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Iran’s Economic Situation
Two Years after the Removal of the Sanctions
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The Macroeconomic Picture and Immediate Internal Clallenges

Iran’s renewed engagement with companies and nsatkat were denied access by the
international sanctions have generated a significéavorable economic shock, which is
reflected in most of the country’s economic indic@¢hile the Iranian GDP in 2015
declined by 1.6 percent, in 2016 the economy grgvaliout 12.5 percent (the annual
data relate to the Iranian fiscal year, which begin March 21). Exports of goods and
services rose by more than 25 percent, which lemiriee of about 80 percent in surplus
in the current account. A surge of about 66 pergenthe inflow of foreign direct
investments was also recorded in 2016.

Iran’s return to the global energy economy is thaimfactor behind the impressive

growth. Oil production rose by dozens of percenfagjets in 2016 and the real oil GDP

growth rate rose by about 62 percent. The improvenie the energy sector also

continued in 2017, and in recent months, globapmduction has stabilized at about 3.8
million barrels per day, of which about 2.5 millimarrels are earmarked for exports —
more than double the exports of over 1 million blsrper day in 2014.

On the other hand, non-oil GDP growth was only &al%8 percent in 2016. Although at
issue is a record high for the past five yearss thia relatively moderate growth rate,
considering that the point of reference is the BIRP of 2015. The data for 2017 show
that additional recovery in economic activity uated to the energy sector has begun,
and the International Monetary Fund expects theeggge growth to reach a reasonable
rate of more than 4 percent in 2017. However, tleavth has not yet translated into a
significant reversal in the unemployment rate, wuhactually rose slightly in 2016 to 12.4
percent.

The Iranian government is aware of the serious Ipmbcaused by unemployment -
reflected in the current public demonstrations ¢ aherefore the government has
emphasized its determination to reduce the unempdoy rate and increase productivity
through a policy that will increase local investrtgem various sectors. However, there
has in fact been a decline in the total local itwesits over the last two years, and this
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year the government expenditures designated foeldpment programs were slashed.
The difficulty in taking action now to increase &cinvestments derives from the
concerns about increasing the deficit and erodihg tRouhani government’s
achievements in lowering inflation.

In 2016, inflation reached about 9 percent, arnsl éxpected to reach about 9.9 percent in
2017 - a sharp decline from the record high of 3@ercent recorded in 2013. A
significant portion of the inflation derives fromhda policy implemented by the
Ahmadinejad regime, which was characterized by drnggovernment expenditures
financed with a loan from the central bank. In erttebalance the budget and stop the
inflation, President Rouhani implemented a poli€yestraint, which led to a decline in
government investments. The high interest ratebgethe central bank in an effort to
counter the inflation also adversely affects thunee of local investments, and hinders
attempts to expand the turnovers in the Iraniackstexchange. Notwithstanding the
lower inflation rate, the central bank is still cenned that lowering the interest rate too
rapidly might trigger another inflationary surgedaan additional depreciation of the local
currency, which continues the decline that begétar #tie 2016 United States presidential
elections.

The tension between the need to increase expeeslirarmarked for development and
the creation of jobs on the one hand, and the ecaoragout discontinuing the policy of
restraint too quickly on the other hand, led ttanian government to include items in its
2018 budget proposal that are intended to incrgasernment revenues from various
taxes. The government also strives to reduce stgnifly the number of those entitled to
the direct transfer payments that were institute@010 (in an attempt to compensate
citizens for the cutbacks on subsidies of food energy products). These measures are
met with harsh public criticism, however, which brn constricts the political
maneuvering room that the increase of budgetargceswsually provides.

The state of the banking system is one of the miagnt challenges facing the economic
leadership. The allotment of credit to unfeasibiejgrts led by previous governments
has left the banks with balance sheets attestiaghigh volume of non-performing loans.
According to the assessment of the Internationahdflary Fund, the average ratio of
non-performing loans in the banking system reaeitesit 12 percent, with a number of
key financial institutions recording a far highetio of such non-performing loans in
their balance sheets.

The banks’ urgent need for immediate sources otiduprompts the local financial
system to compete for deposits, and the banksrgrgtto entice depositors with very
high interest rates. In an attempt to combat thenpmenon, the central bank instituted a
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directive recently that puts a ceiling on the iagmrate that banks can offer on deposits.
However, similar to most sectors in the Iraniannecoy, the banking sector is also

subject to the high involvement of the Revolutigh&uard Corps, so there is doubt
about the degree of compliance with the centraklsadirectives on the part of at least

some of the financial institutions. The severe repgsions that the toxic assets are
causing in the banks’ balance sheets will presumabbuire the government to

implement a significant course of action soon toapatalize banks, which can be

expected to incur material budgetary costs.

Foreign Direct Investments and International Trade

Given the difficulties increasing local investmeraad due to the poor condition of the
infrastructures of most of the manufacturing see®mell as those in the energy sector,
Iran’s need for direct foreign investments has bee@ven more urgent. Iran hopes to
succeed in attracting direct foreign investmentsrdkie next five years of an annual $15
billion, in addition to investments at an annualwoe of $20 billion that will be injected
as joint initiatives between Iranian and foreignmpanies. At issue is a very ambitious
target whose materialization depends on key ecanéamtors and the regime’s ability to
lead reforms, which given political constraintsailighly tenuous possibility.

Following the nuclear agreement and the removahefsanctions, important deals were
closed and dozens of MOUs were signed with mulibnal companies, and their
fulfillment has strategic implications for Iran’sil,o gas, refinery, transportation,
infrastructure, and manufacturing sectors. Howetrer, uncertainty about US policy and
the concern about the re-imposition of sanctiofi®iong President Trump’s threats to
cancel their continued suspension deter compames fimancial institutions. These
concerns pose financing constraints on foreign @omgs that are interested in investing
in Iran. Although major corporations, such as thhenEh company Total, which is
supposed to lead the development of Phase 11 iSdhéh Pars gas field, can proceed
using their own equity, this is not their preferrewde of financing. The difficulty
engaging with major banks also hampers Iran’s gitento expand exports of non-oil
products. The renewal of the engagement with théFSVgystem significantly helped
with the clearing of international payments of tratkals. Over the past year, there was
also a rise in the access to correspondent bamkiagons with international banks and
their willingness to open letters of credit. Bueavthese engagements are not with top-
ranking banks, and the number of internationalespondent banks, which reached 238
early this year, is still low, compared to the &3®jagements in 2006.

In conclusion, the positive contribution that tlemioval of the international sanctions
yielded the Iranian economy is evident in its ecoiwoactivity, and the majority of the
forecasts expect the Iranian economy to grow ahaanable rate over the next two years.
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However, its ability to achieve sustainable groatid prevent rapid deterioration in the
macroeconomic situation requires the regime to neakeplex decisions, some of which
are unpopular and have internal political implica. These are reflected in the new
budget submitted by the government, which inclual@éan to impose a steep cutback in
the number of recipients of subsidies (about 20ionilpeople) and a slash in the bread
subsidy, alongside an increase of more than 30epena the budget allocated to the
Revolutionary Guard Corps, which reflects the orgaiion’s rising expenses, due to its
activities in Syria, Iraq, and Yemen. Thereforeisitnot surprising that slogans voiced
during the current public protests in Iran rail iagathe investment of resources in arenas
outside of Iran.

Iran’s economic problems will intensify if Presidéirump decides, as he threatened, to
re-impose the US sanctions that were removed asudt 1of the nuclear agreement, or if
he decides, as he intimated in recent days, to smganctions if the regime seriously
cracks down on the protestors, and mainly, if heid#s to enforce the secondary
sanctions on foreign countries that operate in. Itathis happens, some of the ventures
that were already signed will be frozen, and paaenbvestors will be deterred from
entering the Iranian market.



