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The management of hydrocarbon resources are of utmost importance for economic 
growth in Iran and other Middle Eastern oil exporting countries. An important aspect of 
this is the management of government revenues derived from the hydrocarbon sector. 
Various types of oil stabilisation funds and sovereign wealth funds have been set up in oil 
exporting countries to ensure macroeconomic stability in the short run and optimality 
of the utilisation of the oil resources in the long run. As the recent experience of Iran 
(amongst other Middle Eastern countries) shows, however, the establishment of such 
institutions does not necessarily lead to desired outcomes. Despite the establishment 
of an oil stabilisation fund, macroeconomic instability resulting from government 
expenditure has been even more pronounced than oil price instability. In addition, the 
Iranian economy suffers from other serious problems, which despite various economic 
reform attempts during the past two decades have not been resolved. We argue that 
government accountability and transparency, rule of law, and other democratic checks 
and balances are essential prerequisites for optimal management of hydrocarbon 
resources. The problem however is that oil revenues under certain circumstances can 
themselves lead to the emergence or reinforcement of overpowering and undemocratic 
states. In this paper we discuss various proposals presented in the literature to deal 
with this problem and put forward a new scheme for the management of hydrocarbon 
revenues, which can help remedy the over-centralisation of political power in the context 
of Iran and bring about a more balanced economic development. We begin by reviewing 
the nature of the economic problems that the mismanagement of oil revenues has given 
rise to in the case of Iran.

Diagnostics of the oil malaise
The Iranian economy has been highly dependent on its oil export revenues since the 
mid-1950s. Despite incessant rhetoric about reducing economic dependence on oil 
by successive governments, the degree of oil dependence as measured by the share of 
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exports and particularly government revenue is currently even higher than the 1960s. 
Some have attributed this inability to diversify away from oil to the abundance of the 
natural resource in itself. For example, according to the ‘Dutch Disease’ theory foreign 
exchange revenues from the oil sector can lead to the overvaluation of the exchange rate 
and hence the inability to diversify into other sectors such as industry and agriculture. 
On the other hand it can be argued that the availability of oil revenues in a developing 
country such as Iran provides both the finance and the foreign exchange necessary 
to import more advanced technologies and industrial inputs necessary for improved 
productivity and enhanced competitiveness. The empirical evidence seems to supports 
the latter view. In the first half of the 20th century the United States, at the time the 
major oil producer and exporter in the world, built an important part of its engineering 
industry and developed important aspects of its technological supremacy around its oil 
industry. In the case of Iran and other current oil exporting countries , we also observe 
strong industrial growth during the oil booms and frequent growth collapses during the 
downturns in the oil industry. 

The problems of oil economies are more associated with economic policies and 
politics than the oil revenues per se. This is particularly true in the case of Iran and 
other oil exporting countries in the Middle East where oil revenues directly accrue to 
the state. The peculiar characteristics of the Iranian polity since the 1979 revolution 
have introduced particular distortions in the management of the economy and the 
impact of oil. Some of the prominent aspects of economic mismanagement and their 
consequences can be listed:

Economic isolationism and lack of competitive 
environment
From a long-term perspective, economic isolationism and the absence of a competitive 
economic environment have been perhaps the most costly aspects of economic policy in Iran 
with cumulative effects which cannot be easily undone for a long time to come. Economic 
isolationism, as manifested in the hostile environment for foreign direct investment and 
low degree of openness to world trade, especially with more technologically advanced 
economies, has hindered productivity growth and technological progress. Combined with a 
lack of domestic competition arising from the industrial dominance of shadowy parastatal 
organizations and institutions at the heart of the state with strong political connections, this 
has had a dramatic effect on efficiency and competitiveness of the Iranian economy.

A comparison with the case of Turkey will bring home the stark realities of the 
cumulative productivity gap, which has developed in Iran. In terms of industrial 
development the two countries were not dissimilar during the 1970s. If anything, 
given the relative abundance of capital in Iran, the Iranian industries were more 
capital intensive than in Turkey and hence labour productivity in Iran was somewhat 



GLOBAL 
TRANSITIONS

3 | FUTURE OF IRAN series

higher than in Turkey. By the early 1970s, manufacturing exports from Iran were 
higher than Turkish manufacturing exports, both in absolute terms and as a share 
of merchandise exports. In 1979 Turkey embarked upon a long and arduous economic 
reform programme with the aim of greater integration in world trade and economic 
openness. The table below brings into sharp relief the changes that have taken place in 
the two countries since. Labour force engaged in the manufacturing sector in the two 
countries is similar both in absolute terms and as a percentage of total employment. 
However, Turkish manufacturing workers are now four times more productive than 
their Iranian counterparts. In the case of Iran, of course one should not expect the same 
manufacturing export performance as in Turkey, as Iran is an oil producing and exporting 
country. But successful diversification and the remedy to periodic growth collapses in the 
case of Iran require similar if not higher labour productivity levels as Turkey.

LABOUR PRODUCTIVITY IN IRANIAN AND TURKISH 
MANUFACTURING COMPARED (AVERAGE 2005-2007)
Source: Calculated from ILO labour statistics and World Bank WDI

MANUFACTURING 
EMPLOYMENT

VALUE ADDED  
PER PERSON EMPLOYED

(000) (% employment) US$

Iran 3844 18.4 6433

Turkey 4120 19.0 22951

The availability of oil revenues has allowed the continuation of these processes for a 
far longer period than can be tolerated in non-oil economies by hiding the immediate 
implications for living standards. The longer-term implications, however, can be dire. 
The past two decades have presented a unique window of opportunity where, due to 
favourable demographic trends, Iran should have been able to build up the necessary 
industrial knowledge base and skills for a diversified economy capable of sustainable 
growth. Even if this loss can be reversed it will burden future generations with 
considerable costs and unnecessary hardship. 

Macroeconomic instability 
Oil prices are highly volatile and unpredictable. As the intermediary between the oil 
market and the economy in Iran, the government plays an important part in maintaining 
macroeconomic stability. Institutions such as five-year development plans and oil 
stabilisation funds are put in place in many oil-producing countries, including Iran, to 
maintain macroeconomic stability in the face of a volatile oil market. The evidence 
shows that despite the existence of these institutions, the volatility of government 
expenditure mimics the volatility of oil prices, and, in certain periods, even exacerbates 
the macroeconomic impact of oil price volatility. Combined with the phenomenon of low 
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labour productivity this gives rise to frequent collapses in growth, which in long-term 
studies of economic growth shows a well-established negative relationship between 
economic volatility and growth in oil exporting countries .

Price subsidies and economic waste
 Oil revenues have been used in Iran as in most other oil exporting countries to provide 
large energy and food price subsidies with considerable economic waste and unequal 
distribution outcomes. In the case of Iran, this is combined with interest rate subsidies 
and credit rationing with sizable benefits to the few with access to subsidised credit. 
At times of multiple exchange rates and rationing of access to foreign exchange, 
companies or individuals with access to rationed foreign currency have received 
substantial subsidies from these arrangements. Such price subsidies have been the cause 
of considerable economic waste. They have locked in production and consumption 
technologies in forms which are inappropriate and simply non-viable under competitive 
prices. They have caused considerable environmental damage ranging from air pollution 
in urban centres to the dangerous depletion of underground water tables used in rural 
agriculture. Apart from such long-term implications, energy subsidies have an immediate 
wasteful effect as the economy foregoes the foreign exchange opportunity cost of oil 
consumed in suboptimal fashion at home.

Technocratic fixes and political power
The above list can be extended to include various other government policies and their 
implications for the economy under the Islamic Republic. However the above covers 
some of the fundamental problems directly related to economic management in the 
context of an oil economy, and will serve the purpose of highlighting the manner in 
which such problems have arisen and persisted. Clearly none of these problems is the 
inevitable outcome of the existence of oil revenues per se. The range of development 
experiences in oil economies from Norway to Saudi Arabia, to Nigeria, Malaysia and so 
on, clearly indicates that the role of policy and institutions matter more rather than the 
existence of oil as such. The next question is the extent to which the adverse outcomes 
in the Iranian economy are due to policy mistakes arising from technocratic neglect and 
lack of understanding of the problems.

The evidence strongly suggests clear awareness of the issues, competent technocratic 
understanding, and in fact active policies by various governments to deal with the 
problems. Various government policy documents spanning the period since the end 
of the Iran-Iraq war, from the first five year plan of the Islamic Republic to the fifth 
plan, clearly enumerate problems arising from lack of competitiveness, public sector 
dominance and the weaknesses of the private sector, and the distorting effects of price 
subsidies, and have advocated various remedial policies. Economic liberalisation and 
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privatisation of state enterprises were already on the agenda during the Rafsanjani 
presidency during the first five-year plan. Under president Khatami during the third 
five-year plan, privatisation was again on the agenda, with greater urgency. In 2004 
a reinterpretation of Article 4 of the Constitution was attempted by the expediency 
council to pave the way for privatisation. This was reinforced by executive order by 
the supreme leader in 2006 with a strict deadline to privatise state enterprises by 
the end of the fifth five-year plan in 2014. Price reform and exchange rate unification 
have been also on the agenda since the first five-year plan in the early 1990s. The 
latest manifestation of this has been the drastic subsidy reform attempted during 
Ahmadinejad’s presidency. The problem clearly is not ignorance of what needs to be 
done or technocratic inadequacies. To understand the reasons for the failure of such 
genuine economic reform policies we need to understand the way politics interferes with 
the economy in the Islamic Republic. 

Islamic Republicanism and the Economy
The early theorists of the republican form of government saw republicanism as a process 
whereby the competing interests of different interest groups in a modern society could 
be reconciled in a plausible and hence legitimate way. The separation of powers, with 
an elected legislature making the laws, a specialised executive under elected leadership 
executing the laws, and the judiciary adjudicating the application of the laws and 
safeguarding the rights of the citizens, was central to this process. A certain degree 
of transparency and accountability at all levels of government is necessary for these 
processes to work, and this, together with democratic elections, can give legitimacy to 
the acts of government. Democracy in this sense is not viewed merely as majority rule 
expressed by some type of voting system, but as a process that leads to a reasoned and 
hence legitimate reconciliation of various interests in society. The formalisation of the 
process of interest aggregation under a modern party system further creates certain 
predictability and durability to the policies of elected governments, which are important 
preconditions for the workings of a modern economy. 

Islamic republicanism, as envisaged by the constitution of the Islamic Republic, 
juxtaposes the republican structures with new institutions inspired by Ayatollah 
Khomeini’s notion of Velayat-e-Faghih. Over time this has given rise to a dual state 
structure, whereby the official state structures, namely the elected parliament and the 
executive, exist side by side with a network of institutions controlled by the clergy and 
headed by the supreme leader. We refer to the first as the official state and the latter as 
the “core” state here. The core state controls important state apparatuses such as the 
judiciary and the security forces and through its institutions such as the Guardian Council 
it screens candidates for parliamentary and presidential elections and has veto power 
over the legislation passed by the parliament. It also exerts considerable influence over 
the day-to-day affairs of the official government. 
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There are important differences in the modus operandi of the two components of the dual 
state. While the elected official state institutions are meant to work within a framework 
of bureaucratic rules and codified laws and regulations, the unelected core state mainly 
operates as a network of individuals and interest groups linked by informal and sometimes 
interpersonal relations and their actions are not governed by transparent and bureaucratic 
rules and regulations. This has had important consequences for the state-economy 
interactions and the role of oil resources in the political economy of post-revolutionary state. 
The history of the development of state institutions under the Islamic Republic has been one 
of gradual strengthening of the power of the core state over the elected official state, and 
along the way the amassing of substantial economic assets by fast growing conglomerates, 
the Bonyads, and by other organs of the core state such as the Revolutionary Guards and 
religious foundations. Powerful economic institutions not accountable to the official state 
can, through their influence within the closed network of the core state, get access to 
lucrative projects, subsidised credit and other preferential treatment. 

Under these arrangements many of the particular interests that in democratic societies 
have to fight their battles openly through civil society activism, have become engaged 
in factional infighting within the state through the increasingly obscure networks of the 
core state. The process of privatisation, which is meant to strengthen the private sector 
and enhance competition, only leads to the transfer of assets from the elected official 
state to the clerical state and its organs. Not only is competition not enhanced, but the 
state enterprises, which under the official state are subject to open accounting system 
and conventional checks and balances, are transferred into unaccountable and influential 
monopoly units within the core state. Similarly, economic reforms initiated by the official 
state are doomed to failure, once confronted by the power of such internal interest groups. 
It is not a surprise that the fate of the recent subsidy reform by Ahmadinejad’s government 
appears to be the same as the economic reforms initiated by Rafsanjani more than two 
decades ago. Unbridled credit expansion leading to stagflation and the undoing of the 
price reforms has much to do with such powerful interest groups defending their economic 
privileges. Under such conditions, the Oil Stabilization Fund, which is created to moderate 
the impact of the volatility of oil prices, also becomes ineffective, having little effect in 
reducing government expenditure volatility. 

Oil and Democracy
It could be plausibly argued that oil revenues themselves may have shaped political 
developments in Iran. It could be said that without oil revenues those in power would 
not have had the luxury of engaging in their grand experiment of Islamic Republicanism. 
Sooner or later, economic exigencies would have forced them to initiate genuine reform 
under political arrangements more conducive to such reform. It is also reasonable to 
believe that oil itself has led to an overly independent and overpowering state with non-
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democratic tendencies. After all, the pre-revolutionary autocratic regime of the Shah, 
which was based on totally different principles than the Islamic Republic, was also an oil-
based state. The next question therefore is, in developing economies with a weak private 
sector and undeveloped civil society institutions, what can be done to safeguard against 
the non-democratic tendencies that access to oil would give rise to?

In a recent paper with Hassan Hakimian we have addressed this particular issue by 
examining the proposals discussed in the literature.

1 
 Two main proposals have been 

suggested to deal with this problem. One is the privatisation of the oil industry, and the 
second is the distribution of oil revenues directly to the population. Though privatisation 
may be possible and arguably desirable in relation to the operations of the oil sector, it 
will unfortunately not address the question of what to do with the oil rents. No matter 
how we twist and turn the issue, after the profits of the private oil companies are 
deducted, there remains a substantial amount of oil rent or royalty, which will inevitably 
accrue to the state. Also, being a major producer country and a member of OPEC, from 
a strategic point of view, it may not be desirable to divest important decisions regarding 
investment and production of oil from the government. We also dismiss the solution 
of distributing oil revenues equally across the population, both on economic grounds 
and on moral grounds. Our suggested solution is the distribution of oil revenues by law 
between local governorates and the central state, and its allocation for development 
purposes under joint supervision of the central and local states. This can hinder the non-
democratic tendencies and over-centralisation of government, while at the same time 
can bring about a more balanced growth in the economy.
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