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Introduction

The challenge of economic development in the modern order is no longer about how to
initiate the process of economic development. Rather, the most critical challenge today is
how to sustain it over the long term. Consequently, development theorists have identified
numerous instances of countries’ unsuccessful transitions to development. However, one
issue that has garnered increasing attention in recent decades is the role of political
interactions and their impact on the rules of the game in economics and development.
Like many other countries, Iran has undertaken numerous efforts to achieve a successful
transition to development. One such effort, which this article focuses on due to temporal
constraints, pertains to the industrial policy during the Second Pahlavi era in the 1960s.
The industrial policy, initiated by some technocrats in the 1960s, achieved considerable
success but, like other attempts in Iran’s economic development history, failed to maintain
its continuity into the 1970s. Regarding studies on Iran’s economic development,
extensive research has been conducted on the failure of the Second Pahlavi’s economic
development programs. These studies emphasize factors such as the rentier state, uneven
development, authoritarianism, cultural fragmentation, state-society conflicts, fiscal and
monetary policies, investment, elites, and the role of great powers in the failure to achieve
economic development. However, what has received less attention in many of these
studies is the role of institutions and interactions that organize transactions in political
markets and their long-term impact on the economic development process. The closest
works adopting an institutional approach include Qarakhani et al. (2021), whose findings,
emphasizing institutional quality, investigate the reasons for the lack of sustained
economic development during the Second Pahlavi era. They conclude that power
struggles, unproductive rent distribution, the dominance of personal relationships, and
similar factors hindered the creation of a process of creative destruction in political and
economic markets. Another study by Taleb and Anbari (2006) suggests that the planning
institution during the Second Pahlavi era failed to succeed due to its alignment with power
holders and global system interests, as well as its inability to find a place among Iran’s
traditional strata. All these points indicate that the impact of transaction costs in political
markets on achieving economic development during the Second Pahlavi era has not been
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adequately addressed. In another study, Radmard et al. (2021), by examining political and
economic institutions in the 1970s, demonstrate that the extractive nature of institutions
was a key factor in the failure of the Second Pahlavi’s economic development programs.
Thus, this article seeks to adopt an institutional approach, prioritizing the dynamics of
political markets, to investigate the reasons for the instability of economic development in
the 1970s. In this regard, the present study raises the question: Despite Iran’s initial steps
toward economic development in the 1960s, why did economic development programs
ultimately fail? In response, the hypothesis proposed is that the high transaction costs of
politics in the final years of the Second Pahlavi era were among the most significant
reasons for the long-term failure of economic development programs. In this study, we
will first elaborate on the theory of political transaction costs and its relationship with
economic performance using the literature of new institutionalism. Subsequently, we will
apply this approach to analyze the reasons for the success of industrial policy in Iran
during the 1960s. Finally, we will explain why, despite the success of industrial policy,
economic development could not remain sustainable in the 1970s and ultimately faced
failure.

Methodology

Process tracing is a qualitative method that enables the identification or refutation of
causal mechanisms within a specific case (Ylikoski, 2015:635). In other words, process
tracing links the independent variable to the dependent variable by uncovering causal
mechanisms and tracing sequences. Process analysis is currently widely utilized in
historical, sociological, political science, and international relations research. In political
science, where the aim of case studies is to investigate causes and effects, the relationship
between different elements of an action is causal, and its primary focus is shaped by the
discovery of causal mechanisms (Crasnow, 2022: 230). Consequently, the significance
and function of research based on process tracing lie in identifying the causal mechanisms
that produce historical and social events.

Data for this study were collected through a documentary method, drawing on a diverse
range of primary and secondary sources to enhance the credibility of the findings. An
integrated analytical approach was employed, combining both qualitative and quantitative
data to provide a comprehensive understanding of the research problem. Qualitative
evidence sourced from memoirs, archival documents, and historical records was analyzed
using the process tracing method to identify decision-making patterns, explain shifts in
policy orientations, and uncover underlying causal mechanisms. In parallel, statistical data
obtained from official sources were normalized to ensure comparability and then
presented in graphical formats. This quantitative analysis served as a complementary layer
of evidence, supporting the empirical testing of hypotheses derived from the qualitative
analysis and reinforcing the overall validity and objectivity of the study.

Discussion and Results

Economic development in Iran during the Second Pahlavi era can be divided into two
markedly distinct periods. In the 1960s, economic development achieved significant
success. During this period, under the premiership of Alam, leadership of the Third
Development Plan was entrusted to a group of technocrats, the most prominent among
them being Ali Naghi Alikhani. Alikhani believed that without state support and without
persistent and sustained governmental intervention, industrial development would not be
attainable (Alikhani, 2015: 161). Accordingly, an industrial policy was pursued with the
support of the state. However, the implementation of such a policy would not have been
feasible without efficient political markets capable of enforcing property rights, since it is
these political markets that determine the rules of the game in the economy. It must be
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noted that political markets are efficient only when they enable cooperation among wealth
holders at the lowest possible cost. The findings of this article indicate that these costs
included mental models, the enforcement of agreements, and information-related costs.
During the 1960s, with a decline in these costs and greater alignment of mental models
among decision-makers, a foundation for collaboration between them and the private
sector was formed. As a result, according to Figure 1, Iran’s economy experienced an
average annual GDP growth rate of nearly 12 percent between 1341 and 1349. For
instance, in 1347, the GDP growth rate reached 14.3 percent, and in 1348 it climbed to
16.7 percent.

Figure (1). Growth GDP in the Iran, Second Pahlavi (1962-1979)
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Source: Statistical Center of Iran

With the onset of the 1970s and the sharp rise in oil prices, the rapid momentum of
economic development in Iran came to a halt. Notably, the industrial sector accounted for
only 1.3 percent and the agricultural sector merely 0.5 percent of the average economic
growth during those years (Nili & Karimi, 2017: 191). During this decade, under the Fifth
Development Plan, government support for the private sector declined significantly.
Within the framework of this plan, only 179.6 billion rials were allocated to the private
sector, representing merely around 11 percent of the total investment made in that domain
(Majlis Research Center, 1974). This stands in stark contrast to the 1960s, when
specialized banks provided between 60 to 70 percent of the financial resources required
for gross capital formation by large private firms. The reduction in state support,
compounded by growing political and economic instability, eroded confidence in the
future and led to a dramatic decline in investment. In fact, the growth rate of gross fixed
capital formation fell to minus 14.2 percent in 1977—just one year before the Islamic
Revolution—indicating a complete breakdown of the economic growth engine (Statistical
Center of Iran, 2024).

This outcome was largely due to the fact that political markets no longer functioned as
efficiently as they had in the 1960s. In other words, they failed to reduce the costs of
political transactions. The findings of this study suggest that a growing cognitive
dissonance between the Shah and his technocrats led to asymmetric information and the
failure to implement agreements with the private sector. Consequently, many investors
who had entered the industrial sector during the 1960s came to realize that continued
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cooperation with the state would only result in the loss of their capital. As a result, they
withdrew their investments and moved their assets abroad during this period (Lajvardi,
1983: Vol. 2). Thus, the history of economic development in Iran once again witnessed
yet another failed and unsustainable transition.

Conclusion

The investigations regarding economic development during the Second Pahlavi era
indicate that the primary reason for the lack of sustained economic development in the
1970s was the high transaction costs in political markets. In the 1960s, political markets
successfully reduced political transaction costs, thereby establishing rules of the game that
facilitated cooperation between political elites and economic entrepreneurs. This
cooperation resulted in Iran experiencing unprecedented economic growth. However, with
the onset of the 1970s, political markets became increasingly inefficient. This inefficiency
was such that transaction costs in political markets rose sharply, leading to a lack of
necessary consensus among political elites regarding industrial policy. Consequently, the
increased political transaction costs dismantled the cooperation between political elites
and economic entrepreneurs, ultimately resulting in the failure to sustain industrial
development during the Second Pahlavi era.

Keywords: Economic Development, Political Exchange Cost, Pahlavi Il, Political Elites,

Industrial Policy-making, Process Tracking
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