STUDY ON THE EXCESS COST OF TIED ECONOMIC AID
GIVEN TO IRAN IN 1966/67

Eprime Eshag¥

The scope of work

The relative economic attractiveness, or the relative
"worth", of the alternative lines of available foreign eco-
nomic assistance, whether in the form of grants or loans, is
determinedwy-two sets of factors. The first set consits of
the terms afid conditions related to the repayment of the_ as-
sistance received and the rate of interest charge on it. For
the sake of brevity, this set of factors is at times re-
ferred to as “credit terms" of loans. The second set of fac-
tors concerns the cost of goods and services procured under
the aid programme.

The present study is concerned solely with the second
set of factors mentioned; the first set of factors is taken
as given. Moreover, it is confined to the “tied" bilateral
public economic assistance; it excludes private investment,
suppliers' credit and economic aid received from interna-
tional agencies. The term "aid" is used loosely here to in-
clude gifts as well as long-term development loans.

The word "tied", appended to the words “loan" and "eco-
nomic aid", signifies the presence of certain conditions in

* This paper was originally published as UNCTAD docu-
ment TD/7/Supp.8/Add.2 13 December 1967 and is printed here
by permission of the United Nations. Throughout the paper
the year 1966/67 stands for the Iranian calendar year 1345,
which ended on 20 March 1967.
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foreign aid agreements which limit either the choice of pro-
Jects or the choice of suppliers of goods and services fi-
nanced by the aid.? An "united" or "free" loan, on the other
hand, would permit the recipient country to use the proceeds
of the loan for any development project and for the purchase
of goods and services from any couniry it chooses, through
international tender invitations or otherwise,

The primary objective of the study is to examine the ef-
fect of "tying" of loans on their efficacy in providing eco-
nomic assistance, More specifically, it aims at producing a
rough estimate of the additional financial charge, if any,
borne by Iran under "tied" economic assistance owing b price
differentials. This additional financial charge is designa-
ted as "excess cost of tied aid". In other words, the "ex-
cess cost of tied aid" is the difference between the actual
cost of goods and services imported under tied aid and the
national cost that would have been incurred for the procure-
ment of identical, or similar, goods and services had the
recipient country been free in the choice of its projects
and of its suppliers., For the sake of brevity, the term “ex-
cess cost" is, at times, used to convey the meaning of the
"excess cost of tied aid".

The survey is also intended to throw some light on cer-
tain drawbacks of tying economic assistance which cannot
easily be quantified, but which may, nevertheless, be of
pPrimary importance to the recipients of aid. These "unquan-
tifiable" costs of tying aid could arise from the unsuita-
bility to local conditions of certain goods and services im—
ported under the aid programme. Such costs may also be in-
curred as a result of excessive delays in delivery due, for
example, to long distances and language barriers between the
suppliers of goods and services and the'récipient countries.,

It is to be hoped that there will be a gradual relaxa-
tion in the tying provisions of economic assistance without
a reduction in the volume of that asststance. It is further
to be hoped that any reduction in the cost of aid, through a
relaxation of the tying provisions of loans,is not accompa-
nied by a parallel tightening of their credit terms - the
first set of factors mentioned in paragraph 8. These factors,
which play a crucial role in determining the "worth" of eco-
nemic assistance, are invariably taken into account by
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developing countries in chodsing between the alternative of-
fers of assistance.} At times, as in the case of recent ten-—
der invitations in Iram, this fact is expressly brought out
in tender documents, which require the bidders to state the
terms and conditions of credit offered (see Appendix I1}.

The data presented in this paper have been collected
from the officials, in particular from the technical, finan-
cial and administrative personnel, of the govermment agen-
cies and public corporations quoted as sources of informa-
tion. The persons concerned have co-operated wholeheartedly
and have rendered every possible assistance in furthering
the purpose of the survey. But despite this fact, it has not
been possible to examine the subject matter as throughly as
one would have wished within the short period of about three
weeks devoted to it.

Source, type and terms of aid

Table 1 of Appendix II presents a broad picture of the
economic assistance received by Iramn in recent years. The
figures shown are confined to public development loans re-
ceived from industrial countries and from international agen-
cies; no account is taken of private inflow of capital and
of military assistance. Similarly, a loan of $17.5 millien
received from fhe International Monetary Fund ¢IMF) in Octo-
ber 1964 has been excluded from the table as it does not
fall within the category of development loans.

An important fact which clearly emerges from Table 1,
is the steep rise im the volume of economic assistance re-
ceived in the year 1966/67; almost all of the this increase
is accounted for by the growth in bilateral tied aid. This
is explained by an acceleration in the pace of execution of
development projects under the Third Five-Year Plan due to
end in March 1968. The fact that some of the bilateral cre-
dits were likely to expire before the end of the Third Five-
Year Plan could have contributed to this process of accele-
ration of disbursements. The loss, if any, that can be attri-
buted to the provisions limiting the period of utilization
of loans in this case is a matter of conjecture.



6 TAHQIQAT-E EQTESADI

A more significant fact from the point of view of this
study indicated by the table is the steady increase in the
number of the countries providing economic assistance to
Iran in the course of the last two years. Although during
this period the share of the United States in total economic
assistance (about 50 per cent) has remained almost unchanged,
the number of countries accounting for the remainder has in-
creased considerably.4 Moreover, judging on the basis of the
new loan agreements concluded in 1966 and 1867, it is quite
probable that the share of non-United States sources in
total inflow of development capital will grow substantially
in the future. As explained below, this diversification in
the source of foreign development loans has played an impor-
tant part in enabling the Iranian authorities to reduce the

" cost of tied aid.

A brief description of the projects finafticed by tied
“economic aid in 1966/67 is given in Table 2 of Appendix TII.
It can be seen that over 85 per cent of disbursements were
in respect of investment in infrastructure - sections A and
B of the table. This percentage would be even higher in
terms of the actual outlays on goods and services, since the
disbursement of about $8 million from the USSR loans, shown
in Section C of the table, was almost exclusively a finan-
cial transaction. Strictly, this item is not relevent to the
present study of the excess cost of tied aid in Iran during
1966/67. It is included in the table merely to indicate the
future trend of disbursements - a shift from infrastructure
to industry and the diversification of tqe source of econo-
mic assistance mentioned above.

Although all the loans mentioned in Table 2 can gene-
rally be considered as tied, there are significant differen-
ces between the tying requirements of the various donor coun-
tries. At one extreme, the loans granted by the United
States and the USSR {lines (7) to (17)) are not only tied to
specific projects, but are also tied to the financing of
goods and services originating in the respective donor coun-
try. At the other extreme, the global credit of $50 million
granted to Iran by the Federal Republic of Germany, from
which the projects specified in lines (1) and (2) of the ta-
ble were financed, is made available for investment in any
project deemed necessary for the general improvement of the
Iranian economy. The only restrictive provision of the two
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loan agreements A.L. 124 and A.L. 284, concluded under this
credit, is that the proceeds of the loans should not be used
for the purchase of goods and services from mainland China,
from the socialist countries of Eastern Europe, and from Yu-
goslavia.

. The global credits of $60.8 million from France and
$11.2 million from the United Kingdom, through which the pro-
jects mentioned in lines (3) to (6) of the table were fi-
nanced, are both tied to the import of goods and services
from the respective donor country. But neither of the two
credits is tied to specific projects. The United Kingdom cre-
dit is made available for financing development projects in-
cluded in the Third Five-Year Plan of Iran,” for the import
of capital goods and for the employment of United Kingdom
personnel. The French credit, which was initially made for a
number of breoadly defined projects and only for two years
(1964 and 1965), was in practice made available for any de-
velopment project chosen by a mixed Franco-Iranian Commis-
sion; its two-year validity period was also extended.

The availability of loans not tied to specific projects,
from the three Western European countries has, as shown be~
low, enabled the Iranian Government to reduce the cost of
tied aid in many instances. It has extended the area within
which tender invitations have been circulated beyond the in-
dividual donor country, thereby giving the authorities a lar-
ger freedom in the choice of the project contractors.This is
particularly true of the credit granted by the Federal Repub-
lic of Germany with its limited tying requirements.

The main advantage of the project-tied lcans granted by
the United States and the USSR is their relatively easy cre-
dit terms shown in columns 3 to 5 of Table 2, in the case of
the former country, this is true only of the Agency for In-
ternational Development (AID) leoans and not of the loans
granted by the Export-Import Bank. The Iranian  authorities
have naturally taken these terms into account in estimating
the "worth'" of the loans in question. A further feature of
the USSR loans which has added to their relative attractive-~
ness is that they are generally repayable in kind. In parti-
cular, the loans specified in lines (16) and (17) of the
table are expected to be settled by the export of gas from
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the Iranian 0il fields which has until now had little or no
economic value.

Excess cost of tied aid

Except in a few cases, it has unfortunately not been
possible to make an estimate for the excess cost of tied aid
as defined in paragraph 11 above. This is partly because of
the lack of the necessary data and partly on account of the
limited time made available for this survey. Even in the
cases where it was possible to examine this question in some
detail, estimates of the excess cost are no more than rough
approximations. The figures shown in columns (7) and (8) of
Table 2 should, therefore, be treated as very rough, but ra-
ther sautious and conservative, estimates of the excess cost
of tied aid in 1966/67. Where no figures are given, the sign
{(...) has been inserted to indicate "unknown", that is, no
estimates were made in such cases.

A. Dams and electric power projects

Most of the projects listed under this heading in Table
2 were subject to some form of national or international ten-
der invitations. The resort to international tender invita-
tions was made possible by the availability of global cre-
dits, not tied to specific projects, from the three western
European countries mentioned.This has erfabled the Iranian
authorities to reduce, if not wholly to eliminate, the bur-
den of the excess cost of aid in many important instances.

Given the credit terms of aid, the wider the area gver
which tender invitations for a project are circulated, the
lower is likely to be the excess cost borme on that project.
Since, however, the credit terms of aid from various sources
have not been identical, the choice of contractors has not
always been confined to the lowest bidders (see page 4. ).
This being the case, it would have been necessary to compare
the bids received under different credit terms in order to
ascertain the amount,if any, of the excess cost involved.But,
unfortunately it has not been possible to do so within the
time available, and what is said on these projects does
little more than give a broad hint of the order of magnitude
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of the excess cost.

The contractors of the projects mentioned in lines (1)
and (2) of the table were chosen through internaticnal ten-
der invitations. Although disbursements on both these two
projects were financed by loans received from the Federal Re-
public of Germany, the winner of the tender for project (1)
was a non-Federal Republic Western European firm, this being
allowed by the terms and conditions of the loans {see page
6). Since the credit terms of loans from the Federal Repub-
lic are only moderately easier than those available from the
other major Western Eurcpean countries, it can be  assumed
that the excess cost, if any, borne in these two cases would
not be of a significant proportion.

Similar considerations apply to the disbursement of
$2.3 million in 1966/67 on various projects for electrical
equipment and installations, (see line (6) of the table).
These projects, amounting to $9.5 million, were subject to
an international tender invitation which was won by British
suppliers offering the credit terms of the global credit of
$11.2 million granted to Iran by the United Kingdom Govern-
ment.

The construction of projects (3), (4) and (5), financed
from the global credit of $60.8 million granted by the
French Government, was entrusted to French contractors with-
out a tender invitation. The reasons given for this was that
project (3) consisted of an extension of the electric gene~
rating power of the Empress Farah Dam with generators simi-
lar to those supplied by the coptractor in earlier years
through an international tender invitation. Similar conside-
rations have guided the choice of the contractor for the ex-
tension of the power network in Tehran (project (4)). The
reason given for choosing the contractors of preject (5)
was that their earlier work in Iran was found very satisfac-
tory; it is not possible to ascertain the effect of this
decision on the cost of aid.

The AID loan H-016 for. project (7) was for $2.4 million
of which only about $800,000 was utilized for the first
phase of the work and the balance was allowed to lapse. The
reason given for this was a disagreement with the Aid autho-
rities as to the disbursements on the second phase of the
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project. The figure of 30 per cent is considered a conserva-
tive estimate of the excess cost of aid in this case. It 1is
based on a comparison of the scale of salaries, fees and al-
lowances paid to the United States technical and administra-
tive staff with the scale of payments made to Western Euro-
pean personnel of similar qualifications and functlons, (see
pages. 12 and 20 below).

The choice of contractors for the Farah-Abad power
plant, constructed under a '"turn-key" arrangement, was made
through a tender invitation circulated among the United

States suppliers. The tender had invited bids for smaller-

size turbines (75 MW), but eventually an offer to supply lar-
ger-size turbines of 82.5 MW ex-stock was  accepted. Some

technical persons interviewed considered that, had the ten-

der invitation been international, savings of 10 per cent or

more could have been made in the construction of the plant.

Others were of the opinion that as much as 20 per cent could

have been saved, but there might have been a considerable de-
lay in the delivery of the turbines and in the completion of

the project. OWwing to the complex nature of these problems

and the absence of -concrete data on the prices of the alter-

native offers of supply, no attempt has been made to esti~

mate the excess—tost of ald on this projeet. A further ‘rea-

son for this was the large weight of the disbursements on

the project in the total economic assistance received during

1966/67; a relatively small error in the estimate of the

rate of excess cost for the project would, by its dispropor-

tionately big effect on the total figure of excess cost,have

seriously distorted the whole picture of the excess cost “of

foreign aid borne by the country.

The two dams mentioned in project (9) were constructed
by the USSR on the frontier river of Aras; the cost of the
project and the facilities provided by it are to be shared
on an equal basis. The credit advanced te Iran by the USSR,
to cover the former's share of the cost, is repayable in Ri-
als which are to be used primarily for the purchase of goods
and services in Iran, but which may, at the request of the
USSR, be exchanged into a convertible currency. No attempt
has been made to evaluate the amdunt of excess cost, if any,
relevant te this project.
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B. Transport and harbour projects7

It can be seen from Table 2 that economic assistance
for this group of projects, unlike that for dams and elec-
tric plants, has come exclusively from the United States. As
menticned on page 6 above, these loans are not only
tied to the financing of goods and services originating in
America, but are also tled to the specific projects men-
tioned. As it was possible to study in some depth the dis-
bursements made on most of these projects, this section pro-
vides a number of interesting illustrations of the excess
cost involved in this type of tied economic assistance and
of the techniques used by the Iranian authorities for avoi-
ding such costs.

Project (10)- Road maintenance equipment. The bulk of
the road maintenance and railway equipment purchased by the
Iranian Ministry of Roads is imported-from the United States
The primary reason for this is that the majer components of
this category of equipment, currently in use in Iran, are of
United States designs and models. These items, which include
diesel locomotives, bulldozers, tractors, trucks etc., have
for a long period of over tem years been imported from the
United States under its successive aid programmes. In the
circumstances, it 1s almost imperative that most of the or-
ders for replacements and spare parts should be placed with
the United States manufacturers.

A further reason which goes some way to explain why the
United States is the main source of supply of recad mainten-
ance equipment, is the important part played in the choice
of orders for this equipment by the United States technical
personnel - engineers, equipment specialists, etc. —employed
by the Ministry of Roads. The goods are ordered for Iran by
the United States Bureau of Public Roads in accordance with
the instructions received from the Iranilan Ministry of Roads
The Ministry is, in turn, advised on its purchases by . pro-
curement commissions on which sit United States personnel;
their opinions are treated with some respect in such matters.
These people& who are naturally more familiar with United
States equipWent, cannot but have a general preférence for
it even in those cases where the required goods can be pro-
cured from other countries.
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Although the road maintenance equipment imported from
the United States is generally of a very high quality, _some
of it is found to be unsuitable to the needs of the Iranian
Department of Road Maintenance. An important example men-
tioned was a particular variety of larger size tractors or-
dered by one of the procurement commissions; these are found
unnecessarily big for the normal requirements of the Depart-
ment. Moreover, some of the equipment purchased is not whol-
ly suited to local conditions. This is true, for example, of
the "turho-supercharger", an accessory attached to certain
of the larger-size tractors; its purchase is obligatory. It
is expensive and has a complex mechanism which cannot easi-
ly be handled and maintained by the Department's workers.

A further important factor which has raised the cost of
economic assistance provided for this project is the rela-
tively high rate of pay of the United States technical per-
sonnel employed by the Ministry of Roads, It was, possible to
examine in some detail the scale of salaries and allowances
paid in dollars and in rials to the various grades of engi-
neers and specialists now in the employment of the Ministry.

It is clear that this scale is at least some 30 - 40 per
cent higher than the scale of payments made to technicians
of similar qualifications from other industrial countries

working in Iran. The payments made to United States person=-
nel in dollars alone have absorbed about 15 per cent of to-
tal dollar disbursements on the project up to date,8 Bearing
in mind this fact and the points noted in the preceding pa-
ragraph, the estimate of the excess cost of aid {5 per cent)
shown in Table 2 should be regarded as a rather conservative
one.

Project (ll)- Railroad equipment. The disbursement of
about $1.5 million on this project in 1966/67 consisted al-
most exclusively of payments for spare parts and replacements
imported by the Iranian State Railways; the chief reason for
buying the bulk of these goods from the United States was
explained on page 1l. Alternative price quotations were
not available for the particular articles purchased in that
year because most of them were not of specifications pro-
duced in other countries. But a comparison of price quota-
tions by two United States suppliers and a supplier from an-
other country for a sample of three standard-type spare parts
disclosed that the United States prices were in one case
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about 35 per cent and in the other two almost 80 per cent
higher. It was the opinion of the officials interviewed that,
on average, the United States prices for spare parts on a.c.
i.f. basis are at least 30 per cent higher than those of the
other sources of supply; this figure has been used as an es-
timate of the excess cost applicable to the disbursements
made on the project in 1966/67.

Another cost mentioned in relation to the railroad
spare parts financed by the United States aild 1s the rela-
tively long delay in deliveries as compared with  imports
from most other industrial countries. This cost, which no
doubt is also borne 1n the purchase of spare parts and re-
placements for road maintenance eguipment (project 10), can-
not easily be quantified and has not been taken into account.
Theoretically, it would be equal to the cost incurred in
carrying the extra volume of stocks of spare parts required
for the purpose of avolding prolonged interruptions in rail-
way and road maintenance operations.

Project (12} - Conmstruction of a section of the  CENTO
Railway. The AID loan K-001 of $7.8 million was granted for
the construction of an_80 km.section_of the CENTO Railway,
from Karah-Tapeh in Iran to the Iranian-Turkish  frontier
town of Kotour (Razi). Despite the relatively small  amount
of disbursement involved, the project provides some interes-
ting examples of the excess costs of tied aid and of the
techniques used by the Iranian authorities to avoild some of
these costs.

In ‘accordance with the general AID practice, purchases
financed by this loan had to be made through tender invita-
tions in the United States and were to be confined to the
requirements of the project. The condition of tender invita-
tions in this case could have resulted in the purchase of
certain types of equipment of different models and specifi-
cations from the equipment currently in use on the rest of
the railway. At the same time, the goods bought through the
loan could not be used outside the 80 km. section of the
railway mentioned.

The above conditions of the loans were likely to cause
serious difficulties in terms of the operation and ' mainten-
ance of the equipment bought. A number of workers, whose
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skills would have been largely specialized to a small
stretch of the railway, would have had to be trained to run
the new equipment. It was only after strenuous and persis-
tent efforts by the Iranian State Railways that AID was pre-
pared to relax its requirement of tender invitations. The
prolonged correspondence which ensued on this subject is one
reason for a slow rate of utilization of the loan; total dis-
bursements between the end of May 1964, when the loan agree-
meént was concluded, and March 1967 consisted of the $108,000
spent in 1966/67, :

Another factor which partly accounts for a slow rate of
utilization of this loan is the relatively high prices quo-
ted in the United States for some of the materials required.
Despite the very attractive credit terms of the loan, the
Iranian authorities have, in some instances,.preferred to re-
Ssort to their own foreign exchange resources for -the
purchase of certain goods rather than to draw on the AID cre-
dit. The two clear examples of appreciable price differenti-
als quoted by Source 7, relate to rails and to lubricators;
in both cases the requirements of the project were financed
by the country's own cash resources.

The following table compares the price quotations for
rails of two United States manufacturers with those of two
other countries received about mid-January 1967 in response
to a4 tender invitation:

Cost and freight price quotations for rails?®
in mid-June 1967 ($ per metric ton)

United States

Firm I 167.19
Firm II 160.77
Country A 114.00
Country B 110.0C

Source: Ministry of Roads, Iranian State Railways.

a. U.33 heavy type rails, weighing 46.303 kg.per linear
metre. 5
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It can be seen that even the lower bid from the United
States was about 40 per cent higher than the bid from Coun-
try A and some 45 per cent higher than the bid from Country
B. In the circumstances, the Iranian authorities used their
own cash resources to buy 32,130 metric tons of rail from
Country B; of this, about 8,000 metric tons were allocated
to project (12). The switch from AID loan te the  country's
own cash resources thus resulted in a saving of over $400,000
in the cost of this project - 8,000 tons at $50.77 per ton.?

Moreover, the Iranian State Railways was able to induce
some competitive bidding on the part of Country A in subse-
quent negotiations, by disclosing to it the bid received
from Country B. In exchange for a purchase of 26,000 metric
tons of rails at $113.00 per ton, c. and f£., from Country A,
the latter agreed to reduce the price of 'steel sleepers"” by
over $10.00 per ton on a shipment of 10,000 tons.lolt can be
seen that the extra cost of rail, as compared with the bid
of Country B (26,000 tons at $3 per ton) was more than off-
set by the reduction of the price of "steel sleepers'.

The second example of shifting the source of supply
from the United States to another country related to the
procurement of "C-4, Lubricators" for Project (12).The terms
of the two offers received for the supply of 200 lubricators
were as follows:

(a) From firm II in Country C on 24 November 1965
Price: 5162 per lubricator, c¢. and f.
Payment: Cash against irrevocable letter of credit
Shipment: 12 - 16 weeks after receipt of letter of
credit.
(b) From firm IV in the United States on 14 February
1966.
Price: $499 per lubricator, c.i.f.
Payment: Cash against irrevocable letter of credit
Shlpment 26 months after receipt of letter of cre-
- s — e ]

It can be seen that, even if it were assumed that the
insurance charge from Country C were as much as 2 per cent
of the ¢. and f. price, the price quotation received from
that country would stiil be less than one-third of that
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obtained from the United States,ll moreover, the delivery
period was much shorter in the case of Country C.

_ Having closely examined the two offers of supply, the
Iranian authorities chose to use their own cash resources to
order the 200 lubricators in Country C on 1 March 1966. In
this way, a saving of over $66,000 was made on a small tran-
saction of about $33,600 representing the final price at
which 200 lubricators were invoiced.

The disbursement of $108,000 made on project (12) in
1966/67 consists almost exclusively of the salaries, fees
and allowances paid to the United States consultants and en-
gineers engaged on the project. It is assumed that the ex-
cess cost involved in this case is of the same order of mag-
nitude as that applicable to the pay of the United States
technical personnel employed by the Ministry of Roads (see
page 13). The figure of 30 per cent is, therefore,considered
a conservative estimate of the excess cost borne on the pro-
ject in 1966/67.

Project (l3) - Bandar Abbas harbowr, The tender invita-
tion for this project, circulated among United States firms,
was won by three contractors which had formed a joint ven-
ture for the purpose. The whole Bandar Abbas harbour project
consists of four parts, or "lots" as they are called, made
up as follows:

Lot 1 - Commercial section of the harbour;

Lot 2 - Floating equipment;

Lot 3 and 4 - Naval section of the harbour, and exten-
sion of harbour facilities.

It was initially intended to finance the construction
of Lots I and 2 from the AID loan H-017 granted for the pro-
ject. But price quotations from the Unites States contrac-
tors for the equipment included in Lot 2 were, as shown be-
low, found to be considerably higher than certain quotations
received from other countries. It was, therefore, decided to
buy this equipment, with the country's own resources, from
the latter countries, despite the very attractive credit
terms of the AID loan. A similar decision was taken on the
procurement of some of the equipment required for Lot 1. As
a result, it is expected that only about $12 million of the
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total loan of $15 million granted for the project will in
the end be utilized.

Lot 2 (floating equipment) consisted of the provision
of two tugboats and a pontoon barge for the harbour.The fol-
lowing table shows the price blds receilved from the United
States and from other sources, through an international ten-
der invitation, for the supply of these goods and for a ma-
jor piece of equipment required for Lot 1.

Selected equipment for Bandar Abbas Harbour

(Price bids, in $'000)

United States Other countries

contractors Bid4 From
Lot 2
2,500 H.P. tugboats 543 382 Country D
1 pontoon barge 907 496  Country E
Total, Lot 2 1,450 878
Lot 1
1 overloading installation B51 ) 485 Country E
Total, Lots 2 and 1 2,301 1,363

Source: Ports and Shipping Administration.
a. Lowest bid received.

The wide disparity between the price bids from the Uni-
ted States and from the other countries mentioned explains
the decision to place the orders in the latter, It can be
seen that this decision, which Involved the use of some $1.4
million of the country's own cash resocurces on the project,
resulted in a saving of almost $1 million in its cost  of
construction.

Two estimates were recelved on the excess cost of goods
and services imported from the United States for the project.
The first, which was based more on a general impression ra-
ther than detalled calculations, considered a figure of 30 -
35 per cent a reasonable estimate of the excess cost.The se~-
cond estimate was derived from a comparison of prices
charged by the contractors for a sample of materials and of
services with European prices for similar goods and services:
the figure obtained was 15 - 20 per cent. In both estimates
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a large weight was attached to the relatively high scale of
salaries and allowances paid to the United States personnel
working on the project. The figure of 15 per cent shown in
Table 2 should be considered as a fairly conservative esti-
mate of the excess cost of aild on this project,12

Projects (14) and (15) - Iranian National Airline Cop-
poration. Project (14) consisted of the purchase of two jet
aircraft for the Iranian National Airline Corporation. The
decision to buy the particular type of aircraft involved was
determined primarily by the transportation needs of the Cor-
poration; it was not influenced by the credit terms of the
Export-Import Bank loan which are, in any case, relatively
hard._It has not been possible to compare the prices charged
te Iran for these ailrcraft with those charged to other buyers
at that time, but there is no ground to suspect that these
prices are not similar.

The disbursement on project (15) represents payments to
United States personnel for management, technical and train-
ing services rendered to the Iranian National Airline Corpo-
ration. It was possible to examine the scale of salaries and
allowances paid to the United States personnel and to com=
pare this, in some instances, with the pay of the European
experts and specialists of similar qualifications working
abroad. There is little doubt that the figure of 30 per cent
is a very conservative estimate of the excess cost borne if
this case.

Summary and conclusions

The excess cost of tied aid in 1966-67 on the six pro-
Jects for which quantitative estimates were made, even ac-
cording to the very conservative estimates made in this paper
amounts to $1.4 million; this is equivalgqp_;gwgng§: 15 per.
cent of the tatal. disbursements in respect of these projects
(see Appendix II, Table 2). But tnis figure o doubt exagge-
rates the average rate of excess cost incurred on total dis-
bursements under tied economic assistance in 1966-6Z.83  The
reason for this is that the sample projects for which esti-
mates were attempted are confined almost exclusively to the
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transport and harbour group of projects (Section B of Table
2) which according to all available indications involved a
higher rate of excess cost. The rate of excess cost borne on
dams and electric power projects (Section A of Table 2},
which accounted for over 60 per cent of the total disburse-
ments under tled aid, is likely to have been considerably
smaller, (see pp. 7&9). Lt is, therefore, very probable that
the average rate of excess cost on total tied eccnomic aid
received in 1966-67 jwas of the order of 10 per cent or less.

The figures of excess cost shown in Table 2 exclude cer-
tain costs, not easlly quantifiable, which have been imposed
on Iran by tying the assistance given to her. These consist
of: (a) purchases of materials not whnlly suitable to the
requirements of the country; (b) relatively high prices paid
for spare parts; {c) long delays in the delivery of some
goeds; and (d) administrative headaches in managing some pro-
jects (see pp. 12&13).

The burden of excess cost bornme by Iran on tied aid,
even if less than 10 per cent, can by no means be considered
insignificant for a small developing country; attempts are
therefore being made to have it reduced in the future.It is,
nevertheless, probable that the amount of excess cost, mea-

sured as a percentage of the tied economic assistance re-
ceived, is considerably lower for Iran than for most other
developing countries. An examination of the facters which
have enabled the Iranian authorities to reduce the ratio of
excess cost should be of some value to both Iran and many

other developing countries in formulating their policies on
foreign economic assistance.

The major factors which have, according to this survey,
contributed to a reduction of the cost of tied aid in Iran
are:

{a) Success in the diversification of the source of aid,
indicated in Tables 1 and 2 (Appendix II);

(b) Negotiation of global credit agreements, not tied
to specific projects, with the Federal Republic of
Germany, France and the United Kingdom (see pp.6&7)

(c) Utilization of the country's own foreign exchange
resources to finance parts of some projects.
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The first two factors, taken together, have enabled the
Iranian authorities to invite international tenders for many
projects and to utilize the line of credit available to the
most acceptable bidders. This has been true of the allocca--
tion of most of the contracts for dams and electric power
projects(see page 9),and is no doubt largely responsible for
the relatively low ratic of the excess cost borne on  these
projects mentioned. These two factors have also
enabled the authorities to induce competitive bidding among
potential suppliers thereby reducing the cost of imports(see
page 15).

The third factor mentioned above has operated primarily
in relation to the project tied assistance received from the
United States. Despite the relatively easy credit  terms of
the AID loans available for some projects, the Iranian au-
thorities have chosen to resort to the country's own cash
resources in order to procure certain equipment required for
these projects from ocutside the United States at appreciably
lower prices than those quoted by American businessmen (see
pages 15 and 16).

The extent to which a country is able to make use of
some technique or other to offset the adverse effects of
tied economic assistance on costs clearly depends on a num-
ber of political and economic factors which need not  be
discussed here. Generally, however, the less rigid a coun-
try's external relations, the more credit-worthy its eccnomy
and the more effective its planning machinery, the greater
would be its freedom in the choice of suppliers and the
lower its burden of excess costs. This means that some of
the poorest developing countries, in greatest need of breign
economic assistance, are least able to aveid the excess
costs of tied aid. But even countries which find themselves
in a more favourable position in this respect enjoy only a
limited freedom of manoeuvrability in such matters. In other

words, any move to untie, or te tie less rigidly, foreign
economic assistance will benefit all developing countries,
but especially some of those who are in greatest need of

that assistance.
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Notes

In addition to the length of the periods of grace and
amortization, these terms and conditions cover the
form of repayment, i.e. whether in cash or in kind,
and, if in cash, whether in intermal or foredign cur-—
rencies.

These are two important ways of '"tying" aid considered
here; other ald conditions, formal or informal, limit-
ing the freedom of action of the recipient countries
are not taken into account. For a full discussion of
this and other subjects, see J. N. Bhagwati, The tying

‘of atd (TD/7/Supp. 4)and a Secretariat progress eport

The costs of aid tying to receipient countries (ID/7/

Supp. 8).

Developing countries have no special interest in the

important fact that certain public loans with relative-
ly easy credit terms do in effect play the role of an

export subsidy; this is a matter for the consideration

of the industrial member countries of GATT.

The share of the United States in total economic aid

would have been substantially lower in 1966/67 than in

the preceding two vears but for the fortuitous fact
that disbursements on two major projects (lines (8)and
(14) of Table 2), accounting for over two-thirds of
the total United States assistance, were made in that
year.

The contracts under which payments are made have to be
concluded before 19 September 1967; the period covered
by the Plan ends on 20 March 1968.

The sources of informztion for this sectioen of the
paper are publications of the Plan Organization of Fran
and the Ministry of Water and Electricity.

The sources of information for this section of the pa-
per are publications of The Ports and Shipping Adminis-
tration; Ministry of Roads, Department of Road Main-
tenance; Ministry of Roads, Iranian State Railways;and
Iranian National Airline Corporation,

The number of the United States technical personnel
has, however, declined in recent years -~ from over
thirty-five, some time ago, to about twelve.

$50.77 is the difference between the lowerbid received
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10.

11.

12.

13.
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from the United States (3$160.77) and the bid of Count-

ry B (5110.00).

The ''steel sleepers' were now bought at $112 per
the price charged in the past had ranged from $12
$126 per ton.

In view of the wide disparity between the two sets
price quotations, these were verified by a close s
tiny of the correspondence exchanged between the

ton;
2 to

of
cru-
sup-

pliers and the Iranian State Railways. The railway per-
sonnel were firm in their opinion that the lubricators
offered for sale by the two suppliers were cof an iden-

tical model,
It should be emphasized that "excess costs'" on a
ject do not necessarily produce 'excess profits"

pro-
for

the contractors. In this case, a senior emplovee ofthe

contractors forecast a substantial loss for his
on the project; this may well prove to be correct.

firm

The economic aid received for industrial projects(Sec-

tion C of Table 2) is not Included in the figure
"total disbursements", since it consisted almost

of
ex-

clusively of financial transactions - advance payments

on account of future procurements. This alsoc expl
why these projects were excluded from the discus
of "Excess Cost of Tied Aid" in the section IV of
paper.

ains
sion
the



APPENDIX 1%
CREDIT PAYMENT CONDITIONS
The Ministry would prefer to have a loan, governmental or private,
proposed by the bidder, so that it can be applied to the items contracted,

A bid incorporating terms for financing would therefore have priori-
ty over a cash bid.

The following table is providéd for use by bidders offering terms
for financing.

Credit payment conditions

No. Description This part to
be filled out
by the bidder

1. Type of loan {government or supplier)

2. Duration of lean:

(1) Due date of the first principal payment from
the date of the contract

{2} Due date of the first interest payment from
the date of the contract

(3} Date from which interest is charged {in re-
latiocn to the exact date of the contract)

(4) Number and duration of installments

3. Interest pertaining to the loan

4, Costs and expenditures:

(1) Costs of transfer through the bank

(2) Costs of services provided by the bank

(3) Costs of insurance provided in the country
submitting the bid to secure the amount
financed

(4) Other expenses connected with export pro-
motion, costs of other additional insurance,
and so forth

(5) The effect of variation in the rate of cost
of services when there is a lengthy period
involved prior to the signing of the con-

tract
5. Transfer conditiens of the promigsory notes
(considered only when this type of payment
applies):

(1) Condilions the promissory notes covering the
principal must comply with

{2) Conditions the promisscry neotes covering the
interest must comply with

{(3) Relative due dates of the promissory notes
covering the principal and the interest
respectively




6. Miscellaneous conditiens:

(1) Whether the loan of the original country
submitting the bid can be extendad to
cover produccs not manufactured by the
original country, yvet included in the
proposal

(2) Various charges arising from the fact that
the amount of leoan, tentatively approved
and decided upon previously, is not put
to use

Yadergrownd Cableg, Bare Conductors nd Acoes-

*Extracted [rom: Supy f : ‘
5, TQnJﬂp Documents, February 1857, Imperial Go-

nliy
sories, Project No. 25
veroment of Iran, Minis

APPENDIX TI
Table I

External publlc ecconomic assistance

in the years 1964/65 to 1966/67

{Disburscments, in $'000)

Source 1964/65°  1963/66" ' 1966/67°

1. Tied Loans 15,256 22,653 56,709
Federal Republic of Germanyd 5,996 4,199 8,333
France - - 3,413
Lnited Kingdom - - 2,338
Lnited Staces 9,260 17,379° 32,739
USSR - 875 9,686

II. Free loans {(International Bank 5,330 7,009 7,671
For Reconstrucrion and Development)
Total (I + II) 20,586 29,662 64,380

Source: Bank Markazi Izgn (The Central Bank of IrEn} and the Plan Orga-
nization of Iran

Lalendar yLdr Lnuln& 21 March 1965

20 March 1966

" " ' 20 March 1Ye7
"Tied" only te the extent thart no purchases are permitted from main-
land China, from the socialist countries of Eastern Eurcpe and froem
Yugeslavia. '
e. Includes $10.3 million assistcance under i%tle IV of

foer the purchase of wheat and maize,

Ao oW

Pubiie  Law 450



Table Z: Iran: Tled ecomomic assistanc: and its cest ia 1966-67" (in 51,000}

Terms of loan Excess cost of aid
Rate of Repayment Pariod As per cent of in $'000
Date of incerearyl, in yeays Disbursement disbursenent (rounded to "0"}
Saurce of aid Coutract Projeccs Tetal loan per
loan annum Grace period Amoctizacion
{1} [¢3] 3 143 {5} (6} (83 (B = (&) X (7)
S
29,718 i0
(1) F.R. of Germany Lio.A L. 124 Irrigavion necwork for the Euwpress Farah (Sefid- b
Rud) Dum and Cilar Eleczricity 18,250 18.12,63 k13 4 12 4,771
@y "o i No.A.L.2#4  Manjil - Tehran power itne 5,875 21. 4.86 & 3% 1y 3,762
(3) France Mo .l515 3 hydro-electric genekatoys for the Empress
Ferah (Sefid-Rud} Dam 2,415° 1966 5 r 10 725
w - Sundry equipmenc for Tehrdn power network 1.168" " " ’ 1,369
;) - Shah Abbas Greatr Dam 14,584 " " " " 1,519 .-
(6} UK - Sandry projacts for elegtrical equipment and 4
installations in Tehran and provinces 9,498 " 6 5 15 2,338 .
(7) USA ALD No.H-GL& Preparation of master electrification plans 799 26, 6.83 & 5 25 50 a0 10
(8) " Exim Bank No.2238 Power plant (with two 82.5 MW turbimes} for
Farah-Abad, Tehran 70,000 5.11.65 sk 3t 15 13,768 . -
(9) L3SR No.l-9342 2 dams oo Aras River and related installations 38,500 27. 7.63 It - 12 1,616 .
B. Trangport snd harbour eyulpment 18,921 1,420
{10) USA Exium Bank Ha, 2131 Boad malntenance end tachuical services 4,500 75.11.64 54 64 1,552 5 130
Ly " " No.2177 Railroed eguipment 4,200 "o ' o 1,469 30 440
(12} " ALD Ho.K-001 Comstruction of a mection of CENTO Railwvay 7,840 31. 5.64 3k 5 30 108 0 10
(S5 T Ha JH-017 Handar Abbas Harbour 15,000 2b. 6.63 3 7 23 4,559 15 £90
(14) " Extm Bank ‘Ko.2246 2 jer aircratr 9,760 26, 2.66 s+ 1 64 9,760
{15) " ALD No . H-U22 Hanegement, technical and tralning sexrvices 130
for Tranian Nativonal Alrline Corporation 1,500 1.12.64 kr s 3 17 433 3o
C. Industry 8,070
(16) USSR No.8000 Steel plant and related imstallations 154, 000% 13, 1.66 2% + 1z 5,022
an Ne. 3675 Machine manufacturing plant in Arak 38,500° now 2% " . 48
y FOH
Total (A + R+ C) 56,709
- _

Sourpes: Bank Markazi lran (the

Central Bank of Iran); The Plan Organizarion of lran; Ih

ganlzarien of iren; and coples of loan agreements.

Motes:{...)} indicates "unknown"

&. Year ending 20.3.867

b. Part of the global credit of
won " "

c.
a4 woonon "

e,
Koublus
f. The sum

1= 51.1.
of the six

550 miilicn (DM 20 million) granted on 15.8.61.

$60.8 millten (Fr.fr. 300 million) granred on 13.12.63.

511.2 million (€4 million) granred on 19.9.64.

$286 million {Roubles 260 million) granted on 13.1.66 for the

itemy stated only.

Statue of iLomns and of Ertevnal Uredit of the [mperial Sovernment of Iran, [iom September 1955

construc tion of & steel plant, machine manufac

turing factory and gas pipes. Cunversion rate in columm (1) is

to 20 March 1967. Plan Or-

rpunded to



