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Overview

The EU imposed an embargo on Iranian oil on 23 January, 2012 that came into full force in July, preventing the EU members from importing Iranian oil. The embargo was enforced by the UN, EU, USA and other countries in the wake of Western pressure policies. This multiplies sanctions imposed on Iran since 1979. Evidence so far suggests that the previous sanctions worldwide and those imposed on Iran have failed to achieve the expected results. Proposing different scenarios, the study investigates possible consequences of Iranian oil embargo on Iran’s economy and that of the world. Besides, we present a two country Dynamic Stochastic General Equilibrium (DSGE) model (a theoretical frame work) to show how Iranian oil embargo can affect Iranian and world economy. The results reveal that Iranian oil embargo is a lose-lose strategy and will harm both sides.

Methods

Success or failure of Iranian oil embargo

Table 1 provides an overview of summary results for 5 possible scenarios. 
Table 1: Success or failure of Iranian oil embargo (Overview of scenarios and results)

	Possible scenarios
	Oil price
	Iranian oil export
	Iranian oil revenues
	The results of embargo in the eyes of signatories of the embargo
	The results of a game theoretic analysis of the embargo
	Overall Result

	1
	Would rise
	Would remain constant
	Would rise
	Failure
	Iran’s success Vs. West’s failure
	Best scenario for Iran

	2
	Would rise
	Would fall
	Would rise
	Failure
	Iran’s success Vs. West’s failure
	Second best scenario for Iran

	3
	Would remain constant
	Would remain constant
	Would remain constant
	Failure
	Iran’s success Vs. West’s failure
	West’s political failure

	4
	Would rise
	Would fall
	Would fall
	Failure
	Iran’s failure Vs. West’s failure
	A failure scenario for both sides

	5
	Would remain constant
	Would fall
	Would fall
	Success
	Iran’s failure Vs. West’s success
	Best scenario for West


Source: Our Senarios
According to the table, Iranian oil embargo appears to fail in 4 scenarios while only one scenario would succeed. This stems from the fact that oil price would rise in 3 cases and remain constant in one case. It bears mentioning that unsuccessful scenarios are not similar in nature; some may benefit Iran in case of possible changes in the country’s oil revenues. Considering the complicated nature of oil market, myriad factors affecting the market, numerous agents in the market, and also the unpredictability of diplomacy adopted by Iran and West regarding Iranian oil embargo, determining the possible scenario is not an easy job. Therefore, if all the scenarios would have equal probabilities for occur, the Iranian oil embargo would fail with 80% probability i.e. the chance of success would be only 20%. The worst-case scenario in Iran would be the first case the chance of which being 20%. Considering the first principle in risk management, the possible consequences of this scenario should be discussed. 

A DSGE Model-Based Analysis

Proposing different scenarios, based on game theory, the study investigates possible consequences of Iranian oil embargo on Iran’s economy and that of world. Besides, considering different scenarios for the outcome of oil sanctions on Iran, we present a two country DSGE model in the style of New Keynesian/ New Open Economy Macroeconomics for the small open economyof Iran to show how Iranian oil embargo can affect Iranian and world economy. The model is calibrated and estimated using parameters found in the literature. Our DSGE model frame work presented in Fig,1. 
Fig.1. Model Fellowchart


Source: Our model
Results
The impacts of the embargo on Iranian economy can be discussed from two perspectives: 1) Iran fails to find alternative customer(s) for its oil; 2) Iran could replace other countries for oil exports to Europe. In the first case, the embargo would have direct consequences for Iranian economy while the latter does not seem to have much effect on the economy. Given the immense share of oil in total country exports, a drop in oil exports would result in a fall in the country’s exchange revenues. This might explains the substantial decline of Rial (the currency of Iran) over the recent months. Besides, Iranian government actual performance always implies its heavy reliance on oil revenues. Decreased oil revenues could push the governments to reduce the budget size and to raise taxes in order to provide the budget needed, feeding public discontent. In case of a decline in imports, this could otherwise lead to a boom in domestic and the oil would encourage reducing imports, liberating the country from the Dutch disease and reviving the domestic industries.. On the other hand, embargo impacts on oil importing countries will be considerable. The oil embargo represents three serious hazards to the oil importing countries: 1) the rise of oil prices in global markets; 2) the decline of crude oil strategic reserves; and 3) in case of an increase in oil prices, the prices of energy carriers would also go up. Given the high energy import dependence in Europe, this would, in turn, spur public discontent. Given the Western economic crisis especially severe for Greece and Spain, this could have repercussions for these countries. It seems that political achievement and propaganda would be what EU could only achieve from imposing sanction on Iranian oil. 

Conclusions

Analysis shows that oil sanction is a bilateral weapon that can harm both sides of the conflict, Iran and the West. Contrary to other markets for some goods, where political sanction have less effect on the side that uses it, oil market is different. Due to an increasing global oil scarcity, punishing any of important producers will inevitably result in a loss of some consumers’ welfare in those countries that apply embargo on oil imports. We analyze different scenarios for the outcome of oil sanctions on Iran. They range from optimistic to pessimistic for both sides. In the worst case, both sides will have losses from sanctions. It might happen that Iran will suffer more, but it also may happen that the political component of its utility is higher than for Europeans. In other words, European population might be less prepared to suffer even from moderate oil imports scarcity. Results also show that a change in oil prices would lead to change in inflation rate, government expenditures and economic growth in different countries.

Domestically produced good





Oil F





Oil H





World oil constraint





Intermediate good producer F











Intermediate good producer H








Final good producer F








Final good producer H





Household


F   





Household


H





Imported good





Government H





Imported Oil





Government F





Monetary policy rule (money growth rule)


H





Monetary policy rule (interest rate rule)


F








