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 Abstract  

Iran’s economic policies since 1979 and its isolation from international economic relations have had 
a substantially deleterious impact on the country’s economic development and its citizens’ well-being. A country 
with ample natural resources but struggling with “Dutch disease,” in effect deeply vulnerable because of its oil 
revenues, had yet to return to its 1976 real GDP per capita peak after the Joint Comprehensive Plan of Action 
(JCPOA) was adopted in October 2015. Foreign investors and businesses had rushed in to Iran to enjoy a large 
market and population and a large proportion of highly educated young people. However, after Donald Trump 
became United States president the story reversed and foreign businesses began retreating from Iran as of 4 
August, 2018, and on 5 November, 2018, new unilateral sanctions were imposed on Iran. This article sheds light 
on several perspectives for Iran’s economy and its structure. Most importantly, it provides reasons why Iran has 
not been able to return to its sustainable development path. Furthermore, it is recommended that Iran needs 
to continue the moderate path, strengthening its relations with other countries, particularly with the European 
Union. 

 
Iran’s long-term economic perspectives 

Iran’s economic policies since 1979 and its isolation from international economic relations 
have had a large negative impact on domestic economic development and Iranians’ well-being. 
Iran’s real gross domestic product (GDP) per capita (either in local currency or in constant 2010 
dollars) has not yet reached its pre-revolution levels (Figure 1). 

Some economists1 might argue that Iran’s GDP per capita in purchasing power parity (PPP) 
terms (in particular in the Penn World Table data by Feenstra et al.2) is at a relatively better position 
now than PPP GDP per capita in 1976 and PPP GDP per capita of many other countries whose 
GDP per capita in constant USD is now much higher than that of Iran. Indeed, income in PPP terms 
could be a good indication for purchases of a basket of specific products like housing, gas and ener-
gy, primary food, etc. that in the case of Iran are produced mainly domestically or purchased though 
generous subsidies that are not transparently accounted in Iran’s GDP.3  However, PPP neglects the 
purchasing power of internationally traded commodities that Iran cannot produce or those in which 
Iran in not yet self-sufficient like electronic devices and high-tech pharmaceutical products and me-
dicines. While PPP also takes currency depreciation in to account, a GDP per capita in constant 
international USD might better reflect the dynamics of the level of development in the country and 
the affordability of the average resident of that country. Some scholars4 argue that countries with 
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larger income per capita have a higher quality of imported products (such as iPhones and iPads). 
Being able to import a very high-quality smart phone, medicine, or pharmaceutical and surgical 
devices that cannot be purchased in PPP terms but in nominal terms is a good example of why 
growth in real GDP per capita matters more than the GDP per capita in PPP. 

Nevertheless, this long-run deterioration is caused by several factors. It is firstly because oil 
production has never reached its level of before 1978, which has been due to losses in Iran’s global 
and OPEC market share.5 Since the Yom Kippur War of 1973, the global oil market had been 
finding new sources in Siberia, the United States, and elsewhere, while the Islamic Revolution 
reduced the OPEC market share dramatically. The hostage crisis in Iran after the Islamic Revolution 
in 1979 was a turning point in Iran relations with the international community. After this event 
Iranian assets worth of around USD 12 billion were seized by the US government as the first round 
of sanctions imposed by the US. Such animosity with the US discouraged multinational enterprises 
(MNEs) from having foreign direct investment (FDI) in Iran, which were specifically operating 
in the extraction of oil and gas. This further pushed down oil revenues that Iran could have enjoyed 
in the past 4 decades. 
 

 
 

Figure 1.  Real GDP per capita, level and growth, 1960–20166 

 
Secondly, the eight-year war with Iraq starting in September 1980 was characterised 

by destruction, death, austerity, and rationing of primary commodities, as well as average annual 
consumer price inflation of around 20%. From 1980 to 1988, Iran’s real economy shrank by an 
average annual rate of 1.6%, while along with the growing population per capita real income shrank 
by a 5.4% average annual rate. Iran’s trade (imports plus exports) to GDP ratio dropped to its 
lowest level of 14% in 1986 and net inflows of FDI became negative. 

                                                             
5 Two other oil-dependent countries in the region, namely Saudi Arabia and the United Arab Emirates, have 

also experienced historic real GDP per capita peaks in 1980, when the inflation-adjusted price of oil stood at above 110 
USD. 

6 World Development Indicator (WDI), https://datacatalog.worldbank.org/dataset/world-development-indicators 
(accessed 1 July 2018).  
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Thirdly, at the time of Iraq-Iran war there was widespread rhetoric by the Spiritual Supreme 
Leader of Iran, Ayatollah Ruhollah Khomeini, to incentivise having more children, which 
effectively led to a 45% growth in the  population from around 39 million in 1980 to 56 million 
in 1990, and 80 million now (Figure 2).  

Fourthly, the destabilised economy under sanctions, characterised by very high inflation and 
a weakening currency, had further serious negative effects for the future of Iran’s economy. 
Generally, Revolutionary Iran was lacking economic expertise and suffered from mismanagement 
of the economy, which was evident in the early years after the revolution and for eight years of the 
presidency of Mahmoud Ahmadinejad. In addition and being isolated from the international 
community via heavy sanctions, Iranian authorities have mismanaged resources through large state-
owned enterprises and lacking competitive markets. 
 

 
 

Figure 2. Population development of Iran, 1960–20167 

 
Structure of Iran’s economy and “Dutch disease” 

Oil and gas have played a major role in the Iranian economy, particularly when the price 
of oil was at its peak during the period 2006–2008 (see Table 1). Oil and gas, and natural resources 
in general, are capital-intensive sectors that do not generate much employment in an economy. 
Because governments are willing to finance their budgets and fiscal policies with these easy sources 
of revenues, improvement in these sectors usually have a correlation with the worsening 
of productive industries and tradable sectors. This phenomenon is sometimes referred to as “Dutch 
disease” in the economic literature as a hindrance to sustainable economic development.  

In one of the seminal conceptual works on “Dutch disease” by Corden and Neary,8 small 
open economies tend to relax the endogeneity of export prices, so that the prices of all tradable 
products are exogenously given in the economy. Either these assumptions could be relaxed or other 
arguments could be made to explain “Iranian Dutch disease.” They are as follows. Firstly, the share 
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of Iran’s exports of oil and gas in the world is not negligible and it can have an impact on global 
prices, thus, Iran is not a small closed economy. Secondly, the total trade to GDP ratio in Iran 
hovers around 40%, which is as open enough as Turkey and Russia but lower than many open 
countries like European Member states. Thirdly, Iran’s government expenditure is very much 
dependent on the revenues from exports that make it very vulnerable to economic sanctions, 
as in an open economy (e.g. Russia). Fourthly, having an impact on global prices does not 
contradict the main argument in the “Dutch disease” phenomenon that other tradable sectors 
become less productive or less competitive in the longer run. Fifthly, statistics regarding Iran’s non-
oil exports to the world indicate that its other tradable sectors have not become much more 
competitive than before, as has been the case with some other non-oil countries like Turkey or 
Eastern Asian countries. Overall, it can be argued that in Iran it matters how these revenues are 
spent through government expenditures to maintain sustainable development boosting other 
tradable sectors, which has not been materialised in the past decades due to either isolation or 
economic mismanagement. Furthermore, it is important to note it would be a mistake to consider 
services a non-tradable sector because several modes of services are now traded, as shown in global 
statistics.9 However, the non-tradability of a sector can be seen even in the manufacturing 
or agricultural sector, where comparative advantages and the competitiveness in the global markets 
are too low that their outputs are not exported.10 

By removing oil from GDP, the major component of economic activity is derived from the 
services sector (Figure 3). Iran’s economy is characterised by a sizeable services sector, parts 
of which are tradable, such as tourism, in which Iran suffers from a trade deficit, or the IT and 
finance sectors in which Iran lags behind global developments due to self-filtering and self-
isolations from international regulations such as those by the Financial Action Task Force (FATF). 
Since 1991 the average share of the services sector in the gross value added of the total economy 
has hovered around 50%. Advanced economies such as the EU have been continuously increasing 
their share of services value added from 66% in 1991 to 74% in 2016. This is partly because 
of a large share of value added being produced by knowledge-intensive upstream sectors 
(or business-related services) such as design and R&D or downstream such as financial and retail 
sectors. The share of services in less advanced economies are also increasing, a phenomenon 
Rodrik11 calls premature deindustrialisation that chokes off the rapid convergence of low-income 
countries via stagnating productivity and low innovativeness. Moreover, the share of public services 
in the EU reaches up to around 30% of GDP, while that share is comparatively small in Iran despite 
its large government. This may be due to the large share of Iran’s economy being owned by state-
owned enterprises, which are not reflected in the public services but in other services sectors 
of the economy.  
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Effect of International Sanctions on Iran’s Economy: A Role for the JCPOA                                              29 
_________________________________________________________________________________________________________________________________________________________________________________________________ 

 

Year 
1991/ 
1992 

1996/ 
1997 

2001/ 
2002 

2006/ 
2007 

2011/ 
2012 

2016/ 
2017 

Agriculture 14.2 14.8 11.2 8.8 8.0 13.1 

 Agriculture, hunting and forestry 13.8 14.4 10.9 8.6 7.7 12.7 

 Fishing and fish farming 0.5 0.4 0.3 0.2 0.3 0.5 

Industry 35.9 37.5 36.5 41.8 42.7 33.5 

 Mining & quarrying 7.5 14.7 15.8 21.4 16.4 9.1 

 Oil and gas 6.8 14.2 15.2 20.7 15.6 8.2 

 Other mining 0.7 0.5 0.6 0.7 0.8 0.9 

 Manufacturing 19.9 14.6 13.9 13.0 14.0 14.3 

 Production & distribution of electricity, 
gas, water 1.3 1.8 2.0 2.4 6.9 7.3 

 Construction 7.3 6.4 4.9 5.0 5.4 2.9 

Services 48.3 48.5 51.9 49.5 48.3 52.6 

 Trade, repair, hotels, and restaurants 17.3 15.9 16.0 14.2 14.2 15.5 

 Transport and communications 6.6 5.4 7.4 7.1 7.1 8.6 

 Financial activities 1.0 1.0 2.0 2.8 2.7 1.5 

 Real state and business 11.4 13.0 12.0 11.1 11.0 12.5 

 Public administration, health care, 
social services 11.1 12.2 13.0 12.8 11.5 12.4 

 Social, personal, and household 
services 0.9 1.0 1.5 1.6 1.6 2.1 

 
Table 1. Breakdown of gross value added in Iran by economic activity, 1991–2017, % of total12 

 
According to the most recent available data, during 2016/2017 (the Persian calendar year 

1395, which starts on 20 March 2016), the largest contribution to the services sector came from 
trade, repair, hotels and restaurants, making up 15.5% of the total value added in the economy. Real 
estate and business services account for the second largest share in the services sector. This sizeable 
non-tradable sector in Iran is driven by the important role of business brokers and intermediary 
businesses. This could be, on the one hand, an indication of “Dutch disease,” where the tradable 
sector is mainly fuelled by income from extraction and sale of natural resources. On the other hand, 
Iran is characterised by very high annual inflation and very low or frequently negative real interest 
rates. This encourages the retail sector and business transfer agents of the economy to be more 
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active as inflation pays close to or sometimes larger than the nominal interest rates paid by the 
banks. In other words, instead of investing in tradable sectors of the economy such as the 
manufacturing or other tradable services like transport and communications where the economy 
produces real output, investors invest in retail and real estate, where inflation automatically 
generates large profits.  

The second largest contributor to Iran’s GDP is industry, which accounts for around 38% 
on an annual average since 1991. However, a very large part of it comes from mining and 
quarrying. Value added in oil and gas production has been around 14% of annual gross total value 
added in the same period. In 2004-2009 value added generated by oil and gas was above 21% 
of total value added. As mentioned above, the very large share of natural resources in the economy 
points to “Dutch disease.” 

Agriculture as the third largest sector has a relatively small role in Iran’s economy, 
accounting for around 12% of total gross value added since 1991 (annual average), though with 
some fluctuations. From 1991 to 2001 agriculture made up around 14% of Iran’s economy in annual 
average terms, but declined thereafter to around 9% for about one decade. Since 2013/2014 
the share of agriculture in Iran’s total gross value added has been slightly above 12% and gradually 
increasing. If we exclude oil from the calculations (Figure 3), in the period 1991/92–2016/17 
agriculture accounts for around 14% of the annual average of non-oil value added in the economy. 
From 2004 to 2012, during the presidency of Ahmadinejad, agriculture had its lowest share in non-
oil value added, about 10.7% on average. In other years since 1991, that share was above 13%. 

 

 
Figure 3. Economic activities in non-oil GDP13 

Persian Calendar years starting from March 21st of Gregorian Calendar is used. 

 
According to the Statistics Centre of Iran, crops made up the largest share in agricultural 

value added of around 38.7% in 2011/2012, of which wheat accounted for above 14.5%, industrial 
crops 3.8%, beet sugar and sugarcane 2.5% and rice 2.4%. According to the Ministry 
of Agriculture14 in 2016, 14.5 million tonnes of wheat was produced. This is the largest item in total 
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crops (in tonnes), accounting for 17.5%. The next most important crops are barley (3.7 million 
tonnes), with a share of 4.5% in total crops, and rice (2.9 million tonnes) with a share of 3.5%. 
Since 2004 Iran has reached self-sufficiency in wheat consumption.  

These developments take place despite environmental and climate concerns. Drought and 
water rationing in some Iranian cities during the hot summer days have become a regular 
phenomenon in the past decade. Mismanagement of water resources15 (e.g. construction of dams 
on Iranian rivers, a bridge over Lake Urmia) and extensive water use for farming have be an 
important cause of drought in Iran. A recent study by Mesgaran and Azadi16 raises the alarming 
scarcity of water resources as an argument for better management of agricultural production in Iran. 
They recommend reduction of agricultural production and importation of these products 
as a substitute as the only solution to the water crisis in Iran.  

 

 
 

Figure 4. Employment share by economic activity, 1991-201617 

 
Services and industry employ the largest portion of the population in Iran (Figure 4), while 

the share of employment in agriculture is relatively larger than the share of its value added in total 
GDP. Employment in services relative to total employment has usually been above but close to its 
value added share relative to GDP. This holds for the entire period except for a few years with 
a very large production of oil (such as in 2007 and 2008) that increases the share of industry 
in GDP. This indicates that the services sector is in general productive, with an average annual ratio 
of 1.06 of its value-added share to its employment share in the economy.  

Employment in agriculture relative to total employment, as estimated by the ILO, has been 
decreasing continuously from 27% in 1991 to 18% in 2016. The average annual ratio during the 
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period is around 22.7%, which is much larger than the share of agriculture in GDP. This firstly 
indicates that the agricultural sector employs a large share of the population. Secondly, with 
an average annual ratio of 0.4 of its value-added share to its employment share, it is inefficient 
relative to other sectors. However, its productivity has been improving over the years thanks 
to mechanisation of the sector, which has made Iran self-sufficient in many agricultural products 
such as wheat.  
 
Iran under sanctions 

Five years ago, during the eleventh presidential election campaigns, Rouhani stated that the 
solution to domestic economic problems should be mainly dealt with by an opening to the United 
States. His slogans brought hope to Iranians who had experienced a mismanaged economy for 
decades, a situation that even worsened during the presidency of Ahmadinejad. Rouhani was then 
elected as a moderate president leaning towards reformism. He managed to employ a technocratic 
cabinet in which diplomacy played a major role. For the first time since 1979, open negotiations 
between Iran and the United States took place. Unfortunately, Iranian leaders decided only to seek 
to remove nuclear-related sanctions that had paralysed Iranian exports and the wider economy. 
It would have been of utmost importance to resolve all the long-lasting conflicting issues between 
Iran and the West thus helping Iran come back to a sustainable path of development with better 
global economic relations. However, focusing mainly on nuclear issues was chosen to cement 
bilateral trust between Iran and the US. The landmark negotiations achieved a historic deal named 
the Joint Comprehensive Plan of Action (JCPOA) that would allow Iran to benefit fully from 
the international economic market and from its peaceful atomic activities if it stayed committed 
by the Safeguard Agreement of the Treaty on the Non-Proliferation of Nuclear Weapons (NPT) 
allowing the strictest inspections by the International Atomic Energy Agency (IAEA). With the 
JCPOA being implemented on 16 January 2016, the Islamic Republic of Iran indicated its 
willingness to start a new relationship with the West in return for limiting its nuclear activity 
to a verifiable and peaceful one under the NPT. The agreement was also endorsed by the UN 
Security Council, indicating the political commitment between Iran and other signatories. 

Following the implementation of the JCPOA, economic growth rose. However, this was 
mostly due to higher production and exports of oil, a capital-intensive sector, which has therefore 
not translated into similar employment gains. In 2016/17, as oil production was reaching 
its capacity, growth slowed. Meanwhile other (non-oil) sectors have not yet received enough 
investment to boost the economy further. This is generally evident in the construction sector, which 
has historically been a good bellwether of the wider performance of the Iranian economy.  
Investment has also struggled because Multinational Enterprises (MNEs) feared uncertainties 
regarding the future relationship between the US and Iran. Although these firms initially showed 
interest by rushing in after the JCPOA to sign memoranda of understanding (MOUs) with Iranian 
delegates and companies, they now fear penalties and punishments from secondary sanctions by the 
US government.  
 
Iran in the era of the Trump administration 

Overall, the JCPOA did not achieve its goals as economic dividends have not been 
materialised for Iranians. The main impediment to such a pathway is that not all problems between 
Iran and the United States are resolved within the JCPOA. The United States would not allow Iran 
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to benefit from contact with the world economy. Since his presidential campaign, Donald Trump 
has considered the JCPOA a bad deal, which was unable to resolve all issues and animosities 
between the two countries. Instead of opting for further negotiations while keeping the promises 
by the deal, Trump completely nullified the deal and withdrew the US from it on May 4, 2018, 
and later imposed a full-scale economic war on Iran. This happened despite the regular inspections 
of the International Atomic Energy Agency (IAEA) of Iranian nuclear sites, which had certified 
Iran’s compliance with the 2015 deal. Many experts in the field and European allies of the US made 
extensive efforts to convince Trump to stay in the deal, arguing that no better alternative could 
possibly replace it. Nevertheless, this war is nothing new but rather a strand of long-lasting 
animosity between the Islamic Republic and the United States government that was surprised by the 
Islamic Revolution in 1979 and has been frustrated since.18 

Trump would like to step up the offensive mode, utilising US economic supremacy and 
exploiting his opponents’ weakness. Iran’s serious economic challenges would indicate suitable 
timing for such a strategy despite dishonouring many of the rules of international diplomacy.19 
This has also been relevant in Trump’s pressurising of other countries opposing the existing global 
order. The US trade war and the new set of tariffs aimed at reducing the current account deficit with 
trading partners are meant to bring about a new world trading system beyond the remit of the World 
Trade Organisation. However, it is back firing and hurting the US economy operating under the 
existing orders because of higher prices for the imported steel and aluminium being used in the 
domestic US supply chains.20 Moreover, as Trump acknowledges in his tweets,21 China as the main 
target of these tariffs does not pursue constructive cooperation with the US in the process 
of denuclearisation of North Korea. 

Pressure on a NATO ally, Turkey, which has been improving its relations with Iran, 
is another example. Turkey helped Iran during the previous round of sanctions that were intensified 
in 2012 by the US-led international coalition. Turkey was purchasing Iran’s oil and rerouting 
Iranian exports to other destinations in exchange for billions of dollars of gold when Iran was cut 
off from the Society for Worldwide Interbank Financial Telecommunications (SWIFT). It is still 
a strategic partner for Iran and Russia in Syria. Nevertheless, recent un-constructive US policies 
against Turkey might keep Turkey closer to Iran and Russia. 

The Iranian government has been reshaping itself into a defensive mode in this full-scale 
economic war imposed by the United States. It has been preparing itself for the first rounds 
of sanctions by the United States on August 4, 2018, and the second round which became more 
stringent on Iran’s oil exports and which came into force on November 5, 2018. The Iranian 
economy has long since felt such pain. In fact, since December 2017 when the US Congress did not 
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August 2018, https://www.foreignaffairs.com/articles/iran/2018-08-13/trumps-dangerous-obsession-iran (accessed 25 
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19 See: Mahdi Ghodsi et al., ‘The Iranian Economy: Challenges and Opportunities’,  The Vienna Institute for 
International Economic Studies, wiiw, Working Paper No. 429, 2018. 

20 Andrew Tangel and Josh Zumbrun, ‘Whirlpool Wanted Washer Tariffs. It Wasn’t Ready for a Trade 
Showdown’, Wall Street Journal, 16 July 2018, https://www.wsj.com/articles/whirlpool-wanted-washing-machine-
tariffs-it-didnt-plan-for-a-trade-war-1531757621 (accessed  21 December 2018). 

21 Twitter, 24 August 2018,  https://twitter.com/realDonaldTrump/status/1033045274866999297 (accessed 21 
December 2018). 
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respond to Trump’s decertification of the JCPOA and let him act on his own,22 the Iranian economy 
has been in turmoil. Expecting another downturn in the economy, which Iranians experienced after 
the previous rounds of sanctions when the economy shrank by more than 10%, unemployment hit 
14% with a participation rate below 50% (Figure 5), and a poverty rate above 10%, many took 
to the streets in cities across Iran to show their discontent with the recent price hikes in poultry 
products.  

Social protests were seen on various occasions across the country in 2018, partly driven by 
perceptions that the government had bungled its response. In response to market panic, the 
government hastily attempted to unify the country’s dual exchange rates to a rate close to the 
market rate (which had been recommended by many economists including the IMF).23 However, 
the government’s implementation of this policy was sub-optimal. In the implementation process the 
government prohibited any transactions of currency in exchange bureaus while tightening the 
supply of the hard currency to the market through the banking system, because they feared losing 
currency reserves under the pressure of incoming US sanctions. Imports of hundreds of products 
were prohibited and only primary commodities were permitted to be imported with the official rate. 
This gave impetus for further deprecation of the exchange rate on the black market and hoarding 
of imported products put pressure on the price of products. This was perceived as systematic 
corruption by the public, and led to further protests in many cities, this time coinciding with price 
hikes in dairy products. Instead of using appropriate economic policies, the government turned 
to judicial and corporal punishments of those profiting from the situation.  
 
Two possible paths for Iran from here 

Iran is currently suffering from long-standing structural weaknesses in its economy and 
needs major reform. Combined with new US sanctions, this puts Iran in a very difficult position and 
there are no easy choices for the administration. However, it is clear that there are two paths that 
Iran could go down, and the path chosen will have a major bearing on how the economy does going 
forward. 

One path is to seek to manage the fallout from new US sanctions in a sensible way and seek 
to minimise the damage to the economy.  The Iranian  government has recently been seeking advice  
from prominent economic professors across Iran to find a solution to the most pressing issue, the 
falling currency, and found a short-term solution by removing many of the restrictions in the 
currency market and reversing previous moves. Although it is not a concrete, appropriate plan 
for the long-term to have two distinct exchange rates (official and market), it shows a positive 
signal that Iranian economic policymaking is converging towards international best practice and 
being informed by economic expertise. 
 

                                                             
22 Zeeshan Aleem, ‘Trump punted the Iran deal to Congress. Congress just punted it back’, VOX, 12 December  

2017, https://www.vox.com/policy-and-politics/2017/12/12/16767908/trump-sanctions-iran-deal-congress (accessed 21 
December  2018). 

23 International Monetary Fund, Islamic Republic of Iran: Staff Report for the 2018. Article IV Consultation, 
IMF Country Report No. 18/93, March 2018, https://www.imf.org/en/Publications/CR/Issues/2018/03/29/Islamic-
Republic- of-Iran-2018-Article-IV-Consultation-Press-Release-Staff-Report-and-45767 (accessed 20 December 2018). 
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Figure 5. Labour force development in Iran, 1990–201724 

 
In contrast, the second path would be to recruit hardliners to the cabinet who have better 

connections with security forces and intelligence services and could possibly find ways to bypass 
US sanctions. This would be effectively a repeat of the damaging policy pursued during the 
presidency of Ahmadinejad. Then, as now, Iranian hardliners were helped by US hostility 
(including Iran as part of the “Axis of evil” in 2002 by President George W. Bush). The period 
of hardliners gaining power on the back of US hostility in the 2000’s coincided with increased 
corruption in Iran (Figure 6). Rent-seeking in exchange for higher gains, while the economy was 
exposed to large international risks as the administration sought to evade US sanctions.25 

A move in this direction (more hardline) would lead to more corruption and embezzlement 
in Iran, and could prompt large-scale social unrest. Meanwhile, removing technocrats with 
economic competence from the cabinet (who have had some success, including boosting the 
economy by increasing oil revenues, creating new jobs, and better regulation of investment and the 
banking system) would not be a very good strategy. Furthermore, although rapprochement with the 
US was tested within the JCPOA and it apparently failed, a hardliner cabinet would implement 
conservative policies on Iranian citizens that disturb their social interactions and suppress their 
freedom,  in  a society that is already under sanction pressures from the US government.  Therefore, 
becoming more hardline might induce further social unrests domestically, which in turn could 
become an obstacle in domestic affairs. In contrast, domestic policies must optimally counteract US 
sanctions with appropriate economic instruments, strengthening diplomatic relations with other 
countries in particular the European Union, and further opening up society with inclusive policies 
such as the recent support for allowing women to enter football stadiums. 
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Figure 6. Development of Corruption in Iran, 1996–201626 
 

Unfortunately, the second route is also a possibility at this stage. Iran may end up with 
a more hardline government. On August 13 2018, Ayatollah Ali Khamenei, the Supreme Leader 
of the Islamic Republic, acknowledged the impact of sanctions and the government’s 
mismanagement of the economy.27 This critique of the government came along with the removal 
of some of its reformist members. The parliament impeached and sacked Ali Rabiei28 on August 8, 
a reformist who had served as the Minister of Labour since August 2013 (the first and second 
Cabinet of Mr Rouhani) and Masoud Karbasian on August 26,29 another reformist who had served 
as Finance Minister since August 2017. These impeachments appear to be a political move 
to prepare the cabinet for economic war with the US. Additionally, with the resignation of minister 
of Ministry of Industry, Mining and Trade30 and replacing the sacked ministers by their deputies 
sent a signal that less powerful ministers are now chosen to transfer the role of the cabinet to the 
deep state, which potentially works better with security forces and intelligence services bypassing 
sanctions.  
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Even Iranian President Hassan Rouhani, who is relatively moderate, has come under 
pressure. On August 28, Rouhani attended a session in the Parliament to answer questions on five 
problematic economic issues:31 

- Smuggling of products and currency; 
- Disconnection from the international banking system (continuation of sanctions); 
- High unemployment rate; 
- Economic recession; 
- Large depreciation of the rial.  

These issues are not new for Iran and existed as structural problems long before the 
presidency of Rouhani. However, after the US withdrawal from the JCPOA, lawmakers took 
the opportunity to deflect the blame onto Rouhani, despite his recent second term only just starting. 
Rouhani made visible improvements to the way the economy is run in his first term in office using 
some evidence-based policy and has asked for moderation and solidarity in these difficult times. 
However, members of parliament (which has a majority of moderates and reformists) were not 
convinced and wanted to refer his alleged mismanagement of the economy to the judiciary 
as a breach of law. Although referring the case to the judiciary was an extreme measure, 
parliament’s criticism of Rouhani was not without foundation. Deep structural economic reform 
is needed to overcome Iran’s long-standing economic problems, and Rouhani did not offer 
a framework for such a reform. Nevertheless, the head of the judiciary is directly elected by the 
Supreme Leader and a compromise with the judiciary is very likely.  

Aside from ministerial changes, the authorities have been formulating a broad set 
of responses. During the past few months, the heads of three branches of the Republic, namely the 
judiciary, legislative, and executive government, have had several meetings to discuss how to deal 
with the new US sanctions. It could be the case that they have already reached a consensus on how 
to attempt to meet the situation via compromise, which might be: 

- The government reshape its cabinet and prepare itself for economic war. 
- The parliament to legislate some pending regulations such as the Financial Action Task 

Force on Money Laundering (FATF) to allow Iran to become fully connected to the 
international banking system. 

- The judiciary decisively and quickly conduct judicial process and punishment on the recent 
disturbances in the market to safeguard any possibility of corruption during the period 
of sanctions. 

 
Conclusion 

The US decision to withdraw from the JCPOA and impose new sanctions on Iran is deeply 
regrettable and has been criticised by many other international partners, including the EU. However, 
clearly Iran will suffer if the authorities choose to respond by taking a more hardline approach, with 
the situation for the economy and the population becoming even worse. We see two reasons why 
the Iranian government should take a more moderate approach to US hostility than has been the 
case previously.  
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First is the experience of the past. As stated earlier, previous hardline governments have 
been characterised by corruption and embezzlement, a deterioration in economic and social 
conditions, and neglecting economic expertise in formulating policy. The current path that 
the government has taken, in establishing a platform by which it seeks the advice of economists and 
other experts in the field, is a welcome indication of a wiser approach in governance.  

Second, it would significantly decrease the chance of getting help from international 
partners.32 Iran has received a certain amount of sympathy from other countries as a result of the 
recent US actions, but if it takes a hardline turn, these partners may be less willing to help. Iran 
should work on continuing to improve diplomatic relations with friendly countries, in order to be 
better able to withstand the impact of new US sanctions. It is worth mentioning here that some 
international partners have been seeking exemptions from US sanctions33 and eight countries34 have 
been temporarily exempted from the US sanctions in order to maintain economic ties with Iran.  
These improved ties could easily be undone if Iran becomes hardline (the recent threat to block the 
Strait of Hormuz35 being a worrying shift in this direction). As was seen during the presidency 
of Ahmadinejad, extreme and unwise words could lead to a wider coalition of countries imposing 
crippling sanctions on Iran. 

Iran needs to learn from past mistakes and avoid conflict with both the East and the West 
(reversing a slogan from the time of the Islamic Revolution, which called for “Neither East, 
nor West, Only the Islamic Republic”), and instead continue to improve relations with international 
partners. One and a half decades of dialogue with the EU has brought some positive results, and 
brought Iran closer to the US’ European allies. Notably, the EU updated the Blocking Statute 
to be compatible with the new US sanctions, one day after the US re-imposed them. This statute 
forbids European companies from abiding by the sanctions, and allows them to claim 
reimbursement of US penalties through courts in their local EU member states. Eventually, this will 
enable the EU to file a dispute settlement case in the WTO if European firms are prohibited from 
trading with the American market.  

Besides this, a Special Purpose Vehicle (SPV) is being introduced and implemented by the 
EU, in which Iran can make legitimate transactions with the EU and third countries 
as an accounting clearing mechanism. The practical outcome of these moves may not be that 
significant. European multinational enterprises will now leave Iran anyway, as they want 
to maximise their profits with the least risk, and they prefer access to the US market over Iran. 
However, these works have a positive signalling effect towards Iran, and acknowledge the fact that 
the population voted for the moderate government of Rouhani to strengthen this relationship. 
In addition, a first support package was adopted by the European Commission on August 23 worth 
€18m. This covers environmental challenges, drug harm reduction, SMEs and trade in Iran, and will 
be implemented by the International Trade Centre in Geneva. Most importantly, on August 29, 
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the Supreme Leader of Iran advised the Cabinet to continue relations and negotiations 
with Europe.36 Therefore, by continuing moderate reforms in Iran and avoiding the hard-line path 
of the past, Iran can seek international support to help manage the negative consequences of US 
policy.  
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