00
1977 16.50 6.60 8.60 12.07 6.45
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Table 4.A.3

Data Used to Estimate Regressions

Year      Y         Y         Y         W        F
1t 2t 3t

1960 5.30 4.57 4.17 3.10 2.10

1961 3.20 1.98 1.26 -1.36 0.40

1962 5.10 3.96 3.39 -1.77 0.70

1963 5.70 1.06 5.69 2.00 -4.00

1964 9.60 7.39 8.15 5.69 7.30

1965 11.20 11.10 11.59 1.02 0.40

1966 10.60 9.84 7.95 3.40 0.00

1967 11.20 10.10 9.95 6.13 -0.40

1968 10.80 10.16 11.56 16.75 -0.50

1969 9.20 8.26 8.58 19.58 -1.00

1970 10.90 10.09 11.26 4.80 -0.40

1971 10.60 8.77 12.89 1.83 3.90

1972 17.70 22.43 17.54 17.31 0.10

1973 13.50 14.15 14.21 16.67 -2.40

1974 13.90 16.15 15.87 31.79 3.10

1975 12.30 15.89 19.77 50.79 -3.80

1976 5.20 5.20 5.93 35.48 -3.10

1977 2.00 2.00 2.14 33.65 -3-60
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4.3.3 Regression Results

This section presents the results of the inflation

regressions. The t- values are given in parentheses  below
-2each coefficient. R is adjusted coefficient of

determination and DW is Durbin Watson statistic.

1. Pt = 7.848 +0.287 M   + 0.114 M - 0.989 Y +0.414 A1t lt-1 lt        t
(2.80) (3.55) (1.50) (-3.95) (1.51)

-2R  = 0.780 DW = 1.744

2. P = 9.239 + 0.363 M   - 1.075 Y   + 0.524 A
t lt lt          t

(3.33) (5.48) (-4.20) (1.89)

-2R  = 0.757 DW = 1.966

3. Pt = 8.189 + 0.283 M - 0.741 Y   + 0.492 Alt-1 lt         t
(2.08) (3.40) (-2.20) (1.28)

-2
R  = 0.566 DW = 2.078

4· Pt = 5.626 + 0.302 M + 0.146 M - 0.846 Y1t lt-1          1t
(2.46) (3.72) (1.96) (-3.66)

-2
R  = 0.764 DW = 1.346

5. P = 4.349 + 0.262 M + 0.087 M - 0.687 Yt lt lt-1          t
(1.62) (2.83) (0.89) (-2.37)

+ 0.313 Pt-1
(0.92) R2 = 0.761 DW = 1.439

6. P = 3.953 + 0.274 M   - 0.611 Y + 0.509 Pt                  lt lt t-1
(1.50) (3.03) (-2.22) (1.98)

-2
R  = 0.765 DW = 1.545
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7. pt = 4.423 + 0.192 Mlt + 0.173 Mlt-1 - 0.633 Yit
(2.72) (2.83) (3.12) (-3.49)

+ 0.633 (Pt -    )t-1 -2(3.46)                   R  = 0.872 DW = 1.686

8. pt = 7.859 + 0.288 Mlt + 0.119 Mlt-1 - 0.992 Y 1t -0.006 W

(2.66) (3.15) (0.79) (-3.59) (-0.004)

+ 0.416 At -2
(1.42)                    R  = 0.758 DW = 1.743

9. Pt = 8.064 + 0.288 M   - 0.959 Y   + 0.110 W + 0.411 A1t lt                   t
(2.79) (3.20) (-3.57) (1.21) (1.43)

-2R  = 0.766 DW = 1.818

10. Pt = 7.791 + 0.114 Mlt-1 - 0.675 Ylt + 0.200 W + 0.417 At
(1.96) (0.56) (-1.94) (0.92) (1.06)

-2R  = 0.561 DW = 1.774

11. Pt = 3.664 + 0.191 Mlt - 0.614 Ylt + 0.357 P + 0.589 Qt-1          t
(1.69) (2.37) (-2.72) (1.64) (2.69)

-2R  = 0.841 DW = 1.332

12.      pt      =     5.0 2 1     +     0.182    M l t      -     0.5 8 7     Ylt     -     0     6 1 7      (Pt     -     P t-1)

(2.82) (2.38) (-3.00) (3.21)

+ 0.181 W
-2

(2.74)               R  = 0.857 DW = 1.700
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13. pt = 4.423 + 0.121 Mlt - 0.587 Ylt + 0.430 (Pt - Pt-1)
(2.99) (1.81) (-3.66) (2.48)

+ 0.165 W + 0.473 Qt
(3.02) (2.62)          R  = 0.904 DW = 1.843

-2

14. Pt = 5.721 + 0.109 Mlt - 0.807 Ylt + 0.474 F + 0.202 W
(3.47) (1.37) (-4.49) (1.78) (2.79)

+ 0.733 Qt
(3.69)                    R  = 0.858 DW = 1.609

-2

15. Pt = 7.121 + 0.113 Mlt - 0.910 Y + 0.210 A + 0.428 Flt          t
(3.51) (1.47) (-4.80) (1.03) (1.69)

- 0.169 W + 0.725 Qt -2
(2.41) (3.73)          R  = 0.891 DW = 1.604

16. pt = 4.610 + 0.105 Mlt - 0.633 Ylt + 0.376 (Pt - Pt-1)
(3.08) (1.51) (-3.77) (2.06)

+ 0.236 F + 0.192 W + 0.533 Qt
(0.97) (3.12) (2.78)

-2
R  = 0.903 DW = 1.839

17. P = 1.279 + 0.184 M   - 0.439 Y + 0.495 Pt lt 2t t-1
(0.88) (2.37) (-2.81) (2.58)

+ 0.590 Qt
(2.73)                    R  = 0.845 DW = 1.426

-2

18. Pt = 3.021 + 0.136 Mlt - 0.556 Y2t + 0.183 W + 0.712 Qt
(2.13) (1.56) (-3.52) (2.57) (3.22)

-2R  = 0.813 DW = 1.664
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19. Pt = 4.056 + 0.293 Mlt - 0.668 Y2t + 0.168 W + 0.396 At
(1.81) (3.01) (-3.14) (0.82) (1.29)

-2R  = 0.734 DW = 1.696

20· Pt = 6.571 + 0.175 Mlt + 0·080 Mlt-1 - 0.871 Ylt +0·041 W
(2.74) (1.82) (0.64) (-3.89) (0.29)

+ 0.254 At + 0.630 Qt - 0.010 Qt-1
(1.03) (2.79) (-0.34)

-2
R  = 0.847 DW = 2.197

21. Pt = 6.691 + 0.163 Mlt - 0.848 Ylt + 0.117 W + 0.237 At
(2.90) (1.79) (-3.97) (1.61) (1.00)

+ 0.649 Qt - 0.052 Qt-1
-2

(3.00) (-0.19)        R  = 0.857 DW = 2.071

22. Pt = 6.643 + 0.160 Mlt + 0·069 Mlt-1 - 0.873 Ylt +0·046 W
(2.93) (1.96) (0.61) (-4.11) (0.34)

+ 0.237 At + 0.627 Qt -2
(1.03) (2.92)         R  = 0.862 DW = 2.003

23. Pt = 6.723 + 0.156 Mlt - 0.851 Ylt + 0.114 W
(3.07) (1.98) (-4.20) (1.69)

+ 0.228 At + 0.646 Qt -2
(1.03) (3.15)         R  = 0.871 DW = 1.965
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24. Pt = 7.815 + 0.299 Mlt + 0.126 M - 0.992 Ylt-1           1t
(2.51) (2.64) (0.77) (-3.41)

-0.009 W + 0.429 A   - 0·067 Qt-1
(-0.005) (1.36) (-0.018)

-2
R  = 0.723 DW = 1.783

25. Pt = 6.337 + 0.037 M - 0.729 Ylt + 0.140 W + 0.156 Alt-1                                 t
(2.36) (0.27) (-3.10) (0.96) (0.58)

+ 0.819 Qt + 0.137 Qt-1 -2
(3.65) (0.47)         R  = 0.808 DW = 2.054

26. Pt = 6.179 + 0.050 Mlt-1 - 0.705 Ylt + 0.146 W + 0.172 At
(2.42) (0.38) (-3.20) (1.06) (0.67)

+ 0.852 Qt
-2(4.15)                    R  = 0.823 DW = 2.243

27. Pt = 8.117 + 0.064 M - 0.760 Y + 0.171 W + 0.330 Alt-1          1t                    t
(2.06) (0.31) (-2.17) (0.79) (0.83)

+ 0.465 Qt-1
(1.13)                    R  = 0.571 DW = 1.772

-2

28. Pt = 3.750 + 0.293 M + 0.010 M - 0.687 Y +0.072 W1t lt-1 2t
(1.59) (2.93) (0.62) (-3.11) (0.40)

+ 0.399 At
(1.26)                    R  = 0.178 DW = 1.672

-2

29. Pt = 4.711 + 0.097 M - 0.428 Y + 0.256 W + 0.384 Alt-1          2t                    t
(1.55) (0.46) (-1.63) (1.16) (0.94)

-2R  = 0.525 DW = 1.664
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30· pt = 1.974 + 0.189 Mlt  + 0.199 Mlt-1 - 0.407 Y 2t
(1.31) (2.25) (3.11) (-2.35)

+ 0.622 (Pt -  t-1   -2
(2.89)                    R  = 0.863 DW = 1.582

31. pt = 2.614 + 0.171 Mlt - 0.374 Y2t + 0.217 W

(1.74) (1.90) (-2.12) (3.01)

+ 0.608 (Pt - Pt-1 ) -2
(2.68)                    R  = 0.818 DW = 1.496

32. Pt = 2.983 + 0.175 Mlt - 0.062 Mlt-1 - 0.608 Y2t +0.110 W
(1.55) (1.66) (0.46) (-3.39) (0.75)

+ 0.235 At + 0.688 Qt - 0.109 Qt-1
(0.87) (2.73) (-0.35)

-2R  = 0.818 DW = 2.155

33. Pt = 4.807 + 0.410 M   - 0.746 Y   + 0.554 Alt          2t          t
(2.00) (5.12) (-3.28) (1.72)

-2R  = 0.683 DW = 1.868

34. P = 3.761 + 0.307 M + 0.154 M - 0.704 Y
t lt lt-1 2t

(1.63) (3.40) (1.90) (-3.40)

+ 0.419 At -2
(1.40)                    R  = 0.740 DW = 1.685

35. Pt = 3.189 + 0.156 M   - 0.599
Y + 0.211 A  + 0.164 W1t 2t

(1.87) (1.82) (-3.71) (0.88) (2.37)

+ 0.677 Qt -2
(3.08)                    R  = 0.850 DW = 1.904
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36. Pt = 2.953 + 0.094 Mlt - 0.592 Y + 0.476 F + 0.247 W2t
(2.22) (1.12) (-3.97) (1.66) (3.20)

+ 0.787 Qt
(3.70)                    R  = 0.836 DW = 1.572

-2

37. Pt = 3.050 + 0.159 Mlt + 0.051 Mlt-1 - 0.608 Y2t +0.115 W
(1.68) (1.77) (0.41) (-3.57) (0.83)

+ 0.215 At + 0.664 Qt
-2

(0.86) (2.86)         R  = 0.836 DW = 1.957

38. Pt = 3.166 + 0.166 Mlt - 0.596 Y2t + 0.168 W + 0.223 At
(1.76) (1.67) (-3.51) (2.25) (0.87)

+ 0.681 Qt - 0.071 Qt-i -2
(2.94) (-0.25)         R  = 0.834 DW = 2.033

39- Pt = 3.705 + 0.305 Mlt + 0.108 M - 0.685 Y +0.068 Wlt-1 2t
(1.49) (2.47) (0.61) (-2.95) (0.35)

+ 0.413 At - 0 077 Qt-1 -2
(1.21) (-0.19)         R  = 0.688 DW = 1.717

40· Pt = 3.261 + 0.022 Mlt-1 - 0.499 Y2t + 0.198 W + 0.135 At
(1.56) (0.15) (-2.73) (1.32) (0.47)

+ 0.851 Qt + 0·125 Q t-1
(3.57) (0.40)         R  = 0.783 DW = 1.945

-2

41. Pt = 3.021 + 0.034 Mlt-1 - 0.483 Y2t + 0.202 W + 0.150 At
(1.60) (0.25) (-2.83) (1.41) (0.55)

+ 0-880 Qt
(4.04)                   R  = 0.801 DW = 2.107

-2
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42. Pt = 4.747 + 0.047 Mlt-1 - 0.493 72t + 0.236 W + 0.301 At
(1.57) (0.22) (-1.83) (1.07) (0.72)

+ 0.455 Qt-1 -2
(1.05)                    R  = 0.529 DW = 1.646

43. Pt = 1.652 + 0.143 Mlt - 0.473 Y2t + 0.267 Pt-1 + 0·123 W
(1.17) (1.82) (-3.15) (1.13) (1.49)

+ 0.631 Qt -2
(3.04)                    R  = 0.860 DW = 1.583

44. Pt = 2.614 + 0.171 Mlt - 0.374 Y2t + 0·607 (Pt - Pt-1 )
(1.74) (1.90) (-2.12) (2.68)

+ 0.217 W
-2

(3.01)                    R  = 0.818 DW = 1.496

45. pt = 2.144 + 0.114 Mlt - 0.420 Y2t + 0.368 (Pt- Pt-1  )
(1.74) (1.50) (-2.89) (1.79)

+ 0.196 W + 0.542 Qt -2
(3.30) (2.65)          R  = 0.879 DW = 1.761

46. Pt = 3.292 + 0.117 Mlt - 0.631 Y2t + 0.380 F + 0.191 At
(2.00) (1.33) (-4.01) (1.33) (0.83)

+ 0.216 W + 0.750 Qt
-2

(2.79) (3.42)          R  = 0.860 DW = 1.572

47. pt = 2.199 +  0.099 Mlt - 0.462 Y2t + 0.302 (Pt -Pt-1 )
(1.76) (1.25) (-2.98) (1.36)

+ 0.242 F + 0.226 W + 0.610 Qt
(0.87) (3.26) (2.76)

-2
R  = 0.876 DW = 1.716
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48. Pt = 5.791 + 0.286 M + 0.200 M - 0.911 Y1t lt-1 3t
(2.90) (4.09) (3.09) (-4.90)

+ 0.464 At
(1.93)                    R  = 0.833 DW = 1.424

-2

49· Pt = 6.037 + 0.279 Mlt - 0.835 Y3t + 0.197 W + 0.438 At
(2.78) (3.42) (-4.11) (2.51) (1.65)

-2
R  = 0.801 DW = 1.911

50· Pt = 4.711 + 0.165 Mlt - 0.705 Y + 0.194 W + 0.262 A3t                    t
(2.48) (1.99) (-3.95) (2.95) (1.12)

+ 0.526 Qt
(2.39)                    R  = 0.861 DW = 2.091

-2

51. pt = 3.531 + 0.182 Mlt - 0.488 Y)t + 0 541 (Pt- Pt-1 )
(2.33) (2.25) (-2.72) (2.53)

+ 0.235 W
-2

(3.56)                    R  = 0.845 DW = 1.771

52. pt = 2.855 + 0.121 Mlt- 0.466 Y3t + 0.381 (Pt- Pt-1 )
(2.10) (1.58) (-2.96) (1.90)

+ 0.220 W + 0.434 Qt
(3.79) (2.16)          R  = 0.881 DW = 1.920

-2

53. Pt = 3.018 + 0.202 M + 0.226 M - 0.559 Y1t lt-1          3t
(2.13) (2.84) (4.05) (-3.33)

+ 0.539 Qt
(2.71)                    R  = 0.866 DW = 1.505

-2
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54. Pt = 4.822 + 0.154 Mlt - 0.718 Y3t + 0.252 At + 0.189 W
(2.38) (1.64) (-3.75) (1.02) (2.66)

+ 0.517 Qt + 0.092 Qt-i -2
(2.22) (0.32)         R  = 0.847 DW = 1.953

55. Pt = 2.428 + 0.150 Mlt - 0.523 Y3t + 0.252 Pt-1 + 0.153 W
(1.50) (1.85) (-3.07) (1.04) (1.80)

+ 0.522 Qt -2
(2.47)                    R  = 0.856 DW = 1.609

56. pt = 4.705 + 0.176 Mlt + 0.129 Mlt-1 - 0.770 Y 3t
(2.33) (1.83) (1.02) (-3.90)

+ 0.290 At + 0.068 W + 0.472 Qt + 0·029 Qt-1
(1.16) (0.50) (1.99) (0.10)

-2
R  = 0.847 DW = 1.832

57. Pt = 2.430 + 0.161
M + 0.078 M - 0.565 Y
1t lt-1          3t

(1.46) (1.88) (0.61) (-3.00)

+ 0.202 Pt-1+ 0·092 W + 0.507 Qt
(0.77) (0.69) (2.30)

-2
R  = 0.848 DW = 1.480

58. Pt = 2.200 + 0.169 Mlt + 0.080 M - 0.538 Ylt-1 3t
(1.18) (1.82) (0.60) (-2.52)

+ 0.253 P + 0.084 W + 0.514 Qt - 0·110 Qt-it-1
(0.80) (0.60) (2.22) (-0.34)

-2
R  = 0.833 DW = 1.641
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59. P = 3.916 + 0.151 M
- 0.627 Y   + 0.214 W + 0.572 Qtt                  lt          3t

(2.58) (1.76) (-3.73) (3.11) (2.58)

-2R  = 0.824 DW = 1.790

60. P = 6.660 + 0.409 M   - 0.881 Y   + 0.603 A
t                  lt          3t          t

(2.57) (5.41) (-3.63) (1.95)

-2
R  = 0.713 DW = 2.094

61. P = 5.967 + 0.264 M + 0.250 M - 0.907 Yt lt lt-1 3t
(3.00) (3.65) (3.16) (-5.05)

+ 0.471 At + 0.346 F
-2

(1.98) (1.09)         R  = 0.835 DW = 0.952

62. P = 3.818 + 0.114 M   - 0.649 Y + 0.408 F + 0.270 Wt lt 3t
(2.61) (1.31) (-4.00) (1.45) (3.52)

+ 0.634 Qt
(2.92)                    R 0.837 DW = 1.911-2

63. P = 4.790 + 0.130 M   - 0.729 Y   + 0.242 A  + 0.330 Ft lt 3t          t
(2.57) (1.50) (-4.14) (1.06) (1.19)

+ 0.241 W + 0.586 Qt
(3.18) (2.64)          R  = 0.866 DW = 2.052-2

64. P = 5.791 + 0.287 M   + 0.200 M - 0.911 Yt                  lt lt-1 3t
(2.90) (4.09) (3.09) (-4.09)

+ 0.464 A
t

(1.93)                    R  = 0.833 DW = 1.424
-2
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65. P = 3.00 + 0.325 M   + 0.143 M - 0.861 Y +0.478 A
t 2t 2 t-1           1 t         t

(0.81) (2.94) (1.34) (-3.05) (1.53)

-2R  = 0.720 DW = 1.803

66. pt = 4.984 + 0.418 M2t - 0.964 Ylt + 0.625 At
(1.42) (4.71) (-3.44) (2.07)

-2R  = 0.701 DW = 1.782

67. P = 4.622 + 0.339 M - 0.654 Y + 0.463 A
t                  2 t-1 lt         t

(0.99) (3.21) (-1.87) (1.16)

-2R  = 0.542 DW = 2.080

68. P = 0.773 + 0.318 M   + 0.198 M - 0.724 Y
t 2t 2t-1 1t

(0.27) (2.88) (1.97) (-2.85)

-2R  = 0.701 DW = 1.503

69. P = 0.282 + 0.251 M   + 0.095 M - 0.513 Y
t 2t 2t-1 1t

(0.10) (2.20) (0.81) (-1.84)

+ 0.478 P
t-1

(1.52) R2 = 0.729 DW = 1.625

70. P = 0.626 + 0.279 M   - 0.471 Y + 0.626 P
t 2t 1t t-1

(0.24) (2.59) (-1.74) (2.46)

 2 - 0.739 DW = 1.559

71. P = 2.258 + 0.350 M_ + 0.196 M - 0.881 Y
t 2t 2t-1 1t

(0.49) (2.47) (0.94) (-2.92)

1 0.495 A  - 0.066 W
(1.50) (-0.30) -R2 = 0.695 1)W   =    1.8 5 9
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72. Pt = 6.931 + 0.084 M - 0.640 Y + 0.403 A + 0.244 W2t-1 lt         t
(1.37) (0.34) (-1.85) (1.01) (1.14)

R2 = 0.553 DW = 1.697

73. Pt = 4.605 + 0.126 M + 0.060 M - 0.772 Y2t 2t-1 1t
(1.07) (0.74) (0.31) (-3.08)

+ 0.238 A  + 0·084 W + 0.717 Qt + 0.009 Qt-1
(0.79) (0.43) (2.63) (0.03)

-2R  = 0.796 DW = 1.983

74. Pt = 3.498 + 0.140 M2t - 0.469 Ylt + 0.704 (Pt- P    )t-1
(1.61) (1.23) (-2.17) (3.22)

+ 0.215 W

12.61)                    R2 = 0.813 DW = 1.486

75. pt = 3.555 + 0.063 M2t - 0.494 Ylt + 0 472 (Pt - Pt-1 )
(2.04) (0.66) (-2.85) (2.43)

+ 0.196 W + 0.549 Qt
-2

(2.94) (2.77)          R  = 0.880 DW = 1.758

76. Pt = 0·936 + 0.204 M2t + 0.209 M2t-1 - 0.541 Y1t
(0.42) (2.15) (2.63) (-2.59)

+ 0.643 (Pt- Pt-1 )
-2(2.99) R  = 0.815 DW = 1.648

77. Pt = 5.569 + 0.101 112t - 0.767 Y + 0.222 A + 0.136 Wlt          t
(1.95) (0.71) (-3.23) (0.79) (1.51)

+ 0.741 Q + 0-053 Qt-1
-2(3.00) (0.17) R  = 0.816 DW   =    1  .8 4 9
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78. Pt = 5.435 + 0.112 M2t - 0.764 Ylt + 0.234 At + 0·138 W
(2.08) (0.93) (-3.40) (0.91) (1.62)

+ 0.743 Qt -2
(3.17)                    R  = 0.843 DW = 1.914

79. P = 6.143 + 0.008 M - 0.691 Y + 0.167 At + 0.187 Wt                  2 t-1 1t
(1.91) (0.05) (-3.15) (0.64) (1.37)

+ 0.860 Qt -2
(4.16)                    R  = 0.820 DW = 2.099

80. P = 5.246 + 0.299 M - 0.875 Y + 0.481 At + 0.104 Wt 2t 1t
(1.37) (1.76) (-2.78) (1.34) (0.86)

+ 0.103 Qt-1 -2
(0.25)                    R  = 0.670 DW = 1.631

81. Pt = 1.289 + 0.158 M2t-1 - 0.432 Ylt + 0.341 Pt-1
(0.57) (1.70) (-2.02) (1.27)

+ 0.772 Qt -2
(3.51)                    R  = 0.812 DW = 2.179

82. P = 0.666 + 0.289 M   + 0.276 M - 0.817 Y +0.497 F
t 2t 2t-1 1t

(0.24) (2.60) (2.32) (-3.12) (1.19)

-2
R  = 0.711 DW = 1.295

83. P = 5.116 + 0.037 M - 0.732 Y   + 0.558 F + 0.246 W
t 2t 1t

(2.80) (0.36) (-3.87) (2.01) (3.05)

+ 0.842 Qt
(4.14) 92 = 0.838 DW = 1.699
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84. P = 6.543 + 0.047 M   - 0.847 Y   + 0.194 A  + 0.517 Ft 2t lt         t
(2.71) (0.42) (-4.11) (0.84) (1.86)

+ 0.210 W + 0.835 Qt
(2.45) (3.87) R2 = 0.867 DW = 1.643

85. P = 1.233 + 0.329 M   - 0.602 Y   + 0.493 A + 0.157 W
t 2t 2t          t

(0.41) (2.25) (-2.58) (1.42) (1.36)

-2R  = 0.669 DW = 1.582

86. P = -1.330 + 0.357 M + 0.175 M - 0.600 Y
t 2t 2 t-1 2t

(-0.44) (2.93) (1.58) (-2.65)

+ 0.481 A
t

(1.43)                    R  = 0.685 DW = 1.750-2

87. P = -1.687 + 0.197 M + 0.230 M - 0.308 Y
t 2t 2t-1 2t

(-0.82) (1.73) (2.59) (-1.62)

+ 0.647 (P -P    )t   t-1
(2.56) R2 = 0.763 DW = 1.498

88. P = 0.382 + 0.477 M   - 0.668 Y + 0.656 A
t 2t 2 t         t

(0.13) (4.70) (-2.83) (1.95)

R2 - 0.645 DW = 1.700

89. P = 2.210 + 0.114 M   - 0.535 Y + 0.217 A  + 0.182 W
t                  2t          2t          t

(0.98) (0.88) (-3.04) (0.79) (2.10)

+ 0.767 Qt
(3.11) R2 = 0.814 DW = 1.845
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90· Pt = 1.404 + 0.312 M2t - 0.604 Y2t + 0.473 At + 0·155 W
(0.43) (1.74) (-2.47) (1.25) (1.28)

+ 0.077 Qt-1 -2
(0.18)                    R  = 0.636 DW = 1.539

91- Pt = 3-593 - 0.024 M2t-1 - 0.480 Y2t + 0.150 At + 0·252 W
(1.25) (-0.14) (-2.82) (0.55) (1.79)

+ 0.889 Qt
(4.07)                   R  = 0.800 DW = 1.946-2

92. Pt = 4.947 - 0.005 M - 0.489 Y + 0.297 At + 0·281 W2 t-1 2t
(1.10) (-0.02) (-1.80) (0.71) (1.26)

+ 0.478 Qt-1
-2

(1.10)                    R  = 0.527 DW = 1.551

93. P = 0.423 + 0.119 M - 0.404 Y2t+ 0.345 Pt-1 + 0.116 Wt                  2t
(0.23) (1.11) (-2.64) (1.35) (1.17)

+ 0.679 Qt
(3.01)                    R  = 0.836 DW = 1.597-2

94. P  = 2.533 + 0.053 M   - 0.471 Y   + 0.221 W + 0.832 Qtt 2t 2t
(1.41) (0.46) (-2.87) (2.66) (3.58)

-2R  = 0.782 DW = 1.756

95. P = -0.531 + 0.186 M   - 0.383 Y +0.541 pt-1 +0.621 Qtt 2t 2t
(-0.32) (2.03) (-2.48) (2.76) (2.78)

-2
R  = 0.831 DW = 1.410
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96. P = 1.619 + 0.117 M - 0.268 Y   + 0.712 (P -P    )t 2t 2t t   t-1
(0.79) (0.93) (-1.45) (2.90)

+ 0.248 W

(2.84) R2 = 0.779 DW = 1.333

97. P = 1.692 + 0.050 M   - 0.340 Y + 0.429 (P -P   ) + 0.225 Wt 2t 2t t   t-1
(1.03) (0.48) (-2.25) (1.93) (3.18)

+ 0.225 W + 0.603 Qt -2
(3.18) (2.75)          R  = 0.857 DW = 1.700

98. P = 2.870 + 0.054 M   - 0.582 Y + 0.467 F + 0.252 W
t 2t 2t

(1.33) (0.43) (-3.47) (1.53) (2.70)

+ 0.855 Qt + 0·177 At      -2
(3.57) (0.68)         R  = 0.836 DW = 1.568

99. P = 0.510 + 0.352 M   + 0.223 M -0.843 Y +0.535 A
t 2t 2t-1 3t         t

(0.20) (3.75) (2.59) (-4.20) (2.03)

-2
R  = 0.802 DW = 1.811

100. P = -0.460 + 0.312 M - 0.465 Y + 0.690 P
t                    2t           3t          t-1

(-0.23) (3.06) (-2.33) (3.18)

R2 = 0.770 DW = 1.477

101. P = 2.243 + 0.499 M   - 0.854 Y + 0.720 A
t                  2t          3 t          t

(0.76) (5.33) (-3.50) (2.34)

-2
R  = 0.707 DW = 1.971

102. P = 3.285 + 0.333 M   - 0.803 Y   + 0.551 A + 0.175 W
t 2t 3 t          t

(1.18) (2.68) (-3.55) (1.84) (1.78)

-2
R  = 0.752 DW = 1.737
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103. Pt = 3.048 + 0.088 M2t - 0.546 Y3t + 0.238 W + 0.670 Qt
(1.68) (0.75) (-3.03) (2.94) (2.99)

-2
R  = 0.791 DW = 1.751

104. P = 3.358 + 0.149 M - 0.652 Y3t + 0.288 At + 0.198 Wt                  2t
(1.45) (1.17) (-3.30) (1.06) (2.40)

+ 0.606 Qt
12.44)                   R2 = 0·829 DW = 1.924

105. P = 0.928 + 0.140 M   - 0.457 Y   + 0.333 P +0.135 W
t 2t 3t t-1

(0.48) (1.27) (-2.64) (1.40) (1.35)

+ 0.574 Qt
(2.54)                   R2 = 0·836 DW = 1.551

106. Pt = 1.244 + 0.199 M2t + 0.172 M - 0.718 Y
2 t-1 3t

(0.32) (1.17) (0.90) (-3.30)

+ 0.328 At + 0.041 W + 0.507 Qt + 0·057 Qt-1
(1.08) (0.21) (1.82) (0.15)

-2R  = 0.811 DW = 2.006

107. P = -0.802 + 0.176 M + 0.156 M - 0.513 Y
t 2t 2 t-1 3t

(-0.31) (1.52) (1.01) (-2.82)

+ 0.310 P + 0.006 W + 0.524 Qt-1                    t
(1.20) (0.04) (2.27)

-2R  = 0.836 DW = 1.686
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108. Pt = -1.463 + 0.197 M + 0.169 M - 0.477 Y2t 2t-1 3t
(-0.48) (1.52) (1.04) (-2.32)

+ 0.390 P - 0.017 W + 0. 528 Qt - 0·157 Qt-it-1
(1.21) (-0.10) (2.19) (-0.45)

-2
R  = 0.822 DW = 1.920

109. Pt = 2.220 + 0.150 M2t - 0.397 Y3t + 0.633 (Pt- Pt-1 )
(1.12) (1.25) (-2.01) (2.66)

+ 0.253 W

(3.12)                   R  = 0.806 DW = 1.530
-2

110. Pt - -1.860 + 0.310 M2t + 0.368 M - 0.802 Y2t-1 3t
(-0.92) (3.19) (3.45) (-4.10)

+ 0.559 F

(1.53)                   R  = 0.782 DW = 1.293
-2

111. Pt = 3.262 + 0.050 M2t - 0.590 Y   + 0.493 F + 0.304 W3t
(1.92) (0.45) (-3.45) (1.69) (3.57)

+ 0.744 Qt               -2(3.38)                   R  = 0.817 DW = 1.883

112. P = 0.037 + 0.321 M + 0.317 M - 0.927 Yt 2t 2t-1 3t
(0.02) (3.57) (3.17) (-4.74)

+ 0.519 At + 0.527 F
(2.10) (1.59)        R  = 0.826 DW = 1.379-2

113. Pt = 2.122 + 0.070 M - 0.389 Y + 0.431 (P -P    )2t 3t t   t-1
(1.26) (0.65) (-2.32) (1.96)

+ 0.238 W + 0.508 Qt
(3.44) (2.38)         R  = 0.860 DW = 1.772-2
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114. Pt - -1.039 + 0.233 M2t + 0.262 M - 0.510 Y2t-1 3t
(-0.57) (2.36) (3.36) (-2.66)

+ 0.526 Qt
-2

(2.29)                   R  = 0.819 DW = 1.669

115. P = 3.290 + 0.096 M - 0.685 Y3t + 0.247 At + 0.406 Ft                   2t
(1.74) (0.74) (-3.58) (0.95) (1.36)

+ 0.261 W + 0.675 Qt
(2.85) (2.77)         R  = 0.842 DW = 1.909-2
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V

SUMMARY AND CONCLUSIONS

Since the early 1970s inflation has become  a  pressing
economic problem for almost all countries of the world, and
its intensification has brought an explosion of interest in

the subject. A  great deal of literature has emerged  but
agreement among economists on its nature and causes is  far
from complete. This is reflected in the many contradictory
theories  on the origins and persistence of inflation which

have been discussed above in Chapter II.
Inflation theories can be classified into four broad

categories: monetarist, demand-pull, cost-push and
structuralist.

The monetarist school of thought views inflation

exclusively in terms of increases in  the  money  supply.
Monetarists believe that

....  sustained expansion of the money supply at a rate

in  excess of the product of growth rate of real income

and  the real income elasticity of demand for money is

both a necessary and sufficient condition for sustained

inflation. (Laidler & Parkin 1975: 795)
The  monetarist  recipe for curbing  inflation is therefore
quite straightforward: a steady increase in the money supply
roughly equal to, or slightly higher than, the average growth
of output is  all that is needed to solve the  problems  of

inflation (Friedman 1969: 144).

According to demand-pull theorists, when an economy is
at  or near full employment an increase in  aggregate  demand
will  usually  result in excess demand; in turn, this will
cause the price level to rise until markets are cleared at  a
price level that is high enough to eliminate excess  demand.

Excess  demand for the output of the economy is, therefore,
the root cause of inflation. Demand-pull theorists suggest
that inflation  can be brought under control only through  a
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sustained policy of demand restriction, i.e. 'demand

management' policies.

Cost-push arguments are based upon market imperfections
in product and labour markets and on the social struggle

between workers and industrialists for income shares.

According to the cost-push school, inflation arises from the

exercise of 'market power' and can occur irrespective  of
whether or not there is full employment; it can also occur in

periods of recession or recovery. The rate of inflation,

according to the cost-inflationists, is determined by the

extent or use of the power of trade unions and of

oligopolistic industries. They believe that if the abuse  of

'market  power' in product or labour market can be prevented,

inflation  could be kept to an acceptable minimum  through  a

fair incomes policy.

Finally, the structuralists see inflation as the result

of a gross imbalance in the economic, institutional or social
structure, and place particular emphasis on certain

structural rigidities or supply inelasticities in key sectors

of the economy as principal causes of inflation. Structural

theories  now  find widespread acceptance in  the  developing

countries where such structural imbalances and their social

consequences  are very manifest. Structuralists place little
faith on conventional measures of combating  inflation,  i.e.

restrictive  monetary  and fiscal policies, and assert that

basic structural changes, i.e. changes in  the  production

system, the economic structure and the distribution of

income, are needed if inflation is to be abated (Prebisch

1971: 346).

While  money supply and demand pressures are important

elements in the inflationary complex, we are far from

convinced that in themselves they can cause inflationary

processes. Moreover, we do not believe that inflation,

especially in the developing countries, is purely a monetary

phenomenon  which  only  requires  appropriate measures to

counteract it. We agree with Turner that:
it would be idle in the light of international and
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historical evidence and current experience to  ignore
the roles of economic structures and political systems,

social institutions and organizations, group and vested
interests  of sundry kinds, of public attitudes and of
sectional conventions, and  especially of social

conflicts, or to treat these things as subsidiary  and

consequential phenomena. (Jackson et al 1972: xiii)
In Chapter I we have therefore devoted considerable attention

to Iran's political, social and structural questions, because
we believe that, in  a developing country  such as Iran,

economic  problems  including inflation cannot be  accurately

analyzed or appraised without first analyzing the polity  and
society in which the economy operates. Moreover, to explain
the  inflationary  process  as  it was  experienced  by  Iran

between 1960 and 1977, we have chosen an eclectic  analytical
approach. This was due to our  doubt  whether  analytical
explanations that emphasize one cause to the exclusion of

others would really be satisfactory.
Inflation  has  plagued the Iranian economy  since  the

1960s. In the period of our particular interest, i.e. between
1960 and 1977, three distinct inflationary phases are
evident: phase I from 1960 to 1970; phase II from 1971 to

1973; and phase III from 1974 to 1977. In the 1960s inflation

was  relatively low,  averaging about 1.7 percent per  annum.
From 1970 onwards, however, even according  to  doctored
official figures, it took a sharp upward turn. On average,
and as measured by the Consumer Price Index (CPI), the price
level increased  by about 7 percent per annum from 1971 to

1973, more than thrice its rate of increase over the previous
ten years. By 1974 the inflation rate had risen to over  15

percent, and climbed further to more than 25 percent in 1 977,
the average for 1974-77 being more than 15 percent (see Table

3.1).

During the 196Os, Iran's considerable economic growth
(at an annual rate of some 9.2 percent  in constant 1972

prices) was  achieved  with relative  price stability (see

Appendix 3.1). The reasons for this were: (a) the existence
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of excess capacity and unutilized resources left by the 1960-

63 recession; (b) the substantial rise in imports of consumer

goods, financed mainly from  the  country's  growing  oil

revenues; (C) good  agricultural harvests between 1965 and

1968; (d) the expansion of new industrial facilities and

output because many Second Plan projects of long gestation

were  now beginning to pay dividends; (e) a tight degree  of

price control over many necessities, and the adoption of an

appropriate  monetary policy by the Bank Markazi (Amuzegar  &
Fekrat 1971: 265); and (f) the lack of severe fluctuations in
the international economy. In the 197Os, however, prices

accelerated upwards. The reasons for this were complex: it is
doubtful whether it could be attributed to  one  particular

cause, whose removal would have enabled the economy to

continue the relatively moderate inflation of the 1960s.

We have said in Chapter III that the  inflationary

process in Iran was due to a combination of structural

weaknesses  together with demand and cost pressures that  had

direct and indirect effects on price levels.
In the 197Os, when the economy was undergoing  rapid

transformation, inflation was caused largely  by   the

following: (a) supply constraints in the food sector; (b) the

nature  and consequences of import-substitution  industriali-

zation; and (C) serious  bottlenecks  in  the  supply  of

production inputs such as skilled labour, raw materials,

transport and power.

Iranian agriculture suffered physical constraints  such
as the shortage of water and of arable land and extreme

climatic conditions, plus structural bottlenecks such as

inadequate transport facilities, particularly the lack  of

feeder roads linking scattered villages and fields to

communication arteries and markets, shortage of storage

capacity  which could have helped to overcome the effects  of

huge crop losses and a poor and inefficient distribution

system. In combination with incoherent and ill-conceived

government policies, these were responsible for the  decline

of agriculture in general and for the slow increase in food
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supplies, particularly during the late 1960s and the 1970s.

The increasing  demand for food and for primary products in

that period due to population growth, urbanization, and

rapidly  rising urban per capita income (particularly in  the
first half of the 197Os), together with the growing
requirements of rapidly expanding import-substitution
industries, could  not  be matched by a similar increase  in
food supplies. Many observers have stated that between 1963

and 1977 agricultural output grew at most by 2.0 -2.5 percent
per annum (Keddie 198lb: 167; Hooglund 198lb: 18), compared

with  a  2.8 percent increase in population and a 10 percent

increase in food demand during the 1963-74 period (Katouzian
1978: 362). The result was a persistent pressure of demand
against supply, leading to rising prices of foodstuffs and
raw materials. This in turn raised the average price level

and triggered off an inflationary spiral.
Industrialization was the dominant development strategy

adopted in Iran during the 1960s and 1970s. The Shah's regime

regarded it as the only way to achieve higher economic growth

and modernization. Starting in the late 195Os, therefore, and
under favourable political and financial conditions, the

state became the main agent of industrial growth.
Prior  to the 196Os, industrial development policy had

been largely haphazard and uncoordinated. The private sector
responded to government spending, particularly in

construction, and bountiful profits provided some stimulus to

industrial growth. Conscious industrial policy started in the
early 1960s with the implementation of the Third Plan (1963-

68), when the state committed itself to systematic industrial

development and launched an import-substitution programme  to
deve]op national industry and reduce total imports. The

policy was supported  by tariff protection and import

prohibitions, tax holidays, generous fiscal incentives, easy
credit, and the reduction of or exemption from customs duties

on imported raw materials, intermediate and capital goods for
domestic industry.

These policy measures, together with relatively
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abundant capital funds due to growing oil revenues, the rapid

expansion of private  and  public expenditure, and the

country's political stability, produced high profit

expectations  and thus ensured a high and sustained growth of
the industrial sector. Industry grew at about 12 percent per

annum during the period 1960-75, increasing its share in GDP

from 16.4 percent in 1960 to 19.2 percent in 1975 (see Tables
3.6 and 3.3).

Despite this impressive growth rate, some two decades

of import-substituting industrialization (ISI) aggravated the

major rigidities in the economy which, due to their very

nature, generated and/or propagated inflationary pressures.
ISI was pursued behind high tariff walls and  without

any regard for dynamic comparative costs. It represented not

only a seriously distorted way of development but, because of
the way it was implemented, it increased the vulnerability of

the economy to imported inflation; it failed to relieve the

foreign exchange bottleneck; and by turning domestic terms of
trade against agriculture, it produced sectoral imbalances.
These factors in turn intensified the  already  existing

inflationary tendencies. Moreover, the trade, fiscal and

monetary policies which  were designed to stimulate ISI

produced excess capacity, waste, inefficiency and, of course,

high  production  costs  and prices for the majority of

industries. Excessive prices not only made Iran's industrial

products uncompetitive in the international markets, but also
added to the inflationary pressures.

Another structural source which contributed to

inflation in the 1970s was the inadequacy of infrastructural

facilities - especially the transport system and  electrical

power. This inhibited the expansion of aggregate supply  by

disrupting domestic production and by restricting the  volume
of imports, thus widening the gap between supply and demand

and increasing inflation.
With Iran's vast and rugged land area  of more than

1,648,000 square kilometers, its scattered population  and

lack of internal waterways, inadequate transport caused  a
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serious supply bottleneck, especially during the oil  boom

years of the mid-1970s. At that time, limited capacity caused
Iran's  southern ports to become clogged, and ships had to

wait   for  up  to 250 days to unload (cited in  Hirshfeld  &
Shamuelvitz 1978: 370). As a result, in mid-1975 more than
200 ships were waiting to anchor at Khorram-Shahr, the main

southern port; and at one point more than one million tons of

goods  were  being kept in ships waiting the  opportunity  to

unload (Graham 1979: 78). Delays in the ports cost Iran dear.
In 1975, for instance, $1.5 billion (nearly 7 percent  of
total oil  revenues) had to be paid for demurrage charges,
i.e. keeping ships waiting to anchor (Halliday 1979b: 163).
This caused enormous increases in the costs of imported goods
which were passed on to consumers in the form of higher
prices.

In  addition to all this domestic supply was unable to
respond sufficiently to increases in demand due, among other
things, to  an  acute  country-wide  power  shortage  which

disrupted the production schedules. For example, according to
the findings of the Imperial Commission's Committee on

Industry (a watchdog committee responsible directly  to  the
Shah) the Arak Aluminium Plant, Iran's sole aluminium smelter

whose principal factor input was electricity, experienced 760

interruptions  in  its supply of electricity for a total of

33,000 minutes between March 1976 and March 1977; the company
thus not only lost millions of rials, but also disrupted the

production  schedules of its main buyers (Looney 1982: 129).
The  power shortages meant that firms who relied on  electric

power as input were forced to operate at less than  capacity,
thus inhibiting the expansion of supply at a time when demand
for all kinds of goods was rising sharply.

Apart from transport bottlenecks, power shortages, the
poor distribution system and bureaucratic rigidities, the

economy of the 1970s was faced with serious shortages of
ski]led and semi-skilled manpower and of construction
materials. The Fifth Plan estimated the shortage of manpower
between 1973 and 1978 to be more than 720,000, about 80
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percent of which were skilled and semi-skilled industrial

workers and skilled construction workers (see Table 3.9). The

skill-constraint and shortages of manpower caused competition
between the public and private sector: within the public

sector and within the private sector for attracting the

necessary labour force. This led to considerable increases in

wages for skilled jobs (up to 50 percent in 1974 and 1975).

Such rises generally exceeded increases   in   labour

productivity and pushed up prices, thus setting in motion  a

wage-price spiral of inflation. On the other hand, the

shortage of building materials encouraged the development  of
a black market where prices were up to five times the

official rate, as in the case of cement (Graham 1979: 107).
Inflationary pressure in the 1970s and especially after

1973, was  also  reinforced by rises in the price of Iran's

main  export product, i.e. Oil. Oil revenues rose from US

$1268 million in 1970/71 to $2536 million in 1972/73 and

further jumped to $21,014 million in 1974/75 (see Table

3.11). This led to an enormous increase in consumption  and

investment expenditures of both public and private sectors.

Iran's Fifth Development Plan (1973-78) was  completely

revised  upwards  and  a new target for  public  and  private

sector domestic capital formation was established at $69,000

million, over 90 percent more than the planned investment in
the original version of the Plan and seven times more than

that of the Fourth Development Plan, 1968-73 (see Table

3.13). The decision to revise the Fifth Plan was dictated by

the Shah, despite reservations on the part of economists from

the Plan and Budget Organization and the Bank Markazi Iran;

even the guidelines laid down by the International  Monetary

Fund (IMF) were ignored (Bashiriyeh 1984: 86). As almost two

years of the Plan period had already passed, about 80 percent
of that amount, i.e. $56,000 million had to be invested in

the remaining three years. Within the framework of the

revised Plan government's current spending also increased  by
108 percent. Also  during 1973-78 private consumption

increased drastically, from 879.7 to 2160.8 billion rials;
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while private investment rose from 160.4 to 776.8 billion

rials (see Table 3.10).
As a result of this explosion  of expenditure, the

volume of money supply increased in an unprecedented  manner.
Credit supplied to the private sector through the banking
system also increased enormously. In fact, between 1973 and
1978 the  supply  of money and quasi-money increased  by  an

annual average of about 40 percent, and bank loans and

credits granted to the private sector rose from about 490

billion to 1862 billion rials, or by more than 3.5 times. As
a result of such an extraordinary increase in  budgetary
expenditure and domestic liquidity, aggregate demand went up
briskly.

At the same time, since domestic supply could not meet

the growth in demand due to structural rigidities, and since

efforts  to increase imports rapidly were offset by port  and

transport bottlenecks, the  gap between supply  and  demand

widened, resulting   in acute shortages of some basic

foodstuffs and raw materials. Producers faced with buoyant
demand were  able to increase their prices immediately  and
hence to widen their profit margins. Price rises also
encouraged them to maximize their output. As a consequence,
the demand for labour and other inputs increased sharply. As

this expansion continued and the cost Of living soared,
workers started to demand higher wages. Since labour was

relatively scarce in the economy, and because the majority of
firms were  experiencing expanding demand and  could  easily
pass on higher production costs in the form of higher prices
to consumers, due to the existence of an  oligopolistic
organization of industry and trade, those demands were met.

Wages rose first in the construction industry which was

experiencing  a rapid increase in prices and investment.

Later, they began to rise almost as fast in other non-

expanding industries such as agriculture, pushing costs and
prices further upward.

To alleviate internal inflationary pressures, the

government relaxed import regulations and lowered tariffs on
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many goods, bringing an unprecedented influx of imports.
Under normal circumstances massive imports paid for out  of
extra income earned from higher export prices and more
favourable terms of trade, should serve as a deflationary
measure against inflation. In the case of Iran, however, the

positive effect of increased imports was substantially offset
by two negative factors. First, as a result of world

inflation  and rises in import prices, Iran had to pay  much
higher prices for imported goods and services than  it  had
expected. In June 1975, the Minister of State and Director of
the Plan and Budget Organization, Abdol-Majid Majidi,
complained that Iran was paying 50 percent more for imported

products (cited in Moghtader 1980: 257). The Shah, in an
interview with Business Week in November 1975, gave two

examples of  how  world inflation was  hurting the Iranian

economy:
We talked to E.I. du Pont de Nemours [said the Shah]

about  building  a factory in Isfahan that  would  have
cost $250 million. Now a year later, they say it will
Cost $450 million. The Japanese petrochemical complex

was to cost $1 billion. Now they say it will cost $1.8

billion .... (quoted in Ibid: 257)
The rapid rise in  the prices of imported consumer,
intermediate and capital goods  directly and indirectly
exerted a significant cost-push pressure on the Iranian

economy.

Second, a  series of administrative and transport
bottlenecks, as noted earlier, played havoc with the planned
deliveries and the utilization of imported products. The

result were waste and more inflation (Amuzegar 1982: 823-24).
The empirical results of the study presented in Chapter

4  support our analytical explanations. Our results indicate

the following.

1.  The  coefficients for the current money supply  variable,
Mlt  and M2t'  are in all equations significant and positive,
implying  that  a 10 percent growth in  money supply, other
things being equal, increases the rate of inflation by  1.5-
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3.5 percent. The results support the monetarist theory that

there is a positive  relation  between money supply and

inflation, but they negate any suggestion that an increase in
the rate of money supply will lead to a proportional rise in

the rate of inflation.

2. The coefficients of the lagged money supply, M and
lt-1

M are in most cases insignificant, indicating that on
2 t-1

average the response of prices to changes in the money supply

in Iran occurred within the year.

3.  The  coefficients  of changes in  real  income, Yt are

significant and positive, suggesting that, ceteris paribus, a

10 percent increase in the growth of real income will lead to

a 6-10 percent decline in the inflation rate.

4. The coefficients of lagged changes in the rate of

inflation, At, are positive but insignificant, implying
either that expected changes in the inflation rate do not

appreciably affect the cost of holding money, or that past

changes  in the rate of inflation are not a good proxy for

expected changes.
5. The coefficients for wage variable, W, are positive and in

most cases significant, indicating that a 10 percent rise in

money-wage rate will, other things being equal, result in an
increase of 1.6-3.0 percent in the inflation rate. The

results are  consistent with predictions of the cost-push

hypothesis that there is a positive relation between  money-

wage rate and inflation.

6. The coefficients for the rate of change of relative

prices of food, F, are positive and significant, at least a
10 percent level of significance, suggesting that a 10

percent  growth in the relative price of food, other things
being equal, will lead to a 4.7-5.6 percent increase in  the

inflation rate. The results support the structuralists'

argument that the slow growth of agriculture is a major

contributory factor to high inflation.

7.  The coefficients for the current price of imported goods,

Q ,  are positive and significant, implying that a 10 percent
increase in the foreign rate of inflation, ceteris paribus,
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results in an increase of about 5.2-8.3 percent in  the

domestic rate of inflation,  which is very high. One possible

reason for the degree to which imported inflation affects the

Iranian  economy may be the considerable share of imports in

GNP, i.e. the  degree  of dependency on the outside  world;

also, the oligopolistic nature of Iranian industry and trade

allows large producers and traders to pass on the burden  of

higher import prices to consumers.

The findings of significant coefficients with the

anticipated signs for the structuralist, cost-push  and

monetarist variables are consistent with our argument that,

between 1960 and 1977, price rises  were  partly  due  to

structural  weaknesses and supply rigidities, especially in

the agricultural sector, partly to excess demand, and partly

to cost-push inflationary pressure.

What  adjustment measures did the government choose  to

restore price stability? To combat inflationary pressures the

government did not adopt any coherent, consistent

stabilization programme, but rather took a short-term crisis

management approach to the economy. This was reflected in its

response to the severe price rises. In controlling inflation,

instead of adopting a coordinated monetary and fiscal policy,

the government embarked upon a tough price-control system and

'anti-profiteering' campaign, which not only failed to remedy

the situation, but ultimately intensified inflationary

pressures. In the 197Os, in fact, government  generally

contented  itself  with paying lip-service to the virtues  of

price stability; at the same time, it proceeded  vigorously

with  the  execution of prestige projects and, in  flagrant

disregard of its economists' recommendations, pursued fiscal

policies which continually raised prices.

Monetary policy in this period, as in the 196Os, was

greatly  influenced by the amount of oil revenues received by

government. Increases in the monetary base, the main variable

usually controlled by central banks, were determined  by

government spending and were virtually unaffected  by  the

mc,netary policy initiated by the Bank Markazi Iran (Pesaran
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1975: 52). Thus, in the 1970s when inflation rates ran into
double, figures, the Bank Markazi had little real influence

over policies affecting the economy and could only attempt to
mitigate the worst effects Of inflation. Increases in

government spending in this period became the main

determinant of money supply; and monetary management by  the
Bank Markazi's authorities became a by-product of

government's budgetary decisions.
It is well-known that government spending and taxation

are two principal fiscal instruments  which  can  influence

inflationary pressure. But neither of these instruments was
utilized  in Iran to control inflation in the 1970s. As

inflationary trends became evident early in that decade,
officials of the Plan and Budget Organization and the Bank
Markazi told the government that in order to curb inflation
it would have to curb its expenditure. Such pleas fell on
deaf ears, however. Year after year, from 1970 to 1977,

government  boasted of a 'record' budget while also  claiming
to fight inflation. Total government spending, less than 360
billion rials in 1972/73, rose to more than 1254 billion in
1974/75 and to 2422.8 billion rials in 1977/78 (see Table

3.12). In other words, between 1972/73 and 1977/78 government
spending  rose by more than 6.7 times. Hardly  surprisingly,

such extraordinary increases in government expenditure, which

were  well  beyond the absorptive capacity  of  the  country,

created  imbalances  in the economy and gave rise to  serious

inflation  with little corresponding increase in output as  a
result of that expenditure (Looney 1985: 88).

Not only did government fail to bring its ever-

increasing spending  under  control in the 197Os, it also
failed to utilize taxation as a measure for curbing  runaway
inflation. Its heavy reliance on oil as an easily accessible
source of revenue was the principal reason why taxation  was
neglected in this way. Although tax revenues increased
steadily between 1967 and 1977, the growth was not sufficient
to counteract inflationary pressure. The tax base was narrow,
focused on consumers in general and on the urban white-collar
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salariat and blue-collar workers in particular (Nydorp 1978:

270). This contributed to  a steady widening of the gap

between income and wealth of the poorer and richer classes of
the country (see Momayezi 1986: 71-76). Moreover, by granting

numerous tax incentives to industrialists and businessmen,

the taxation system encouraged expansion of the industrial

sector at the expense of agricultural activities, thus

increasing the lopsided growth of the economy.

In short, the failure to raise tax rates when current

and investment expenditures as well as military spending were

accelerating sharply, was a fiscal policy error of serious

proportions. The direct and indirect expansionary impact  of

state  spending inevitably brought a substantial rise in  the
level of aggregate demand relative to aggregate supply, and

caused prices to soar.
Between 1973 and 1 977, when inflation reached alarming

proportions, the main element of the government stabilization

programme  was a draconian price control system. Instead of

accepting the simple fact that  the country's structural

weaknesses, together with government over-spending, were the
main source of inflation, the regime blamed profiteers for

all the ills of the economy. Thus, starting in July 1975, the

Shah  declared 'war' on high prices and called on  government
and public to join in a nation-wide campaign against

profiteers.
The main objective of the 'price war' and the 'anti-

profiteering campaign' was to bring the runaway inflation

rate  under immediate control and to roll back the prices  of

some 16,000 items to 1974 levels (Graham 1979: 94).. A similar
campaign against inflation had been waged 18 months  earlier,

but  had  failed to check rising prices at the wholesale  and
retail levels. To guarantee the victory of the new  campaign
the Shah warned that if it did not produce satisfactory

results at the end of a one-month period, cases involving

profiteering and hoarding would be turned over to the

military courts (Kayhan International 15 July 1975: 1).

TO implement the new price control programme which
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encompassed  the  entire production and distribution  system,
the Price Control Centre which had originally been
established  to  monitor import prices and those of certain

major  domestic products,  was given greatly expanded  powers
and responsibilities: to investigate the production cost  of
numerous products and to use that information to establish

official prices for commodities and services.

Meanwhile, thousands of members Of Iran's single
political party, the Rastakhiz (Resurgence), were organized
into vigilante groups called 'inspectorate teams'   and

despatched into bazaars to seek out and report deviations

from officially-set prices. During this campaign in 1975 and
1976 the so-called Guild Courts, set up by SAVAK, imposed
some 250,000 fines, deported 23,000 traders to remote parts
of the country, handed out to some 8000 shopkeepers  prison
sentences ranging from two months to three years, and brought
charges against 180,000 small businessmen (Abrahamian 1982:

498). The 'anti-profiteering campaign' bitterly angered the
business community, particularly the bazaaris who bore the
brunt of the attack, and was an important element in

reinforcing the Ulama-bazaar alliance against the Shah's

regime during the 1977-79 revolution (see Chapter 1).

Simultaneously  with introducing the  anti-profiteering
campaign, the Shah unveiled his 'share participation
programme' according to  which large firms should sell 49

percent of their  holdings to their employees  and to the

public. This programme had two principal objectives: first,

to appease industrial workers who were becoming angry because
of high inflation, especially expensive housing; and second,
to  discourage labour mobility by providing workers  with  an

incentive  to remain where they were already employed. Some
320 manufacturing  companies were selected to initiate the
scheme.

Both anti-profiteering campaign and share participation
programme  proved disruptive and counterproductive. Official

price indices did fall during the six months after the  anti-

profiteering  campaign  was introduced in July 1975, but it
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became increasingly ineffective, inefficient and inequitable.
Bureaucracies proliferated for the enforcement of price

controls; courts and tribunals became jammed with

litigations; supplies of essential goods such as meat, eggs,

chicken, sugar, etc., whose prices had been frozen too

rigidly, simply dried Up; and a black market began to

develop. The wrath of the bazaaris and businessmen was also

aroused. In desperation, the government had to terminate

price controls; and once they were removed much of what

government had thought  to gain from  introducing  a  price

control policy was lost as companies hastened to raise their

prices.

Similarly, although the share participation  programme
was not anti-business, it  had a damaging  effect  on  the

confidence and expectations of the private sector. It led, on
the one hand, to a drastic reduction of investment and hence

of production  capability and, on the other hand, to the

flight abroad of up to $2 billion of capital (Halliday 1979b:
155).

What policy conclusions can be drawn from the experiences  of
the 1960s and 197Os? There are, of course, no  magic
solutions. In the long and medium terms, however, the

following policies might be suggested.
In attempting  to control inflation  and  restoring

equilibrium, our results imply that Iran should now

reappraise its basic pattern of economic development. Iran's

development strategy tended to favour import-substitution

industrialization at the expense of agriculture. As a result,

long-term stagnation of agriculture set in, leading to a high

rate of rural-urban migration. The subsequent depopulation of
rural areas not only reduced agricultural output and  eroded

Iran's  self-sufficiency  in food, but contributed to the

overcrowding of urban centres and to the explosive onset of

social tension.

The ISI strategy also caused the industrial sector to

become high-cost and inefficient. Moreover, the pattern of
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development caused structural disequilibria, ever-increasing
dependency on imports, and intolerable inflationary
pressures.

It  has to be a central objective of national policy,
therefore, to correct these structural imbalances through
fundamental changes in development strategy. The first task
of the government should be to restore momentum to
agriculture. To improve agricultural performance in order to
meet food and other agrarian requirements of the country, the
state should: (a) direct an adequate flow of resources to the
agricultural sector; (b) stimulate private agricultural
investment through fiscal, price and foreign exchange
policies, etc.; and (c) develop the necessary infrastructure
to support agriculture, including transport, cold storage and
other service facilities.

Revitalization Of agriculture does not mean that
industry should be forgotten because, as we have already
seen, Iran's inflationary pressures stemmed to a large degree
from  both  a  poor agricultural performance and a  weak  and
import-dependent industrial base. However, industrial
development in the 1960s and 1970s within high tariff  walls
and without any regard for  dynamic comparative costs,
resulted in  high costs, inefficiency and waste. Future
industrial programming  should  aim at (a) investment  in
industries  in which the country can compete in the  regional
as well as international markets; (b) expansion and
establishment of industries producing intermediate and
capital goods; and (c) development of the country's existing
technology  with the proper utilization of appropriate modern
technology that has been developed in industrial countries.

Together with these medium and long-term  measures,
traditional monetary and fiscal policies will, of course, aid
in achieving sustained non-inflationary economic growth.
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NOTES

Chapter I

1.  For a detailed account of the Constitutional Revolution,

see Browne (1910).

2. 'Background Information on the Crisis in Iran' (n.d.)

(Washington DC, Institute for Policy Studies;

mimeographed), 12.

3. The discussion here is based on Abrahamian (198Ob: 21-

26); Halliday (1979c: 1-16); and Keddie (198lb: 161-182).

4.  US News and World Report, 26 June 1978, cited in Hoveida

(1981: 5).

Chapter II

1.  See J.M. Keynes's wellknown booklet: How to pay for the

War (1940), in which he deals with the  problem  of

inflationary gap.

2.  This discussion is based largely on Magdoff (1973: 21-26)
and Magdoff & Sweezy (1979: 1-10).

3. 'The long run points to a situation characterised by  a
macroeconomic equilibrium where the actual and the

expected rate of inflation are equal. In these

circumstances the 'surprise inflation' equals zero  and

money  illusion has vanished completely.' (Sijben 1983:

237).

4.  See Baer (1967) and also Thorp (1971).

5. For a detailed discussion  of inflation in LDCs see

Kirkpatrick & Nixon (1976).
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6. In its simplest form the  Marshall-Lerner  condition  or
criterion states that the price elasticities of demand

for imports and exports must add up to greater than unity
if a change in a country's exchange rate is to improve
its Balance of Trade.

Chapter III

1.  The Middle East and North Africa (1979-80), Twenty-Sixth
Edition (European Publications Ltd, 1979), 357.

2.  Computed from BMI (1977-78: Tables 45 and 47, pp. 232,
240).

3.  Computed from PBO (1975: Table 5, p. 20).

4.  Ibid.

5.  Computed from BMI (1973-74, Table 43, p. 161 and 1977-78,

Table 75, pp. 290-1).

6.  The Middle East and North Africa (1979-80: 358).

7. See: Ministry of Economy (1968: 8-22) for the full text
of the Attraction and Protection of Foreign Investment
Act.

8.  See 'State a Barrier to Investment', Financial Times, 25

July 1977.

Chapter IV

1.  The discussion here is based on Moini & Reza (1975a) and

Saddiqi (1981).

2.  See Moini & Reza (1975b).
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De dynamica van de inflatie in Iran van 1960-1977

Vanaf het begin van 1970 is inflatie een dringend economisch

probleem geworden voor bijna alle landen in de wereld en door
de toename  ervan is er een enorme belangstelling  voor  dit

onderwerp ontstaan. Er is veel over geschreven, maar er is

zeker geen overeenstemming tussen de economen over het  wezen
en de oorzaak van de inflatie. Dit vindt men terug in de vele

tegenstrijdige theorieen over de oorsprong en het blijvend
karakter ervan.

In de jaren 1950 en begin 1960 was een van de

voornaamste kenmerken van het debat over inflatie   het

verschil tussen 'demand-pull' en 'cost-push' verklaring. Zij

die zich  bezig  hielden met de vraagkant  van  de  inflatie
voerden aan dat inflatie grotendeels werd veroorzaakt door

een buitengewone vraag op de binnenlandse markt en zij legden
de nadruk  op de te grote uitgaven van de regering  met  het
doel hierdoor volledige werkgelegenheid te bereiken, als

zijnde de voornaamste reden van inflatie. Maar de

economisten die de nadruk legden OP de kosten, namen

daartegenover aan dat de inflatie werd veroorzaakt door

factoren aan de aanbodzijde en pogingen het aandeel van  de

belangengroepen in de totale productie te vergroten door  de

prijzen te verhogen.
In de late zestiger en zeventiger jaren verplaatste  de

discussie zich naar de monetaristische benadering. Zij die

dat accent leggen zeggen dat 'inflatie altijd en overal een

geldkwestie is' (Friedman 1970: 24), waarvan de oorsprong is

te vinden in de geldhoeveelheid, die sneller toeneemt dan de

eigenlijke productie. De inflatie is terug te dringen door

een juiste aanpak van de geldcirculatie. De niet-monetaristen

brengen naar voren dat 'onze huidige moeilijkheden niet een

monetaire  kwestie zijn en niet door geldmanipulaties  kunnen
worden opgevangen' (aanhaling van Hicks in Laidler & Parkin

1975: 741). Inflatie, zo benadrukken zij, is niet een zuiver

technisch economisch probleem, maar veel meer een ingewikkeld
sociaal-economisch en institutioneel probleem. Vragen van
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sociale rechtvaardigheid en gelijkheid, van strijd tussen

verschillende groepen en klassen in de samenleving  om

gunstiger posities te verkrijgen liggen hieraan ten

grondslag. Daarom kan inflatie niet worden opgelost door

bijkomstige economisch aanpassingen, zoals b.v. veranderingen
in de creatie van geld. Om inflatie te stoppen, zeggen de

niet-monetaristen, is een  wijd gamma  van  beleidspolitiek

nodig, dat de verschillende onevenwichtigheden overkoepe]t.

Hoewel vraag en aanbod van geld belangrijk zijn in  het
inflatoire geheel, is de auteur er niet van overtuigd dat

deze factoren op zichzelf tot inflatie kunnen leiden. Ook

gelooft de schrijver niet, dat inflatie, vooral in de ontwik-

kelingslanden, een zuiver monetair verschijnsel is,  dat

slechts om aangepaste monetaire maatregelen vraagt om het  te
doen verdwijnen.

*nflatie  heeft de Iraanse economie geteisterd vanaf de

zestiger jaren. In de tijd waar wij speciaal mee bezig zijn,
d.w.z. tussen 1960 en 1977, tekenen zich  drie  duidelijke

inflatoire  perioden af: de eerste fase van 1960-1970; de

tweede fase van 1971-1973 en de derde fase van 1974-1977. In

de zestiger jaren was de inflatie betrekkelijk  gering,

gemiddeld ongeveer 1 tot 7% per jaar. Vanaf 1970 nam het

percentage echter sterk toe, zelfs volgens gecontroleerde
officiele cijfers. Gemiddeld, gemeten naar de Consumer Price
Index (CPI), stegen de prijzen met ongeveer 7% per jaar  van
1971 tot 1973, drie maal zoveel als in de voorafgaande 10

jaar. Tegen 1974 was de inflatie met meer dan 15% gestegen en
kwam in 1977 zelfs nog boven de 25%, waardoor het gemiddelde

voor 1974-77 neerkwam op meer dan 15% (zie Tabel 3.1).

De  redenen voor deze versnelde prijsverhogingen in  de

zeventiger jaren waren veelzijdig: het valt te betwijfelen of
deze kunnen worden toegeschreven aan een speciale oorzaak,

die, wanneer men deze zou hebben kunnen opheffen, het de

economie mogelijk zou hebben gemaakt door te  gaan  met  de

betrekkelijke geringe inflatie van de zestiger jaren.
Zoals reeds vermeld kon de inflatie in Iran worden

toegeschreven aan een combinatie van structurele zwakheden
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met daarbij vraag- en kosten-druk die een directe en

indirecte invloed hadden op de hoogte van de prijzen.
In de zeventiger jaren, toen de economie snelle

veranderingen onderging, werd de inflatie grotendeels

veroorzaakt door het volgende: (a) een beperkte aanvoer in de

voedselsector; (b) het tot stand komen van van invoer

vervangende industrieen, en (c) ernstige knelpunten bij  de

levering van factoren voor de productie als b.v. geschoolde

arbeidskrachten, grondstoffen, vervoer en energie.
De landbouw  in Iran had te lijden  onder  natuurlijke

beperkingen, zoals een tekort aan water en landbouwgrond en

de uitzonderlijke toestand van het klimaat en bovendien

onder structurele knelpunten, zoals onvoldoende

transportmiddelen, een tekort aan opslagruimte en een slecht

werkend distributie systeem. Tezamen met een ongecoordineerd

en slecht opgezet regeringsbeleid veroorzaakten deze

elementen de achteruitgang van de landbouw in het algemeen en

de langzame groei in het voedsel-aanbod, vooral in de laatste

helft van de zestiger en in de zeventiger jaren. De toenemen-
de vraag naar voedsel en eerste levensbehoeften in  die

periode als gevolg van de groei van de bevolking, de verste-

delijking en het snel toenemende inkomen per hoofd in de

steden (vooral in de eerste helft van de zeventiger jaren),

waarbij gevoegd de toenemende behoefte van de zich snel

uitbreidende industrieen ter vervanging van de invoer, kon

geen gelijke tred houden met de toename van de voedselproduc-

tie. Veel waarnemers hebben vastgesteld dat tussen 1963 en

1977  de opbrengst van de landbouw toenam met ten hoogste  2-

2,5 %  per jaar (Keddie 198lb: 167; Hooglund 198lb: 18).

Hierdoor ontstond een voortdurende vraag en aanbod-spanning,

die de toenemende prijzen voor voedsel en grondstoffen  ver-

0,rzaakto. En  dit gaf weer de stoot tot de verhoging van de

gi'Ii,idd('Ido I,ri jzen ,·,1 ('c,n inflatwire st'ir.1.11.

Industrialisatie was de overheersende ontwikkelings-

strategie in Iran gedurende de zestiger en zeventiger jaren.

Begin zestiger jaren  met de invoering van het  Derde  Plan

(1963-68) wierp  de staat zich OP een invoer-vervangend
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programma om de nationale industrie te bevorderen en de
invoer te verminderen. Deze politiek werd ondersteund  door
tarieven-bescherming, vrijstelling van belastingen en stimu-
lerende fiscale maatregelen.

Deze beleidsmaatregelen, gesteund  door  overvloedige
financiele  middelen, (verkregen uit de steeds groter  worden
olie-inkomsten), de snelle groei van persoonlijke- en
overheids-uitgaven en de politieke stabiliteit van het land,
maakten een voortdurende groei van de industriele sector
mogelijk.

Ondanks het indrukwekkende groeicijfer versterkte twin-
tig jaar  van invoer vervangende industrialisatie (ISI) de
voornaamste starheden in de economie, die door hun karakter
de inflatoire spanningen opriepen en aanwakkerden.

ISI werd doorgezet achter hoge tarieven en zonder
rekening te houden met vergelijkende kosten. Niet alleen
verdraaide  deze het beeld van de ontwikkeling, maar door de
manier waarop het werd toegepast, verhoogde het ook de kwets-
baarheid van de economie voor inflatie van buitenaf; het kon
het knelpunt van de wisselkoers niet opheffen  en  door  de
binnenlandse handelsvoorwaarden te bevoordelen tegenover de
landbouw, ontstonden  er sectorale onevenwichtigheden. Deze
factoren verhoogden op hun beurt weer de reeds bestaande
inflatoire tendens. Bovendien droegen het handels-, fiscale -
en geldbeleid, bedoeld om ISI te stimuleren, bij tot overca-
paciteit, verkwisting, ondoelmatigheid en natuurlijk ook hoge
productiekosten  en prijzen voor de meeste industrieen. Veel
te  hoge  prijzen  maakten niet alleen dat de industriele
producten  van Iran niet konden mededingen op de  internatio-
nale markten, maar Zij droegen ook bij tot inflatoire
spanningen.

Nog een andere structurele oorzaak die bijdroeg tot
inflatie in de zeventiger jaren was de ontoereikendheid  van
de  infrastructurele voorzieningen, vooral wat betreft trans-
port en electrisch vermogen. Deze verhinderde de uitbreiding
van de tota]e omzet door de binnenlandse productie te
ontwrichten en het volume van de invoer te beperken, waardoor
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de afstand tussen vraag en aanbod verder werd vergroot en de

inflatie toenam.
De  economie  van  de zeventiger jaren  werd  bovendien

geconfronteerd met een ernstig tekort aan  werkkrachten  en

bouwmateriaal. Het gebrek aan geschoolde krachten veroorzaak-

te  een concurrentiestrijd om de benodigde mankracht aan  te

trekken tussen de overheid en de particuliere sector, en

zowel  binnen de openbare sector als binnen  de  particuliere

sector. Dit gaf aanleiding tot aanmerkelijke loonsverhogingen

voor de geschoolde krachten, waardoor een loon-prijs-spiraal

in beweging kwam. Door het tekort aan bouwmateriaal werd het

ontstaan  van een zwarte markt mogelijk waar de  prijzen  tot

vijf maal de officiele waarde stegen, zoals gebeurde  bij

cement (Graham 1979: 107).

De inflatoire druk in de zeventiger jaren en vooral na

1973  werd  nog verhoogd door de stijgende  prijzen  van  het

voornaamste exportproduct,  d.w.z. de olie. De olie-inkomsten

stegen  van U.S.$ 1268 miljoen in 1970/71 naar $ 2536 miljoen
in 1972/73 en klommen nog hoger tot $  21014 miljoen in

1974/75 (zie Tabel 3.11). Dit leidde tot een enorme verhoging

van  het dagelijks verbruik en hogere investeringen in  zowel

de publieke -  als de particuliere sector. Het Fifth Develop-
ment Plan (1973-78) van Iran werd naar boven volledig herzien

en een nieuw streefcijfer werd vastgelegd voor de binnenland-

se kapitaalsvorming van publieke en particuliere sector. Dat

streefcijfer was $69000 miljoen, meer dan 90% boven de be-

raamde  investering in de oorspronkelijke opzet van het Plan.
Omdat reeds twee jaar van het tijdsbestek van het Plan  waren

verstreken, moest  ongeveer 80% van dat bedrag, namelijk  $

56000  miljoen worden geinvesteerd in de nog resterende  drie

jaar.

Als een gevolg van deze uitgaven-explosie  vermeerderde

de omvang van de geldvoorraad op ongekende wijze. Het krediet

verleend aan de particuliere sector door de banken nam ook op

uitzonderlijke wijze toe, zelfs zodanig, dat tussen 1973 en

1978 de geld- en quasi-geld-voorraad toenam met een jaarlijks

gemiddelde van ongeveer 40% en bankleningen en -kredieten aan
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de  prive  sector meer dan 3.5 maal zo hoog werden. Als een

gevolg van zulk een abnormale toename in de  budget-uitgaven

en  de binnenlandse liquide middelen was er een sterke  stij-
ging in de totale vraag.

Aangezien tegelijkertijd de binnenlandse markt niet kon
voorzien in de vraag door structurele starheden, en de

pogingen  om de invoer te vergroten snel teniet werden gedaan
door knelpunten in havens en het transportbedrijf, werd het
verschil tussen vraag en aanbod nog vergroot, wat leidde tot

een  hevig  tekort  aan de  allereerste  voedingsmiddelen  en
grondstoffen.

De producenten, die te maken kregen met een

overweldigende vraag,  verhoogden hun prijzen onmiddellijk en
konden zo  hun winsten vergroten. Door de hogere  prijzen

werden  zij aangemoedigd tot het maximum hun productie op  te
voeren, met het  gevolg dat de vraag naar werkkrachten en

halffabrikaten  sterk  werd vergroot. Waar  deze  vergroting
doorging en de kosten van levensonderhoud omhoog schoten,

begonnen de werknemers hogere lonen te vragen. Werkkrachten

waren betrekkelijk schaars in het toenmalige Iran en waar het
merendeel van  de  ondernemingen kampte met een toenemende

vraag konden Zij gemakkelijk de hogere productiekosten
doorberekenen aan de consumenten door middel van hogere

prijzen  en dit door de oligopolistische organisatie van han-
del en industrie. Eerst gingen de lonen omhoog in de  bouw-
industrie, waar  de prijzen en investeringen snel toenamen.

Daarna  begonnen de lonen bijna net zo snel toe te nemen in

andere, stagnerende bedrijfstakken, zoals de landbouw, waar-

door de prijzen en kosten nog verder stegen.

Om de binnenlandse inflatiedruk te verlichten vergemak-

kelijkte  de regering de invoer-voorschriften en verlaagde de
tarieven op veel goederen, waardoor een ongekende toevloed

van invoergoederen plaats vond. Het positieve effect van  de
vergrote invoer  werd echter grotendeels teniet gedaan  door
twee negatieve factoren. In de eerste plaats oefende de

snelle  stijging van de prijzen van geimporteerde consumptie-
en kapitaalgoederen direct of indirect een  belangrijke
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opwaartse druk Uit OP de Iraanse economie. Ten tweede

frustreerde een aantal knelpunten in de administratie en  het

transport  de geplande leveringen en het gebruik ervan. Het

resultaat was meer verspilling en meer inflatie  (Amuzegar

1982: 823-24).

De empirische resultaten van de studie ondersteunen

de analytische uitleg, dat tussen 1960 en 1977 de  prijs-

verhogingen ontstonden, ten dele dankzij structurele zwak-

heden en aanvoerproblemen, voornamelijk in de landbouwsector,
ten  dele door overmatige vraag en ten dele door  'cost-push'

inflatoire druk.

Welke  regulerende  maatregelen nam de regering  om  te

proberen de prijzen te stabiliseren? De regering nam  geen

enkele duidelijke, logische stabilisatie-maatregel om de

inflatoire  druk te bestrijden, maar kwam eerder met een OP

korte termijn gerichte crisis-benadering voor de economie,

zoals blijkt uit haar antwoord op de enorme prijsverhogingen.
Om de inflatie te  bestrijden begon de  regering met een

strenge  prijs-controle en een campagne tegen de  profiteurs,

welke niet alleen te kort schoot om de situatie te verbe-

teren, maar  uiteindelijk de inflatoire druk nog  verhoogde.

Dit gebeurde in plaats van  een  gecoordineerde  geld- en

belastingpolitiek. In de zeventiger jaren volstond de

regering  met een lippendienst te bewijzen aan prijs-stabili-

satie, terwijl zij tegelijkertijd door bleef gaan met het

uitvc)erc.n van 'prpstige' projecten en, de aanbevelingen van

haar economen negerend, een belastingbeleid voortzette, dat

de prijzen voortdurend deed stijgen.

Welke beleidsconclusies kunnen wij trekken uit  de

ervaringen van de zestiger - en zeventiger jaren?  Er  kunnen

natuurlijk geen wonderen worden verwacht maar binnen een

lange of middellange tijdsduur zou de volgende politiek  mis-

schien kunnen worden aanbevolen.

In een poging inflatie te beheersen en het evenwicht te

herstellen  wijzen de resultaten van de studie uit, dat Iran

zijn  economisch ontwikkelings-patroon dient te herzien. De

ontwikkelingsstrategie van Iran neigde ertoe een industrie
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t.er vervanging van de invoer te begunstigen ten koste van de
landbouw. Daardoor ontstond een stagnatie van de landbouw op
lange termijn, wat leidde tot een hoge mate van migratie van
het platteland naar de stad. De hierdoor ontstane ontvolking

van  het platteland verminderde niet alleen de productie  van
de landbouw en ook de eigen voedselproductie, maar droeg er
ook toe bij dat de steden overvol raakten, wat leidde tot

explosieve sociale spanningen.
De ISI-strategie was ook de oorzaak dat de industriele

sector te  duur  en  ondoelmatig was. Bovendien  gaf  het
ontwikkelingspatroon aanleiding tot structurele oneven-

wichtigheid, een steeds meer toenemende afhankelijkheid  van

de invoer en een ondragelijk inflatoire druk.
Het voornaamste streven van de nationale politiek moet

zijn  deze structurele onevenwichtigheden te corrigeren  door

middel van fundamentele veranderingen in haar  ontwikkelings-
strategie. De  eerste  plicht van  de regering moet zijn  de
plaats van de landbouw weer in ere te herstellen. Om de

prestatie van de landbouw te verbeteren en zodoende aan de

voedsel- en andere agrarische behoeften van het land te Vol-

doen, zou de staat: (a) een voldoende hoeveelheid geldmidde-

len aan de lanbouw ter beschikking moeten stellen, (b) parti-
culiere investeringen in de landbouw moeten aanmoedigen door

middel van prijs-, fiscale - en buitenlandse valuta-politiek,
en (C) de benodigde infrastructuur moeten ontwikkelen om

zodoende de landbouw te steunen, waaronder ook vervoer, Op-

slag in koelhuizen en andere dienstverleningen vallen.
De landbouw weer leven inblazen betekent niet dat de

industrie nu maar zou moeten worden verwaarloosd, omdat de

inflatoire  spanning van Iran voor een groot deel wordt  ver-

oorzaakt door zowel een armzalige landbouwprestatie, als een

zwakke, invoer-afhankelijke industriele basis. De industriele

ontwikkeling van de zestiger en zeventiger jaren, zoals die

plaats vond binnen hoge tariefmuren en zonder enige aandacht
te schenken aan vergelijkende kosten, eindigde in  hoge
kosten, ondoelmatigheid en verspilling. Een  planmatige,

industriele  opstelling zou in de toekomst moeten leiden  tot
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(a) investeringen in dusdanige industrieen, dat het land kan

concurreren op de binnenlandse -, zowel als op de internatio-
nale markt; (b) de uitbreiding en vestiging van industrieen
die halffabrikaten en eindproducten produceren en (C) het

ontwikkelen van de bestaande technologie met het juiste

gebruik van de geschikte moderne technologische middelen  die
ontwikkeld werd in industrielanden.

Tezamen met deze OP lange- en middellange termijn

getroffen maatregelen zal de traditionele geld- en belasting-

politiek  natuurlijk  ook  bijdragen om een  blijvende  niet-

inflatoire economische groei te bevorderen.
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