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Introduction 

 

Dear Readers, 

 
In March 2014 an announcement from Iran’s Central Bureau of Statistics (CSI), regarding economy’s leap from                
negative 2 percent growth, marked the country’s re-bounce from negative growth, certainly a persistent feature               
during Ahmadinejad’s presidency. Meanwhile for the government to achieve an economic growth target of 3               
percent in the coming year, Massoud Nili, the economic advisor to President Rouhani has asked economists and                 
industry experts for further assistance in selecting an industry capable of materializing such aspirations. This is                
reminiscent of the industrial policy carried out by the East Asian tigers between 1960s to 1990s. The so called                   
‘Picking Winners’ policy has been widely regarded as the most effective tool behind the East Asian miracle in                  
South Korea, Singapore, Taiwan and Hong Kong which brought about sustained industrialization and economic              
growth for years to come. However, by a closer investigation, Amir Ali Motahari (GGA Research Associate                
Tehran-Iran / London-UK) first presents a general framework for picking winners and then moves on to argue                 
that choosing the tourism sector as a ‘Winner’ would leave little chance and opportunity for Iran to achieve its                   
short run targets leading to further economic distortions in the long run. 
 
In this report Motahari urges the government of Hassan Rouhani and his economic advisors to conduct an                 
in-depth study of Iran’s current economic status and gear towards dynamic rather than static allocation of                
resources by conducting an industrial policy (Picking Winners) supportive of sustainable economic growth and              
structural change in the near future. 
 
Motahari further explains that the policy of choosing ‘tourism’ as a ‘Winner’ would not produce promising results                 
for the Iranian economy. This is not entirely as a result of political issues and lack of social freedom reflected in                     
the imposition of strict Islamic code of conduct on foreign visitors rendering Iranian tourism uncompetitive.               
Considering the evidence associated with successful structural change in East Asian economies, a closer              
examination of the current economic status of Iran testifies to the need for an industry capable of delivering                  
strong and sizable number of economic linkages and labour absorption capabilities. These features are believed               
to be more predominate in the manufacturing sector rather than any subdivision of the service sector such as                  
tourism. 
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Rouhani’s Industrial Policy and Picking Winners 
In March 2014 an announcement from Iran’s Central Bureau of Statistics (CSI), regarding economy’s leap from                
negative two percent growth, marked the country’s re-bounce from negative growth, certainly a persistent              
feature during Ahmadinejad’s presidency. Meanwhile for the government to achieve an economic growth target              
of 3 percent in the coming year, Massoud Nili, the economic advisor to President Rouhani has asked economists                  
and industry experts for further assistance in selecting an industry capable of materializing such aspirations. This                
is reminiscent of the industrial policy carried out by the East Asian tigers between 1960s to 1990s. The so called                    
‘Picking Winners’ policy has been widely regarded as the most effective tool behind the East Asian miracle in                  
South Korea, Singapore, Taiwan and Hong Kong which brought about sustained industrialization and economic              
growth for years to come. 
 
Rouhani’s push for industrial policy and economic growth comes in a time of severe economic distortions. The                 
past eight years saw the mismanagement of the economy, sever de- industrialization and closure of sizable                
production units under Ahmadinejad’s tenure. Only 192 out of 841 production units are currently running and                
soaring inflation coupled with (disguised) unemployment are among toughest tasks ahead of the new              
government (Donya-e-Eghtesaad, 2014). Considering the current state of the economy, empowering of the             
manufacturing sector and establishment of labour intensive industries should constitute government’s first            
priority on its agenda. With the recent launch of the “voluntary withdrawal from government cash transfers”                
program, devised for achieving a better allocation of resources (government fiscal budget), it is likely that a big                  
portion of the retrieved fund will be allocated to the so called ‘Winners’ industries. However, the recent verdict of                   
many economists and industry experts in Iran with regards to ‘picking’ tourism as the ‘Winner’ - among                 
Petrochemical, Auto-industry and mining - begs the question of what factors have been (or at least should be)                  
taken into account by government and policy makers when it comes to industrial policy and ‘Picking Winners’.                 
The answer to this question lies in Hirschman’s theory of Linkages and unbalanced growth. 

 
Hirschman’s Theory of Linkages 
In his Critique of balanced growth theory Hirschman (1958) argued that the limited productive resources of a                 1

developing country should be allocated to industries exhibiting most number of backward and forward linkages               2

(BL and FL hereafter) with the rest of the economy. An industry with the most BLs and FLs, would serve as a                      
stimulus for internal markets and raise the economy’s domestic aggregate demand (excluding foreign trade). 
 
With regards to Iran’s economy, the labour market counts as the most important internal market, however this is                  
not just because of prevailing high (disguised) unemployment. Through the multiplier effect, labour counts as a                
powerful source of demand for other markets within the economy. In addition, the current stagflation and high                 
rate of unemployment (26 percent among young recent graduates which requires an annual growth of 6 percent                 
for it to be absorbed) renders the expansion of labour intensive units to be of paramount importance. The                  
pivotal role of labour intensive industries in economies with ‘unlimited supplies of labour‘ has been highlighted                3

by many theories within the development economics literature such as the dual economy models of Lewis                
(1954) and Ranis and Fei (1964). These two models, depict the mechanism in which the abundant labour, is                  
transferred from the subsistence/traditional/agriculture sector to the capitalist/modern/ manufacturing sector          
leading to structural change and industrialization. 

 
 
 

1 “If a country were ready to apply the doctrine of the balance growth, then it would not be underdeveloped in the first place” 
(Hirschman, 1958: 53).  
2 Backward linkages refers to all the input demands of an industry, forward linkages on the other hand refers to all outputs of the 
industry utilized as inputs to other sectors and production units within the economy. 
3 The term “Unlimited supplies of Labour” was coined by Sir Arthure Lewis in his magnum opus: Economic Development with 
Unlimited supplies of Labour (1954). It simply means abundant labour available at constant subsistence wage. The sources of this 
abundant labour according to Lewis are “Subsistence agriculture, casual labour, petty trade, domestic services, wives and 
daughters in the household, and increase in population” (Lewis, 1958: 448). 
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The Dual Economy Models and its applications in Economic Development 
Based on asymmetric mode of productions observed, a developing economy can be divided into two sub                
sectors. The subsistence/traditional sector (ie. agricultural sector) and the capitalist/modern sector (ie.            
Manufacturing). In the former, due to the existence of unlimited supplies of labour, the marginal productivity of                 
labour is negligible or even negative at times, manifested in a wage rate (Ws) that prevails at subsistence level.                   
The Modern sector on the other hand, is not suffering from negligible marginal productivity associated with                
abundant labour supply and reaps access to reproducible capital. 
 
As the process of structural change unfolds the modern sector draws on the subsistence sector surplus labour                 
for its expansion thanks to its labour intensive mode of production. With the reinvestment of capitalist surplus                 
(profit) - the area between MP1, Wc, E1 - and continuous expansion of the modern sector causing additional                  
labour demand and transfer (MP2), the abundant labour further migrates to the capitalist sector. This cycle                
continues to the point where the unlimited supplies of labour begins to dry up causing the subsistence wage rate                   
to rise (at point T also known as the Lewis turning point). At this point structural change fully materializes and a                     
developed capitalist economy emerges out of the subsistence sector. It is worth mentioning that because of the                 
observed negative marginal productivity in the subsistence (ie. agriculture) sector, there will be no fall in                
subsistence sector output. Furthermore a markup of 30 percent (G) in modern sector wages should serve as an                  
incentive for labour transfer and migration throughout the process. 
 

 

The Lewis model served as a point of reference for Chinese policy makers in establishing the township and                  
village enterprises (TVEs); an important factor in China’s structural change and economic development which              
facilitated the absorption of Chinese ‘unlimited supplies of labour’. In addition, with the establishment of TVEs by                 
Chinese local governments, the economy benefitted from decentralization. Considering the high rates of             
(disguised) unemployment in provinces such as Gilan, Fars, Azarbayjan, Khorasan-e-Razavi, Khouzestan, and            
Lorestan in particular with 50 percent youth unemployment (Donya-e-eqtesad, 2014), It is believed that by               
emulating the TVEs model, the Iranian economy would also reap the benefits of industrial decentralization away                
from Tehran, absorbing the countryside abundant labour as well as initiating reverse migration trends. 
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Picking Tourism as a Winner 
Unfortunately with regards to the framework discussed above, the tourist industry falls short of meeting the                4

necessary prerequisites to qualify as a (Picked) ‘Winner’. It satisfies neither conditions of ‘depicting most               
numbers of backward and forward linkages’ and the ability to ‘absorb unlimited supplies of labour’ discussed                
above. According to Oosterhaven and Fan (2006), forward linkages of the tourism sector are simply non existent                 
and the Chinese economy shows little reliance on this industry for its foreign exchange earnings. The study                 
found the industry to comprise only 1.6 percent of China’s GDP. It worths stating that a number of backward                   
linkages such as purchases from hotels and agricultural sector do exist. However, whether these backward               
linkages come into effect or not, highly depends on how reliant the tourism industry is on domestic suppliers for                   
its inputs. If the ‘Winner’ happens to be an ‘enclave industry’ dependent on imports of foreign goods for                  
satisfying tourist tastes, it will only serve the domestic economy in terms of breaking even the foreign exchange                  
deficit (which is partly induced by its own). In such circumstances one could expect the adverse effects of Dutch                   
Disease with de-industrialization and a bloated service sector. 
 
Limited labour absorption ability counts as the second shortcoming of tourism as the sector shows a weak                 
backward linkage with the labour market. Contrary to the general belief, the tourism sector appears to be much                  
less labour intensive than originally thought. With the capital labour ratio of 1.08, the spanish tourist industry                 
appears rather capital intensive when compared to the export and other intermediate good sectors (Blake,               
2013). However, this should seem less puzzling if one takes into account the most inherent characteristic of this                  
sector which is seasonality. Therefore depending on the climate and geographical factors, labour force could               
end up unemployed for up to six months due to cyclical and seasonal recessions (Jolliffe and Farnsworth, 2003). 

 
The Long Run Implications 
All the arguments presented above, referred to the short to medium run problems associated with picking                
tourism as a ‘Winner’. However the long run is even less promising if the government decides to go ahead with                    
tourism. Among the long run issues, ‘deteriorating net barter terms of trade’ raises most concerns. The thesis of                  
deteriorating terms of trade is the pinnacle of the Structuralist school of economics and Prebich based his         
infant industry argument of import substitution industrialization (ISI) on it. In its essence, the thesis applies the                 
principle of an inferior good to the export sector - which happens to be the primary product (agriculture) sector                   5

in many developing countries. It argues that in the long run, due to the Engel’s Law effect, as countries get richer                     6

their expenditure on primary commodities declines relative to their national income (Kay, 1989). It is possible to                 
infer that similar to primary products, tourism shows little income elasticity of demand, therefore the               
‘deteriorating net barter terms of trade’ also applies to this industry rendering it a sector incapable of                 
guaranteeing sustained growth and employment generation as a ‘picked Winner’ in the long run. 
 
All the theories and theses presented so far indicate that for ‘picking a Winner’, one must look within the                   
manufacturing sector rather than the service sector. Manufacturing activities not only tend to be a safe ‘Picking’                 
option, but they also happen to possess positive externalities and dynamic increasing returns to scale. The                
former simply refers to specialization and increase in productivity which causes further increases in marginal               
productivity of labour and wages followed by expansion of product market - known as Young’s Law (1928). The                  
latter is known as the Kaldor’s or Verdoorn's law which simply states that with the expansion of the                  
manufacturing sector the productivity grows due to technical change and capital accumulation. 
 
Although many economists and experts see tourism as Iran’s comparative advantage, it should be noted that                
‘Picking Winners‘ is not necessarily about perusing ‘comparative advantage following’ policies but it rather              

4 Here industry is used as a general term rather than activities strictly associated with manufacturing 
5 A product is referred to as an inferior good when a rise in income causes its demand to fall rather than rise in proportion to 
income.  
6 Engles law refers to the observation that as income rises, the proportion of income spent on food falls, even if the actual nominal 
expenditure on food continues to increase.  
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involves ‘Creating Comparative Advantage’ or carrying ‘comparative advantage defiant’ policies. With regards to             
this, the Korean experience can serve as a great example for Iran when it comes to ‘Picking Winners’. 
 
Despite numerous oppositions from the IMF and World Bank, Korean policy makers embarked on nurturing an                
infant industry completely against Korea’s comparative advantage at the time. Contrary to the general wisdom               
advocated by the Bretton Woods institutions and its predictions of policy failure, POSCO (Pohang Iron and Steel                 
Company) became a leading industry - worlds fourth largest exporter of steel - and an important contributor to                  
their foreign exchange earnings. 
 
We hope with the government of ‘Wisdom and Hope’ craftsmanship and in-depth study of Iran’s current                
economic status, its industrial policy starts to gear towards dynamic rather than static allocation of resources                
and its ‘Picking Winners’ outcome supportive of sustainable economic growth and structural change in the near                
future. 

Summary and Concluding Remarks 
This report examined the Rouhani’s recent industrial policy presenting a general framework for ‘Picking Winners’.               
This framework was constructed by drawing on dual economy models plus Hirschman’s theory of Linkages and                
structuralism thesis (deteriorating net barter terms of trade) in the short run and long run respectively. Next the                  
paper  asserted that the policy of choosing ‘tourism’ as a ‘Winner’ would not yield promising results for the                
Iranian economy. This is due to the inability of this sector to construct effective backwards and forward linkages                  
with domestic markets, particularly with regards to the labour market. Considering the stylized facts associated               
with successful structural change in East Asian economies, a closer examination of the current economic status                
of Iran testifies to the need for an industry capable of delivering strong and sizable number of economic linkages                   
and labour absorption capabilities. These features are believed to be more predominate in the manufacturing               
sector rather than any subdivision of the service sector such as tourism. 
 
Amir Ali Motahari 

 

Amir Ali Motahari  

Research Associate (London - England & Tehran - Iran) 

 

 

 

 

________________________________________________________________________ 

 

About G.G.A. 
G.G.A. is a strategic consulting firm and the leading advisor on business strategy. We partner with clients from the                   

private, public, and not-for-profit sectors in all regions to identify their highest-value opportunities, address their most                

critical challenges, and transform their enterprises. Our customized approach combines deep insight into the dynamics of                

companies and markets with close collaboration at all levels of the client organization. This ensures that our clients                  

achieve sustainable competitive advantage, build more capable organizations, and secure lasting results. Founded in              

2010, G.G.A. is a private company with locations in more than 20 countries. We seek to be agents of change—for our                     

All Rights Reserved ©  
Global Growth Advisors International Group LLC 
www.globalgrowthadvisors.com  
info@globalgrowthadvisors.com 



clients, our people, and society overall. 
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