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Some Important Characteristics of the Iranian Economy



Chapter 1

Intreduction

There has been a continuous dispute among both economists and non-economusts
about the cause and consequence of inflation for past three centuries. When the under-
developed countries that were already absorbed in the international capitalist systemn
started experiencing serious inflation m the 1970s, economists were left in no doubt that
inflaion was not a phenomena of advanced capitalist countries only. The nature of
inflation of course is not only different between developed and under-developed
countries but 1t 1s also not the same ;lmong the latter countries. For example, changing oil
prices in international market have different effects for the oil exporting developing
countries and the oil importing countries. Therefore, an uniform theory of inflation
cannot be formulated for the developing countries in general, which also 1s applicable to
the oil-exporting countries like Iran. In this chapter, we will focus on seven most
important Iranian economic characteristics that are necessary for understanding the
economy. First, we begin with the interrelationship between economy and politics. The
second part is the relation between the clerics and the merchant bourgeoisie in the post-
Revolutionary Iran. The third is the composition of the bourgeoisie. The oil economy is
the forth point that we are going to discuss. The fifth is about development pattern and
planning. The Iranian experience on import substitution policy is the sixth. Seventh, we
will discuss poverty and income distribution in Iran. Finally, we will present the
hypothesis and our plan of study.

Political instability and economic development
Political Economy, according to classical economists, was a study of the inter-relationship

between the practical aspects of political action and the pure theory of economics. In recent
years, the modemn economists have become more restricted in terms of the range of their



studies. In other words, the inter-relationship between politics and economics has been
ignored. This recent tendency among the modem economists, no matter what its relevance
in the context of the developed countries, is difficult to accept while dealing with the third
world countries, and especially a country like Iran. Analysis in the context of the developed
countries usually deals with the role in production of three material factors—capital, labor
force and technology. Therefore, production in developed countries is seen to be the result
of these three factors, and these are clearly perceivable and explicable.

In the developing countries like Iran, non-material factors such as their cultures and
socio-political set up are also important for an analysis of production. Of course, in
advanced capitalist countries the socio-political and cultural factors have also affected
production but the difference between these countries and the developing countries is that
the political structure has become consolidated in the former case. Thus, their political
structure acts as a fixed parameter for the production system and need not be explicitly
considered. In Iran starting from the constitutional movement of 1901-1905 vright until
1997, we have observed ten major political movements, the average period of each one of
them spanning around ten years. One movement superseded another and each tried to
bring a radical change in the old economic structure and to introduce a new one.
Consequently, we should take into account this political imstability in the analysis of the

political economy in Iran.
The role of cleric and merchant bourgeoisie in Iranian political economy

The relation between clergy and merchant bourgeoisie or Bazari' and the role of these
groups in Iranian political economy have been deeply influencing Iranian history, and a
failure to understand this fact will nullify any effort to analyze Iranian political economy.
Though the reforms of Reza shah (1920-1940) and Mohammad Reza shah (1963) were
able to weaken the influence of the clergy and bazari in administration, they could not
remove that groups from positions of influence in Iranian politicdl economiy. Their

political position again improved when the Shah’s reforms reached a deadlock in the

! Merchant bourgeoisie can be divided in two groups, traditional and modem, but here when we talk about
merchant bourgeoisie or Bazari we refer to the traditional one.



1970s. Since 1982, the clergy and bazari have been dominating the political as well as
the economic domains of Iranian sociéty. The following analysis is to point out three
aspects—dependency of Clergy on Bazzar, composition of bourgeoisie and its role during
inflation in 1970s, and the role of clergy and Bazzar in inflationary process in the post-

revolutionary Iran.
Dependency of Clergy to Bazzar

The financial resources of the clergy came from awgaf or endowments vested with the
religious institutions and khums® before the Shah’s reforms in 1963. The Shah’s regime
éttempted to strip the clergy of awgaf lands. Consequently, the clergy became more
dependent on the khums sources, and a significant part of it was paid by bazari.

Hence, the increase in the wealth of bazari means an increase in khums amount, and any
decline in hazari’s income could have considerably weakened clergy and religious
nstitutions. It should be noted that there were different factions among the clergy as well
as among bazari. The Hujjatiyyah, the ultra nght-wing religious orgamzation, was
contituted by the disciples of Ayatollah Khoei with a non-political approach. The
organmization had a good number of supporters among bazari, Hawzahha- yi’1lmiyah
(Seminary of the Islamic Sciences), and among religious people . The second faction was
the pro-Musaddiq National Front that was supported by Ayatollah Shreitmedan and
which was not that strong within the clergy. Finally, there was the radical group that has
grown up after 26 January Movement (1962) and was led by Ayatollah Khomeini. In
alliance with the intellectual radical groups, it played a very important role in
overthrowing the Shah in the 1979 revolution. Although the third radical clergy group
was the most important force in the struggle against the Shah regime, all the three
factions in alliance with the bazari claimed themselves to be the inheritors of the
revolution and kept out all intellectual groups, particularly the radical ones, once the

revolution was won. It is necessary to note that there has always been a stream within the

% It means “one-fifth”, signifying that one-fifth of annual income is expected to be contributed as a tax to
Marja’-i taglid (the highest rank among the Shiah clergy) by Shiah sect Muslims. Strictly speaking, it is
not income, rather increment in wealth which is considered for this purpose. Furthermore, it should be



clergy, which believed that the clergy and Hawzahha-yi’ilmiyah should be independent
from bazar and should rely on donations from lower and Middle classes, although they

constituted a minority.
Composition of the bourgeoisie in the 1970s

There is no consensus of opinion among Iranian economists on the question of the
bourgeoisie in Iran, especially after the Shah’s reforms in 1963 that changed the Iranian
society dramatically.

Pesaran(1982). Razaghi (1989), Jazani (1980), Moaddel (1991), Salehi-Isfahani (1989),
Dadhkah (1985) and Looney (1985) have. debated about the character and role of the
bourgeoisie in Iran in the 1970s. Salehi-Isfahani analyzed the composition of the
bourgeoisie in the last decade of the Shah’s regime. Pesaran in his article focused on the
dependent nature of the bourgeoisie and has mentioned two important characteristics of
this dependency—dependency on the state and on foreign technology. Razaghi divided
the bourgeoisie into dependent and merchant bourgeoisie, and believed that dependent
bourgeoisie started consolidating in Reza Shah era (he calls this period the first stage, and
the post-coup d’etat period of 1954-1979 as the second stage, then the period of
liberalization starting from 1989 onwards as the third stage of imperialization of the
Iranian economy). Razaghi considered the period between 1960 and 1978, duning which
the dependent bourgeoisie enjoyed windfall gains, as an era of dependency of Iranian
economy on capitalist countries. Although he has mentioned the role of merchant
bourgeoisie in the post-revolutionary inflation process, he did not discuss the links of the
clergy with merchant bourgeoisie that is very important in understanding the inflationary
process in 1980s and 1990s. Jazani explained the composition of the bourgeoisie mn the
Shah’s regime. His focus was on the comprador nature of the bourgeoisie in Iran. He has
recognized commercial, industrial, financial, agricultural and bureaucratic bourgeoisie in
the post-coup d’etat era. Jazani argues that all sections of the bourgeoisie are based on the

mcreasing growth of foreign exploitation, and he adds that the industrial bourgeoisie has

noted that this contribution is not mandatory and forced by the government, but voluntary on the part of the
payer.



developed faster than any other section. Looney and Dadhkah’s work was related to the
inflationary proéess in the Iranian economy in the 1970s. According to the authors,
inflation in the second half of the 1970s hit bazaris on the one hand and small industnal
capitalists on the other. Dependency of bazaris and small industrialists on state credits to
finance many of their activities further worsened during inflationary phase, while big
industrialists enjoyed cheap financial credits that the Shah’s regime offered to them.
Looney and Dadhkah argued that the discimunation against bazaris and small
industriahists, favouring big industrialists in credit distnibution was the reason behind the
former classes joining anti-government forces. Among all authors that we have
mentioned above, Salehi-Isfahanmi and Moaddle wrote about the composition of
bourgeoisie in the 1970s, and Moaddle’s study covers one decade of the post-
revolutionary era. The study of Slehi-Isfahamu focuses on credit subsidy policy in Iran in
the 1970s. He categorized the bourgeoisie into tradittonal and modem ones. He
distinguished these two social groups based on differences in economic character,
political attitudes (that modern bourgeoisie had towards the west and Shah’s family), and
their life styles and cultural values. The identified the traditional bourgeoisie with
bazaris and mdustrialists who had close relation with baéaris, their economic activities
being domestic and foreign trade, money-lending and industrial activity on small scale.
Finally, he referred to the discriminatory policy of credit rationing. If the supplier of
credit 1s the government, then credit distribution can have political dimensions. Where
considerations regarding race, sex, social classes and religious beliefs or anything relating
to such socio-cultural divisions become 1important, then credit policy will defimtely show
an element of political discrimination. Among all of the authors, Moaddle and Salehi-
Isfaham considered bazaris as a more important factor in Iranian political economy; the
former even referred to the tie between the clergy and bazaris. Moaddle argued that a
large section of these two classes was non-political in their attitude in the pre-revolution
period, but after revolution, in alliance with other sections of clergy and bazaris, they
influenced the entire new regime. The very important point of Moaddle’s analysis is that
some law founded by the Islamic republic after the revolution, like the land reforms,
nationalization of foreign trade, etc., it was termed un-Islamic by the bazaris and the

conservative clergy. But all the studies cited above lack in one very important dimension



and that is the role of bazaris and the clergy in the inflationary process in post-revolution

Iran, which over proposed study intends to take up.

Oil economy

With the witnessing of two booms in oil prices in the international market in the 1970s, a
new term “oil economy” was added to the existing economic literature. OPEC’s o1l
revenue was $11 billion in 1971 which rose to $ 87 bn. with the first oil boom in 1974
and further to $ 264 bn. in 1980. The OPEC’s import had increased to 10 percent of the
total world import in 1980 while it was just 1.5 percent 1970. O1l is, probably, the most
mmportant single traded commodity in the world market, and this led to immense increase
in OPEC’s role in the stability of international currencies and in the determination of the
rate of growth of the world economy. We propose to examine the “oil economy” i the
following order: division of oil exporting countries, role of trade in oil and OPEC in the

world economy, and finally we will explain some major “o1l economy” characters.
Division of eil exporting countries

Pesaran (1988) divided oil exporting countries mn two groups—industnalized countries
such as UK, and semi-industrialized countries such as Mexico. He criticizes the ideas of
Worswick, Barker, Corden and Byatt, whose studies had shown the effects of o1l and
gas revenue on thé economies of Canada, Mexico, the Netherlands, Norway and UK.
These, he argued, where nappropriate for analyzing the case of the oil exporting
countries i the Middle East, Aﬁic;a, and Latin America. Pesaran argues that their
assumptions regarding financial markets, floating exchange rate and an already
developed intciational mobilization of private capital, Hold good oiily for developed oil-
exporting countries, and cannot be observed in oil-exporting countries of the Middle East,
Affica, and Latin America.

Katouzian (1985) has recognized two types of oil economies. The oil exporting countries
~with a large agricultural sector and a large population, like Iran and Irag, with low rates

of agricultural growth and low per capita income. The second category covers many



small Arabian countries, including Kuwait and United Arab Emirates. This group of
countries that are located in the Persian Gulf region have small agriculture sector, small
population with high per capita income, and perhaps they do not have a very skewed
_income distribution. The problems of the latter type of countries are that they are totally
dependent on foreign countries in terms of skilled and unskilled labor and import of
foodstuff. Bo Sodersten (1990) categorized OPEC countnies into three groups. The first
group consists of Saudi Arabia and the small Emirates around the Persian Gulf. These
countries that jointly have about 12 mallion population, produce approximately 60 percent
of OPEC production. Their savings are larger than their domestic investment. The second
group consists of four large countries—Algena, Iran, Iraq and Venezuela—the joint
population of which is about 5.5 times that of first group, and their production constitutes
30 percent of total OPEC production. These countries had a surplus of savings over
investment during the 1970s. The third group, consisting of Indonesia and Nigeria, with a
joint population of 200 million, produces only 11 percent of the OPEC production. It 1s
interesting to note that the author’s data refer to the 1970s. In the later years, OPEC was
involved in two very expensive wars. One was the war between Iraq and Iran (1980-
1988), the other was between Iraq and Kuwait in 1989. We also witnessed a fall in oil
price in 1999. At present, most of the OPEC members have both large balance of

payments and budget deficits.
The OPEC’s position in the international oil market

The oil reserves are spread the world over and the oil-rich areas are distributed in the
Middle East, North Sea, Mexico, and the United States. The share of OPEC is between

60 and 70 percent of the known oil reserves in the world.



. Table 1: Share of group of countries in total oil production in the world (1974- 1996)

(in percent)
Group of countries 1974 11978 11982 (1986 {1992  |1996
OPEC 54.4 49.5 334 30.6 40.5 40.5
Amernican& West European |18.3 19.9 24 23.8 20.1 20.6
American 18.3 16.9 18.5 17 13.7 11.9
| West European 0.00078 3 55 6.8 6.4 8.7
Others 273 30.6 42.6 45.6 39.4 389
Total 100 100 100 100 100 100

Sources: BP Bulletin & Economic Report & Balance Sheet of Central Bank of

IRI, various years.

As can be observed in Table 1, the OPEC’s share of crude oil production has been
fluctuating between 30 to 54 percent during past three decades. Two groups of countries
within OPEC exert influences on OPEC policies—the radical tendency, led by Algeria,
Iran and Libya, makes efforts to adjust oil prices with international rate of inflation, and
the conservative tendency, led by Saudi Arabia, which maintains low oil prices. It is
mteresting to discuss these tendencies in some detail.

Saudi Arabia, with the biggest oil reserve and being the largest oil supplier in the
international market, continuously avoids high oil prices. This is because of their
understanding’ of the microeconomic rule according to which the supply of any
commodity in the long run is considered elastic, and therefore, a higher oil price will
make industrial countries search for substitute commeodities; in such a case, there will a
fall in the prices and the OPEC countries will be the biggest losers. The radical tendency

has a different idea. According to this group, oil is a non-renewable resource; hence, one



should maximize the gains by ensuring maximum possible revenue. Consequently, they
suggest that the increase in o1l prices should at least match the world rate of inflation.

It must be mentioned that since World War I, oil has been considered as the cheapest and
the most appropnate source of energy by capitalist countries. Demand for fuel for
automobiles and also planes is less elastic. Oil prices constitute an important part of the
costs of production in advanced capitalist countries on the one hand, and are a major
source of foreign exchange revenue for OPEC countries on the other. Furthermore, any
change in international oil prices affects the interests of industrial countries and OPEC
countries in an opposite ways. Advanced capitalist countries’ efforts to keep the ol price
low are based on the argument that the oil prices should be determined according to the
cost of production which is very low in the Middle East.” The difference in positions
taken by the two sides on the determination of oil prices i1s based on their different
considerations about price formation. The advanced capitalist countries do not give real
significance to oil as the most important material for production and thus emphasize its
cost of production in price determination. The OPEC argues that oil 1s a crucial input in
producing numerous commodities, and therefore, oil prices should be determined keeping

in mind the prices of its substitutes, and the rate of world inflation should be taken into

account.

Seme important characteristics of “oil economy”

The common charactenistics of OPEC countries are the following. First, their foreign
exchange revenues are coming largely from oil exports (for example more than 90
percent of the foreign exchange revenue of Iran and other middle east countries of OPEC
has been coming from oil exports for the last three decades). Secondly, the government
budgetary revenues come neither from tax receipts nor from returns to public enterprises
as in socialist countries. Thirdly, there was an attempt to make the oil-producing sector
independent, at least financially, from the social classes, and thus, secluded from the rest

of the political economic considerations. Finally, dependency of these countries on other



countries for import of foodstuff, capital, intermediate, and consumption goods and
services 1s another characteristic features.

In order to clarify the causes of inflation in an “oil economy” we start with a situation
- where oil prices are increased in the international market. In such a case the balance of
payment of oil exporting countries would earn surplus and this surplus would accrue to
the government to be held in the form of foreign assets by the Central Banks of the
Countries (CBC). This in tum would either reduce the claim of the CBC on the
government, or increase the government’s deposits with CBC, or lead to a larger supply
of high powered money which the govemment spends. In this last case, the money base
would become larger, and the money supply would increase consequently. Therefore, if
there is an increase in aggregate demand with inability to raise aggregate supply, either
through an increase in domestic production (that is impossible for most OPEC countries),
or through imports, the economy would experience a demand pull inflation. Pesaran and
some other Iranian economists believe that devaluation is desirable for an “oil economy”
like Iran. However, it should be noted that devaluation in an “oil economy” might also
lead to cost-push inflation. In this regard, we will argue that devaluation policy 1s not
destrable in Iranian case, both theoretically and empirically.

The pattern of economic development and planning

The main goal of economic development in the third world countries is industrialization.
The world has expenenced two patterns of economic development. The first pattern was
capitalist pattern of economic development that was attractive for the world before World
War [ with the emphasis on less state intervention. The second pattern was socialist
economic development where state intervention was one of the central pillars. The latter
one had become popular with the success of former Soviet Union economy, and also the-
trnumph of Keynesianism in the advanced capitalist countries. In the post-second world
war period, we have observed that planning became popular in the third world countries.

Some sort of planning was already there in the industrial countnies during war, in order to

3. In addition, some western economists argue that price of oil is high not because of its shortage but
because of OPEC. Bruce Scott, OPEC The American Scapegoat , Harvard Business Review , January 1981
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facilitate rational utilisation of scarce sources in some parts of their economies. Thus,
planning policy in underdeveloped countries was supported not only by socialist block
but by capitalist countries too. Even the U.S. suspended its financial supports to the
- governments which supported rich classes, because the U.S. wanted to avoid events like
the Cuban revolution in the third world countries. It is necessary to note the Import
Substitution Policy (ISP) that was ideologically supported by former Soviet Union and
accepted by many of the underdeveloped countries. Therefore, the import substitution
policy that had dominated the development plans in the pre-revolutionary Iran must be
studied within the framework of dynamics of world monopoly capitalism and its
reflection in Iran. The following discussion has two sections—first examining the import
substitution as the Iranian pattern of development, and second examining the planning

experience in the pre and post revolutionary Iran.
The import substitution pelicy in Iranian experience

In the post-war period until now (about half a century), twelve economic development
plans were conceptualized, but only four in the pre-Revolutionary Iran and two 1n the
post-Revolutionary Iran were actually implemented. Import substitution policy
dominated the plans’ orientation in the pre-Revolutionary period, but monetarists
dominated the central bank, and the plan and budget organizations during implementation
of the first and the second plans in the post-revolutionary period. However, they could
not elimiate ISP fully even then.

American policy in post-war period for third world countries was complex, because
on the one hand they wanted to replace previous old colomalism and simultaneously they
had to reform the political and economic system among those countries in order to
prevent left revolutionary movements. Thus, it supported any group in underdeveloped
countries which supported land reforms and economic development through plans. In
other words, the idea was to protect the industrial bourgeoisie and a grown-up middle
class in order to ensure political stability in these countries. The Iranian King, though

unwilling to do the America-dictated reform, had to accept the reform because of the

,No,1013,p6
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American pressure. In order to cope with the problem of lack of planners, the Iranian plan
and budget organizations invited Haﬁard economists and asked international engineers to
complete the projects. Iran, like many other undeveloped countries chose ISP as a
- popular solution and that was welcomed by the bourgeoisie in those countries. As Patnaik
mentioned:

“To widen the domestic market, to carry import substitution further, the bourgeoisie
needed active state involvement; to take advantage of the widening domestic market so
provided, the bourgeoisie needed state support for moﬁilizing adequate capital, for
obtaining the requisite infrastructure facilities, and for keeping down its risks; and above
all, to ensure that the expanding opportumities did not slip altogether out of its own hands
into those of metropolitan capital, with which 1t perforce had to collaborate, the
bourgeoisie needed the protection of the state. In short, state spending on a large scale,
state setting up of financial institution for providing Capital for investment projects,
protectionism, state regulation of multinational corporations, state investment in key
infrastructure sectors: all these were directly essential for the domestic bourgeoisie

embarking upon accelerated capitalist development.” *

Import Substitution Policy in Iran was accompanied by liberal tax policy, high tanffs on
import of consumer goods and the liberal tariff policy on intermediate and capital goods,
low interest on loan for industnal sector and even appreciation of nial against U.S. dollar
to encourage import of intermediate and capital goods and also to offer foodstuff at low
prices for the urban consumers.

We can mention some important points regarding the implementation of ISP in Iran
during 1960s and 1970s. Due to a liberal tanff rate for the import of intermediate and
capital goods, 1t was cheaper to buy from abroad than from domestic firms. Thus, import-
substituting firms in these sectors were largely left unprotected. Secondly, increased
dependence on foreign technology resulted in small employment gains. Finally, the
foreign exchange policy, which was in favor of import of intermediate and capital goods

and foodstufY, slowed down the rate of growth of agricultural and traditional sectors.

* . Patnaik Prabhat, “WhatlJever Happened to Imperialism “Tulika , New Dethi, 1995.ppl75.
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Economic development plans
The first plan (1948-1955)

The process of planning for development in Iran dates back to 1935. During the World
War II and the subsequent occupation of Iran, however, planning was interrupted and
suspended. The process was revived in 1948 with the 6nset of the first seven-year
development plan (1948-1955). The plan involved nationalization of o1l production, and
the Iranian government was boycotted by the west. Despite the participation by two
American compamnes in the preparation of the plan, the agreement of American
government to give a $ 25 million loan for the implementation of the plan was
withdrawn. The first development plan started with a planned expénditure of 62 billion
Iranian nials, but later it declined to 21 billion nals due to the shortage of financial
resources and lack of qualified human resources. Therefore, the plan implementation was

mmperfect.
The second development plan (September 1955-1962)

This plan was started after the CIA coup and overthrow of the national government. It
saw resumplion of oil exporls and {oreign financial resources and participalion of westemn
consultants in the preparation of the plan. The second plan’s attention was the same as
that of the first plan, namely, to build new infrastructure for the whole economy,
transformation and development of technology and mobilization of human power. It is
intcresting to notc that these two scven-year development plans did not have the
characteristics of a real development plan. Their attention was only on the
implementation of a series of governmental projects. The third, fourth and fifth five-year
plans that took place between 1962 and 1978, can be called development plans in a fuller

sénse.
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The Third, fourth and fifth development plans

The period of development plan declined to five years. The political situation that was
not stable during the previous two plans had become stable now. The targets of these
plans clearly indicated that a new economic era had started. From 1962 to 1978, Iran
performed three sets of five-year plans. The credit allocation to third plan increased to
204.6 mullion nials from 75 million rials in the second plan aﬁd further to 506 million rials
and 33678.7 million rials in the fourth and the fifth plans respectively. The dramatic
increase in the credit allocation in the fifth plan was related to a rise in oil prices in the
international market.

Table 2 shows sectoral growth rate of GDP for the three development plans. The average
annual real rate of agnculture growth durning fifteen years 1s 4.4 present whach is a higher
rate in comparison with the experience of other developing countries in the same period,
but less than one-third of the average growth of the industnal sector. Another
outstanding point is the average annual growth rate of GDP, which is 9.3 percent for

fifteen years.

Table 2: Average annual growth rate of Iran's Five Year Plans (in percent)

Sector Third plan (1963-Fourth plan (1968-Fifth plan (1974-
1967) 1973) 1978)
Target | Actual Target Actual |Target Actual
Agriculture NA 4.6 4.4 3.9 7 4.6
Industrial and/NA 137 12.4 13 18 15.5
Mines
Services NA 8 7.5 14.2 16.4 153
Gross  Domestic|6 9.7 10 11.4 NA 6.9
Production

Source: Annual Reports, Central Bank of Iran, various issues.
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In Table 3 there is a comparison regarding the credit allocation to different sectors during
the first five plans. In the first plan 40.4 and 29.1 percent of total credit were spent for
agriculture and industrial sectors respectively. However, it has been reduced to 23.1 and -
8.4 percent in the third, and 6.6 and 18 percent n the fifth plan. Therefore, we can say
that the plan orientation was shifted from agricultural to industnal sector.

Table 3: Five Year Plans and Credit distribution to agricultural and industrial

sectors (In million rials)
Plans Agriculture and irngation  Industry and mining
First plan (1948-1955) 5.7 4.1
(40.4) (29.1)
Second plan (1956-1962) 17.4 7
(20.9) (8.4)
Third Plan (1963-1967) 473 17.1
3.1 (8.4)
Fourth Plan (1968-1972) 412 113.1
(8.1) (22.3)
Fitth Plan (1973-1978) 30.9 ‘ 84
66) (18)

Note: Figures in parenthesis are percentage allocation of total credit to the

respective sectors.

Seurce: Annual Report of IRI Central Bank, various issues.

Per capita incomc incrcased from $176 to $2,160 between 1963 to 1978 which raised
demand for both agricultural and industrial commodities. For example, per capita demand
for red meat iﬁcreased from 8 kg per annum m 1959 to 18 kg per anmum in the early
1970’s, and it was increasing at a rate of 12 percent per annum as compared to an average °

annual increase of 9 percent in the local production of meat.>

*  Afshar laleh. “An assessment of ‘Agriculture Development policies in Iran *, World Development , Vol.
9. Aug-Dec. 1981, P,1010.
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The strategy of industrial development and the process of industrialization were bhased on
the expansion of coﬁsumer industries, intermediate good industries, and finally of basic
industries. Efforts were made to transform the Irantan economy from exporting oil and
traditional commodities to exporting industrial and agriculture commodities in the
international market. Industrial sector during these plans grew at a rate of 12 percent per
year, because of which the share of the value added by industry in GNP mcreased from
16.4 percent to 19.2 percent over these fifteen years.

Table 4 shows import of industrial commodities in pre- ahd post-plan implementation
periods. According to the table, import of consumer goods was 30.2 percent of total
imports in the pre-plan period and fell to 18.6 percent in 1978, while import of
intermediate goods and capital goods increased from 49.2 and 20.6 to 54.2and 27.2
respectively i the same period. In other words, Iran has become more dependent on

technology of capitalist countries.

Table 4: Import of consumer, intermediate, and capital goods in (1960-1978)

(percentages)
Commodity 1960 1970 1978
Consumer goods 30.2 10.9 18.6
mtermediate goods 49.2 64 54.2
Capital goods 20.6 25.1 272

Source: Annual Report of central Bank of IRI, various issues

Data about cxport and import of staple food show that the import of ricc and wheat grew
faster than the average annual growth rate of production during the period between 1959
to 1972. Rice production increased from 540,000 tons to 1,008,000 tons and wheat
production from 2,929,000 tons to 4,398,000 tons respectively. While export amount fell
from 1170 tons to 212 tons for rice, rice and wheat import increased from 56 tons to

91,872 tons and from 9,851 tons to 771,323 tons receptively in the same period
(see table 5).
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- Table 5: Productions, import and export of Rice and Wheat (1959-1972)

Race (tons) Wheat (tons)

Year Production|{Export {Import {Production Export |Import
1959 540,000 11170 56 2,929,000 NA 9.851
1961 400,000 {140 11,281 {2,93,367,5 NA 138,321
1963 573.973 {1770 933 3,46,814.0 | NA 70,900
1965 681,335 13157 47818 [3,648,713 NA 198,178
1957 640,000 11360 10,187 13,800,000 74,463 161,805
1969 1,350,000 {305 5,676 14,360,000 611 22,639
1972 11,008,000 {212 91,872 4,398,000 NA 771,323

Source: Ministry of Agriculture, development of National Statistics,

The above discussion can be summanzed bnefly:

The experience of planned development in Iran appears to be successful in ensuring
expansion of mdustry and i terms of achievement of high rates of growth. The rate of
growth of Iranian economy was the highest in the 1960s and 1970s, but it was not
achieved through the export of (non-oil) primary and agricultural commodities as was the
case with only underdeveloped countnies in 1950s and 1960s, o1l revenue was the main
sources of economic development. Consequently, it became more and more dependent on
its oil sector and on the international market reflecting the fact that it was getting
enmeshed 1n the international economic order at an increasing rate.

The main target of economic development was to reduce the deficit in the balance of
payments by following the import-substitution policy and putting more emphasis on local
production. What happened in reality was totally ditferent. We observe that import of
agricultural commodities increased and the industrial sector became more dependent on
imports from other countries. It should be noted that in the third year of fifth development
plan, Iranian industrial exports were $105 million or just 1.1 percent of her foreign

exchange revenues.
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The pattern of development and planning in the post revolutionary Iran

‘The first nine years after the revolution in lran have been described as a period of plan
holiday. During this period no planning was done. The major reason for this was the
eruption of sharp differences within the ruling elites as to Which economic approach was
in line with the Islamic doctrine. These differences basically arose from the question as to
whether the market economy or the planned economy was appropriate for Iran to follow.
Another major reason that stopped the planning process was the eight-years war with Iraq
(1980-1988). The government in the years 1984, 1987 and 1988 had submilled the five-
year plan that was not approved either by the Majles or by the Guardian Council. Finally,
a vear after the end of the war, the Majles approved the plan. Post-revolutionary Iran was
able to implement only two development plans during the two decades after 1979. The
political atmosphere during these two plans was fundamentally diffcrent from thosc what
prevented during the plans implemented in the pervious regime. The demand side
approach that was backed by Keynesians in the advanced capitalist countries and former
Soviet Union in 1960s and 1970s lost its appeal in favor of the supply side approach.
Thus, 1n our analysis attention should be given to the new atmosphere which we witness
m the plans’ perspective, where state intervention was looked upon as an important
source of damage to the economy. Frequently the policies talked about privatization and
cut-down in the size of the government and elimination of state’s role in industries.
Finally Iran’s government followed the liberalization and export promotion policy (EPP),
and there was a devaluation of rial against forcign currencics.

During the fourth year of the first plan, in the wake of wide-spread social protests against
rising rate of inflation and growing unemployment, the government was forced to revert
back to the war period government economy policy. In the middle of the second plan
(1997) a new government came to power that did not adhere to the monetarists’

argument.
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The targets of the first five year plan (1994-1999)

- It is possible to identify the main targets of the plan as follows:
The GDP was expected to grow at an average growth rate of 8.1 percent annually at
constant prices (1988) and the per capita production at a rate of 4.9 percent on an
average.
An increase in non-oil export was targeted during the plan, to make possible a
diversification of the foreign exchange sources of the country. It was expected to reach a
total of $1736 mullion over the plan.
The rate of expansion of the total private sector iqudity (money and quasi-money) and
rate of inflation was targeted to be limited to an average rate of 9.4 percent and 15.7
perceht respectively.
Unification of the exchange rate at the end of the plan®

As we have mentioned above one of the important plan targets was to raise the rate of
GDP growth, which had declined after the revolution and in particular during the second
half of the war and mn 1986 when o1l prices fell in international, market. An estimate
shows that the GDP in the year just before the first plan (1987), decreased by 19.9
percent at constant prices as compared to the year before overthrow after shah’s regime in
1979.7 The plan target was to achieve an annual average rate of growth of 8.1 percent in
real GDP, but the actual rate was 7.1 percent, which was close to the target. (see table 6).

% Plan and budget organization,"The five year plan” Tehran 1988,
7. Ibid, pp.216-231.
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Table 6: The rate of Growth of Gross Domestic Product in the first five year plan after Revolution

(1989-1995)
Sector Agricultu [O1] Industry |Water &|Services |GDP
re & mines  |electricity

1989 [Planned [42 214|148 (65 51 79
Actual |37 77 166 1 18 |42
1990 [Planned (4.6 9.6 42 |71 92
Actual 181 1196 136 |14 9.7 115
1991 Plamed 6.1 |34 146 (146 (72 6.3
| Actwal 5.1 1112 172 153 j99 10.12
1992 |Planned {71 113 |64 53 |7 8.5
Actual |74 2.1 47 85 8 6
1993 Plabned |85 3 138 @8 11 |84
| Actal 35 55 [ 94 9 33

Sources: Economic Report of Central Bank of IRI, various issues.

Increasing non-oil export was in the agenda of Iraman policy makers during both the pre-
and the post-revolutionary periods. The targeted non-oil export revenue was $17.36
billion during the plan, but in reality, it could reach just $ 11.7 billion in the first five-year
plan. A moderate rate of inflation was an objective the government in the 1970s as well
as in the post-revolutionary period, during the eight-year war. Control over the rate of
inflation was an important task of the post-war government too. According to the plan
target the rate of inflation was to decline from 18.5 percent in the year just before the first
five-year plan to an annual average of 15.7 percent, but it came down only to 17.6
percent in terms of the retail price mdex, which is clbse to the plan target. However,
taking into account the GDP price deflator, the average rate of inflation during the plan
period has been around 25.3 percent, which shows a huge gap between the planned and
actual rate of nflation.

Another important aspect of liberalization was an attempt towards unification of foreign

exchange rate, but again the government was not successful completely, although it
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reduced the number of foreign exchange rates and devalued the rial. Even so, there was a

considerable gap between the official rate of foreign exchange and the black market rates

at the end of the second plan.
The second plan (1994-1999)

The second five-year plan was started with three important targets: an annual average rate
of growth of 6 percent, limiting the rate of inflation and the rate of unemployment to 13
percent and 9 percent respectively, an increase m export of non-oil commodities trom
$17.36 billion to $32.33 during the second plan 8 What happened in reality was a failure
to achieve plan’s predictions. Perhaps three reasons were responsible for this failure.
First, there were no unused capacities in the economy (as during the war when the
economy was working at full capacity) as was available during the first plan. Second, in
the first year of the second plan, oil prices fell drastically in the international market, and
the government chose contractionary policy in order to stabilize the economy. Third,
repayment of foreign loans which had helped the government to keep a high rate of
growth in the first plan peniod, and interest payments, weakened the growth potential
during the second plan. Thus, the annual average rate of growth stood at just 3 percent,
which was half the anticipated rate. Inflation rate not only did not decline from 17.6
percent to 13 percent but increased to 26 percent, and the rate of unempolyment increased
to 16 percent from 13 percent while the plan target was to X it to 9 percent. The plan

target was to increase export of non-oil commodities to $32.33 billion but during three
achieve the target.

Poverty and Income Distribution

Income distribution 1s a complex matter in macroeconomics. Shortage of data and
mnformation on income distribution in developing countries makes it even more difficult
to study it. Of course, political factors add to this problem in countries like Iran where
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governments are unwilling to undertake such studies. One of the reasons for this is that,
the upper income groups manning the government have been receiving the sigmificant
benefits of economic growth in these countries. Income distribution studies began in
early 1970s when Iramian government showed an interest in it. The analysis below
considers both the pre-revolutionary and the post revolutionary periods. Section I deals
with income distribution during the Shah’s regime (periods of 1960s and 1970s). Section
IT discusses income distribution during the war period. We will discuss the early years of

the post-revolutionary and war periods and liberalization period separately.
Income distribution in the pre-Revolution period (1960-1978)

Until 1974, there was not any serious study on poverty and income distribution in Iran.
Perhaps International Labor Organization’s (ILO) work (1973) is the first study about
poverty and income distribution in Iran. ILO study includes consumption, urban and rural
household expenditure and income distribution for the peried 1969 to 1970. Accordingly,
the Gini coefficient of income distribution for urban and rural areas was found to be 0.6
and 0.7 respectively. The urban higher income group has large positive savings and the
rural lower income group has large negative savings. It i1s mteresting to mention some
important points of the ILO’s study:

Income distribution in large cities 1s more equal than m smaller ones except Tehran,
where the mequality is the highest.

Income distribution in urban areas seems to be more unequal than in the rural areas.
Inequality appeared to be higher in labor-intensive sectors than in capital intensive
Sectors. |

Azimi’s work (1977) shows household consumption for both urban and rural areas. The
period of study covers two years only, 1975-1976. According to the study, 47 percent of
the urban population and 48 percent of rural population had poverty in form of nutrition
in Iran. Pesaran and Gahvary’s paper (1978) is a study of “growth and distribution™ in
Iran during 1960 to 1974. Their result shows increasing inequality of income distribution
mn this period. Azemi (1992) has also found that income distribution has become more
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unequal in the period 1973-1978.° Finally, Looney (1982) summarized his idea on
poverty and income distribution in the following words: “... while one might make a
good case for an increasing disparity of income during the 1960s and 1970s, there is no

evidence of increasing poverty. Quite the contrary, poverty seems to have lessened
somewhat dramatically during the 1970s”.'°

Poverty and Income Distribution in the post- Revolutionary (1979-1995)

This section is divided in two parts. Part one covers nine years from 1978 to 1988, which
in tum is divided into two sub-sections— one covering the period 1978 — 1984, and the

second the period 1984 — 1988. Part two covers the hiberalization period from' 1989 to
1997.

Part one

War cconomy, Poverty and Incomce Distribution (1978-1 984)

I. Redistribution of economic assets (the land reform and nationalization of industries and
other assets): In the earlier years of the revolution many economic assets which belonged
to the big comprador bourgeoisie and modem landed classes that had close ties with the
previous regime were appropriated. The nationalized enterprises went under the
ownership and control of the govemment; properties were put under the control of the
Foundation For the Oppressed (FFO) and other foundations and agricultural lands were
etther distributed among poor peasants or went under the control of the agnculture
ministry. In a report about the FFO it i1s mentioned that “(T)he holding of the FFO in
1982 consisted of 203 mining and manufacturing enterprises, 472 commercial farms, 101
construction companies, 238 trading and other service enterprises, and 2,780 real estate
properties”.!! Distribution of about one million hectares of land among poor peasants,

distribution of a significant part of the surplus generated by public enterprises among the

® Azine Hossen, 1992, pp. 205.
19 Looney 1982, pp.253.

'! . Behdad ,1989,pp328-229 and Bank Markazi Iran.” A survey of National Economic Conditions , PP 270
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workers, and a decline in the income disparity between the blue-collar and white-collar

jobs suggest a decreasing inequality in the early years of the post-revolutionary period.

II The pries policy and tax policy: The Mehran’s study (1975), shows that the taxation
policies had no effects on income distribution in the pre- Revolutionary period. In the
post-Revolutionary period the government changed the rate of taxes thrice—in Apnl
1979, in May 1980 and in October 1982 . The new rates were slightly progressive and
favored lower and middle sections of the middle-income households and were
unfavorable to upper and higher middle households. These left unaffected the low income
workers of agricultural sector and workers of small enterprises in urban societies, because
they were out of the tax net even in the earlier regime. The reduced rate of taxes were
applicable in the private as well as the public seclors. In addition, the Government, in
order to control inflation, planned to follow a price policy that was favorable to low
mcome and lower middle income groups, making them acquire essential goods at low
prices, although the higher middle class could also get the benefit of this price policy. An

increcasc in the minimum wagc rate in the months after the revolution also contributed to

reducing income inequality.

Table 7: Gini index based on Expenditure Measures for Urban and Rural areas (1977-1984)

1977 1979 1980 1982 1983 1984
Ginmi mdex for urban{0.04998 0.04702 [0.0404 10.04168 [0.04282 10.04205

areas

Gint indx for rural areas [0.04375 10.04789 |na -04.51 0.04161 [0.04293

Source: Tables 5 and 8, Bahdad (1989).

Table 7, shows Gini index based on expenditure for both urban and rural areas during
1977-1984. As the table shows the Gim index for urban areas declined from 0.4998 in
1977 to 0.404 in 1980, but the trend got reversed during 1982 and 1983. 1t again declined
n the last year of the estimate. In other words, the gap of expenditure distribution of
urban households has become narrower 1n the post-Revolutionary peniod. The Gim index
for rural households shows a different pattern. The index has dechinnd from 0.4375 in
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1977 to 0.4051 in 1982, but the trend got reversed in the subsequent years. Despite the
fact that there is a reversal in trends in the later years overall income distribution has
improved in the post-revolution period, as the table suggests that the Gini coefficient m

1984 is smaller than in 1977.

Section two (1984-1988)

There 1s a consensus among economists that during the period 1984-1988, both poverty
and income inequality has increased. The expensive and protracted eight-year war with
Iraq, economic embargo imposed by the United States on Iran, sharp reduction m oil
production and a steep fall in the oil prices in the international market (1987) can be
considered as mmporlant factors for a 19.9 percent dechne i the real GDP in 1988 as
compared to 1978, and this, in turn, can be said to be one of the reasons for increasing
poverty in the post-Revolutionary Iran in general, and during this five-year period in
particular. But for factors affecting income inequality we should explore other possible
rcasons. As onc of the fundamental targets of the revolution was cnsunng cquality, a
redistribution of wealth and income, provision of jobs, shelter and education to people by
the government, found place in the constitution. From the very begining of the
revolution, the conservative clergy and bazaris had focused their attack on the trade
nationalization law and the land reform law 1n this onginal form, and they succeeded in
stopping the implementation of the trade nationalization and the land reform laws. The
corruption n the distnbution of rationed commodities, the benefit of which was

appropriated by the bazaris, was another reason for worsening of income distribution in
the period 1984 -1988.

Part two
Liberalization, Poverty and Income Distribution (1989-1997)

The liberalization period saw the implementation of the two five-year plans during 1989-

1997. Here first we consider in brief the arguments of liberalization ideologists for

resolution of poverty and income distribution, then we will focus our discussion on two
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opposite claims: one claiming that the income distribution has improved during the first
five-year plan, and the other claiming just the opposite in the light of thes-e arguments.
The main arguments in favor of liberalization have two central points regarding
increasing the welfare of society and equality among people: (1) reducing the
consumption level of society in order to increase savings, and (2) increasing the share of
profit in the gross national production that will reduce the rate of unempolyment and
improve the standard of life of poor. As a result, in the long run, when the level of
investment increases, the share of profit will decline, and the dispanty among factors of
production will get reduced. The ideologues put some pre-condition in order to achieve
these liberalization targets. One of which is a high and steady growth for a long period.
As we have mentioned earlier, in the last one hundred years Iran has expenienced only
fifteen years (1962-1977) of high and steady growth. Dunng hberalization penod, we
observe that m the first five-year plan there was a high rate of growth, but when
unutilised capacity got exhausted, the rate of growth came down considerably. Secondly,
they put an Increase m the share of net fixed investment in GNP i general, and m
industry and agriculture, in particular, as another pre-condition. But, what we scc m Iran
1s that the share of services in total capital formation i1s qute high, as in other
underdeveloped countries, because of a high rate of profit and a high degree of security.
Therefore, this sector, with less employment generation potential, absorbed a significant
part of imnvestment. Moreover, only 30 percent of gross investment in the fourth year of
the first five-year plan was net investment.'? The third pre-condition put forward is that in
order to reduce unemployment, the emphasis should be on capital saving technology.
However, the actual experience was not the same as these ideologists imagined. The
experience tells us that the technology that has been used in the first five year plan and
subsequent years was capital intensive. |

Let us, now, consider some of the studies on the actual trends in poverty and income
distribution during this period. Pajoohan study (1996) focuses on income distribution in
urban and rural areas in the period 1989-1993 in terms of distribution of household
expenditure. His study suggests that the distribution of food expenditure in urban area
improved after the adjustment policy. Accordingly, the Gint coefficient came down from

2 Dini 1997. Pp127.
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0.416 in 1989 to 0.292 in 1993 .The shares of 40 percent of the urban population at the
bottom énd that of 20 percent at the top in total food expenditure in1989 were 14.7 and
47.7 percent, respectively m 1989, which became 21 and 38 percent, respectively, in
1993. Pajoohan estimates for rural areas show the opposite trend. Finally he concluded
the adjustment policy had positive effect and 3.2 percent of urban poor could improved
their position and shift to above poverty line in 1994, Dini’s work (1997) 1s a study of the
adjustment policy and malnufrition in Iran. He has used the Engel index as a measure to
estimate poverty and malnutrition in the post-Revolutionary period in general and the
Liberalization period in particular.

According to his estimate the amount of calories per day consumed by urban and rural
population m 1989, were 2472 and 2599 units respectively, which is higher than the
average per capila unil calones considered necessary (the necessary amount of umil
calone 1s suppose to be 2300). While shares of red meat and bread in total foodstuff
expenditure for urban and rural households were 34 and 53 percent and 11.8 and 8.3
percent respectively in 1977 these have change to 46.2 and 59.31 percent and 4.1 and 2.2
pereent respectively, in 1987, The trend however changed in 1989, which suggests that
Iranian people substituted bread for meat which was a sign of increasing malnutnition.
The mportant part of the research focused on the adjustment policy and poverty in 1989-
1994. Dini found that the Engel index on base prices, for rural areas came down from
47 4 percent 1 1990 to 37.3 percent mn 1992 and 1t increased to 52.1 percent in 1994, that
nutnition conditions under the adjustment policy for rural people have become worse. The
index for urban people rose from 32.6 percent in 1990 to 37.8 percent in 1992 and then
fell to 29.9 percent in 1994. The author argued that the falling Engel index in 1994 does
not mean better nutrition conditions for urban people, because bread substituted for other
foodstuff. The stﬁdy has suggested two important points: in the post-Revolutionary
period poverty increased and the level of nutrition in Iran has become worse in general,
and adjustment policy has increased malnutrition in particular.

In the second five year plan period we observe that the rate of growth came down and
rate of inflation and unemployment increased. Iran could not hope to reduce poverty and
malnutrition under these circumstances. In sum, the high and steady rate of growth

1960s and 1970s could not narrow the gap between poor and rich but there is no evidence
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of increasing poverty. Although the earlier years of the post-Revolutionary penod
inequality became narrow, in subsequent years the trend changed. Poverty in the 1980s
and 1990s 1ncreased.

Literature Review:

We will examine works of others which deal with the inflationary theories and Iranman
economy, published both in English and in Persian. Though a whole specific chapter will
not be dedicated to the literature review, it will be undertaken in each chapter wherever

relevant.
Hypothesis of the Study:

The proposed study intends to verify the following hypotheses:

The Iraman inflationary process 1s not a monetary phenomenon caused by a single reason

and may havc various rcasons in different periods of time.

Inflation in Iran has deep rooted linkages with the dependency of its economy to the

advanced capitalist countries.

a. dependency of the foreign exchange revenue and of the general budget to the oil
revenue.

b. dependency of output to imported inputs.

Increased supply is the way of keeping down the rate of inflation. And any tight fiscal

and monetary‘ policy will involve the Iramian economy in stagflation, since it can not

affect the demand side without also affecting the supply side through reduced investment

in infrastructure (in the case of public investment cuts) or through reduced availability of

credit for production ( in the case of tight monetary policy).

Methodology

Methodology for the study is exclusively based on the secondary sources of data
collected from books, journals, and articles, and the publications by the Iranian Central
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Bank, the Iranian Budget and Planning Organization, the Center of Statistics of Iran, and
various other institutions. The study uses the historical analytical method and relies on

both quantitative and qualitative analysis
The plan of the study

The study intends to focus on the causes of intlation during the period of 1960-1998, but
will also briefly discuss the inflation m Iran since 1941 ull 1960. The introductory
chapter gives a background on some important characteristics of the Iraman economy.
The next two chapters, which are empincal and theoretical, will be the core of this thesis.
In the empirical chapter, we will examine whether there is any tangible relation between
money supply and output. And in the theoretical chapter, we first cntically study “the
quantity theory of money”, then go on to Keynes’ theory of money, new monetarists’
theory, and structuralist’s theory on causes of inflation. Second, we will discuss the
various causes of inflation in the lranian economy. Chapter four will address mflation in
the Iranian cconomy during the 1970s, where the oil boom played a major role in raising
prices 1n Iran. We will argue that excess demand 1s the main reason for the rise in rate of
mflation in Iran during the 1970s. The fifth chapter is devoted to inflation in the Iranian
economy during 1980-88. In this chapter, we will argue that excess demand was the
reason behind the increasing prices during this period- the war time. Chapter six deals
with liberalization m the posl-war economy period of 1988-98, when the devaluation of°
nal made the Iranian economy experience cost-push inflation for the first time. The
various aspects of anti-inflation policies will be discussed in chapter seven. After arguing
that the cause of inflation in Iran is not a monetary phenomenon, that cutting down
moncy supply cannot stop rising prices without causing rstag:nation, we will suggest some
policies in order to cope with inflation in Iran. The conclusions are detailed in the final

chapter.
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Chapter 2
Empirical Work: Inflation in the Iranian Economy Since

1962-1995



Chapter 2:
Introduction

Inflation betore the 20th century had different face trom what it has today. As
Hume mentioned in the 17th century when the new world was discovered,
substantial quantities of gold and siiver flowed to Eﬁrope and were changed to
money, and it created inflation. Of course the nature of inflation in industrial
countries has totally changed from the time that Hume was writing. Before the
19th century in Iran, drought was the major reason for inflation but the analysis of
inflation has been more complex when foreign exchange revenue and the
government budget started to depend on oil money in the early 20th century.
Therefore, any analysis of inflation in the Iranian context must consider the of the
dependence of the economy on o1l revenue. This chapter is the empirical one that
will be divided into six scctions: we begin with pre-1960s inflationary period as
the first section, and the next will be a discussion on inflation in the 1960s and our
attempt 18 to argue that the major reason for low rate of inflation was because of
price stability in its trade partner countries. The third section will pay our special
attention to the oil-boom and its effect on excess demand in Iran in the 1970s. The
nexl section also will be discussing excess demand in the 1980s. The fifth section
that 1s concemned with liberalization will argue that the cost-push element is the
major factor behind inflation in the 1990s. In the last section, we will use
regression to interpret relation between two variables, income and money supply.

Conclusions will be contained in the last scetion.

Section One

Inflation in Iranian economy since 1960s

In this chapter, we try to draw a picture of Iranian inflation since the 1960 until 1990s,
but before we embark on a discussion of Iran’s inflation trends in the post 1960s period,
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it is necessary to give a brief picture of the pre-1960s scenario. We may divide the pre-

1960s inflationary period into three episodes.
The First Episode (1941-1945)

‘There were perhaps three reasons behind the inflation during in this period; the limitation
of import, hoarding and speculation that reduced aggregate supply, and finally
devaluation. When the Allies wanted to occupy Iran (1940), they promised non-
mtervention in the country's infemal affairs and an immediate departure from Iran at the
end of the war. They also promised full payments for reparation as well as for their use of
the country's economic resources. This payment was to be made later. The Allies
occupation had been creating excess demand for commodities financed by money printed
against foreign assets which were like “IOUs” to be redeemed later. This created
inflationary pressure on the economy. The inflation was further worsened by
devaluation, which was not an outcome of any balance of payment problem, because
tradc balancc was inscnsitive to cxchange ratc. Iran, m this situation, devalued RIS
(Iran's currency) by more than 100 per cent, from 68 nal to 140 nial against a pound
sterling, and from 17 nal to 35 nal against an American dollar (and almost same
proportion for other foreign currencies). This devaluation was undertaken at the behest of
Allies forces in order to obtain cheap commodities for occupation forces during the war
and o help bring down Traman fulure claims on the lalter. As a resull of devaluation,
Allies forces” demand increased (because after devaluation their purchasing power
increased) and the aggregate demand rose while the country was involved with low
elasticity of the supply of goods. Therefore, excess demand could not be covered by
supply and the cconomy cvolved with inflation duc to demand-pull. |

The devaluation policy was inflationary for the following reasons. First,
expansionary monetary policy in the circumstance described above was entirely
inflationary because the increasing money supply was intended to enable the
Allies to get local currency in order to cover their expenditures in the country.
Secondly, Britain and the Soviet Union had given separate agreements that 60 per

cent of Iranian annual trade surplus with Britain, and the whole of the annual
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credit given to Russia must be repaid after the war, in gold, according to the new
rate of exchange of the rial (or the rate of rial after devaluation), Thirdly, two
factors can be considered as follows. 1) The demand for Iranian exports (or the
demand of the Allies forces for Iranian goods and services) was perfectly inelastic
on the one hand. ii) Iran's demand for its import was highly inelastic on the other
hand. 'The government’s anti-inflation policy was pricing policy, constant credit
policy, and rationing that could not halt the inflation. The index of living cost

during the first two years of the war rose by 312 percent.
The Second Episode: Impeorted Inflation

A closed economy where foreign trade 1s absent can never expenence imported mflation.
In other words, we can have an imported inflation only in an open economy. Hence, we
can define imported mflation as an increase of the mmported production factors, such as
laborer, materials, technology, capital, etc. Iran's domestic prices, as is to be expected in
the casc of a small country, were a function of the world prices. Therefore, after the
Second World War and during the Korean War, the Iranian economy experienced the

first and the second imported inflation respectively.
The first imported inflation

After the end of the Second World War, the rate of inflation declined because the
majority of occupation forces left the country. On the one hand, as Iran’s imports
increased and the domestic production rose consequently, the aggregate supply

mcrcascd. Table 1 provides information about Iranian import during the period of 1938-
1948.

32




Table 1: Iranianimpeort (in volume and value) in 1938-1948

(Million tons and billion rials)
Year Volume Value
1938 0.65 1.19
1940 0.41 1.02
1941 0.34 0.74
1942 0.38 239
1944 0.46 3.35
1946 ' 0.81 5.23
1948 0.69 5.48

Source: Razzing. E, 1992, Table no 74,

As can be observed from the table, when the Second World War began in 1941, Iran’s
mnport declined both in volume and in value. For instance, it fell from 0.65 million tons
to 0.34 muillion tons in volumc and from 1.19 billion rials to 0.74 billion rials in valuc
during 1938 and 1941 respectively.

Dunng 1944 to 1946, immediately after the Second World War, Iran’s import increased
from 0.46 million tons to 0.81 million tons in volume, and from 3.35 billion nals to 5.23
billion rials in value. The 1mportant point of the table relevant to Iran’s import during
1946-1948 is that 1ts volume declined from 0.81 million tons in 1946 to 0.69 million tons
mn 1948, while its value increased from 5.23 billion _rial at the 5.48 billion rial in same
time (see table 1). It means that Iran’s trade partners were experiencing inflation
mnmediately after the Second World War when boom resuned in those countries.

After 1946, prices in Iran again started to rise. Two major reasons can be behind
the imflation; one is the internal wars in Azerbaijan, Khuzestan and Kurdistan, and the
other one 1s the increasing budget deficit resulting from rise n administrative
expenditure, which effected a rise in the prices. But the main reason was the increase in

the international prices (or imported inflation).
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Table 2 :Wholesale Price Index of Major Iranian Trade Partners In 1940s
(In percent)

1Year |[USA |UK Switzerland Belgium |Turkey  |France [Japan |India
1946 1140 161 193 330 429 728 1290 252
19471176 {176 201 355 435 1112 3837 297
19481191 1202 219 A- 389 468 11924 10190 1367
1949 1180 |212 199 370 505 2379 16580 (381

Source: Annual Statistics, United Nations, 1950

Table 2 shows the wholesale price index of Iran’s trading partner. As observed in
the table Switzerland had the lowest rate of price increase during the four years.
USA and Belgium were in the second position with regard to inflation while Japan
had the highest rate of inflation. It may be surprising that the sécond lowest rate
of inflation in the U.S. and the highest rate of inflation in Japan: This was owing
to the fact that the former was the winner and the latter was the loser in the Second
World War. The average rate of inflation during this period was around 7 percent
in Iran. The government had chosen to reduce the money supply and introduce open
door policy in order to control inflation; consequently a huge amount of import caused
the falling rate of inflation on the one hand, and created depression on the other .

Traders stopped importing and the supply gradually came to match the demand. In
1949, the prices rose again, and even wn such a situation, the government devaluted rial
against pound 1n order to increase exports. For the {ollowing reasons, the devaluation
policy was not appropriate.

The major part of Iranian non-oil export commodities was agricultural and influenced by
the atmospheric tluctuations; therefore, devaluation of rial could not help much to
increasc export.

The main reason for devaluation should be the creation of a for balance of payment
surplus, while it already in surplus. '

In inflationary situations, export of less elastic commodity accelerates inflation.

Therefore, the devaluation keeps prices up even more. Only in September 1949 when
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Rritain devalued pound (or rial appreciated versus pound), the rate of inflation fell n

Iran.
- The Third Episode: Korean War and Imported Inflation

Iranian economy enjoyed low prices for more than a year after the Second World War.
When Korean War started, the world economy experienced the first imported inflation
experience m the post World War II Period. Between June 1950 to January 1951, the
price of primary commodities rose by 60 percent in the international market in reaction to
the American army’s demand (the demand pull inflation). But it came as cost push
inflation in many countries with small production like Iran. Nonetheless, after the
1954 coup, this inflation further came down. In addition, {rom 1951 to 1962 which
was the first year of the land reform, prices continuously increased at an average

rate of 6.6 percent yearly.
Summary of Section One

In this section we have discussed the three episodes of inflation in Iran between
1940s and 1950s.Then we have mentioned that the important reason for the
inflation in the first episode was devaluation of Iranian currency against pound
Sterling and American dollar. We also found oul the main reason for inflation in

the second and the third episodes, which was imported inflation.

Section Two
Inflation in 1960s

In 1962, Iran initiated a land reform program that changed its socio-economic structure.
This program had adverse effects on prices later on (which will be discussed later), in the
1970s.

We find the following reasons for low-levels of inflation in the 1960s. 1) The

commissioning of the government projects in 1960s that were started in 1950s, which



helped to increase the supply of domestic production. ii) Expansionary monetary policy
by the Iranian Central Bank in 1962, e.g. decline of legal depostts from 15 percent to 12
percent, reduction of legal deposits for savings account from 15 percent to 7.5 percent
and decline of sight deposits from 40 percent to 35 percent. Therefore the credit policy
could make a cheap money supply for investors. 111) O1l price increased enough to cover
mcreasing exchange increasing expenditures, therefore Iran had no problems with the
balance of payment in the 1960s. Farther, increase of oil price in the international market
enabled the Iraman government enables to import either consumption goods or
intermediate and capital commodities for domestic production. 1v) The major reason for
low rate of inflation in the 1960s was the price stability mn the major Iran’s trade partners
countries (65 percent of Iranian import was from these countries in the 1960s). Owing to
the above rea;sons, the lugh growth rate of GDP (an average annual rate of 10.5 percent)
during the third and fourth development -plans between 1963 and 1973 caused the
demand to match the supply in 1960s. Table 3 shows the price indices for these countries
during 1960s. The average rate of price increase m lran's major trade partners during

thc1960s was lcss than 3.8 pereent; for Iran, this pereentage was less than 1 pereent.



Table3: Rate of Change of Consumption Goods Price of Iran and Its Trading
Partners during 1961-1970 ‘ '

T Year 1961 [1962 1963 [1964 [1965 [1966  |1967 [1968 |1969 1970
UsA 11 iz 12 (13 |17 29 [28 |42 |54 |59
Germany 23 |2 |3 24 |31 3.7 17 |16 |19 |34
France (33 |48 |48 |34 |25 27 |27 |45 |64 |52
Japan |53 |68 |75 |39 |66 |51 2 53 |52 |77
UK 34 |43 |2 33 148 39 |25 47 |54 |64
Taly (21 |47 |75 |59 |46 |23 32 (14 |26 |5
Tran 102 |0 [1.02 |104 |0 0 102 102|104 |0
Average |26 |39 |433  |336 |39  |343 |28 |36 |448 |56
‘of the six

-countries

Sources: IMF, World Bank and International Financial Statistics, 1971 and

Budget and planning organization of Iran,”"Magmoe Amari”, 1997.

Therefore, the above factors resulted in an incrcasc in the domestic supply on the onc
hand and ensured cheap import of consumption and intermediate goods for the industrial
sector on the other, which helped to keep down the rate of inflation in 1960s.

Section Third
. Inflation In 1970s

Three events had impacts on the Iranian economy, especially on the rate of inflation in
Iran 1n the 1970s, imported inflation, rise of oil prices in international market and Iranian
revolution in 1979. Of coursc the land reform and the third and the fifth five year plans,
which were executed in the 1960s and early the 1970s, had transferred a considerable part
of rural population to the urban areas, but the absence of a appropriate increase in the

supply of food can be considered as another factor for inflation in the 1970s (we will
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discuss it in the next chapter). Without doubt, the phenomenon of inflation in 1970s was
one of the important events in political macro economics in the post-waf period and 1t has
affected the entire Iranian economy for the past three decades. The attempt below is to

- analyze the imported inflation and excess demand as the main causes of inflation n the

Iraman economy in 1970s.
Imported Inflation in the 1970s

We can look at the imported inflation in two periods; the pre oil boom period
before in 1973 and the one after that. The industrial countries had enjoyed low rates of
price increase during the post-Second World War period-apart from the Korean War
years. According to UN stalistics, between 1953 and 1968 the average rate of nflation mn
11 industnial countries (including the five major Iranian trade partners) was 2 percent
only. But since 1968, the prices started to rise in the mdustrial countries. The average
increase was 4.56 percent in Iran’s trade partners between 1967 and 1973. Other data
show that between 1970 and 1973, wheat price increased in the international markcet by
two-hundred percent and prices of other essential goods like meat, sugar, cooking o1l and
cement increased considerably. When the o1l boom took place in the international market,
the prices rose in all industnial countries. For instance, between 1973 and 1975, the
average rate of inflation was 26 percent for all O.E.C.D countries and 39 percent and 13
percent for Japan and West Germany respectively.  The countnies kept down the rate of
inflation with the fiscal and monetary contractionary policy after 1975 on the one hand,
and exported their inflation by maintaining high price of export commodities to Third
World Countnies on the other hand.
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Tablc 4: Compasition of Importcd Commaditics.

Year | Consumption | Intermediate | Capital
1959 13025 49.14 20.60
1963 | 24.15 55.52 20733
1967 | 12.60 59.723 2767
1971 | 11.73 64.84 23.43
1974 11538 64.50 20.12
1977 | 18.63 54.17 27.19

Seurce: Looney, 1982, Table 8.2, pp 150.

Figure 1 : Compeosition of Iran’s Import In (1959-1977)

Percentage 7 Consumption

intermediate
0O Capital

i

74 1977

Year

Table 4 shows the Iranian imports from 1959 to 1977 in three categories; consumption,
intermediate and capital commodities. Import reduces cost- push pressures, but an
mcrease m its own prices will affect intemal prices that can be inflationary. As is
observable from the table, 64.84 percent and 54.17 percent of intermediate goods were
imported m 14974 and 1977 respectively. The percentages for consumption and capital
commodities were 54.17 and 27.19 respectively in 1977. Clearly, there is significant
scope for a linkage between mncreases in international prices in general and of five major
Iranian trading partners in particular, and similar increases in Iranian increase prices.
Therefore, there is no doubt that one segment of [ranian inflation in the 1970s was rooted

m imported inflation when prices rose in the Iranian major trading partners after 1974.
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Table 5 shows the trend of prices in Tran and among its trading partners during 1970s. As

can be observed from the table, all countries have a single. digit rate of mflation before
1973 and this becomes double-digits after the oil-boom.

Table 5: The Growth Rate of Wholesale Price Indices of Iran and its Major Trading
Partners, During 1970s.

i 1970 11971 11972 11973 11974 (1975 {1976 {1977 |1978 11979
.S 36 B3 4.4 131 R12 B2 U6 61 178 N25
Japan B.6 .7 D3 159 Bl4 B 51 19 25 173
France (7.5 R.1 46 147 134 B7 074 B6. 43 1133
Germany 4.9 4.2 2.6 66 B09 U6 BT P8 1.1 48
Ttaly 76 B3 4 178 408 =86 D28 (166 B3 1155
UK 66 © 5.3 73 P34 P31 162 182 BY 1109
'Average 563 B.53 B52 1126 P685 9 997 85 W48 1107
Tran 55 017 68 48 3.8 N76 57 13 144 92
Source: International Financial Statistic Year-book, 1990

The rate of mflation for Iran became double-digit immediately one year after the oil-
boomn, when the prices increased in the industrial countries and imports became costly for
Iran.
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Figure 3

Rate of Inflation in Fan and Its trading Partners During 1970s.
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Table six provides the share of oil and non-oil exports and trade balance of Iran
for the 1970s. The outstanding point to note is that the share of non-oil export 1s
very small, and it changed from 5.3 percent before the first oil boom in 1972 to 3
percent in 1978. In other words, the share of non-oil export in the total Iranian

foreign exchange revenue was coming down when oil price has increased in the

international market.
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Table 6: Oil and Non-Qil Exports During 1970-1997(in billion §)

o1 &
Gas
Year | Total [Exports Non-O1l Exports Trade balance
Exports [Value  Percent  [Value Percent ({Value
, NA
1970 922.8 95.4 4.6
NA
1971 1109.3 94.8 52
1972 1851.1 B.6 94.7 0.44 5.3 -0.13
1973 6.7 5.6 95 0.63 5 0.52
1974 21.097 20515 972 0.582 2.8 8.58
2.47
1975 19.691 19.099 96.9 0.592 3.1
4.08
1976 21.142 R0.68 1945 0.472 5.5
3.55
1977 21.429 20.905 94.5 0.524 5.5
1978 18658 [18.115 97  0.543 3 4.98
1979 00.127 19315 955 bs12 w3 B8

Source: Central Bank of IRI, Centre for Statistics, various ycars.
Excess Demand
Model of demand pull inflation

Suppose additional revenue due to o1l price-hike is S. l.et proportion A be held abroad in
foreign bonds and securities. S (1-X) comes into the economy. Let “e” be the proportion

of this S (1-A) that 1s spent by the government. Let “m” be the propensity to import out
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of this expenditure and the subsequent rounds of expenditure this leads to. T.et “d” be the
expenditure generated per unit of domestic income created; d<l.

Under what conditions will demand for domestic goods increase as a result of a rise in
otl-revenue by S?

S(1-0).e.(1-m)+S(1-A).e(1-m).d.(1-m)+S(1-A).e(1-m).d(1-m).d.(1-m)

=S (1-A).e (1-m) [1+d (1-m) +d (T-m) +....] = S (1-).e (1-m)

This will be positive if S (1-A).e (1-m) >0

1-d (1-m)
Condition: 1) A<1
i) e>0
111) m<1

If these conditions are satisfied then domestic demand increases. If supply cannot

increase by this much, then the economy will experience with inflation.
i) Government Expenditure

According to the above model, when oil prices rise in the international market, we can
expect the Iramian government budget to expand. Table seven provides mformation about
Iran’s composition of government expenditure in the 1970s. It is clear from the table that
total government revenuc inercased dramatically from 465 billion rial in 1973 to 1394.9

billion rals in 1974 and it reached 2126.7 billion nials(or 4.57 times) in 1977.
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Table 7: The Iran's Composition of government cxpenditures During 1970s  (in b rials)
Current  |Share {Development [Share inj Total | Total Budget

Year total General

Expenditure Expenditure Expenditure| Revenue| Deficit
1570 124.5 563 (96.6 437  1221.1 182.4 -38.7
1971 (1994 63.2 {116 328 3154 2583 -57.1
1972 12833 682 {131.8 31.8 4151 302.1 -113
1973 370.2 69.7 (161.2 30.3 5314 465 67.1
1574 18257 70.3 |348.7 297 1174.4 1394.9 2205
1975 1969.4 64.8 |526.8 35.2 1496.2 1582.1 85.9
1976 11083.8 64.7 1591.6 353 1675.4 1743.8 68.4
1577 1248.1  |574 (9268 526 (21749 21267 -48.2
1978 11387.1 67.9 1657.1 32.1 2044.2 1699.3 -344.9
1979 {1494.9 74.07 {5233 253 120182 1791.8 -226.4

Source: Central Bank of IRT, Various years.

Comparing current and development expenditure, the share of the former has always
been more than the latter through the decade. The share of current expenditure reached
7407 percent mn 1979 from 68.2 percent in 1972(the year before oil boom). The
interesting point is the budget deficit. As we can see from the table, it has fallen from Rls
113 billion to RIs 67.1 billion in 1973 when oil boom begun and the government revenue
increased. Budgef deficit increased to 344.9 billion rials in 1979 while it was 67.1 billion
nials in 1973 before oil-boom. This was despite the increase in government revenue. The
fifth development plan was revised upward to accommodate the desire of the government
for a mgh rate of growth.

Another element that affects the excess demand is tax composition. Government,
through changes in the rates of taxes, can control or expand investment, consumption and
aggregate demand.

The data about tax composition of Tran in the 1970s are provided in table 8. As is

observable from the table, 23.6 percent of Iran’s government revenue comes from taxes



The share of direct tax, is smaller than the share of indirect tax (the annual average

percentages are 47.6 and 52.4 percent respectively).

Table 8 Composition of Tax Revenue
Year Tax Total Tax to|Direct Tax to|lndirect Tax To
Revenue |Total Total Tax Total Tax
Revenue

1570 70.6 36 38 62

1971 82.2 30 39 61

1972 102.6 32 40 60

1973 131.2 27 40 60

1974 157.8 11 46 54

1975 270.8 17 56 44

1976 3428 19 55 45

1977 4436 20 52 48

1978 465.9 25 58 42

1979 368.3 20 62 38

Source: Centre for Statistic and Central Bank IRT various issues .

Figure 4: Composition of Taxes During 1970s
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There are two outstanding points to discuss about the table. The first is regarding the
proportion of total tax to total govermnment revenue which dechned m the post-o1l boom
period. This means that when oil revenue increases, the government does not pay as
much attention to other revenue resources. The second point is that the share of direct tax
to total tax revenue increased after the oil boom. As the table shows, the share of the

direct tax incrcased from 40 percent in 1972 to 62 percent in 1979.
if) Investment

Investment is another factor that has sigmificant impact on aggregate demand. Table 9
shows investment of Traman government in agnculture, o1l and gas industry, and mining
sectors both in Ris and in percentage terms. As the table suggests, except the agrarian
sector, the remaining sectors show significant increases in mvestment; this is true
especially of investment in the service sector. In addition, the rate of growth of
mnvestment in the agrarian scctor fell in the late of 1970s in comparison to the carlicr
decade, while the rate of investment in service sector which was more or less falling from
1970 to 1976, started nising after that. Rate of investment in service sector fell from 65.5

percent in 1970 to 54.4 percent in 1976. By 1979 it had bounced back to 71.6 percent
( see table 9).



Table 9: Investment and Percentage of Investment in Different Sectors (1970-1979).

Year {Invt (% |{Invt {% |{Invt m{% |Invt %|Total |%  |Total{% |Total
in Agni in Indust n L of L of
ry
Sector Ol & Servic Privat Gov. Invest
& mines e e sect. Sect
Gas sector or
1970 113.5 7.3 {12.5 6.7 381 |20.{121.6 {65.5 1869 47 {98.8 |53 1185.7
5
{1971 {186 (8.4 18282 408 {18.1145 |65 102.9 46 1120. |54 {2228
3 2
11972 275 194 30711 49.8 {17 {1844 :63 153.1 {52 {139. 148 12923
Z 2
1973 1326 (84 35592 675 (17.1249.9 |65 184.2 148 |201. 152.{385.5
S 3 2 '
1974 528 97 1492 (9 103.1 {19 13364 62 218.1 140.2 1323. |60 |541.5
4
(19754722 |76 {7598 - 1233.3 25 {566.7 60 452 .4 149 1485. i51. 194%.1
7 2
11976 180 5.3 274 {184 i325.1 122 iB09.6 544 625 142 1863. 58 {1488.7
7
1977 1877 4.9 1226.12.7 14422 124. 11027.9157.6 {780.1 {43.7 i1003/56. {1784
2 8 g9 2
4‘1978 692 4.4 177 111 3277 120.1990.3 163.2 1502.2 {32 |1062:67.1564.6
: 4 9 4 19
1979 1707 6 927178 11702 i14. 18429 {71.6 15652 148 611. {52 {1176.5
5 3

Seource: Plan and Budget Organization and Central Bank of IRI. Various Issues.
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Figure 5 : Composition of Investment During 1970s
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It has been earlier mentioned that the strategy of the Tranian government was to protect
the private industrial private sector during the third, fourth, fifth and sixth five year
economic development plans, during 1960s and 1970s. And increasmg the total
_investment in 1960s was one important reason for price stability in the decade. The figure
shows that total investment increases from Rls 185.7 billion in 1970 to RIs1564.6 billion
in 1978, and the share of industrial sector increases from 20.5 percent in 1970 to 24.8 n
1977, though it fell sharply to 20.9 percent in 1977 and 1978 respectively. Although the
growing rate of investment in the 1970s could help in increasing the aggregate supply, for

some reasons, the supply could not match the level of demand.
II) Credits policy

Credit policy of Iran in 1970s was similar to the one followed. The important instruments
of credit policy available to the ICB were, for instance, open market operation and
interest rate, selective credit control, credit ceiling and exchange rate policy. As noted mn
the previous chapter, the sources of moncy supply in Iran were changed mn following
ways: Changes 1) in government budget (as it was mentioned above). 2) in external
transaction of the non-governmental sector, and 3) changes in supply of credit to the non-
governmental sector by domestic banks. Let us begin the explanation of Iran’s credit
policy with Open Market Operation (OMP). Sales or purchase of secunties by Central
Bank as an instrument to control money system 1s the main mstrument of OMP pohicy.
This activity began in the 1940s in Iraman banking system, but it came seriously on the
agenda of the banking system only in the 1970s. Selling and purchasing of securities
were not as successful in Iran as they were m many other developing countries (we will
discuss this mater in the next chapter). Henee, the mstrument could not be an cffective
one for controlling money supply in the 1970s. Legal reserve and rediscount rate were the
main effective instruments in the hands of the CBI to control the money supply in the
post—oil boom period. In 1974, CBI has acknowledged inflation as a major economic
problem. In order to curb the inflation, the rate of interest had been increased by the
commercial banks. For instance, the mterest rate rose for bills and promissory notes on

commercial transaction from 7.5 to 9 percent annually. But the role for agriculture and
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industrial bills and notes increased from 7 to 8 percent only. On the other hand, the rate
of interest for savings deposifs, time deposits and longer deposits rose from 5.5 to 7-
percent, from 6.5 to 8 percent and from 7.5 to 9 percent respectively. The CBI in 1976
again emphasized that inflation was the major problem of Iranian economy, and private
liquidity was the chief cause of the rising prices. By 1977, it was clear that inflation was
out of control; hence CBI again mcreased the rediscount rate to the commercial banks
and maximum rate of interest payable and receivable by the banks. These two had little
effect on keeping down inflation. By 1978, the economy réached stagnation point while
the private liquidity grew up by 23 percent. In this vear, CBI once reduced the ratio of
legal reserves and released a considerable part of its reserves for enlarging credit. On a
later occasion, the bank again reduced the ratio of legal reserves and requirement of
compulsory purchase of government bonds. On the whole however people were

indifferent to CBI’s policies until the new political regime came to power in January
1979.

Section Four

Government Budget in 1980-1988

Revenue

1) Oil Revenue

The structure of the budget remained the same as in the previous decade and significant
part of the revenue came from oil. Table 10 shows the government revenue. As we can
find out from the table after the decline in oil revenue from RIS 15%0.3 billion in 1977 to
RIS 1013.2 billion in 1978 it falls further to RIS 888.8 billion in 1980. Oil rcvenuc
resumed its diminishing trend in 1984 and it had fallen sharply to 434.7 billion in 1986

(minimum level in the post-oil boom period). The table shows 45.2 percent of the
revenue came directly from oil during 1980-1988.



Table 10: Composition Of Iran’s Government Revenue (1980-1988)

iYear Oil revenue [Percentage [Tax revenue [Percentage Otherrevenue [Percentage [Total rev
51980. 888.8 61 340.4 23 224.6 16 1453.8
=5%1981 1056.4 53 554.1 28 365 19 19755
é1982 1689.5 62 613.9 23 11136 15 2717
1983 16851 b4 796.5 26 536.3 20 3017.9
%1984 1407.7 47 898.7 - B30 6£98.1 23 3004.5
%1985 12774 47 1033.7 34 682.6 19 2993.7
1986 14347 21 1024.6 49 6314 30 2090.7
1987 853.2 33 1030.2 40 669.8 27 2553.2
i1988 ‘809_4 33 986.5 39 ' 717.6 28 2513.5

Source: Iran Centre for Statistics, Annual Review and Economic Trends, Various Issues .

As 15 clear from the table the share of other revenues in the total revenue increases from
20 percent in 1978 to 28 percent in 1988 (or on the average from 13.2 percent in the
1970s to 22 percent mn the 1980s). We also have to note that other revenues came from
the difference between official rate of dollar and free market rate of dollar that the
government received from o1l exports. Indeed more than 67 percent of the government

revenue in thé 1980s came from oil.

Tax Revenue

- Table 11 shows that the composition of tax revenue in the 1980s has not chénged
structurally. In other words when oil revenue was high the government forgot other
revenues, therefore the share of tax revenue shrunk and in the opposite scenario (either
because of decline in o1l exports in 1978 or dechine in oil prices m the mternational

market in 1980 and 1986) the share of tax revenue in total revenue rose.
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Table 11: Total Tax To Total Government Revenue And Tax composition

Total Tax toDirect Tax
Tax Total Govt.to Totall Indirect tax tol
'Year Revenue  Revenue Tax Total Tax
1980 340.4 23 38 62
1981 554.1 28 58 42
1982 613.9 23 48 52
1983 796.5 26 41 59
1984 398.7 30 45 55
11985 1033.7 34 51 49
1986 1024 .6 49 56 45
1987 1030.2 40 59 41
1988 986.5 39 65 35

Source: Iran Centre for Statistic, Plan and Budget Organization,Various issues

Figure 7
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Table 12; Iran’s Composition of Government Expenditure (1980-198%)
~ (in b.rials)
Developm
Current Rate ofent Rate Of Total
Expendit Growth [ExpenditurGrowth General Budget

Year jre(CE)ofCE (ME) ofDE CE+DE Budget Deficit
1980 16812 762 681 238 22493 13487 |903.1
1981 0324 175 6747 25 2707.1 |1821.4 18857
1982 22515 {71.1  P148 P89  B166.3 R517.7 1649.7
1983 2532.1 $9 11486 Bl 36717 27943 1878

1984 p4756 (73.8 878 062  13353.6 27266 627

1985 25481 769 1652  B3.1 133133 26914 [621.9
1986 DP4103 764 7465 (236  B1568 [1781.9 13749
1987 R911.4 80 7292 R0 36406 22108 1142938
1988 B3492 1795 Bl64 P05 p2106 20989 (21117

Source: Iran Centre for Statistic and Budget and Planning OrganizatioVarious Years.

Table 12 provides figures of current and development expenditures. The share of the
former rose from RIS 1387.1 billion in 1978 to RIS 3349.2 billion in 1988 (or from 67.9
percent to 79.5 percent). In the 1980s the character of development expenditure changed.
As 1s clear from the table, the cxpenditure rosc from RIS 657.1 billion in 1978 to RIS
816.4 billion in 1988 while in percentage terms it shows an opposite movement. In other
words although the development expenditure rose in absolute value, as a percentage it fell
from 32.1 percent in 1978 to 20.5 percent in 1988. The main reasons behind the decline
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of development expenditure in the 1980s were the war and the money spent by the
government in protecting the poor that accounted for a considerable portion of the total

expenditure.
Budget Deficit

Table 12 provides information about the trend of the Iraman government budget deficit.
As can be observed from the table, budget deficit declines from rials 508.5 biliion in
1978 to nals 269.3 billion to 1979. After a year it again fell for two years continually. In
1985 the deficit fell to nals 621.9 billion, the mimimum level ever achieved in the 1980s.
One needs to state that the reduction of the budget deficit was not because of increase in
tax revenue (as wnagined 1n a classical economics). It was because of the nse m o1l
revenue in 1981 and 1983. The trend of increasing budget deficit resumed from 1986 and
it reached its maximum level of rials 2111.7 billion 1n 1988, that 1s around four times the
1978 level and more than three times the 1985 level. Consequently, the ratio of budget
deficit to GDP and total expenditure rose from 8.8 percent and 18.4 percent i 1978 to
9.2 percent and 50.2 percent in 1988 respectively.

The Sources of Providing for Budget Deficit

There are six obvious ways in which a budgel deficit can be brnidged. Borrowing from the
central bank 1s the easy, but potentially the most inflationary, means that the Iranian
government had chosen to finance its war expenditure, and expenditure behind the
bureaucracy whose size doubled in the 1980s. In other words not only was the measure
adopted to cover the budget deficit potentially inflationary but also were the scctors, that
the expenditure went to, unproductive. Of course we are going to discuss the various
views on budget deficit in the next chapter, but what is imperative to note here is that
budget deficit need not always be inflationary. It depends on which measures are adopted

and which sectors (productive or unproductive sector) the money is spent on.
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Banking systema And Credit Policy in the 1980s

When the new regime came to power in early 1979, it began to change both the political
and the economic systems. The first step towards changing the economic system was
fundamentally reforming the banking system. Therefore all 36 financial institutions that
were active during the previous regime had been iﬁxtegrated in two categories,

commercial and specialized banks. The new banking system gave priority to controlling

the rate of inflation, which increased continuously during the war.
The banking system and instruments

The new system rejected the classic monetary mstruments (that were used by the
previous regime) as usury instrument (except legal reserves). For the following reasons
even assessing the ratio of legal reserves was not a successful instrument for effecting a
change in the money supply. First, the instrument can be effective for the banking system
in controlling thc moncy supply only in the abscnoc of any illegal financial markct
outside the control of the Central bank, while this kind of market was already active in
Iran and 1t had been more active in post-revolutionary Iran when the merchant
bourgeoiste influenced the new system. Secondly, the instrument has a contractionary
effect only if the banks do not have surplus resources. Otherwise increasing the rate of

legal reserves by Central bank in order to reduce money supply will be fruitless.
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Table 13: Banks Surplus Of Resources Between 1974-1988.
(In rials Billion)

Year 1974 | 1975 {1976 | 1977 | 1978 1979 | 1980

Surplus -40.2 1 - -198.3 | - -112.2 1955 | 2573

Of » 147.2 147.4

Resources

| Year 1981 | 1982 | 1983 1984 1 1985 1986 | 1987 | 1988
| Surplus 322, 17181 1342 448 13712 17900 | 1196.8 | 19655
Of 3 | 9

51 Resources i

Source: The Central Bank Of IR1, Various Years.

Table 14 shows the different sources from where the banks got the money and where the
banks spent during 1980-1988 and how much. The table suggests that the surplus was
negative during the entire decade of the 1970s and its trend had changed in the 1980s
when the banks had a surplus. According to the table the banks” deficit declined from RIs
112.8 billion in 1978 to a surplus RIs 1965.5 billion in 1688. The main reason for having
such a huge surplus in the 1980s was the prevalence of stagflation which discouraged

investors from taking loans from banks for investment.
Credit Policy in the 1980s
Credits fer Various Sectors
The credit poiicy changed in the 1980s.1n favor of productive sectors liké»industrial and
agrarian sectors. According to this policy a huge amount of loan was sanctioned for these

sectors with low rate of interest but the policy did not yield the desired results in the early

part of the decade. The policy was resumed again in 1983.
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Table 14: The Rate Of Growth Of Credits For Various Sectors During (1984- 1988)

Year 1984 1985 1986 1987 1988
ApprojAct Appro |Actua Approve:

Sector ved mal ved I pprovediActual d Actual ApprovedActual

Agriculture 23 B R0 21.7 20 189 120 38.1 1233 35.2

Industry

And Mines 23 7 20 194 124 77 R 29 B3 31

Constructionll0  111.2{10 104 124 179 B 25.5 10.6 17.1

Commerce

And

Services 0 3.4 0 63 0 35 0 36 0 -3.9

Others 0 13.90 52 0 30.1 0 357 0 40.4

Source: Central Bank of IR1, Various Publications.

Table 14 provides details of credit provided by the banking system to various sectors in
the 1980s. The data about credit for agriculture indicates that during 1983, 1985 and 1986
the sector could not absorb the entire credit and the industrial sector (except in 1988) also
could absorb less than what was approved for it. Looking at the table one finds that the
rate of growth of commercial and service sectors has declined and this needs to be
explained. The share of the other sector which was also the unproductive sector, had
grown such that il can offset the decline of commercial and service sectors. As a result,
the improved credit policy that was supposed to be followed by the banking system in
order to protect the productive sectors in the first decade of post- revolutionary Iran was
actually mmnmmally implemented. 'The composition of the private credit sector is another

important factor that affccts the aggregate demand which we arc going to discuss now.

Credits for Private sector
Credit for private sector by banks 1s another important factor for excess demand. Whether

the creation of credit 1s inflationary or not depends on the situation of the economy,

whether 1t 1s in depression or in boom conditions. It also depends on the nature of credit,
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whether it goes to trade or non-trade sectors. When the economy 1is under full
employment, if credit given to the private sector by banks 1s destined for productive
sectors and 1t increases sufficiently the aggregate supply to cover any excess demand
pressures it can’t be inflationary. But if the credit flow 1s to unproductive sector then we
can expect it to increase the rate of inflation. We can find Iran’s credits policy in 1970s
and 1980s from the table. As is observable from the table, the private credits are divided
in two sectors, the trade and non-trade sector. The table suggests the highest percentage
that was appropriated for non-trade sector during the 19705 was 30.2 percent in 1978,
during the 1980s it was 36.19 percent in 1984. In other words almost 70 percent of the
private credit flowed into the trade sector, which is potentially inflationary.

With reference to Table 16 we note that credits to private sector can be divided into two
sections, for trade and non-lrade activilies. In regard to the table two pomts should be
considered. The first is the large segment of credit flows to the trade sector in thel970s,
but 1t has became smaller in the 1980s. In the 1970s the average percentage of trade
sector credit was 75.9. It fell to 67.86 percent mn the 1980s. The second point is the
change in credit policy m favor of non-tradc activitics after 1974 when the rate of
intlation began to touch double digits. In the 1980s the trend continued and the
percentage of trade activities fell from 71.6 in 1980 to 68.7 in 1988(see the table) «
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Table 15: Rates of Growth of MS, GDP and Wholesale prices. (1980-1988)

Year MS GDP RGW

11980 7 20.9 R0
1981 16.1 218 B0
1982 2.8 31 19.1
1983 16.8 25.1 14
1984 6 25.1 7.6
1985 13 25.1 7.7
1986 19.1 5.1 7.2
1987 18.1 n5.1 253
1988 3.8 P5.1 297

Source: Central Bank of IRI, Various Publications.

Finally, tablel5 provides information about growth of money supply, nominal GDP and
rate of inflation in the 1980s. The table suggests that money supply could stimulate rate
of growth of nominal GDP but not in proportion to aggregate demand. Although the
government’s fiscal and credit policies seemed to promote the productive sector m the
1980s,but the war, embargo on the Iranian economy by the USA and mismanagement of
enterprises by merchant bourgeoisie prevented sufficient iquudity flow to productive
sectors. As a consequence, the aggregate supply could not match the aggregate demand
and the rate of inflation rose rapidly in comparison to the 1970s. As it appears in the
table, the rate of mnflation in the post-oil boom period averaged 12.2 percent, and it

jumped to 18.3 percent for the period 1980-88.

Section Five
Cost-push Inflation in thc Post War Economy (1980-1988)

Iraman economy fought a crucial eight years war in her history. The economy was in
very bad health at the end of the war. For example the real output and investment

declined at the annual average rate of 1.8 and 6.6 percent respectively. In this situation
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the country’s policy makers had chosen the liberalization route in order to reconstruct the
economy. The following analysis dwells on cost-push inflation m the pdst—war period.
Cost-push inflation can occur in any economy through three paths: imports, increase in

cost of material or wage increase, and devaluation of national currency.

I) Imported inflation

We have already discussed this type of inflation in the pervious chapter and mentioned
that the importing country can be affected by imported inflation when prices rise in the
international market and in the Iranian case we found out that imported inflation was a
major factor in 1950-1951during the Korean War and it was also one of the important

reasons behind cost-push mflation during the 1970s and 1980s.
II) Wage Increases

The sccond potential source of cost-push mflation 1s wage incrcascs which cither reflect a
manpower shortage in the labor market or increase in the prices of less elastic goods like
foodstuff on which laborers spend a considerable portion of their own wages. When
prices increase real wage of laborer will shrink and in order to protect the purchasing
power of the laborer the trade union will take action on the one hand and capitalists will
altempt to maintain their profits on the other hand. Il the former prevails we can expect
the economy to witness wage cost-push inflation. According to our study we could not
observe any reason to maintain that wage increases is the maj or factor for inflation in the
Iraman economy. The reason behind this claim is that both in pre and post revolutionary
Iran there was not any independent trade union that scriously worked for rights of
labourers. Therefore, we can safely say that the Iranian economy does not have any

expenence of wage cost push inflation so far.
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Table 16: Rate O f Growth Of Censumption Price Index And Wages (1988-1995)

Y ear CPI1 WIN 'WB MW
1988 29.1 15 22 9
1989 17.4 11.1 18.2 0
1990 S 38.5 9.3 19.8
1991 20.7 37.5 13.5 66.8
1992 24.5 30 20.5 | 36.2
1993 22.9 29.2 18 31.9
1994 35.2 27.6 24 30.1
1995 49.5 36.6 38.9 30
Average 26 25 18.3 24.9

Sources: Majmoai-e-Amari, Budged and Planning Organization, table 12, 26.1997

Table 16 supports our argument. From the table, one can see the rate of growth of
consumption price index (CPI), wage of big industry (WIN), wage of construction
labourers (WB) and mummum wages for the penod 1988-1995. There are three
outstanding points for discussion in the table. First, there is a direct relation between CPI
and WB. When the former changes the latter will change in the same direction. In other
words after prices increase WB increases to offset the decline in purchasing power.
Sccond, the rate of growth of minimum wagce that is determined by the government
increased dramatically from 19.8 percent m 1990 to 66.8 percent in 1991, the third year
of liberalization, when labourers started protesting against rise of prices.Third, the
average rate of growth of WIN and MW could match themselves with the average rate of
growth of CPL, while the average rate of growth of WB could not. The table suggests a 25

percent annual average rate of growth for CPT duning 1988-1995, while (his rate is 18.3
percent for WB during the same period.

61



IIT) Devaluation

As we have elucidated in the introductory chapter Iranian economy changed from being a
- self- reliant economy to an import-dependent one after 1960s. In 1960s and 1970s when
Iran was rich in foreign exchange reserves it allowed importer to import any commodity
they wanted. There was no dittference between foreign exchange rates in the official and
the free markets. After the revolution the goﬁemment rationalized foreign exchange use,
for preventing capital flight and protecting domestic production. Therefore, there was a
multiple foreign exchange system that caused an increase in the gap between the official
rate and other foreign exchange rates. Traders could have foreign exchange at official rate
for import of essential commodities and intermediate and capital goods but they had to
offer those commodities to consumers and enterpnses at the rational prices. In this way
government could prevent hyperinflation in the 1980s. After the War when the new
government came to office, devaluation of nal, unification of the exchange rate and
elimination of the rational system were the important targets on its agenda. The gap
between official foreign exchange rate and the black market rate that reached 500-600
percent in the second half of 1980s increased to 4000 percent in 1995. Under the new
foreign exchange system essential commodities and intermediate and capital good
imports became so expensive that 1t mcreased the cost of domestic production.
Consequently, the rate of mflation rose to 49.4 percent m 1994, cohich however fell to
23.2 percent in 1995 (see lable). Tn additon, the annual average of inflation rate jumped

from 18.3 percent in 1980s to 28.4 percent in 1989-1995.

Table 17: Rate of Growth of Retail Price during 1988-1995

Year 11988 1989 1950 1991 1992 1993 1994 1985 Average

Retail
Price
;;[ndex 17.4 ;9 19.6 24 .4 22.9 35.2 49 4 232 284

Source: Plan and budget Organization, Centre for Macroeconomic, 2002.
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Table 18: Rate Of Growth Of Money Supply ,Quasi-money , liquidity
of Private Sectoi- And Nominal GDP (1962-1995)

Year MS (MD) QM (M2) MI+M2  INGDP
1962 0.8 53 " 53 56
1963 119 Bl 18.8 338
1964 110 182 132 95
1965 12 17.7 207 116
1966 108 1192 144 R
1967 15 D46 193 125
1968 14 30 215 93
1969 3 1.9 175 1
1970 76 19.9 145 0 4
1971 201 30 25.7 26.7
1572 356 B342 34.8 255
1973 277 30 29.1 477
1974 614 542 57 76.6
1975 365 448 314 106
1976 369 1405 391 345
1977 293 B3 316 16.6
1978 564 D7 23 16
1979 347 404 377 20.5
1980 323 223 27 5
1981 229 97 16.1 218
1982 287 165 2238 31
1983 11 237 16.8 D51
1984 178 165 6 10.2
1985 3 19.9 13 6.5
1986 18 20.4 15.1 2.9
1987 166 |19.9 18.1 D35
1988 144 P46 238 12.8
1989 158 232 19.5 242
1990 P46 P06 225 323
1991 218 273 D46 36.1
1992 20 30.1 253 323
1993 369  B19 342 452
1994 358 D21 285 333
1995 346 2.1 37.6 439

Source: Majmoa-e- Amari Seri-e- Zamani, Publised by Plan
and budget Oranization, 1997.



Figure 9

Growth rate of Money supply and NGDP During
1962-1995
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Figure 11: Growth rate of money supply and NGDP During 1970-1980
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Figure 13: Growth rate of Money supply and NGDP during 1989-1995
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Year
‘Regression 1
Dependent Variable: NGDP
! Method: Least
Squares
Sample: 1962
1995
‘ Included observations: 34
i
Variable Coefficient Std. Error t-Statistic ~ Prob.
C 6.233786 4.899065 1.272444 0.2124
MS 0.652925 0.182493  3.577811 0.0011
R-squared 0.285726 Mean dependent var 21.44118
Adjusted R-squared  0.263405 S.D. dependent var 16.55046
S.E. of regression 14..20445 Akaike info criterion 8.20201
Sum squared resid 6456.525 Schwari criterion 8.291796
Log likelihood -137.4342 F-statistic ' 12.80073
Durbin-Watson stat 1.399849 Prob(F-statistic) ' 0.001128
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Regression 2

Dependent Variable: NGDP

Method: Least Squares

Sample(adjusted): 1963 1995

Included observations: 33 after adjusting endppints

Convergence achieved after 4iterations

Variable Coefficient Std. Error  t-Statistic
C 8.734023 6.446112  1.354929
MS 0.56989  0.22213 2.565574
AR(1) 0.303562 0.183691  1.652571
R-squared 0.33316 Mean dependent var

Adjusted R-squared 0.288704 S.D..dependent var
S.E. of regression 13.97062  Akaike info criterion
Sum squared resid  5855.348 Schwarz criterion
Log likelihood -132.2719 F-statistic
Durbin-Watson stat  2.103288  Prob(F-statistic)

Inverted AR Roots 0.3

Prob.

0.1856

0.0155

0.1088

21.92121

16.56496

8.198298

8.334344

7.494142

0.002293

68




Regression 3

Dependent Variable: NGDP
Method: Least Squares
Sample: 1962 1995

Included observations: 34

Inverted AR Roots (.29

Std.
| Variable Coefficient t-statistic  Prob.
Error
MS 0.854394 0.091591 9.328341 0.0000
Mean Dependent
R-squared 0.249586 21.44118
Var
Adjusted R-squared 0.249586 S.D. dependent var 16.55046
Akaike info
S.E. of regression 14.33708 8.192545
Criterion ,
Sum squaredresid 6783.208 Schwarz criterion 8.237438
Durbin-Watsonstate
Log likelihood -138.2733 1.42291
Regression 4
Dependent
Variable: NGDP
Method: Least Squares
Sample (adjusted): 1963 1995
Included observations: 33 after adjusting endpoints
Convergence achieved after 5 iterations
Variable Coefficient  Std. Error t-statistic Prob.
MS 0.820791 0.123532 6.644336 0.0000
AR(1) 0.293169 0.17907 1.637175 0.1117
R-squared 0.289334 Mean dependent var 21.92121
Adjusted 0.266409 S.D. dependent var 16.56496
R-squared '
S.E. of regression ~ 14.18787 Akaike info criterion 8.201344
Sum squaredresid ,
6240.168 Schwarz criterion 8.292041
Log likelihood -133.3222 12.62107
F- statistic
Durbin-Watsonstat
2.103115 Prob(F-statistic) 0.001244
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Regression 5

Pairwise Granger Causality Tests

Sample: 1962 1995

Lags: 1

Null Hypothesis: Obs F-Statistic ~ Probability
NGDP does not Granger Cause MS 33 2.31237 0.13882
MS does not Granger Cause NGDP 0.06655 0.79819
Regression 6

Pairwise Granger Causality-Tésts

Sample: 1962 1995

Lags: 2

Null Hypothesis: Obs F-Statistic ~ Probability
NGDP does not Granger Cause MS 32 1.57011 0.22643
MS does not Granger Cause NGDP 0.03377 0.96684
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Section Six
Empirical Work

Now time has come to test our hypotheses. According to the hypotheses that we have
mentioned in the first chapter , the reason for inflation process in the Iranian economy has
different faces in the deferent periods. Thus the Iranian inflationary process cannot be a
monetary phenomenon. In the empirical work we calculatéd six regressions for a period

spanning thirty-four years (or the whole period of the study, 1962-95).
Our function is:

So we have two variables Ms (or m) and NGDP (or y) that the former is independent
variable and the latter is dependent variable. We can write four equations for getting
regressions.

l.y=a+bm
2. y=at+bmt+ AR(1)
3.y=bm
4. y=bm +AR(1)

Equation (1) wants to capture the effect of the growth in MsOon the growth of nominal
GDP (or y), for the second equation, we have added auto-regression (or AR) to find the
reaction of the dependent variable on itself. In the third equation we remove the constant
term and we calculate the effect of independent variables on y, with the fourth equation
puts an auto-regression term into the third. All the four regressions show that Ms is
significant, while the R-squared can explain less than 30 percent of the variétion my.
These results however give no indication direction of causality. We calculate the other
two regressions, regression numbers five and six, with one year and. two years lag to test
“Granger causality”. As is clear from the regressions, with 99 percent confidence the
values of the test statistic lie in the accepted region then our test is insignificant and the

null hypotheses are accepted. Then there 1s no “Granger causality” m either direction
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between money supply and nominal GDP. We can thus say that the Iraman mflationary

process cannot be considered a monetary phenomenon.

Conclusion

The beginning point of our analysis was the difference in the nature of inflation behand
the oil and non-oil economies, and we mentioned that for analysis of inflation n the
former we must consider the dependence of the state budget and foreign exchange
revenue on oil revenue. We classified the chapter into five sections. In the first section,
we started with devaluation of Iranian currency against pound sterling and U.S dollar and
argued that there was political reason behind that and not economic reason. In this section
we found that imported inflation was the major factor of inflation during the pre-1960s
peniod. The second section was a discussion on price stability in the Iranian economy
during 1960s. The price stability arose from a number of factors: the state projects in
1960s which had been started m the 1950s, price stability in major Iranian trading
partners, and the standing of oil price in a favorable situation in the international market
in the 1960s. The decade was an exceptional one in the economic history of Iran, when
the economy grew at an impressive rate, by an annual average of nine percent, and at the
same time, the general rate of inflation was only one percent. The rate of growth of
prices in the world economy 1 1967 started to increase, but its effect on the economy of
Iran was neglected and it became visible after the oil boom in 1973. We found that the
excess demand that was created by the increasing of the oil price in the international
market was the fundamental reason of inflation in the 1970s although the imported
inflation and bottleneck of import facilities were the important factors. Of course we took
mnto account the fact a significant part of bank-credit went to unproductive sectors which
way another important factor behind inflation in the 1970s. Iran experienced two-digit
rate of inflation in the 1970s. We divided the post-revolutionary period into two different
inflationary prooesses, the war economy and the Iiberalization economy. In the former
period, the government was mvolved with a protracted eight year’s war. The government
has not been successful in its investment and anti-inflationary policy. The attempts of

financial to control inflation were not successful, because the illegal financial market was
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strong on the one hand, and there existed excess reserves with the banking system on the
other hand. During 1978-1988, investment and output fell by annual a\)erage rates of 1.8
percent and 6.6 percent respectively. We found that the excess demand cause by the
- government’s military budget durning the war was the main reason of inflation during war
economy, while deviation of capital from productive sector to unproductive sector and
sanctions imposed on the Iranian economy by the U.S which gave rise to a high rate of
imported inflation were the important factors. As a result, the average rate of inflation
mncreased from 12.2 percent m 1970s to 18.3 percent in 1980s. In the fourth section that
covered ten years of post-war economy (1989-1998), we argued that devaluation caused
promotion of exports at the expense of domestic supply and raised the cost of imported
materials and imtermediate goods which were needed in the manufacturing sector.
Consequently, we considered cost-push mnflation as the reason of mflation in this period.
In the fifth section, we calculated six regressions for the pen'od of our study, 1962-1998,
where money supply (Ms) is considered as an independent variable and nominal GDP as
a dependent variable. We wanted to capture the effect of the growth in Ms on the growth
of NGDP. The result showed there is no causality between the variables in the [ranian
economy during 1962-1998. Hence, the Iraman inflationary process is not a monetary

phenomenon.
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Chapter 3

Introduction

Debates on inflation and control efforts to it have a long history among economists and
non-economists. Theories of inflation are a serious issue in macroecgnomics. The oldest
1hc§r_y of macrocconomics, “The quantity theory of money”, was cstablished by
Classical economists, formalized by Ricardo and expanded by others. In this theory
inflation was a monetary phenomenon. When the old macroeconomics lost its validity
in the midst of the Great Depression and Keynesian economics emerged as the new
macroeconomics, the concept of demand pull inflation and cost push inflation were
developed in order to explain the upward mo ement in prices in a modern capitalist
society. On the other side disciples of the old school rebuilt their theory of inflation by
introducing the concept of rational expéctations. The following chapter has fouf parts.
It starts off with a review of The quantity theory of money, then the Keynesian
Revolution is considered. In the next part, the major propositions of the Monetary
school s discussed, and the third pAart deals with the Structuralist theory of inflation.
The fourth deals with the differences between the Keynesians and the Monetarists on

demand pull inflation and cost pull inflation. These are followed by conclusion.

Part One:

| The Quantity Theory

The Classical economists did not have identical ideas on economic phenomena in

general, and about money and its effect on macroeconomic equilibrium in particular.

Two main tendencies were among them which we shall discuss briefly.



The currency Approach

Ricardo most probably had read “Enquiry into the Nature and Effect of the paper credit
- of Great Britain” by Henry Thomton in 1802. But he got influenced by Hume’s opinion
on the theory of money. Ricardo followed the currency principle through out his life.
When the British government issued excessive notes in order to finance the war against
Napoleon in 1810, he launched a special attack on the policy. Regarding to Ricardo’s
approach, Taylor (1991, p.27) has mentioned;

“Ricardo’s main policy recommendation was a Friedmanite rule called the currency
principle, recommending that the outstanding money stock should be strictly tied to gold
reserves. Money could not be created for frivolous purposes such as war finance, and its
supply would only fluctuate in response to movements of gold. In effect, Ricardo sought

to steer monetary policy along the trail blazed by Hume”.

Ricardo was devoted to the currency principle, which takes the opposite side of Thornton
and Mill who showed sympathy to the banking school.

Thornton-Mill approach

Mill was a follower of Henry Thomton, a contemporary of Ricardo. He had some
sympathy, like Thornton, with the banking school and the concept of “loanable funds”
which constitute a non-monetary approach to the theory of the rate of interest. This’
approach was not the same as Ricardos’: on credit policy, the former believed in
monetary management while the latter looked for mechanical rules by which credit 1s to
be controlled. Further, Hicks (1972, p.162) makes clear about Thomnton’s point of view:
“a credit system must be managed by a central bank whose operatioﬂs must be
determined by judgment, and cannot be reduced to procedure by a mechanical rule”.

The story we have just discussed mn terms of classical credit policy 1s repeating itself in
our period. When Monetarists suggest that the monetary authority should have legislated
a tule to achieve a specified rate of growth in the money supply, and that its policy also

should be independent from the government, this means a Ricardian portion. When the
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opposite side argues that central bank should have responsibility about its actions to
- government, this means inversing the Mill & Thormnton approach.

The Quantity Theory

The quantity theory of money is one among the oldest economic theories that onginated
more than two centuries ago. Jean Bodin was the first person who discussed about the
relation between money, production, and price in the 16" century. But the quantity
theory which figured in the writings of the Scottish philosopher David Hume was
introduced in the 18 century. Ricardo, who was identified as the right among the main
economists, formalized the theory in mathematical forms. Before the Keynesian

revolution, the quantity theory had had approach in several different forms, and each one

can be summanzed as follows:

1. Ricardo’s approach

In the late 18™ century and the first quarter of the 19™ century, Ricardo worked on the
quantity theory and finally formalized it into the mathematical form. According to his
economic regime, the real cost of production, in the service of the amount of labor
directly or indirectly embodied in a commodity i1s the pnmary determinant of the
exchange value and there is no involuntary unemployment on account of the deficiency
of aggregate demand. Many has no effect therefore on employment and it can only play
the role of a medium of exchange. It was natural that he liked Hume and other classical
economists who took money as a medium of exchange, and not as a store of wealth, when
metallicrmoney was the primary form of money. Ricardo’s analysis starts with a simple
identity; '
M=PT or P=1li D
T

where M, P, and T are the money stock (metallic money and notes issued by central bank
which are backed with gold and silver), price level and volume of transactions,

respectively. Ricardo believed that any increase of money supply cannot change the
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production level and it will affect the price level alone. In the earlier formula of the
theory of money that was introduced by Ricardo, velocity of circulation of money has not
any place and we had to wait for 30 years till Mill argued that the coins and notes can be
_circulated not only once but many times. It can be used as a medium of exchange for
transactions, hence he added V into the Ricardo’s formula as following;

MV
2
T @)

MV=PT or P=

Where M, P and T are money stock, level of prices and volume of transactions, the
same as in the Ricardo’s formula, and V is the velocity of money circulation. The
equation (2) says the quantity of money multiplied by the velocity of circulation of each
unit of money is equal to the level of prices multiplied by the volume of transactions.
The propositions of the quantity theory are that V and T are constant, and hence any
increase in money supply will have an effect on prices only.

Ricardo also argued that mncrease of prices in a domestic market (suppose foreign
prices are fixed) will increase trade balance deficit, because when prices rise in the
domestic market, gold and silver go out of the country in order to finance the deficit, and
consequently, domestic prices would decline. Since prices must be the same, it followed
‘that the total money stock in the world would be distnbuted across countries m allowance

with their respective outlook volumes.

2. Cambridge Scheol of Money
1. Irving Fisher’s Approach:

Before Fisher, the definition of money was largely limited to coins and notes that were
being backed by one hundred percent gold (though notes without full gold backing had
found 1n the discussion). His innovation discussed in the. book the purchasing power of
money was the addition of bank deposits and their circulation velocity to the equation of
the quantity theory.
MV=P1qi+P2qx*P3qs... . PnGm 3)
MV=3Pq
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If we replace ) Pq by PT, and the quantity of deposits and velocity of ctrculation by M

and V respectively, then we can replace on the final identity by. |

MV+M'V'=PT @
where M denotes the volume of coins and notes in circulation; V, the velocity of

circulation of coins and notes; M’ the total of bank deposits and V' the average velocity of

circulation of bank deposits; P the price level; and T the volume of transactions.

Fisher’s argument is the same as the Classical economusts’. Fisher justifies the changing

of the elements of equation (4) by pointing to changes mn the left hand side elements, M,

M, V, and V', and not the reverse. He argued that if money stock increases one hundred

percent, then pﬁcés will rise one hundred percent, because proportion of M' to M+M’ is

fixed. Fisher makes a number of points in this connection:

(1) M' 1s a function of M with a constant proportion. He says that there is a constant

proportion between cash transactions and check transaction. -

11) There 1s a constant proportion between banks deposits and cash just as there is a

constant relation between the cash payment and check payment. Therefore, M' has to be

a function of the changing of M.

111) Just as M'/M is constant, V and V' are also constant, because circulation of M and M’

are not a function of money supply, current deposits, and prices. Even if we suppose V

and V' are vanables, their changes are very small and these can be neglected.

1v) Fisher believes that transactions are a function of the quantity of natural resources and

technological conditions of production, therefore T 1s constant. As a result, Fisher does

not believe that the changing of right side elements of the equation (4) can change the left

side elements of the equation. As we know he followed the “Says law” and could not

agree with the idea that an increase of money supply may increase employment and
production.

3. The Cambridge Cash Balance Approach

This approach is formed on the basis of significant contributions from Marshall and

Pigou. This tendency works at the demand for money, and gives an emphasis to the

quality of money, although it is believed that it cannot affect on production. According
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to the Cambridge views of money, Fisher’s equation is unable to explain the reasons of
circulation of money. To eliminate this problem, the Cambridge approach suggests .
knowing how much money people are keeping as cash, which is a function of income and
~ wealth of individuals. The Marshall-Pigou model can be identified as follows;
Demand for money (M®) will be a constant function (k) of the volume of transactions.

ie M=kPY ©)
The equation of (6) says that demand for money (M) is a constant proportion (k) of the
nominal income of that individual; aggregate and the ecbnomy as a whole useful equation
(6).
Weknow M=M‘ (7
We can write an equation that is an aggregation of overall individuals in the economy.

NIS—l];:IVFV:PY

It 1s interesting to note that there are some differences between Fisher and Cambndge
models of the demand for money, can be enlisted as follows ;

Fisher’s approach is macroeconomic while the Cambnidge wview represents a
microeconomic approach. 1) For Fisher, the role of the institutional framework 1s
important while the Cambrnidge school emphasized the rate of interest and expectation of
its future value. 1it) Cambridge economists like Fisher followed “The quantity theory of

money’ but they took the role of quantity of money under consideration.

Denis H. Robertson

He 1s one of the outstanding economists in the pre-Keynesian period who paid attention
to the relation between money supply and output. He analyzed that when money supply
increases, it may cause a boom in prices, which will encourage producers to increase their
production; therefore money as an active factor can affect output.

Perhaps Knut Wicksell is the latest economist Who should be taken under consideration
in the pre-Keynesian period. Wicksell was a rare economist who attacked the “Say’s
law” and classical views on the rate of interest in the period of pre “Great Depression’.

The question which he addressed was: “why did the price level also come down when the
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rate of interest was low at the end of the 19™ century?” While referring to classical
opinion, he would have concluded that when the rate of interest was low, the economy
should move up toward a boom and the price level should be increasing. But contrary to
_classical opinion which had imagined only one rate of interest, he distinguished between
the market, or money rate of interest, and the real or natural rate of interest. The core of
his innovation is that the money rate of interest in the economy may differ from the
‘aggregate marginal product of capital’ (or real interest), therefore, it may create price
instability. According to his argument, any increase in natural (or real) rate of interest as
the effect of an exogenous factor, for instance, ‘technical progress’ will increase prices
continuously. He divided the whole spectrum of activities in an economy to consumption
and investment sectors. Suppose economy experiences “technical progress”, the
produciivity of capital or real rate of interest, will nse and the gap between the real and
money rates of interest will cause expectation for profit to go up. It must be mentioned
that 1) considerable segment of his analysis was borrowed from Thomton who hved
almost one hundred years before Wicksell. i1) Although he attacked “Say’s law” and
made some contributions on monetary theory, he remained a neo-classical economist and
did not pay much attention to the role of demand in equilibrium theory iii) Finally,
Wicksell’s innovation in the rate of interest can in some ways be said to have mnspired

Keynes’ revolution.
Keynes’ Revolution

Keynes’ worké are dividable into two periods; before publishing A treaties on money in
1930, and the after. Although he did not completely agree with the ‘Quantity Theory of
Money” before 1930, 1t was only after 1930, especially when he wrote “The general
theor”y, that he attacked classical economies seriously. He explains the evolution of his
monetary theory;....” when I began to write my Treatise on AMoney 1 was still moving
along the traditional hine of regarding the influence of money as something so to speak
separate from the general theory of supply and demand. When I finished it, I had made

some progress toward pushing monetary theory back to become a theory of output as a
whole”. (Keynes 1936, P.vi)
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The main difference between Keynes’ theory of money in ‘A treaties on money’ and the
classical theory of money is that he attempts to find a method which not only .formalizes
the character of static equilibrium and disequilibrium, but also analyzes the causes of
~ dynamic price changes while the classical analysis on the equilibrium was static.
Keynes introduced a new school of economic thought that challenged the classical
economic theory seriously, by publishing “The general theory”. In the following
discussion, our special focus is on two fundamental points of view put forth by Keynes.
Firstly, the flexibility of prices and wages that classical economics the assumption is
that rely on is not applicable to a capitalist economy. According to classical economusts,
the economy is always in full employmeni. Even if it deviates from equilibrium, with the
presumption of the flexibility of wages, the real wages will decline and the economy
would be back 10 full employment again. Of course, the old school considered that the
economy might have voluntary and frictional unemployment, but it never accepted the
concept of mvoluntary unemployment. Im contrast to the classical works, Keynes argues
that prices and wages in a capitalist economy are not flexible. In Keynes’ period, trade
untons were very strong in England and he realized that labor market couldn’t be under
conditions of perfect competition; therefore, changing of nominal wages cannot be in the
same direction of changing of real wages. Consequence, he rejected the flexibility of

wages and conceptualized on the basis of “collective bargaining”.
Concept of Money and Demand for Money

Most probably, Marx (1970, pp. 87-107) was the first economist to consider that money
1s not only a medium of exchange, but also a store of value. Marx’s “circuit” of money
and commodities begins with C-M, where C and M denote commodity and money
respectively. Money (M) obtained from selling commodities(C) in order to make by
commodities {C') then can be explained as: C-M-C'. The second term M-C” implies that
it will result in C"-M, and according to the first term of the circuit, we can write C"-M-
C™, and so on. Money as the purchasing power 1s divided into two different directions:

buying commodities in the present time and postponing the buying to the future that is
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uncertain. Without doubt Marx’s “circuit’ can be seen as a precursor to Keynes’ money

theory.
. Keynes’ Theory of Demand for Money

When Keynes in The general theory stated that money could also be a store of value,
it opened up a new chapter in economics. The old version of demand for money
recognized the transactions and the precautionary motives d'f demand while there was no
room for the speculative motive. In “The general theory” Keynes argues that the demand
for money can be for the transactions and the precautionary motives, which are functions
of income, and for the speculative motive, which makes many demand a function of the
rale of interest. The size of money holding under the speculative motive depends on two
elements; expectations in the economy and the current rates of return of other assets. The
central point of Keynes” money theory is ‘liquidity preference’ that is a relation between
speculative targets and the rate of interest on other assets. In an. economy, when the
ruling ratc of intcrest is very low, speculators hardly hold bonds. Further, when the
rate of interest falls below the normally expected rate, speculators expect the rate of
interests will rise and bonds holder will lose, therefore speculators change their bonds to
money to prevent possible capital loss. Keynes described such a situation as a ‘liquidity
trap’, the demand for money has almost infimte elasticity as a store of wealth. As we
have already mentioned, Keynes believe that the interest rate affects investment and that
the monetary authorities will stimulate investment by cutting down the rate of interest;
and in consequence, level of output will increase. But in the ‘liquidity preference
schedule’, the authorities are not able to change the level of output in the ‘liquidity trap’
region by changing money supply. In such a situation, the changing of money supply
will affect the velocity of money circulation only, which, contrary to what the Quantity
Theory of Money formulates ceases to be an independently given constant.
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Part Two:
Monetarist School

- There are two approaches among Monetarists which attempt to revive the Quantity
theory;, these can be called the Friedman and the Rational Expectations approaches.

‘The Quantity Theory of Money after Keynes’ attack in his book 7#he general theory in
1936 had only a few academic centers as its bastions. Of course, the economists who
advocated the Quantity Theory of Money have continuously tried to update the theory.
Ghadin (1985, p.102) has mentioned:

“in 1950, Alvin Hensen, a professor of Harvard University, claimed that the Quantity
Theory of Money can explain price fluctuations in the poor and undeveloped countries,
and s theory got under consideralion in some American umversities. In France the
theory was introduced by one of his disciples, Alexander Chabert, through his book
‘Economic structure and the Quantity Theory of Money” in 1956. The author made
efforts to argue that Hensen’s theory was valid in 19™ century m Latin America and
Middlc East. In the samc ycars, Don Patinkin, a profcssor of Jerusalem University

published a book ‘Money, interest, and prices” which added some more arguments to the

predecessor’s works. ”
Friedman’s Appreach

In 1956, Fnedman published an artticle The Quantity Theory of Money: A restatement,
which presented the following discussion from his works. In the beginning of his aﬁicle,
Friedman noted that the Quantity Theory of Money, first of all, is a theory of the demand
for money and not a theory of output, money income, and the price level. According to
his theory, demand for money depends on three major factors; (a) the total wealth that
people can hold in various forms, (b) the price and return on this form of wealth and
alternative forms, and (c) tastes and preference of the wealth-owning umts. Of course, it
is necessary to explain that he believes; 1) wealth is permanent income, not annual
income. 11) The role of rate of interest explains the relation between the stock, which is

wealth and the flow, which is income. It is useful to discuss on money from Friedman’s



point of view in a general sense before opening a debate on his theory of demand for
money. |
We discussed earlier that Keynes’ money theory, in contrast to Classical economists,

emphasize the store of volume function of money, that it 1s a form of holding wealth.
This has been accepted by Friedman too. He mentioned about money:
“l'o the ultimate wealth-owning units in the economy, money is one kind of asset, one
way of holding wealth. To the productive enterprise, money is capital good, a source of
productive service that is combined with other productive services to yield the products
that the enterprise sells” (Fridman1956, p.2).

As is clear from the above, money is a production factor, like capital goods for

producer and a kind of asset for holding wealth for the consumer.

Friedman’s’ Demand for Money

Friedman’s function of demand and for money takes into consideration a group of
elements that play an effective role on demand for money.

1 d .
M= [P b, re, — L W, 1
| @, b, re S U) )

Where P is the level of prices, because people want to keep it for their purchasing power.
‘tb’ and ‘r¢” are the rates of bonds retum and sccuritics respectively.  These two asscts
are taken into consideration, because they are the proportionate substitutions for money.
1/P dp/dt 1s the real return from holding a umt of the physical goods. W, U, are wealth,
and for utility determining variables respectively. Friedman takes U as a representative
of many variables that can be explained to affect tastes and preferences of money holder
for demand of money. According to him, the element of nominal permanent mcome 1s
the most impértant factor in the demand of function for money.

There are two important points which Monetarists has left for discussion; the velocity of
circulation and the interest rate. Friedman argues that if prices and money are changed in
the unit, for example, A times, the money demand should be changed proportionally with
A. He also supposes that‘ the function of demand for money must be regarded as

homogenous of the first degree mPand Y,
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Friedman supposes that A= 1 , then we can get
p

M 1 dp Y
—_—= b, - = Wa s 3)
p e W50 (
and ?\.=—l—

Y
Equation can then be written as
Mo fabre, L2 w1y @)
Y p dt P’

If we compare Cambridge equation of demand for money with Friedmans™ equation, we
can find that the former equation for demand for money 1s a function of income, while
the latter equation for the demand for money, 1s a function of the permanent income.

Friedman says that k cannot be a constant amount, so it is a.constant function of some

variables. We know that V=1/k, then we can write;

M=L(b eld—t,WY/PU)
Y 14 p d
ldp
or M*V (rb, re, ~ , W, — U) PY - (5
P

Monetarists do not believe that the velocity of money circulation is constant as
Classical economists or the Cambridge school. As equation (5) shows that velocity of

money circulation is a function of six vaniables; a change in any of them can affect V.

“Rate of interest and Monetarists

Classical economists had argued that rate of interest was a real phenomenon m
contrast with Keynes who argued that rate of interest was a monetary phenomenon.
Friedman had pointed out regarding Keynes™ ‘liquidity trap’ that changes in the nominal
stock of money had no effect on rate of interest and employment level (Fridman1956).
According to him and other Monetanists, fundamental changes in the rate of interest will

happen by changing real variables like income, prices level and some other factors only.
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According to Friedman, there are no significant relations between changes in the velocity

of money circulation and the variety of interest rates in the economic fluctuations.

Monetarists believe that if we accept the rate of interest as a variable in the demand
- function for money, it can have a ‘temporary effect” only. For the above reasons, the rate

of interest was eliminated from Friedman’s “the function of demand for money” and he

considered permanent income as the most important elemgnt tor demand of money.

To sum up; )

Friedman accepted that the function of money cannot be as the “medium of exchange”

only; it can also be the store of wealth, which means he had a definition of money close

to Keynes and departed from the Classical economists on the concept of money.

The rate of interest is the central mechanism according to classical economists for equity

belween grading saving and investment, but m the function of demand for money thal

was considered by Friedman, the rate of interest was eliminated.

Although Friedman has taken various vaniables for demand of money, the most important

element is permanent income.

Rational Expectations

We may be able to classify rational expectations school as the second monetary school,
which became prominent in 1970s when inflation had touched the two digits rate in
OECD countries and so that these countries had chosen a contractionary fiscal and
monetary policy. Perhaps John Muth (1961) was the pioneer of the rational expectation
school but it was expanded later with the contributions of Lucas (1973), Sargent, and
Wallace (1975). The fundamental hypothesis of the rational expectation lies on an
assumption that all information in an economy should be available for individuals firms
and govemmént n order to estimate the expected inflation. Expectations theory sugges'ts
that individuals do not make systematic forecasting errors. It does not mean individuals,
firms, do not make mistakes on their estimate, but it means that their forecast about the
future of mflation rate is on the bases of ‘Mathematical Expectations’, hence the average
of their errors will be zero. Also people are able to know about government decisions, for

example, information about fiscal and monetary policy. If they could successfully
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estimate the changes of real money supply, the curves of aggregate supply and aggregate
demand will shift toward the same amount of real money supply. As a result, there will
be change in output. In case of error on estimating changes of moeney supply and
therefore error on price anticipation, we can expect any abrupt changes in money supply
or prices on the level of production. Of course, the rational expectations hypothesis
underlies the key 1deas of flexibility of wages and prices.

Here, let us focus on a model which explains inflation and unemployment in the rational

expectation theory.
IP=EtT-1) ¢}
It-I°t =&t (2)

Where It and It° are rates of inflation and rate of expectation milation respectively.
Equation (1), states expectations of individuals from inflation for t period 1s same as their
mathematical conditional expectations based on to information of previous rate of
mflation and current economic conditions. Equation (2) stands for actual rate of
inflation, It, and cxpectant rate of inflation, I° t, which can have crror as a random
variable, et with zero mean, E(st)=0. Equation 2, states that forecasts are not completely
correct, but it is not involved with systematic error. Here, we add another two equations

that explain expectations in Phillips” curve to the model.

() TI=T°1-b(ut-i)+&t (3)
(®) ut= d-y(mt-It)+6 4)

The equation (a) is expectations in Phillips® curve with variance o> and mean zero
E(et)=0. vKuation (b) is a difference between rate of uncmployment from naturél ratc as
a function of money supply. ut also is a function of a random variable, 6, with 6’9 and
zero mean E(6)=0. Now, with the substitution of equation 4 for 5, we can find It.

It= I°+bymttet-bot/1+by _ (5)
‘The equation (5) shows that the rate of inflation It, is equal to expectant inflation I°%,
money rtate of growth mt, and other two random vanables Ft and 6t. We take

mathematical conditional expectations from equation 5, then we obtain;
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E(Itl't-1)=E(tI't-1+byE(mtl't-1)/1+by 6)
E(I°t Tt-1)=I*t=E(It 't-1)
E(Et)y=0 and E( 60 t)=0, therefore we can write;
(1+b¢) E (It Tt-1)=E (It T t-1)+b¢ E (mtTt-1)
Refer to the 1 equation, which can be written;
IFt=E (It+ I't-1=E(mt I't-1) _ @)
As it is clear from the equation (7), rate of expectant inflation is equal to anticipated
money supply. We obtain actual rate of inflation with substitution of equation (7) in
equation (6), then, '
E(mtIt-1+ bymt+et-bbt
It= (8)
1+by

Rational expectations economists assume that money supply is controllable by
Monetary authorities by announcing all the economic policies to people one period in

advance, then individuals could anticipate the rate of growth of money supply correctly.
We can write; '

E(mtI't-1)=mt+et-b 6 t ©)
We can combine the equation (8) and (9) and obtain;
‘ gt-b 0 t
It = E(mtlt-1)+ (10)
1+by

Equation (10) states that rate of inflation is equal to the rate of expectant money supply
growth and plus, a linear combination from random variables. With the substitution of
equation (10) by (4), it can be obtained;

bo gt
U=g-ymt+y{EmtIt-}+ + 0t (11)
1+b vy 1+by
(yet+0t)
Ut=t-y {mt-E(mt I't-1)}+ . (12)
1+by

Equations 12 is the central point of rational expectation school, which states,
unforcastable and nonsystematic shocks of economic policies alone can impart on
unemployment and production. Regarding equation 9, we can obtain,
yet+ 0t _
Ut=d+ . (13)
1+ by
Equation (13) states rate of unemployment, Ut, is equal to the rate of natural
unemployment, @, plus, a random element. Finally, rational expectation economists
argue that fluctuation of actual rate of unemployment is around the natural rate of
unemployment, because they believe that increase of money supply does not effect on

production and real income. This approach of Monetarists divides the changing of rate
of
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money supply into anticipated and unanticipated parts. Anticipated changes have no

effect on unemployment.
- Monetarism and Inflation

There 1s a divergence of opinion on the effects of inflation on an economy.
As opposed to the Structuralist view, the Monetarist school has a different
understanding about inflation.
“The Monetarists recognize that rapid economic development is likely to provoke
inflationary pressures, and they argue that one of the problems calling for high
priority economy, attention on the part of the authorities in a rapid developing
cconomy, therefore, 1s the resiram of inflation.” (Baer. W, Kerstenetzky. I, 1970,p
3). In contrast, Monetarists believe that ... inflation 1s not inevitable in the course
of development.” They also add that , “... It is not clear that inflation is always a
bad tax. That depends on circumstances and alternatives available”. Friedman
said,” I would not want to say that it is always worsc than all altcrnatives”
(Fridman1963.p 17).

The main points of the Monetarists on inflation can be summarized as follows:
I Inflation is always and everywhere a monetary phenomenon.
1. There 1s a cause-and-effect relationship between money stock and prnces.
The first 1s the cause and the latier is effect.
m.  Money stock 1s exogenous and 1t is controllable by monetary authorities.
Of course there are some difference between these two Monetarists épproaches on
analysis of inflation. The first approach argues that there 1s a “trade off” between rate of

inflation and ratc of uncmployment in short run where the rational expectations school

rejected this view .
Criticism of Monetarists

The following discussion has two sections, the theoretical and the empirical sections.

The later is concerned with the Iranian economy.

89



Section One:
Criticism of Monetarists from Theoretical Stand Point

The one basic idea of Monetarist was the existence of ‘full employment’, or for
modern Monetarists the natural rate of unemployment, which they behieved was
the result of flexibility of money wages. But this was put under question by the
Keynesian revolution. Keynes idea, in contrast to the classical belief, was that
when money wage is cut, it does not necessarily lead to a decline in real wage.
The Classical view, he argued, would not be necessarily true in an economy with
fiat money. Let us, before discussing exogenous of money supply of the
Monetanst school, make clear the difference between commodity money and {iat
money. First of all we shall answer the question, why does money have a positive
and finite value? And why the value of a commodity in terms of money is neither
zero nor infinity? In a commodity money world, money itseltf is a produced
commodity, but in a fiat moncy world the cost of producing moncy is almost
nothing. Keynes says that money has a positive and finite value because there is
some commodity whose price in terms of money is fixed and that commodity
enters into production of every other commodity; that commodity is labour.
Monetarists believe that money has a positive and finite value because the demand
and supply mechanism ensure this. This necessanily presupposes that the supply
and demand schedules of money be independent of the value of money and should
intersect at a positive and finite value. Howéver, the individual speculative
demand for money or of money supply endogeneity disrupts this assumption. This
1s why monctarists usually assumes cxogenous moncey and a constant velocity of
circulation giving a strict proportionality between money supply and price level, in
condition of (presumed) full employment.

Keynes argued that money supply, for a given level of output would not
necessarily increase the general prices level in same proportion as itself for two
reasons: The first is that full employment 1s a presupposition of the Monetarists

while in Keynes's opinion, the economy may not be in full employment; thus, an
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increase in the money supply will lower the rate of interest and as a result,
investment and output will increase. In short, the Monetarists idea that an increase
in money supply will affect only prices, and not output is invalid.

The second is about the function of money demand. Keynes' idea on the
function of money demand is that the demand for money is interest-elastic. The
curve of money demand at low rate of interest will be horizontal; in this condition
the changing of money supply will not affect the rate of interest and aggregate
expenditure. In a situation of low rate of interest or the ‘liquidity trap’ the
demand for money is perfectly elastic, therefore people are ready to hoard as idle
balances any increase in the money supply. In other words, changing the velocity
of circulation will offset the change mn money supply. The same result will be
oblained if money supply 1s endogenous which also [ixed the inlerest rate
institutionally.

Actually, Monetarist theory suffers from the fact that it has not made the
distinction between fiat and commodity money on the one hand, and active and
idlc moncy on thc other hand. Now wc have to consider the suggestions of
Monetarists for achieving price stability during course of development. They
suggest that when the real resources are in the hands of government, 1t can, by
taxes or through borrowing from people for the purpose of investment, alleviate
pressure on monetary demand. Here two points are to be considered. As we have
carlier mentioned, the third world countries like Iran 1n the beginning of
development, have no good infrastructure, therefore economy may be involved
with demand-pull and cost push inflation simultaneously.

The second pomt 1s, regarding Monetarists’ on suggestion keeping of down the rate of
growth of moncy supply for price stability. The real issue is whether in the process,
employment and growth have been sacrificed or not. Monetarists believe that any way of
keeping down money supply growth is legitimate since employment and output growth
are not sacrificed. The critics of Monetarists reject this and argue that stringency has real

as opposed to only monetary consequence.
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Section Two:

Monetarist and Iranian Economy

Pesaran (1995), Nili. M. (1987) Komijani and Alawvi (1999) are focusing on two common
points, that the inflation in lranian case is a monetary phenomenon and for controlling it
the independent Central Bank is necessary . Pesaran in his paper discusses the
relationship between money supply and prices and conclﬁded that the relationship is
positive. We do agree with the author i this matter that there is a positive relation
between money supply and prices but our interpretation of the relationship is not the
same as the author’s. However, we would like to argue that it was the masmanagement of
Iraman policy makers, which could not lead the credits to productive sectors of the
economy, therefore the large parts of credits absorbed by-unproductive sectors. However
it 1s important to note that the Monetarist presupposition in that money supply has an
effect on money income, its effect on prices 1s a derivative one, and is assumed to anse
from the fact that rcal GDP is autonomously determined. We found that money supply
and nominal GDP have been not correlated, then this does not establish Monetarism and
Pesaran’s work, which focus on the relation between money supply and prices, therefore

does not satisfy the Monetarist hypothesis.
Central Bank’s Independence

Monetarists everywhere believe that in order to optimize the monetary policy, the

Central Bank shlould be independent Pesaran (1999, p 64) mentioned:

“The main causcs of the cxeessive monctary cxpansion and inflation has to be found in
the government’s unwillingness to oppose credit demands of politically powerful groups
(both inside and outside the government). In Iran these political considerations are more
critical for tbe conduct of monetary and credit policies, both because of the size and
political importance of the semi-public enterprises, and the relatively non-responsive
nature of interests rates to changes in the economy’s inflationary environment. As regards

the above view some question may arise



Why an organization (CB) whose chief is not selected by people should decide about
monetary policy, which is such an important and effective economic element in the whole
life of people?

- Iranian expenience shows that from 1961 to 1995 the rate of liquidity( M1, money
supply,+M2) increased by 151643 percent while the rate of inflation increased by 10056
percent only. 'the main reason for a disproportion m the mflation rate and the rate of
Liquidity is a fall in the velocity of circulation of money from 5.8 in 1961 to 4.131 times

in 1979 and 2.19 times and 1.6 times in 1981 and 1991 respectively.

Part Three
The Structuralist view

In the Classical theory of production the presumption is that the economy 1s on “full-
employment’ and there are perfect competition together with minimal state intervention.
Economy, being at full employment, 1s supply-constrained.

For Kcyncs, the shortage of cffective demand 1s the original constraint for the cconomy
which tends to operate below full-employment. He argues that government intervention
1s a must for the elimination of this demand constraint. According to the Structuralist
school, there is another constraint that forces the economies of developing countries to
work below full-employment. To eliminate this problem, the countries should change the
economme structure.  Although there are different ideas about the causes of inflation
among Structuralists, the consensus of Stmicturalists on inflation can be summanzed as
follows:

A group of economusts introduced a new school of economic thought in the late 1950s
and carly 1960s that became famous as Structuralism. The school’s experience was in
the Latin American countries, but Structuralists claim that their theory can also be applied
to explain inflation in the rest of the third world economies with some modifications.
Before we begin to discuss their thoery, it is necessary to give a definition of
Structuralism. Taylor (1981, p.3) noted;

“an economy 1s a structure if its institutions and the behavior of its members make some

patterns of resource, education and evolution substantially more likely than others.
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Fconomic analysis is Structuralist when 1t takes this factor as the foundation stone for its
theories”. |

Baer and Kerstenetzky (1964) have defined Structuralism as;

“... the structural position is that in developing countries with rapid urbanization,
structural maladjustments themselves responsible for imbalances which cost unavoidable
price increases. The attempt to restrain such price increases may result in unemployment
and stagnation, which in turn may lead to political instability that threatens the very
exastence of the economy.” |

Jorgenson and Waelbroeck (1974, p.6) defined the dual objectives of growth and
stabilization as the center point of Structuralists™ debates;

“The structure of the system is such that it generates certain disequilibria: mainly
mnflation, unemployment, public deficit, balance of payments disequilibria, stagnation,

EEY

etc.

In short, the Structuralists argue that the economic structure of developing countries
1s totally different from that of developed countries; therefore, the nature of price
nstability must be different from that of the advanced countrics. The ceonomic problems
of developing countries are rooted in their economic structure. In addition, Structuralists
mention that oligopolistic markets, class differences, low productivity in agriculture
sector, the need to imports intermediate and capital goods and inappropriate growth of
different economic production sectors are the main charactenstics of less developed
cconomues.  Structuralists distngwish between the causes of mflation (autonomous

elements) and the mechanism by the development of inflation (propagations elements).
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Autonomous Elements

Four important autonomous elements that Structuralists emphasize more or less without

. exception are:

I.The demand-shift element

This element has relevance to the changing composition éf demand. As Argy (1979,
p.74) notes “shifts in the composition of demand as distinct from generalized excess
demand, also create an upwards bias in price level.” Of course we should note that the
effect of the composition-shift is not the same between developing and developed
countries. For the {ollowing reasons, rate of mflation will be more with a change n
demand-composition in the former than in the latter countnies.

The mdustrialization process in developing countries causes in the normal course a
change in demand-composition and hence in the output-mix. In addition the composition
of demand changes only to changes in tastes. and income distribution.  Thus, cxecss
demand arises in particular sectors and pushes up the price level.

Import of developing countries’ exports consist mamnly of primary goods and these
countries suffer from long-term declines, relative stagnation and in some cases even in
their foreign exchange revenue. Therefore, changes in the composttion of production
towards goods which need imporis but are not immediately exportable foreign balance.
Lastly, difficulty in shifting resources in developing countries contributes to a rise in the
rate of inflation.

IL. The Export Instability Element

Argy (1964, p.75) argues that: “Fluctuations in export receipts will tend to create a
long-term upward movement in the price level. This argument 1s taken to imply that the
rate of inflation 1s a positive function of the degree of export variability.” For three

reasons, mstability in export may increase the rate of inflation among the third world
countries:
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1. When developing countries tries to increase their revenue through export, perhaps this
will génerate some demand-pull inflation, but when the revenue falls, prices do not
necessanly decline in oligopolistic markets. Even the level of aggregate demand may not
- fall since government would step in to support it. And what is more, money wages too
are not downward-flexible in the countries under consideration.

2. Govermments generally tend to raise their expenditures when export revenues increase,
but in the case of decline of export revenue, the expenditures are not downward-flexible
for two reasons. A considerable segment of public expenditures appropriated for current
accounts pay for salaries wages and social security, which are not easy to cut when the
government revenues fall.

3. Generally speaking, when foreign exchange earnings in developing countries rise,
wages 1n export sector tend to nse and this has its effect on many other sectors and wages

raise as well, when the export eaming falls, there is no corresponding offsetting effect.

IIL The Agricultural Bottlenecks

According to generally accepted views among Structuralists, the agncultural bottleneck
is the most important problem in developing countries. Kaldor (1978, p.130), Argy
(1979, p.77), Thirlwall (1974, p.54), Jorgenson and Wallbroeck (1974, pp.6-9), Bear and
Kerstenetzky (1970, pp.4-5, pp.378-9), Taylor (1991, chapter 4, pp.85-86 and chapter 9,
pp-162-166) pomted oul that the agncullural bollleneck of developing countnies is the
beginning point of inflation. The core of the Structuralists” argument is: in the process of
industnalization, demand for food will rise and the food supply cannot match the rise in
demand rapidly enough, so the food prices go up and workers attempt to keep their real
wagcs by demanding and obliging high moncy wages; capitalists on the other hand try to
keep their profit safe by joining up final prices. For such a situation capitalists have two
options: either to cut down real wages, 1f workers are willing to accept a lower standard
of living, so that inflation would not occur, alternatively when workers are not willing to

accept the lower real wages, capitalists any consider higher money wages, but raise prices

at the same time.
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To solve the problem, the government is often tempted to cut down exports of food, raise
food imports and impose food price control.

The above measures however, may not be adequate for preventing rising prices, because
- if exports decline or imports increase, it is necessary that other segments of import fall to
preserve equilibrium in balance of payments. Reduction of imports in is presumably
accompanied by rising prices in these sectors. Price control sector may avoid intlation m
short term, but it will not be able to eliminate the agricultural bottleneck in long term, and

as a result the economy will be affected with lagging agricultural supply; and food prices
will go up.

IV. The Scarcity of Foreign Exchange

Developing countries are also hikely to face a scarcity of foreign exchange, because of the
low-income elasticity of demand for their export goods (that is mainly primary goods)
and the high-income elasticity of their demand for imports of mtermediate and capital
goods.  Responding to the problem of forcign cxchange shortage, policy makers 1n
developing countries would follow either import controls or devaluation policies, both of
which lead the economy to mflation. As the above illustration shows, autonomous
elements 1n developing countries make some sectors unable to adjust themselves to the
aggregate demand that 1s created during industrialization and the development process.
We have to mention that Jorgenson and Wallbroeck (1974, p.7) locate the causes of
intlation m the structural limitations of the system, and in the cumulative mflationary
pressures. They write, “The structural limitations are reflected in the inability of some
sectors to adjust to changes in the level and composition of aggregate demand... These

prnimary causcs of inflation, structural and cumulative, nced a propagation mechanism for
inflation actually to develop.”

Propagation Elements on Inflation

The causes of inflation and autonomous elements need a propagation mechanism to

spread inflation. We can classify the propagation elements into two groups. Let us for

97



simplhicity, assume that society is divided into two classes; workers and capitalists, who
struggle to keep real wages and profits, respectively, safe in the process of inflation. The
second struggle is between the public and private sectors to increase their share of real
resources. This conflict 1s mamfested in government expenditures, revenues and the
ways in which government covers its budget deficit. Another major propagation element
is the exchange rate, developing countries are usually under pressure to devalue their
currency against foreign exchange in order to increase their exports in the process of

development. But generally, devaluation will be accompanied by cost push inflation.

Non-Structural Elements

Structuralists accept thal non-struclural elements also can be mmportant in explaining
differences in the inflation rate. Structuralists argue that money supply is an endogenous
variable. In contrast to the Monetansts, the Structuralists argue that changes in money
supply are effected by changes in prices, not vice-versa. When the rate of inflation
riscs, rcal government revenuc falls (supposing other things arc cqual) while the
expenditures of government increases and subsequently the budget deficit goes up. For
financing the deficit, usually, the government borrows money from the central bank, and
as a result, we can expect an increase of money supply and a sustenance of or an
acceleration in the rate of inflation. The second possible reason for an increase in money
supply in the wake of inflation i1s via expectations. Rising prices may cause firms and
households to anticipate that prices will increase further in the next period. If the
"Elasticity of expectations’ is greater than unity, then the level of demand will be raised
and as a result, the velocity of circulation will also increase.
According to the Structuralists’ view, a third way in which money supply increascs and
the rate of inflation is sustained is through a rise in interest rate. If there is a high rate of
interest for idle liquidity, then idle balances would be drawn into active circulation and
hence raise the velocity of circulation. Thus the rise in the interest rate on the other hand
may not have any direct effect by way of arresting inflation.

In contrast to the Monetarists, the Structuralists believe that for economic development

inflation is unavoidable. According to this school, inflation will stimulate investment,
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because where prices are rising and the economy is in boom, the motivation for
investment will rise on the one hand and inflation will reduce the real rate of interest
(which will stimulate investment) on the other hand. The Structuralists argue that any
attempt to restrain such inflation during the industrialization process may lead the

economy to unemployment and stagnation, and as a result bring political instability.
Criticism of Structuralists

The Structuralists’ basic argument of mflation focused on the low elasticity of
agricuitural food production; their suggestion was land reform, and the elimination of
economic bottlenecks in order to increase domestic production. Approximately forty
years have elapsed from the tme they advanced their ideas and many developing
countries have carried land reforms and removed some of their important economic
bottlenecks, to a point where their demand for foodstuffs could not match their supply;
and yet high and even rising levels of prices have perished. For mstance, Chile performed
land reform and removed somc basic cconomic problems m the beginning of the 1970s,
but stll the prices continued to remain high and even nising. In the Iranian case when the
countrv’s agriculture was working under the semi-feudal system and the productivity was
low, the country’s rate of inflation was single digit while during last thirty years; the
average rate of inflation was 16 percent. Iran had resorted to a land reform twice (dunng
the Shah regime the reform took place 1n favor of mechanized landlord and mddle
landlerd classes; last, some poor peasants enjoyed the land distribution only after the
revolution when egalitananism was the dominant ideology in Iran). And Iran also
emphasized on some supply bottlenecks, but still the rate of inflation has been one of the
big problems of thc Iranian cconomy. It must be noted that land reform is a necessary
condition in order to increase the productivity of agriculture sector but is not a sufficient
condition.

Let’s consider another Structuralist principle here, scarcity of foreign exchange of
developing countries in the process of industrialization. During the past three decades,
Iran had yearly twenty millions dollars of foreign exchange revenue from oil only. In the
1970s when its o1l export revenue had quadrupled, Iran and some members of OPEC
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invested a significant segment of the revenue in developed and developing countries; Tran
had even given a loan to France. Therefore we cannot accept the shortage of foreign
exchange as a cause of inflationary process in the Iranian case, unlike perhaps in the case
of other less developing countries. As we have observed in chapter two, one of the main
reasons for the low rate of inflation in the 1960s was the inverse in Iran’s foreign
exchange revenue, while paradoxically in the 1970s when the country’s revenue
increased more than four times, the rate of inflation jumped from single digit to two
digits. Of course, we may be able to accept the scarcity of foreign exchange for some
episodes of inflation in Iran, but it must be noted that in regard to the Structuralist
hypothesis that developing countries have low-income elasticity of demand for their
exports, this hypothesis is not true for oil exporting countries like Iran. This presumption,
therefore, 1s nol applicable lo Iran and many o1l exporling countnes. In many studies
done by the Structuralists cost-push inflation is erther absent or not properly emphasized.
Although Structuralist models of inflation are not complete, they provide at least a key to

a better understanding of the problem of inflation in less developing countries.

Summary

The Structuralist school gives its special attention to inflation in developing countries,
although the school analysis grew out of the Latin Amenican experience, Structuralists
claim that their theory, with appropnate modification, will be able to explain inflation in
other developing countries too. Stcturalists tend to distingmish the cause of inflation
mto autonomous elements and the mechanisms by which inflation develops. Although the
Structuralists emphasize the structure of the economy as the primary onginal reason for

mnflation, thcy open the door for non-structural clements for inflation as a sccondary

reasons for inflation.
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Part Four
Defuiitions of inflation:

. Before going into the explanation of the inflation and related issues, it is necessary to
offer the concise Keynesian and Monetarist’s points of view on the definition of inflation,
the demand-pull mflation, and cost-push inflation.

Inflation may be defined in deferent ways, as Taylor noted (1991, p 86) “Inflation is a
dual process. It unavoidably has a monetary dimension. But at the same time prices are
determined by costs, meaning that social conflict over values of inputs such as the
nominal wage and exchange rates and rules for contract indexation combine to force up
the price level”. Bhadury(1990 . PP. 206-207), “... the nominal (money) price level rises
due to two analylically distinguishable effects: a) Prices mise as labor cost per umt of
output (w/x) increases”. (b) “If prices rise merely to cover such labor cost per unit of
output, the share of profit, would remain constant ,as price (P) and labor cost per umit of
output(w/x) increase by the same proportion. 1o finance a higher level of real investment,
the sharc of profit must incrcasc and the rcal wage ratc must fall”. As 1t 1s clear the (a)
definition 1s cost-push inflation while the (b) definition is demand-pull inflation.
Monetarists tries to define inflation as “the proportionate decline in the purchasing power

of given nominal amount of money” (Monetarist definition).

Demand-pull inflation theory:

The demand-pull inflation theory was emphasized by Keynes in “the general theory”, and
later with his series of articles that was collectively published as “How to pay for the war
m 1940°. Of course, the concept of the theory of Keynes was not the samc as the
Monetarist’s perception. Keynesians believed that change in aggregate demand might
happen due to changes in private sector consumption, investment, behaviors, or fiscal
policy.

Keynesians may accept that there is a close relation between increase in money supply

and inflation, but they will consider the growth of money supply as being induced by
inflation.
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Cost-push inflation:

Demand-pull inflation theory was developed to explain the post-war inflationary process,
which had occurred in the industrial countries, but it became inadequate to export the
stagflation that occurred in 1970s in these countries. Pure cost-push inflation theory says
that, the intlationary process can take place because of the activities of monopolistic
groups in labor market (-trade unions) and imperfect competitive producers who are able
to bid up wages and profits respectively. According to this tﬁeory, society 1s composed
of two classes- the workers and the capitalists- who struggle among themselves in order
to increase their shares of the national income which causes the inflation. Suppose the
national income is divided into two shares, the workers’ and the capitalists shares,
denoted by Q and 1-Q respectively.  Suppose the workers are not happy with their share,
they may try to increase it to QO, of course the sum of Q* and 1-Q will not be equal to
one. In such a case, capitalists have two options: Give in and watch their share erode, or
raise prices to cover therr loss. In the latter case, workers will be satisfied, but they will
soon comec to know that it is moncy illusion. Again, they raisc their wages and the whole
process repeats itself. Finally, it will resulted a wage-price spiral. However, monetary
authonities will be faced with the choices; of either increasing the money supply and
thereby fueling the wagé-price spiral, or accepting a recession in the economy.

Further, there are other reasons for a shift in aggregate supply to the left ; for instance, a
nise n malerial prices. Now lel us discuss about the important pomnts of Keynesian and

Monetansts theonies inflation.

Differences between Keynesians and Monetarists on demand-pull inflation and cost-

push inflation:

1. The main point regarding the difference in the demand-pull inflation theories between
Keynesians and Monetarists 1s that the former argues that rising money éupply s an
effect, while the latter believe that it is the cause of inflation.

In the case of cost-push inflation, the differences are more complex. Keynes had

menticned the relation between costs, prices, and the money-wage level, which is not
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inconsistent with the cost-push inflation theory. On the other hand, Monetarists are not
willing to accept the cost-push mflation theory. For elucidation of the debate between

these two schools of thought on the cost-push inflation, we consider the figure 1.

a) A cost-push inflationary spiral (when there is downward shift in the aggregate
supply curve)

The aggregate demand and the aggregate supply are denoted by DD and SS respectively
and Q and P stand for production and price. Now, suppose the cost push nflation
(increasing wages), cause the aggregate supply curve to shift upwards from SSy to SS,, as
a result, output declines from Qo to Qjand price from Py to Py, and unemployment also

increases. If the government decides to act in order to offset the declining rate of

FIGURE 1
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unemployment with increasing aggregate demand, it will be possible with a further
increase in prices. However, the aggregate demand curve will shift upwards from DDy, to

DDx. As we can observe from the figure, when DD curve tumns up, prices rise further
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from P, to P,, and the output retumns to its original level and the equilibrium in the
econdmy moves to point C. At the P» level, real wages are reduced agaih. The umons will
try again, for a further rise in money wages that will cause the SS curve to move to SS,,

. and the whole process repeats itself.

b) A cost- push inflationary spiral (when there is upward shift in the aggregate

demand curve)

Again we consider figurel, suppose the government attempts to increase the level of
output above Qo by a shift in aggregate demand curve. In such a case economy will move
upwards from point A to point B’. Consequently, prices and outpui go up and
unemployment falls. Once again laborers will bargain for more wages which will cause
the SS curve to shift upwards, to SS;, equlibrium in the économy will move to point C,
with a future rise in prices and fall in output back to (Jg, an increase in unemployment.
Once again the government has two options; if policy makers are concerned about the
decline of the rate of uncmployment, they will further stimulate aggregate demand, in this
case the DD curve will go up to DD2, then the cycle 1s underway again. In the first part
of the inflationary spiral we found that the imtial, economy under cost-push mflation
shifted to B from point A (equilibrium point) and out put‘fell to Q1. In the second part of
the cost- push inflation, we found that the economy improved to B’ and as an imtial
stimulus of demand pull, the out put and employment increased.

We have observed in the above analysis, that when output fell the aggregate supply curve
shifted to the left side and prices increased (the supply push), again when output rose the
economic equilibrium moved to the right side (demand- pull). In case, once the cycle 1s
undcrway, there 1s an increasc in prices and hence it is difficult to recognize whether the
initial stimulus was cost-push or demand-pull.

However, Monetarists will not be happy with the above analysis because they would
generally have faith in the labor market. Of course they may accept the analysis in the
figurel in the short run, but according to the their analysis, in the long run ,as prices rise
money wages will also nise, therefore the supply curve, SS, will shift to SS; as we have

explained above. Monetarists would argue in the long run, that the labor market would be
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cleared or be close to it, and economy will be in full-employment. Of course they agree
that it is possible for frictional wnemployment to exist compatibly with the stake of
perfect competition. Therefore, they believe that the aggregate supply curve m the short
- run can not be vertical and in the long run it would be a vertically broken line as we can
see through the points ACE. Therefore, the inflationary spiral will not be a result of cost-
push pressures.

It does not need us to go further to argue that in reality, economics is not as the
Monetarists imagine. In the real world, two monopolisti§ groups; 1 the labor market
(trade unions) and imperfectly competitive producers, ilaVe controlled wages and profits,
respectively. Of course it is nteresting to note that the o1l price is not determined by
purely economic factors; non economic factors in particular politics, play an important

role in both the supply side and the demand side of the intermational o1l markel.

Conclusion

The first part of this chapter connceted with the old version of “The quantity theory of
Money”, argued that there are two tendencies within Classical economists on the rate of
money. The first tendency, which was led by Ricardo, believed that an mcrease m money
supply would affect the general prices only, while the second tendency argued that
money supply could mcrease output also.

In the second part we have discussed the conception of Monetanist schools on
inflation. In the first section we focused on Friedman’s views on “The quantity Theory”.
He has mentioned that demand for money is a function of several elements and that the
most important element 1s permanent income. Then we continued our discussion on
“rational cxpectations”. We have noted that this approach divides the impact of moncy
supply into aﬁticipated and the unanticipated. Of these, the unanticipated alone can have
an effect on output. We also found that a big difference between the Monetarists school
and expectation school 1s the following: the former believes that money supply may
affect output in short run but in the long run it affects prices only; the latter argues that
changes in money supply affect prices only, in other words, there is no trade off between

rate of unemployment and rate of inflation even in the short run. We argued that the
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Monetarists’ assumptions, flexibility of wages and prices, are unrealistic in the real
world.

In the third part relating to Structuralists, our special attention was devoted to

autonomous and propagation elements of inflation that defined the former as the
cause of inflation and the latter as a mechanism to spread inflation. We have
mentioned that in the Structuralists’ view the starting point of inflation is the
agricultural bottlenecks when the supply of food can not match its demand;
therefore food prices will increase and i1t would affect wages in the industrial
sector giving rise to an inflationary process. Finally we found that in comparison
with the Monetarists, the Structuralists were able to provide a better interpretation
about the character of inflation in developing countries.

The differences belween the Monelarists and the Keynesians on demand pull
inflation and cost-push inflation was discussed in the last part of this chapter.
Monetarists believe that the cause of demand pull inflation is the increase of
money supply by a government keen on increasing the rate of growth. The
Kcyncsians arguc that if there 1s a relation between moncey supply and inflation
then that i1s because the growth of money is the effect of inflation. We have
considered cost-push inflation as another reason of inflation and mentioned that
the Monetarists do not recognize this phenomenon. We also noted that the cost
push nflation mainly focuses on conflict between the two clans of capitalist
sociely, workers and capitahists, to prevent their shares of GNP from being eroded

in the period of inflation.
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Chapter 4
- Introduction

Perhaps the phenomenon of inflation in the 1970s was a crucial one in the history of
macroeconomic thought. During the pre-1970s, mainstream Keynesian economics used
to argue that there was a trade off between the rate of inflation and the rate of
unemployment. However, a general wage explosion in the OECD countries in 1968
which undermined this theory. The trend of increasing prices in the advanced economies,
which was started by this continued with the increasing prices of primary commodities
and the oil-boom m the international market in the early 1970s. This increase
unemployment in the wake of the first oil-boom could not bring down the inflation rate,

forcing economists to review their inflation theories. For the Iranian economy, the decade
| of the 1970s was a wealthy decade in respect of the tlow of financial resources to the
domestic cconomy. It was a crucial decade in yet another respect. It marked a period of
poor financial management, which accelerated the dependence of the economy on oil
revenue on the one hand, and on foreign countries on the other hand. The present chapter
discusses inflation in the Iraman economy in the 1970s. It is divided into four sections.
The first section is a literature review 1n which different opinions on mnflation in Iran
during the 1970s are discussed. The next section discusses price trends in the pre-1970s
period in the developed countries as well as in Iran. The third section is the main one
devotes to excess demand in the 1970s. Section four refers to agxiculture and

infrastructure bottlenecks and is followed by some concluding remarks.

107



Section One
Excess demand Inflation in 1970s

. Literature Review

In one of the pioneering works on mflation theory, based on empirical data
Ghaderiaslhi (1978) and (1986), illustrates the main causes of mtlation in Iraman
economy. Ile began his analysis with a theoretical section that discussed all types of
inflation and came to the conclusion that demand-pull mflation has been dominant m the
Iranian economy from 1960 t01984. He believed that fiscal expansion was the reason
behind the demand-pull inflation in Iran. The author argued that the cost-push inflation
theory did not provide an explanation of the Iraman inflation, because there were no trade
unions in Iran. Thus wages always rose after prices and not vice versa. In his empirical
work Chadinasli showed that a considerable part of government expenditure in 1970s
was allocated to unproductive sectors, especially to the service sector and the military.
He noted (1978, p.15) that any incrcasc of purchasing power would be inflationary in Iran
owning to the inelastic supply of agricultural commodities. Finally, the author came to
the conclusion that economic development in Iran without mflation was impossible.
Refernng to Ghadinash’s opinion on inelastic supply of agricultural production, we
should mention that the Iranian economy has never experienced full employment. Hence,
some segmenl of [actors of production are always under ulilized. I demand mcreases
and leads to productive sectors in general and agriculture sector in  particular, we can

expect an increase in production.

Taicbma's (19953), study is an important work oﬁ inflation 1n the reeent years. The book
has a theoretical as well as an empirical discussion; of the two the latter is richer. The
study examined all approaches to the study of inflation and found that no single approach
alone can explain the origin of inflation 1n Iran, because a set of problems together gave
nse to inflation in the Iranian economy. He focused on the increase in oil prices in 1973,
According to him when oil prices increased in the international market, the Iranian

balance of payment surplus caused the money base to increase and it made the Iranian

108



budget rise dramatically by around 41.1 percent yearly during 1973-1978. And he found
that the construction sector was the initial point of the inflationary prdcess. The author
argued that wages in the construction sector increased because of shortage of agnculture
. production on the one hand and the increase in oil revenue and the consequent budget
expansion on the other. Taiebania’s idea on the cause of inflation in 1970s m that 1t was
because of the increase in oil prices that excess demand was created. It 1s interesting to
note that excess demand does not necessarily lead the economy to an inflationary spiral.
As we have mentioned in chapter two, in the case of Irahian economy when foreign
exchange revenue rises the economy will not undergo any inflationary pressure, if
government can channelize it to the investment sector, the economy will not undergo any
mflationary pressure. Finally the author suggests that a change in the pattern of the

Iraman economy 1s & must in order to control inflation.

Jalahi Naeini (1996) records a series of empirical studies that cover the past 30
years. The work focuses on post-revolutionary Iran. ‘The author discusses production and
mflation in six classificd inflationary macro pattcrns. The most interesting 1idca
considered by the author is Thirlwall's model that is based on Keynesian approach.
Thirlwall argues that inflation causes a shift of income from wage earners, where
marginal propensity to save is low, to capitalists, whose marginal propensity to save is
high. However as investment increases, the rate of growth will nise as a result. Jalal
observes that Thirlwall’s idea was not supported by empincal studies mn general and in
Iran in particular. He also rejccied a positive and significant relationship between rate of
growth and inflation dunng 35 years in Iran (from 1960 t1ll 1995). The author's empirical
study shows that the rate of inflation has a negative effect on output. Finally, he
formulated that an cxpansionary fiscal and monctary policy, in a situation where foreign
exchange revenue is high (and therefore import can increase), would raise output. In less
favorable situations expansionary fiscal and monetary policy will affect prices only.
There are two points in regard to his opinion on fiscal and monetary expansionary policy
which one should discuss. The first, even when the Iranian government was i good
position on the foreign exchange reserve front, because of bottleneck for import, rate of

inflation could not be controlled. The second, as is clear from this paper and his other
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papers (1999a), and (1999b), he is an advocate of Monetarists; but when he realized that

fiscal and monetary expansionary policy are capable of effecting production, he cannot
satisfy the Monetarist hypothesis.

Looney (1982), discussed the reasons behind Iranian inflation in 1979. The article
discussed the theoretical and empirical aspects that we are gomng to look at later. He
emphasizes that the developing countries are left wath two options during the inflationary
process, either domestic inflation or a balance of payments deficit whose magnitude
depends on the degree of “openness™. Looney created four formulae and in the ail of
them he used the symbol Z, for ratios of some particular variables to some measure of
domestic production. They are:

Z= nominal imports divided by real nominal income(or ZN/NOXNP).
27=7N/DOMEST where DOMEST = nominal agriculture + manufacturing value added.
ZAG= agricultural imports/NOXN.

ACON= consumer imports/NOXN.

The author used an cconomctric modcl to cstimate the cquations, where the dependent
variable is rate of growth of output of consumption goods and services and independent
vartables are a combination of several factors. The important independent vanable is a
deviation of real nominal GDP from its long run trend DTNOXPI, the rate of change in
the export price mndex of industrial countries WINF, the growth in real non-oil GDP
(GNOXNP), the terms of trade (TTC), and the growth of money supply GM,. The author
put Z with WINF, and excess demand or GM; in the equation. 'The fact that Z was
significant and negative (in all the equation) means that from 1960 when the project of
mtegrating the Iranian economy to the global economy began, the government could, by,
shift the import prcséurc from domestic inflation mto balancc of payment deficit.
Another interesting point that he found 1s that the growth of agrarian production could
have had a negative effect on inflation in 1970s and not vice-versa. Although the paper
has nol considered the theory of struggle belween wage eamners and profil eamers and
how this influences inflation but Looney shows his sympathy for Gail Cook Johnson's
idea, which says that there 1s a struggle between the private and public sectors to increase
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their shares of real resources. This worked through the expansion of oil-based

expenditures and the competition with the private sector for skilled labor and managers.

It is true that the Iranian government received 90 per cent of the country’s foreign
exchange but there has been a struggle among different social groups in order to increase
their share of income. Looney, in his empirical work found that an autonomous increase
in wages was an important factor behind inflation during the 1970s. While a case could
perhaps be made for the existence of a wage-cost push meéhanism m the ménufacturing
and construction sectors, it is difficult to see how, as an empirnical fact, this effect could

have dominated the inflationary process m these sectors.

Section 2

Trend of International Prices in pre-1970°s

'The phenomenon of stagflation in 1970°s was a crucial point in the economic history of
the past century. To find out the reason of the phenomenon and its cffcets on mflation in
the Iranian economy we have looked at the trend of international price levels in the pre-

1970’s on the one hand and Iran’s price levels on the other.

The World prices

‘The period atter the Second World War was exceptional interms of economic growth in
advanced industrial countries with price stability, low level of unemployment and fast
nising living standard. From 1953 till 1967 prices in the 11 leading industrial countries
rosc by an avcrage of 2 pereent (sce Kaldor 1978, p.214). A question may arisc as to why
there was no slump in the post-Second World War period as was expected to happen and
as had happened in the post- First World War pertod. What we had was steady growth
accompanied by pnice stability duning 1953-1967. Without doubt interventionism by the
state through demand management in the advanced countries and the paralle]l introduction
of “economic planning” in the Third World were the main reasons behind this

phenomenon ( Prabhat Patnaik,1992).

111




The World Prices in the Threshold of Oil Boom

The trend in prices in the industrial countries has changed since 1967. In 1968 there was
a major wage expansion. Then the primary commodities’ price index increased sharply
after 1971 when the industnial countries abolished the system of fixed exchange rate.
According to the UN, over two years (1971-3), the price index of pnmary commodities

increased by 58 percent in the industrial countries.
Prices in Iran before Oil Boom

The table 1 provides the trend of changing prices the Iran and ils trading pariners belween
1968 and 1972.

Table 1: Comparison of Iran’s inflation rate with its trading

Partner. (1968-1972)

Year ITPP R1
1968 4.8 1.02
1969 49 1.04
1970 5.8 o
1971 5.9 0.17
1972 5.6 6.8

Sources: Internatienal Financial Statistics, 1973

The table suggests that during 1968-1972 prices’ have increased in Iran and its trading
partners. As the table shows, the average rate of inflation jumps from 4.8 and 1.02

percent in 1968 to 5.6 and 6.8 percent in 1972 for Iran’s trading partners and Iran itself
respectively.
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Section 3

Inflation in Iranian Economy During 1970s

- In this section, we first discuss briefly about the oil-boom the government expenditure
their role in excess demand and our special attention to the international effect on

ntlation in Iran during the 1970s.
Oil Boom and Government expenditure

As we explained in the model of demand- pull inflation when oil prices increases in the
international market, the Iranian revenue will also increase, which it can be expanded the
expenditure by the government and create excess demand as a result.

As we have already mentioned, when oil prices mcreased in international market n
1973, the Iranian foreign exchange revenue increased from $3.6 billion in 1972 to $5.6
billion and $21.142 billion respectively in 1973 and 1978. 1t 1s clear from above that the
considerable amount of the Iranian forcign exchange revenuc after 1973 was appropriated
for the government expenditure and according to the above model, it could create excess
demand. @ We wall postpone discussion about productivity and non-productivity of
current and development expenditure till the next chapter, and we will discuss about
government budget 1 post-oil boom here. Total revenue of the plan was $122.8 billion
of which 80.5% came from o1l, while share of current expendilure was $50.26 bilhion, ol
which $29.1 billion was appropriated tor defense and a significant part of arms was
purchased from the United States. The tfall m the share of investment in the agricultural
sector continued; it fell from 9.4 percent of the total mmvestment in 1972 to 5.3 percent
and 4.4 pereent in 1976 and 1978 respectively. The share of investment in the industrial
sector changed slightly from 17 percent in 1972 to 20.9 percent in 1978. The share of
investment in the service sector almost remained unchanged from 63 percent in 1972 to
63.2 percent 1n 1978 (see table 9, chapter 2). As 1s clear from the above illustration, the
share of service sector is the largest in investment and it needs to be interpreted.

A considerable amount of oil revenue flows into the domestic economy through the

government budget which created excess demand. As the table 2 shows the Iranian
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government expenditure during the 1970s. According to the table the government annual
budget increased from 415.1 billion nials in 1972 to 1174.4 billion nals in 1974, after the
oil-boom and finally it reached to 2018.2 billion nials in 1979 which we can safely say t

created the excess demand as a main reason of the inflationary process in the 1970s.

Table 2: The Iran's government Budget During (1970-1979) in b. Rials
Year Total Total General | Budget
Expenditure Revenue Delicit
1970 221.1 182.4 -38.7
1971 3154 2583 -57.1
1972 415.1 302.1 -113
1973 5314 465 » -67.1
1974 11744 1394.9 220.5
1975 14962 15821 85.9
1976 1675.4 1743.8 68.4
1977 21749 21267 482
1978 2044.2 1699.3 -344.9
1979 2018.2 1791.8 -226.4

Seurce: Budget and Plan Organization, Magmoa-e-Amari, 1997, table 12.

Figure 1

Totsl General Revenue

Total Ganearal
Rewenue

Value
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The plan reviewed

The government decided to increase its expenditure when oil prices increased. Planners
believed that any increase of the expenditures would create a gap between demand and
supply, while the Shah nsisted on reviewing the plan i order {o increase the expenditure
amount. Finally, three proposals were provided, and the moderate one was accepted by
the budget and planning organization. Expenditure of the reviewed plan was double of
the original one and seven times that of the fourth plan. In the onginal one, it was
supposcd that the capacity of ports mnercased from 7 tons to 9.7 tons, or 40 percent, but
the capacity target rose to four times in the reviewed plan that was practically impossible.
Also, budget for construction sector increased from 402.8 billion rials to 925 billion nials,
when demand for labor, land and building matenals increased. Consequently, nising
prices in the construction sector affected other sectors of the Iraman economy, but we
should emphasize again thal 1t was not the cost push milation which was the reason of the

inflation during the 1970s.

Imported inflation

A closed economy where foreign trade is absent, can never experience imported inflation.
In other words, we can have imported inflation only in an open economy.

When the Korean War started, the world economy expenenced wnflation of the post
World War II period. From Jun 1950 to January 1951, the prices of primary commodities

rose by 60 percent in the international market in response to the American army‘s
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demand (the demand pull inflation). But it came as cost push inflation in many small
countries when they imported matenals. |
Therefore we can define mmported inflation as an increase mn the prices mmported
. commodities, materials, and machinery which sets “passed on™ to the domestic price-
level. Suppose oil is the only imported input. When oil prices increase in the
international market, it will atfect the level of profits in the various industrial economies.
Further, the profitability of energy intensive industries will decline comparative to energy
saving industries. In such a case, either the wages should be as much as flexible to offset
increasing oil prices or the produces have to for bear a part of their profit.

As we know the price elasticity of demand of price for oil is low in importing
countries i general and mn the industrial countries in particular. Thus when o1l prices
merease, the payments of o1l imporling countnes will nse and these countnes will have to
export more n order to cover their increasing cost of importing oil. Hence the domestic
supply will be squeezed, then increase prices, and real consumption of laborers will
decline as a result (cost push-inflation).

“According to monctarists if the labor unions protest against the falling rcal wages and
pressure employee for high level of wages, the natural rate of unemployment will
increase. Monetarists would argue that flexibility of wages will result in a decline in the
natural rate of unemployment on the one hand and increase the competitiveness of
domestic productions in the international market in other. In short, the balance of
payments portion that would detenoration imported mflation in o1l importing countnes
bout the deterioration would be less with flexibility of wages™ ( 'Faghavi, 1997,p.115). Of
course, it 15 important to mention that monetarists do not believe in imported inflation or

any kind of inflation except monetary inflation.
Monetarists’ -Interpretaﬁon

Here we are going (o consider one of the earher MonelanisUs interprelations on mflation
mn Iran during the 1970s. Dedkhah (1985) estimates three regulations. One relates to the

relation between the rate of money growth and GDP at constant prices and CPL The
second relates GDP to time. He ended up with the following the conclusion:
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1. There is no relationship between money supply and output. Indeed, the simple
correlation between the rate of growth of output and the rate of growth of money 1s
negative and about 0.2.

2. The same correlation exists between the rate of growth of GDP and the rate of growth
of price. Therefore there is no trade-off between inflation and growth.

3. There 1s strong correlation between the rate of growth of money supply and nflation.
Finally, Dadkhak found: “the monetary theory of inflation is applicable to Iran. Output
wiil grow independent of monétary policy. Turthermore, ﬁigh rate of growth in money
supply may only produce inflation and may even cause the reduction in growth of
output”(p. 371). Regarding the second statement that relates money supply and CPI it is
quite possible that the increase in prices cannot cause an increase in money supply which
15 conlrary lo the Monetanist’s principle that there 1s a cause and effect relationship
between money stock and prices. The first 1s cause and the latter is effect. At least, some
part of the increasing money supply after oil boom was for wages and salary.

I‘or instance: ...y the late summer of 1978|the government| attempted to placate the
striking workers and government spending, again financed by issuing moncy *( Dadkhah,
1985, p.379).

As we had already discussed in chapter 3, wages and salaries always mcrease after prices
i Iran, and not vice versa. Therefore, inflation can be a fiscal phenomenon, not a
monetary phenomenon. In this case, monetarism is rejected. As a result, the money
supply iIn Dadkhah’s third conclusion cannot be always an aclive vanable, but milation
can be an active variable which proceeds in any supply growth in which case the

monetarists they would have been reduced invalid.

Increase of Wages and Inflation

Another potential source of cost push inflation during the period under consideration
can be wage wmerease m regarding o shorlage of manpower mn the process ol
mmplementation of fourth and fifth plans. The story is very simple; demand for shelter
rose when extra labor forces in agricultural sector had immigrated to urban areas, after

the land reforms (1963-72). Together with this there was an increase in public sector
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expenditure for expanding administration after the oil boom .Together with the increase
of wages in the construction sector, manufacturing industries wages were also raised.
These two factors caused real wage increase. In order to remove shortage of labor,
Ministry of Labor imported skilled and unskilled labor from abroad. The foreign workers
who were allowed to work in Iran were specialized 1n several areas, for instance, doctors,
from India and Pakistan, anmed forces from Amernica, etc. In 1975, the Minmstry asked
firms to pay between two and three months “bonus™ at the end of each year to their
workers a fait which appears increasable at first stage. .Three years later, when the
Iranian revolution began and huge labors and officers have joined the demonstrations and
strikes, the government increased their wages and salaries to keep them silent. This 1s
evidence that sometime prices, as an active variable, can affect money supply. The
governmenl’s z1gzag wage policy m 1970s could not gaive enough molivation Lo labor
market to match itself with its demand. As we have expléined above, imported mflation
can be one reason of mflation in 1970s, and as we observed in 1973 and 74, when oil-
boom hit the economies in developed countries and increased their rate of mflation,
Iranian prices as a conscquence, mnercased in the same peniod.  However, while these
countries could stop their acceleration of inflation, Iranian price kept rising. Therefore,
we cannot accept imported inflation as the main reason of inflation m the 1970s. Looney
(1985, p 342) mentioned: “There is little evidence to support the singling out of labor as a
significant contribution to cost-push forces not least because of absence of strong labor
unions™. It should be noted that as we have already defined, the reason of cost push
inflation is not only wage cost push, it can be material cost push also, as we are going to

discuss in the chapter six.
Increasing demand for food in 1970s

Iranian foreign exchange revenue in 1960s and as well as in 1970s improved and what we
could expect as marginal propensily o consume should be high for Iran as a developing
country. Therefore any improvement in Iranian income would raise overall and in
particular the demand for foodstuffs. Hence when Iranian per capita income rose (mainly

after oil-boom) in private consumption demand for some items sharply increased. For
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instance Afshar Haleh(1981, p.1011) has mentioned “ per capita demand for red meat
increased from 8 kg per anmual in 1959 to 18 kg per annual in the early 1970s and local
production of meat was increasing at 12 percent per annum compared to an average
annum increase of 9 percent in the local production of meat”. Although the rate of
agrarian production could keep the pace with rate of population during 1960-1978, the
former was 4 percent and latter was 3 percent the ammual average rate of demand for
foodstuffs grew by 10 percent during the same time. Iran, in the period of post oil-boom
(1973-1978), had to import 25 percent of its foodstuffs from abroad and price of
foodstuffs rose by 20 percent in 1978 as a result.

Section Four

Agricultural Bottleneck in 1970s and Shortage of Food Stuffs

As we have earlier noted the structure of the Iranian economy in general and
agriculture in particular changed during three tive years plans (1962-1977). Iran, during
this peried, has changed not only socio-cconomically but also changed i the other
aspects. The major targets of the plans were shifting the economy from subsistence
economy to medem economy. In the theory of economic development, agniculture has
been a force of capital accumulation as well as supply of cheap labour for the process of
industrialization. Without doubt, Iran was successful in meeting the plan’s main targets.
Agnicultura) sector could transfer surplus of capital and labour forces as well as supply a
significant portion important of industrial material needed by the industnial sector. But
the plans could not meet fully the demand of labor for foodstuffs during industrialization.

The following reasons were behind the shortage of food supply in the 1970s.

Population and Excess Demand on Agriculture goods

According o Centre of Iran Statistics, (Table 27 1996) urban population and rural
poputation in 1966 was 9794446 and 15994476 which m 1976 changed to 15854680 and

17854064 respectively. The huge increase of urban population happenede after the land

reform when landless peasants and other poor groups of peasants migrated to urban areas
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in search of a better life. In 1966, the Iranian total active population over 10 years old in
Iran was 7115787 that 3380023 were working in agrian sector; the later figure declined to
2991869 in 1976. Immugration to urban areas started by the middle of 1960s but it
accelerated rapidly by early 1970s. The average rate of rural-to-urban immigration was
eight percent annually. In other words, the agranan sector in 1976 had to produce food
for more people with less labors in comparison to 1966. The question may arise as to
whether productivity of the agraran sector has gone up enough to offer food for 34

million people in 1976.

Decline in share of agriculture in the economic development pians

Table 3 illustrates share of agriculture and industnial scoter in the six economic plans.
As 1s observable {rom the table share of agranan sector was 5.7 mulhion nals or 40.4
percentage of total of the furst plan It fell to 6.6 percentage in fifth plan.

In 1978 planners, in order to ease the shortage of food supply, increased the share of

agrarian sector in the sixth economic development plan.
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Table3: Share of Different Sectors in Five Economic Development Plans (1949-1955)

(in percentage)

plans Agriculture/irrigation Mining/industry
First Plan (Million rials) (Million rials)
1949-1955 5.7 4.1

(40.4% of total) (29.1% of total)
Second Plan
1956-52 17.4 7

(20.9% of total) - (8.4% of'total)
Third Plan
1963-1967 473 17.1

(23.1% of total) (8.4% of total)
Fourth Plan
1968-1972 412 113.1

(8.1% of total) (22.3% of total)
Fifth Plan
1973-1978 30.9 84

(6.6% of total) (18% of total)

Source: Bank Morkazi, Annual Reports, 1979
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2 .
Figurc 3: Sharc of Agrarian from the Total Amount of the five Devclopment Plans
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The strategy that has been mplemented in 1960s and 1970s in the Iranian economy has

changed the Iran’s position from food exporter to food importer. As Tableé' shows Iran

m 1959 exported 1170 tons of rice and imported 9851 tons of wheat, while in 1972 lran

had imported 91872 tons of rice and 771323 tons of wheat . Of course it should be noted

that the production of the both items has increased during two decades (see the table3).

Table&i Production, Exports and Imports of Rice and Wheat During 195%nd 1972 (in tons)

Rice (tons) Wheat (tons)
Year Production | Export Import Production | Export Import
1959 540,000 1170 56 2929,000 - 9851
1961 400,000 140 11281 2933675 - 138312
1963 373,973 1770 933 3468140 - 70500
1965 681335 3157 47818 3648713 - 198178
1967 640,000 1369 10187 3.800,000 | 74463 61805
1959 1350,000 1305 5676 4,360,000 | 611 22639
1972 1008,000 | 212 91872 4398000 | - 771323

Seurce: Ministry of Agriculture, Department of National Statistics, World Development, Vol. 4, August -
Dec. 1981, Afshare.

As the table shows, reducing finance on agranan sector caused a fall in production of

foodstutfs and conscquently, led imbalance between supply and demand of foodstuffs in

1970s.

Fimally, Iran imported $10534 mullion dollar worth of foodstuffs and live animals in
1978(Eccnomic Report, Central Bank of IRI, Table 54, p 200, 1981). In regard of this the

questions may arise as to why food production could not meet its demand? Why

government could not import more to strike a balance between supply and demand for
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foodstuffs? Tet us here to discuss the demand for food in the same period to find answer
to the first question.

Infrastructural Bottlenecks

If the values of exports in developed countries’ rises, it is likely that those countries will
not be mnvolved with inflationary process. This is because they have no difficulties mn
infrastructures and in flow of surplus revenue from abroad to internal economy. They
can channelize the surplus to productive sectors and the excess demand can be met with
higher supply as a result. In the developing countries like Iran, the scenario is not the
same. When Iraman foreign exchange revenue increased during oil boom and excess
demand was created by the mjection of a considerable part of the revenue nto domestic
economy, it was necessary to increase supply either by mport or by higher domestic
production. The major preventing factor to achieving the target was shortage of cement,
food, stutfs, and electricity production, for example, Iranian industry was working at
almost 60 pereent of capacity in May 19777 (Looncy, 1982, p.160). Iran was dependent
to importt, but the country’s exhausted port facilities, slow customers clearance, and the
poor transportation system did not allow the government to increase import
proporticnally. It must be mentioned that in order to expand ports’ capacities and
mmprove transportation system, itself Iran needed import as well.

Conclusion

Some economists (mostly who live in the industrial countries) are mterested in arguing
that the risc of oil priccs in the intcrnational market was the real causc of inflation in the
capitalist advanced countries in the 1970s. However, we have argued that the
inflationary process had been already started in those countries and the clime that oil
prices as the main cause of inflation in the 1970s 1s an exaggeration. In this chapler, it
has been shown that the inflationary process in Iran began not after the oil boom in 1973

which already started in 1968 when prices rose i industrial countries (including Iran’s
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trading partners). We have found the following factors behind inflation in Tran during the
1970s: |

The main reason for mflation in the 1970s was the nise of the o1l revenue and expansion
of the budget that created excess demand.

Usually wages in Iran increase after the price increase. When the government increased
wages and salaries through budget (or increased money supply) m 1970s after the rate of
mflation rose, we could find inflation as an active factor in increasing money supply.

Tran had no difficulty by way of a shortage of foreign exchénge (as Structuralists believe
for developing countries) in the period under consideration. But when infrastructural
bottlenecks prevented the government from importing commodities in order to cover the

excess demand, gap between supply aof inflation jumped to two digits.
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Chapter 5

Excess Demand: War Economy



CHAPTER S

Intreduction

When lranian revolution took place in 1979, the economy was in good health with high
rate of growth. The big problem of the economy that the Shah regime left to the new
regime was its dependence on advanced capitalist countries. Tn 1978, 50.4 percent of
Iran’s import consisted of intermediate goods. This dependence caused serious
disturbance for the economy in the post-revolutionary period. The main reasons of
mnflation when the US imposed sanctions against Iran in 1981 was a decline in oil prices
n the international market 1n 1988. This chapler begins with an explanation of economic
conditions during the war economy in the period of 1980-88. In the second section is the
main one where we will discuss about the “Treasury View” and Keynes’ view on budget
and inflation. 'The next section is the war and inflation. Section four discusses about the
US sanctions and its ctfects on intlation. And the scetion five is about money supply and

inflation, and the last section contains the conclusions of the chapter.

Section 1

Economic condition

Iranian economy after enjoying high rate of growth in 1973 and 1974 had fallen m to a
critical condition thereafter. GDP, at constant price, fell from Rls 10710.1 billion in 1973
to Rls 10546.9 billion and Rls 9002.3 billion in 1978 and 1979 respectively. In order to
copc the shump, the banking policy makers took some decisions. *...In Scptember 1979
~ the money council reduced the ratio of legal reserve to total of demand deposits, to total
time deposits and to total net foreign exchange to 15 percent, 10 percent and 20 percent
respeclively” ( Central Bank of IRI, Economic Repoﬁs 1978,p 57). Dunng the five
months from September 1978 to February1979, Rls 295.4 billion of private deposits plus
Rls 117.1 billion (total Rls 412.5 billion) were added to money circulation (Economic
report of Central Bank of IR, 1979.pp, 57-8). The banking system closed many bank
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branches through out the country to prevent bankruptcy. Finally, people had lost their
confidence in the system, and 1t waé only afier the revolution, when the new regime came
to power in February 1979 that private deposits increased. What happened to Iran after
the victory of people in February 1979 was simular to what happened to Russian and
Cuban revolutions in 1917 and 1959. Immediately after the revolution, the liberal
provisional government led by late Mr. Bazargan came to power. He was in oftice for
almost a year, until the time when a radical Muslim group of students occupied the
American embassy in Tehran and the government had to resign.

...Most Cabinet members of the provisional government were liberal bourgeois
technocrats who believed the economy could be restarted without any need to resort to
drastic structural change. They viewed the revolution mainly as a political means of
getting rid of the Shah and seemed quite prepared to rely on pre-revolutionary managers
and technocrats and the Shah’s bureaucratic machinery for the achievement of their
economic objectives( Pesaran, 1982. p 514).

The next government led by the first Iranian president Mr. Bam Sadr came to power with
massive support from the peoplethrough the public election. The president was a secular
person and belicved in European socialism.  He was ousted by the Majles (Parhiament),

the supreme court and Ayatollah Khomeini almost a year after he was elected.

After few months of the victory of the Iraman people in 1979 the economy started to
mprove. The index of industnial production (for large enterprises) which had declined
dunng the revolution by 61 percent, started (o ncrease very rapidly n the last months of
1979. It reached more than twice of its 1978 level n the last guarter of 1979, but the
index of total industrial production one year after the revolution was still 87 percent of its
level in 1978. In the agranan sector the situation was different. This sector continued to
grow at a ratc of 5.9 pereent in 1979 and 3.5 percent in 1980 respectively. The reason
‘behind the continued growth of the agrarian sector was the independence of this sector
from imports of machinery and technology from abroad, as a result of which the import
compression followmng the oil-price decline lefl this sector unaflected. From 1981 ull
1988, the permanent government was continuously m office and during that entire period
Mr. Mir Hossen Mosavi led the government as the Prime minister. During this whole

peniod, the government was engaged in a war that affected the Iranian economy for many
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years. In spite of the war, the government had not faced any senous difficulty with
foreign exchange reserve till 1986, when oil prices crashed in the intémaﬁonal market.
The country’s oil revenue which was 87.7 percent of total exports, fell sharply from §
13.968 billion in 1978 to $ 5.982 billion in 1987. GDP at constant prices also fell to Rls
10360.6 billion in 1987 from Rls 13131.4 billion in 1978. Although the Iranian economy
was going through a depression as a result of falling o1l prices, the rate of growth of the
wholesale price index jumped from 7.2 percent in 1986 to 25.1 percent and to 29.7
percent in 1987 and 1988 respectively. |

Section 2

Budget and Inflation

The economists who are in the pro-treasury school argue that there is a certain pool of
savings in an economy that can be divided into domestic mvestment and foreign
mvestment and, which the former, mto public sector investment and private sector
mvestment.  The more domestic investment 1s madc, the less 1s the quantum of forcign
mvestment and the more public investment i1s made, the less 1s the quantum of private
sector investment. In such a situation, public investment can never augment the level of
total employment, because any increase in employment effected by public sector
mvestment would reduce the share of private sector investment or foreign investment,
and thus also total employment n these latter sector of the economy.

Opposite to the *“'Ireasury View’’, an alternative argument is based on ideas of Kahn and

Keynes.

“...the treasury view in other words was arguing against proposals for reducing
unemployment on the basis of a theory that implicitly assumed that unemployment did
not exist at all. In an economy in which there is unemployment, in the sense of resources
lying idle owning to lack of aggregate demand, if investment increases then these
resources start getting used up directly and indirectly, through various rounds of the
‘multiplier’. As a result, income rises and so do savings. Indeed, Kahn showed, the
whole process of mcerease mn income and employment would go on and on, until an
-amount of savings had been generated which exactly equaled the increase in home and
foreign investment.” Patnaik (2000, p.111)
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The central point of the critique of “Treasury View” lies in the fact that total investment
dstMes the total saving, and not vice-versa. |

Accordingly, government will find it appropriate to augment the level of total
employment in an economy by investment through budget deficit, without any significant
inflationary pressure in an economy that is demand-constrained. Further, as Keynes
argues, when government expenditure expands through “multipher”, it will raise
aggregate demand and output.

T.ater in 1950s and 1960s the neoclassical monetarist school again propounded “the
crowding out of private expenditure” by increasing public expenditure. This school
argues that increase in government expenditure, either financed by taxes or by selling
government securities, may affect prices, interest level, foreign exchange rate, or all of
themn, and it may reduce privale sector mnvestment as a resull. Further, they argue that
when budget deficit r1ses, rate of interest will increase which will result in private sector
outing back on its investment proposals. Here we will discuss about government
intervention, budget deficit, and the relation between these two in Iran during 1980-1988.
Onc mcasurc of the sizc of government intervention in an cconomy is the ratio of
government expenditure to GDP. Tabibian, regarding budget deficit and prices in Iranian
economy, has mentioned, “... the government budget has affected money supply and
Irquidities that have a direct role in creation of inflation.” (1998, p.21) Regarding the
ratio of government expenditure to GDP in the post-revolutionary Iran, Mazarei has
found out that “... the ratio of govemment expenditure to GDP has dechned from 42.6%
m 1977-78 to 16% in 1988-89. 1t should be mnterpreted as an outcome of the decline in
oil revenues, and not entirely of deliberate policy” (1996, Mazarei1). As Table | suggests,
the ratio of government expenditure to GDP declined from 34.8% in 1980 to 18.3% in
1989, whilc it was 48.1% in the year before the revolution i.c. in 1978. In short, the
average annual tatios were 49.65% and 27.3% for 1975-1976 and for 1981-89
respectively. The ratio has declined in the post-revolutionary Iran during the period
1581-89, even though the country’s o1l revenue was high during 1980-1984.
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Table 1

Ratios of government Expenditures to GDP (1980-1989)

- (Pcreentage)
Year Ratio of Ratio of | Ratio of | Ratio of Rat:iLo' of
Govt. Current Development Budget Deficit
Expenditure Expenditure | Expenditure to | Deficit to{te Total
to GDP to GDP GDP GDP Budget
1986 34.8 25.2 18.3 8.6 22.5
1981 36.4 26.7 8.8 15 41.3
1982 36.5 25.7 8.6 12.6 35
1983 32.6 21.8 8.9 7.5 23
1284 30.1 i2.5 8.9 8.3 27.5
1985 23.5 17.4 6.2 5 21.4
1986 21.8 16.8 5 4.1 8.8
1987 28.2 15.4 4.8 8.8 43.6
188 18.9 15.1 3.8 7.4 38.2
;1 1988 i8.3 14.7 3.5 9.2 50.2

Seurces: Calculated on base of the central bank of IRI, various years

Some economists argue that budget deficit of government was an umportant source of
intlation in lran during the war. ‘'I'abibian (1999), Salehi Listahani (1999), Yaghoti
(1992), and somc others belicve that budget deficit of the government was onc of the
main sources of inflation in Iran during the period of 1980-1988. In contrast, Azeemi
(1992) and Samimi (1992) and some others do not share the view that government budget
deficit was the main reason behind inflation during the war. Azeemi has compared
budget during the war with budget in 1970s, and found out that per capita government
budget deficil al constant prices, duning the war, nol only did nol increase, but il declined.
As he suggests, developing countries, such as Iran, should have a government budget
planned for a long term, otherwise, it cannot help the cause of economic development.
Samimi, in contrast to monetarists, does not believe that the budget deficit necessarily
Icads the cconomy to inflationary process. The significant part of his discussion focuscs
on budget deficit and inflation during the war. According to his calculation, there is a
direct relation between budget deficit and rate of inflation (0.8324) during the period of
his study (1980-1991). However, he has explained that the coellicient of correlation
cannot determine cause and effect relationship between two variables; it can only show

that there is a close relationship between budget deficit and rate of inflation.

130




In the later years of war the government started to sell foreign exchange in free market in
order to cover its expenditure. Samimi pointed out that selling of foreign exchange in free
market does not only increase money supply, but also transfers money from private sector
 to public sector in the short run that it will not be inflationary. We do not agree with his
argument, as we have already mentioned in chapter one. The Iranian economy has been
depending on dollar, and any change in the value of dollar has a psychological effect on
Iranian people on the one hand, and devaluation of rials against dollar will be inflationary
given the dependence of the framan economy on imports, oﬁ the other. Therefore, even if
the government is able to reduce its budget deficit through devaluation of rials against
dollar, the economy will witness the cost push inflation (we wiil discuss about cost push
mflation in chapter 6).
Furthermore, able 2 has some nolable points regarding government budget thal we
should discuss.
Ratio of government current expenditure to GDP during the period of study has declined
from 24.1 percent in 1978 to 14.7 percent in 1988. While the raﬁo of the development
expenditure to GDP declined sharply from 13.3 pereent in 1977 and 39.2 pereent 1978
to 3.5 percent in 1988. The table suggests that when oil prices declined in international
market and the country’s foreign exchange revenue fell, the ratio of development
expenditure became smaller (especially after 1995). Usually, when the Iraman
government revenue falls, it is easier for the government to cut down the development
expendiiure than current expenditure wineh is inflexible (because when the government
revenue falls, it 1s difficult to cut down salary and wages that are the major part of the
current expenditure). One vanable that remams to be discussed is the ratio of budget
deficit to total budget. As is observable from the table, the ratio has an indirect relation
with the oil revenue. The budget deficit was not large as long as oil prices were normal
and the Iranian government revenue was in a good position. But the ratio jumped from
18.4 percent m 1978 to 39.3 percent and 50.2 percent in 1987 and in 1988 respectively
when the Iranian government’s foreign exchange revenue fell. When the ratio was 21.4
percent and 18.8 percent in 1984 and in 1985 respectively, the o1l prices were normal.
Let us see if there is any possibility of inflation raising budget deficit. In other

words can prices be a causal factor and money supply as an effect in the inflationary
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process? Suppose we are witnessing an inflationary process. Then the private sector
would like to reduée its investment which will cause a fall in GNP, the government
revenue from tax revenue will decrease and, and as a result, the budget deficit will rise as
a result. In such a case, the government has two opﬁons: give in and watch the economy
reaching depression, or increase money supply through increasing budget deficit. In an
oil economy, such as lran, analysis should be different. During the war, when prices
increased, on the one hand the real government revenue declined and on the other hand,
the payment of higher wages and prices by the government, increased money supply.
Table -2 shows composition of Iranian export revenue, budget deficit, growth rate of
money supply and rate of growth of prices during 1980-1988. The table suggests that
there is a relation between rate of inflation, budget deficit and the government loan from
the banking system. When rate of mflation 1s high, real government revenue declines on
the one hand, and administrative expenditure (mostly Wages and salaries government
employees) increases, on the other, and government in order to cover its budget deficit,
relies for loans from banks, and money supply increases as a result. [lence we can say
that in thc war cconomy peried, mnflation played the causal role and moncy supply was

the effect.

Table 2: Compesition of Iran’s Export During 1980-1988 (in billion $, billior Rls, and %)

Non- Govt. Budget Growth Growth

year |Total 0il 0il loan deficit |rate of|rate
export |export |expor | from nrices Money

t bank Supply
1980 {12.252 |11.607 |0.645 | 688.6 -963.1 |26 32.3
1981 [12.794 112.455 10.3391779 -885.7 |30 229
1982 120.334 |20.05 0.284 | 567.2 -649.7 119.1 28.7
1983 20.814 | 20.457 | ©.357 |685.3 -878 14 11
1984 [17.024 !16.663 {0.361 | 364.7 -627 7.6 17.8
1985 14.433 113,968 | 0.465 | 355 -621.9 7.7 8
1986 16.898 5.982 0.916 | 1284 -1374.9 1 7.2 18
1987 110.35 9.189 1.161 {1374.7 {-1429.8 125.3 16.6
1988 8635 7 599 é?’@ 1729.3 | -2111.7 | 29.7 14 .4

Source: Economic Report of the Central Bank of IRI Various year

Note: Export is in dollar and the rest is in rial,

Table 2 has some notable points regarding government budget that we will discuss.
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As Table 2 suggests, the government’s foreign exchange revenue came mostly from
oil exports (average annual share being 90 percent).

We have to discuss two important points. The foreign exchange revenue of
government was high during the second oil boom. It increased the revenue from $
12.794 billion 1n 1981 to § 20.334 billion and $ 20.814 billion in 1982 and 1983
respectively. If we consider the two tables together (table 2 and 3), we can find that
when o1l prices are high in the international market and the government revenue is in
good position, the budget deficit is small 23 percent iﬁ 1983. Tt increased to 43.6
percent and 50.2 percent in 1986 and in 1988 respectively when oil prices fell to their
lowest level after the first oil boom in 1973. The second point is about the relation
between oil revenue and the government’s loan from the banking system. As the
tuble shows, when o1l pnices expenienced a boom, the percentage of government loans
from the banking system was low, and when gdvennnént’s oil revenue was low, as in
1986 and in 1988, the loan from the banking system rose. As is clear from the table,
the government loan from the banking system rose from 16.8 percent in 1983 to 40.7

pereent in 1987, when o1l prices declined 1n the international markcet.

Section 3
War and Inflation

Theoretically, we can expect that the economy works below ils capacily and it [aces
ditficulties, with shortage of commodity supply in the mitial years of revolution, similar
to what happened during the war when a considerable part of productive resources were
used to produce was matenals. During revolutions, transfer of means of production from
onc class or group to another, ciash between the government and the counter-
revolutionary elements, added with political instability, reduce investment and outplit.

“Dunng French revolution, British government created political instability against the
revolutionary regime of France and supported counter-revolutionary elements along with
other European monarchies. The instability prevented money supply from going to
mvestment and directed it to speculation on the one hand, and the siege made the regime

unable to import, for the other. Therefore, the government could not eliminate the
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shortage of supply and demand could not match supply and prices increased as a result.”
(Ketabi, Ibid, p.105)

The currency school would argue that issuing notes during the war was always
- inflationary, as Ricardo opposed the adding of 400 million Pound to circulation for the
war England fought against Napoleon in 1810 ( Taylor, 1991, p.27). But the world’s
experience is not in consonance with the currency school. Duning the American civil
war, “note 1ssued” had a different face. As Ketabi noted (1994, p.103);

... The Green back note in the American civil war for the North states that could cover
their major segment of war expenditure through tax and loans, was useful to lead
cconomy from recession to boom. ... On the contrary, notc issuc in the South statcs was
used for war expenditure only, hence money supply increased without rising supply of
essential commodities and the rate of inflation increased in these states as a resuit.

In the post-revolutionary Russia, many firms and produciive enterpnses were closed
down and unemployment and inflation rose simultaneously with the big bourgeoisie
escaping to abroad. The shortage of primary material, machinery, and fuel all caused the
rate of growth to fall. When the revolutionary government came to power in 1918, in
order to overcome the shortage of commodity supply, it incrcased moncy supply. The
level of production increased and the rate of unemploymént decreased. When the civil
war started in May 1918, the government expendifure for the war increased and the
government increased credits in order to cover the expenditure. The volume of money
supply 1n 1918, 1919 and 1920 rose by two times, three times and five times respectively.
Finally, the money in circulation that was 80 billion Ruble increased to 1169 billion

Ruble m the spring of 1919.

Section 4

Economic sanction against Iran’s economy and its effect on Inflation

The trade relation between Iran and the USA can be traced back to the beginning of
thelTlast century, but it became significant only after the CIA-sponsored coup in 1953
against nationalist Prime Minister Mohammad Mossadeg, and afterwards American
compames achieved 40 percent share n Iranian oil production. The peak of economic

relation between Iran and the USA is the period of 1972-78.
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... In 1978, the United States became Iran’s second largest supplier of non-nulitary goods
(after West Germany), exporting $12.7 billion worth of such goods. During the same
year, Iran’s military purchases from the United States reached $12 billion.- Total capital
exposure by the US banks in Iran rose to $2.2 billion by 1979, while direct investment by
about 500 US companies amounted to a total of $6.82 billion. The number of American
cilizens working 1n Iran reached 50,000. In the same pertod (1972-1978), the Umted
States became a major customer of Iranian oil, by up to 15.9 percent of lranian produced
oll, which was equivalent to 5.6 percent of the United States total supply of o1l (Fatemi
980 p.21 D). _

On November 4, 1979 when a group of Iranian students occupied the American embassy
in Tehran to protest against the Iranian Shah being allowed to stay in the USA, President
Carter placed a trade embargo on Iran as a reaction to the fifty-eight American hostages
taken by the students. The sanctions were {urther expanded in 1984, The range of the
sanctions covered importéd commodities, like war weapons, food stufls, and intermediate
goods for industrial sector production. Iran has been isolated after the sanctions and it
had to pay several times the original price for providing for its needs, buying from the
unofficial intcrnational market. We can consider these sanctions as a factor that caused

an imported inflationary process during the war economy.

Section §
Money Supply in the War Econemy and Inflation

we have already explamed in chapter 2, the new government in 1979 rejected “open
market operation” instruments, except “legal reserve”, as usurious instruments. Even this
instrument could not work properly because there was an illegal financial market, on the
onc hand and banking systcm had credit surplus on the other. The government, in order
to achieve economic self-reliance, let credit policy turn in favor of productive sectors.
The credit shares of agricultural and industrial sectors were increased. For two reasons,
the reality was different {rom whal the Money and Credit Council had planned. First, the
banking system did not follow the inter-sectoral credit share approved by the Council and
as a result credit flowed to unproductive sectors. Secondly, high profitability of private

service sector prevented the productive sectors to become attractive for investment.

135



Although money supply increased from Rls 790.5 billion in 1978 to Rls 7758.1 billion in
1988 (9.8 times). Economic slump after the revolution, especially after 1983, kept down
the velocity of circulation of money, which fell from 6.56 percent in 1978 to 2.969
- percent in 1988, and as a result, aggregate demand did not rise in accordance with the
level of money supply. Finally material cost push inflation, on the one hand, and excess
demand on the other, caused the average annual rate of inflation to increase by 17.7

percent during the war economy.

Section 6

Conclusion

evenls, revolulion, war and students’ occupation of U.S embassy, aflected Iraman
economy not only during the period of our study, 1980-1988, but also for many decades
to come. In the first section we found that the provisional government did well to
mmprove the economy, and to bring under control the rate of inflation. The main section
of this chapter was the sccond onc in which we paid attention to the budgcet and the role
of it in inflationary process. We have discussed the “Treasury View” that divided
economy into domestic investment and foreign mvestment or public sector and private
sector. According to this view, if you use more resources for public sector, then less will
be available for private sector. In other words public investment can not but squeeze the
povate sector. We referred to Keynes” and Kahn's idea, and argued that when an
economy 1s working under conditions of less than full-employment, public investment
through budget deficit can improve both the size of public sector and private sector
without leading the economy in to inflationary process.

Rcgarding Iran’s cconomy during (war cconomy) 1980-1988, we found out the following

results; '

1. The economy was 1n a good situation when oil revenue was high during 1980-1984,
the rate of inflation was low. When oil prices fell in 1986 the cconomy faced serious
difficulties, and in consequence, its imports declined and domestic production
decreased, the rate of inflation increased on the one hand, and on the other hand, the

government expenditure increased and money supply rose as a result of it. Therefore
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we came to the conclusion that inflation might have been the causal factor, increasing
mbney supply when 1t rises. |
2. We also argued that Increasing of the government budget during the war created the
demand pull inflation which supply could not match itself with demand on the one

hand and mstability of the government to sufficient imports on the other hand.
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Chapter 6

Liberalization, Devaluation and Cost-push Inflation



Chapter 6

- Introduction:

After suppressing all the anti-IRI groups in 1983, the followers of Ayatollah Khomeini
have been divided into three fractions; radical, mercantilist bourgeoisie, the industnal
bourgeoisic. Conflict among the three groups had continued till the end of Iran-Iraq war
in 1988. Finally, alliance of two bourgeoisies kept the radical group away from power.
Conflict within the IRI between the two groups of bourgeoisics resumed dunng
hberalization. The government’s serious aftempt to implement unification of foreign
exchange rate was against the imterests of the merchant bourgeoisie, which was having
access to the subsidized exchange rates through the scmi{;ovcmmcnl foundations and
private license holders under multi-rate exchange regime. ‘The policy was in favor of the
mdustrial bourgeoisie who could subsidize their export when the devaluation of nial took
place. The following chaptér is divided into two parts; stagflation and cost-push
inflation. In the first part, we mainly consider how stagflation happened in Iran. The

second part 1s related to devaluation that would create cost-push inflation.
Part One: Stagflation
A.W. Phillips in 1958 with his statistical observations of UK economy for the period of

1861-1957 argued that there is an inverse relationship between rate of change of money

wagce ratcs and uncmployment ratc. Of coursc we have to notc that when rate of

~ unemployment is low we should expect wages to increase rapidly but when the rate is

high we expect that wage rates should increase very slowly. Later Phillips’ idea was
developed by Samuelson and Solow. Thelr contribution related prices to money wages as
a major cost component and they used the Phillips’s idea to explain wage inflation and
then used wage inflation to determine price inflation in another equation. In the literature
review we term the former as Phillips curve and the latter as quasi-Phillips curve. Since

the early 1960s, Phillips curve and quasi-Phillips curve have become part of the
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conventional wisdom in macroeconomics. The fundamental point remains that Phillips
emphasized money wages and not real wages. As is clear, Phillips’ approach is
Keynesian and is opposed to monetarists” view, it is interesting to look at their critique of

. the curve.
Menetarists View on the Phillips’ curve and Stagflation

Critics (notably TFriedman 1968) would argue that there is no long-run relationship
between the rate of inflation and unemployment and there is no theoretical basis for
Phullips curve or quasi-Phillips curve either. »

Monetansts believe that a capitalist economy through the working of the unperfected
markel mechamsm tumns to setile at a “natural rate of unemployment” which 1s de fucto
full employment (i.e. precludes involmtary unemployment). Any permanent reduction in
the observed unemployment rate can be achieved only by lowering the NRU itself which
requires better dissemination of information. Of course if the market is not allowed to
function freely, the NRU itself may not be achicved; but the solution here is to make the
markets function freely for e.g. by making wages flexible. But if the govemnment tries to
reduce the observed unemployment rate not by lowering the NRU (or making 1t effective
by removing restrictions on the functioning of the market), but by demand-side policies
that push unemployment below the NRU, the result will be acceleration inflation, which
m lerms can be sustained only by increasing growlh-rale in money supply. It focus on
the monetarist argument that to prevent accelerating inflation and yet to reduce the
observed unemployment rate, what is needed is a combination of policies which include
control over the growth-rate of money supply and supply-side measures relating to the

labor market, such as flexible wagces and better disscmination of information.
Keynesian View
Taghavi (1996 and 1997) provides a useful discussion on stagflation which appeared in a

pronounced form in the 1970s and the early 1980s in industrial countries. The author’s
discussion starts off from the late 1960s and the early 1970s, in that period many
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advanced capitalist countries had difficulties, such as unrest of laborers, which were
worsen by the oil supply shock in 1973. These countries experienced double-digit rates of
mnflation for the first time. They chose contractionary fiscal and monetary policies in
order to cope with inflation, and this led their economies to stagflation. The following
analysis elucidates the Keynesian point of view on the Phillips’ curve and stagflation.
Assume that the point “a” on the furst curve 1, rate of wnemployment, U1, and rate of
mflation P1, are on optimum point for policy makers. As a result of cost-push inflation,
the Phillips curve I moves to curve 11, and the economy settles on some point “b”, which
is associate with stagflation. Government can reduce the rate of unemployment to

primary level, Ul, with expanding aggregate demand, but with higher price level, P3.
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Stagflation in the Advanced Capitalist Countries and Iran
Stagflation in the Advanced Capitalist Countries

There was an important analysis of the stagflation phenomenon when oil prices rose in

the world market in 1973 and 1980, and the advanced capitalist countries faced energy

Crisis.
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Beckerman and Jenkison’s (1986) discusses the effects of the second oil shock in
1980 in industrialized countries. The main objective of the paper is to explain the reason
behind the deceleration of inflation in industrialized countries during 1980-1982. The
authors made an estimate to ascertain the relative role of import prices and
unemployment in determining the rate of growth of money wages for individual
countries. The variables they considered for their estimate are the following:

W= hourly eamning 1 manufacturing;

P = domestic price index;

U= percentage of labor force unemployed

Z= normalized out-put per man-hour;

M= unit values of imports;

C= constant uml mark up over costs.

The estimate covered twelve industrialized countries and they ended up with the

following conclusions:

1. 'lhere is no identifiable relationship between aggregate unemployment and wage
mnflation in most individual industriahized countrics. The cstimate shows there is closc
correlation between wage 1nflation and import prices.

2. Some industrialized countries with tight fiscal and monetary policy (with appreciated
domestic currency) could get rid of unemployment. They also suggested that this
policy should not be followed by all, otherwise the appreciation of domestic currency
will ofIset the rise in commodity pnces 1n {oreign currency lerms.

Martin (1992) argues that there are two possibilities regarding cause and effect
relationship between oil shocks and stagﬂation.v First, when o1l prices rise in the
international market we expect the profitability of the energy using industries (forming a
significant part of thc cconomy in thesc countrics) to come down. Here if wages are not
flexible we should expect unemployment to rise even as there is some increase in prices
1n reaction to the rise in o1l prices. Second, demand elasticity of oil prices is low in the
advanced capitalist countnies. Therefore 1f o1l prices nse those countnies have (o pay more
for imports, in other words they should export more and consume less in order to cover

their import expenditure. In this case if trade unions msist to protect their real
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consumption and being to anticipate inflation, then the inflation rate will accelerate; to

prevent this, unemployment will go up.
Stagflation in Iranian Economy

The following analysis focuses on decline of oil prices in international market and
creation of stagflation in the Traman economy. When oil prices nise in international
market, the Tranian government’s revenue increases balance of payment improves, import
increases, production goes up and rates of unemployment and inflation are expected to
come down as a result. When o1l revenue comes down (either due to fall in prices in the
mternational market or due to reduced export) government foreign exchange revenue
shrinks and mports fall and the economy faces shortage of mtermediaie goods and
machinery, which the manufacturing sector needs. Hence on the one hand, the rate of
unemployment rises on the other, and prices rise in reaction to the decline of aggregate
supply . |

The Iranian cconomy cpjoyed a high rate of growth and low rate of mnflation and
unemployment throughout the 1960s and in the first half of the 1970s. Till 1986, Iranian
economusts believed that stagflation 1s a phenomenon which will affect the advanced
capitalist countries only. But when oil prices fell sharply in the world market the country
experienced the first stagflation in 1987-88.
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Table 1: Oil Revenue, Import, Real GDP and Inflation in selected year.

(in $ billion and percentage)

; 01l Real GDP | Inflation

i Year revenue Import

[ 1973 5.6 16.4 4.8

i 1974 20.515 9.2 13.8
1975 19.0899 10.5 17.6
1982 12.455 13.515 2.4 19.4
1983 20.649 11.845 15.1 13.8
1984 20,4561 18.103 10.8 7:8
1986 13.968 14.454 0 7.1
1987 5.982 11.408 -1.8 25.2
1988 9.892 9.369 1.6 29.7
1993 14.333 29.87 5.3 22.9
1994 14.603 19.287 3.3 35.2
1995 15.103 12.617 -1,2 49.4

!Sources: Central Bank of IR1, various years, 2001.

Table 1 provides information about the Iranian economy for selected years since
1973. The second column of the table shows oil revenue in dollar terms and the next
column shows the imports of the country in dollar terms. The third and the fourth
columns show rate of GDP and rate of mflation (Wholésale prices). The table 1s divided in
to four stages, the first and second relate to the first and the second oil booms
respectively. The next two stages relate to the two o1l price crashes. As is clear from the
table, 1n the first two stages when oil prices increase, the Iranian imports increased which
had a positive effect on the economy. Further, as is observable from the table, the rate of
GDP growth rose and inflation rate fell. In this period the advanced capitalist countries
were facing stagflation. In contrast, in the next two stages, when oil prices fell, imports
got squeezed, the rate of GDP growth declined, and unemployment rate and inflation rate
mcreased simultaneously as a result. Oil prices declined n the international market in
1986 and Iranian oil revenue decreased from $ billion 20.456 in 1984 to § billion 13.968
mn 1986 and to § illion 5.9823 in 1987. With falling o1l prices, imports declined and rate
of growth of GDP fell from 10.8 percent in 1984 to 0 and -1.8 percent in 1986 and 1987,

respectively. The rate of unemployment increased, while at the same time, the rate of

143



inflation rose from 7.8 percent in 1984 to 25.2 percent in 1987 (see Table 1). The second
period of stagflation in Iran’s economy started in 1994 when oil revenues were lower, in
comparison to first and second stages. As the table suggests, imports got squeezed form
~$ billion 19.287 in 1994 to $ billion 12.617 i 1995, and rate of GDP growth fell from 3.3
percent to -1.2 percent while the rate of inflation increased sharply to 36.2 percent from
49.4 percent during the same period . It needs to be explained as to why imports declined
sharply in 1995 while o1l revenue was not too low. As we have already mentioned, when
the hiberalization era started in 1989, the Iraman govemmeni borrowed from mtemational
financial sources about $40 billions as loans, and in 1995 a part of the country’s oil
revenue was paid to the international banks as repayment of the principal and as payment

of interest on these loans.

Summary

In the theoretical part we discussed Monetarists’ viewpoint, which suggests that the
government mtervention and inflexibility of wages were sources of stagflation that
appeared in the 1970s and 1980s among the advanced capitalist countries. On contrary,
Kevnesians argued that the mcrease in money supply were not the reason for stagflation
in the 1970s; rising prices of materials including oil prices were responstble for
stagflation. We also found that stagflation could appear in o1l exporting countries also as

seen 1986 and 1994, as ol prices fell m the miermational market.

Part2
Devaluation and Cost-push Inflation

There scems to be a conscnsus among Iranian cconomists that Iran never had
cost push inflationary experience till the beginning of the liberalization in 1989. Their
argument is that Iran has not been having independent trade unions either in the pre- or
m the post- revolution peniod.  As we saw n the previous chapter, wages always nise
after prices rise in Iran. In the following analysis, we are going to argue that devaluation
of nal and unification of foreign exchange rates that was started by government in 1989,

were originally responsible for increasing rate of inflation which reached 49.4 percent in
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1995. Because devaluation of rial made the expensive imported inputs for industrial
sector, mostly modern industrnies, 6n the one hand, and dollanization of the Iranian
economy caused increase in wages in non-trade sector also.

Theoretically, these are two major approaches towards devaluation. The first stems
from the World Bank-IMF approach and the second one that we would like to call non-
World Bank-IMF approach. In this regard, we first briefly discuss the two approaches on
devaluation and its effect on prices in developing countries and m the second part we

will consider the Tranan experience of devaluation.
Theoretical Approach

Neoclassical as well as Monelanists argue that true prices can be expecled Lo prevail only
in an open economy that is based on a “floating” exchange-rate system. The mainstream
economists argue, in favor of World Bank-IMF prescription, that when true prices are
tformed in an economy, resource allocation would be optimized and this will increase
productivity and profitability. Under these circumstances cconomy grows well and the
level of production and employment increases. In this regard the World Bank-IMF
approach suggests that devahation of local currency is a must/1The argument for
devaluation is based on the premisc that the BOP deficit in developing countrics
originates from over-valuation of their currencies. To achieve balance of payment
equilibrium, therefore, devaluation must take place in these countries; mdeed the
proponents of this view go to the extent of advocating “floating” exchange rates, which,
they argue, should replace dual exchange markets. With regard to rate of inflation, this
approach argues that multiple foreign exchange system reduces motivation for
mvestment m economy, and it decreases aggregate supply and causes increase in prices.

- Pesaran (1992) argues that if Tran devalues its currency, import subsidy will vanish
and budget deficit will decline which might bring down the rate of inflation. Kirmaro
(1988) studied effectiveness of “floating” foreign exchange rate for some developing
countries and he found that all of these countries, prior to adopting the “floating™ rate
system, had difficulty in managing budget deficit and balance of payments. In these

countries, a neglected foreign exchange policy and price control policy created
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distortions in relative price system which caused the level of production to fall and
discouraged investment and export. The author divided the countries under study into
two categories those countries who chose a contractionary policy and could control
wages and price in the non-traded commodities sector were relatively more successful
than those countries having huge budget deficit who could not implement the anti-
inflationary policy at the right time. An unportant point in Kirmaro's study s lus
emphasis on government’s role m controlling inflation during implementation of
“floating” exchange rate policy. Tinally, he suggests, “ﬂ.oa.t.ing exchange” rate is
appropriate for both developed as well as for developing countries”.

In contrast, the second approach does not consider devaluation of currency as
an appropriate policy for developing countries. This suggests that in a floating exchange
rale syslem, foreign exchange will tend to flow out of the sphere of production m
developing countries, for speculative purposes. Patnaik (1991) argued that under floating
exchange rate regime, the emergence of speculative behavior will destabilize the
economy. 1his can happen for several reasons.

Firstly, forcign cxchange is a commodity, the carrying costs of which arc virtually
zero, in contrast to other commodities which are bulky and perishable, and the elasticity
of speculative stocks 1s high. Secondly, the elasticity of price expectations of foreign
exchange in the developing countries is high because there is no ceiling for it in the local
market and there is no guarantee of a "normal price”. Thirdly, even if there is a flow of
excess supply of foreign exchange due to trade (1.e. X-M 15 positive) this may well get
offset by a stock excess demand for foreign exchange for asset holding as a part of
portfolio choice, and in such a case there could be accumulative downward movement
of the exchange rate owing to speculation. The net effect would be adverse as far as
production is concerned.

Finally, even if with a fall in the national currency against the foreign currency as a
result of devaluation there is an mncrease in domestic production and exports, this can
only be temporary since the nse i import pnces, once it 18 “passed on”, will soon
mullify any effective devaluation (unless there is a permanent decline in real wage-share)
for countries that have imports of essential inputs, such as oil, which cannot be replaced

by domestic production. Iran, even though an o1l producer, falls into this category. We
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have already seen that for one dollar of exports, Tranian industry needs 50 cents of
import. Patnaik (1991, p2258) also argued that for two important reasons floating
exchange rates may not be destabilizing for advanced countries. First, in advanced
countries a large number of people hold each other's currencies or currency denominated
assets. If a steady devaluation affects these currencies belonging to other countries then
a lot of wealth holders will incur losses; therefore the central banks of these other
countries, not just of the country concemed, will be under pressmé to stabilize the
foreign exchange market. Secondly, in the mtemnational market, demand 1s sensitive to
price changes because advanced economies more or less trade in similar commodities.
These countries lose if the currencies of their nivals are depreciated continuously;
therefore for all of the advanced countries it will be useful if there 1s a relative stability

of nival currencies.
Effect of Devaluation on Prices: Iranian Experience

As we have alrcady discussed, the weak inter-industry linkages in the Iranian cconomy
make the industrial sector dependent on imported intermediate and capital goods. The
Iranian modern mdustries have been established primarily by multinational companies in
the early 1960s and in the 1970s. According to Behdad's calculation (1988, p.10):

Each 100 nals of the non-o1l gross domestic product (GDP) produced between 1963 and
1976 required, on the average, 4.6 nals of imported capital and 10.4 nals of imported
primary and intermediate nputs. This figures ncreased, respectively, to 25.5 rials and
13.3 rials in 1968-1972, and 28.4 rials and 6.8 nials in 1973-1977. Taking into account
the fact that the largest share of these imports (about 8) percent of the primary and
mtermediate inputs) was used by the industrial sector (no more than 30 percent of non-oil
GDP), the import dependenec of Iranian industrics becomes cven more cvident.

It seems that this dependency has not declined after the revolution, especially when the
link belween Iraman economy and international companies was resumed again in the
liberalization era since 1989. In other words, Iranian economy has been dollarized and

any change in dollar value will affect general prices directly.
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Pesaran (1992) and .autenschlager (1986) believe that the Tranian economic problems
in general, and inflation in particular, have their roots in an overvalued rial. Jalali- Naini
articles in Nili, M.(ed.)(1998) and mn Tabibian(ed.) (1999) has discussed about mflation
and was opposed to the multiple exchange rate system that was implemented during the
war economy. He found that “floating” foreign exchange rate policy, in order to bring
down the rate of inflation, must be accompanied by a control over government budget
deficit. According to these authors, devaluation of rial and umfication of foreign
exchange rate should form the core of the policy in order to improve the balance of
payment deficit and to reduce the rate of inflation.

Development economists used to categorize oil exporting countries separately from
other developing countries. The major foreign exchange revenue of these countries
{mamiy the Middle East o1l exporting counlnies) come from ol exports the pnces of
which are determined in the international market, therefore devaluation of rial
theoretically is not applicable for the Iranian economy, a fact bomne out by empirical
evidence..

In the Iramian casc, as we have found m chapter onc, in the past four decades 90
percent of average annual Iranian foreign exchange revenue came from oil exports, with
a foreign demand for oil that is melastic. Also the dependency of Iraman industries
(especially the large manufacturing enterprises that produced almost 80 percent of
total output of the industrial sector) on advanced capitalist countries makes the

country’s demand for imporied mputs melastic. As Behdad noted:

The IRT has few options to reduce its widering foreign exchange gap. A general
devaluation, as attractive as it appears in the text book model of exchange rate
determination, 1s not an effective instrument in the case of an oil-exporting country with
a heavily import-dependent industrial sector.

Devaluation will do httle to increase foreign currency eamings, given the very
small share of the non-oil export in the exchange eamings of the country. The potential

of the non-oil export 1s limited by the mternal structural constraints and trade bamers mn
the export market. (1988, pp.15-16)
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A Model of Devaluation for the Iranian Economy:

A serious debate arose among Iranian economusts in the post-revolutionary period on the
effects of devaluation on the economy. We are going to introduce a model which shows
that devaluation of rial has little effect to increase Iranian export.

P,=[w.2 +m. p.e] (1+m)

Where;

W = money wage rale

P, = price of manutactured goods

m = amount of imported mput per unit of manufactured output

¢ =labor mput per unit of manufactured output

p= dollar price of imported input

e = price of dollar n term of local currency

T = profit margin

Let us assume that the Iranian government implements devaluation of nial in order to
umprove its export. In this case, when “e” rises, suppose everything else will remain
unchanged. P, will increase, but the amount of increase will be less than that of “¢”. In
such u situation, workers become worse ofl. Simee “w” 1s fixed, they demand hgher
wages, and Py, will rise mn the future. If real wages are not to fall at all, we should expect
P., eventually to rise by a proportion ecual to that of “e”. Therefore, devaluation of rial
m this condition does not atfect improvement of export, since a nominal devaluation
docs not lead to a real-cffective devaluation.

Pesaran (1994) argued that Iran’s non-oil export has increased from less than $1 billion
mn 1989 to $3.185 hillion in 1998 under devaluation pohicy. Hence, he concluded that
the policy was successful. But the above claim needs to be mterpreted. First, a
significant paﬁ of non-oil export duning the period under consideration was Iranian
tradiional export, while, according o the promise of policy makers, devaluation should
have increased the export of manufactured commeodities.  Second, the value of nal
declined dramatically during the period of 1989-1998, from $1= 70 nals to $1= 1750
nals (25 times decline in official rate) which has declined more mn black market, $1=

8500 rials (around 121 umes decline). And that cneouraged Iranian cxporters to export
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their commodities. Indeed, Tran paid a heavy price to increase its export, and there is

little evidence that its gain was more than its cost.
Empirical Approach

Iran did not have an illegal market (black markel) for exchanging foreign currency till
the time revolution (in 1979). There was an official foreign exchange rate for all who
were willing to exchange. In the post- revolution period, demand for foreign exchange,
mostly by dependent bourgeoisie, increased mainly on account of capital flight.
Therefore, since the victory of revolution, demand for forcign cxchange has been high
and the government has been controlling the foreign exchange rate by instituting a
rationing system in order to regulate capital flight. As Ghaden (1998) noted, there were
two official foreign exchange rates tll 1988. One was put at $1=70 nals, which was for
importing essential commodities to distribute them among people at low prices to keep
the rate of inflation down, and another official rate was put at $1=1100 nals for the
import of certain essential goods by private sector. The rate of dollar in black market
increased to about $1=150 nals in 1981, 250 rials in 1982, 350 nals i 1983, and 550
nials in 1984. The gap between official and the black market foreign exchange rates
increased to 500-600 percent by mid 1980s, and the gap became even wider when oil
prices fell down sharply in the international market in 1986. Finally, the gap between the
two foreign exchange rates increased by over 2000 percent by 1989. It is interesting to
note that beside the two otficial rates, there were more than 10 difterent foreign exchange
rates for import during the war economy. When a new government came to power in
1989, liberalization began and foreign exchange rates were clubbed together and divided
into three rates; the official rate of $1=70 nals which is used for transaction of public
sector, “competitive” rate for import of certain essential goods by private sectors, and
“floating”™ (mostly used by central bank) rate for other approved private sector imports.
The new government could eliminate some obstacles to free market;, privatized some
public enterprises, could control prices and subsidies, and foreign exchange transaction mn
the black market. Even in April 1993, when the country’s balance of payments worsened
markedly and clear evidence of the govemment’s difficulties with external debt

repayments was seen, the Iraman Central Bank announced that from then onwards all
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private and public foreign currency exchange was to be conducted at a “floating” rate
according to daily price that was determined on the basis of market conditions of supply
and demand. A few months later, in October, with low oil revenue of the country
($12.9441 billion against $16.6147 billion in 1990), increased deficit on balance of
payment account, coupled with the inability of the government to repay the debt of
around $40 billion, the gap between the “floating” rate and the black market rate
increased and the rate of mflation rose. The rate of inflation reached 50 percent in 1994,
and protests against the new policies of the government arose in working class
neighborhoods. Later, mass demonstration took place in five big cities and the
government was consequently forced to stop liberalization, and the policy makers
brought back some of the war economy regulations, like subsidized essential

commodities, followed by multiple foreign exchange rales, pnice control policy, ele.

Since 1995, when the govemment’s economic policy was changed i favor of war
economy, which has been implemented in the 1980s, the government pegged
exchange rate, restrictions trade, price control policy, and control of foreign exchange
rate. In regard to the high rate of inflation, Iranian policy makers have focused more
on control of mnflation than on any other economic problem. We have already
mentioned that the dependence of the Iramian economy on petrodollars causes
unstable economic conditions in Iran, because any fluctuations in o1l prices in the
international market affect the entire Iraman economy, especially in the modemn
production sector, and rate of inflation. Hence, the economic policy makers made
substantial withdrawals from foreign exchange reserves in order to eliminate any
negative effect of oil price falling on the Tramian economy. They had two main
targets in their minds;, provide foreign exchange reserves to import essential
commodities, raw materials, and equipment for manufacturing industries in case of
oil price decreases in the world market. The second target was to control money
supply, because they believed that inflatton was a monetary phenomenon.

It 1s necessary to discuss the policy of keeping nactive a sigmficant part of foreign
exchange revenues as an anti-inflationary measure by the Iraman Central Bank. In

the 1970s, when the Shah’s regime withdrew foreign exchange reserves and didn’t let
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it influence the money base, it either invested outside of Iran or put it in the Western
banks. Iran had infrastructure bottlenecks on the one hand, and an ecoriomy working
to almost full capacity, on the other hand. In 1995, however, the economic situation
was totally different. Production sector was working below capactty, the rate of
unemployment was high and infrastructure had been improved much in companson
to 1970s. 'Therefore, it was better for govermment to use this foreign exchange
revenue either for import of mputs for manufacturing sector 1 order to make the
sector work to its full capacity, or import capital goods for investment. Both these
scenarios could increase output which was expected to lower the rate of inflation. We
will discuss the anti-inflationary measure adopted by the Iranian policy makers in the
next chapter.

Table number 2 provides oil revenue, mmport, money supply, growth rate of GDP, and
the rate of mflation for the period of 1989-98.The new economic policy was able to
lower the rate of inflation sharply from 49.4 percent in 1995 to 23.2 percent mn 1996,
and inflation continued to decline to rates that would be considered moderate in the
following years. (Sce table 2).

Table 2: Oil revenue, import, and rate of growth meney supply, Nominal GDP,
real GDP, and inflation during (1989-1998).

( in Billion and parentage)

Year 0il revenue | Import :3;;}() GDP Rgg; Inflation
1989 11,993.20 12,807 16 13 4 7
1990 16,700.90 16,382 24.8 24.2 11.5 23.9
1991} 14,872.20 25,552 21.8 32.3 16.12 20.4
1992 16,3880 23,274 20 36.1 6 24 4
1993 14,333 19,282 36.9 32.3 3.3 229
1594 14,603 12,617 35.8 45.2 3.1 35.2
1895 15,103 12,774 34.6 38.5 5.8 494
1996 19,271 14,989 37.3 43.2 3.4 23.2
1897 15,471 14,123 12.5 2.1 17.3
1998 9933 14,288 18.1 2.4 20

Sources: Iran’ Budget and planning organization, 2001.

Note: Oil revenue and import are in billion and the rest are in percentage.
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Monetansts” explains that the decline of money supply growth was the primary
reason for the falling rate of inflation. However, data do not support the interpretation
of falling inflation after 1995. Table 2 shows the changing of money supply, quasi-
money, and public and private sector credits during 1994-1998. The forth column of
the table provides data on money supply (M1) whose growth rate increased from 34.6
percent in 1995 to 37.3 percent in 1996. The table also shows hqudity M2 =(M1 +
quasi-money) in the third row increased from 28.5 percen.t m 1995 to 37.6 percent
and 37 percent in 1996 and 1997 respectively, but 1t declined to 15.2 percent in 1998.
The next two rows also provide data about private sector credit and pubic sector
credit, which shows that credit growth for private sector not only stopped declimng,
but even mcereased from 23.4 percent i 1995 to 29.7 percent m 1998, while the
public sector credit growth fell from 27.6 percent in 1995 to 11.06 percent and 13.4
percent in 1996 and in 1997 respectively. Then, it reached 26.2 percent in 1998. Thus,
we can sately come to the conclusion that falling inflation after 1995 was not largely
beeause of similar strict control over money supply. However, controlling of prices,
resuming subsidy on essential commodities, and improving the government oil
revenue from $15.103 billion in 1995 to $19.271 billion in 1996 played on important
role m cutting down the rate of inflation in the second half of the 1990s. Another
important pownt that we have to look at is the negative effect of decreasing of money
supply growth on oulpul und rate of employment. As is clear from the lable 2and 3,
growth rate of money supply increased from 16 percent in 1989 to 34.6 percent in
1995, and 1t declined to 18.1 percent in 1998, while rate of real GDP fell from 5.6

percent 1n 1995 to 2.6 percent in 1998.And the rate of unemployment increased from
9.1 pereent the same period.
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Table 3: Rate of growth of money supply, unemployment and

inflation during (1991-1998) ( in pcreentage)
iYear Money Supply Unemployment Inflation
E1991 21.8 11 20.6
L1992 20 10.7 24.4
1993 36.9 10.3 22.59
11994 35.8 5.8 35.2
1995 34.6 9.4 49.4
1996 37.3 5.1 23.2
1997 12.54- 11.9 17.3
1998 18.1 13.6 20
1999 16 15 20.4

Source: Budget and Planning Organization, 2001.
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In addition we can say that the government was successtul in controlling the growth
rate of inflation in the second half of the 1990s and this was accompanied by a

dramatic fall in the rate of economic growth from 8.1 percent in 1989-1995 to 2.8
pereent in 1996-1998.

Concluding Remarks

This chapter has started off discussing stagflation which was dealt in detail, both
theoretically and empirically. Monetarists believe that ntervention of government
through expansionary policy in order to lower the observed rate of unemployment is the

original rcason for the stagflation phenomenon, while the Keynesian explanation focusscs
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on cost push inflation. Tn empirical analysis, we found that when o1l prices would be
falling, Iran would be involved with stagflation, because the Iranian foreign exchange
earning gets squeezed and mmports decrease in such a case. This will affect the modemn
industrial sector output which largely depends on unported inputs. In consequence, the
economy will experience unemployment and high rate of inflation simultaneously. The
second part dealt with devaluation and cost push mflation. In the first section, we have
discussed the devaluation of currency in developing countries and came to the conclusion
that this policy facilitated the use of foreign exchange for spécu]ative activities. We have

also seen there were two reasons why the devaluation policy was not applicable to the

Iraman economy;

1) The dependence of almost 90 % of the Iran’s export on oil (the volume of Iran’s
exports of ol 1s determined by two [actors, the OPEC quota and mtemational
market considerations, and not by the nal cost of prodﬁction of oil). It entails that
a devaluation would have little effect on exports.

i1) Its dependence on the import of intermediate and capital goods makes the
country’s demand for imported mnputs inclastic.  Thus, traditionally, devaluation
m Iran has not only been unable to improve the foreign exchange reserve

significantly, but also causes cost push inflation as well.

The peried of the study, 1989-98, when the liberalization took place and devaluation of
the Iramian currency was implemented, was divided mnlo two sechions. In the seclion one,
we have discussed about devaluation which was the core of liberalization, and the reasons
of its failure. The empirical section which also covered 1989-1998, has been divided into
two different periods; 1989 to 1995, and the rest of the period. In the first period, we
found that devaluation and unification of forcign cxchange ratc was the basic rcason for
the dramatically rising rate of inflation and in the second period we argued that the

government could lower the inflation rate, but only by increasing the rate of

unemployment.
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Chapter 7

Anti-inflation Policy



Chapter 7

Introduction

There is a conspicuous dispute among economists about anti-inflation policy, in line
with their differences are the cause of inflation. Monetarists’ anti-inflation policy, which
follows from thcir inflation theory, 1s very simple. If the government acquire resources
through taxes and borrowing from people, that there is no need to enlarge the money
stock, and hence no reason for inflation. The solution to inflation therefore line in
reducing the money stock by curbing government borrowing. The Structurahsts’ theory
on the other hand of anti-inflation does not focus on reducing money stock. The mam
measure they emphasize is tiscal policy although they keep the door open for monetary
policy. We have already noted in chapter 5 and 6 that when the governments reduced
mongcy stock as an anti-inflation policy the cconomy cxpericnce stagflation. As we have
found that inflation in Iran was not caused by any monetary phenomenon, we must search
for the solution of price rise in the Iranian economy outside the monetary policy. The
following chapter which deals with anti-inflation policy has two parts. In the first part,
our focus will be on anti-inflation policy in the long run, and the second part discusses
the policy i the short run. The end will be conclusion. It should be noted that the policy
we are going to suggest is regarding to cost push inflation and demand constraint that it

arose after the government anti-inflation policy in 1995.

Different Approach on Anti-inflation policy

The different opinions on anti-inflation policy among economists derive from their own
understanding aboul the causes of inflation. There are al least three different approaches
on anti-inflation policy. The first group believes that monetary policy 1s the only option
to keep down prices and it suggest that the solution to inflation has to be monetary
because the cause of inflation is monetary. Hence, it believes that tight monetary policy
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(mostly cut budget deficit and reduce amount of credits) can reduce rate of inflation. The
second group believes that monetary policy is too harsh for economy. For instance, when
rate of inflation is high if we reduce the credit amounts, or do not permit on increase mn
output in response to rising prices, the economy will witness depression and the situation
would be worse than inflation itself. They also argue that the fiscal policy is the best
measure to control prices and keep prices stable. "The third group focuses on fiscal policy
and also keeps the door open for adopting any instrument which can be useful to combat
a certain kind of inflation. The objective of this group is based on two fundamental
principles: the first one is that the policy should not hit the rate of growth, and the second
one is that the policy should be m favor of the group which is hut by mflation. We have to
note that to reduce the rate of inflation, we cannot focus on monetary policy. Its
msu{liciencies are documented by the {ollowing . When the rate of mflation mereased mn
the muid 1980s and in 1995, both governments (the govemments which led the country in
the two periods had Keynesian and Monetarists approaches respectively) had chosen to
tighten the monetary policy. This however brought stagflation to Iran.

Part One
Anti-inflation Policy for thc long run

Inflation means imbalance between demand and supply; and to tackle inflation, either
supply must be increased or demand should decline. The following discussion is divided
nto two sections: in the first section, we look at long run policies that can increase

supply, and in the second section, we are going to consider some other policies that can

stimulate production.
Oil Dependency

As we have arguéd in chapter 1 that dependency of Iranian foreign exchange revenue
and public government budget on oil revenue made the price stability of the country

dependent on the international o1l market situation. il market is also very much

dependent on political sithation which makes the Tranian foreign exchange revenue and
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its public budget even more unstable, and this condition consequently leads to price
instability in Iranian economy. We found that Iran had price stability in the 1960s as the
Iranian trading partners and international oil market maintained price stability. Later in
the 1970s, when the rate of inflation jumped upto two digits, it was because of instability
in the world oil market. Even when Iran had experienced stagflation in 1986 and 1995,
oil prices had dramatically fallen in the international market. ‘Therefore, it will be logical
to conclude that Iranian dependency on oil revenue causes price instability for the
economy. It should be noted that the Traman 0i]~resource.§, with current production of
around three million barrels per day, is going to be over in less than twenties years, and
as we know, oil is a material that is not renewed; this material belongs to the future
Iranian generations. Therefore the Iranian government should make suitable plans for
increasing added value of o1l and that, in this way, the lifetime of o1l sources will expand
and production will rise, which in turn can reduce rate of inflation and rate of
unemployment. As Management and Planning Organization, 2001, data shows the rate of
intlation and that of unemployment were 20.4 percent and 15 percent i 1999
respectively. And with these policy measurces the government can makce national budget
independent of the fluctuation of o1l prices in the international market, while on the other
hand, keeps the balance of payment position under manageable levels. It 1s suggested that
any anti-inflationary policy must be aiming the independence of the economy from oil
revenue. In the last chapter, we have bniefly discussed the charactenstics of the Iranan
mdustry which mostly grew up in the 1960s and the early 1970s aided by cheap foreign
exchange rates offered by the government to the industnal sector. The main
characteristics of these firms were heavy dependence on imported inputs and a capital
mtensive system with low value added. These industnies tended to purchase their
required capital and intermediate goods from intcrnational companics, and they made no
serious attempt to establish links between their demand and domestic suppliers. Iranian
imports of consumer goods were 30.2 percent in 1960 which fell to 18.6percent in 1978.
This remained the same durning the 1980s and it declined to 15.1 percent in 1995. What 1s
to be noted is that Iranian dependency on imports of intermediate goods increased from
49 percent in 1960 to 54.2 percent in 1978. It slightly declined in the 1980s, but

increased again to 69.2 percent during the liberalization period in 1995. As mentioned in
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the last chapter, Tranian economy experienced stagflation when oil prices fell in the

international market in 1986 and 1995. Further dependency of the industrial sector on

imports of intermediate goods during the devaluation of the Iranian currency mn the

1990s, created cost-push inflation.

Table 1 provides the Iranian imports of commedities for the period of 1960 to 1995.

The outstanding point of the table in regarding to our argunent is imports of intermediate

goods had increased from 49.2 percent in 1960 to 54.2 percent in 1978. In the post-

revolutionary Iran the dependency has been increased , especially after liberalization that

reached to 69.2 percent in 1995 from 58.4 percent in 1986.

Table 1:

1 11960 | 1970 1978 1986 1992 1995
Consumption Goods 36.2 ] 10.9 18.6 18.1 18.5 15.1
Intermediate 49.2 | 64 54.2 [58.4 |60.9 |69.2
Goods
Capital Goods 20.6 | 25.1 27.2 23.5 27.5 15.2

Seurce: Iran’ Foreign Trade Statistics, Varicus years.
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We can conclude the above discussion by stating that the dependency of the lraman
economy on imported inputs s a significant reason for the inflationary process. In order
to eluninate this problem, Iranian government must develop the strong mter-industry
Imkages 1 the cconomy which make the industry independent of imported intermediate
and capital goods. Perhaps 1963 and 1978 when Iran had implemented the three phases
of five-year economic development plans, the consumption pattern has been changed
loward consumer culture which has been influenced by advanced capitahst countnes.
Another point to note the consumerization of the Iranian society after the oil boom in
1973. Without doubt, the Iranian marginal propensity for consumption was high during
pre-revolution, but it had reached 76 percent in the post-revolutionary period. In other
words, out of cach unit of Iranian income only 24 pcreent will be saved. The basic rcason
behind it was high rate of inflation in the 1980s and the 1990s which encouraged people
to keep foreign currency, especially American dollar, and to buy consumer durable goods
in order to maintain their real income during the inflation. Hence in the stage of high rate
of mnflation, we camnot expect that inflation would reduce the fever of consumer goods

demand, because people think buying goods today is cheaper than buying tomorrow
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when rate of inflation is continuously increasing, and it will increase aggregate demand.
Changing pattern of the Iranian consumption toward purely local production, on the one
hand, and decline of demand for luxury goods, on the other hand, are primary conditions

for keeping down rate of inflation.

Part Two

Tax Reform

Tax system of oil exporting countries, like other sectors of their economy, depends on oil
revenue. When the revenue increases in effect of nising oil prices in the international
market, the government’s tax revenue will also increase and vice versa. The average
ratio of taxes to total government revenue during the 1960s and the 1990s was less than
30 percent with the highest level of ratio at 49 percent in 1986 when ol prices
dramatically fell and forced the government to search for other resources for revenue. It
1s interesting to note that the share of indirect taxes was larger than of direct ones n the
pre-revolution period. But, it has been changing in favor of the latter in the post-
revolution pertod. The shares of corporate tax and wealth tax with an average of 40
percent and 5 percent of total tax revenue are the biggest and the smallest respectively, in
the same peniod. We can conclude above discussion as follows:
® By reforming the tax system, we can expect to increase the Iranian revenue , so
that the loan from the Central Bank will decline in this process and the
government will be more able to reduce rate of inflation, as a result.
(1) The government’s tax policy should emphasize on direct tax in general and wealth
tax in particular
()  Tax on wealth should also focus on liquidity that accumulated in the hands of
rnerchént bourgeoisie, which according to Chini’s data (1999, p.271) shows
that15,000 billion rials of the liqudity flowed to speculative activities which is
slightly more than the Iranian GDP in 1996. In this way, money stock flows to
industrial sector, on the one hand, and the policy also supports industrial
bourgeoisies, which have a crucial role to play in production and increasing

supply. Tlence, this can brings down the rate of inflation.
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Investment
‘As we have found th current expenditure has been higher than development expenditure
. in Iran during the entire period of the study (1960s-1990s). For instance, the share of the
former was 73.2 percent in 1999, while the share of the latter was 26.8 percent at the
same time. On the other hand, the average share of the private expenditure was 68
percent of GNP during the 1960s and the 1970s that only 10 percent of the 68 percent
share was invested. As a result, the Iranian economy has a good' capacity fér mvestment.
The government can increase supply of commodities and bring down rate of inflation by
changing composition of expenditure on the one hand, and reducing the reserve on

private investment and providing other facilities in order to ncrease motivation for

mnvestment on the other hand.
Reform on Subsidies Policy

Subsidy policy can be in favor of somc political classcs, or it can be — along the lincs
of race , sex , social class , political or religious beliefs , or anything else that unites
groups of individuals that they call by Salel-Isfahani (1989, p.369 ) political dimension
and systematic dimension respectively. Credit rationing of the Shah in 1970s which
supported the industnal bourgeoisie agamst merchant bourgeoisie which the policy has
nol changed in the post- revolutionary penod either. In Iran, subsidies on essential goods
like in many other countries are for food stuffs and other essential commodities in order
to protect the poor‘against inflation. This policy was in favor of the urban people before
the Revolution when the regime spent a significant amount of the subsidies for foodstuffs
cspecially wheat, but after the revolution the sharc of rural arcaé mcrcased in comparison
to what was before. According to the Center of Iranian Statistics the share of subsidies in
.the government budget increased from 1.2 percent in 1973 to 5.2 percent in 1975 and it
declined in the posl- revolution period to 1 percent m the last year of the war and again 1l
increased to 3.1 percent in 1990. The subsidies policy in Iran whether before or after the
revolution was meant to help all social classes. This was in conflict with the target of

subsidies, because the policy must support the social groups that are hit by inflation not

162




the groups which had gained when prices increased. Razawvi (Tabebeyan 1999, pp 369-
395) discussed about the subsidy policy of the government in 1997. He considered the
mndex of household expenditure and mcome for his study, and divided the society to ten
classes that the annual per capita of richest class from subsidy was around 240000 nals
while it the same for poorest one was 10000 nials in the time of the study. The author also
found that the subsidy policy had more benefited to people i the urban areas.

Finally, Razavi (Tabebeyan pp. 393-394) asked a question: why the Iramian economic
policy makers always oppose to any reforms on the subsidy policy? The answer he agrees
1s that the policy makers belonging to the richest of the ten percent that the reforms will
not be in favor of them. We agree with Razavi that the subsidy policy should be changed
in favor of poor class, but we do not accept his idea that cutting subsidy amount will
reduce the budget deficit and falling rate of mnflation as a result. Whal we suggest 1s, the
ortentation of the subsidy policy must change toward poor people and cut all subsidy to
upper middle class and rich class and this amount put in a fund of organization that may
establish by government in order to manage the amount for investment. In this why ,
aggrcgate demand will not reduce on the onc hand and the mvestment can mercasc the
supply which further help to bring down rate of inflation on the other hand. Cutting down
subsidy and reducing of the budget deficit, as Razavi and other Monetanists believe, n
order to cope up with inflation may lead the economy to depression. As we have already
noted, the Iranian economy has been in stagnation 1n effect of tight fiscal and monetary

pohicy of the government afier the fallen oil prices in the international market m 1998.

Is the lag of Integration between Fiscal and Monetary policy, reason of inflation

in Iran?

Monetarists would argue that the reason for the failure of liberalization policy that
implemented in 1990s in Iran was lag of integration among fiscal and monetary policy
makers. As Jalaly-Nam (1999, p.158) noled in the Iraman expenence; “Because of the
iunity between the policy makers rate of inflation increased to 50 percent in 1995,
Even Samumi (1992, p.32) who 1s a Keynesian economist, suggests integration among

policy makers in Iran in order to control rate of inflation is necessary”. In the other
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words, Samimi as well as Jalaly —Naini believes that disunity between the fiscal and
monetary policy makers waé the original reason behind the failure of the government
anti-inflation policy during liberalization. For following reasons we do not agreed with
Monetarists in this mater:

1) Jalali-Naini’s (1999, p.158) ... “that disunity among financial and monetary
authorities causes fatlure of the anti-inflation policy during liberalization”. in the
liberalization period the alliance between industrial bourgeoisie and merchant
bourgeoisie to whom the guardian council (xvhiéh has veto night on the biil
approved by the Iranian pariiament) belonged, helped all authorities of IR] to
unplement the liberalization and as well as anti-inflation policy.

11) For the first time in the Iranian economic history all economic policy makers
were monetarist and all “The Money Council members™ supporled Monetarism
during the 1990s. However, therefore the reason of Jalali-Niani in regarding the
lag of mtegration among policy makers which fell the anti-inflation policy is not
valid.

Income Distribution

Unfortunately, no one has discussed about the relation of wealth and income
distribution with inflation, includmg Jalali-Naim (1997, 1999a, and 1999b), Samumu
(1992), Nali (1987), Pesaran (1994), Ghadenn (1998), and Cheni (1999). As is already
noted in the chapter one, the Iraman mcome was badly distributed m the 1970s and 1t had
become the worst during the war (1980-88). In the same chapter, we have also discussed
the liberalization which was implemented during the post-war period (1988-1997) and
this increcascd the gap between the rich and the poor. Of coursc the new regime in the
post-revolutionary Iran attempted with the land reforms and increase in wages and
salaries to keep safe these social groups’ purchasing power against the rate of inflation.
That this was not successful because rale of mflation mereased faster than the rate of
wages and salaries. Supposed the rich classes pay some part of their wealth that
accumulated during the war between Iran and Iraq, as the tax war, which after the war the

new government forgot about that. As we suggest, this money must be return back to the
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government fund for increasing the purchasing power of the social classes who were hit
by inflation dunng the past three decades. It 1s interesting to.note that inflation causes
unfair income distribution and not vice a versa . Hence the anti-inflation policy should be

- in favor of those people that are hit by mflation.
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Chapter 8

Conclusion



Chapter 8

Introduction

The debate on inflation has a historical background and has been jomed by
economists from Hume, through Keynes, to several economusts in the 1970s and by
contemporary economists too. Before the 1970s, it was perceived that the phenomenon of
mnflation, apart from a few exceptional cases, was one affecting mainly the advanced
capitalist countries, but after the experience of the developing countries during the 1970s
and 1980s, there was no doubt among economists that inflation was a phenor;lenon not
restricted to industrial countries only. It is necessary to note that the nature of inflation
depends on the nature of the economy, and therefore, the nature of inflation not only 1s
different among developed and developing countries but is also different among,
developing countries. As a result, we expect the causes of inflation to be different in
countries with different economic structures.

Till the carly 1970s therc was no catcgorization of o1l cxporting countrics, i the
economic literature, as a separate entity among national economies. The first and the
second o1l booms, in 1973 and 1981 respectively, made the economists consider these
countries as a specific category, among developing countries, since their economic
characters are different from others. Iran, as an oil exporting country, has a different
economic character and therefore different inflationary trends, and without considering
these specificities, an analysis of inflation will not be complete. In this chapter first we
conclude that the main reason for the price instability in Iran is the dependency of foreign
exchange revenue, the government budget and the availability of imported inputs on oil
revenuc; then we focus on the theorctical and cmpirical claboration of this proposition.
The last part of the chapter recapitulates the relevance of our hypothesis for inflation in
Iran hetween the decades of the sixties and nineties. '
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Oil Dependency and Price Instability

Analysis in the context of the developed countries usually proceeds from the three
material factors, capital, labor force and technology. Production in these countries 1s seen
to be the result of these three factors; their movements are clearly perceivable and
explicable. However, in oil exporting countries the process of production is so heavily
dependent on imported nputs that the whole question of the avaﬂébility of petrodollars
becomes crucial. 1l prices, as a factor of great strategic ‘importa.nce for the advanced
capitalist countries, are not determined by the force of supply and the demand, the most
important factor behind their movements 1s politics, which however will not be discussed
here since that is beyond our scope.

We will discuss the nature of the dependency of the Iramian economy on ol n two
sections; the budget and foreign exchange revenue: |

[) the national budget of Iran, as that of other economies, was dependent on tax
revenue but its dependency on oil revenue increased to 58 percent in 1926 from 21
pereent i 1921, The dependency continuously inercased till 1975 when 1t reached 78.3
percent (we are omitting the Mosadiq period 1952-1954. Nonetheless, in the post
revolutioné.ry pertod, the dependency reduced to 39.5 percent when o1l prices fell
dramatically. And when oil prices rose in the international market agamn the share of oil
revenue in the general budget mereased to 73.2 percent in 1994 and it reduced to 43.8

percent 1n 1998 and stood at 55.5 percent n 2000.

II) The o1l revenue through trade (i.e. the export of oil) had a very marginal role in the
[ranian economy before 1921. For instance, the revenue was $ 0.5 million in 1920 which
was incrcascd to $10 million, $364 million and $443 million during the years 1954, 1960
and 1962 respectively. The oil prices were more or less stable in the 1960s, but changed
dramatically mn 1973 and 1981 when the share of o1l in the Iranian trade increased to 93
percent of the country’s exporl. In the post-revolulionary Iran, 1l reached 98.3 percent,
85.8 percent and 85.5 percent m the years 1982 and 1991 and 2000 respectively. Taking

the period as a whole, 90 percent of Iran’s export revenue was earned from oil during
1921-199%4.
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Dependency of the Iranian industries to imported inputs

Iran was a country with a subsistence economy, which during the thirty five years
. of development plans had changed to a semi-capitalist country that very much depends
on imported intermediate commodities. One of the fundamental goals of the Iraman
revolution was economic independence and in this regard the government had made
efforts to eliminate the problems associated with its dependence on advanced capitalist
econommes, but it was not successful. The franian economy. imported intermediate goods
worth 49.2 percent of the total imports in 1960 which, increased to 64 percent and 54.2
percent in 1970 and 1978 respectively, and which again rose to 66.2 percent in 1988 and
to 69.2 percent in 1995. The harmful effects of this dependency become particularly
evident when o1l prices decline in inlernational market and there 1s a reduction in the oil
-revenue. This has a negative impact on the imported inputs and the domestic supply and,
consequently, the prices rise too as, we have seen, happened when oil prices fell in the

international market in 1985 and 1995.

Theories of Inflation

There are two schools of thought in economics like ours that all theories on money and
inflation are eventually based on Monetarism (which arose from the quantity theory of
money, the oldest theory of macroeconomics that was formalized by Ricardo and
expanded by others) and Structuralism which basically drives its inspiration from

Keynes’ idea.
Monetarists School

Before Keynes’ Revolution “The quantity. theory of money” was the dominant theory of
money and classical economists had focused their discussion on that. From the begimning
there were two approaches on the role of money in economy, Ricardo” approach and the

Thomton-Mill approach.

168



Perhaps two pre-Keynesian economists had a significant impart on Keynes’ money
theory, Denis H. Robertson and Knut Wicksell. Dems H. Robertson was one of the
outstanding economists in the pre-Keynesian period who paid attention to the relation
between money supply and output. He analyzed that when money supply increased, 1t
might cause a boom in prices, which would encourage producers to increase their
production; therefore money was an active factor that could affect output. Knut Wicksell
was a rare econormist who attacked the “Say’s law” and classical views on the rate of
interest in the period of pre-“Great Depression”. The question which came to his mind
‘was: “why did the price level also come down when the rate of interest was low at the
end of the 19™ century?” While referring to classical opinion, he would have concluded
that when the rate of interest was low, the economy should move up toward a boom and
the price level should increase. But conlrary o classical opinion which had imagined
only one rate of interest, he distinguished between the market, or money rate of interest,
and the real or natural rate of interest. The core of his innovation is that the money rate
of interest in the economy may differ from the “aggregate marginal product of capital”
(or rcal interest), thercfore, it may create price instability. According to has analysts, any
increase in natural (or real) rate of interest as the effect of an exogenous factor, for
mnstance, “technical progress”, will credits paribus ncrease prices continuously. In sum,
we can classify Wicksell’s point of view as follows: 1) a considerable segment of his
analysis was borrowed from Thomton who lived almost one hundred years before
Wicksell. 1) Although he attacked “Say’s law” and made some contnbutions on
monetary theory, he remained a neo-classical economust and did not pay much attention
to the role of demand in equilibrium theory iii) Finally, Wicksell’s innovation with regard

to the rate of interest can n some ways be said to have inspired Keynes’ revolution.

Post-Keynesian Monetarism

There are two approaches among monetarists which attempt to revive “the Quantity

theory™; these can be called the Friedman and Rational Expectations approaches.
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Friedman’s Approach

Friedman argues that the Quantity Theory of Money, first of all, is a theory of the
"demand for money and not a theory of output, money income, and the price level
According to his theory, demand for money was built on three fundamental principles ;
(a) the total wealth that people can hold in various forms, (b) the price and return on this
form of wealth and alternative forms, and (¢) tastes and preference of the wealth-owning
units.  Of course, it is necessary to explain that he believes; 1) the concept of wealth is
limited to permanent income, not annual income. it) The role of rate of interest explains
the relation between the stock,; which is wealth and the flow, which is mcome. Marx and
later Keynes, mn conirast to classical economusts, had emphasized the store of value
function of money 1n their respective monetary theory; that 1s money 1s a form of holding
wealth. This has been accepted by Friedman. However, lus insistence, based on his own
empirical analysis, on a stable relationship between permanent money income and

demand for money, that is unatfected by the rate of interest, puts him firmly and squarely

in the monetarist camp.
Rate of interest and Monetarists

Classical economists had argued that rate of interest was a real phenomenon n
contrast with Keynes who argued that rate of interest was a monetary phenomenon.
Friedman had pointed out regarding Keynes” “liquidity trap” that changes in the nominal
stock of money had no effect on rate of interest and employment level. According to
him and other monetarists, fundamental changes in the rate of interest will happen by
changing rcal variables like incomc, price level and some other factors only. According
to Friedman, there are no significant relations between changes in the velocity of money
circulation and the variety of interest rates in the economic fluctuations. Monetarists
believe that 1f we accepl the rate of interest as a vanable in the demand [unction for
money, it can have a “temporary effect” only. For the above reasons, the rate of interest
was eliminated from Friedman’s “the function of demand for money” and he considered

permanent income as the most important element for demand of money.
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Rational Expectation

We can call “rational expectations” as the second monetarist school. The

fundamental hypotheses of the rational expectations school are the following:

1)

1)

i)

All information in economy should be available for individuals firms and

government in order to estimate the expected inflation.

. Individuals do not make systematic forecasting errors. It does not mean

individuals, firms, do not make mistakes on their estimate, but it means
that their anticipation about the future rate of inflation is on the basis of
“Mathematical Expectations”, hence the average of their errors will be
zero.

Also people are able to know about government decistons, for example,
information about fiscal and monetary policy. If they could successfully
estimate the changes of real money supply, then there is no change in
output. In case of error in estimating changes of money supply and
thercfore crror with regard to price anticipation, we can cxpcct any abrupt
changes in money supply or prices to impact on the level of production.
Of course, the rational expectations hypothesis underlies the key ideas of
flexability of wages and prices.

Monetanists may have difference of opinion on inflation but they have three main

common points on mflation:

L

11.

111.

Inflation is always and everywhere a monetary phenomenon.

There is a cause-and-effect relationship between money stock and prices.

The first is cause and latter 1s effect.

Moncy stock is cxogenous and it is controllablc by monctary authoritics.

Monetanst’ ahalysis is based on two main principles, full employment and flexibility of

prices. These principles were attacked by Keynes in the 1930s. Monetarists, like classical

econorusts, beheve that the direction of change of real wage 1s the same as that of money

wage. One stand of criticism of monetarism says that the real issue is not the same as

what classical economists had imagined in the 19® century. Trade unions have become

strong during the 20th century and therefore labors resist cuts in many wages which is
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why output adjustment occurs and unemployment does not fall in the absence of state
intervention in aggregate demand. But a deeper criticism of monetarism argues that their
theory is untenable even in a World flexible money wages and prices. Monetarists
- believe that money has a positive and finite value because the demand and supply
mechanism ensure this. This necessarily presupposes that the supply and demand
schedules of money are independent of the value of money and should mtersect at
a positive and finite value. It can be shown however that unless there are inelastie
price expenditures money would not have a positive and finite value. And
inelastic expectation can only be justified if some prices are relatively inflexible.
Monetarism ignores this entire issue and assumes exogenous money and a constant
velocity of circulation giving a strict proportionality between money supply and

price level, 1n condition of (presumed) {ull employment.
Structuralist

The Structuralist point of view grew up on the basis of Latin Amcrican
experience but those economists claim that their theory can be also applied to
explain inflation 1n the rest of the developing economties with some modification.
They argue that the economic structure of developing countries is totally different from
that of developed countries; therefore, the nature of price instability must be different
from that of the advanced countries. The economc problems of these countnes are
rooted in their economic structure. In addition, Structuralists mention that oligopolistic
markets, class differences, low productivity in agriculture sector, the need to imports
intermediate and capital goods, and inappropnate growth of different economic
production scctors arc the main characteristics of Iess developed cconomics.

Structuralists distinguish between the causes of inflation (autonomous elements) and the

mechanism leading to development of inflation (propagations elements).
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Autonomous Elements

Three important autonomous elements that Structuralists emphasize more or less without
. exception are: Export instability element, the agricultural bottlenecks, and the scarcity of
foreign exchange. Structurahsts emphasize that for the spread of inflation autonomous
element which gives nise to intlation needs a propagation mechamsm. The propagation
mechanism they postulate divides society in two classes, workers and capitalists. During
the inflationary process the former struggle to keep their real wages in fact and the latter
keep their profits safe. This gives rise to an inflationary process. Another factor that
conﬁ‘ibutes to this process is the government budget. The second major propagation
mechanism is the exchange rate. Developig countries in order to mcrease their exports

or even maintain devalue their currency which m tun creates cost push inflation.
Criticism of Structuralists

The fundamental pereeption of the Structuralists centers around the low clasticity of
agricultural food production. According to these economists the starting point of the
mflationary process usually is the mncrease m food prices that the development process
triggers off in a backward economy. Structuralists’ prescription for the solution of the
problem 1s an increase in domestic production on the one hand and the elimination of
economic bottlenecks and land reform on the other hand. Iran had land reform i the
1960s and in the earlier years of the revolution. On the basis of these reform it could
eliminate some supply bottlenecks; but, even so, a high rate of inflation is the one of the
serious problem of Iran.

Let’s continuc our discussion by focusing on another clement of Structuralist argument,
namely the scarcity of foreign exchange in developing countries. During the past four
decades Iran (except 1985 and 1998) had no serious difficulty with regard to the balance
of payments. Iran has been receiving an average of $ 20 billion during past three decades;
therefore the shortage of foreign exchange cannot be accepted as a factor behind the

inflation process in Iran, the same is true of others oil exporting counties as well.
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It is time to discuss about the empirical work. In this part we calculated six
regressions for a period spanning thirty-four years, 1962-1998, in which we considered
nominal GDP as depended vanable and money supply as the independent variable. We
were interested mn capturing the effect of the growth in Ms on the growth of nommnal
GDP. The test showed there was no Granger causality in either direction between money
supply and NGDP. Therefore, Monetarist’s theory that has been saymg there 1s an
effective relation between Ms as causal factor, and NGDP as effectual factor, had been
rejected. Pesaran has found a relation between money suppiy and prices for the period of
1980 to 1997, which he claimed to vindicate the Monetarists” portion. This, however, 1s
wrong. The Monetarists” portion formulates a relationship between money supply and
nominal income. This 1s the basic claim, the relation between money supply and prices
bemg denved from s basic clam. I this basic claim 1s mvahd, ther {inding a
relationship between money supply and prices established nothing whatsoever, since this
is no direct theoretical conmection behind the two. Hence as we have mentioned i our
hypothesis that inflation is not a monetary phenomenon in Iran. OQur argument has been
that the onginal source of mflationary proccess in Iran is the dependency of the country on
foreign exchange revenue and the government budget on o1l revenue. In this regard we
found that in the 1960s, the pertod when Iran had price stability, it had low rate of
miflation for three reasons: stability of oil prices in the international market, much lower
reliance on imported commodities and a steady increase of domestic supplies. But the
picture was not same for the 1970s. When o1l prices increased in the international market
and the government expenditure and the bank credits expanded, the result was the
creation of excess demand, which of course could have eliminated the rate of inflation
reduced through obtaining more imports with the country. This however did not happen
for two rcasons, the bottlenecks constituted by Iranian ports and roads which cnsured the
persistence of supply-shortage on the one hand, and the increase in the rate of inflation in
Iran’s trading partner countries, {Which gave rise to imported inflation for the Iranian
cconomy) on the other hand. Of course we have Lo note thal nol only imported inflation
but also increasing wages in the construction sector and some parts of the industrial
sector affected the inflationary process m Iran during the 1970s. Basically however, we

emphasized that excess demand was the main reason for inflation in the 1970s.
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We divided the decade of the 1980s mto two different parts for studying the

inflationary process: when o1l prices were boormng, which was in the first half of the

decade, and when they fell in the intemational market which was in the second half the

decade. In the first half the rate of inflation in wholesale prices fell from 30 percent in

1981 to 7.6 percent and 7.7 in 1984 and 1985 respectively, while it increased to 25.3

percent and 29.7 percent in 1987 and 1988 respectively. In addition, rate of intlation mn

the post-oil boom period averaged 12.2 percent, and it jumped to 18.3 percent for the
period 1980-1988.

In sum, we found three important points in chapter five, or war economy;

I.

o

(0]

The main reason for inflation was the fall in o1l prices, which conforms to our view
that Iran’s excessive dependence on o1l is the basic reason for price instability.

Falling of o1l prices 1n the international markel caused Iran Lo expenence stag{lation.
In thus period, as the 1970s inflation, the government was forced to expand its
expenditure and the banks gave larger credits when the inflationary process was
started. Therefore there is a possibility that inflation was the cause and the increase in
moncy supply was the cffect, rather than the other way round. This result also
supports our view that there is a link between o1l prices and Iranian inflation. Iran had
implemented hiberalization in the post-war period, 1988-1997. Devaluation and
unification of foreign exchange rates were the centre points of the new economy
policy. Neoclassical and Monetarists believe that true prices, are established through
an open economy formed on a “floating” exchange-rate system. In such an economy,
resource allocation would be optimized and this will increase productivity and
profitability. To achieve this objective, a devaluation of the local currency is a must.
The Iraman rial was devaluated by over 2500 percent by the central bank from 1989
to 1994, and the gap between the official foreign exchange rate and the black market
rate increased almost five times in the same period. Under the new foreign exchange
policy and devaluation of nal imported input prices increased dramatically which
crealed cost-push mflation in this period. In these circumslances the rate of nflation
jumped to 49.4 percent in 1995. The architects of the Iranian liberalization argued for
restricting the rate of inflation through a tight monetary policy. The result of
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curtailing money supply however was a fall in real GDP and an increase in the rate of
unemployment from 9.4 percent in 1995 to 15 percent in 1999.

Finally, we have suggested some anti-inflationary policies in the context of the
- contemporary Iraman economy. The most important of these policies 1s a greater
detachment of the government budget and of foreign exchange revenue from oil revenue
through shifting to other sources of revenue, and tax reform that stimulates investment.
Reform of subsidy policy with a shift towards the production sector m order to increase
supply 1s necessary. Ultimately however the thrust of any anti-inflationary policy must
be to provide help to the poor people who sutfer most during the infationary process. The
solution of Monetarists for cutting down inflation is simple; just reduce money stock,
while Structuralists’ view about anti-inflation policy which is more applicable to
developing countnies 1s more comphicated. We found that according o our hypothesis,
devaluation of rial during the liberalization period was not primary reason for soluation.
In this chapter, we also found that dependency of the Iranian economy to the oil revenue;
imported inputs and the pattem of economic development are the fundamental of
mnflation that we have mentioned that they should target the government’s anti-inflation
policy in the long run. We also discussed the government can combat inflation through
tax reform, investment, reform on subsidies policy and income distnibution policy in the
short period. In the end we mentioned that inflation causes unfair income distribution and

the anti-inflation policy should only help these people hit by inflation.
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