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Chapter 19

B. F. GOODRICH IRAN, S.\.

Inavgurating an Industry

Rising incomes and development cfforts have occasioned a
noteworihy increasc in the number of automotive vehicles and the
accompanying consumption of rubber tires and tubes in Iran.
Lacking an cxtensive railroad system, road traffic has become the
backbone of communications and trucking the principal means
of transporting hcavy materials throughout the country. By 1961
there were approximately four times as many vehicles as in 1948,
and local automobile assembly plants for several European and
Amcrican manufacturers, including Willys, Fiat, Mcrcedes, and
Ford, cxisted or were in planning stages. Persian consumption of
rubber tires and tubes averaged almost $17 million in rccent years,
all of which was imported. Nonmilitary demand of one million
units was expeeted to grow by 10% annually.

Scvcral years ago, the Shah’s Pahlavi Foundation invited in-
ternational rubber companics to send representatives to Tehian
for discussions on establishment of a domestic rubber industry
with forcign technical and financial assistance. The B. F. Goodrich
Company of Akron, Ohio, which accounted for approximately
one-fourth of the local market through a few independent dis-
tributors, thus began to investigate the feasibility of a Persian sub-
sidiary. Goodrich analysts were impressed both with the cxpanding
cconomy’s consumption potential and with favorable changes in
investment climate in the mid-1950’s, manifested by government
tax and forcign investment lcgislation. Participation of Iranian
private investors in the ncw company was deemed essential as a
sourcc of local market and eredit information and as an additional
protective factor against political risks.

Ncgotiations undertaken with the Persian government resulted
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in complete excmption of plant aml equipment from Ludls and
anthorization of duty-free raw materiad anports for e sears.
1n addition, as a 1w pmducli\c imdustrial investment, Goodiich
lran was granted a five-year tox holiday, interestingly, the agree-
ment prm'idcd total tax cxemption even though the project was
to be located within the 60-kilometer Fehran arca wlich would
nornally  qualify for only 50% mcome deduction. Dircussions
were also held on the subject of nfant industry protection, but
despite verbal promises the gosernment delayed any formal com-
mitment.  Import lobbies were quite active, and the confusion
accompanying scveral changes of government did not help. In
fact, one of the company’s major concerns was a pyrarniding of
tire and tube imports that dated roughly from the time B. F. Good-
rich's plans became common knowledge.

In cooperation with a group of Persian investors, the American
firm established Goodrich Iran S.A. in 1959 with capitalization of
$5.4 million. Parcnt company financing—$1.54 million in con-
trolling equity, $1.0 million long-tcrm loan, and more than $1 mil-
lion in support of finished goods stocks—represcnted the largest
forcign investment in Irau outside the oil industry. B. F. Goodrich
applicd for and was accepted for AID investment guarantees
totaling $6.2 million against cxpropriation and over $10.5 million
to corer convertibility risks for transfers of both capital and
profits.

The factory, located some 12 kilometers from Techran at
Hassan-Abad, would utilize chiefly U.S. cquipment and would
cmploy over 500 workers in three shifts. Construction on the site
was bcgun by Swedish contractors in 1959. The industrial com-
plex also included a self-containcd power plant and water system.
Potential annual capacity of 50% of Tran's present tire and tube
requirements would save an estimated $6 muillion to $7 million
per year in forcign exchange. Besides local production, the new
company would attempt to hold part of the import market as
agent for Goodrich tires and tubes, which would account for
approximately 15% of its tota! sales.

Distribution outside of Tchran would be handled by an inde-
pendent dealer in each provinee, supplicd with stocks on consign-
ment and selling in turn to subdistributors within his arca. This
ystem, which minimized the number of debtors 1o Goodrich and
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at the same time sened a warchousing function, was nuade pos-
sible by relative geographical isolation of provincial  centers.
Sixty pereent of national consumption, however, is i the capital
ciny, where division into diserete markets is not enforecable, while
appeintuient ot only a few large dealers would present {rom the
factory’s standpoint a possibly dangerous concentration of power.
Thus, Goodrich Tria st work with about 120 separate dis-
tributors in Tchran alonc.

In addition to its capital contribution, B. F. Goodrich of Akron
entered mto a 20-year technical agreement with the new company
to supply research, development, cnginecring, and other scrvices.
The US. firm provided seven cxperienced cxecutives to fill the
positions of general manager, trcasurcr, and hcads of production,
sales, statistical control, chemical, and dcsign departments. Good-
rich’s goal was to replacc gradually four of the seven with lranians
as they gaincd expericnce and proved their qualifications; the
general manager, treasurer, and plant managcr, howcver, would
remain parcnt company personnel for an indefinite period. Fur-
ther, two Goodrich engineers superviscd construction, machincry
installation, and start-up operations, and eight American forcmen
scrved for six manths as labor trainers. B. F. Goodrich also hired
nine Persian graduate engineers from U.S. universitics and trained
them in production processes and techniques for several months
at American plants; these engincers would be the key production
forcmen, joined by nine locally employed Iranian chemists and
technicians.

By the spring of 1961 the plant was erccted, equipment sub-
stantially in place, and the entirc project about three months ahead
of schedule. The first tire was turncd out in mid-Fcbruary, and
subscquent wecks were spent in testing both machinery and prod-
ucts. Due to its size and significance, Goodrich Tran hardly could
afford a mistake. Official production commenced in April, with
a gradual adjustment from one to thrce full shifts per day reached
by June.

Equity Capital

The capital cost of $5.4 million included about $1 million for
land and basic construction, $1.2 million for power plant and
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water systom, and the alanee for maufactiring cquipment,
Bty comprise 1 just over half of this capital stroctune: 2.8 mil-
licn in SO000 17dl (S667) <hares, The parnt company held 55%
CSTSE mllion with the rennainder subscribed by local inves-
tors, A majority of the Tranian shiane was takeir by Pabilavi Founda-
tion and two individuals  a prominent politician husinessman and
a lcading bazaar merchant cum vice-president of the Tchran
Chamber of Commierce. The balance was sold to 54 other plivatc
investors in blocks of 10 to 500 shares. “Ten pereent of cqpuity,
divided in the same proportion between American and Persian
interests, was designated preference stock o reccive double divi-
dends as an acknowledgment of otherwise uncompensated cfforts
during negotiations, stock distribution, and organization.

The stock was not publicly offeied and, as in virtually all
Persian corporations, the sharcholder group was bound together
by personal relationships. No ditficulty was cxpericnced in recciv-
ing commitments for the entire portion of Tranian equity. In fact,
the number of individual stockowners is far greater than would
be apparent from subscription lists, since some major holdings
actually represented a pooling of many interests—perhaps  ap-
proaching 250 in all. Through this mcans, facilitated by bearer
shares, well-connected investors served as distribution channels
to their own friends and relatives, reeciving in return the influence
associated with large share control; this is uan interesting parallel
to the informal “underwriting™ that occuried in IMDRBI's issue,
described carlier. Local enthusiasm for the stock was high because
of the prominent forcign participation - which rcassured smaller
savers —and from an appreciation of the new product’'s market
potential. Although bearer shares would imvolve some technical
difficultics in arranging for dividends and stockholder mectings,
the promoters b lieved markctability was increased because of
imvestor preference for anonymity. A similar coneession to custom
was the arrangement for stock sale on an installment plan, with
S0 down and the balance payable over a year.

The relatively broad ownership would assist: Goodrich Tran's
aceeptance i the local cconomy, and at the same time could be
helpful in providing domestic bank conncctions and credit infor-
mation on customers. There is cvidence that the chief sources
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of ivestment funds were land and trading profits; at least one
sMurcowner adumitted that he even sold g village in order to raise
vash, Many Lirge siockholders cemphasized that their investment
soal was not high imunrediate dividends but rather capital appre-

ciation, Geodrich Tran sharcs almost immediately went to a 30%
premium in informal bazaar markets.

Long-Term Debt

To finance local construction costs, RLF extended a ten-year
$1.6 million loan at 4%, secured by first mortgage. This ratc of
interest is exteemely low for Persia and can be considered as
another cvidence of government concern for domcstic rubber-—
particularly in light of the theoretical 6% rate on RLF credits.

The parent company advanced $1 million, also for ten ycars
at 4% . This loan, which was unsecured and, of course, sub-
ordinated to other long-term debt, financed capital cquipment
imports. '

INDBI was involved in the project with an cight-ycar $1 mil-
lion credit at 10% interest. The factor of foreign association was
important to the bank, and one of its conditions was continuance
of the American firm's capital participation and management con-
trol for at least the outstanding term of the loan. However, ncither
this nor any other Goodrich Iran debt was guarantced by the
parent company.

With the bank's DLF ind IBRD credit lines hardly touched by
borrowers, IMDBI was firm in insistence on a forcign exchange
advance. Goodrich Iran would, of course, have prefcrred also to
transfer local currency loan proceeds for imports as necded, but
the unavailability of additional financing from Bank Mclli/RLF
and the absence of other local facilitics for long-term capital forced
it to accept the forcign exchange risk. IMDBI utilized DLF re-
sources because Goodrich Iran expected to purchasc primarily
from the United States. ! A direct DLF credit
would have cost the company 4% less in intcrest, but since the
amount was within IMDBI's capacity, DLF preferred not to
enter into compctition with an institution under its own support.

A special difficulty connected with this loan was the policy of
both DLF and IMDBI to dcbar working capital financing. By
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the time that Goodrich negotiations with the bank were completed,
however, all capital cquipment had been ordered, and the com-
pany's financial need remained. With special DLF permission,
Goodvich actually utilized loan procceds for initial raw matcrial
inventorics. The Dacdalian reasoning by which these funds were
considered to have metaphysically “replaced” resources previously
cxpended on fixed asscts has been mentioned in Chapter 15.

Another major issuc of the IMDBI loan was sceurity. Although
Bank Mclli’s 130% coverage? did not include all of Goodrich’s
fixcd asscts, its loan contract terms cffectively blocked any first
mortgage on remaining property. Since IMDBI could not have its
customarily required first licn, tripartite ncgotiations induccd Bank
Melli’'s accession to a coopcrative liquidation plan notwithstand-
ing IMDBI’s nominal sccond mortgage. If IMDBI docs not agree
to a joint auction in a given situation, Bank Mclli must make three
attempts to rcalize a price that would cover both banks’ claims;
only if there is no response after the third advertisement can Bank
Meclli foreclose on its own behalf as first mortgagee. The restriction
of scparate action by Bank Melli at the possible expense of the
sccond lien thus improves IMDBI's position over that of a normal
sccond mortgagee.

The insistence of both lenders on after-acquisition rights was
a scrious concern to Goodrich Iran. Although this clause enhanced
the creditors’ position in any liquidation, it climinated potential
security for debt financing of additional working capital ncces-
sitated by plant enlargement, since any ncw fixed assets would
have been automatically subsumcd under the existing first and
sccond mortgages; purchase of thc added cquipment itself was
a comparatively smaller problem duc to supplier credit availability.
This issue was met by an exchange of lctters between Goodrich
Iran, Bank Mclli, and IMDBI, under which the banks agrecd to
provide rcasonable credit facilities for future expansion, and to
assist the company in procuring outside financing in case they
could not themsclves loan cnough at the necessary time. Such

'In fact, most machinery had been billed so carly that prohibitions o
retroaclive financing prevented cven reimbursement of prior obligations.

'On 1wo loans: §1.6 million alrcady mentioned and a shorter term
working capital advance of $1.0 mittion discussed below.
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assistance, ahhnugh not defined, could presumably fivolve par-
ticipation with Jomestie or forcign Ienders, guarantee of any new
loans, wiiver of after-acquisition rights, or any combination of
theee,

1t should be noted that unusually long grace periods extended by
both Bank Melli and 1MDB] reflected an appreciation of liquidity
problems in sctting up a pionecring factory employing complicated
technical processes, Bank Ml loan rcpayments were not sched-
uled to begin until 1966, a six-year grace period, while IMDBI's
first insta"'ment was not due unti] four years after initial drawdown
was made in 196],

Working Capital Financing

The financing of working capital requirements was an cven more
difficult challenge to Goodrich Iran than establishment of the
ccpital structure, It was originally cstimated that working capital
of $2.0 million to $2.5 million would be necded. By the summer
of 19€0 this appraisal had been raised to over $4 million, and in
the spring of 1961, with the factory about to commence produc-
tion, the figure stood at nearly $7 million. This extraordinary revi-
sion was caused chiefly by underestimation of factors in the Persian
economy which entailed carrying heavier receivables and inventories
than originally planned. Even normal delays and discontinuities
became intensified by the stabilization program which descended on
the business community in 1960-1961. Moreover, local distributors
for competing tire producers stockpiled imports in anticipation of
infant industry protection for the new plant. The resultant tem-
porary market glut, combined with general liquidity tightness,
obliged the company to carry receivables of some 130 dealers for
12 months or more.? At cstimated annual sales of 800 million rials,
an average of 400 millicn rials ($$.3 million) would be required
for accounts receivable. Goodrich had evidently encountered the
not unfamiliar problem of Persian manufacturers being constrained
to finance the bazaar,

Further, the long dclivery times for raw matcrial—all of which

* This would involve careful appraisals of individual credit risks and
limits, and decisions on whether additional endorsements on dealer softehs
or, in rarer caces, local bank guaranices should be required. -
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must he imported---required relatively high investment in inventory,
Of $4 million in annual raw material, at least a two mouths’ supply,
or roughly $670,000, should be on hand to allow for lead times.
Finally, approximately $750,000 in organization and start-up cx-
penscs, plus an unspecificd contingency, remained to be met from
sources other than long-term debt and cquity capital. In sum, total
additional financing cssential for Goodrich Iran was as follows:

Receivables $5,330,000
Inventory 670,000
Organization and stari-up costs 150,000

Total $6,750,000

The ncw company expended considerable cffort in securing
financial support for these nceds. Bank Melli supplemcnted its
long-term loan with a two-ycar line of credit cquivalent to $1 mil-
lion at 8.5% intcrest which could be rcnewed at Goodrich Iran's
option.

The firm also hoped to conclude another arrangement with Good-
rich U.S.A. for intcrim aid; in particular, the deferral of payments
for approximatcly $1 million in Goodrich finished products al-
ready rcceived by the local company as distribution agent. This
would permit utilization of sales revenue by Goodrich Iran rather
than its immediate transfer to the parent company. A further
liquidity concession was that 6% interest on this credit would be
payable from the time of eventual sale rather than the arrival date
of the goods.

An additional sum of perhaps $1.3 million could be financed
through revolving open accounts with raw materials suppliers
averaging 90 to 120 days and extending up to one year. Negotia-
tions were also completed with American firms, and were under
way with Japanesc and European supplicrs, to furnish goods with-
out the bank guarantee customarily rcquircd from Persian import-
crs—4% to 5% in guarantee fees could thus be avoided. Goodrich
Iran attributed to the parent company's intcrnational reputation
thc favorable tcims it was able to clicit from forcign suppliers.
The implication of financing raw material purchascs in this magni-
tude is, however, an absolute punctuality in mecting the obligations
as they fall due, in drder to maintain the credit lines, This placcs
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additional preminm on accuracy of cash flow projections as wel
a8 provision of g liquidity sa'ety margin,

Negetiations were also undertaken for a loan from Chase Tnter-
national Investment Corporction, which became interested in the
project from its association with IMDBL* Chase Tnternaviena]
offered $1 million at 10%, rcpayable in two cqual instatlments
after two and one-half and three and onc-half years, and carryin
an option to purchasc Goodrich Iran sharcs from 1962 to 1964,
No agreement was concludcd, howevecr, although Chase applicd
to AID for an investment guarantce. Goodrich Iran, while con.
ceding a higher interest charge than on its Bank Mcl)j or Amcrican
credits, preferred a longer term in light of its othcr short-run
commitments, and would no; in any case consider issuance of stock
options at that time. (A sim’lar IMDBI proposal was also succcss.
fully resisted by Goodrich Iran.)

Another source of funds could be rials generated undcr the 1960
U.S. Public Law 480 commodity import program. Over $1.6 mil-
lion had been allocated for Cooley Amendment® loans to U'S, firms
or their afliliatcs for purposcs of business devclopment in Persia,
Goodrich Iran formally applied to the Export Import Bank, which
administcrs the loan program, for a nine-month, 112.5 million rial
($1.5 million) credit. However, singular delays in deposits of salcs
procceds by the Persian government resulted in only a few thou-
sand dollars equivalent being available for Cooley loans by the
summer of 1961,

The company also dealt with several local banks for discounting
customcrs’ notes; verbal commitments were made which could pro-
vide another $1 million at rates varying bctween 10% and 12%.
Bccausc of Goodrich Iran’s size and credit rating, even the moncy
markct tightness did not seriously affect its cfforts in this respect.

Finally, management considered possibilities of discounting high
denomination reecivables of promincnt Persian merchants in the
Bcirut short-term money markct. Such financing would undoubtedly
require Goodrich Iran and perhaps Bank Melli guarantces, but
becausc of the quantity of investable funds secking outlets in Beirut,

* Possibilities for such Joans were a facior in foreign bank participation
in IMDBI. (Sce Chapter 12.)
*P.1.. 430, Tille 1, section 104(e).
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net cost wonld probably be tower than at home, cven inchiding
approximately 2% for cirrency conversion. There would, how-
ever, be a foreign exchange risk involved which, given rial uncer-
taintics and the absence of a forward market, could be a scrious
drawback to this source.

Working capital financing can thus be summarizcd in the follow-
ing format:

Definite
(in millions)

Bank Melli $1L0
Forcign suppliers 1.3
Total definite $23
Probable
B. F. Goodrich (U.S.A.) $1.0
Under Negotiation
Chase International $1.0
Local banks (discounting reccivables) 1.0
Beirut (discounting receivables) 1.0
Public Law 480 Cooley loan L5
Total probable and under negotiation $5.5

These tigures of $2.3 inillion in definite loans and $5.5 million
under consideration can be compared with cstimated short-run re-
quircments of $6.75 million, as listed above. The sccond year of
opcrations was expected to be a critical period with respect to cash
flow. It is evident that, since raising additional cquity was not con-
templated, the negotiations with prospective funding sources were
crucial. If one or more of these altcrnatives proved unfeasible,
Goodrich Iran counted on augmented parent company short-tcrm
arrangements and/or discounting more receivablcs with local banks,

Profits and Prospects

The case of Goodrich Iran S.A. is an important examplc of a
large forcign industrial invcstment in a devcloping cconomy. Be-
causc of the significance of this project to Iran—in terms of size,
introduction of new products, balance of payments implications—
the government offered extensive cncouragements to the promotcrs,
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inclun.ling special tniff and tax excmptions, infant indus(ry protce-
tion, and low-cost long-term credit,

Geodrich Iran also exemplified some of (he conditions and up.
certaintics of foreign investment, Among noteworthy points are the
consiclerations imvolved jn attracting local private €quity participa-
tion, he original underestimate of working capital, the scope of
negotiations necessary for completing financing arrangeinents, and
the provisions for expericnced management and training of local
personnel, Undoubtedly other factors will present themselves ng

project is particularly intéresting in that it illustrates the full range
of financihg possibiitics, including domestie and foreign equity,
state bank, parent .company, private development bank, forcign
supplicrs, local commercial banks, foreign investment bank, and
even a neighboring country’s short-term money market. The Good-
rich Iran case demonstrates considcrable Mmanagement and finan-
cial ingenuity in meeting’ risks and opportunitics of industrial
innovation in an underdeveloped country.

I the company earns 20% profit (before Interest) on It ex-
pected 800 million rial annual sales, a sum of 160 million rials, or
$2.1 million, would be available for interest, principal repayments,
rcinvestment, and dividends, Interest charges will probably total
approximately $650,000, leaving net profit of $1.4 million of 50%
on equity. Such a return is enabled by the high leverage factor in
financing all of the large working capital requirement with debt,
The leverage factor entails, however, a concurrent responsibility to
mcet loan repayments out of carnings. It is evident that with a
possible $7.1 million of funded debt (exclusive of supplicrs’ credits
and discounting) at terms ranging from two to ten years, a very
substantial proportion of cash flow will be absorbed by principal
installments,

Goodrich Iran has, In fact, stated that its dividend policy will
be conscrvative in the beginning, and that no dividend at all should
be expected in the first fiscal year. This would seem contrary to
Persian tradition but, as noted above, the investor group asscmbled
by the local promoters has professcd long-run goals. It remains to
be seen how far sharcowners’ paticnce will extend and what kind of
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“token™ dividends will be required. 1f this project is successful in
terms of its local owners’ satisfaction, it could have a salutory cffect
on p-evailing investor shortsightedness and thus contribute signifi-
cantly to capital market development in Persia. For the company
itself, the state of stockholder attitudes will doubtiessly have major
implications on any contemplated future cxpansion,

Ccrtainly, if carly cash stresses cah be overcome, the project
appears ablc to gencrate a profit rate which would justify initial
risks and providc ample scope for liberal dividends as well as rein-
vestnient. Working capital necds should become proportionately
fess as time gocs on. Return of credit case in Tran will reduce some-
what the nccessity to financc sales for periods of a year or longer.
Similarly, development of a domestic chemical sector could lessen
Goodrich Iran’s dcpendence upon forcign raw material sources:
purchasc of synthetic rubber and carbon black from the planncd
petrochcmical industry, as well as other inorganic chemical com-
pounds from small local supplicrs, would rcduce raw material
inventories to be stockpiled and financed.

Expansion is not a rcmotc likclihood: company officials csti-
mate that a doubling of plant capacity, involving an additional $2
million investment, could be feasible within five years. By then
possibilities for a new cquity issue may be promising. In the mcan-
time, the prospects of Goodrich Iran, as Persia’s largest foreign
industrial venture, are being closely obscrved by government, the
private business and financial community, and other potential
forcign investors.









