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Abstract

I ranian economy has had a long history of development efforts. It’s
now more than sixty years passed from the official attempts in
development of the country through the so called economic, social, and
cultural development plans. Iran has of course gained the fruits of
modern economic era to some extent. However as a fact of observation,
Iranian economy has not experienced a sustained economic growth
during these many years of the attempts for economic development.
The important question is why? This article introduces the framework
of a model that intends to clarify the fundamental impediments of
Iranian sustainable economic growth and tries to provide an answer, as
reasonable as the constraints of the model permits. The model,
maintaining the message of H-R-V model, extends it to the Iranian
economic growth in a broader perspective. While we recognize the
pathology of price distortions and activist policies, we observe the
Iranian main development problems on some important binding
constraints. In fact in this expanded perspective, instead of
governments, the lives of whom are short, “governance”- be it in a
market or a non market economy- is at the center of the attention.
Keywords:  Economic  Growth,  Private  Investment  and
Entrepreneurship, HRV Model, Binding Constraint

1- Introduction

Iran is not a developed country and is not experiencing a sustainable
growth and development path. This has been repeatedly quoted in different
ways and by different authors researching and writing about Iranian
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economy. Two of the seminal and recent examples are Esfahani and Pesaran
(2008) and Naini (2007), not to mention tens of articles in Iranian and non
Iranian academic journals that have come to the same result though using
different models, offering various reasonable arguments, and showing the
trends of numerous macroeconomic variables during the course of time.
Figure 1 shows the historical trend of one of the most, if not the most,
macroeconomic variables of the Iranian economy, namely the Per Capita
GDP growth rate, with its fluctuations in five decades from 1960s on, just to
add the authors of this work to the common agreement.
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Figure 1: Real per Capita GDP Growth

Source: World Bank, World Development Indicators

This is while Iran since long, now more than sixty years, have had serious
official attempts for the development of the country. Development planning
started in 1949. Despite the change of the regime followed by the 1979
revolution and the rise and fall of the governments the process of
development planning has continued its way up until the present time in
which the 5™ economic, social and cultural development plan of the country,
covering the time period of 2010 until 2014, is approved. The historical
official attempts of Iranian governments for the sake of economic
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development regardless of different political tastes, therefore, cannot be
easily dismissed.

Looking at the size of the country, size of the economy, population, vast
area, geopolitical situation, abundant resources, the magnitude of nation’s
human capital in terms of educated and skilled workers, well known
historical background, and comparing the economy to economies with much
less than these potentials, the question on the underdevelopment of Iranian
economy seems to be more important. Why the country has not been able to
put itself in the path of a sustainable economic development?

To generalize, the sense of agreement among academicians and many
laymen interested on Iranian economy is that Iran is underdeveloped due to
one, some or all of the following reasons: large size of the government;
fierce intervention of government in the economy and its implications such
as rent seeking, politically motivated activities, price distortions in product
and factor markets; lack of physical, human and social capital;
underdeveloped financial markets; limited domestic and international
competition; weakness in privatization; lack of integration to the world
economy; failing to attract foreign direct investment; and insufficient
domestic investment.

Deeply looking at these reasons one can see the two sides of a coin: lack
of market economy or government intervention.

This is while by looking at developing world, a wide range of results
concerning their attempts towards development is observed. There exists
experiences such as El Salvador that in spite of implementing the market
economy following the Washington Consensus there has been no promising
results for development (Hausman and Rodrik, 2005). In fact according to
these authors while this country has been a star reformer but unfortunately
not a star performer (ibid. p43). At the same time we have the experience of
South Korea with a pretty much authoritarian government in its economic
movement that has been to a great extent successful in its development
process, so that the country is frequently quoted in the literature as a brilliant
example of sustained growth (Todaro, 2009 & Rodrik, 1994). These and
similar exceptions, even examples of successful economies with market
orientation and instances of economies with authoritarian governments
which have failed to catch up the industrial world standards of growth and
development, logically do not allow us to make a solid rule as to state that all
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free market policies of development are necessarily successful and all
development strategies tending towards activist interventionist policies are
unsuccessful. Therefore economic underdevelopment of Iran cannot be for
the whole part related to non market policies. This doesn’t mean that this
article welcomes the intervention of government to economic activities or
even that the article necessarily agrees with the theories of contemporary
economic development in their emphasis on the presence of governments in
economic activities in developing countries, presenting variety of reasons,
empirical studies and models. Examples are theories and models such as big
push, coordination failure and O-ring. Instead, this research intends to find
the fundamental impediments of Iranian economic growth or the most
binding constraints to development, following the terminology and
methodology set by HRV model.

To clarify the point and to find those binding constraints in Iranian
economy, after a brief discussion on history of economic growth and
development in Iran in section 2, we present the theoretical framework of
growth diagnostics in section 3 as a mathematical background for the HRV
model of development in Iran which is the subject matter of section 4.
Section 5 raises some possible constraints and discusses on each of them to
either reject or accept it as the most binding constraint. Section 6 concludes
the materials.

2- A Brief History of Development Plans in Iran

The basis of what came to be known as development planning in Iran
goes back to 1920s and 30s. Attempts at industrialization and modernization
started in early 1920s when the government, though not announcing the
objectives of its actions as economic development, allocated most of the
resources to military and roads. To increase security, road construction and
transport were at the center of attention, the interrelationship of the projects
were not considered and resource allocation was not based on any
investment criterion (Looney, 1977). However, the intention to industrialize,
to modernize or to westernize the society in this period set a solid
background for the later development planning.

Skipping the details, the country has experienced a long period of sixty
years with development plans starting from 1949. The Shah's regime
continued with development plans until 1978 when the Shah decided to do
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away with five year development plans, one year before the demise of his
regime in 1979. The first development plan in post revolutionary Islamic
Republic of Iran starts after an eight year war and covers the years 1989 —
1993. This means a ten year of halt between the last plan of the past regime
and the first in the present system. From 1989 up until the present time the
five year development plans have been approved in the parliament and have
worked as the main document of the government to implement its economic,
social and cultural objectives. In fact the Islamic Republic of Iran has to
implement its development policies under planning system as a rule of
constitutional law. (Article 43 of the Constitutional Law).

- A Lengthy Attempt, A Mediocre Result

The history of development plans in Iran shows a time, money, and
wealth consuming process for development. Fluctuations in rate of growth of
GDP and other macroeconomic variables however, are not indicative of a
sustained growth despite the lengthy official process. See figures 1 and 2 for
per capita GDP and gross fixed investment growth rates. The following
sections are to provide a reasonable answer for this mediocre result in
Iranian economy.
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Figure 2. Gross Fixed Investment Growth of Iran
Source: World Bank, World Development Indicators
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3- Theoretical Framework of Growth Diagnostics

The initial point of the growth diagnostic model is that a sustained growth
is the result of private investment and entrepreneurship. Therefore the agents
and the policy makers of an economy must look for the most important
reasons of the low level of private investment and entrepreneurship. It is
possible to understand, analyze and apply the HRV model without referring
to its mathematical background. This is while the model is grounded on
Ramsey (1928) optimal growth model and has a solid mathematical
foundation®. Following Ramsey the model defines a utility function for
households. They decide how much labor and capital to rent to firms and
how much to save or consume. The problem is then to maximize the utility
function:

U, = Jue)exp(~z(t - s)at @

subject to a budget constraint:

Ct+dd_l<tt+nkt:f(at’9t’xt'kt) @

where c is the consumption per capita, n is the population growth, Kk is
capital per worker, a is technological progress, @ is the index of
externality, X is availability of complementary factors of production, such
as infrastructure or human capital, and z is the rate of time preference.
Firms maximize profits while technology, complementary factors of
production and the index of externality are assumed to be exogenous. First
order conditions imply:

f'(a.0,.x.k)=rQ—7) ®)
f(atietixt’kt)_ktf,(atiat’xt’kt):Wt (4)

1- Ramsey developed an optimal growth model to determine optimal level of saving. Ramsey
was the first economist who raised that saving can be endogenous, but his important
contribution was not well received by economists until 1950s that his contribution was
recognized and continued by others.
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At the same time the government spending are assumed fixed. If the
government imposes a tax on rental price of capital, the after tax return to
capital would be r(@— 7). Maximization of (1) subject to (2), (3) and (4) and
setting up a Hamiltonian, we will obtain:

k
== @ 6. x)A-7) - p), (5)

which will hold in a balanced growth equilibrium. o is the inverse of the
negative of the elasticity of marginal utility and p=z+n is the real
interest rate.

Now we can base our analysis of binding constraints to a sustained
growth on equation (5), known as Euler equation. What does a high p, the
cost of finance, mean? That the investment is low and the economy has a
problem of liquidity constraint. What does a low r, return to capital, mean?
That the investment is low and the economy has a problem of inefficiency.
What might cause a high cost of finance? Well, we should check our access
to international capital markets, and we should check our local finance
market. In the former, we should check our country risk, FDI conditions,
debt maturity situation and rules and regulations in the capital market with
respect to the rest of the world. In the latter, we need to check for our
domestic saving or our poor financial intermediation.

Let’s now ask about a low return to capital. What might have caused it?
Either low social return or low private return (low appropriability). The
former, might be due to infrastructure bottlenecks, low human capital, bad
management of land and other natural resources, hence low productivity.
This means that the investment in these complementary factors is not
sufficient. The latter, might be due to market failures such as coordination
problems, information and learning externalities inducing difficulties in
adopting new technologies, or it might be due to government failures such as
macro instability (monetary and fiscal) and micro instability (poor property
rights, corruption and high taxes).

The schematic diagram in the next section demonstrates the working of
the model more clearly.



40/ The Fundamental Impediments of Economic Growth in Iran ...

4- An HRV model of Economic Growth for Iran

To analyze the factors that affect the rate of return or the cost of capital,
we need to empirically estimate equation 5. However the data needed to
estimate that equation especially when we want to analyze the long run
trends of macroeconomic variables affecting growth to select the most
binding constraints are not available. In particular for Iran, the limited
existing data are usually available from 1959 and many necessary items
especially in financial sector are missed. Provided that the HRV model is
basically designed for developing countries and by and large most of the
LDCs face the problem of unavailability of data, a schematic diagram let the
researcher to analyze groups of factors affecting each of the two
impediments to growth, namely rate of return and the cost of capital.

-Growth Diagnostic Decision Tree

The growth diagnostic decision tree adapted from Hausman- Rodrik-
Velasco (2005) is exactly using the same logic, set and explained in the last
section but in a diagrammatic way in which one should discuss each and
every factor that leads to low levels of investment in the country. See Figure
3. Starting from the very top of the diagram the arrows lead to the bottom
boxes, the boxes from which no arrows could extend further. With the first
two branches of the tree the LDCs are divided between those for which the
main problem is a low rate of return to investment and those for which the
primary problem for private investment is high cost of finance. Each of these
two branches then has underlying branches that explain why each of the two
main upper branches exist. The procedure of reasoning while coming down
from the so called decision tree is straight forward and like what was said in
the theoretical section.
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Figure 3: Growth Diagnostic Tree Adapted from Huasmann et al (2005)

Problem: Low Levels of Private Investment and Entrepreneurship

-The Accept- Reject Procedure

Each of the branches of the decision tree represents an impediment to
private investment and for that matter to economic growth. To find the
binding constraint one must start from an upper level impediment and go to
the underlying impediments to either accept or reject them as a binding
constraint. The mechanism requires an in-depth knowledge of the economy
under investigation both in micro and macro levels, in our case Iranian
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economy. In fact it is a “disciplined art”, as Leipziger and Zagha (2005) have
recognized.

To accept a constraint as the most binding or to reject it as so must be
based on solid economic analysis. However, this does not mean that a
binding constraint is to endure forever, hence a dynamic revision and re
investigation of the economy’s situation is necessary.

Experience shows that when a constraint is binding, it will bring about
activities that complicate the situation even more. High degree of
informality, underground economy, poor legal institutions, and demand for
informal mechanisms to substitute for legal enforcement process are some
among many others.

Another point of importance before starting our practice with Iranian
economy under HRV framework is that rejecting certain bottlenecks doesn’t
mean at all that those are not considered as problems, only that they are not
acting as binding constraints to the economic growth of the economy,
reminding that the nature of the model is to prioritize the constraints to pick
up the one(s) which are most binding. This last point deserves more attention
in case of Iran since there are many problems simultaneously in real as well
as in the financial sectors of the economy interacting with each other while
suffering from and interacting with governance factors.

5- Low Growth Due to Low Levels of Investment

Starting from the top of the chart (Figure 3) we must first affirm that Iran
faces low levels of private investment and entrepreneurship. To see this we
look at Figure 4 which shows the gross capital formation from 1995 until
2008. The figure also shows the same variable during the course of time for
similar countries. Bearing in mind the size of the country, the size of the
economy and making the comparison through the graph with other countries,
it is obvious that this key variable doesn’t carry a good profile. So the fact
that the private investment in Iranian economy is low dictates the
investigation of the underlying reasons. We start coming down from the
right hand side branches of the decision tree. Is the high cost of financing
capital that limits the investment in Iran? If so, is that because of inadequate
local finance or is that because of the limit in international finance? Then we
move to the left hand side branches of the tree. Is the low returns to
economic activity that limits the investment in Iran? If so, is the low social
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returns or the low private returns (low appropriability) that limit the
investment? The following two sections try to answer these questions.
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Figure 4: Gross capital Formation (constant 2000 US $)

Source : World Bank, World Development Indicators

5-1- High cost of finance

There are different ways to realize whether or not the cost of capital in
Iran is high enough to be considered as a binding constraint.

Before going to the underlying causes of high cost of finance, let’s have
a shortcut look at the level of inventories in Iranian economy. In an open
economy usually the change in inventories should average zero. It is
understandable that in less developed countries with inefficiencies and price
distortions it ranges between 1 to 2 percent of GDP. In Iran, in the time
interval between 1988 - 2003 the change in inventories exceeded this range
and averaged 7.3 percent of GDP. Specifically, Dobronogov and Naini
(2007), in a study about the high level of inventories in Iran, show through
world development indicators that the percentage of inventories with respect
to GDP is more than GDP growth rate average, 4.3 percent in the period.
The cost of capital approach to investment recognizes two determinants for
the level of inventories in a country. Expected appreciation of inventories
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and high capital cost will reduce the level of inventories®. The observation of
high rate of inventory in Iran is indicative of low cost of capital as well as
expected appreciation of inventory, non contradicting but confirming each
other.

5-1-1 Bad International Finance

There are two ways to investigate the international finance of a country:

1. The amount of sources received from abroad

2. The amount of the foreign debt of the country

The amount of sources received from abroad could be any of the
following:

-Foreign aids: These aids come from international sources in case of a
natural disaster or an economic crisis. These financial helps are transfer of
funds that are not to be paid back and have to be spent in specific
predetermined purposes. Statistics show that the volume of financial helps of
the international organizations to Iran has been trivial. In 2006 the ratio of
foreign aids to GNI has been 0.55 percent and the ratio of foreign aids to
gross capital formation of the country has been 0.15 percent.

-Foreign Direct Investment (FDI): These types of investments include
foreign investment in manufacturing, capital goods, land and/or inventories
in a way that the investment and the management belongs to the foreigner.
The amount of this type of investment, is indicative of a good relationship of
the country with the rest of the world and is an index of gaining from foreign
sources.

In Table 1, the ratio of FDI to GDP in Lower Middle Income, Mena and
Iran for the years 2000 — 2009 is shown. The ratio shows the insufficient
amounts of FDI in these groups of countries while showing this index is
much worse in Iran.

1- Theory of investment suggests that the cost for holding inventory is equal to the cost of
capital (when bonds and equities are perfect substitutes equal to interest rate), rate of
depreciation (fairly small for inventory) and rate of expected appreciation of holding
inventory: c=r+ (o —u) .
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Tablel: Foreign Direct Investment, Net Inflows (% of GDP)

2000 | 2001 [ 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

Iran 0 1 3 2 2 2 1 1 0 1
Middle East & 1 1 1 2 1 3 5 4 4 3
north of Africa
Lower Middle 2 2 2 2 2 3 3 4 3 2

Income

Source: World Bank, World Development Indicators

The amount of the foreign debt of a country is depended upon the status
of the country in the world and the demand for foreign debt by the country.
Figurer 5 shows the status of international debts for Lower Middle Income,
Mena and Iran. The Figure shows how Iranian foreign debt is less than the
two other groups of the countries. This is even true for the early 1990s which
is the peak of foreign debts in Iran.
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Figure 5: External Debt, Total (% of GNI)

Source: World Bank, World Development Indicators

We can simply conclude that as long as the FDI and foreign debts are
concerned, the international finance in Iran is not in a good situation.
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5-1-2- Bad Local Finance

1- Low Domestic Savings: One of the underlying reasons for bad local
finance is the low domestic saving. Voluminous literature on economic
growth and development, from the traditional ones to the contemporary,
though not in complete agreement, accept that savings work as a necessary
condition toeconomic growth. One can see this agreement among Solow
(1956), Romer (1986), and Rodrik (2005 & 2006), respectively
representative figures of the neoclassical, endogenous, and contemporary
economic growth theories. Having said this, we must see the behavior of
saving function in Iran. Figure 6 shows the gross savings as percentage of
GNI for Iran. While we can see the acute fluctuations for Iranian case
especially in 1990s but the movement is comparable with that of lower
middle income countries and more than those countries. The figure shows
that the saving with respect to Mena countries has been even more for the
whole period under investigation.
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Figure 6: Adjusted Saving: Gross Saving (%6GNI)

Source: World Bank, World Development Indicators

-External Debt: But this may not satisfy our rigorousness. Economists
look for both the reasons under the surface and the implications of any
economic phenomenon. If the saving function behaves in a way indicative
that the society does not like to save, the country must face a high external
debt. This means that a relatively populated country in the region such as
Iran, in the absence of national saving, must be using the foreigners savings
to invest in the form of being a debtor. But looking at the external debt of
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Iran (Figure 6) doesn’t show this. In fact as the figure shows Iranian external
debts are less than expected from a country of the size of Iran. Comparing
the country with the Mena and lower middle income countries, the figure
shows that even in the peak of its foreign debts in early 1990s, Iran is
borrowing much less than the countries of the two groups.

-Current Account: The equilibrium level of income in an open
economy is where total leakages equal total injections. Even though Iran is
not an extreme case of an open economy it cannot be considered as an
extreme closed economy either. So equilibrium S+M= X+I dictates that
when the savings are lower than investment the current account must
experience a deficit: S-I=X-M. However, this is not what in long run the
current account of Iran shows. Looking at Figure 7 we recognize that in spite
of fluctuations, and some deficits in late 80s and early 90s for the rest of
more than three decades this variable has shown to be in surplus.
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Figure7: Current Account of Iran (Million Dollar)
Source: Central Bank of Iran Website

-Interest rates: For savings to be a binding constraint the return to
depositors, interest rates or the so called profit rates in Iranian Islamic
banking terminology (officially determined and announced), must get higher
and higher. One has to get two important points into account in discussing
the interest rate in Iran. First, and in general the rental rate of capital in most
LDCs including Iran is artificially set and does not follow the law of supply
and demand. Second that in Iran based on the Islamic banking operation
there is no official rate of interest. This situation exacerbates the difference
between two rates: official rate at which lenders and borrowers have to
conduct their contracts, and the unofficial rate. The former, profit rate, is low
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to the extent that is the subject of a long debate. Even among officials many
believe that the rate should be set at a level that can at least compensate for
the current inflation rate at any moment of time. The latter, unofficial
interest rate, while applied to some extent but there is first no statistics about
it and second obviously cannot be applied to serious projects in which
banking system should involve. Therefore the official announced rates, now
12 percent for borrowing and 10 percent for lending are far below real. Now
the argument is that if the savings are low, borrowers must chase for lenders.
In fact if savings are low there should be a greater willingness to remunerate
savings through higher interest rates (profits) to depositors. We don’t see any
of these symptoms in Iran.

-Entrepreneurship: In a country that is constrained by low savings one
logically expects that there exists a number of entrepreneurs full of
investment ideas who look just for financial sources to invest. Doing
business, an international information institute that provides data and ranks
countries in degree of difficulty or ease to do a business, ranks Iran as 137"
among 183 countries under study for 2010 in overall doing business. The
elements used to find the overall state of doing business are factors such as
starting a business, employing workers, registering property, getting credit,
protecting investors and enforcing contracts. Based on the methodology of
this institute, ranking the underlying elements determines the overall
ranking. Iran is ranked 165" in protecting investors.

Local data and researches show that entrepreneurs are faced with
uncertainty for investment. The sources of uncertainty are weak policies that
make business difficult to conduct, changing of policies in a sudden manner,
and the inconsistency of policies with the approved laws. A study shows that
in average the time between the issuance of a policy inconsistent with law
and withdrawing or substituting it with a new policy is 72 months. (Research
Center of the Iranian Parliament, 2004). So entrepreneurship suffers from
governance problems rather than from financial insufficiencies. We return to
this discussion in sections about market and government failures.

-Productive Activity: If the binding constraint of an economy is low
savings and credits to invest, it must be the case that any investible fund such
as those coming from abroad in the form of aid, loans or remittances should
find their way immediately to productive economic activities and it should
be unlikely that these investible funds under the condition of needing funds
be invested in consumption or businesses like real estate. Iran’s foreign
financial sources after the 1979 revolution has not been considerable as
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compared to similar countries of this size. But it is important to note two
points, first that usually the funds from international organizations such as
World Bank or International Monetary Fund are given for the specific
predetermined projects, and second that real estate is, due to risks presumed
for productive activities, still a big sector of Iranian economy.

To conclude this section we refer to Figure 8 which shows gross fixed
capital formation and national savings as percentages of GDP. The
movement of the two variables over the last ten years supports the argument
that Iran is not a saving constrained country. Even if the graph is interpreted
as the insensitivity of investment to savings it still implies that saving rates
do not constitute a binding constraint.

50
Gross National Saving (%GDP) y_|
45 4-\
)\

40 -— \-\
35 \/
01 e N/
15 Gross Fixed Capital Formation (2%GDP)
10

01993 1995 1997 1999 2001 2003 2005 2007

Figure 8: Gross Fixed Capital Formation & Gross National Saving of Iran
(% GDP)
Source: Central Bank of Iran
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2- Poor Intermediation: Table 2 shows the indexes for intermediation
in Iran. The ratios of assets of Central Bank, commercial banks and other
financial institutes to the whole financial assets of the banking system show
the relative size of each financial body in the Iranian economy. The
comparison of these ratios with that of the Lower Middle Income countries
shows that the Central Bank’s size and importance among the other financial
mediators. The Table also shows the volume of credits from commercial

banks and other financial institutes to private sector with respect to the
whole size of the economy is low.

The ratios of overhead expenditures and marginal net returns to the whole
assets are also shown in the table. A very low overhead expenditure in a
developing country such as Iran means the lack of competitive markets,
insufficient investment and banking services.

Table2: Indexes for intermediation

Lower Middle Income Iran
Ratio of Central bank assets 16 41
to total assets
Ratio of Commercial Banks 63 46
assets to total assets
Ratio of Commercial Bank 77 54
assets to Central & Commercial
Bank assets
Commercial Banks credit to 27 20
private sector to GDP
Other bank & institution 7 8/4
credit to private sector to GDP
Overhead expenditures to 6 3/5
total assets
Marginal net returns to 6 1/6
total assets

Source: Central Bank of Iran and Bank Scope

5-2- Low return to economic activity

Another possible constraint for low levels of private investment and
entrepreneurship that may be a binding constraint to growth is the low return
to economic activity. Before going to the underlying reasons for this, along
the lines of Rodrik (2006) we ask what are the general signs and signals in
any economy that experiences the low return to economic activity? There are
some characteristics that economic rationality would verify for such an
economy. If the returns to economic activity are low the economy must face
low rates of interest, high bank liquidity, a situation that lenders chase for
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borrowers, current account is either in balance or in surplus, entrepreneurs
are willing to invest abroad rather than in home country, and investible funds
find their way to consumption or real estate rather than productive
investment. In the previous section we have shown low interest rates, apathy
of borrowers to lenders, current account surplus, and low entrepreneurship
which is indicative of the tendency of entrepreneurs to capital flight. To
complete this chain we have to see the trends of bank liquidity in Iran.
Figure 9 shows that the bank liquidity has been high during the past decade.
Now it’s time to see the origin of the low return to economic activity in Iran:
low social returns or low private returns (low appropriability).
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Figure 9: Bank Liquidity of Iran (Billion Rial)

Source: Central Bank of Iran

5-2-1- Low social return

1*'. Geography: The geographic situation of the countries differ in many
aspects such as land, climates, resources, mines, location, size, etc.
Definitely these factors have their own influences on the economic
development of a country. The role of physical geography on economic
development has always been a debate among economists, geographers and
even sociologists. Questions such as: are the role of geography and
governance competing or complementing each other, or does the physical
geography influence development through institutions, have been raised and
discussed in the literature with no cut answer to them. However, the
relativity of geographic situation of the countries on one hand and rejecting



52/ The Fundamental Impediments of Economic Growth in Iran ...

environmental determinism on the other, dictate that Iran’s economic growth
is by no means constrained by poor geography. The country as vast as one
fifth of the continental America with plenty of resources, arable lands,
diverse climate, is relatively competent and even lies above many countries
of its region and other regions. We don’t take time and space to report the
country’s geographic features.

2" Infrastructure: The relationship between infrastructure and growth
cannot be underestimated. There are studies that show this relationship in a
formal way. One example is Canning and Pedroni (2004) who have
incorporated infrastructure into growth theory and have concluded that
infrastructure influences the long run growth. Iran’s comparative
infrastructure base is fairly good. As long as the roads, internet users and
telecommunications are concerned the country shows a better profile than
the countries of the region. Figures 10-12 show the status of Iran in railroads,
internet users and telephone lines as compared to a selected member of the
countries in the region with a better condition in each of these indexes. Iran’s
post revolutionary efforts in water supply and electricity through the
construction of dams have been outstanding. Though Iran has been able to
reconstruct some of the damages of war during recent years but there still is
much work to be done. Air transportation needs a reconstruction and renewal
of the aircrafts but sanctions have worked as an impediment to the
fulfillment of this need.
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3", Human capital: There are many studies that have shown the
relationship between human capital and growth. What is established in the
literature is that there certainly is a relationship between health and
education, that is human capital, and growth. However what is not rigorously
established is that human capital invariably and necessarily causes growth.
Pritchett’s (1996) “Where has all the education gone?” reminds this. There
are countries with high literacy rates that have not demonstrated a reasonable
growth rate of output in long run. Sri Lanka, Costa Rica and the Phillippines
can be mentioned as examples. Of course there are good reasons to believe
that the causality runs in both directions: with higher income there is a
potential to spend more on education and health, and with a greater human
capital, higher productivity and incomes would be possible. To see if human
capital is a binding constraint in a less developed country one way is to look
at the existing indexes with respect to the population of the country and with
respect to similar countries. The other way is to use the literature on the rate
of return of years spent on education (Mincer, 1958). If the rate of return
comes to be high the judgment is that human capital is binding.

Literacy rate in Iran is reported 86 percent for 2007 by World Bank
indicators. (WDI, 2007). Gross enrolment ratios are high as compared to
countries of the region. Primary, secondary, and tertiary school gross
enrolment ratios are respectively 130, 76, and 30 as compared to 106, 72,
and 26 for the middle east countries. (WDI, 2007). Gross enrollment ratio is
defined by World Bank as the ratio of total enrollment, regardless of age, to
the population of the age group that officially corresponds to the level of
education shown. The number of students in higher education is 4,741,615.
(Statistical Center). These imply first that Iranian society has a populated
young generation and second that there is no considerable impediment to
education. Iranian government after the revolution through the so called
“foundation of movement for learning” has even provided the illiterate
adults an opportunity to learn reading and writing. We believe that these
show a relatively high profile of education in Iran. As long as the Mincer’s
rate of return to education is concerned, one study shows that for each one
percent of increase in investment on education one tenth of that is returned
(Salehi, 2005). For all the above reasons we don’t consider education to be a
binding constraint in Iranian economic growth.
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5-2-2- Low Appropriability (Market & Government Failures)

1°'. Externalities: Economic literature about market failure in developing
countries starts with the important discussion of externalities. Usually it is
referred to three kinds of externalities: information, technology and
pecuniary externalities. (Todaro, 2010). In the presence of externalities, the
lack of ideas to get out of traditional activities in a small and fragmented
market which is not integrated with the world economy, if the few potential
innovators invest on something new, imitators follow and copy. Thus
deterring the innovators to invest. Asymmetric information between the
sellers and buyers will also lower the trade and the volume of business. The
exposure of these externalities in the absence of competitive markets
demands for the institutions and market structures strong enough to support
and reinforce the path to a sustained growth. In case of Iran as an oil
producing country in which oil revenues dominate the fate of the economy
and the effect of government on the role of institutions has been historically
significant, these considerations are of more importance. This is while at the
same time the Iranian private sector has been held weak. This weakness
along with the fluctuating oil revenues, a big government, and the fact that
for non economic reasons adapting new technologies from abroad to local
conditions (and “discovering” which product can be produced at low enough
cost to be profitable) is so limited, constitute a situation that everything is
subject to an effective domestic policy. This is what we call it in a more
general concept the role of the government or governance. While the
conditions demand for strong institutions to take care of information
asymmetry between seller and buyer, the enforcement of the law, and
adjusting the instabilities, repeating the old theoretical and empirical conflict
of market and government should replace with a good governance in the
economic scene. Thus, according to the environment depicted, we consider
governance to be a binding constraint. North (1993) has emphasized on the
effect of institutions on human interactions and incentives, hence growth.
Understanding and appreciating the complexity and rigorousness of North on
the difference of institutions with organizations on the one hand and the
broad meaning of institution in his works on the other, one important fact
cannot be ignored, that the enforcement of the law through institutions is
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only after the government has defined, determined and stayed for the rule of
the law.

2", Coordination problems: A second market failure is caused by
coordination problems. In addition to industrial structure and technology,
developing countries lag behind developed countries in human capital,
infrastructure and institutions. An industrial and technological upgrading
requires simultaneous improvements in education, infrastructure, legal and
financial institutions. For individual firms to internalize all of these cost
effectively is impossible. To think of a so called super entrepreneur to do the
coordination job is also impossible for high costs of doing the job,
knowledge, capital needs, and the problems of forward and backward
linkages and monitoring the managers. (Todaro, 2010). Therefore it comes to
the government to do the public coordination of actions of private investors,
not the direct production by itself. This has actually been the successful role
of the industrial policy in East Asia. (Lall, 2001). What is the situation in
Iran in this concern? We should again refer to Doing business. As was
mentioned before, the rank of Iran in starting a business is 137" in 2010
among 183 countries which is not a good position. Yet the rank in protecting
investment, one of the underlying factors to determine the overall raking in
starting a business, is reported 165" among 183. Unfortunately then the
“strength of investor protection index”, one of the three dimensions of
investor protection, is reported three out of ten when ten is considered the
best. This rank is indicative of a weak coordinating policy and a poor
governance. A facilitating state that helps the private sector exploit or create
comparative advantage, and a state who according to the senior Vice
President of World Bank, Justin Lin (2009), works as a midwife not as a
nursery maid can put the country in the path of a sustained growth. Nobel
laureate Lewis (1955), who warned against ‘mischief done to economic life
by governments’ pointed out at the same time that ‘no country has made
economic progress without positive stimulus from intelligent government’.
So again we are suggesting that governance, regardless of market or non
market orientation is the binding constraint.

3" Property rights: Property rights can be discussed in the framework
of transaction costs. In fact property rights have direct influences on
transaction costs in any country. The question is if there exists enough and
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comprehensive institutional structures to support property rights in Iran or
not? Yet even if this question has a positive cut answer, the more important
question is whether or not Iranian institutional reforms in this concern have
been proportional to social, economic and technological knowhow of the
country? The recent decades have been the era of exogenous technological
developments for LDCs including Iran, and this requires an appropriate
development of institutions in a parallel line. The main role of a modern
government is to define, determine and construct the legal position of the
property rights. The real picture of the markets and their success or failure is
to a great extent depended upon the legal position of the property rights. The
enforcement of the property rights by governments brings about both the
individual and social efficiency.

Looking at the situation of the property rights in Iran with this
perspective, what are the signs and symptoms to help us understand either
the progress or the repression of its legal position? The statistics show that a
large part of assets is still represented by the traditional or unofficial
documents, the owners of assets still look for heavy collaterals with familiar
renters, a large part of transactions are still taking place by unofficial dealers
and offices, the traditional unofficial documents (the so called ghovinameh)
in private contracts play the same role as official documents. (Ranani, 1986).
The expenditures on general affairs in government budgets representing the
amount allocated to the maintaining of the property rights shows a decrease
during the course of time. Available data until 1989 shows this item has a
decline of two percent, from 8.1 percent in 1968 to 6.1 percent in 1989 as a
percentage of overall budget during these years. Another statistic for the
same period shows the ratio of general affairs expenditures to GDP in
current prices has decreased from 3.49 in 1969 to 1.4 percent in 1989.
(Ranani,1986). Yet the most recent data in these and similar items, shown in
Table 1, are even worse. From 2002 until 2007 share of general affairs
expenditures from overall budget declined from 5.6 to 2.7 percent and the
share of development expenditures of general affairs from overall
development expenditures of the budget decreased from 7.2 to 2.9 percent.
Development expenditures of general affairs show the resources allocated to
machinery, equipments, and infrastructures required for the guaranty and
establishment of property rights. This is while for clear reasons such as
population growth (85 percent increase in 1973 — 1993), technological
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progress, and inflation rate, the national output has increased (54.5 times in
1973 — 1993), and as a result the number of contracts, exchanges,
interactions and conflict of benefits among the agents has increased to a
much more proportion. For these reasons we conclude that the legal position
of property rights in Iran must experience a radical fundamental change to
get along with the other developments, to decrease the transaction costs, to
increase the social efficiency and to contribute to the sustained growth of the
country. Some external sources have reported a rank equal to ten out of 100
for the property rights in Iran. (Heritage foundation, 2010).

Table 3: Index of Property Rights

2002 2003 2004 2005 2006 2007

share of general affairs 5.6 4.3 39 2.8 221 2.7
expenditure from overall
budget (%)
share of development 7.2 51 4.2 34 2.25 29

expenditures of general
affairs from overal
development expenditures
(*%)

Source: Different Annual Budgets of the Islamic Republic of Iran

4™ Corruption: Institutional shortcomings, simultaneous existence of
stagnation and inflation (stagflation), unemployment, a low per capita
income and a big government, though no one means corruption, but are all
signals for corruption. The term corruption covers a broad range of human
actions, but as long as the definition of corruption is concerned, the World
Bank has defined economic corruption as “the abuse of public office for
private gain”. (World Bank, 1996). A more recent definition of the term by
World Bank (2009) asserts that “a corrupt practice is the offering, giving,
receiving or soliciting, directly or indirectly, of anything of value to
influence improperly the actions of another party.” One form of the many
forms of corruption, bribery, has been at the center of attention by
researchers. There are some who have discussed that economic effect of
bribes may be positive and may not distort the short run efficiency of an
economy if it merely entails a transfer of economic rents from a private party
to a government official since it works as a market payment for ensuring that
resources go to the party most likely to use them efficiently. (Ackerman,
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1997). Others have seen corruption including bribe in the context of growth
and in a long run perspective, criticizing the idea of positive effects of bribe
for its short run view. This strand of thought examines the links between
investment, economic growth and the quality of government institutions. It
finds that weak public institutions, as evidenced by unreliable contract
enforcement, unclear property rights, unpredictable policies, inefficient
public administration, corruption, and other indicators, significantly reduce

private investment and lead to slower growth. (Bomer & Brunetti, 1994).
This is the point of our attention since we are looking for, first the long run
sustained growth of the country and second for the negative influences of
corruption on growth and for that matter on private investment.

Now to trust on foreign data, Table 2 shows the control of corruption in
Iran as compared to the countries of the region announced through World
Development Indicators. The unobserved component model (UCM), used by
World Bank to calculate the control of corruption is a mathematical and
statistical work done for all countries each year and carries methodological
rigorousness. As the table shows Iran is ranked one of the lowest in ‘control
of corruption’ among 13 countries.

The data by foreign sources even if absolutely wrong, biased, and
political, still have their economic influences in the country. Foreign
investors and international economic and non economic agents trust and
refer to these sources in their decision for investment in Iran or any other
country and we know that Iranian government since long have announced
and demanded for the foreign direct investment. This is still if we ignore the
influence of these international numbers on domestic investors.

To trust on local researches, a case study, working on variables that
reflect the highest incentives for rent seeking, such as the ratios of
government expenditures to GDP, subsidies to GDP, subsidies to total
government expenditures, public GDP to private GDP, government
expenditures on social services to GDP, and external debt to GDP in Iran has
concluded that indexes of corruption have negative influences in both
growth rate of GDP and private investment in the country. (Baroomand,
2008). Taking the index of corruption from these variables, this study has
applied the PCA approach (principle components analysis).
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Table 4: Control of Corruption in Middle East Countries

2000 2002 2003 2004 2005 2006 2007
Iran -0.51 -0.3 -0.34 -0.52 -0.54 -0.53 -0.56
Bahrain 069 0.93 0.76 0.63 0.53 0.46 0.6
Iraq -1.46 -1.46 -1.13 -1.54 -1.4 -1.5 -1.39
Israel 0.98 1.04 0.97 0.83 0.77 0.93 0.79
Jordan 0.04 0.01 0.3 0.37 0.25 0.28 0.32
Kuwait 1.04 1.08 0.92 0.88 0.83 0.73 0.49
Lebanon -0.65 -0.77 -0.49 -0.55 -0.46 -0.38 -0.31
Oman 0.83 0.95 0.62 0.79 0.69 0.72 0.62
Qatar 0.84 0.88 0.69 0.7 0.82 0.82 1
Saudi 0.5 0.51 0.32 0.05 0.07 -0.03 -0.1
Syria -0.61 -0.3 -0.5 -0.64 -0.64 -0.8 -0.88
Emirate 0.83 1.16 1.18 1.16 0.96 0.96 1
Yemen -0.66 -0.69 -0.68 -0.87 -0.72 -0.68 -0.62

Source: The World Bank, development group, June, 2008

5™ Taxes: Tax system plays an important role in private investment and
growth rate. Since 1979, tax system has been one of the focal points of
attention but as yet an efficient and effective system has not been enforced.
Most of the governments after the revolution have declared their intention as
to reach into social and economic justice. For this to establish the most direct
and efficient way is an effective tax system. Government employees are
taxed in a routine way through their monthly paychecks. However, capital
gain taxes which can control the windfall incomes from real estate or other
speculative transactions have not yet been systemized. It has been officially
announced that the wealthiest 20 percent of Iranian income recipients pay
only one tenth of the total income tax while enjoying 70 percent of public
subsidies. (President of I.R.l., Feb. 2, 2008). The value added tax (VAT)
approved by the parliament, intended to overhaul the tax system and
announced for implementation in late 2008 was resisted and could not be
implemented. Several reasons from historical deep-rooted traditional
resistance to taxation in Iranian society to practical and timing of the scheme
have been declared on why the VAT was resisted. (Amuzegar, 2008). The
taxation in Iran also experiences the duality of religious and state tax.
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Anything to resolve this duality should of course be theoretically clear and
empirically operational. What is obvious is that Iran must tend to realize
more from tax revenues and depends less on oil revenues. But it’s worth
mentioning that financial strength alone cannot do much help in improving
the country's economic structure. Income generating sources should be the
basis for levying taxes so as to guarantee sustainable growth of investments
and production in the economy. This is a key point to avoid the tax evasion.

Table 5: Tax Revenues (Billions of Rial)

2000 2001 2002 2003 2004 2005 2006 2007 2008
Total 104640.80 | 125479.50 | 165156.70| 207867.50 |255000.26 B87669.40 |413927.99 | 472995.00 [595975.21
Revenue
Rev::)lje 36585.2 41786.1 50586.5 65099.0 84421.1 |[134574.4 | 151620.9 191815.3| 239741.4
Tax
Revenue
(%Total 349 333 30.6 313 331 34.7 36.6 40.5 40.2
Revenue)

Source: Central Bank of Iran

To summarize, tax administration, tax discrimination, tax inconsistencies,
tax exempts, tax evasion and tax implementation are all important issues to
be investigated in Iran. Having said all of this, some points are worth to be
mentioned. First, that the trend in collecting tax has been upward in recent
years, showing some 40 percent of government revenues from taxes, only
after oil revenues (Table 3). Second, that the recognition of the problems of
taxation by government has been associated with the increase in the trend of
tax revenues with respect to total government revenues. Third, that the
government objective numbers for tax collection has been realized and not
much different with the performance. Figure 13 shows this clearly. This
brings us to the conclusion that the binding constraint of the sustained
growth is not to be looked for, in this area.
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Figure 13: Objective and Performance of Tax Revenues

Source: Central Bank of Iran

6™. Macro Risks: There are three elements that are mentioned by HRV
model as the macro risks: financial, monetary and fiscal instabilities. We
discuss each of these in terms of Iranian economy with the intention to
accept or reject them as being the binding constraint of the economy to
private investment and economic growth in a long run perspective. First of
all we have to bear in mind that the three concepts are closely interlinked to
each other and combined together explain and depict the macroeconomic
risks of an economy. In the literature there is no agreement in one particular
definition of financial stability, hence for financial instability. Wim
Duisenberg (2004) of European central bank states that ““...monetary stability
is defined as stability in the general level of prices, or as an absence of
inflation or deflation. Financial stability does not have as easy or universally
accepted a definition. Nevertheless, there seems to be a broad consensus that
financial stability refers to the smooth functioning of the key elements that
make up the financial system.” Yet there are no agreed upon single measure
or indicator to show if financial system is stable or not. An academic attempt
to define financial stability, after referring to many definitions and declaring
that ¢ anyone who has tried to define financial stability knows, there is as yet
no widely accepted model or analytical framework for assessing financial
system stability’ has organized his own words in this way ° a financial
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system is in a range of stability whenever it is capable of facilitating (rather
than impeding) the performance of an economy, and of dissipating financial
imbalances that arise endogenously or as a result of significant adverse and
unanticipated events’. (Schinasi, 2004).

There is more agreement on the definition of monetary stability. As it
was indirectly said above, monetary instability, interrelated with financial
instability is a situation in which the economy suffers from either inflation,
or deflation (stagnation) or both at the same time (stagflation).

A major goal of macroeconomic policy is to achieve low and stable
inflation. There are many reasons in defense of this goal. One reason often
given is that lowering and stabilizing inflation improves the informational
content of the price system and thereby favors a more efficient allocation of
resources. In this view, price stability allows investments to be more
effectively channeled towards projects with the highest returns since the best
opportunities are more easily identified.

Fiscal instability is known as a situation of progressively increasing
budget deficits that is usually brought about, either by progressive reductions
in a government's tax revenues, or by progressive increases in the bond
market's risk premium additions to the interest rates payable on its public
debt.

Putting aside more details, complexities and controversies, the above
definitions are the least common and agreed upon explanations of the terms.
To compare and contrast these definitions with the Iranian status we have to
refer to the realities of the economy through available data.

As it was said, one of the key elements of the financial system,
functioning of which is of great importance to avoid instability, is the ability
of the system to absorb the shocks (dissipating financial imbalances) either
internal or external. The link between the financial sector of the Iranian
economy with the international finance for both economic and noneconomic
reasons is so limited. For this reason even though these shocks definitely
affect the economy but with three main characteristics: first to a limited
extent, second with a time lag, and third mostly through the impact of shocks
on oil prices. The third feature means that foreign exchange earnings decline
and since the annual budgets are depended upon these earnings the economy
is faced with the budget deficit. This will have its negative influences on
financing of development projects to compensate the rigidity of current
expenditures. Reduction of the supply of foreign earnings increases the
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exchange rate, which in turn means a lower value of the national currency
and inflation. The vicious circle doesn’t stop until the imbalance of the
budgets impels the government to borrow from the central bank and the
increase in the volume of base money and the huge amount of M1, a chronic
traditional macroeconomic problem of post revolution economy. Reduction
of effective demand for exporting corporations, at the same time, will induce
the reduction of their profits and consequently to unemployment. The circle
shows the full interconnectedness and the simultaneous operation of the
three dimensions of macro risks and instabilities, namely, financial, fiscal
and monetary. Also the mechanism clearly shows the linkage of the financial
and monetary systems to the real economy where it explains the way in
which employment, effective demand, trade and development projects are
under the influence of the exogenous shock. This allows us to say that the
second key element of the financial system, functioning in a way to prevent
the shocks to have disruptive effect on the real economy, has not worked
well. Of course Iran as an oil exporting country has always been influenced
by the fluctuations in oil prices. Depending on the magnitude of the price
change and the ability of the officials to manage the process, the outcomes
already discussed have been different. Therefore to avoid making a fast
judgment, we have to refer to available data and local researches.

As it was said, since financial stability is a broader concept consisting of
the functioning of the whole financial system, including monetary and fiscal
institutions, we emphasize on monetary and fiscal stabilities. Figure 14
shows the movements of liquidity and inflation in the same graph. While the
figure clearly shows the relation of the two variables, as many studies have
shown, the relation is not a one to one relation. However, high inflation with
liquidity increase, whether the nature of the inflation be monetary or it
emerges from other sources, is indicative of an instability in money sector.
Budget deficit financing, sequential borrowings from the central bank, high
monetary base and bureaucratic determination of interest rate in Iran must be
substituted with a more disciplined monetary system and a more
‘independent of government’ central bank. However, accepting the monetary
instability as a constraint in the Iranian economy, subject to the nature of
money sector in Iran on the one hand and with reference to the experiences
of countries on inflation on the other hand, we would say the above said
corrections along with other adjustments in governance factors, discussed in
previous sections can correct the financial system and in this sense it is not a
binding constraint to sustained growth.
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As long as the fiscal instability is concerned, one cannot see the high
budget deficits in Iran and rejects its influence on the growth rate of the
economy in long run. Chronologically the budget deficits have shown to be
financed by print of money. Some studies in Iranian economy show that
there is a negative relation between the budget deficit and long run growth.
(Samimi, et al, 2006). From the two important expenditure items of the
annual budgets, current and development expenditures, the bulk of the
former consists of the salary payments of the government personnel and
cannot be reduced, so usually the latter which is allocated to infrastructural
projects is reduced to make up the required resources for the payments. This
by itself has a significant impact on the growth rate, the implementation of
which needs appropriate infrastructure. In Table 4 we have shown the
increasing trend of the budget deficits during the period starting from 2000
and ending 2008. For these reasons we would say the chronic budget deficits
constitute a constraint for growth. But we immediately add that
unfortunately everything depends on the oil revenues. For years with a good
amount and good price of the oil sale the government has been able to pomp
the revenues in and for the bad years stuck. Hence, the binding constraint is
somewhere else: oil, the spending procedure and for that matter a
responsible governance.
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Figure 14: Liquidity Growth and Inflation rates of Iran
Source: Central Bank of Iran
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Table 6: Budget Deficits of Iran (Billions of Rial)

2000

2001

2002

2003

2004

2005

2006

2007

2008

Revenue

104608.9

125479.5

165156.7

207867.5

255000.26

387669.4

413927.99

472995

595975.21

Payment

105049.28

125297.7

202325.3

252054.99

304229.42

448522.8

561359.1

578549.9

777785.78

Budget

-37168.6

-44187.4

-49229.16

-60853.4

-147431.15

-105554.9

-181810.57

Deficit -408.48 181.8

Source: Central Bank of Iran

6-Conclusions

We started this research with some ambiguities but with too much of
hope and ambition to do a burdensome task of trying to answer a question
carrying many economic and noneconomic dimensions: what is (are) the
most important binding constraint (s) of a sustainable economic growth in
Iran. We are finishing with too much of confidence that we must have done
the job and remain the resolution of more ambiguities for the future research.
After a brief history of economic development in Iran, a theoretical
framework, an HRV model of economic growth for the country, introducing
the low levels of investment as the main reason of low growth in Iran and
investigating for the binding constraint (s) to low investments in all branches
of HRV decision tree, according to the instruments and the constraints of the
model, our analysis let us emphasize on two broad areas of concerns as the
constraints to the sustained growth of the Iranian economy. In micro risks,
the governance problems in the areas of property rights, corruption and
coordination deficiencies and in macro risks, the governance problems in
forms of fiscal and monetary instabilities. Of the two sets of constraints our
attention is focused on the governance factors concerning property rights,
corruption and coordination deficiencies as the binding constraints. While
we have shown the other constraints of the economy such as international
and local finance, recognition of the binding constraints have been at the
center of attention. Purposefully, on recognition of these governance
problems as binding, our analysis stressed and emphasized on the economic
elements. However we believe, there are social, historical, anthropological
and political elements that can support these results, the research on which
remains on the shoulders of the researchers in these disciplines.
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