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In the course of the World Bank’s annual conference in 2006, a
spokesperson for the Board of Governors of Commerzbank, one of
the largest banks in Germany, declared that his bank had no intention
of limiting its activities with Iran. The Board’s spokesperson explained
emphatically that the suspicions regarding Iran and the nuclear ques-
tion were unfounded, and that therefore the bank saw no reason to
sever its commercial ties with longstanding partners. US treasury sec-
retary Henry M. Paulson, Jr., who was the intended audience of those
remarks, chose not to confront the bank’s representatives during the
conference itself. Instead, he dispatched his under secretary Stuart
Levey to a series of visits at the bank’s headquarters in Frankfurt. Some
months after Levey’s last visit there, Commerzbank announced the
severing of most of its contacts with Iranian firms.

The case of Commerzbank illustrates the process underlying a
reduction in the volume of business of European companies with Iran.
Lately, EU-3 leaders tend to note with satisfaction that over the past
two years there has been a sharp decline in the scope of exports from
the European Union to Iran. However, they know full well that the
majority of this decline in trade is not the result of their own govern-
ments’ activities, but rather the result of United States pressure.

uring the past two years, senior

American bureaucrats have been

shuttling around Europe’s finan-
cial capitals in order to clarify to European
banks and the large industrial corporations
that their business activities in Iran are liable
to cause them trouble with American finan-
cial institutions and to harm their activities
in the United States. The American pressure
has led more than forty banks — mostly Eu-
ropean — to sever or limit their contacts with

Iran, and therefore the exporters and the Eu-
ropean companies who have invested in Iran
are running into problems in financing that
in turn have dramatically raised the cost of
doing business.! However, despite the pres-
sure exerted by the United States on Euro-
pean companies and despite the negative im-
pact that international sanctions have on the
Iranian business environment, the European
Union remains Iran’s largest trade partner.
The National Intelligence Estimate on
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Iran’s nuclear capabilities, published in De-
cember 2007, did not soften the declarations
of EU-3 leaders regarding the need to inten-
sify the economic pressure on Iran. On the
contrary, over the past weeks voices have
risen within the European Union calling for
examining the possibility of formulating Eu-
ropean sanctions against Iran independent
of the Security Council. However, not all EU
members, and certainly not all lobbies and
interest groups within the various countries,
are prepared to deal with the financial loss-
es that would result from their scaling back
their business relationships with Iran. Ac-
cording to them, sanctions derived outside
of the Security Council would cause severe
macroeconomic damage to the European na-
tions without harming Iran, which would
find alternatives to European goods and in-
vestments in Russia and China.

This essay analyzes the nature and extent
of the economic interdependence between
Iran and the European Union, in order to ex-
amine the economic and political limitations
that EU-3 leaders face as they investigate
ways to formulate independent sanctions
against Iran. While the interdependence in-
deed limits the scope of EU maneuvering, the
EU can nonetheless take a series of steps that
will cause Iran real damage without jeopar-
dizing the economic stability of EU nations.

Facts and Figures

Like most Iranian economic processes, the
fluctuations in Iran’s business relationship
with the EU are also closely related to de-
velopments on the oil market. Oil and its
products represent more than 88 percent of
total Iranian exports to the EU, and therefore
the steady rise in oil prices over the last five
years has significantly increased total Euro-
pean expenditures for Iranian imports. Be-

tween 2002 and 2006, there was an average
annual increase of 26 percent in imports to
the EU from Iran, as compared with an aver-
age annual increase of only 9 percent in total
imports of the EU worldwide.?

Ostensibly, this process would have a
negative impact on the EU balance of trade
and affect the profitability of those European
companies for whom oil represents an input
in production. And yet the increase in oil
prices has actually brought about increased
profitability of hundreds of European com-
panies. The rise in Iran’s

revenues from selling oil Over the last several years,
has allowed it to expand | Iran has striven to reduce

demand for variousimport
goods, and the European
companies that for years

have had extensive busi- EU and other nations, and
ness dealings with Iran | therefore has tried to vary
and have established busi- | jts trade partners and find

ness infrastructures there
were among the first to en-
joy Iran’s renewed hunger
for industrial equipment, China.

chemicals, and consumer
goods. Between 2002 and 2005, there was an
average annual increase of over 16 percent in
the scope of exports from EU nations to Iran,
while total worldwide exports from the EU
rose by less than 6 percent.

However, the last quarter of 2005 began
a decline in EU exports to Iran. The drop in
exports together with another increase in oil
prices in 2006 hurt the EU’s trade balance
with Iran and the total trade deficit grew by
more than €2.9 billion (figure 1). This trend
continued into 2007 as well: the first quarter
of the year saw a drop of more than 8 percent
in the scope of exports from the European
Union to Iran compared with the same quar-
ter in 2006.> While a significant portion of the

its vulnerability to unilateral
sanctions leveled by the
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on other markets, including
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drop in exports from the EU to Iran is a di-
rect result of the economic pressure exerted
on EU members by the United States, it also
stems from Iran’s orchestrated response to
the international pressure. Over the last sev-
eral years, Iran has striven to reduce its vul-
nerability to unilateral sanctions leveled by
the EU and other nations, and therefore Iran

has tried to vary its trade

Europe’s growing dependence | partners and find alterna-
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the central limitations
confronting EU leaders

on Iranian oil is one of tives to European goods on

the markets of China and
other countries.
These processes are in

as they discuss economic fact demonstrable in trade
sanctions against Iran. data: if only two years ago

imports from the EU repre-
sented more than 41 percent of total Iranian
imports, as of 2006 it stood at less than 34
percent. However, despite this decrease, the
EU remains Iran’s biggest trade partner, and
the scope of exports from the EU to Iran is
still dozens of percentage points higher than
it was in 2002 (figure 2).

In other words, the sides remain greatly
interdependent. Therefore, steps designed to
prevent European companies from exporting
to Iran will either significantly increase the
cost of deals involving exports to Iran and in-
vestments there, or cause economic damages
to both sides. Clearly, the macroeconomic
damages that Iran will suffer as a result of
these steps will be vastly greater that the
damages incurred by the EU economy.

The interdependence that exists between
the EU and Iran is characterized by clear
asymmetry. While the EU is Iran’s primary
trade partner, Iran ranks only 26 on the EU’s
list. Exports from the EU to Iran represent
less than 1 percent of total European exports,
and imports from Iran to the EU represent
1.05 percent of total European imports. A

similar picture emerges when one examines
separately the trade relations between Iran
and each one of its large European trade
partners.*

However, the aggregate data is liable to
mislead regarding the EU’s sensitivity. In or-
der to understand the economic interdepen-
dence between the parties, it is not enough
to examine the total scope of trade between
them; it is also necessary to examine the
goods the parties supply to one another, and
to see if they can find alternate markets in
case of a severing of relations. When atten-
tion is focused on this issue as well as other
macro and micro questions, some political
and economic limitations emerge, limitations
that define the scope of the sanctions the EU
might initiate against Iran.

The EU’s Economic Sensitivity
Europe’s growing dependence on Iranian oil
is one of the central limitations confronting
EU leaders as they discuss economic sanc-
tions against Iran. Iranian oil represents more
than 3.6 percent of the EU’s oil imports, and
its proportion of the oil consumption basket
of some important countries, such as Italy
and France, is much higher than that. Clear-
ly, blocking Iranian oil to the EU is the most
painful action that can be taken against Iran,
but such a move is in no way on the table be-
cause EU leaders cannot voluntarily afford to
create an oil shortage, which would inevita-
bly cause a sharp spike in prices. And while
EU countries can find alternatives to Iranian
oil, any announcement of replacing Iran as a
supplier would shock the energy market and
spark a rise a prices.

Sources within the EU have more than
once expressed concern that even sanctions
not aimed at Iran’s oil exports are liable to
cause a European oil shortage, because Iran
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is liable to react by initiating an oil embar-
go. However, it is highly doubtful that Iran
would choose such a step. Just as the EU
cannot afford to renounce Iranian oil, so Iran
is not interested in blocking one of its main
sources of income precisely at a time when
economic pressures on it are intensifying. In
other words, even regarding oil the the in-
terdependence is asymmetric and favors the
EU.

Nonetheless, it is clear that the EU’s de-
pendence on Iranian oil reduces its room to
maneuver vis-a-vis export sanctions against
Iran: EU nations are not interested in reduc-
ing oil imports from Iran, and therefore a re-
duction in exports to Iran will immediately
increase their trade deficit. A total stop on
European exports to Iran, without a decrease
in imports from it, is liable to increase the
EU’s total trade deficit by more than 6 per-
cent.’ At the same time, this factor refers to
an extreme situation in which there would
be a complete and total ban on all Europe-
an countries regarding any type of dealings
with Iran, a step not a single European na-
tion is suggesting at the moment.

The steps that EU leaders are contem-
plating focus on looking for effective ways
to increase business costs involved in work-
ing with Iran. One of the most effective
such steps is a sweeping decision to cancel
governmental export guarantees. A signifi-
cant portion of European exports to Iran
are backed by government guarantees that
delimit the risk that commercial companies
assume when they start working with such
a problematic partner. Canceling the guaran-
tees would raise the risk of doing business
with Iran, and would rein in the enthusiasm
of the European exporters to do so.

Over the past year, there has been a re-
duction in the number of guarantees issued
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by EU governments to companies export-
ing to Iran. In 2007, Germany issued export
guarantees totaling €500 million, as opposed
to €900 million the previous year.* However,
a sudden announcement that no new guar-
antees will be issued is fraught with risks,
because it is liable to give Iran an incentive to
breach past commitments it has undertaken
towards European companies. In such a case,
European governments would have to stand
by their word and redeem the guarantees
they assumed. That is to say, a sweeping de-
cision to do away with guarantees would de-
crease exports to Iran, but is liable to impose
on EU governments a budgetary burden of
several billion euros.”

2005

2006
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Rhetoric voiced by Angela Merkel and
Nicolas Sarkozy in their recent visits to
Washington and repeated declarations by
Gordon Brown reveal that EU-3 leaders see
the possibility of foiling Iran’s nuclear pro-
gram through diplomatic measures as a goal
that is worth more than a few billion eruos.
In other words, the primary economic and
political difficulty of imposing sanctions on
Iran does not stem from a concern about a
potential budgetary burden or an increased
trade deficit, but from a fear of damages li-
able to be incurred by European businesses.
Indeed, lobbyists and other interest groups
are now engaged in a vigorous campaign
in the corridors of European parliaments

to present a stop on

Increased American pressure is | exports to Iran as a
a factor that to a certain extent | catastrophe leading

moderates the political opposition | to the bankruptcy of
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on the part of the large European

hundreds of Euro-

pean companies and
conglomerates.

to a wave of layoffs
throughout the con-
tinent. Thus, for example, a group of lob-
byists representing German industrialists
recently assessed that a significant reduction
of exports to Iran would lead to the layoff of
10,000 German workers.?

However, it is highly doubtful that the
gloomy forecasts presented by interest
groups are accurate. While it is true that
among the 1700 German companies doing
business with Iran there are also midsize and
small firms whose vulnerability to a marginal
decrease in sales is high, and therefore losing
the Iranian market would represent a serious
setback, European business activity with Iran
(when measured in financial terms) is done
primarily by the large corporations, and a
quick glance at their balance sheets reveals
that their volume of sales to Iran is marginal

as compared to their total annual volume.’
Clearly, decreasing business with Iran would
force even the largest conglomerates to make
changes, but it is not at all certain that most
of them would be forced to reduce produc-
tion lines, and they would certainly not go
bankrupt.

In light of the pressure exerted by the US
State Department, large corporations have
tried to downsize their activities in Iran. A
company such as Siemens, whose sales vol-
ume to Iran is less than 1 percent of its total
annual volume, will not risk a reduction in
its business with the United States (repre-
senting over 25 percent of its total volume) if
American pressure increases.'’ That is to say,
increased American pressure is a factor that
to a certain extent moderates the political op-
position on the part of the large European
conglomerates.” In fact, even now there are
meetings between the directors of the large
corporations and some of the EU leaders
where the sides are examining ways to de-
crease the volume of exports to and invest-
ments in Iran.

On the other hand, a decision to impose
EU sanctions beyond those of the Security
Council comes with many political difficul-
ties. Such a decision would have to be ac-
cepted by consensus by all twenty-seven
member nations, and not all EU countries
are prepared to deal with the consequent
economic damages and internal political
struggles. Some of the mid-sized member
states, such as Spain and Italy, are not at all
pleased with the domination and indepen-
dence assumed by EU-3 members in leading
EU foreign policy.”? Thus it would seem that
not only struggles on the internal level but
also power struggles among EU members
represent a political challenge in formulating
European sanctions.
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The most common claim of those opposed
to independent European sanctions focuses
on doubting the effectiveness of sanctions.
Both European conglomerates and some EU
leaders are concerned that the vacuum that
would be created by exiting European com-
panies would quickly be filled by Chinese
and Russian firms, and therefore any move
that is formulated outside the framework of
the Security Council would cause long term
damage to the European concerns without
harming Iran. This claim too is inaccurate.

The Sensitivity of Iran to European
Sanctions
The extent of the damage that Europe could
cause Iran by reducing exports is brought
into sharper relief when one divides the ex-
ports into types of goods. More than 50 per-
cent of European exports to Iran consist of
investment goods whose uninterrupted sup-
ply is critical for industrial production pro-
cesses in that country. Iran’s desire to reduce
its dependence on Europe has not moderat-
ed the enthusiasm of Iranian industrialists to
purchase from EU nations industrial equip-
ment in which the Europeans specialize. A
few months ago official Iranian sources, in a
conversation with representatives of the Ger-
man trade ministry, expressed their desire to
buy a long list of investment goods such as
power turbines, water purification systems,
train engines, and other equipment that
would make it possible to expand the system
of transportation in the country."
Decreasing the export of specific invest-
ment and consumer goods from Europe
would obligate Iran to find alternatives in
China and in other markets. However, it is
not at all certain that it is possible to find suit-
able alternatives for the range of European
goods (both China and Russia import similar

industrial equipment from Europe). Even if

Iran does succeed in finding alternatives for
a significant part of European investment
goods, it still faces a slowdown in produc-
tion processes, because Iranian industry will
find it difficult to adjust quickly to a reality in
which the industrial equipment with which
it is familiar is no longer available.

Similar logic holds in terms of the pos-
sible effects of the reduction in direct invest-
ments and activity of European companies
in Iran. It is reasonable to assume that some
of the vacuum that would be created as a
result of the withdrawal of European invest-
ments in [ran would be filled by firms from
other countries, but it is not at all certain that
these firms would be able to fill effectively
the functions that the European companies
have supplied to the Iranian economy. An
example may be found in processes now tak-
ing place in the Iranian banking sector. Aus-
trian and Swiss banks — institutions that do
not have extensive business dealings with
American institutions and therefore are not
concerned with pressure from the State De-
partment — took advantage of the large Euro-
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without jeopardizing Europe's
economic stability.
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pean banks abandoning Iran to expand their
activities there. However, these banks have
not managed to supply the range of services
that the large European banks formerly sup-
plied to Iran.

Similar processes are also taking place in
the industrial sector and in the oil industry.
While the European industrial conglomer-
ates and oil companies have not actually left
Iran, lately the European giants, such as Sie-

mens, Shell, Total, and ENI

The EU can advance a series | have declared that they
of steps that would cause have no intention of com-
Iran significant damage peting for new tenders in

Iran." Responding to these
declarations, Iran is trying

to make clear to European
countries that in the long
run their hesitancy may harm them, because
their place is apt to be taken quickly by a
long line of Russian and Chinese companies
waiting for the opportunity to sign long term
deals with Iran. Last December, Iran signed
a $2 billion contract with the Chinese oil
company Sinopec, and signaled to European
companies that it had no intention of waiting
for them."

However, many energy experts are in
doubt as to the ability of non-Western com-
panies to provide Iran all the expertise and
specific input it needs in order to expand the
rate of oil production in the country and to
take effective advantage of the enormous oil
reserves it controls.’® The claim that all the
Chinese and Russian energy companies are
queuing up in order to enter Iran is likewise
inaccurate. The return of foreign companies
on investments in the Iranian energy indus-
try — a function of the Iranian government’s
buyback policy'” — is not attractive to many
companies. Even non-Western energy com-
panies do business with the United States

and are therefore concerned that investing in
Iran is liable to hurt their dealings with the
US. For example, the Russian energy compa-
ny Lukoil, which is very active in the field of
natural gas in the United States, announced
in October that it is suspending a project it
was supposed to have begun at the Anaran
oil fields because of a concern that massive
investing in Iran is liable to hurt its business
dealings with the US.!

Should the EU countries choose to active-
ly join the financial fight that the US Treasury
Department is waging against companies
that do business with Iranian firms by black-
listing them, the desire of investors around
the world to fill the vacuum left by the Euro-
pean companies would decrease. The Ameri-
can financial fight has caused many institu-
tions to reduce their dealings with Iran, and
it is raising the cost of doing business and the
risk involved in investing in and exporting to
Iran.”” However, there are limits to the Amer-
ican financial lever, because there are multi-
national companies that do not do business
in the United States and their dependence
on Wall Street is low. A significant portion of
these companies raise their capital in the fi-
nancial districts of London, Paris, and Frank-
furt, and therefore losing access to loans and
financial tools supplied by European institu-
tions is liable to impact negatively on their
ability to function.?

An additional factor that makes European
financial sanctions an effective tool is the fact
that a lot of Iranian capital is deposited in Eu-
ropean banks.?' The EU has already decided
to take independent financial steps and has
boycotted entities that are not included in
Security Council Resolutions 1737 and 1747.
However, this decision is only a small step
among the many that can cut Iran out of the
global financial system.
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The measure of autonomy of the Euro-
pean nations in leading financial sanctions is
much higher than the measure of their auton-
omy in leading independent trade sanctions
against any other given country (without the
agreement of EU institutions). At the same
time, even the most forceful voices in Europe
prefer, for now, to try and act through EU in-
stitutions and avoid independent action.

Conclusion

The European Union can advance a series
of steps that would cause Iran significant
damage without jeopardizing Europe’s eco-
nomic stability. The difficulty in initiating
these steps does not stem from a concern
about economic stability at the macro level,
but rather from a concern about damages
that might be inflicted on specific compa-
nies. Intensifying American pressure on the
large conglomerates is likely to moderate the
extent of political opposition that the Euro-
pean governments are expected to demon-
strate on the matter. Similarly, a decision to
intensify the financial pressure on the part
of European institutions is likely to temper
the phenomenon feared by many in the EU:
a permanent loss of the Iranian market to
other companies.

EU-3 leaders, Angela Merkel in particu-
lar, still prefer the multilateral approach and
are hoping that China and Russia will join
a third round of sanctions in the Security
Council. Should this attempt fail, EU-3 lead-
ers will have to take part in a complicated
political struggle, both on the internal level
and on the pan-European one. The outcome
of this struggle will determine what the Ira-
nian economy will look like in the coming
years.
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