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This research investigates the impact of economic sanctions on Iran's
Accepted: economy, particularly focusing on human capital, using a dynamic

20/04/2024 stochastic general equilibrium model and a new Keynesian approach, from
March 2001 to September 2021. The findings indicate that sanctions led to
a decline in oil revenues, subsequently reducing public spending on
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Model, Bayesian uptick. As inflation erodes real wages, households respond by reducing
Estimation. labor supply, which, in turn, dampens consumption. Given the critical role
of human capital in Iran's economic growth, policymakers must safeguard
JEL Classification: public education spending, particularly during periods of decreased oil
Cl11, E32, 125. revenues. By prioritizing investments in education, the government can
mitigate the adverse effects of sanctions and foster long-term economic
resilience. In conclusion, the study underscores the importance of
maintaining educational investments amidst economic challenges,
emphasizing the need for strategic fiscal management to sustain human
capital development and drive economic progress.
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1. Introduction

Following the end of the Cold War, economic diplomacy has emerged as a pivotal tool
in shaping international relations. Major Powers, such as the United States, have
increasingly turned to non-military means, notably economic sanctions, to influence the
policies of other nations. This strategic shift allows countries to safeguard their interests
without resorting to the high costs and risks associated with military intervention.
Economic sanctions encompass measures such as trade bans, suspension of economic
agreements, asset seizures, and diplomatic isolation, primarily targeting governments.
However, the collateral damage is often borne by the civilian population, resulting in
dire consequences.

Sanctions inflict severe economic shocks on target countries, aiming to compel
compliance with the demands of the imposing nation. Theoretically, sanctions disrupt
economic performance through various channels, including hindering international
trade, inflating real exchange rates, triggering capital flight, and limiting access to
critical technologies. Moreover, they exacerbate political instability, further
undermining investment and domestic consumption.

The impact of sanctions extends beyond economic realms to encompass participation
in global technology chains, affecting both producers and human capital. Advanced
technology firms heavily rely on human capital as a production factor. Consequently,
sanctions may compel these firms to curtail or cease technological advancements,
reshaping the labor market and diminishing the demand for specific types of education.
This not only diminishes the economy's technological prowess but also undermines its
overall human capital stock. In essence, economic sanctions wield significant influence
over targeted nations, reshaping their economic landscape and societal fabric.
Understanding the multifaceted impacts of sanctions is crucial for policymakers and
stakeholders alike as they navigate the complexities of international relations.

2. Research Method and Data

The empirical literature on the impact of economic sanctions on economic growth has
explored various models, yet there remains a notable gap regarding the consideration of
human capital. This study aims to address this gap by employing the dynamic stochastic
general equilibrium (DSGE) model. The utilized new Keynesian model encompasses
several key components, including households, firms engaged in intermediate goods
production under imperfect competition, a representative firm producing homogeneous
final goods in a perfectly competitive market, the foreign sector, the government, and
the central bank.

To determine the model parameters, we used the Random Walk Metropolis-Hastings
algorithm and Bayesian methods. The observable variables utilized in the model consist
of seasonally adjusted data, including GDP excluding oil, consumption, investment,
government expenditures, and the gross growth rate of money. These data span from
March 2001 to September 2021. By leveraging this comprehensive approach and
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incorporating human capital considerations into the analysis, this research seeks to
provide valuable insights into the intricate dynamics between economic sanctions,
human capital, and overall economic growth.

3. Analysis and Discussion

The findings of the study reveal that the imposition of sanctions results in a notable
decline in oil revenues. Given the substantial role of oil revenues in financing public
expenditures, there is a consequent reduction in public spending on education, which, in
turn, hampers the formation of human capital. According to economic theory, the
reduction in human capital elevates the marginal cost of each product and influences
overall demand, leading to a reduction in consumption. Furthermore, the decline in
human capital diminishes workforce capabilities, thereby weakening productivity. This
decline in workforce performance precipitates reductions in production, investment, and
economic growth, culminating in an inflationary surge. It is noteworthy that the real
exchange rate, which determine by the ratio of the foreign price index to the domestic
price index, experiences a decrease in response to these dynamics.

The interplay of these factors underscores the intricate relationship between
economic sanctions, human capital formation, and broader economic outcomes. By
elucidating these mechanisms, the study highlights the multifaceted impacts of
sanctions beyond mere economic metrics, shedding light on their implications for
workforce capabilities, consumption patterns, and inflationary pressures. Understanding
these dynamics is crucial for policymakers in creating effective strategies to mitigate the
adverse effects of sanctions and foster sustainable economic growth.

4. Conclusion

The variance analysis of the model's variables reveals that the sanctions shock ranks
among the most significant influences on investment and consumption fluctuations,
being the second and third most impactful, respectively. Additionally, the sanctions
shock emerges as the primary determinant of oil revenues and interest rates, and the
second most influential factor affecting non-oil production. Consequently, the sanctions
shock profoundly shapes the dynamic trajectory of these variables. Furthermore, the
interdependence of various sectors on the sanctions shock underscores the pivotal role
of sanctions in shaping the dynamics of oil revenues and investment. Given the crucial
importance of human capital in driving Iran's economic growth, it is imperative to
manage government expenditures in a manner that safeguards public education
spending, particularly during periods of declining oil revenues. In light of these findings
and recognizing the critical role of human capital in sustaining economic development,
policymakers are encouraged to prioritize protecting investments in education. By
ensuring continued investment in human capital, even amidst economic challenges, Iran
can fortify its long-term economic resilience and foster sustainable growth.
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