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Chapter I

INTRODUCTION

It is generally believed that market alone can not pro-
vide solutions to the economic development problems of less
developed countries (LDCs) which §ill be acceptable to both
the people and those im power. The market mechanisnm may ncot
work simply because of tkhe existence of various imperfec-
tions and bottlemecks in both the commodity and capital
market. Consequently, price can not function as an effective
rationing factor for productive resources. The allocation of
resources on the basis of price results in the expamnsion of
such activities as the construction of luxury houses or de-

velopment of assembly plants.? These activities which tend

1 The development observers believe that the industrializa-
tion process imn LDCs begins with replacement of the old
and primitive workshops with the amodern manufacturing in-
dustries. This makes the production of intermediate goods
necessary. Because LDCs are not able to produce their own
internmediate goods, the assembly plants will be estab-
lished and expanded in various areas, basically aatomo-
biles, home appliances, electris motors, etc. The idea is
fruitful if the basic industries such as metailurgical,
chempical, machine tools, etc. are established simultane-
ously so the whole production process can be made domes-
tic, and independent of foreigm suppliers. The experiences
of most LDCs has shown that the industrializatioa process
stops at asseably plaants and seldom jumps over to the next
stages. 1In Iran, for exanmple, in spite of the government
program to promote the independent industries, the assem-
bly plants are still present in almost all industrial ac-
tivities: transportation eqguipment, chemical, pharmacuiti-
cal, tires, radio and television, home appliances, etc.
The evidence shows that Iran receives only about 10X of

- F -



2
to be dominated by foreign companies are mot favorable to
ecoanomic development and are not beneficial to the masses of
the poor. The operation of market may also lead to inequita-
ble distribution of income which 1is caused by the dualistic
nature of their economy? and is largely indicated by varia-
tion of income within urban and rural areas or by decreasing
share of 1labor in national income.3 This sitaation is not
socially or politically desirable. Moreover, reiiance on
market can not achieve maximum mobility of resources, which
is an essential requirement of economic development.*

Accordingly, the developmental forces should be created
and directed tovard the desired goals. It 1is conceivable
that only the govermment has, or can acquire, the capability

to perform this task in LDCs. Therefore, necessary steps

value added of such industries. for further discussion
see Manoucher Farhang. The Ecomomic Life of Iran. Per-
sion Eddition (Tehran, Iran: Kayhan Publishing Co., 1973),
P 158

2 See Irma Adleman, and Cynthia Taft Morris. Economric

Growtth and Social Equity in Developing Countries (Stan-

ford: Stanford University Press, 1973), pp-. 17-21.

3 This is especially evident in Iran. See Homa Katouziane.
The Political Economy of Modera Iran: Despotisa and Pscudo

4 Almost all the leading schools on economic development
agree on the common characterisrics of LDCs*' economy.
First, the price system will not ensure optimum allocation
of resources, because prices do not reflect the opportuni-
ty cost accurately. Second, there is a wide difference
between private and social benefits, and between private
and social cost of various projects in LDCs where the ex-
ternal economies and econoamies of scale are importaat re-
lative to domestic market size. Third, complementary rela-
tionship among development projects are considered as the
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should be taken by the government to create forces conducive
to economic development, forces that can be used to ac-
compllsh social or economic objectives that are not other-
wise achievable.

The use of public enterprises has been suggested by
many economists and has been successfully experienced by
differeat countries like India, Brazil, South Koria, Turkey,
Algeria, and most European countries as ome fruitful way to
deal with the problem of achieving desired developmeantal
goals. William G- Shepherd, one of the leading researchers
in the area of the economics of public enterprise, relies on
the role of these firms in correcting the serious departures
of the economic system froa Pareto optimality. He vwrites
that:

in a fine tuned world of reducing departures from

Pareto optimality, the possible scope and value of

public enterprises are bound to be small. But, if

the more major and quite real problems are recog-

nized, the scope for possible public enterprises

is larger, and its directions of use are diffe-
rent.S

main element of success in economic activities. For furth-
er discussion of related issues see John Lintmer. "Econon-
ic Theory and Financial Management," ina Idem ed. VY. Abhar-
oni, and Raymond Vernoa. State-Owned Enterprises in
Western Economies (New York: St. Martin's Press, 198%1),
pp- 23-53. and Evertt E. Hagyenm, The Economics of Develop-
ment (Homewood ILL: Richard D. Irvin Inc., 1975), ppe.
194-197.

ic Enter-

$ W. G. Shepherd. "INTRODUCTION", in Iden ed. Pub
e (Lexington,

prise Economic Analysis of Theory and Practice

Mass: D. C. Heath and Company, 1976), pe Xi.

1
L
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The use of public enterprises, therefore, could be an effec-
tive response to the inability of the market system with
serious constraints and problems in LDCs. They act as forces
to push the econoay out of market limitations and tovard ac-
hievement of social or economiCc objectives to foster econom-
ic development.® Some of these objectives are redistributing
income, exploiting new opportunities in industrial fields,
providing essential commodities at low cost, promoting man-
agerial efficiency, and most importantly creating inceatives
for the private sector through infrastructures and a healthy

environzent in which this sector can operate successfully.

t.V THE DEFINITION QF PUBLIC ENTERPRISE

The tera "public enterprise" which is used here can not be
described in a single definition. The forms and the opera-
tion of public corporations in different couantries are so
heterogeneous that no one set of common prianciples caa be
found as the basis for a universal definition. There is a
set of criteria that must be considered in order to judge

the degree of “publicness" of public enterprises. The most

important criteria used by various authors are the "“owaner-

6 ysing the state owned firms has been a policy tool for di-
rect investment of the government to overcome the defi-
ciencies in capital market and the sluggishness of the
private sector. For additional debate on these and other
rationales for pupblic enterprises see John B. Sheahan.
wpublic Enterprise in Developing Countries," in Idenm ed.
Public Enterprise: Ecomopic Analysis of Theory and Prac-
tice (Lexington, Mass: D. C. Heath and Company, 1976), ppe.
205-234, and Yair Aharomni. Planning and Development (Cam-

bridge, Mass: Ballinger, 1977), pp- 170-171, 275-280.




5
ship” and "control"®. 1In a study conducted by the Uanited Ma-
tions, a public enterprise is defined as an "enterprise in
which the government has the majority ianterest of ownership
and/or control."? Albert H. Hanson defines public enterprise
in a more restrictive sense to mean "the state ownership and
operation of industrial, and commercial undertakings."8® Ler-
oy Jones has emphasized four criteria iam identifying the de-
finitional elements of public enterprises: ownership, coa-
trol, automony, and marketness. Public enterprise ia his
study is basically defined as: "a productive entity which is
owvned and/or controlled by public authorities and where out-
put is marketed®®

The ownership and control are the main elements ia the
scope of definition of public enterprise. The ownership, of
course, implies control, and the balance between coantrol and
flexibility is indispensable to the successful operation of
these firms. Strict control may not be suitable for public
enterprise if they are expected to operate more omn a coamer-
cial basis aand to establish a sound financial systea. As
president Roosevelt once said in relation to the Tennessee

Valley Authority, the public corporation ought to be

7 United Nations. OQOrgaamization, HMapagement, and Supervision
of Public Eaterprise im Developing Couatries.  [New York:

Onited Nations Publications, 1974), p. 2.

8 Albert H. Hanson.
ment. (London: 196

9 Leroy Jones. Public Epterprise and E
a

The Korean Case. {Seoul, Korea: Kore
tute, 1975), p. 23.
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“clothed with the pover of govermment, but possess the flex-
ibility and initiative of private enterprise.":0
The present study is pasically concerned with the Ira-
nian public enterprise sector with particular attention and
frequent references to large industrial corporations. These
enterprises such as public utilities or those in infrastruc-
tures are usually owned entirely by the governeamant. In a few
instances the government shares the ownership with multira-
tional corporations such as petrochemical complexes. But, in
any case the law reguires that the coatrol of these eater-

prises remains in the hands of the Iranian governmente.

1.2  THE PURPOSE OF IHIS SIUDY

This study is designed to investigate the impact of goverm-
ment investment on output and on investment of the private
sector. Its purpose is to test empirically the supposition
that goverment investment creates a strong stimulus to capi-
tal formation and output. The main coancern is to find out
vhether or not the growth of government capital spending in
Iran has been complementary to the growth of the private
sector, or competitive with ite. In other words, is the
growth of government investment inappropriate im the sense
of squeezing out the growth of the private sector? The au-

thor intends to measure both positive and negative effect of

10 David E. Lilienthal. Tennessee Valley Authority: Democ-

racy on The March. [New York, 1944), p. 50.
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government investment on private output and investment.i?
The working hypothesis for this study is that the positive
effects are strong enough to offsets the negative effects
vithin a short period of time. Therefore, the overall rate
of economic growth would not decline as a result of govera-
ment investment. This will be accomplished by examiaing the
relationship between private investment, output, and govern-
ment capital speading in a model which is applied to Iran.
This country has an extensive experieace with govermment in-
vestment in public enterprises which have played a leading

role in Iran's recent economic growth.

1.3  BETHODOLOGY AND THE MODEL

The main concern of the methodology is to coastruct a dynam-
ic model which can be used to test the correlation between
government investment and some other variables for the Ira-
nian economy. The basic statistical technique of this study
will be nmultiple regression which is the most frequently
used method to estimate the regression parameters, and to
make some references about the behavior of the variables.
Tne desired goal is to establish a functional relationship
between private investment and output on the one hand, and,
on the other, some independent variables- most importantly
the governmenat investment- using time series data for Iran.

The complete list of variables and specified equations will

11 The sources of both type of effects are fully described
in Chapter VI.



be presented in Chapter VI.

We should keep in mind that no comprehensive study or
detailed statistical data are available on individual Irani-
an public enterprises. The statistical data which will be
used in this study are aggregate figures derived from vari-
ous sources!2 Most importantly the annual report of Iran's
central bank (Bank Markazi), its quarterly bulletins, diffe-
rent publicatiors of Iran's Plan Organization {Sazman Barna-
meh), The United Nations Statistical Yearbooks, and other
available sources.

The national accounting systems of most LDCs are youag
and still in the process of developing. The data for Iranian
national accounts start from 1959. Before this date, the
statistical data for Iraaian iandustries or national income
accounts, were only available piecemeal and wvere uasually
based on speculation, brief survey, or pure guess. The cen-

tral bank of Iran started the publication of systematic fig-

12 These sources include: 1. Bank Markazi Iran {[the central
bank of Iran). The Bulletin of Bank Markazi Iran. Pub-
lished Quarterly. 2. Bank Markazi Iran..  Annual Repotr

to as "Bank Markazi"®. 3. Plan Organizatioa. Third De-

yvelopment Plan, Final BReport. {Tehran: Plan Organiza-
tion, Dec. 1970), [{Hereafter Referred to as %3rd Plan".
4. Plan Orgamization. Fourth National Development Plan
1968-1972. {(Tehran: Plan Organization, 1968), (Hereafter
Referred to as ¥“4th Plan®. 5. Plan Organizatioa. Supmmary
of Fifth Development Plan 1973-1877. Persian Edition,
{(Tehran, Iran: Plan Organization, June 1973), (Hereafter
Referred to as "5th Plan". 6. United Natioans. Yearbook
of Natiopal Account Statistics Vol. I, Indiviual Country
Data, Published Annually by The OUnited Nations. 7. INter-
national Monetary Funds. Governmeat Fimance Statistics.
Published anaually by INF.
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ures on natiomal income in 1959; this is the @most
conprehensive source of data now available. The statistical
information about Iran's development plans may also be ob-
tained from the reports of Iramn's Plan Organization. Alt-
hough there can be no guarantee about the exactness of the
data published by these sources, they are the most reliable
and perhaps the only ones available.

Many factors are respoansible for the scarcity and inac-
curacy of data in LDCs in general, and in Iran in particu-
iar. Pirst, the official statistical system is poorly orgaa-
ized because of iasufficient government atteation,
especially inadeguate financial support. The government sta-
tistics agency usually 1lacks a well-trained personnel to
carry out the comprehensive surveys in an effective manner
as often as needed. Second, the high illiteracy rate makes
most people unable to keep records of their ecomomic activi-
ties , tramsactions, iacome, etc. Third, the respondents are
not cooperative with the surveyers. They are reluctant to
reveal the true figures on their operatioans, fearing that
their profit may be taxed away. Fourth, the government offi-
cials use the statistical figures for political or propagaan-
da purposes. This makes these figures vulnerable to manipu-
lation by the politicians to look as good as possible.
Finally, the government is not willing to publish detail ia-
formation on all of its own activities i1n an atteapt to get

avay from public criticisa.
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Considering such difficulties the empirical studies on
LDCs are tedious, if not impossible, and they may yield bi-
ased estimates due to the inaccuracy of the data and the low
number of obsevations. Neverthless, they may be interpreta-
ble, nay reveal the gemereal direction of the economry, and
may enhance our anderstanding of LDCs.

The data which are used in this study are confined to
19 years, 1959-77 period.!3 No data on national income ac-
couats have been published prior to or after this period.
These data are presented im Appendix B, along vith the de-
scription of their sources and other related informatioa.

It is hoped that the findings of this study will con-
tribute effectively to our knowledge of the role of the Ira-
nian governaent in Iran's recent economic growth. These re-
sults may also be of considerable value in long rum national
planning for Iram in termas of providing some guidelines for

more efficient use of economic resourcesa.

13 The Iranian calender year begins on March 21st, and eands
on March 20th. Therefore, when we refer to year of 1970,
it should be considered as the fiscal year of 1970-71
{March 21st of 1970 through March 20th of 1971) aad so
on. The Iranian current calender year is 1362 which can
be corresponded to Greyoriam calender by adding 621 to
it.

The statistical figjures which are used in this stu-
dy are expressed in Iranian currency of Rial. Its par va-
lue for the period of our study can be approximated at
one Ua.S. Dollar for 75.00 Riala
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V.4  THE OULIEE OF THIS STUDX
The analysis of this study can be viewed as having two main
parts. The first part, which consists of Chapters II, and
III is an overall review of the literature on the econoaics
of public emterprise. The second part, Chapters VI to VII,
deals exclusively with the 1Iranian public enterprises and
analyzes their performance. The chapter-by-chapter outline
of this dissertation is as follows:

Chapter II revieuws the pattern of growth of public en-
terprises in selected countries. The main purpose of this
reviev is to determine the primary reasons behind the rapid
growth of public enterprises in these countries. Chapter III
exanines the contribution of public enterprise to capital
formation. It is a general approach to government investament
in such enterprises which is of prize importance in this
study, its evaluation, and its rationale. Chapter IV looks
at industrialization and the matiomal econoaic plams in Iran
as the main events that led to formation and growth of the
public enterprise sector. Chapter V examines the contribu-
tion of the Iranian public enterprises to economic growth of
this country by evaluating their role in capital formatioa
and their output performance. Chapter VI presents the metho-
dology, the empirical study, and the analysis of findings.
Finally, the last chapter suamarizes the iaportant results

of this study in order to draw the fimal coaclusions.



Chapter II
PUBLIC ENTERPRISE AS A HMEANS OF ECOKOAIC
DEVELOPMENT

Chapter one provided am introduction and a framework
for our study on government investment in public enterpris-
es. As was indicated by this chapter, many developed and
less devevloped coutries have experimented widely with publ-
ic eanterprises over the past few decades. The key objectives
in creating and expanding the public enterprise sector have
been to foster industrializatiom and to generate sufficient
amounts of capital outlays reguired by industrialization.
Therefore, such enterprises have originated from pragmatic
needs of industrialization and aust be considered as the
backbone of the economic system of these countries. The stu-
dy of public enterprises requires a rigorous explanation of
various issues including the historical description of the
roots and pattern of growth of such enterprises, the public-
ness of public enterprises, the control and accountability
issue, pricing policy,etc. A thorough examination of all of
these issues is out of the scope of this dissertation. The
next twvo chapters, however, are designed to explore some of
the most important issues of public enterprises which seen
to be closely related to the purpose of our study. ¥We begin

our discussion in Chapter 1II by reviewing the pattern of
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growth of public enterprise in selected couatries to explore
out the motives behind government intervention into tne
economy and the main reasoas for public enterprises. Then,
in the following chapter the contribution of public eanter-
prises to capital formation will be analyzed as a criterion
for judging their perforamance. The discussion in these chap-
ters provides some background knowledge about the economics
of public enterprise, and justifies their role in capital

formation and employrent Jeneratioan.

2.1  PATIERN OF GRONZ

OF PUBLIC ENTERPRISES

Reviewing the historical pattern of growth of the public ea-
terprise sector in different countries helps us explain the
primary reasons behind their creation as well as why they
have been forced to grow in spite of enormous opportunity
cost. We study the historical origins of public enterprises
in both the developed amnd LDCs in the following section.

Then some final thoughts will be preseated on the basis of

revealed evidence.

2.1.1 Developed Countries

The public enterprises in developed countiries grew intean-
sively after the Second World War, namely for the following
three reasons: [1) the post war period was a suitable tinme
for nationalization and government control of the basic in-

dustries; [2) the increase in per capita income and the fact
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that the services provided by public firas were hbighly ian-
come elastic; and (3) the repeated failure of private compa-
nies in major wmanufacturing areas. Although in some coun-
tries, such as the United States, public enterprises have a
small share of GNP and aggregate investment, their coatribu-
tion to GNP and investment is substantial in most European
countries such as Great Britain. A large amount of resourc-
es flows to these enterprises every year in addition to
great amounts of subsidy required to support them partially
or totally. Great Britain has a large variety of public en-
terprises in many sectorsa

In the basic areas such as postal services, telephone,
telegraph, electricity, gas, ports, mass traasit, coal pro-
duction, forest and the hospital related to National Health
Services, the public enterprises operate under full govern-
ment ownership and control. ¥. G. Shepherd mentions two rea-
sons for post war growth of public enterprises inm Great Bri-
tain.!* First the increasing demand for services provided by
public firms, especially during the 1958-68 period, brought
high profit and led to better performance of public enter-
prises. There was a hope that such good performance would
persist into the future. Second, public awareness of the is-
sues related to public enterprises led to better identifica-

tion of the basis for public firms and a more sophisticated

14 Yilliam G. Shepherd, "British and the Uanited States Ex-
perience" in Idem ed. W. G« Shepherd, on Public Enter-

ton, Mass: D. C. Heath and Company, 1976), pp. 103-121.
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choice of then. The bases were broadened to include maany
social as well as economic coasiderations. This resulted
from the growth of related 1literature and research in the
field, especially the work of Ralph Turvey on the econonrics
of public enterprises.!5 British public enterprises, 1like
those of many other countries, evolved gradually mostly aft-
er World War Two. In basic manufacturing industries British
public firms operate in petroleum, steel, coal, aad automo-
bile {Rolls Roys and Layland). The major ones such as the
National Coal Board and the Steel Corpopration, are designed
to create a unified procedure capable of dealirg with the
structural problems in the industries. Most of the British
public corporations are concentrated in infrastructures such
as public utilities, railroads, airvays, and traasportation.
The enterprises operating in the areas of broadcasting
{British Broadcasting Corporation), heaith {National Health
Servise), housing {Council of Housing Ageacies), and art
(Art Council) are examples of British public corporatiopns
engaged in provision of social servicese.

In the United States the public enterprises are mostly
lipited to social services {schools, libraries, parks, nuse-
uns, etc.), and public utilities. Most of them operate under
partial control of the governmemt. The development of publ-
ic enterprises in the United States , as Shepherd believes,

is mainly due to urhanization and the resulting spread of

15 gee particularly, Ralph Turvey, Economic A
Public Enterprises, {(Londoa: Allen and Uawvin,
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social problems.1® Coantrary to the European countries, publ-
ic enterprises in the United States did not originate from
an intentionally integrated goverament policy, rather, they
evolved from a variety of grass-root programs, such as those
created during the period of 1933-45 ia response to the
Great Depression. The degree of state control of public en-
terprises in the United States varies from very high in the
cases such as water, sewage, municipal parking facilities,
and primary education, to partial control in the ares of
land managemaeat, aviation programs, and the census bureau,
and finally to very low control in housing, ports, and publ-
ic utilities. The extend of government subsidy also varies
from no subsidy at all to full subsidization. The public en-
terprises that pursue economic objectives and exercise pric-
ing and profit policies along the commercial lines do not
usually receive government subsidy, while the enterprises
involved in social services are partially or totally subsi-
dized.

Italian public enterprises originated from accidental
causes rather than deliberate use of them to promote econon-
ic growth. Since the early 1960s they have grown faster than
any other sector in the Italian economy in terms of output,

capital, and number of employees.?? The Italian public en-

16 Y, G. Shepherd, op cit, p. 111,

A7 Raymond Vermon, and Y. Aharoni, ed. State-Owned Enter-
prise in Western Econoaies, {[New York:St. Martin's Press,
1981), p. 86a
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terprises operate under the “holdiag company system"
dominated by two giant national institutes: Instituto la Re-
costruzione Industriale (IRI), and Ente Nationale Idrocca-
buri (ENI). It is believed that this system has the advan-
tage of preserving autonomy amoag its firas and stimulating
efficiency by keeping competition in the market. The compet~-
ition then enhances the sense of independence within manage~
ment, thus makiang nationalization more tolerable. The first
public enterprise in 1Italy dates back to 1884 when govern-
ment investment founded a modera steel industry. Thea, the
state gradually moved to new areas. Presently, Italian publ-
ic enterprises operate in public utilities, petroleua, na-
tural gas, railroads, telecommunication, food processing,
shipping, and ship building.

Dulike in other Eueropean countries, in Italy the
joint-stock companies became an increasingly well-received
form of government interveation into a wide variety of in-
dustries after World War Two. The IBI vas established in
1933 to rescue those Italian banks and industries which were
experiencing financial <crisis caused by World War Two and
the international economic depression of the early 1930s. It
has a large number of companies operating in banking, elec-
tronics, engineerig, shippiag, airlines, radio and televi-
sion, andtelephone. In 1969, the IRI wvwas involved with some

157 companies.18 It is not really clear wnether the creatioa

18 For full description of IRI operationalares see, United
Nations, QOrganization, Mapnagement, apd Supervision of
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of IRI wvas the result of pressure fron bankers and business-
men trying to avoid bankruptcy or the result of goverament
strateygy to take control of the basic industries and use
them as developmental instrument. However, it is obvious
that ENI resulted from conscious government policy to take
control of oil, gas, and related industries and to achieve
some planning goals. During the 1950s, IBI moved cautiously
to expand its activities to modernization of telephome and
transportation industries.!? Public emterprises im Italy
have accomplished a wide variety of objectives including
channelling resources in the backvard regions of southern
Italy, thus bringing modernizatioa and balanced growth.

Postvar expansion of public enterprise in France was
due to extensive nationalization and to the goverament deci-
sion to use these firms as a device to assure econoRic pro-
gress and social changes. In the 1920s public enterprises in
France vwere in the form of government monopoly operating in
telephone, telegraph, radio broadcasting, communication, and
tobacco. In 1928, the government created a public corpora-
tion to take control of o0il industry. later, in 1936, go-
vernmnent purchased privately owned railroads to establish a
national network. Many private firms wvere pationalized dur-

ing the Popular Front Government of 1936-37 for the purpose

Public Enterprises in Dvelopiny

s
e
(=4
fer

ies, [New York:
1.

19 Raymond Veraon, and Y. Aharoni, State-Owned E
Restern Economies, (New York: St. Martia'’s P
p. 90.
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of social reforms; im particular the armament industries
were nationalized to reduce the commercial interests im pro-
moting the military costs. John Sheahan has noted three rea-
sons for the postwar intensive nationalization ia Prance:
{1) to replace capitalism with a centrally planned economy;
(2) to promote workers participation in operation amd con-
trol of public enterprises; to foster industrialization and
economic progress.29 \Nationalization later was extended to
banking, insurance, electricity, gJgas, and coal industries.
French public firms have been successful and nmore dynamic
than private enterprises in several areas, especially in the
sense of developing better investment policy and moviag to
new fields. Renault in the automobile industry and SNIAS in
the aircraft industry are tvo examples of Preanch public
firms that have been successful in achieving substantial
progress in technological leadership, in increasing market
share, in operating overseas, and in producing cost effi-

cient products.?2?

20 John Sheahan, wExperience With Public Enterprise in
Prance and Italy" in idem ed. William G. Shepherd, Public
Enterprise: Economic Analysis of Theory apnd Practice,

{Lexington, Mass: D. C. Heath and Company, 1976), pp.
125-185.

21 Idid., p. 136.
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2.1.2 Less Developed Coumtries
In Turkey after the establishment of the new republic, the
Jovernment had to take the initiative in dealing with the
problem of the devastated economy. Public enterprises were
created to play three important roles: (1) to promote in-
frastructures; {2) to establiish modern industries ia the ab-
sence of private entrepremeurship and needed capital; and
{3) to create and mobilize the fimancial resources to assure
enough saving and investment. The government imdustrial and
commercial activities vere extended to some important areas,
including development banks, textile plaats, cement facto-
ries, paper mills, iron and steel plants, and glass facto-
ries. Althougk the agricultural sector in Turkey 1is large
and has a substantial influence on the econoay, its share of
national income relative to other sectors declined between
1938-63. On the other hand, the share of public enterprises
vhich were operating in manufacturing grev at a rate about
7% in this period. This was caused by a large increase dur-
ing World War Two in the demaand for the commodities produced
by these firms, and severe restrictions on imports of such
commodities. After the war, however, the iamports becane
available and public enterprises grew less rapidly. During
the 1950s, public enterprises grew faster because the go-
vernnent created nev firas and reorganized the old ones. Un-
doubtedly, public eaterprises in Turkey vwere used as policy

instruments by the government because the investment policy
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of these firms was strongly related to the overall goveran-
ment development plan.

Public enterprises in Brazil have been used as a means
of industrialization by the government in a continuous ef-
fort to transform the economy from agricultural to industri-
al. This was especilly evident during the period from
1939-73 when the agricultural share in net natiomal product
declined from 33% to 14% while at the same time goveranment
speading, which was more pronounced in infrastructures, in-
creased rapidly.22 The growth of public enterprises in Bra-
zil is more visible in postwar period, when there has been a
persistent shift of activities out of the agricultural sec-
tor into the industrial sector. The urbamization aad conse-
quent increase in the demand for social services also inten-
sified the need for investment in public enterprises.
Thomas J. Trebat mentions that "the infrastructure activi-
ties of the transportation and communicatioa sectors domi-
nated by public enterprises have approximately matched the
eightfold increase in industrial output in the postwar
era."23 Brazilian public enterprises are distributed among
various sectors, including mining, manufacturing, traaspor-

tation, comnmunication, electricity and finance.

22 Thomas J. Trebat, An Evaluation of Ecomomic Performaace

R aem e e ek R m e e e m

of Public Enterprises in Brazil, (Doctoral Dissertation,
vanderbilt University, 1978), p- 5Si.

23 1bjd., p. 5b4.
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As in other countries, nationalization was a coatribut-

ing factor to the growth of public enterprises in Brazil,
especially the nationalization of railrovads which had beean
ander the control of foreigm investors. The government real-
ized that the nationalization was less costly than the guar-
anteed rate of return on foreign investment. 1In respoanse to
insufficient private capital and the goverament's intention
to provide long term credits for basic industries, the Bra-
zilian government followed the policy of iamport substitution
in the early 1940s which led to the creation of public en-
terprises in tvwo areas: petroleum and finance. the National
Steel Company was also established because of the failure of
the privately-owned steel industry, the undesirability of
foreign ownership, and the strategyic importance of the in-
dustry for defense.2* In response to insufficient private
capital and the government's inteation to provide long term
credit for basic industries, the Braziliam government fol-
loved the policy of import substitution which led to the
creation of public enterprises in two areas: petroleum and
finance. Public enterprises in Brazil compose almost 5% of
the largest firms. They control more than 33% of total net
assets of these firms and are concentrated mostly in public

utilities, mining, and manufacturinge.

24 Por further information see Euforonio Carreno, on A Bra-

zilian Model of Development {Doctoral Dissertation, Rut-
gers University, Ne. Je., 1980), p. 220.
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The South Korean public emterprise sector is relatively
large coumpared to other LDCs. It has piayed a leading role
in the promotion of infrastructures and the preventioa of
bottlenecks in the economy, and has contributed significant-
ly to the growth of the manufacturing sector. The growth of
public enterprise in this country, as Leroy Jones explainms,
can be traced back to colosial time and to the intensive use
of government discretionary policye.

After the ailitary revolution of 1960s, most of the en-
terprises owned by the Japanese colonial governmeant or pri-
vate entrepreneurs wvere confiscated by governmnet. By the
end of 1973 the number of public eaterprises imn South Korea
increased by 200%.2% Jones argues that South Korea is one of
the many less developed couutries that has achieved a sub-
stantial growth rate during the 1960s which might be attri-
buted to the sound government policy of effective utiliza-
tion of public enterprises.2®

The importance of public eanterprises in South Korea may
be realized by referrence to some measures of economic size.
The information presented by Sheahan shows that about 1143
of South Korean GDP from nonagricultural sectors is produced

by public enterprises.2? This share in terms of total value

25 Jones, opcit. p. 73-T7i.
26 Ibid. p. 63.

27 Jgohn B. Sheahan, *®Public Eamterprise in Developing Coun-
tries" in iden (ed) W. G. Shepherd, Public Enterprises:

Economic Apalysis of Theory and Practice, {Lexington,

P24y L —-—— - —————

Mass: D. C. Heath and Coapamy, 1976}, p. 213.
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of output {total value of output measured at factor cost;
see Jones, Appendix B, p. 246) reduces to about 11.4%, and
public enterprises account for more than 10% of employees'
coapeansation. Real output of the public enterprise sector
in South Korea grew at an average rate of 14.5% over a per-
iod wvhen the overall economy grew at 9.5%. Koreanm public en-
terprises are more cuncentrated ia the manufacturing sector.
They account for 33% of the total value added in this sector
with finance, communication, and traansportation about 19%
each, and electricity about 10%.28

Beviewing the sectoral composition of public enterpris-
es in South Korea reveals significant changes during the
period of 1969-75., The public enterprises® activities in ma-
nufacturing and coastruction remained stable during tbhis
period; their share in financial activities vent up, and in
mining and traasportation decreased.2?® This indicates that
in the post colonial period, public eanterprises toock over
the strategic industries where the excessive conceantration
of private power was not desirable, or where private initia-
tive was insufficient or lacking.

The public enterprises in India flourished after its
independence in 1947. Before iandependence, the public eanter-

prises were limited to elecricity and coastructioa of irri-

28 Jones, Op. Cit. pp. 68-76.

29 gee V. Sundarajan, and Subhash Thakur, "Public Invest-
ment, Crowding Out, and Growth: A Dynamic Model Applied
to India and Korea®,  International Honetary funds Staff
Papers, Vol. XXVII, (Dec. 1980), pp. 814-855.
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gation works, but after independence they were extended to
many social services and industrial areas. Unlike other
countries, the ideological considerations in the post inde-
pendence period have been the most important factor in det-
eraining the role assigned to public firms. They have beexn
used in accordance with the overall policy of promoting a
socialist society. Direct public investmeat through public
enterprises has also focused oa the key industrial area. The
government undertaking of the key industries in 1India was
based on prior identification of them. As early as 1931, the
socialist inclined government declared that the "State shall
ovn or control the key industries and services, aineral re-
sources, airways, waterways, shipping, and other means of
public transport.*®30 Later in 1965, the governmeat listed 29
major iadustries inm which the private sector was not allowed
to enter or to lead the public sector. The private sector
vas prohibited from entering the shipping, aircraft, oil,
coal, and telecommunication industries. The policy of divid-
ing the industries between private and public sectors led to
the channelling of government investment into the areas det-
ermined solely by political and not economic considerations.
This approach is, according to Joha Sheahan, inferior to the
use of public enterprises as a dynawmic force in a mixed oli-

gopoly structure.3!

30 Quoted in Lloyd Musolf, Mixed Enterprises:A Development

Perspective, Lexington, Mass: D. C. Heath and Company,
1972), p. 71
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The size of the public enterprise sector is relatively
large in India. Its contribution to total fixed investment
remained stable at about 33% from 1960 to 1975, its share of
GNP was nearly 7%, and the real output of this sector in-
creased at a rate of 9% overall for the same period.32 Indi-
an public enterprises are mainly concentrated in aining,
banking and finance, tramsportatioan, communication, and ma-

nufactaring sectors.

2.2  CONCLUSION
Fron the preceding discussion it is evident that regardless
of the dominant political philosophy, different countries
have adopted public eaterprises ir various sectors. The
scope of the activities of such enterprises has expanded or
has remained stable, especially ia LDCs, im recent years
namely because no better way was available to deal with the
problem of weak entrepreneurship. In most countries public
enterprises have not been limited to building social over-
head. They have also been extended to other fields such as
manufacturing and agriculture, even though the governmeat
has not had a comprehemnsive ecoaomic plan.

The coamon goal of all countries with a large public

enterprise sector has been to promote forces coanducive to

economic growth. It has beea practically impossible for the

31 John B. Sheahan, op. cit. p. 217.

32 y, sundarajan and Tkakur. ope. cit., p. 817.
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private sector to create such forces. When the
entrepreneurial taleats are insufficient, wvhean the technolo-
gy comes from outside the countries, when the well-organized
financial market is lacking, when the political and economic
pover is in the hands of the few, tnen the capability of the
private sector to initiate economic development is liaited.
The public enterprises then can be an effective coaplement
to private eanterprises in the developmeant process. They put
a constructive pressure on the private sector to enhaice its
capability. Building such a favorable emviroament for the
growth of the private sector may be costly, but social and
econonic benefit may exceed the cost.

In summary, the overall pattern of growth of public en-
terprises in the countries reviewed suggests that public en-
terprises came out of the situation commom to most of these
couatries: {1) the popularity of socialist ideology which
wvas the driving force behind large scale mationalization in
most European and developing countries { the political cpin-
ion seeking public ownership never become a promonant poli-
tical force in the United States); {2) the inability of the
private sector to finance the projects which reguire huge
amounts of initial investment with low return; {3) the appa-
rent failure of private enterprises in the postwar period,
which vere then bailed out by the government; (4) the desire
to meet international competition [oil industry) or preserve

national prestige (mational airliame); (5) the need to elimi-
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nate the commercial interests in military aand national de-

fense.



Chapter III

PUIBLIC ENTERPRISE AND CAPITAL FORHATION

The post war econoaic development of many less devel-~
oped countries that have achieved outstanding Jrowth rate
has been marked by amn increasing public investmeant share of
GDP. FPor example, in Brazil the public investment share of
GDP increased from 14% in 1949 to about 25% in 1975.33 In
South Korea the real rate of growth of imvestment in public
enterprises more than tripled between 1963-73. It increased
from 70.8 billion Won ip 1963 to 230.% in 1973.3¢ Siamilar
data for Pakistan indicate that public investment Jjumped
from 20334.2 Rials in 1977 to 29694 in 1981, an annual rate
of increase of more than 11.5%.35 Because the low rate of
capital formation is a serious obstacle, economic develop-
ment is not possible without increasing the investment in-
come ratio. Bostow indicates a rate of investament over 10%

of national imcome is essential for the take off process.36

33 Thomas J. Trebat, An Evaluation of Ecomomic Performauace
of Public Enterprises im Brazil, Ph. D. Dissertation
(Vanderbilt University, 1978), p- 144.

34 Leroy Jones, opc it. Table 6-2, p. B4

35 The Government of Pakistan, Pakistan Economic Survey,

{Islamabad, Govermeant of Pakistan, Finanmce Division,
Economic Advisors Wing), Various issues.

36 §. N. Rostow on The Stag
munist Manifesto, [Lomrd
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Arthur Lewis states that economic developmeat is nothiﬁg
more than the increase in saving from 4-5% of national in-
come to 12-15% or more, because to him the central fact of
economic development is rapid capital formation.3? It is ar-
gued that the rate of capital accumulation in LDCs is not
high enough to absorb all the labor forces, even in the ad-
vanced sector, because of dependency on foreigm investment.
The rate of capital accumulation is low while the population
growth is considerably in excess of the growth of capital.
Pailure to attain adequate capital stock means the excess
supply of 1labor will remain either unemployed or seek em-
ployment in low productivity rural areas. Thus, a huge am-
ount of capital outlay is needed to absorb the unemployed or
underenployed labor and to preveant the per capita income
fron decreasing in the face of growiang poulation.
Athough there is not a general consensus about the most
crucial element of economic development, in the dominant mo-
dels the capital stock is regarded as the sole determinant

of the economy's output, hence growth.38 Therefore the at-

1961), p. 41

37 A. Levis, "Economic Development With Unlimited Supply of
Labor" on Manchester School of Economic and Social Stu-

dies {May 1954), Vol. XXII, No. 2, P. 133-91. See espe-
cially p. 155

38 See for example the following studies: 1Irma Adelman, and
F- T. Sparrow, "Experience With Linear and Piece-Wise Li-
near Dymanic Programming Models" in Idem [ed), Adelman,
ment, {Baltimore: 1966), pp. 291-316. United Natious Con-
ference on Trade and Development, Trade Prospect and Ca-
pital Needs of Developimy Countries {New York: United
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tention of macroanalysis is on capital formation in spite of
recent sképticism among some leading economists3? about the
sufficiency of capital accumulation as the only condition
for ecomomic progress. Although they suggest that other fac-
tors are also importamat, this vwriter believes that capital
formation is still the heart of ecomnomic developmeant. The
high rate of <capital formation can concurrently create the
other conditions as well. It can lead to technological pro-
gress because it is the bearer of the already existing tech-
nology of developed countries. It can improve the gquality of
human resources by introducing the workers to modera produc-
tion processes and advanced equipment that help them to ac-
quire skill and experience. The resulting increase in pro-
ductivity leads to higher income and expamsion of the market

which, in turn, stimulates further production.+o

Nations Publicatoions, 1968)

39 They include: Gerald M. Meier, Leading Issues in Economic

e mer o e e oo -

Development Third Edition, (New York: Oxfor University
Press, 1976), Chapter 3. C. P Kindleberger Economic De-
velopment Revised Edition, (New York: McGraw-Hill Book
Coe, 1977), Chapter 5. Ranger Nurkse, Problem of Capital
Formation in Underdeveloped Countries and Patterns of

Trade and Development, (New York: Oxfor UOniversity Press,

———— — —— — — — > i s . o Sttt

1970), p- 1-

40 For further discussion of the effects of capital accumu-
lation on various aspects of economic devlopment see S.

Development Studies, {Oct. 1968), pp. 39-43.
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3.1 INVESTMNET ABD THE PRIVATE SECIOR
In chapter II ve mentioned that sociceconomic and politicai
conditions in the LDCs are not conducive to the rise of pri-
vate entrepreneurs. Thr historical conditions favorable to
the economic development of capitalistic countries in the
19th ceatury npno longer exist in the LDCs of the preseat
time. Their economy is not characterized by labor expioita-
tion, supportive attitude for private wealth aécunulation,
and lack of governzent commitment. Indeed, the chromic di-
lemaa of stagflation, which is still in LDCs, bhas necessi-
tated the government commitment to redistribution of income
and increasing general access to social services, and to ia-
proving unemployment rate, mational output and productivity.
It seems that the govermments in the LDCs have already re-
cogaized their role in economic development. They do not
coasider themselves as the neutral observers of laissez-
faire; rather they are active in investing in a wide variety
of developmental projects. The state undertakings serve the
necessary capital that the private sector may not be able to
provide in a sufficient amount. Table 1, which compares the
government expenditures on development programs for iandus-
trial and developing countries supports this poiante
The task of coatrolling the investment flov by the go-
vernment is as critical as the investmeant itself. The state
needs to regulate the scarce capital resources in order to

ensure that they flow into the right undertakings, i.e. de-
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TABLE 1

EXPENDITURE ON ECONOMIC DEVELOPMENT

{as percentage of total)

Industrial Countries: Less Developed Countries:
Onited States 9.58 Turkey 43.10
W. Geraany 8. 15 Iran 26.88
United Kingdom 11.57 Brazil 22.35
Switzerland 14.90 Mexico 33.78
France 9.06 India 36.76
Netherland 6.99 S. Korea 22.18
Sewden 10.74 Venzuela 36.75
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Source: International Monetary Fund.
Government Finance Statictics Yearbook.
different years.

velopmental projects. An attempt should be made to pull the
resources out of speculation and real estates- the so called
“land game”- which is an epidemic disease in LDCs and chan-
nel them toward industrial and agricuitural activities,
either directly or indirectly, by making such activities
more interesting for the private sector. Usually the LDCs
try to achieve this through various motivational policies
such as protective tariffs, tax exeamption, import duties
concesion or exemption, and subsidy. Neverthless, the res-
ponse of private entrepreneurs may not be adeguate because
the level of profit on the activities considered as favora-
ble by the government is not high enough to emable such ac-
tivities to compete with more profitable alteranative pro-

jects. Consequently the goverument efforts to stimulate the
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investment indirectly are not likely to produce adeguate re-
sources for developmental needs.

Labra explains that under the condition of stagflation
which is prevailing in LDCs, tae private investors are not
likely to be interested in investment because the inflation-
ary pressure undermines the real rate of return on private
investment. Discouraged by the low rate of returm, they
avoid reinvesting their surplus to make up the losses.¢?
This redd;es the level of eamployment and results in exploi-
tation of labor and worseniny the already stagaant economy.
The government policy to stimulate the rate of return on
private investment may be effective in a very short rua, bat
in the long rua the goverameant policy will eveatually fail.
The developmental observers*2 offer four reasons for such a
failure: (1) there is no straight forward way of attracting
the private capital iato the desired activities; {(2) the
level of economic growth in LDCs is not high emough, so the
potential profit is low; (3) there is iansufficient entrepre-
neurial ability to extract the profit even though the go-
verument is able to increase it; {[4) there is a lack of ex-
perience and complementary investmenf in the private sector
due to prolong overprotection of this sector which results

in a strong iaefficiency amd 1loss of its self regeneration.

4t Armando lLabra, Rpublic Enterprise in an Underdeveloped
and Depeundent Economy" in Idem Ed. . J. Baunol. Public
and Private Enterprise in Hixed Economy. (New York: St.
Martin's Press, 1980), pp. 36-40.

42 See especially Albert H. Hanson, opcit. pp. 66-71.
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Under these circuastances the only way to accumulate ade-
quate capital is through public eanterprises which reyuire a
low rate of return and can be used to mobilize the econoaic
resources. In addition, they can improve income distribu-
tion, thus increasing aggregate demand, and market size, and
providing hopeful prospect for the private sector. As Labra
concludes, Ypublic enterprise serves as the backboane of the
system as it deals with the &most critical of econoaic is-
sues: eaployment, production of foodstuffs, and foreign ex~-
Cchange."+3
John Sheahan argues that the private investmeat initia-
tive may not be efficient in LDCs because the private inve-
stors do not have full knowledge of market opportunities.++¢
Even if they have such a knowledgje they are mot able to fi-
nance their projects. The private investmeat decisioas are
not based omn sophisticated schedules or accurate cost-bene~
fit apalysis; rather they are based on poor information. He
believes that improving the conditioans in capital market,
even without any change in aggregate ability of the econonmy,
would raise the productivity and growth rate.*s This is why
one of the basic areas in the public eanterprise sector is
mnjnvestment finance corporations" which are enjaged in mobi-

lizing the internal as well as external resources aand pro-

43 Labra, op cit. p. 39.
44 J, B. Sheahan. op cit. p. 205-235.

s Ibido' P- 2‘0.
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vide low cost and accessable credits for investors. $®

Sheahan describes economic development as the respoase
to investment opportuaities. The response of the private
sector is so weak that it can not be takem as the measure of
potential opportunities open to the econonmy. He meantions
two factors as the main determinants of private respoanse:
risk and return. If the ihvestment opportunity is not ex-
ploited by the private sector, it must have low return, giv-
en the risk. Therefore, the private sector amay not be will-
ing to expand its operation to the point where all the
potential opportunities are exhausted. Geometrically, this
point is illustrated in Figure 1, The very inelastic res-
ponse of the private investors may lead to the choice of in-
vestnent level A, which meamns no ivestment at all. In other
words, the level of investment chosen by the private sector
is too low to yield a return greater than the cost of capi-
tal. The implication of this om our analysis of public en-
terprise depends on the structure of motivations and the
people who make decisions about goverament investment.

The managers of public enterprises are less 1likely to
be influenced by profit, risk, or the desire to control the
enterprise. Since they have less personal interests in their
decision making, they have more freedoa to carry on invest-

ment up to point C which is the optimum size of investment.

46 For a detailed discussin on the fimancial public enter-
prises see W. G. Shepherd, “Public Enterprise in Finan-
cial Sector" in Idem Ed. Shepherd, op cit. pp. 185-204.
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Figure 1: ALTERNATIVE CHOICES OF INVESTMENT SIZE
AND THE RATE OF PROFIT

Sheahan raises the possibility of excess government
investment, that is, the overexpansion of public enterpris-
es, at point D, if the reward structure is mainly based on
the size.*? This is, of course, 1least likely in LDCs where
the inadegquate government ianvestment kas caused a noticable
shortage of comnodities produced by these enterprises. For
exanple, in Iran you have to wait two or three jeiars to re-
ceive your telephone or electricity services, or you have to
stay in a long line to purchase the publicly provided pro-
ducts. This can be blamed partially on insufficient govern-
ment investment on complementary projects, or inadequate in-

frastructures, especially transportation, in the LDCs.48

a7 Ibid.' p- 210-
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Having described the importance of capital foramation
coupled with insufficiency of private response to investment
opportunities, we may ask how the public enterprise sector
can comtribute to capital formation and how significaat such
a contribution is. As it was noted earlier the jovernument
can contribute to capital formation either directly by in-
vesting in public enterprises or indirectly by eancouraging
the private investors.*® We do not not intend to concentrate
on the government policies designed to stimulate the private
investment in this study; rather we are ianterested in the
direct government investmeat im public enterprises. That is:
the way in which within a given structure of own-
ership of means of productiomn the surplus of out-
put over the basic consumption needs of workforce
is extracted, mobilized through financial institu-
tions and invested in the form of productive ca-
pacity."so
The government iavestment, then, is that part of surplus ex-
propriated by the state. The states use a variety of poli-

cies to extract the surplus for the purpose of accumulatioa,

mainly in an instituticnal manner. Hanson points outSt that

48 This opinion is particularly expressed by the following
authors: A. J.  Youngsoa, Overhead Capital: A Study in
Development Economics, (United States: Edinburg Universi-

—— — e S — —— e o et o

ty Press, 1967); and B. Nurkse, op. cit.

49 For a description of suc policies and their application
to Braziliaun economny see the folilowing references: #erner
Baer, Industrialization aad Economic Development in Bra-
zil, {Homwood, ILL: Irwin Inc., 1965), and Joel Bergsman,
Brazil: Industrialization and Irade Policies, [New Yoork:

Oxford University Press, 1971).

S0 E. V. Fitzgerald, Pu

blic Inves Role of
State, (London: McMillan Press -
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the best policy to generate a sizable amount of surplus is
through public enterprises whose effect is either to in-
crease the total investment in the economy or to direct the
surplus from one sector to another. The extent of the state
involvement in the accumulation process then determines the
effects and scale of government investment. The state may
limit its role to just supporting the private sector and to
concentrating omn activities such as finmancial aids or in-

frastructures.

3.2  IHE BATIONALE OF GOVERNMENT INVESTHENI

The economy of most LDCs is characterized by what is refer-
red to as "dualisa®" which implies that there exists a modern
sector in the economy that uses the imported advanced tech-
niques and depends on foreign capital. While a tiny portion
of population is engaged im this sector, it accounts for the
major part of national income. The majority of people work
in the traditional agricultural sector but receive a small
share of national income because of low productivity. The
dualism is the direct result of uneven development of capi-
talism in LCDs. Within this type of ecoumomy, the role of the
government becomes important. Because the state has politi-
cal support for its operations, it can act to lessen the du-
alism by its distribution strategy. The data presented in

Table 2, show the labor share of GDP in the manufacturing

51 A. H. Hanson. op. Cit. pp. 66-71.
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sector for both LDCs and advanced countries.The limited
income distribution through wages has grave consegquences for
resource aliocation. It implies increasing imports of capi-

tal goods and decreasing employameant for LDCs. Taus, aggra-

vating the probliea-— of using capital intensive techaigue in

the labor surplus economies.

TABLE 2

THE LABOR SHARE OF GDP IN MANUFACTURING SECIOR

(as percemntage of GDP, 1970-75)

- - - - — > - ——— ——— - - - - - - —_———— - - P - — g - —— - -

Less developed countriess Industrial couatries:

Iran 8.71 United States .19.90
Brazil 8. 08 #. Germany 24,17
Egypt 14,05 United Kingdonm 23.50
India 12. 14 Japan 13.84
Pakistan 8.45

Turkey 10. 31

S —— = — - —— - - - - T D - - T - D W D D W W > - - -

Source: United Natioms.

Yearbook of Natiomal Accounts Statistics,

{New York: United Nations Publications, 1977), Vol. 1,
Individual Country Data. ‘

The widespread disguised unemployment' or underemploy-
ment in the traditional sector means substantial portion of
population is apparently engaged in agricultural activities
and consumes the agricultural goods but actually contributes
very little or nothing to the output. Shifting this portion
of labor force to the industrial sector is one of the major

developmental policies advocated by many econoaists. In this
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sector, the labor can be utilized more efficiently and can
have a positive contribution to the economy's output. Arthur
Lewis$2 suggests that im a dualistic economy the expansion
of the industrial sector would create quite enough employ-
ment for the surplus labor of the agricultural sector be-
cause it draws labor . from this sector where the marginal
product of labor is zero.53 The capacity of the industrial
sector to absorb the surplus labor depeads on two factors:
the rate of capital accumulation and the progress in innova-
tive activities which, in turn, depend on capital accumula-
tion. Therefore, the capital accumulation appears to be the
driving force in providing employment opportunities, in-
creasing the sagnitude of the econoay®s surplus, aand assur-

ing further expansion of the industrial sector.%* This is

$2 A, Lwveis, op cit, p. 142.

$3 The assumption of zero margimal productivity of labor is
controversial. It may not be true for many LDCs where
the labor is still scarce. The agricultural works are re-
ally labor intensive and the removal of a worker may dam-
age the output unless he is replaced by a better techni-
que. Zero, oOr even negative productivity of labor is a
possibility if the employment of labor becomes redundant.
As soon as the redundant portion of labor is taken up
then the margimal product of labor becomes positive. Geo-
metrically, there is a turning point in the horizontal
supply of labor beyond which the labor supply becomes po-
sitively sloped. For elaboration of this point see J. C.
Fei, and G. Ranis, The Development of the Labor Surplus
Economy, (Homewosod, ILL: Ir¥in Co. 1964), p. 18, and G.
Meier, op cit. p. 157.

S4 The effect of capital accumulation om agricultural sur-
plus depends on its effects on relative price, the elas-
ticity of demand for agricultural gJoods, and the condi-
tions of labor productivity in agricultural sector. See
Yashio Niho, "The Role of Capital Accumulatioa in Indus-
trialization of A Labor Surplus Economy: A Formulation of
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considered as one of the main conditions for econoamic devel-
opaecnt by many development economists.S5>

The less developed countries with the 1limited absorp-
tive capacity can not generate Rmany profitable projects
without the assistance of the government. Schatz points out
that:

a general precondition for accelerated growth is

the government that is dedicated to developsent,

ready to invest on the basis of a comreheasive
conception of social desirability of capital, and
villing and able to take the steps necessary to
mobilize the required fimancial and real resourc-

es. Given such a governmeat, a substantial in-

crease in the rate of capital formation is neces-

sary and (nearly) sufficient for a substantial

acceleration of econoaic development aad is eco-
nomically and potentially feasible.S#é

The implication of natural resources aust not be ig-
nored. Almost all the LDCs suffer from poor natural resourc-
es, what the economists call "positive natural disadvantag-
es®.,57 Yet the existing resources are not being fully
utilized unless a huge amount of investment is being made by
the public sector. The full exploitation of agricultural or
mineral resources is not possible because of insufficieant

energy, unavailability of fertilizers at economical prices,

the Fei-Ranis Model®", in J
ics, Vol. 3, No. 2, (July 19
$$ Including: D. §. Argemson, . "The Development of A Dual
Economy®, Economic Jourpmal, (1961)., pp. 309-334; and R.
Sato and Y. Niho, "Population Growth and Development of A
Dual Economy%, 0xford Ecomomic Papers, Vol. 23, (Nov.

56 Schatz, op cit. p. 41.

$7 Youngson, op cit. p. i147T.
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and insufficient tramsport facilities. To make possible the
full exploitation of resources, large scale government in-
vestment is needed. For these countries there is a thresh-
hold to pass; as Youngson notes it, it is a matter of all or
nothing.58% The LDCs fortunately have access to the huge in-
ventory of already existing advanced knowledge. Therefore,
their ability to make radical changes in their environmental

conditions is not constraimed by inadequate technology.

3.3  GOVERNMENT INVESTHMENT AND LINKAGE EFFECTS

Government investment resuits in further investament because
the output of public firms is often input for the other
firms. This is a useful aspect of government investment be-
cause it creates new opportunities and generates additiomal
business and enlarges the country?s capital base. Govern-
ment investment generates primary and secondary effects,
creating not only new investment but also leading to more
efficient combination of productive factors. Youngson dis-
tinguishes two sets of impacts: first, there is the physical
impact which means the improvement in utilization of nev op-
portunities created by the original investaent. He calls
these *technological linkages" which usually result from go-
vernment investnent unless the output is coasumed on the
spot - a highly wualikely possibility for most governmeant

projects. Second, there is monetary impact in the form of

se Tbid, p. 113.
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the familiar Keynesian spending =multiplier.5? This effect
seens to be weakened by high propeamsity to import, which is
usually the case in LDCs, because the full operation of the
multiplier requires that the newly generated income creates
additional demand for domestic labor and capital.®¢® The new
activities attract inputs from other uses by biding up their
prices. Because these factors are better:utilized ia nev ac-
tivities, they have a iigher productivity. Therefore, part
of the incoame generated will be net gain. This is very va-
luable for LDCs because these resources have zero or low
productivity in their previous employment. The social gain
is then equal to the value of production produced by these
inputs.

The concept of linkagje effects, first introduced by
Hirschman, indicates that ianvestazeant in a particular project
may stimulate additional investment in earlier stages {back-
ward linkages) or later stages (forward linkages) of the
production process. This implies that the social benefits of
a project may outweigh its private benefits. The magnitiude
of linkage effects vary from industry to industry. Econo-
mists suggest that the project with highest total linkages
is the best source of economic development. With regard to
public enterprises, the question is, what is their merits ina

termas of linkage effects? Can they play the role of leading

59 Youngsom, Op cite p. 123.

60 For further discussion see Younsom, op cit. p. 123.
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sector in the sense of generating maximum linkages?
Theoretically, because the government invests in key indus-
tries where the output is not consumed directly, there is a
large probability of high forward linkages. This means that
a high portion of the public eamterprises output will be coan-
sumed by the industries as intermediate input. According to
Table 3, presented by Hirschman, industries such as iron and
steel, Petroleum products, chemicals, metal aminimg, petrole-
un and natural gas, and electric power generate very high
total liankages. These industries are usually operated by the
government in LDCs. They are characterized by 1long range
economies of scale which are valuable because the expansion
of output means lover cost and price. Similarly, Leroy
Jones found that Korean public eaterprise had a high posi-
tion in a linkage matrix; strong forward linkajes and moder-
ate backward 1linkages comparable to nonagricultural sector
in South Korea.®%! Thus, the expansion of government invest-
ment in public enterprises leads to the growth of other iam-
dustries, especially such as the users industries.

The linkage effects may also be examined in the context
of employment generation. Public enterprises may serve as a
source of employment either directly or indirectly. In a
study conducted by Meller and Marfin, direct employment is
defined as the amount of labor required to produce a certaia

level of output; indirect 1labor is defined as the labor

61 Jones, op cit. p. 104.
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TABLE 3

FL AND BL OF SELECTED INDUSTBRIAL SECTORS

IN ITALY, JAPAN, AND THE UNITED STATES

- - S - > D D > W D D - D D - S ——— W = - D - o -

Industrial sector BL{a) FL(b)
Intermediate manufacture:

Iron and steel 66 78
Paper and products 57 78
Petroleun Products 65 68
Coal Products 63 67
Chenicals 60 69
Rubber Products 51 48
Final Manufacture:

Leather and Products 66 37
Transport Equipment 60 20
Machinery 51 28
Shipbuilding 58 14
Intermediate Primary Productions

Metal Mining 21 93
Petroleum and Natural Gas 15 97
Coal Mining 23 817
Electric Power 27 59
Agricultural aand Forestry 31 72
Final Primary Productioan:

Fishing 28 36
Transport 31 26

a. Backward linkage is equal to perceantage ratio of industry
purchases to total production.

b. Forward linkage is the perceantage ratio of industry sales
to total demand.

Source: A. Hirschman,

(New Raven: Yale University Press, 1958), pp. 106-107.

needed by the industries that supply the iantermediate inputs

to public enterprises.®%2 The ability of .public enterprises

62 patricio Melle, aad Manuel marfin, "Small and Large In-
dustry: Employment Generation, Linkages, and Key Sectors"
Economic Development and Cultural Change, Vol. 29, (Jan.

1981) , pp. 264-74.
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to generate employment depends on total direct and indirect
linkages which are comnsidered as backward linkages by Meller
and Marfin, in the Hirschmaanian sense. Then, the forward
linkages are computed as the difference between total link-
ages ans backward linkages. The total employment linkage of
sector X is the fall in aggregate employment for the whole
econoay if sector X is completely removed. The removal of
this sector will reduce the forward and backward linkages of
the other sectors, hence their employment. Table 4, shous
the total employment linkages {backward linkages plus for-
vard linkages) for differeat industries in the Chilean econ-
oRy.

As is indicated by this table, the key sectors for ea-
ployment gemeration are food, wood, beverages, and metal
products. Since these industries are mot usually operated by
public enterprises in LDCs, it may be concluded that public
firms are not highly successful ia employment generation.
Meller and Marfin's study also indicates that small indus-
tries have a greater labor requirement compared wuwith large
industries, 90% higher within 20 wmanufacturing sectors.®3
Thus, government investment in public enterprises may not
generate sufficient employment because it usually concen-

trate on large scale and capital intemsive industries.

63 Ibide, p. 272.
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TABLE 4

TOTAL EMPLOYMENT LINKAGES FOR CHILEAN INDUSIRIES

Industry Total liokages
Food 97.65
Beverages 51.62
Tobacco 16.47
Textile 46.30
Clothing and Footwear 41.81
Wood 80.71
Furuiture 41.690
Paper 46.72
Printing 35.60
Leather 40.51
rubber 22.48
Chemicals 29.04
0il and Coal Products 13.86
Nonmetalic Mineral 34.55
Basic Metal ' 35.83
Metal Products 5023
Machinery Except Electrical 38.94
Electrical Machinery and Appliances 32.88
Transportation Equipaeat 49.58
Divers Manufactures 36.65

D, . D - —— . - . D A W e S D M > D D W D A A D R - P D P M G D P WP P M - -

Source: Computed on the basis of data given by Meller and
Marfin. See Meller and Marfin, op cit. P. 269.

3.4 AN ASSESSHENT OF THE ROLE OP GOVERNMENT INVESTHENT

In the private sector the value of the project depends on
the flow of future returns generated by the investment. The
rule for acceptability of the project is that the value of
its future returns ®sust exceed its cost. The scope of the
application in this type of methodology is limited to tangi-
ble effects. For the public projects, however, there are

puch vider standards. The simple cost-benefit analysis may

not be sufficient - althoujh applicable - basis for the ass-
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essment of government investment simply because it does not
reflect the social effects whose merit can not be judged in
materialistic terms. This does not aean that they must be
excluded from our amalysis; rather, the attempt should be
made to incorporate both econoaic and noneconomic effects
into the evaluation process and balance thea in a logical
manner.

Economic development is mnot just materialistic growth;
its scope is broader, since it includes social changes as
well. Goverament investment should be assessed within this
broad definitiom of economic development, that is, its com-
tribution to the economy as a whole. It should not be con-
sidered in isolation, using strict microeconomic efficieancy
standards, because its importaance as a part of the overalil
system and its contributiom to national or sectoral plams
may be ignored. This approach is, of course, based mainly oa
value judgement amd, as Pitzgerald poiats out, is %Yas much
an art as a science."6¢

It is often conteaded that the public enterprises are
less efficient than their private counterparts in terms of
their contribution to capital formation. However, there is
no objective reason to confiram such an allegation; the
theoretical evidence may indicate the opposite. The public
enterprises undoubtedly have more undistributed profit for

the purpose of reinvestment and the enlaryement of their ca-

64 Fitzgerald, op cit. p. xxii.
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pital stock. The private firass, oa the other hand may have
more distributed profit whose major portion will be devoted
to the consumption expenditures because the yreater the pro-
portion of distributed margin, the larger the marginal pro-
peasity to coasume out of profit.®S The public eanterprises
are created as a source of surplus, not profit. The distri-
bution of earning is limited to that portion of profit which
is not reserved for future needs. Consequently, public cor-
porations coatribute more to capital formatiou. Their coa-
tribution is also consistent and steady ensuring a more sta-
ble growth for the economy.

The foregoing discussion is, of course, based on the
assumption that the main objective of private coampanies is
to maximize the profit and the wealth of the owners. This
seems a plausible assumption consistent with rational eco-
nomic behavior which.implies that the individuals imvest in
private projects where the expected returm is higaest. But
the question revolves around whether the public firms strive
to maximize the vealth of the stockholders. Apparently, they
do not. The owner of these enterprises is the joveranament
that represents the public. The expected return here may not
necessarily be monetary. The governmeat may ask the public
firms to invest in the areas not patticularly profitable,

but desirable in terms of implementing its own planning ob-

65 This point is fully discussed im: Emilio Sacristaa Roy,
"Some Consideration of the Bole of Pupiic Enterprises" in
Iden Ed. William J. Baumol, op. cit. pp. 44-52.
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jectives. The public enterprises can nhot pursue the profit
objective in Turkey, for example; a wide variety of public
enterprises were created under the goverament of Kamal Atta-
turk which were operating at a loss, not because they were
inefficient, but because they were required by the govera-
ment to sell their products to the private sector at prices
below costs. The objective was to traasfer their profit to
private enterprises. In Italy a law was passed inm 1971 re-
quiring public enterprises to allocate 60% of their existiag
investment and 80% of their new investment to Southern Ita-
ly. This policy served to develop southern Italy and, at the
same time, to generate new investment. The public enter-
prise located in Northern Italy had to increase their in-
vestment in order to replace plants and machinery. The in-
crease in investment then was tramslated to additional
investment in southern Italy, as was specified by law, as
long as they are obligated to abide by such government re-
quirementse.

Renato Mazzolini believes that public eaterprises have
tvo types of existential goals defimed as "a company's pur-
pose in the most basic sense%:66 profit goals and tool
goals. The first set relates to enterprises ofa commerciai
nature which are left to their own operation and are not ex-

pected to participate in impiementing the national plan. The

66 Benato Mazzolini, Govermment Controli
(o]

o]
ternational Strategic and BRolicy De

John Wiley and Soas, 1979}, p. 23.

ed
is
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second set is applicable to those which may be called social
enterprises becase they have to pursue socioeconomic goals
in response to governaent policies, and to fulfill certaian
expectations. Therefore, some economists are convinced that
profit maximization should be abandoned for such eaterpris-
es. Henry Tulkens argues that the mainm reason behind profit
maximization is that the profit would influence the utility
of the owners. Such effect is wmegligible for public enter-
prises because as he points out:

the profit (or losses) of each of them, taken se-

parately, affects only marginally the budget of

each citizen, and therefore the latter can nat be

expected to put high pressure on public managers

towvard profit maximization. At least, there is

some striving to avoid losses.®?
Compared to private enterprise managers, the managers in
public firms may be less efficient because they are not cho-
sen on the basis of competency, but through the political
ties and pressure of interest groups. They may not feel
fully responsible because they do not bear the conseguences
of their actions. Since they know that they are not going to
stay on the job permanently, they are not likely to be in-
terested in the long rum future of the enterprise. There-
fore, they try to maximize their short run gain by undertak-
ing short term, ambitious, although unproductive projects,

with a highly visible outcome, showing the public that they

are accomplishing somethinge.

67 Henry Tulken, "The Publicness of Public Enterprises" ia
Idem ed. ¥. G. Shepherd, op cit. p. 29.
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The upébot of the discussion is that although the
public enterprises make a significant contribution to capi-
tal accumulation, their productivity may be reduced by the
restrictions imposed by the government. Such restrictiom, as
policies designed to control the price and the level of em-
ployment, or the contiauation of unprofitable operatioas for
the sake of their social benefits, inhibit the capital for-
mation even though these enterprises may operate efficieat-
1ya

As is the case in Italy, the political iunfluence can be
used to secure new investment in a guick manner. Conseguent-
ly, some authors believe that public enterprise's managers
are more capable of taking the risk of their operatioas.
Franco A. Grassini summarizes this point in the following
passage:

managers of state-owned enterprises are able to

take higher risks in their investmeat than manag-

ers of private enterprises as a result of state

laws and poliitical and fimnancial iacentives. The

higher managers of enterprises who are appointed

or confirmed often receive their appointment

through political patromage. As a result, they are

freer to take the risks reqguested by government.

The economic performance of the company does not

reflect substantially on its capabilities; 1losses

are seen as the consejuences of poor political

choices or imposed social objectives. The only in-

dicator of successful management is in employment

which, inevitably, rejuires an increase in invest-
ment.68

68 Franco Grassini, "The Italian Public Enterprises" in Idenm
ed. Y. Aharoni, Chapter 5, p. 80.
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Most of the issues discussed above are abstractive aad
may not conform to empirical evidence. Waste and conspicuous
consunption may also be seen in public firms. The associa-
tion petween the ability of enterprises to generate surplas
and their expansion may be far less than perfect, because
the surplus of these firms often goes to the treasury where
they are allocated by the government authorities. Hhile sonme
corporations generate sufficieat surplus, they are not able
to use it to finance their own needed expaunsion. This is an
indication of a weak chance of overcapitalizationm in public
firms.

The effectiveness of public enterpriées depends also on
the degree of autonoay they have in mamaging their own in-
ternal matters. The independeat managers feel respomnsible
for the failure of the corporatioa, so there is a larger
probability of success. A good example is provided by the
Eiectric de France which is dealt with as a public enter-
prise but works efficiently as an independeat unit, as op-
posed to the French Telephone Company which is run entirely

by the government.%?9

69 See William J. Baumol, Public and Private Enterprise in A

Mizxed Economy, off Proceeding of a conference heid by In-

P-4

teruational Economic Association in Mexico City, {New

York: St. Martiam's Press, 1980), p. 55




Chapter 1V
THE GROWTH OF THE PUBLIC BNTEBPRISE SECTOR IN
IBRAN
This chapter is designed to review the pattern of
growth of public enterprises in Iran. First, we will examine
the expanding role of the governmeat in Iranian economy.
Then, we will look at Iran's development plans as the main
events that led to expansioan of public enterprise. Aad fi-

nally, ve will present some concluding remarks.

4.1 THE PATTIERN OF GROWTH OF PUBLIC ENTERPRISE IN IRAN

Iran has a mixed economic system in which both the private
and public sectors are actively iavolved im economic af-
fairs. Prior to 1900, the role of government was limited to

selling concessions or graanting monopoly rights to foreign

entrepreneurs.?9 The selling of coancessions was not based on

70 The first such concession was given in 1872 to Julius de
Reuter. It allowed for the exploration and productioa of
coal, iron, copper, oil, and other mineral resources for
sixty years in exchange for 15% of the net profit. Also
in 1900, Willaa D'Arcy was granted the right to explore
for oil, mnatural gas, and cil-related minerals 1imn all
Iranian land except five northern province {which wvere
under Russian influence) for L200,000 and 16% of the net
profit. This was really a new factor in Iramiaa history
because it opened the door to foreign domiunation for the
coming decades. Near the close of the eijhteenth century
the Belgian and Russian eutrepreneurs also obtained per-
pission from the 1Iranian government to invest in modera
manufacturing plants including: match, glass, amd sugar
beet factories. The nature of such deals is discussed in

- 55 -
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a well organized program nor dincorporated into an overall
economic plan. Its purpose was to utilize tae econoay's na-
tural resources wvhile securiang a sizable source of revenue
for the central government. The benefits of such deals were
usually directed to the couantry of coacessionaires rather
then Iran. It was not until 1925 that the government made an
effort to further control the economy by expandinj its role
through a series of lavs enacted to increase the government
influence on economic activities.?! The state monopoly was
created to control the exports and imports. This was coamsid-
ered an essential move to curtail the demand for foreiga ex-
change, to stimulate the demand for domestically produced
products, and to protect the infant Iranian industries. The
government attempted to create state factories in capital
intensive areas while encouraging private enterprise in
small scale industries throuya protective policies and other
incentives that were made available to this sector. No ser-

ious attention was paid to the agricultural sector; iastead,

the following sources:Julian Bharier. Economic Develop-
ment in Iran 1900-1970. [Great Britain: Oxford Uaiversi-
ty Press, 197%), Chap. 9, and Manouchehr Farhange The
Economic Life of Iram. [Tehran:The College oi Communica-

tion Science Press, 1973), Chap. 3.

71 These laws vere generally aimed at creating state monopo-
lies in certain areas, or encourayging industrial invest-
ment of the private sector. For ianstance, a law of 1925
created a state monopoly of sugar, sugar goods, and tea..
It also exempted imported machineries from import duties
for ten years. A law of 1931 established a state monopoly
in foreign trades. More information about these laws may
be found in Bharier. ope. cit., ppe 174-76, and Jamshid
Anuzegar. JIran: An Economic Profile. (W®asaington, D.Ca:

—— - e . T i e e e et

The MIddle East Institute, 1977), p. 99.
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the emphasis was on promoting infrasctructures by investing
in roads and communication facilities to reduce the bottle-
necks.

As in most of the other LDCs, 1in Iran the major step
towvard governmeat interveation was taken after World War
Two. Between the two wars the country had beean occupied by
allied forces and the goveranmeant influence in the econony
vas undermined. The improvements in roads, railwvays, and
communication facilities were not to stiamulate economic
growth, but rather to serve the allied forces since most of
the key industries were under the coatrol of British, Ameri-
can, or Russian enterprises. By the end of World War Two,
the circumstances vere changed in favor of government in-
volvement in the economy. The idea of long run planning vas
developed, and the need was felt for promoting adeguate in-
frastructures and basic iandustries capable of generating
self sustained growth. Maany goverment agencies like The Ia-
dustrial and Mining Bank, and Planning Board (which later on
vas changed to Plan Organization) were established to formu-~-
late and coordinate a comprehensive national economic plan.
As a result the government®s economic activities were ex-
panded and its priorities were translated into the opera-
tional objectives of mnational plans. A number of public en-
terprises wvere created to accomplish these objectives.

Before 1925, large scale manufacturiang industries did

not exist in Iran. The manufacturinyg sector was limited to a
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few small local wvorkshops operating in such basic areas as
carpets, shawls, textile, suyar, leather, matches, etc. Most
of the products of this sector were demanded for the domes-
tic market, leaving a very lowv chance for export. Earlier
attempts by foreign entrepreneurs to establish moderan facto-
ries in this country failed because of scarcity of labor,
the high cost of acquiring raw materials, the foreign com-
petition, and such moneconoaic factors as thae unreadiness of
the public to consume the products produced by machine. The
absence of a national economic plan and the restrictive cus-
ton duties on imports were also amoag the causes of the slow
growth of the manufacturinj sector during this period. Very
little statistical information is available on such aspects
as the number, output , employment of those workshops. In
1947, the Ministry of Labor made a survey of Iranian idus-
trial plants.?2 The information provided by this survey,
although of poor reliability, can give us some clue to the
development of the manufacturing sector im Iran. During
1926-1947, the main characteristics of industrial develop-
meat in Iran were the following: {a) most of the factories
vere owned and operated by the private sector; [b) they were
concentrated in the areas of basic needs such as food mater-
ials; {c) the needed machinery and capital equipment had to

be imported.

72 Ministry of Labor.  Sucvey of Major 1
4

a
Iran. (Tehran: Ministry of Labor, 1943

dustrial Plants of
)
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The role of the governmeat during that period was
limited to making laws and regulations im order to eacourage
private industries. Yumerous government agencies wvere in-
volved in dealing with the manufacturing sector. The govern-
ment hoped that by assisting the private sector it would be
able to modernize the industries and to free the country
from imports. However, because of inadequacies in the pri-
vate enterprises the government had to act directliy to es-
tablish the new factories ia certain areas. For iastance,
the price of sugar was {and still is ) controlled by the go-
vernment in Iran. This, coupled with high custom duties oa
imported sugar, caused a heavy loss for private sugar facto-
ties. The government subsidizatioa of private sugar produc-
ers was costly and did not solve the problem. Therefore, go-
vernment action was taken to open the sugar beat plants
betveen 1932-38. In other manufacturing areas the govera-
ment intervemed for quite different reasoans. For example, in
the cement industry, the establishment of state owaed facto-
ries was due to the availablility of raw pmaterials, the
simplicity and profitability of operation, and the high ca-
pital labor ratio.

In summary, during this period the major pressure for
industrialization came from the government. Its direct con-
tribution was substantial. In 1946,for exaaple, 64 out of
175 large Iranian factories were owned the government, and

about 50% of industrial workers were engayed in state facto-
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ries.?3 Sugar, cement, and tobacco were under alaost com-
plete goverament ownership and control. 1Ian textiles, tea
processing, and flour and rice milling, the coantrol was dis-
tributed between governneat and private enterprises, but
other manufacturing industries were under almost complete
control of the private sector.

The period of 1947 to 1955 was marked by the occureance
of important events in the Iranian ecouomy which affected
especially the manufacturing sector. The first economic plan
¥as introduced, the oil industry was nationalized, and the
political events of the early 1950s led to the coup d'etat
in 1953. The governaent decided to reorganize its own facto-
ries and at the same time to protect the private industries.
Most of these factories were operating at a loss because of
mismanagement, overemploymeant, undue centralization, and
competition from aboard. The initial effect of the national-
ization of 0il was a cutback in industrial spending of the
First Plan from 5.3 billion to 1.6 billion Rials which was
allocated entirely to the completion of two state sugar fac-
tories. The private investors also suffered from shortage
of foreign exchange because of the decline in all exports.
Therefore, little progress took place in the manufacturing

sector over these years.

73 pPlan Organization.  BReport om Second Economic Plan.  p-
56.
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4.2  ECONQHIC PLAENIEG AND INDUSTRIALIZATION
FPor the Iranian planners, economric developmeat was synoay-
mous with industrialization and the shift froa am agricul-
tural to an iadustrial state. Iran*s post-war econoamic ac-
hievenent was nothing more than a coatinuous atteapt to
transfer resources out of the agricultural aad ianto the in-
dustrial sector. The government believed that the average
productivity io this sector was much less than that of the
advanced countries due to the following reasons.?¢ (1) in-
competent management in private enterprises; [2) the shor-
tage of enrepreneurial skills and capital goods; {(3) 1low
scale operation; and(4) lack of adequate infrastructures.
FPaced with these problems, society pressured the goverament
to expand its economic roie and accept the mnew and compii-
cated responsibilities which necessitated the formation of
huge and specialized productive entities. Accordingly, the
goveranment expenditure for the industrial sector rose per-
sistently after 1949, at the expense of falling agricultural
outlays. As it is indicated by data in Table 5, The govera-
ment capital spending on infrastructurs and industries grew
during the 1last three decades while it diminished for the
agricultural sector. During 1968-72 alone the gJrowth rate of
the industrial sector was reported as 13.8%, almost 1% above
the projected rate and 2% more tham overall growth of GNP.

The growth rate of the agricultural sector duriny the same

?e nyth Plan", p. 34
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period amounted to only %%, 1% below the estimated rate.
The period of 1968-78 was marked by an iancreasing investaent
in infrastructures. Perhaps this was due to the plaaners?
realization that the economic growth was not possible with-

out adequate infrustructures.

TABLE 5

GOVERNMENT EXPENDITURES ON SELECTED SECTORS

(Billion Rials)

A S = - - - - L - T WD T - D D - - - - -

1949-55 1965-62 1963-67 1968-72 1973-78

Sector A % A % A X A 1 A 4
Agriculture 5 25 18 22 47 23 65 13 80 28
Infrast. &
Basic Ind. 8 38 37 43 102 50 312 65 533 52
A= amount

Source: "Bank Markazi", VYarious years.

The industrialization gradually led to urbanization and
further government involvement in social and ecomnomic activ-
ities. The total expenditure of the public sector was risiag
continuously to meet the iancreasing demand for social or
economic services. Meanwhile, at that critical stage of
Iran's economic development, a substancial outlay was needed
for capital formation. Fortunately, the rich o0il sector
that enabled the government to earmark a huge amount of its
revenue for direct public fixed capital formation im certain

fields, and at the same time to increase its curreant expen-
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ditures. The figures in Table 6, shov the relationship bet-
ween total government spending, GNP, and current and capital
expenditures for the decade from 1967 to 1976. Except for
1973, the ratio of government expenditures to GNP shows a
smooth and steady growth. The sharp decline of this ratio in
1973 was due to the increase in the price of oil, hence GNP,
vhich vas not matched by am equal rise in goverament spend-
ing. The main reason for this growth was the iancreasing ex-
penditure on imfrastructures, basic industries, armed forc-

es, and government administration.

TABLE 6

THE GROWTH OF PUBLIC SECTOBR EXPENDITURE

- - - e WS D T - P D D D D D G D U MM D D D S S e A G D - - - - - - -

Year 1) (2) [3)
1967 27.7 60.1 39.9
1968 30.3 59.0 41.0
1969 33.0 56.0 44.0
1970 32.7 58.5 41.5
9171 34.2 60.5 39.5
1972 33.9 63.8 36.2
1973 18.3 61.6 38.4
1974 30.6 65.2 34.4
1975 41.8 59.8 40.2
1976 40.3 65.9 341

- - —— - —— - - - - - . - - - - - - - -

{1)={total/GNP) 100
{2)=(current/total) 100
{3)=(capital/total) 100

Source: %“Bank Markazi", Various issues.
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One of the features of economic planning im Iran vas
the emphasis on industrial diversificatioa which led to
further expansion of public eaterprises im this country. For
this purpose a vast number of new industries was launched
and the 0ld ones were expaaded, hoping to provide a reliable
foundation for a self sustained economy without strict reli-
ance on a single industry, i.e., oil. The data on jovernment
expenditure on development projects which are given by Table
7, show that during the period of 1962-78 more than 38% of
total goveranment expenditures oa the average was devoted to
development projects each year. This includes the goveranmeat
outlays for industries, mining, elctricity, gas, steam and
water, roads, transportation, and communication.

The emergence of most public enterprises in Iran was
the direct result of this expanding goveranment role. The
public enterprises im Iran have been created in numerous
foras and structures in both financial and nonfinancial sec-
tors. Particular attentior will be paid to the large nomnfi-
nancial public enterprises in this and forthcoming chapters.
These eaterprises are eangaged ia oil exploration, petrochenm-
icals, iron and steel, mining public utilities, agricultural
development, airlines, railroads, and coamunication. The
sectoral distribution of Iranian nonfinancial public eatep-
rises will be presented in Chapter Y, and a complete list of

them will appear in Appeadix B.
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TABLE 7

DEVELOPMENT EXPENDITURES IN IRAN

(Billion Rials)

Year Amount As ¥ of total
1963 18.8 28.0
1964 27. 2 33.4
1965 42.0 48.0
1966 44. 4 49.0
1967 63.1 52.0
1968 83.0 59.0
1969 83.0 53.0
1970 92.2 39.8
1971 103.6 36.5
1972 116. 6 32.5
1973 132.6 28.0
1974 303. 4 24.2
1975 426.6 27.2
1976 558. 1 31.1
1977 844.5 34.0
1978 672.3 33.8

- D WD A G D W A =D WP D S D D W D D D D P D S D D D D D WS S WD > D - ——— - -

Source: “"Bank Markazi", Various years.

4.3 DEVELOPMENT PLANS

The purpose of economic planning im Iran was to formulate
the long tera policies of the public sector while at the
same time provide guidelines for the private sector by in-
forming it of govermment priorities. The state attempted to
promote both sectors by direct participation in capital for-
mation, and by channelling private funds 1into the areas
known to be of vital interest. The gJoverament undertook a
series of complex industrial projects which for various rea-

sons such as capital requirement, size, risk, technological
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knowhow, etc., were unattractive to the private sector.
Whereas, its traditional role in promoting infrastructures
vas undermined, emphasis was on rapid growth of industrial
output with ninor attention to employment and social wel-
fare. The governaent hoped that by accelerating the rate of
growth of output, it could generate sufficieat employament
opportunities to absorb the expamding labor force. However,
adopted welfare aeasures uwere not sufficient to improve the
income distribution.

The government hoped to overcome the structural coanst-
raints through development planning. It was aware that the
private sector had neither the financial nor the technolo-
gical capabilities to remove these obstacles. The first aand
second development plans (1949-55, 1956-62) were really
nothing more than lists of projects that the jovernment in-
tended to invest in. The emphasis in the First Plan was on
infrastructures with secondary attention to 1industrial ac-
tivities, irrigation, and mechanization of agricultural sec-
tor. More than three- fourths of the resources under this
plan were allocated to promotion of imfrastructures, agri-
culture, and improvement of social welfare. the main sourc-
es of receipts were the oil revenue, more than 70% of total,
and foreign loanms.

The projected total expeanditure of the Second Plan
(1956-62) was 40% more than thaat of the First Plaan with main

reliance, again, on the oil revenue. The allocation of funds
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under this plan was as follows: comnunication 33%, agricul-
ture 26%, social services and utilities 26%, and industry
and mining 15%. During the life of the first two plans the
Iranian economy was faced with some uncontrollable fluctua-
tions which resulted from lack of experience im planning,
the uncertainties surroundiag these plans,and the political
events that led to nationalization of the oil industry in
1950. Although the planners were pessimistic about the pro-
spect of Iran's industries, they made some progress in ex-
panding goverament activities into irrigatiom projects, fer-
tilizers, railway system, ports, public utilities, and
modernization of textile industry.

At the beginning of the third plan the state offered
some of its own factories to the private sector for sale be-
cause of general inefficiency and high opportunity cost in
their operation. In 1963, a comprenhesive study was made by
the International Bank for Becoanstruction and Development of
the state's enterprises to find the cause, or causes, of un-
profitability. No evidence of overstaffing or excessive ca-
pital-output ratio was found in comparison with private ean-
terprises. Instead, the reason for inefficiency was reported
as high administrative cost and strict ceatralizatioa, which
tended to destroy creative and innovative ideas.?5 In spite

of this report, vhich implied that the private sector would

7S International Bank for Reconstruction and Development.
The Development Program of Iran = An Appraisal. {Inter-

national Bank for Reconstruction and Development, 1963),
part 2. pp. 30.
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have found the state factories profitable, the government
was not successful in selling these units, or correcting the
inefficiencies. In the 1960's the goverament took a passive
role in the area of production of consumer goods. During
this period, all the new establishments in this area vere
privately owned and operated. The role of the goverament was
centered on financial assistance, or protective subsidies;
the so-called policy of import substitution via promoting
the private iadustry.

The comprehensive approach to develiopment planning be-
gan with the Third Plaa [1962-67) whose overall goal was to
achieve a target growth rate of 6% for GNP through indus-
tries. This was translated into a series of gove rnmeat in-
vestment in the core industries such as steel mzills, machine
tools, petrochemical plants etc. Nearly 70% of total govera-
ment spending was devoted to the industrial sector in this
plan. Part of this amount went to the existing goverament
firms to increase their capacitye. These enterprises were
mostly operating in sugar factories, wearing mills, carpet
industries, foodprocessing, and tobacco factories. The go-
vernment started the foundation of heavy industries like
iron and steel, petrocheamical, metallurgical, machine tools,
etc. 1In addition to direct investment, the government as-
sisted the private sector by extemding credit to private in-

vestors in the form of loams (1518 million Rials), or equity
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participation ({138% million Rials).?7¢

The actual figure of industrial spending under the
Third Plan was about 8X% above the projected amounts. The
reasons were reported as: {1) the policy of goverameat ia
protection and encouragement of the private sector resulted
in an increasing confidence of the private +investors; ({(2)
governaent commitment to promote infrastructures spurred the
private sector to increase its investment during the entire
life of the Third Plan; {3) expamding credits and long ters
loans to the private sector through The Industrial amd Min-
ing Development Bank of Iran, Industrial Credits Bank, and
The Industrial Guarantee Fund facilitated private invest-
ment.?? In addition, the governmeat helped the private sec-
tor by pursuing policies which led to the establishament of
vocational school and on-the-job training.

During this plan period, the comtribution of the agri-
cultural sector to GNP dropped from 34.3% to 24.3A%, while
the industrial share grew rapidly to 1.2% in 1967, wup fronm
8.7% in 1959. The agricultural sector, as a matter of fact,
was reported to have the smallest growth rate among all sec-
tors resulting in a strong depemdency on foreign sources for
food and agricultural products. In terms of employment, this
sector also declined from 65% of all eaployment in 1956 to

about 46% in 1967. The same figure for the industriai sector

re uw3rd Plan%¥, pp. 52-57.

77 Ibid.' P Pe u9-50-
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jumped up to 27% in 1967 from 20% in 1956. The goveranment's
share of total fixed investaent grew at an average rate of
5% during the life of this plan vhen the government was able
to establish giant industrial corporations.?s

The policy of industrialization wvas also followed in
the Fourth Plan {1968-72). The governament declared that:

The Fourth Plam is the first stage of a long tera

prograzme to industrialize the country, the objec-

tive of which 1is to make the country independeat

of consumer goods and to manufacture the capital

and intermediate goods inside the country so as to

minimize the volume of imports, and to diversify

the exports of locally manufactured goods to for-

eign countries. This will reduce the dependency of

the country on oil reveanue.7?

The primary goal of the public enterprise sector under this
plan was to coaplete the industrial projects which were
started in the latter part of the Third Plan as well as to
create new public firms in aluminum smelting plants, tractor
factories, fisheries and related industries, and the defease
industries.

An overall economic growth rate of 9% was envisaged for
the Fourth Plan. To provide support for such a high growth
rate, the fixed capital formation of 810 billioan Rials was
appropriated. The Fourth Plan indicated that the public coan-
sumption expenditure must not go up faster than 103 per

year.Instead, the emphasis was on public industrial iavest-

ment because: {1) it had a larger rate of returm in compari-

78 All the figures referred to im this paragraph were der-
ived from *3rd Plaa", pp. 1-13, and pp. 49-58.

79 myth Plan", p. 120.
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son with the other sectors; {2) the growth of this sector
was helpful in improviag the production technigques and man-
agement in other economic fields; [3) unlike the agricultur-
al activities, it was less affected by natural amd climatic
conditions; and (4) industry was better able to adopt tke
nature of its products to ecnomic requirements. On the basis
of such reasoning, nmore than 25% of fixed investment of the
public sector was allocated to the iandustrial activities
vhile the share of agricultural sector was oaly B8%.80 The
distribution of the fixed investment among various sectors
during the Fourth Plam is preseanted in Table 8.

During the Fifth Plaa mno major public firas vere creat-
ed. With regard to the manufacturing sector the following
objectives were set up:81 [1) to complete the unfinished
projects of the Fourth Plaa, and to merye similar industries
in order to decrease the unit cost. [2) to expand the indus-
tries closely related to the existing industries especially
the capital goods industries to reduce the dependency oa
foreign sources and to increase the probability of exports.
and (3) to use labor intensive methods to prevent the im-
porting of foreign technigues or capital. The Fifth Plan was
originally approved by Majlis - Iran*s house of representa-
tives - as early as 1973, but the increase in the oil price

later in that year caused a drastic change in the financial

80 All the stated figures in this paragraph are based oan the
"4th Plan", p. 41, and pp. 52-53.

81 ®5th Plan", p. u5.
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LABLE 8

FIXED INVESTMENT DURBRING FOURTH PLAN

(billion Rials)

- D - D - — . - — - - B W T W — — - —— — - -

Sector Pubiic Private Total As % of Total
Agriculture 25.0 41.5 66.1 8.2
Industry and Mining 86.7 120.3 207.0 25.5

0il and Gas(a) 42.3 52.3 94.6 11.7
Water and Power 98. 4 1.2 99.6 12.3
Other Sectors 191.1 158.6 342.7 42.3
Total 443.5 366.5 810.0 . 100

As % of Total S4.7 44.3 100

a. Fixed investment by the o0il coasortium and other foreign
companies.

Source: Plan Orgamnization,

4th National Development Plan,
(Tehran: Plan Orgamization, 1968), p. 52.

projections of the plan. The revised version of this plan
vhich vas approved by the parliament in 1974, allowed the
government to spend amore oa developumental projects. I;
called for total fixed investment of 4699 billion Rials for
the period of %973-77, a 100% increase over what was esti-
mated in the original plan. The primary goal of the Pifth
Plan was to attain the highest possible growth rate with en-
phasis on industries and infrastructures. The fixed invest-
ment of the public sector was projected as 1548.7 billion
Rials, of which 6.6% was to be spent on the agricultural
sector, 14.4% went to the industrial and mining sector, and

the remainder to other governmeat activities. In the fifth
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plan alone the industrial sector enjoyed a growth rate of

16% compared to 4.6% for the agricultural sector.®2

8.4 AN APPRAISAL OF IRAN'S DEVELOPNENT PLANS

Having reviewed the development plans of Iraa, we gained
some insight into this couatry's economic conditions. The
facts provided by the official statistics - although comntr-
oversial - indicate the reasons for the expanding role of
the government , and enable us to draw some overall coanclu-
sions.

Iran's development plans provide a useful coatext in
which the creation and growth of the public enterprise sec-
tor can be examined. They describe the political and his-
torical circumstances - which are similar to those of the
other LDCs - from which the Iranian public enterprises have
evolved. They vere not a complete success in all aspects be-
cause of insufficient preconditions. The planners were aware
of the institutional framework and the socioeconomic const-
raints, but they failed to incorporate theam into their de-
veloprent strategy. Consequently, the Iranian public enter-
prises were not potentially successful. Most of them wvere,
and still are, operating below their full capacity due to
shortages of raw materials, parts, skilled labor, aad all
other kinds of physical bottlenecks. The governmeat was not

able to rectify these apparent shortages through its econom-

82 The stated statistical numbers in this paragraph are
based on the "5th Plan%, pp. 52-3.
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ic plananing. Also, because of its narrow approach to econoa-
ic developmeat, the bemefits of these plans were not spread
out throughout the econcay evenly. RAlthough it is difficult
to judge the performance of the public enterprise sector in
Iran at this stage, some general observations caa be made
based on the analyses of this chapter.

The central goal of almost all the development plaams
¥as to promote modern industries as fast as possible through
massive governaent ianvestment. The attempt to diversify the
industries was based on the belief that strict reliaace on a
single sector of oil would jeopardize the countries econoaic
prospect because sooner or later the o0il resources would be
depleted. The highest priority was given to the oil related
industries since the needed resources were relatively abun-
dant within the country. Furthermore, the capital intensive
nature of them prevented the private enterprises froa enter-
ing these areas. The strategy of establishing public enter-
prises in basic fields intended to serve a dual purpose:
generating the needed capital, and wmoving the country awvay
from a single crude oil productioan. For this reason, the
iron and steel, machine tools, aining activities, etc.,
gained particular attention. The success of industrial di-
versification was not fofthcoming without adequate infras-
tructures, but failure to respound promptly caused the emer-
gence of persistent shortages of all kinds, and binding
constraints which impaired the productive capacity of the

€eCONoNY~
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If the -economic development is viewed Jjust as a
materialistic growth, Iran has experienced a remarkable rate
of growth during its last three development plans at least
as far as the official statistics are concerned. According
to government figures all sectors other than agricultural
enjoyed an outstanding growth rate during the last three
plans. The average annual growth rate of GDP was reported as
11% which vas far apbove the same figure for most of the oth-
er LDCs for the same period.23
This high gquantitative growth of the Iranian ecoanony
was not without cost, namely the destruction of the agricul-
tural and other traditional activities. Furthermore, the
qualitative side of economic development was assumed away.
Although there is no wide spread agreement as to whether
sole reliance on materialistic growth is good or bad, and no
acceptable standard exists agaiast which such evaluatioa
could be npade, the crude data must not be taken at their
face value. The huge amount of oil reveanue, especially aft-
er 1973, wmakes it almost impossible to attach any signifi-
cance to the reported growth rates. The oil revenue wvas the
major source of funds to finance the goverament projects. On
the average, umore than 57% of total receipts of each pian

was contributed by the 0il sector®¢ By providiug the major

83 gpnited Natioas. Year
tics. (New York: Unite
dividual Couatry Data.

84 Computed based on the data provided by "bank Markazi",
Various yearse.
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part of the capital needed for the ¢growth of the econonmy,
the o0il sector obviated the most severe constraints oa
growth faced by this country. It seemed that most of the
public enterprises were not able to secure their own capital
requirements without the help of the oil revenue. The avail-
ability of easy oil money perhaps led to two detrimental ef-
fects on public enterprises. Pirst, it resulted in their
wasteful operation and sluggishness im providing their owa
funds. Second, Because the price of oil was highly semsi-
tive to international political events, the uncontroliable
fluctuations in the price of o0il were dangerous enough to
destroy the successful operation of public enterprises.

One of the significant changes that took place during
the entire planzing period im Iran was the rapid decline in
the agricultural sector. Its rate of growth was always the
lowest among all sectors, and usually below the projected
target rate. The contribution of this sector to GNP declined
sharply relative to those of the other sectors. Data in Ta-
ble 9, present the sectoral distribution of GNP for the last
four plan periods. Over this time nearly ome third of GNP
was accounted for by the services sector, while the share of
agricultural sector was only 17% on the average each year.
The reason was that this sector included the "state servic-
es" item which contained the budget of security forces -even
though it was deliberately underestimated- and the lavish

expenditures oan sophisticated army equipments.
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TABLE 9

SECTORAL DISTRIBUTION OF GNP 1962-78

{billion Rials, constant price)

- — - - - - > - - - - - - - - ——— - > > = - -

Ariculture 88.8 27.4 111.1 21.6 71.0 10.3 339.0 9.2
Industry(a) 57.8 17.8 106.3 20.7 333.0 12.6 6384.0 18.5
Services{b) 119.8 40.0 187.0 36.4 629.0 23.7 1281.0 34.6
0il 40.0 12.3 92.4 18.0 1333.0 50.6 1285.0 34.7
GNP [C) 324.2 513.8 2635.7 3702. 4

a. This sector includes: manufacturing and mines, water and
pover and construction.

b. It contains also the share of state services.

c. This may not be the exact sum of the columas 1-4, because
it inciludes indirect taxes, and non-oil net factor income
from abroad.

A = amount

Source: Homa Katouzian.

—— e e e o —— i e s e s

{New York: New York Uaiversity Press, 1981), p. 257.

The data in Table 10, compare total governmeant expendi-
ture on development with that on defense which is mostly
purchases of arams from the Uaited States. Although the data
on military expenditures are rarely available, the informa-
tion provided by Table 4-10 points to their risiag tremd in
Iraan. Strangely eaough, the gJovernmeat spent alpost an
equal amount on defense and development for the entire per-

iod. For the years of 1975 and 1976 the defense expenditure
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vas even larger. The chief objectioa to such high military
spending is that it depleted the total resources available
for economic development in this country where radical
structural improvements were needed. Whiie the defense sec-
tor vas consuming the liomn's share of the economy®s resourc-
es it easly escaped publuic scrutiny since the details were

not publicized.

TABLE 10

GOVERNMENT EXPENDITURES ON DEVELOPMENT AND DEFENSE

(billion Rials)

- D P D D D S AR D D WD W P D G S D G S D D AP A D D D G WS W W WE TR S D W WA W - -

Developr=ant .. Defease
Year Expenditure(a,b) Expenditure (c)
1970 92.2 66.0
1971 103.6 79.2
1972 116.6 103.8
1973 132.8 114.2
1974 303.4 2760
1975 426.5 474.4
1976 558.1 569.4
1977 844.5 705.0

a. Source: %Bank Markazi", Different years

b. Development expenditures include government investament in
industries, mining, electricity, gas, steam and water,
roads, transportation, ans communication.

c. Source: Computed on the basis of, U. S. Military Sales to
Iran, Staff report to Subcommittee on Foreign Assistance
of the Senate Foreign ralation Committee, {Washington D.C.:
1976), p- 13.
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The high import content of this sector was another
problem. The imported arms were usually sophisticated mili-
tary hardvare and weapons with no civilian applications.
They were being exchanged for oil the most valuable resource
that could bave otherwise been used for export -earning or
other productive purposes. Although the implication of de-
fense spending on the Iramnian econosy is a subject urgeantly
demanding investigatioan, no major study has been made so far
about the extent and nature of such an impact.®5 Briefly,
the scenario of Iran's past development planning was really
nothing more than using the oil revenue to alter the struc-
ture of the 1Iranian economy and the fabric of its society.
The resulting changes of careless development strategy were
detrimental to some sectors. The rural society which was the
producer of agricultural commodities was seriously damaged.
The inequitable distribution of income led to social and
econonic imbalance which further separated the already dual-~
istic economy, the local small scale industries were ruined
in competition with large and inflated industries, the Ira-

nian culture and value system were undermined, and a hostile

85 There has been some general debate on this issue in re-
cent yearse. The interested readers may be referred to
the following sources: Emile Benoit. Defense and Eco-
nopic Growth in Developimny Countries.  (Lexington, Mass:
Lexington Books, 1973); Mary Kaldor. “The Military in
Development," Horld Development. Vol 4, No. 6, 1976;

-~ e e o o G v e

U.S. Arn Control and Disarmament Agency. World Military

Expenditures and Ares Transfer 1970:-73. {sashington,
D.C.: HMarch 1982); and David K. Whaes. The Economics of
the Third World Military Expenditures. {Austin: Uamiver-

sity of Texas Press, 1979).
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atmosphere was created between the state and the people who
disapproved of what it was doing. These were some of the
consequences of the goverameat®'s naive goal of industriali-
zation and the Shah's dream of creating "the fifth iandustri-

al state in the world".



Chapter Vv
ECONOMIC GRONTH AND THE IRANIAN PUBLIC
ENYERPRISES

The Iranian public enteprises, especially those in the
industrial fields, originated mot from social preferences or
historical necessities, but rather from the governmeant's
precipitateness into industrialization amd its unvillingness
to rely on the private sector or avait its initiative. They
were used as a shortcut to industrialization and economic
growth. Judging the performance of the Iramian public
firms, therefore, means examining their contribution to eco-
noaic growth; that is, their effect on national output, ca-
pital formation, employment, etc. Simiiar observatioas caa
be made for the private sector to find out what effect the
growth of public enterprise has had on this sector. The main
concern of this chapter is to investigate the output and in-
vestment pattern of public erterprises amd their impact on
the Iranian economy. The theoretical argument that follows
immediately is intended to serve as a basis for the subse-
quent discussion. It describes the alternative strategies
that can be used to speed the pace of economic growth. 1In
the next section some evidence will be presented omn the im-
portance of the Iramnian public enterprise sector. Then its

contribution to ecomomic development will be studied in the
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remainder of this chapter by looking at their output, capi-

tal formation, linkage effects, aad employment gemeratiomn.

5.1  THEORETICAL SETIING
The concern of the development economists today is to find
out the most advantageous style of economic growth, that is,
how the growth proceeds with lowest cost, and how it can be
sustained. The modern-day approaches to economic jrowth be-
gan after World ¥War II, with the pioneering works of several
leading scholars®¢ and the international organizations such
as the United Nations and the World Bank.

On the ome hand, strong support bas been given to the

Rosenstein~-Bodan argument that the "big Push" policy is the

most efficient way to move the LDCs out of the vicious cir-

86 Some of the earlier related works may be fouad in the
following sources: Paul N. Rosenstein-Rodan. "Industri-
alizatioa of Eastern and Southeastern Europe," Economic

Journal. (June-Sept. 1943), ppe. 205-216; Paul A. Bosen-

stein-Rodan. Capital Formation and Econonmic Developmeat.

{(Cambridge, Mass: MIT Press, 1964); Paul A. Rosenstein-
Rodan. Note on the Theory of 'big push," in Iden ed.
Theodor Morgan. BReading in Economic Development.  (Bel-
mont, Calif.: Wadworth Co., 1963), pp. 143-150; Hans
Singer. "The Concept of Balanced Growth and Economic De-
velopment: Theory and Fact,® University of Texas Confer-
ence on economic development (April 1958), pp. 4-6; Hans
Singer.  International Development:  Growti and Change.

{New York: McGraw-Hill, 1964); Marcus Fleming. "“External

Streeton, "Unbalanced Growth," Oxford Ecopomic Papers.

Vol. 11, (June 1959), pp. 167-191; Pual Streeton, "Unba-
lanced Growth: a Reply,®" O0Oxford Economic Papers. Vol
15, {March 1963), pp. 66-73; Tibor Sitovsky. *"Growth: Ba-
lanced or Uanbalanced," in Idem ed. Moses Abramovitz. Al-
location of Economic Resources. (Stanford: Stanford

University Press, 1059); Albert O. Hirschman. The Stra-

teqy of Economic Development. (New Haven: Yale Universi-
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cle of backwardness in the sense that it requires the mini-
mum amount of resources. This necessiggtes the creation of
certain developmental polés capable of setting up stimuli
and pressure needed for further investment. On the other
hand, the advocates of balanced growth emphasize that the
development projects complement and reinforce each other.
Therefore, their recommendation is iavestment in a wide var-

iety of sectors simultaneously.

S5.1.1 Unbalanced Grouth

The doctrine of unbalanced growth, pased on the concept of
external economies gained popularity after the publication
of an early work of Rosenstein-Rodan, "Industrialization of
Eastern and Southeastern Europe®™ in 1943. He states that the
basic industrial projects are characterized by high indivi-
sibility in investament, low return, and high extrenal econo-
mies. This implies that the individual project is not able
to find sufficient demand and generate enough return; thus,
it becomes too risky, unless there is a guarantee that conm-
plementary investments will take place. According to Kosen-
stein-Roden the big push is the solution to economic devel-
opment problem of LDCs where the growth is not possible
without external economies of infrastructures and strategic

industries. Benjamin Higgins argues that ®gradualism® will

ty Press, 1070); and Ranger Nurkse. ble of Capital
Formation in Underdeveloped QQQ££££§§ and EQLLQEE of
Trade and Deve;gggggg. (New York: Oxtord University

Press, 1970).
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fail in LDCs but there is no evidence to suggest that "big
push" is painful or doomed to failure.®? It takes a big push
to overcome the obstacles and wmove the stagnant economy to-
vard a high level of income and prosperity. Higgins stresses
that "The development econoaists should fight tooth aad nail
any line of argument that might result im ... gradualism as
the basis for development policy."®?s

Hirschamn's answer to the economic development problem
of LDCs is stromngly in favor of the "big push". He is con-
vinced that the market mechanism will not assure economic
growth. The growth should flov from one sector, or sectors
(leading sector, or sectors) to the others {followers). He
refers to the projects with haigh backward and forward link-
age effects as the best candidates for "leading sectors". An
industry with high backward linkage has a large amount of
purchases from the other industries relative to its total
cost of production; high forward linkage means that the sa-
les of an industry to other industries is substantial rela-
tive to its total sales. Tables 3 of Chapter III provided us
vith rankings of the industries in terss of their linkage
effects. Such ranking has also been constructed for the Ira-
nian industries and will be presented im the following chap-

ter. Hirschman points out that the growth need not to be ba-

87 Benjamin Higgins. Economic Development Problems, Princi-
ples, and Policies. Revised edition [New York: . ¥W.
Norton & Company, Inc., 1968), p. 265.

88 Ibid., p. 266.
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lanced froam the beginaning: "The isolated progress in one
area is possible, but only for a limited period; if it is
not to be choked off, it must be followed by progress else-
vhere."®9 Therefore, the important task 1is to identify the
key sectors, the one with maximum linkage effects, and apply

the "big push * to thea.

5-1.2 Balanced Growth
Balanced growth is based on the Nurkse's idea presented in

his major book Problems of Capital Formation in Underdevel-

oped Countries. He believes that the capacity to produce is
limited in LDCs because of the small size of the market and
veak purchasing power which have a strong disincentive ef-
fect on the application of capital to any individual pro-
ject. In this sense, as he points out, the smallness of the
market is the number one obstacle to economic development in
LDCs. The market is small since the low level of production
is not <capable of gemerating sufficient incone. The real
problem is low productivity and the size of the market is
directly related to it. Nurkse's prescription is a general
increase in productivity - »capacity to buy meaas capacity
to produce."99 by applying the capital to a wide variety of

industries. The diversified industries are conplementary ia

most cases in the sense that they provide a market for each

89 Hirschman. op. cit., p. 41.

90 Nurkse. Ope. Cit., p. 11.
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other and thus support theaselves. This is, as he believes,
based on the desire of the consumers to diversify their con-
sumption: "The case for 'balanced growth' rests oan the need
for balanced diet.®9! The proponents of balanced growth sug-
gest a balanced pattern of investment in several industries
simultaneously which increases the general level of income
and deanmand.

The next gquestion is whether the ecomnomic growth should
be left to the private enterprises or be planned by tae go-
vernment. Owing to its subjective nature, this is a aatter
of value judgment, but it is of particular ianterest in this
study. Although there is no precise answer to this guestion,
the following theoretical argument helps us to clarify the
issues.

In the Western ecomomies the rapid ecoamoaic progress
was the result of the initiatives of the private entrepren-
eurs of the Schumpeterian type who play the central role in
industrialization process. This is still true for the ad-
vanced countries where usiag Nurkse's words:

there has been a tendency to take economic develp-

ment for granted, as something like a matural pro-

cess that takes care of itself and to coaceantrate

on the short-rum osciliations of the econony.9%?2
But what about the LDCs where the market coanditions discour-
age the application of capital by private entrepreneurs and

make the success of individual projects impracticable?

9t Nurkse, op cit., p. 11,

92 Ibid., p. 12
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Although the choice betveen public or private enter-
prises, as Higgins expresses, 1is a matter of administrative
expediency,®3 there is good ground to argue that those who
favor the "big push" strategy leave the task to the govera-
ment, because it has the capability of providing the re-
quired resources and leadership. Once the government invests
in the leading sector, or sectors, there will be a traasais-
sion of pecuniary and technological extermalities into other
sectors. Higgins argues that:
The basic reason for the government action to pro-
mote developnent is that each of a set of imndivi-
dual private ianvestment decisions may seem unat-
tractive in itself, vhereas a large-scale

investment program undertaken as a unit may yield
a substantial increase in national imcome."94

The government may support the private eaterprise to provide
the bulk of investment needed, or provide it directly
through public enterprises. This is a matter of political
choice but is unlikely to take place without government in-
volvement in decision process.

The preceding survey describes the alternative strate-
gies available to the government for planning ecoanomic de-
velopment. There exists so many issues about the governmeat
intervention, many of whbich ;re still hotly debated. For ex-
ample, should the investaent ia social overhead and heavy
industries take place prior to direct productive investaent,

or follow it? 1In other words, should the goverameat build

93 Higgins. Oop. cit., p. 332.

94 Ibid., p. 329.
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the productive capacity ahead of time, or wait for the bott-
lenecks to emerge? Alternatively, should the jovernment
coordinate widespread investment over several related areas?
These and similar questions are difficult to deal with. As a
matter of fact, each development strategy aanswers then
differently with its own advantages and shortcomings. Their
comprehensive examination is out of the scope of the preseat
study and may not yield conclusive results.®3 Neverthless
this brief review assists us in amalyzing nwnore efectively
the role and contribution of the public enterprise sector in
Iran, and in evaluating better the outcome of a particular
policy adbpted in the process of this country's industriali-

zatione

5.2  STATISTICAL DINMENSION QF IRANIAN PUBLIC ENTERPRISES

Although there is no comprehensive survey on the differeant
aspects of large public enterprises in Iran, from the list
whch appears in Appendix A, their number can be estimated as
742 units in both finaancial aand nonfinancial sectors. The
sectoral distribution of moafimnancial Iramian public corpo-
rations is given in Table 11 which indicates that they are
mainly concentrated in manufacturiag, public wutilities,
agriculture, and services sector. A closer examination of

their sectoral distribution shows that they are mostly en-

gaged in the areas where a great deal of capital iavestment

95 The interested readers are referred to Hirschaan, op cit.
Chapter 5.
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is required, amnd the technology is of prime importance to
their successful operation. In other words, they have to

keep up with rapidly progressing technologye

TABLE 11

SECTORAL DISTRIBUTION OF PUBLIC ENTERPRISES IN IRAN

Sector Number
Mining 3
Manurfacturing 39
Transportation & Commuanication 4
Construction 7
0il & Gas 2
Services 12
Coznerce 2
Agriculture 18
Chemical & Petrochemical 5
Public Utilities 24
Others 14

e D W D P D D D - D D W D D G P - - - - — — - - -

Source: From the list in Appendix A.

This author was not able to find information on other
aspects of these enterprises - such as aumber of esaployees,
value of their assets, labor compensation - which are good
indicators of size. The growth of the public enterprise sec-
tor in Iran has followed the same pattern as in other devel-
oping countries. They grevw under similar political and his-
torical circuastances. For example, when it comes to direct
public ovnership, they are conceatrated in pubic utilities,
transportation, basic industries, etc., with the objective

of helping the private sector.
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The composition of government investaent in public
enterprises has changed significantly since the 1950s. Typ-
ically the governmeat firms have wmonopoly pover in many ar-
eas such as public utilities, comnmunication, tobacco, etc.,
but this is not the only pattern of control and ovanership.
Two other patteras can be recognized. First, during the last
decade the government formed several joint-ventures with
multinational coapanies in the petrochemical,?®s steel, aad
automobile industries hoping to obtain foreign investmeat
and technology that otherwise aight be impossible to ex-
tract. Second, the newly formed government enterprises in
the capital iantensive areas such as nuclear eaergy, air-
craft, and basic metals was a direct response to the insuf-
ficiency of aggregate supply and the government commitaent
to minimize the dependency on foreign products via an import
substitution policy. Overall, the story of public enterprise
in Iran in recent years is one of rapid expaqsion, reorgani-
zation and entry of government into the nev fields with the

primary goal of supporting the industrialization.

96 Por example, The National Petrochemical Coapany (NPC),
which was established in 1963, holds three major compa-
nies with partnerships of foreigm corporatioas. They are:
Shahpour Chemical Co. Ltd. with 50-50% ownership with Al~-
lied Chemical Co. Abadan Petrochemical Co. Ltd. with 74%
of the share belonging to NPC amd 26% to B. F. Goodrich.
Karg Chemical Co. vitn 50% of ownership belongs to NPC
and the other half to Amoco. For further informatiom see
"3rd Plan", p. 56, and J. Anuzegar. op. cit., Chapter
vI.
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The contribution of public enterprises to governaent
revenue may also be an indicator of size. Table 12 shows
the composition of government reveaue including the share of
commercial public enterprises which is insignificant coa-
pared to oil and tax revenue. The only objection to these
figures is that the commercial public enterprises are sub-
ject to price control aad there is a large chance that these
data underestimate the true size of tuhe public entrprise

sector.

TABLE 12

THE COMPOSITION OF GOVERNMENT REVENUE (as % of total)

- D D = - D - - - . DD W D W DD T WD R D D - D D D P D - - - - - - .

0il & Taxes Comm. Pub Other Total

Year Gas Enterprises

1959 47.9 40.3 9.0 2.8 100
1966 50.6 37.0 7.0 4.5 100
1068 48.6 40.0 7.2 7.2 100
1071 48.4 25.2 3.5 23.0 100
1072 42.6 23.8 2.6 31.0 100
1973 54.0 22.8 1.9 21.3 100
1974 79. 4 104 1.0 9.2 100
1975 78.8 17.1 2.0 2.1 100
1976 76.2 19.2 1.3 2.9 100
1977 73.6 21.8 1.7 2.9 100
1978 63.4 29.0 3.3 4.3 100
Average 60.4 261 3.7 10.0

- - - - = - - - - - D > S D D - - D G W W - - — — - - -

Source: Computed from "Bank Markazi%, Various years.

How large is the the Iranian public entrprise sector ia
absolute terms? There is perhaps no definite answver to this

guestion. International comparison enables us to observe the
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relative size, but even that leads to vague results because
of the varitey of indicators being used which are hardly
comparable, or the lack of a unique method for sectoral
identification. The information in Table 13 describes sev-

eral indicators of size which are used by Williaam Shepherd.

TABLE 13

INDICATORS OF THE SIZE OF PUBLIC ENTERPRISE

IN SELECTED COUNTRIES

Algeria 15%0f employment in industry, construction aad
trade in 1965, 51% of such employment in
1972.

Bangladesh 85% of the assets of ®modecn industrial enter-
prises ian 1972.

Brazil 44% of total new investment by enterprise ia
1969.

India 13% of total employment in the factories, 23% of
reproducible capital in 1958.

Korea 4% of GDP from nonagricultural activities in
1972.

Malaysia 1% of nonagricultural corporate equity in 1972.

Mexico 15% of gross investment in 1952, 22% of gross

investaent in 1962

Tanzania 5% of GDP in the monetary sector of the economy
in 1966, 11% of such product in 1970.

Turkey 4% of value added in industry in 1964.

Source: W. G- Shepherd, "Public Enterprise in Developing
Countries,” in Idem Ed. Shepherd, op cit., p. 24

Jones presented the data to compare the value added of
the public enterprise sector for various countries of di-

verse political philosophy. In very rare cases their share
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exceeds 15% of nonagricultural GDP.9?7 On the basis of this
observation he described the role of the public euterprises
in the mixed economies in the following passage:

There is little or no correlation between the rhe-
toric of socialism and 1its practice as manifested
in public ownership and coatrol of the means of
production. Korea which approximates zero oa the
rhetoric scale, has a public eaterprise sector
which {on the basis of value added outside agri-
culture, forestry, and fishing) 1is guite similar
to India®s, and probably larger tham that of Italy

and the United Kingdom, despite substantial social
advocacy in all three countries.o®

5.3 POBLIC ENTERPRIS

AND CAPITAL FORBATION

As it was mentioned earlier, development economists suggest
that the ratio of capital formation to mational income of at
least 10% is the essential precondition for the take-off
stage. For the Iranian economy, this ratio has been consis-
tently over 15% (see Table 15-5), despite the fact that the
econonmy is still at the primitive stages of economic devel-
opment. It was unusually high after 1974 when the abrupt ac-
celeration of o0il revenue led to a tremendous increase in
both private and public investaent. Data in Table 14 coa-
pare the average share of gross fixed capital formatioa
(GFCF) in GNP of Iran with some other developing couatries
who have accomplished a similar growth rate during the saae
period. With the exceptiom of Saudi Arabia, this ratio is

well above 20% for all of these countries. According to

97 Jones. Op. Cit., p. 70, and Table 5-5, p. 71.

°8 Ibid. '} p- 73-
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comparable observations, Chenery and Syrguin fouand an in-
vestment/GDP ratio of 10.3% to 23.1% for a selected group of
industrial countries.®® It is clear from such evidence that
no matter what stage of economic development the country is
at, an investment/GDP ratio of larger thaaa 10X is needed to

sustain its growth rate.

TABLE 14

INVESTMENT SHARE OF GDP FOR SELECTED COUNTRIES

Country {GFCF/GDP)100
Iran 21.7
Saudi Arabia 16.9
Hoag Kong 22.9
South Korea 21.7
Greece 23.3
Libya 24.5
Singapore 30.2
Spain 20.9
Brazil 24.8

- - D P S - - — D W T . W - - - - - - - - - -

Source: United Natxons.

e - e > e . T e e o e S S TS P G . e W S e i W " o

{New York: United Nations Publicatioms, 1980), Vol. 1,
Individual Country Data.

The capital output ratio along with some other related

measures are computed for the Iranian economy and are shown
in Table 15. The ratio of GFCF to change in GDP {coluzmn 2)

is a measure which shows how much capital expenditure is

99 Hollis Chenery, and Moises Syrguin. Pattern of Develop-

ment, 31950-1370. {London: Oxford UnlvetSLty Press,
1975) , p. 20.
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needed to produce one unit worth of output. This ratio came
out to be 2.00, on the average, which implies that on the
average 2.00 Rials worth of ianvestment was reguired to pro-
duce one Rial worth of additional output. This is not, of
course, an accurate nmeasure of capital efficiency for the
Iranian economy. The value of this ratio is likely to be un-
derestimated because the countribution of the oil sector to
GNP was substantial for ali of these years but its share ia
capital formation is insignificant. Consequently, the ratio
of GFCF to non-oil GDP is a better approximation. Column {3)
shows this ratio with the average value of 2.95, which is
significantly larger than the mean value of the previous ra-
tio in the second coluan. The value of this ratio deviates
widely around its mean which must be due to the large fluc-
tuations in the value of output of the oil sector.

Since most of the public investment has been in indus-
tries and services, especially im later years, the ratio of
fixed capital formation to aon-oil non-agricultural GDP has
also been computed in column (4). The mean value of this ra-
tio is 3.3 with low deviations from the average. Its value
is larger than the conventional capital output ratio of 3%
due to the lack of complememtary facilities, particularly
skilled labor, and the inability to utilize the industriai
plants to their potential capacity. The last column of this
table gives us the ratio of net domestic investment to

change in working population. The net investment was used
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TABLE 15

FIXED CAPITAL FORMATION, GDP, AND EMPLOYMENT

- D T - - D D Y - D D A D D - D W - - A D D D — - W A S D G D - —— ——

Year (R )] (2) (3) (4) 5)

1960 18.3 1.8 3.4 3.9 na

1961 16.0 4.6 6.8 61 na

1962 4.4 2.7 3.9 4.6 na

1963 144 3.5 5.2 5.8 na

1964 16.7 2.0 2.6 3.0 91.0
1965 19.8 1.6 2.2 2.5 209.7
1966 18.4 2.0 3.0 3.8 299.0
1967 21.8 2.2 3.0 3.5 174.0
1968 21.8 2.0 2.8 3.3 348.0
1969 23.3 2.3 3.6 4.7 372.5
1970 24.0 2.4 3.7 3.6 357.0
1971 22.7 1.1 1.9 2.5 334.0
1972 32.5 1.2 1.6 1.9 823.0
1973 21,4 0.7 1.7 2.0 1935.0
1974 17.1 0.4 1.1 1.2 2003.8
1975 28.0 2.4 2.1 2.2 3034.4
1976 33.8 1.3 2.0 2.1 5044.4
1977 32.0 2.0 2.4 2.7 8836.6
Hean 21.7 2.0 3.0 3.4 1711.0

(1) =(GFCF/GDP) 100

{2) ={GFCF/change in GDP) 100

(3) =(GFCP/non-0il GDP) 100

{4) ={GFCF/non-0il non-agriculture 3DP) 100

{5)=net domestic investment/total working population {met
domestic investment was used because only this portion
of totsl investment contributes to natioaal employmeant)

Source: "Bank Markazi", various yearsS.

because this portion of total investzent contributes to
domestic employaent. The average value of this figure is
1,711,000 Rials, which simply indicates that duringy the en-
tire period a relatively large amount of money vas spent to
create one additional job. For the later years, this figure

is even much larger. Such a low rate of labor absorption is
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an indication of capital iatensiveness of large goverament
projects, the main absorbers of the conomy's resources, aad
underutilization of capacity which is still an unresolved
problea.

In the preceeding chapters we analyzed the direct role
of governmeat ian the process of capital formation by invest-
ing in public enterprises and its indirect role by facili-
tating private ianvestment. To investigate the direct role of
government in capital accumulation, we can observe the be
havior of private investment in response to public iavest-
ment. A comparison is made in Table 16 which gives us the
breakdown of public versus private investment. The share of
the private sector has been about 48% of total, and the re-
maining 52% has been supplied by the public sector. In gen-
eral, one can say duriang this period a nearly balaanced con-
tribution of both sectors occured. The absolute amount of
investment weat up remarkably after 1974 for both sectors
although there has not been a major change in their relative
shares. This indicates that the government used the oil re-
venue not only to increase its own capital speading, but
also to pass on a comsiderable portion of it to the private
sector in the form of financial assistance or industrial
credits.

At the earlier stages of development, where most of the
industries were operating in consumer goods or construction

activities, the private sector was the major source of
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IABLE 16

PUBLIC AND PRIVATE INVESTMENT IN IRAN

{(billion Rials, current price)

Private Public
Investnent Investuent BRatio of Ratio of Ratio of
- --== Public to Private Public

Year A 4 A % Private to GDP to GbP
1959 30.9 59.8 20.8 42.2 0.67 10.3 6.9
1060 39.5 66.9 15.0 33.1 0. 48 12.3 5.8
1961 33.4 64.0 20.0 36.0 0.56 10.6 6.0
1962 34.1 66.U 17.2 33.6 0.50 9.7 4.9
1963 32.5 54.2 20.4 45.8 0.63 8.8 5.5
1964 44.2 66.2 26.2 33.8 0. 50 1.0 Se.b6
1965 47.1 53.8 40.4 40.2 0.86 10.3 8.9
1966 53.2 56.5 39.5 43.5 0.76 10. 4 7.9
1967 63.3 52.3 57.6 47.7 0.90 11.4 10. 4
1968 60.2 44.0 76.1 56.0 1. 30 9. 4 12.2
1069 67.7 431.7 94,8 58.3 1. 40 9.7 13.6
1970 B4.2 45.7 100.6 5S4.3 1. 20 10.9 13.0
1971 98.3 43.7 125.5 53.3 1. 30 10. 1 12.9
1972 150.1 514 142.2 48.6 0.95 12. 4 11.8
1973 181.0 46.7 206.5 53.3 1« 14 10.3 11.7
1974 206.5 39.0 323.0 ©61.0 1. 56 6.7 104
1975 5113.6 51.5 485.3 48.5 0.94 14.6 13.8
1976 702.3 44.2 B886.5 55.8 1. 26 14.9 18.9
1977 777.3 43.6 1007.3 56.4 1.30 13.9 18.0
Mean 51.7 48.3 10.9 10.4
SD 1.9 )
A=amount

Source: "“Bank MarkaziY, various years.

domestic investment. However, toward the later stages of
economic development, the government decided to establish
heavy industries which rejuired immense capital outlay and
highly advanced techniques that had to be imported. Tae pri-
vate sector was not capable of securing the required funds

or the techmique. Conseguently, the large scale industries
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vere emphasized by the government; the small scale indus-
tries were left to the private sector. The government proa-
ised to assist this sector by expanding the opportunities
for profitable activities through its promotional policies.

The data in Table 17 show the amount of public and pri-
vate investment in the key sectors of the Iranian economy. A
close inspection of this table reveals some iateresting
facts. First, most of these sectors are doaminated by the go-
vernaeat, especially oil and gas, water and pover, traaspor-
tation and communication, and petrochemicals in which the
share of the private sector in total investment is zero or
negligible. Second, the share of the public sector in capi-
tal formation has decreased from 76.43% during the Fourth
Plan to 62X during the Fifth Plan. Third, a subset of large
industrial enterprises which are totally state-owned ac-
counted for 68% of total government investment in the Fourth
Plan which declined to 53% for the next Plan. This reflects
the fact that most of these industrial projects - basic ae-
tals, oil exploration, petrochemicals - which were laid out
at the beginning of the Fourth Plan were near completion
during the Fifth Plan. Finally, the overall rate of growth
of investment in the manufacturing sector was much lower
than that of the other sectors, i.e., infrastructure activi-
ties during the Fifth Plan. This was an indication of the
governikent?s shift of attention from basic industries in the

Fourth Plam to social overaead in the Fifth Plan.
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TABLE 17

PUBLIC AND PRIVATE INVESTMENT IN SELECTED SECTORS

{1968 - 1977, billion Rials)

- - D D G P - T D D D D - — D D - D =D D . - - - - - -

Fourth Plan Fifth Plan Growth rate
Sector Pub. Pri. Pub. Pri. Pub. Pri.

Manufacturing & mining:

Food Proces. & Tobacco 7.7 8.0 15.3 35.3 9.7 34.0
Metal & Metal smelting 40.1 5.0 57.0 55.5 4.2 100c
Electrical & Vebkicles 12.1 50.0 37.9 41.5 21.7 -1.7
Chea. & Petrochea. 25.3 32.2 45.5 68.2 8.0 11.3
Nonmetal minerals 0a4 3.5 16.5 5.9
Other Industries 1.3 11.9 18.8 58.5 142 39.2
Tech. assistance 2.6 4.0 S.4 39.2
Exploration of Mines 3.2 1.4
Assist. to Pri. Sector 8.3 a 20.0 14,1 a
0il and Gas 42.3 52.3 275 187 55.0 22.3
Water 52.0 1.2 109 4.0 11.0 23.3
Pover 46.4 119 15. 8
Transe. & Communication 78.0 184 4.0 3.6
Telecomaunication 19.1 57.0 20.0
Total 339 166 959 505
As % of total b 76. 4 45.2 62.0 55.3 -1.4 1.0

- - - S, = D A U T S D A e S > . D S A D D W D W P S -

Source: "“4th Plan", p. 129, and *5th Plan®, p. 53.

a= Pixed investment by oil consertium and other foreign
companies.

b= As percentage of total public or private fired investment
in the Fourth or Fifth Plaa.

c= The unusually high growth rate in this sector is due to
the low starting base value.

On the contrary, the same figure for the private sevtor
shows a considerable increase froa 45.2 % in the Fourth Plan
to 55.4% in the Pifth Plan. This is in fact due to the go-
vernment effort to emncourage private investment by various

means including: {a) huge outlays in heavy industries; [b)
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tranference of some public enterprises to the private sec-
tor; {c) the policy of easy credits which facilitated the
private access to public funds through specialized bauks;
and (d) support and encouragemeat of foreign investment
through the Center for Attracting and Protecting Foreiga In-
vestment of Iranm. In spite of the government's effort, the
foreign investors did not show nﬁch interest in the basic
industries. For example, im 1968, they were mostly emgaged
in tires, pharmaceuticals, electrical machinery, motor oil,
transportation equipment, coastruction, and food processing
industries in the order of preference. As the last columa of
Table 17 shows, the sectoral share of the private investment
grev at a considerable rate duriag the entire period. This
may raise the speculation that the government policy of en-
couraging private investmeat was, in fact, wvorkirg.

The effect of government investaent on private invest-
ment can be measured by analysing the ratio of public to
private investment as appeared in Table 16 This ratio weat
up from 0.67 in 1967 to 1.3 in 1977 almost a twofold in-
crease. The important point is to find out whether such an
increase has inhibited the growth of private investment.' A
sinple way to observe this is to calculate the simple coef-
ficient correlation between the public investment to GDP and
private investment to GDP ratios. The data ia Table 18 pre-
sent the results of such computation. The coefficient coore-

lation for the entire period came out 0.55, which implies a
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veak but positive relationship. Accordingly, it can be stat-
ed that the overall growth of public investment did not af-
fect the private investment adversly over the period of coa-
cerne. fhen the coefficient coorelation vas computed for
different Plan periods, there was no change in the sigm, but
each individual coefficient came out much larger than the
overall coefficient. This suggests that the goverament in-
vestnent in each development plan has stimulated the private
investment stroangly for the same plan period. This is true
because the government policy for each developament plan also
contains guidelines which the private sector is expected to
follow. The government played the role of leading sector to
some extend in the sense of channelling private resources
into desired goals. The ratio of private investment to GDP
averages about 11% with the standard deviation of 1.9; the
sase figures for public investment are 10.4 and 4.3 respec-
tively. The lowver value of standard deviation for the pri-
vate sector signifies that this sector has followed a more
stable patterm in its investment trend in relation with GDP.
This is, in fact, true because private investment is coasid-
ered as indogeneous and highly semsitive to GDP fluctuatioans
and economic conditions. The goverament investment ¢ OD the
other hand, is automonous and is mostly determined by the
external factors amost importantly oil revenue. It should be
regarded as a determinant of GDP while the private invest-

ment lags behind pational output.
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TABLE 18

THE CORBELATION BETWEEN PUBLIC AND PRIVATE INVESTMENT

T L D D - — - D S - Y P W D - D - WS D D P - > - T - - - = - —— ———— - -

Variable Time Coefficient
Private investament/GDP 1959-77 0.55
Private investment/GDP 1959-67 0.9%
Private investaent/GDP 1968-73 0.96
Private investment/GDP 1974-77 0.90

- D e S D D Py W Y - W D D e W W A D D A D D - —-——— —— —— -

Source: Computed froam the data presented in Table.

The sectoral distribution of government investsent is
presented in Table 19, wvhich shows a changing pattern of go-
vernmaent investmeat froa the Fourth to the‘Pifth Plaan. In
the earlier years the manufacturing sector claimed the major
part of goveranment investmeat, about 30%, which was then de-
creased to 22.4%. The main reason for this decrease was the
government’s intensive effort to promote basic industries
during the Fourth Plan in order to increase the productive
capacity of tne economy by providing sufficient inputs for
manufacturing industries. In the Fifth Plan a lower priority
was given to the infrastructure sector because its share de-
clined noticably during this plan period. It seems that the
policy makers did not realize of building ahead of demand to
remove the threat of bottlenecks. The grave coaseguence of
this wvas the occursece of general shortages in the late
1970's when the inadequacy of electricity, water, and commu-

nication services was evident everywvhere im the country and
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forced the government to ration most of the commodities. The
manufacturers and businessmen were damaged the most because
they had to operate only during certain bours. The rate of
capacity ntilization drastically declined causing a widesp-

read shortage of coansumer goods.

TABLE 19

SECTORAL ALLOCATION OF GOVEBNMENT INVESTMENT

- D - D D - D > D - - D D To Sy D D WD - = - . - - -

Sector 1962-72 1973-77
Manufacturing and Mining 29.8 22.4
01l ang Gas 12.5 28.7
Water 15. 4 1.4
Pover 137 12.3
Transportation and Communication 23.0 19.2
Telecarnunication 5.6 5.9
Total 100 100

Source: As in Table 5-17.

The sharpest increase in the sectoral share of invest-
ment took place in the oil and gas sector, froa 12.5% in the
Fourth Plam to 28.7% in the Fifth Plan. This was the direct
result of the government's heavy imvestment in oilactivities
outside the country in an attempt to produce and export na-
tural gas during 1973-77 period.

Further ingquiry into the financial matters of the publ-
ic enterprises shows that the large commercial ones were the
big demanders of public funds. Only a tiny portion of their

invested funds were provided by iaternal sources. For exam-
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ple, of 92,700 million BRials total government investment in
these enterprises duriag the Fourth Plan, only 2,000 million
Rials, about 2%, were contributed by their suzrplus funds and
the remainder came from the credits of the Plan Organiza-
tion. 199 This contribution was raised to 20% during the
Fifth Plan owing to the fact that the industrial public en~
terprises were at the primary stage of operation during the
Fourth Plan, but they were closer to completion aad expan-

sion of their productive capacity during the Fifth Plan.

5.4  QUTPUT PERFORMANCE

Since most of the Iranian public enterprises are eangaged in
the areas exhibiting high extermal econosmies aand linkage ef-
fects, it is plausible to assume a priori that their contri-
bution to national output is outstanding. Table 20 presents
the average annual growth rate of GDP for Iram in comparison
¥ith some other countries for aore thanm one and a half de-
cades. All of these countries have a population larger than
one million, and diverse political systems. 0f the 119 coun-
tries wvhich have achieved a growth rate of more than 5% dur-
ing 1960-76 period listed by the World Baak, Iran with a
growth rate of 8.2% is in third place after Libya and Roma-
nia. A closer consideration of this table provide us with
some interestiny facts. Pirstly, in those countries which

are relatively poor in terms of natural resources, such as

100 wyth Plan", pp. 128-29.
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South Korea and the Republic of China, the high growth rate
is most likely attributable to the discretionary policy of
using public enterprises. Secoandly, the political institu-
tion has little effect on economic performance as far as the
government adopts an appropriate development strategy. Des-
pite the major political differences among these couatries,
they all have an exteansive public enterprise sector wvhich,
in most cases, has been used successfully to promote econom-
ic development. &ind finally, it is not really clear whether
the high growth rate in the oil-rich countries during this
period was due to the oil and other natural resources, to
the government efforts, or to a combimation of both. Howev-
er, since the majority of such countries have enjoyed the
higher growth rate relative to other couantries, it may by
concluded that the oil has contributed the main part of the
growth. Therefore, even if the goverament could mot do it,
oil cculd.

The contribution of public enterprises to econoaic
growth may also be evaluated by using some measures such as
their value added and other financial aspects. Unfortunately
the related information is scarce, incomplete, or anaccessa-
ble. The figures of Table 21 show the sectoral size of the
sectors dominated by the government. Because the complete
separation of output for public and private enterprises was
not possible in manufacturing and mining sectors, there was

no accurate way to detect the effects of the output of publ-
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TABLE 20

RATE OF GROWTH OF GDP FOR SELECTED COUNTRIES

(1960-1976)

- = P AP W R D P D D W D D D D - —— - O D D - - - - — - -

Country Per Capita GNP {$) Average Growth Rate (&%)
Libya 6310 10.2
Japan 4010 7.9
Saundi Arabia 4480 7.0
Spain 2920 . 5.1
Singapore 2700 7.5
Greece : 2590 6.1
Hong Kong 2110 6.5
Iran 1930 . 8.2
Portugal 1690 6.5
Yugoslavia 1880 5. 6
Romania 1450 8.4
Rep. of China 1070 6.3
S. Korea 670 7.3
People's BRep. of China 410 5.2

- — - . - - AR P D D D D D W D S D P AP S D D D - D - - WD D —— — - - -

Source: Kold Bank,

{Washington D. Ca.: World Bank, 1978), p. 6-7.

Note: The growth rate of the market economies is based on the
estimate of GDP at comstant prices and its components.
For the centrally planned economies, it is based on the
systea of Material Product Balances (MPS). Net material
product in this system is comparable to GDP, by kind of
economic activities in the System of National Accounts
{SNA) . See, United Nations.
Yearbook of National Accounts Statistics,
Yol. V¥, Part 2, Individual Country Data, (New York:
United Nations tions, 1982), p. Xixe

ic enterprises on the rest of the econoay. However, some in-
ferences on their role can be nmade using the information
provided by this and subseguent table.

It can be claimed that the public sector accounted for

an average of 58% of national output over the period of



SHARE IN GDP OF THE SELECTED SECTORS

TABLE 21
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Year (M {2)
1959 1.7 0.6
1963 4.3 0.5
1967 16.7 0.9
1970 19.8 1.0
1971 23.5 0.8
1972 23.3 0.9
1973 35.0 0.8
1974 47.4 0.6
1975 40.0 0.9
1976 37.0 1.2
1977 32.0 1.4
Mean 27.4 0.8

1.2 1.8 5.0

0.0 1.5 S.4
7.4 1.0 ho
8.1 1.1 5.3
7.7 1.0 6.0
9.2 1.3 7.5

3.3
“.1

(%)

1)) (8)
8.1 37.4
8.6 42.2
10.8  48.6
12.6  56.2
12.0 57.6
0.8 57.0
7.7  64.5
8.3  73.9
8.5 69.6
9.2  66.4
9.3 64l
9.6 58.5

Source: "“Bank Markazi", various yearse.

{1) 0il
(2) Manufacturi

ng

{3) Electricity, Gas, and Hater
(4) Transportation and Comaunication

{S) Financial services

(b) State servi
{7) Total
(8) Annual aver

1959-77, with the major part,

ces

age

27.4% contributed by the oil.

Excluding the value added of the "state services" and finan-

cial sector,

this average declines

to U46.5 %

which shous

that portion of GDP produced by the imdustrial public firms.

Yet, subtracting the value added of oil,

down to 19% which may be

this figure boils

the best approximation of the size

of the industrial public enterprises in Iran. All the output

of the public enterprise sector

the exception

of electricity and

water which

is provided natiomally wita

are produced
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regionally or locally. In terms of relative size, the oil
sector accounts for U47% of the total value adied in of the
public sector, with the state services and manufacturing 16%
each, transportation and comaunication 13%, and the remain-
ing 8% being the share of the other sectors.

As the data in Table 22 show, the overall growth rate
of output ia the public enterprise sector is substantial; it
increased from 37.4% of GDP im 1959 to more than 64X in
1977, 6.6% annual increase. As can be seen in this table,
all the sectors doainated by the government have enjoyed a
higher than usual growth rate especially after 1973 and the
boor in o0il revenue.

The highest overall growth rate belongs to the finan-
cial sector, reflecting the fact that the major portion of
0il revenue was used for speculation or real estate activi-
ties, especially after the historical escalation in the oil
price of 1973 when the growth rate of this sector was about
34%. The mining sector bhas the largest growth rate during
the Fifth Plan partly because of the government huge outlay
in oil exploration, and maianly because of explosion in pri-
vate construction and quarcying activities. Transportation
and communication have the lowest growth rate particularly
during the earlier years of 1959-67, which caused in severe
bottlenecks and congestion problem at later years when the
governnent had to pay more attention to this sector. Ove-

rall, the growth rate of the public eaterprise sector is
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TABLE 22

GROWTH RATE OF VALUE ADDED IN SELECTED SECTJRS

{1959-77, curreat prices)

- - . - - D L — - - - - . G D Dy > e D D D D G D > U P D wv R -

Sector ¥959-67 1968-72 1973-77 Average
0il 9.3 19. 4 22.0 17.2
Mining 9.6 12.2 34.2 19.0
Manufacturing 10.0 13.3 18.2 14.2
Electricity, Gas, Water 18.3 4.8 16.3 17.3
Trans. & Communication 2.1 14. 4 25.5 4.1
Financial Services 10.0 15.0 33.8 21.3
State Services 10.6 10.6 27.0 16.7
GNP 6.6 13.7 23.0 14.3

Source: Computed from "Bank Markazi", various issues.
Note: The growth rate is computed using the followiang formula:
log Vt1 - VtO
B= ~--ecccccccca- 100 in which
tl - t0
R=growth rate

vt0=value added at initial year
Vti=value added ar final year

larger than that of GNP implying that the lower growth rate
of GNP must be dune to the sluggishness of other sectors
namely agriculture, commerce, and private services.

To examine the behavior of prices in the public enter-
prise sector, the rate of growth of its real value added was
calculated and presented in Table 23, Compariang this table
with the preceding one some interesting observations can be
made. First, the real rate of growth for iafrastructure ac-
tivities is larger tham its nominal value for the 1959-72
period. This may be interpreted as a sign of umderpricing

the services of the public enterprises because it is cont-
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rolled directly by the governament. 1In other words, the pri-
mary purpose of these enterprises is to provide essential
services at low cost. Their financial performance is of sec-
ondary importamce since they depend on governmeat subsidy
either totally (educatiomn, health), or partially (electrici-
ty, transportation). Second, for the period of 1973-77, the
real growth rate of all sectors 1is significantly smaller
than the monetary grovwth rate and is even negative for the
0il sector. It is difficult to interpret such a result be-
cause the hyper-inflatiomn during this period and the inaccu-
racy of official price indicators =makes the comparison bet-

ween real and nominal growth rates meaningless.
TABLE 23
THE GROWTH BATE OF REAL VALUE ADDED

{1959-1977, constant price)

Sector 1959-67 1968-72 1973-77 Aveage
0il 9.7 11.0 -1.0 6.7
Miaing 11.6 10. 2 13.9 1.9
ManufaCturing 9.8 10.9 10.7 10.5
Electricity, Gas, Water 21.6 15.2 13.5 16.8
Trans.& Conn. S. 4 15.5 17.8 12.8
Financial services 100 16.6 27.5 16.0
State services 14.0 11.0 15.8 13.6
GNP 6.5 1.1 10.0 9.2

Source: As in previous table.
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5.5 QUTPUT INTERDERENDENCE
The following discussion is designed to examine inter-indus-
try relationships by wutilizing the input-output table of
iran. An attempt will be made to estimate the productive
linkages of the public enterprise sector by decomposing thais
table and ideatifying some measure of forward and backward
linkages. The extent to which the Iranian public enterprises
generate linkage effects, in the Hirschmanian sense, depeads
on their relation with other industries. Such relationship
was taken as the basis for measuring tae liankage effects.
The sales of industry X to others relative to the value of
its total output?91 is considered as the forward linkajes of
industry X; the total purchase of industry X from other in-
dustries relative to its total factor cost is regarded as
the backward linkages of industry X102 Then, the areas of

high linkages are indentified, by inter-industry comparisoa

101 This ratio may be a considerable uanderestimation of
linkage effects for the sector with high export because
it fails to distinguish the domestic from external ef-
fects. Accordingly, for the sectors with high exports,
such as crude petroleum, and gas production the total
value of output was adjusted to eiiminate the problen.

102 Computing linkage effects in this manner poses a problen
of double counting. The sales of industry X to industry
Y is considered as X's forward linkages and Y's backward
linkages. But, only one of these twe is effective and
should be counted. In other words, if we assume that in-
dustry X causes Y to expand, it is equally true that y
causes x to grow. For example the Iraaian communication
sector has a high forward 1liankage, but this does not
mean that it caused the users industries to expand. On
the contrary, the causality may be from the other direc-
tion. The growth of this sector may be seen as the re-
sult of increasing demands of users industries aud de-
velopment of bottlenecks.
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of this ratio, as the caandidate for playing the =zole of
leading sector.

The linkage effects for the Iranian industries are sun-
marized by Table 24 under four categories. Except for a few
cases, the majority of Iranian public enterprises fall in
the second category with high forward and low backward link-
ages.

The location of each sector in forward linkage-backward
linkage space is shown by Government enterprises ia basic
industries have forward linkages similar to those of the ian-
frastructure sector, but much higher backward linkages. How-
ever, *his is not a good representation of their performance
for the entire period of our study because this table was
constructed for the year of 11574 when the skyrocketing of
the price of oil caused an overestimation of the reai value
of output of the o0il and other sectors. Figure 2. The publ-
ic enterprises in oil, gas, and mining bave forward linkages
similar to those of the agricultural sector but slightly
different backward linkages.

The private industrial firms exhibit lower backward aad
forward linkages relative to all the other sectors. This
might be due to the fact that these enterprises usually
produce consumer goods which do not have high linkage ef-
fects. The construction activities have high backward liak-
ages with very low forward linkages. There is no unusual

pattern of linkages for different sectors except the finan-
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TABLE 24

FORWARD AND BACKWARD LINKAGES FOR IBANIAN INDUSIRIES

Industry FL {a) BL {b)
High Porward, High Backward Lickages:
Iron and Steel 99.0 72.0
Cheaicals 61.5 70.5
Non-metalic Manufactured Products 95.7 55.3
Nonferrous Metals 71.8 71.0
Leather and Products 85.3 75.8
Textile 72.8 71.0
Livestocks 90.0 50.0
Water 64.3 50.0
High Porward, Low Fackward Limkages:
Crude Petroleum and Gas Production 99.0 1.3
Grain 99.0 28.0
Other Mining 96. 4 9.6
Financial Services 78.2 64.2
Coal and Products 76.3 30.0
Wood Products 77.4 39.0
Rubber Products 70.0 30.0
Communication 71.2 15.2
Industrial Crops 67.0 24.0
Coal Mining 66.0 31.6
Electricity 57.0 16.0
Hunting, Pishing, Forestry 52.0 4.3
Metal Ore Mining 51.0 21.0
Low Porward, High Backward limkages:
0il Refinering 37.0 58.0
Petrocheaicals 25.2 66.0
Paper and Products 27.0 76.4
Transport Equipment 22.0 64.5
Food Manufacturing 6.3 50.0
Private Construction 6.4 52.0
Public Construction 0.0 59.0
Transportation 36.0 53.0
Machinery 13.0 56.1
Low Forward, Low Backward Linkages:
Other Agricultural Activities 0 31.0 23.0
Tobacco 12.3 18.0

a={Sales of the industry to other imndustries/total value of
output) 100

b=(Purchase from other industries/total cost of production) 100

Source: Computed from the input-output model of Iran published
by the Statistical Center of Iram, Department of Financial and
Statistics and National Accounts, in cooperation with Yekonm
Consultants, 1979.
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Pigure 2: AGGREGATE LINKAGES FO& SELECTED SECTIOES

cial services which show relatively high backward aand for-
ward linkages. This may be the result of the drastic in-
crease in o0il revenue after 1973 uwhich made this sector im-
portant. This figure shows the relative importamnce of public
enterprises over the other sectors, which may lead to the
speculation that these enterprises can function as the lead-

ing sectors.



Chapter VI

THE EMPIRICAL FINDINGS

Many economists believe that an increase in jovernment
spendiang causes capital formatiuom im the private sector to
decline in respoanse to goverament expeaditure. This so-
called ®crowding out" effect is a serious problem, especial-
ly if the economy is operating at full employment and the
conditions of constant return to scale.?393 §hen crowding out
has occured under such conditions, the resources available
for the private uses will be squeezed down by exactly the
same amount as the additiomal government speading. Counse-
quently, the intended expansionary effect of such a policy
will be partially offset by its negative impact on provate
spending. The crowding out will most likely occur if the go-
vernment spending is financed by tax collection or borrowing
from the public. This would force the interest rate to go up
and the private investmeat and output to go down. However,
if the govermnment could borrow from the private sector with-
out pushing the interest rate up, then the private invest-
ment and output may not be affected adversely. This may hap-

pen only if the additiomal borrowing comes from private

103 This subject is discussed ia macroeconomics textbooks.
See Laurence H. Meyer. Macroecomoaics A Model Buildiang

—— e S W A R D D WP D > T -

Approach. {Cincinnati, Ohio: South-Western Publishing

Co., 1980), Chapters 9 and 21.

- 116 -
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consunption - and aot savimnys - whichk is less 1likely to be
the case. The intensity of the crowding out effect depends
on the impact of government spending on private savings and
the iaterest elasticity of private investaent.

Financing additional governaent spending by money crea-
tion leads to a higher eguilibrium level of income which
pushes both private savinygs and consusptioa up in nominal
teras, but real consumption and savings may stay the same or
even decline. The long run effects of such a policy are nmot
really clear. It depends on its effect on the interest rate
and the way the additional government spendinj is allocated
betweea current and capital expenditures. If the goverament
devotes the major portion of its spending to investment,
which would not probably be the case in Iram, thea there is
a likelihood of the economy's investment and capital stock
going up. Government spending may affect the capital forma-
tion positively im the sense that it absorbs a portion of
the private output. This stimulates aggregate demand by
creating income that can be used to purchase the private
output, thus encouraging the private investmeat.

Theoretically speaking, in the advanced economies the
interest rate plays a leading role as the deterainant of the
private investment. Keynes suggests that:

The actual rate of investmeat w®ill be pushed to

the point vhere there is no longer any class of

capital asset of which the marginal efficieacy ex-

ceeds the current rate of dinterest. In other
vords, the rate of investment will be pushed to

the point in the investment demand schedule where
the marginal efficiency of capital in general is
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equal to the market rate of interest.t04

This implies an inverse relatioaship between the interest
rate and the level of investment. The interest rate, howev-
er, may not be such a strong determinant of the private in-
vestment in LDC's. There are aumerous factors such as lack
of a well-organized network of financial intermediaries,
imperfect capital and money market, and governmentally sup-
ported projects that make investment behavior im LDC's
different from that in developed countries. Goverament in-
vestment is treated as omne such variable in this study. The
important feature of preseat research is the effort to re-
late private investment and output to goverameant ianvestment,
and to discover the channel through which this relatioaship
is carried out. It is presumed that the joverament invest-
ment in LDC's has strong but offsetting effects on the pri-
vate investment and output. Some negative effects are due
to: {1) the cospetition of the government with the private
sector over the same resources ( the crowding out effect),
and {2) promotion of infrastructures that facilitates pro-
duction and decreases the per unit investment in the private
sector because such facilities, otherwise, have to be pro-
vided and paid for by this sector. Positive effects stea
from: (1) the increase imn aggregate demand resultaat from

government spending which, in tura, stimulates ouput and fu-

104 John M. Keynesm Th
est, and Honey.

136-37.

Theory of Employmeat, inter-
Ha urt Brace, 1936}, pp.
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ture investment in the private sector, and (2) the increase
in total supply and income owing to goverament spending
which enhances the financial resources of the vhole econoay
that are available for private investment. - All of these ef-

fects are sumaarized in Pigure 3.

1

Sources of negative effects |Sources of positive effects]|
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Crowding out { Increase in aggregate {
| demand i

i i
Infrastructures (reduction | Increase in aggregate {
in private investment per § supply 1
unit of output) | |
|
¥ ]

-—b—b——-.—-——-——q

Figure 3: SUMMARY OF THE EFFECTS OF GOVERNMENT INVESTMENT
ON THE PRIVATE SECTOR

It is believed that the effect of government investment
on the private sector is of a long run nature. Therefore,
this study intemds to test the relatiouship between private
investmeat and laggyed value of government investment to det-
ermine if there are significant results. It is hoped on the
basis of the present study we will be able to discover which
effect i§ stronger for the Iraanian economy by examining the

estinated statistics.
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6.1 THE HODEL
The model of this study is based on the neoclassical iavest-
sent theory?9S which suggests that private investment is po-
sitively related to the level of output and negatively re-
lated to the cost of capital relative to the wage rate.10¢
It is assumed that the private sector chooses that level of
capital stock which minimizes its total cost. The total cost
of the private sector can be expressed as the cost of pro-
ducing a desired level of output plus the cost of acquiring
capital. The cost of production for this sector depends not
only on the available capital stock, YPt, aand desired level
of output, YP, but also on the public sector's capital
stock, KGt, which represent infrastructures. Economic effi-
ciency requires that the application of capital should be
continued up to the point where the reductiom in total cost,
as a result of employment of an additional umit of capital,
equals the curreant cost of capital. From this conditioa the
desired level of capital stock, hence investment, for the
private sector can be derived. Using the Cobb-Douglas pro-

duction function of the following form as a specific case,

105 This model was adopted with some modificatioa £roa the
following study, V. Sundarajan, and Subhask Thakur.
“public Investment, Crowding Out, and Growth: A Dynamic
Model Applied to India and Korea," I.M.F Staff Paperse.
Vol. 27, No. 4, (Dec. 1980), pp. 414-445.

106 For a comprehensive revies of recent literature on the
neoclassical investment theory see Dale W. Jargeasoa,
wEconoric Studies of Investument Bebavior: A Survey,"
Journal of Economic Literaturee. Vol. 9, [Dec. 1973),

pp- 1111-1147.
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the eguation for the desired level of capital stock can be
formulated:

a b c

{1) YP =T {KG ) {KP ) [L) : T, a, b, c>0, in whch:,
t t t t t

i

Yp Private output.

T = Techaical changes that cause a shift ia our production
function.

KG = Government capital stock.

KP = Private capital stocke.

L Labor input.
The variable cost can be expressed as:

{2) C=4 +L ; in which:
t t

W = Wage rate.
Computing Lt from equation (1) and substituting its value in
equation {2) we have:
1/a -1/a -a/Cc -b/c

{3) C =W {YP) ~ {T) - [KG) « (KP)

t t t t t t
Differentiating (3) with respect to KPt:

=~ {1+b/c) 1ya -1/c -a/c

(4) aC /ARP ==b/C(KP ) «(W)-(¥P ) - (A ) - (KG )
t t t t t t

This is equal to the user's cost of capital {CK). Then, the
desired level of capital stock can be obtained by solving

equation {4) for the value of KPt:

- (b-c)/cC -1/c /¢ a/’/c
-b/c(KP ) =CK/W(YP ) « (A ) - (KG )
t t t t
- (b-a) /c 1/c 1/¢c a/c
{KP ) ==-c/b{A ) LCK/W{TIP ) -~ [KG )
t t t t
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-1/b+cC -c/b+c i/btc =-a/be¢c
(KP )==¢c/b{(T ) « (CK/¥) « (YP ) . (KG ) : in which
t t

t t
-1/b+c
c/b(T } is constant. Therefore, the desired level of capital
t

stock at time t is:
=1/b+c -a/b¢c 1/b+c -a/btc
(5) KP =-c/b(A ) « (CK/W) . (KP } . (KG )
t t t t
Since a>0, then an increase in government capital stock, KG,
leads to a change in the desired capital stock for the pri-
vate sector, KP, which reduces the private investment and
the cost of private output. Equation (5) indicates that an
increase in Ck/§ has the same effect on private investaent.
The reduction in the level of capital stock in this case is
due to substitution of labor for capital.
A linear approximation of eguatiom {5) in the foliowiag

form can be used for the purpose of estimation:

(6) KP =a -a [CK/W)+a [YP )-a [KG )
t 0 1 2 t 3 t

It is evident from equation (6) that the increase in KG has
a anegative impact on KP and a positive effect on Y? which,
in turn, stinpulates private investment. The combiﬁation of
these two effects determines the net impact on private ian-
vestment.

As the flexible accelarator model suggests, it is as-
suned that the adjustment of private capital stock to its
desired level is partial. 1In other words, only a portion of

the gap between actual and desired capital stock will be
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closed at any given period, depending on availability of re-
sources to finance private investment. This would determine
the speed of adjustment of private capital stock.

On the basis of foregoing discussion, the following ia-
vestment equation may be specified for the private sector:

(7) IP =a ¢a (CK/4 )¢ta (YP )+a (KG )+a (GI )+a (KP )
t 0 1 t 2 t 3 t 4 t 5

The planned private output is assumed to be a function of
its past level plus the‘level of capital stock ian both pri-
vate and public sectors which expected to have a positive
effect on private output:

YP =b +b [YP )+b [KP )¢b [KP )
t 0 t t-1 2 t 3 ¢t

The basic statistical technique for this study is multiple
regression. The objective is to discover the relationsihip
between private investment and output as the dependent vari-
ables and some independent variables, including governmeat
investment, using time series data for Iran. The complete
list of equations and variables is as follows:

PIM=a +a (dYP)+a (CR)+a (GI)
0 1 2 3
PIC=b +b (GI)+b (dYP)+b (CR)
0 1 2 3
IP=c +C (KG) +c (YP)+c (KP) +c (PIN+PIC) /XP
0 1 2 3 4

in vhichs

PIM=Private investment in machinery and equipment.
PIC=Private investment in construction.

YP=GDP for the private secrtore.

dYP=Change in private eoutput.
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GI=Government investment.

KG=Capital stock of the public sector.

KP=Capitl stock of the private sector.

CR=Credit of the specialized banks to the private sector.
The inclusion of these variables in our model is based oa
the feasibility of acguiring data, the objective of this
study, and the peculiarities of the Iranian natiomnal ac-
counts system.

The private investment is brokemn down into two catego-
ries: investmeat in machinery, and investment in coastruc-
tion. Such categorizatioa which is comsistent with the Unit-
ed Natons tradition, seems necessary because the factors
that influence the private investment in machinery may not
have exactly the same effect on private investmeant im con-
struction. Furthermore, the response time of these two
types of investment to those factors may have differeant du-
rations. It is assumed that private investment in machinery
is a function of chaange in private output. This variable is
included to reflect some aspect of the accelerator priuciple
which suggests that change in current sales and output will
generate a larger chamge in the future level of investment.
The reason for the one year lag is unavailability of quar-
terly data for private output.

As it was mentioned earlier, the interest rate may not
have a significant effect on private investment in the Ira-

nian economy where most of the private investment 1is fi-
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nanced by family funds or govermnmeat credit which are less
sensitive to market conditions. Although the ratio of ianter-
est rate to wage rate could have been used to account for
substitution of capital for labor, the unaviiability of such
data made this ratio unaccessible. The <credit conditioans
were believed to be the major determinant of private invest-
ment ia both machinery and construction in Iran because the
increasing participation of the private sector in economic
activities brings about the need for wutilizatiom of bank
loans and credit. Specialized banks such as the Industrial
Credit Bank of Iran, the Mineral and Industrial Development
Bank of Iran, and the Agricultural Developmnet Bank of Iran
play an active role in private capital formation in Iran by
distributing credit to this sector and participatiag ia in-
vestment or equity sharing of private coampanies.

The inclusion of government investmeat in our model is
of special merit and is based on the idea developed through-
out the earlier chapters of this dissertation. It is hypoth-
esized that the effect of goverament investment on the pri-
vate sector is of both a short run and a long ruan nature.
Accordingly, the lagged value of 6I is included in our ian-
vestment eguation. Since the computer allows us to test
different lag structures, the author intends to test the re-
lationship between private investaent and one to five years
lagged values of the government investmeant to see if there

are any significant results. The goverament investment in
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this model is considered as an exogenous variable because:
{1) the ability of the govermment to invest depends on fac-
tors which are out of our control, especially the oil revea-
ue, and (2) our intention is to examine the effect of auto-
nomous changes in government investment on the private
investaent and output.

The private output is assumed to be correlated with the
capital stock of both public and the private sector. The
former is used as a measure of infrastructures which sup-
posedly increases the total demand and the production of the
private sector. The variable [PIN+PIC)/YP=YI has beea intro-
duced to our  model to take care of the second nejative ef-
fect which suggests that total private investment is lower
than it might be because government investment provides soame
of the needed facilities.

There are, of course, some other determinants of pri-
vate investment such as change in profit, change in iavento-
ry, rate of capacity utilizatios, and wvage aad interest
rate. However, the complete data for these variables are not

available.

6.2 EMPIRICAL RESULTS

Tables 6.1 through 6.7 show the estimated results for vari-
ous equations in our model. In all cases, the coefficient of
determination, R2, is close to one indicating that the major

portion of deviations in dependeat variables is explained by
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selected explanatory variables. The adjusted R2 is not sig-
nificantly differeut froe unadjusted B2, iaplyinjy that its
large value is not due to the inclusiom of any additioamal
variables which would be likely to increase the explained
sum square of residuals for the same total sum square.

The overall significance of the model can also be test-
ed by analyzing the F-ratio. The large value of this ratio
in all cases suggests a statistically significant correla-
tion between the dependent and independent variables leading
to rejection of the null hypothesis that all the estimated
parapeters are jointly equal to zero. However, in spite of
the large value of this ratio, in some cases the estimated
parameters are not statistically significant. This may be
due to the small number of observations relative to the num-
ber of parameters which reduces the degree of freedom in
computation of F-ratio, or to a multicollinearity problen
which suggests that the explanatory variables aay be corre-
lated with each other. This problem is diagnosed and dealt
with in each specific case in the next section. The Durban-~
Watson statistics show no sign of autocorrelation except ia

tvo instances where it yields inconclusive results.

6.2.1 Private Investaent
Table 25 shows the estimated results for total private in-
vestmnent, PI. The value of R2 is high, 0.9861, indicatiny

that the investment eguation has been specified correctiy.
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The estimated coefficieats for the independent variables
have the expected sign and some of them are statistically
significaat. Except for the credit condition, CR, the esti-
mated parameters are small in spite of the large value of
BR2. So, e @may suspect that there is a multicollinearity
problen. To detect the problem the correlation matrix was
formed and examined. A reltively strong association was dis-
covered between GI and CR waich may be the source of the
multicollinearity. Dropping one of these variables may im-
prove the problem but it would lead to a specification error
because our theory which was developed earlier in this chap-
ter tells us that both of these variables are crucial and

must be included in our model.

TABLE 25

ESTIMATED RESULTS FOR TOTAL PRIVATE INVESTMENT

- —— = - - - - D D D D — - - - Y > G - - — — - - — - -

Independent Estimated Expected

Variables Coefficients Sign t-Statistics
Intercept 30.588 + 1.218
ayp 0.310 + 1.370
G1 -0. 144 - -0.364
KPLG -0.008 - -0. 141
KG -0.123 ? -0.942
CR 1.823 + 2.423

R2=0.9861, Adj. R2=0.9803
F-Ratio=170.076
DW=2.584
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The credit condition appears to be the most powerful
factor in determining the level of private investment. The
estimated parameters for this variable is the largest and is
statistically significant at 95% level of confideace imply-
ing that a substantial portion of government credit will
find its way into capital accumulation im Iran. For each
Rial additional credit the total private investment in-
creased by approximately two Rials. This strong association
between private iavestment and credit comditiom is perhaps
an indication of the inability of the private sector to pro-
vide sufficient funds for investment projects without sup-
port of the government. THis variable must be regarded as
the measure of resources available to the private sector via
the government credit allocation policy.

The weak association between dYP and PI suggests that
the output expectations of the private sector will not bring
about much further investment; the value of the estimated
coefficient for AYP confirms our earlier statement that the
adjustment of capital stock to its desired level is partial.
One unit increase in private output results in a change ia
private investment equal to 0.30 Rial. This change would
take place within the same year. Further 1inyuiry revealed
that the lagged value of YP has a negative and imsigaificant
effect on total private investment, see Table 26. This may
be, indeed, the case in Iran wvhere the curreat output expec-

tation causes a strong optimism about the future and over-
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reaction by the businessmen in the form of excessive current

investment. Consegquently, there will be less need for addi-

tional investment in the next period.

The initial capital of the private sector, KPLG, has a
positive but weak impact on the level of private investaent.
This is in accordance with the flexible accelerator princi-
ple that the level of private investment depends on the gap
between the actual and the desired level of capital stock.
The capital stock of the public sector has a negligible ne-
gative effect on private investment. This means after all
long run adjustments, the net effect of government invest-
ment on the private sector is, in fact, mnegative and insig-
nificante 1In other words, the crouding out effect of GI is

more than offset by its possible demand induced impact.

TABLE 26

ESTIMATED EQUATION FOR PI AND LAGGED VALUE OF GI

Independent Estimated Expected t-Statistics
Variable Parameters Sign
Intercept 5.997 + 0.285
ayp -0.246 + -0.996
GI -0.036 ? -0.118
KPLG -0.035 - -0.771
KG 0. 170 ? 1. 219
CR 3. 258 + 4.332
GIY -10.580 - -3.011

R2=0.992, Adj. R2=0.988
F-Ratio=238.50
DE=2.139"
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Addiny the lagged value of vovernmeat investment,GI?,
to this eguation does not cause a noticable change in the
pattern of effects, Table 26. No major chaajes occur in the
sign of parameters. However, the effect of CR is streangth-
ened because of the positive correlation between GI and CR.
According to the estimated results of this table, the GI1
causes a drastic reduction in the level cof private invest-
rents Its corresponding coetfficient is statistically sigmni-
ficant at 99% reliability, implying that a serious crowding
out effect would take place after one period. Deeper inves-
tigation showed that this negative iapact persist, but it
becomes weaker beyond two lag periods.

For more detailed examination, the private investrent
is broken dowa into two components: investment in machiaery,
pim, and investment in coastruction, PIC. The estimated
equations for both of them which are quite different from
that of total private investment are presented in the fol-
lowing two tables. As Table 27, and 28 show, there are some
important changes in our fimdings.

The relationship between output expectation, dY¥P, and
PIM is pnow direct, but it is inverse with respect to PIC. In
both cases the correspoading t-statistics is significant
especially for PIC. It appears that an increase in output
stinulates only that type of investment which comntributes to
production directly. That is, investment in machinery and

plants which draws funds from construction investment be-
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TABLE 27

THE ESTIMATED EQUATION FOR PIC

Independent Estimated Expected

Variables Parameters Sign t-Statistics
Intercept -1.169 + -0.331

Yp -0.084 ? -2.647

61 0.296 + 3-313
KPLG 0.009 - 1.067

KG 0.500 + 2.740

CR 0.196 + 1.861

R2=0.999, Adj. R2=0.998
F-Ratio=2480.077
DH=1.765

cause there aust be a certain amouant of investable fuads
available in any given period of time. 1In other words, the
optimistic output expectatiouns widens the gap between actual
and desired level of output, hence more direct productive
investnent is needed to close the gap. Some of the resources
nust be released from the use in construction activities and
be transferred to the productive operations. As it is indi-
cated by Table 28, the governmeant investment affects the PIN
adversely. This implies that a weak crowdiang out occurs ia
the current period which tends to sustain into the future
because KG also exhibits a similar effect on PIA.

These two negative effects may reimnforce each other. On
the coatrary, both GI and KG have a strong positive influ-
ence on PIC with the t-statistics significant at 99% level

of confidence. This 1is an interesting result of our study
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TABLE 28

ESTINATED EQUATION FOR PINM

Independent Estimated Expected
Variables Paraneters Sign t-Statistics

Intercept 31.757 + 1.343
dayp 0.394 + 1.851
GI -0.439 ? -1.179
KPLG -0.016 - -0.309
KG -0.173 ? -1.417
CR 1.262 + 2.295

R2=0.947, Adj. B2=0.925
F-Ratio=42.841
D¥=2.495

because it raises the speculation that the governmeat in-

vestment, overall, has not stimulated direct productive in-
vestonent in Iran during the period of comncern. It has, rath-
er, 1led to the build up of capital stock which facilitated
channelling of resources toward the construction activities
for which there wvwas no indication of positive contribution
to the economy's output. The credit condition, again, ap-
peared to be the major source of variations in both types of
private investmeant. Its effect on PIM is stronger and sta-
tistically significant at 99% reliability. This must be so
because the government credit policy was aimed at establish-
ing or extending the productive facilities. The positive
correlation between CR and PIC suggests that, in spite of
the government intention, a sizable portion of credits ex-
tended to the private sector has been traasferred to con-

struction activites.
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As shown in Table 29, the lagged value of governmeat
investment, GI1, exerts a powerful negative impact on PIjN
implying that the crowdinj out remains effective after the
current period. Such effect is not very serious with respect
to PIC, as is indicated by Table 30 because both the esti-

mated coefficient and related t-statistics have small va-

lues.
TABLE 29
ESTIMATED EQUATIOD FOR PIM USING GI1

Independent Estimated Expected

Yariables Parameters Sign t-Statistics
Intercept 8.323 + 0424
ayp -0.135 + -0.572
GI -0.337 ? -0.173
KPLG -0.043 ? -1.001
KG 0.107 + 0.819
CRr 2.990 + 4.270
GI1 -1.195 + -3.078

B2=0.971, Adj. R2=0.956
F-Ratio=62.496
Du=2.036

Further research showed that the crowding out effect
becomes trivial beyond one period lag for both type of in-
vestments. This suggests that the adjustment of .private in-
vestment in response to government credit policy in Iram is
of a short term nature and the lony run impact is negligi-

ble.



135
TABLE 30

ESTIMATED RESULTS FOR PIC USING GI1

Independent Estimated Expected
Variables . Parameters Siga t-Statistics

Intercept -2.325 + -0.597
dYp -0.110 + -2.334
GI 0.300 ? 5.274
KPLG 0.007 - 0.877
KG 0.063 + 2.464
CR 0.264 * 1.91
GI1 -0.059 ? 0.765

Y - - D > D — > A T —— - " —— - —— - - - - - - - — - - - - - - -

B2=0.999, Adj. B2=0.998
F-Ratio=1955.00
DW=1.606

6.2.2 Private Output

The regression results for the private output are given in
Table 31.'Except for the intercept, all the estimated paraa-
eters have the expected sign and are statistically signifi-
cant. The main determinant of private output seems to be its
past level and the capital stock of both public and private
sectors. In the preceeding section we exanined the relation-
ship between private output and investment which was nega-
tive for PINM, and positive for PIC. The evidence of a direct
and strong correlation between YPLG and YP may suggest that
the positive effect of output on PINM, which was regarded as
productive investment, is larger and not offset by its nega-
tive impact on PIC and the consequent decline in private
output. Therefore, we may expect that the net effect of lag-
ged value of private output on its current level will be po-

sitive.
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TABLE 31

THE REGRESSION RESULTS FOR PRIVATE OUTPUT

Independent Estimated Expected

Variables Parameters Sign t-Statistics
Intecept -302.540 * -4.131
KG -1.253 ? -2.807
Kp 0.453 + 2,170
YPLG 2.014 + 6.98%
YI 841.300 + 1.970

B2=0.995, Adj. R2=0.993
F-Batio=648.12
DE=1.620

The estimated parameter for KG is fairly large implying
that the public sector's capital stock has a powerful nega-
tive igfluence on private output expectations. A comparison
between the absolute value of the coefficients of KG aand KP
indicates that KG put forth wmuch stronger influence oa YP
than on KP. This negative impact reinforces the inmmediate
effect of GI which is squeezing out the private investameat,
especially in machinery. Thus, the crowding out effect is
likely to be much more severe thanm is implied by the coeffi-
cient of GI in Table 6-1. This may be partially explained by
the fact that most public projects have large capital output
ratios and do not.produce output directly. Especially in the
earlier years of such projects, the private output will sev-
erely decline by the initial crowding out erfect. Neverth-

less, there micht be some increase in later years whea these
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projects sature and the private sector recovers from the
earlier crowding out impact. The association betweem private
output and YI shows that a reduction in this ratio -owing to
government investment {the second source of negative effects
in Figure 3 below)- wmay, in fact, reduce the private output

drasticallye.



Chapter VIIL

SUNBARY AND CONCLUSIONS

This study has assessed the role of the Iramian public
enterprise sector in chanying the structure of that coun-~
try's economy duriag its modern history. ADn earnest atteapt
vas made to pursue this goal throughout this dissertatiom to
a successful completion. The framework of this study wvas
laid dowvn in Chapter I along with the description of its
purpose and the definition of public enterprise.

A genuine research about public enterprises would not
be complete without the background information provided by
Chapters II and 1II. These two chapters explored some of the
issues of vital importance to our study, particularly the
role of public enterprises in capital formatioa. In Chapter
II it vas demonstrated hov the public enterprises arose froa
the historical situations common to all the countries con-
sidered, and hov these enterprises served to accosplish a
vide variety of ecomomic or nomeconoaic objectives. As Jones
concluded from his observations, different countries with
diverse political systems have used public enterprises.
Therefore, the governing political philosophy has little ef-
fect on the size of the public eanterprise sector. If his as-

sertion is correct, then the growth of public enterprises in

- 138 -
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different countries may be chiefly due to economic or sociai
necessities rather than discretionary goverament policy.

Chapter III concentrated on capital formation as the
main requirement for econoaic development in LDC's. As re-
ferred to at the beginning of this chapter, a nuamber of de-
velopment economists believe that low income-investmeat ra-
tio is the most severe obstacle to econoric development in
LDC's. Since the level of capital formation is lov the econ-
oay is not capable of absorbing the ever iacreasiang labor
force, improving the quality of resources, or utilizing pro-
gressive tecbniques. The critical question that Chapter III
tried to deal with was:; vho possesses the capacity to pro-
vide sufficient amounts of capital resources to support ra-
pid economic growth ian LDC's? It was argued that the private
sector has neither the ability nor interest to do so. Con-
sequently, the LDC®s have no choice except to turn to the
government as the aext best alternative. The direct govern-
ment intervention through public enterprises was analyzed ia
this chapter. The governmeat projects were compared to their
private counterparts to evaluate asd justify the role of the
governmenta

The historical pattern of growth of public enterprises
in Iran was revieved in Chapter IV¥. It wvas mentioned that
the history of modern Iranian public firas began with the
formulation of the First Plan in 1955. Before this date, a

coordinated approach to public enterprises was lacking. The
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governkent priorities declared in development plaans were
translated into action through public enterprises. Without
them such plans had tc remain on paper. It was coancluded in
this chapter that development planning in 1Iran was not a
complete success because institutional factors were not in-
corporated into development strategy. The modernization was
pushed too far in two or three sectors, aand the major re-
sources Were allocated to arm purchasese.

Chapter V concentrated exclusively on the Iranian publ-
ic enterprises especially their role in capital accuaula-
tion. In the first section of this chapter, the alternative
strategies offered by different schools were outlined as the
theoretical basis for subseguent analyses. The idea of "ba-
lanced" versus "unbalanced" growth was analyzed in order to
determine what strategy would be more appropriate for an un-
derdeveloped country like Iran, and what role should be as-
signed to the government in the development process. It vas
pointed out that although the debated issue is of a subjec-
tive nature, there are some reasonable grounds to argue that
under each strategy the central task should be 1left to the
government. As Higgins reminded us no strategy is fully suc-
cessful without government participation.

Although no comprehensive data were available on diffe-
rent aspects of Iramian public enterprises, a serious effort
vas made to obtain the necessary information and make it as

accurate as possible. Several criteria which may signify the
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size of the public enterprise sector in Iran, such as their
number, their sectoral distribution, etc. were presented in
this chapter. Their comtribution to capital formation was
examined by analyzing the long run pattern of changes for
both public and private investment, and by computing various
useful ratios such as the ratio of fixed capital formation
to different measures of natioanal output. A crude test of
the correlation coefficient between public investmeat to GDP
and private investaent to GDP showed a weak positive rela-
tionship between these two for the period of 1959-77. But,
for each plan period, taken separately, a stroager associa-
tion was found. This led to the conclusiom that oance the go-
vernment declared its priorities for each planniag period,
the private sector would follow suit.

The sectoral allocation of government 1investnmeat
showed a changing pattern from one plan period to the other
perhaps in response to the economy's most urgeat needs mani-
fested by shortages and bottlemecks, to change imn 0il reven-
ue, or to government preferences. In other words, there was
no provision of adequate productive capacity; rather, the
government waited for the bottienecks to eamerge, thea res-
poanded. The performance of the Iranian public enterprise
sector was also judged by examining their output and linkage
effects. The nominal growth rate of output im this sector
appeared to be significant duriang the eatire period of con-

cern, 6.6% annual average. The growth rate of real value ad-
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ded shoved signs of underpricing the services of public
firms. The input-output table of Iran for 1974 indicated
that the goveraoment enterprises iam basic industries as a
vhole had the highest forvard aand backward 1linkages among
other sectorse. Other public enterprises showed a moderate
level of linkage effects. Since the data were not available,
the contribution of public firms to employment could not be
investigated.

In Chapter VI, vwe developed our econometric model anand
applied it to a time series data of Iran to test the effect
of government investment on private ianvestment and output.
Overall, our empirical results did not produce sufficient
evidence to accept the null hypothesis that the positive ef-
fect of government investment on the private sector is
stronger than its negative effect. 0On the contrary, the im-
pact of governaent investment on the total private invest-
pent was found to be negative although trivial. Such a coan-
tractionary effect was also confirmed by our findiangs for
private output. This suggested that the rate of growth of
the private sector was adversely affected by government in-
vestment during the 1959-77 period. In all cases the credit
conditions appeared to be the main source of variations of
private investmeat in Iran where the long run government po-
licy outlined in the national plan, provided directives for
types and levels of private activities. The investmeat deci-

sions of the private sector were usually of short term na-



143
ture in response to government declared policies and priori-
ties.

Our findings in Chapter VI revealed that the overall
econonic performance of the Iranian public enterprise sector
vas not satisfactory because government investmeat in this
sector only served to channel the resources into the anpro-
ductive construction activities. As a result, it affected
the productive investment adversely. Also its detrimental
effects on some sectors caused unharmonious economic growth
in the country vwhich led to rapid expansion of some paticu-
lar industries, mostly assembly limes, in the aajor cities.
The resulting nassive migration into these cities put sev-
ere upward pressure on demand for housing aad other type of
construction. In spite of numerous coanstraints, this sector
grew at a high rate and absorbed the unskilled and semis-
killed wvorkers from other sectors. The boomn in demand for
housing, coupled with a lack of a sound pricing systea,
pushed up the rate of return in this sector amd resulted in
further transmission of resources iunto the construction ac-
tivities. Many businessmen left their productive jobs and
shifted their resources away froa productive activities to-
vard construction projects, mostly urban development. Even a
substantial portion of governmeat ctedits.found its way into
this sector. The upshot was a decrease in the efficieacy of
capital by creating an atmosphere conducive to a shift of
resources avay from the industrial sector which caused a

heavy loss of output for the economy.
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The expansion of construction activities seemed inevit-
able in a time of rapid economic restructuring because indu-
strialization brought about the need for administrative,
sanitary, hbealth, educational and similar facilities. But
these were not the kinds of coanstruction activities eampha-
sized by the goverament or the private sector. The high
construction investment im the public sector was mainly in
the form of massive outlays for luxury govermment buildianys,
resorts, and hotels, which proved to be nothing more than
unproductive showy projects. Although no detailed informa-
tion about these projects is available, the aggregate offi-
cial figures show an immense expenditure on royal palaces,
luxury constructions for security and armed forces, and min-
istry headgquarters. For example, in the Fourth Plan alone 16
billion Rials was spent on government buildings of which 13
billion rials was allocated to those mentioned above.107 For
the private sector the motives for high construction iavest-
ment were the feasibility of investment because the needed
rav materials were available domestically, the high retura
on investment, the simplicity of production process, and the
supportive attitude of the public.
Although this dissertation is among the first studies
concentrating on economic implications of the Iranian public
sector, it also provides some interesting facts that may be

used to redirect the future plaaning for the country. More

107 w4yrh Plan®, pp. 252-53.
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future research is needed to investigate the impact of
public enterprises on the Iraanian ecoaomic growth. A number
of improvements must take place to make such studies aore
reliable:

- More detailed data on different aspects of the Iraaian
public enterprises, particularly their financial matters.

- Longer time series data for all variables used im this
study

- Availability of comsistent data on iunterest rate, wvage

rate, employment, labor force, etc.



Appendix A

PRESEETATION OF DATA

The purpose of this appendix is to preseant the time
series data which are used in this study and to describe the
vay these date were derived. As was pointed out in Chapter
I, the data situation in LDCs is the major impediment to any
empirical studies about these countries. All the difficul-
ties related to the data situation in Iran seem insurmounta-
ble. The author tried to get over some of them by consulting
as many sources as possible, specifying the variables and
extracting their values in a way that is @most coasistent
with the purpose of this study, and usinjy the latest offi-
cial puklications in the case of any incousistency betveen
the figures to reduce the chance of gquantification error.

The output of the private sector is derived in the fol-
lowing manner: First, the output of the public sector was
computed as the summation of output in oil, wmining, elec-
tricity and gas, water, transportation and communication,
financial and monetary services, and state services which
are operated almost entirely by the public sector. <Then,
this summation was subtracted froam the GNP to obtaia the va-
lue of private output. In sectors such as manufacturing,

where the government contribution to total output is consid-

- 146 -
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erable, the output should have been devided between public
and private sector, but the unavailability of data made such
categorization impractical.

The Iraniam natiomnal accounts systez reports the in-
vestment figures under two distinct categories: machinery
and coastruction for both public aand private sector. Those
figures are used in this study in the sanme naaner. The
change in inventory is not included in the investment data
because it was not feasible to decompose these figures to
determine the share of public and private sectors. The capi-
tal stock is derived by utilizimg the following formula:

K =K (1-d) ¢« I in wvhich:
t t-1 t

K = Capital stock at tinme t.

d = depreciation rate.

The depreciation rate was assumed to be constant and equal

to 0.24, the value of capital stock in the benchmark year
{1959) was computed by usingy the capital output ratio of
3.3.108

Table A _ 1 contains the time series data for all the origiaal
variables used in this dissertation. All the values are expressed

in billion Rials.

108 The applied rate of depreciation and capital output ra-
tio are based on the computation made in the following
study: Andrew H. Gantt, and Guiseppe Ditto. "Financial
Performance of Government-Ovwned Cotporations,” I M F
Staff Papaers. [March 1968), pp. 102-143, see especial-

ly p- 110
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Table A-1

DATA USED IN THE TEXT
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959
1960
1961
1962
1963
1964
. 1965
1966
1967
. 1968
1969
1970
1971
1972
1973
1974
1975
1876
1977

16.20
19. 20
13.90
14.00
12.50
19.70
20.90
24.00
32.50
28.00
27.50
32.50
47.20
81.20
85.40
81.80
305.20
350.00
316.00

4.70
20.30
21.50
20.10
20.00
24.50
27.20
28.30
30.60
32.20
40.20
51.70
51.30
69.90
95.60
124.70
208. 40
352.30
461.30

5420
4.10
5.90
3.60
2.50
4.10
9.70
12.00
17.10
25.00
32.70
32.80
35.90
34.20
56.60
111,00
150.20
205.40
285.60

75.60
14.90
14.10
13.60
17.90
18.50
30.70
37.50
40.50
51.10
32.10
67.80
85.60
108.00
149.50
212.00
335.50
681.80
721.70

7.30
8.00
B.20
11.80
15. 40
20.00
24.30
28.50
33.00
37.70
42.90
50.30
58.00
7410
99.60
159.80
270.50
403.50
545.50
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TABLE A~1 {cont.)

- n —— —— - D - - D P D - > - D Y D D - A D WGP EE WD AP D W WD Y S P = D WD WD b WS W W W

Year G } 44 KG KP
1959 89.10 195. 60

1960 90.60 210.00 284.13 645. 84
1961 96.00 218.00 234.94 530.34
1962 103.60 228.40 198.55 438,46
1963 114.30 230.70 168.10 367.33
1964 134,10 243.90 148.16 311.67
1965 158.00 271. 30 135.20 281.10
1966 172.70 293.00 143.15 261.71
1967 196.60 319. 89 158.30 251.20
1968 231.30 347.70 177.90 254.21
1969 270.30 373.00 211.31 253.40
1970 314,60 389.90 355.40 260. 28
1971 420.20 483. 60 294.70 282.00
1972 520.80 609. 20 345.47 312.83
1973 914,40 746. 60 404.76 388.85
1974 2015.290 1010.80 513.72 476.53
1975 2106.00 1326. 00 T13.42 568.66
1976 2680.00 1890. 60 1027.90 945.78

1977 3092.80 2303. 20 1668.41 1421.01

- D v o D P D P D D D D D —D WD e D D TP Y - - — > - - - - - - -



Appendix B

THE IRANIAN PUBLIC ENTERPRISES

1. Non Financial Enterprises:

Abadan Petrochemical Co.

Agricultural Chemical Co.

Agricultural Co. {[consulting services)

Agricultural Machinery and Services of Dasht Ghazvia
3 Agro-Industry Companies

Abvaz Pipe Manufacturing Co.

Amin-Abad Refractory Material Co.

Arak Machine Producing Co.

Bafkar Textile Co.

Central Store of Handicraft Co.

Construction Instalation Co.

Dam Construction & Irrigation Instalation Co.
Electronic Calculator Services Co.

Electronic Industry of Iram

Farim Wood Industry and Exploitation Co.

Fars Meat Industrial Complex

Financial Organization of Production Units Expansion
Housing Expansion

Housing Orgamnization Co.

Iacdustrial Innovation Center Co.
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Institute for Preparation and Iaprovement of Sugar

Seeds

Inastructional Industries Coe

Iova

Iran

Iranm

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Iran

Co. (comsulting services)

Airline Industries Co.

Alupiniur Coe.

Central Orgamization of Rural Ccoperatives
Diary Industries Cb.

Distribution of Chemical Fertilizer Co.
Ease Co. (electronic machinery)
Electric Appliance Coe.

Fisheries Co.

Helicopter Industries Co.

Mine & Metal Smelting Co.

National Airline Co.

National Copper Industries Co.
Pharsacutical Co.

Power Generation & Transaission Co.
Press Industries Co.

Pump Co.

South Fisheries Co.

State Railways Orgamnization

State Trade Co.

Telecommunication Co.

Tera Co.

Tobacco Co.

Tours Coe

151
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Iran Tractor Manufacturiag Co.

Iran Wood & Paper Industries Co.

Iranian Carpet Co

Iranian International Exhibition Co.

Jouneed Co. (crane services)

Kanaf-Kar Co. [jute bag and cloth production)
Khouzestan City Planning Orgamization

Kampidro [imdustrial couspressors)

Lorestan Meat Industrial Complex Co.

Ministry of Econmomic Affairs & Finance Auditing Co.
Ministry of Islasic Guidance Prianting Co.

Motogen Co. [electric motors)

Narmak Hatching Institute (poultry)

Natioal Iranian Gas Co.

National Iranian Smelting Coe.

National Iranian 0il Co.

National Organization of Radio & Television Co.
National Orgamization of Wheat, Lump Sugar, Sugar, and
Tea

National Petrocheaical Industries Co.

National Steel Industries Co.

Neka Chub Co. {forestry)

Niroo Battery Manufacturing Co.

Organization for Development & Recoastructioa of Iraaian
Industries

Organization for Expanding Non-Agricultural Activities

thandicrafts)
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organization of Industriali Manayement Co.
organization of National Defense Industries
Oorganization of Parts and Navigation
Organization for Protectimnyj Consumers and Producers
organization of Rural and Urban Cooperative Co.
Pars Machine Producing Co.

Pars News Agency

Pastoral and Forestry Services Coa.

Pasture Development Pund

Post Office Departaeat

Production and Marketing Co. for agricultural commodities
of Dasht Ghazvin

8 Begional Power Coe.

6 Regional Water Co.

7 Regional Water and Power Co.

Rey Cement Coa

Road Safety Equipment Producing Co.

Sahand Lift Truck Producing Coe

Sefidroud Agricultural and Animal Husbandry Co.
Sepahan Cenment Co.

Shahpour Chemical Co.

Shiraz Petrochemical Co.

Silk Co.

Simansaz Cement Co.

Siol Technical and Mechaaical Laboratory

State Gazette Co.

State Meat Orgamization



2.

State Printing Co.

5 Sugar Coaparies

Tabriz Machinery Co.

Technologue Co. (emagineering services)

Technology and Imndustrial Production Co.
(engineering services)

Trade Services Expansion Coa

Turkey Meat Industrial Complex Co.

Vanak Pactories Co. (industrial Coamplex)

Warehouse Coastruction and Services Co.

Water and Power Engineering Services Co.

West Regional Development Co.

Public Financial Institutions

Bank Markazi (ceatral bank)
Agricultural Cooperative Bank of Iraa
Agricultural Development Baak of Iraan
Central Insurance of Iran

Coamoa Funds of Municipalities
Industrial Credit Bank

Insurance Bank of Iran

Iran Exports Guarantee Fund Corp.
Iran Insurance Co.

Mortgage Bank of Iranm

National Bank of Iran (commercial bank)

Workers delfare Bank

of Iran
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