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Chapter One

The Monetary Authority in Iran

Introductïon 8~ A Literature Survey of Central Bank
Independence

1.0 Outline

1.0.1 Introduction and Plan of the Work

The gold standard, seigniorage, rules, discretion, and monetization of the

budget deficits are a few demonstrable paradigms of the importance of a

promínent institution in modern times historically mislabeled as the "central"

bank as to mean bank of banks for "clearance" purposes. But indeed today it

is the "center" of post-war modern economic systems as reflected in a sundry

of legislatures ranging from the U.S. Employment Act of 1946 to the

European Union Pact (alias, the Maastricht Treaty). While in the U.S. Act of

1946 price stability, maximum growth, full employment and the balance of

payments equilibrium were set as dominant goals, the Maastricht Treaty

straightforward calls for independent central banks. It is noticeable that in the

historical transformation of thought, Milton Friedman's contributions to

economics eliminated inflation and employment connection -- recall the

discussion of the verticality of Phillips Curve in the long run. Thus, the issue

revolved around price stability (and, thus, through the purchasing power parity

doctrine, the stability of foreign exchange). And in practice, successiul

institutions suc:i as the Bundesbank in achieving price stability (in a growing

economy) provided more muscle for this transformation.

In recent years academics and policymakers alike have shown an intense

interest in the question of independence of central banks with respect to the

formulation and implementation of monetary policy. It is maintained that a

high level of central bank independence coupled with a mandate for stable
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prices constitute important institutional device to achieve and maintain price

stability. Indeed, various countries have recently remodeled their central bank

and promoted independence as to raise their commitment to price stability.

Numerous recent theoretical and empirical investigations insinuating that not

only inflation and central bank independence are inversely related but also

have been a consequential drive for enhancing central bank sovereignty and

self-government.

Economic theory and measurement, as developed by Rogoff~, Neumann2,

Lohmann3, Eijffinger and Schaling~ and others, which will be surveyed in this

Chapter of this dissertation, suggest the countries having an independent

central bank can achieve low inflation rates primarily because politicians would

not be able so easily to influence monetary policy.

1.0.2 Scope of the Chapter
In Chapter 1 of this dissertation, four main issues will be dealt with as

reflected in the following sections:

1.1 A Description of the Legal and Operational Foundation of the Central Bank

of the Islamic Republic of Iran.

1.2 A Literature Survey on the Theoretical Foundation of the Central Bank

Independence.

1.3 The Measures related to the Central Bank Independence and the

Application of the Measurements to the Central Bank of Iran.

1.4 The Empirical Evidence as Communicated in the Literature.

~ Rogoff, K., (19851, The Optimal Degree of Commitment to an Intermediate Monetary Target,
Quarterly Journal of Economics, C, 100, November, pp. 1169-89.

z Neumann, M.J.M., 119911, Precommitment by Central Bank Independence, Open Economies
, Review, 2, pp.95-1 12.

3 Lohmann, S., (19921. Optimal Commitment in Monetary Policy: Credibility versus Flexibility,
American Economic Review, 82(11, March, pp. 273-86.

" Eijffinger, S.C.W. and E. Schaling, (19931, Central Bank Independence ir Twelve Industrial
i Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.
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Additionally, Appendices to this Chapter include a translation of the

relevant Central Bank laws, including the Monetary and Banking Law of 1972

1Appendix I) and the Interest-Free Banking Operations Law of 1983 (Appendix

II).

1.1 The Legal and Operational Foundation of the Central
Bank of the Islamic Republic of Iran (Bank Markazi
Jomhuri Islami Iran)

1.1.1 Introduction

The Central Bank of Iran dominates the Iranian financial system both by the

extent of its multiple activities and by the relative size of its assets. The

magnitude of the central bank is equal to óvér ~ percent of the combined

assets of commercial banks and is almost equivalent to the total amount of

claims on the non-public sector. Its activities include not only the supervision

and'' regulation of banks but also direct lending to government enterpri9es,

oversight and regulation of the Tehran Stock Exchange and even majority

ownership of the largest Investment Company in Iran.

1.1.2 The Legal and Operational Status of Iran's Central Bank

In Iran's economic structure, banks are important contenders both in the

money and capitaf markets either directly or indirectly through their

subsidiaries. This role makes the monetary authority, which also functions as

the sole supervisor of banks, the Central Bank of Iran, a key player in Iran's

economy. Indeed, it is not an exaggeration that the Central Bank -- or Bank

Markazi Jomhouri Islami Iran (BMJII)-- dominates the Iranian monetary

financial system. In fact, BMJII is:

a. The monetary-policy authority,

b. The seigniorage and minting authority,

c. The licensing authority, and
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d. The supervisory authority for banks and non-bank financial institutions

alike.

As this dissertation deals with the economic-political independence issue of

the central banking apparatus, it is necessary at the outset to mention that

the Governor of Iran's Central bank sits in the Cabinet. In order to comprehend

this key role, it is necessary to examine the legal and operátional status of the

central banking system in Iran. Four important pieces of legislation form the

legal status of the present situation of the Iranian banking and the central

banking system: ~

1. The Monetary and Banking Law,

2. The Nationalization of Banks Law,

3. The Law on Usury (Interest) Free Banking Operations,

4. The Administration Law of Banks.

The Nationalization of Banks Law, passed by the Revolutionary Council

immediately after the Revolution in 1979, nationalized the banking system,

which later was amalgamated into 9 big banks. The Administration Law of

Banks mainly deals with the corporate structure of~ banks, but has little to do

with the central banking practices. The Monetary and Banking Law, the

patriarch of all, is divided into three parts. Part I deals with the currency, part

11 with Bank Markazi Iran and part III with banking in general. In this chapter,

Part II of this Law as it relates to the central banking scheme will be

discussed. Additionally, the Usury or Interest-Free Banking Operations (IFBO)

Law, which is the most imperative modern-Islamic banking legislation passed

after the Islamic Revolution, will be covered later in this dissertation.

1.1.3 A Note about Extraordinary Events
It is also notable that any discussion with regard to Iran's economic -- financial

system - and its evaluation -- has to make a note of the following economic-
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political issue. Since the revolution, Iran has had several extraordinary

experiences, including6:

1. Massive nationalization and expropriations are including the banking

systeme.

2. Substantial capital flight outside to the financial system -- abroad as well

as to the informal sector. ~

3. Freeze of foreign assets, which partly served as reserves.

4. Selected san~tions' against Iran's exports and imports -- and financial

flow.

5. Switches in economic policies -- including the switch from an import-

substitution policy to export-promotion policy.

6. Implementation of structural adjustment programs (SAPs) including

attempts to rationalize the price system, reduce budget deficits, cut

subsidies, initiate privatization and move towards a single-exchange rate

regime~.

From this perspective, the financial system of Iran is a multi-dimensional

system in which at least the following dimensions can be identified.

1. An evolving Islamic financial system.

2. A nationalized banking system due to the unavoidable consequences of

the revolution.

3. A developing financial system due to the developing economic status of

the nation.

4. A largely bank-based, as compared to the securities-based, system.

6 The following interpretation of the major events in the Islamic Republic of Iran is the author's
explication of financially related milestones during the last two decades. It is mentionable that
this interpretation is based on the author's own analysis of experiences in Iran, since no serious
or inclusive work has been undertaken in Iran this regard.

s The issue of nationalization of the banking system will be discussed in Chapter 2 of this
dissertation.

~ Other extraordinary events include engagement in eight years of war (with Iraql, large

fluctuations in its main sourca of foreign exchange earnings (oili, and a very high population

growth (about 3.59ó per annum until recentlyl.
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5. A repressed financial system (RFS) in the sense of Gurley-Shaw-Mckinon

(specified later in this dissertation).

6. A traditional "bazaar" financial system with a large informal sectore.

The aforementioned extraordinary events and the multidimensional aspect

of the financial system make any problem multifaceted in nature and require a

conservative and dynamic approach to diagnosing the problems and drawing

any conclusion. Nevertheless, the current state of Iran's financial system and

its economy make it imperative to present a diagnosis -- albeit crude -- of the

problems. This diagnosis is the task of the whole dissertation. But in this

chapter we need to focus on the central banking in Iran.

1.1.4 The Monetary and Banking Law (MBL)
According to the MBL, legislated in 1972 prior to the Islamic Revolution, Bank

Markazi Iran {Central Bank) is the sole authority responsible and accountable

for the monetary and credit system of the nation. In addition, it acts as the

banker of the Government and it is also given wide authority to intervene in

and supervise banking affairs generally.

In its business-law framework, the Central Bank is set up as a joint-stock

company with a capital of Iranian Rial 5,000 million and, unless specifically

stipulated, is exempt from the general laws and regulations applying to

ministries and other government entities.

According to this Law, Bank Markazi Iran is "responsible for the formulation

and implementation of the monetary and credit policies with due regard to the

general economic policy of the country". On the other hand, the objectives are

"to maintain the value of the currency and equilibrium in the balance of

e For a description of the informal sector see lworld Bank, 1988. In Iran, the informal sector is
largely associated with the "bazaar" ltrading marketl system. A large flow of money-versus-
goods exists in this sector of the economy, where short-term trade credit has its own
peculiarities. The rates are much higher than the formal sector ( say, the banking system)
because of higher risks involved. The repressed rates in the formal banking system also can
explain a sort of "disintermediation" from the banking system to this informal sector. See,

--, 1
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payments, to facilitate trade transactions and to assist the economic growth

of the country" [Monetary and Banking Law, 19721.

Furthermore, its functions and powers include:

a. Issuance of currency. '

b. Supervision of banks and other credit institutions.

c. Foreign exchange transactions regulations.

d. Gold transactions regulations.

e. Control of the outflow and the repatriation of capital.

Additionally, Bank Markazi Iran is vested with the following powers such as

granting of loans and credits to ministries and government organizations,

guarantee of commitments made by the Government, rediscounting drafts and

short-term commercial bills, open market operations (OMO) and purchase and

sale of gold and silver.

Furthermore, the Central Bank is the authority to supervise monetary and

banking affairs by determining the rediscount rate and loan interest rates.

Furthermore, it sets the ratios of and the rates of interest payable on legal

deposits of banks, as well as determining the maximum and minimum rates of

interest. Also, it determines the ratio of the total paid up capital and reserves

of banks for different types of assets, by auditing, limiting the activities of

banks and by determining the maximum aggregate amount of overall loans

and credits granted by banks or the maximum amount of their loans and

credits in each specific sector.

Organizationally, the Central Bank is legally set under the Ministry of

Finance and Economic Affairs, and is composed of five bodies:

i. The General Assembly,

ii. The Currency and Credit Council (CCC1,

iii. The Executive Board,

iv. The Note Reserve Control Board, and

Pourian, H., Tehran's Capital Market and distribution System, Tehran Municipality, 1994.
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v. The Supervisory Board.

Currently, the General Assembly is made up of the Minister of Finance and

Economic Affairs, the Minister of Commerce and the Head of the Plan and

Budget Organization. This Assembly acts as the forum of shareholders of the

Bank. The General Assembly has functions such as approval of the Balance

Sheet of Bank Markazi Iran, its net profits, and electing the members of the

Supervisory Board upon the recommendation of the Minister of Finance.

In this regard, the Currency and Credit Council (CCC) is the most important

organ. It is the monetary-policy maker of the country. The functions of this

important body includes the determination of monetary growth, determination

of credit rationing to various economic sectors, determinatíon of the banking

system's deposit profit linterest) rates, determination of the banking system's

profit (loan) rates on credit and investment facilities. In addition, CCC also

determines the legal reserve ratios of the banking system and of government

bond distribution. Recently, it is given new powers with regard to the security

system in Iran as it will determine the "Participation Securities" -- a newly

designed Islamic security--ceilings and terms.

The CCC's membership consists of: the Economics and Finance Minister,

Central Bank Governor, Director of the Plan and Budget Organization, Attorney

General (or his first deputyl; two "Economic" Ministers (such as Industry and

Agriculture with approval of the Cabinet); one banking expert as a

representative of the President of the Republic, Director of the Iranian

Chamber of Commerce, Director of the Chamber of Cooperatives, and two

Legislative Deputies from the "Majlis"las non-voting membersl9.

The Executive Board (of the Central Bank) consists of the Governor, a

Deputy Governor, a Secretary General and three Vice Governors. The

Governor of the Bank is appointed with the recommendation of the Finance

9 Given its prominence, the Currency and Credit Council (CCC) will be further discussed in

~~~~
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Minister and is approved by the cabinet for five years. The Governor; is eligible

for reappointment without limits. He is the Bank's highest executive and

administrative authority and is responsible for all the affairs of the bank.

Additionally, he is liable for the proper conduct of the affairs of the Bank and

the implementation of the Monetary and Banking Law as well as the

regulations thereof. On the other hand, the Note Reserve Control Board

consists of seven members: the Governor of the Bank; the Attorney General,

two members from the "Majlis"~o; the Head of the Government Auditing

Tribunal, the Treasurer General or his deputy and the Chairman of the

Supervisory Board. This Board is responsible for supervising the proper

implementation of article 5 of the said Law, which states that the Bank must,

at all times, have at its disposal assets in gold, foreign exchange and

securities and bonds equivalent to 100 percent of the notes issued by the

bank.

Finally, the Supervisory Board consists of five auditors or other perGOns

versed in accountancy or banking and appointed by the General Assembly,

upon recommendation of the Minister of Finance and Economic Affairs. They

are responsible for auditing the accounts and commitments of the Bank and to

report on them.

1.1.5 The Relevant Provisions of the Interest Free Banking
Operations (IFBO) with Regard to Central Banking

Chapter IV of the new Islamic Banking Law known as Interest-Free Banking

Operations Law (IFBO), legislated in 1983 also deals with the Bank Markezi

and Monetary Policy. According to this Law, policy for credit and short-term

(one yearl facilities is adopted upon recommendation by the General Assembly

and approved by the Council of Ministers. Also, policy for credit and five-year

Sections 1.2 and 1.3 of the present Chapter.
~o The Islamic Consultative Assembly or "Majlis" is Iran's Assembly of Representatives but it is

better termed a Lower House.
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as well as long-term facilities shall be incorporated in bills for five-year as well

as long-term development plans and submitted to The Islamic Consultative

Assembly for ratification. Additionally, the Law states that for the proper

functioning of the monetary and credit system, BMJII, under rules to be

epproved by the Council of Ministers, is empowered on the strength of Article

19, to intervene in and supervise, the monetary and banking activities through

the following instruments:

a. Fixing a minimum andlor maximum ratio of profit for banks in their joint

venture and Modarabah activities (will be discussed later); these ratios

may vary for different fields of activity.

b. Designation of various fields for investment and partnership within the

framework of the approved economic policies and the fixing of a minimum

prospective rate of profit for the various investment and partnership

projects; the minimum prospective rate of profit may vary with respect to

different branches of activity.

c. ~Fixing a minimum and maximum margin or profit, as a proportion to the

cost price of the goods transacted, for banks in installment and hire

purLhase transactions.

d. Determination of types and the minimum and maximum amounts of

commissions for banking services (provided that they do not exceed the

expense of service rendered) and the fees charged for putting to use the

deposits received by the banks.

e.' Determination of the types, amounts, minimum and maximum bonuses

subject to Article (6) and the establishment of guidelines for

advertisement by banks in the cases referred to.

f. Determination of the minimum and maximum ratio in joint ventures,

investment, hire-purchase, installment transactions, buying or selling on

credit, forward deals, Mozare'ah, Mosaqat, Jo'alah and Qard-al-Hassaneh

(lslamic banking contracts to be discussed laterl for banks ar~t with
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respect to various sectoral activity; also fixing the maximum facility that

can be granted to each customer".

1.1.6 The Role of the Central Bank in Credit Allocation to the
Government

Every year, the Budget Law, which is proposed by the Plan and Budget

Organization (PBO) and ratified by the Majlis, determines an overall "ceiling"

on credits to the Iranian government, public corporations and agencies. In

implementation, Bank Markazi approves all credit facilities to the government, '.

its public enterprises and agencies, whether the credit is extended by the Bank.

itself o~ by other members of the banking system.

Some statistics may be revealing at this point. As shown in table 1, credits

to the government are extended directly by the Central Bank. Direct loans to

Government by the Central Bank amounted to Rials 36,837 billion and to

public enterprises Rials 8,523 billion at the end of March 1996. The latter

accounted for half the facilities extended to public enterprises by the banking

system as a whole. Nevertheless, it needs to be mentioned that the share of

bank credits to the public sector seems to have declined during the First Five

Year Development Plan for the period of 1368-72 according to the Iranian

calendar years (equivalent to 1989-93). This trend partly reflects the transfer

of government enterprises to the non-public sector. But the increasing shere of

bank credit facilities to the non-public sector does not necessarily mean a

significant shift in the beneficiaries of bank credit12.

" A description of these new "Islamic contracts" is provided in Chapter 2 of this dissertation. A

glossary at the end of Appendix II to this Chapter also explains these contracts. Briefly,
Modarabah is sharing of benefits in trade-related activities. Modarabah and Mosaqat are

contracts used in agriculture. In Jo'alah, the bank acts as the financier and the deficit-spending

unit as the "contractor," doing a specific job. Qard-al-Hassaneh contract is no-interest financing

used in needy situations and for firms in financial dístress as well.
1z This is due to the fact that to a large extent, the privatitation program has resulted in a transfer

of ownership of government enterprises to state-controlled financial institutions and investment

companies.
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Table 1- Outstanding Bank Financing of the Covemment and the Non-public
Sectors (March 1996, March 1995, Billion Rials)

March 1996
Claims On : Distribution

the
Govemmerrt:

~

Claims on ? Diátribution
Govemmerrt :
Errterprises, i
A encies

Claims on
the Nqn-

Public
Sector

Distribution

Central Bank 36,837.2 :95.396 8,5230~0 : 51.9ai6 0.0 :0.096
ommercial Banks 1,822.8 :4.70,6 7,792.5 ;47.596 36,156 :7796
ecialized Banks 1.6 i 0.096 90.3 ; 0.496 10,872.6 ; 2396

otal 38.661.6 i 100.096 16,406.4 : 100.096 46,938.6 : 100.096
s a 96 to Total Claims : 37.996 : 16.1 96 : 4696

March 1995
trentral Bank 29,571 ; 9596 4,979 ; 51.296 0.0 i 0.096
Commercial Banks 1,554.2 i 596 4,611.7 ; 47.496 29,667.5 i 78.796

ecialized Banks 1.6 : 0.096 143.3 's 47.496 29,667.4 i 78.796
otal 31,126.8 :100.096 9,734.1 :100.096 37,719.8 :100.096
s a oIo to Total Claims : 39.696 i 12.496 :48oi6

Source: Central Bank of Iran, Annual Report, 1996-97.

Credit to other state-owned enterprises and to the private sector is

allocated by six commercial banks and a group of four specialized banks13.

Currently, total banking credit facilities to a single legal entity are limited to a

maximum of Iranian Rial (IRL) 500 billíon. Banks' direct investments and

participation in legal partnerships is subject to the approval of the Central

Bank. It is notable that Bank Markazi does not generally practice selective

bank credit rationing through the "rediscounting" of loans to the non-public

sector. However, new credit by commercial banks must meet the sectoral

targets set in annual budgets of the five-year plans, which is determined by

the Currency and Credit Council.

Similar to the state controlled economies -- as mentioned previously -- Bank

Markazi dominates the Iranian financial system not only by the extent of its

monetary and financial activities but also by the relative size of its assets. Its

activities also include the supervision and regulation of banks.

~~ The latest newcomer to the banking system is the Export Development Bank (similar to an

~~~~
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In addition to the money market, Central Bank dominates the capital market

of Iran overseeing and regulating the Tehran Stock Exchange through the

"Stock Exchange Council" (SEC) and, e.g., majority ownership of the National

Investment Company of Iram4.

1.1.7 Use of the Monetary Policy Instruments

Although, monetary policy is the task of chapter 4 of this dissertation, a small

reference to it is necessary at this stage.

The key monetary policy instruments in Iran are the setting of overall limits

on central bank advances to the banking system, the setting of quantitative

sectoral credit targets and regulated rates of return on banking facilities. The

centráf bank does not usually carry out selective credit rationing policies

through bank loan rediscounting.

Bank cash reserve requirements are relatively high, currently estimated

between 10 to 30 percent of deposits depending on different categories, but

are not actively used by the Central Bank to manage the liquidity of the

banking systemt5.

Moreover, due to the lack of instruments, there is no market for short-term

instrumènts or inter-bank deposits. In the absence of placement alternatives

for short-term bank liquidity, excess bank reserves tend to fluctuate within

wide limits and do not provide a reliable guide for Central Bank interventions.

Until recently, the sum of legal reserves and government bonds represented

more than 30 percent of bank deposit liabilities. The existence of low-return

assets significantly increases the cost of banking facilities and, additionally,

represents a rr~ajor "drain" on the banks' loanable funds to the economy.

While the share of direct bank credit to the public sector appears to have

Export-Import Bankl, which was set up in 1991 for the purpose of developing exports.
'" National Investment Company of Iran is the biggest closed-end investment company in Iran.
15 It is noticeable that long lags--often from one to three months--in banks' reporting of monthly

liquidity and reserve positions significantly reduce the effectiveness of reserve ratios in the
implementing monetary policy.
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declined recently, this trend mainly reflects the transfer of state-owned

enterprises (SOE) to the private sector. But, a large majority of these assets

have eventually been transferred to state-controlled financial institutions

(SCF11 and investment companies1e.

Finally, open market operations (OMO) are rarely used; and onty used

between banks and the Central Bank. It does not include the public due to the

usury nature of government bonds. Therefore, the Central Bank of Iran

relinquishes itself from the most important monetary policy tool.

1.1.8 Central Bank Role in Dividend (Interest) Rate
Determination and the Issue of Banks Fragility

Banking system's deposit rates or dividend rates are set by the Central Bank in

collaboration with the Currency and Credit Council (CCC). With regard to the

interest rate determination, a brief explanation is in order. The difference

between interest rate and dividend in the Islamic tradition refers to the

following distinction. Interest rates are fixed (and are also certain and

definite). But rates in the Islamic banking (which can be referred to as

dividends) are not, in principle, fixed. In turn, their determination is based on

sharing of the value added in each contract between the surplus-spending unit

and the deficit borrower. In Chapter 2 of the present dissertation, this

distinction will be further discussed. But in practice in today's Iran, "tentative"

(or the forecast of) rates are determined by the CCC at the beginning of the

year, which become definite at the end of the year, when the accounting

books of the banks are closed for the financial year.

Record of this rate fixing during the last several years is reported in the

upper portion of table 2. As in Islamic manner of setting of rates, the lower

portion provides an example of setting "tentative" versus "definite" rates on

deposits. Every year as a forecast of profit rates of the banking system a set

16 Thus, the increasing share of bank facilities to the non-public sector does not directly imply a

~~~~
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of "tentative" rates is announced for various deposits. After the year is over,

the "tentative" rates are finalized into "definite" rates.

Table 2- Banking System Deposit Rates ( Percent)

1989 1990 1991 1992 1993 1994 1995 1996 (Tentative)

Short Term 6.0 6.5 6.5 7.5 8.0 8.0 8.0 8.0
1- Year 8.5 9.0 9.0 10.0 11.5 14 14 14
2-Year. - 10.0 10.5 11.5 13.5 13.5 15 15
3-Year - 11.0 11.0 13.0 14.5 14.5 16 16
5-Year - 13.0 14.0 15.0 16.0 16 18.5 18.5
Source: Central Bank of Iran, The Annual Reports, 1990-97.

- Tentative and Definite Deposit Rates (1995!

Maturit Tentative Definite
Short-Term 8 8
1-Year 14 14

2-Year 15 15
3-Year 16 16
5-Year 18.5 18.0
Source: The Ceniral Bank, Annual Report, 1996.

It is notable that throughout the last 8 years, the deposit (or profit) rates on

bank deposits have been below inflation. Of course, rates that are below the

rate of inflation have a negative impact on savings mobilization while, on the

other hand, the demand for credit is artificially stimulated. Since a Iasting

excess demand for subsidized credit requires a more stringent control of the

money supply, it often becomes a warrant for the central bank's direct

intervention in credit distribution~~. An explanation of the current situation is

useful.

Normally, the Central Bank issues directives of credit ceilings to the banks.

For instance, currently the listed companies at the Tehran Stock Exchange get

a maximum of IRL 15 billion and the unlisted companies receive IRL 8 billion

ceiling. Credit needs beyond these ceilings must be approved by the Central

vital switch in the recipients of banking system credit.

~~ The World Bank, (1994), Financial System in Developing Couniries, Washington, D.C.
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Bank, which goes through the Supervision Department within the Central

Bank. Additional conditions--such as further collateral--may be required. For

each legal economic unit, credit provisions are dependent on a number of

factors such as the unit's flow of funds with its bank and its credit standing.

Extra conditions and collateral requirements are determined by the banks

themselves. They act as the principle risk-takers.

The Second Development Plan suggested "rationalization" of deposit rates.

But the liberalization of rates of return on banking facilities need to take into

account the impact of higher rates on the solvency of borrowers and the

credit risk exposure of banks. Iranian banks are in a fragile financial position.

Accordingly, the Central Bank is concerned that a rapid liberalization of rates

of return on bank assets and liabilities in a high and unstable inflationary

environment may cause more instability in the economy. Therefore, it is

thought that the liberalization of rates of return on bank balance sheet items

has to be synchronized to reduce its impact on bank margins. But without the

large pool of non-profit bearing deposits accounting for about 50 percent of

deposits in commercial banks, bank assets earning the average controlled rate

of return would not yield a sufficient gross profit margin when the cost of the

high legal reserve requirements is taken into account. Bringing deposit rates

closer to the inflation rate would require a compensating increase in the rate

of return on bank assets through a reduction in bank reserve requirements and

a liberalization of rates of returns on bank loans. Otherwise, a significant shift

toward profit bearing deposits as experienced in other countries would rapidly

erode ttie banks' earning capacity, and, in terms of capital adequacy, would

render unsustainable their current growth ratete.

~B Furthermore, since most of the banks' capital is represented by illiquid real estate assets, banks
could not absorb any significant losses due to non-performing loans or inadequate rate of return
spreads without comment financial support.
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1.1.9 Central Bank and Loan Rate Determination

The loan rates are also set by the Central Bank in coordination with the CCC.

Table 3 reveals the loan-or "Islamic contract" rates -- for various sectors in the

last two years. The reasons for diversity and divergences have nothing to do

with, say, demand or comparative advantages of the country. Given the First

and Second Five Year Plans which both emphasize growth in the agriculture

sector, subsidies are apparent in this sector. In turn the trade and service

sector is penalized. Given the housing situation, this sector also receives a

priority in rates.

Table 3- Setting rates by the Central Bank in
the Islamic Republic of Iran Iby sectorl

1994195 1995l96
A ricukure 12-1696 13-16~0
Industr and Minin 16-1836 17-1996
Housin 1596 15-160~0
Trade snd Services 18-2496 18-2506
Source: Central Bank of Iran, Annual Reports, 1995-97.

Furthermore, banks are required to observe sectoral credit ceilings when

extending credit to the non-public sector. Globally, the size of "fresh injection"

fnew credit) is determined by the Majlis (the parliament) within the five-year

plans. Initially, the amount of "fresh injection" (new credit beyond the

previous year) is determined by the Majlis (the parliament) within the coming

year government budget. During the recent years, these ceilings have been,

respectively, 20 percent for agriculture, 37 percent for manufacturing and

mining, 32 percent for housing and 11 percent for all others, including

services. During the planning and budgeting process, shares of public versus

private of the fresh injections are also determined.

For instance, in the Second Development plan a total of IRL 43 trillion were

to be the additional debt to be incurred by all sectors of the economy (within

five years). Of this total debt increase, 45 percent is to be allocated to the

public sector and 55 percent to the private sector (including the cooperatives).
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Also, in the 1377 calendar year budget, a total of IRL.6 trillion were allowed in

increase in banking system debt. Of this, 35 perceAL~we~e ta be allocated to
the public and 65 perCent to the private sector. . .

It is notable, that the share of credit allocated to the commerce and service

sector has been steadily ,declining over the past years, despite the growth of

the sector in the economy~. This decline, which reflects central allocation

policies, also indicates the bias against the private sector in the allocation of

credit, given that the ownership of the service sector is mostly private. While

there are no available data on the amount and type of bank credit extended to

100 percent privately owned concerns, some evidence suggests that access

to medium and long-term financing for private investment is extremely limited,

especially during the contractionary policy making.

While formal credit ceilings on each institution are no longer imposed, each

bank is required to participate in a sectoral allocation scheme for their credit

expansion. Until recently, new lending throughout the system is supposed to

be allocated as set in table 4.

Table 4- Lending aqocation by the commercial banking system

Sector Allocation
Indust and Minin 37 96
Housin and Construction 32 ~o
A riculture 20 o~O
Trade and Service Sectors 1 1 96
Source: Central Bank of lran, Annual Repori, 1998.

Profit rates on bank loans such as installment sales and hire purchase

transactions are subject to sectoral rate ceilings determined by the Currency

and Credit Council. The rate ceilings become minimum expected rates on the

equity component of profít sharing transactions such as partnership and direct

investment. Rates of return on different types of bank facilities are still largely

administratiVely set through sectoral rate ceilings, even though there has been

recently an effort at reducing the number of rates subject to ceilings.
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Like deposit rates, most controlled rates of return on facilities fall short of

inflation, currently falling to about 20 percent in 1997. In this way, the toan

portfolios of the commercial banks are further skewed towards certain

economic sectors as a result of directed credit regulations promulgated by the

Central Bank and the CCC.

While conclusive data is difficult to obtain due to considerable confusion

about the definitions of private sector and public sector enterprises, it appears

that more than 65 percent of all banks credits are in fact granted to state-

owned andlor government controlled companies and agencies. If this

assessment could be firmly established, it would imply that the private sector

is almost excluded from access to formal sources of credit. Based on a survey

by the author, discussions with private sector industry groups and managers

confirm that they are unable to obtain a significant level of financing frOm the

commercial banks. Many private enterprises and individuals continue to use

the well-established Bazaar Market system, which is estimated to control a

substantial portion of the nation's commerce.

1.1.10 Currency and Credit Council (CCC) in Practice

The Currency and Credit Council (CCC) plays an imperative role in monetary

policy making in Iran, thus reducing the independence of the Central Bank in

practice. The role of the Council is to consider and decide upon the general

policy of the Bank and to supervise the monetary and banking affairs of the

country. The CCC acts as the board of directors of a corporation decides upon

the general operations and financial affairs of the Bank as well as on the

regulations to i)e enacted under to Monetary and Banking Law and gives

consultative comments on any banking, monetary and credit issues referred to

it by the government. It also determines any other issue that the Governor of

Bank requests comments upon.

According to the Monetary and Banking Law, in order to be in a position to

consider and decide on the general policy of Bank Markazi Iran and to
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supervise monetary and banking affairs of the country, the Currency and

Credit Council shall:

a. Examine and approve the organization, budget, employment code and

internal regulations of Bank Markazi.

b. Examine and comment on its balance sheet in (preparation for the

discussions at the General Assemblyl.

c. Review and approve the regulations drawn up.

d. Comment upon the banking, monetary and credit issue of the country as

well as bi11~..con~erning loans, credit guarantees and on any other issues

referred to the Gouncil by the Government.

e. Give consultative views and advice to the Government on banking,

monetary and credit issues which, in the Council's opinion, may bear upon

the economic conditions and especially the credit policy of the country.

f. Comment on any other issues referred to it by the Governor of Bank

Markazi. '

It needs to be mentioned that new credit by commercial banks must meet

the sectoral targets set in annual budgets of the five-year plans. The share of

the service sector as a proportion of Gross National Product (GDP) is rising

and is close to twice as large as the manufacturing and mining sector (42.5

percent versus 23.3 percent). But the allocation of bank credit to the service

sector has been declining steadily over the last five years. The large gap

between the share of this sector in the economy and its share banking

facilities is a direct consequence of the sectoral credit targets that provide low

cost funds to other sectors of the economy. Since ownership of the service

sector is mostly private, it also reflects the crowding out of the private sector

that must rely increasingly on informal sources of financing. There is no ceiling

on its rates for banking facilities to the service sector. Iranian bankers have

indicated that, in the absence of sectoral targets, they would not hesitate to

increase their loans to the trade and service sector.
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1.1.11 Central Bank and Rules for Non-Bank Financial Institutions
( NBF1)

As part of the Government's program to expand the financial services sector,

in 1992 Bank Markazi announced the adoption to the "Regulations Governing

the Establishment and Activities of Non-Bank Financial Institutions" INBFI). In

this regulation, the main difference between NBFIs and banks is that those

institutions will not be allowed to open current or deposit accounts. Such

institutions will function as either "specialized", e.g., like a building society, or

"general" investment credit institutions without any restrictions to their loan

portfolio. They will have to be established as joint-stock companies with a

minimum capital of IRL 5 billion, out of which 35 percent must be paid at the

time of incorporation. The creation of each such institution will have to be

authorized by Bank Markazi, which will also supervise them. The appointment

of the chief executive officer of each institution land the board of directors'

qualifications) will be subject to the approval of Bank Markazi.

NBFIs are authorized to carry out transactions on a profit basis and grant

credit facilities like banks. Their funds will be raised through savings or similar

accounts, investment (time} deposits, issuance of partnership securities and

by accepting facilities from individuals and corporations. Their credit facilities

shall at no time exceed 15 times the balance of their capital account and the

credit to any person cannot exceed 10 percent of that account. In this way,

the licensing and supervisory authority of the Central Bank has been

stretched in Iran's monetary-financial system.

1.2 The Theoretical Foundation of Central Bank
Independence, Types of Independence and the
Independence Determinates

Ultimately, it is needed to examine and measure the independence of Iran's

Central Bank. But before doing so, it is required to focus on the issue of

central bank independence as reflected in its theoretical underpinnings, types
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of independence and the determinants of independence within a brief--yet

comprehensive--survey of literature. For demonstration purposes and capsule-

wise, three categories of determinants or elements, which best illustrate the

results of our survey of the recapitulated literature are shown as follows:

1. The Theoretical Determinants

i. Time-Inconsistency Predicament

íi. Sargent and Wallace Paradigm

iii. Public-Choice Argumentation

2. The Independence Determinants

i. Policy Supremacy

ii. Financial Independence

iii. Personnel Autonomy

3. The Determinants Categories

i. Debt-cum-Inflation Opposition

ii. Financial Supervision

iii. Political Instability

In turn these categories will be explained in more detail in Sub-Sections 1.2.1,

1.2.2 and 1.2.3 below.

1.2.1 The Theoretical Elements: Theoretical Foundation of
Central Bank Independence

The evidence seems to suggest that independence of central bank is strongly

associated with price stability. But the fundamental question arises as to why

would independence of the central bank, ceteris paribus, yields price stability

or lower rates of inflation? The literature provides three sorts of responses as

reflected in three theoretical foundations, as follows19:

i. Time Inconsistency Problem of Monetary Policy, or the Monetary Policy

Lag Effect.

19 Eijffinger, S.C.W., ( 1997), Independent Cential Bank and Economic Performance, Edward Elgar,

~~~~
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ii. The Analysis of Sargent and Wallace20, or Financial Interdependence,

iii. The Public-Choice Arguments, or Political Hierarchy.

1.2.1.1 Time Inconsistency Problem of Monetary Policy
The most celebrated reasoning for central bank independence is based on the

time inconsistency dilemma. This issue is analyzed by scholars such as

Kydland and Prescott21, Calvozz and Barro and Gordonz3. Time inconsistency

problem emanates when the "best policy" currently adopted for a future stage

is no longer optimal when that period actually arrives24. Initially, monetarists

realizing the time inconsistency problem argued for the adoption of a"rule". In

words of Neumann25: "The unfortunate state of affairs resulting from time

consistent behavior under discretion induced monetarist economists to favor

the sub-ordinance of monetary policy under some coercive money supply rule.

The basic idea underlying the rules debate is that the problem of permanent

inflation can be eliminated by taking away from central bankers the power of

discretion".

Milton Friedman proposed a"k-percent rule"26 and alternative rules were also

proposed by Meltzer~~ and McCallum28. All rules were designed to tie the

Cheltenham, pp. XI-XXVI.
20 Sargent, T.J. and N. Wallace, (19811, Some Unpleasant Monetarist Arithmetic, Federal Reserve

Bank of Minneapolis Quarterly Review, 5, Fall, pp. 1-17.
21 Kydland, F.E. and E.C. Prescott, (19771, Rules Rather than Discretion: The Inconsistency of

Optimal Plan, Journal of Political Economy, 85(31, June, pp. 473-91.
zz Cafvo, G., (1978), On the Time Consistency of Optímal Policy in a Monetary Economy,

Econometrica, 46, November, pp. 1411-28.
23 Barro, R.J. and D.B. Gordon, (1983}, Rules, Discretion and Reputation in a Model of Monetary

Policy, Joumal of Monetary Economics, 12, pp. 101-21.
24 The intensity of central-bank autonomy plays a purposeful function only if the central bank

places a differen; emphasis on alternative policy objectives than the government in charge. If
monetary policy is set at the discretion of a conservative central banker, a lower average time-
consistent inflation rate would oríginate (Eijffinger, S.C.W., (19971, Independent Central Bank
and Economic Performance, Edward Elgar, Cheltenham, pp. XI-XXVI.

~5 Neumann, M.J.M., (19911, Precommitment by Central Bank Independence, Open Economies
Review, 2, pp.95-112.

ze Friedmann, M., (1968), The Role of Monetary Policy, American Economic Review, 5811),

March, pp. 1-17.
27 Meltzer, A.H., (1984), Overview, Price Stabiliry and Public Policy, Federal Reserve Bank of

Kansas City, Kansas City.
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hands of central bankers such that future policy becomes predictable to

private agents29,~. ,

a. Modeling Time Inconsistency Issue -,-. .. ~- r~
Various modets have been based upon the dynamie,-i~COnsistency approach.

They include Rogoff37, Neumann32, Cukierman33, Lqhra~rln~, Eijffinger and

Schaling35 and Schaling~.

In some of the paradigms, the ruling government astd: ~the.: vAti~g public are

drawn into some setting of the non-cooperative (Nashj game~; The models

differ with regard to their assumptions about goveenment incentives. The

critical issues involved and central insights may be explained according to two

differences approaches as follows37. Policymaker undertakes to minimize a

general-form loss function~:

ze McCallum, B.T., (1987), The Case for Rules in the Conduct of Monetary Policy: A Concrete
Example, Federal Reserve Bank of Richmond, Economic Review, SeptemberlOctober, pp. 10-
18.

29, Presumably, the "rules" would be scribbled into the new central bank acts.
3o However, crucially, none of the coercive rules guarantees an expected zero-rates of permanent

: inflation. See Neumann, M.J.M., (1990), 'Central Bank Independence as a Prerequisíte of Price
Stability', to appear in European Community, The Economist of European Monetary Union, Vol.
11, Contribution of Independent Economists, Brussels.

31 Rogoff, K., (1985), The Optimal Degree of Commitment to an Intermediate Monetary Target,
Quarterly Journal of Economics, C, 100, November, pp. 1169-89.

3z Neumann, M.J.M., (1991), Precommitment by Central Bank Independence, Open Economies
Review, 2, pp.95-112.

33 Cukierman, A., (19921. Central Bank Strategy, credibility and Independence,Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

~ Lohmann, S., (1992), Optimal Commitment in Monetary Policy: Credibility versus Flexibility,
American Economic Review, 82(1), March, pp. 273-86.

35 Eijffinger, S.C.W. and E. Schaling, (19931, Central Bank Independence in Twelve Industríal
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.

3fi Schaling, E., (1995), Institutions and Monetary Policy: Credibiliiy, Flexibility and Central Bank
Independence, Edward Elgar, Aldershot.

37 McCallum, B.T., (1995), Two Fallacies concerning Central Bank Independence, Amerkan
Economy Review, Paper and Proceeding, 85, pp. 207-211 . McCallum, B.T., (19951, 'Inflation
Targeting in Canada, New Zealand, Sweden, united Kingdom and in General', NBER Working
Paper, 5579, May. Rogoff, K., (1985), The Optimal Degree of Commitment to an Intermediate
Monetary Target, Quarterly Journal of Economics, C, 100, November, pp. 1 169-89.

32 In this section I follow formulation by Eijffinger, S.C.W. and J. De Haan, (1996), 'The Political
Economy of Central Bank Independence', Princeton Special Papers in lnternational Economics,
19, May, Princeton, New Jercy.
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L(nJ - L[nt , (Yt - Yn)1 (1)

Where ( ~) is inflation, (Yt) is current output; ( Yn) is "natural- employment

output". The latter term can be interpreted as "full-employment output gap".

In order to get more specific results; alternatively, we may work with the

following specific loss function:

L(at) - wnZ f (Yt - kY,~Z (2)

Where the parameters take the following signs, 0~ w and 1~ 1. On the other

hand, output (Yt) itself is determined by:

Yt - Yn } ~(~t - n`t}~t) (3 )

Where ~e is expected inflatíon and (u) is a white noise. In this formulation, we

assume that variations of current employment-output from its natural-level are

positively correlated with the ~~nanticipat~ inflation39.

In this model, the policymaker follows an objective function that assigns a

positive weight to employment stimulation and a negative weight to inflation40;

thus, the policymaker minimizes the loss function specified above. Taking the

expectation of inflation as given, the minimization leads to:

nt - k-l n -~ 2 ~ `t - ~ZUt (4)
(Wt~2) (wf~Z) (w}~Z)

And if we stipulate " rational expectations," inflation is then given by the

follow ing formulation:

nt - ~(k-1)Y n~W - Y2Vy(W.} {tZ) (5)

If the policymaker wereYto follow a"rule" taking into account with rational-

expectation imposed on the behavioral scheme, inflation would then be:

7[t - - r2Vt~(Wt~2) (6)

's This presumption follows since wage contracts are made nominally, in conjunction with a real

wage that exceeds the equilibrium, market-clearing price-deflated wage rate.
'o This behavior may be due to desire to get reelected, for example, or for partisan reasons.
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Since the same level of output pertains in both cases, the latter outcome is

clearly superior. However, without regard to the causes of the dynamic

inconsistency problem, the consequential rate of inflation is sub-optimal41.

Another modeling approach, which can be representative of the literature in

this theoretical foundation can be best illustrated by a simplified variant of

Rogoff's ( 1985) model. In this model, society can make itself better off by

appointing a central banker who does not share the social-objective function

but rather sets a higher weight on price stability Irelative to output

stabilization objective). Iri a simplified version, output is given by equation (3)

in which the natural level of output is put at 0 and the parameters at 1. The

timing of events in this time-inconsistency model is as fotlows:

a. First, inflation expectations (~r`) are set.

b. The shock (uc) follows.

c. The central banker sets the inflation rate (~) utilizing monetary policy

instruments.

In this model, the specific society's loss function is formulated as follows:

L c- lri 1[ cZ t XJ2~Y í~Y c)2 (7)

Where the weight on output stabilization are x70 and y,0, so that the

desired level of output ( ~) is above the natural level. It can be shown that it is

sub-optimal for society to choose a"conservative" central banker who assigns

a higher weight to price stability in his loss function:

i~ -(tfEyrr ~2~2 t x~z~y r. y JZ 18)

Where (E) is an additional weight on the inflation goal and lies between zero

and infinity. Substituting and taking first-order conditions with respect to (nt)

and solving for rational expectations, we obtain the following rule:

41 Eijffinger, S.C.W. and J. De Haan, ( 19961, 'The Political Economy of Central Bank

Independence', Piinceton Special Papers in International Economics, 19, May, Princeton, New
Jercy.~.
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nr - x ~~(1te) - Xa`~(ttef~ (91

This policy rule shows that during the tenure of a"conservative" central

banker (for which E~ 0), a lower inflationary bías and a lower variance of

inflation would be experienced.42 In terms of social-loss function L,t, it can be

shown that the optimal value for (E) is positive and finite. This suggests that

appointment of a"conservative" central banker is indeed optimal for the

society.

In another important accomplishment, Barro and Gordon (1983) conclude that

the best resolution for the dynamic inconsistency problem consists of the

adoption of a"fixed rule" in the implementation of the monetary policy

scheme. According to this solution, the responsible central banker would

commit himself to a certain policy "rule". Barro and Gordon who also touch on

"reputation" of the policy maker and the "surprise" of the public, assert that in

a traditionally discretionary regime "the monetary authority can print more

money and create more inflation that people expect". While the created

surprise inflation is costly, its benefits may include (a short-term) expansion of

enterprise43. However, because people understand the policymaker's

incentives, these types of surprises--and their resulting benefits--cannot arise

systematically in equilibrium. Barro and Gordon conclude that the public

adjusts its inflationary expectations in order to nullify an invariable pattern of

surprises.

b. Problem with "Rules" versus "Discretion"

The problem with "rules", however, is the absence of a higher authority in the

government hierarchy to dedicate itself to the obligation or to enforce a

42 However, in this case the standard deviation of current employment-output is an increasing
function of the "conservatism" of the central banker. Additionally, 'there is a trade-off between
credibitity and flexibilitv.

03 It is notable that a surprise inflation may also lead to the reduction in the real value of the
sovereign's nominal liabilities held by the public. Information-wise and asymmetrically, this
action may be an incentive for the government lor a"radical" central banker) to create

~--.-.~
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commitment~. However, the handing-over of authority to the central bank by

the political hierarchy may help, because it can be considered as an act of

partial commitment (cf., Rogoff~s; Neumann~; Cukierman47).

Kydland and Prescott (`I977) who discuss the inconsistency of optimal

plans in this regard hofd another view. They argue that even if there would

exist a fixed social objective function and the policymaker knows the timing

and magnitude of the effects of hislher policy actions, discretionary policy --

defined as the selection of a decision which is "best" -- given the current

situation and a correct verification of the end-of-period situation, does not

necessarily lead to the optimization of the social objective function. The

reason for this paradox is that economic planning and policymaking are not a

game against nature but, rather, a game against rational economic agents~.

Neumann (1991) also holds the same view but from a different angle.

According to his paradigm, central bank independence is superior to "coercive

monetary rules" in rendering effective "recommitment" to price stability. Apart

from enforceability problems, no rule would be capable of taking appropriate

account of, e.g., trend changes in the velocity of money. To deal with the

sub-optímality of time consistent monetary policy, recommitment would

manifest itself. Neumann concluded "the status of independence provides

central bankers with the ability and the incentives to avoid. permanent

inflation".

inflation.
44 Eijffinger, S.C.W., (19971, Independent Cential Bank and Economic Performance, Edward Elgar,

Cheltenham, pp. XI-XXVL
45 Rogoff, K., (1985), The Optimal Degree of Commitment to an Intermediate Monetary Target,

Quarterly Journal of Economics, C, 100, November, pp. 1169-89.
as Neumann, M.J.M., (1991), Precommitment by Central Bank Independence, Open Economies

Review, 2, pp.95-112.
"' Cukierman, A., (19921, Central Bank Strategy, credibility and Independence, Theory and

Evidence, MIT Press, Cambridge, Massachusetts.
4e Kydland and Prescott conclude that there would be hardly a method through which control

theory is capable of making applicable to economic planninglpolicy when expectations are
"rational" (19771.
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c. Inflation Variability
The foregoing analysis seems to suggest that a conservative or, ultimately, an

independent central banker would reduce (pre-election) manipulation of

monetary policy. In that case, central-bank independence may also result in

more stable monetary growth, which could lead to less inflation variabilitv. A

further contention may also explain why central-bank independence may lead

to less variability in inflation. Not only politicians attempt to extend their

tenure in office ( as long as possible, only subject to legal restrictions in

multiplicity of terms), but they are also by definition "partisan" [Hibbs49]. There

is some evidence, which indicates that the pattern of unemployment-inflation

is systematically related to the political orientation and alignment of the

governments in office. A"right-wing" government is generally thought to

place a high priority to lower inflation, "left-wing" governments are often

supposed to be more concerned about unemployment5o.

The existing evidence lends support to the view that the redistributional

repercussions of inflation provide an incentive for the political Left to engage

in expansionary policies and for the Right to contest inflation by

contractionary tools [Alesinab~]. Grilli, Masciandaro and Tabellini52 (GMT)

contend that the main efficacy of having an independent central bank is

credibilitv it can provide. This is why independence and autonomy are used

interchangeably to pursue the goal of price stability. Any institutional feature

49 Hibbs, D.A., (19771, Political Parties and Macroeconomic Policy, American Polítical science
Review, No.23, pp. 1467-88.

so It is observed in the United States that unemployment rate is generally higher under Republican
administrations t~iat under Democratic administrations, whereas the inflation rate is lower under
Republican administrations. For similar results see: Alesina, A., (19871, Macroeconomic Policy
in a Two Party System as a Repeated Game, Quarterly Journal of Economic. Havrilesky, T.A.,
(19871, A Partisanship Theory of Fiscal and Monetary Regimes, Journal of Money, Credit and
Banking, 19, pp. 308-25. Tabellini, G. and V. La via, (19891, Money, Deficit and public Debt in
the United States, Review of Economics and Statistic, 71, pp. 15-25.

51 Alesina, A., (19891, Politics and Business Cycle in Industrial Democracies, Economic policy, 8,
April, pp.55-98.

5~ Grilli, V., D. Masciandaro, G. Tabellini, ( 19911, Political and Monetary Institutions and Public
Financial Policies in the Industriai Countries, Economic policy, 13, October, pp. 341-92.
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that enhances the central bank capacity to pursue price stability increases

central bank independence.

d. Economic Growth under Central-Bank tndependence
The survey of the literature reveals that two contesting panoramas have been

expressed with regard to the effect of central bank independence on the level

of economic growth, as follows:

1. Lower Economic Growth

A line of research has argued that the real interest rate is a function of

monetary growth. A low level of inflation -- caused by a confining monetary

policy -- leads io :high :real interest rates, which may have detrimental effects

on the level of capital investment and, hence, frustrate economic growth

[Alesina and Summersó3].

2. Higher Economic Growth
The other opposing argument, however, suggest that central-bank

independence may foster economic growth. An independent central bank may

be less prone to political persuasions and may, therefore, behave more

predictably and consistently. This behavior may enhance stability and reduce

risk premia hidden in interest rates. As a result, economic growth may be

stimutated (Alesina and Summers, 1993].

3. Inelasticity of Economic Growth
In the context of economic growth two important theoretical conclusions as

reached by Grilli, Masciandaro and Tabellini (GMT)11991~ are to be mentioned.

First, central bank autonomy fosters low inflation with no apparent costs in

terms of real performance of the economic Iwithout regard to the political

institutionsl. Second, there is no apparent coupling of monetary and fiscal

`~ Alesina, A. and L.H. Summers, (19931, Central Bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Journal of Money, Credit and Banking, 25121, May,

PP. 151-62.
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i
disciplines. Furthermore, Cukierman, Kalatizídakis, Summers and Webb54 havè

concluded that average real growth is unrelated to (legal) central bank

independence within the developed economiesbs. This empirical evidence has

an important theoretical underpinning. Recall the classical-monetarist view of

"money as a veil". Put another way, there would be no long-run Phillips curve.

1.2.1.2 The Analysis of Sargent and Wallace58
Apart from the time-inconsistency underpinning, there are two other

theoretical foundations, which are dealt much less extensively in the literature.

The second theoretical apparatus, which may explain why central-bank

independence may entice lower inflation, was first explicated by Sargent and

Wallace. In their seminal work, they distinguish between (a) fiscal authorities

and (b1 monetary authorities. It may be the case that either fiscal or monetary

policy may be dominant. But if fiscal policy is dominant, i.e., if the monetary

authorities would not be able to sway the size of the government's budget

deficit, money supply becomes "endogenous" in Sargent-Wallace sense. If the

markets were no longer able to absorb further government debt, monetary

authority would be forced to finance the deficit through monetization. On the

other hand, if monetary policy dominates over fiscal policy, the fiscal

authorities would be forced to be more disciplined, thereby reducing the

deficit or retiring part of the outstanding debt. Thus, the more autonomous the

central bank, the less the budget deficit and the less monetization whlch

would occur. Thus, an independent central bank would be conducive to a

more sound capital market and economic system.

s4 Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, 'Central Bank

Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.1,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.

ss Further empirical evidence will be covered in Section 1.4 below.
5s Following the title for the original Sargent-Wallace article, this theory can be also referred to as

"unpleasant monetarists arithmetic" paradígm. See Sargent, T.J. and N. Wallace, (19811, Some
Unpleasant Monetarist Arithmetic, Federal Reserve Bank of Minneapolis Quarterly Review, 5,
Fall, pp. 1-17.
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1.2.1.3 The Public Choice Arguments
According to the public-choice view or as we propose to call the "Political

Hierarchy," monetary authorities are exposed to convincing or forceful political

pressures (from the top) to perform in accordance with the government's

partiality. In this sense, government's partiality lies within an "easy" money

management. "Tight" money creates recessions, reduces taxes, and lowering

"seigniorage" receiptss~. Thus, there would be a~tlatural resistance to

contractionary monetary policy framework58. An independent central bank--

separated from the political machine-- therefore, would have enormous

advantages for price stability and a sound economic system. Within the

literature survey, Alesina's work on "political cycle" is informative and would

be proper to be covered under the public choice argument. Alesina (1989)

identifies four politico-economic paradigms of the inflation-unemployment

tradeoff as follows:

1. Approach 1 is founded upon non-ideological politicians and myopic voters;
i

it insinuates a recession at the beginning of every government's term of

office and an expansion just before new elections.

2. Approach 2 allows for both types of non-ideological politicians and

rational voters. This cycle has implications similar to that of the first

approach on certain policy instruments, but has no clear implications for a

longer period cycle of output and unemployment.

3. Approach 3 is grounded upon partisan politicians who exploit the Phillips

cunre. This technique predicts a low unempfoyment-high inflation

57 Cukierman and Webb 1993 find that there is convincing evidence of political leverage used over
the central bank during the 1950-1989 period. See Cukierman, A. and S.B. Webb, (1995),
Political Influence on the Central Bank - International Evidence, World Bank Economic Review,
9(3), September, pp. 397-423.

58 Qf course, one may argue that even in this framework and through a recursive model, a
previousty easy money management would soon reveal itself in shape of a higher inflation rate
and higher costs of current and development expenditures as well, thus running the
government out of the office.
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outcome for the entire term of office of Leftists and the opposite blend for

Rightist governments.

4. The fourth and last approaches, includes both ideological politicians and

rational voters; and, thus, predicts an expansion at the beginning of a

Leftist government and a recession at the beginning of a Rightist

government59.

Alesina concludes that economic stability and political stability would be

expected to have high correlation. Countries with stable--and less split--

political scheme, show superior economic outcomes. Although it is difficult to

establish the direction of causation, evidence indicates that the causality is

directed from political stability to economic stability.

It ís interesting to note that Cukierman and Webb~ find the probability of a

central bank governor turnover within 6 months of a political transition is

much higher than the same probability in non-political periods.

1.2.2 The Independence Elements: Types of Central Bank
Independence

Issue of the independence of central bank mingles with three domains. In

principle, in these domains the authoríty and the influence of government in

charge must be either delegated or substantially curtailed [Hasses']. The

domains include independence in personnel matters, financial independence,

and independence with regard to the implementation of polícy.

i. Policy Supremacy

ii. Financial Independence

iii. Personnel A~tonomy

59 Alesina states that in the last approach and "In the latter part of the term of office, output and
unemployment should be indistinguishable between governments, while inflation may remain
higher during left-wing administrations." .

~ Cukierman, A. and S.B. Webb, (1995), Political Influence on the Central Bank - International
Evidence, World Bank Economic Review, 9131. September, pp. 397-423

6' Hasse, R.H., (1990), The European Cenira! Bank: Perspectives for the Further DevelOpment of
the European Monetary System, Gutersloh and Bertelsmann Foundation.
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This discussion will be brief with respect to these subsections.

i. 1'olicy supremacy refers to the tactícal prerogative conferred upon the

central bank in the formulation and the execution of its main function--the

monetary policy.

~i. Financial independence is the ability provided (either directly or indirectly) to

the government in charge to finance its own expenditures through the central

bank credit.

iii. Personnel autonomy or staffing independence refers to the authority of the

ruling government in appointment procedures. It is notable that the bank

governor i~s the special focus of this domainez.

Grilli, Masciandaro and Tabellinió3 (GMT) argue that the capacity of the

monetary authority to adopt the final goals of policy is primarily determined by

three aspects of a regime.

(i) The process and procedure for appointing the members of the central bank

governing bodies, (ii} the affinity between these bodies and the government,

and (iii) the formal charge of the central bank. Chart 1 exhibits a view of the

types of independence.

s2 According to the World Bank rules, a company is not considered "privatized" if the top
managers are (stilll appointed by the government ( or a government entityl. [Author's interview
of the World Bank Capital Market Mission to Iran, 1993-94.

s3 Grilli, V., D. Masciandaro, G. Tabellini, ( 1991), Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic policy, 13, Octoher, pp. 341-92.
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CHART 1- ARFAS OF THE CENTRAL BANK INDEPENDENCE

Policy Independence

Financial Independence Personnel Independence

1.2.3 Determination of ~ements of Central Bank Independence
It is notable that the degree of central-bank independence varies considerably

among the industrial countries. Which factors ultimately determine the degree

of central-bank independence~? In the beginning of this chapter, we proposed

a Determinants Triad as follows:

i. Debt-cum-Inflation Opposition

ii. Financial Supervision

iii. Politicallnstability

1.2.3.1 Debt-cum-Inflation Opposition
The stock of government debt is a conceivable determinant of central-bank

independence. The larger the sum the government wants to raise funds in the

money and capital markets, presumably the more weight will be placed on

lower inflationary expectations and, thus, on lower nominal market interest

rateses.

ef Unfortunately, a literature dealing sufficiently with this issue has hardly developed.
6s Posen, A.S., (1993), 'Why Central Bank Independence Does not Cause Low Inflation?, 7here is

no Industrial Fx for Politics', in: O'Brien, R(ed.), Finance and lntemational Economy, 7, Amex
Bank Review Prize Essays, Oxford university Press, chapter 3, pp. 41-65. Posen, A.S., (1993),
Central Banks and Politics, Amex 8ank Fèview, 20(9).
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Related to the financial markets, financial opposition of inflation can be

also suggested as a determinant. Posen advocates a view of monetary policy

and central-bank independence that are determined by the degree of financial

opposition to inflation and by the effectiveness of the financial sector to

mobilize its opposition to inflation through the political'hierarchy.

Not only the financial market opposition does matter, but also public

opposition to inflation can be counted as another. important determinant of

central-bank independence. Public support for the objective of price stability

or, analogous to the former determinant, public opposition to inflation should

be considered as an important determinant in this general category. The

experience of the public with extremely high inflation in the past is generalty

seen as the reason for zealous public opposition to inflation.

1.2.3.2 Supervision of Financial Institutions
In order to begin examining Iran's Central Bank independence, a reference to

one of its other functions-supervision-is necessary~.

a. Supervision of Banking Sector and Monetary Policy

The supervision of financial institutions, including the banking supervision,

may be a political-economic determinant of the degree of central-bank

autonomy. In this regard, Goodhart and Schoenmakeró7 examine the

supervision of financial institutions in 26 countries. Table 5 shows that in

approximately half of these countries the central bank also carries the

responsiáility for supervising the financial institutions. The function of

supervisory agency is combined (C) with the responsibility for monetary

policy. In the other half of the countries, responsibility is separated (S)

between the central bank and the ministry of finance (or other agenciesl. It

ss Chapter 5 in this dissertation, entitled ~he Financial Supervision in Iran", explains in detail the
specifics of supervision in Iran.

F' GoodF~art, C. and D. Schoenmaker, (1993), 'Institutional Separation between Supervisory and
Monetary Authorities', Paper Represented at the Conference on Frudential Regulation,

~~~~
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may be inferred that the supervision of financial institutions has little bearin.g

on the independence of central bank.

Table 5- Central Banks and the Supervision of Financial Institutions

Country Central
Bank

Finance
Mini

Other EMities Combined or
Se arated

Australia X - - C
Austria - X - S
Bel ium - - Bankin and Finance Commission S
Brazil X - - C
Canada - X - S
Denmark - - Industr Minist S
Finland X X - S
France X - Commission Bancaire C
German - - Bundesaufsichtsamt fuer das Kreditwesen S
Greece X - - C
Hon Kon X - - C
Ireland X - - C
Ital X - - C
Japan X X - S
Luxembour X - - C
Netherlands X - - C
New Zeatand X - - C
Norwa - X - S
Philip ines X - - C
Portu al X - - C
S ain X - - C
Sweden - - Swedish Financial Su rviso S
Switzerland - - Federal Bankin Commission S
United Kin dom X - - C
United States X Comptroller of the Currency, FDIC, state

overnments
S

Venezuela - - Su erintendenc of Banks S
Iran, LR. ~- ,`--- L--- C
Source: Goodhart and Schoenmaker 119931. I.R. of Iran's data is stipulated by the author, base
on the reading of ihe Monetary and Banking Law of Iran 119721.

b. The Banking Supervision in the Islamic Republic of Iran

In table 5 we have also shown the status of Iran's central bank and

supervision of Iranian financial institutions and its relation to monetary pclicy,

Although banking supervision is directly under the IRI Central Bank, there ís a

maze of influences by several different bodies (beyond central bank) to which

Supervision and Monetary Policy, Bocconi University, Milan.
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we need to refer. The influences may be better informed by looking at Chart 2

in which we have attempted to present a hierarchical view of influences on

the banking system.

Chart 2- Hierarchy of Monetary Pol'~cy 8~ Bank Supervision

The Cat~inet

General
R~ssembly of

Banks

6conomic 8
Finance M inster

urrency 8 Cnjd(t
Council

High Council of
i3anks

Central Bank
Assembly

High 6conomic Council

Vice Ministerfor
Banking 8~ Insurance

- ~-------------------------~
~~~~

- '
The Central Bank

Govemor

The Executive Committee

Ecor~omic Vice-
Govemor

Foreign Exchange
Vice-Govemor

Bank Supervisi
Department

Intemational
Affairs Vice-

Govemor

The Banking System

General Secretary
of Central Bank

Financlal 8
Administratfve
Vice-Govemor

The General Secretary of Central Bank is the officer in charge of the banking

supervision through the Banking Supervision Department. Nevertheless, three

bodies including:

a. The Currency and Credit Council (CCC),

b. The Generaf Assembly of Banks
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c. The High Banking Councif influences the operation of the banking system

and set guidelines, which lever its supervision.

Below, we shall list the functions and membership of these three bodies as

well as those of the Bank Supervision Department at the Central Bank of Iran.

1. Currency 8~ Credit Council's (CCC) Functions:

1. Determination of fresh injection of liquidity into the economy.

2. Determination of credit rationing to:

a. tndustry and Mines,

b. Agriculture,

c. Housing,

d. Exports.

3. Determination of the banking system profit (interestl rates on various

deposits.

4. Determination of the banking system profit rates as well as credit and

investment facilities.

5. Determination of legal reserve ratios of the banking system.

6. Determination of government bond distribution, their rates and the

rediscount rate.

7. Determination of individual and aggregate credits ceilings (personal and

legal entities).

8. Ratification of currency divisions and forms of paper bills.

9. Determination of Central Bank reserves and charges.

10. Determination of "Participation Securities" ceilings and terms.

2. CCC Membe~ship Structure

1. Economic and Finance Minister

2. Central Bank Governor

3. Director of the Plan and Budget Organization

4. Attorney General lor his first deputy)
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5á6.Two "Economic" Ministers (such as Industry, Agriculture with approval of

the Cabinet) `" "'

7. One banking expert as a representative of the President of the Republic

8. Director of the Iranian Chamber of Commerce, Industry 8~ Mines

9. Director of the Chamber of Cooperatives

108~11.Two Legislative Deputies from Majlis (from the Plan and Budget

Commíttee and Economics and Finance Committee) as non-voting

members.

3. Banking System General Assembly's Functions
1. Bank authorization and chartering (and dechartering)

2. Ratification of bank performance, budget and profit distribution

3. Ratification of bariking system managing directors and board of directors

4. Ratification of changes of the bank charter

4. Bankíng System General Assembly's Members
1. Economic and Finance Minister

2. Housing Minister

3. Commerce Minister - ~

4. Plan and Budget Organization managing director

5.` Agriculture Minister ~

6. Governor of Central Bank

7. Industry Mínister

8. Cuoperative Minister

9. Housing` and Construction Minister

10. Mines Minister

5. High Banking Council Functions
1. Approval of banking system budget

2. Approval of banking system performance (including balance sheets, profit-

loss statements, etc.)

3. Approval of banking system board of directors
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4. Proposal for banking system-managing directors

5. Approval of banking system administration and directives

6. Approval of Central Bank and banking system with regard to bank

charters

6. High 13anking Council Membership
1. Vice Minister of Economic and Finance for Banking and Insurance

2. Central Bank Governor

3. Central Bank General Secretary

4. Managing Director of the Bank Melli Iranss., . .
5. Representative of the Industry Minister

6. Representative of the Agriculture Minister

7. Representative of the Commerce Minister

8. Representative of the Cooperative Minister

9. Representative of the Mines and Metals Minister

10. Representative of the Housing Minister

11 . Representative of the Construction Minister

7. Functions of Bank Supervision Department at the Central Bank

1 . Supervision bank performance

2. Auditing of banks' books

3. Examination of banks' loan portfolio

4. Bank branch and branch códe authorization

5. High Banking Council Regulation supervision

6. Credit ceiling supervision

7. CCC regulatibns supervision

8. Supervision of plan and budget related credit facilities

9. Permission for syndicated loans (private, domestic and foreign ventures)

6B Bank Melli is the largest commercial bank within the Iranian banking system. Before the creation

of the Central Bank in 1969, Bank Melli acted as a semi-central bank.
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10. Supervision of aggregate credit ceilings and individual credits to public

enterprises. ~ '

1.2.3.3 Politicallnstability
It may be argued that a greater political instability leads to a more independent

central bank. Conversely, the incumbent politicians w'rll reitiforce their hold on

the central bank if there is a greater probability of gove~nment turnover and

will override the central bank's decision-making process89.

Cukiermarno distinguishes between (a) party political instability and (b)

regime political instability. The former includes a comfortable degree of

national consensus, while the latter lacks such harmony. Cukierman's

empirical results have the expected (positive) sign, but Eijffinger and De Haan

(1996) question the results by suggesting that in developing countries, legal

independence may not be a good proxy for actual central bank independence.

Cukierman and Webb~~ have investigated the issue of political instability

and find that high levels of political instability boosts inflation directly as well

as by raising the pofitical vulnerability of the central bank. Also, in a study by

De Haan and Siermanm2, regular and irregular government transfers (coup

d'eta) is used as a proxy for political instability.

69 It should be mentioned that in a relatively thin literature a few other determinants can be also

recognized. Moser 1994 tries to identify the conditions under which transferring monetary
policy to an independent central bank is "credible". See Moser, P., 119941, 'The Supply of
Central Bank Independence', Discussion Paper, 9501, University of St. Gallen. Furthermore,
Eijffinger and Schaling 1995, based on a game-theoretical model, propose that the higher the
variance of productivity shocks the Iower the optimal degree of central-bank independence.
They also stipulate that the steeper the slope of the Phillips curve, the higher the optimal
degree of central-bank independence. See Eijffinger, S.C.W. and E. Schaling, (19951, 'Optimal

Commitment in an Open Economy: Credibility vs. Flexibility', Bank of England Working Paper
Series, 41, December, pp. 5-48.

~o Cukierman, A., (1992), Central Bank Strategy, credibiliry and Independence, Theory and

Evidence, MIT Press, Cambridge, Massachusetts. Cukierman, A., (19941, 'Commitment
Through Delegation, Political Influence and Central Bank Independence', in: De Beaufort
Wijnholds, J.O., S.C.W. Eijffinger and L.H. Hoogduin (eds.), A Framework for Monetary
Stability, Kluwer Academic Publisher, DordrechtlBostonlLonden, pp.55-76.

" Cukierman, A. and S.B. Webb, (19951, Political Influence on the Central Bank - International

Evidence, WorJd Bank Economic Review, 9131, September, pp. 397-423.
7z De Haan, J. and C.L.J. Sierman, (1994), Central Bank Independence, Inflation and Political

~~~~
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Although we have proposed a triad, it needs to be mentioned that in the case

of determinants there could be a variety of other factors involved. Therefore, a

triad representation by 6jffinger and De Haan (as interpreted by the author) is

also informative. It can be suggested that three general categories of

determinants including (1) Political, (ii) Economic and (iii) Financial exist. With

this view in mind, a sundry of variables could be pigeonholed into these three

broad categories. Chart 3 reveals a representation of this proposed

classification and the relevant determinants.

Chart 3

Variable Detertninants of Central Bank Independence

Political Economic Financiali ~
Party Political Instability Regime
Political Instability Political
Stability Index
High 8 Low Instability
Left-Wing Government

Fluctuations in Output Growth
Nairu '
Long-Term Inflation
Compensation of Enployees

Opposition to Inflation
Gov't Debt Ratios
Banking Supervision
Universal Banking

Sourice: Adapted from a representation by Sylvester C.W6jffinger and Jakob De Haan, "The
Politica! 6conomy of Centra!-Bank Independence", Special Pepers in Intemationa! 6conomics, No.
19, FYinceton University, May 1996.
': Nairu is non-accelerating inflation rate of unemploymeni

1.3 Measures of Central Bank Independence and its
Application in Islamic Republic of Iran

Measuring of c~ntral bank independence (or dependence) is one of the most

important, yet controversial parts of the related literature. It can be rather

laborious (and controversial) to measure the degree of legat independence of

Instability, Department of E~onomics, University of Groningen, Forthcoming in Joumal of policy
i~form.
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various central banks, let alone the degree of their independence from the

government in action.

Interestingly, Cukierman73 has pointed out that actual, as opposed to formal

independence pivots not only on laws, but also on a profusion of other

elements such as informal arrangements with governmént, the quality of the

personnel of the bank (especially the CEO) and the personal characteristics of

key individuals in the central bank74. Most of the existing research has,

therefore, focused on legal independence and is restricted to industrial

countries.

With regard to the Islamic Republic of Iran's central bank, as of yet no

measurement has been undertaken. Therefore, this section ofi the dissertation

will be concerned with examining the work undertaken by other researchers

for other countries, presenting our measurement of Iran's central bank

independence and then comparing our measurement with global results.

1.3.1 Grilli-Masciandaro-Tabellini Index and Iran's Central Bank
Independence

In a novel study, Grilli, Masciandaro and Tabellini (GMT) (1991) have

compared the monetary systems of various nations. GMT present indices of

political and economic independence.

1.3.1.1 GMT and Iran's Central Bank Political Independence
Their political-independence indicator focuses on appointment procedures for

board members, the length of inembers' terms to office, and the existence of

the statutory requirement to pursue monetary stability. Their economic-

independence indicator considers the extent to which the central bank is free

frorn government influence in implementing monetary policy.

73 Cukierman, A., (19921, Central Bank Strategy, credibility and Independence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

" Naturaly, many presumed-to-be factors are impossib~e to quantify.
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Table 6 contrasts various aspects of the monetary systems in the eighteen

different nations. In this table, each column refers to a different attribute

perceived by GMT. A star indicates that the country under inquiry in fact

owns that attribute.

The first four columns portray the procedures for appointing the governor as

well as the board of,.the central bank. The "political independence" of the

central bank would be higher if the appointments are not under the control of

the government. Columns 5 and 6 reiterate the relationship between

governing bodies of the central bank and the government. The political

independence of the central bank would be greater if there is no compulsory

participation of a government delegate in the board and if prior government

approvál of monetary policy is not legally coercrrd. In columns 7 and 8 the

central bank's chartered position is clearly strengthened if its function of

monetary stability is explicitly stated in the constitution (or its charter), and if

there are explicit legal mandates that in cases of conflict, describe a crystal

clear procedure for how the conflict is to be resolved.

It is notable that both attributes enhance the "gate keeping power of the

monetary regime", i.e., they make it less likely that in cases of conflict the

central bank's position will be overruled by the government~b. Of course, the

overall degree of central bank "political independence" would depend on a

combination of various attributes and combining these attributes is whimsical.

Therefore, the simplest procedure of summation is used. The result, shown in

the last column, is a pseudo indicator of the "political independence" of the

central bank. Germany, the U.S., the Nethertands, Canada and Italy enjoy high

degree of political independence. At the other end are New Zealand, Portugal,

Belgium, Japan and, surprisingly, the U.K. The following criteria are used in

determining the measures:

75 Grilli, V., D. Masciandaro, G. Tabellini, (19911, Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
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1. Governor not appointed by government;

2. Governor appointed for longer than 5 years;

3. All the Board not appointed by government;

4. Board appointed for longer than 5 years;

6. No mandatory participation of government representative in the Board;

6. No government approval ot monetary policy formulation is required;

7. Statutory requirements that central bank pursues monetary stabitity

amongst its goals;

8. Legal provisions that strengthen the central bank's position in conflicts

with the government are present.

Table 6- Political Independence of Central Banks and the Case of Iran's Central
bank

Appointments Relationship with
Government Constitution Index of Political

inde endence
CounMes (1) (2) (3) (4) (5) (6) (7) (8) (9)

Australia ' ' ' 3
Austria ' ' ' 3
Bel ium ' 1
Canada ' ' ' ' 4
Denmark ' ' ' 3
France 2
German ' ' ' ' ' ' 6
Greece ' ' 2
Ireland ' ' ' 3
Ital ' ' ' ' 4
Ja an ' 1
Netherlands ' ' ' ` ' ' 6
New Zealand 0
Portu al ' 1
S ain ' ' 2
Switzertand ' ' ' ' ' 5
U.K. ' 1
U.S. s ~ a ~ ~ 5
Iran, I.R. ' ' ' 3

Source: Except the data for Iran's Central Bank, adapted from Grilli, Masciandaro, and Tabellini ,Op. Cit.,
1991. lran's Central Bank's measure is determined by the author based on the Monetary and Banking

In column (9), the overall index of political independence constructed as the

sum of the asterisks in each row.
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By using the codification measures described in the notes to Table 6, in our

measurement, Iran's Central Bank is rated 3, as shown in the last row of the

same table. fn this way, and according to the Iranian laws, the Central Bank~of

Iran is roughly only half-independent as compared to the Deutsche

Bundesbank.

1.3.1.2 GMT and Iran's Central Bank Economic Independence .

The autonomy of a central bank in choosing the instruments of monetary

policy is described by:'. (i) the influence of the government in determining how

much to borrow from the central banic; and- (ii) the nature of the monetary

instruments under the control of the central bank. If the government can

influence the quantity and the conditions on which it borrows from the central

bank, it also influences the creation of monetary base and lessens the

economic independence of the central bank. Viewed this way, GMT's

economic independence can be described according to Table 7. The first five

columns of this table summarize the government's relative ease of access to

central bank credit. This can be done in two ways: through direct credit

facilities (columns 1-4), and by purchasing government securities in the

primary market (column 51.

Economic independence of the central bank is greater if direct credit to the

government is non-automatic (column 1), at a market interest rate (column 2),

explicitly stated as temporary (column 3), and in a limited amount (column 4).

The second aspect, the nature of the monetary instruments under the control

of the central bank, is described in the next two columns of Table 7. If the

central bank do~s not have control of the discount rate, its ability to determine

the general level of interest rates would be handicapped. Column 6 reveals

that most central banks studies are responsible for setting the discount rate.

Column 7 is concerned with banking supervision, in particular administrative

instruments, such as portfolio constraints on bank intermediaries or ceilings to

private bank loans. Such instruments facilitate the financing of government
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borrowing by administratively increasing the private demand for government

securities~s. In order to determine the overall degree of economic

independence of the central bank, the attributes are summed up. The resulting

indicator appears in the last column of table 7: '

Table 7- Economic Independence of Central Banks and the Case of Iran's Central
Bank rt-; . ! ,

Monetary financing of Budget
deficit

Monetary
Instruments

Index of Economic
independence

(1) (2) (3) (4) (5) (6) (7) (8)
Australia ' ' ' ' ' ` 6
Austria ' i ' ' ' ' 6
Bel ium ' ' ' ' ' ` 6
Canada ' ' ` ' ' i : 7
Denmark ' ' ' ' ' 5
France ' ' ' ' ' 5
German ' ' ' ' ' ' ' 7
Greece ' ' 2
Ireland ' ' ' ' 4
Ital ' 1
Japan ' ' ' ` ` 5
Netherlands ' ' ' ' 4
New Zealand ` ' ' 3
Portu al ' ' 2
Spain ' " ' 3
Switzerland ' ' ' ` ` ' ` 7
U.K. ' s ~ s s 5
U.S. ' a a a t s a ~
Iran, I.R. ' ' ` 3
Source: Except the data for Iran's Central Bank, adapted from Grilli, Masciandaro, and Tabellini 1991.
Note (al: Iran's Central Bank's measure is determined by the author on the readings of ihe Monetary and
Banking Law of Iran 1972 and the Five-Year Development Plan, 1995-99.

As it can be observed from this Table, economic independence of the

central bank is high in West Germany, Switzerland, U.S. and Canada.

Conversely, central banks in Italy, New Zealand, Greece and Portugal have

76 Théy can weaken central bank independence by removing part of monetary control from the
m~rket. Column 7 classifies as most independent ( denoted with two starsl a bank that has no
responsibility fór bank supervisión, as relatively independent ( one star) a bank that shares
responsibility for bank supervision with another organization, and as least independent (no
asterisk) a bank which is the only institution in charge of bank supervision. See Eijffinger,
S.C.W. and J. De Haan, 119961, 'The Political Economy of Centrai Rank Independence',

~~~~
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little economic independence. Interestingly, Iran's Central Bank is measured at

3 by the author. It is (legally) better than the latter group.

The following criteria are used in this table: (1) Direct credit facility: not

automatic; (2) Direct credit facility: market interest rate; (3) Direct cred~t

facility: temporary; (4) Direct credit facílity: limited amount; (5) Central bank

does not Participate in primary market for public debt (6) Discount rate set by

central bank; (7) Banking supervision not entrusted to the central bank (~~) or

not entrusted to the central bank alone (~). Accordingly, the overall index of

economic independence (being the sum of the asterisks in columns 1-7) is

computed in column (8).

1.3.2 Cukierman and Codification of Iran's Central Bank Status

Cukiermann and Cukierman, Webb and Neyapti7e provide an index, which is

aggregated from sixteen basic legal characteristics of central bank charters,

which are grouped into four clusters.

1. The appointment, dísmissal and legal term of office of the governor of the

central bank.

2. The institutional location of the final authority for monetary poficy and

procedures for resolution of conflicts between the government and the

bank.

3. The importance of price stability in comparison to other objectives.

4. The stringency and universality of limitations on the ability of government

to borrow from the central bank.

Although all four measures are similar in principle, they yield quite different

outcomes.

Princeton Specia! Papers in International Economícs, 19, May, Princeton, New Jercy.
" Cukierman, A., (1992), Central Bank Strategy, Credibility and Independence, Theory and

Evidence, MIT Press, Cambridge, Massachusetts.
78 Cukierman, A., S.B. Webb and B. Neyapti, (1992), Measuring the Independence of Cerltral Bank

li~ its Effect on Policy Outcomes, World Bank Economic Review, 6131, September, pp. 353-98.



50 1.3 Measures of Central Bank Independence and its Application in
Islamic Republic of Iran

Following Cukierman, in this dissertation we have used the same

codification to come up wíth a measure of fran's Céntral Bank independence

measure. This is shown and described in Table 8. The grand measure for

Iren's Central Bank (LVAU) is 0.43, which is reportec! ;in table 9.

Several observations are in order regarding thi~ codification. First,

according to the current laws, the General Secretary of the Central Bank of

Iran is a member of the Board. He is appointed not by the Governor of the

Central Bank, but by the Currency and Credit Council (CCCI, which as we

discussed previously, has seven out of eleven members' part of the

government. Therefore, we interpret such that one voting member of the

Central Bank Board is appointed by the Iranian government.

Second with regard to the current laws, the Governor of the Central Bank

can refuse to expand money supply in excess of annual budget requirements

ratified by the legislature (Majlis). In case of a conflict, there are provisions in

Monetary and Banking Law (MBLI, which strengthens Governor's position. In

practice, sometimes the conflict is resofved within the government.

Furthermore, the government is obliged to ask for the approval of the Majlis

~or excess expenditures over revenues in the next year's budget.

Finally, in Islamic banking contracts, sale of government bonds to the

public ( and corporations to public) is prohibited, since fixed interest is against

the "sharia." However, government can issue fixed-interest securities and sell

to Central Bank or through Central Bank to banks (which are governmental).

Such transactions are not supposed to be against sharia.

s ,
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Table 8- Codification of Iran's Central Bank Independence
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General Numerical Coding for I.R.I.Description Of Variable Codin Central Bank
1 . Chief executive officer (CE0) [0.20]
1-a. Term of office ~
Over 8 Years 1.00
6 to 8 Years 0.75 ~
5 Years 0.50 0.50
4 Years 0.25
Under 4 Years or at the discretion of a ointor 0.00
1-b. Who appoints CEO?
Board of central bank 1.00
A council of the central bank board, executive branch and legislative 0.75
branch 0.50
Legislaiure 0.25 0.25
Executive collectively (e.g. council of ministers) 0.00
One or two members of the executive branch
1-c. Dismissal
No provision for dismissal 1.00
Only for reasons not related to policy 0.83
At the discretion bank board 0.67
At legislature's discretion 0.50
Unconditional dismissal possible by legislature 0.33
At executive's discretion 0.17 0.17
Unconditional dismissal ossible b executive 0.00
1-d. May CEO holds other offices in government?
No 1.00
Only with permission of the executive branch 0.50
No rule a ainst CEO holdin another office 0.00 0.00

2. Policy formulation (0.15]
2-a. Who formulates monetary policy?
Bank alone 1.00
Bank participates, but has little influence 0.87 0.84'
Bank only advises government 0.33
Bank has no sa 0.00
2-b. Who has final word in resolution of conflict?
The bank, on issues clearly defined in the law as its objectives 1.00
Government, on policy issues not clearly defined as the bank's goals
or in case of conflict within the bank 0.80
A council of the central bank, executive branch and legislative branch 0.60 0.60
The legislature, on policy issues 0.40
The executive branch on policy issues, subject to due process and
possible protest by the bank possible protest by the bank 0.20
The executive branch has unconditional riorit 0.00
2-c. Role in the government's budgetary process
Central bank active 1.00 1.00
Central bank has no influence 0.00
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Table 8 - (Continued)

Dascription Of Variable Ganerel Numerical Coding for I.R.I.
Codin Central Bank

3. Objectives (0.151
Price stability is the r~ajor or only objective in the charter and
the central bank has ~he final word in case of conflict with 1.00
other government obj~ctives 0.80
Price stability is the c~ly: objective
Price stability is one gQal, with other compatible objectives, 0.60
such as a stable banking system
Price stability is one poal, with potentially conflicting 0.40 0.502
objectives, such as full employment 0.20
No objectives, stated~~ia the bank charter 0.00
Stated ob'ectíves do riot include rice stabili
4. Limítations on lending to the government
4-a. Advances (limitation on nonsecuritized lending) [0.151
No advances permitted 1.00
Advances permitted, but with strict limits (e.g., up to 15
percent of government revenue) 0.67
Advances permitted and the limits are loose (e.g., over 15
percent of government revenue) 0.33 0.33
No le al limits on lendin 0.00
4-b. Securitized [0.10]
Not permitted 1.00
Permitted, but strict limits (e.g., up to 15 percent of 0.67 0.503
government revenue)
Permitted and the limits are loose (e.g., over 15 percent of 0.33
government revenue) 0.00
No le al limits on lendin
4-c. Terms of lending (maturity, interest, amount) [0.10)
Controlled by the bank 1.00
Specified hy the bank charter 0.67
Agreed between the central bank and executive 0.33 0.33
Decided b the executive branch alone 0.00
4-d. Potentíal borrowers from the bank
Only the central government [0.05] 1.00
All levels of government (state as well central) 0.67
Those mentioned above and public enterprises 0.33 0.33
Pub1iF and rivate sector 0.00
4-e. Limits on centraE bank lending defined in: [0.025]
Currency arrlounts 1.00
Shares of cèntral bank demand 0.67 , 0.50'
Liabilities orlcapital,Shares of government revenue 0.33
Shares of Overnment ex enditures 0.00
4-f. Maturity of loares [0.025]
Within 6 mónths 1.00
Within 1 yQar 0.67
More than 1 year 0.33 0.505
No mention of maturit in the law 0.00
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Table 8 - (Continued)
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Description Of Variable General
Numerical Codi

Coding for I.R.I.
Central Bank

4-g. Interest rates on loans must be: (0.0251
Above minimum rates 1.00
At market rates 0.75
Below maximum rates 0.50
Interest rate is not mentioned 0.25 0.35g
No interest on overnment borrowin from the central bank 0.00
4-h. Central bank prohibited from buying or selling government
securities in the primary market7 [0.025)
Yes 1.00
No 0.00 0.00
Source: Adapted from Cukierman's various studies by the author of this dissertation.
Notes: ~th regard to the Central Bank of Iran's partie! numerical codes, the following points are in
order.
1.Monetary policy is proposed by the Central Bank of Iran but is approved by the Currency and
Credit Council (CCC~.
2.Iran's Central Bank's objectives include price stabiliry, economic growth and balance of payments
equilibrium. But, its functions include bank supervision.
3.Governments (Finance Ministerl propose a sum of securitized lending to CCC. The limit and the
rate is determined at the CCC and the Central Bank sells it to banks only which are a!I
governmental or public enterprise. Govemment guarantees ihe bonds and the limit is determined by
banking system's reserve deposits.
4.A variety of factors are considered in Central Bank lending to government, including Central
Bank's balance sheet position, the revenues expected by the governmeni and the government debt
to the Central Bank.
5.Alihough the initial maturity is one year, in practice, the unpaid amounts are considered in the
budget within the process of rdtification before Majlis, often the debt is restructured, and the
maturities are extended to longer term.
6.Interest rate on government debt is much lower than the prevailing rates and "interest rate"
between Central Bank and ihe banking system is not considered "riba" (usuryl. !t ís notable that in
the Islamic tiadition taking of fixed interest (iibal is allowed between "the father and the son ". The
same relation is thought ofbetween the Central Bank of Iran and the banking system.

1.3.3 Overall Measures of Iran's Central Bank Independence

Table 9 sums up the forgoing discussion together with other measures of

central bank (legal) independence. It presents four measures of central bank

independence, as developed by Alesina79; Grilli, Masciandaro and Tabellini80;

79 Alesina, A., (1989), Politics and Business Cycle in Industrial Democracies, Economic Policy, 8,
April, pp.55-98.

80 Grilli, V., D. Masciandaro, G. Tabellini, ( 1991), Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
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Cukierman81; Cukierman, Webb and Neyaptie2; Eijffinger and Schalinge3 ;

Eijffinger and Van KeulenB4.

Table 9- Legal Indices for Central Bank Independence and Comparable
Measures for the Central Bank of Iran

Alesina Grilli, Masciandaro And
Tabellini

Eijffinger-
Schalin Cukierman

Australia 1 9(3) 1 0.31
Austria - 9 (3) 3' 0.58
Bel ium 2 7(1) 3 0.19
Canada 2 11 (4) 1 0.46
Denmark 2 8(3) 4` 0.47
Finland 2 - 3` 0.27
France 2 7(2) 2 0.28
German 4 13 (61 5 0.66
Greece - 4 (2) - 0.51
Iceland - - - 0.36
Ireland - 7 (31 - 0.39
Ital 1.5 5(4) 2 0.22
Ja an 3 6(1) 3 0.16
Netherlands 2 10 (6) 4 0.42
New Zealand 1 3(01 3' 0.27
Norwa 2 - 2 ` 0.14
Portu al - 3(1) 2` - 1
S ain 1 5(2) 3` 0.21
Sweden 2 - 2 0.27 Í
Switzerland 4 12 (5) 5 0.68 ~~

United Kin dom 2 6(1) 2 0.31 J
United States 3 12 (51 3 0.51 I
Iran, LR. 1 6(3) 2 0.43 ~

Source: Alesina85 ; Grilli, Masciandaro, and Tabellin~ó ; Eijffinger and Schalinge7; and Cukiermanaa.
Note: Iran's various measures are determined by the author based on the readings of rhe Monetar,~
and Banking Law and lin practicel the Five-Year Development Plans and Annual Laws.
': Based on Eijffinger and Van Keulen, "Cential Bank Independence" 1995. Except Denmark, the
ranking of these seven countries to central bank laws adjusted during the last ten years.

et Cukierman, A., (19921, Central Bank Strategy, credibility and Independence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

g2 Cukierman, A., S.B. Webb and B. Neyapti, (1992), Measuring the Independence of Central Bank
and its Effect on Policy Outcomes, World Bank Economic Review, 6(3), September, pp. 353-
98.

83 Eijffinger, S.C.W. and E. Schaling, (1993), Central Bank Independence in T~nrelve Industrial
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.

86 Eijffinger, S.C.W. and M. Van Keulen, (19951, Central Bank Independence in another Eleven
Countries,~ Banca Nazionale del Lavoro Quarterly Review, 192, March, pp. 39-83.

8~ Alesina, A., (19891, Politics and Business Cycle in Industrial Democracies, Economic Policy, 8,
April, pp.55-98. Alesina, A., (1988), 'Macroeconomic and politics', in: Foscher, S. (ed.l, NBER
Macroeconomic Annual 1988, MIT Press, Cambridge, pp. 17-52.
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In this Table the following rule applies: the higher the score, the more

independent the central bank. The Measures of Alesina and Eijffinger-Schaling

range from 1 to 4, and from 1 to 5, respectively. The index of Grilli,

Masciandaro and Tabellini is the total of their indicators for political and

economic independence as discussed previously. (The value for their index of

political independence is shown in parentheses.) This measure ranges between

0 to 6. The index of Cukierman varies between 0 and 1.

It needs to be mentioned that the pioneering attempt to codify legal central

bank independence of Bade and Parkin89 was extended by Alesina (1989). This

index focuses on questions such as: does the central bank have final authority

over monetary policy? Are there government officials on the governing board

of the bank? Does government appoint more than half of the board members?

On the other hand, Eijffinger and Schaling~ construct an index based on

the location of final responsibility for monetary policy, the absence or

presence of a government official on the board of the central bank, and the

percentage of board appoirttees made by the government91. Eijffinger and

Schaling (19931 and Eijffinger and Van Keulen (19951 have constructed an

index, which is based on three issues:

1. The location of the final responsibility for monetary policy. .

2. The absence or presence of a government official on the board of the

~ Grilli, V., D. Masciandaro, G. Tabellini, (1991), Political and Nbnetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.

B~ Eijffinger, S.C.W. and E. Schaling, (1993), Central Bank Independence in Twelve Industrial
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, Marrh, pp. 49-70. Eijffinger,
S.C.W. and E. ~chaling, (19921, 'Central Bank Independence: Searchmg for the Philosopher's
Stone', CentER Discussion Paper, 9251, December.

88 Cukierman, A., 119921, Centra! Bank Strategy, credibility and Indepepdence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

69 Bade, R. and M. Parkín, (1988), 'Central Bank laws and Monetary Policy', Working Paper
Department of Economics University of Western Ontario, Mimeo, October.

~ Eijffinger, S.C.W. and E. Schaling, (19921, 'Central Bank tndependence: Searching for the
Philosopher's Stone', CentER Discussion Paper, 9251, December.

91 According to Eijffinger-Schaling index, the central-bank laws in which the central bank is the
final authority get a double score.
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central bank and the fraction of board appointees made by government.
3. Central bank laws in which the central bank is final authority get a double

score in this index.

In this table, it is notable that the measure of Grilli, Masciandaro and Tabellini

is the sum of indices for political and economic independence. Their political

index appears in parenthesis.

The extensions of the Eijffinger-Schaling index are based upon Eijffinger and

Van Keulen (1995). The ranking of these countries refers to relatively new

central bank laws (adjusted during the last ten years), except for Denmark.

The Cukierman legal index of central bank independence (LVAU) is based on

Cukierman ( 1992) and Cukierman, Webb and Neyapti ( 1992).

1.3.4 The Turnover Rate as a Statistical Proxy
Interestingly, Cukierman 1992 and Cukierman, Webb and Neyapti (1992) have

also developed a yardstick for central bank autonomy based on the actual

average term of office of central bank governors in different countries during

the period 1950-89. This index is based on the postulation that a higher

turnover of central bank governors could be taken a lower level of

independence. As it is stated in Guadernos de Economia's study, the turnover

rate of central bank governors is used as a statistical proxy of actual

independence.

(al Iran's Turnover Rate Compared

Table 10 presents the average turnover rate of central bank governors tor a

selective number of countries during the 1980s (for both developing and

emerging-market countries, their structure which is closer to Iran's). Iran's

record - being as good as those of Turkey and Nicaragua - is computed by

the author for the same dzcade.
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Table 10 - Turnover Rates of the Central Bank Governors and
the Case of Iran's Central Bank (1980-1989)

(Average number of changes per year)
Count Turnover

Thailand 0.10
Hun a 0.10
Honduras 0.10
South Africa 0.20
Phili ines 0.20
Israel 0.20
Greece 0.20
India 0.30
Uru uay 0.30
Portu al 0.30
Pakistan 0.30
Turke 0.40
Nicara ua 0.40
Poland 0.50
Venezuela 0.50
Sin a ore 0.60
Chile 0.80
Brazil 0.80
Arc~entina -- 1 .00---

~ - ÍSi;3~l~~1; 1~~4 -.,i~~
. -- -- ---,-- -- C).~1Q ~

- . - ,-- - --- - -
Souice: Except Iran's measure, adapted from Cukierman, Webb, and Neyaptrgz.
Note: Iran's turnover measure is determined by the author from the data
available in the Annual Reports of the Central Bank of Iran, 1981-90.
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(b) Iran's Turnover Rate in Different Periods

Since various factors may have influenced Iran's turnover rates during

different eras, it may be interesting to measure the Iranian Central Bank

Governors' turnover rates during various periods. This effort has been

undertaken and it is reported in table 11. Overall, the Iranian governors'

turnover rates do not seem to be "excessive" before or after the Revolution. It

relatively comp~,res well with international standards.

92 Cukierman, A., S.B. Webb and B. Neyapti, (1992), Measuring the Independence of Central Bank
and its Effect on Policy Outcomes, World Bank Economic Review, 613), September, pp. 353-
98.
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Table 11 - Turnover Rates of Iran's Central Bank
Governors during Various Periods

(Avera e number of chan es er ear)
Periods Tumover

1950 to 1969 0.40
1960 to 1979 0.45
1970 to 1989 0.55
1950 to 1998 (Total Period) 0.41
1950 to 1979 (Pre Revolution) 0.50
1979 to 1998 (Post Revolution) 0.25

Note: Iran's various measures are determined by the authorbased
on the Annual Reporis of ihe Central Bank if of Iran, 1951-99.

1.4 Empirical EvidEnce on the Consequences of Central
Banklndependence

The theoretical pretense for the independence of central tiank (as discussed in

Section 1.2) finds its origin in the ongoing 'Rutes versus Discretion' debate.

Studies by Barro and Gordon93 and Rogoff~ havE stipulated that government

and central banks are continuously tempted to divulge on inflationary bias in

the economy--sacrificing long-term welfare for myopic political gains. Parallel

to this issue, the time-consistency dilemma could be subdued by legislative

rules or, more important, by instituting a legally- and politically independent

central bank. From this theoretical point of view, a griori, one would expect

countries, which do practice independent central banking to have a lower

sustainable rate of inflation and more structured price stability.

The objective of this section is to examine the empirical evidence and the

related conclusions regarding the link between central bank independence and

~an array of economic variables such as the level and variability of inflation,

economic growth, private investment, financial savings, political stability and

budget deficits. A couple of observations, however, are in order.

93 Barro, R.J, and D.B. Gordon, (19831, Rules, Discretion and Reputation in a Model of Monetary
Policy, Journal of Monetary Economics, 12, pp. 101-21.

9a Rogoff, K., (1985), The Optimal.Degree of Commitment to an Intermediate Monetary Target,
Quarterly Journal of Economics, C, 100, November, pp. 1 169-89.
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At the outset, it needs to be remarked that an independent central bank is

neither a sufficient nor a necessary condition for price stability95.

Nevertheless, in accordance with the theoretical literature and the existing

empirical investigations, it can be concluded that a country, which is blessed

by an independent central bank, ceteris aaribus, will have a lower rate of

inflatíon than does a country where politicians can navigate the central bank's

policy9e.

Furthermore, in reviewing the empirical evidence it is also necessary to

bear in mind that although there is overwhelming evidence supporting the

negative coupling between inflation and the central-bank independence, as

Eijffinger (1997) correctly observes, the inferred negative correlation does not

necessarily imply causation.

Capsule-wise, table 12 reports the variety of empirical studies, which have

been undertaken will regard to the consequences of the central bank

independence. The various issues related to these studies will be discussed in

the parts of this section.

Table 12 - Empirical Studies On the Consequences of Central-Bank Independence

Study Measures CounVies Period Variables ExaminedUsed
Bade and BP 12 industrial 1972-86 Inflation, inflation variabilítyParkins'
Alesina9e ÁL 16 industrial 1973-85 Inflation, inflation variabilíty

s5 Naturally, various factors influence prices.
ss Eijffinger, S.C.W., (19971, Independent Central Bank and Economic Performance, Edward Elgar,

Cheltenham, pp. XI-XXVI.
s' Bade, R. and M. Parkin, (1988), 'Central Bank laws and Monetary Policy', Working Paper

Department of Economics University of Western Ontario, Mimeo, October.
se Alesina, A., (1989), Politics and Business Cycle in Industrial Democracies, Economic Policy, 8,

April, pp.55-98. Alesina, A., (19881, 'Macroeconomic and politics', in: Fischer, S. (ed.l, NBER
Macroeconomic Annual 1988, MIT Press, Cambridge, pp. 17-52.
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Table 12 - Continue

Study Measures Countries Period Variables F~caminedUsed
Gr11i,
Mesciandaro GMT 18 industrial 1950-89 and Inflation, budget deficit, output
and Tabellini99 subperiods rowth and variabilit of rowthg y g

Cukierman'oo LVAW, 70 industrial and 1950-89 and Inflation, central-bank credit to
QVAW, TOR develo in sub eriods ublic sector

Cukierman, LVAW 72 industrial and 1950-89 and Inflatíon, inflation variability,
Webb and ,

QVAW, TOR developing subperiods central-bank credit to public
Neyapti'o' sector

Inflation, inflation variability,

De Haan and 14, 18 and 1 1 1961-87 and output growth, growth

Sturm10z AL, ES, GMT industrial subperiods variability, budget deficit,
central-bank credit to

'vemmeht
De Long a nd Average of 16 industrial 1955-90 Growth of output per workero
Summers AL and GMT

Inflatjan, inflation variability,

Alesina and Average of 1955-88 and GNP growth, variability of

Summers'oa AL and GMT 16 industrial 1973 88 growth, level and variance of
unemployment level and
varíance of intere t rate

Cukierman et about 50 Per capita growth rate, private

al.'os LVAW, TOR industrial and 1960-89 investment, productivity growth,
develo in interest rates

De Haan, Knot
GMT 18 industrial 1979-89 Disinflation costsand Sturm'o~

99 Grilli, V., D. Masciandaro, G. Tabellini, (1991), Political and Monetary Institutions and Public
Firlancial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.

'oo Cukierman, A., (1992), Central Bank Strategy, credibility and Independence, Theory and
E(ridence, MIT Press, Cambridge, Massachusetts.

'o' Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central
Bank and its Effect on Poticy Outcomes, World Bank Economic Review, 6l3), September, pp.
353-98.

'oz De Haan, J. and J.E. Sturm, (1992), The case for Central Bank Independence, Banca Nazionale
del Lavoro Quarterly Review, September, 182, pp. 305-27.

'03 De Long, J. and L.H. Summers, (1992), Macroeconomic Policy and Long-run Growth, Economic
Review: Federal Reserve Bank of Kansas City, 16N Annual Economic Symposium in Jackson
Hole, August 27-29, pp. 5-29

~os Alesina, A. and L.H. Summers, (1993), Central Bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Journa! of Money, Credit and Banking, 25(2), May,
pp. 151-62.

ios Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, Central Bank
Independence, Growth, Investment and Real Rates, in: Meltzer, A.H. and I.P. Charies (eds.l,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.9~-140.

'05 De Haan, J., K. Knot and J.E. Sturm, (1993), On the Reduction of Disinflation Costs: Fixed
Exchange Rates or Central Bank Independence, Banca Nazionale del Lavora Quarterly 4eview,
187, PP. 429-43.
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Study M s Countries Period Variables ExaminedUsed

Eijffinger and AL, BP, ES, 1972-91 and sub- inflation, inflation variability,
Schaling'o~ GMT 12 industrial samples output growth, variability ot

rowth
Havrilesky and
Granato'~ AL 18 industrial 1955-87 Inflation

Pollard109 Average of 16 industrial 1973-89 Budget deficit and variance of
AL and GMT deficits

De Haan and AL, ES, GMT, 12,18 and 21 1972-91, 1977- Inflation, inflation variability;
Eijffinger"o LVAU industrial g1, 1gg2-g1 output growth, variability of

rowth
De Haan and
Siermann 1994 TOR 43 developing 1950-89 - Inflation

Eijffinger, Van Inflation, inflation variability,
Rooij and AL, BP, EMP, 10 industrial 1977-90 output growth, variability of
Schalíng"' ES, GMT growth, level and variance of

interest rate
Fratianni and Average of 9 15 industrial 1960-90 Inflation, variability, growth,
Huang1z indicators variability
AI-Marhubi and AL, GMT, 21 industrial 1973-89 InflationWillett13 LVAW

Cargill14 LVAW 20 industrial Sub-periods of Inflation1962-91

Cukierman and Political 64 industrial and Inflation, variability, growth,
Webb15 vulner- developing 1950-89 level and variance of interestabilit

'o~ Eijffinger, S.C.W. and E. Schaling, (1993), 'Central Bank Independence: Theory and Evldence',
CentER Discussion Paper, 9325, May, pp. 1-32.

'QB Havrilesky,'T. and J. Granato, 11993), Determinants of Inflationary Performance: Corporatist
Structure vs. Centra! Bank Autonomy, Public Choice, Vol. 76, pp. 249-61.

t09 Pollard, P.S., (1993), Central bank Independence and Economic Performance, Federal Reserve
Bank of St. Louis, Review, 75, JutylAugust, pp. 31-36.

"o De Haan, J. and S.C.W. Eijffinger, De Politieke Economic van Central Bank Onafhankelijkheid:
Theorie en Parktijk van Centrale Bank Autonomie, Rotterdames Monetarie Studies, 13, 2, pp. 1-
72.

"' Eijffinger, S.C.W., M. Van Rooij and E. Schaling, (1996), Central Bank Independence: A
Paneldata Approach, Public Choice, 89, pp. 163-82 ICentER Discussion Paper, 9439, (19841,
Tilburg Universityl.

1z Fratiani, M. an~ H. Huang, (1994), 'Reputation, Central Bank Independence and the ECB', in:
Siklos P.L. ied.), Varieties of Monetary Reforms: Lessons and Experiences on the Road Co
Monetary Union, Kluwer Academic, Dordrechtl8ostonlLondon.

13 AI Marhubi, F. and T.D. Willet, 119961, The Anti Inflationary Influence of Corporatist Structures
and Central Bank Independence: The Importance of the Hump Shaped Hypothesis, Public
Choice, 84, pp. 158-162.

14 Cargill, T.F., (19951, The Statistical Association between Central Bank Independence and
Inflation, Banca Nazionale del Lavoro Quarterly Review, 193, June, pp. 159-72.

t5 Cukierman, A. and S.B. Webb, (19951, Political Influence on the Central Bank - International
Evidence, World Bank Economic Review, 9(31, September, pp. 397-423.
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Table 12 - Continue

Study MUSu res Countrias Period Variables Examineded

Debelle and GMT and

Fischer"s components 18 industrial 1960-92 Inflation, disinflation costs
thereof

pe Haan"' Components 21 industrial 1973-89 Inflation, variabilityof LVAW
Eijffinger, Van AL, BP, ES, 11 (3 Eastern 1982-93 Inflation, inflation variabilityKeulen18 GMT European)

GMT, LVAW,
Gartner79 average of AL 9 116) industrial 1960-88

I
Dísinflation costs

and GMT Í

Walsh'ZO GMT and 11 EC 1973-91192 Disinflation costsLVAW
Bleaney12' LVAW 17 industrial 1973-89 Inflation, unemployment
Souice: Eijffinger and De Haan 1996
Notes: AL - Alesina; BP - Bade-Parkin; EMP - Empirical index of central-bank independence; ES
- Eijffinger-Schaling; GMT - Grilli, Masciandaro, and Tabellini; LVAU - Cukierman's unweighted
legal- independence index; LVAW - Cukierman's weighted legal-independence index; QVAW -
Cukíerman's weighted index based on a questionnaire; TOR - the tumover rate of cent~a~bank
governors..

1.4.1 Central Bank Independence and Economic Performance

1.4.1.1 Evidence on Inflation and Central Bank Independence
As the theoretical underpinnings already covered in this Chapter suggest, a

rp jOrj, an inverse relationship between the independence of the central bank

and the level of inflation should be expected. Indeed the stipulated inverse

relationship is unequivocally supported by almost all the existing empirical

7e Debelle, G. and S. Fischer, (1994), 'How Independent 3hould a Central Bank Be?', in: Jeffrey,
C.F. (ed.l, Goals, Guidelines and Consiraints Facing Monetary policymakers, Federal Reserve
Bank of Boston Conference Series, 38, pp. 195-221.

"' De Haan, J., (19951, Why Does Central Bank Independence Yield Lower Inflation?, A
Taxonomy of Arguments and Empirical Evidence, Department of Economics, University of
Groningen,processed.

1e Eijffinger, S.C.W. and M. Van Keulen, (19951, Central Bank Independence in another Eleven
Countries, Banca Nazionale del Lavoro Quan'erly Review, 192, March, pp. 39-83.

19 Gartner, M., (19951, 'Time-Consistent Monetary Policy under Output Persistence', Discussíon
Paper, University of St. Gallen.

120 Walsh, C.E., (19951, 'Central Bank Independence and the Costs of Disinflation in the EC', in:
Eichengreen, B., J. Frieden and J. Van Hagen (eds.), Monetary and Fiscal Policy in an
Integrated Europe, Springer Verlag, BerlinlHeidelberglNew York, pp. 12-37.

1z' Bleaney, M., (19961, Ceniral Bank Independence, Wage Bargainíng Structure and
Macroeconomic Performance in OECD Countries, Oxford Economic Papers, 48, pp. 20-28.
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studies. Some of the well-known studies, which support this link, include De

Haan-Sturm122, Alesina-Summer~23 and Eijffinger-Schaling~24. Table 13 presents

a summary of the conclusions reached in these and other attempted studies.

Although many empirical studies examine the relationship between central,

bank independence and inflation, only two studies try to differentiate between

the various aspects of central bank autonomy. Debelle and Fischer725

decomposes the independence measure of Grilli, Masciandaro and Tabellini

(GMT)128 into goal independence, instrument independence, and personnel

independence.

Grilli, Masciandaro and Tabellini (1991) also set to find out the link between

central bank and inflation. After composing index of "economic" and

"political" independence, they divide the period under investigation (1950-89)

into four decades and measure the effect of the indicators computed on cross-

country discrepancies in inflation rates127.

The (GMTI results show that the indicators of central bank independence

always have the expected negative sign with regard to inflation variable. The

indicator of "economic independence" is especially significant in the periods of

~22 De Haan, J. and J.E. Sturm, (19921, The case for Central Bank Independence, Banca Nazionale
del Lavoro Quarterly Review, September, 182, pp. 305-27.

723 Alesina, A. and L.H. Summers, (19931, Central Bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Journal of Money, Credit and Banking, 25(2), May,
PP. 151-62.

~24 An exception to the inverse retationship is Cargill 1995. He asserts that the questioned
statistical association is not robust and its substantiality would depend on the specified
regression and on the periods and countries considered. Eijffinger, S.C.W. and E. Schaling,
(1993), 'CeMral Bank Independence: Theory and Evidence', CentER Discussion Paper, 9325,
May, pp. 1-32. Cargill, T.F., (19951, 7he Statistical Association between Central Bank
Independence and Inflation, Banca Nazionale del Lavoro Quarrerly Review, 193, June, pp. 159-
72.

~z5 Debelle, G. and S. Fischer, (1994), 'How Independent Should a Central Bank Be?', in: Jeffrey,
C.F. (ed.), Goals, Guidelines and Constraints Facing Monetary policymakers, Federal Reserve
Bank of Boston Conference Series, 38, pp. 195-221.

'26 Grilli, V., D. Masciandaro, G. Tabellini, (19911, Political and Monetary Institutions and Public

Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
~~~ The seemingly unrelated regressions technique is utilized by GMT 1991 .



64 1.4 Empirical Evidence on the Consequences of Central Bank Independence

high inflation. The indicator of "political independence", on the other hand, is

significant only in the 1970s128!

Table 13 - Empirical Studies on the Relation between Central-Bank Independence
and Inflation

Stu Inflation Inflation VariabiG Commerrts
9ade and Inverse relation No relation -Parkin 1988

Less Partisan volatility
Alesina 1988, Inverse relation in countries with Not robust1989 independence central

bank
Grilli,
Masciandaro Significant negative relation, - Other variables includedand Tabellini except for 1950s and 1960s
1991

LVAW significant for

Cukierman industrial countries but not

1992 for developing countries; - -
TOR significant for
develo in countries
LVAW significant for

Cukierman, industrial countries but not
Same result as for

Webb and for developing countries; inflation
Neyapti 1992 TOR significant for

develo in countries
De Haan and Significant negative relation, Significant negative, Other variables included
Sturm 1992 ex ort for 1960s exce t for 1960s
Alesina and Significant negativeSummers Significant negatíve relation relation1993
Eijffinger and
Schaling Significant negative relation, No relation, except for Variance measured on monthly

1993b except for GMT [political] GMT [political) basis

Havrilesky and Significant negative relation -
Corporate structure measures

Granato 1993 taken into account
De Haan and Results depending on theEijffinger Significant negative relation Mixed results number of countries1994
De Haan and TOR has significant positive Political instability also takenSiermann

on inflation - into account1994
Eijffinger, Significant negative relation, No relation, except forVan Rooij and except for GMT GMT -Schalin 1994

'28 For the distinction between these two types of independence, vide Sectior, 1.3 ir this Chapter.



The Monetary Authority in Iran

Table 13 - Continue

65

Stud Inflation Inflation Variabilit Comments
Fratianni and

Significant negative relation Same result for inflatíon -Huan 1994
AI-Marhubi and Significant negative relation -

Corporatist structure and other
Willett 1995 factors taken into account

Cargill 1995 No robust relation - Statisticat association nor
robust

Cukierman and Political vulnerability of Same result as for Political instability also included
Webb 1995 central bank has significant ínflation in regressionsositive im act on inflation

Instrument independence
and statutory requirement

Debelle and for price stability are
Fischer 1995 significant, but variables - -

relating to appointment
rocedures are not

Significant negative retation Same result as forDe Haan 1995 with proxy for instrument inflation -inde endence
Eijffinger and For countries with laws for

Van Keulen No significant relatian for No relation more than five years, negative

1995 total sample of countries association for inflation [for
GMT and ES]

Ble~,ney 1996 Significant negative reaction - Measures for corporate
structure taken into account

Source: Eijffinger and De Naan 1996.
For the References, see references of Table 12.

1.4.1.2 Evidence on the Inflation-CBI Link in Developing Countries

Almost all of the studies summarized in Table 13 restrict their domain of study

to the developed, industrial countries. Some studies including Cukierman129,

Cukierman, Webb, and Neyapti'~, Cukierman et a1.13', De Haan and

Siermann132, and Cukierman and Webb'~ do include developing countries in

t29 Cukierman, A., (19921, Central Bank Strategy, credibility and Independence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

'~ Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central
Bank and its Effect on Policy Outcomes, World Bank Economic Review, 6131, September, pp.
353-96.

t31 Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, 119931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.],
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.

'32 De Haan, J. and C.L.J. Sierman, (1994), Central Bank Independence, Inflation and Pofitical
Instability, Department of Economics, University of Groningen, Forthcoming in Journal ofpolicy

[--~--~1
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their studies. Contrary to the widespread finding of inverse relation between

inflation and CBI for the developed countries, these studies find no significant

link between inflation and the legal independence of the central banks in the

ddveloping world.

1.4.1.3 Discrepancy in the Developed versus Developing Countries'
Evidence

The le din conclusion from empirical studies on the relationship between

inflation and central bank autonomy is that independence is inversely related

to the level of inflation in both developed and developing countries (Eijffinger,

1997). However, the independence measures used to reach this universal

conclusion differ between the two categories of countries. Although legal

independence is a good proxy for concrete autonomy in advanced, industrial

countries (MDCs), statistical proxies such as the turnover rate of the central

bank governor or political vulnerability of the central bank is used for the

developíng countries (LDCs). Measuring the independence of central banks

and its effect on policy outcomes, Cukierman, Webb and Neyapti (1992)

conclude that "legal independence" is inversely related to inflation in MDCs

but not in LDCs. Alternatively; in LDCs the frequency of change or turnover of

the chief executive officer or governor of the bank is a much superior proxy

for central bank independence. The principal conclusions of Cukierman (1993)

and Cukierman, Webb, and Neyapti 11992) can be summarized as follows.

First, within the MDCs inflation is negatively related to legal independence but

unrelated to central bank governors' turnover. Second, within the LDCs there

is no abservable relation between inflation and legal independence. However,

there seems to be a strong positive association between inflation and

governors', turnover.

For the MDCs, the lack of association persists even after controlling for

Reform.
"' Cukierman, A, and S.B. Webb, (19951, Political Influence on the Central Bank - International

~~~~
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other determinants of growth like GDP and the initial levels of primary and of

secondary education (Cukierman, Kalatizidakis, Summers and Webb, 1993). In

other words, the dominant conclusion in this regard is that the average real

growth is clearly unrelated to legal central bank independence within the

industrial economies. But the evidence differs for the developing world. Using

pooled cross-section time series and controlling for the determinants of

growth as well as for terms of trade shocks, Cukierman, et. al., find ceteris

arp ibus, a positive association between growth and central bank

independence. In sum, after controlling for other determinants of growth,

central bank independence is found to have a positive effect on growth within

the LDCs. The empirical results of this classic study (Cukierman, Kalaitzidakis,

Summers and Webb 1993) support the view that the more independent the

central bank, la) the less inflation in the industrial economies, but (b) the less

inflation and the more growth in the developing countries. It is important to

note that this dissimilarity ín evidence between the two categories of

countries is consistent with the notion that dependence of central bank on

political apparatus would be destructive to growth only when the level of

dependence is materially high134.

Table 13 reports the empirical studies regarding the relation between

independence of the central bank and inflation. (iv) Monetary Regimes and

Variability of Inflation and Growth. Furthermore, unlike the well-developed

theoretical literature, there are only a few studies, which engage in comparing

the actual monetary regimes in a large sample of various countries in the

domain of empirical research. Of the most extensive inquiries are Fair135, Bade

Evidence, World Bank Economic Review, 9131, September, pp. 397-423.
130 The evidence suggests that almost all MDCs have more central bank independence than most

LDCs. Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles ( eds.l,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140

'3s Fair, D., (19781, 'Relationships between Central banks and Governments in the Determination
of Monetary Policy', Societe Universitaire Europeene de Recherches Financieries SUERF

~-i-yJ
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and Parkin~~, Alesina137, Alesina and Summers~38 and Grilli, Masciandaro and

Tabellini139. As we focus on more recent studies, it is stunning that their

inference is less clear-cut than the theoretical literature. Contrary to Alesina

and Summers, for instance, no correlation between central bank independence

and the variability of inflation is found by Bade and Parkin. Moreover, unlike

the prognostication of the Barro-Gordon paradigm, both Alesina and Summers

as well as Grilli, Masciandaro and Tabellini detect no connection between

central bank independence and (real) output growth variability~~.

1.4.7.4 Eonomic Growth, Disinflation Costs and "Free Lunch"
Some theoretical analysis may be put forward regarding central-bank

independence and economic growth. There could be two different reasons,

why central-bank independence may prompt growth in the longer run.

a. First, a better functioning of the price mechanism under price stability

may provide an environment more conducive to economic growth.

b. Second, price stability may provide less uncertainty and, again,

contributing to growth.

Empirical research by Grimes~47, Fischer42 and Barro743 seem to insinuate that

inflatiorr actually reduces economic growth. This may be explained by the

Working Paper.
~as gade, R. and M. Parkin, (1988), 'Central Bank laws and Monetary Policy', Working Paper

Department of Economics University of Western Ontario, Mimeo, October.
73~ Alesina, A., (1988), 'Macroeconomic and politics', in: Fischer, S. (ed.), NBER Macroeconomic

Annual 1988, MIT Press, Cambridge, pp. 17-52. Alesina, A., (19891, Politics and Business
Cycle in Industrial Democracies, Economic Policy, 8, April, pp.55-98.

~~ Alesina, A. and L.H Summers, (1993), Central bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Journal of Money, Credit and Banking, 2512), pp.
151-62.

739 Grilli, V., D. Masciandaro, G. Tabellini, (1991), Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Polícy, 13, October, pp. 341-92.

iso Eijffinger, S.C.W. and E. Schaling, 119931, Central Bank Independence in Twe!ve Industrial
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.

"' Grimes, A., (1991), The Effect of Inflation on Growth: Some International Evidence,
Weltwirischaftliches Archiv, 127, pp. 631-44.

~~- Fisher, S., (1993), The Role of Macroeconomic Factors in Economic Grow~th, Journal of
Monetary Economics, 32, October, pp. 485-512.

~a3 Barro, R.J., í1995), Inflation and Economic Growth, Bank of England Quarterly Bur?st.n, 3~,

~-'~~
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positive correlation between the level of inflation on one side and variability of

inflation on the other hand. A more pronounced variation in the rate of

inflation may imply augmented uncertainly about inflation itself and may

thereby lead to depress economic growth.

Various studies have inquired whether central-bank independence may be

related to economic growth. A summary of these studies, which is reported on

table 14, reveals that a general conclusion holds that central-bank

independence neither is related to growth nor to unemployment~u. Thus, in

spite of a high degrqe of association between central-bank independence and

lower inftation in the long run, a policy of disinflation is evidently not

correlated with high costs or great advantages in terms of long-term economic

growth.

In this regard, GMT145 find that if central bank independence is associated

with lower inflation, there is no systematic repercussions on real output

growth, nor on variability of growth. Thus, as GMT suggest, establishing an

independent central bank is analogous to having a"free lunch": There are

benefits of the independence but no perceptible sacrifice in terms of

macroeconomic performance. Observing the empirical evidence on this issue,

Eijffinger allures, and "the absence of a long-term trade-off between inflation

and growth implies that the establishment of central-bank independence is a

"free lunch" 11997).

Of course, the net effect of independence on the costs of disinflation is

naturally an empirical query. De Haan, Knot, and Sturm 11993) question

whether central-bank independence reduces disinflation costs. In this study,

disinflation costs are measured as the cumulated unemployment rate over the

May, pp. 166-76.
,aa As we suggested previously in Section 1.2, this non-existence of a relationship implies the

"neutrality of Money" or "No Long-Run Phillips Curve."
,as Grilli, V., D. Masciandaro, G. Tabellini, (1991 t, Political and Monetary Institutions and Public

Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
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1960-89 periods relative to its average level for 1973-79. Using this empirical

method, they find no supporting evidence that independence lessens

disinflation costs'~s.

Thus, the dominant question arises that "does central bank independence

come with a cost in overall macroeconomic performance"? In the GMT147

study and for the whole period considered, they find no systematic effect of

the two (economic and political) indicators of central bank independence of

the real growth rate of output.

Table 14 - Empirical Studies on the Relation between Central-Bank Independence
and Economic Growth

Study Economic Growth Variability of Growth Disinflation Costs
Grilli, Masciandaro, No relation No relation -and Tabelliní 1991
De Haan and Sturm No relation No relation -1992
De Long and Positive relation, while
Summers controlling for other - -
1992 factors
Alesina and No relation No relation -Summers 1993

Negative relation between
Cukierman et at. No relation using legal variability and
1993 index, but significant independence proxied byrelation using TOR TOR
De Haan, Kont, and - No relationSturm 1993
Eijffinger and No relation No relation -Schalin 1993
De Haan and

' No relation No relation -
Ei ffin er 1994
Eijffinger,Van Rooij

No relation No relation -and Schalin 1994
Fratianni and No relation No relation -Huan 1994

'46 Viewed alternatively, the evidence implies output losses suffered during periods of recession
are larger as the independence of the central bank explicates.

':' Grilli, V., D. Masciandaro, G. Tabellini, (1991j, Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 1 3, October, pp. 341-92.
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Study Economic Growth Variability of Growth Disinflation.. osts
Significant positivePosen1e . -
relation

Political wlnerability of
Cukierman and central bank

-Webb 1995 significantly inhibits
rowth

Debelle and Fischer Significant positive
1995 ~ relation

Significani positive
Cartner 1995 - -

relation
Significant positive

Walsh 1995 - -
relation

Souice: Eijffinger and De Haan 1996.
Nofe: TOR is the variable measuring the tumover rate ofgovernors.
See the references of Table 12.

1.4.1.5 Growth and Channels of Influence
What would be the channels through which more central bank independence

would stimulate growth? While it does not pretend to provide a full answer

to this inquiry, a study by Cukierman, Kalaitzidakis, Summers and Webb149

suggests that, ceteris paribus, private investment is lower, the lower central

bank independence.

Cukierman, et. al. results show that for developing countries between

1970 and 1990, less independence as proxied by a higher governor's turnover

(or by more political vulnerability) have a negative consequences on the share

of private investment in LDCs. Also, the variability of growth within a country

is negatively related to the level of development but is irrelevant to the

independence of central bank as proxied by governor's turnover. It is notable

that central bank índependence is here proxied by turnover of governors or by

central bank vulnerability. When political vulnerability of the central bank is

148 Posen, A., (1994), Central Bank Independence and Disinflationary Credibility: A Missing Link,
Brookings Discussion Paper in International Economic, 109, August, Washington D.C.

149 Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.l,

~~~~
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used as a measure of unstable macroeconomic policies instead of inflation, it

also has a negative partial effect on growth. Thus, one can conclude that

unstable macroeconomic policies as proxied by instrumented inflation or

central bank vulnerability have a negative effect on growth.

1.4.1.6 Influence during Political and Non-Political Periods
Cukierman and Webb150 find that the probability of turnover of a central bank

governor is highest in the first lag interval but it gradualty decays as the time

elapsed since the latest political transition increase. The maín conclusions

reached are summarized in what follows. First, there is.convincing evidence of

gross political influence on the central bank during the 1950-1989 period.

Second, the cutoff between political and non-political period is at six months

following a polítical transition for the entire sample. Third, the chance of a

central bank governor turnover within six months of a political transition is

three times larger than the same probability in "non-political periods" (defined

as seven or more months after a political transition).

1.4.1.7 Effect on Ex-post Real Rates
Using their own measure of legal independence, Cukierman, Kalaitzidakis,

Summers, and Webb15~ find no association between the variability of ex-post

real rates and legal independence in the LDCs. The variabílities of ex-post real

rates and short-term nominal rates are negatively related to the central bank

independence in both developed and less developed economies. Furthermore,

there is no relation between the variability of nominal long-term rates and

central bank independence. Additionally, the ex-post-average real return to

deposits is positively associated with legal independence in industrial

Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.
,so Cukierman, A. and S.B. Webb, (1995), Political Influence on the Central Bank - International

Evidence, World Bank Economic Review, 9(31, September, pp. 397-423.
15~ Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (1993), 'Central Bank

Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.l,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.
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economies. However, the ex-post-average real return to deposits in LDCs is

negatively associated with the turnover of governors~sz.

1.4.1.8 Effect on Financial Savings and Variability of Returns
The .evidence from a variety of papers leads us to the conclusion that, over

the long term, central bank independence and the absence of gross politica~

leverage on the central bank improve (or at least do not reduce)

macroeconomic performance. Higher levels of independence are consorted

with lower inflation without a perceived effect on growth and its variability in

developed economies. trí tDCs, higher independence and lower levels of gross

political influence are associated with lower inflation, more growth, and more

private investment, without any discernible effect on the variability of growth.

Additionally, a higher level of independence is coupled with higher returns to

financial savings, less variability of these returns and most likely a more

efficient allocation of financial capital. Table 15 is a representation of these

other variables and some more details regarding them.

Table 15 - Empirical Studies on the Relation between Central Bank Independence
and other Economic Variables

Stud Interest Rate Bud et Deficit Central Bank Credit
Grilli, Masciandaro, Negative, but

-and Tabellini 1991 - insi nificant effect
TOR significant in

Cukierman 1992 - - sample including all
countries
TOR significant inCukierman, Webb

- - sample including all
and Neyapti 1992 countries

De Haan and Sturm
Mixed results 1AL and pnly significant for

1992 - GMT sometimes GMT
si nificant; ES notl

Alesina and Summers No relation, but lower variance of
1993 interest rates

No significant relationPollard 1993 -
with variance of deficits

15~ But, when Argentina is excluded from the study sample, this effect becomes insignificant!
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Table 15 - Continue

1.5 Summary, Conclusions and Recommendations

Stud Interest Rate Bud et Deficit Central Bank Credit

Eijffinger, Van Rooij Significant negative relation for

and Schaling 1994 AL,BP,EMP and ES: na relation - -
with variance [exce t for EMP]

Cukierman and Webb Signiticant negative relation with

1995 political vulnerability of central - -
bank

Souice: Eijffr-nger and De Haan 1996 and See the references of Table 12.
Notes: AL - Alesina; BP - Bade-Parkin; EMP - empirical index of central-bank independence; ES-
Eijffinger-Schaling; GMT - Grilli, Masciandaro, and Tabellini; TOR - ihe tumover rate of central-bank
governors.

1.5 Summary, Conclusions and Recommendations

1.5.1 Summary and Conclusions
Both in theoretical and practical grounds, it is clear that a high level of central

bank independence coupled with a mandate for stable prices constitute

important institutional device to achieve and maintain price stability.

Numerous theoretical and empirical investigations insinuating that inflation and

central bank independence are inversely related have also been a

consequential drive for enhancing central bank sovereignty and self-

governance. Economic theory and measurement as developed by Rogoff753,

Neumann154, Lohmann'sfi, Eijffínger and Schaling'58 and various others suggests

the countries having an independent central bank can achieve low inflation

rates primarily because politician would not be able so easily to influence

monetary policy.

's3 Rogoff, K., (1985), The Optimal Degree of Commitment to an Intermediate Monetary Target,
Quarterly Journal of Economics, C, 100, November, pp. 1169-89.

,sa Neumann, M.J.M., (19911, Precommitment by Central Bank Independence, Open Economies
Review, 2, pp.95-112.

,ss Lohmann, S., (1992), Optimal Commitment in Monetary Policy: Credibility versus Flexibility,

American Economic Review, 82(1), March, pp. 273-86.
'ss Eijffinger, S.C.W. and E. Schaling, (19931, Central Bank Independence in Tvvelve Industrial

Countries, Banca Nazionale de! Lavoro Quarterly Review, 184, March, pp. 49-70.
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1.5.1.1 Does the Iranian Society Get a Central Bank it Deserves? -

To paraphrase Eijffinger (1997), "Does Iranian society get a central bank it

deserves?" The Central Bank of Iran--BMJII--dominates the Iranian financial

system both by the extent of its multiple activities and by the relative size of

its assets. Its activities include not only the supervision and regulation of

banks but also direct lending to government enterprises, oversight and

regulation of the Tehran Stock Exchange and even majority ownership of the

largest Investment Company in Iram57.

An examination of the legal and operational status of the central banking

system in Iran shows four important pieces of legislation, including The

Monetary and Banking Law (MBL), the Nationalization of Banks Law, the Law

on Usury (lnterest) Free Banking Operations and the Law on Administration of

Banks. The Monetary and Banking Law (the MBL), which is the patriarch of

all.

According to the MBL, Bank Markazi is "responsible for the formulation and

implementation of the monetary and credit policies with due regard to the

general economic poticy of the country". On the other hand, the objectives

are "to maintain the value of the currency and equilibrium in the balance of

payments, to facilitate trade transactions and to assist the economic growth

of the country". Furthermore, Central Bank is the authority to supervise

monetary and banking affairs by determining the rediscount rate and loan

interest rates, by determining the rates of interest payable on legal deposits of

banks. It also determines the maximum and minimum rates of interest payable

by banks, the ratio of the total of paid up capital and reserves of banks to

their different types of assets. Also, it audits and limits the activities of banks

and determines the maximum aggregate amount of overall loans and credits

granted by banks or the maximum amount of their loans and credits in each

sector. But, organizationally, the Central Bank is administered under the
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Economics and Finance Ministry, and is composed of five bodies: the General

Assembly, the Currency and Credit Council fCCC1, the Executive Board, the

Note Reserve Control Board, and the Supervisory Board.

With regard to our bailiwick, the Currency and Credit Council (CCC) is the

most important organ; it is the monetary-policy maker of the country. In

addition, CCC also determines the legal reserve ratios of the banking system

and of government bond distribution. The CCC's membership consists of the

Economic and Finance Minister, Central Bank Governor, Director of the Plan

and Budget Organization, Attorney General (or his first deputy), two

"Economic" Ministers (such as Industry, Agriculture with approval of the

Cabinet), one banking expert as a representative of the President of Republic,

Director of the Iranian Chamber of Commerce, Industry á Mines, Director of

the Chamber of Cooperatives and two Legislative Deputies from "Majlis" (from

the Plan and Budget Committee and Economics and Finance Committee) as

non-voting members. The Governor of the Bank itself is appointed by the

recommer,dation of the Finance Minister and is approved by the cabinet for

five years; he is eligible for reappointment--without limits.

The new Islamic Banking Law known as "IFBO," legislated after Revolution,

also deals with Iran's central bank. The Law states that for the proper

functioning of the monetary and credit system, BMJII, under rules to be

approved by the Council of Ministers, is empowered to intervene in and

supervise, the monetary and banking activities through the foliowing

instruments: Fixing a minimum andlor maximum ratio of profit for banks in

their joint venture and Modarabah activities; designation of various fields for

investment and partnership within the framework of the approved economic

poliGies and the fixing of a minimum prospective rate of profit for the various

investmeni and partnership projects; the minimum prospective rate of profit

may vary with respect to different branches of activity; fixing a minimum and

157 The Governor of Iran's Central bank also is a member of the Cabinet.
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maximum margin or profit, as a proportion to the cost price of the goods

transacted, for banks in installment and hire-purchase transactions, among

other things.

1.5.1.2 The Role of the Central Bank in Credit Allocation
Every year, the Iranian Budget Law, which is proposed by the Plan and Budget

Organization (PBO) and ratified by the Majlis, determines an overall "ceiling"

on credits to the Iranian government, public corporations and agencies. In

implementation, Bank Markazi approves all credit facilities to the government,

its public enterprises and agencies, whether the credit is extended by the Bank

itself or by other members of the banking system:

Statistics reveal that direct loans to Government by the Central Bank

amounted to Iranian Rials (IRL) 36,837 and to public enterprises IRL 8,523

billion at the -end of March 1996. The latter accounted for half the facilities

extended to public enterprises by the banking system as a whole. Credit to

other state-owned enterprises and to the private sector is allocated by six

commercial banks and a group of four specialized banks. Banks' direct

investments and participation in legal partnerships are subject to the approval

of the Central Bank. New credit by commercial banks must meet the sectoral

targets set in annual budgets of the five-year plans, which is determined by

the Currency and Credit Council (CCC)158.

1.5.1.3 Use of the Monetary Policy Instruments
The key monetary policy instruments in Iran are the setting of overall limits on

central bank advances to the banking system, the setting of quantitative

sectoral credit targets and regulated rates of return on banking facilities. Bank

cash reserve requirements are relatively high, currently estimated between 10

to 30 percent of deposits depending on different categories, but are not

,se In addition to the money market, Central Bank dominates the capital market of Iran overseeing

and regulating the Tehran Stock Exchange through the "Stock Exchange Council" (SEC) and.
e.g., majority ownership of the National Investment Company of Iran.
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actively used by the Central Bank to manage the liquidity of the banking

system. Due to the lack of instruments, there is no market for short-term

instruments or ínter-bank deposits. In the absence of placement alternatíves

for short-term bank liquidity, excess bank reserves tend to fluctuate within

wide limits and do not provide a reliable guide for Central Bank interventions.

Open market operations (OMO) are rarely used; and only used between banks

and the Central Bank. It does not include the public due to the usury nature of

government bonds. Therefore, the Central Bank of Iran relinquishes itself from

the most important monetary policy tool.

1.5.1.4 Central Bank Role in Deposit and Loan Rates
Banking system's deposit rates are set by the Central Bank in collaboration

with the Currency and Credit Council (CCC). As in Islamic manner of setting of

rates, the lower portion provides an example of setting "tentative" versus

"definite" rates on deposits. Deposit rates have been below the rate of

inflation and have had a negative impact on saving mobilization, while

artificially stimulating the demand for credit.

The Second Development Plan suggested "rationalization" of deposit rates.

But the IiberaÍization of rates of return on banking facilities need to take into

account the impact of higher rates on the solvency of borrowers and the risk

exposure of banks.

Different loan rates for Islamic contracts are also set by the Central Bank in

coordination with the CCC. The reasons for diversity and divergences have

nothing to do with, say, demand or comparative advantages of the country.

Given the First and Second Five Year Plans which both emphasize growth in

the agriculture sector, subsidies are apparent in this sector. In turn the trade

and service sector is penalized. Given the housing situation, this sector also

receives a priority in rates.
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The loan portfolios of the commercial banks are further skewed towards

certain economic sectors as a result of directed credit regulations promulgated

by the Central Bank.

While conclusive data is difficult to obtain due to considerable confusion

about the definitions of private sector and public sector enterprises, it appears

that more than 65 percent of all banks credits are in fact granted to state-

owned andlor government controlled companies and agencies. If this

assessment could be firmly established, it would imply that the private sector

is almost excluded from access to formal sources of credit.

1.5.1.5 A Survey of Literature
With regard to the issue of central bank independence as reflected in its

theoretical underpinnings, types of independence and the determinants of

independence within a survey of literature, three categories of determinants

were proposed in this dissertation, as follows:

1 . The Theoretical Determinants

i. Time-Inconsistency Predicament

ii. Sargent and Wallace Paradigm

iii. Public-Choice Argumentation

2. The Independence Elements

i. Policy Supremacy

ii. Fínancial Independence

iii. Personnel Autonomy

3. The Determinants Categories

i. Debt-cum-Inflation Opposition

ii. Financial Supervision

iii. Political Instability

The theory suggests that independence of central bank is strongly associated

with price stability. In some of the modeling paradigms, the ruling government

and the voting public are drawn into some setting of the non-cooperative



80 1.5 Summary, Conclusions and Recommendations

(Nash) game. The models differ with regard to their assumptions about

government incentives. In dominant models, the policymaker follows an

objective function that assigns a positive weight to erriployment stimulation

and a negative weight to inflation. Thus, the policymaker minimizes a loss

function. In Rogoff-type models, society can make itself better off by

appointing a central banker who does not share the social-objective function

but rather sets a higher weight on price stability Irelative to output

stabilization objectivel. A policy rule shows that during the tenure of a

"conservative" central banker, a lower inflationary bias and a lower variance

of inflation would be experienced, suggesting that appointment of a

"conservative" central banker is indeed optimal for the society.

Neumann concluded, "the status of independence provides central bankers

with the ability and the incentives to avoid permanent inflation"~s9.

1.5.1.6 Economic Growth
The survey of the literature reveals that two contesting panoramas have been

expressed with rsgard to the effect ta central bank independence on the level

of economic growth. A line of research has argued that the real interest rate is

a function of monetary growth. This line assumes that the Fisher hypothesís is

nullified by the Mundell-Tobin effect. A low level of inflation--caused by a

confining monetary policy--leads to high real interest rates, which may have

detrimental effects on the level of capital investment and, hence, frustrate

economic growth [Alesina and Summers'~]. The other opposing argument,

however, suggest that central bank independence may foster economic

growth. An independent central bank may be less prone to political

159 The existing evidence lends support to the view that the redistributional repercussions of
inflation provide an incentive for the political Left to engage in expansionary policies and for the
Right to contest inflation by contractionary tools. See Alesina, A., (1989), Politics and Business
Cycle in Industrial Democracies, Economic Policy, 8, April, pp.55-98.

'6o Alesina, A. and L.H. Summers, (1993), Central Bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Journal of Money, Credit and Banking, 25(2), May,
pp. 151-62.
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persuasions and may, therefore, behave more predictably and consistently.

This behavior may enhance stability and reduce risk premia hidden ín interest

rates. As a result, economic growth may be stimulated.

In the context of economic growth two important theoretical conclusions as

reached by Grilli, Masciandaro and Tabellini (GMTI1e' are to be mentioned.

First, central bank autonomy fosters low inflation with no apparent costs in

terms of real performance of the economy (without regard to the political

institutions). Second, there is no apparent coupling of monetary and fiscal

disciplines; meaning that fiscal deficits are not financed by monetary

expansions.

Furthermore, Cukierman, Kalatizidakis, Summer, and Webb16z have concluded

that average real growth is unrelated to (legal) ~central bank independence

within the developed economies183. This empirical evidence has an important

theoretical underpinning. Apart from the time-inconsistency underpinning,

there are two other theoretical foundations, which is dealt much less

extensively in the titerature. The second theoretical apparatus, which may

explain why central-bank independence may entice lower inflation, was first

explicated by Sargent and Wallace'~. In their seminal work, they distinguish

between (a) fiscal authorities and (b) monetary authorities. It may be the case

that either fiscal or monetary policy may be dominant. But if fiscal policy is

dominant, i.e., if the monetary authorities would not be able to sway the size

of the government's budget deficit, money supply becomes "endogenous" in

Sargent-Wallace sense. If the markets were no longer able to absorb further

~s~ Grilli, V., D. Masciandaro, G. Tabellini, ( 1991), Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.

~82 Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, ( 19931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and l.P. Charles ( eds.),
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.

~63 Further empirical evidence will be covered in Section 1.4 below.
~~ Sargent, T.J. and N. Wallace, ( 1981), Some Unpleasant Monetarist Arithmetic, Federal Reserve

Bank of Minneapolis Quarterly Review, 5, Fall, pp. 1-17.
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government debt, monetary authority would be forced to finance the deficit

through magnetization.

On the other hand, if monetary policy dominates over fiscal policy, the fiscal

authorities would be forced to more discipline, thereby reducing the deficit or

retiring part of the outstanding debt. Thus, the more autonomous the central

bank, the less the budget deficit and the less monetization which would

occur. Thus, an independent central bank would be conducive to a more

sound capital market and economic system.

According to the public-choice view or as we propose to call the "Political

Hierarchy," monetary authorities are exposed to convincing or forceful political

pressures (from the top) to perform in accordance with the government's

partiality. In this sense, government's partiality lies within an "easy" money

management. "Tight" money creates recessions, reduces taxes, and lowering

"seigniorage" receipts. Thus, there would be a natural resistance to

contractionary monetary policy framework. An independent central bank--

separated frorr~ the political machine-- therefore, would have enormous

advantages for price stability and a sound economic system. Alesina1B5

concludes that economic stability and political stability would be expected to

have high correlation. Countries with stable--and less split--political scheme,

show superior economic outcomes1óe.

1.5.1.7 Empirical Evidence on tfie Central Bank Independence
Various studies have stipulated that government and central banks are

continuously tempted to divulge on inflationary bias in the economy-sacrificing

long-term welfare for myopic political gains. From theoretical points of view, a

riori, one would expect countries, which do practice independent central

banking to have a lower sustainable rate of inflation and a more structured

is5 Alesina, A., (1988), 'Macroeconomic and politics', in: Fischer, S. (ed.), NBER Macroeconomic
Annual 1988, MIT Press, Cambridge, pp. 17-52.

~ss Although it is difficult to establish the direction of causation, evidence indicates that the

~~-a~
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price stability. While an independent central bank is neither a sufficient nor a

necessary condition for price stability, it can be concluded that a country

which is blessed by an independent central bank, ceteris aaribus, will have a

lower rate of inflation than does a country where politicians can navigate the

central bank's policy (Eijffingers~).

The empirical evidence is clear: Indeed the stípulated inverse relationship is

unequivocally suppórted by almost atl the existing empirical studies. Some of

the well-known studies, which support this link, include De Haan-Sturm168,

Alesina-Summer189 and Eijffinger-Schaling~~o. Also, Grilli, Masciandaro and

Tabellini'~' set to find out the link between central bank independence and

inflation. After composing index of "economic" and "political" independence,

they' divide the period under investigation (1950-8) into four decades and

measure the effect of the indicators computed on cross-country discrepancies

in inflation rates. The GMT results show that the indicators of central bank

independence always have the expected negative sign with regard to inflation

variable. The indicator of "economic independence" is especially significant in

the periods of high inflation. The indicator of "political independence", on the

other hand`, is significant only in the 1970s!

While most studies restrict their domain of study to the developed countries,

some studies including Cukierman17z, Cukierman, Webb, and Neyapti173,

causality is directed from political stability to economic stability.
's~ The inferred negative correlation does not necessarily imply causation. Eijffinger, S.C.W.,

(19971, Independent Central Bank and Economic Pen`ormance, Edward Elgar, Cheltenham, pp.
XI-XXVI.

,ss De Haan, J. and J.E. Sturm, ( 1992), The case for Central Bank Independence, Banca Nazionale
del Lavoro Quarlerly Review, September, 182, pp. 305-27.

,ss Alesina, A. and L.H. Summers, ( 1993), Central Bank Independence and MaCroeconomic
Performance: Some Comparative Evidence, Journal of Money, Credit and Banking, 25(21, May,
pp. 151-62.

'~o Eijffinger, S.C.W. and E. Schaling, ( 1993), Central Bank Independence in Twelve Industrial
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.

'~' Grilli, V., D. Masciandaro, G. Tabellini, ( 19911, Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.

1z Cukierman, A., (1992), Central Bank Strategy, credibility and Independence, Theory and

Evidence, MIT Press, Cambridge, Massachusetts.
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Cukierman et a1.174, De Haan and Siermann176, and Cukierman and Webb176 do

include developing countries in their studies. Contrary to the widespread

finding of inverse relation between inflation and CBI for the developed

countries, these studies find no significant link between inflation and the legal

independence of the central banks in the developing world. But these studies

do find a link between inflation and the actual central bank independence as

proxied by the turnover rate of central bank governors. However, having

reviewed a wider set of studies, the leading conclusion from empirical studies

on the relationship between inflation and central bank autonomy is that

independence is inversely related to the level of inflation in both developed

and developing countries (Eijffinger'~~). However, the independence measures

used to reach this universal conclusion differ between the two categories of

countries. Although legal independence is a good proxy for concrete autonomy

in advanced, industrial countries (DCs1, statistical proxies such as the turnover

rate of the central bank governor or political vulnerability of the central bank is

used for the developing countries (LDCs).

On the other hand, measuring the independence of central banks and its

effect on policy outcomes, Cukierman, Webb and Neyapti (1992) conclude

that "legal independence" is inversely related to inflation in DCs but not in

LDCs. But they also conclude that in LDCs the frequency of change or

"' Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central
Bank and its Effect on Policy Outcomes, World Bank Economic Review, 6(3), September, pp.
353-98.

"' Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.l,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.95-140.

175 De Haan, J. and C.L.J. Sierman, (1994), Central Bank Independence, Inflation and Political
Instabiliry, Department of Economics, University of Groningen, Forthcoming in Journal of policy
Reform.

"s Cukierman, A. and S.B. Webb, (1995), Political Influence on the Central Bank - International
Evidence, World Bank Economic Review, 913}, September, pp. 397-423.

'?~ Eijffinger, S.C.W., (1997), Independent Central Bank and Economic Performance, Edward Elgar,
Cheltenham, pp. XI-XXVI.
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turnover of the chief executive officer or governor of the bank is a much

superior proxy for central bank independence.

The principal conclusions of Cukierman (1993) and Cukierman, Webb, and

Neyapti 11992) can be summarized as follows. First, within the DCs, inflatiqn

is negatively related to legal independence but unrelated to central bank,

governors' turnover. Second, within the LDCs there is no observable relation

between inflation and legal independence. However, there seems to be a

strong positive association between inflation and governors' turnover.

For the DCs, the lack of association persists even after controlling for other

determinants of growth like GDP and the initial levels of primary and of

secondary education (Cukierman, Kalatizidakis, Summers and Webb, 1993). In

other words, the dominant conclusion in this regard is that the average real

growth is clearly unrelated to legal central bank independence within the

industrial economies.

But the evidence differs for the developing world. Using pooled cross-section

time series and controlling for the determinants of growth as well as for terms

of trade shocks, Cukierman et. al., find ceteris garibus, a positive association

between growth and central bank independence. In sum, after controlling for

other determinants of growth, central bank independence is found to have a

positive effect on growth within the LDCs.

The empirical results of this classic study (Cukierman, Kalaitzidakis, Summers

and Webb 19931, support the view that the more independent the central

bank, (a) the less inflation in the industrial economies, but (b) the less inflation

and the more growth in the developing countries.

It is important to note that this dissimilarity in evidence between the two

categories of countries is consistent with the notion that dependence of

central bank on political apparatus would be destructive to growth only when

the level of dependence is materially high.
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Unlike the well-developed theoretical literature, there are only a few studies,

which engage in comparing the actual monetary regimes in a large sample of

various countries in the domain of empirical research.

Of the most extensive inquiries are Fair'~a, Bade and Parkim79, Alesina'~,

Alesina and Summers1e' and Grilli, Masciandaro and Tabellini'B2. As we focus

on more recent studies, it is stunning that their inferences are less clear-cut

than the theoretical literature. Contrary to Alesina and Summers, for instance,

no correlation between central bank independence and the variability of

inflation is found by Bade and Parkin. Moreover, unlike the prognostication of

the Barro-Gordon paradigm, both Alesina and Summers as well as Grilli,

Masciandaro and Tabellini detect no connection between central bank

independence and (reall output growth variability.

1.5.1.8 Economic Growth, Disinflation Costs and "Free Lunch"
Some theoretical analysis may be put forward regarding central-bank

independence and economic growth. There could be two different reasons,

why central-bank independence may prompt growth in the longer run. First, a

better functioning of the price mechanism under price stability may provide an

environment more conducive to economic growth. Second, price stability may

provide less uncertainty and, again, contributing to growth.

1e Fair, D., (19781, `Relationships between Central banks and Governments in the Determination
of Monetary Policy', Societe Universitaire Europeene de Recherches Financieries, SUERF
Working Paper.

19 Bade, R. and M. Parkin, (19881, 'Central Bank laws and Monetary Policy', Working Paper
Department of Economics University of Western Ontario, Mimeo, October.

'~ Alesina, A., (1989), Politics and Business Cycle in Industríal Democracies, Economic Policy, 8,
April, pp.55-98. Alesina, A., (19881, 'Macroeconomic and politics', in: Fischer, S. (ed.1, NBER
Macrveconomic Annual 1988, MIT Press, Cambridge, pp. 17-52.

18' Alesina, A. and L.H Summers, (19931, Central Bank Independence and Macroeconomic
Performance: Some Comparative Evidence, Joumal of Money, Ciedir and Banking, (25(21, pp.
151-62.

182 Grilli, V., D. Masciandaro, G. Tabellini, (19911, Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
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Empirical research by Grimes183, Fischer~84 and Barro~B5 seem to insinuate that

inflation actually reduces economic growth. This may be explained by the

positive correlation between the level of inflation one side and variability of

inflation on the other hand. A more pronounced variation in the rate of

inflation may imply augmented uncertainly about inflation itself and may

thereby lead to depress economic growth.

Various studies have inquired whether central-bank independence may be

related to economic growth, revealing that a general conclusion holds that

central-bank independence neither is related to growth or to unemployment.

Thus, in spite of a high degree association between central-bank

independence and lower inflation in the long run, a policy of disinflation is

evidently not correlated with high costs or great advantages in terms of long-

term economic growth.

In this regard, GMT (1991) find that if central bank independence is

associated with lower inflation, there is no systematic repercussions on real

output growth, nor on variability of growth. Thus, as GMT suggest,

establishing an índependent central bank is analogous to having a"free

lunch": There are benefits of the independence but no perceptible sacrifice in

terms of macroeconomic performance.

Of course, the net effect of independence on the costs of disinflation is

naturally an empirical query. De Haan, Knot, and Sturm1Be question whether

central-bank independence reduces disinflation costs. In this study dizinflation

costs are measured as the cumulated unemployment rate over the 1980-89

163 Grimes, A., (1991), The Effect of Inflation on Growth: Some International Evidence,
Weltwirtschaftliches Archiv, 127, pp. 631-44.

186 Fisher, S., (1993), The Role of Macroeconomic Factors in Economic Growth, Journal of
Monetary Economics, 32, October, pp. 485-512.

ies Barro, R.J., (19951, Inflation and Economic Growth, Bank of England Quarterty Bulletin, 35,
May, pp. 166-76.

1B6 De Haan, J., K. Knot and J.E. Sturm, (1993), On the Reduction of Disinflation Costs; Fixed

Exchange Rates or Central Bank Independence, Banca Nazionale del Lavoro Quarterly Rpview,

187, PP. 429-43.
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periods relative to its average level for 1973-79. Using this empirical method,

they find no supporting evidence that independence lessons disinflation

costs187. What would be the channels through which more central bank

independence would stimulate growth? While it does not pretend to provide a

full answer to this inquiry, a study by Cukierman, Kalaitzídakis, Summers and

Webb~~ suggests that, ceterís paribus, prívate investment is lower, the lower

central bank independence.

Cukierman, et. al. test results show that for developing countries between

1970 and 1990, less independence as proxied by a higher governor's turnover

(or by more political vulnerability) has a negative consequences on the share

of private investment in LDCs. Also, the variability of growth within a country

is negatively related to the level of development but is irrelevant to the

independence of central bank as proxied by governor's turnover.

One can conclude, unstable macroeconomic policies as proxied by

instrumented irlflation or central bank vulnerability have a negative effect on

growth. The evidence from a paper leads us to the conclusion that, over the

long term, cen~ral bank independence and the absence of gross political

leveragé on the central bank improve (or at least do not reduce)

macroeconomic performance. In LDCs, higher independence and lower levels

of gross political influence are associated with lower inflation, more growth,

and more private investment, without any discernible effect on the variability

of growth. Additionally, a higher level of independence is coupled with higher

returns to financial savings, less variability of these returns and most likely a

more efficient allocation of financial capital.

187 Viewed alternatively, the evidence implies output losses suffered during periods of recession
are larger as the independence of the central bank explicates.

,ee Cukierman, A., P. Kalaitzidakis, L.H. Summers and S.B. Web, (19931, 'Central Bank
Independence, Growth, Investment and Real Rates', in: Meltzer A.H. and I.P. Charles (eds.l,
Carnegie-Rochester Conference Series on Public Policy, 39, December, pp.35-14u.
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1.5.2 Measuring Iran's Central Bank Independence

1.5.2.1 Iran's Central Bank Political Independence
The GMT political-independence indicator focuses on appointment procedures

for board members, the length of inembers' terms to office, and the existence

of the statutory requirement to pursue monetary stability. Their economic-

independence indicator considers the extent to which the central bank is free

from government influence in implementing monetary policy.

Table 16 compares various aspects of the monetary systems in the eighteen

different nations with those of Iran's central bank.

Table 16 - Frequency of Observing Political Independence of Central Banks in
18 Countries and a Comparison with and the Case of Iran's Central Bank

Appointments Reletionship with
ovemment Constitution Average

Countries ( 1) 12) (3) 14) ( 5) (6) (7) (8)
A re ate of 18 Countries 0.06 0.44 0.11 0.28 0.44 0.39 0.56 0.44 2.89
I.R. of Iran 0 0 0 0 1 0 1 1.0 3
Notes:
1.The measures for the Aggregate" ot 18 countries are the frequency of observing "1" if the
answer is true" and "0" if ihe response is incorrect. In oíher words, in ihis table each column
refers to a different attribute perceived by GMT. The numbers of the fiequency of observing a"1 "
or positive response" which indicates ihat the country under inquiry in fact owns that attribute.
2.The following criteria are used in the GMT 119911 approach:

1.Governor not appointed by government,
2.Governor appointed for longer than 5 years,
3.All the Board not appointed by governmenc
4.Board appointed for longer than 5 years,
5.No mandatory participation ofgovernment representative in the 8oard,
6.No government approval of monetary policy formulation is required,
7.Statutory requirements that central bank pursues monetary stabiliry amongst its goals,
B.Legal provisions that strengthen CB's position in conflicts with the government are present.

3. The 18 developed countries whose data and measurement are available are as follows:
Australia, Austria, Belgium, Canada, Denmark„ Fra~nce, Germany, Greece, Ireland, lialy, Japan,
Netherlands, New Zealand, Portugal, Spain, Switzerland, U.K. and the U.S.
4.The figure for the Islamic Republic of Iran is determined by the author on the basis of Central
Bank relevant data primarily based on Monetary and Banking Law of Iran (19721.

In this table, each column refers to a different attribute perceived by GMT.

The numbers of the frequency of observing a"star" which indicates that the

country under inquiry in fact owns that attribute. By this "political" measure,

while according to the Iranian laws, the Central Bank of Iran is roughly only
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half-independent as compared to the Deutsche Bundesbank, it is more

independent than the aggregate of 18 countries (3.00 to 2.89)189. In terms of

"appointments" it falls way behind, but in its "relationship with government"

and the "constitution" measures, it performs better.

1.5.2.2 Iran's Central Bank Economic Independence
The autonomy of a central bank in choosing the instruments of monetary

policy is described by: (i) the influence of the government in determining how

much to borrow from the central bank; and (ii) the nature of the monetary

instruments under the control of the central bank. If the government can

influence the quantity and the conditions on which it borrows from the central

bank, it also influences the creation of monetary base and lessens the

economic independence of the central bank. Viewed this way, GMT's

economic independence can be described according to Table 17, and

compared with Iran's central bank economic independence in a similar

manner. By the frequency measures, Iran's central bank is less economically

independent than the average of 18 countries (3 to 4.72). It especially does

worse in directed credit to the government, participating in the primary market

for government debt instruments and performing supervisory function in

addition to monetary policy.

1.5.2.3 Codification of Iran's Central Bank Status
Following Cukierman190 and Cukierman, Webb and Neyapti~9t index which is

aggregated from sixteen basic legal characteristics of central bank charters,

the grand measure for Iran's Central Bank in terms of unweighted legal index

1B9 The 18 developed countries whose data and measurement are available are as follows:
Australia, Austria, Belgium, Canada, Denmark, France, Germany, Greece, Ireland, Italy, Japan,
Netherlands, New Zealand, Portugal, Spain, Switzerland, U.K. and the U.S.

~so Cukierman, A., (1992), Central Bank Strategy, credibility and Independence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

's' Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central
Bank and its Effect on Policy Outcomes, World Bank Economic Review, 6(3), September, pp.
353-98.
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"LVAU" is 0.43. However, several observations are in order. First, according

to the current laws, the General Secretary of the Central Bank of Iran is a

member of the Board. He is appointed not by the Governor of the Central

Bank, but by the Currency and Credit Council (CCC). Therefore, we interpret

such that one voting member of the Central Bank Board is appointed by the

Iranian government.

Table 17 - Frequency of Observing Economic Independence of Central Banks in
18 Countries and a Comparison with and the Case of Iran's Central Bank

Monetary financing of Budget deficit Monetary Instruments Average
Countries ( 1) (2) (3) (4) (5) (6) (7)

A re ate of 18 Countries 0.39 0.50 0.67 0.89 0.56 0.94 0.78 4.72
I.R. of Iran 1 0 0 1 0 1 0 3
Notes:
1.The measures for the Aggregate" of 18 couniries are the frequency of abserving "1' if the
answer is true", and "0" if the response is incorrect. In other words, in this iable each column refers
to a different attribute perceived by GMT. The numbers of the frequency of observing a'1" or
positive response" which indicates that the country under inquiry in fact owns that attribute.
2.The following criteria are used in this table according to GMT (19911:

1. Direci credit facility: noi automatic,
2. Direct credit facility: markei inierest rate,
3. Direct credit facility: temporary,
4. Direct credit facility: limited amount,
5. Central bank does not participate in primary market for public debt,
6. Discount rate sei by central bank,
78~8. Banking supervision not entrusted to the central bank or not entrusted to the central bank

alone. Overall index of economic independence Ibeing the sum of the asterisks in columns 1-
71 is computed in the lasi column.

3.The figure for the Islamic Republic of Iran is determined by ihe author on the basis of Central Bank
relevant data primarily based on Monetary and Banking Law of lran (19721, the annua! Budget Laws
and the Five Year Development Plan Laws (for various yearsl.

On the other hand, the Governor of the Central Bank can refuse to expand

money supply in excess of annual budget requirements ratified by the

legislature (Majlis). In case of a conflict, there are provisions in Monetary and

Banking Law (MBL), which strengthens Governor's position. In practice,

sometimes the conflict is resolved within the government. Furthermore, the

government is obliged to ask for the approval of the Majlis for excess

expenditures over revenues in the next year's budget. Also, in Islamlc banking

contracts, sale of government bonds to the public (and corporations to public)
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is prohibited, since fixed interest is against the "sharia"192. However,

government can issue fixed-interest securities and sell to Central Bank or

through Central Bank to banks (which are governmental). Such transactions

are not supposed to be against sharia. In addition, monetary policy is proposed

by the Central Bank of Iran but is approved by the Currency and Credit Council

(CCC). Iran's Central Bank's objectives include price stability, economic

growth and balance of payments equilibrium. But its functions include bank
. ~ ,

supervision. The Finance Minister proposes a sum ~ of securi~ized lending to

CCC. The limit and the rate is determined at the CCC and the Central Bank

sells it to banks only which are all governmental or public enterprise.

Government guarantee the bonds and the limit is determined by banking

system's reserve deposits. The securitized lending is intended for development

project funding. A variety of tactors are considered in Central Bank lending to

government, including Central Bank's balance sheet position.

1.5.2.4 Overall Measures of Iran's Central Bank Independence
Table 18 sums up the measures of central bank independence. It presents four

measures of central bank independence, as developed by Alesina193; Grilli,

Masciandaro and Tabellini194; Cukierman, Webb and Neyapti'95; Cukierman'96;

Ejjffjnger and Schaling197 and Eijffinger and Van Keulen'98.

~sz "Sharia" is the religious rule of life based on (a) Quranic verses and (b) deliberations from the

prophet Mohammed (peace be on him) and religious leaders.
's3 Alesina, A., (19891. Politics and Business Cycle in Industrial Democracies, Economic Policy, 8,

April, pp.55-98
's" Grilli, V., D. Masciandaro, G. Tabellini, (1991), Political and Monetary Institutions and Public

Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.
'ss Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central

Bank and its Effect on Policy Outcomes, World Bank Economic Review, 6(31, September, pp.
353-98.

iss Cukierman, A., (19921, Central Bank Strategy, credibility and lndependence, Theory and
Evidence, MIT Press, Cambridge, Massachusetts.

79~ Eijffinger, S.C.W. and E. Schaling, (19931, Central Bank Independence in Twelve Industrial
Countries, Banca Nazionale del Lavoro Quarterly Review, 184, March, pp. 49-70.

,se Eijffinger, S.C.W. and M. Van Keulen, (19951, Central Bank Independence in another Eleven

Countries, Banca Nazionale del Lavoro Quarterly Review, 192, March, pp. 39-83.
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With regard to Alesina's index, Iran's central bank ranks at the minimum. In

regards to GMT, ranks lower than the average, but does better in terms of

political index of independence. In terms of Eijffinger and Schaling's index, it

is also at the lower end. Finally, in terms of Cukierman's index Iran's central

bank performs much better than the average.

Table 18 - Aggregate Legal Indices for Central Bank Independence and
Comparable Measures for the Central Bank of Iran

Alesina Grilli, Masciandaro and Tabellini Eijffinger Schaling Cukierman
Unweighted Average
of 18 countries 2 15 7.61 (2.89) 3.21 0.37

Maximum 4 1316) 5 0.68
Minimum 1 3(0) 1 0.14
Standard Deviation

of 18 Countries 1,33 3.02 (1.76) 1.46 0.18

I.R. of Iran 1 6(3) 2 0.43
Note: Aggregates are unweighted averages of 18 countries mentioned previously.

1.5.2.5 Turnover Rate as a Statistical Proxy
This issue is based on the postulation that a higher turnover of central bank

governors could be interpreted as a lower level of independence. Table 19

presents the aggregate average turnover rate of central bank governors for a

number of countries during the 1980s (for both developed and developing

countries) and compares the measures with Iran's central bank turnover rates.

Additionally, since various factors may have influenced Iran's turnover rates

during different eras, it is interesting to measure the Iranian Central Bank

Governor's turnover rates during various periods. This effort has been

undertaken and it is reported in Table 20. Overall, the Iranian governors'

turnover rates do not seem to be "excessive" before or after the Revolution. It

relatively compares well with international standards. Interestingly, post-

Revolution turnover rate is the lowest in Iranian history.
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Table 19 - Aggregate Turnover Rates of the Central Bank Governors and a
Comparison with Iran's Central bank

(1980-1989 Average number of changes per year)
Count Tumover

Avera e Turnover Rate 0.36
Minimum Turnover Rate 0.10
Maximum Turnover Rate 1.00
Standard Devia?ion 0.25

-~ Ir„~ - ~;uuk~!~r, of Ira~i - -- 0.40
Notes:
1.Aggregate unweighted average of 19 selected developing countries is adapted fiom Table 18 of
Cukierman, Webb and Neyapti 1992.
2. The 19 selected countries are Thailand, Hungary, Honduras, South Africa, Philippines, Israel,
Greece, India, Uruguay, Portugal, Pakistan, Turkey, Nicaragua, Holland, Venezuela, Singapore,
Chile, Brazil, and Argentina.
3. The figure for I.R. lran is computed by the author fiom the Central Bank Annual RepoRs, various
years.

Table 20 - Turnover Rates of Iran's Central Bank Governors during Various
Periods

Avera e number of chan es er ear
Countr Turnover

1950-69 0.40
1960-79 0.45
1970-89 0.55 ~
1950-98 Total Period 0.41
1950-79 (Pre Revolution) 0.50
1979-98 (Post Revolution) 0.25

Source: Calculated by the author, based on Annual Reports of the Central Bank of Iran, 1951-99.

1.5.3 Notes Regarding Recent Iranian Inflation and Exchange
Rate

While price stability ís a goal of the central bank of Iran, a few notes are to be

mentioned regarding the Iranian inflation rate and attempts to reduce it

through other means than monetary policy.

Two~years after the Islamic Revolution, in 1981, which corresponds to the

beginning of the 8-year war with Iraq, to fight inflation and to organize the

distribution system for (then-rationedl goods, a new organization named
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"Economic Basij Organization" (EBO) was formed under the direction of the

country's president.

After almost a decade and at the beginning of the First Five-Year Development

Plan (FFYDP) in 1989, a new set of market-oriented policies was introduced.

These policies included privatization, liberalization of current and capital

accounts of the balance of payments. But due to expansionary monetary

policy, inflation rapidly accelerated and the exchange rate greatly increased.

Until then, foreign exchange price was kept repressed (overvalued) while it

was rationed by government discretion. Its "price" for "necessities" was set at

70 Rials. This rate was gradually raised, first to 600 and then to 1200 Rials.

This adjustment made the foreign exchange closer to its market values.

At the end of the FFYDP and the begirining of the Second Five-Year Plan,

trade and finance boycotts were implemented against Iran and new laws like

D'Amato legislation in the U.S., were instr,umental in the crash of the value of

the national currency viz-a-viz (foreign) hard currencies.

During the first part of the 1994, the official exchange rate of the U.S.

dollar was increased to 1750 Rials799. In addition, all the letters of credit,

through them which foreign goods were imported is being processed for

"settlement." Necessity goods such as medicine and also raw material and

capital goods for industrial development projects were being settled with the

rate of 1750 Rials per dollar. Other commodities are being settled with a

higher rate of 3000 Rials per dollar.

This operation which decreased the value of the national currency greatly,

led to an unprecedented increase in liquidity and the whofesale inflation rate

increased to 64 percent per annum. Following these events, a new committee

labeled as "Market Regulation" was formed under the executive branch,

having in its membership industry, trade and economic ministers with the

199 Central Bank of Iran, 1995.
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partícipation of the governor of the central bank. This committee's goal was

to regulate and monitor foreign exchange value, price of gold (coins), and the

price of most domestically produced goods. This procedure together with the

implementation of the contractionary monetary policy led to a sharp decline in

the rate of inflation in 1994 to 25 percent. Last year, an inflation rate of 17

percent per annum was reported. Nevertheless, there has been disinflation

costs as a large recession has been caused by the implementation of these

policies. The behavior of inflation at retail and wholesale levels are shown in

table 20.

In 1996, capital market institutions were introduced, especially the new

investment companies (closed-end). During this year, 37 new companies'

stock was offered to the public, where 3 million shareholders subscribedz~.

The main difficulties in this area have been lack of stability in decision-making

process and rule making. One reason for this has been the gradual decline of

the central bank's independence. Duríng this increasing dependence, central

bank's and banking system's funds were used for infrastructure projects.

While these projects may be useful for the next generation, it has resulted in

debt monetization and increase in liquidity. Naturally, this policy is useful in

the short run but cannot be beneficial in the longer run.

zoo Iran Industrial Development Investment Company, 1997.
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Chapter Two

Financial Institutions in Iran

Bank-Based, Securities-Based, Contractual-Based and
other Non-Banks

2.0 Outline
Chapter 2 of the present dissertation is attentive to five main issues as

reflected in the following sections:

2.1 A general taxonomy and theory of financial institutions, credit rationing

and asymmetric information: Literature review regarding the theoretical

foundation of the financial intermediation process--direct and indirect

intermediation -- together with a discussion of asymmetric information and

credit rationing will be also discussed.

2.2 A description of the financial institutions in the Islamic Republic of Iran --

past and present: The background and the foundation of various financial

institutions and the financial repression presently prevalent in Iran will be

also discussed here and in Section 2.2.

2.3 Quantitative performance of and empirical evidence on Iran's banking

system -- because of its domination, together with an international

comparison.

2.4 The special attributes and the characteristics of the Iranian Islamic (alias,

interest- or usury-free) banking and financial system, along with an

analysis.

2.5 Concluding remarks with regard to the Iranian institutional system of

finance.
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2.1 General Taxonomy and Theory of Financial
Institutions, Credit Rationing and Asymmetric
Information,

2.1.1 A Glance at the World History of the Financial Institutions

According to the financial history of the world, the inception of formal

financial institutions dates back to 14th century in Venice, where the first
,.

bankers started to collèct deposit mostly for commercial clearance. Later, this

activity became to be a common practice in England at the time of Tudors.

Subsequently in 1~694, the Bank of England was established, but its first main

activity was financing the war against France. Amsterdam in the 17th century

and City of London in 19th century became exclusive centers for international

financial activities and commercial briskness in the Dutch and England colonies

contributed to this rise. The expansion of sea transportation of England and

the establishing of the Baltic Exchange as the biggest sea transport market

also shared in the rise of this country's financial center. During the same

period, insurance institutions became also important in England for insurance

of the goods being transported especially by the sea. Accidentally, by

collected insurance fees, the insurance companies changed to reputable (and

long-term) investors that especially financed the expansion of projects such as

railroads.

Previously by start of Industrial Revolution, building societies had come to

existence in England, which played two main roles. First, they were creating a

safe place for citizens' savings in new towns and second by accepting of their

"mutual" participation, undertook construction and purchase of homes for

them~. Later, these institutions became known by the name of savings and

' It is noticeable that contrary to the banks and insurance companies, which were created and
grew in the City of London, as embryo for "non-banking" institutions, building societies raised
from Midlands and North of England.
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loan associations (S8~Ls1 in the United States and expanded consíderably.

While banks were mostly engaged in the commercial and short-term matters,

these institutions performed a very useful function in the financing spectrum.

The financing of the First World War by United States led to the increase in

the status of New York as the financial center of the vyorld. Soon "the Great

Depression" made it necessary to look fundamentally into markets and

financial institutions. Bank failures in the United St~tes (8000 in four years)

and the speculation, which occurred in the stock market, made it necessary to

look closer at these markets and institutions. As a consequence, many of

modern financial laws date back to this period and the embryo for modern

laws was set in and immediately after the Great Depression. They include the

Glass-Steagall Act, the Securities Act and the Securities and Exchange ActZ.

Since the Second World War, the financial institutions for retirement have

become main investors in shares and fixed income securities in the capital

market3. Later, other financial institutions such as modern investment

companies and market makers, each were established as to complete the

institutional part of the capital market.

2.1.2 General Taxonomy and Division of the Systems, Markets
and Financial Institutions

In a first approach, financial markets, systems and operating environments of

an economy can be classified according to three main dimensions. Two types

of financial markets, two types of systems and two types of operating

environments can be identified. The two fínancial systems are~:

z See U.S. Banking Act of 1933 and Securities Acts of 1933 and 1934.
3 During the last three decades, pension fund reserves have reached to the highest level, ahead of

any other households' financial assets: 55472 billion in 1995 in the United States. See
Hubbard, R.G., (19961, Money, the Financial System and the Economy, (2~ ed.l, Addion-
Wesley, Massachusetts, p. 47.

' All these terms will be defined later in this chapter or élséwhere in this dissertation. For now, in

our terminology, the bank-based system is related to indirect financial system whereas the

securities-based system is engaged in direct financing. See Hubbard, R.G., (19961, Money, the
Financial System and the Economy, (2~ ed.l, Addion-Wesley, Massachusetts, p. 41; and

~~~~
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1. Bank-Based Financial System

2. Securities-Based Financial System

The two related markets include the following:

1. Money Market (mostly short-term in nature)

2. Capital Market (long-terml.

Besides, two operating environments - due to the nature of financial

markets in many developing countries, including Iran - can be also recognized,

including: Formal financial operating environment, and Informal financial

operating environmenn.

This last classification as we shall observe later in this dissertation, is

important in realizing the nature and the structure of financing in the Islamic

Republic of Iran, due to its "repressed financial system". In these markets,

systems and environments various institutions are active. The money market

and capital market are identifiable primarily through the maturity of financial

instruments. The maturity of financial instruments in the money market is

short-term but in the capital market is long-terms.

The best definition of formal operating environment is formal "registration"

of the transactions. On the contrary, in the informal environment transactions

are not officially registered (for tax or other purposes). An informal

environment should not be mistaken with an illegal environment. Informal

financial market includes the "self-finance" sector~. These transactions do not

have unlawful aspect, though it can contribute to financial disintermediation.

Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markeis, (4`h ed.l,
Harper Collins, New York, p. 208.

5 The informal market will be covered in detail later in this dissertation. We use informal market in
the sense used, e.g., in the World Bank, 11988), Development Report, Washington, D.C.

s Sometimes, instruments with less than 1 year (original) maturity is defined as short-term,
between 1 to 3 years as medium-term and longer than 3 years as long-term. But this
classification is not followed everywhere with uniformíty.

' See also Chapter 3, Section 2.3.3.3, and Tehran Informal Financial Markets.
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Chart 1 summarizes the classifícation of financial institutions as proposed in

this dissertatione.

Chatt 1- Classification and Variety in Financial Institutions and Intn~duction of
Securities - Based Institutions

Financia l Inst itut ions

tC
Securitfes - Based

Financfal Instkutions
Contractual

Flnancial Institutkxis
Bank - Based

Financlal Institutions

Investment Banks Commercial Banks
Brokers ! Dealers Insurance Companies Specialized Banks
Market Maker Pension Funds Non-Bank Financial Institutions
Closed-end tnvestment Co. Social Security Organizations Qard-Al-Hassaneh Funds
Open-end Investment Co.
Rating Agencies

Souree: As proposed by this dissertation. Based on Mishkin F.S., The Economics ot Money,
Banking and Financiat Markets, New Yorlc, Harper Collins, 1995, Chapters 9 8 14.

2.1.3 Bank-Based and Securities-Based Systems: Idiosyncratic
Distinctions

The bank-based systems are a system of indirect financing and mainly

include the banking institutions. In this system, the claims documents of the

surplus-spending units are not delivered to the deficit-spending units directly.

On the contrary, securitiesfiased system makes the financing in a direct way

and securities are exchanged between two units straight. In addition to the

mentioned characteristics, other various traits form the distinction. The main

' In this chart, qard-al-hassaneh funds in Iran are funds which are loosely organized across the

country and engage in small-denomination loans (as small as equivalent to 150 U.S. dollars)
which are interest free. There is only a diarge of 2 percent for handling fee. The depositors are
philanthropic and religious people. More on the term, qard-al-hassaneh will be said later in this
dissertation.
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distinctive components of bank-based (BB) and securities-based {SB) systems

are reflected in table 1. We shall present a summary description of the relative

and proposed distinctions between the two financial systems as represented

in this table.

Table 1- Characteristics and Relative Distinction between BB and SB Systems

No. Criterion Bank-Based S stem Securities-Based S stem
1 Finance Method Indirect Finance Direct Finance
2 T e of FormationlOrientation Institutional Market Oriented
3 T e of Savin 8~ Investment De osito Securities Investment
4 Maturit of Contracts Shorter-term Lon er-term
5 T e of Market Mone Market Ca ital Market
6 S stem Pa ment S stem InvestTnent S stem
7 Assets bein Financed Current Fixed
8 Level of Contract Bilateral Multilateral
9 Return Fluctuations Fixed Variable
10 Risks Lower Risk Hi her Risk
1 1 Ex ected Returns Lower Hi her
12 S mmetric Information Hi her Lower
13 Adverse Selection Lower H~ her
14 Moral Hazard Lower Higher
15 Level of Efficíenc Lower Effíciency Hi her Efficienc
16 Level of Financial Develo ment Develo in Develo ed
17 Main Su ervisor A enc Central Bank - SIJjiPrvisor Committee

Souice: As proposed by this dissertation.

Criteria 1-3) as previously suggested, BB system is also known as indirect

finance, while direct financing method occurs through the SB system.

BB, on the other hand, is institutionat in nature, but SB is market-oriented.

Moreover, banks accept "deposits". In fact, they, form the major type of

"depository institutions". However, no deposits occur in the SB. Even in

financial culture and legal claims, SB institutions do not attract deposits; they

facilitate securities investment.

Criteria 4-6) most of the legal contracts prevalent in the BB are short-term. But

SB is evolved with longer-term contracts. In other words, in the securities-

based system the maturities of contracts are much longer than in the bank-

based.
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Consider, e.g., the common stock (with theoretically "infinite" maturity) as

compared to the short-term nature of deposits. Of course, innovations have

made this distinction sometimes less relevant. E.g., commercial paper can be

said to be a security instrument but it is short-term in design. On the other

hand, banks operate in "money" market; to the contrary, SB is synonymous

with "capital" market.

Moreover, banks are major players in the payment system, while the

investment system is based on securities.

Criteria 7-8) banks portfolio of loans is shorter-term and, therefore, they can

be said to mostly finance "current assets" such as inventories. But SB is to

provide finanGing for "fixed assets", like equipment. Furthermore, in banks

level of contract ís bilateral as bankers negotiate and sign contracts with, e.g.,

businesses on one-on-one basis. But multilateral contracts are prevalent in SB;

as for instance, all common stockholders face the issuing firm -- with a trustee

added in debt contracts.

Criteria 9-11) rates of interest in BB are often fixed; but SB rates (e.g., yields)

do fluctuate. Of course, variable rates have become increasingly widespread --

but they still vary in connection with the SB rates (e.g., U.S. Treasury Bill

rate). The fluctuations imply high riskiness in SB relative to BB. On the basis

of fundamental theoretical basis in finance, higher risks in SB makes expected

returns in this sector of financial markets higher than BB rates. In other words,

in the securities markets, risk and therefore expected returns are higher than,

say, deposit rates land their risks) in the banking system. By definition, also

one would expect larger swings in the securities markets in regards to returns.

Criteria 12-14) with regard to symmetric information, adverse selection and

moral hazard, bankers insist on knowing the customer well before granting

himlher a loan. In fact, they insist on symmetric information, to avoid adverse

selection feventually by their depositorsl. After granting the loan and also

during the implementation of a project, bankers inspect the operation and in
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this way, they try to avoid moral hazard (which - may be caused by the

borrowers). In contrast, in securities markets -- especially in a country where

the securities markets are less developed and laws are much less

sophisticated -- information is asymmetric and adverse selection and moral

hazard much higher or prevalent9. The information issue will be described in

more detail later in this chapter,

Criterion 151 capital markets and free non-institutional rates, which are

allowed to vary, reflect the "information" quickly. In this view, SB rates are

said to be more "efficient".

Criterion 16) due to undeveloped markets, most developing countries are

characterized with BB system. On the other hand, it can be said that their SB

is then relatively undeveloped.

Criterion 171 in an overview, supervisors of BB -- especially banks -- are the

central banks. However, supervisory committees -- such as the Securities

Exchange Committee - have on oversight on the securities markets.

(Supervísion is the topic of Chapter 5.)

2.1.3.1 Bank-Based and Non-Bank Financial Institutions
Financial intermediaries are indirectly active in tinancing, and principally two

types of intermediaries can be recognized.

1- Direct intermediary, such as banks and building associations, which will

then use the collected funds directly in lending.

2- Indirect intermediary, such as "discount houses", which will use deposits

collected by a bank for purchasing of the government securities~o. From

another view, it can be claimed that both of the above institutions operate

in "money market" but the second type of institutions operates in

9 See especially the discussion in Mishkin, F.S., (1995), The Economics of Money, Banking and
Financial Markets, (4'" ed.l, Harper Collins, New York, pp. 206-207.

'o Discount houses and the parallel Sterling market are more oriented towards the financial
markets in the United Kingdom.
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discount market, also. Meanwhile, a kind of "parallel market" can be also

recognized that is called unsecured market. By "unsecured" is not meant

funds without collateral, but the distinction is the support, which Central

Banks lend for rediscount (eligible) papers. Since, some of the financial

institutíons become specialized in the international operations, parallel

market can be further divided into two markets~~.

a} Domestic p8rallel market, like Sterling Market in London, and

b) International parallel or "European" (Eurocurrency) Market

Below, we sh811 briefly introduce the importance and the functions of each

institution--including a comparative framework.

a) Commercial Banks
Principally, banks operate in the payment systems and money market and

mobilization of their resources takes place through deposit taking. Banking

returns mainly are fixed, though variable returns (mostly linked to the short-

term governmental securities) have become common recently. Banks can be

divided into:

a) Wholesale banks, and

bl Retail banks.

Wholesale banks also play the role of correspondent banks for retail banks. In

view of this dissertation, banks should be interpreted as constituting a

complementary system to the capital market, which make possible liquidity

and optimum cycling for financial resources of the productive units. In the

meantime, banks also operate in the foreign exchange market in both "spot

market" and the "future market".

~~ This part of the discussion is related more towards the U.K. financial system, which is quite

different from continental Europe. See Boonstra, W.W. and S.C.W. Eijffinger, (1997), 'Financial
Markets and Monetary Policy. The Anglo-Saxon Perspective versus the Continental European
Perspective', in: Boonstra, W.W, and S.C.W. Eijffinger (eds.), Banks, Financial Markets and
Monetary Policy, (NIBE1, Amsterdam, pp. 9-25.
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From another angle, banks can be divided into two kinds: depository banks

and secondary banks. Deposit banks have multiple branches and operate in

the retail market. But secondary banks which in England are called wholesale

banks12, and in Japan are named "city banks" are mainly "accepting houses"

that by accepting documents, reduce the risk of dealt securities in the

market13'14. Besides, these institutions operate in big transactions and short-

term investments (or placements) and mostly operate as corr`espondent bank
t

for some of the retail banks.

bl Savings Banks
In most countries there exists a type of financial organizations, mostly in the

form of "mutual", which are fundamentally used for collection of small savings

and, in turn, grant credit to the funds "members"75. Thése institutions can be

recognized by the name of "Trustee Savings Banks" in England and "Mutual

Savings Banks" in the United States1e.

Other types of similar institutions are well known as "National Savings Banks"

in the U.K. (administered by the British Post Officel. The postal savings

12 For British banking system and environment, see, De Jong, H., (1997), 'The United Kingdom:
the struggle for low inflation and credibility', in: Boonstra, W.W. and S.C.W. Eijffinger feds.l,
Banks, Financial Markets and Monetary Policy, NIBE, Amsterdam, pp. 161-98.

13 For the structure of Japanese banking system, see, The Federation of Bankers Associations of
Japan (Zenginkyo), (1994), The Banking System in Japan, Tokyo. Also informative, (1997),
The Annual Report of the Bank of Japan, Tokyo. For a comparison, see, Hoover Institution,
(1988), The Transition of Finance in Japan and the United States: A Comparative Perspective,
Stanford. The following is also of interest: Eijffinger, S.C.W. and A. Van Rixtel, (19921, 'The
Japanese Financial System and Monetary Policy: A Descriptive Review', in: Japan and the
World Economy, Vol. 4, pp. 291-309.

14 In contrast, cíty banks are also depository banks. See Eijffinger, S.C.W. and A. Van Rixel,
(1992), 'The Japanese Financial System and Monetary Policy: A Descriptive Review', in: Japan
and the World Economy, Vol. 4, p. 9.

151n the old days, sometimes the initial capital of some of these institutions--líke Mutual Savings
Banks in the United States--was invested by public-spirited and philanthropic people.

16 For England, see, Han de Jong, (1997), 'The United Kingdom: the struggle for low inflation and
credibility', in: Boonstra, W.W. and S.C.W. Eijffinger (eds.l, Banks, Financial Markets and
Monetary Policy, NIBE, Amsterdam, pp. 161-198, For the U.S. see, Mishkin, F.S., (19951, The
Economics of Money, Banking and Financial Markets, (4`" ed.), Harper Collins, New York; and
C. Bíemans, (1997), 'U.S. financial markets and monetary policy from monetary targetíng to an
eclectic interest rate approach', in: Boonstra, W.W. and S.C.W. Eijffinger jeds.l, Banks,

~~~~
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system (such as Postal Savings System in Japan) also forms a part of savings

institutions.

c) Savings and Loan Associatinns.or Building Societies
Building societies, which first have begun in England, are institutions, that

were established jointly by the deposit-holders and their main aim was

collecting small savings and granting credit for home financing. These

societies in the United States are recognized by the name of "savings and loan

assocíations" that form an important branch of financial institutions.

Their important function is granting long-term credit and, therefore, they fulfill

a sort of capital-market duty. Their main shortcoming is that the savings

(financial sources) are mainly short-term which does not allow them to enjoy

enough "financial hedge"~~. This characteristic in the economic upswings

makes them face with difficulties, which their bankruptcy in the decade of

1980-90 in the United States can be reminded.

It is worth mentioning that since homes are used as collateral by these

ínstitutions, their facilities (apart from crisis) have relatively low risk. In the

past, loans were mostly supplied at fixed interest, but recently financial

contracts with "Variable Rate Mortgage" (VRM) and have become common.

At the present time, 250 of this type of institutions operate in the U.K. of

which 5 big instit~tions have more than 50 percent of the market share.

2.1.3.2 Contractuallnstitutions

a) Insurers (short-term and long-term)
Main duty of insurance companies is to cover various risks. From the capital

market view, two types of insurance companies can be recognized. General

insurance companies (or short-term) with contracts of up to 12 months

covering various risks such as fire, automobile, sea and air. Life insurance

Financial Markets and Monetary Policy, NIBE, Amsterdam, pp. 27-56.
~~ "Financial hedge" (primarily) can be defined as the matching of the term (or maturity) of assets

and liabilities.
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companíes (or long-term) which can be further divided into life assurance and

pension provisions. Naturally, life insurance companies need a less liquidity

and, therefore, are active in capital financing. Excess resources of these

institutions are mostly invested in shares, bonds and real estates. Though,

general insurance companies need more liquidity, nevertheless they do also

invest considerably in the capital market.

b) Pension Funds
The institutions collect funds Ipaid by both employee and employer) for

coverage of retirees' financial needs. These funds can also be divided into two

types.

a) Self-administered funds directly invested in the financial markets.

b) Insurance accepting funds covered by an insurance company and

invested.

With recent deregulation wave, many of capital market instruments can be

lawfully accepted as retirement investment. One important example is using

the mutual funds. During recent decades, insurance companies and pension

funds have become the largest buyer and holder of common shares and bonds

(Governmental, private and foreign) and at the present time play most

important role in the capital market.

2.1.3.3 Securities-Based Financial Institutions

a) Financial Companies and "Houses"
By issuing commercial securities, finance companies mobilize resources and

then allocate them with the aim of financing the needs of consumers and

producers. These companies can be divided into three groups1e:

a- "Finance Houses", which their main operation is installment financing of

industries and households, mainly contracted through "hire-purchase" or

7e According to the Bank of England officials, the logic of non-existence of regulations for these
institutions is that they do not accept deposit from the public at large.
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"credit sales"

b- "Leasing Companies", which their main function is purchasing capital

equipment's and leasing them to the economic institution (even

governmental one)

c- "Factoring Companies", which their main chore is discounting receivables of

economic institutions, embracing receiving and collection of funds, also.

Some of these institutions also grant loans to the consumers that are

recognized by the name of "Sales Finance Companies" or "Consumer Finance

Companies." It is noticeable that these institutions have little regulations and

basically operate unregulated. .

b) Unit Trusts and Investment Companies ( Open-End and Closed-End)19

An investor may never need an investment company, but the main advantage

of this type of institution is the "instant diversification" which is not normally

possible by investors alone. Therefore, these companies by accepting small

capitals through divisibility for any amount of capital even for small amount

will reduce investment risk.

Growth of the number of these companies has been unprecedented in the

recent world financial history. By expressing their "objective", these

institutions attract funds and serve various investment needs. Duties of these

companies include research and portfolio management.

Two types of investment companies or "trusts" can be recognized in the

United Kingdom and the United States.

a. Investment Trusts are known as closed-end investment companies in the

United St4tes. Number of shares of these companies are "closed" or fixed

at any time. In another words, their capital resources are limited.

b. On the contrary, open-ended mutual funds in the United States, which are

known as Unit trusts in England have unlimited financial resources at any

i9 See Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markets, (4'" ed.l,

~~~~
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time and are prepared to sell shares and invest the proceeds collected

thereof. Vice versa, they are also prepared to liquidate shares at any time

and return the invested funds to the customers (in addition to the profit

and capital gain). In practice, main difference of these two types of

companies relates to after initial public offering. A closed-ended company

does not offer new shares and, meanwhile, does not buy its own shares.

But an open-ended company continuously offers new shares after initial

public offeríng and redeems shares on demand20.

cl Investment Banks
The main assignment of investment bank is designing, consulting, issuance

and most of the times risk undertaking of various securities for companies,

government, multilateral institutions and even international organizations.

Today, most investment banks have also brokerage departments. Besides,

these banks are active in other methods of issuance and sale of securities

such as "private placement"21.

Specifically, investment banks have four main duties:

a) Legal and financial consulting,

bl Pricing securities,

c) Organizing distribution network and marketing securities, and

d) Risk undertaking

Many of these institutions have become international and "simultaneous

offering" has become popular.

Harper Collins, New York, pp. 355-57.
20 Before passing the 1975 Tax Reform Act at the United States, unit trusts were also common in

America as they were the only type of units, which could buy n-,unicipal securities and
distribute the profits among their customers without tax deduction. By passêge of this Law this
advantage became widespread among other institutions.

21 See Mishkin, F.S., 11995), The Economics of Money, Banking and Financie~r Markets, (4`h ed.),
Harper Collins, New York, pp. 359-60.



Financial Institutions in Iran 1 1 1

d) Rating Agencies
Rating agencies can be recognized as one of the pillars of securities-based

system, which assess the risk of securities' (especially debt securitiesl and

assign rating to companies', governmental and semi-governmental agency and

even countries securities. By continuous monitoring, they also change the

rating if risks have changedzz.

The main type of risk that is being rated in bonds and other debt securities is

the "defaults risk". Standard and Poor's (S8~P) ratings start from Triple A

(AAA) and end to D(for securities without collateral which interest is at

arrears. Rating companies act also as the Investor Services Companies.

e) Venture Capital Firms
Some private institutions undertake high risks of new ventures, which could

consist of a gróup of wealthy investors. These institutions are known as

venture capital firms. In long-term returns, some of these firms expect more

than 200 percent (annually).

fl Brokers and Dealers
Brokers buy and sell securities for customers, which also provide advice. If

brokers buy securities for their own account they are called "dealers".

Considering different investment instruments in today world, broker agencies

are divided into various specialized groups, such as Stock Broker, Options

Broker, Futures Broker, Bond Broker, Government Securities Dealer, Eurobond

Broker, Insurance Broker, and Foreign Exchange Dealer.

g) Specialists or Market-Makers ( or Jobbers)

Due to unexpected factors (positive or negative), market securities

fluctuations could be too high and reduce its efficiency. Specialists, who are

active in the organized exchanges, protect the market order. Apparently,

specialists try to match the market price and the "fundamental price". In the

z2 For the mechanics of rating agencies, especially see, (19951, Moody's Bond Survey, New York.



112 2.1 General Taxonomy and Theory of Financial Institutions,
Credit Rationing and Asymmetric Information

unorganized markets or over-the-counter (OTC), the same function is assigned

to the market maker, which in London Stock Exchange are called jobbers.

Two kinds of market-maker systems are recognizable. Single capacity in which

market maker is separated from broker and it does not have anything to do

with public customers, and dual capacity according to which market maker

also functions as brokers23.

hl Other Securities-Based Institutions
Other securities-based institutions include (a) (Registered) Investment

Advisors, (bl Portfolio Managers and (c) Trusts. Table 2 exhibits the

aforementioned financial institutions and summarizes their primary assets

(uses of funds) and liabilities (sources of fundsl. i,cn~;c.~; :...

Table 2- Primary Assets and Liabilities of Financial Intermediaries

Type of Intermediary
Pnmary Liabilities - Primary Asaeta

(Sources of Funds) ( Uses of Funds)
Depository institutions
Commercial Banks Deposits Business and consumer loans,

mortgages, public securities and
municipal bonds

Saving 8~ loan associations Deposits Mortgages
Mutual savings banks Deposits Mortgages
Credit union De osits Consumer loans
Contractual savings institutions
Life insurance companies Premiums from policies Cooperate bonds and mortgages
Fire and casualty insurance companies Premiums from policies Municipal bonds, cooperate

bonds and stock, gevernment
securities

Pension funds, government Retirement Employer and employee Cooperate bonds and stock
funds contribution
Investment intermediaries
Finance companies Commercial paper, stocks, Consumer and business loans

bonds
Mutual funds Shares Stocks, bonds
Money market mutual funds Shares Money market instruments

Source: Mishkin, F. S., The Economics of Money, Banking and Financial Market, New
York, Harper Collins, 1995, p. 38.

23 Single capacity system reduces conflict of interest, because the dual capacity market-maker
(atso acting as a broker) may try to maximize sales without regard to the fundamental
characteristics of the securities being market made by himlher.
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2.1.4 The "New View" of Credit Markets and Financial Fragility

Iran's financial system may suffer from a relative fragility. In this regard,

therefore, a literature survey assists the thesis of this dissertation. This

section deals with an overview of the theoretical developments and a survey

about the interactions between financial markets 4especially the credit market)

on the one hand and the course of economic activity on the other hand.

Attention is also given both to the importance of the financial structure (of

corporations and househo'Ids) and the consorted weakening of the balance

sheets of financial institutíons: Until recently the interaction between the

operation of credit markets' and macroeconomic performance has not moved

to the center-stage in economic literature.

In macroeconomics, it is implied that the course of real economic activity is

accompanied by a smooth working of the financial system. However, the idea

of strong interrelationship between financial markets and the economy--and

that "things can really go wrong" dates back to the Great Depression24. Also

as Blanchard and Fischer i1989) remark, "despite the complexity and

sophistication of the financial markets, they are typically represented in

macroeconomic models by only two variables: the money stock and the

interest rate"26. In those models, the view is focused on the liability-side of

financial institutions. But the loan or credit-activities (reflected on the asset-

side of the balance sheet) are omitted. This so-called "money view" usually

makes use of the assumption of perfect information and allocative efficiency

of competitive financial markets and institutions, at times, by imposing the

Walras' law on the system, the credit or loan market is eliminated. But during

the last decade a"new view" has emphasized that financial markets and

especially the credit-activities of financial intermedíaries play a crucial role.

zd This section is strongly based on: Sijben, J.J., ( 19931, Credit Markets, Financial Fragility, and

the Real Economy, Kredit und Kapital, Vol. 26, 4, pp. 481-515.
z5 Blanchard, O.J. and S. Fischer, 119891, Lectures on Macroeconomics, MIT Press,

~~~~
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Blanchard and Fischer point out, "... the interest rate alone does not

adequately reflect the links between financial markets and the rest of the

economy?s. Rather, it is -argued, the availability of credit and the quality of

balance sheets arE important determinants of investment. This view,

concentrating on the:.independent influence of the amount and availability of

credit on economic~activity, sometimes is called the "credit view".

On the other hand;~since the. early 1980s due to ihe rise of the "economics

of informatíon" views- have led to increased atte~xion to the supply and

especially to the quality of loans as important. tieterrnínants of variables such

as national income. Indeed, theory must examine how borrowers are able to

fulfill their loan commitments and the economic consequences of

systematically induced failures to meet them27. Fisher has emphasized that the

Great Depression was caused by poor performance of financial markets. He

points out that the real economic process in the thirties was affected by the

increased debt financing during the upswing. He suggests that debts "were

great enough to not only 'rock the boat' but to start it capsizing"26.

In a stimulating "asymmetric information" analysis of the Great Depression,

Bernanke mentions that during the period 1930-33 not only the sharp fall of

the money stock but also the increasing cost of credit intermediation and the

availability of credit were influential in determining the course of the business

cycle. In this context he states, "I define the cost of credit intermediation

(CC1) as being the cost of channeling funds from the ultimate saversllenders

Massachusetts, p. 478.
26 Blanchard, O.J. and S. Fischer, ( 19891, Lectures on Macroeconomics, Cambridge,

Massachusetts, MIT Press, p. 478.
27 In this context see Friedman, B.M., (1983), 'Monetary Policy with a Credit Aggregate Target',

in: Money, Monetary Policy and Financial Institutions, Carnegie-Rochester Conference Series on
Public Policy, and Bernanke B.S. and A. Blinder, ( 1988), Credit, Money and Aggregate Demand,
American Economic Review, Papers and Proceedings, May, 78(21, pp. 435-39.

zB Fisher, 1., (19331, The Debt-Deflation Theory of Great Depressions, Econometrica, 1, October,
p. 341. Also see Gertler, M., 119881, Financial Structure and Aggregate Economic Activity: An
Overview, Journal of Money, Credii and 8anking, 20, August, p. 561.
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into the hands of good borrowers". The CCI includes screening, monitoring

and accounting costs, as well as the expected losses inflicted by bad

borrowers29. The fact that the spread between interest rates for low versus

high-quality borrowers remained high indicates that asymmetric information

problem was severe in this period. Gurtey and Shaw have also emphasized the

relevance of the total borrowing capacity of economic decision-makers with

regard to macroeconomic expenditures30. In this context, Minsky ( 1989) also

has similar elaborations31. Carter ( 1989) points out, "In Ponzi financing,

income flows are not sufficient even to cover interest on outstanding debt so

the refinancing necessarily entails an increase in indebtedness. The

proliferation of speculative and Ponzi financing arrangements generates a

fragile financial structure in which any sharp rise in interest rates will generate

present value reversals, impairing the ability of firms to refinance investment

projects in process and their willingness to undertake new investment"32.

2.1.5 Asymmetric Information and Credit Markets

2.1.5.1 The Lemon's Principle
In a path breakíng work, George Akerlof introduced the issue of the

importance of agent's uncertainty ~with regard to the quality of goods in

market mechanism: Buyers use some variables to judge the quality of the

goods they intend to buy. At the same time, sellers have an incentive to offer

lower qualified products because the proceeds of the higher qualified goods

29 Bernanke B.S., (19831, Nonmonetary Effects of the Financial Crisis in the Propagation of the
Great Depression, The American Economic Review, 73, pp. 257-76.

3o Gurley, J. and E. Shaw, (19601, Money in a Theory of Finance, Brookings Institutions,
Washington D.C. See also Gurley, J. and E. Shaw, (19551, Financial Aspects of Economic
Development, The American Economic Review, pp. 515-38.

3' Minsky, H., (19861, Stabilizing an Unstable Economy, Yale University Press, New Haven. See

also Carter, M., (19891, Financial Innovation and Financial Fragility, Journal of Economic Issues,
September, pp. 781-82.

3z Carter, M., (1989i, Financial Innovation and Financial Fragility, Journal of Economic Issues,

September, p. 782. See also, Sijben, J.J., (1993), Credit Markets, Financial Fragility, and the

Real Economy, Kredit und Kapital, Vol. 26, 4, p. 490.
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will mainly accrue to the whole group of sellers (and not to the individual

seller). Therefore, a tendency to reduce both the average qualities of goods

supplied and the size of the market exists33.

2.1.5.2 Mishkin-Colin Puziles
Mishkin (1995), using a study by Colin Mayer~, points out several puzzles

related to the asymmetric information, adverse selection and moral hazard in

the financial sector. They point out:

1. Stocks are not the most important source of financing for businesses. The

stock market accounted for only a small fraction of the external financing

of American businesses in the 1970-1985 period, about 2 percent.

2. Issuing marketable securities are not the prímary way in which businesses

finance their operations. Bonds are a far more important source of

financing than stocks in the United States ( 29.80~o versus 2.1961.

However, stocks and bonds combined ( 31.996), which make up the total

share of marketable securities, still supply less than one-third of the

external funds corporations need to finance their activities.

3. Indirect finance, which involves the activities of financial intermediaries, is

many times more important than direct finance, in which businesses raise

funds directly from lenders in financial markets.

4. Banks are the most important source of external funds used to finance

businesses.

5. The financial system is among the most heavily regulated sectors of the

economy.

6. Only large, well-established corporations have access to securities

markets to finance their activities. Individuals and smaller businesses that

33 Sijben, J.J., (1993), Credit Markets, Financial Fragility, and the Real Economy, Kredit und
Kapital, Vol. 26, 4, pp. 493-494.

'" Mayer, C., (1990), 'Financial Systems, Corporate Finance and Economic Development', in:
Hubbard, R.G. (ed.l, Asymmetric lnformation, Corporate Finance and Investment, University of
Chicago Press, p. 312.
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are not well established almost ever raise funds by issuing marketable

securities. Instead, they obtain there financing from banks.

7. Collateral is a prevalent feature of debt contracts for both households and

businesses.

2.1.5.3 Lemons in Financial Market and Credit Rationing
The lemon's principle and the associated asymmetric information have been

applied to the operation of financial markets, especially to explain the

phenomenon of credit rationing. This approach provides an important

transmission mechanism on how disturbances on credit markets affect

aggregate economic activity. This view assumes borrower is better informed

about the credit-risk than the lender--or the financial institution. Because of

the fact that the identity of the pool of diverse borrowers cannot be

determined a priori, the market rate of interest, as the price of credit,

incorporates a "lemon's premium"35.

In the last few years of the literature on the new microeconomic, much

attention has been given to the issue of asymmetric information and the

connected strategic market behavior of economic agents. Recently this new

view has also been applied to ihe operation of the credit market, emphasizing

the issues of adverse selection and moral hazard resulting in quantity

adjustments on this market. Because of asymmetric information, the lender

will be confronted with a heterogeneous group of borrowers, which a oriori

cannot be divided in various risk-classes. This means that the pool of potential

borrowers is completely different manifesting itself in a different chance of

repayment of the loan. Analogous to Akerlof's "lemon's approach," a higher

rate of interest (price of creditl, applying to all borrowers, gives an incentive

to the high-qualified borrower to leave the market while the low-qualified ones

remain. In this way the average degree of risk-aversion in the remaVning pool

~s This section is also strongly based on: Sijben, J.J., (19931, Credit Markets, Financial Fragility,

~~~~



1 18 2.1 General Taxonomy and Theory of Financial Institutions,
Credit Rationing and Asymmetric Intormation

of potential borrowers will be lowered. Next to this so called adverse selection

effect, a higher rate of interest will stimulate individual borrowers to undertake

more risky investment projects, with a higher default-risk but with higher

returns if these projects appear to be successful. This incentive effect is called

moral hazard. In this context Ort points out, "This process of disintermediation

may leave the banks with only ihe weaker credits on their balance sheets,

thus increasing their vulnerability"36.

It may be concluded, that in an asymmetric information setting in the loan

market, a rise of the rate of interest may have the following results: a positive

impact on the returns of the bank, on the one hand, and a negative influence

through a deterioration of the quality of the banks' assets, on the other. One

may add that in a Repressed Financial System (RFS), because interest rates

are suppressed below inflation, no positive effect on bank return will be felt.

Greenwald and Stiglitz have stressed that the lemon's principle can lead to

disappearance of some markets. This can mean that too little share capital will

be available (the so-called "equity-rationing") or that the banking system shifts

to credit rationing37. In these circumstances, the potential borrower ís

committed to internal finance.

As Greenwald and Stiglitz point out, "... the free access to all forms of

financing envisaged by Modigliani-Miller may not exit. In loan markets, there

may be credit rationing. In these cases financial structure and position matter

and affect firm behavior"38. It is obvious that in these circumstances a credit

and the Real Economy, Kredit und Kapital, Vol. 26, 4, p. 495.
3s See also Sijbeh; J.J., (1993), Credit Markets, Financial Fragility, and the Real Economy, Kredit

und Kapital, Vol. 26, 4, p. 496.
37 Stiglitz, J., (19991; Market failures and Development, American Economic Review, Papers and

Proceedir~s, MaY. Myers, S.C. and N.S. Majluf, (1984), Corporate Financing and Investment
Decisions When Firms Have Information that Investors Do Not Have, Journal of Financial
Economjcs, 13, June, pp. 187-221. Jaffee D. and J. Stiglitz, 'Credit Rationing', in: Friedman,
B.M. and F.H. Hahn leds.), (19901, Handbook of Monetary Economics, Vol. 2, Amsterdam, pp.
837-88.

3e Greenw~ld, B.C. and J.E. Stiglitz, (19901, Asymmetric Information and the New Theory of the
Firm: Financial Constraints and Risk Behavior, American Economic Review, May, p. 160.



Financial Institutions in Iran 119

crunch can arise with spillover effects to the real economy resulting in a

contraction of economic activity.

Credit rationing can be characterized by an excess demand for the bank

does, not satisfy loans which, given different terms of credit. It refers to a

"disequilibrium situation" because neither an increase of the rate of interest

nor a strengthening of non-interest terms can eliminate the existing excess

demand.

Freimer and Gordon have attempted to find out why under certain

situations banks give priority to quantity-adjustments through credit rationing

over price-adjustments (through an increase interest ratel. They conclude that

the rational lender will equate loan repayment to the best possible outcome of

an investment project. This means that a cut-off condition exists in such a

way that an increase in the rate will give no further contribution to the

improvement of the lender's position. It also implies that different

expectations of lenders and borrowers with regard to the risk of default and

bankruptcy may give rise to a divergent behavior of agents on the loan

market~.

On the other hand, the modern literature on game theory and asymmetric

information has introduced the issues of adverse selection and moral hazard,

which can explain the non-conventional operation of the credit market and the

associated credit rationing. These phenomena will arise when the loan rate

influences borrower's behavior (moral hazard) or determines the riskiness of

the potential borrowers (adverse selectionl.

As Mishkin (1995) points out, a similar lemon problem arises in the

securities market as well. Lemons in the stock and bond markets also exist.

39 Sijben, J.J., (19931, Credit Markets, Financial Fragility, and the Real Economy, Kredit und

Kapital, Vol. 26, 4, p. 497.
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2.1.5.4 Equilibrium Credit Rationing
After the traditional temporary disequilibrium-r,~tip~ing analysis, Sijben

(1993)40 have attempted to provide a theoretical:underpinning of the more

permanent "equilibrium credit-rationing". They em~rhasize the importance of

asymmetric information between lender and borrower.. The bank is interested

in the interest rate and the quality of the loan. However, "The interest rate a

bank charges may itself affect the riskiness of the pool of loans by either: (1)

sorting potential borrowers Ithe adverse selection effect) or (2) affecting the

actions of borrowers (the incentive effect)".

The analysis of Sijben has given a new impetus to the traditional credit-

availability docirine. It explains the phenomenon of equilibrium rationing

characterized by an excess demand for loans and a backward bending supply

curve. The rate of interest determines directly the quality of the bank's loan-

portfolio giving an incentive to the bank to ration credit. With regard to the

market-mechanism the authors point out, "The law of Supply and Demand is

not ín fact a law" and further; "The usual result of economic theorizing: that

prices clear markets, is model specific and is not a general property of

markets--unemployment and credit rationing are not phantasms"41.

Sijben (1993) describes that, in the context of credit rationing, Figure 1 is

useful. This very usefu! diagram shows how credit rationing can be consistent

in theory with market equilibrium because of market imperfections. The quality

uncertainty ot loans arising from asymmetry in information between lenders

and borrowers gives rise to two problems, namely, moral hazard (adverse

incentives) and adverse selection42. There are four quadrants to this diagram

revealing a set oT~reldtionship between the loan rate (r~) charged to the lenders

ao Sijben, J.J., (19931, Credit Markets, Financial Fragility and The Real Economy, Kredit und
Kapital, Vol. 26, 4, p. 498.

41 This Section is strong~y based on: Sijben, J.J., (19931, Credit Markets, Financial Fragility and
The Real Economy, Kredit und Kapiral, Vol. 26, 4, pp. 498-500.

4z Further see Driscol, M., (19901, 'Deregulation, credit rationing, financial fragility and economic

~~~~
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and the expected return to an individual bank (ER1, and the demand for and

supply of loans (LD and LS respectively) (as much as possible, the same

notations as Sijben are used).

The demand for loans, being negatively related to the loan rate, is shown in

quadrant I. Quadrant II reveals the relationship between the loan rate and the

expected return on loans or the profitability of bank lending (PB), as implied by

Stiglitz and Weiss (asymmetric information analysisl. As the loan rate

increases, the line PB initially rises showing that the expected return to the

bank increases. But after the loan rate (r~.) is reached, the PB-line begins to

fall back. This is due to the fact that a further rise in the loan tends to "crowd

out" some risk-averse "good" borrowers (adverse selection) and to encourage

other borrowers to undertake high yielding but risky investments (moral

hazard). Although each loan that is repaid earns the bank a higher return, the

number of bad loans rises sharply, resulting the expected return to the bank

actually to fall as the loan rate rises after the level (r~.).

Quadrant III depicts the normal positive relationship between the expected

return on loans and the supply of loans (LS). The 45-degree line in quadrant IV

allows us to derive the backward-bending loan supply schedule to be

constructed in quadrant I. The figure shows that for the loan rate (r~.) and the

associated expected return to the bank IERI, there is a credit rationing

equilibrium with an excess demand for loans (H1. The Walrasian equilibrium,

i.e., LS - LD, is at a loan rate (r~.). However, this is not an equilibrium since

banks would be operating below peak expected returns and could maximize

profits by cutting the loan rate back to (r~.). As Sijben points out, as long as H

is positive, the lender will determine the volume of loans and, therefore,

borrowers will be rationed.

performance', OECD Working Papers, February, p. 34.
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Figure 1- Equilibrium Credit Rationing
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Source.~ Sijben J., (1993), Credit Markets, Financial Fragility, and the ~al 6conomy, Kredit und
Kapital, p. 513.

2.1.5.5 Collateral and Financial Structure
Apart from monitoring the projects to screen borrowers, which are costly,

"other~methods of reducing moral hazard and adverse selection effects are

availa~l.e to the lenders" . As reported by Sijben, Bester has show n that in

equilibrium, with sufficient competition, no credit rationing exits. He exhibits

that borrowers with a low default-risk will sooner embrace a strengthening of

collateral requirements than a borrower with a higher risk of default. In this
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manner, the "overall level of risk in the remaining pool of borrowers will be

lowered"43 44

Regarding the issue of credit rationing by banks, recently attention has also

been given to the consequential role of the financial structure of economic

agents for macroeconomic efficiency. Recently Bernanke and Gertler have

studied the endogenous interaction between the financial structure of firms

and real economic activity with asymmetric information on credit markets46.

2.1.6 Concluding Remarks
The modern passageway regarding interaction between the operation of

financial markets and the real economy (Bernanke, Gertler, Stiglitz, Weiss,

Greenwald, Sijben, etc.) emphasizes the role of credit market in setting the

course of economic activity. Based on asymmetric information and the

associated "agency problem", the modern literature point out that financial

markets are not transmitting mechanically savings to investments. Owing to

the existence of asymmetric information between the lender and the borrower

a set of new predicaments arise. The information problems find expression by

the working of adverse selection and moral hazard, resulting in credit rationing

and weakening the interest rate as a transmission channel and allocation

mechanism. Adverse selection and moral hazard also play a r01e with regard to

central bank supervision to protect the depositors. The insurance of bank

deposits aims at a curtailment of a possible panic with depositors, which may

result in a severe classical bank-run.

43 See Bester, H., 11985), Screening versus Rationing in Credit Markets with Imperfect

Information, American Economic Review, 75, September, p. 850.

44 Sijben, J.J., (1993), Credit Markets, Financial Fragility, and the Real Economy, Kiedit und

Kapital, Vol. 26, 4, p. 500.
a5 Sijben, J.J., 11993), Credit Markets, Financial Fragility, and the Real Economy, Kredit und

Kapital, VoI. 26, 4, p. 502.
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However, the moral hazard-effect (and the associated agency problem) arises

when the existence of deposit-insurance may stimulate banks to increase their

risk-taking lending activity46. Some years ago the Bank for International

Settlements (BIS) undertook the initiative to stimulate central banks to consult

and cooperate internationally, aiming at a sharpening of the control of banking

institutions to safeguard the stability of the financial systema~.

2.2 Description of Financial Institutions in Iran

2.2.1 Financial Resources Heterogeneity and a Proposed
Taxonomy

Excess resources, or savings, are not homogeneous and there are distinct

differences between them. Some of the resources flow through an indírect or

"bank-based" system. Other resources appear from "contracts" and still some

others from the non-contractual means. Volume of bank deposits fluctuates

relatively more as compared to volume of retirement deductions. "Contractual"

resources such as social security payments and insurance premiums are less

related to the swings of other variables, such as interest rates48. On the other

hand, contractual savings normally show more increase than that of national
~

income. Besides, banking and contractual resources are more foreseeabte than

those absorbable through the "securities-based" system, while risks are

widespread in the latter system. Heterogeneity of financial resources is the

reason for a special recognition and a methodological taxonomy of financial

institutions, which is one of the aims of this chapter. The theoretical

's Sijben, J.J., (19931, Credit Markets, Financial Fragility, and the Real Economy, K~edit und
Kapital, Vol. 26, 4, pp. 510-11.

"~ Lamfalussy, A. (19921, 'The Restructuring of the Financial Industry: A Central Banking
Perspective', Lecture, SUERF Papers on Monetary Policy and Financial System, 12, London, 5
March.

4e E.g., demand for money is elastic with regard to the rate of interest. But social security
payment is more or less fixed in terms of incomes and would be expected not to be elastic with
regard to interest rates. See, e.g., Kimball, D., (19961, Financial Services and Financial
Institutions, London.
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apparatus was discussed in Section 2-1. In this section, through ~this

introduction to this taxonomy, we shall be concerned with the nature of the

Iranian financial system.

The aim for presenting the above~implied taxonomy is the recognítion and

study of various financial institutions within heterogeneous financial systems.

But first it may be useful to view the traditional classification as represented in

Chart 2.

Chart 2- The Financial System (Traditional View)

Direct Finance

Funds

Investors
L

~
.~` Funds

~~~. ~~
`` ` ~~Returns~~`

~~ Financial
Intermediaries

Indinact Finance

Retums

Sour~e: Based on Mishkin, F., The 6conomics of Money, Banking and Financial Markets, New
York, New York, Harper Collins, 1995, p.208 and Hubbard, R. G., Money, the Financial System,
and the Economy, Reading, Massachusetts, Addison-Wesley, 1996, p. 41

Traditionally, savers ( or surplus-spending units) and investors ( deficit-

spending units) are matched through two systems: direct and indirect. [lirect
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financing is related to financial markets, while indirect finance concerns with

financial institutions or intermediaries. But, in this dissertation it is proposed

th8t for a more systematic and logical analysis in respect of financial

institutions, the following taxonomy is used. Four general groups of financial

institutions are recognizable, as follows49:

1- Bank-Based Financiat Institutions (BBj: composed mainly of banks,

whether commercial or "specialized". This system corresponds to the

indirect finance of the traditional view5o.

2- Securities-Based Financial Institutions (SB): which are composed of

specialized institutions of the securities markets such as mutual funds and

investment banks. These "institutions" operate in the direct finance

system, which parallel the financial markets in the traditional view.

3- Contractual-Based Financial Institutions (CB): which include insurance

companies and pension funds or social security agencies.

4- Non-Bank Financial Institutions (NB): which include other institutions, such

as the finance and credit institutions. One of the aims of non-banks is

deposit taking for the use in specific sectors of the economy. Non-banks

do not normally offer checking accounts. A reason is not to allow them in

the expansion of the most liquid definition of money (e.g., M11.

Through this approach, various financial institutions can be put in a

favorable place. Bank-based financial institutions comprise of commercial and

specialized banks. Besides, the non-bank financial institutions are "non-

49 The classification of bank-based and securities-based financial systems is similar to the
traditional view of indirect and direct finance. In fact it is a variant and a modification of the
traditional classification. See, e.g., Hubbard, R.G., (1996), Money, the Financial System, and
the Economy, (2~ ed.), Addison-Wesley, Massachusetts, Chapter 12; and Pourian, H., (19941,
Bank-Based versus Securities-Based Financial System: Lessons from the War-Stricken Japan for
the Islamic Republic of Iran, Iranian Joumal of International Affairs, Tehran. ln this dissertation,
merely we propose to separate non-bank and contractual based financial systems in order to
stress the "heterogeneity" which exists in the flow of funds. Later, in this chapter, we shall
ex;tensively elaborate on this proposed classification.
See, e.g., Hubbard, R.G., (19961, Money, the Financial System, and the Economy, (2"' ed.),
Addison-Wesley, Massachusetts, p. 208.

so
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demand deposit" institutions, such as Savings and Loan Association (before

deregulation in the U.S.) or "finance and credit associations" in Iran. But this

distinction is of little impOrtance, since all deposit-taking institutions are rather

similar, and the financial deregulatèon of recent decades in various countries

has permitted non-bank financial institutions to act similar to the banks. Yet,

this deregulation has not occurred as of yet in Iran.

It is noticeable that "universal banks" are common in continental Europe

such as in Germany, France, the Netherlands and Belgium. They are in fact a

combination between bank-based, contractual-based, non-bank and securities-

based systems. In another words, the "continental European Model", contrary

to the "American Model" allows operation of various financial functíons within

a single firmb~. Contractual financial institutions as being recognized by this

name in the world financial markets are distinctive example of institutions that

have had considerable and extended operations in the capital markets during

recent decades. The distinct resources of these institutions are mobilized

through contracts and due to insurance premiums and retirement deductions

play main role as purchaser of securities and other assets. Three kinds of

institutions form the sub-group of contractual institutions:

a) insurance companies, b) pension funds and c) social security organizations.

In the securities-based system, the institutions are involved with issuing

securities ( or securities floatation). Further notes regarding this taxonomy will

be discussed in Section 2-2.

2.2.2 Heterogeneity in Iran's Financial System

The Bank-Based ( BB) financial institutions dominate the Iranian financial

system both by the extent of their intermediation activities as well as by the

5t The American model -- or the Anglo-Saxon model -- has its roots in the so-called Glass-Steagall

Act and the Inter-State Banking Act. Generally, see Mishkin, F.S., (19951, The Ecpnomics of

Money, Banking and Financial Markets, (4`" ed.), Harper Collins, New York, or Hubbard, R.G.,

(19961, Money, the Financial System and the Economy, ( 2"' ed.l, Addion-Wesley,

Massachusetts.
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relative size of their assets. On the contrary, the Securities-Based (SB)

financial system (together with its institutional framework), which itself is

dominated by the sole Tehran Stock Exchange and a handful of closed-end

investment companies, has a size--measured in termsi of annual trade--of less

than 1 percent of the Gross Domestic Product (GDA)52. Indeed, in the entire

Iran's financial edifice, banks are key players both in the money market and

the capital market either directly or indirectly through their subsidiaries--for

example, órok~erage companies. Problematically~-in the view of this

dissertation--the Centràl Bank Governor supervises the banking system and

heads the SeeUrity Gouricil- as well. Alóng the same lines of problematic

structural inefficiencies; the Managing Director of the largest commercial bank

óf'Irán (Bank Melli Iran) presides over the Managing~8oard:at the Tehran Stock

Exchange. ,

This institutional and political interconnection. geiterates inefficiencies,

interlocking flow of funds, conflict of interest and promotes adverse selection,

retarding the development of both money and capital markets. With regard to

the promotion of adverse selection an example may be useful. All banks in

Iran are governmental. In addition, the managing director of largest

commercial bank is the board chairman of the Tehran Stock Exchange. In this

way, considerations influence the securities-based system in the bank-based

system. Furthermore, most banks have "investment companies" which are

active in the stock exchange. These companies hold shares of the private-

sector companies and can - with having access to bank resources - influence

share prices in the stock market. These and other examples make the

transactions in the stock market non-transparent and, thus, contribute to the

possibility of adverse selection by the public. Furthermore, the existence of

two interrelated complexities hinders the system efficiency:

~
5z See,'Pourian, H., (1997), Review of Capital Market with Regard to Industrial Development,

Research Project, Iranian Ministry of Industry, (unpublishedl, Tehran, Iran.
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1. The current Repressed Financial System (RFS)53, and

2. As yet developing and underperformed Islamic Financial System (IFS)

In any description of the Iranian financial system, attention should be paid

to the fact that during the last two decades Iran's economic and financial

evolution has gone through several distinct and difficult stages:

a) The Islamic Revolution and its unavoidable consequences,

b) Eight years of war (August, 1980 to May, 1988)

c) A continued international economic and financial sanctions, and

d) The change in the financial system itself

Because of these influences, there has been a fundamental decline in the

efficiency of the financial sector. These have occurred through a combination

of a decline in basiC bank efficiency and performance indicators and a general

decrease in the underwriting standards and procedures of the banks. Also a

concentration on short-term directed credit instruments, persistent two-digit

high level of inflation and a distinct reduction in the actual competitiveness of

the financial institutions has occurred. The reclassified transactions now

utilized by the banks for the mobilizatíon of customer deposits and distribution

of credit and the extension of credits under Islamic banking rules. A number of

lesser-utilized Islamic banking contracts designed to meet the specific needs

of certain borrowers such as farmers and small service companies will be

discussed later in this dissertation under Islamic Finance5~.

53 ~~Repressed" in the sense of Gurley-Shaw-McKinnon approach. Especially, see, Gurley, J. and E.
Shaw, (1955), Financial Aspects of Economic Development, American Economic Review, pp.
515-38.

54 A description and the nature of the "Islamic contracts" will be discussed later in this chapter in
Ser,tion 2-4.
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2.2,3 Commercial Banking System in the Islamic Republic of
Iran

2.2.3.1 The Background "
Before the Islamic Revolution of 1979, Iran had 35 banks with a mixture of

government and private ownership. After the revolution, all banks were

nationalized and a number of formally private sector institutions were merged

into government-owned operation. Within a few years, the entire system was

reduced to only 10 banks; 6 commercial banks and 4 specialized institutions.

In late 1983 the "Usury-free Islamic Banking Operations Law" was passed.

This law forced the banks to make a radical change towards an "interest free"

financial system. This Islamization of the banking system has caused the

banks to adjust their operations and attempt to replace all interest-driven

transactions with a complex series of service charges; commissions and

investment profits.

2.2.3.2 The Legal Banking Framework
As discussed previously ín Chapter 1, four important legislations play a critical

,
role in the Iranian monetary and financial system:

a) The Monetary and Banking Law,

b) The Nationalization of Banks Law,

c) The Law on the Administration of Banks, and

d) The Law on Usury-Free Banking Operations.

The part of the first Law, which is related to central banking, was

discussed in Chapter 1. In this chapter, we shall briefly refer to the parts of

this legislation as related to the banking system and to the other laws as well.

The Usury-Free Law will be discussed later in this chapter in Section 2-4.
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2.2.3.3 The Monetary and Banking Law as Related to the Banking
System

Parts three of the Monetary and Banking Law of 1972 deals with banking in

general55. Banks may only be incorporated as public joint-stock companies and

the establishment of a bank requires prior approval of the Currency and Credit

Council (CCC) and a permit from Bank Markazi (Central Bank)56. The minimum

share capital for a bank is currently IRL 200 billion, wholly subscribed and at

least 50 percent paid up. The CCC determines the statutory reserves of banks

as well. A minimum of 15 percent and a maxímum of 20 percent of the annual

net profits must be appropriated to statutory reserves, until they equal the

capital of the bank, after which the appropriation is optional.

Banks are prohibited from undertakíng the following operations:

a. Trading in goods,

b. Dealing in immovable property (real estate) except for banks established

for that purpose,

c. Purchasing shares and participation in any corporation or purchasing local

or foreign securities in excess of the amount prescribed by Bank Markazi,

d. Granting credit to members of their own organs and to organizations in

which they have an interest, as well as to others, beyond the limits set by

Bank Markazi,

e. Granting credit to members of the organs, heads of departments and

inspectors of Bank Markazi, and

f. Issuing sight bills to the order of the bearer

Of special (and unusual) importance, is the role of the banks in the securities

market? In that regard, Bank Markazi Regulations (1984) contain the following

provisions about bank equity interests in joint-stock companies:

55 See, The Monetary and Banking Law of the Islarnic Republic of Iran (1972, Revised 19811.
ss The definition of "banking operations" rests with the Currency and Credit Council (CCCI.
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a. Banks may invest in shares issued by either new or existing joint-stock

companies engaged in productive (manufacturing), commercial or service

activities,

b. Participation in corporations of the service sector requires prior approval

by Bank Markazi,

c. Prior to committing funds to an equity investment, banks shall evaluate

the respective enterprise or projects. The evaluation shall evidence

sufficient levels of estimated profitability. The Monetary and Credit

Council shall determine minimum levels of acceptable after-tax profits,

d. The aggregate equity holdings by one, several or all banks in a new

enterprise shall not exceed 49 percent of the capital of the respective

invested company. In case of existing companies, this percentage shall

not exceed 20 percent in general, but may be raised to 4'9 percent under

specific circumstances,

e. Banks shall not invest in companies in which less than 100 percent of

capital investment needs is financed by share capital or other long term

resources,

f. Banks shall not invest in manufacturing companies in which the paid-in

capital amounts to less than 30 percent of total financial resources li.e., a

debt~equity ratio not to exceed 70I30 or 2.3). In case of commercial or

service companies, the paid-in-capital shall be equivalent to at least 20

percent to total financial resources.

The Regulations do not contain any provision requiring that equities held

by banks must be listed on the Tehran Stock Excliange~~.

57 The MBL also contains a number of penal and disciplinary provisions concerning the activities of

banks. Furthermore, the law provides frameworks for the eventual liquidation and bankruptcy
of banks.
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2.2.3.4 The Nationalization of Banks
All the banks were nationalized pursuant to the Nationalization of Banks Act

passed by the Revolutionary Council in June 1979. They remained joint-stock

companies, the shares of which belong solely to the Government. In addition,

banks are administered in accordance with the Law on the Administration of

Banks of 1979. No foreign banking is allowed after the revolution. The

presence of foreign banks in Iran is only in the form of "representative

offices".

With regard to these offices it is mentionable that since Iran nationalized all

banks immediately mfter the Revolution - whether domestic or international-

and later due to tha Constitution all banks became governmental, no foreign

bank can operate in Iran. But, instead, various European and Japanese banks

have representative offices in Iran. They total about 20 at the moment. These

offices are active in "financing" and "usance" (deferred trade credit) but are

not allowed to engage in deposit taking and loan making.

2.2.3.5 The Law on th~ Administration of Banks
The Revolutionary Council (then acting as the Legislature) enacted the Law on

the Administration of Banks ("the LAB") in 1979. This piece of legislation

provides that all banks including those, which were originally government-

owned and those, which were subsequently nationalized, are to be

administered under the LAB.

According to this legislation, the organs of banks are:

1- The General Assembly of Banks composed of the Minister of Economic

Affairs and Finance, the Minister of Industries and Mines58, the Minister of

Commerce, the Minister of Agriculture, the Minister of Housing and Urban

Planning and the Head of the Plan and Budget Organization. The Minister

of Economic Affairs and Finance chairs the Assembly.

se This ministry later was split into three ministries: ( Light) Industries, Heavy Industries, and Mines
and Metals. However, recently, light and heavy ministries are merged again.
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2- The High Council of Banks composed of the Gov~rnor of Bank Markazi (as

chairmanl, the Director General of Bank Melli lràn, the representatives of

the Ministríes of Economic Affairs and Finance, Housing and Urban

planning, Agriculture, Commerce Industries and Mines and the Plan and

Budget Organization.

3- The Board of Directors of each bank

4- The Managing Director of each bank

5- The Legal Inspectors of each bank

The adoption of general policies concerning economic, credit and

administrative matters is the responsibility of the High Council of Banks. So,

the system in Iran is more or less a completely centralized `financial system. In

such a system, the role of the Central Bank is crucial. In fact, all contracts and

operations are undertaken by the commercial banks on' behalf of the Central

Bank. '

2.2.4 Credit Allocation and Rationing
Six commercial banks and four specialized banks ràtíon credit to state-owned

enterprises (SOEs) and to the private sector. Currently, total-banking facilities

to a single legal entity is limited to a maximum of IRL 7 billion, with the listed

companies at the stock exchange up to IRL 15 billion--as approved, recently59.

On the other hand, banks' direct investments and participation in stock

ownership is subject to the approval of the Central Bank. Iran's Bank Markazi

does not generally practice selective bank credit rationing through the

"rediscounting" of loans to the private sector. However, new credit by

commercial banks must meet the sectional targets set in annual budgets of

the five-year plans, which is determined by the Currency and Credit Council

(CCC).

ss See the Budget Law, 1997-98. The issue of credit allocation will be further--and in more detail--
discussed later in this chapter.
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In this process, indeed the key monetary policy instruments in Iran are

credit rationing and its allocation. This process is achieved through (a) the

setting of overall limits on central bank advances to the banking system, (b)

the setting of quantitative sectional credit targets and (c) regulated rates of

return on banking facilities.

As practiced recently, the Iranian Government Budget bill, which is

proposed annually by the President through the Plan and Budget Organization

and ratified by the Iranian Parliament (the Majlis), determines an overall

"ceiling" on credits to the private sector. The cooperatives as well as the

Iranian government, publíc corporations and agencies are also addressed in the

same bill. For instance, for the 1998-99 calendar year, 65 percent is supposed

to be rationed to the privatelcooperative sector and 35 percent to the

governmentlpublic entities. These ratios represent the continued (yet

unsuccessfull government policy in her attempts to downsize the public sector

in favor of the private sector. In the implementation of this allocation, Bank

Markazi approves all credit facilities to the government, its public enterprises

and agencies, whether the credit is extended by the Central Bank itself or by

other members of the banking system.

Indeed, the share of bank credit allocated to the public sector seems to

have declined during the First Five Year Development Plan (FFYDPI for the

period of Iranian years 1368-72 (1989-931, which partly reflects the transfer

of government enterprises to the non-public sector in country's privatization

efforts. However, the increasing allocative share of bank facilities to "private"

sector does not necessarily imply a pivotal shift in the beneficiaries of bank

credit. To a large extent, the privatization program has resulted in a transfer of

ownership of government enterprises to other non-governmental public

enterprises and state-controlled financial institutions~. Further evidence

~ In Iran's business structure and indeed according to Iran's Constitution, three entities are
allowed to operate (1) Private Sector, (2) Cooperative Sector, and (3) Public Sector. The latter

~~~~
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suggests that during the contractionary monetary policy cycles, access of the

small and medium size private businesses to credit has been rather limited.

Indeed, the "Stop-and-Go" policies generally discriminaXed against the small

and medium private sector entitiess~. ,

In addition, evidence from the private sector industry g~oups confirms that

they are unable to obtain a significant level of financing lfrom the banking

system. Accordingly, some private enterprises (and public qompanies) rely on

the use of the Informal-Bazaar Market System for (short-term) finance. Some

elaboration on this discussion may be useful. In the informal market of the

Tehran Bazaar, the financing takes place short-term, urlder one year. Most

terms are for three months. Financing is mostly in cash and checks (or drafts)

are accepted as collateral. Most participants know each other personally

through a specific trading profession (e.g., textile traders). Interest rates get

quoted on a monthly basis. For instance, at the time of writing this

dissertation the minimum rate (for the "best risk") stands at four per percentsz.

Due to credit rationing, the loan portfolios of the commercial banks are

skewed towards certain economic sectors as a result of directed credit

regulations promulgated by the Central Bank. Through a formal credit-ceiling

scheme (which was stopped during the unsuccessful structural adjustment

program only for a few years during the period 1988-93), each bank is

required to participate in a sectoral allocation scheme for credit expansions3.

Currently, new lending throughout the system is supposed to be allocated as

shown in table 3.

conveniently is divided into Government Sector (e.g., ministerial ownership) and Non-
Government Sector (e.g., "Foundations" such as Mostazafan and Janbazan Foundation, MJFI.
The term "stop-and-go" policy refers to the Friedman tradition. In Friedmanian argument

regarding "rule versus discretion", a shortcoming of the discretion involves "stopping" the high-
inflation-high-growth economy at the peak of the business cycle (by contractionary monetary
policy). And in turn, and making it "go" when the economy hits a recession by engaging in
monetary expansion.
The informal sector of the Iranian financial system will be covered later in this dissertation in
more detail.

61

62
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Table 3- Sectoral Credit Allocation of the Banking System

Sector Allocation
Indust 8i Minin 37ok
Housin 8i Construction 320~0
A riculture 20~o i
Trade 8~ Service Sectors 1 10~0
Souree: Central Bank, Balance Sheet Report, 1997.
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2.2.5 The Nature of Interest Rate Determination in Iran's
Banking Environment

Banking system's deposit rates are set by the Central Bank in collaboration

with the Currency end Credit Council (CCC1. In Islamic manner of setting of

rates, the lower portion provides an example of setting "tentative" versus

"definite" rates on deposits. The "tentative" rates are finalized into "definite"

rates early each year for the previous year-as if the share of the public within

the Islamic mosharika (partnership) is determined.

In is mentionable that the deposit taking and loan making in Iran are

accomplished according to the Islamic "sharia" and the Law for Interest-Free

(non-usury) Banking Operations. Accordingly, any contracts based on fixed,

pre-determined interest rate is prohibited. So, any bank contract is

theoretically made on the future forecast of bank operations and its

profitability--thus, in a way "participation" vocabulary becomes present in all

bank contracts. In these way banks become depositors' agents and shares in

the profits. However, in practice the rates are determined by the CCC after

considering banks' profits and taxes; so the rates are not supposed to be

uniform every year. But since all banks are governmental and inflation and

growth are also considered in the macroeconomy, the CCC sets all banks'

rates uniformly. In contrast, each bank makes its own specific profit and could

63 The credit allocation ratios are presented in Section 2.2.
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pay its own ( Islamic) rate. The deficit for that covers a loss-making bank

banks itselfs4!

The bank facilities expected rates are also set by the Central Bank in

coordination with the CCC. Generally, the agriculturé sector is subsidized and

the trade and service sectors are penalized. The housing sector receives a

second priority in terms of facilities or credit rates and subsidies. Of course,

banks are requiréd to observe sectoral credit ceilings when extending credit.

2.2.6 Repressed Financial Systemeb
Throughout the last several years, the deposit rates have remained below

inflation, contributing to a Repressed Financial System already in place. While

these rates have had a negative impact on savings mobilization and caused

disintermediation, the policy has artificially stimulated the demand for credit

and promoted the informal financial sector of the country. A lasting excess

demand for subsidized credit has been difficult to manage effectively and the

rationing process has become more and more inefficient, warranting for the
,f

central bank's direct intervention in credit distribution (Cf. World Bank, 1994).

While the Second Development Plan (1995-99) suggested "rationalization"

of deposit rates, but the liberalization of rates of return on banking facilities

need to take into account the impact of higher rates on the solvency of

borrowers and the credit risk exposure of banks. While at the center of Iran's

financial system, banks are in a fragile position, hindering the rapid financial

liberalization.

s4 The details of the Islamic Banking System are covered elsewhere ín this dissertation.
ss As mentíoned already, the term " repressed" is used in terms of the Gurley-Shaw-McKinnon

approach. See, Gurley, J. and E. Sha~ri, ( 1955), Financial Aspects of Economic Development,
American Economic Review, pp. 515-538; and the classic look by McKinnon, R.I., (1973),
Money and Capital in Economic Development, Brookings Institution, Washington, D.C.
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2.2.7 Inter-bank credits for the Specialized Banks .

Most banks are complying with the high level of advances required for the

specialized sectors by lending indirectly through the three specialized banks

established for the agriculture, housing and mining sectors. These inter-bank

credits are also mostly short-term (between 1 year to 3 yearsl in nature

although in a recent year the CCC instructed the commercial banks -- through

the Central Bank -- to extend the terms on outstanding housing construction

and agricultural credits~. The maturities range from one to three years and

they are renewable at the time when for the new interest level new

agreements are made. For the great majority of direct credits extended by

these banks to their customers, continue to be "installment sales" Islamic

contracts and "civil partnerships", which will be discussed in Section 2-4.

2.2.8 The Foreign Currency Practices of Iranian Banks
As most production and capital investments in Iran include foreign inputs, a

major constraint on the financing of capital investments comes from the

shortage of foreign currency and the bottlenecks created by the current

foreign exchange allocation mechanism.

Banks' direct access to foreign resources is extremely limited due to their

lack of credibility in foreign financial markets originating from important

arrears in the payment of past due letters of credit87. The capacity of Iranian

banks to attract foreign bank participation in the financing of projects in Iran is

greatly related to their performance in international financial transactions.

Limited financial resources, lack of managerial autonomy, inadequate expertise

66 In 1375 (lranian calendar corresponding to 1996) for supporting the farmers against a severe
drought, the Currency and Credit Council directed banks to allow for setting a two-year
moratorium on agricultural loans. Also for production of small-scale and low cost housing
lapartments under 100 square metersl, CCC reduced the rate on these leans and also extended
the maturity.
Our research reveals that Iranian banks are not rated in international markets by rating agencies
such as Standard 8~ Poor's or Moody's. However, recently Moody's has rated tAe Iranian credit
rating as a whole (sovereign guaranteel. The rate is 82. See, (July 19991, "Iran Economics",

[-i-~l

s~
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in international finance and the government control over the allocation of

foreign exchange do not qualify Iranian banks as independent underwriters of

rellable contractual endorsements that could serve as substitutes for

government loan guarantees in any large international financing operation. In

view of the sizable need for foreign capital to promote economic growth in

Iran, the current policy of severely restricting the use of government foreign

loan guarantees is not sustainable without an autonomous and financially

strong banking sector that can build a solid reputation in international financial

markets.

2.2.9 The Establishment of Private Non-Bank Financial
Institutions (NBFIs)

In order to expand the financial services sector, in 1992 the government

announced the adoption of the "Regulations Governing the Establishment and

Activities of Non-Bank Financial Institutions" (NBFI)~. In this regulation, the

main difference between NBFIs and banks is that those institutions will not be

allowed to open current account. Such institutions will function as either

"specialized"--like a building society--or "general" financial institutions without

any restrictions to their loan portfolio. They will have to be established as

joint-stock companies with a minimum capital of IRL 5 billionó9. The creation

of each such institution will have to be authorized by the Central Bank. The

relevant regulation includes basic disclosure requirement, capital adequacy, a

limit for a single borrower (set at 10 percent of capital), and a prohibition on

"connected lending"~o. But the legislation submits private financial institutions

to a similar current banking regulation concerning relatively larger reserve

requirements and non-market deposit rate determination and credit facilities.

monthly, 7, Tehran.
ss See, Currency and Credit Council ICCC), (19911, Regulations Governing the Establishment and

Activities of Non-Bank Financial Institutions; and 11992), The Approval by the Council of
Guardians' (COGI.

69 Of the spècified capital, 35 percent must be paid at the time of incorporation.
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Apart from savings and investment iieF,~sits, non-bank financial institutions

are allowed to issue other types of financing instruments such as

"participation securities". NBFIs are auihorized to carry out transactions on an

Islamic profit-basis and grant credit f~cilities. Their source of funds wilt be

savings or similar accounts, investm~,~t (time) deposits, issuance of

"participating securities" and would also accept facilities from individuals and

corporations. Their credit facilities ~hall at no time exceed 15 times the

balance of their capital account.~~ Also, credit to any person cannot exceed

10 percent of that account72.

This legal initiative provides an opportunity to the private sector to

participate in the development of the Iranian financiat system. It may also limit

the growth of the informal sector. This newest financial law grants the Central

Bank spacious discretionary powers over the regulation and supervision of the

NBFIs' activities. But since the ratification of this law (in 1992), only one

license has been granted by the Central Bank!

2.2.10 Classification of Financial Institutions of the Islamic
Republic of Iran

By the taxonomy presented earlier in this section, we can present the

classification of Iran's financial systems and institutions. Markets and

institutions in Iran can be proposed to have the following parts:

1. Bank-Based Institutions and System: Including commercial and

specialized banks.

2. Contractual Financial System: Including insurance companies, pension

funds 3nd the social security administration.

~o The new law makes no reference to foreign ownership-- effectively disallowing it.

~~ In our analysis this "limitation" implies a very low ratio on, say, capitallasset ratio. For example,

if the institution were other assets amount to 10 (unitl, with 15 loan, the capitallasset ratio

would be only 4 percent! This ratio is much below the standards set by Bank for International
Settlements. The reason for this decision by the Central Bank of Iran is not known.

7z The relevant regulation does not indicate the minimum percentage of the capital share that must

be held by the public.
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3. Non-Bank Financial Svstem: Including credit and financial institutions,

Qard-al-Hassaneh funds and credit cooperatives.

4. Securities-Based Institutions and System: Including the Tehran Stock

Exchange, stock exchange brokers, closed-end investment companies

listed in the Stock Exchange and unlísted as well.

Bank-based system is itself formed of two networks of commercial banks

and specialized banks. Speciatized banks, which can be also labeled as

"development banks", function in a longer-term market as seen in some other

developing countries. As mentioned previously, the number of commercial

banks is 6 and specialized banks are 4 at the present time. Contractual

financial instítutions comprise of insurance companies (including 4

companies), pension funds (at least 16 funds are recognizable in Iran) and the

Social Security Administration. A Social Security Investment Company is

active, while both the administration and company operate in Iran's financial

system satisfactorily.

In the non-bank network, credit and financial institutions of the Mostazafan

and Janbazan Foundation (MJF or "Bonyad") and the first specialized private

credit institution--specialized in the building affairs--are operating. Additionally,

qard-al-hassaneh 73 funds and the credit cooperatives can be placed among the

entities in this group. In the securities-based system, brokers are active in the

only "secondary market" of the country in the Tehran Stock Exchange.

Meanwhile, this system can be figured as a system including two types of

investments companies: comprising of the listed and unlisted companies at the

Tehran Stock Exchange. On the other hand, although there is no "over the

counter" market, buying and selling of shares of the companies outside the

stock exchange (e.g., shares of a newly established investment companies)

can be interpreted to a market similar to that of over the counter market.

73 Non-profitlNo-interest saving account Funds.
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Table 4 is a representation of the above-mentioned taxonomy and also

pigeonholes the current financial institutions in Iran.

Table 4- Financial Systems and Institutions in the Islamic Republic of Iran

Commercial Bank Melli Iran, Commerce Bank, Sepah Bank, Mellat
Banks Bank, Bank Saderat, Bank Refah Kar aranBank-Based System kl l B E tI d 8 Mi A iBSpecialized an , xporgr turan ustry i ne, cuank of
Banks Develo ment Bank, Housin Bank
Insurance Iran Insurance, Asia lnsurance, Alborz Insurance, Dana
Com anies Insurance

Radio 8~ TV Pension Funds, Oil Pension Funds, Jahad

Contractual-Based Pension Funds, Steel Industry Pension Funds, Civil
Pension Funds Servant Pension Funds, Banks Pension Funds, Central

~stem Bank Pension Funds, Municipality Pension Funds, Armed
Forces insurance 8r Pension Funds

Social Security Social Security Organization, Social Security
Or anization Or anization Investment Com an

General: Bon ad Credit Sr Financial Institution
Non-Banks Financial Non-Banks Specialized: Financial 8~ Credit Institution (in Building
IrlstÍtUtÍOns Institutions Affairs)

Qard-al-Hassaneh Funds, Credit Coo eratives
Behshar Industries Development

Listed Investment Co., Iran national

Companies in investment Co., Bank Sepah

SBCUrity-BaSed Investment Stock Exchange Investment Co., Alborz Investment
Co., Iranian Industrial Development

Financial System Com aniesp Investment Co., ...

Unlisted Social Security Investment Co.,

Companies Shahed Investment Co., Housing
Investment Co., ...

Source: As surveyed by the author and proposed by the taxonomy of this dissertation.

2.3 Empirical Evidence Regarding Iranian Commercial
Banking System

2.3.1 Skewness in Loan Assets
There seems to be a sort of skewness in favor of some types of Islamic loan

contracts ~ntithin the Iranian banking system. The sum of short-term advances

under Qard-al-hassaneh, civil partnerships and modarabah contracts make up a

31.5 percent of total loans~d. Furthermore, an examination of the financial

statements of the five commercial banks reveals that about 78 percent of all

'" A description of Islamic financial contracts will be presented later in this chapter.
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credits advanced by the banking system are for terms of one year or less.

These credits are in turn supported by a total of current accounts and short-

term investment accounts amounting to 75.3 percent of the total deposit

base. Given that Iranian banks are supposed to play a critical role in the long-

term capital market, this type of skewness implies a severe shortage of long-

term debt in firms' capital structure.

Such a high level of short-term credits is generally associated with a pivotal

proportion of rolled-over bank loans used to finance medium to long term

borrowing needs. In turn this particular type of asset and liability mix makes

the commercial banking system highly vulnerable to shortages of liquidity.

Additionally, the heavy dependency on short-term funding and consequently

short-term credits makes the commercial banking system highly vulnerable to

a variety of external macroeconomic movements such as inflation, effective

interest rate fluctuations, depositor dissatisfaction and swings in government

policies. Finally, the loan portfolios of the commercial banks are further

skewed towards certain economic sectors as a result of credit regulations and

credit-rationing policies.

Leasing is used very little and there is no appropriate legal framework for

this type of financing. Furthermore, there seems to be few appropriate

banking facilities for financing the working capital needs of manufacturing

enterprises such as the financing of stocks of semi-finished goods. As to civil

partnership, private enterprises are generally reluctant to share the ownership

of their projects as a condition for bank financing. This form of financing

entails high management and legal costs and may require the disclosure of

sensitive private information to state-owned banks. Forward purchase by

Iranian banks of a company's output is another financing alternative.

Howe.ver, this financing technique as practiced by Iranian banks is very

unwieldy since, in contrast with functioning of most forward markets, Iranian

banks require the physical delivery of goods being sold forward.
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There are also a number of other indications that the quaNty,

collateralization and distribution of the lending portfolios of the commercial

banks are rather weak. All banks report a significant level of past-due loans

and a growing level of "investments" which are the result of loan

foreclosures75. Virtually, all credits are secured with real assets. The actual

value and liquidity of these real properties as loan collateral is uncertain under

current stagnant economic conditions.

Conclusive data is difficult to obtain. This is due to the fact that there is

mixture in the definitions of private sector and public sector enterprises. It

appears that more than 40 to 45 percent of all banks' credits are granted to

own or government controlled enterprises~s. The private sector has a difficult

time accessing formal sources of credit~~.

There are no available data on the amount and type of bank credit

extended to enterprises that are 100 percent privately owned or controlled by

strictly private capital. The recent experience, especially during the stop-and-

go policies, reveals that access to medium and long-term bank financing by

private investors is largely inadequate.

2.3.2 Claim Shares
In terms of savings mobilization, commercial banks with their extensive and

expanding network of branches occupy a large share of the banking market.

A large part of the specialized bank's resources come from the interbank loans

by commercial banks under instructions from the Central Bank and the

75 There are no uniform definitions of "non-performing" loan within the Iranian banking system.
~s The Budget Law, Article 3, ( 1997-96) sets a ratio of 65-35 to be allocated between the

private-government sectors. This article which is often repeated in annual budget laws is an
important article with regard to credit allocation and subsidies within the Iranian banking-
financial system.

~~ Dialogues with private-sector groups confirm that they are unable to obtain a significant level of

financing from the commercial banks. Many private enterprises and individuals continue to use
the well-established informal--bazaar-- sector, which is estimated to control a substantial
portion of the nation's commercial finance. Nevertheless, in 1996-97 calendar year, 45 percent
of banking facilities were supposed to be allocated to the government sector and 55 percent to

~~~~
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Currency and Credit Council (CCC). At the top of the sectoral credit targets,

interbank loans in favor of specialized banks represent another redistribution

mechanism of low cost deposits collected by commercial banks. Since these

loans entail significant cost of funds subsidies and may represent up to 20

percent of a bank loan portfolio, they introduce serious distortions in the

banks' financial results.

Also, limited and unpredictable access to foreign currency is viewed as a

major impediment to capital investment since most enterprises depend on

foreígn inputs for the expansion of their activities. The current range of bank

financial instruments needs does not properly meet some important types of

financing.

2.3.3 State Domination within the Banking System
Similar to the state controlled economies, the Central Bank dominates the

Iranian financial system not only by the extent of its monetary and financial

activities but also by the relative size of its assets. Its actívities include not

only the supervision and regulation of banks but also direct lending to

government enterprises. The dimension of the Central bank is equal to over 50

percent of the combined assets of commercial banks and is almost equivalent

to the total amount of claims on the non-public sector7e.

Since most of the economy remains under state control, the Central Bank's

intervention in the credit allocation and banking system is dominant and exerts

a strong influence on the performance of commercial banks and the efficiency

of the financial system79.

Rates of return on different types of bank facilities are still largely and

administratively set through sectoral rate ceilings, although there has been

the private sector.
7e In addition to money market, Central Bank dominates the capital market of Iran. Through

oversight and regulation of the Tehran Stock Exchange through the Stock Exchange Council
and majority ownership of the National Investment Company of Iran.

79 Inflation rate is estimated to be around 20 to 25 percent in 2000.
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recently an effort at reducing the number of rates subject to ceilings. The

rates range from 9 percent (agriculture) to 13 percent (industry and miming) to

12-16 percent (housing). Rates are free for facilities extended to trade and

services (where they are usually from 50 percent to 100 percent higher that

the ceiling rates for the other sectorsl. All controlled rates of return fall short

of inflation80. Table 5 shows the deposit rates within the Iranian banking

system during the 1989-99 periods. Also, bank cash reserve requirements are

relatively high. They range from 10 to 30 percent of deposits depending on

their category. The ratio instrument is not actively used by the Central Bank to

manage the liquidity of the banking system.

The long lags (from one to three months) in the bank's reporting of their

monthly liquidity positions significantly reduce the efficiency of bank reserves

in the conduct of monetary policy81. In the absence of investment alternatives

for short-term bank liquidity, excess cash reserves tend to vary within wide

limits and do not provide a relíable guide for Central Bank interventions.

Table 5- Banking System Deposit Rates (Percent)

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Short-Term 9.0 6.5 6.5 7.5 8.0 8.0 8.0 8.0 8.0 8.0 8.0
1- Year 8.5 9.0 9.0 10.0 1 1.5 14 14 14 14 14 14
2- Years - 10.0 10.5 11.5 13.5 13.5 15 15 15 15 15
3- Years -- 1 1.0 11.0 13.0 14.5 14.5 16 16 16 16 16
4- Years -- 13.0 14.0 15.0 16.0 16 18.5 18.5 18.5 18.5 18.5
Source: Central Bank of Iran, Balance Sheei Reports, Tehran, lran, Various Years, 1990-96.
The data used are the most recent ones available on the time of working on fhis thesis.

2.3.4 Credit Rationing
The princi~al monetary policy instruments in Iran are the setting of an overall

limit on central bank advances to the banking system and the setting of

80 There is no market for profit bearing short-term instruments or interbank deposits.
H' Nevertheless, it is mentionable that as a short-therapy, at times the Central Bank engages in a

so-called "bridge-financing" of government projects. In this scheme, the Central Bank discounts
the loans provided to government projects, so that liquidity can flow to unfinished government
projects.
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quantitative sectoral credit targets and regulated rates of return on banking

facilities. The Central Bank does not usually carry out selective credit rationing

policies through bank loan rediscountingez.

As mentioned previously, the loan portfolios of the commerciat banks are

skewed towards certain economic sectors as a result of directed credit

regulations promulgated by the Central Bank. Furthermore, each year the

Budget Law determines an overall ceiling on credits to the government,

including its corporations and agencies. The Central Bank approves all credits

to government enterprises and agencies, whether the funds are extended

directly by Central Bank or by any other bank. New credit by commercial

banks must meet the sectoral targets set in annual budgets and the five-year

plans as well. Table 6 reveals the effective sectoral allocation of claims on

non-public enterprises by commercial and specialized banks. According to the

latest data available, the current ceilings are 25 percent for agriculture, 33.5

percent for manufacturing 8~ mining, 29 percent for construction 8~ housing,

and finally 12.5 percent for trade 8~ services. It may be useful to mention that

there was a major shift in the sectoral credit allocation during the 1992-93

calendar year, reflecting a recession in the construction sector caused by

strong downward pressures on real estate prices. This slowdown created a

significant gap between the targeted and realized sectoral credit allocation,

resulting in an 8 percent under-allocation in the construction sector being

compensated by an 8 percent over-allocation in manufacturing and mining

sector.The share of the service sector as a proportion of GDP is rising and is

close to twice as large as the manufacturing and mining sector (42.5 percent

versus 23.3 percent). But the allocation of bank credit to the service sector

has been declining steadily over the last five years from 22.6 percent of total

banking facilities to 12.4 percent. The large gap between the share of this

Bz Since ownership of the service sector is mostly private; it also reflects the crowding out of the

private sector that must rely increasingly on informal sources of financing
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sector in the economy and its share banking facilities is a direct consequence

of the sectoral credit targets that provide low cost funds to other sectors of

the economye3.

There is no ceiling on its rates for banking facilities to the service sector.

Iranian bankers have indicated that, in the absence of sectoral targets, they

would not hesitate to increase their loans to the trade and service sector.

Profit rates on bank loans such as installment sales and hire purchase

transactions are subject to sectoral rate ceilings determined by the CCC. The

rate ceilings become minimum expected rates on the equity component of

profit sharing transactions such as partnership and direct investment.

Table 6- Distribution of the Sectoral Allocation of Claims on Non-Public
Enterprises by Commercial and Specialized Banks (As a o~o of Total)

Sectoral Allocation 88189 89190 90191 91192 92193 ( 1) 93194 94195 95196 96197 97198
Trade 8~ Services 22.6 20.3 19.4 17.3 12.4 16.6 17.2 13.2 12.5 12.5
A riculture 16.3 17.4 16.2 16.2 15.4 15.8 17.0 21.0 25.0 25.0
Manufacturing á
Minin

18 9 20.9 23.4 26.7 40.3 29.8 33.4 35.3 33.5 33.5

Construction á
Housin

34.1 33.2 30.7 30.5 21 .5 28.7 32.4 30.5 29.0 29.0

Direct Investment 5.9 5.5 5.0 5.5 6.4 6.2 - - - -
-Others 2.2 2.6 5.3 3.9 4.0 2.9 - - - - 1

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 ~
Souice: The Centra! Bank of Iran, Balance Sheet Reports, Tehran, Iran, Various Years, 1989-97.
I11 Data for 92~93 may contain a small estimation error due to unavailable data on the category
"Others ".

2.3.5 Ownership and Management in Iran's Banking System

Appointments of senior bank managers are generally made by the Central

Bank, whose governor plays a large leverage. The highly unvarying pay scale

for bank rnanagers and the excessive number of bank employees--over

83 This pattern suggests that liberalization of banking activities--when it comes--does not only
concern credit allocation and market rate determination but also the managerial autonomy to
attract and upgrade high caliber personnel.
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employment--relative to the size of bank assets are symptoms of the high

degree of direct government involvement in bank management~.

Two of the five largest commercial banks (Melli and Sepah) have been

state-owned for more that seventy years and have developed a special

corporate-bank culture as SOEs. These enterprises tend to operate under a

highly centralized structure that maintains a close tie with the government.

The three other commercial banks are amalgamation of several private banks

that were nationalized in 1979. Thus, none of the Iranian commercial banks

has operated as a riQ vate corporate entityes.

2.3.6 Bank Assets and the Capital Adequacy Issue
In nominal terms, the banking system's asset growth has been impressive.

From 1981 onward, it has increased by a factor of over 20. However, in real

terms (using GNP price deflatorl, banks' assets have been flat until 1988,

slowly moving up during the first half of the last decade but then becoming

stagnant. System's capital to total asset ratio has also done poorly until 1990.

This ratio has declined from 5 percent in 1980 to an estimated 0.5 percent in

1990. Afterwards, mostly due to the revaluation of assets, this ratio has

improved. At the present (1998) we estimate this ratio at about 3.5 percent.

The level of equity capital available in the five state-owned commercial

banks and the recent actions taken by the banks to increase their capital

accounts is another area of bank performance and safety, which is of

concern. As shown in table 7, the total capital base of these banks is rather

low. In fact, two banks--Bank Saderat and Bank Mellat--report negative

retained earnings88.

ea Therefore, it would require an elongated time to bring major changes in Iran's corporate-bank

governance without changes in the ownership of banks.
es While many international banks are increasing paid-in capital in order to meet the BIS standards

of an 8 percent capital adequacy ratio on a risk-weighted asset basis, Iranian banks show an
insignificant cumulative capital adequacy ratio.

es gank of International Settlement, 119881, "Basle Accord", June.
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Table 7- Capital and Assets, Commercíal Banks 199811999
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Amount in Millions of Rials
Bank Melli Bank Te'arat Bank Saderat Bank Mellat Bank Se ah

Paid in Ca ital 1,145,000 571,120 948,000 605,000 400,000
Total Reserves,
Retained Earnings (loss)
Provisions

40,075
879

41,099
61,646

19,097
(306,319)

7,843
(48,770)

5,888
--

Re orted Total E uit 1,185,954 763,865 660,778 564,073 405,888
Net Fixed Assets 2,543,718 935,453 1,642,002 1,202,961 831,921
Re orted Total Assets 55,136,152 22,232,663 39,033,556 26,728,240 19,499,072
Souice: Central Banks of I.R.I (June 20001, Individual Banks, Annual Reports, Financial Statement,
Tehran, Iran, 1998-99

It is mentionable that during the 1993 operating period, all five of the

Iranian commercial banks took advantage of a one-time government directed

program to revalue their fixed assets. The government, through a Central Bank

directive, allowed a one-time tax abatement for this revaluation and the new

value was recorded on the bank's balance sheet as an increase in assets with

a corresponding increase (revaluation reservel, to the capital account.

While the revaluation of fixed assets is a fairly common and accepted

accounting procedure, particularly in highly inflationary environments, the

problem here is the combination of the amount of the revaluation and the

belief by the banks that this exercise is the equivalent of an actual injection of

new capital. The extremely high level of increase in the revaluation of the

banks' fixed assets calls into question the methodology adopted to perform

this operation. Even though this was the first reappraisal of the market value

of these properties in many years, it is most unlikely that real market values

would have increased to the levels now reported. The average increase in the

value of the fixed assets for these banks was 13 times. Bank Melli Iran

reported a 23 times increase, based mainly on the revaluation of their centrally

location head office building in central Tehran. In any case, it is important to

remember that such reevaluations are subjective in nature and that there is no

net funds movement unless the property is actually sold.
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International accounting standards as well as the BIS guidelines for bank

capital adequacy calculation place severe restrictions on the use of revaluation

reserves as capital. By convention, bank capital is divided into two separate

tiers: Tier 1 or core capital, consisting of shareholder's equity and retained

earnings; Tier 2 or supplementary capital, made up of loan loss reserves and

hybrid capital instruments. Tier 2 capital, which is less desirable, cannot

exceed 100 percent of tier 1 capital for purposes of calculating a bank capital

adequacy ratio.

The Basle Agreement, which calls for banks to maintain an 8 percent

capital adequacy ratio, also restricts the definition of revaluation reserves as

tier 2 capital and then further limits their inclusion to a maximum of 50

percent of the total of any tier 2 capital employed. As a result, any revaluation

reserve amount could not be more than a total of 25 percent of total capital,

or 50 percent of tier 1 capital.

If properly accounted for, the high level reevaluations recently undertaken

by the Iranian banks would have a minimal impact on their equity levels for

purposes of ineasuring their actual capital adequacy. Therefore, Iranian state-

owned commercial banks remain undercapitalized and their continued

operations and the prudent protection of depositor's funds will only be

assured through the investment of new shareholders' equity capital, which

injects new funds into the institutions. A bank's capital is its cushion against

excessive losses caused either by internat factors such as loan losses or

depositor's runs or external macroeconomic impacts. A strong financial

system, which regulates a bank's solvency position, is of primary importance

in gaining depositor confidence and ensuring that the institution does not

exceed prudent leverage ratios. This ratio is considered by financial analysts to

be a key indicator of a bank's financial condition.

The traditional ratio of total capital to total assets has been updated with

an internationally accepted formula developed by the Bank for International
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Settlements (BIS) in Basle, Switzerland, commonly called the Basle

Agreement. This formula incorporates the use of "risk-weighted" assets as the

denominator and an adjusted capital account total for the numerator. The

bank's assets, including off-balance sheet exposure, is ranked or "weighted"

assets as the nominator and an adjusted capital account total for the

numerator. The bank's assets, including off-balance sheet exposure, is ranked

or "weighted" by degrees of loss risk. The asset weightings range from 100

percent of the reported value of the asset to 0 percent risk for asset items

such as cash and liquid government securitiesB~.

The institution's capital accounts are divided into two separate "tiers" of

"core capital" and "supplementary capital". The Basle Agreement requires that

at least 50 percent of the bank's capital base (for purposes of the ratio

calculationl, consist of a"core" element comprised of equity capital (paid-in-

capital), published reserves, and post-tax retained earnings. Tier 2 capital

includes such unpublished or hidden reserves, revaluation reserves, hybrid

debt instruments, and subordinated term debt. Each of these account types

have specific limitations of value and the total amount of tier 2 capital

included in the ratio calculation is limited to an amount equal to core capital.

The Basle Agreement calls for international financial institutions to maintain

a capital adequacy ratio of 8 percent on a risk-weighted assets basis. Each

country is expected to develop its own time frame for achieving this ratio

within their financial sector; usually increasing the ratio level over a number of

years. In the case of the Iranian banks, the core capital base has deteriorated

over the years and is now almost low, for each of the five commerciai banks.

The revaluation levefs accepted by the Iranian commercial banks is extremely

high, even when considering the fact that this was the first such adjustment

87 As an impact to the capital account, these reevaluations represent and average increase in flxed

asset values of some 13 times, and Bank Melli reporting a 23 times increase due mainly to the
revaluation of his head office building.
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in some time and that inflation has been significant over recent years88. It is

questionable whether or not these reevaluations actually represent the real

market value of these assets. -

Iranian banks' management has decided to incauc~e. the total amount of the

revaluation reserves in their calculations of capital adequacy.

This logic seems to be due to the oldness of assets and after the reduction

of annual depreciations; most of such assets had been registered on their

books at the base price. This reality can hide the actual depth of their

undercapitalization problem.

2.3.7 Bank Financial Performance

2.3.7.1 Current Banking System Performance
Today Iranian banks operate under a non-competitive nationalized system in

which they are heavily controlled by Central Bank policies. Credit is allocated

and negative real interest rates (limits on authorized investment returns) are

imposed on both deposits and loans by the Central Bank as part of the

centralized planning process. Over the years banks have been effectively

decapítalized through a combination of operating losses, inflation, and

currency devaluation. Table 8 highlights the balance sheet position of the five

main Iranian commercial banks as of 1998199 (the last accounting period for

which complete financial data for each institution has been available). An

analysis of table 8 reveals a number of interesting facts and weaknesses

within the commercial banking system.

a. Bank Melli Iran is by far the largest of the five commercial banks.

b. While Iranian commercial banks exhibit a positive and acceptable loan to

deposit ratio, their capital base is largely inadequate and makes them

B8 This ratio has slightly declined in the past two years.
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highly dependent on direct government intervention to redress any

significant bad foan experienceB9. Thus, each bank is highly leveraged.

Table 8- Balance Sheet Highlights I Iranian Commercial Bank

Amount in Billion Rials
Bank Melli Bank Téarat Bank Saderat Bank Mellat Bank Se ah

Assets
Total Loan Assets 28,214 10,640 9,938 12,474 8,888
Total Assets 55,136 22,233 39,034 26,728 19,499
Liabilities
SIT Investment deposits 24,395 14,490 13,979 11,807 10,578
LIT Investment deposits 11,636 4,553 4,455 8,705 6,038
Total Equity 1,186 674 661 564 406
LoanlDeposit Ratio (96) 7813 5519 5319 6018 5315
Ca itallAssets Ratio (oi6) 2l1 2I6 2l4 2l3 2l1
Souice: Central Banks of I.R.I (June 20001, Individual eanks, Annual Reports, Financial
Statement, Tehran, Iran, 1998-99

2.3.7.2 Operating Results
The operating results of the five commercial banks, as reported for their

operating year ending 1998~99 in table 9, illustrate a number of highlights but

also a few structural problems.

1. The net operating margin (that is, net profit before tax divided by the total

assets across the five banks) is rather low. This effect is mainly due to:

- Very high tax Iln the five banks, average tax for the respective year in

table 9 has been 65.3 percentage);

- Large personnel and administrative expenses (Total personnel of the said

5 banks are 126173 persons for the years under study), and

- High depreciation charges and loan loss provisions (about 54.9 percentl.

Naturally, in the current highly inflationary environment, this is

insufficient. The tax rate paid by some banks is indeed extremely high.

Such a high level of taxation can only serve as a further disincentive for

the banks to operate efficiently and raise their capitalization through

retained earnings.

B9 This ratio has slightly declined in the past two years.
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2. The paid-up "profit" (or deposit) rates varied from 8 percent up to 18.5

percent for five-year deposits during 1997 to 99. While these figures

would otherwise yield a negative spread owing to the low average gross

return on assets, this loss position on profit-bearing bank liabilities is more

than compensated by the huge base of zero-return deposits enjoyed by

each bank. Thus, the average cost of funds for the banking industry is

also relatively low and results in a positive spread between rates of return

on total loans and deposits. Nonetheless, the actual after tax return on

total assets (net profit after tax~total assets) for these five banks

collectively are very low.

3. The cost of personnel and overhead expenses as related to interest

income is a standard indicator of bank operational efficiency. In the case

of the five Iranian commercial banks, internal inefficiency is reflected in a

high ratio of overhead costs to interest income. Even increasing the

denominator to include total income only reduces this ratio slightly,

indicating that the banks spend a good part of their income earned on

personnel and administrative expenses. This high overhead burden is one

of the major reasons (along with high taxation ratel, that the five banks

collectively report a very low net profit to total income return.

Table 9- Profit 8r Loss - selected accounts, Commercial Banks 1995196

mount in Million Rials

Bank Melli Bank
Te'arat

Bank
Saderat

Bank
Mellat

Bank
Se ah Total

Revenues:
Income from Islamic Contracts 2,297,288 868,674 1,110,859 1,201,449 842,599 6,320,869
Commission á fee income 662,810 469,224 271,995 107,324 138,924 1,650,277
Bonus from government bonds 106,877 73,747 57,390 57,477 148,005 443,496
Other Income 542,418 159,649 171,509 167,482 150,649 1,191,707
Total Incóme 3609.393

-
1 571294

-
L611,753 1533,732 1,,280,177 9,606,349

Expenses:
Payment on investment deposit 2,347,245 860,583 784,342 906,790 774,818 5,673,778
Other interest related costs -- 78,737 162,232 -- 22,252 263,221
Personal 8~ Admin ex enses 967,039 388,052 297,966 428,874 360,701 2,442,632
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Table 9 - Continue
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Amount in Million Rials

Bank Melli Bank
Téarat

Bank
Saderat

Bank
Mellat

Bank
Se ah Total

Operating Profit 295,109 243,992 367,213 198,068 122,406 1,226,718
Depreciation expenses 167,437 45,028 45,592 95,227 57,394 410,678
Provisions for bad debt 9,885 62,691 103,366 40,151 45,510 261,603
Profit before tax 117.787 136.203 218.255 62.690 19.502 554,437
Net rofit after taxes 81,782 87,908 138,036 44,115 10,247 362,088
Source: Central Banks of l.R.l (June 2000J, lndividual Banks, Annual Reports, Financial Statement, Tehran,
lran, 1998-99

2.3.8 A Comparative View of the Iranian Banking System
It is of interest in this dissertation to present a comparative view of the Iranian

banking system within the international (and comparable) setting. However, it

is readily mentionable that there are varíous constraints set on this kind of

comparative study. First, is the lack of updated data for various countries,

which can be compared with the Iranian financial institutions. Furthermore,

due to different accounting standards, any comparison provides serious

problems. Moreover, different practices as well as regulations make financial

environments largely heterogeneous. Finally, any conversion of bank figures to

a unique currency--such as U.S. dollar--given the various exchange rate

systems--such as Iran's multiple exchange rates--makes any comparison even

more formidable. Given these constraints, we shall present a brief comparative

view.

2.3.8.1 Number of Banks
In comparing Iran with its neighboring Persian Gulf states, Iran's number of

banks--which is only 10--is not totally unusual among these states. As table

10 reveals, Iran number of banks falls at the lower end. Nevertheless, Qatar

has even fewer banks.
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Table 10 - A Comparison of Number of Banks

Count Number of Banks ~
Bahrain 29
U.A.E. 28
Kuwait 28 '
Saudi Arabia 20
Oman 11
Iran 10
Qatar 3
Source: Iran's data from direct observations by the author. G.C.C.
Data from Gulf Siaie Finance, Bahrain, 1986.

2.3.8.2 Broad Money as a Financial Development Measure
In the tradition of Guriey, Shaw and McKinnon, the ratio of broad money

(often M2) to the Gross Domestic Product (GDPI, provides a measure of

financial development. The larger this ratio, the more financially developed the

country. How does Iran compare with other countries? Table 1 1 provides such

a comparison between 1980 and 1984. During this time it can be claimed that

Iran's financial development has worsened, dropping from 54.4 percent to

only 37.2 percent. But, instead, Morocco has financially developed.

Interestingly, Morocco has had a more sensible growth rate of money also;

reflecting a more disciplined monetary and financial system. Instead, between

1985-94, Iran's monetary growth rate Itogether with that of Indonesia) has

been 23.6 percent annually. Turkey has done much worse.

Table 11 - Financial Development and Monetary Growth

C M21GDP 94h 1985A l M GAountry 1980 1944 -verage nnua oney rowt

Iran 54.4 37.2 23.6
Turke 17.2 21.9 70.2
Indonesia 13.2 -- 23.5
MoroCCO 38.5 58.4 13.8
Souice: World Development Report, the World Bank, Washington, D.C. 1995,
and Statistical Annex.

2.3.8.3 Bank Interest Rates
Table 12 presents a selected comparison between interest rates within the

same selective countríes. In 1980, Iran's average deposit rate was close to
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other comparable countries. But in 1994 her interest rates were less than the

others were. In terms of loan rates, Iran is-also at the lower end.

Table 12 - Financial Development and Monetary Growth

Avera e De osit Rates Avera e Loan RatesCountry 1980 i994 1980 1994
Iran 6 13 10 18
Turke 8 88 -- 60'
Indonesia 6 20 -- 20
Morocco 5 -- 7 10
Souice: Iran's data computed by the author from Central Bank Balance
Sheet Reports, 1981 and 1995.
Other data fiom World Development Report, the World Bank
Washington, D.C., 1995, Statistical Annex.
' Observed 8~ estimated by the author in Istanbul, Turkey, due to lack of
World Bank Report data for Turkey.

2.3.8.4 Sectoral Credit Rationing
Iran's sectoral credit allocation can be compared with other neighboring

countries. The sectoral distribution of credit is reported in table 13. As it can

be seen from the data, Iran rations significantly more credit to its industry and

agriculture than the Persian Gulf States do.

Table 13 - A Comparison of Sectoral Credit Allocation

Sector Iran G.C.C.
A ricultura 21.0 0.8
Minin 8~ Manufacturin 35.3 5.5
Construction 30.5 20.5
Trade 8~ Commerce 13.2 28.5
Financial Institutions -- 4.4
Personal -- 11.7
Government ` 6.9
All others -- 21.8
Source: Iran's data fiom Iran's Central Bank.
G.C.C. data from Gulf States Finance, Bahrain, 1986.
~ Iran's sectoral allocation is not separated as such but the ratio of
private to government sectors, but generally is 60~40.

2.3.8.5 The Structure of Balance Sheets, Loan-Deposit Ratio and
Capital Adequacy

Finally, a comparative view of the structure of banks' balance sheets will be

useful. Given the comparability constraints already mentioned, in table 10 an
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attempt is made to detect any parallel by comparing the structure of balance

sheets between Iran and its immediate Arab neighbors. The second column in

this table shows the loanldeposit ratio. Iran's ratio is at the lower end. On the

other hand, Saudi Arabia and Kuwait rank high--not necessarily desirable in

this situation. Surprisingly, if we include all regions' !slamic banks, we see an

astonishing 93 percent loanldeposit ratio! A capital adequacy measure (capital

to assetsl is also reported in the third column of Table 14. According to this

data, all other countries' banking systems lexcept Qatar's) have a better

capital adequacy ratio than Iran does. With 12.81 percent, Saudi Arabia

ranked at the top. At the other extreme is Qatar's capital ratio. In comparison,

the Islamic banks have 7.22 percent ratio. Finally, ín Table 15 we present the

same measures in comparison with three non-Arab Islamic countries

comprising of Turkey, Pakistan and Malaysia. Perhaps due to accounting

differences, loan-deposit ratios of Turkey and Malaysia exceed 100 percent.

But Pakistan has a more reasonable ratio of 81 percent. Iran's is also the

lowest among these countries. In comparison, Pakistan's banking system

suffers from "capital inadequacy." Iran and Turkey relatively match, while

Malaysia's is at the top with 6.1 percent. We now turn to the examination of

Iran's Islamic bankíng system.

Table 14 - Structure of Balance Sheets (1)
(Percentl

Count Loan-De osit Ratio Ca ital-Asset Ratio
Iran 56 4.0
U.A.E. 48 6.4
Bahrain 54 15.5
Oman 61 8.7
Saudi Arabia 78 12.8
Qatar 48 1.6
Kuwait - 77--- -- 5.1--
Islamir. Bank~,

! -- - -
93

- -
~, 7.?

Source: lran's data computed by the author from individual bank balance
sheets in Iran. Other data from Gulf States Finance, Bahrain, 1986.
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Table 15 - Structure of Balance Sheets (2)

Count Loan-De osit Ratio Ca ital-Asset Ratio
Iran 56 4.0
Pakistan 81 2.9
Turkey 109 4.6
Mala sia 102 6.1
Souice: Iran's data computed by the author.
Other data from Financial Structures in Organization of Islamic
Conference, Jeddah, Saudi Arabia, 1986
Conference: Jeddah, Saudi Arabia, 1986.
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2.4 An Introduction of Islamic Banking and Finance in Iran

2.4.1 History and Principles
More than 15 years has passed since Iran chose to experience a combination

of a nationalized and an Islamic financial system. Today, the banners reveal

the country's pride as having had a"unique experience in Islamic banking and

finance" in the world. While the banking system was nationalized soon after

the revolution of 1979, it took a few years before the important Usury-Free

Islamic Banking Law was passed in 1983.

Almost immediately, after the revolution, due to a variety of reasons

including expropriations, the flight of capital, lack of confidence in the banking

system, weak balance sheets and runs on the banks, in June 1979 the

Revolutionary Council passed a resolution nationalizing commercial banks.

Shortly, thereafter, the banks were ~also "amalgamated"90. Thus, the banking

system was affected by two kinds of monopolies: fewer but larger banks and

government-controlled97 .

During the early months after the new revolutionary regime was

established, several studies were made for the Islamization of the financial

system based on the "sharia" principtes, which unequivocally calls for the

9O The Usury-Free Banking Law was reported in Chapter 1. It is also notable that the Irenian
Constitution calls for the banking sector to be government-owned and controlled. Furthermore,
it specifies that all laws must contorm to the Islamic laws.

91 More recently, a new specialized bank, the Export Expansion Bank, was establíshed, thus,
increasing the total number of banks to ten.
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elimination of interest. Based on these studies and prior to the passing of the

usury-tree law, interest was (apparently) abolished and its name was changed

to "commissions and minimum guaranteed" payment9z.

It was not unti( late 1983 that a bill was passed by the Islamic Parliament--

the Islamic Consultative Council--regarding abolition of interest and, as

needed, ratified by the Council of Guardians. This law, which was named the

Usury-Free Islamic Banking Operations Law, is known as the pillar of the

Islamic banking system in Iran. It was enforced beginning in 1984.

Iranian scholars claim that the essential foundations of the Is(amic Banking

System is based on the following principles [e.g., Mahdavi, 1990; Shirazi,

1988; also see Pourian, 1994]:

1. Establishing sovereignty of Islamic values93

2. Elimination of usury. One of the most important instruments for this goal

was the qard-al-hassaneh (interest-free) deposits and loans

3. Establishment of profits in banking operations: Banks were considered

"trustee agents" in the utilization of funds on behalf of the depositors.

4. Setting up a deposit system based on new Islamic form.

5. Granting credit facilities according to new Islamic contracts in the "right"

(production) direction

6. Applying new monetary policies in accordance with sharia

7. Secure economic independence and self-sufficiency and establishing a

system founded on "social justice"

2.4.2 Attitude towards Interest
The issue of interest-versus-profit underlines the most important elements of

financial intermediation in Islam and affect the policies and functions of

S2 SNirazi, (19881, Islamic Banking Contracts, Iran Banking Institute, Central Bank of Iran, Tehran,
Ir`an, p. 25.

93 Interested readers on Islamic economics should especially consult Sadr, M.B., (19811, Our
economy, Tehran, Iran; and on the phifosophical issues of abolition of interest can review
Mottahary, M., (19931, On Riba and Insurance, Sadra publications, Tehran.
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Islamic banks. Islamic finance replaces interest by a return directly obtained

from investment activities and operations that generate surplus wealth94.

Under this system, presumably neither capital nor any income on capital is

guaranteed in advance to the depositor, and as such Islamic banks do not

have any pre-determined cost of funds. Accordingty, financial institutions ín

Iran function more as mutual funds (or profit-sharing institutions) whereby

depositors are shareholders of the firm or project in which the banks invest,

get a share of profits, and bear all the business risks.

Although the prohibitíon of interest is widespread, there are a few

circumstances where it is admitted. Thus, Central Bank may collect charges

for the loans and credits granted to the Government and organs fully owned

and controlled by the Government, since all these institutions are considered

"government instrumentalities" and charges between them are considered as

mere internal accounting operations. The Council of Guardians, which acts as

a sort of Supreme Court in Iran, also had to pronounce in 1987 on the

question of the collection of interest and late payment damages from

foreigners. It issued an opinion confirming that "the collection of late payment

damages ... was found ... to be inconsistent with the rules of religion".

In 1989, a shift in the Council's directives was detected in another opinion

according to which: "The collection of interest and late payment damages

from foreign governments, institutions, companies and persons who do not,

according to their convictions, regard receipt thereof as being prohibited is

religiously permitted; demanding and collecting such sums are, therefore, not

in contradiction with the Constitution and articles 43 and 49 of the

Constitution are not applicable in this instance"95.

94 In Islamic Economic Theory (IET), the term "riba" (usurylinterest) can be defined and

distinguished, as (a) "riba gharzi," which is interest that the lender receives from the borrower
pursuant to contractual terms and (b) "riba mo'amelti" is the "increment" received by one
transacting party from another. But the debate continues.

95 In May 1993,---- the Central Bank issued a directive advising Iranian banks that they may

~~~~
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2.4.3 The Law on Usury ( Interest) Free Banking Operations of
1983

It may be recatled that three important piece of legislation form the central

core of the Iranian banking and financial system. The Monetary and Banking

Law as well as the Nationalization of Banks Law were already discussed in

Chapter 1 of this dissertation. Today, the most critical Law of the Islamic

Republic is the Law on Usury Free Banking or Interest-Free Bankíng Operations

(tFBO) Law, its main structure that was discussed also in Chapter 1.

Nevertheless, we need to analyze briefly this Law within the current context.

Transactions carrying "interest" are considered against Islamic principles and

therefore unconstitutional in Iran. Accordingly, the IFBO was enacted by the

Majlis and came into effect in October 1983. In September 1984, the Majlis

also enacted the Law on the Manner of Implementation of Article 49 of the

Constitution of the Islamic Republic of Iran.

After spelling out the broad objectives and functions of the banking

system, the IFBO spells out the ways in which the banking system may

mobilize monetary resources as well as the various facilities that the banks

may grant to their clients. The Law of the Central Bank of Iran and Monetary

Policy describes the regulatory role of the Central Bank concerning the

banking operations involving those various facilities and lastly contains

miscellaneous provisions.

The IFBO thus implemented significant changes in banking practices. The

main changes were the following:

a. Elimination of interest from banking operations

b. Changes in the types of deposits

c. Guarantee of payment of the principal of deposits according to

appropriate regulations

proceed with payment of late payment interest under certain conditions.
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d. Approval of several new forms of credit facilities consistent with Islamic

principles

e. With the elimination of interest, new tools of monetary policy were

introduced into the banking system

It is important, however, to note that all previous laws and regulations that

were not in contradiction with Islamic principles were continued. Among other

things, the prohibition against banks to engage in trading activities was

continued. In addition, the objectives, responsibilities or functions of the

Central Bank remained essentially the same, just adjusted for Islamic banking

principles.

The primary goals of the new Islamic financial system also can be

understood from the details of the law itself.

M Chapter 1, the new law stipulates that the goals of the banking system

are the creation of a monetary and credit system based on rightfulness and

justice, and assistance to economic goals set by the government. It calls for

the stability of the value of money, and for serving the domestic payment

system as well as international balance of payments. The law also refers to

the importance of qard-al-hassaneh deposits and loans. In the same chaoter,

the law defines functions of the banking system, including the central bank, to

include deposit and investment functions, issuing and controlling money,

monitoring the performance of the system and monetary policy.

Chapter 2, concerns mobilization and absorption of funds by the system in

which allows for interest-free qard-al-hassaneh deposits (demand and savings

deposits) as well as time deposits (which do earn a return). For latter deposits,

the law stipulates that the bank shall serve as an attorney for granting loans

out of these deposits. This section of the law also obliges the banks to

guarantee the payment of principle of qard-al-hassaneh deposits and mentions

that banks can guarantee the principle of time deposits. It calls for the profit-
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loss sharing system and allows for promotions and privileges like prizes on

qard-al-hassaneh deposits and discount on bank fees.

Chapter 3, sets the new credit facilities or Islamic (loan) contracts to which

we shall refer below in section III-B. It also discourages investing in "luxury"

commodities.

ChaAter 4, allows for the control of the banking system and the

implementation of monetary policy by the central bank. It also allows for

setting minimum and maximum of bank's profit shares, determination of types
of investments, and minimumlmaximum amount of credits to be granted by

the banking system.

In the Chapter 5, the law stipulates that banks and the central bank are not

allowed interest transactions with each other, collected fees are not for

distribution (to deposit holders), and repeals all other contradictory

legislation9ó.

In this new system, banks can accept two types of deposits:

1. Interest free deposits, and

2. Time or investment deposits

Interest free deposits can be put in "current" or" savings" accounts. In

order to attract deposits, the banks can grant non-fixed prizes, give rebates

for or exempt depositors from payment of charges or attorney fees or give

them priority on certain facilities. As to "investment" deposits, they can be

short- (minimum of one year) or long-term investments (maximum of five

96 As mentioned before, most "ulema" believe that the usury-free banking law is without
deficiency; e.g., see Rezvani, Ayatollah, (1993), speech at the Annual Islamic Banking Seminar,
Iran Banking Institute, Tehran, Iran. Obviously, there is dissent and there are questions
regarding the current interest-rate system especially as practiced (by the government and the
central bank). A few ulema question the practices of the banking system; e.g., Azari Qomi,
Ayattolah, 119931, Interview with Resalat Newspapei, Tehran, Iran. Also, the current banking
practices in Iran requires payment of a fixed-rate penalty after the due date of installment
payments which according to most ulema is not within the Shari'a framework. The inclusion of
inflation premium in the rate of return seems to be a point of dissent hetween ulemas. See,
e.g., Haeri, Ayatollah, (19941, speech at the Annual Islamic Banking Seminar, Iran Banking
Institute, Tehran, Iran. Bojnourdi, Ayatollah, (19971, speech at the Annual Islamic Banking

~~~~
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year). The banks are required to use these investments on behalf of the

depositors, through the several Islamic contracts mentioned in the IFBO. The

profits accrued from the investment are divided between the bank and the

depositor but the bank cannot announce and~or pay a predetermined and fixed

profit in advance for any of the investment or time deposits.

Finally, the IFBO provides the Central Bank with various instruments to

implement a sort of monetary policy and credit regulation, in the absence of

interest. The Bank is given regulatory powers to determine various minima and

maxima that the banks can take as shares in profits, charges, attorney fees

and give as concessions as well as minimums and maximums of investment in

each type of facilities and the maximum of facilities granted to individual

customers.

2.4.4 Reform of Deposit Facilities
Under the Law of Riba-Free Banking, primarily bank liabilities are based on two

types of transactions. First, qard-al-hassaneh deposits both current and

savings accounts, which yield no income but are praised as highly desirable on

religious grounds. The banks guarantee full payment of the nominal value of

these deposits. Although banks consider qard-al-hassaneh deposits as their

own resources to utilize, no profits are passed on the depositors. According to

the rules adopted by the Council of Money and Credit, banks must set aside

10 percent of their resources (as long as this amount does not exceed total

qard-al-hassaneh deposits) for one of the following purposes. In addition, the

banks are allowed to charge a nominal service fee to cover loan administration

costs:

i) To provide resources, such as equipment, to cooperatives in order to

generate employment, the maximum loan for this category is IRL 5 million

and the loan is repayable in 5 years;

Seminar, Iran Banking Institute, Tehran, Iran.
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ii) To enhance production growth in agriculture, livestock, and industry, the

maximum loan for this category is also IRL 5 Million and the loan is

repayable in 5 years;

iii) To meet specific personal needs such as wedding expenses, dowries,

medical and educational expenses; the maximum loan for this purpose ís

IRL 500,000 and the loan is repayable in 3 years.

Initially, the private sector responded favorably to this type of bank

accounts. However, the balance was reduced a year later.

The second type of accounts of term investment deposits, which are a

type of share account used to fund medium-term (at least IRL 20,000 for

more than three months) and long-term (at least IRL 50,000 for more than one

year) investment activities of the banks. Contrary to qard-al-hassaneh

accounts, short-term investment deposits have increased sharply.

The government guarantees the return of the principal of term investment

deposits, to counter deposit outflows in response to banking reforms. The

return on investment deposits is the average of profit rates for all banks, and

does not create any incentive for competition among banks. These returns

have largely been negative in real terms in recent years due to high inflation.

2.4.5 Design of Islamic Financial Facilities
As long as the conditions of financial contracts are consistent with the Shari'a

principal, there is substantial freedom in designing contracts based on the

consent of the parties involved. The key is that the shares of the parties be

based on uncertain outcomes (profits or losses). Even a guarantee by the

working partner to protect the original invested capital is not allowed in purely

Islamic contracts, because it replaces the element of uncertainty and prevents

the lender from realizing returns on his financial capital when the capital

wealth carries a higher value in the future. Accordingly, there are numerous

possible Islamic financial instruments, the most common of which are

summarized below in this chapter.
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The fact that Islamic finances excluding transactions debt carry a fixed rate

of interest has meant that despite the freedom in designing contracts, certain

key financial instruments are absent. There are no corporate bonds, and

treasury securities are merely claims on the government held by the

government owned banks, and are neither publicly traded nor sold to the

public.

Given the general provision of uncertain outcome, the banking reforms

after the revolutíon introduced a dozen of financial instruments or credit

facilities that are extended by banks to their customers. In general, two types

of common Islamíc financial instruments can be distinguished: those, which

are characterized by the sharing of profits (and losses) and those in which

profit sharing is not applicable. The instruments in the first group include

mosharika (profit sharing), direct investment, and modarabah {trust sharingl.

Those in the second group include qard-al-hassaneh, installment sales and

salaf transactions (purchase with deferred delivery). The discussion below

provides an explanation of these instruments.

2.4.5.1 Mosharika
Mosharika ís a partnership between banks and their clients in business

activities. The Law for Usury Free Banking identifies two kinds of partnership:

civil and legal. Civil partnership is a temporary partnership in which the bank

and the client provide agreed amounts of funds and share in profits and losses

during a prespecified period of time and will dissolve upon accomplishment of

the objectives of the partnership. The client runs the business but the bank

examines feasibility and profit projections to monitor business transactions.

The duration of the partnership can vary from one to a maximum of three

years, although the Central Bank could extend its duration, if necessary97.

97 According to the current practice, bank share in the civil partnership cannot exceed 80 percent
of the total capital.
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In the legal partnership, the bank provides a part of the capital of a new joint-

stock company or buys part of the shares of an exísting joint-stock company

at market price or at an agreed price. Profits will be shared in the form of

annual dividends, and losses will be borne in the form of a reduction in share

prices. Before engaging in partnership, banks are obliged to assess the

technical, economic, and financial viability of the firms. The participation is

permissible only if the result of such appraisal indicates minimum expected

rates of return.~The Money and Credit Council determines the lowest expected

rate of return from Mosharika. Banks are allowed to sell shares they have

purchased whenever they find it appropriate. The unique feature of Mosharika

is that when used for medium and long term financing, the finances could

become permanent lin the form of equíty). In this manner, the instrument

corresponds to an equity market in which enterprise shares can be acquired by

the private sector, banks, or the government.

2.4.5.2 Direct Investment
Banks can directly invest in any profit-making project. The projects should be

of a developmental or productive nature and not related to luxury or non-

essential goods. The law specifies that the ratio of the initial capital of these

projects to total financial resources needed should not be less that 40 percent.

The total fixed capital required for the implementation of such projects must

be provided in the form of long-term financial resources. Prior to undertaking

direct investment, banks must assess the proposed projects from the

economic, technical, and financíal points of view. The use of banks' own

resources and investment deposits is allowed only if the result of the

assessment: and evaluation of a project deem it financially viable and minimum

profitability, determined by the Money and Credit Council, is expected. Banks

are required to report to the Central Bank their plans for the allocation of

funds for direct investment at least six months before the end of each year in

order to be submitted together with the Annual Budget Bill to the Majlis (~r



Financial Institutions in Iran 171

the Assembly). Banks can sell their shares to the public when the projects

become productive. When selling their shares, if the bank's share in the

project fall to 49 per cent or less of total equity, the investment would be

considered as a legal partnershig and the appropriate rules and regulations

would apply. Central Bank has the authority to investigate and audit the

bank's direct investment projects.

2.4.5.3 Modarabah
Modarabah is an agreement wherein one party (the bank) invests funds and

the other (either real or legal person) provides management and skills to carry

out a business. Therefore, the bank is the sole provider of capital. It is a short-

term contractual partnership of up to one year, extendable only with the

approval of the Central Bank. Banks assess the transaction from the point of

view of the safe return on the principal capital and the expected profit. This

instrument effectively places human capital at par with financial capital, as

loss are borne exclusively by the bank and the partner will not be reimbursed

for his or her entrepreneurial efforts i:~ case of loss. Banks are required to give

preference to cooperatives in their modarabah activities, and are not permitted

by law to enter modarabah with the private sector for import activities.

2.4.5.4 Installment Sales
Installment transactions are designed to provide working capital for productive

units. In this type of financing, banks buy machinery, tools, equipment, raw

materials, and spare parts for firms and resell these inputs to the firms on

installments. The installment price includes the cost of goods and the profit to

the bank. The recovery period--the period during which all installments must

be paid--for raw materials, tools, and spare parts must not exceed the duration

of one production cycle or a maximum of one year, extended only with the

consent of the Central Bank if deemed necessary. Loans for machinery and

equipment must be repaid no later than their useful life, which beeins on the

data of their utilization in the production process, and its duratiora will be
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determined by the Central Bank. For existing productive units in the

agricultural sector, banks are even permitted to buy and resell live animals on

installment with a repayment period of up to two years. Moreover, banks may

sell by installment theír own low-cost housing units built for the purpose of

expansion in the area of housing.

2.4.5.5 Hire purchase
This is basically the same as the installment sales, except in this case banks

can purchase the needed machinery, equipment and other property for lease

to firms. At the end of hire-purchase periods (which must not exceed the

effective life of the properties), the ownership of the property will be

transferred to the leaseholder, providing he or she has fulfilled the conditions

specified in the contract. Banks cannot engage in transactions in which the

useful life of the property is less than two years98.

2.4.5.6 Salaf Transactions (Forward Deals)
These transactions are also designed to provide firms with working capital.

With this instrument, the buyer pays the seller the full-negotiated price of a

product that the seller promises to deliver at a future data. Banks can

purchase the firm's products in advance at a fixed price not exceeding the

market price of the product at the time of the transaction. However, banks are

not allowed to sell the products so bought in advance--before their date of

delivery--unless the purchased products have been physically delivered before

the date of delivery. The date cannot exceed one production cycle from the

time of the contract signature and cannot be more than one year. The forward

purchase of products by banks is permitted only if the applicants' productive

units produce such products, if they are not rapidly perishable, and if they are

readily seeable. The bank must verify all this before the forward purchase.

9B Furthermofe, banks are required to obtain as 'payment of account' at least 2U percent of the
total cost as part of the rental over the period of the hire purchase.
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2.4.5.7 Agricultural Financing
There are two different kinds of agricultural financing in Iran currently in

practice.

2.4.5.8 Mozare'a
In mozare'a dealings banks can provide agricultural land that they own, or that

are in their possession as a trust, to farmers for a specific period and with a

predetermined share of each party in the harvest. In addition to land, the bank

may provide other necessary elements such as water, seeds, fertilizer,

pesticides, implements, means of production and transportation, and even, if

deemed necessary, pay a certain amount of cash to farmers during the

production cycle.

2.4.5.9 Mosaghat
Similarly, the purpose of mosaghat is to increase the production of agricultural

products. Banks may provide orchards or trees that they own. Or that are in

their possession, to farmers for a specific period and for a specified amount of

common share in the produce. Produce may include fruit, leaves, flowers, and

the like.

2.4.5.10 Jo'alah
In this type of transaction, one party pays another a specified amount of

money as a fee in exchanges for a specific service. In jo'alah dealings, which

facilitate transactions such as consultancies and trust activities, banks may

provide or acquire services whenever they are needed and charge or pay

commission or fees for such services.

2.4.5.11 Debt Discounting (or Purchase)
Discounting, that is, the purchase of debt is permitted as one type of credit

facility. Banks can discount documents and commercial paper of production,

commercial, and services units in order to create the necessary financing

facilities.
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2.4.5.12 Qard-al-hassaneh
This is a zero-return loan that Moslems are encouraged to make to the needy.

Financial intermediaries who provide such loans are allowed to charge a

service fee to cover administrative costs. The fee should not be related to the

amount or the maturity of the loan. A summary of the modes of permissible

transactions corresponding to the types of economic activity is shown in table

16.

Table 16 - Modes of Islamic Financing Operation in Iran

Production Mosharika, hire purchase, salaf, installment sales, direct investment,
modarabah, ~o'alah, ard-al-hassaneh

Commerce Modarabah, mosharika, o'alah
Services Hire urchase, installment sales, mosharika, 'o'alah
Housin Installment sales, hire urchase, ard-al-hassaneh, 'o'alah, direct investment
Personal needs Qard-al-hassaneh

In addition, each of these instruments is designed for a particular duration

of loan. Some instruments are suitable for short-term (installment transactions1

and some for long-term financing (legal partnership). The bulk of bank

financing in Iran has been short-term. For example, installment sales account

for 45 percent of total new credit facilities provided by banks in recent years.

On the other hand, long-term financing has been rather limited. Equity or legal

partnership decreased from 3.5 percent of total new credit facilities ín 1984

to 2.7 percent in 1995. Also, even through most credit instruments imply

some form of risk and profit sharing between the bank and the borrower, real

estate or tangible asset collateral is widely used as a prerequisite for bank

financing.

Table 17 reports the behavior of the Islamic contracts in major categories

as percent of total new credits extended by investment deposits for the two

recent years, which the data are available--in 1994~5 and 1995196.
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Table 17 - New Banking Facilities by Type of Instruments (In
Percent of total new bank credits funded by investment deposits)

1994195 1995196
Installment Sales 45.8 45
Civil Partnership 18.1 19.4
Modarabah 8.3 6.8
Forward Transactions 6.2 5.5
Jo'alah 6.6 7
Le al Partnershi 3.6 2.7
Direct Investment 2.4 1.7
Hire Purchase 0.1 0
Other 9.9 11.9
Total 100 100

175

Source: The Central Bank, Annual Economic Reports and Balance Sheet, Economic
Investigation Office, C.B.I., 1996-97.

2.4.6 Risk Issue in Is{amic Banking
The place of the Islamic banking system is unique. But what ís an "Islamic

Banking or Financial Institution" and what characteristics it has? An

interpretation by this dissertation is that Islamic financial system and

institutions own special characteristic distinct from the bank-based and

securities-based system.

Islamic banks' customers "participate in value-added"99. From this point of

view Islamic institutions land investors) could be exposed to more risks, in

practice. On the other hand, the custom of qard-al-hassaneh is peculiar to the

banking system. Asymmetric information could be also lower in Islamic

institutions, which, in philosophy, must take continuous supervision as a

serious matter.

This procedure could reduce "adverse selection" and "moral hazard" by

continuous supervision. Meanwhile, due to the fact that, in philosophy,

information is reflected faster in a system that engages in a value-added

framework, Islamic-banking system could he said to be more "efficient" than

that of interest-bearing banking system.

99 "Participation in value-added" is the most precise and the best definition of Islamic Banking that
recently has been put forward by Ayatollah Rezvani (founding father of Iranian Islamic banking).
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2.4.7 Statistical Behavior of Islamic Loan Contracts and Rates

What was to a large degree of importance associated with the 1983 Usury-

Free Law was the design of the "Islamic (loan) contracts." Currently, bank

credit is extended through various instruments in accordance with Islamic

bank practices. These include installment sale contract, civil partnership,

modarabah, forward transactions, jo'alah, legal partnership, direct investment

and hire purchase contracts. Even though most of these credit instruments

imply some form of risk and profit sharing between the bank and the

borrower, real estate or tangible asset collateral ís widely used as a

prerequisite for bank financing. Several types of contracts were defined which

are currently used in the banking system in Iran.

As part of empirical evidence, it would be useful to examine the behavior

of these contracts during the last decade.

Table 18 shows the amount and the share of each contract from 1984 to

1995. The installment sales contracts have continued to dominate other

classes of loans. Surprisingly, the importance of qard-al-hassaneh and

modarabah has declined, while that of civil partnership has increased.

According to rules set for the banking system, total of qard-al-hassaneh loans

granted by banks must be 10 percent of the total of facilities granted in each

year (not exceeding the total of qard-al-hassaneh funds absorbed through

qard-al-hassaneh deposits).

Ultimately, the question remains whether the Islamic banking has

succeeded in Iran. An attempt will be made to answer this query in the next

section, together with problem recognition of the entire institutional

framework and a few recommendations for reform.
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2.5 Concluding Remarks on Iranian Financial Institutions

Concurrently, Iran is facing a number of problems in its financial system,

including insufficient savings, low returns, and negative real (official) deposit

and loan rates. These shortcomings, together with a relatively high inflation

rate, contribute to the expansion of a"repressed financial system" in the

sense of Gurley-Shaw-Mckinnon paradigm.

This chapter has dealt with various issues regarding the taxonomy, theories

and empirical aspects of the global as well as the Iranian financial institutions.

In this dissertation, we proposed taxonomy based on bank-based and

securities-based financial systems due to the "heterogeneity" observed in the

flow of funds process. In its financial institutional system, Iran suffers from

various shortcomings. Asymmetric information widely exists within the

financial institutions, which in turn hampers the development of an efficient

financial system. Non-existence of expert institutions, such as rating agencies,

aggravates the adverse selection and persuades people not to save through

the formal channels, hampering the development of an efficient financial

system and causing "disintermediation" and "capital flight".

Moreover, the allocation of funds in uses, which are neither necessarily

profitable nor performed according to the terms of contracts, generates moral

hazard within both the public and private sectors and swells the shortcomings

of the financial markets and institutions.

Iranian financial industry difficulties include excessive bank-based system,

embryonic securities-based institutions, a one-hundred-percent nationalized

financial system, directed credit, credit rationing and existence of "queues."

In addition, non-allocation of institutional financial resources to the highest

productive capital, absence of financial innovations, lack of risk-based pricing

in loan facilities, nonexistence of an appropriate definition for non-performing

loans an~i "Too-Big-To-Fail" (TBTF) attitude of the government towards the

banks are other sources of complications. The nationalized, Islairic financial-
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institutional system of Iran is also a repressed one in which the banking

system operates under a system, in which credít allocation is "administered"

largely through an inefficient planning process. Article 44 of the Iranian

Constitution specifically puts the banking system in government hands.

Non-banks face entry barriers dominated by the five-mega commercial

banks. Submitting non-bank credit institutions to controlled rates of return on

deposits and credit facilities restricts their potentiaf contribution to an efficient

credit allocation system.

Banks are in a weak financial situation, characterized by decapitalized balance

sheets, inefficient operating cost structures, high tax rates on profits and

insufficient provisions against loan losses.

In late 1983 the "Usury-free Islamic Banking Operations Law" was passed.

The Law forced the banks to make a radical change toward an interest free

system. Banks have accordingly adjusted their operations and replaced all

interest driven transactions with complex series charges, commissions and

"investment profits".

The most fundamental difference between this type of banking and

Western banking is the fact that banks are no longer allowed to act in the

traditional sense as financial intermediaries mobilizing deposits and extending

loans primarily for their own operational or profit goals. They are more a

"special mutual fund" in nature. As of yet, however, the banking system is

evolving and the public is yet to learn of the new Islamic banking "contracts"

and its related jargon. Further to the identification of the Iranian institutional

aspects of finance in this chapter -- and after we study Iran's financial

markets in Chapter 3-- monetary policy in Chapter 4 and Supervision in

Chapter 5, Chapter 6 will identify the difficulties in more detail and propose

remedies to overcome the problems which is currently observed in the Iranian

financial institutions and markets.



Chapter Three

Financial Markets in Iran

Money, Capital and Informal Markets

in the Islamic Republic of Iran
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Formation and accumulation of national capital in the economy: One of the

basic methods in formation and accumulation of capital in the economy is

through financial markets in a centralized (organized) form. By issuing and

distributing securities, companies and municipalities allow public participation

in economic and, especially, development affairs.

Increasing the capital efficiency and optimal portfolio arrangements:

Selected portfolio through financial markets allows investors to maximize the

"efficiency" of their capital as well. Diversification by use of a variety of

securities (short and long-term, including "risk-less" government securities)

allows efficient portfolios to be achieved.

The channel for transferring ownership and privatization: Naturally, one of the

ways of transferring ownership of the government economic units to the

private sector could be undertaken by offering shares in the financial markets.

Indeed, the Bourse plays a critical roleZ.

Achieving optimal capital structure for the projects: Securities, in addition

to bank-based funds, will facilitate obtaining optimal capital structure for

projects.

Advantages of securing resources from open financial markets as compared

with the institutions based funds include: More "efficiency" of the market

securities in mobilizing the funds3, more correct and unbiased pricing. Auction

and market orientation help set prices with less distortions than it would be

possible in the banking system. The repressed banking system in Iran is an

immediate example. Having no impact on causing inflation especially with

respect to government financial borrowing requirement. Obtaining credit by

ministries and municipalities through the banking system usually is

accompanied with injection of reserves and increasing the "high powered

z It should be noticed that due to high risks involved in a securities market Ispecially shareholdingl,

contrary to policy injected by some officials in Iran, Bourse is not a safe medium for creating or
expanding the "social justice" which is meant betterment of the distribution of income.

' We define "efficiency" in terms of prices reflecting the (latestl information.
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money"; which ín turn has drastic inflationary repercussions. On the contrary,

securities flotation in itself has no inflationary effects. Minimizing the cost of

capital ICOC) through securities issued in an efficient market system is also

available for economic entities; this is a necessary venue for maximizing the

value of the firm. In other words, if interest rates and the output are inversely

related in the real sector of the economy4.

3.1.1 Classification of Financial Markets in Iran
In addition to the classification of securities-based versus bank-based system,

it is useful to draw a distinction between short-term versus long-term financial

markets. Globally speaking, financial markets can be classified into several

categories, as follows:

A. Money Market (with short-term maturities)

A-1 Official Money Market (credit facilities)

A-2 Inter-bank Money Market ~
A-3 Deposit Market ~

B. Capital Market (with long-term maturities)

B-1 The Bond Market

B-2 The Stock Market

B-3 Other Markets (e.g., Futures Market)

C. Informal (Bazaar) Market

But the application of this taxonomy is limited in Iran. Category A(Money

Marketl, except credit facilities, is absent in Iran. (Credit facilities were

covered in the banking system discussions previously in this Chapter.) The

interaction of the banking system and the Central Bank was covered in
,

Chapter 1. A small inter-bank money market exists in Iran--a shortcoming that

greatly inhibits efficient flow of funds and monetary policy as well. For

4 See, e.g., Hubbard, R.G., (1997), Money, the Financial System and th,e Economy, f2"' ed.l,
Addison Wesley, Massachusetts, pp. 618-20.
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instance, no inter-bank exists for the Central Bank to influence one of the

most important interest rates in the economy (such as the federal funds rates

in the United States).

3.2 Market with Short-Term Maturities: The Iranian Money
Market

Along the lines, which we have discussed previously in this dissertation, the

"banking system" (in its broad definition) in Iran can be referred to as having

three components: Six Commercial Bankss, Five Specialized (Development)

Banks, and the Central Bank of Iran.

Parallel to this formal system, there is also a growing "informal" financial

sector, which is shorter-term in nature and to which we shall refer later in this

Chapter. It includes trade credit and self-finance as welt. And the long-term

financing belongs to Iran's capital market, which is primarily composed of the

Tehran Stock Exchange, which we shall also examine it in detail in this

Chapter.

3.2.1 Official Money Market: Treasury Operations
To understand the peculiarities of Iran's (formal) money market, reference

needs to be made to the Treasury and the Ministry of Economic and financial

affairs. The Iranian Treasury belongs to and is directed by the Finance

Ministry, but it is operated by the Central Bank. The following funds are

deposited into the Treasury Account:

a. All foreign exchange receipts (including from the export of crude oil)

legally belong to the government. In turn, the government sells the hard

currency at the current price of foreign exchange and deposits its

equivalent in national currency to the treasury.

5 Specialized and commercial banks are active for financing of fixed capital of enterprises up to 3
years which can be extended another two years up to a total of five years. This issue was
discussed in the Chapter 2. The repayment of these facilities is to be paid back between two

~~~~
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b. Pre-sale of oil and other foreign exchange earnings.

c. Taxes--direct and indirect.

d. Fees, etc. Regarding taxes and fee levies, broker authorization can be

given by the Central Bank to one or more commercial banks. But the

responsibility lies with the Central Bank.

e. All other government revenues received, such as economic operations'

profits.

f. Sale of Government Bonds. Although "bonds" (with fixed interest rate) is

prohibited in Iran according to the Islamic banking and financial rules, but

according to a regulation the sale of bonds between the government and

banks are allowed. This permission is under a delicate canon referred to as

"transactions between father and son"! But the government and banks are

not allowed to sell the bonds to the public--as if there is no

"relationship"6! These types of transactions are not daily opened have a

fixed duration and are used for funding of budget deficit.

g. Income from foreign exchange operations through dealings.

h. Income from the gold transactions.

Of course, these latter two operations may generate profits. These profits

constitute Central Bank income, its "surplus" which are deposited back at the

Treasury at the end of fiscal year. Both are done by the Central Bank through

foreign bank dealings with connections at international financial centers such

as the City of London.

The accompanying Chart 1 summarizes the foregoing classification.

and three years. Thus, in total a loan may be engaged up to 8 years.
6 The government sets the rate of interest on bonds at a very low level. This year, they are in the

range of 1.5 to 2 percent per annum. (Currency 8~ Credit Council Oirectives, Bank Supervision
Department, Feb. 2000)
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Chart 1- Iranian Treasury Operations
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3.2.2 Iranian Interbank Money Market
The Iranian interbank money market can be classified into two components:

(a) Bridge Financing and (b) Interbank Deposit Market.

In this section we shall briefly explain both components. Chart 2 summarizes
the forthcoming argument.

Chart 2- Iranian Central Bank Operations
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3.2.2.1 Bridge Financing
What has become to be known as bridge financing in the money market in

Iran is rather interesting. In results, this is more or less like a discounting paper

mechanism, which exists between the Central Bank and the commercial

banking system. If and when a bank falls short of its loan obligations, the

Central Bank acts as a"lender of last resort" by advancing loans to the said

bank. But this mechanism is different from discounting paper in that there is

no "paper" to discount. Indeed-to repeat-this mechanism iri. reality is an

advance to the banks for the loan obligations, which they have already made

to the private and public enterprises~.

The source of this "bridge financing" at the Central Bank is the legal reserve

and clearance accounts of the commercial and specialized banks kept at the

Central Bank. But it needs to be added that there are two kinds of accounts,

which are kept by the banking system at the Céritral Bank: (1) Reserve

Accounts, and (2) Clearance Accounts.

Reserve accounts are for keeping with the legal reserve requirements and the

clearance accounts are used mainly for check clearance within the banking

systeme.

In bridge financing, the Central Bank initially relies on the "extra" funds left

over at the clearance accounts over and above the zero-clearing level. But a

moments' reflection on this issue reveals that this "extra" is indeed the

banking system's "float", which is used by the Central Bank as an "official

mechanism" to serve as a last resort!

If there were not enough funds at the clearance accounts to satisfy the

banking system "demand for bridge financing" (or demand exceed the "supply

of float"1, and if the Central Bank wishes to inject funds to the banking

' The commercial banks are government-owned banks and operate under the supervision of the
Central Bank of Iran. Thus, there are no collateral used for these transactions. The accounts
are kept by the clearance organization, attached to the banking system.

b Balance in the clearance account is part of each bank's reserve account.
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system and engage in expansionary monetary policy, it could dig into the legal

reserve accounts. Apparently, in this situation total reserves could drop below

the level legally required. Whether this is a good reserve and monetary

management needs to be explored and judged by further research9. But in

daily operations, a limit exists so that to ensure that the requesting bank does

not "over-extend" its credit limits.

The interest rate on these transactions is set between 30 and 36 percent

(monthly at 3 percent) so as to "penalize" the requesting bank. So indeed, in

our interpretation, bridge financing by the Central Bank implíes an interbank

market within the Iranian money market. It is notable that "bridge financing"

has come into existence only in the last 7 years. Prior to 1991, it did not

exist within the Iranian money market system.

3.2.2.2 Interbank Deposit Market
A second type of interbank exists in the Iranian money market, which is

related to the flow of funds from the commercial banks to the specialized

banks. Notable is that--as the reader may recall--most specialized banks are

not deposit-taking institutions, or--better--their deposits and allocation needs

do not match. The Agriculture Bank and The Industry 8~ Mines are two

examples~o.

Apparently, due to the philosophical development strategy of "balanced

growth" in Iran (as we interpret it in this dissertationl", Iran has determined

that deposit funds should flow from the commercial banks to the specialized

9 In our interpretation in this dissertation, this practice may lead to "overloan." Overloan is a
practice which historically the Japanese banking system and Bank of Japan are accused of
duríng the post-WWII era.

~o The Housing Bank is the only specialized bank in Iran which has increasingly relied on deposit
taking processes with the introduction of some new deposit mechanisms in order to fulfill the
needs of to-be home owners.

" That is, there is no official statement on the "balanced growth" strategy, but at times can be
inferred from the speeches of the officials with regard to monetary and finance policy
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banks. This "interbank market" in fact is created and directed at large by the

Currency and Credit Council (CCC) and managed by the Central Bank.

In determining what amount of funds could be allocated to the specialized

banks from the commercial banks, according to our research and

interpretation, more or less the CCC uses the following formula and procedure.

If we consider the following first series of items:

Balance of Facilities already allocated t

Old Obligations by Banks (to be met during the year) f

Forecast of New Obligations (through the: annual budget) t

New Obligations by Banks (according to their own management).

And also the following second series of items:

Balance of Old Deposits t

Forecast of New Deposits labsorbed during year) f

Fresh Injection (determined by the budget process).

Then the difference between the first and second series of items is the

amount of funds allocated from the commercial banking system to the

specialized banking system.

In addition to the amount of funds flow within this "interbank system," the

CCC also determines the loan rate at which the commercial banks are entitled

to receive from the specialized banks. The CCC also determines the duration

of "interbank funds". This dissertation's research shows that this interbank

rate is also set at low levels and currently is about 7 percent~~. The rationale

for the CCC to reach this rate is the belief that this rate should be below the

"cost of funds" at the commercial banks. But of course, this CCC "pricing"

reduces the "spread" of Iranian commercial banks and damages their

profitability--and eventually their capital adequacy together with their growth.

'2 While the top deposit rate at commercial banks are at 24 percent. See Currency and Credit
Council ICCC) directives during the first development plan (1989-931.
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3.2.3 The Peculiar Iranian Deposit Market
Beyond what is discussed here in this Chapter as the Iranian "money market",

there does not exist any other active "deposit market" which can be thought

of as a component of money market in more advanced countries. In addition,

deposits--or packaging in such instruments as the certificate of deposits--are

not transacted between banks in any money market. However, personal

deposits with banks can be used as collateral in some transactions and also

bonds (such as "performance bonds") can be issued for some transactions

(e.g., housing and development contractsl. But the main obstacle to the

creation and development of this type of money market is related to the

absence of financial instruments such as certificate of deposits. In turn, this

shortcoming causes the lack of utilization of deposits between banks in an

active market.

3.3 Financial Markets with Long-Term Maturities: Iran's
Capital Markets

3.3.1 The Iranian (Limited) Bond Market

3.3.1.1 "Participation" Securities: A New Islamic Bond
Lack of instruments always has been an obstacle to development and growth

in the Islamic Republic of Iran. In line with financial development and the need

for expansion of financial instruments within an Islamic "sharia" setting, in

order to finance the investment projects of the private as well as government

sectors. In 1995 the Central Bank considered the viewpoints of the university

faculty and practitioners with regard to design of a new type of security.

Later, the Currency and Credit Council ICCC) issued a decree about the new

"participation securities" (as explained in detailed below~. Consequently, the

rules governing the issuance of this new security were established by the

Central Bank. The Tehran Municipality issued the first series of this new

security for Navab Reconstruction (city renovation) projects.
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3.3.1.2 The Need for the Participation Securities
On the basis of the principles of the Islamic economy and the rule of usury

banking operation, after attempts to eliminate the rate of interest from the

financial system, the need for new securities was felt in the Iranian economy.

Recall that bonds were also disallowed early after the revolution. So, a need

was felt for new tools to replace bonds (and generally, debt certificates)

while, in the méantime, not to have any conflict with the rules of interest-free

bankinglfinancial operations. On the other hand, with respect to current

economic conditions of Iran -- especially the "lop-sided" balance sheets of the

enterprises -- it was axiomatic that economic development necessitates

financial development lin the sense of Shaw-McKinnon as defined previouslyl.

This is especially true when the resources of the government and

municipalities (as well as the private sector) were not sufficient for

development and reconstruction. At the same time, the traditional resources

of budget income--such as oil revenues--were severely reduced. Increase in

taxes was also in clash with the rapid economic development, which was

desired in Iran after the end of the eight-year war with Iraq. Hence, it was

essential to utilize non-traditional sources of financial instruments. Another

need was felt because of the fact that the use of budget deficit caused the

increase of government and public sector debt to the central bank, which

increased the monetary base, and consequently the liquidity. This method was

severely inflationary. In addition, the absorption of public savings could take

place with higher efficiency through the issue of participation securities. In the

following sections, the features of some of the issued participation securities

within the last few years will be surveyed and special attention will be paid to

municipality participation securities for the city renovation project.

Consequently, the advantages and disadvantages of the participation security

will be discussed and the problems and ambiguities raised in the retevant

markets will be analyzed briefly.
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3.3.1.3 Features of the Navab Reconstruction Project Participation
Securities

The main features of the participation securities issued by the Tehran city hall

for the Navab Reconstruction project is as follows:

The total cost of the project was estimated to be (Iranian Rials) Rls 470 billion

from which Rls 250 billion was provided through the issuance of participation

securities to the public.

In this project, 500,000 square meters of ground will be evacuated in Tehran

and 800,000 square meters of new inhabited and official area will be

constructed. The maturity of the first series of these securities was four years.

As expressed by the authorities (the Governor of the Central Bank and Tehran

Mayor), the sales revenue for this project was estimated at Rls 750 billion.

So, Rls 280 billion of "expected profits" are predicted. The final "definitive

profit rate" is estimated to be 25 percent, which will be paid at the end of the

four-year period.

But the "tentative" profit rate during the construction period (before

completion) will be 20 percent per annum which 10 percent are paid every six

months on the basis of the coupons attached to these securitíes. The broker is

the Bank Melli Iran. This bank has "guaranteed" the (a) repayment of

securities principle and (b) the 20 percent profit semi-annual payments to the

bondholders. In fact, as a"trustee" securing the interest of the public, Bank

Melli has guaranteed the payment of the principle.

The subscription period was 10 days from the date of the issue, purchasable

at nominal price in the branches of the Bank Melli Iran. These securities were

issued in seven different denominations. These securities were without

bearer's name Ifor ease of secondary transactions). These securities were

issued in four series. These securities were supposed to be traded exclusively

in Tehran Stock Exchange (iSE) or the branches of the Bank Melli. But due to

several problems, trading these securities has been halted in TSE. In the

contract for these securities, the holders of these securities were asked to
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dismiss his~her right of asking for the "division" of the properties involved,

termination of execution of the project.

3.3.1.4 The Predicted Participation Securities in the Budgett3
On the basis of the budget law of 1996 and in order to accelerate the

completion of the construction operations projects and national and provincial

projects, the government has been licensed to offer the participation securities

with a total predicted value of Rls billion 300 for the year 1996. The

government every six months will pay the profit of investment for those who

have invested in profitable projects and the principle is also guaranteed. For

investing in national and provincial projects, which are not profitable, in

addition to the warranty of the principle, "sweeteners" were considered. In

recent years, some companies in priyate and public sectors by obtaining the

permission from the Central Bank (with some limitation) have issued 3 to 5-

year participation securities to fulfill incomplete projects or to secure working

capital!

3.3.1.5 Advantages' Disadvantages, Problems and Ambiguities in the
Participation Securities Market

Participation securities have the following advantages:

First, the organizations that issue these securities can determine their due date

proportional to their need for their financial strategy. Second, lack of the

owners' ríght to vote in the public assembly of the companies' or projects'

give more options to the executors of the related project. The volume of

securities can also be determined proportional to the financial needs of the

companies and country to the pre-determined threshold of banking facilities.

Capital structure of the project can be facilitated with the use of gained

resources and capital engineering can take place. The projects' cost of capitat

can be reduced too. The publication of these securities for the public, sector

13 Budget Law of the Government of the Islamic Republic of Iran, 1996.
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and municipalities prevents the increase of monetary base and cash and

consequently prevents the inflation pressure. At last, these securities are

tradable in Tehran Stock Exchange as a secondary market and consequently

gain the needed cash and requests are made for. Of course, it is worth

mentioning that from the viewpoint of the organizations and investors that

issue these securities they may have some disadvantages too. First,

companies face groups of people (lenders) regarding participation securities

(instead of a bank). Also, projects and their executors are subject to

information disclosure to the market. That is, information should be at the

disposal of everybody. A more important issue is that in admitting new

requests by the Central Bank, those involved imagine that rates of return of

these securities should be justified when compared with the Banking System's

rate. However, securities' return of a project should be determined without

considering the bank rate. Bank always emphasize that the organizations can

issue participation securities, which has already been licensed by the central

bank because the warranty of the bank system is just like the warranty of the

government.

3.3.1.6 Expected Profit of Participation Securities and the Problem of
Inflation

The most important issue is that the definitive profit rate (supposedly) 25

percent for the Navab participation securities is lower than what has been

already announced; because 5 percent of this profit would be paid after four

years. As calculated, even if the whofe annual 25 percent would be paid after

four years, for a major investor in December 1994 it has been only 23.29

percent return14.

The present inflation harms the participation securities market. For example, if

in the next four years the average annual inflation rate would be 30 percent,

the internal real rate of return for Navab project will be 6.71 percent. Further,
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the presence of some risks like lack of the expected return as well as

replacements of employees (replacement of Tehran Mayor) reduce this

expected return. Generally, because of these shortcomings the laymen's

approach to the participation securities market and postponing the solution to

the future, it is likely that this market will encounter some problems in future.

3.3.2 Stock Market in Iran

3.3.2.1 Brief History of the Stock Market in Iran
It was only in M.ay 1966 that a law was passed establishing a stock exchange

in Iran. But the. plan for establishing a"Bourse" for securities had been a

matter of concern fo.r a long time. In 1936 a Belgian expert, with the invitation

of Iranian Governm~nt, engaged in the study regarding establishing a Bourse in

Tehran and prepared a draft law, the Articles of Association and internal draft

regulations15. But apparently the conditions of the time did not favor the

creation of a stock exchange and breakout of the Se~ond World War and the

associated difficulties postponed the opening of the Tehran Bourse for about

30 years!

During the so-called fourth legislative (Majlis) era in Iran, by acquiring from

the French Commercial code, some regulations regarding "companies' shares"

were codified. Eventually, a comprehensive Commercial Law was legislated in

1932.

Years later, by the establishment of the Chamber of Commerce (in 19541,

it was prescribed that Ministry of Economy gathers the views of the Chamber

of Commerce regarding the stock exchange and be obliged to consider them in

establishing one.

At the end of 1962 with the invitation of the Ministry of Commerce and

the agreement of the Belgian Government, the Secretary General of the

14 This is in accordance with the calculation of this thesis.
15 Likely, the selection of a Belgian to launch a stock exchange in Iran was due to the fact that the

~-'- '~
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Brussels Bourse traveled to Iran and for a period of three months was enjaged

in preparing the scheme of establishing Tehran Stock Exchange.

Within a legal framework, which called for establishing the Chamber of

Industries and Mines (in 1964), one of the duties of this Chamber was to help

in the creation of the Bourse for trading stocks and bonds of the industrial and

mining companies. Finally, in May 1966 the law for establishing the Bourse of

Tehran--or the Stock Exchange Act (SEA)--was legislated. Subsequently, the

Central Bank of ` Iran was requested to take necessary steps regarding

commencement of a"Bourse Council". In the meantime, invitation was also

made to an English expert to visit Iran in order to comment on the way the

Bourse was being established. After studying and examining, the said expert

prepared the related draft regulations. With some modifications, the draft was

submitted to the Bourse Council for approval. Later, steps were taken for

appointment of the members of the "Board of Acceptance", "Board of

Arbitrators" and the Secretary General of the Tehran Stock Exchange.

Thus, the Tehran Stock Exchange (TSE1, still the only formal capital

markets operating in Iran, was officially established as it was formalized in the

"Law for the Establishment of the Stock Exchange", approved by the

parliament in May 196616. A description of the players and participants (as

well as the missing links) in the TSE is shown in Chart 3.

primary foundation of Bourse in the world had been set in Belgium.
16 Since 1966, the exchange continues to operate under this original (and primitive) law; with very

few subsequent amendments or modifications.
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Chart 3- Players 8~ Participants in Tehran Securities Market
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' These organizations in the Tehran Bourse are absent
" Trustee institution existed only ín respect to municipality bonds and recently regarding
hospital bonds, and their role is merely rested on Bank Melli Iran and Bank Mellat. But more and
more commercial banks now participate

3.3.2.2 The (Outdated) Stock F~cchange Law
Primarily, the Stock F.xchange Law deals only with the secondary market for

trading of listed securities through the exchange. It lacks comprehensive
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regulation on the primary market, underwriting activities and definitions for the

timely disclosure and dissemination or relevant data such as a new issue

prospectus or audited financial statements. The current legislation does not

address the important issues of insider trading, takeovers, ( minority)

shareholder protectian, or enforcement provisions. Nor does it deal with the

more modern theoretical underpinnings such as "adverse selection" or "moral

Í,:3tá:'U ~'..

After the ratification of the stock exchange law, the Stock Exchange

Council was formed as the main policy-making and supervisory body for the

seci~rities market. Subsequently, the organization of the exchange operations

expanded to inciude a management group, the Securities Acceptance

Cer~n~ae~ and the Stock Exchange Arbitration Board18. The Stock Exchange

allowed for `.;:~:ited bond trading ( as described below), private and

governmental.

3.3.2.3 Tehrar. Stoclc Exchange Before and After Revolution
Over the first ten years of operation, the TSE showed strong growth in the

number of issues listed and traded. It also experienced a continually upward

trend in both the value and the volume of trade. Before the revolution in

1979, there were 102 listed companies. They included banks, private sector

manufacturing companies; and both government and corporate bond issues

were also traded.

Trade volume peaked in March 1978, with a turnover for the previous year

of Rls 44.4 billion. During the balance of 1978 and into 1979, the exchange

suffered t!~e negative effects of political unrest, strikes and riots within the

country.

`~ See Mishkin, F.S., 11995), The Economics of Money, Banking and Financial Markets, (4`" ed.),
Harper Collins, New York, Chap. 9.

18 The Stock Exchange Law gives the impression that the TSE is a separate legal entity owned and

operated by its member brokers through the Stock Exchange Brokers' Organization. The actual
legal status is in fact unclear, but the daily operations of the TSE are managed as if this were

~~~~
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After the revolution, economic uncertainties and waiting for new rules and

laws brought a"recession" to the stock exchange.

The eight-year war with Iraq also had an adverse impact on the activity of

the stock exchange. But the approval of the Interest-Free Banking Operations

(IFBO) or the Law for Usury-Free Banking in 1983 was the primary cause for

the cessation of all trading in bonds. ln the 1980s, activity on the TSE was

very weak. The Stock Exchange only began a period of revival in late 1989

when both the volumes of trades and share prices began a dramatic rise.

By the end of the 1989 fiscal year, exchange turnover totaled Rls 9.9

billion--an increase of Rls 8.2 billion over the previous period. The number of

listed companies, which had fallen to 55, also began to increase, reaching a

total of about 200 in 1997.

Within the last two years the number of listed companies has reached the

current level of 270. But, another "recession" (primarily brought about by the

contractionary monetary policy after inflation was reached the peacetime

record level of 50 percentl within the last two years has made the stock

exchange (and investors as welll miserable.

3.3.2.4 Operations of the Stock and Bond Markets before and after
the Islamic Revolution

For a more systematic approach and to be able to look at some datat9, the

operations of the Tehran Bourse can be classified and examined during four

periods of time.

a. The Initial Period: From the Establishment of the Bourse up to the Victory of
the Islamic Revolution (1967-791

Since the establishment of the Bourse until February 1978, altogether Rls 150

billion shares and Government Bonds were transacted of which 55 percent

the case.
19 The data for the stock exchange before and after the revolution are collected by the Tehran

Stock Exchange itself and also by the Central Bank of Iran. See TSE Annual Reports, various
issues.
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consisted of government bonds and the remainder were transactions of shares

of companies and banks. During this period, the total number of listed stocks

(including non-financial companies, banks and insurance companies) was 105.

In addition, four types of government bonds were transacted.

Interestingly, during this period a foreign bond called "Development Bonds"

was issued that was not listed in the Tehran Stock Exchange but instead was

floated in Germany and Japan. The former Bank of Industrial and Mining

Development was given responsibility for repayment of these bonds.

A reason for limited listed companies was due to the fact that most

companies belonged to big, wealthy Iranian families and they were not floated

in the Stock Exchange or sold to the public. Transparency of the organized

financial market was the primary reason.

As a result, during this period the securities markets did not flourish. Further,

most transactions involved the shares of the private banks and governmental

bonds. Subsequently, the "Law For Expansion of the Ownership of the

Production Units" which called for the transfer of 49 percent of companies

shares to the workers, farmers and general public was ratified. Also it allowed

for the formation of the Organization for the Expansion of the Owriership of

the Production Units and National Investment Company of Iran, which were

created with the intention to encourage investment and expanding the

"culture" of shareholding activities. As a result (apparentlyl ownership

expanded20.

During the 1977-78 period, transactions of the shares relatively flourished and

it is worthy to note that 5G percent of transactions of the Tehran Bourse

during 12 years before Revolution actually occurred during these two years

(just prior to the Revolution, causing a suspicion that perhaps capital flight

20 But no data with regard to expansíon of ownership exist.
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already startedl. From September 1978 shares prices declined. Some of the

securities were off between 20 to 50 percent just before the Revolution.

b. Second Period: From the Revolution until Commencement of the First
Development Plan 11979-89)

With the victory of the Revolution, many changes occurred in Iran's financial
markets. They included nationalization of the banks, amalgamation,

expropriations and nationalizations.

Nevertheless, some other new laws indirectly encouraged the expansion of the

securities markets. For example, third article of the Constitution of the Islamic

Republic emphasized the "participation" of the public in their economic

destiny. The other matter which was emphasized in the Constitution is non-

centralized and distribution of wealth lindividuals and government as welll,

which could be interpreted to indirectly emphasize the admissibility of the

market for securities.

Nevertheless, during the 1979-89 period, activity of the Bourse came almost

to a halt, and with the execution of the Law for Protection and Expansion of

the Iranian Industries and approval of the Usury Law (in 1983), the number of

the listed companies was reduced to 55. About 50 companies and banks were

"delisted" or stopped trading.

Transactions on bonds were altogether stopped after September 1983 (the

date of approval of the Islamic, Usury or Banking Law). During the subsequent

10 years, total transactions in the TSE did not reach beyond Rls 15 bitlion of

which about 50 percent occurred only in 1988.

c. Third Period: Privatization during the Second Development Plan (1989-95)
Although in 1988 a jump in transactions was observed, the fourth quarter of

1989 was a turning point in the growth of securities transaction. In October

1989 Mr. Hashemi Refsanjani's first cabinet came to office. This coincided

with the execution of the Law of First Plan for Economic, Social and Cultural

Development. In accordance to the Section 4~37 of said plan with regard to
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privatizing (non-strategic) companies to the public, the stock exchange was

reactivated21.

Offering the shares of the Government companies was greatly welcomed by

the public22. The increasing demand fed to price jumps, which in turn,

increased motivation on the part of the public to invest in shares.

But from 1991, the TSE management did not allow supply and demand to

match (in order to avoid prices falling quickly). In other words, the stock

exchange was plagued by "shortism" in controlling share prices. In our

opinion, this myopic performance was enforced by the view that "daily risks"

had to be reduced! Subsequent events including creeping inflation and the

abandonment of the unification of foreign exchange rates caused stagnation ín

Iran securities activities. This stagnation continued up to August 1993.

By stabilizing the foreign exchange rate and adjustments in prices of shares,

beginning in the third quarter of 1993 the Tehran Bourse regaíned its

flourishing pace and the Bourse index went up again. In 1994 and especially

in 1995 price indices sharply increased.

d. Fourth Period: The Third Development Plan, in Process 11999-present)
Since 1977 a severe "recsssion" has hit the stock exchange.

Privatization is also planned in the Third Plan (2000-2004). But according to

the judgment of this dissertation, little can be seen in the Third Plan to reform

and revive the bond or stock market during the relevant period.

3.3.2.5 The Organizatíonal Structure
As it was mentioned previously, in 1966 Iran adopted the Stock Exchange Act

(SEA), wt,ich has essentially remained untouched to this date. A number of

regulations under that law have also been enacted: the Stock Exchange

21 The intention was to reduce the size of the Government and increase the level of profitability

and efficiency of the companies.
22 Unfortunately, some misleading propaganda regarding security holding was made which was a

factor in later "recession" and the stock exchange's creditability (in 1991-931.
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Council Administrative By-Laws, the Securities Acceptance Committee
Regulations, the Articles of Association and the Rules and Regulations of the
Tehran Stock Exchange Brokers' Organization, as well as a few technical
rules.

The organizational structure of the Bourse of Tehran is shown in Chart 4. It
includes four elements: the Stock Exchange ( or Bourse) Council (SEfi), the
Tehran Stack Exchange Brokers Organization ( "the TSEBO"), the Securities
Acceptance Committee (" the SAC") and the Stock Exchange Arbitration Board
("the SEAB").

Chart 4- Organizational Structure of the T.S.E

T. S. E.
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Securities
Acceptance
Committee

Arbitratlon
BQard

Bourse Council is the most important element and its functions include

ratification of regulationsZ~. The Bourse Council supervises the execution of

the laws and regulations of the Tehran Bourse and at the same time the

Government supervision is being exercised through participation of the

reprasentatives of the Government in the Council. Effort has been made that

cooperation and competency of the highest authorities of the private sector,
i e t`~e Chamber of Commerce, Industries and PNines representative and

tinan~~~s! exports and economics be used in the Council's composition.

23 The right for global supervision and intervention in the affairs of the other elements is reserved
fe: -ne Stock Fxchange Council.
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Duty of the Acceptance Committee is to examine and to approve the

request of companies' listing. Also delisting the securities from the Tehran

Bourse is under this Board's bailiwick.

The Arbitration Committee examines the disputes between brokers with

each other andlor problems, which may arise between investors and brokers.

The other important element is the Organization of the Brokers of the

Tehran Bourse, which consists of a Board of Directors and at the present tíme

includes about 53 brokers (including all the commercial and specialized banksl.

According to the existing procedures, brokers are supposed to have

competency for the job, obtain a license with at least 3 years of experience,

passing a professional examination and permission from the Board of

Directors.

A person from outside of the Organization fills the post of the Secretary-

General. He is selected by the Board of Directors of the Tehran Bourse and

acts as the executive director of the Bourse. In what follows a more detailed

description of these components is presented.

a. The Stock Exchange Council (The SEC)
The SEC is the highest authority of the Exchange. It fulfills the functions of a

Stock Exchange Supervisory Board, including:

a. Approval of regulations necessary for the implementation of the Stock

Exchange Law;

b. Supervision of the ímplementation of those regulations;

c. Appointment of Council representatives to the Board of Directors and the

SAC and the SEAB;

d. Review of decisions of the Board of Directors or of the Acceptance

Committee, if appealed against.

It consists of ten members under the chairmanship of the Governor of Bank

Markazi or his deputy. The other members are the Attorney General or his

deputy, the Undersecretary to the Minister of Economic Affairs, the Head of
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the National Treasury, the Chairman of the Iranian Chamber of Industries and

Mines or his representative, the Chairman of the Tehran Chamber of

Commerce or his representative, the Chairman of the Board of the Stock

Exchange and three experts proposed by the Minister of Economic Affairs and

Finance and approved by the Council of Ministersz4.

The law also refers to three experts appointed by the Ministries of Finance and

Economy but those two ministries were merged in 1975 into the Ministry of

Economic Affairs and Finance2ó.

b. The Tehran Stock Exchange Brokers Organization (The TSEBOI
The TSEBO has been incorporated as a non-commercial entity, with legal

personality for an unlimited duration. The TSEBO is an association of

intermediaries in securities, based upon the princíple of compulsory

membership for intermediaries wishing to operate on the Exchange. It has two

categories of inembers: natural persons admitted as Stock Exchange brokers

and tranian financial and credit institutions approved by Bank Markazi.

In addition to the normal functions of brokers' association, the TSEBO has the

responsibility of conducting the operations of the TSE, with all that which it

entails.

The TSEBO is run by a Board of Directors of seven members elected by the

members of the organization for three years terms. That Board automatically

becomes the Board of Directors of the TSE. It runs the TSE in all its aspects,

under the supervision of the SEC. It manages the affairs of the TSE; it admits

the brokers to the TSEBO and thereby to the TSE and it supervises their

conduct; it passes on to the SEAC application for acceptance.

24 The law provides for the appointment of the Managing Director of the Bankers' Assocíation but
that Association was dissolved after the Revolution.

z5 The Chairman of the Council appoints the Secretary of the Council and Bank Markazi pays for
his staff and the Secretariat's expenses.



Financial Markets in Iran 207

c. The Securities Acceptance Commíttee (The SAC)
The SAC is composed of six members: the Deputy Governor of bank Markazi

who acts as Chairman, the Chairman of the Board of the TSE of the TSE or his

deputy, an expert appointed by each of the Tehran Chamber of Commerce

and the Iranian Chamber of Industries and Mines, and two accountants

appointed by the SEC.

The function of the SAC is to decide on the acceptance or rejection of

applications for the listing of securities of the TSE, or the deletion of securities

already listed (delisting).

Under amendments in 1992 to the listing requirements of the TSE, the SAC

will also exercise authority over the assignment of listed securities to the

Principal and the Second Tier markets intended to be operated by the TSE.

d. The Stock Exchange Arbitration Board (The SEAB)
The SEAB is composed of three members: a representative of the Mínistry of

Justice who acts as chairman, a representative of the SEC and a joint

representative of the Iranian Chamber of Industries and Mines and of the

Tehran Chamber of Commerce. Its role is to decide upon disputes arising

among brokers or between brokers and buyers or sellers in connection with

TSE transactions.

A review of the organizational structure of the TSE reveals that it operates

under a heavy and direct influence of several government agencies. The TSE

is not an independent organization, owned and operated by its member

brokers. The TSE is formally under the management of the Tehran Stock

Broker's Organization ITSEBO) whose board appoints the Secretary General

and his management term. However, the TSE is further controlled by five

separate groups called councils, committees or boards with the Governor of

the Central Bank as the Chairman of both the Stock Exchange Council and the

Acceptance Committee. Various other government officials from ministries of

Justice and Economic Affairs and Finance are also members of these
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supervisory groups. A further compromise to the independence of TSE

operations is the fact that a minimum of four of the eight members of the

Board of Directors for the broker's organization must be representatives of the

state-owned banks, which are also broker-members. .

The internal organizational structure of the TSE itself also reveals a complex

system, which appears to be staffed far beyond the actual needs ot an

exchange of this size, with only limited trading activity.

Total staff levels and related personnel expenses have increased consistently

over the past few years while sources for fee income have been somewhat

problematical. For the fiscal year ending March 31, 1993 the TSE reported its

first loss since the mid-80. In 1995196 the loss amounted to about Rls 550

million. During the 1997198 the loss exceeded Rls 3600 million. Table 1

shows the comparative figures of income and expenses.

Table 1- Tehran Stock Exchange (T.S.E.) Organization - Income and Expenses

Amount (millions Rials)
90191 91192 92193 93194 94195 95196 96197 97198

A. Income 160.1 289.2 578.1 728.3, 1,653.5 2,315.3 4,849.8 4,680.6
- Listing Fees 116.9 237.3 311.4 383.6 643.3 953.0 1,460.2 1,641.8
- Facilities Usage Fees 10.2 18.9 194.7 252.8 905.9 1,137.6 3,076.6 2,443.2
- Broker's Membership 20.1 24.8 60.5 64.3 71 .5 78.7 130.7 184.0
Fees
- Other Income 12.9 8.2 1 1.5 27.6 32.8 146.0 182.3 41 1.6
B. Expenses 118.5 267.5 697.7 800.0 1,590.5 2,865.7 4,574.8 8,306.0
- Administrative Expenses 44.5 103.9 320.3 344.2 766.6 925.4 1,841 .5 3,343.8
- Personnel Expenses 74.0 156.4 320.8 389.5 596.0 981.3 1,674.7 2,791.7
- Depreciation Expenses 7.2 56.6 66.3 227.9 959.0 1,058.6 2,170.5
- Surplus (Deficit) 41.6 21.7 (119.6) (71.7) 63.0 (550.4) 275.0 (3,625.41
Income Over Ex ense
Source: Tehran Stock Exchange, Annual Reports, and various issues (1990-981.

As can be seen from this table, both administrative and personnel levels are

much too high for an operation the size of the TSE. During the same period

income from listing fees has increased modestly as new companies have been

accepted to trade on the exchange. There was a large increase in the

facilities usage fee in the 1992-93 periods. It is very difficult for the TSE to

continue to operate in such a fiscally unsustainable manner. Fee income
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cannot be counted upon to increase during periods of slow growth nor can

they be set at such uneconomical levels as to cause financial disincentives to

market participants. The net result of this organizational structure is a stock

exchange . operation, which is relatively inefficient, heavily influenced by

government officials and subject to the direct impact of government policies

and directives.

3.3.2.6 Performance of the TSE
Table 2 illustrates the turnover on the TSE. It is difficult from the statistics

provided by TSE to determine the true level of trade volume on the exchange.

This is because the initial listing of company shares during a year is included in

the total turnover-not separated from true secondary market transactions.

However, it is possible to discern that despite new issues, actual market

activity and real turnover on the exchange declined in 1992-98. It can be

argued that this is partly a result of country's macroeconomic environment,

but it is certain that the multi-layered rules and supervision imposed on the

market mechanism by the various committees are also responsible for the lack

of depth in the market.

Table 2- Tehran Stock Exchange Turnover 1968-98 (in Rls. 1000)

Year Shares of Banks Shares of Manufacturing
Com anies gonds Total

1968-69 - 31,400 92,400 123,800
1969-70 - 89,000 44,400 133,400
1970-71 - 106,600 14,500 121,100
1971-72 - 134,200 254,200 388,400
1972-73 - 334,000 865,300 1,199,300
1973-74 798,442 524,271 1,451,244 2,773,957
1974-75 4,489,742 2,015,842 4,456,655 10,962,239
1975-76 4,020,263 6,701,512 7,342,931 18,064,706
1976-77 17,907,155 3,156,942 17,191,921 38,256,018
1977-78 12,890,875 6,597,084 24,929,34 44,417,301
1978-79 14,990,638 8,389,922 10,824,726 34,205,286
1979-80 - 30,219 4,075,887 4,106,106
1gg0-g1 . - 538,006 538,006
1981-82 - - 49,057 49,057
1982-83 - 2,086 48,213 50,299
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T~ble 2 - Continue

Year Shares of Banks Shares of Manufacturing
Com anies gonds Total

1983-84 - 6,613 2,611 9,224
1984-85 - 1,167,860 - 1,167,860
1985-86 - 1,211,457 - 1,211,457
1986-87 - 1,735,845 - 1,735,845
1987-88 - 1,690,253 - 1,690,253
1988-89 - 9,935,671 - 9,935,671
1989-90 - 1 1,139, 709 - 11,139, 709
1990-91 - 64,687,256 - 64,687,256
1991-92 - 478,326,187 - 478,326,187
1992-93 - 352,078,105 - 352,078,105
1993-94 - 515,613,000 - 515,613,000
1994-95 - 793,401,800 - 793,401,800
1995-96 - 1,880,568,300 - 1,880,568,300
1996-97 - 4,381,596,600 521,187 4,382,117,787
1997-98 - 2,017,594,900 441,400 2,018,036,300
Source: Compiled by the author fiom Tehran Stock Exchange, Annual Reports, Various issues

The market capitalization of investment companies well exceeds any other

sector, as revealed in table 3. Investment companies are followed by Motor

Vehicles 8~ Trailers and Food 8~ Beverage and also Minerals (in 1996197) are at

the top. Paper 8~ Wood stands at the other extreme. In 1998199 Motor

Vehicles á Trailers sector reached the second place. It is interesting that

volume of sectoral trade ranges from 86 Billion Rials (in 1995196) to over 834

in recent times. But it reached a maximum of Rls 915 Billion in 1996197. The

information provided by the TSE shows the impact of new share placements

on the trading statistics to be significant and that their inclusion in the total

turnover figures greatly distorts the true volume of secondary market

transactions.
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As it is shown in table 3, the total volume of trading sectors in 1996197

was equivalent to 4,382 Billion Rials. However, in the following year it

dropped 2,017 Billion Rials or equivalent to 500~0. In the second half of 1999,

volume of TSE trades increased, and the TSE index showed a considerable

growth so much so that at the end of the reported year, it reached 3116.6

Billion Rials. In other words, the ratio of TSE activities at the end of 1996 was

about 140~0, which dropped to 7.40~o and then to 12a~O in 1998 respectively.

In a study made in 1997-98, the following were the cause of the drop of

the volume of activities:

- Unsystematic growth of prices, severe inflation, limitation in the

presentation of stocks, and the severe increase in the stock prices in the

TSE during 1992-96, which was simultaneous with the implementation of

the first plan and the first half of the second development plan.

- Severe drop in the oil price from the beginning of 1996 to the beginning

of 1998, which led to the fall of foreign exchange revenues and

imposition of foreign exchange constraints to the manufacturing units.

- Negation of balance of payments and the violent fall of the oil price,

which led to imposition of secure contractionary policy by the CB as well

as the imposition of the foreign exchange and rationing policies in the

manufacturing by the market regulatory committee ( Emergence of this

committee and the reason for its establishment has been explained in

other sections of this thesis).

- Drop of the liquidity of the manufacturing units as well as the violent

decline in the rate of capital efficiency.

- Non-equilibrium between the stocks supply and demand in the year under

review, and the extensive drop of the firms' PIE, impaired seriously the

general public's expectations.

- From the political point of vie~v, the change of the cabinet and the

presidency, as well as the privatization of the society's cultur~,l sector tn
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its economic sector, was the main cause in the drop of the stocks pricès

as well as the fall of the general index and the fall in the volume of trade

in 1997.

Later on, the TSE should revise its database in this area in order to isolate

these two important statistics. The Rial value of trades effected by individuals

decreased by almost 51 percent between 1991 and 1992 and a further 37

percent in the first eight months of 1993. This trend has been somewhat

offset by the further intervention in the market by the banks and their related

investment companies.

But it seems that in 1994-96 individuals were active in the stock marketZg.

Table 4 provides the data and a view of value and number of shares traded in

the secondary market as well as value of new funds (and other statistics).

Table 4- Islamic Republic of Iran TSE Activity

1993194 1994195 1995196 1996197 1997198 1998199
Number of listed com anies 151 163 198 246 263 281
Number of shares traded on the
secondar market (in thousands)

97,328 149,237 432,138 556,158 801,768 1,202,740.4

Value of shares traded on the
seconda market

515,613 793,402 1,880,568 4,381,597 2,017,595 3,116,653.8

Price Index (1980-100) 404 694 1,549 1,937 1,653 1,537.9
Total trade b individuals 335,100 731,700 1,872,400 2,617,290 1,677,880 1,936,947.5
Total trade b bankin s stem 93,100 1,400 - 428,433 87,078 431,570.3
Total trade b ublic sector 87,500 60,300 8,200 1,335,874 252,637 748,082.2
Value of new funds
(Capitalization raised by listed
com aniesl

82,400 285,500 1,916,600 2,589,982 706,933 124,631.7

Source: Compiled fiom TSE, Annual Reports, Various issues (1992-981

It is to be remembered that the ratio of the volume of the total stocks

exchangec: against the GDP in Iran, which is one of the important capital

market efficiency indices, was increased from 0.9 in 1998 to 1.20~o at the end

of 1999. Likewise, current ratio of market stocks to the gross domestic

product (GDP), increased from 8.1 0~o in 1998 to 10.50~o at the end of year

zs But at times the market has become almost totally dominated by the banking sector.
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1999. Ratio of traded stocks to liquidity in the respective year, increased from

1.90~o to 2.70~o at the end of 1999. Despite the upgraded noticed, this shows

the undeveloped Tehran Stock Exchange (TSE) compared with those of other

countries.

The dominance of the financial sector is thought to be greater than the

statistics reveal, since included in the individual trade statistical a number of

transactions effected by individual brokers on behalf of the financial

intermediaries. Table 5 reports the activities of TSE brokers. The TSE annual

report further breaks down these new issues by the organization, which

offered them for sale. All of these new shares were actually transfers from

government agencies and government-owned banks. This trend has continued

through 1996 and indicates two important aspects of the structure of the

TSE: The government, through its privatization program, is the primary source

of new shares on the market. There continues to be little interest from private

sector companies to "go public" and utilize the TSE as a source for raising

new capital27.

3.3.2.7 Activities Indices for the Tehran Stock Exchange since the
Revival

There are other indices related to the assessment of operation of an organized

capital market. For the sake of better understanding the present status of the

Tehran Stock Exchange, later few indices from the international exchanges

will also be presented. We remind the reader that since from the Revolution

until 1989 mainly due to Nationalization of Industries and Banks and Islamic

Banking Law the Tehran Bourse practically had no considerable activity. After

commencement of renewed activity of the Bourse, volumes of transactions of

shares (except in 1991) have had a huge increase. Criterion of the volume of

27 In fact, no private company has used the capital markets for this purpose since the revival of
the TSE in the late 1980's and the exchange has been used almost exclusively as a secondary
market mechanism.
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transactions can be sought and examined under two-index (a) number of the

shares sold and (b) amount of the shares sold.

Table 5- Activities of Brokers of Tehran Stock Exchange 1994-1996

IMillion Rials and Percent of Total)
Name of 1994195 1995196
Broker

Buy Sell Total Bu Sell Total
N.I.I.C. 55,305 j7.0 116,351 i14.7 171,656 110.8 77,961 i4.1 100,694 ;5.4 178,655 i4.8
Commercial '308,673,38.9 '335,010~42.2 I643,683 ~0.6 756,229 ~0.2 773,944 441.2 1,530,17340.7
Banks
Bank Melli 193,516!24.4 185,650~23.4 379,166 i23.9 07,936 '21.7 328,931 ;i7.5 736,867 119.6
Bank Mellat ,220 0.5 6,906 .9 11,126 i0.7 96,404 i5.1 144,254 ,7.7 240,658 s6.4
Bank 11,036 ~1.4 9,582 1.2 20,618 11.3 37,887 2.0 0,185 i2.1 78,072 2.1

aderat
Bank Se ah 5,784 !0.7 17,446 2.2 23,230 '1.5 66,345 '3.5 53,818 ;2.9 120,163 3.2
Bank Te'arat 93,565 '11.8 115,195;14.5 208,760 ~13.2 52,522 `2.8 149,937 !8.0 202,459 5.4

orkers 552 Á.1 231 0.0 783 ~.0 95,135 !5.1 56,819 ~3.0 151,954 ':4.0Bank ;
Specialized 22 378 !2.8 90,203 j11.4 112,581 !7.1 173,204 ~.2 312,617 '16.6 85,821 12.9Banks ~ i

ultural 6,686 j0.8 15,014 ~1.9 21,700 ~1.4 97,177 É5.2 59,834 i3.2 157,111 4.2
Bank
BIM 12,152 ;1.5 72,664 ;9.2 84,816 i5.3 5,194 ;2.4 227,008 i12.1 272,202 '7.2
Housing 3,540 ~0.4 2,525 ~,O.3 ,065 ;0.4 0,833 11.6 25,675 ~1.4 56,508 ;1.5
Bank I

ub - Total 386,356~48.7 541,564168.3 927,920 `58.5 1,007,394'53~6 1,187,255;63.1 2,194,649;58.4

07 056~51.3 251,838~31.7 658,894 ~1.5 873,171 ;48.4 693,309 ~36.9 1,566,480'41.6
Brokers

,

otal i100 '7~402'100 ~~L4;100 '9,56~;100 '-- f~41100 '3,Z61,129'100
radin ----

Most Active 365,574(46.1 99,442' 2.9 865,016 '54.5 743,781 ~39.6 84,516 ~36.4 1,428,297 38.0
Brokers !
Source: Compiled fiom TSE, Annual Reports, Various issues
' Trades include public offerings of shares through the facilities of the exchange.

a) Number and Volume of Transactions

Table 6 illustrates the number and total amount of shares sold in the TSE. In

1990, about 13 million shares of the listed companies have been sold in the

Tehran Bourse. In 1994, the number of shares sold has reached to about 1 50

million shares. Share transactions in the Tehran Bourse have enjoyed a
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flourishing process in through 1996. After a decline in 1997, currently, 1

bi~lion is soldLe.

lndex of the number on transacted shares has also been calculated in the third

column of table 6. As it can be seen, this index from the base year

(1990-100) has increased beyond 6700 by the end of 1996 and 7300 in

1998.

The related volume of transacted shares has been also increasing. In 1990,

only about Rls 65 billion worth of shares was sold. But in 1996 nearly 4400

billion have been transacted (a record). In 1998 the comparable figure stands

at Rls 2300 billion. It is worthwhile to mention that due to the great increase

cf share prices in recent years (except in 19971, all previous records were

continuously broken.

Table 6- Number and Amount of the Shares Sold in the Tehran Stock Exchange

Year
Number of
Shares in
Thousand

Index of
Number Changes

Amount of
shares in míllion

R íafs

Index of amount
of Shares Changes

1990 13,314.3 100.0 243.39ó 64,678.3 100.0 480.79'0
1991 62,593.8 470.1 370.1 0!0 478,325.0 739.4 639.40l0
1992 49,756.4 373.7 -20.50l0 354,600.3 548.2 -25.90l0
1993 97,328.3 731.0 95.60l0 515,668.9 797.2 45.40l0
1994 149,237.5 1,120.9 53.30l0 793,399.6 1,226.5 53.9oIo
1995 432,138.4 3,245.7 189.60l0 1,880,568.3 2,907.2 1?-'.(i;~ '
1996 901,767.7 6,772.9 108.70l0 4,381,782.2 6,773.8 133.Oolo I
1997 568,102.6 4,266.9 -37.Oolo 2,151,900.0 3;326.8 -50.90l0
1998 981,571.6 7,372.3 72.89~0 2,271,000.0 3,510.7 5.50l0~
Source: Complied fiom T.S.E., Annua: Reporis, Various issues

The index of the volume of transacted shares has been calculated in the

column before last in the same table. This index increases from the base year

(1990-100) to close to 7000 by the end of 1996. But due to "recessiuns"

experienced at TSE, this index has been dropped to 3500 in 1998.

In terms of fluctuations of the number and amount of shares sold in the

Tehran Bourse since the revival of the TSE, it is worthy to note that the

zs But at the time of writing this dissertation (late 19991, the TSE is again in a"recession".
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highest increase belonged to the year 1991. In this year number of shares and

volume of transactions have been, respectively, increased about 370 percent

and 640 percent as compared to the previous year.

It seems that optimism with respect to first years of the First Five-Year

Developing Plan (FFYDP) together with the financial liberalization and the

process of privatization in these years had caused great opti~nism and

enthusiasm in the TSE. But in 1992, which the Bourse faced stagnation as

the value and number of shares sold each slightly, decreased.

It may be interesting to note that during 1995 the highest increase was

observed in May. During the said month a sharp increase in the price of gold

and foreign exchange were experienced in the country, which resulted in the

execution of new stabilization policies.

b) General Stock Price Index
Perhaps the most important index of any stock exchange ie the general price

index of shares.

Price increase is an irnportant criterion for investors, as it constitutes capital

gain. Of course, return on investment in stocks can be summarized in two

returns: (a) Dividend Income and (b) Capital Gain. In the efficient capital

markets, capital gains will attract investors more than the dividend yields,

because generally tax on dividend is more than tax on capital gain29. Table 7

shows the behavior of the Price Index of the TSE after the revival of the

exchange.

29 The new view in Finance suggests that there should be no preferences on áividend yield or
capital gain, once distortions such as taxes are eliminated. Traditionally, dividend yield was
emphasized in finance. But now, theoretically, no literature emphasizes dividends to be superior
to capital gains. See, e.g., Fabozzi, F., and F. Modigliani, (19961, Capital Markets: Institutions
and Instruments, (2"' ed.l, Practice Hall, New York.
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Table 7- Annual Price Index in the Tehran Stock Exchange

Year Index Chan e (96)
1989 100.00 -
1990 189.06 89.06
1991 427.10 125.91
1992 435.12 1.88
1993 403.50 -7.27
1994 694.38 72.09
1995 1, 549.44 123.14
1998 1,967.97 27.01
1997 1,644.20 -16.45
1998 1,525.31 -7.23

Source: T.S.E., Annual Reports, and various issues

It can be seen that in the first years of reactivity of the Bourse, price index of

shares has increased sharply in a way that the index reached 427 in 1991.

But in 1992 the hasty growth of the Bourse halted as it faced stagnation in a

way that the volume of transactions and also the average price of the shares

have turned to negative growth. In 1992, number of transacted shares with a

negative growth rate of 20 percent to 50 million shares and the volume of the

transactions with 26 percent negative growth had decreased to Rls 354 bíllion

as well. Although decrease in money volume of the transactions was being

parallel to the decrease in number of shares transacted, but due to more

decrease in money volume of transactions, the average price of the shares

decreased also and with a negative growth rate of 7.4 percent in 1993. But

in 1994-96 periods the TSE price index has experienced sharp upturns (with a

record in 19961. Since then a total accumulated 24 percent decline has been

experienced. Only during early 1999, the price index has moved up.

It is important to note that unfortunately the organization of the Tehran Stock

Exchar)ga instead of establishing a market in which supply and demand can

freely orlerate, at times has attempted to take control of individual prices by

attempting to stabilize the rate of return on the shares.

Tnerefore, in 1993 a rate of return of 25 percent for shares was fixed and

cornpanies, in accordance with this rate, adjusted their d:vidend payments.

Ac.cording to the Secretary General of the Bourse, the rate of return in 1994
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has also been 25 percent~. Luckily, for 1995 and later years no rate was

declared.

There is no doubt that rates of return should not be fixed by the organization,

but it should follow the market conditions and in accordance with supply and

demand in a clear and effective market without any interference.

c) Number of the Listed Companies
The number of the listed companies is a criterion having importance for an

active capital market. Prior to 1978, a total of 105 companies were listed in

the Bourse, which included banks and the insurance companies as well.

Immediately after the revolution, transactions on shares of 50 companies and

banks were hatted and the number of listed companies was reduced to 55.

In 1989 the Tehran Bourse started its activity with 67 companies. Thirteen

companies were listed "conditionally" provided that they removed their

financial difficulties. With the expansion of the Bourse activity and creating

favorable grounds líke plans for privatization the number of listed companies in

the Bourse increased agaiq,

Between 1989 and 1991 increase in the number of the companies in the

Tehran Bourse had enjoyed a mlld ascending process. Entering new companies

in the Bourse it also kept its climb during 1992. In this year a total of 32 new

companies have listed in the Tehran Bourse and in 1993194 the total number

of the listed companies in the Bourse reached to 151. In 1994195, the Tehran

Bourse also faced with increases in the number of the listed companies and

198 companies were active in the Tehran Bourse. As previously reported,

Table 4 shows the number of the listed companies in the Bourse during recent

years. Current data suggest more than 270 listed companies in the TSE3t.

3o Declaring the rates of return beforehand, which denotes a sort of price control, is not proper in
any stock exchange, since it distorts prices and reduces the efficiency of the market. (See,
e.g., statement made to the press by the secretary general of Tehran Stock Exchange, 1994).

37 This number is supposed to double during the next five years due to the privatization strategy as
specified in the Third Development Plan (2000-2004).
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d? An Intemational Comparison
Cvntrary to the ascending process, insufficiency in the number of the listed

companies in the Tehran Bourse is among those matters that have caused

worries for the authorities and investors alike in Iranian capital market. Basis

for such worries is relatively the high number of the listed companies :n other

cities and exchanges of the world. Low number of listed companies implies

low market depth.

According to the available statistics presented by the Federation International

Bourse Valeur (FIBV), among the 80 organized stock markets of the world, the

Tehran Bourse has ranked 24. Table 8 shows a summary comparison. Clearly,

the ~urnber of listed companíes in the Tehran Stock Exchange compared with

other cities is rather insufficient3z.

Table 8- Comparison of the listed companies in the Bourse (19941

Develo d Develo n
London 2,125 Seoul 693

-Tok o 1,777 Taiwan 285
New York 2,352 Kuala Lum ur t~ 413

Tehran 183
Source: FIBV, France.
Note: Discrepancy in Iranian data is due to difference in lranian and Ciregorian calend~rs.

The TSE can be also compared internationally with regard to the volume of

transactions, which has been published by Internationai Finance Corporati-~n

affiliated with the World Bank and Federation Internationat Bourse ~!a'~ur ~~:ay

be useful. The following Table 9 shows our estimated dollar volume of shares

transacted in selected countries.

In 1993 among the industrial developed countries, New York Stock Exchange

(NYSE) with USD 2,283,290 million, and among the newly industrialized

countries (NICI Taiwan with USD 347,189 million have had the highest

volume of transactions in developed and developing country categories. Our

3z The Organization of the Bourse has updated its statistics recently. The current number in 1999
is 270 companies listed in TSE.
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estimate reveals that in the same year the related figure for Iran has Been USD

249 million. Thus, indeed Iranian securities market requires much further

development.

Table 9- Volume of Stock Exchange Transactions in Selected Countries (1993)

(Figures in million dollarsl
Develo ed Develo in

London 848,685 Seoul 211,699
Tok o 792,977 Taiwan 374,189
New York 2,283,290 Kuala Lum ur 154,130

Tehran 249
Source: FIBV, 1994.

3.3.2.8 Concluding Observations Regarding Stock Market
The exchange continues to operate under this original (1966) law, with very

few subsequent amendments. The stock Exchange Law deals only wlth the

secondary market for trading of lísted securities through the exchange. It lacks

comprehensive regulations on the primary market, underwriting activities and

definitions for the timely disclosure and dissemination of relevant data such as

a new issue prospectus or audited financial statements. The current legislation

does not address the important issues of insider trading, takeover, shareholder

protection, or enforcement provisions. After the ratification of the stock

exchange law, the Stock Exchange Securities Council was formed as the main

policy making body for the securities market and overall supervisor for

exchange operations.

Subsequently, the organization of the exchange operations expanded to

include a management group, the Securities Acceptance Committee and the

Stock Exchange Arbitration Board.

Over the first ten years of operations, the TSE showed very strong growth

in the number of issues listed and traded as well as a continually upward trend

in both the value and volume of trades. There were 102 listed companies:

they included banks, private sector manufacturing companies, and both

government and corporate bond issues. But they number 270 at the present.
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Trade volume has been fluctuating and the current "political uncertainty"
faced by Mr. Khatami's government is bothersome and clouds the future of
the TSE. The current economic uncertainties add to the negative prospects of
the stock exchange.

A review of the organizational structure of the TSE reveals that it operates

under a heavy and direct influence of several government agencies. The TSE

is formally under the management of the Tehran Stock Broker's Organization

whose board appoints the Secretary General and his management team.

However, the TSE is further controlled by five separate groups called councils,

committees or boards with the Governor of the Central Bank as the Chairman

of both the Stock Exchange Councii and the Acceptance Committee. Various

other government officials from Ministries of Justice and Economic Affairs and

Finance are also members of these supervisory groups. In addition, a minimum

of four of the eight members of the Board of Directors for the broker's

organization must be representatives of the state-owned banks; which are also

broker-members. Most of the brokerage activity of the TSE is performed by

the state owned banks.

The net result of this organizational structure is a stock exchange

operation, which is relatively inefficient, heavily influenced by government

officials and subject to the direct impact of government policies and

directives. We close by looking at the market value and its changes during the

1990-98 period as reported in table 10. The peak of the market value was set

three years ago (in 1996). This performance cannot be a desirable one for a

developing country. Unfortunately, the blueprint of the Third Plan (2000-

2004) also does not suggest a rapid development of the Iranian money and

capital markets lincluding the TSE).
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Table 10 - Market Value in the Tehran Stock Exchange

(Figures in million dollars)
YEAR MARKET VALUE CHANGE (94~)
1990 772.4 -
1991 2,458.5 218.29
1992 2,207.2 -10.22
1993 2,891.6 31 .01
1994 6,663.7 130.45
1995 21,435.6 221 .68
1996 29,349.6 36.92
1997 26,737.2 -8.90
1998 26,033.1 -2.63

223

Souice: Compíléd From T.S.E., Annual Reports, and various issues
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3.4.1 An Introduction to the Informal Financial Markets

The financial system of the developed countries, generally, because of

experience and agreeable laws, has well-established markets, which are called

"formal" financial markets. On the contrary, in the developing countries due to

lack of experience, contradictory laws, coniradictory policies and - especially -

"repressed" financial system, "informal" financial markets are formed34.

Despite the fact that these markets have some useful features, generally

provide obstacles to economic development.

It's worth mentioning that lin principle) capital and investment are not

bound to markets and borders. Capital moves from ( a) across a country's

borders, (b) from cities to the capital city (Tehran), and (c) from formal

financial sector to informal markets, which all can be termed as constitute

both capital flight and disintermediation35. The cause of these flights is the

undesirabl~: policies, which are responsible for the formation of a repressed

system as a point of departure. Ultimately, the productive sectors suffer more

33 This section is partly based on Pourian, H., (1996), Tehran's Capital Market and Distribution
System, Tehran Municipality, Tehran.

~ Also see the World Bank, 119891, World Development Report.
3s Especially for disintermediation, see Mishkin, F.S., (19951, Money, Banking and Financial

Markets, (4'" ed.l, Harper Collins, New York, p. 245.
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from capital flight. The parallel relationship between these markets and

underground economy reduces the fínancial resources. Of course, international

capital restrictions in Iran have added to the depth of the problem of capital

accumulation. In this section, features and related issues regarding the

informal financial sector will be discussed.

3.4.2 Degree of Desirability, Taxonomy and Financial Markets

The existence of informal financial markets and organizations from the

viewpoint of economy is desirable on the one hand and undesirable on the

another. Their desirability lies in the fact that it offers financial services to the

one who is excluded from the formal financial system because of the lack of

past record or lack of security and other conditions. Since the cash paid to

these people can be used in production or personal needs, informal markets

are quite desirable.

But, the undesirability of these markets depends on the fact that existence

and development of informal markets is a sign of inefficiency or the ineffective

operation in the formal financial system. The problems and disturbing laws and

the lengthy processes of receiving loan and credit and persistence in receiving

high securities, threatened prices and so on which lead to the development of

informal markets, by itself is a sign of inefficiency of formal markets.

Because in the majority of cases there is no reliable statistics and

information about informal financial markets of a country is unavailable, the

recognition and analysis of these markets have faced many problems. Even

the rates of interest in these markets could only be observed through limited

sampling.

Since, different degrees of formality are observed in financial environments,

as a suggested method, we can present a special taxonomy in the financial

system of a developing country such as Iran. Generally, one can identify four

major financial systems: (a) Formal financial organizations and markets, (b)

semi-formal financial markets including "self-finance" operations, (c) gray
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markets3ó and black markets. Self-financed operation in the majority of cases

includes direct investment of citizens in housing and small private production

and trade units. The majority of real estate developers for the major part of

their needed investments rely on this sort of resources.

Gray markets include cooperative organizatíons and credit groups. Even

some of the "loan funds" could be classified under this section. Gray markets

are not íllegal, but governments do not promote them. In contrast with formal

markets there are black markets. Mostly, black markets are those markets in

which trades and deals are illegal. The best example is the foreígn-exchange

black market, which operate in the majority of countries, which control their

exchange rate and balance of payments' capital account.

For example, before the collapse of USSR, despite the prohibition of

exchanging Rub1e with foreign exchange, there was a vast black market in

Moscow, which was traded beside the largest Moscow supermarket (GUM)

even next to the sectet police of USSR. At present, in cities like Damascus,

besides the severe punishments for participating in black market, still these

markets are active. In Iran with the government shift of policy from

"liberalization" to "stabilization" in April 1995, the foreign exchange gray

market has been changed to black market.

3.4.3 A Model of Informal Market Demand
The motivation for the establishment of an inEormal financial market could be

studied through a simple model. This method can be used as an asset-choice

approach, since some experts have based their analyses about flight of capital

on the models of assets distribution. Assume that the inhabitants of a country

are facing two major types of asset and can save their wealth in these assets:

A) Formal Assets (FA)

3óThese terms are explained below. Especially, see Adams, D. and R. Ladman, (1979), "Lending to
the Rural Poor Through Informal Groups", Savings and Development, (a publicatio~ of the
World Bankl.
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B) Informal Assets (IA)

From this viewpoint, there are two instruments in terms of which financial

wealth (wl can be saved, which defines an equation as follows:

W-FAt1A (1)

That is, the inhabitants either save in formal or informal assets.

This presents a restriction (or identity):

(FAMI) f (IAI1N) - 1 (2)

Or:af b-y

In which a and b are weights of formal and informal assets in the general

wealth. From the viewpoint of value saving, return on total wealth R(W) can

be shown as follows:

R 11N) - a R (FA) t b R(IA) (3)

This is the two ratios equal one hundred percent.

In which R(FA) and R(IA) respectivety are the return of fofmal assets and the

return of informal assets. So, for both kinds of formal and informal assets,

there is an asset demand function. One can consider both of them (F) and (I)

respectively as the functions of two multi-variable arrays (V1 to Vml. In other

words, the demand function for formal assets will be equal to:

FA d- f ( vf1, vf2, ... , vfm)

And for informal assets it will be equal to:

IA d- i(vi1, vi2, ..., vim)

(4)

(51
With the assumption that the related variables (like return rates) are

symmetrical in both sides (extremes) of these markets, these two functions

can be summarized as follows:

(FAIIA) - h (Vf1Ni1, Vf2Ni2, ..., VfmNim) (6)

This relative demand for formal and informed assets varies with relative

changes of symmetrical variables. For example, the increase of proportion of

the informal return rates to formal rates decreases the demand for formal

assets and in contrast increases the demand for informal assets. Sa, the



Financial Markets in Iran 227

tendency to keep formal assets proportional to informal assets has been

reduced and in other words, "capital flight" has taken place from the formal

financial market. The determinant factors of this function will be discussed as

follows.

3.4.4 Determining Factors of "Capital Flow" to Informal Markets

The Change in the Proportion of Formal Assets to Informal Assets with regard

to the explanation of demand function for formal assets to informal assets,

one may finally come to the point that factors and variables, which determine

capital flight symmetry to the informal financial markets, include several

variable whose major ones are surveyed in this section. This can be defined as

a reduction in the proportion of formal assets to informal assets.

3.4.4.1 Expected Returns of the Proportion of Formal Assets to
Informal Assets

Like any choice between two kinds of assets, relative expected returns are the

major determinant. With the relative increase in the informal asset's return,

the investors reorganize their portfolio and increase the proportion of informal

assets in their wealth -a kind of capítal flight and the establishment and

development of informal financial markets are caused. It's worth mentioning

that by "return" we mean a vast spectrum of return in both sides~extremes of

these markets. Different returns like in banking system and non-banking

network, the return of stock and bonds and also a"market rate" are taken

into consideration.

3.4.4.2 Expected Inflation
Instead ot nominal returns, due to expected inflation, the owners of assets

favor adjusted or real returns. Thus, increase in expected inflation rate reduces

the formal real returns and consequently causes more demand for inforrnal

assets. In other words, by increase in inflation (or its expectationl, the

purchasing power of the return and the formal assets investment is reduced to

the benefit of informal assets.
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3.4.4.3 Relative Risk of Formal and Informal Assets
Increase in the risks inside the formal markets, which have negative effect on

the investment, most likely contributes to development ánd expansion of

informal markets. In other words, if risks increase but rates are not adjusted

(upwards) in the formal sector, then funds flow from the former to the latter

market.

3.4.4.4 The Exchange Rate in Informal Markets ,
The exchange rate (and expected exchange rate) could be considered as a

separate factor in the development of informal markets. The weakening of

national money causes the reduction of wealth in terms of formal assets and,

therefore, increases holding of informal assets. So, by prediction of a

forthcoming depreciation of national money, the scope of informal markets

increase.

3.4.4.5 Major Economic Factors and the Government Policies
Major factors including monetary policies (like the increasing growth of money

stock and persistent growth of the volume of money due to budget deficit and

financial policy, which especially affect the irrflation or exchange rate) are

effective in the replacement of formal by informal assets. So, governments

must be cautious not to distort the formal sector by their adverse policies.

3.4.4.6 Taxes

High taxation or increase in tax rates (taxes on return, on income, on wealth,

etc.) increases the tendency of holdíng informal assets instead of formal

assets. In fact, tax evasion may increase as tax rates are raised.

3.4,4.7 Other Factors
The rules to protect investment in societies like Switzerland instruct us that

bank secrecy laws play major role in the attraction and protection of

investment in the formal sector. On the contrary, restriction and inflexible

laws can contribute to the development of informal markets.
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3.4.4.8 Financial Stage of Development
Other reasons for the establishment of informal financial markets could be

listed as the current stage of financial development: the informal and not-yet-

formed markets are established before formal markets. Tradition does precede

modernity. Consequently, one of the reasons for the existence of these

markets is their historical and natural príority37.

3.4.4.9 Low Return and Risks
Any time return on assets in the formal financial system (because of inflation

and~or legal complications) would be put under stress or the said assets

encounter more than expected risks, naturally funds move to an informal

setting. From this viewpoint a risky financial system, especially with negative

real rates, is one of the most significant reasons for the development informal

financial markets. Weak banking system is an example.

3.4.4.10 The SmaU Units and Traders
Most of the small unitS including farmers, traders and unregistered units do

not have the possibility to secure their financial needs through formal markets

and banks. On the other hànd, the facílities requested by these small units are

very little and may encounter high transaction costs of the banks (including

and bureaucracyl. On the other hand, organizations in formal markets cannot

easily evaluate the credit risk of these units. So, these units (or real persons

with similar conditionsl may refer the use of informal markets. Indeed,

information problem may be an obstacle to small unít participation in formal

sector.

37 From this perspective, one should not consider all components of informal markets harmful and
unnatural.
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3.4,4.11 Capital rationing and Queues in Financial System
In an underdeveloped formal market, mainly, additional demand or scarcity of

capital exists and in the majority of cases resources are allocated through

capital rationing. In this situation, a"queue" also gets established.

Because of rationing and queues, it is probable for a smaller economic unit to

leave the formal market queue and go to an informal market or even black

market. The wáíting time, in other words, may be too expensive.

3.4.4.12 Problems of Execution of Usury Laws and Real Islamic
Banking

It is probable that due to the existence of laws like prohibition of usury in the

country's banking system and the law of banking operation without usury,

some of the residences are driven to abusing illegally in informal markets.

Another reason which is worth mentioning is the deficiency in executing

"usuryless" banking law and real partnership with depositors which is one of
,

the reasons that aids the development of informal markets with "high" rates38.

3.4.4.13 Underground Economy
Despite the fact that the informal market is not necessarily unlawful (black), it

is related to the underground section of economy. In other works, a larger size

of the underground economy is associated with a bigger informal market.

3.4.5 Tehran Informal Financial Market Features
Citizens, agencies and small producers have great share in economic activities

in developing countries. Small farmers, retailer producers, small owners of

industry and traders are among these units. The majority of these units do not

"register" with the gevernmental offices and even some of them do not have

business licenses. But the totalities of these agencies usually have various

financial needs.

38 Later in this dissertation, we shall describe and analyze the Islamic banking system in Iran.
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Street sellers need short-term financial security to buy goods; they also

need short-term investment for their temporal surplus investment. Retailer

producers need middle term financial resources for buying facilities or

employing labor force (family or non-familyl. Small farmers should be able to

cope with fluctuating seasonal incomes and high-risk fluctuations.

Organizing and the characteristics of formal financial section are not

necessarily proportional to the needs of informal sections and banks, and

formal financial organizations rarely trust informal recipients of loan. In

addition to these factors, other reasons cause the formation of informal

financial markets that one can refer to the followings.

The recipients of loans in informal markets sometimes receive these credit

resources easier as compared to the formal market, especially because the

formal organizations, which grant loan mostly, have complicated bureaucracy

and the process of granting a loan in very lengthy and time consuming.

Another reason is that the profit rate in formal market is low for deposit

makers. In addition, since income for deposit maker in informal market is not

registered anywhere, one can conceal it from tax auditors.

The structure of informal financial market, shortage of funds in formal

sector, scarcity of investment in some particular sections, collateral

requirements from those institutions who give credit in formal financial market

and also some other non-productive purposes of those who use the credit

always keep the informal market active.

Information market possesses characteristics such as being personal and

professional relationships. Transactions in this market mostly take place via

personal or professional contact and are on the basis of bilateral confidence.

Informal financial market reduces some transaction costs but increases

risks. Of course, informal factorslagents on the basis of recognition of each

other and special guarantees reduce the risk of giving credit and loans.

Efficient guarantees in this market can be called "social prestige" ~that includes
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the possibility to use again the financial services of informal markets in future.

Financial security via informal financial market in some cases takes place for

the purpose of economic activities, which are unlawful and non-productive.

However, in Iran, especially after the victory of the Islamic Revolution during

which these were a high inflation and lower formal bank profít rate (in

comparison with inflationl, this market for investment formed as a gray

market. From the perspective of the limited studies, including the World

Bank's research, conducted on the conditions of financial markets in

developing societies, the major characteristics of informal financial markets

can be presented as follows.

3.4.5.1 Players and informal markets rates
Players of informal markets are persons, merchants, moneychangers,

goldsmiths, second-hand dealers, relatives, friends and even small economic

agents. The maturity of financial transactions is mostly very short. Informal

markets are not designed for long-term finance. The risk premium of long-term

financing would be too high to allow these maturities.

Contrary to formal markets, vast spectrum of interest rates is observed in

informal markets. Various credit status and lack of information in some cases

increase the rate variance.

3.4.5.2 Risk premium
At a formal market, a financial transaction between credit provider and credit

receiver, to the great extent, happens on the basis of previous record and

familiarity with available information, and the risk of providing facilities will be

reduced to some extent. However, when the necessary records do not exist

and one cannot verify the risks logically, risk premium will be requested more

from these markets and that's why in these markets, high daily and monthly

rates are observed. Another reason for high profit is that transaction

expenditures are high and by the way, risk cannot be distributed socially Ivia

governmental banking system) to :he whole society.
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In situations in which the players of informal financial market are friends and

relatives, cash can be in form of money loaned "without interest." Of course,

money loaned without absolute interest may not exist, but a non-pecuniary

return can replace materialistic return.

3.4.5.3 Receíving inflation premium
Inflation premium is another reason for high informal rates. In fact, sometimes,

because inflation premium is not considered or paid in banking system,

resources may go to informal markets. The severity and inadequacy of formal

real (deposit) rates in the banking system is computed and demonstrated in

Table 11. The second column of this table reports the inflation rate of city

consumption between the years 1991-1995. The inflation of consuming goods

from 20.7 percent in the year 1991 has increased to 44.5 percent in the year

1995. But, during this period, the increase of the time deposit rates in the

banks was very slow. As a result, rates, which have been calculated in the

last two columns of this table, have been more negative yearly.

The author believes that this issue is one of the most critical reasons for the

establishment of informal markets in Iran. In other words, because the

possibility of receiving inflation premium in banking system does not exist,

small and big deposit makers refer to informal system to prevent the full of

their money value.

Table 1 1- The Bank Profit Rates and Inflation (Nominal and Real)

Years
Consumer

Prices
Inflation Rate

Short-Term
Deposit

Rate

1 Year
Deposit

Rate

2 Years
Deposit

Rate

3 Years
Deposit

Rate

5 Years
Deposit

Rate

Real Rate of
Short-Term

De sit

Average Real
Profit of Long
Term De osits

1991 L0.7 ~0 6.5 9'0 9.0 ~0 10.5 oIo 1 1.5 ~0 14.0 0~0 -14.2 oIo -9.5 oro
1992 24.4~0 7.596 10.096 11.596 13.096 15.096 -16.996 -12.Ooi6
1993 22.9~0 B.OoIo 11.Ooi6 13.5oh 14.596 16.Ooi6 -14.90l0 -9.29ó
1994 35.2oIo B.Oo~o 11.59'0 13.59ó 14.59ó 16.Ooi6 -27.2~0 -21.39~0
1995 49.5 ~0 8.O oIo 14.09~0 15.096 16.OoIo 18. 5 0~0 -41 .5 0~0 -33.6 oIo
Souice: Adapted from field studies of Central Bank of Iran by the Author.
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3.4.5.4 Uses of informal financial resources
MaJor uses of the informal financial resources are first and foremost in short-

term commercial or trade affairs. Traders--e.g., in the Iranian traditional

Bazaar--rely on this type of finance rather than apply to the banking system.

Sometimes these are also used to reduce income fluctuations or at the time of

emergency needs for personal needs. In production and industrial affairs,

these trends aré not that much useable, because they are short-term and rates

are high.

3.4.5.5 Semi-Formal Organizations and Grey Markets
Cooperatives and credit groups can be reckoned as a part of "semi-formal" or

"gray" market. The primary establishment of these humanitarian organizations

is taken either by government or by benevolent people.

"Grameen Bank" in Bangladesh is an example of these organizations. But this

bank has now 300 branches in different locations in Bangladesh39. In Iran,

cooperatives also exist (mostly organized by the Cooperative Ministry).

3.4.6 Estimates of Transactions in the Tehran Informal Financial
Market

Due to the lack of formal information about informal markets (in the worldl,

the presentation of trustable statistics about the volume of transactions is

controversial.

Generally, it seems that the proportion of informal financial resources in

industrial and developed countries is lower and in the developing countries is

high. In other words, it is expected that with the financialleconomic

development, financial liberalization and the reduction of systematic risks,

these proportions gradually reduce for the benefit of formal markets.

39 World Bank, (19891. World Development Report, Washington, D.C.
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Most of the statistics of informal sector have been collected via sampling.

World Bank reports that the in some villages in the world, informal credit

equals 80 percent of formal credit and 17 percent of the national income.

Other statistics show that in some of the cities of Bolivia one third to half

of the people have participated in periodical credit and deposit assemblies. In

informal markets, big cooperation's in countries like Bangladesh whose off

spring has been placed in informal market, Grameen bank has 250,000

members and is active in 5400 village. On the other hand, "microfund" of

Java has covered 8500 villages and pays 100 million dollars small credits

yearly. Further, the underground economy in the UK is estimated as to be 3

to 11 percentage of national production~o.

In accordance with studies, at least 10 percent of the USSR production

constitutes informal markets and 76 percent of this figure has been acquired

in village farmlands Ibefore the collapse of USSR)41.

Black market also exists about credit facilities with very high profit rates.

Their kinds of market are also common in developed countries. In the financial

black markets of the US, there are persons and agencies acting that are called

"loan sharks." The profit rate of these "sharks" is sometimes 100 percent for

a few days. In these markets, there are vast transactions for illegal goods like

drugs.

To a great extent, the informal financial markets are unidentified in Iran or

in Tehran. In this regard, there have been no studies or comprehensive

research, and there are few reliable statistics and information in this regard.

Although it is assumed that Tehran market is one the pillars of the informal

financial market, no studies have been done in this regard. It seems that there

are different kinds of informal financial organizations in our country:

so Higgins, M., (1988), Assessing the Underground Economy in the United Kingdom, in: Feige
(ed.l, The Underground Economies, Cambridge University Press, Massachusetts.

"' Grossman, G., (19791, Notes on the lllegal Private Economy and Corruption, in Soviei Economy
in a Time of Change, U.S. Congress, Washington D.C.
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- The '?Bazaar" (including trade credit and even exchange marketl,

- "Working Place" (including credits from employer to employees and

workers),

- Relatíves and friends.

Direct observations and interviews demonstrate that in Tehran Bazaar,

considerable financial resources are exchanged between the traders. Most of

these interactions are trade credit that we have no information about its

amount and volume.

Of course, the title "Market" is not exclusive to the traders and includes so

many of smaller production units and even families. It is noteworthy that

before the central bank circulars in 1995 about the prohibition of using foreign

free market by small and big companies of the country; most of these

companies, used to buy their needed exchange from this infarmal market.

Interviews with the companies of private sector shows that because of

weakness in the efficiency of banking system, most of the small companies

use informal financial market42.

Direct observations show that in the working place, most of the

employee's use informal, no-interest loans from the employers. The financial

manager of a service unit estimates that mostlylmore than 10 percent of

people's payment is reduced due to the loans they have taken.

If only one third of the employees borrow in this way, it shows that the

informal trend of "working place" will be about 3 percent of the incomes,

which is a considerable cash.

"Friends and comrades" are also a large resource of informal financial trend

in our country Iran. Because of the package of mortgage and with regard to

time-consumption of borrowing from banking system and the package of

4z For example, the directors of a tool producing company claim that during the recent years, at
least, 10 percent of the financial resource of the company to perform trading affairs have been
provided from informal market. Another example is that a private company to take out
goods~merchandise from custom had to borrow 10 million Rials from informal financial market.
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information and record and other cases already indicated, most of the people

refer to their friends, relatives and comrades for financial security.

Afthough, there have been no comprehensive studies in relation to the

estimation of the transactions volume in the informal financial market of

Tehran or the country, there are three studies and estimation worthy of being

presented. The estimate of this thesis (c) also is undertaken and described.

3.4.6.1 Field Study of Central Bank of the Islamic Republic of Iran43
In a field study by Central Bank regarding informal and semi-formal markets,

although the sample size was only 114 persons, we believe that this study

has reached significant results. The results show that first about 53 percent in

this sample in formal markets, semi-formal and informal markets (refer to the

previous classification in this chapter), have participated and received loan,

Second, the majority of those who have taken loans had just primary scho~l

education. About 40 percent of the users were in this stage of education. It is

also surprising that only 5 percent held bachelors degree, a higher degrees

were the lowest number of users in financial markets (formal and informall in

Tehran.

The average of the repayment of bank loans was more than 80 months, which

indicates that most of loan-takers of this group in the formal banking section

were using housing foan. On the contrary, short-term market had only 18

months time to repay the loan.

Comparing the rates of profitlinterest is also important. Although the banking

system paid approximately an average of 11.5 percent profit in 1993, the

mean ratF of informal interest was 38 percent. Current data (while rare in

terms of informal marketl, suggests a rise of bank average deposit rate to

about 13 percent, but more or less the same informal rate.

a3 Central Bank of Iran, 11993), 5urvey on Informal Fi~,ancial Markets, Tehran.
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Table 12 reveals the basic characteristics and activity rate in formal, semi-

formal an informal sector and other features of securing financial needs in

Tehran (Summer 1993).

Table 12 - Financial Activities in Tehran (Summer, 1993)

Average Loan Average

(Rials) Repayment Períod IMerest 1 profit
(Month)

Bankin S stem 4,875,000 84 11.5~0
Interest Bearing Intormal 1,750,000
Financial Market 18 38.Oo~o
Interest Free Funds 578,000 18 1.80~0
Affiliated Or anization 925,000 30 1.Oo~O
Private Sources 2,920,000 12 O.OoIo
Coo eratives 400,000 40 1.O~o
Avera e 1,908,000 34 8.9oi6
Source: Adapted fiom field studies of Central Bank of Iran by the author.

From the perspective of distribution of professions, 33 percent of the users

were employees, 23 percent were workers, 17 percent were housewives, 15

percent were self employed and 7 percent were jobiens.

3.4.6.2 Estimations of Informal Market by Iran Banking Institute
In the estimations of informal market of Tehran by using the method of

sampling in a field study by Iran Banking Institute in 1993, wliich was actually

u~idertaken through a thesis in this Institute, the share of informal financ~--~!

market in Tehran for the year 1991 was estimated at 21 percent44.

In return, those who requested loans succeeded to take a credit of 45 percent

from the qard-al-hassaneh funds, 29 percent from their affiliated organizati~~~s

and 45 percent from the cooperatives. Two above-mentioned studies

contradict each other.

But, with the consideration of the estimated results it is observed that the

related figures are compatible with each other to a great extent.

44 Iran Banking Institute, (19931.
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If the group of "Friends" in the studies of Central Bank ís considered a

component of informal market and added to the informal "usury" market [(3.3

t 7.7) ~ 0.60], the drastic differences between these two studies would be

eliminated. In other words, it could be estimated that informal market

(including "usury" market and friends) include between 18 to 21 percent of

the total financial partnership. Between 45 to 50 percent belongs to qard-al-

hassaneh funds, 28 to 29 percent to affiliated organizations and between 3 to

5 percent to cooperatives.

3.4.6.3 Estimate of This Dissertation
Our estimation suggests a larger size for the informal market. In our method of

estimation, first the proportion of informal market facilities to banking system

is estimated and then we use the central bank study. For the estimation, the

"weighted" loans in Table 13 are calculated.

So, the proportion of tha total informal facilitation to the banking system in

Tehran would be estimated to be 31.86 percent.

Of course, it is true that 60 percent of loan-takers from informal market !in

accordance with the Central Bank study) had taken loans. But with regard to

the average loan amount (which is higher in banks), just about 32 percent

relative to the banking system facilities were available in the informal market.

Table 13 - Estimating the Ratio of Average Loan in Informal
Market Relative to Banking System in Tehran (1993)

Weight of
each Sector

Average
Loan ( Rialsl

Average
We1ghted
Amount

Ratio to
Banking
S stem

Banking System 40.OoIo 4,875,000 1,950,000 100.Oo~o
Interest Bearing 3.396 1,750,000 57,750 2.96oIo
Informal Financial
Market
Qard-al-hassaneh 30.OoIo 578,000 173,400 8.89oIo
Affiliated Organization 17.Ook 925,000 157,250 8.O6o~~
Private Sources 7.7ok 2,920,000 224,840 11.530~0
Cooperatives - - - - - - - 2.Oo~o - -

---
400,000 - - - - 8,000 - - - - 0.41 o~O

InformallBank Ratio 2-00~0 6,573,000 621,240 31.860~0 --
Source: Adapted from field studies by Central Bank of Iran as reported in Pourian,
H., "Tehran's Capital Market and Distribution System, Tehran Municipality, 1994.
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In Table 13, first Tehran banking system facilities in 1993 are estimated. At
the end of this subsection, we explain the method of our estimation.

In estimating Tehran banking system facilities, we excluded "legal partner"

contracts and "direct investment" (which are long-term industrial facilities and

probably do not play any role in the subject being discussed).

With this method, the total facilities of Tehran banking system in 1993 have
been estimated to be about 20,000 billion Rials.

With regard to calculated coefficients in table 13, we expect about 6300

billion Rials in Tehran informal and semi-formal market in the above year was

the balance of the facilities.

With the use of the coefficients of the mentioned proportions, probably about

2300 billion Rials facilities have been provided by the friends and affiliated

organizations to each other; with more than 1750 ~billion Rials, a"debt

market" within the labor market is being established. ~

3.4.6.4 Description of the Method of Estimation of the Size of the
Informal Market in Tehran: A Weigfited Average Approach

1. We first use the Central Bank's survey of the informal market in Tehran in

order to estimate the weighted sum of funds. Thus, in second column we

enter the weights for each sector as derived by the Central Bank.

2. Since the banking system weight is 400~0, then the totat weight of the

informal sector is 60ok.

3. Then we enter the "average loan" amount also from the Central Bank

study (in Rials) in column 3.

4. Next, in column 4 we compute the "Average Weighted" loan amounts (by

multiplying columns 2 and 3). Note that here the total weighted loan

amounts in the informal sector is Rials 621, 240.

5. Now, we interpret the average bank loan as constituting 1000~0 of the

formal sector loan and we ask what each and the tota! categories in the

informal sector importance are relative to the banking sector.
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6. As it turns out, the average weighted loan amount in the interest bearing

sector is only 2.96 percent of the average weighted loan of the banking

system (and so on).

7. The total of, different ratios of various informal market sectors (relative to

the banking system) is 31.86 percent.

In conclusion, it is true that 60 percent of the loan takers have participated in

the informal sector, but since the average loan in the banking system is much

higher, only about 32 percent of funds (relative to the banks) existed in the

informal sector.

3.4.6.5 The Ministry of Economic and Financial Affair's Study
The statement made by the Minister of Economy and Finance in this regard is

worth noting46. The ministry has estimated that 45 percent of the commercial

transactions in the country are done in the underground economy. In other

words, from each 1000 Rials transaction only 550 Rial, take place in formal

markets and 450 Rials take place in informal market.

The taxation deputy of this ministry has reflected this estimation in another

way. He believes that we have 45 percent informal market. Given the

estimation of this thesis, which is about 23 percent, the figure claimed by the

ministry about the total size of transactions may be justified and is not

exaggerated. In other words, it could be estimated that with 32 percent of

volume or balance of the funds in the informal market of Tehran, it is probable

that even more than 45 percent of the transactions in Tehran happen in its

informal markets. This is impressive, given the rapid turnover of this market,

which its maturity is shorter as compared with banking system and its credits

are repaid much sooner.

The activity rate of financial transactions in this year suggests that 48 percent

of the loan-taker have participated in the formal banking market. After the

45 Minister of Economy and Finance Statement to the press, (1994~.
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banks, qard-al-hassaneh funds with 30 percent and affiliated organizations

with 17 percent have served as the highest institutions for financing the

needs. Only 3.3 percent of the users have used the "usury" market. The

average loan taken from banks (about 5 million Rls) is the maximum and

friendly cooperative (with 400,000 Rls) constitute the least amount of loan

granted.

The average loan from usury market was 1,750,000 Rls with more than

900,000 Rls secured from the affiliated organizations. It is interesting to note

that after banks, friends and relatives (with close to 3,000,000 Rls) constitute

the most significant informal financial resource.

3.4.7 Interest Rates in the Informal Financial Market
The limited studies about Tehran's informal financial market belong to the

period before the victory of the Islamic Revolution. However, it would be

interesting if first, a case study about Tehran informal financial market were

surveyed. This report belongs to the year 1965 and although it is rather old,

includes important notions about Tehran informal financial market.

This report demonstrates that profit rate in Tehran informal market during

the year 1965 had fluctuations because of different reasons48.

Although in the first three months of the year visible changes did not

happen, in the second season of the year a deadly epidemic in the northern

and eastern districts of the country caused the reduction of commercial

activíties. This led to the reduction of market transactions in Tehran. As a

result, profit rate in Tehran market for the signature of "excellent" Ilowest risk

premiuml is about 1.5 percent and for the signature of "first class" (with high

risk premium) ís about 3 percent. The increase of agricultural products and rhe

flourishing of export activities in the third threz months of the year had caused

46 Ce~tral Bank of Iran, (1965i, Surrey of Info~mal F~nancia! Maikets, Tehran.



Financial Markets in Iran 243

an increase in the cash being demanded in Tehran and, thus, increased the

interest rates.

In the last three months, the fluctuation of ínterest rate in Tehran market

was severe. In the middle of December, because of the arrival of the new

Christian year holidays, which had caused the reduction of export activities,

the interest rate had declined. The coincidence of Ramadan holy month

holidays also increased the temporary recession and the interest rate had

dropped to its lowest level in 1965. But, the export activities from the

beginning of November revived again and transactions had increased

considerably with the approach of Iranian new year (Norouz) and elevated the

interest rate to its highest level in that year.

It is worth mentioning that, principally; the terminal months (as compared

with other months of the year) show an increase and more fluctuations in the

rates and prices in the Tehran financial market. In addition, in the same year,

interest rates for "second degree signatures" during every month had

fluctuated following interest rate fluctuations for the "first degree signatures".

It is noteworthy that before the victory of the Islamic Revolution, statistics

of informal market rates in the major cities of the country including Tehran

were collected regularly by the Central Bank.

The survey of the most common profit rates of commercial loans

transacted during the years 1969 indicate that these rates have always been

in their highest level in the cities of Ardabil, Rasht and Zanjan with the

average period of 31.3, 30.9 and 29.7 percent, respectively. And in the cities

of Yazd, Isfahan and Tehran with the average rates of 13.8, 16.1 and 17.4

percent had been at the lowest level as compared with the entire country.

But in the more recent reports, after the revolution the Central Bank for a

long time did not report any rates in the informal market of Tehran. For

example, in the year 1991, under the tittle of the condition of financial

unorganized market it has been reported that in the current rate of interest in
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the city of Qom during one year was 36 percent. In the year 1991, the

interest rates in informal market had also been fluctuating between 36 to 48

percent in the cities of Qom and Karaj. In the year 1992, interest rate in Qom

was between 24 to 36 percent and in Karaj between 36 to 48 percent. But in

these reports, no indication has been made of rates in Tehran's informal

financial market.

Fortunately, with the more attempts of the Central Bank in the recent

years, statistics of Tehran's informal market rates (and other cities of the

country for comparison) have been accessible. The current rates of interest in

Tehran informal financial market and other main cities have been estimated in

table 14. In this table, informal market's interest rates in Tehran and the major

cities of Iran in the year 1991, which is collected through a survey, are

showna~. In this year, the minimum interest rate in Tehran had been 36

percent and its maximum had been 42 percent. Its range is 6 percent. In the

same year, the lowest rate in the entire country was 24 percent and was

common in the city of Sari. The highest rate was in the city of Urmia with 80

percent. The highest range could also be observed in Urmia. In this year, the

average of the minima was about 31 percent and the average of the maxima

was more than 52 percent. At the same time, the minimum rate of Tehran

was higher than the average of the lowest rates and its maximum was lower

than the average of the highest rates as observed in the country.

"~ Central Bank of Iran, ( 19911, Survey of Informal Financial Markets, Tehran.
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Table 14 - The Informal Iranian Financial Market Interest Rate (Tehran 8r
Major Cities in 1991 ~

Cit Minimum Maximum Ren e
Tehran 3696 420~0 696
Ardebil Oolo 480~o O~o
Esfahan 4096 600~0 20oro
Ahvaz 360~0 7296 369~0
Buro'erd 28 oi6 36 oIo 8 0~0
Tabriz 3696 60o~O 24~0
Rasht 3596 60oro 25~0
Orome eh 4096 80oi6 40oIo
Zahedan 30ok 48oIo 18ok
Zan'an 42ok 60oi6 180~0
Sari 24oi6 48~0 240~0
Shiraz 360~0 480~0 120~0
Ghazvin 30oro 42oro 12oIo
Qom 36~0 4896 12ok
Kerman Oo~ 4896 Ook
Kermanshah 300~0 4096 1096
Mashhad 30oi6 509'0 200~0
Hamedan 48~0 60~0 12~0
Yazd 30 oIo 45 0~0 15 0~0
Avera e 30.89o~0 52.37",í~ - 16.420~0
Source: Compíled by the author from Central Bank field study as reported in Pourian, H.,
"Tehran's Capita! Market and Distribution System, " Tehran Municipaliiy, 1994.

The reason of the vast range of informal rates in a city could be readily

contributed to the risk premium or as called in the market "signature". The

drastic difference of inter-city implies the imperfection of country capital

market and the segmented financial markets of different cities and the lack of

possibility of mobility of cash and capital. What about the real rates of

interest? The country's informal markets average rates (the average of

minimum and maximum) are calculated in table 15. These figures show that

the highest average interest rate of the country with 60 percent in Uremia and

the lowest was in the city of Boroujerd with 32 percent. This rate for Tehran

is 39 percent, which are closer to minimum these maxima. For more analysis,

in the same table, the average of "real" interest rate (including the inflation

rate) in Tehran informal financial market and other major cities of the country

have been calculated with regard to each city's inflation rate. In Tehran, the
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informal real rate is close to 15 percent and the country average was a bit

higher, with 19 percent. We believe that this excessive rate shows the limited

resources, high demand for funds and especially exorbitant risks in informal

financial markets of Tehran and other locations in the country. In other words,

because in the calculation of real rate, inflation premium has been corrected,

its excessiveness can indicate high-risk premium and restrictions in the

financial transactions in these kinds of financial markets.

Table 15 - Informal Market Nominal 8~ Real Interest Rate (Tehran 8r Major
Cities in 19911

Cit Avera e Nominal Rate Avera e Real Rate
Tehran 39.096 14.696
Esfahan 50.Ooi6 25.6oro
Ahvaz 54.09ó 29.6'Yo
Buro~erd 32.Oo~o 7.6ok
Tabriz 48.Oo~O 23.6oIo
Rasht 47.5 oIo 23.196
Orome eh 60.O~o ~ 35.696
Zahedan 39.Ook 14.696
Zan"an 51.OoIo 26.696
Sari 36.OoIo 11 .696
Shiraz 42.096 17.6o~O
Ghazvin 36.O~o 11.696
Qom 42.OoIo 17.690
Kermanshah 35.096 10.6~0
Mashhad 40.096 15.6~0
Hamedan 54.096 29.60~0
Yazd 37.5~0 13.1 ok
Avera e 43.71 ok 19.31 oi6
Source: Compiled by the author from Ceniral Bank field study as reported in Pourian, H.,
"Tehran's Capita! Market and Distribution System, " Tehran Municipality, 1994.
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4.0 Outline
The objectives of economic policy can be defined as those which have

relevance for economic in their own part. These include full employment,

economic growth, price stability, equitable distribution of income as well as

balance of payments. For monetary policy, the central objective must be the

achievement and maintenance of price stability. This does not mean that price

stability is more important than the other objective of economic policy but it is

the one objective that is within the power of monetary policy to achieve. It is

generally accepted that price stabitity not only contributes to socíal equity but

also is central to the goal of improving resource allocation and strengthening

the basis of economic growth~.

It was believed that in the short-run there was a trade-off between price

stability and economic growth, at least over a certain rangez. If this were true,

there would obviously be an important element of political choice (or

discretion} in the setting of moner.ary policy. Policy makers would have to

decide how much price stability they were prepared to forego in order to

increase economic growth, or how much growth they were prepared to forego

in order to achieve price stability.

There is now general agreement that the "Ph~llips curve" is vertical in the

long run3. There is, therefore, nothing to be gained in having a higher long-run

This section is strongly based on: Crocket, A.D., (19941, 'The Application of Monetary Policy',

in: De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin leds.l, A Framework for

Moneiary Stability, Kluwer Academic Publishers, DordrechtlBostonlLondon, part B, Section IV,
pp. 167-70.

Phillips, A.W., (19581, 'The Relation between Unemployment the Rate of Change of Money

Wage Rate in the UK, 1861-1957', Economica, November, pp. 143-45.

Brunner, K. and A. Meltzer, (19761, The Phillips Curve and Labor Markets, Carregie-Ruchester

Conference Series on pubfic policy, North Holland Publishing Company, AmsterdarnfNew

~~~]
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rate of inflation. Indeed, there is probably quite a bit to be lost since a higher

level of inflation is likely to be associated with greater variability and

uncertainty in the inflation rate. Greater uncertainty about future price levels

will reduce the level and diminish the efficiency of investment, thus impairing

growth.

In order to give a better picture of monetary development, the following

factors, which are instrumental in this regard such as monetary instrument,

monetary indicators, monetary targets and policy goals are analyzed.

The instruments of monetary policy are those variables that are directly

under the control of the monetary authorities, which can be divided into those

that affect quantities of financial assets and those that affect prices. More

precisely, the authorities can control the supply of base money in the system

(through open-market operations); banks' demand for base money (through

changes in reserve requirements) or the price of base money (through setting

the interest rate at which they are prepared to provide reserve assetsl. None

of these policy instruments is directly related to economic welfare, and the

purpose of controlling them is simply to influence other variables, which are

more directly related to welfare4.

The distinction between whether variables are to be treated as indicators or

targets is crucial to distinctions between rules and discretion. The debate

about whether monetary policy decisions should be governed by rules or

discretion has a long history, extending back at least as far as Henry Simons5.

The modern arguments in favor of rules is very different from that made by

Simons and Friedman6. The basis for the argument was that policy-makers

YorklOxford, p. 38.
" Kydland. F.E., 'Rules versus Discretion', in: Newman, P., M. Mílgate and J. Eatwell, (19921, The

New Palgrave Dictionary of Money and Finance, Macmillan Press, London, Stockton Press, New
York, Vol. 3, pp. 379-81 .

5 Simons, H.C., (1936), Rule Versus Authorities in Monetary Policy, Journal of Political Economy,
Vol. 44, pp. 1-30.

6 Friedman, M., (1948), A Monetary and Fiscal Framework for Economic Stability, A.merican

~~y~
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lack knowledge about the potency and timing of the effects of monetary

policy. With a completely different basis for evaluating rules versus discretion,

lack of knowledge about the effect of monetary policy plays no longer a role~.

Crockets (1993) notices that "even a straightforward rule, such as a

monetary target, involves discretion. The authorities have to decide which

variable to target, the quantitative value for the target, when to change it, and

ultimately whether to abandon the rule or not". Taylore 8~ Meltzer9 mentioned,

the possibility to devise "rules" with complex feedback mechanism to the

extend that such rules embody conditional response, which presumably could

be altered periodically; it becomes hard to distinguish them form discretion.

However, if there is no absolute distinction between rules and discretion,

there are certainly important differences between points on the continuum.

Most observers can distinguish instinctively between a policy regime that can

be classified as "rule-based" and one that relies on judgmental discretion. A

rule-based system is normally one in which~o:

a. There is a target for a single intermediate variable (in the sense defined

above).

b. The numerical value of this target is revised at infrequent intervals (say,

annually).

c. The setting of monetary policy instruments is adjusted primarily in order to

achieve the target value of the intermediate variable.

Economic Review, 38, pp. 254-64.See also, Friedman, M., (19601, A Program for Monetary
Stability, Fordham University Press, New York.

~ Kydland, F.E., 'Rules versus Discretion', in: Newman, P., M. Milgate and J. Eatwell, 11992), The
New Palgrave Dictionary of Money and Finance, Macmillan Press, London, Stockton Press, New
York, Vol. 3, pp. 379-81.

8 Taylor, J.B., (1993), 'Discretion versus Rules in Practice', Carnegie Rochester Conference Series
on Public Policy, pp. 39-42.

9 Meltzer, A., (1990), 'The Federal Reserve at Sevenry Five', in: Eckstein, Z. (ed.l, Aspect of
Central Bank Policy Making, Springer Verlag, Berlin.

'o Crocket, A.D., (1994), 'The Application of Monetary Policy', in: De Beaufort Wijnholds, J.O,
S.C.W. Eijffinger and Lex H. Hoogduin (eds.l, A Framework for Monetary Stability, Kluwer
Academic Publishers, DordrechtlBostonlLondon, part B, section IV, p. 169-70.
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As to the situation of the financial and capital markets, the following two
points have to be made:

First, the rules under which financial and capital markets operate are often

unclear and appear to be enforced erratically. There appear to be a great deal

of administrative flexibility in enforcing the rules. As to the flexibility, while it

can be desirable in financial and capital markets, too much regulatory

discretion can undermine the trust and confidence of market participants.

More than in other markets, financial transactions, which are trades across

time, require trust and transparency.

Second, there is currently an apparent lack of competition among Iranian

financial and capital market institutions and in some markets a lack of

instruments.

Financial and capital markets are dominated by government-owned banks

that have little incentive to compete with each other, while at the long end of

financial markets, there is a lack of instruments that could be used effectively

if a more competitive market were introduced. At the short end, there are no

instruments for trading liquid positions.

To sum up, this chapter is designed to present a briefly but all-embracing

picture about the monetary policy making and its performance in general;

however, we present a whole perspective of Iran's monetary policy in recent

decades as outlined below, such as monetary policy, its transmission

processes, monetary instruments, monetary indicators, monetary targets and

goals, which all make the main objectives and purposes of this chapter.

After explanation of the basic and new theories and views, we will

describe and implement those theories and views in Iran's economy. As will

be seen later, the most important characteristic of economic environment of

pre-revolution Iran, the shock of oil-price, jump of export revenues in 1976
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which affected the whole price level, import of goods and services as well as

attainment to a higher growth rate of the economy will be covered~~.

After revolution, imposition of a prolonged war by Iraq as well as

imposition of a series of technological and economic sanctions against Iran

affected all activities of the country. Then, reconstruction of the economy

after the war brought about high fluctuations in the exchange rates, multiple

jumps in the inflation rate and other side effects.

Furthermore, other monetary variables, such as liquidity, monetary base,

private debt, and so forth were increased sharply, while economic growth and

circulation velocity of money was decreased.

At the moment, the new crisis of Iran is high and widespread

unemployment. High rates of population growth accompanied by low

government facilities and limited private sector, which all have caused the

most serious problem for the economy, i.e., to start from inflation, then

plunge into stagflation, and finally to be confronted with unutilized labor force.

4.1 Theory of Monetary Policy
The term monetary policy refers to policy actions taken by central banks to

affect monetary and other financial conditions in pursuit of the broader

objectives such as sustainable growth of real output, high employment, and

price stability. The average rate of growth of money stock in circulation has

been viewed for centuries as the decisive determinant of overall price trends in

the long run. General financial conditions associated with monetary expansion

and contractions as well as changes in the interest rates have been

considered, for some time, as an important factor of business cycles~Z.

~~ It must be noted that about 80-85 percent of Iran's exchange revenues has been reCeived from
the oil export which covers about 45-56 percent of government's budget revenue.

1z Lindsey, D.E. and H.C. Wallich, 'Monetary Policy', in: Newman, P., M. Milgate and J. Eatwell,
(19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, P. 740.
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In contrast, monetary theory is a theory of relations between varíables in

an exchange economy. There is a well-developed model explaining exchange,

namely, the theory of general competitive equilibrium13. Frank Hahn states in

this context that "...the most serious challenge that the existence of money

poses to the theorist is this: the best-developed model of the economy cannot

find room for it"14.

As important as this approach may be for the development of the theory,

they have little direct bearing on the policy of the central bank, which is faced

with the task of having managed andlor influenced macroeconomic variables.

In principle, a model of generat equilibrium can be transformed by aggregation

?nto a rrlodel of macroeconomic equilibrium15. Such a model contains a

macroeconomic commodity market as well as labor and money markets. In it,

prices, wages, and interest rates are flexible and react so swiftly that the

markets can at all times be cleared, and full employment is the economic

norm.

In such a system, the money stock circulates at a constant rate and is

determined by external factors. A dichotomy called the "Classical Dichotomy"

exists here between the monetary and the real economic spheres: real

production, employment, and relative prices do not depend on the size of

money stock16. The latter determines absolute prices in keeping with Irving

13 Issing, O., (19921, Theoretical and Empirical Foundations of the Deutsche Bundesbank's
Monetary Targeting, Intereconomics, 27, Nov.-Dec. pp. 289-300.

" Hahn, F.H., (1983), Money and Inflation, MIT Press, Massachusetts, p. 1.
t5 Hansen, B., (19701, A Survey of General Equilibrium Systems, Economics Handbook Series.

Macgraw-Hill, New York, pp. 128-34.
16 Fisher, I., (19111, The Purchasing Power of Money, Macmillan, New York (latest edition: Kelly,

A.M., 119631, New Yorkl. Hubbard, R.G., (19971, The Economics of Money, The Financial
Sysrem and the Economy, (2~ ed.l, Addison Wesley, Massachusetts, Part VI pp. 59~~-93.
Fisher actually described velocity using transactions rather than income or output. Output
measures such as gross domestic product (GDP) are imperfect proxies for the volurne of
transactions. Purchases of assets, such as bonds, houses, or cars, require monetary
transactions, but the purchases are not included in production or GDP. The annual volume of
transactions is much higher than GDP, so transaction velocity is greater than velocity
calculated by dividing GDP by the money stock.
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Fisher's classical quantity theory of money. The changes in the money stock

and in the level of prices are strictly proportional to one another~~.

John Maynard Keynes presented his "General Theory"1e with its strong

short-term orientation as a discussion and criticism of Irving Fisher's classical

theory, Given sluggish reactions of prices (and comparably swift volume

adjustments), his notion of demand for money exhibiting interest rate elasticity

leads potentially to ongoing under-employment scenarios with the extreme

case being a"liquidity trap". In such a situation, monetary policy is not able to

boost economic activity; whereas, fiscal policy is particularly effective.

Orthodox disciples of Keynes have in the post-war years concluded from this,

with quite fatal consequences, "that money doesn't nlatter."

Theories explaining inflation that have a neo-Keynesian push, confine the

relation between money stock and prices to the wing. In a world of imperfect

competition, long-term contracts and transaction costs - to mention but a few

possible causes of rigidities - regard inflationary trends as delayed adjustments

to changes in wage and material costs, in which the level and speed of

changes of capacity utilization influence the dynamics of the process

involved19.

Although Keynes proposed his framework of reanalyzing eggregate

economic activity in 1936, his views reached their peak of popularity among

economists in the 1950s and early 1960s, when the majority of economists

had accepted his framework. Nevertheless Keynesians currently believe that

money has important effects on economic activity, the early Keynesians of the

1950s and early 1960s characteristically held the view that monetary policy

~~ Hume, D., (1752), 'Of Money', reprinted in: Rothwein, E. (ed.), ( 19551, Writings on Economics,
University of Wisconsin Press, Madison.

18 Keynes, J.M., ( 1936), The General Theory of Employment, lnterest and Money, Published as
Vol. VII of the collected writings of John Maynard Keynes, (1972), Macmillan, London.

19 Issing, O., ( 19921, Theoretical and Empirical Foundations of the Deutsche Qundesbank's
Monetary Targeting, Intereconomics, 27, Nov.-Dec. pp. 289-300.
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does not matter at all to movements in aggregate output and hence to the
business cycle.

Their belief in the ineffectiveness of monetary policy stemmed from three

pieces of structural model evidence20:

1. During the Great Depression, interest rates on U.S. treasury securities fell

to extremely low levels; the three-month Treasury bill rate, for example,

declined to below 1 0~0. Early Keynesians viewed monetary policy as

affecting aggregate demand solely through its effect on nominal interest

rates, which in turn affect investment spending; they believed that low

interest rates during the depression indicated that monetary policy was

"easy" because it encouraged investment spending and so could not have

played a contractionary role during this period. Since monetary policy was

not capable of explaining why the worst economic contraction in U.S.

history had taken place, they concluded that changes in the money supply

have no effect on aggregate output. In other words, money doesn't

matter.

2. Early empirical studies found no linkage between movements in nominal

interest rates and investment spending. Because early Keynesians saw

this link as the channel through which changes in the money supply affect

aggregate demand; finding that the link was weak, which led them to the

conclusion that changes in the money supply have no effect on aggregate

output.

3. Surveys of business people revealed that their decisions on how much to

invest in new physical capital was not influenced by market interest rates.

Acceptance of these views produced a widespread adoption of "cheap"

money policies after the wa-. And they received a rude shock when these

policies faited in country after cc~untry, when central bank after central bank

20 Mishkin, F.S. (1995), Money, Banking and Financia! Markets, ( 4`" ed.l, Harper Collins, Ne~~~
York, Chapter 6, p. 661 .
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was forced to give up the pretense that it could indefinitely keep the "rate" of

interest at a low level.

In the U.S., the public denouncements came with the Federal Reserve

Treasury Accord in 1951, although the policy of pegging government bond

prices was not formally abandoned until 1953. Inflation stimulated by cheap

money policies, not the widely spread postwar depression, turned out to be

the order of the day. The result was the beginning of a revival of belief in the

potency of monetary policy.

Friedman mentions that, this revival was strongly fostered among

economists by the theoretical developments initiated by Haberler but named

after Pigou that pointed out a channel, namely, changes in wealth, whereby

changes in the real quantity of money can affect aggregate demand even if

they do not alter interest rates.

The revival of belief in the potency of monetary policy was fostered also by

a re-evaluation of the role money played from 1929 to 1933. Keynes and

most other economists of the time believed that the Great Contraction in the

United States occurred despite aggressive expansionary policies by the

monetary authorities that they did their best but their best was not good

enough21. Friedman's studies have demonstrated that the facts are precisely

the reverse: the U.S. monetary authorities followed highly deflationary

policies. The quantity of money in the United Stated fell to be one-third in the

course of the contraction, and it fell not because there were no willing

borrowers, not because the horse would not drink. It fell because the Federal

Reserve System forced or permitted a sharp reduction in the monetary base,

because it failed to exercise the responsibilities assigned to it in the Federal

Reserve Act to provide liquidity to the banking system. The Great Contraction

21 Friedman has argued that Henry simons shared this view with keynes and that it accounts for
the policy changes that he recommended.
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is tragic testimony to the power of monetary policy, not as Keynes and so

many of his contemporaries believed evidence of its impotencez2.

The most important view about monetary theory and its potentials to

remove the crisis, which will fully be discussed, is the quantity theory of

money, its implications as well as consequences in evidence.

As was described for the first time by Irving Fisher23, this holds true in all

economic situations that: MV - PT. On the left-hand side, M is the stock of

money, capable of ready payment or M. On the right, P is the price level and T

stands for the volume of trade.

If V(vetocityl is assumed constant, we have a theory of money demand,

which PT determines M. Again, changes in M imply changes in P, or a

measure of inflation24.
a:

With this whole perspective of subject, we will explain the results of it for

monetary policy.

4.1.1 Quantity Theory of Money2ó
As a reaction to the increasing neglect of monetary factors in the

determination of aggregate demand, Milton Friedman succeeded in re-

estab!ishing quantity theory as a framework with long-term validity2ó. The

central insight of this theory, which Harry G. Johnson has described as the

"monetarist counter-revolution"27 is that active monetary policy can admittedly

influence real economic activity in the short term but that in the long term, the

2z Friedman, M., (1968), The Role of Monetary Policy, American Economic Review, 1811), March,
PP. 1-1 7.
Fischer, I., ( 19111, The Purchasing Power of Money, 2nd revised edn. 1926, reprinted Kelly23

1963, New York.
Clower, R.W., (1967), A Reconsideration of the Micro-foundations of Monetary Theory,
Western Economic Journal, December, Vol. 6, pp. 1-8.
Issing, O., (19921, Theoretical and Empirical Foundations of the Deutsche Bundesbank's
Monetary Targeting, Intereconomices, 27,Nov.-Dec. pp. 289-90.

24

z,

Friedman, B.M., (19561, 'The Quantity Theory of Money: A Restatement', in: Friedman, B.M.zs
fed.), Studies in the Quantity Theory of Money, University of Chicago Press, pp. 3-21 .
Johnson, H.G., (19711, The Keynesian Revolution and the Monetary Counter-Revolution,
American Economic Review, Papers and Proceedings, Vol. LXI, pp. 1-14.

27
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money stock has an impact solely on the level of prices. Like Keynes,

Friedman assumes that the money supply is determined externally and in his

opinion, demand for money is a stable function of a small number of relevant

variables. To his mind, a stable relationship is obtained between the money

stock, on the one hand, and nominal income, on the other, as well as between

the money stock and a monetary impulse that is linked to nominal income via

a complicated transmission mechanism, assuming adaptive expectations.

However, the time lags associated with the monetary impulse are considerable

and moreover variable. As we have an insufficient knowledge of the exact

transmission mechanism, and time lags involved measures to stabilize the

business cycle, can in reality hardly be implemented in due time. Therefore,

monetary policy poses inevitable risks, adding rather than smoothing cyclical

movements.

Ensuring that the money stock does not grow faster than potential output,

is a necessary long-term condition for stable prices. Thus, in the long run,

price stability can be achieved by controlling the money supply. Monetary

theorists explain the subdivision of nominal growth into prices and real growth

in ihe short-term by theories, which are based on the "expectations argument"

by Phillips curve. On the basis of backward-looking or adaptive expectations, a

short-term "trade-off" occurs between inflation and unemployment. A

disinflationary policy has real costs in the form of dampened growth and a

loss of jobs. However, the swifter these expectations are adjusted to the new

situation, the less heavy the real losses in terms of growth and employment

caused by anti-inflationary measures. The more credible a central bank is and

greater the reputation it has established for itself, the swifter expectations

adjust and the less the real economic costs of disinflationary policy. The

central wisdom contained in the "new quantity theory" by Friedman, namely,

that monetary policy cannot in the long term influence real economic activity,

was transposed to a short-term proposition by representatives of New
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Classical School of Macroeconomics by means of the concept of rational

expectations28. In the framework of simple, stylized macro-economic models,

these theorists come to the astonishing conclusion that, contrary to what

Friedman thinks, monetary policy, to the extent that it is conducted

systematically, has absolutely no effect because informed economic agents

anticipate and then neutralize its real impact. Only non-anticipated,

unsystematic changes in the money supply can temporarily have a real

influence. Such extreme conclusions, which rest on the combined assumption

of permanent market clearing and rational expectations, have not gone

unchallenged. Meanwhile, more realistic models have bèen developed, but for

avoiding further discussion, we ignore them. However, what are the main

results of those challenges for monetary policy is something for which the

next section will deliberate.

4.1.2 Consequences of Monetary Policy
These analyses generated a deeper understanding ot the important role, which

credibility and reputation of a central bank can play in the economy. If

measures or strategies are announced that are not believed to be credible,

then, they will not influence expectation formation, with the result that it will

be harder to implement them and that they will entail unnecessary costs. The

problem of time consistency also plays a role in this context. If the objective

function of monetary policy depends negatively on the inflation and

unempl. ~, ment rates, and economic agents regard the strategy of monetary

policy announced to be credible, then the central bank might be tempted in

the interim to pursue a more expansionary policy than that initially announced,

as this would improve the objective function79.

28 See Lucas, R.E., (1981), Studies in Business Cycle Theory, Mlt Press, Carnbridge,
Massachusetts.

29 Issing, 0.,119921, Theoretical and Empirical Foundations of the Deutsche Bundesbank's
Monetary Targeting, Intereconomices, 27,Nov.-Dec. pp. 289-90.
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Sijben (1993) in this regard states that: In order to be successful and to

avoid an overburdening of monetary policy, such a policy must be adequately

supported by two other areas, namely, wage and price as well as fiscal policy.

Meanwhile, this policy can be achieved at best by the central bank as an

independent body, with a statute, which clearly states its task of maintaining

the value of money and strengthening the policy credibility3o.

Lamfalussy (1994) in this connection believes that: Development of the

money supply will remain a central point of policy orientation because

monetary stability is a prerequisite for growth and employment in the longer

run3~. Undoubtedly, the formulation and implementation of monetary policy

has become more complicated. The rapid changes in the real and financial

sector of the economy are confronting policy makers at present with increased

uncertainty. Ttlerefore, there is a great chance, that certain changes will be

deteriorate rather than strengthen monetary stability3z.

Meanwhile, Kydland and Prescott (1977) argued that a target of full

employment should not be part of a central bank's system of objectives33.

Issing's brief overview indicates, work on the edifice of monetary theory

has by no means yet been completed. It, at any rate, possesses sound

foundations in the form of the long-term quantity theory of money, or, put

differently, in no country and at no time has an economy benefited from a

central bank neglecting "the" money stock. (Clearly, this by no means

answers the question of how the money stock can be meaningfully defined

nor how to distinguish between the short and long-term time frame). This

30 Sijben, J.J., (1994), 'Comment on Andrew D. Crockett: Rules Versus Discretion in Monetary
Policy', in: De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin (eds.), A
Fiamework for Monetary stability, Kluwer Academic Publishers, DordrechtlBostonlLondon, pp.
211-15.
Lamfalussy, A., (1994), 'Rule and Discretion in Monetary Policy', Deutsche Bundesbank,
Auszuege aus Presseartikeln, Frankfurt, June.
Sijben, J.J., (1996), 'Rules versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, pp. 156-78.
Kydland, F.E. and E.C. Prescott, (1977), Rules Rather than Discretion: The Inconsistency of

~y~~

31

33
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conviction rests in the final analysis on an axiomatic insight that most

economists would probably accept irrespective of what other differences they

mfght have and that reads: " The objectives of agents that determine their

actions and plans do not depend on any nominal magnitudes. We know this as

the axiom of the absence of money illusion, which seems impossible to

abandon in any sensible analysis"~. This has two consequences for monetary

policy:

First, it should concentrate exclusively on the goal of price stability and

should not attempt to influence real economic developments, for it cannot and

should not try to delude economic agents systematically over the longer term.

In this context, one should, however, not go so far as to exclude the

possibility of agents of occasion erring in their decision-making. Second, it

follows that monetary policy should set the overall monetary framework by

announcing clear targets and shoutd build up and preserve its credibilíty by

pursuing a consistent anti-inflationary policy. As a consequence, economíc

agents will be able to orient themselves reliably and this will avoid

unnecessary losses owing to disruption35.

The real mechanism, by which monetary policy acts or has influence on

macroeconomic variables, namely, transmission processes, will be reviewed in

the next section. In it, we will study the direct (via expenditure and prices)

and indirect (via interest rate) mechanism of influence of a change in money

stock on the economy.

Optimal Plans, Journal of Political Economy, Vol. 85, pp. 473-92.
3a Hahn, F.H., (19831, Money and Inflation, MIT Press, Massachusetts, p. 34.
35 Issing, O., 119921, Theoretical and Empirical Foundations of the Deutsche BundF.~~-~.bank's

Monetary Targeting, lntereconomics, Nov-Dec. pp. 290-91 .
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4.2 Credit View versus Money View on Monetary Policy

Many economists and policymakers believe that the key to central bank

credibility is the adoption of and adherence to rules. A rule strategy for

monetary policy suggests that the central bank follows specific and publicly

announced guidelines for policy. When the central bank chooses a rule, this

strategy requires that it follow the rule whatever the state of the economy.

One example of a monetary policy rule is a commitment by the CB to expand

the monetary base by 50~o each year, regardless of disturbances in money and

financial markets or the economy. The main criterion for formulating rules,

advocates suggest, is that rules should apply to variables that are significantly

controllable by the CB. An instruction to "maintain the growth rate of real

GDP at 40~0" is not a useful rule because the CB has no direct control over

GDP36.

Economists and policy makers who oppose the rules approach, support a

discretion strategy for monetary policy, which means that the central bank

should adjust monetary policy as it sees fit to achieve goals for economic

growth, inflation and other economic and financial variables. This a~proach

differs from the rules strategy in that it allows the CB to change its policy to

adjust to changes in the econorny. The discretionary character of this

policymaking essentially means absence of any very specific precommitting

constraints. This uncommitted and, beyond immediate political consideration,

unconstrained activity of policy makers is usually claimed to represent the

best interest of the nation. The inherent flexibility of a discretionary policy

should thus be expected to assure a higher performance level for the

economic process37.

36 Hubbard, R.G., (19971, The Economics of Money, The Financial System and the Economy, (2"a
ed.l, Addison Wesley, Massachusetts, Part VI, pp. 747-48.

37 Brunner, K., (1983), The Pragmatic and Intellectual Tradition of Monetary Policymaking and the
International Monetary Order, Schriften der Vereins fuer Socialpolitik, 138, pp. 97-116.
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Hubbared38 mentions that, proponents of the rules strategy argue that the

central bank must commit to rules that limit its ability to adjust monetary

policy to achieve short-term objectives. However, inflexible rules may be

needlessly rigíd and have unforeseen consequences. For example, if a rule

specifying a constant rate of growth of M1 had been in effect in the early

1980s (when deregulation and financial innovation increased the demand for

money), monetary policy would have led to more contraction than the CB

intended. Many economists believe that a middle course is desirable. They

argue that rules can allow policymakers to make adjustments in policy as long

as those adjustments are stated as part of the rules. For example, the CB

could decide to maintain the growth of M2, not at a constant rate but at a

rate that would be adjusted in a predetermined manner for movements in

inflation. The problem with this strategy is that it limits a central bank's

discretion over monetary policy. If rules are not binding and central banks can

modify their policies, the rules will not be successful. The central bank will be

tempted to abandon the announced policy in favor of short-term objectives.

Hence, establishing a credible commitment to a rule is more important than

stating a precise form of the rule (such as a specified growth rate for M21.

Hubbard continues, even a modified rule isn't foolproof. The same lack of

flexibility that can make a rule credible can limit the central bank's ability to

respond during a financial crisis. Both new classical and new Keynesian

economists agree that if the central bank avoids the temptation to intervene

regularly tó fine-tune the economy, its ability to respond effectively during a

crisis will be enhanced.

Most economists believe that the best way to achieve commitment to rules

is to remove political pressures on the central bank. The idea is that when the

3~ Hubbard, R.G., (1997), The Economics of Money, The Financial System and rhe Economy, (2"d
ed.l, Addison Wesley, Massachusetts, Part VI, pp. 747-48.
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central bank is free of political pressures, the public is more likely to believe in

the centra! bank's announcements.

The basic character for the existing monetary regime is determined by the

willingness of the political system to use inflation (or to reserve the potential

to use inflation) to affect the distribution of income and to raise revenue39.

The money and credit views of how monetary policy affects the economy

are by no means mutually exclusive. Expansionary open market purchases

increase both the money supply and the amount of loans and so both the

money and credit channels are operative. The credit channel is important

because it provides an additional reason why monetary policy may have

potent effects on the economy. Furthermore, the credit channel suggests that

interest rates and the money supply may not be the only indicators of the

tightness of monetery policy; the amount of bank loans might be too40.

4.2.1 Rules and Discretion in an Evolutionary View
Sijben41 in his paper entitled "Rules versus Discretion in Monetary Policy

Revisited" mentions thet, since the mid seventies the rapid wave of financial

innovations has changed the financial system in the industrialized world

drastically. This new strongly competitive, financial environment has altered

also the behavior of the players on the financial markets in a substantial way.

It is obvious that in these circumstances, also owing to changed monetary

transmission processes, the stability of the historical significant relationships

between the development of monetary and credit aggregates on the one side

and the course of the business cycle on the other side, has been weakened. In

39 See for further explanation: 'The Political Economy of Monetary Policy', in: Mayer, T. (ed.l, The
Political Economy of American Monetary Policy, Chapter 7, Cambridge university Press, New
York, pp. 99-114.

"o Mishkin, F.S., (19951, The Economics of Money, Banking and Financial Market, (4`" ed.),
Harper Collins, New York, Part VI, p.631 .

" Sijben, J.J., (19961, 'Rules versus Dr,cretion in Monetary Policy Revisited', Australian Economic
Papers, June, p.175.
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the case of U.S. economy, in mid seventies, Friedman42 shows empirically that

the stable relationship between narrow andlor broad money and national

income as well as the historical relationship between the broad credit

aggregate and national income have all changed. Undoubtedly, therefore, the

formulation and implementation of monetary policy has become complicated.

The rapid changes in the real and ~inancial sector of the economy are

confronting policy makers at present with increased uncertainty.

As was described by J. Sijben (1996), the question naturally arises

whether the central bank needs more discretionary room in this new financial

landscape to guarantee monetary stabílity. The information variable approach

assumes that an unexpected change in an information variable as opposed to

monetary aggregate approach, which will be elaborated later, will give a signal

to the central bank to judge critically the current stance of monetary policy

and not to result in a mechanical correction according to a result-based policy

regime. This approach essentially deals with a discretionary or a more

flexibility poticy, case by case, as a reaction on the continuous inflow of new

financial information. The effects of monetary actions in the long-run wil! have

to be incorporated in the judgmental process continually; however, ar,d tlie:t

financial innovations have changed substantially the traditional reiatiorrs

between interest rates and aggregate demand. Moreover, interest rates and

interest rates differentials itself have no unanimous effects on the course of

spending and inflation and sometimes may give a misleading signal.

Since the mid-seventies the historical relationships between the behavicr of

monetzr,, and real aggregates in the economy have been weakened

~z Friedman, B.M., (19931, 'The Role of Judgment and Discret~~~ in the Conduct of Mone-tary

Policy, Consequences of Changing Financial Market', in Changing Capital Markets: lmplications

for Monetary Policy, Federal Reserve Bank of Kansas City, August. See also Friedman, B.M.,
(19941, 'The Design of Monetary Policy, Intermediate Targets versus Information Variable as

Operating Guides for Monetary Poiicy', in: De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and
l..4-I. Hoogduin (edsl., A Framework for Monetary Stability, Kluwer Academic Publishers,
DurdrechtlBostonlLondon, pp. 109-31.
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substantiallya3. The new monetary pragmatism view suggests that the

potential information variables place high demands upon policymakers'

judgment about the path of economic development, even if the used variables

illustrate the goals of monetary and economic situation. This means that the

authorities need to switch their efforts from a certain automatic policy

implementation to a policy strategy whereby the own opinion of the central

bank plays a key role in the ultimate decision process. Naturally the policy

uncertainty risk increases by reacting erratically or in a less convincing way in

response to changes in information variables. This way, the information

variable procedure might involve a veiled transition to a discretionary policy.

The eclectic policy view, according to Friedman and others, refers to rules and

discretion in the policy making process. Monetary policy will make use of all

the available relevant information about the macroeconomic and financial

developments. In short, mechanical rules may not crowd out the judgmental

issue in the policymaking process.

However, in our view, the policymaker will always have to operate in an

uncertain economic environment with incomplete information, so that the

flexibility and the pragmatism must be oriented continuously to a nominal

anchor, aimed at a realization of the consensus target of price stability. For, as

the lessons from history have shown very clearly, too much discretionary

room in monetary policy will result in a loss of policy credibility and ultimately

in an inflationary environment. Essentially there exists a trade-off between the

potential benefits connected with a more intensive use of information

variables and the associated judgmental strategy on the one hand and the

disadvantages associated wíth an abandonment of a rules-based and

nominally anchored monetary policy behavior on the other hand. Finelly, the

a3 Sijben, J.J., (19961, 'Rules versus Discretion in Monetary Policy Revisited', Au~tralian ECOnomic
Papers, June, p.166.
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rules-based monetary policy has also a close relationship with the char: ~~-. -.:.

financial environment itself41.

Crocket45 argues that one traditional argument for discretion couldn't be
accepted. There is no medium-term trade-off between price stability and

economic growth. Consequently, there is no reason for the authorities to
make a deliberate choice between two objectives. Price stability is the best

environment for the achievement of other economic goals.

But there are at least three other arguments for allowing the monetary

authorities discretion in the formulation and implementation of economic

policy.

The First argument is that, economies are subject to both supply shocks

and demand shocks, and the appropriate monetary policy response will be

quite different in the two cases.

A second argument for discretion lies in the fact that the speed with which

an economy returns to price stability following an inflationary or deflationary

shock, has implications for output and employment. The inflationary impetus

in Germany following unification is a case in point. It would have been

possible, in principle, for the Bundesbank to restore price stability very quickly.

The cost would have been over higher interest rates than actually resulted,

followed by a sharper downturn in activity. The use of discretion enabled the

Bundesbank to tolerate some overshooting of the monetary targets, to allow

the return to price stability to take place in a more orderly manner.

A third argument for discretion is that the structure of the economy is

managing through time in ways that cannot easily be predicted in advance.

The relationship between intermediate variables and the ultimate objectives of

aa See also Sijben, J.J., (1996), 'Rules versus Discretion in Monetary Policy Revisited', Australian
Economic Papers, June, p.176.

'S Crocket, A.D., (19941, 'The Application of Monetary Policy', in: De Beaufort Wijnholds, J.O,
S.C.W. Eijffinger and Lex H. Hoogduin (eds.l, A Framework for Monetary Stability, Kluwer
Academic Publishers, DordrechtlBostonlLondon, part B, Section IV, pp. 170-80.
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policy can be affected by technical developments. For example, the desire of

the private sector to hold money balances is influenced by regulatory changes

and the development of new financial instruments. These can either make

money balances more attractive (say by providing for the payment of interest

on previously non-interest bearing assets), thus reducing velocity; or they may

make money relatively less attractive Isay by investing non-money assets with

payment attributes), thus lowering the velocity of circulation.

If velocity trends are subject to relatively unpredictable shifts, it wilt be

desirable for ihe monetary authorities to take a variety of indicators into

account in deciding the setting of monetary policy.

There are several strands of thought behind the advocacy of such rules.

One is the evowedly libertarian principle, that in a democracy, as much

decision-making discretion as possible should be removed from individuals and

vested in laws or rules. Leaving this on one side, perhaps the most important

economic argument for rules is that there is a fundamentally stable

relationship between an intermediate variable (a monetary aggregate) and the

ultimate objective of monetary policy (the growth of nominal income). The

benefits of discretion are therafore small, since it is not possible to improve

much on the outcome generated by adopting a stable money growth target.

On the other hand, so the argurnent goes, the costs of discretion are

potentially large. The implicit argument ls that the "wrong" policy instrument

is selected and adhered to for too long. Typically, what monetarist's fear is

that a nominal interest rate objective may be sefected and retained even when

it is resulting in a cumulative contraction or expansion in the quantity of

credit46.

as Crocket, A.D., (19941, 'The Application of Monetary Policy', in: De Beaufort Wijnholds, J.O,
S.C.W. Eijffinger and Lex H. Hoogduin leds.l, A Framework for Monetary Sfability, Kluwer
Academic Publishers, DordrechtlBostonlLondon, part B, Section IV, pp. 170-80.
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A subsidiary argument for rules is that financial markets operate most

efficiently in the presence of certainty. If, in addition to the inherent

uncertainties generated by outside economic shocks, there is uncertainty

about the authorities' policy response, the difficulties faced by markets will be

compounded. This argument has been formalized in the literature on the time-

consistency problem and the value of rules that "pre-commit" the authorities

to a particular course of action (Kydland and Prescott~~).

It will be seen that the arguments in favor of rules are based more on the

quality of discretionary action than on discretion per se. If the authorities are

capable of distinguishing between "good" and "bad" policy responses, then in

principle discretion ought to improve welfare by broadening the available

choice set. It remains possible to select the policy response indicated by a

"rule"; but it ís also possible to depart from it if the rule is destabilizing.

It can be argued that discretionary monetary policy is subject to two

systematic sources of adverse bias: "too little, too late" and a greater

willingness to lower interest rates than to raise them (Kohn4B). It is not hard to

see why such biases might exist. If there are costs to making discretionary

changes in monetary policy, then policymakers will be tempted to wait for

conclusive evidence of the need to change policy before undertaking an

action. These costs need necessarily be real economic costs; they could be

the psychological costs of abandoning a previous conviction about how the

economy was developing; or the "image" costs of being seen to chop and

change decisions.

Rule-based policy regimes can help overcome these temptations. The rules

themselves provide a vehicle for educating public opinion to the longer-run

"' Kydland, F.E. and E.C. Prescott, (1977), Rules Rather than Discretion: The Inconsistency of
Optimal Plans, Journal of Political Economy, Vol. 85, pp. 473-91.

48 Kohn, D., (1993),'Comments on Paper Presented by Benjamin M. Friedman', in: Friedman, B.M.,
Ongoing Change in the US Financial Market: Implication for the Conduct of Monetary Policy,
Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming, August.
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relationship between money and prices. And the need to adhere to a rule

provides valuable "cover" for unpopular decisions.

Crocket (1993), stated in the international conference at Amsterdam "The

introduction to this chapter identified three phases of the post-war approach

to monetary policy making. Discretion predominated until the last sixties. The

1970s and early 1980s saw an attempt to identify and follow rules. And the

most recen~ period has seen disillusionment with rules and a return to

discretion".

The shift towards rule-based approach that took place in the 1970s can

likewise be attributed to several factors. Perhaps the most persuasive

intellectually was the work of Friedman and Schwartz and their followers. This

work seemed to show that there was a stable, lagged relationship in the

United States between changes in the rate of growth of broad money M2 and

changes in nominal income. A key conclusion was that monetary policy

mistakes had been largely responsible for the length and severity of the Great

Depression. Subsequent studies showed that it was possible to detect a

statistically significant rel8tionship between money and income over a wide

range of countries and time periods.

These findings did not, of themselves, produce a rapid shift in the basis for

formulating and implementing monetary policy. But interest in monetary rules

grew as inflation surged in the waka of the first oil shock. Indeed, the oil

shock itself could plausibly be attributed to the failure to control creeping

inflation over the previous two decades (Fried and Schultze491. Since the late

1980s there has been a downgrading of monetary rules as a guide to policy.

Canada has already reduced the emphasis given to monetary aggregates in

1982. The United Kingdom dropped broad money targets in 1986 and

continued to monitor only Mo Iwhich is approximately equal to currency in

49 Fried, E.R. and C.L. Schultze (eds.l, 11975), Higher Oil Prices and the World economy: The
Adjustment Problem, Brooking Institution, Washington DC.
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circulation and therefore not an intermediate variable in the sense employed

above). Japan reduced the emphasis given to monetary aggregates in 1992.

The United States informally redesigned monetary growth targets as

"monitoring ranges" during 199350.

The historical results of policy decisions were: the removal of exchange

controls and deregulation in domestic financial markets. ft also owed much to

developments that were only indirectly related to the removal of prevíously

existing restrictions. These include the development of new financial

instruments, the reductions of transactions costs following the spread of

computer technology, the growing institutionalisation of saving channels, and

the securitisation of investment media.

4.3 Transmission Mechanism of Monetary Policy
The traditional view of the transmission mechanism is that monetary factors

operate via equilibrium in asset markets to influence yields and asset prices,

and these in turn influence desired consumption and investment spending.

Some treatments also allow for a direct spending effect of monetary factors,

particularly via induced spending on consumer ' durable. Discussion of the

monetary transmission mechanism thus involves consideration of the

determinants of asset equilíbrium and of spending decisions51.

50 Crocket, A.D., (19941, 'The Application of Monetary Policy', in: De Beaufort Wijnholds, J.O,
S.C.W. Eijffinger and Lex H. Hoogduin (eds.l, A Fiamework for Monetary Stability, Kluwer
Academic Publishers, DordrechtlBostonlLondon, part B, Section IV, p. 176.
Fazzari, S. and R.G. Hubbard and Petersen, (1988), Financing Constraints and Corporate
Investment, Brookings Papers on Economic Activity, pp. 141-95
Greenwald, B. and Stigiliz, J., (1990), 'Macroeconomic Models with Equity and Credit
Rationing', in: Hubbard, R.G. (ed.l, Asymmetric Information, Corporate Finance and Investment,
University of Chicago Press,,Chicago.
Hyashi, F., (19851, The Effect of Liquidity Constraints on Consumption: A Cross-sectional
Analysis, Quarierly Journal of Economics, pp. 183-206.
Romer, C., and D. Romer, (19901, New Evidence on the Monetary Transmission Mechanism,
Brookkings Papers on Economic Activity pp. 149-98.
Sargent, T.J., 119791, .Macroeconomic Theory, Academic Press, New York.
Wilcox, J.A., (1989), 'Liquidity Constraints on Consumption: The Real Effect~ of `Real' Lending
Policies', Federal Reserve Bank of San Francisco Economic Review, San Francisco, pp. 39-52.
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In the quantity theoretical analysis, there are two ways in which an

increase in the quantity of money can push up prices, i.e., the direct

mechanism and the indirect mechanism. The direct mechanism is the direct

influence of a change in the quantity of money on expenditure and prices; the

indirect mechanism works via the rate of interest. The quantity theorist

focused their attention on the banks in their analysis of indirect mechanism. In

a mixed monetary system, with both currency (primary money) and deposit

money (created by commercial banks) circulating, an increase in the quantity

of currency leads to an increase in banks cash reservess2.

The banks want to increase the volume of their loans and therefore ease

their credit conditions, namely, the rate of interest. The quantity of money is

made larger by the increase in lending. According to Knut Wicksell, this

increase in the quantity of money does not precede the fall in the rate of

interest; any more than in a system where banks create all money is the cause

of lending in a pure credit economy. If, on the other hand, the indirect

mechanism is made to work, an increase in the quantity of money precedes

the working of the indirect mechanism.

Under the influence of Keynes's General Theory, in and after the Second

World War, a more profound analysis of the transmission mechanism between

money on the one side and the transactions volume or national income and

price level, on the other, were developed. Two lines of attack can be

discerned, though at a later stage they merged into one. The first examines

the extent to which a quantity of money is net wealth for the economy, while

the second concentrates its attention on the compositíon of economic units'

portfolios. The quantity of money, as dealt in the literature, focuses on the

real balance effect (RBE). Pigou in his article53 argued that if prices fall and the

~z Patinkin, D., (19651, Money, Interest and Prices, Harper Row, New York., (Reprinted 1989, MIT
Press, Cambridge,Massachusettsl.

53 Pigou, A.C., (19431, The Classical Stationary State, Macmillan, London, Chapter 7, Section 4,
p. 143.
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quantity of money remains constant, real wealth of the economic unit's

in~reases, inducing them to save a smaller fraction of their income and spend

a larger fraction on consumption goods. When the quantity of money is

ircreased with prices held constant, real wealth of the economic unit

increases as well as a rise of consumptive spending can be expected. In both

cases, real wealth has risen through an increase ín real balances.

Although the development of monetary and credit aggregates still has an

essential influence on the path of economic activities, the use of the monetary

policy also concerns the concept of a preannounced monetary target. This has

to be attributed to a blurring of the money definition and the increased

instability of the money demand function since the mid-seventies. The

instability at the relatíonship between money and income has made it almost

impossible for policy makers to ascertain whether actual monetary policy

measurements have a neutral, expansive or restrictive character. During the

eighties, the ideas with regard to the operation and the effectiveness of

monetary policy measures have changed drastically because of the

revolutionary changes on financial markets54.

The simplest textbook model focuses on equilibrium between the demand

for money and the supply of money to determine, 'ihe' interest rate, which in

turn provides the link to real spending.

More complicated models recognize that the various assets which are the

alternatives to holding money balances are not perfect substitutes, so that a

multi-asset 'portfofio balance' specification of asset equilibrium is required.

This equilibrium determines a vector of interest rates, representing the yiPlds

on bonds, equity and other assets. Investment spending is typically related in

some way to these yields since the cost of capital is presumed to be some

combination of them. A monetary disturbance that, say, increases liquidity in

5~ Sijben, J.J., í 19961, 'Rules versus Discretion in Monetary Policy Revisited', Australian Economic
Papers, June, p.157.
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the system sets in motion a chain of portfolio substitutions, operating in the

first instance to lower yields on short-term monetary instruments and then

bond rates and equity yields, and hence the cost of capital, thus stimulating

investment55.

Although consumption spending in most industrialized economies is on

average several times larger than investment spending, variations in the two

are of similar orders of magnitude. Further, optimizing models of consumption

(which typically allow for both an intertemporal substitution effect and a

weatth effect arising from interest rate changes) do not give rise to substantial

responsiveness of optimal consumption to interest rate changes. Thus, in most

models in this equilibrium tradition, the focus is on the responsiveness of

investment spending. Hence, the transmission mechanism stresses the link

between monetary factors, interest rates and the exchange rate. The latter

influences aggregate demand via net exports; changes ín net exports in

response to exchange rate variations reflect changes in both consumption and

investment spending56.

One of the most important components of transmission process in

monetary system, are the instruments that central bank can use effectively for

control and conduct of monetary variables along with its goals and plans. As it

was stated earlier, monetary transmission policy varies from country to

country. However, in the recent decades, industrial countries according to

their own monetary policies and by the application of certain devices such as

monetary instrument and indicators move towards short-term monetary

55 Tobin, J., í19691, A General Equilibrium Approach to Monetary Theory, Journal of Money,
Credit and Banking, 1, pp. 15-29. See also, Foley, D. and M. Sidrauski, (1971), Monetary and
Fiscal Policy in a Growing Economy, Macmillan, New York, Collier-Macmiltan, London. And also
Sargnet, T.J., (1979), Macroeconomic Theory, Academic Press, New York.

56 purvis, D.D., 'Monetary Transmission Mechanisums', in: Newman, P., M. Milgate and J.
Eatwell, 119921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, pp. 763-64.
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targets and long-term goals, which are called policy goals (Figure 11. Each box

of the said figure is elaborated as follows57:

Flgure 1- The transmission mechanism of monetary policy

Monetary --, Monetary
Instruments Indicators

Official rates
IDiscount rate
Lombard ratel

Open-market
Operations
(incl. Repo's)

Foreign exchange

-~
Borrowed or
Non-borrowed
Bankreserves
Excluding currency
Monetary base (MO)
Base money including
Currency

Monetary --. Policy
Targets Goals

Monetary - Price Stability
Aggregates - (High) Employment
(M1, M2, M31

Credit lit Capital
market interest
Rate

Economic growth
Balance of payments
equilibrium or exchange
rate stability

Ilnterbank) money - INominal or real)
Interventions market interest rate exchange rate

- Cash reserve
Requirements
Direct credit ~ Domestic credit
Ceilings Expansion IDCE)

Source: Adopted from Boonstra, W.W. and S.C.W. Eijffinger, ( 19971, 'Financial Markets and Monetary
Policy. The Anglo-Saxon Perspecrive versus the Continental furopean Perspective; in: Boonstra, W.W.
and S.C.W. Eijffinger (eds.l, Banks, Financial Markets and Monetary Policy, INIBEI, Amsterdam, p. 11

In the industrial countries, which apply the transmission of monetary

policy, they make use of a procedure, which is often referred to as the

"intermediate target strategy". The assumption is that a set of economic

variables are able to serve as "indicators" or "intermediate targets" of

monetary policy in such a way that it provides information about the links

between specific policy actions and the ultimate goals of policy. The strategic

decisions are presented by the directional arrows running from the ultimate

goals back towards the tools (operating instruments) of monetary policy. The

tactical decisions of short-run policy implementation run in the opposite

directions58.

57 Boonstra, W.W. and S.C.W. Eijffinger, 11997), 'Financial Markets and Monetary Policy. The
Anglo-Saxon Perspective versus the Continental European Perspective', in: Boonstra, W.W. and
S.C.W. Eijffinger (eds.l, Banks, Financial Markets and Monetary Policy, (NIBEI, Amsterdam, p.
11.

5e Biemans, C., (1997), 'U.S. Financial Markets and Monetary Policy from Monetary Targeting to

~~~~
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In figure (2), one notices that from ona side macro-economic and financial

policies are made and are declared at the intermediate and operating targets,

which by taking the feedback of the said mechanism, the most appropriate

decisions shall be made subject to considering the rate of interest.

Figure 2- The Fed's Intermediate Target Strategy

Strategy

Operating
Instruments

-~ Operating
Target

1

Tactics

Intermediate
targets

-~
Policy goals

4.3.1 Monetary Instruments
The instruments available to central bank vary from country to country,

depending on institutional structure, political system, and stage of

development. In most developed capitalist economíes, central banks basically

use one or more of three main instruments to control deposít creation and

affect financial conditions, include minimum reserve requirement, the discount

rate and open market operation. Changes in open market operations and in the

discount rate affect total reserves, while a change in reserve requirement

effects the money multipliers59.

Required reserve ratios set minimum fractions of certain deposit liabilities

that commercial banks and in some countries thrift institutions must hold on

reserve as assets in the form of cash in their vaults or deposits at the central

bankso. The second operating instrument is the use of the discount window.

an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. Eijffinger (eds.), Banks,
Financial Markets and Monetary Policy, NIBE, Amsterdam, pp.27-52.
See, Lindsey, D.E. and Wallich, H.C., (19791, 'Monetary Policy', in: Newman, P., M. Milgate
and J. Eatwell, 11992), The New Palgrave Dictionary of Money and Finance, Macmillan Press,
London, Stockton Press, New York, Vol. 2, p. 741. And also, Biemans, C., (19971, 'U.S.
Financial Markets and Monetary Policy from Monetary Targeting to an Eclectic Interest Rate
Approach', in: Boonstra, W.W. and S.C.W. Eijffinger ( eds.), Banks, Financial Markets and
Monetary Policy, NIBE, Amsterdam, pp.27-52.
Lindsey, D.E. and Wallich, H.C., (1979), 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, (19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
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Cornmercial banks and thrifts can use this credit facility-which is charged

aga.nst the discount rate - at their own initiativee1. The primary and most

actívely employed instrument and monetary policy is open market operation.

Through buying or selling treasury securities the central bank can add or drain

the banking system's reservess2.

Boonstra and Eijffinger pointed out tható3, the monetary instrument of the

bank of England differs considerably from Germany or France as a

consequence of extreme degree of market orientation. Bank of England has

not even a formal official tariff, as the base-lading rate is a commercial

banking tariff. Moreover, neither it use a cash requirement instrument for

monetary policy purpose. In Germany and France the cash, requirements have

played an important role in the conduct of monetary policy. During 1980s and

early 1960s, the French central bank experimented several times with a

contrary policy mix of both official rate and cash reserve ratio. However, this

experiment showed that there was no independence between both

instruments. The control by central banks over the availability of total reserves

to banking system gives central banks the power for a decisive influence over

the availability of deposits to the public as well as over conditions on the

money market. Given total reserves, the required reserve ratio sets an upper

limit on the amount of deposits that can be created. In practice, this upper

limit is not reached because private banks desire to hold a portion of total

reserves not as required reserves but in the form of a cushion of reserves in

61
Stockton Press, New York, Vol. 2, p. 741 .
To secure the advance, the borrower must pledge collaterals in amounts and types that are
satisfactory to the lending reserve bank. See Biemans, C., (1997), 'U.S. Financial Markets and
Monetary Policy from Monetary Targeting to an Eclectic Interest Rate Approach', in: Boonstra,
W.W. and S.C.W. Eijtfinger (eds.), Banks, Financial Markets and Monetary Policy, NIBE,
Amsterdam, p. 41.
Roth, H.L., (19861, Federal Reserve Open Market Techniques, Economic Review, Kansas City,
March, pp. 3-15.
Boonstra, W.W. and S.C.W. Eijffinger, (19971, 'Financial Markets and Monetary Policy: The
Anglo-Saxon Perspective versus the Continental European Perspective', in: Boonstra, W.W. and
S.C.W. Eijffinger (eds.l, Banks, Financial Markets and Monetary Policy, NIBE, Amsterdam,
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excess of requirements. But since excess reserves are assets that typically

earn no interest, unlike loans and investments, banks seek to hold them to

mínimal levelss4.

The central bank reacts to the economic environments by setting monetary

policy (implemented with open market operations, discount lending andlor

setting reserve requirementsl, which affects interest rates, output and

inflationó5. In this section, we describe the implementation of the central

bank's monetary policy tools and see how it can be used to affect short-term

interest rates.

All central banks use control of the short-term interest rates as their day-to-

day operating instruments. This is because interest rates are part of the

channels of transmission of monetary policy, and no usefut purpose is served

by wide fluctuations in interest rates. The only exception is when the central

bank is attempting for demonstration purposes to bring home the need to

tackle the root cause of inflation.

The proper choice of monetary policy instruments is a topic, which has

been hotly debated in recent years. Three major positions in the debate may

be identified88. First, there are those who argue that monetary policy should

set the money stock while letting the interest rate fluctuate as it will. In one

variant of this posítion the authorities should simply achieve a constant rate of

growth of the money stock; in another variant, the authorities should adjust

the growth in the money stock in response to the current state of the

economy, causing the money stock to grow more rapidly in recession and less

rapidly in boom.

se
PP.17-18
Lindsey, D.E. and Wallich, H.C., (19791, 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, (19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, p. 741 .
Hubbard, R.G., (19971, The Economics of Money, ihe Financial System and the Economy, (2ne
ed.1, Addison Wesley, Massachusetts, Chapter 20, p. 503.
Poole, W., (19701, 'Optimal Choice of Monetary Policy Instruments in a Simple Stochastic
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Tfre second major position in the debate is held by those who favor using

money market conditions as the monetary policy instrument. The more precise

proponents of this general position would argue that the authorities should

push interest rates up in times of boom and down in times of recession, while

the money supply is allowed to fluctuate as it will. Others, while conceding

the importance of interest rates, would also tend to think in terms of the level

of free reserves in the banking system, the rate of growth of bank credit with

one or more components of bank credit being specially emphasized, or the

overall "tone" of the money markets. Most proponents of this position would

probably agree that the short-term interest rate is the best single variable to

represent money market conditions if a single variable must be selected for

analytical purposes.

The third major position is taken by the fence sitters that argue that the

monetary authorities should use both the money stock and the interest rate as

instruments. It is, of course, recognized that the money stock and the interest

rate cannot be set independently, but the idea seems to be to maintain some

sort of relationship between the two instruments.

4.3.1.1 Open-market operations
Open-market operations as well as the purchases and sales of securities in

financial markets by the central bank (CBI are the dominant means by which

the CB changes the monetary base. An open market purchase increases the

monetary base (generally by increasing bank reserves) and that open market

sale decreases the monetary base. If the money multip{ier is relatively stable,

the CB can use open market operations to regulate the money supply by

changing the monetary bases~.

Macro Model', Quarterly Journal of Economics, LXXXIV, pp.167-216
67 Hubbard, R.G. (19971, The Economics of Money, the Financia! System, and the Economy, (2nd

ed,l, Addison Wesley, Massachusetts, Chapter 20, p. 504.
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Lindsey and Wallich describe that the open-market operations involve either

outright or temporary purchases and sales, typically of government securities,

by the central bank with the market in general. The central bank pays for

securíties purchase by crediting the reserve deposit account of the seller's

bank, which in turn credits the deposit account of the seller. The central bank

receives payment for a sale of securities by debiting the reserve account of

the buyer's bank, which, in turn, debits the account of the buyer. In this way,

open-market operations that alter the amount of securities held in the central

bank's asset portfolio have as their counterpart a change in the non-borrowed

reserves held by banks, that is, the reserves that do not originate through

bank discount borrowings. The amount of these non-borrowed reserves also is

changed by variations in other non-controlled items on the asset or liability

side of the central bank's balance sheet, such as gold holdings that were

important historically or the deposits of domestic and foreign governments

that can vary considerably today. Still, central banks routinely monitor these

items and can prevent them from having sizeable undesired impacts on non-

borrowed reserves by engaging in offsetting open-market operations68.

Open-market operations have several benefits that other policy tools lack:

control, flexibility and ease of implementationó9.

1. Control: Since the CB initiates open-market purchases and sales, it

completely controls their volumes. Discount loans also increase or

decrease the monetary base but discount loans enable the CB to influence

the direction of the change in the monetary base rather than to control

the volume of reserves added to or taken from the monetary base.

68 Lindsey, D.E. and Wallich, H.C., (1979), 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, (1992), The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, p. 741.

59 Hubbard, R.G., (1997), `Open Market Operations versus other Policy Tools', in: Hubbard, R.G.
(ed.), The Economics of Money, The Financial System and the Economy, (2`b ed.), Addison
Wesley, Massachusetts, Chapter 20, pp. 507-508.
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2. Flexibility: The CB can make both large and small open-market operations.

Often, dynamic transactions require large purchases or sales; whereas,

defensive transactions call for small securities purchases or sales. Other

Policy tools lack this flexibility. Reversing open-market operation is simple

for the CB. For example, if it decides that its open-market sales have

made the money supply grow too slowly, it can quickly authorize open-

market purchases. Discount loans and reserve requirement changes are

more difficult to reverse quickly.

3. Ease of implementation: The CB can implernent its securities transactions

rapidly, with no administrative delays. All that is required for the trading

desk is to place buying and selling orders with dealers in the government

securities markets. Changing the discount rate or reserve requirements

needs lengthier deliberation.

The easing of conditions in this market puts downward pressure on rates of

other money market instruments such as Treasury bills or large certificates of

deposit. Biemans state that~o, "When implementing a policy of monetary

constraint, the Central Bank increases the degree of pressure on the reserve

positions of depository institutions by meeting less of their reserve needs

through open market operation. When Central Bank wants to lower interest

rates, it incréases its purchases of securities, pumping liquidity into the

market." This reduction in interest rates encourages the public to hold more

transc-~tions and savings deposits because the incentive to economize on such

money ~alances is reduced by the narrower opportunity cost (in terms of

foregoné' interest income) of holding low-return deposits instead of other

interest-bearing assets~~.

'o Biemans, C., (1997), 'U.S. Financial Markets and Monetary Policy from Monetary Targeting to
an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. Eijffinger (eds.), Banks,
Financial Markets and Monetary Policy, NIBE, Amsterdam, p. 42.

" Liridsey, D.E. and Wallich, H.C., (1979), 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, (1992), The New Palgrave Diciionary of Money and Finance, Macmillan Press, London,

~~~~
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4.3.1.2 Discount Policy
The discount or official rate is the interest charged by the central bank for

providing reserve deposits directly to the banking system either through

lending at a discount window or through rediscounting or purchases of

financial assets held by banks. Sijben mentioned the effective relationship

between Interest rate and the path of other macroeconomic variable (expected

inflation, consumption, national income)7z. The changes of interest rates are

used for control, expansion and contraction of market. To achieve these

targets, usually the liquidity of a bank comes into the play. Banks raise theír

rates charged on advances in order to maintain their profitability. Considering

the general control mechanism working through interest rate, give a better

assurance regarding the bank's behavior to avoid instability73.

The level of the discount rate as well as other administrative procedures

affects the amount of borrowed reserves. Given the interest rates on other

sources of short-term bank funding, a change in the discount rate, or

commonly in some countries in other lending terms and conditions, alters the

incentives of banks to borrow reserves at the discount window. A discount

rate increase, for example, would tend to induce banks to reduce their

discount borrowing and turn to other sources of funds. Banks would attempt

to replace the funds by borrowing reserves from other banks, or by issuing

large-sized certificates of deposit, or even by selling liquid financial assets in

secondary markets. These actions would transmit upward tendencies to the

interest rates on these instruments74.

is
Stockton Press, New York, Vol. 2, p. 741.
Sijben, J.J., (19961, 'Rules versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, p. 170.
Goodhard, C., (19811, 'Problems of Monetary Managment', in: Courakis, A.S. (ed.l, Inflation,
Depression and Economic Policy in the West, Mansell, London, Alexandrine Press, Oxford, pp.
116-17.
Lindsey, D.E. and Wallich, H.C., (1979), 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, 11992), The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, p. 741 .
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The CB influences the volume of discount loans in two ways: as the lender

of the last resort, it sets the price of loan (the discount rate) and the terms of

its loans. The "price effect" on discount loans of a change in the discount rate

could be described as follows. Suppose that the CB increases the discount

rate. Banks react to the higher discount rate by reducing their borrowing at

the discount window. Hence, an increase in discount rate decreases the

volume of discount loans, reducing the monetary base and money supply. The

higher discount rate also exerts upward pressure on other short-term interest

rates. As a result, banks find it more expensive to raise funds from other

sources. In addition to determine the discount rate, three types of loan can be

used: Short-term or adjustment credit, temporary short-term or seasonal credit

and long-term extended credit~s.

Hubbard points out the advantages of the discount policy. Two of those

are contributing to the CB's role as lender of last resort, and signaling the CB's

policy intentions.

1. Lender of last resort: The discount window provides the most direct way

for the CB to act as a lender of last resort to the banking system. Open-

market operations can change the level of bank reserves and affect short-

term interest rates, but they cannot address well the illiquidity problems of

individual banks. Hence, the CB relies more on discount lending in its role

as lender of last resort.

2. Signaling CB policy: The announcement effect. Because the CB changes

the discount rate infrequently relative to the continuous movements in

market ínterest rates, CB watchers pay close attention to announcements

of such changes, which may indicate major policy changes. The

interpretation of CB intentions, called the announcement effect, illustrates

how new information influences security prices and returns. According to

75 Hubbard, R.G.,11997), The Economics of Money, The Financia! System and the Economy, l2ne

ed.l, Addison Wesley, Massachusetts, p. 510.
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the efficient markets hypothesis~s, all available information is incorporated

into market prices. In an efficient market, the announcement of a change

in the discount rate contains new information about future CB policy and

causes short-term market interest rates to change.

But, what are the drawbacks of discount policy as a monetary tool? Few

economists advocate the use of discount policy as a tool of monetary control.

Fluctuations in the spread between the other funds rate and the discount rate

set by the CB can cause unintended increases or decreases in the monetary

base and the money supply. In the case of USA, Federal Reserve doesn't

control discount policy as completely as it controls open market operations

and changing discount policy is much more difficult than changing open-

market operations fbecause banks must decide whether to accept discount

loans). Hence, the Fed does not use discount policy as its principal tool for

influencing the money supply~~.

4.3.1.3 Reserve Requirements
The CB mandates that banks hold a certain fraction of their deposits in cash or

deposits with the CB. These reserve requirements are the last of the CB's

three principal monetary tools. We know that the required reserve ratio is a

determinant of the money multiplier in the money supply process. An increase

in the required reserve ratio reduces the money multiplier and the money

supply, whereas a reduction in that ratio has a reverse effect7e.

The efficient market hypothesis is a theory of market pricing behavior that applies rational
expectations to the pricing of assets. According to the theory, when traders and investors use
all available information in forming expectations of future rates of return and when the cost of
trading is low, the equilibrium price of asset equals the market's optimal forecast of
fundamental value.
Hubbard, R.G., 119971, 'Open Market Operations versus other Policy Tools', in: Hubbard, R.G.
(ed.), The Economics of Money, The Financial System and the Economy, (2"' ed.), Addison
Wesley, Massachusetts, Chapter 20, pp. 511-13.
Hubbard, R.G., (19971, The Economics of Money, The Financial System and the Economy, (2nd
ed.), Addison Wesley, Massachusetts, Chapter 20, p. 513.

n
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The CB changes reserve requirements much rarely than it conducts open-

market operations or change the discount rates. Therefore, CB watcher views

the announcement of a change in reserve requirements as a major shift in

monetary policy. Because changes in reserve requirements require significant

alterations in banks' portfolio, frequent changes would be disruptive.

However, economists and policy makers continue to debate what the CB's

role in setting reserve requirements should be. In the following discussion, we

present arguments for and against reserve requirements as a monetary policy

tool79.

Reserve requirements are costly as monetary policy tool. Reserves earn no

(or low) interest, so the use of reserve requirements to control the money

supply process effectively places a tax on bank intermediation. In other words,

by not being able to lend reserves, banks face a higher cost on funds that

they obtain from depositors. Large increases in reserve requirements can

adversely affect the economy. Increasing the tax on bank intermediation

reduces banks lending, which decreases credit availabifity and the money

supply~.

Since reserve requirements are a tax on bank deposits and since unwise

changes in reserve requirements may have bad economic consequences,

economists and policy makers often debate whether the CB should set reserve

requirements. They have offered two arguments in support of reserve

requirements: the liquidity argument and the monetary control argument81.

1. Liquidity argument: When banks convert liquid deposits to illiquid loans,

they incur liquidity risk. As a result, some analysts argue that reserve

79 Hubbard, R.G., (19971, The Economics of Money, The Financial System and the Economy, (2n0

ed.), Addison Wesley, Massachusetts, Chapter 20, p. 514.
80 Axilrod, S.H., (19851, U.S. Monetary Policy in Recent Years: An Overview, Federal Reserve

Bulletin, January, pp. 14-25.
81 Hubbard, R.G., (1997), 'Open Market Operations versus other Policy Tools', in: Hubbard, R.G.

(ed.l, The Economics of Money, The Financial System and the Economy, (2"' ed.l, Addison
Wesley, Massachusetts, Chapter 20, pp. 515-17.
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requirements create a liquid pool of funds to assist illiquid, but solvent,

banks during a banking panic. One problem with this view is that,

although reserve requirements do produce a pool of liquid funds for the

banking system as a whole, they have a limited effect on the liquidity of

an individual bank. The decision to hold liquid assets ís a portfolio

allocation decision that is made by a bank. Reserve requirements limit the

funds that a bank has available to invest in loans or securities, but they

don't eliminate the need to maintain some portion of these funds in liquid

asset.

2. Monetary control argument: A second argument for reserve requirements

is that they increase the central banks' control over the money supply

process. Because that the percentage of deposit that is held as reserves is

one determinant of the money multiplier and hence of the responsiveness

of the money supply to a change in the monetary base. CB's control of

the reserve-deposit ratio through reserve requirements makes the money

multiplier more stable 8nd the money supply more controllable. There are

two problems with this atgument.

First, banks would hold reserves even if there were no reserve

requirements. Hence, reserve requirements need not greatly increase

monetary control.

Second, there is little evidence that reserve requirements actually improve

the stability of the money multiplier.

Therefore, high reserve requirements are not likely to improve monetary

control or promote financial intermediaries' role in matching savers and

borrowers.

Required reserve ratios also represent a potentially active, alternate

instrument for varying supplies of money and credit. Changes in these

requirements alter the amount of bank deposits that a given quantity of

total reserves can support. However, reserve requirement variations are a
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blunt instrument at best, as even relatively small changes in them produce

large effects on the amount of deposits that can be supported by reserves

outstanding. Accordingly, central banks infrequently resort to changes in

these required reserve ratios. Whether the banking system's vault cash

and deposits at the central bank are held predominantly as required or

voluntary reserves, total reserves plus currency outside banks represent

the nation's total monetary base. This aggregate also is potentially

controllable by the central bank82.

4.3.1.4 Foreign Exchange Intervention
In the global economy, foreign-exchange market stability or limited

fluctuatíons in the foreign exchange value of national currency is an important

monetary policy goal of the CB. A stable currency makes planning for

commercial and financial transactions simpler and more certain. In addition,

fluctuations in the currency's value change the international competitiveness

of national industry. A rising currency makes domestic and exporting goods

more expensive abroad, reducing exports83. ~

Effects of a foreign exchange operation for countries on a fixed exchange

regime may be used as a nominal anchor for the system provided that the

counterpart country enjoys domestic nominal anchor. In the countries, which

follow the exchange rate regime, monetary aggregates, credit aggregates and

nominal spending are all factually potential and useful intermediate targets for

the monetary policy. For such variables to be able to function effectively as

intermediate targets, is based hoth on the stability of their practical

relationship to the goal variable and on their relationship to the instrument of

8z Lindsey, D.E. and Wallich, H.C., (1979), 'Monetary Policy', in: Newman, P., M. Milgate and J.
Eatwell, ( 19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, p. 741.

83 Hubbard, R.G., 11997), `Open Market Operations versus other Policy Tools', in: Hubbard, R.G.
(ed.), The Economics of Money, The Financial System and the Economy, (2"' ed.l, Addison
Wesley, Massachusetts, Chapter 21, p. 532.
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monetary policyB4.

Meanwhile, effects of an Open Market Operation (OMO) and Foreign

Exchange Operation (FXO) on the domestic interest and exchange rates are

almost similar, while FXO and OMO lead to exchange rate depreciation and

larger fall in domestic interest rate respectively. This means that while FXO

leads to the fall of foreign bonds, OMO conversely creates a greater excess

demand for domestic bonds, which is offset only by a larger fall in the

domestic interest rate86. According to Dan lee's model (1980), the level of

output in the short run is endogenously determined. He assumes that

"Domestic investment is inversely related to the real domestic interest rate

and net exports are positively related to the real exchange rate"es.

For argument about foreign exchange stability we must consider all

influencing factors on domestic currency, employment, production and so on,

and the role of foreign factors such as foreign aids, foreign exchange market

intervention, direct investment, optíon, swap, reserves, portfolio investment,

take-over and the relationship between them and countries' policy making

apparatus, trade pacts and unions (such as OECD and Nafta), but for avoiding

the elongation of this section, we ignore them.

Hubbard points out, Central banks participate in international markets to

control the foreign-exchange value of their currency. The term foreign-

exchange market intervention describes deliberate actions by a central bank to

influence the exchange rate. Foreign-exchange market interventions alter a

central bank's holdings of international reserves, assets that are denominated

in a foreign currency and used in international transactions. A central bank's

ea Freedman, C. (1994), 'Formal Targets for Inflation Reduction: The Canadien Experience', in: De
Beaufort Wijnholds, J.O., S.C.W. Eijffinger and L.H. Hoogduin (eds.), A Framework for
Monetary Stability, Kluwer Academic publishers Dordrecht, p. 17.

es pilbean, K. 119981, Internafional Finance, (2~ ed.), Macmillan Press LTD. London, Part 2,
Section 8.1 1, pp. 201-2.

B6 Lee, D. (19831, 'Effects of Open Market Operations and Foreign Exchange Market Operations
Under Flexible Exchange Rates', in: Darby, M. and J.R. Lothian (eds.), The International

l-i-i ~
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interventions in the foreign-exchange market affect its holdings of

international reserves and the domestic monetary base. If nothing else

changes, when a central bank buys foreign assets, its international reserves

ard monetary base increase by the amount of foreígn assets acquired. When a

central bank sells foreign assets, its international reserves and monetary base

fall by the amount of foreign assets sold.

4.3.2 Monetary Indicators
The Central banks need to have one or more intermediate variables between

the monetary instruments and the monetary targets in order to attain a reliable

perspective regarding the effects of the instruments in the short-run. These

variables are called the monetary indicators, as they reflect the direction and

strength of monetary policy, intermediately after the use of one or more

instruments. Examples of monetary indicators are the (unborrowed) bank

reserves, the monetary base, and the interbank money market interest rate87.

In other words, an indicator is a financial variable whose movements reveal

information about the present or perspective conditions in financial markets or

the economy. An increase in free reserves indicates an easing of money

market condition, whereas a decrease in free reserves indicates a tightening

on money market conditions~.

Indicator variables can be defined as those that have information value

about the impact of instruments on policy outcomes, but are not themselves

an object of control. In fact, the whole range of economic quantities has a

bearing on monetary policy decisions, which can include variables that, in

another context, may be viewed as intermediate targets. Other indicator

Transmission of Inflation, Chicago: University uf Chicago Press, Chicago.
87 Boonstra, W.W. and S.C.W. Eijffinger, ( 1997), 'Financial Markets and Monetary Policy. The

Anglo-Saxon Perspective versus the Continental European Perspective', in: Boonstra, W.W. and
S.C.W. Eijffinger ( eds.l, Banks, Financia! Markets and Monetary Poiicy, ( NIBEI, Amsterdam, p.
10.

8 B Hubbard, R.G., (1997), The Economics of Money, the Financial System, and the Economy, (2"a
ed.), Addison Wesley, Massachusetts, part V, Chapter 17, p. 541.
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variables are those that convey information about the future evolution of the

economy and the balance between recessionary and inflationary forces. They

ínclude all variables relating to the current and prospective level of real

economic activity (GDP growth, industrial production, retail sales, commercial

as well as business spending surveys, and so forth). They also include cost

and price indicators (wages, import costs, consumer and producer price

indicesl, and expectation indices include expectations derived from financial

variables such as the shape of the yield curve89.

As early as the beginning of the seventies the question about the optimal

Central Bank strategy has been put forward in the economic literature.

Kareken, Muench and Wallace90 assume that monetary authorities are known

with right state of the economy and are in need of information variables in the

daily optimal policy strategy. With the aid of these informatíon variables the

policy maker, will be able to judge the economic situation in a better way and

to adjust the policy Accordingly. These authors criticize the traditional

monetary policy decision based an intermediate targets91. According to

information variable approach, the traditional view of the use of intermediate

targets will be abandoned, because the inflow of new information gives rise to

a continues judgment of the state of the economic and monetary situation92.

The traditional intermediate variable approach assumes a certain mechanical

correction when divergent movements of the announced targets will be

observed. In information variable approach the classical causality problem with

89 Crocket, A.D., (1994), 'The Application of Monetary Policy', in: De Beaufort Wijnholds, J.O,
S.C.W. E~jffinger and L.H. Hoogduin (eds.l, A Fiamework for Monetary Stability, Kluwer
Academic Publishers, DordrechtlBostonlLondon, part B, Session IV, pp. 168-69.

~ Kareken, J., T. Muench and N. Wallace, (19731, 'Optimal Open Market Strategy: The Use of
Information Variables', American Economic Review, March.

91 In this context see also, Tobin, J., (1983), Monetary Policy: Rules, Targets and Shocks, Journal
of Money, Credit and Banking, November.

92 For further explanation see, Friedman, B.M., (19941, 'Intermediate Targets versus Information
Variables as Operating Guides for Monetary Policy', ín: De Beaufort Wijnholds, J.O, S.C.W.
Eijffinger and L.H. Hoogduin (eds.l, A Framework for Monetary Stability, Kluwer Academic
Publishers, DordrechtlóostonlLondon, Session III, pp. 109-31 .
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regard to the development of the money supply on the one hand and the

movement of income and prices on the other hand has become less important.

Another important, more practical, implication of this new procedure refers to

the fact that in feature the Central Bank is not forced to focus on the

development of one endogenous variable. In principle it is possible for the

Central Bank to provide itself with more discretionary room in policy-making

by selecting a combination of two or more endogenous variable as a policy

target. After the monetarist experíment (1982), such a flexible policy has been

conducted in the United States. Monetary aggregate no longer play the

traditional role of intermediate targets, but rather is used as information

varíable. If the reliability of monetary aggregates have been reduced owing to

an increased instability of money demand function, interest rate and other

price variable on financial markets will be used easily as alternative indicators

of monetary policy93.

4.3.2.1 Interbank (or open) Money Market Interest Rates
Rates of interest are among the mest closely watched variables in any

economy. Their movements are reported almost daily by the news media

because they directly affect our everyday lives and have important

consequences for the health of the economy. They effect personal decisions

such as whether to consume or save, whether to buy a house, and whether to

purchase bonds or put funds into a saving account. Interest rates also affect

the economic discussions of businesses and households such as whether to

use their funds to invest in new equipment for factories or to save their money

in a bank. The changes in the rate of interest and the discount rate play an

important role in the balancing of the money supply of every country.

Tuking the above into consideration, subject to stability of the rates of

interest and tax as important indices, they leave a high impact on savings or

93 Sijben, J.J., (19961, 'Rules versus Discretion in Monetary Policy: Revisited', Australian

~~y~
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deciding on the acceleration of consumption as well investment in the

economy. One of the important factors in the economy is the setting of inter-

bank interest rate. In other words, interbank interest rate can be considered as

a policy for the money discounting. Normally, interbank interest rate is less

than the rate of bank's facilities and credits; it likewise sets the rate of

investment and its efficiency as well as the market interest rate. Generally

speaking, the interbank interest rate is used, in a syndicate manner, among

banks and subject to the consent of the CB of various countries, for the

economic growth, inflation drop, ai~d the employment upgrading. This

medium, while may distribute the risk of investment and check the demand

acceleration in the money market, may likewise increase or decrease inflation.

Subject to complying with other economic factors, it is used as an indicator in

the system of financial and monetary policy.

Internal monetary policy or money supply policy implies that the Central

Bank tries to influence money growth through the interbank money market

interest rate. This aim is to reduce (expand) the money supply by an increase

(decrease) of the domestic money market interest rate94. An increase

(decrease) of the domestic money market interest rate relative to the foreign

market interest rate, will result in an appreciation (depreciation) of the

country's own currency vis-á-vis the foreign currency. This implies that the

Central Bank uses its money market conditions not only for its money supply

management, but also for its exchange rate management (externaf monetary

policy). Consequently, there may be conflicts between the internal and

external track of the monetary policy in the country concerned95.

sa
Economic Papers, June, pp. 163-165 and 175.
The money market rate in European countries is steered by the official rate and the open market
operation of Central Bank. However, in the United Kingdom and the United States the relevant
indicator of monetary policy is not (interbank) money market interest rate but the 'base rate' of
clearing banks or prime rate respectively.
Boonstra, W.W. and S.C.W. Eijffinger, (19971, 'Financial Markets and Monetary Policy: The
Anglo-Saxon Perspective versus the Continental-European Perspective', in: Boonstra, W.W. and

~~~~
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Though there are several common ways of calculating interest rates, the

most important method used for calculation of the interest rate is through the

present value. By this, it means that one dollar is worth one dollar now, but

after 10 months, it will be worth 1I10 of a dollar. That is to say, the farther

the time the money is paid back, the lower will be the value of dollar. In other

words, the concept of present value tell you that a dollar in the future is not

as valuable to you as is a dollar today, because you can earn interest on this

dollar. Specially, a dollar received (n) years from now is worth only 8 1(1 f i)n

today. Thís is the measure that economists think most accurately describes

the interest rate~.

Investors usually make use of interest rate to invest their moneys;

however, decisions facing investors are complex because there are so many

alternatives, but investors can use some common techniques to compare the

value of different bonds and securities97.

Although long-term bonds and securities have substantial interest rate

risks, short-term bonds and securities do not. Indeed, bonds with a maturity

that is as short as holding period, have no interest rate risk. The key to

understanding why there is no interest rate risk for any bond whose time to

maturity matches the holding period is to recognize that lin this case) the price

at the end of the holding period is already fixed at the face value. The change

in the interest rates can then have no effect or~ the price at the end of the

holding period for these bonds, and the return wili therefore be equal to the

yield to maturity known at the time the bond is purchased98.

S.C.W. Eijffinger (eds.l, Banks, Financia! Markets and Monetary Policy, (NIBE1, Amsterdam, pp.
11,12 and 16.

96 Mishkin, F.S. (1995), The Economics of Money, Banking and Financial Market, (4`h ed.), Harper
Collins, New York, Part II, Chapter 4, pp 70-82.

97 Hubbard, R.G. (1997), The Economics ol Money, the Financia! System and the Econnmy, (2"'
ed.l, Addison Wesley, Massachusetts, Chapter 4, p. 66.

98 Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markets, (4`" ed.),
i~~rper Collins, New York, Part II, Chapter 4, pp. 89-90.
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To understand this point further, 12t's look at what happens to the returns

on bonds of different maturities when interest rates rise. Table ( 1) calculates

the un~-year return on several 100~o coupon bonds all purchased at par when

interest rates on all these bonds rise from 100~o to 200~0.

Table 1 - One year Returns on Different Maturity -100~o Coupon Rate Bonds
when Interest Rates Rise

(11 121 131 14) ( 5) 161 17) (81
Years to Initial Initial Yield to Price Initial Rate of Rate of

maturity when yield to príce maturity next current capital return
bond is maturity ( S) next year year` yield gain (6 f 7)

pt:ic.ttissed 96 (oIo) ISI (9~01 !9~01 f~o)
30 10 1 í~00 20 503 10 -49.7 -39.7
20 10 1000 20 516 10 -48.4 -38.4
10 10 1000 20 597 10 -40.3 -~fl.3
5 10 1000 20 741 10 -25.9 -15.9
2 10 1000 20 917 10 -8.3 f 1.7
1 10 1000 20 1000 10 0.0 -f-10.0

Saurce: Mishkin, F.S., (19951, The Economi:;v of Meney, Banking and Financial I!!arkets, 14~" ed.J,
Harper Collins, New York, p. 87.
' Calculated Using the Equatíon fior calculating the future value.

Several key findings in this table are generally true of all bonds:

1. The only bond whose return equals the initial yield to maturity is one

whose time to maturity is the same as the holding period Isee the last

bond in Table 11.

2. A rise in the interest rates is associated with a fall in bond prices,

resulting in capital losses on bonds whose terms to maturity are longer

than the holding period.

3. The more distant the bond maturity, the greater the size of the price

changes associated with an interest rate change.

4. The most distant a bond maturity, the lower the rate of return that occurs

as a result of the increase in the interest rate.

5. Even though a bond has a substantial initial interest rate, its return can

turn out to be negative if interest rate rises.

At first it frequently puzzles students that a rise in interest rates can mean

that a bond has been a poor investment. The trick to understanding this is to
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recogni2e that a rise in the interest rate, therefore, means a capital loss has

occurred, and if this loss is large enough, the bond can be a poor investment

induced. For example, we see in Table ( 1) that the bond that has 30 years to

rnaturity when purchased has a capital loss of 49.70~o when the interest rate

rises from 100~o to 200~0. This loss is so large that it exceeds the current yield

of 100~0, resulting in a negative return ( loss of - 39.70~0)99.

4.3.2.2 Monetary Base ( Base Moneyl Including Currency
In the analysis of a balance sheet, factors are identified that affect the

monetary base. Monetary base consists of monetary liabilities (currency in

circulation C plus reserves Rl, which equals reserve notes outstanding, plus

bank deposits with the C. B. and Treasury currency not held at the C.B.

(Treasury currency outstanding minus the "coin" asset in the C.B.'s balance

sheet):

'MB- C t R f C.B. notes f bank deposits f Treasury currency

outstanding-coin' ~~.

To sum up, the following which is obtained, describes the sources of the

monetary base:

MB- Securities f discount loans f gold and SDRs f float f other Federal

Reserve assets f Treasury currency outstanding - Treasury deposits

- foreign and other deposits - other Federal Reserve liabilities and

Capital [Equation 1 (See also Mishkin)]

!nc. ~ase in six factors, (the C.B. holding of securities, discount loans, gold

and SDR accounts, float~o~, other C.B. assets and Treasury outstanding)

increase the monetary base and increase in three factors (Treasury deposits

with the C.B. foreign and other deposits as well as other C.B. liabilities and

99 Mishkin, F.S. (1995), The Economics of Money, Banking and Financial Market, (4`" ed.l, Harper

Collins, New York, Part II, Chapter 4, pp. 87-88.
`~ Mishkin, F.S. 11995), The Economics of Money, Banking and Financial Market, (4`" ed.), Harper

Ccllins, New York, Part V, Chapter 19, p. 459.
~o~ Float is equal to "cash items in process of collection" minus "deferred availability cash item.s".
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capital accounts) reduce the monetary base. The factor that most affects the

monetary base is the C.B.'s holdings of securities, which are completely

controlled by the C.B. through its open market operations. Factors not

controlled by the C.B. (for example, float and treasury deposits with the C.B.)

undergo substantial short-run variations and can be important sources of

fluctuations in the monetary base over time periods as short as a week.

However, these fluctuations are usually quite predictable and so can be offset

through open market operations in many countries. Although float and

treasury deposits with the C.B. undergo substantial short-run fluctuations,

which complicate control of the monetary base, they do not present the C.B.

from accurately controlling it. Now, each of the above-mentioned monetary

bases (six of which increase and three of which decrease the base) will be

briefly described above as shown on Table (2), which is used as an example

by the Federal Reserve70z:

- Securities and discount loans: An increase in the federal Reserve's holding

of securities or in the discount loans leads to an equal decrease in the

monetary base.

- Gold and SDR accounts and other Federal Reserve Assets: The Federal

Reserve's purchase of gold, SDR's deposits denominated in a foreign

currency, or any other asset is just an open market purchase of these

assets. Thus, the effect on the monetary base. is the same as an open

market purchase of bonds. For example, a Federal Reserve purchase of

any assets, whether it is a U.S. government bond or a deposit

denominated in a foreign currency, is just an open market purchase and

so leads to an equal rise in the monetary base.

10z Mishkin, F.S. (19951. The Economics of Money, Banking and Financial Marker, (4`" ed.l, Ha~per
Collins, New York, Part V, Chapter 19, pp. 459-66.
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Table 2- Factors Affecting the Monetary Base

Factor Vatue (S billions, Change in Change in
End of 1993) Factor ` Monetary Base

.

Factors That Increase the Monetary Base
1. Securities: U.S. government and agency Securities 344.2 T ?

and banker's acceptances
2. Discountloans 0.9 T T
3. Gold and SDR certificate accounts 19.1 Í' Í'
4. Float 1.0 Í' 1
5. Other Federal Reserve assets 38.2 Í' Í'
6. Treasury currency outstanding 22.0 Í' Í'

Subtotal 1 425.4
Factors That Decrease the Monetary Base
7. Treasury deposits with the Fed 14.8 Í ~
8. Foreign and other deposits with the Fed 0.8 T .~
9. Other Federal Reserve liabilities and Capital 9.3 T ~accounts

Subtotal 2 24.9
Monetary Base

Subtotal 1- Subtotal 2 400.5
Source:
1. Federal Reserve Bulletin
2. Mishkin, F. S., (19951, The Economics of Money, Banking and Financial Markets (4ed1, Pub.,
Harper Collins, Part V, Chapter 19, p. 461.
` Accounting logic has !ed us to a useful equation that clearly identifies:
The nine factors affecting the monetary base listed in Table 2. As equation J and Table 2 depict
increases in the first six factors, increases the monetary base and increases in the last three, reduce
the monetary base.

Float: The Federal Reserve's check-clearing process involves the deposit

of a check received by a bank into its Federal Reserve's account, the

crediting of the amount of its check to its reserves, and an equal debit to

the reserves of the bank on which the check is drawn. Float occurs

...-:~ause sometimes the Federal Reserve cannot present checks for

payment as fast as it credits the bank depositing the check; float

fluctuates when weather conditions and other factors cause delays in

presenting checks for payment. For example, if a severe snowstorm hits

Tehran city, the Central Bank (Federal Reserve) will not be able to move

some checks that it wants to present for payment, and float v~:iil rise

sharply. When the weather clears, the checks will be presented for

payment, and float will fall back down again.
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- Treasury Currency Outstanding: Although this term is not on the Federal

Reserve's balance sheet, it has an effect on the monetary base. An

increase in Treasury currency outside the treasury, finds its way either

into bank vaults or into the hands of the public. Thus, as Table 2

indicates, the monetary base rises when there is an increase in Treasury

currency outstanding.

- Treasury deposits with the Federal Reserve: Funds that the Treasury gets

from tax payment and the proceeds from the sale of government bonds

are initially held in accounts at commercial banks called "tax and loan

accounts", and are then deposited in account with the federal reserve

used by the Treasury to write all its checks. As shown in Table (2), an

increase in the U.S. Treasury deposits reduces resources and the

monetary base.

- Foreign and other Deputies with the Federal Reserve: When these deposits

rise, the T-accounts are identical to the one described for Treasury

deposits with the Federal Reserve. Therefore, an increase in foreign and

other deposits leads to a decline in the monetary base.

4.3.2.3 Borrowed or Nonborrowed Bank Reserve Excluding Currency

Banks are under the reserve system required to hold non-interest bearing

deposits. Reserve requirements arise in three general ways, endogenously as

part of the operational needs of financial institutions, as a result of financial

market discipline that induces depository financial institutions to compete in

providing confidence to depositors about the reliability and liquidity of the

institution and exogenously imposed by external political forces, either

government directly or regulatory entities, such as Central Bank103. The reserve

deposit consists mainly of.credit of the CB, so the lending policy of the bank

io3 See Sushka, M.E.,'Reserve Requirement', in: Newman, P., M. Milgate and J. Eatwell, 419921,
The New Palgrave Dictionary of Money and Finance, Macmillan Press, London, Stockton Press,
New York, Vol. 3, p. 342.
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has a great impact on the reserve position of financial institutions'~. On the

other hand free reserves represent slack in the banking system, because banks

could freely lend Inonborrowed) excess reserves, expanding the money supply

through the deposit expansion process. Hence reserve could be considered as

an indicator of money market conditions~o5.

Cash reserve requirement, the level of which are set on monthly basis. This

instrument will include an averaging facility, giving the banks the opportunity

to use their reserve at the Central Bank as working balance. This hetps to

smooth the bank's demand for Central Bank demand for Central Bank money,

reducing the need for regular Central Bank interventions in the money

market'o6.

All variables beyond nonborrowed reserves and the discount rate are

influenced by factors other than the monetary policy actions, and it turns out

that the degree of stimulus to the economy involves that movements in any of

them will depend on the nature of factors at work. Summarizing the

advantages and disadvantages of several variables demonstrates this

dilemma'o~.

For example, an interest rate fluctuates during a business cycle. An

increase in economic activity during a boom period causes market rates to

rise. Higher rates increase the opportunity cost of holding excess reserves, so

excess reserves decline. At the same time, higher market interest rates raise

,oe Van Rixtel, A.A.R.J.M., (19971, 'The Evolution of the Japanese Financial System and Monetary
Policy: The Rise and Collapse of the New Financial Superpower Myth', in: Boonstra, W.W. and
S.C.W. Eijffinger (eds.l, Banks, Financial Markeis and Monetary Policy, NIBE, Amsterdam, p.
81.

,os Hubbard, R.G. (19971, The Economics of Money, the Financial System and ihe Economy, (2"a
ed.), Addison Wesley, Massachusetts, p. 541.

'ofi Boonstra, W.W. and S.C.W. Eijffinger, (1997), 'Financial Markets and Monetary Policy. The
Anglo-Saxon Perspective versus the Continental European Perspective', in: Boonstra, W.W. and
S.C.W. Eijffinger (eds.1, Banks, Financial Markets and Monetary Policy, (N16E1, Amsterdam, p.
18.

'o' Poole, W., (19701, Optimal Choice of Monetary Policy Instruments in a Simple Stocha~tic
Macro model, Quarterly Journal of Economics, 84(2), May, pp. 197-216. And D.E. Lindsey,
(1986), 'The Monetary Regime of the Federal Reserve System', in: Campbell, C.D. and W.R.

~~~~
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the incenfive for banks to borrow at the discount window so borrowed

reserves (discount loans) increase. These changes cause free reserves to

decline. Could the CB maintain stable interest rates by using free reserves as

an intermediate target? Since the CB is targeting free reserves, the CB

responds with open market purchases that are sufficient to reduce interest

rates to a level consistent with previous positions in excess of borrowed

reserves and hence in free reserves. The process works in reverse during an

economic downturn. A decline in national income reduces market interest

rates. Hence, excess reserves increase and borrowed reserves decrease; so

free reserves increase. The CB responds to the increase in free reserves with

open market sales of securities to restore the existing level of free reserves1O8.

Relying more on interest rates, as a policy guide will not necessarily resolve

the problem of determining the appropriate central bank reaction to

unexpected developments. The relationship between nominal values of

spending and market interest rates is qualitatively less predictable and stable

over time than the already loose underlying relation between their real values.

Determining what level of real interest rates is associated with a glven level of

nominal interest rates is hampered because the public's inflationary

expectations are difficult to measure. Longer-term real interest rates, which

are thought to have the most powerful influence on many important

components of real spending, are especially difficult to discern since the

public's expectations of inflation over the distant future are the most obscure.

At any rate, the Central Banks tries to obviate such an obscurity through

establishing specific mechanisms109.

Dougen, Alternative Monetary Regime, John Hopkins University Press, Baltknore.
108 Hubbard, R.G., (19971, The Economics of Money, the Financial System and the Economy, ~2"d

ed.l, Addison Wesley, Massachusetts, Chapter 4, pp. 541-42.
109 See Lindsey, D.E. and H.C. Wallich,'Monetary Policy', in: Newman, P., M. Milgate and J.

Eatwell, (19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. 2, p. 745.
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4.3.3 Monetary Targets
A rnonetary target is a target rate of growth for some monetary aggregate,

typically announced at the start of the target period. Target can be and have

been set in terms of either ranges or specific points, for periods usually of one

year but sometimes more or less and for narrow or broad definitions of the

money supply~~o. Poole use the term "Proximate" target and explaln: "the

rationale for introducing "Proximate" targets concept would seems to be the

notion that a close and systematic relationship exist between them and goals,

the relationship holding over time of space, while the relationship between the

tools (monetary instruments) of monetary policy and the targets depend

heavily on institutional factors which are stable neither over the time nor over

space"~ ~ ~.

In this context Charles Freedman mentions: Even though the achievement

and maintenance of price stability is the longer-term goal of monetary policy,

central banks have found it useful to have an intermediate nominal target to

help them guide monetary policy over the short and medium term. Such a

target acts as an anchor to help the monetary authorities to avoid cumulatíve

errors112.

Targets are variables that the CB can influence directly and that help

achieve monetary policy goals. The CB relies on two types of targets:

intermediate targets and operating targets. Intermediate targets are financial

variables (such as the money supply or short-term interest rates) that the CB

believes will directly help it to achieve its goals. When the CB uses an

intermediate target - say, the monetary aggregate M1- it has a better chance

~~o See Cobham, D., 'Monetary Targeting', in: Newman, P., M. Milgate and J. Eatwell, (19921,
The New Palgrave Dictionary of Money and Finance, Macmillan Press, london, Stockton Press,
New York, Vol. 3, p. 759.

~~~ Poole, W., (19701, Optimal Choice of Monetary Policy Instruments in a Simple Stochastic
Macro model,. Quarterly Journal of Economics, 84(2), May, p. 198

11z Freedman, C., (19941, 'Formal Targets for Inflation Reduction: The Canadian Exprimence', in:
De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin (eds.l, A Framework for

[--~---~ 1



Monetary Policy in Iran 301

of reaching a goal such as price stability or full employment, which are not

directly under íts control, than it would if it focused solely on the goal. It also

knows relatively quickly whether its policy actions are consistent with

achieving the goal. It is shown that the CB selects goals but ultimately

controls only policy tools. To sum up our discussions of intermediate and

operating targets, the CB uses targets to achieve its monetary goals in a two-

step process113:

Fiist, it sets an intermediate target (such as money supply growth) to help

achieve goals. Second, it sets an operating target (such as free reserves

growth) to help it to achieve the intermediate target. An advantage of this

two-step targeting procedure is that the CB can quickly monitor changes in

operating targets and determine whether its intervention is having the desired

effect. Operating targets provide feedback's enabling the CB to gauge the

effectiveness of its policies and to adjust them rather than waiting to evaluate

the ultimate success or failure of efforts to achieve its goals. If this two-step

process is to be successful, the CB must select the appropriate targets with

care.

The CB uses its monetary policy tools -- open market operations, discount

policy and reserve requirements -- to change the money supply and short-term

interest rates and ultimately, to achieve its goals for economic performance. In

this section, we describe how the CB conducts monetary policy to achieve

goals that promote economic well being.

Charles Freedman~~d, examines a number of issues in establishing targets

for inflation reduction as policy goals and mentioned the decisions that has to

be made in course of planning the framework for the targets as:

Monetary Stability, Kluwer Academic Publishers, DordrechtlBostonlLondon, p. 17.
113 Hubbard, R.G., (1997), The Economics of Money, ihe Financial System and the Economy, (2nd

ed.l, Addison Wesley, Massachusetts, Chapter 21, pp. 533.35.
14 Freedman, C., (1994), 'Formal Targets for Inflation Reduction: The Canadian Experience', in:

De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin ( eds.l, A Framework íor

~~~~
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a. ~iow fast :;~ould th~e ieclitle of the target path for ~.itia2;'~r~ t~?

b. 'vVhat measure of Inflation should be used?

,,. What is the response to changes in indirect taxes?

d. What should be done in response to very large price shocks?

e. The relationship between targets and monetary policy?

4.~.~?." Monetary Aggregates ~~.~~, ~~??, lVt~, e~tr,)
Economists have developed several different definitions of the money si}pply

based on the differerrces in the assets included as money. The definitions

range from the narrow to broad, depending on how substitutabie different

assets could be used for money.

Some economists believ~ that: Money multipliers link changes in the monetary

aggregates (M1, M2, M3 and so on) to changes in the monetary base, of

which bank reserves are a part15.

Central Banks equally have developed four definitions of money, which

include assets laroader than currency. These money assets, which are used in

the form of money aggregates, are dealt with as follows:

M1 Ag~ate: In theory, there is a direct relationship between M1 growth

and output in tha short run and prices in the long run, after a lag period"s. The

narrowest aggregate of money is M1. M1 includes: currency Circulation plus

traveler's checks, demand deposits, and other checkable deposits. Through

the 1980s, checking accounts wera deposits that paid no interest and thus

were clo~e substitutions for mo~ey. Since then, financial innovations in

bankir.;~ industry and government deregulation in the 1970s and 1980s have

Monetary Stability, Kluwer Academic Publishers, CordrechtlBostonlLondon, part A, Session I,
PP. 21-23.

15 Biemans, C., (1997), ' U.S. F~nancial Markets and Monetary Policy from Monetary Targ~;ing to
an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. Eijffinger (eds.l. Banks,
Financial Markets and Monetary Pa'icy, NIBE, Amsterdam, p. 40.

16 Roos, L.K., ( 1986), I~lierent Confli~t of US Monetary Policymaking, Cato Journal, 5131, Winter,
u. 775
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made more types of bank accounts as substitutes for checking accounts~~~. In

addition, banking institutions can offer other checkable accounts sucli as

NOW (negotiable order or withdrawal) accounts as well as ATS (automatic

transfer from savings) accounts that interest is paid on the balances of such

accountst1e.

In the mid 1980, a sluggish economy, low inflation, financial difficulties in the

agricultural and banking sector and a strong dollar prompted the Fed to

tolerate high M1-growth. The funding problems of continental Illinois bank

were casting a shadow over financial markets, while international debt

problems after the Mexico-Crises in 1982 continued. With new financial

Instruments distorting M1, the Fed shifted its attention to M2 in the mid

1980s119.

M2 Aggreyate: M2, which is the next measure of money, is slightly broader

than M1. In addition to the assets included in M1, M2 covers short-term

investments (credits) account. These accounts can be converted into money

but not as easily as the component of M1120.

The current adjustment process has distorted the relationship of M2 and

nominal GDP with banks restructuring, borrowing being looked after and

investors offered access to higher yields in capital markets, funds are flawed

from banks to bond and stock mutual funds. Contrary to normal experience in

a decliníng interest rate environment, M2 velocity is increasing and M2 has

lost, perhaps temporarily, its traditional usefulness foreshadowing nominal

growth. While it might be possible to define a new broader monetary

~~~ Hubbard, R.G., 119971, The Economics of Money, the Financial System and the Economy, (2nd
ed.l, Addison Wesley, Massachusetts, Part 1, Chapter 2, p. 26.

t1e Mishkin, F.S., (19951, The Economics of Money, Banking and Financial Markets, (4~ ed.l,
Harper Collins, New York, Part I, Chapter 3, p.60.

119 Biemans, C., (19971, 'U.S. Financial Markets and Monetary Policy from Monetary Targeting to
an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. EijtEirtger (eds.l, Banks,
Financial Markets and Monetary Policy, NIBE, Amsterdam, p. 44.

~ZO Hubbard, R.G., (19971. The Economics of Money, the Financial System and the Economy, (2"0
ed.l, Addison Wesley, Massachusetts, Part I, Chapter 2, p. 27.
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aggregate incorporating flows to mutual funds, recent experience has raised

doubts concerning how long it would retain its usefulness12~.

M3 Ag,Qregate: M3 includes more assets than M1 and M2. In addition to

currency, traveler's checks, checking deposits and short-term investment

accounts, M3 is composed of such less liquid assets as large amount deposits

(S 100,000 or more), money market mutual fund balance, term repurchase

agreements as well as EurodollarZ2.

Since Eurodollar or Eurocurrency market is of importance, therefore, I try to

elaborate on the matter a bit further as long as the money aggregate is

concerned. Euromarket is a market in which money (currencyl of most

industrial countries are lent or borrowed ín those countries. This market is not

limited to the currency of European countries or the financial center and

started its activities in the decades of 1950's through utilizing the banks'

dollar balances. This was a reaction against the mounting quantities of dollars

of foreigners which made the foreign dollar balance of the united states to

show a negative sign, and at the same time was a reaction against the high

rate of interest outside the united states, according to the Regulation of which

the rate of interest of the said country had bee'n kept low.

To put it in a nutshell, US dollars deposited in foreign banks outside the

United States or in foreign branches of US banks are called Eurodollars.

American banks can borrow these deposits from other banks or from their

own foreign branches when they need funds. Eurodollars have become an

important source of funds for. banks (over S 60 billion)7z3.

1z' Mullins JR., D.W., (19941, 'A Framework for Monetary Stability-A Policy Maker's Perspective',
in: De Beaufort Wijnholds, J.O., S.C.W. Eijffinger and L.H. Hoogduin ( eds.l, A Framework for
Monetary Stability, Kluwer Academic publishers Dordrecht, p. 1 1.

~22 Hubbard, R.G., (19971, The Economics of Money, the Financial System and the Economy, (2nd
ed.), Addison Wesley, Massachusetts, Part I, Chapter 2, p. 27.

iz3 Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markets, (4~h ed.l,
Harper Collins, New York, p.30.
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L Agg~g~: The final measure (L) which is really not a measure of money at

all, but rather a measure of highly liquid assets and adds to M3 several types

of securities, commercial paper, savings, bonds and bank acceptances124. If

M1, M2 and M3 tend to rise or fall together, central bank use any one of them

to try to influence the economy's output, prices, or interest rates. If these

measures of money do not move together, they may tell different stories

about what is happening to money. As a result, policy makers would have

difficulty deciding on an appropriate monetary policy. To show the different

changes in the money quantity, we make use of the following Figure725.

As is shown in Figure 3, it turns out that monetary aggregates move broadly

together over long periods of time, however, some significant differences in

monetary aggregate movements have occurred during certain periods. For

example while the growth of M1 rose during the 1970s and mid 1980s, the

growth rate of the broader M2 and M3 aggregates actually decreased. Hence,

the different monetary aggregates give a different picture of movements in the

money supply over time.

Figure 3
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Sourice: Hubbard, R G. (1996) Money, The Financial System, and the Economy, Pub. Addison
Wesley, Second Edition, Part l, Chapter 2, p. 29.

Inl7uence,

~

12' Mishkin, F.S., (1995). The Economics of Money, Bankíng and Financial Market, (4'" ed.),
Harper Collins, New York, Part I, Chapter 3, p. 60.

~zs Hubbard, R. G., (1997), The Economics of Money, fhe Financiat System, and the 6conomy,
(2"a ed.), Addison Wesley, Massachusetts, Part I, Chapter 2, p. 29.
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Now, we should see how do the central banks decide which measures to

use? As noted earlier, the central banks contínue to experiment with hybrid

measures of money in which different assets have different degrees of

1lquidity. In addition, CB economists and private forecasters conduct research

on which monetary aggregates are most closely tied to movements in

economic variables such as ihe economy's total output, the price level, and

interest rates.

4.3.3.2 Credit (Capital Market and Interest Rate)
One of the ways to distinguish between markets is on the basis of the

maturity of securities traded in each market. The money market is a financial

market in which only short-term debt instruments (maturity of less than one

year) are traded; the capital market is the market in which longer-term debt

(maturity of one year or greater) and equity instruments are traded. Money

market securities are usually more widely traded than longer-term securities

and so tend to be more fiquid. In addition, short-term securities have smaller

fluctuations in prices than long-term securities, making them safer

investments. As a result, corporations and banks actually use this market to

earn interest on surplus funds that they expect to have only temporally.

Capital market securities such as stocks and long.-term bonds are often held

by financial intermediaries such as insurance companies and pension funds,

which have little uncertainly about the amount of funds they will have

available in the future126.

4.3.3.3 Interest Rates
Fluctuations in the rate of interest like the fluctuations in the price level make

planning and investment decisions different for households and businesses.

Increases and decreases in the interest rates make it hard for businesses to

'zs Mishkin, F.S., 119951, The Economics of Money, Banking and Financial Market, 14`" ed.l,
Harper Collins, New York, Part I, Chapter 1, p. 25.
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plan investments in plant and equipment or to buy (sell) treasury bonds and

make households more hesitant about long-term investments in housing.

In contrast with money stock, interest rates as a príce variable has always

been seen as a traditional candidate for an intermediate monetary target.

Various aspects have been studied recently. Today it is less common to

specify a certain nominal interest rate level; instead, the yield curve and the

real interest rate are the variables proposed for use. However, there is some

objections to interest rate as an intermediate target, namely, the encourage of

procyclical impact of monetary policy, that it can lead to inflationary or

deflationary processes, which conduces to unclear estímation of market

condition. Additionally, the relevant long term interest rates are controlled to a

very limited extent by Central Bank127. The focus on monetary aggregate rather

than interest rates can be related to the difficulties of operating on real

interest rates ín periods of high and varying inflation. But the adoption of

announced monetary targets seem to have been motivated primary by a desire

to strengthen to anti-inflationary stance of policy in a way that would provide

a more stable environment for the private sector and help to reduce

expectations of inflation and with them the cost of disinflation128. In American

economy the idea of interest rates as an intermediate target has become an

element of popularity. Unfavorable past experience, argues clearly against

resuming such attemptsi29.

t27 Issing, O., (1994), 'Monetary policy strategy in the EMU', in: De Beaufort Wijnholds, J.O.,
S.C.W. Eijffinger and L.H. Hoogduin (eds.l, A Fiamework for Monetary Stability, Kluwer
Academic publishers Dordrecht, pp. 138-39.

~28 Summer, M.T., (1980), 'The Operation of Monetary Targets', Carnegie Rochester Conference
Series on Public Policy, 13, pp. 91-130. See also, Foot, M.D.K.W., (19811, 'Monetary Targets:
Their Nature and Record in the Major Economics', in: Griffiths, B. and G.E. Wood leds.l,
Monetary Targets, Macmillan, London. And further, Meek P. (ed), (19831, Central Bank Views
on Monetary Targeting, Federal reserve bank of New York, New York. And finally Goodhard,
C., (19911, 'The Conduct of Monetary Policy', in: Green, C.J. and D.T. Llewellyn (eds.l, Survey
in Monetary Economics, Vol.2, Blackwell, Oxford.

129 Friedman, B.M., (1988), Monetary Policy without Quantity Variables, American Economic

Review, Paper and preceding, pp. 445-46.
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There ís no doubt that the differences between short and long term interest

rates can often indicate how restrictive monetary policy is, which is not often

certain. Indeed, a clear correlation between interest rate patterns and interest

rate level just does not exist. From the point of view of policy geared to

rnaintain monetary stability, it is of prime importance to avoid assuming that

price stability is dependent on a specific interest rate pattern. Consequently,

the yield curve cannot be used as a nominal anchor for monetary policy13o.

4.3.3.4 Other Information Variables
The problem of central banks is that they wish to achieve certain goals such

as price stability with high employment, but it does not directly influence the

goals. Central banks have a set of tools to use (open market operations,

changes in the discount rate, and changes in reserve requirements) that can

affect the goals indirectly after a period of time (typically more than a year). If

central banks wait tc see what the price level and employment will be after

one year, it will be too late to make any corrections to its policy13'.

Benjamin Friedman132 has revitalized the issues prevalent of the recent two

decades in the united states that the relationship between the rate of

monetary growth (narrow and broad money) and the income growth has

become weakened in such a way that the effectiveness of further use of the

traditional monetary targets is called into question very seriously. He shows

empirically that owing to changed portfolio behavior, holders of bank deposits

were looking at both liquid assets of competitive financial institutions and

"o See also Reinhardt, V., (19911, Conducting Monetary Policy without a Nominal Anchor, Journa!
of Macroeconomics, pp. 575-96.

13' Mishkin, F.S., (19951, The fconomics of Money, Banking and Financial Markeis, ( 4'" ed.l,
Harper Collins, New York, Part V, Chapter 21, p. 497.

~3z Friedman, B.M., (19941, 'Intermediate target versus Information Variables as Operating Guides
for Monetary Policy', in: De Beaufort Wijnholds, J.O., S.C.W. Eijffinger and L.H. Hoogduin
(eds.), A Framework for Monetary Stability, Kluwer Academic publishers Dordrecht, pp. 109-
31 . See also, Friedman, B.M., (1993), 'The Role of Judgment and Discretion in the Conduct of
Monetary Policy: Consequences of Changing Financial Market', in: Changing Capital Markets:
Implication for Monetary Policy, Federal Reserve Bank of Kansas City, August.
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stocks as well as bonds as alternatives for the deposit components of the

broad money stock (M2). In brief there is now a'term structure' dimension in

the demand for M2. Sijben implies that neither M1, M2 nor a credit aggregate

incorporates information that is relevant in the monetary policy decision

process~33.

Hence, central banks follow a different strategy for conducting monetary

policy by aiming at variables, which lie between its tools and achievements of

its goals. This procedure is often referred to as the intermediate target

strategy. The assumption is that a set of observable economic variables is able

to serve as indicator or as intermediate targets of monetary policy actions and

the ultimate goals bf policy~~.

Mishkin is of the opinion, after that the Central bank decides on its goals

for employment and price level, they choose a set of variables to aim for

intermediate targets such as monetary aggregates (M1, M2 and M3), or

interest rates which have a direct effect on employment and the price level.

However, even these intermediate targets are not directly affected by the CB

policy tools. Therefore, it choose another set of variables to aim for, called

'operating targets' such as reserve aggregates or interest rates, which are

more responsive to its policy tools. Central banks follow this strategy because

it is easier for them to hit a goal by aiming at targets than by aiming at the

goal directly. Speciiically, by using intermediate and operating targets, central

banks can more quickly judge whether their policies are on the right track,

rather than waiting until they see the final outcome of their policies on

employment and price level135.

133 Sijben, J.J., (19961, ' Rules versus Discretion in Monetary Policy: Revisited', Austialian
Economic Papers, June, p. 164.

~3a Biemans, C., (1997), 'U.S. Financial Markets and Monetary Policy írom Monetary Targeting to
an Eclectíc Interest Rate Approach', in: 8oonstra, W.W. and S.C.W. Eiiffinger ( eds.), Banks,
Financial Markets and Monetary Policy, NIBE, Amsterdam, p. 39.

,3s Mishkin, F.S., (19951, The Economics of Money, Banking and Financial Markets, (4`" ed.l,
Harper Collins, New York, Part V, Chapter 21, p. 497: "This reason for the use of monetary

[-~-il
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As a matter of fact, central banks control intermediate target variables

such as interest rates and monetary aggregates only indirectly because private

sector decisions also influence these variables. Central banks seek targets that

are better links between their policy tools, intermediate targets and goals.

These new targets, called operating targets, are variables that the central bank

controls directly with monetary policy tools, and that they are closely related

to intermediate targets~~.

Mishkin gives a giving an example, the subject - matter will be more

clarified. Suppose that the central bank's employment and the price - level

goals are consistent with a nominal GDP growth rate of 5~0. If central bank

feels that the 5ok nominal GDP growth rate will be achieved by a 4o~O growth

rate for M2 lits intermediate targetl, which will, in turn, be achieved by a

growth rate of 3.50~o for the monetary base (its operating target), it will early

out open market operations (its tools) to achieve the 3.5o~O growth in the

monetary base. Within days after implementing this policy, central bank may

find that the monetary base is growing too slowly, say, at a 20~o rate; then it

can correct this too slow growth by increasing the amount of its open market

purchases. Somewhat later, the central bank will begin to see how its policy is

affecting the growth rate of the money supply. If M2 is growing too fast, say,

at a 70~o rate, the central bank may decide to reduce its open market

purchases or make open market sales to reduce the M2 growth rate137.

targets has come under fire because information on employment and the price level can be
useful in evaluating policy". See B.M. Friedman, 119771, The Inefficiency of Short-term
Monetary Targets for Monetary Policy, Brookings Papers on Economic Activity, Vol. 2, pp. 292-
346.

'36 Hubbard, R.G., (1997), The Economics of Money, the Financial System and the Economy, (2""
ed.l, Addison Wesley, Massachusetts, Part V, Chapter 21, pp.534-35.

737 Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markei, (4`" ed.),

Harper Collins, New York, Part V, Chapter 21, p. 498.
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4.3.4 Policy Goals
The ultimate objective of monetary policy is to maximize economic growth, to

maximize economic wetl-being and to contribute to the advancement of living

standard. The source of legitimacy for monetary policy is the extent to which

policy contributes to economic welfare. The linkage between price stability

and economic growths as goals of Central Bank may see obvious and fully

accepted in most Central Banks in many countries. Indeed, it is now almost

universally accepted that high rates of inflation-double digit rates-are

damaging to an economy and detrimental to economic welfare. This was the

lesson of the 1970s. Double-digit inflation is an impediment to growth, not an

engine of growth, while zero inflation may delay the economic growth13B.

There is wide agreement about the major goals of the economic policy:

high employment, stable prices and rapid growth. There is less agreement that

these goals are mutually compatible or, amount those who regard them as

incompatible, about terrhs at which they can and should be substituted for

one another. There is least agreement about the role that various instruments

of policy can and should play in achieving the several goals139.

Monetary policy is based on multistage framework that distinguishes policy

goals, intermediate targets, operating targets, and policy tools. This

framework of procedure is often referred to as the intermediate target

strategy~do.

It is intended to achieve both near-term and long-term objectives. In the

near-term they were intended to prevent the price shocks that were then

138 Mullins Jh., D.W., ( 19941, 'A Framework for Monetary Stability-A Policy Maker's Perspective',
in: De Beaufort Wijnholds, J.O., S.C.W. Eijffinger and L.H. Hoogduin ( eds.l, A Fiamework for
Monetary Stability, Kluwer Academic publishers Dordrecht, p. 5. See also in the same Volume
the paper of Driffill, J., (1994), ' Comment on Charles Freedman: Formal Targets for Inflation
Reduction: The Canadian Exprimence', pp. 43-47.

'3s Friedman, M., (19681, The Role of Monetary Policy, American Economic Review, LVIII(11,
March, pp. 1-17.

14o Biemans, C., (1997), 'U.S. Financial Markets and Monetary Policy from Monetary Targeting to
an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. Eijffinger (~dz,), Banks,

~~~~
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buffeting the economy from leading to a further wage-price spiral and to help

to ~educe the prevailing inflation expectations. In the long-term they were

designed to make more concrete the commitment of the authorities to the

goal of achieving and maintaining price stability and to add to the credibility of

that goal'a'.

Monetary policy should have a medium term orientation. It should also be

stressed that price stability can only be achieved at reasonable cost if other

policies, mainly fiscal policy, support monetary policy and if wage formation

processes are in line with achieving price stability. Central banks should make

this clear and express their views on budgetary policy and wage developments

from the perspective of their impact on the goal of price stability. Different

countries set different goals for their economies to achieve. For instance, the

federal reserve bank of the United States has set three main monetary policy

goals to achieve such as: (1) price stability, (2) high,employment and (3)

economic growth and additional three goals, namely: financial market and

institution stability, Interest rate stability and the foreign exchange market

stability142.

Countries face a wide variety of policy choices in the foreign exchange

market. Among the options, a country can peg its exchange rate to a single

currency, peg to a basket of currencies, let the rate crawl, conduct a managed

float, break the exchange market into dual or multiple markets or float freely.

The IMF surveys in 1990 show that, over 60 percent of s~l countries including

many smaii countries, operate some form of peg, while 13 percent, including

Financial Markets and Monetary Policy, NIBE, Amsterdam, p. 39.
'a' Freedman, C., (19941, 'Formal Targets for Inflation Reduction: The Canadian Experience', in:

De 3eaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin (eds.l, A Framework for
Monetary S'tability, Kluwer Academic Publishers, DordrechtlBostonlLondon, part A, Session I,
pP. 17-27.

14z Hubbard, R.G., 119971, The Economics of Money, the Financial System and the Economy, 12ne
ed.l, Addison Wesley, Massachusetts, Part V, Chapter 21, p.530.
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United States and Japan, floated freely. European monetary systems were

classified as being part of a cooperative exchange rate arrangement~a3.

For the single developed country, exchange rate regime choice is thought

to depend on policy goals, the nature of the stochastic environment, country's

structural characteristics, and on the credibility of policy markers~aa.

The single developing country faces all of the above issues and, in addition,

finds that choices are complicated by the presence of the balance of

payments constraint and the need to protect external competitiveness~a5.

On the other hand the effectiveness of monetary policy in an open

economy is determined by the degree of financial integration of the economy

with the rest of the world subject to mobility of capital internationally. In

partícular, with perfect capital mobility monetary policy is more effective

under a floating exchange rate, while fiscal policy is more effective under a

fixed exchange rate~.e.

Anglo-saxon countries focus mainly on price stability for their goals

whereas Japan sets the WPI as its first and a few others such as current

balance of payments as its secondary goals. United Kingdom has set the

nominal GDP for Its ultimate goals while France would like to have price

stability within the F~amework of the general economic policy~a~.

,a3 Flood, R.P. and N.P. Marion, 'Exchange Rate Regime', in: Newman, P., M. Milgate and J.
Eatwell, (19921, The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,
Stockton Press, New York, Vol. t, p. 829.

~aa Argy, V., ;19901, 'Choice of exchange Rate Regime for a Smaller Economy: A Survey of Some

Key Issues', in: Agry, V. and P. Degrauwe (eds.l, Choosing an Exchange rate Regime,
International Monetary Fund, Washington.

,as Aghevli, B.B., M.S. Khan and P. Montiel, 119911, 'Exchange Rate policy in Developing

Countries: Some Analytical Issues', Occasional Paper, March, International Monetary Fund,
Washington.

'a6 Pilbean, K., (1998), International Finance, (2~ ed.l, Macmillan Press, London, chapter4, P.104.

'a~ See divers papers in: De Beaufort Wijnf'olds, J.O, S.C.W. Eijffinger and L.H. Hoogduin (eds.),

119941, A Framework for Monetary Stability, Kluwer Academic Publishers,
DordrechtlBostonlLondon.
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4.3.~.1 Price Stability
Inflation or persistently rising prices erodes the value of money as a medium of

exchange and a unit of account. Especially since inflation rose dramatically

and unexpectedly during the 1970s, policy makers have set price stability as a

policy goal. In a market economy, in which price communicates information

about costs and demand for goods and services to households and

businesses, inflation makes prices less useful as signals for resource

allocation148.

Inflation makes it hard to plan for the future. For example, it is more

difficuit to decide how many funds should be put aside to provide for one's

children college education in an inflationary environment. Further, inflation

may strain a country's social fabric: Conflict may result because each group in

the society may compete with other groups to make sure that its wages keep

us with the rising level of prices149.

It is important to distinguish inflation from an increase in the particular

price of an item relative to another, the process of which constitutes an

important part of society's mechanism for allocating resources among

competing uses. Increases in the level of prices tend to impede the resource

allocation process, there by lowering productivity of economic system~sa.

Beside price stability monetary policy can be directed at achieving other

objectives such as a high level of economic activity and stabilization policy. In

addition government debt can be reduced by the aim of inflationary finance.

The temptation to use monetary policy to achieve such objectives

(stabilization) is stronger the more depressed is the economy and the larger

the size of public debt. It is well known that, these temptation leads to

18 Hubbard, R.G., (1997), The Economics of Money, the Financial System and the Economy, (2"a
ed.), Addison Wesley, Massachusetts, Part V, Chapter 21, p.530.

'"9 Mishkin, F.S., 119951, The Economics of Money, Banking and Financial Market, (4`" ed.),

Harper Collins, New York, Part V, Chapter 21, p. 495.
'`o Hnwitt, P., (1990), 'Zero Inflation as a long-Term Target for Monetary Policy', in: Lipsey R.G.

!Pd.l, Zero I~~flation: The Goal of Price Stability, C.D. Howe Institute, Toronto, p.67.
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equilibria in which those objectives are not achieved, and in which the rate of

inflation is suboptimal151.

In the recent years, academic interest has grown is developing operational

rules for setting monetary policy. Such proposals do not represent rigid rules,

but prescribe activist rules with a"feedback" element. Policy changes are then

derived from the deviation of the actual from the desired behavior of the

target. Supporters of such a rules-oriented policy approach have been

motivated by a growing acceptance of price stability as the primary goal of

monetary policy, but believe that a discretionary policy imparts a significant

inflationary bias to policy. According to them, a systematic approach to policy

would keep short-term decisions better in line with the long-term objective of

inflationi52.

Bernanke and Mishkin describe that the inflationary or disinflationary goal

choosing is characterized by an announcement of official target ranges for the

inflation rate at one or more horizons and by expli~it acknowledgement that

low and stable inflation is the overriding goal of monetary policy. We will

argue that actual experience with this approach shows that inflation targeting

does not represent an ironclad policy rule. Instead, inflation targeting is better

understood as a policy framework, whose major advantage is increased

transparency and coherence of policy and in which fairly flexible, even

"discretionary" monetary policy actions can be accommodated. The hallmark

of inflation targeting is the announcement by the government, the central

bank or some combination of the two that in future the central bank will strive

to hold inflation at or near some numerically specified level. A discretionary

16' Cukierman, A., (1994), 'Commitment through Delegation, political Influence and Central Bank
Independence, in: De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. HAogduin (eds.), A
Framework for Monetary Stabiliry, Kluwer Academic Publishers, DordrechtlBostpnlLondon, part
A, Session I, pp. 55-72.

~52 Biemans, C., 119971, 'U.S. Financial Markets and Monetary Policy from Monetary 7argeting to
an Eclectic Interest Rate Approach', in: Boonstra, W.W. and S.C.W. Eijffinger ( eds.l, 8anks,
Financial Markets and Monetary Policy, N16E, Amsterdam, p. 49.
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policymaker can create surprise inflation, which may reduce unemployment

and raise government revenue. But when people understand the policymaker's

objectives, these surprises cannot occur systematically. In equilibrium, people

form expectations rationally and the policymaker optimizes in each period,

subject to the way that people form expectations. Then, we find that (1) the

rates of monetary growth and inftation are excessive; (2) these rates depend

on the slope of the Phillips curve, the natural unemployment rate, and other

variables that affect the benefits and costs from inflation; (3) the monetary

authority behaves counter cyclically; and (4) unemployment is independent of

monetary policy. For further illustration, the following points should be

noted~53~

Average rates of inflation and monetary growth are excessive relative to an

efficiency criterion. There is a tendency to pursue activist, counter cyclical

monetary policies. Yet the model exhibits three other properties~~:

1. The unemployment rate - our proxy for real economic activity is invariant

with monetary policy (neglecting the familiar deadweight-loss aspect of

inflationl.

2. The policymaker and the public all act rationally, subject to their

environments.

3. The policymaker's objectives reflect the public's preferences.

4.3.4.2 High Employment
High employment or a low rate of unemployment is another policy goal.

Unemployed workers and underused factories and machines lower output

(GDP) and cause financial distress and decrease self-esteem for workers who

lack jobs. Although the CB is committed to high employment, it does not seek

a zero percent rate of unemployment. Even under the best economic

753 gernanke, B.S. and F.S. Mishkin, (19971, Inflation Targeting: A New Framework for Monetary
Policy. Journal of Economic Perspectives, Vol. II, 2, spring, p. 97-98.

756 Barro, R.J. and D.B. Gordon, (19831, A Positive Theory of Monetary Policy in a Natural Rate

~~~~
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a money stock target would not ensure attaining the desired level of GNP as

accurately as would a policy that aims at GNP directly. But if there are lags~ in

either the information that thé CB abtains on current GNP, or in the effect of

monetary policy on GNP, then intermediate targets may have a rule:

Monetarists often state this in the fól~owing terms: GNP is a goal variable, not

a target. A so-called 'GNP target' `requires the use of some genuine target

variables, such as M 1 or lo~g-term interesf rates; GNP targeting is just not

feasible~eo. -

None of this dernónstràtes that C~NP"'tàrgeting is an inappropriate policy.

The possible disádvàntages of GNP targdtirig have been stressed because they

are much less familiar, these potentia( losses may- or may not- be smaller

than the alternative losses from assuming that velocity can be predicted

accurately, and hence staying with a monetary target. But it is clear that

relevant considerations have been overlooked in the debate, and that both

sides have talk'ed past each other~g~.

4.3.4.4 Balance of Payment
Balance of payment is the name given to the record of transactions between

the residents of one country and the rest of the world over a period of time. In

a narrow sense, the data presented within the balance of payments, now

officially referred to as the "balances of international transactions" are simply

a historical record of transactions, which could be either positive or negative.

The importance of the balance of payments rests on the use of the data to

signal changes in the gross and net movements of inerchandise trade, service

trade, private finance, or officíal reserve flowste2.

Policy in Our Time, MIT Press, Massachusetts, Cambridge.
'~ Mayer, T., (1990), 'GNP Targeting-What Are the Issues?', in: Mayer, T. led.l, Monetarism and

Macroeconomic Policy, Chapter 9, Edward Elgar Publishing, Aldershot, p. 165.
~s~ Mayer, T., (1990), 'GNP Targeting-What Are the Issues?', in: Mayer, T. (ed.), Monetarism and

Macroeconomic Policy, Chapter 9, Edward Elgar Publishing, Aldershot, p. 166.
'SZ Cumby, R. and R. Levich, 'Balance of Payments', in: Newman, P., M. Milgate and J. Eatwell,

(1992), The New Palgrave Dictionary of Money and Finance, Macmillan Press, London,

~~~~
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In the Bretton Woods system, which was used in the past and collapsed in

1971 exchange rates were supposed to change only when a country was

experiencing a"fundamental disequilibrium", that is, when large persistent

deficits or surpluses existed in its balance of payments. To maintain fixed

exchange rates when countries had balance of payments deficits and were

losing international reserves, the IMF used to loan deficit countries out of the

international reserves contributed by other members. As a result of its power

to dictate loan terms to borrowing countries, the IMF could encourage deficit

countries to pUrsue contractionary monetary policies that would strengthen

their currency or eliminate their balance of payment deficits. If the IMF loans

were not sufficient to prevent depreciation of currency, the country was

allowed to devalue its currency by setting a new, lowered rate~~.

At the moment, we have an international financial system, which has

elements of a fixed exchange rates system. Some exchange rates fluctuate

from day to day though central banks intervene in the foreign exchange

markets, while other exchange rates are fixed (as in the European monetary

system). The current account summarizes transactions between a country and

its foreign trading partners for purchases and sales of currently produced

goods and services.

To begin with, the trade balance is the difference between merchandise

exports and imports. For example, the U.S. trade balance in 1995 had a

deficit of 5 177.8 billion, with imports of S 758.9 billion exceeding exports.

So, the difference would be S 581.1 billion. Vice versa, when exports exceed

imports, the trade balance is a surplus. The three other components of the

current account are exports and imports of services, net investment income

and universal transfers. The current account balance equals the sum of the

Stockton ?ress, New York, Vol. 1, p. 1 13.
~s3 Mishkin, F.S., (19951, The Economics of Money, Banking and Financial Markets, ( 4`h ed.),

Harper Collins, New York, Part V, Chapter 22, p. 532.
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conditions, some workers move into or out of the job market or at between

jobs. Workers sometimes leave one job to pursue another or to obtain more

education and training or to raise a famíly and reentry may take time. This

type of frictional unemployment enables workers to search for positions that

maximize their well-being~b6.

Barro and Gordon's natural rate models with rational expectations - such

as Sargent and Wallace166 - suggest that the systematic parts of monetary

policy are irrelevant for real economic activity. Some empirical evidence on the

real effects of monetary disturbances in the post World War II United States is

consistent with this result - in particular, there is some support for the

proposition that anticipated monetary changes are neutral with respect to

output, unemployment, and so on. On the other hand, these empirical studies

and others indicated the presence of countercyclical monetary policy at least

for the post-World War II United States rises in the unemployment rate appear

to generate subsequent expansions in monetary groWth. Within the natural

rate framework, it is difficult to reconcile this countercyclical monetary

behavior with rationality of the policymaker. A principal object of our analysis

is to achieve this reconciliation. The natural rate models that have appeared in

the macroeconomics literature of the last decade share the characteristic that

policy choice is over a class of prespecified monetary rules. With the policy

rule predetermined, there is no scope for ongoing policymaking; discretionary

policy choice is excluded a"priori". If private agents can deduce the

characteristics of the monetary process once it is implemented, it defines their

Model, Journal of Politica! Economy, 9114), August, pp.589-90.
'SS Hubbard, R.G., (19971, The Econamics of Money, The Financial Sysrem and the Economy, (2nd

ed.l, Addison Wesley, Massachusetts, pp. 530-31.
~5s Sargnet, T. and N. Wallace, (19751, 'Rational' Expectations, the Optimal Monetary Instrument,

and the Optimal Money Supply, Journal of Political Economy, 83, April, 241-54.
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expectations. Thus, the policy decision is made subject to the constraint that

agents' expectations of future monetary policy will equal the realization157.

4.3.4.3 Economic Growth
Policy-makers also seek steady economic growth, increases in the economy's

output of goods and services over time, which raises household incomes and

thereby increases government revenues. Economic growth depends on high

employment then; economic growth policies can provide incentives for saving

to ensure a large pool of investment funds and direct incentives for business

investment. Policy-makers attempt to encourage stable economic growth,

because a stable business environment allows firms and households to plan

accurately and encourages the long-term investment that is needed to sustain

growth15e, ,

Mayer mentions that during the 1960s and 1970s the main rival to

monetary targeting wa~ interest-rate targeting. But the bad experience with

that target induced many of those who object to monetary targeting to switch

their support to targeting nominal GNP, or some variant of nominal GNP, such

as nominal final salest59. It seems likely that the majority of American

monetary economists now favor GNP targeting. Moreover, while nominal GNP

is certainly not its only target, it seems to be one of the CB's major, if not the

major target. In this regard, we should consider first a simple model in which

the central bank obtains immediate data on current GNP and in which its

actions affect GNP without a lag. In such a case it can, and should, target

GNP directly. Since it would receive immediate information on how its policy

is affecting GNP, it could adjust its open-market operations until GNP is at the

appropriate level. Intermediate targets would serve no purpose; achieving, say,

75~ Barro, R.J. and D.B. Gordon, (1983), A Positive Theory of Monetary Policy in a Naturat Rate
Model, Journal of Political Economy, 91, August, pp. 590-91.

,sa Hubbard, R.G., (1997), The Economics of Money, The Financial System and tire Economy, (2nd
ed.), Addison Wesley, Massachusetts, p. 531.

t59 Gordon, R., (1985), 'The Conduct of Monetary Policy', in: Ando, A. et.al. (ed.), Monetary

~~- ~



Monetary Policy in Iran 321

trade balance, services, net investments income, and unilateral transfers.

There was a deficit of S 152.9 billion in 1993.The capital account, measures

trade in the existing financial or the real assets among countries. For example,

when someone in a country sells an asset to a foreígn investor, the

transaction is recorded ín the balance of payment accounts as a capital inflow;

and if he buys an asset abroad, it will be an outflow~s4.

Not all capital flows among countries represent transactions by households

and businesses; changes in asset holdings by governments and central banks

supplement private capital flows. "Official reserve assets" are assets held by

central banks that can be used in making international payments to settle the

balance of payments, and duly conducts international monetary policy. One

should say that international goods and financial transactions affect both the

current account and the capital account in the balance of payments. A

country's international transactions for balance of payments, its central bank

and foreign central banks (departments) engage in official reserve

transactions, which can affect the monetary base~s5.

4.3.4.5 Conflict of Goals
Though many goals such as economic growth and high employment are

consistent with each other, or interest rate stability with financial market

stability, however this may not always be the case. The goal of price stability

often conflicts with the goals of interest rate stability and the high

employment in the short run. For example, when the economy is expanding

and unemployment is falling, both inflation and interest rates may start to rise.

If the central bank tries to prevent a rise in interest rates by buying bonds,

bidding up their price and thus causing interest rates to fall, the resulting open

market purchases will cause the monetary base and the monetary supply to

,sa Hubbard, R.G., (1997), The Economics of Money, The Frnancial System and the Economy, (2ne
ed.), Addison Wesley, Massachusetts, p. 565-66.

,ss Hubbard, R.G., (1997), The Economics of Money, The Financial System and the Economy, (2"'

~~~~
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rise, stimulating inflation. But if the central bank slows down, money

employment may rise~s6.

Hubbard describes the policy of Central Bank in away that to achieve its

monetary policy goals. Central bank may be successful in pursuing its related

goals. For example, it may boost both high employment and economic growth

because steady economic growth contributes to high employment. Similarly,

actions that encourage stability in financial markets can also promote interest

rate stability. However, central bank may not be so lucky to achieve all its

goals simultaneously. It faces a trade-off in attempting to reach other goals.

But as long as there is no consensus as to which goals are being sought or

what theories are to be used in achieving them, there can be neither

co~sistent monetary policy making nor achievement of desired goals. Under

such circumstances, central bank faces another problem in reaching its

monetary policy goals. Although it hopes to encourage economic growth and

price stability, it has no direct control over real output or the price level.

Interactions among households anrJ businesses determine real output and the

price level. The central bank's changes in the money supply have an indirect

influence on the behavior of other economic variables. The central bank can

influence the price level or output only by using its monetary policy tools

(open market operations, díscount policy and reserve requirements). These

tools do not permit the central bank to achieve its monetary policy goals

directly~s~.

ed.l, Addison Wesley, Massachusetts, p. 567.
,ss Mishkin, F.S., (1995), The Economics of Money, Banking and Financial Markei, (4`" ed.l,

Harper Collins, New York, Part V, Chapter 21, p. 496.
's' Hubbard, R.G., (19971, The Economics of Money, the Financial System and the Economy, (2~

ed.l, Addison Wesley, Massachusetts, Part V, Chapter 21, p. 532-33.
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4.4 Description of Iranian Monetary Policy

4.4.1 Introduction

The main purpose of Iran's monetary policy in this chapter is to examine

historically both Iran's economic system and its banking experience after

nationalization of banks and implementation of the "interest-free banking law"

approved in 1983. The second purpose of the chapter is to deal with

implications stemming from the execution of the said law along with the

objectives of the State Basic Law entitled "The law of monetary and banking"

approved in 1967. While adaptation will be made between the said two laws

on one hand, they shall also be compared with the banking achievements

made in the developed, developing, as well as the Islamic countries on the

other, and I shall point out how the monetary transmissions are made around

the world.

To achieve a concrete result in this connection, the monetary policy,

functions of the state economic planners, government's responsibilities, the

credit and currency council (CCC), the Central Bank as well as the functions

of other banks shall be discussed. The aim is to analyze the strong and the

weak points of the Islamic Banking and make sure whether such a system in

Iran and other Islamic countries is feasible or not.

As a matter of fact, the main purpose of application of an economíc policy

in a country such as Iran is to achieve high employment, annual dynamic

economic growth, stabilization of prices and the equitable distribution of

wealth, suhject to compliance with the Islamic equity. It is generally accepted

that the price stability not only contributes to social equity but also is central

to the goal of improving resource allocation and strengthening the basis of

economic growth16e.

,sa De Beaufort Wijnholds, J.O, S.C.W. Eijffinger and L.H. Hoogduin (eds.), (19941, A Fiamework

~~~~
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Banking Laws of 1967 and 1983 have already been discussed in chapter (1)

have also addressed the Iran's monetary and capital markets in the second

and the third chapters. Now, in this chapter, I try to analyze systematically the

monetary policy and transfer mechanism around the world; Islamic monetary

principles and procedures, as well as the monetary targets and control

variables will also be discussed.

Though the twentieth century was coupled with some sort of political

oppressions for a large number of Asian and African Islamic countries, now at

the turn of the twenty first century we hope to witness the more

independence for the Moslem Countries, and wish them to be in a position to

reap further the fruits of their political and economic freedom. It is a common

knowledge that the basic economic problems of such countries are their

dependence on the economically more advanced countries. Some countries

are incurring heavy interest-bearing loans not only for the development

projects but also for their day-to-day expenses, and what is more serious, for

the payment of interests accrued on their previous loans which keep the size

of their indebtedness ever-increasing through a vicious circle. Though the I.R.

of Iran is an Islamic country, at the same time it is considered as one of the

developing countries. While this country is endowed with rich underground

resources, is more or less faced with certain problems such as those

confronting developing countries.

In order to give a clear picture of the financial and monetary policy of this

country, it is necessary to give a short glimpse on the historical economic

development of this country. This glimpse may cover the five economic

development plans carried out prior to the revolution and two five-year

development plans implemented after the Islamic revolution, together with a

series of analyses on the Islamic revolution, imposed war as well as the

for Monetary Stability, Paper and proceedings of an International Conferece Organised by De
Nederlandsche Bank and the CentER for Economic Research at Amsterdam, Kluwer Academic

~~~~
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transmission of monetary policy of the country. Targeting-based monetary

policy in Iran has been carried out in a traditional way. On the basis of the

monetary and banking law, the "Interests-free Islamic banking" as well as the

annual plan and budget law and the monetary policy of the country will be

communicated to the country's monetary policy makers. Monetary policy

makers, in the framework of the state laws and regulations, are faced with

certain limitation. On the other hand, the central bank of Iran has not been

able to act as an independent bank in the monetary and foreign exchange

fields like any other developing country. Hence, one is not able to analyze the

transmission mechanism of money, as it was stated in the first section of the

report.

4.4.2 Monetary Policy in Iran

In the theoretical survey and adaptation thereof with the Iranian economy as

well as casting a glance on the history of the Iranian monetary policy studies,

one may say that the way the Transmission Mechanism of Monetary Policy

analyzed in the western countries, can not be compared with Iranian's

monetary policy according to the literature survey.

The fact is that the most important tool for application of "instrument-

based stages" which are considered, as the instruments of interest, has no

applications in the Islamic Economy, particularly after the approval of the

"Law of Free-interest Rate Banking Operations" in 1983. Hence, in the

examination of the monetary policy in Iran, given the changes made in the

course of time, the study of the Iranian banking will be made in the past 74

years of the history of Iran, the changes taken place in the system of banking

of the period prior to the revolution and after the ratification of free-interest

banking operations in 1983 as well as the pre and post war eras, shall be

scrutinized.

Publishers, DordrechtlBostonlLondon, p. 167.
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As a matter of fact, in the most optimistic condition, one may imagine that

the monetary approach of Iran stems from the planning policies and with the

changes made in the five-year socio economic and cultural development plans

of Iran. Such plans have constantly been subjected to theoretical changes.

4.4.3 Selection of Monetary Policies Based on Theoretical
Analyses

Theoretical examinations demonstrate that the mode of approach towards

monetary policy has transformed in the course of time. Hence, in the

optimistic case, one may say that the approach of planners towards the status

of monetary policy has undergone changes, and the theoretical developments

have had a special place. Since foreign exchange policies account for a

portion of monetary policies, one may assume that;from the standpoint of

monetary policy, the following two cases may take place:

1. Outward-looking: In such a case, the monetary policy is formulated with

the object of maintaining the international value of national currency.

2. Inward-looking: In such a case, formulation of currency is viewed at the

national economic level.

Casting a glance on the course of the legal evolution shows that the goal

of the central bank is to set down the banking169 and monetary law~~o as

follows:

a. Maintenance of the money value

b. Establishment of foreign payments and collections as well as regulation

of foreign currency.

c. Helping in the enhancement of the country's economic growth

t69 Approved on 18 of the month of Tir 1346 (July 19671, and subsequent amendments thereof
up to the present time.

"o In the paragraph B, Article 10 of the said Law, the function of the central bank has been set as
follows: Maintenance of currency value and the balance of payments; facilitation of commercial
exchanges as wetl as assisting in the country's economic growth.
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In the "Free-interest Banking Operations Law~~~', the central bank has not

been recognized as the monopolist monetary authority of the country.

According tu tnís law, a number of goals are set for the country, which

traditionally related to the monetary authority. The monetary goals of the

banks may be described as follows:

a. Maintenance of the currency value

b. Establishment of equilibrium in the balance of payments

c. Mobilization of deposits, and

d. Facilitation of commercial exchanges

On the basis of the said law, banks should follow the budgetary policy and

move towards realization of goals, policies, and the economic plans of the

government. Since the framework of the monetary policy of the country is

worked out through the combination of the said two laws, therefore,

development plans (which shall be dealt with later on) should also put forward

their demands from the monetary poficy in the context of the said two laws. It

is worth mentioning that prior to the present monetary and banking policy, the

country had two other monetary and banking policies, which were generally

similar to the present law. Hence, one may say that the legal framework has

always been a kind of monetary and banking law, which have had a general

supervision over the behaviors of the monetary authority.

4.4.4 History of Monetary Policy in Iran

By taking a glance over half a century on the planning experience in the

country from one side, and the study of the legal framework from the other,

demonstrates that not much attention has been paid to the development

planning but plans have only been dealt with on annual basis (this will be fully

covered later on). In the second period of planning which consisted of two

~~~ Approved on 10 sharivar 1362 (September 1983)
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development plans, the presence of monetary policies in the plans has been

quite conspicuous.

From the substantive point of view, such policies :have beeft inclined more

towards the approaches of the monetary theory supporters. The new

economic studies made in this connection have questioned many of the views

and convictions of the monetary policy expressed in these two-development

plans. -

4.4.5 Definition of Monetary Policy
If we wish to define the monetary policy in the course of the past half a

century, the first point that comes to mind is that: What is the monetary

policy and how it is defined? In the simplest term, the monetary policy is

carried out in order to gain access to certain objectives such as a sustainable

development, expansion of production in the real sectors, widespread

employment as well as the stability of prices. To evaluate the performance of

the monetary policy, the growth of the bulk (volume) of money in circulation

has always been looked at as a"genuine criterion". The conditions, which

finally give rise to the creation of money, are considered as subsidiary factors

for evaluation of monetary policy in the business cycles. It is within this

framework thai the instruments of monetary policy are envisaged~~~.

The monetary authority in Iran was first Banke Melli (National Bank) and

then the Central Bank (since 19591. Since the major part of the recorded

planning goes back to the presence of the Central Bank, the familiar phrase of

17z For further study, one should refer to the following sources:
Axilrod, S.H., (19851, US monetary policy in Recent Years: An Overview, Federal Reserve
Bulletin, 71- 1, January, pp. 14-24.
Friedman, M., (19601, Fordham University press, New York.
Goodhart, C.A.E., (1984); London; Macmillan.
Lindsey, D.E., (19861, 'The Monetary Regime of Federal Reserve System', in: Campbell, C.D.
and W.R. Dougen (eds.), (1986), Johns Hopkins university Press, Baltimore. (Continue next
page)
McCallum, B.T., (1984), Credibility and Monetary Policy, Federal Reserve Bank of Kansas City,
Kansas City.
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Central Bank is being used instead of the unfamiliar phrase of "Monetary

Authority". In the definition made by the Central Bank, the status of the

monetary policy is quite clear.

Assets and real capitals are very heterogeneous and their aggregation

seems impossible. When one may gain the accumulated value of such assets,

one can put such assets together and estimate a measurable value for them in

the course of time.

While a dynamic and smooth flow is generated by the monetary policy,

such a policy also tries to be oriented towards a real source in a way that the

remained value index at the end may not be lower than the value existed at

the beginning of the planning period. The further the growth of the remaining

value index or the aggregates of the three-fold assets (human, natural and

material), the monetary policy may claim a better performance.

In the course of years 1939 to 1946, the bulk of bank note in circulation

was 43.9 times more. The average of bank note ín circulation in this period

was 22.1 percent annuelly. In the month of November 1942 the monetary law

of the country was modified.

Accordingly, the National Bank was permitted for the money circulation at

a level over 3.5 billion Rials Iwhich was considered as the allowable issuing

limit) to put aside equivalent to 600~0 of the official price of gold.

American dollar (from the convertible type into gold) and so forth as a

cover 400~0 of the remaining cover used to be in pound sterling and dollar, the

fall of the vatue of which in proportion to gold and silver at the rate of the

appropriate date, were guaranteed.

In the interval of 1932 to 1946, uses of money in its present meaning were

24.1 percent. The price rise that was, on the average, 12.8 percent in 1936

to 1940, in the interval of 1936 to 1946 was annually 22.8 percent.

Despite substantial capital flow, domestic liquidity quadrupled between

1958 and 1977, which caused an inflation of 15.3 percent. The subsequent
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stagnation of the oil price in 1977-78 forced government to increase its

borrowings, which further exacerbated the inflationary pressures, and caused

a sharp decline in GDP in 1978 by the amount of 210~0. Review of Iran's

economic growth shows that due to the shortcomings in the economic

planning, the huge oil revenues were in fact high and caused a rampant

inflation.

As an example, the network of the banking system absorbed a major

portion of the national resources, including the price of oil, and in a short

period of five years (1973-19771, the number of specialized and commercial

banks increased to about seven-fold. Liability of the banking system sharply

rose (from about Rls. 2100 Billion Rials in 1973 to more than Rls. 6100 Billion

Rials in 19781.

So, inflation pressures, which had been accelerated, reached the high

figure of 300~0 on an annual basis during the first quarter of 1977. It was

under such circumstances that the central bank of Iran took some actions to

curb the inflationary pressures in the pre-revolutionary years. Hence, the credit

expansion of commercial banks decreased from 300~o in 1977 to 20 r6 in the

following year, and the ratio of commercial banks net foreign liabilities to their

capital account decreased from 68.30~o at the end of 1976 to 34.80~o at the

end of 1977.

During the early part of 1978, although there was a recession in most

areas of economic activity, the banking system under the influence of the

extraordinary growth of government expenditures during the last months of

1977773 had a better situation compared with the similar period of 1977.

However, after months, the banking system was hit by the recession, and

after the second quarter, it was faced with withdrawal of deposits and

gradually the banking activity was diverted from the normal course.

"' C.B. of Iran, (19781, Economic Report 8~ Balance Sheet.
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In order to be able to illustrate the development of the Iranian monetary

system, it would be necessary to deal in brief with several development plans,

which have been implemented, in Iran before and after the revolution. In these

plans the transmission mechanism of money policy will be discussed.

4.5 Empirical Evidence on Iranian Monetary Policy

a. First seven-years development plan
The first plan was executed between 1948 and 1955. Though the plan had no

monetary goal, liquidity increased 8.7 percent annually in the period 1947 to

1954. The crises resulting from the process of oil nationalization speedily

restricted the growth of liquidity; and this was directly due to the connection

of the issuable bulk of money with the country's foreign currency reserves.

Restriction of liquidity was combined with the limitation of economic

activities. All such shortcomings caused some sort of monetary irregularity in

the real sectors of the country's economy.

b. Second seven-years development plan
The second plan was underway from 1955 to 1962. The plan did not have a

monetary policy either, and it mainly concerned provision of resources for the

manufacturing projects. Shortage of monetary resources as well as inflation

delayed the implementation of a number of projects. Borrowing from abroad

became normal which subsequently gave rise to the crisis of repayments. This

forced the government to check the foreign trade, which suffered from a

regular monetary policy. The study of the country's monetary performance

made in this period shows that the increase of liquidity has been 192.1

percent and the annual increase of inflation has been 4.9 percent on the

average. One notices from the above figures that there has not been a logical

relationship between the price developments and the liquidity developments.



332 4.5 Empirical Evidence on Iranian Monetary Policy

c. Third five-years development plan
This was the first plan of the country, which had the characteristics of a

development plan. This plan ran from 1962 to 1967, the financing of which

from the country's banking system took a more serious shape. Despite this

fact, due to the occurrence of indorsable developments, the monetary sector

did not have a positive course. Liquidity growth in ihis plan was, on the

annual average; 3.21 percent. Acceleration in the money-raising process was

a token for the mobilization of monetary resources, and at the same time the

rate of inflation during the plan period was fow.

d. Fourth five-years development plan

This plan was underway between years 1968 to 1972, which its target was

the enhancement of the country's potential manufacturing capacity and the

improvement of the standard of living. Utilization of foreign sources increased

both the foreign liabilities as well as the volume of foreign reserves. During

this period, the private liquidity was increased by 2.5 times. The increase in

the banking deposits played an important role in the country's liquidity. Ever

since the private sectors' role had been felt, the amount of the banks' credit

allocated to this sector had increased twice. However, this process did not

mean that the private sector had replaced the public sector; so, the public

sector also had a major part of the bank's allocations. The price analysis

during the plan period shows that at the end of the final two years of the

plan, the price growth had enhanced and the retail price had increased

annually from 1.5 to 6.3 percent.

As a result of the price and liquidity growth of the private sector due to the

tremendous amount of the granting of the banking system to the private and

public sectors, one may conclude that the effectiveness of prices resulting

from t~he rise of liquidity has been relatively limited in this period.
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e. Fifth five years development plan
This plan was carried out from March 1973 to March 1977, i.e., the year

before the revolution. The plan was highly affected by the country's foreign

exchange revenues. It was seriously diverted as a consequence of the first

international energy crisis, and its structure was utterly disrupted because of

the revolution.

Enhancement of foreign currency problems, increase in the imports, as well as

infrastructure bottlenecks in one part, and inflation from the other, all caused

wastage of resources. Financial resources surplus was the main factor for the

free and complete fQreign exchange transactions. The Iranian Rial at the time

was considered a very strong currency worldwide.

In this period, liquidity growth was annually 39.1 percent, 8.5 percent of

which was considered for the production increase, and the remaining 30.6

percent was due to inflation. Increase in the retail trade while accompanied by

high fluctuations, annually reached 25.10~o and the changes in the level of

wholesale reached 16.70~0. Anyway, persistence in the price increase seriously

disrupted the income distribution. During the ptan period, the role of the

banking system in the financial formulation was declined; and in the public

sector no need was felt for the financing by the banks. Hence, the public

sector was a net money provider to the banking system.

4.5.1 Pre-Revolutionary Era
As it was said earlier, in the years proceeding, the franian economy had been

subjected to a number of external events during the past few decades, which

duly disrupted the development process of Iran. The net effect of these events

had been a history of interrupted growth and unattained economic targets. As

a major producer of crude oil, Iran benefited from the growing international

demand for fossil fuels during the 1960s. Though certain investment was

made out of the oil revenues between 1937 and 1977, inflation equally raised

to 15.3 percent. The impact of this erosion of economic stability was
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exacerbated by the stagnation of international oil prices in 1977-78, which

prompted the government to increase its domestic borrowing to enable it to

finance its ambitious economic development programs, further enhancing the

already strong inflationary pressures.

A review of the economic growth of Iran during those years reveals a non-

homogenous expansion in some areas of the service, especially in the banking

sector, which benefited from the special economic situation of those years.

Due to shortcomings in the economic planning, the huge oil revenues were in

fact lost and further resulted in an extensive inflation and a superficial

economic boom. This boom, instead of improving the productive elements and

sectors of economy, caused development in certain elements in the service

sector. As a result, the economy was rapidly led towarc~s' an unhealthy and

consumer-oriented situation.

Under such conditions, the main target of monetary and credit policies in

the pre-revolution years was to curb the inflationary pressures and to bring

back the equilibrium to the economy. So, on 15 June 1977, new monetary

and credit measures were introduced in order to divert the loans and credits to

the agricultural and industrial sectors, and to prevent the concentration of

bank credits in those activities, which had limited possibility of expansion due

to infrastructure bottlenecks.

Channeling the credits towards agriculture and industry neither did the

trick. So, with the passage of time, the banking system was hit with

recession, and after a while, it was faced with withdrawals of deposits and

gradually the banking activity was diverted from its normal course.

Casting a glance on the previous five development plans prior to the

revolution shows that at an interval of over 40 years, never the monetary

policies have been in compliance with the insight of the said schools, and as

an inseparable part of the country's development plan. Areas of activity of the

monetary policies have been on annual basis and of short duration; and such
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monetary policies, in the continuation of the previous policies, have acted in

the way of coping with bottlenecks and monetary crises. It would nót be

exaggeration if one say that a part of the restraint of the role of monetary

policy has been due to the international beliefs prevalent at those times.

4.5.2 Post-Revolutionary and Wartime Era
In the course of 1979 to 1989 (for a period of 10 years), the country's

economy was run only on the basis of annual policies, and there existed no

development or intermediate plans. At this time, by the order of the eminent

founder of the Islamic Republic of Iran, Hazrate Imam Khomeini (Pbuh),

priorities of the country were centered on the war issue. At this period, the

country's economy was more seeking to put to rights the problems resulted

from the various upheavals of the post war era.

In early 1979, international oil prices were at their highest levels, and this

level was kept up to 1984. The drastic drop in oil price after 1984 made the

country face a change in the price system and devaluation of Rial. However,

the authorities opted more for controlling prices and to tighten exchange

allocation, believing that devaluation and price liberalization might fuel

inflation. During the war years, increasing borrowings was required by the

public sector, and the period also demonstrated lack of instruments for

controlling the monetary expansion.

Tables (3) and (4), give a glimpse on the general monetary, banking, and

the gross domestic product. Analysis of the banking system in the said Tables

(3) and f4) show that most of the private liquidity was channeled to the public

sector. On average, during the 1980s, the increase of credit to the public

sector exceeded the expansion in the private sector liquidity, indicating that

the main factor behind the expansionary monetary policy was public sector's

borrowing.
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Table 3- Key Macroeconomic Variables

Shares of GDP Anrnial Real Growth Rate
1980 1985 1988 1989 80-85 85-88 1989

A Consumption 70.7 81.9 82.1 79.4 10.8 -7.3 2.0
Private 53.3 58.1 63.2 66.0 7.4 -5.5 2.6
Publicla 17.4 23.7 18.9 13.4 21.0 -11.2 0.4

B Gross Fixed Capital Formation 21.2 17.2 12.4 12.0 7:5 -15.5 13.8
Privatela 10.9 10.6 7.2 7.1 12.4 -15.7 6.6
Public 10.4 6.6 5.2 4.9 2.7 -15.2 22.9

C Chan ein Stocks 11.2 1.1 6.9 10.7 48.4 87.5 59.3
D Domestic Absor tion 103.2 100.1 101.4 102.2 7.2 -6.1 8.6
E Resource Balance -3.2 -0.1 -1.4 -2.2 - -

Exports GNFSIb 13.3 7.6 8.3 10.4 13.4 10.0 25.4
Im ort GNFSIb 16.4 7.6 9.6 12.5 4.5 -15.0 65.5

F GDP at Market Price 100 100 100 100 8.3 -2.7 4.4
Source: Statistics fiom Economic Reports and central bank's balance sheets, (1980-891
prepared by Economic Investigation Office, Periodical Publications, C.B.I.
a~lncludes some public enierprises and foundations;
b~Adjusted as ezplained in text above;

Table 4- Sources of Expansion in Central Bank Base Money ( Percentage of GDP)

80 81 82 83 84 85 86 87 88 89
A Net Foreign Assetsla -5.7 4.3 -1.3 -1.1 -1.2 0.6 0.2 0.0 -0.2 0.1
B Domestic Credit 16.6 7.6 5.4 4.2 5.8 4.5 7.9 5.7 7.5 3.9

1. Net Public Sector 14.7 7.3 5.0 4.2 5.6 5.5 8.2 5.6 7.5 3.4
Government 15.0 7.4 6.3 4.5 5.2 4.7 8.8 6.3 6.9 2.5
Public Corporation 0.2 -0.1 -1.0 0.5 0.0 0.3 -0.2 -0.7 0.6 1.1
Others -0.6 -0.1 -0.3 -0.9 0.4 -0.4 -0.4 -0.1 0.0 -0.2

2. Banks 1.9 0.3 0.4 0.0 0.3 -0.9 -0.3 0.1 0.0 0.5
C Other Items, Net -4.2 -4.0 2.7 -0.5 -1.5 -1.1 -1.8 1.3 0.6 -0.1
D Base Money 6.7 7.9 6.8 2.5 3.1 4.0 6.3 7.0 7.9 3.8

Currency 4.6 2.1 2.6 1.5 0.9 0.8 2.6 1.6 2.2 1.0
Bank Deposits 2.2 5.9 4.1 0.9 2.3 3.3 3.8 5.4 5.7 2.9
Otherlb 0.0 -0.1 0.0 0.1 -0.1 0.0 0.0 0.0 0.0 0.0

Memorandum Items:
Inflation Rate (96) I c 26.5 20.2 17.8 12.3 8.2 9.5 27.5 29.0 30.5 19.3
Inflation Tax (ofO) l d 6.3 5.2 4.5 3.0 2.1 2.6 7.4 8.1 8.6 5.3
Source: Statistics fiom Central Bank Balance Sheets.
Note: Estimated fiom central bank balance sheeis as annual change in stocks divided by GDP.
a~ Equals Items D-B-C in the table.
b~ Private sector import deposits with the central bank
c~Annual changes in end-of-period CPI, end - of - period being the end of Iranian fiscal year
d~ Difference between seigniorage fi.e., expansion in base moneyl and the increase in real money base.

Expansionary monetary policy by increasing the level of inflation and the

depreciation of Rial in the " Free" market induced a portfolio shift. As the
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inflation rate and foreign exchange gap increased, foreign - denominated

assets became more attractive to asset holders than the currency or Rial -

denominated assets174 (Table 51.

Table 5- Sources of Expansion in Private Sector Liquidity (Percentage of GDP)

80 81 82 83 84 85 86 87 88 89
a Net Forei n Assetsla -4.5 3.8 -1.1 -0.9 -0.9 0.7 0.0 -0.2 -0.2 0.2

B Domestic Credit 20.0 11.8 12.2 10.5 7.5 8.1 11.8 9.6 13.3 8.9
1.

.

Net Public Sector
Government
Public Corporation
Others
Private Sector 8~ Banks

12.7
14.3
-1.0
-0.6
7.3

9.9
9.3
0.6
-0.1
1.9

9.8
10.8
-0.7
-0.3
2.4

5.0
5.3
0.6
-0.9
5.5

5.9
5.4
0.1
0.4
1.6

4.6
3.9
0.3
0.4
3.5

9.0
9.1
0.3
-0.4
2.7

5.7
6.2
-0.5
-0.1
3.9

8.0
6.8
1.3
0.0
5.2

4.4
2.8
1.8
-0.2
4.5

C Other, Net -3.6 -6.5 0.0 -1.8 -3.8 -2.5 -2.3 -0.3 -1.5 -1.1

D Liquidity, M2 11.9 9.3 11.8 7.7 3.0 6.3 9.5 9.2 11.4 7.9
Money, M 1
Quasi - Mone

8.1
3.8

6.0
3.2

7.0
4.9

2.7
5.0

4.5
-1.6

2.2
4.0

4.9
4.6

4.5
4.6

5.8
5.6

3.7
4.2

Memorandum Items
M2 I GDP I b(ol0)
M1 I GDP I b (olo)
Income Velocit I c

57.6
29.2
1.7

55.0
29.1
1.8

52.4
28.4
1.9

49.7
25.6
2.0

49.8
28.5
2.0

50.2
27.5
2.0

53.0
28.7
1.9

52.9
28.3
1.9

52.1
27.6
1.9

47.1
24.5
2.1

Growth in Income
Velocit I d(oIo) n.a. 4.7 4.9 5.4 0.0 -1.0 -5.3 0.3 1.5 10.0
Source: Statistics from Economic Reports and C.B. Balance Sheets, 11980-891.
Note: Estimated fiom the consolidated banking system balance sheets as the annual change in stocks
divided GDP. Estimates for 1988 and 1989 were consolidated fiom the balance sheets of the
commercial and specialized banks.
AI Equals Items D-B-C in the table.
bI The ratios have been corrected for price differentials, i.e., by converting stocks to mid-year prices so
that they could by dívided by real GDP that is also valued at mid-year prices.
cI The ratio of real GDP to real M2.
dI The annual growth rate of income velocity.

4.5.3 Post-revolution after the war
As it was mentioned earlier, the period between 1979 and 1989, i.e. during

post-revolutionary era and war years, no development was worked out and

implemented, and the country's economy was run on annual policies.

In this period, government was pre-occupied with the war reconstruction

and providing the daily needs of the people. From 1985 onwards, some moves

~~" Economic calculation indicates a strong positive elasticity of money demand with respect to
the foreign exchange gap and inflation rate.
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were made for the formulation of the short-term plans. However, many of

such moves had a developmental nature, which were faced with difficulty in

one way or another. The first Socio-Economic and Cultural Development Plan

of Iran was ultimately approved on 31 January 1989. The said plan had some

tendency towards monetary policy and liquidity orientation.

4.5.3.1 Fírst Development Plan after the War
a. Liquidity increased due to the deficit in the government budget. Hence, if

the first plan were able to reduce the budgetary shortage, then the

liquidity growth would also be restrained. Hence, the formulated plan

accepted that the average annual liquidity growth should reach 8.20~0

during the plan period (Table 61.

b. The planning approach towards liquidity was a mechanical approach, and

depended on the supply of liquidity from the accounting point of view.

The banking system combíned balance sheet should be written in a way

that on the one side the liquidity, and on the other, the elements

constituting the liquidity, is shown. In the development plan, it was

supposed that the net foreign assets of the banking system to be fixed in

Rial; and the net liability of the public sector to the banking system had an

annual increase of 8.40~0. Non-public sector, to meet its investment

resources provided 47.80~0 of its requirements from the banking system.

However, it was supposed that the liquidity growth at the 100~0 level in

1989 be increased to 11.7o~O in 1990. Likewise, it was supposed that

afterwards, it starts declining, and from 9.80~o in 1990 to be decreased to

5.90~o in 1991 and 3.50~o in 1993 respectively. However, due to various

reasons, such a development was not materialized.

c. Figuring out the amount of liquidity was important because it was

supposed that checking the volume of liquidity might cause the gradual

checking of inflation.
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d. The first 5-year development plan did not present a special policy for

fixing the Rial value against the foreign currencies. In the "Note 2" of the

Plan Law, the Central Bank was committed to regulate its annual

monetary policies in a way that, in the framework of conditions set out

therein, it might be able to satisfy the said conditions for the control of

liquidity.

Since none of the said above-mentioned conditions set in the first plan was

met, therefore, the Iranian Rial faced a multiplicity of foreign exchange rates.

First, the policy of "Rial Value Setting" was changed from the method of

"Withdrawal Right" to the method of "Free Floating Value Setting". As to the

change in the parity rate, devaluation of the Rial was undertaken in several

stages; and finally, at the time of floating, the American dollar was evaluated

over 1450 Rials.

Table 6- Estimation and Performance of Monetary Policy in the First
Socio-economic and Cultural Development Plan of I.R. of Iran

Variable Unit Plan Penformance
Liquidity growth

1989 Percent 10.8 19.5
1990 " 11.7 22.5
1991 " 9.2 20.3
1992 " 5.9 25.3
1993 " 3.5 34.2

Avera e of lan Percent I ear 8.2 25.1
Liquidity Volume

1989 Biflion Rial 16987.9 18753.3
1990 " 18974.8 22969.5
1991 " 20627.2 28628.4
1992 " 21939.2 35866.0
1993 " 22706.9 48135.0

Net foreign liabilities
1989 Billion Rial 724 933.3
1990 " 724 1612.3
1991 " 724 1625.7
1992 " 724 1857.1
1993 " 724 12314.0
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Table 6 - Continue

Variable Unit Plan Performance
Net government liability to the banking system (after reduction of
advance payment of documentary credits)

1989 Billion Rial 13123.2 121 14.0
1990 " 14893.2 12707.3
1991 " 16347.4 13786.8
1992 " 17201.9 15448.7
1993 " 17489.2 24193.9

Liability of the private sector to the banking system (after reduction of
the order registration deposit)

1989 Billion Rial 7932.2 9657.7
1990 " 8709.5 13127.0
1991 " 9500.7 18270.0
1992 " 10202.2 23570.4
1993 " 10898.2 30763.6

Annual Inflation
1989 Percent 20.5 17.4
1990 " 16.8 9.0
1991 " 14.3 20.7
1992 " 11.4 24.4
1993 " 8.9 22.9

Souice:
1.Khala'tbari, F., f19991, Status of Monetary b Foreign Exchange Policies in
Development Planning in the Iranian Economy, pp. 17-18. ~
2.Plan and Budget Law, of I.R. of Iran 1990.
3.Balance Sheet of C.B. of Iran from 1990-95.

4.5.3.2 Second Development Plan of the I.R. of Iran ( 1995-99)
The main monetary policies were as follows:

a. Making positive the real efficiency rate of the banking deposits

b. Maintaining and regulating the direct relationship between the growth of

the G.D.P., G.N.P and increase of liquidity for the purpose of controlling

inflation.

c. Making the monetary and banking agencies sound through:

1. Bringing closer the structure of such agencies to the international

grouping,

2. Lowering the cost of mobilization of resources by such agencies,

3. Lowering the burden of banking liabilities as well as strengthening the

participation of the private sector
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d. Conducting the banking credit towards the investment envisaged for the

second plan.

e. Improvement of the legal structure of the country's monetary framework

f. Maintenance of the national currency value through:

1. Modification of monetary and banking laws as well as the improvement

of the Banks' structure

2. Adoption of policies, which help strengthening the Iran's Rial value

3. Gradual repayment of the liabilities of government and the private

sector to the banking system, gradual reduction of the country's foreign

liabilities and encouraging people to save in the national currencies.

Examination of the monetary performance in the period elapsed from the

second plan indicate that none of the targets of the monetary sector has been

materialized (Tables 7 8~ 81.

Table 7- Estimate of the Performance of the Monetary Policy in the Second Socio-
Economic and Cultural Development Plan of the I.R. of Iran

Variable Unit Plan Performance
Net Liability to the CBI 1999 Billion Rials 22,8415 35,73718 (1)
Average Annual Growth in the Period of 1995-99 Percentage I year 3l8 1413 (2)
Net Liability of the Government's Companies to the
CBI 1999 gillion Rials 8,59515 2,83011

Average Annual Growth in the Period of 1995-99 Percentage I year 1811 Not calculable13)
Liabilities of Banks to the CBI 1999 Billion Rial 9,21115 14,929J8 ~1)
Average Annual Growth in the Period of 1995-99 Percentage J year 33I6 52J1 (~)
Average Annual Growth in the Period 1999 Billion Rilas 4,21713 5,94119 (1)
Average Annual Growth in the Period of 1995-99 Percentage I year 0.0 1 gl012)

Cash valium value 1999 Billion Rials 96,84513 134,31215 (1)
Average of Annual Growth in the Period of 1995-99 Percentage I year 1215 29lg I?)

Retail Price Index on the Basis of 1982-99 -- 1,37416 2,408J2 (4)
Average Annual Growth in 1995-99 Percentage I year 1214 30I0 121
Source: Plan Law
(11: Figure rela tes to 1997
12J: Average of 3 years running fiom 1995 to 1997
13J: After making allowance for rhe credit advance payment of the government sector, the sector will
owe to the C. B.l. in the years 1995-96. Year 1997 wil! be the firsr year of the indebtedness
141: It relates to year 1998.
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When the macro-policies of the second plan are compared with ihe

monetary policies, one notes that the trend and orientation have not been

towards meeting the requirements of the plan, and one may notice conflicts.

For instance, if direct relationship between the gross national product to (GNP)

is compared with the growth of GNP with the increase in liquidity ( par. B), the

subject matter becomes dubious.

As to foreign exchange policies, the outcome of the implementation of

various projects shows the overall weakening of the national currency ( Rial).

Along with the implementation of unpredictable policies in the plan, such as

bringing about Tehran Foreign Stock Market, it seems that the process of

multiplicity of foreign exchange rates, has been escalated.

The effective rate of foreign exchange has had a substantial effect on the

fall of the value of national currency. Fortunately the policy of foreign balance

of payments has been stabilized so much so that the risk in the Iranian trade

`1~:a becom,: nF;~!i~i'~?e.

Table 8- Estimation and Performance of Monetary Policy in the Second Socio
Economic and Cultural Development Plan of I.R. of Iran

Variable Unit Plan Performance
Liquidity growth

1995 Percent 12.5 28.5
1996 " 12.5 37.6
1997 " 12.5 37.0
1 ggg " 12.5 15.2
1999 " 12.5 27.1

Average in the plan Period Percent per year 12.5 29.1

Liquidity Volume
1995 Billion Rial 60460.0 61843.9
1996 " 68017.5 85072.2
1997 " 76519.7 116552.6
1998 " 86084.4 134286.3
1999 " 96845.3 170739.6
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Variable Unit Plan Performance
Net foreign liabilities

1995 Billion Rial 4217.3 15765.6
1996 " 4217.3 21172.7
1997 " 4217.3 21969.6
1998 " 4217.3 20548.8
1999 " 4217.3 19250.0

Net government liability to the banking system (after reduction of advance
payment of documentary credits)

1995 Billion Rial 22732.2 27448.9
1996 " 24891.8 36344.5
1 gg7 " 27256.5 43842.2
1998 " 29845.8 59806.0
1999 " 31479.4 80924.4

Liability of the private sector to the banking system (after reduction of the
order registration deposit)

1995 Billion Rial 18433.2 37714.1
1996 " 22558.2 46935.1
1 gg7 " 27838.2 61436.5
1998 " 31738.2 75737.5
1 ggg " 35638.2 101001 .9

Annual Inflation
1995 Percent 12.4 35.2
1996 " 12.4 49.4
1997 " 12.4 23.2
1998 " 12.4 17.3
1999 " 12.4 20.0

Somce:
1.Jamshidi, A., (20001, Status of Monetary 8~ Foreign Exchange Policies in the Second
Development Plan of the lianian economy, pp. 17-18.
2.Plan and Budget Law of I.R, of Iran, 1994.
3.Balance Sheet of C.B. oflran fiom 1994-99.

4.6 Summing Up
Casting a glance on the meeting of the country's development plans with the

monetary policy show that there exist two different approaches in this regard.

In the tirst period (prior to revolution) up to the end of the fifth development

plan, monetary policy has been used for the rectification of the short-term

disorders, and hence it has not a special status in the economic development

plans. In the second period (after the revolution), which in general consists of

two five year development plans, presence of monetary policy in the plans

was quite sensible; however, it seems that it has naturally been based mainly
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on the approaches of the monetary theory supporters. This emphasis seems

disturbing at least from four standpoints.

First, this group even up to the present time has not justified some of the

monetary preference theories. For example, preference of the monetary

control of money supply concerning the determination of foreign exchange

rate has not been coupled with evidence.

Secondly, many of the assumptions of such a theory as regards the

developing economies have got no application. For instance, the non-

convertibility of the national currencies of the developing countries is a point

that suspects effectiveness of direct rate of foreign exchange from the

monetary policies.

Third, with the establishment of approaches stemming from the insight of

Islamic Banking, the activating economic mechanisms within the framework of

the monetary policies has been restricted. As an example, in the Islamic

economy one may not find a variable in the name of "natural rate of interest".

Fcurth, new studies made in the course of the recent two decades in the

various monetary fields, has made dubious the process of monetary policies

performances in the various periods. To these studies mention has been made

at the beginning of the present section.

When one considers the performance of monetary policies, one may notice

that such policies have been unable to attain the targets sought in such plans.

The fact is that in many instances the performance of economy in the

monetary sector has had a gross difference with the plant targets. In other

words, as much as the formulation of the monetary policy is concerned, the

experience of the recent period, from the standpoint of the basic theory and

from the selection of quantitative criteria, has suffered from a set of

shortcomings, which have to be corrected.
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4.7 Prospective Transmission Mechanism of Monetary
Policy in Iran

Whatever the nature of monetary policy, for the implementation of which a

set of instruments should be selected. Political variables along with other

variables affect such indicators; politicians along with modifying the

application of policies and with the help of intermediate targets, test the

comparative utility of the selected policies as it was maintained in the first

section as well as in this chapter. {Figure 31. Intermediate targets of monetary

policy should be selected from among the criteria which the realities and

economic potentialities may prove their realization (Refer to Table 9).

Monetary authorities should be able to comprehend the stability of the

constituted connections. Hence, to realize the intermediate targets, such

targets have at least to enjoy the following features:

1. Time interval between the intermediate target and instruments should be

shorter than the time interval between the final goal and instruments.

2. One should be able to estimate and observe the mid-term target easily and

without {or least) delay.

3. The mid-term target should have a stable connection with one or several

of the goals.

One should be able to separate the nature and intensity of the non-political

variables with the nature and intensity of the influence of political instruments.

Indicators are special variables with the help of which one may identify, in

the shortest possible time, the orientation as well as the performance of the

monetary policy. As to indicators, one may identify the rate of change as a

result of the development of the non-political variables. Hence, if the identified

criteria and standards have come about for the indicators or intermediate

targets as a result of non-political variables, then one may not claim that

monetary policy has achieved a success.



346 4.7 Prospective Transmission Mechanism of Monetary Policy in Iran

For instance, if the profit rate is the intermediate target of the monetary

policy, then factors such as productivity, expectations of producers and

consumers may have an effect on changes of profit.

Figure 3- Mechanism of Application of Instruments to Achieve the Monetary
Policy Goals
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For example, if the monetary policy aims at inflationary control, and if the

monetary authorities have ample evidence that there exists an inverse

relationship between the rate of inflation and the rate of the profit (interest)

paid for the deposits, then ,the effort of monetary authorities would be

focused on increasing the rate of interest, so that the value drop due to

inflation may be compensated (Refer to table 9).

Monetary indicators are the most essential criteria for distinguishing the

performance nature of monetary policy. Indicators shall be useful if they have

the following characteristics:

1 . To be observable

2. To have a close relationship with the instruments of monetary policy
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3. To have a stable relationship with instruments and goals

4. More than anything else, be under the influence of political variables, and

the impact of non-political variables on them be insignificant

5. Finally, it may have a close and positive relationship with the ultimate goal

of monetary policy

There is no doubt that the selection of indicator has a precise relationship

with the nature of the target. For example, if the control of the money supply

is the target of the monetary policy, then the base money may be selected as

an indicator.

4.8 Traditional Monetary Policy in Iran
In Iran, the aggregate of the country's monetary statistics has kept its

traditional fashion. The most up-to-date statistics from the standpoint of its

circulation relates to liquidity and the extended credits to the private sector.

Statistics relating to "monetary bases", except those of the recent years, are

envisaged as the principle monetary statistícs of the country. Anyway, in the

implementation of the monetary policies, the phased-classification shall not be

presented. Hence, evaluation of the monetary policy on the state's economic

developments to meet the monetary targets is very complicated IRefer to table

91.
The other point, for which the monetary policy should decide, is the deyree

of arbitrariness (optional) of the monetary policy. In such a condition, the

monetary authorities can, at any time and to any extent, make use of the

arbitrary policy. Automatic monetary policy is a policy in which all the rules

must be maintained at all times. In this case, the monetary authorities should

pay higher attention to the environment; and in such a case, supporting one

policy or the others depend on the opinions of the monetary authorities. For

instance, supporters of the monetary theories wish the monetary policies to be

based on rules and being automatic; and as large as possible, the application

of arbitrary policies should be avoided.
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Position of the Iranian authorities on monetary policy is not clear. Utilization

of automatic mechanisms is seldom noticed, and in most of the years, making

use of arbitrary instruments has been accomplished in a very long period of

time, which they have become, more or less, automatic. Regulations for the

free-interest rate banking operations have been formulated for the banks. On

the basis of such regulations, the degree of arbitrariness (optional) of the

banks was highly intensified in 1984. However, due to the complications,

which came about, the continuation of the system was stalled. It seems that

due to the administrative complicatíon and the unfavorable economic situation

such as having a dollar-oriented and malaise of under-ground economy as well

as the irregularities uncontrollable by the moriertary authorities, utilization of

the optional policies may not be possible. In Iran, procedures for the monetary

control and monetary policy may be classified into three main groups:

4.8.1 Direct controls

4.8.2 Controls depending on market

4.8.3 Control of loanable sources to the public sector

The study of each kind of such procedures can clarify the scope of the

presence of monetary policy in Iran (Figure 4).
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Figure 4- The procedure of Money Supply 8~ Control
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4.8.1 Direct controls

4.8.1.1 Deposits ( Refer to table 9)
la) Direct control of deposits, the clear examples of which are as follows:

- Establishment of the high and low rate of profit as well as the interest

payable to the deposits. In such a case, interest to and attraction of

depositing in banks compared with other modes of depositing and

investing is alterable and subject to measurement.

- Application of legal deposits {reserves requirement) to all kinds of banking

deposits.

- For the illustration of the above points, an example is given as follows:

If direct control of deposits is increased, deposits may seek to find

ultimate consumers, i.e., investor. In such a case, the sources subject to

direct control will be reduced. In some instances, a few banks may

indirectly transfer savings to investors. Such kinds of direct controls may

always enhance the expansion of underground economies, which finally

lead to ineffectiveness of policies.

4.8.1.2 Granting Loan and Bank Credít to Private Sector
Ib) Direct control of loans and granting of bank credits to the private sector is

applied as follows:

Fixing of a credit ceiling for a special kind of credit. Or one who may collect

credit, or limit granting of credit to a special geographícal area with special

time scheduling, special profit as well as control and detailed recording, may

not be able. In this case the possibility of control doesn't exist, the possibility

of establishing control can move the sources to a place where more freedom

of action exists. The less banking control exists in the banking network; the

application of such a method is more unfavorable. There are two major factors

for the unsuitability of the credits direct control on monetary policy:

1. At the tíme of establishment of such a policy, the more efficient banks may

incur losses due to the fact that they are unable to show ti;eir efficienc~~.



Monetary Policy in Iran 351

2. Since these banks are unable to grant loans as much as they want, they

must try to keep their old customers.

Control of the net domestic assets of the banking system by means of special

coefficients, which determine the suitable ratio for the central bank. Though

such a control may change the loanable sources of the private sector, and

finally fixes the banks' loanable facility at a level that may be acceptable to

the monetary authorities.

4.8.1.3 Regulation and provision of required sources of banks through
the CB.

(c) Direct intervention for the regulation and description of sources required by
the banks, is made by the central bank in the following forms:

- Changing the rate of rediscount and the mode of granting loan by the

central bank to the country's banks. Setting out of punitive rates for

rediscounting in case of mounting the requirement of banks to sources

over and above the limit specified by the central bank. Of course,

payment of higher costs will not, by any chance, make banks to have

unlimited access to discounting sources. In the last years of the first

development plan after the revolution, the discount rate was 30~o per

month.

- Limiting the time duration of funding sources, especially making loan on

daily basis in case the credit requirement of banks was mounted.

Subjecting the source funding by the central bank to the collection on non-

cash securities from the applicant bank of sources.

4.8.1.4 S~ipply of documents liabilities of public sector to non-bank
private sector

(d) Direct presentation of the Liability Bills by the public sector to non-banking

sector, which means inducing the private sector to grant Ioan to the public

sector. This means only is used at the time of emergency such as war, or
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when a serious financial shock is inflicted on the government, or when the

infra-structural projects are launched.

4.8.1.5 Net Outflow of Sources
(e) Direct control of the net outflow of sources is a policy in the

implementation of which the monetary authorities try to prevent the severity

of the balance of payments and ultimately the depreciation of the national

currency value. The most outstanding of such controls are:

- Control of foreign currency exportable abroad by the banking system

- Control of the amount of foreign currency saleable by the banking system

for various uses

- Setting down special legal deposit for the net foreign liability of the

banking system

- Changing the rate of "order registration deposit" and advance payment of

documentary credits

- Control depending on market. The kind of control is identified by two

characteristics:

1.Control e~ money supply through effecting the position of money supply

anc demand

2.The method of effectiveness is not made through direct controls but

other mechanisms are being used (Refer to table 9).

4.8.2 Controls Depending on Market

4.8.2.1 Rate of Profit or Interest (Refer to table 9)
(f) Control depending on the market rate of profit or interest, which try,

through changes stemming from transformation of the profit or interest rate of

all assets depending on interest, to achieve their respective targets. To make

use of this method, it is assumed that there exists a stable relationship

between demand for a variety of deposíts and variables such as the price

level, national or domestic value of the real product as well as the opportunity
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cost of depositing. As a matter of fact, the opportunity cost shows the profit

accruing to the asset substituting the deposit or the rate of interest. When the

market rate of interest of profit increases, a number of people who find more

other acceptable assets depending on interest transfer their deposits into

those assets. Practical difficulty of the recent method arises from the fact that

the planners must calculate the precise demand function of deposit against

opportunity cost changes. Hence, the bank interest rate must be coordinated

with other investments in the economy. It is also necessary to note that if

interest is also accrued to the bank deposit, the two rates difference will be

considered as a factor, which must be used as control tools.

4.8.2.2 Monetary Base
(gl In fact, the monetary base control is a special kind of goal policy that tries,

subject to considering the reserved assets or the banks' foreign reserves, to

embark on monetary policy. The monetary base control is also made in two

different ways:

The first is considered as optional or unobligatory, which deals with the cash

reserves of banks. The second instance is obligatory, according to which

banks are compelled to keep their cash reserves at a specified level.

4.8.2.3 Granting of Loan and Bank Credit to Private Sector
(h) The control Ipolicy) depending on market in relation to granting of loan and

credit to the private sector is applied on the basis of such a belief that demand

for credit has an inverse relationship with the rate of interest or the collected

interest. In such a case, if the monetary policy is in a position to force banks

to change tiieir commission rate or the loan profit, then the credit (facility)

supply has to be changed. The prominent examples of such a policy is:

- Determination of the low limit of commission or the collectable profit from

any group of credits.

- Determination of a rate as the privileged interest rate or the interest rate

of the central bank.
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In order that the credit policy, on the basis of the market variables, can act

correctly, the demand relationship for credit should be stable. At any rate,

elasticity of this demand, interrelation with the rate of interest and profit

collected by the central bank, should be well known to the country's

monetary authorities. Otherwise, the price control as to the credits could be

very risky.

The effect of inflation rate and expectation of the borrowers may leave a

tremendous effect on this type of the credits control. When borrower expects

that the prices increase severely, he does not consider the heightening of the

loan rate of interest very serious. In other words, demand for credit is subject

to the real rate of interest or the low expense of the loan. At any rate, the

central bank is also unable to repeatedly change the interest rate of loan with

the acceptance of probable instabílity.

4.8.2.4 Regulation and provision of Required Sources of Banks
through CB.

(il ~~larket-based control for regulating and providing the requíred funds by the

central bank may take place through the operations of free market. Generally

~peaking, fre~ market operations may control the funds out of the jurisdiction

of the monetary authorities. However, in many instances, a significant

percentage of these debentures can be sold by the banking system. The

market price and the supply and demand mechanisms may specify the sold

amount and the revenues of the central bank out of this place. In general, the

free market operations are considered as traditional tools (instruments) of the

central bank, which has been developed gradually into international markets.

4.8.2.5 Supply of Documents Liabilities of Public Sector to Non-Bank
Private Sector

(jl Control based on the market provision of liability Bills of non-banking public

and private sectors may also be applied through free-market operation.

Besides that, application of inethods such as granting of special banking
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facilities to the private sector (buyers of public bonds or the partnership bills)

may as an inducement for the private sector to purchase such papers.

Monetary authorities may change the interest rate of the banks' deposits in a

way that the attractiveness of public bonds may be mounted. At any rate, the

banking facilities may be put at the disposal of the private buyers of the public

bonds.

4.8.2.6 Net outflow of Sources
(k) Market-based controls over the net out-flow sources which are applied as

follows in different forms:

- Application of special profit or interest rates for the foreign or foreign

exchange capitals. In such a case, the relative rate drop is considered as a

kind of liberalization of the outflow of foreign exchange sources.

- The change in the par value of national currency, which will be in the

form of weakening or strengthening of the national currency

4.8.3 Controlling the Credit (Loanable) Sources
The borrowing requirements of the public sector could be estimated through

the sale of liability bonds to the non-banking private sector, the net increase

of borrowing from the banking system or through loan financing or provision

of sources from abroad, the justification of this borrowing requirement may be

shown by liquidity changes subject to use of consolídated balances of the

banking system. (Refer to table 9)

Examination of the mode of utilization of monetary instruments of Iran in

1973 up to the present show that during this period the central bank has

made use of the loan control and the granting of facility to the private sector

more than any other tool.

This control has taken the shape of the payment of maximum amount or

been in the form of credit ceilings for specifying the increase of all kinds of

credits. There have been two kinds of monetary policy in the framework of

indirect controls for assigning the allowable limits of the banking deposits in
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the various fields. Granting of obligatory loans has also been considered as

instruments of monetary policy. Utilization of such tools since 1991 has been

very popular (table 5).

4.9 Concluding Remarks
It is noteworthy that willingness to use arbitrary instruments, with a limited

inductive mecFianism, has seriously existed even in the years when the

country's monetary authorities have claimed the nationáÍ economic

liberalization. Hence, it will not be exaggerating if it is claimed that non-

flexibility of instruments has been one of the most valuable monetary policies

of lran in various years.

When this policy structure is laid at the side of the country's banks, the

picture obtained in such a way will become clearer. Since 1979 when the

country's banks became nationalized and then were amalgamated into each

other, the country's monetary network was put extensively at the disposal of

the monetary authority. Implementation of the monetary policies views,

though not disturbing due to the lack of theoretical basis, however because of

non-compliance of insights with theoretical foundations in the real economic

sectors, they did not enjoy the required efficiency.

Since the instruments in which the incentive factors were severely limited,

this ultimately dissipated the regulatory power from the country's monetary

policies. In this framework, the repeated weakening of the value of the Iranian

Rial against the international currencies, which has acted as a factor for

generation of inflation and acting as a declarative factor in the monetary

policies, has added to the inefficient structure of the country's monetary

policy.

In brief, if the eleven procedures for the regulation of the volume of money

were explained above, by covering the layer of exchange, a group consisting

of 12 main headings will be provided. Transmission mechanism of monetary

requirements for the real sectors is based on these 12 topics (pivots). This
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point each topic of which (pivot) has left a more drastic effect in the transfer

of monetary demands to the real sectors, is an issue, which requires further

studies. It is certain that lack of data and information is considered as a

hindering factor in rendering such studies. Despite that, it seems that foreign

exchange shocks have weakened the monetary policy in controlling inflation:

perhaps it was due to this fact that in 1991 decade, the monetary policy was

noticed than at any other time in the course of economic planning.



Leqend
A. Reserve requirementldeposits ratio (in percentage)
B. Reserve requirement Itime deposits ratio (in percentage)
C. Purchase of government bonds on increased amount of saving and time

deposits (in percentage)
D. Share of various private sectors in the increased amount of credit granted by

commercial banks lin percentagel.
E. Maximum credit for juristic entities, which was awarded to bank's board of

directors (Billion Rial)
F. Fixing the amount of Qurd-Al-Hasaneh (Billion Rial)
G. Rediscount rate (in percentage)
H. Rate of central bank's borrowed and unborrowed to specialized banks (in

percentagel
I. Supply of liability documents of public sector to the non-banking private sector
J. Deposit for registration-form of imports (in percentage)
K. Reserve requirement for net foreign debt lin percentage)
L. Interest rate for time term deposits lin percentage)
M. Monetary base (Billion Rial)
N. Borrowed and unborrowed (Billion Rial)
0. Supply of liability documents of public sector to the non-banking private sector

Abbreviation:
Ag: Agriculture
Cm: Commerce
Sr: Service
Dg: Distribution of goods

Hs: Housing
Im: Import
Oth: Other
Dv: Diverse

In: Industry á Mine
Ex: Export
Pr: Production

PáD: Participation 8~ Direct Investment
Notes:

Tot: Total

1. Partnership profit (interestl, commissioning and other costs of commercial and
specialized banks by various sectors ( in percentagel. The lower rates represent
the cases, which investors according to the regulation receive subsidiary
payments by government. Lower rates have been determined on the basis of the
"State Budget Notes" for special projects and deprivation of the depressed areas.

2. First rate is for short term and the following rates are for one, two, three and
five year deposits.

3. Documents with maximum maturity date of two years.
4. Depend on the kind of good.
5. Short term investments.
6. The commercial banks were obligated to buy the government bonds through the

legal deposits.
7. Medium and long-term investments.
8. Prepayment of documentary credits.
9. First number belongs to entities in stock exchange and the last one is for other

entities.
10. The interest payments occur monthly.
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5.0 Outline
Banking is an industry that provides important services to the economy. Banks

garner savings, intermediate between lenders and borrowers, transform

maturities, exchange currencies, facilitate payments, convey monetary signals

to the economy and monitor borrowers. However, banks are especially

vulnerable because of the unique configuration of their assets and liabilities.

Bank assets are typically opaque, often illiquid and of longer maturity than

their liabilities, which are par-valued and many of which are payable on

demand'.

The vulnerability of banks leads to public policy concerns because of the

negative externalities related to bank failuresz. These negative externalities

occur when bank failures spill over to harm other banks and economic agents.

Confidence of creditors and depositors is essential to banks' ability to provide

deposit, loan and payment services, but banks are vulnerable to losses of

creditor confidence, given their high leverage in comparison with other

financial and non-financial firms and the low liquidity as well as transparency

of bank assets as compared to those of, say, a mutual funds.

Because of sequential servicing (where the first in line is served first), when

' Fama, E.F., (19851, What's Oifferent About Banks? Journal of Monetary Economics, Vol. 15, pp.

29-39, and James, C. (19871, Some Evidence on the Uniqueness of Bank Loans, Journal of
Financial Economics, Vol. 19, pp. 217-35.

2 Some observers claim that banks warrant public policy concerns because they provide public

goods. While bank services do not fit the definition of a pure public good ... one where
consumption by one person does not diminish the supply available to another (often referred to
as "non-rivalry in consumption") ... some bank services have quasi-public good properties.
Sandmo, A., (1987), 'Public Goods', in: Newman, P., M. Milgate and J. Eatwell, The New
Palgrave Diciionary of Economics, Macmillan Press, London and Basingstoke, Vol. 3, pp, 1061-
66.
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confidence is lost, depositors and other creditors have an incentive to run3.

Contagious runs and attendant domino effects and payments system

disruptions are the main negative externalities associated with bank fragility.

Runs to quality, that is, from unsound banks to safer havens, is rational but

can be disruptive to the financial system. When, because of information

deficiencies, depositors cannot distinguish sound banks from bad banks, there

could be unjustified runs against sound banks, which could cause a systemic

crisis4.

To sum up, this implies that bank runs have a purely speculative origin.

Yet, not only is it reasonable to think that leakage of bad performance of bank

loan portfolios should trigger bank runs, but also the empirical evidence on

bank runs seems to point in that direction. Thus, bank runs could also have a

fundamental origin, motivated by the expectation of poor performance of the

banksfi.

Public policies must aim at limiting these negative externalities. However,

maintenance of a sound banking system depends on numerous factors, only,

some of which are directly influenced by policies. The economic environment,

the quality of internal governance of banks, and the structure of the markets

in which banks operate will all affect bank behaviors and their soundness.

Public policies can reinforce incentives and market forces that encourage

individual banks to remain sound. At the same time, such policies should not

3 Diamond, D. and P. Dybuis, (19831, Bank Runs, Liquidity and Deposit Insurance, Journal of
Political Economy, Vol. 91, pp. 401-19.

4 Kaufman, G.G., (19941, Bank Contagion: A Review of Theory and Evidence, Journal of Financial
Services, Research, Vol. 8, pp. 50-123, argues that a wealth of evidence for the U.S. shows
that depositors have been able to distinguish good banks from bad banks. There is, however,
little evidence about contagion in other countries. Pozdena, R.J, (19911, 'Is Banking Really
Proné to Panics?', Federal Reserve Bank of San Francisco, Weekly Letter, No. 35-91, provides
evid~nce of spillover at U.S. banks, but such occurrences are not confined to banking and also
occur in the stock markets and at other financial intermediaries.

5 Freixas, X. and J.C. Rochet, 119981, Microeconomics of Banking, (3`~ ed.l, MIT Ptess,
Massachusetts, p. 200.
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focus on individual banks but rather on the banking system as a wholes.

In this chapter, first under the heading of literature survey, financial

supervision will be dealt with; then the status, structure, relevant laws and

regulations as well as the supervision in Iran will be studied.

5.1 Financial Markets and Supervision
Countries' governments around the world regulate financial markets and

institutions. This regulation occurs for three reasons. First, governments want

to ensure that all participants in the financial system have access to

ínformation and that markets and intermediaries give savers and borrowers

accurate and timely information. Without such information, it is hard to make

prudent financial decisions. A second reason governments regulate the

financial system is to maintain financial stability. Stock market crashes, bank

failures, and other financial disasters can undermine the efficiency with which

the economy's resources are allocated. Finally, the government can advance

economic policy by interacting with the financial system. Actions of the

Central Bank affect the banking system and promote monetary policy. Over

time, regulations imposed by government change, causing the services and

instruments offered by markets or institutions to change~.

According to the International Monetary Fund, the structure of the banking

industry also helps the provision of funds to be used in a sound way. A

competitive banking system is essential for long-term efficiency and

soundness. While a concentrated banking industry may enjoy economic rents,

it often becomes inefficient and unable to respond innovatively to changes in

s There may be cases in which a bank is considered "too big to fail", i.e., it cannot be removed

wiihout damaging the system. Such a bank may be preserved and restructured, but its owners
and managers should not be bailed out. It should be noted, however, that the potential
systemic repercussions of the failure of a large bank are often overstated; the case of
Continental Illinois in the U.S. is an example.

Hubbard, R.G., (19961, Money, The Financial Sysiem and ihe Economy, 12"d ed.l, Addison

Wesley, Massachusetts, p. 51.

~
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the economic environment. This phenomenon is prevalent in banking systems

dominated by state-owned banks. A significant number of countries with

inefficient concentrated systems have had banking problems. Therefore, an

appropriate structure of anti-monopoly laws and competition policies can make

an important contribution to the long-term soundness of a banking system.

There must also be an administrative structure càpable of enforcing the

laws. The judicial system must be impartial, honest and knowledgeable

regarding financial transactions so that those banks can rely on fair and

speedy enforcement of economic rights and obligations. In addition, governing

political structures must respect legal procedures and property rights and not

interfere in the administration of laws and regulations, including the

enforcement of loan recoverye.

To explain the matter further, Mishkin indicates that there are other

institutions, which deal with the provision of funds and undergo changes.

These institutions acquire funds by issuing liabilities and in turn use those

funds to acquire assets by purchasing securities or making loans. Fínancial

intermediaries play such an important role in the financial system because they

reduce transaction costs and solve problems created by adverse selection and

moral hazard. As a result, financial intermediaries allow small savers and

borrowers to benefit from the existence of financial market, thereby,

increasing the efficiency of the economy9.

5.1.1 Financial Markets
The financial markets define the operating context for banks and the set of

opportunities available to them. Banks that are part of a financial system with

well developed interbank and money markets, will have available a wider

8 Approved by Manuel Guitian, (19961, 'Maintaining a Sound Banking System', International
Monetary Fund, SM~96I40 Supplement Z, p. 3.

9 Mishkin, F.S., (1995), The Economics of Money, Banking and Financia! Ma!kets, (4'h ed.), Harper
Collins, New York, Part 1, p. 48.
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range of investments and sources of liquidity. More generally, as Gurley and

Shaw (1960)~o argued in their early contribution, financial intermediaries are

justified as providing the missing link between the financial products that firms

want to issue and the ones desired by the investors. Banks then simply play

the role of intermediaries by collecting the small deposits and investing the

proceeds into large loans~~.

Sijben (1994) has stated that: "In the past decade the economic process

has been driven very strongly by the drastic structural changes on financial

markets. The deregulation and especially the internationalization of financial

markets and information technology have created quite a new, highly

competitive, financial environment"tz.

In the interim, extensive structural changes took place within the financial

system, particularly in the banking system of many industrialized countries.

During those years, many of the boundaries between national financial

markets dissolved, and a truly global capital market began to emerge, and

further on, "The new world seems more prone to financial crises than the old

one to emergencies provoked by excessive accumulation of debt, by wild

swings in asset prices, by the international transmission of financial shocks

that start elsewhere, or by all of the above"13.

These developments, characterized by deregulation, innovation processes

and the introduction of information technology within the financial system,

have involved radical implication both for the implementation and

iz

,a

Gurley, J. dnd E. Shaw, ( 19601, Money in the Theory of Finance, Broking Institution,
Washington D.C.
Freixas, X. and J.C. Rochet, ( 1998), Microeconomics of Banking, ( 3'" ed.l, MI7 Press,
Massachusetts, General Introduction, p. 4.
Sijben, J.J., ( 19941, 'Financial Fragility and Macroeconomic Performance: An Overview', in:
Fair, D.E. and R.J. Raymond ( eds.), The Competitiveness oi Financial Institutions and Centers in
Europe, Financial and Monetary Policy Studies, 28, SUERF, Kluwer Academic Publishers,
Dordrecht, V1. p. 509.
Sijben, J.J., 119961, ' Rules versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, Tilburg University, p. 157.
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effectiveness of monetary policy and in particular financial stability14.

5.1.1.1 Economic Conditions and Market Discipline
The banking system mirrors the health of the economy as a whole. If the

economy has experienced recession, policy shocks or other disruptions, the

banking system will reflect these events in its balance sheet. When the

economy weakens, banks in general may find that their capital, based on

earlier expectations of loss, is no longer adequate. A sound banking system

will have the capital and reserves necessary to weather normal business

cycles. However, events in many countries have shown that existing minimum

capital standards have not been sufficient to withstand substantial or

prolonged economic crises1ó.

Mishkin1e said that in the economic environment in the way of substantial

worsening of adverse selection and moral hazard problems in financial

markets, five factors are being used which cause financial crises, that is,

increases in the ínterest rates, stock market declines, unanticipated decline in

the aggregate price level, increases in uncertainty, and bank panics. Besides,

there are eight basic problems about financial structure in the economic

environment.

The first four emphasize the importance of financial intermediaries and the

relative unimportance of securities markets for the financing of corporatíons;

the fifth recognizes that financial markets are among the most heavily

regulated sectors of the economy; the sixth states that only large, well-

established corporations have access to securities markets; the seventh

indicates that collateral is an important feature of debt contracts; and the

eighth presents debt contracts as complicated legal documents that place

'" Sijben, J.J., (19961, 'Rules versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, Tilburg University, p. 157.

15 Guitian, M., (19961, 'Maintaining Sound Banking System', International Monetary Funds, IMF
working paper SMI96I40 Supplement 2, 40, Washington, pp.4-5.

's Mishkin, F.S., (1995), The Economics of Money, 8anking, and Financial Markets, (4`" ed.),

~~~~
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substantial restrictions on the behavior of the borrower.

Transaction costs freeze many small savers and borrowers out of direct

involvement, with financial markets. Financial intermediaries can take

advantage of economics of scale and are better able to develop expertise to

lower transaction costs, thus enabling their savers and borrowers to benefit

from the existence of financial markets. Asymmetric intormation results in two

problems: adverse selection, which occurs before the transaction, and moral

hazard, which occurs after the transaction. Adverse selection refers to the

fact that bad credit risks are the ones most likely to seek loans, and moral

hazard refers to the risk of the borrower's engaging in activities that are

undesirable from the lender's point of view.

Adverse selection interferes with the efficient functioning of financial

markets. Solutions to the adverse selection problem include private production

and sale of information, government regulation to increase information,

financial intermediation, and collateral and net worth. The free rider problem

occurs when people who do not pay for information take advantage of

information that other people have paid for. This problem explains why

financial intermediaries, particularly banks, play a more important role in

financing the activities of businesses than securities markets do.

Moral hazard in equity contracts is known as the principal- agent problem

because mangers (the agents) have less incentive to maximize profits than

stockholders (the principals). The principal agent problem explains why debt

contracts are so much more prevalent in financial markets than equity

contracts. Solutions to the principal-agent problem include monitoring,

government regulation to increase information, and financial intermediation.

Solutions to the moral hazard problem in debt contracts include net worth,

monitoring and enforcement of restrictive convenience, and financial

Harper Collin, New York, pp. 205-29.
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inteimediaries'~.

There are other causes for non-payment to the banks, the most ímportant

of which consists of political unrest, natural disasters such as flooding,

earthquake, war and so forth. Sometimes, there is an inclination for the

government that loans be granted to some privileged parts of the country

without proper credit evaluation criteria and, last but not the least, debtors

wish that their loans not to be paid back or at least be excused. All such

developments, which cause financial disruption, may also cause fragility in the

banks1ó.

5.1.1.2 Business Cycles and Economic Fluctuations
In this connection Freixas and Rochett9, said that business cycles and

economic fluctuations could be related to financial constraints or

imperfections. Fluctuation of macro economic variables (output, investment,

employment) are not actually surpassing, since the "fundamentals" of the

economy such as productivity and demand parameters randomly fluctuate

with the passage of time, but, traditional theories find it difficult to explain

two qualitative properties of empirical data, i.e., macroeconomic variables may

fluctuate much more than the fundamentals, and they typically show auto

correlation and cyclical behavior which seems to indicate that transitory

stocks may have persistent effects. Understanding these phenomena is

important not only as a theoretical question, but also in providing possible

recommendations for economic policy. Especially, these issues are crucial to

explain if monetary and fiscal policies can have real impacts, both in the short

run (stabilization) and in the long run (growth). Two possible justifications for

" Mishkin, F.S., (1992), The Economics of Money, Banking and Financial Markets, (4`h ed.l,
Harper Collin, New York, Chapter 9.

1e Experience has shown in Iran after the revolution, as I explained in some part of this chapter,
that Iran has been involved in such problems.

19 Freixas, X. and J.C. Rochet, (1998), Microeconomics of Banking, (3`' ed.), MIT Press,
Massachusetts, p. 176.
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financial cycles will be offered, a bankruptcy constraints (Farmer 1984)ZO, and

on the role of real assets as collateral, (Kiyotaki and Moore 1997121.

5.1.2 Managing Credit, Interest and Liquidity Risks
The management of risks can be considered as the major actívity of banks and

other financial intermediaries such as insurance companies. Commercial banks,

investment banks, as well as different mutual funds have to check and select

risks concerning the management of deposits loans portfolios of securities,

and off-balance sheet contracts. Unlike insurance companies, which

essentially deal with microeconomic risks, banks generally have to deal with

both of the risks. One is the liquidity risk, which appears when a firm is not

certain to repay its creditors on time; and solvency risk, which appears when

the total value of a firm's assets drops below the total value of its liabilities.

Banks, like any limited liability firm, are subject to both kinds of risks; however

the consequences of such risks are much more dramatic for banks than for

the other sectors of the economy. This has justified in most countries the

implementation of complex regulatory systems22. According to (Hubbard,

1996)23, bank risks have been classified into:

- Credit risk

- Interest risk

- Liquidity risk

5.1.2.1 Managing Credit Risk
In this mater Hubbard, said that credit risk, that is, the risk that borrowers

might default on the loans. If banks do not manage credit risks effectively,

2O Farmer, R., (1984). New Theory of Aggregate Supply, American Economic Review, 74(5): pp.
30-920.

21 Kiyotaki, N., and J. Moore, ( 19971, Credit Cycles, Journal of Political Economy, 105, pp. 211-
48.

2z Freixas, X. and J.C. Rochet, ( 19981, Microeconomics of Banking, (3" ed.), MIT Press,
Massachusetts, pp. 221-48.

23 Hubbard, R.G., 11996), Money, The Financia! System and the Economy, ( 2~ ed.}, Addison
Wesley, Massachusetts Part IV, pp. 307-34.
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they will not be profitable for their shareholders and will not be in business

very long. Banks can reduce their exposure to credit risk on individual loans by

investing in information gathering and monitoring. One of the basic

management principles in this regard is that diversification reduces the overall

Credit risk of the bank's portfolio. For managing the risk of loans; banks

usually apply credit - risk analysis for examination of borrowers and

determination of appropriate interest rate for charging the customers. Besides,

bankers must deal with adverse selection and moral hazard in managing credit

risks ot individual loans. Adverse selection occurs because applicants with

risky projects are the most likely to apply for loans at a given interest rate: if

the projects do well, they are big winners, but if their projects fare poorly, the

bank is the big loser (the lemon problem).

Moral hazard exists in bank loans because borrowers have an incentive to

use the proceeds for purposes that are detrimental to the bank. Banks use

screening techniques, collateral requirements, credit rationing, monitoring, and

restrictive rules and develop long-term relationships with borrowers to help

reduce costs of both adverse selection and moral hazardz4.

5.1.2.2 Managing Interest Risk
Volatility of the rate of interest in the market may give rise to the interest

rate risk. For example, during the 1980s the significant increase in the

volatility of market interest rates caused extensive interest rate risk for banks

that had made fixed-rate loans using funds obtained from short-term, variable-

rate deposits. An increase in the market interest rates reduced the value of the

banks' assets relative to their liabilities and contributed to the number of bank

failures in the late 1980s.

To assess the bank's exposure to interest rate risk, its mar.agers calculate

an average duration for bank assets and an average duration for bank

24 Hubbard, R.G., (1996), Money, The Financial System and the Economy, (2"d ed.l, Addison

~~~~
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liabilities. The difference between the two, known as the "duration gap",

measures the bank's vulnerabilíty to fluctuations in interest rates. Mishkin has

called reference to this phenomenon as the "duration analysis" which

examines the sensitivity of the market value of the bank's total assets and

liabilities to changes in interest ratesz5.

Bank managers use the information contained in the duration gap to guide

their strategies, i.e., reducing the size of the duration gap helps banks to

minimíze the interest rate risk. Banks also cope with interest rate risk in other

ways such as using the floating-rate debt or by hedging mechanism such as

swaps, futures and options to reduce the duration gap2ó.

5.1.2.3 Managing Liquidity Risk
Liquidity risk happens when depositors may collectively decide to withdraw

more funds than the bank has immediately on hand. Such withdrawals would

force the bank to liquidate relatively illiquid loans and probably receives less

than the full value of those loans. For a bank to minimize the liquidity risk, it

has to hold substantial reserves. However, such a strategy reduces

profitability because the bank earns no interest on the cash held as reserves.

Banks also use other strategies to reduce liquidity risk, which are usually

classified as asset and liability management practices27.

The probability of bank failure will increase when bank managers decide to

accept more risky operations to enlarge the leverage on their bank balance

sheet. In this process aiming at the improvement of their profit they can easily

ignore the impact of the potential default on other banks. Then depositors can

Wesley, Massachusetts Part IV, pp. 320-21.
z5 Mishkin, F.S., (19961, The Economics of Money, Banking and Financial Markets, ( 4'" ed.),

Harper Collins, New York, Part III, p. 276.
26 Hubbard, R.G., (19971, Money, The Financial System and the Economy, ( 2"" ed.l, Addison

Wesley, Massachusetts, Part IV, pp. 307-34.
27 Hubbard, R.G., (1996), Money, The Financial Syst~em and the Economy, ( 2~ ed.l, Addison

Wesley, Massachusetts Part IV, p. 317.
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decide to withdraw their money, refusing further funding and forcing a rapid

defeult of the bank. In these circumstances the confidence in the financial

syYtem may decline substantially with a contagion-risk for other banks28.

5.2 Supervision
Bank supervisors ensure that regulations are enforced that markets have

information at their disposal, and that there is a backstop to internal

governance and market discipline. In this regard Sijben (1993) mentions:

"some years ago the bank for International Settlements (BIS) took the initiative

to stimulate central banks to consult and cooperate internationally, also aiming

at a sharpening of the control of banking institutions to safeguard the stability

of the financial system". In 1988, The Committee on Banking Regulations and

Supervisory Practices (Cooke Committeel has designed internationally

comparable risk-based capital-adequacy ratios (80~0) for the banks to be

introduced in 1993. In the near future it will appear whether the supervisors

will succeed in controlling the consequences of the revolution on financial

markets in the eighties by a coordinated design of a new adequate framework

of supervision aimed at a stronger banking industry in an era of more freedom.

In this context of the overall tendency to make greater room for market

discipline alongside official prudential supervision, the BIS concludes: "Above

all, reducing incentives to excessive risk-taking will depend on the credibility

of the authorities' commitment to limiting intervention to the necessary

minimum in the event of turmoil. In much the same way as the monetary

authorities' anti-inflation commitment, it needs to be demonstrated in

consistent action". The robustness of the financial system can be maintained

by stable government policies and an institutional environment that

encourages sufficient diversification of risks, reducing the risk of further

ze Sijben, J.J., (19991, 'Regulation versus Market Discipline in Banking Supervision: An Overview',
Department of Economics, Tilburg University, Tilburg, p. 11 .
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economic and financial crises"Z9.

Supervision is conducted both off-site, by monitoring banks' reports

submitted to the supervisory authority and on-site, by actually verifying the

adequacy of asset valuations, the accuracy of prudential reports and quality of

internal controls. Supervisors strive to analyze the financial condition of banks,

evaluate management, restrain unsound practices and force the exit of

insotvent banks3o.

To perform their work effectively, supervisors need institutional

independence, authority and legal protection when they undertake actions,

which often are not popular: They need adequate human and financial

resources to perform their tasks. There has been considerable discussion over

the institutional arrangements for the supervisory authority. The issue is

whether a supervisor operates more effectively as a part of the central bank or

as a stand-alone body. While countries with different institutional structures

have been able to construct effective supervisory systems, it is clear that the

supervisor needs a close working relationship with the central bank (to provide

the central bank with information to back its decisions as lender of last resort,

and for the central bank to provide the supervisor with information on

macroeconomic policy and overall conditions in the banking system).

Supervision, generally, has greater independence of action if it is not a part of

the government3t.

z9 Sijben, J.J., (1993), Credit Markets, Financial Fragility and The Real Economy, Kredit und
Kapital, Vol. 26, 4. See also Lamfalussy A., (19921, 'The Restructuring of the Financial
Industry: A Central Banking Perspective', SUERF Papers on Monetary Policy and Financial
Systems, 12, Tilburg University, Tilburg, and also see, Bank for International Settlements (BISI-
Annual Report, 1991, p. 212.

~ Some supervisors use formalized rating systems such as CAMEL ( capital, assets, management,
earnings, liquidity) or ROCA ( risk management, operations, capital, assets) as an outline for this
section.

3' Tuya, J. and L. Zamalloa, (19941, Issues on placing banking supervision in the central bank, in:
Balino, T.J.T. and C. Cottarelli leds.l, (19941, Fiameworks for Monetary Stability, International
Monetary Fund, Washington, pp. 663-90.
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5.2.1 Capital Adequacy
Until 1988, capital requirements traditionally were set as "leverage" or

"gearing" ratios, which measured equity (plus loan loss reserves and

subordinated debt) in relation to total, on-balance sheet assets. The Basle

capital standards, established in 1988 for banks in G-10 countries,

acknowledged that bank assets have different degrees of exposure to credit

risk and that off-balance sheet items also expose a bank to risk. Nevertheless,

the Basle risk-based standards allow banks a substantial degree of choice in

their portfolio composition by requiring capital ratios that roughly reflect the

risks banks take, both on and off their balance sheets. In this regard, a

minimum risk-adjusted capital adequacy ratio of 80~o has been prescribed.

Judging the bank's solvency position differences in the risks associated with

loans and investments has to be incorporated3z.

As illustrated in Table 1, the Basle Committee has placed bank assets into

different risk categories and applied different weights that roughly correspond

to banks' perceived credit-risk exposure. The Committee wanted to keep the

risk-weighting system simple and was, therefore, prepared to adopt a"broad-

brush" approach. The risk weights, chosen after negotiation, although not

statistically derived, intend to reflect default probabilities observed over a

period of time in the G-10 countries. The Basle standards have been criticized,

however, for having a small number of risk weightings that fail to account for

measurable differences in risk, for not adequately distinguishing between

differences in risks within risk categories and for aggregating risk-weighted

assets without considering the covariance among assets that may reduce, or

in some cases, increase risk exposure33.

3z Sijben, J.J., ( 19991, 'Regulation versus Market Discipline in Banking Supervision: An Overview',
Department of Economics, Tilburg University, Tilburg, p. 30.

33 Folkerts-Landau, D., T. Ito, M. Cassard, S. Dunaway, R. Flood, S. Ishii, L. Kodres, C. Kramer, J.
Montgomery, v. Ng, C. Reinhart, G. Schinasi, T. Smith, M. Spencer and S. Sriram, (1996),
International Capital Markets: Developments, Prospects, and Policy Jssues, Intcrnatio~~~al

1 ~-i 1
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Table 1- Essential of the Basle Risk-Based Capital Standards
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Risk Cat ories Assets Included Risk Wei ht
Balance Sheet Item

1 Cash, loans to overnments and central banks 0
2 Claims on ubic sector entities 1096
3 Claims on OECD banks 209'0
4 Loans secured b mort a es on residential ro ert 50oh
5 All other assets, includin commercial loans 1000~0

Off-Balance Sheet Items
6 Each off-balance sheet scaled b a conversion factor A licable wei ht

Souice: The Basle Standards Committee, "Published in The Report, "Proposals for Iniernational
Convergence of capital Measurement and Capital Standards", July, 1988, Basle, Switzerland.

In April 1995, the Based committee has made proposals to modify the

capital requirements with regard to market risks, includes the measurement of

the market risks associated with derivatives34.

The committee focused on total capital, which is divided into two parts,

core capital (tier-1), comprising equity and disclosed reserves common for all

banks, and supplementary Itier-2) capital comprising a number of elements,

which were recognized as component of the capital base in at least some

member countries. Because these elements were regarded as a less

satisfactory form of capital, their inclusion was subject to a number of

restrictions, the most important of which was that in total they should not

exceed core capital35.

It recommended that banks maintain total capital equal to at least 8

percent of their risk-righted assets and that at least 4 percent should be tier 1

(principally equity capital) (See Table 2)36.

Monetary Fund, Washington.
~ Sijben, J.J., (1999), 'Regulation versus Market Discipline in Banking Supervision: An Overview',

Department of Economics, Tilburg University, Tilburg, p. 31 .
3s Newman, P., M. Milgate and J. Eatwell, (1992), The New Palgrave Dictionary of Money end

Finance, Macmillan Press, London, The Stockton Press, New York, Vol. 1, p. 187,
36 The 8 percent ratio for total capital was chosen as a resuh of political compromise rather than

scientific estimation.
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Table 2 - Tier 1 and Tier 2 Capital

5.2 Supervision

Capital
Measure Components Recommended Ratio

Tier 1 Paid u ca ital (common stock) and disclosed reserves At least 4~0

Tier 2 Undisclosed, revaluation and general loan loss reserves,
subordinated debt and h brid Debt Instruments

Total Tier 1 plus tier 2(here tier 1 can range Between 5096 At least 896, of which At least
and 10096 of the total) 4 ercent is Tier 1 ca ital

Souice: The Basle Standards Committee, Published in The Report, 119951, `Proposals for
Iniemational Convèrgence of capital Standards' Basle, Switzerland.

The Basle Committee has recently enlarged its capital standards to emphasize

the credit-risks, which are defined as the risk of loss arising from position

taking in debt and equities in the trading portfolio and in foreign rate of

exchange. The scheme is to be implemented no later than year-end 1997.

The Cooke-Committee offers banks two alternatives for estimating their

capital needs37.

First, a financial institution may use the traditional "add-on" measurement

approach, which requires it to hold an additional amount of capital to cover its

risk-exposure market.

Alternatively, in some cases, a bank may use its own internal risk-

management systems to assess its exposure ínstead of the traditional measure

and thus avoid a possible conflict between the two approaches and the added

burden of ineeting two capital standards-one internal and one external.

Perhaps the best known of internal system for measuring bank exposure to

market risks is the "value at risk" (VAR) system3a.

37 The market-risk proposal was finalized recently and its broad outlines were released in a
Communiqué Bank for International settlements, Feb. (1995), See also, Helwig, M. (19961,
Systemic aspects of risk management in banking and finance, Swiss Journal of Economics and
Statistics, and S. Shafer, (1994), Market Value Accounting: A Guide for Safe and Sound
Banking? Cato Journal, pp. 387-402.

3e VAR estimates, typically set the probability of omitting an important loss at one percent (the
type I errorl and then estimate the maximum loss that a bank might incur from market risk over
a given short time period. It has been criticized because it is dependent on a large number of
assumptions, some of which are clearly inappropriate. It also demands sophisticated modeling,
extensive computer capacity and a large amount of data, which may become irrelevant when
the environment changes las it often does when banks become unsoundl. Thus, VAR is

~-~-,~
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Considering the likelihood that it will become increasíngly difficult to set

meaningful capital standards in the modern, fast-moving world of global

finance, supervisors may wish to rely increasingly on banks' own assessment

of their capital needs. One way to do this would be to adopt the "pre-

commitment approach" to bank supervision.

Under this method, each bank would be required at the beginning of each

reporting period to evaluate its need for capital (over and above the regulatory

minimuml in the ensuing period in relationship to its desired level of risk

exposure, it refers to an estimate of maximum loss that, with a certain degree

of probability, might be suffered on the bank's portfolio39.

It would manage its portfolio to limit its cumulative trading losses during this

interval to an amount less than its capital allocation, so that it does not fall

below the established capital requirements. While the bank would choose its

capital commitment, both the commitment and the adequacy of the risk-

management system that generated it would be subject to supervisory

evaluation and approval. To provide incentives to maintain adequate capital,

penalties would be imposed if a bank's losses exceed its capital allocation.

Kupiec and O'Brien (1995), who suggest a capital surcharge in future periods

or fines as incentive-compatible penalties4o.4~

currently usable only by the largest banks-these,however, are the principal dealers in
derivatives. Small banks will need to use the add-on approach. Moreover VAR says nothing
about the size of the losses that might be incurred in the tail of the distribution beyond the 1-
percent cut-off level. These omissions may be important if the distribution is non-normal.
International Monetary Fund, (19961, Maintaining a Sound Banking Sysiem, Supplement 2 on
Bank Soundness and Macroeconomic Polícy, Washington.

39 Sijben, J.J., 119991, 'Regulation versus Market Discípline in Banking Supervision: An Overview',
Department of Economics, Tilburg University, Tilburg, p. 31.

'o Kupiec, P.H., and J.M. O'brien (1995), A Precommitment Approach io Capiial Requirements for

Market Risk, Federal Reserve Bank of Chicago, Chicago, Conference on Bank Structure and
Completion.

"~ The Basle Committee adopted elements of the pre-commitment approach in its scheme for

incorporating market risks into the capital accord. A bank is required to hold additional capital
in the next period if "backtesting' demonstrates that its capital allotment was insufficient in
the previous period. A bank that can demonstrate by backtesting that its capital allotment was

adequate escapes the addition, International Monetary Fund, (19961. Mainiaining a Sound
Banking System, Supplement 2 on Bank Soundness and Macroeconomic Policy, Washington.
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Many supervisors in countries with more volatile economies have adopted the

Basle standards even where conditions do not warrant their use. There are

several reasons why they may be inappropriate.

First, the default probabilities of G-10 countries do not apply so that

supervisors need to requíre their banks, which are volatile02 because of

economic conditions, to hold higher levels of capital in relation to their risk-

weighted assets in order to achieve the same probability of insolvency as

faced by banks in the G-10 countries43.

Second, supervisory techniques in general and loan classification and

provisioning practices ín particular in many countries may be so weak that

assets are over-valued and reported measures of capital are, therefore, grossly

overstated and information in general is unreliable.

Third, the legal infrastructure makes it less Iikely that banks will succeed in

getting their loans serviced. Hence, many obsenrers argue that good practice

requires that banks in volatile economies with an undeveloped financial and

tegal infrastructure maintain ( possible much) higher levels of capital.

5.2.2 Role and Effectiveness of Liquidity Requirements

Liquidity is a highly complex phenomenon. Its concrete manifestation is

powerfully affected by changes in financial institutions and practices, which

have been occurring with extraordinary rapidity in recent decades. It calls for

analysis both at the microeconomic and the macroeconomic level, with

unusually strong dangers of committing fallacies of composition. It needs to

4z See Sijben, J.J., (19991, 'Regulation versus Market Discipline in Banking Supervision: An
Overview', Department of Economics, Tilburg University, Tilburg, p. 30, "For at present, banks
are inyolved very strongly in the securities business and hence are faced with a sharp volatility
ín market prices".

43 Dziobek, C., O. Frécoutand M. Nieto, (1995), 'Non G-10 Countries and the Basle Capital Rules:
How Tough a Challenge is it to Join the Basle Club', IMF Paper on Policy Analysis and
Assessment, PPAAl9515, Washington, March. See also Hausman, R. and M. Gavin, 119951,
'The Roots of Banking Crises: The Macroeconomy Context', Paper Presented at the Inter-
American Development Bank Conference, Group of Thirty, Conference on Banking Crises in
Latin America, October 6-7.
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be conceptualized both ex ante and ex post, involving recognition that the

latter perspective alone facilitates statistical estimation, while the former is

more relevant to transactors' wealth-holding and expenditure decisions.

Together, these factors render extremely difficult a definitive answer to the

major policy-related issue, namely the extent to which liquidity weakens the

Quantity Theory link between 'money' stocks and expenditure flows~.

However, we try to explain the risks involved in it. There are two

supervisory approaches to liquidity risk. The first one is to issue guidelines to

banks for the measurement and management of this risk. This approach is

adequate in industrial countries, where a deep interbank market can impel

banks in maintaining liquidity. In many other countries supervisors adopt a

second approach and require banks to meet certain prudential ratios of liquid

assets (cash, claims on the central and correspondent banks, and short-term,

negotiable, government securities) to deposits or total assets to enable them

to satisfy requests to withdraw deposits.

The ratios may be of several different types, some of which weigh assets

and liabilities according to their liquidity. Supervisors may require banks to

strike a more complex balance between the maturities of their assets and

liabilities. Because of the difficulty of ineasuring liquidity (a time-and place-

specific concept) the Basle Committee, the European Union and the United

States have not established formal liquidity ratios. While many countries still

use liquidity ratios, because of the diversity in approaches currently in use, it

has not been possible to reach an international consensus on this issue.

However, the Basle Committee issued in September 1992~5 a set of

nonbonding guidelines in "A Framework for Measuring and Managing

Liquidity". The guidelines set out the main elements of a model system for

"" Newman, P., M. Milgate and J. Eatwell, (19921, The New Palgrave Dictionary of Money and
Finance, Macmillan Press, London, The Stockton Press, New York, Vol. 2, p. 292.

65 Basle Committee on Banking Supervision, (19921, A Fiamework for Measuring and Managing
Liquidity, Basle.
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measuring and managing liquidity. They rely on a maturity ladder and the

calculation of a cumulative net excess or deficit of funds.

One of the applications of liquidity is in insuring the deposits. A very

natural idea for justifying the existence of depository institutions is to consider

them as "pools of liquidity" that provide households with insurance against

idiosyncratic shocks that affect their consumption needs. As long as these

shocks are not perfectly corrected, the total cash reserve needed by a bank of

size N(interpreted as a coalition of N depositorsl increases less than

proportionally with N. This is the basis for the "fractional reserve system" in

which some fraction of the deposits can be used to finance profitable but

illiquid investments. However, this is also the source of a potential fragility of

banks, put forth by Diamond and Dybrig (1983)4e.

In the 1993 Annual Report of the BIS, detailed attention is given to the

increased importance of the operation of the monetary transmission

processes. In this context, ihe so-called cash flow channel as a new

transmission variable has been introduced, whereby changes in the interest

rate have a strong influence on the cash flows in the private sector. The BIS

remarks that monetary policy also operates through a cash flow channel by

affecting the disposable income of the private sector. As a result of the

financial deregulation and the market increase in the gross indebtedness of

firms and households in a number of countries during the 1980s, the cash-

flow implications of monetary policy have become increasingly important in

recent years47.

The BIS (1993) Annual Report clearly underlines that in recent years

monetary policy behavior in the United States, Japan and some European

48 Freixas, X. and J. C. Rochet, 11998), Microeconomics of Banking, (3'a ed.l, MIT Press,
Massachusetts, Section 2, p. 20 and in this context see Diamond, D. and P. Dybríng, (19831,
Bank Runs, Deposit Insurance and liquidity, Journal of Political Economy, 91, pp. 19-401.

"' Sijben, J.J., (1996), 'Rutes versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, Tilburg University, p. 160.
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countries has been determined to a high degree by the influence of the sharp

fall of real estate prices on real economic activity. This so called asset

deflation results in a fall of new worth of househotds and firms, a relative

aggravation of the burden of the accumulated debts and a reduction of the

loans of banks and other financial institutions.

This situation has led both to a fall of credit demand and a reduction of

further bank lending during the recession in the early 1990s in the Anglo-

Saxon world and Japan. It mirrors the necessary restructuring of the balance

sheets both in the private sector and in the banking system. The operation of

the credit market as a transmission mechanism in monetary policy, the so-

called credit or lending channel is expressed by the BIS. "Since the ability to

borrow is constrained by the capacity to service interest payments, the cash-

flow effect is likely to be particularly strong in the case of households and

firms which are likely heavily indebted andlor have low net worth". And

further on, "Furthermore changes in asset prices that affect the value of

banks' loan portfolio, and thus influence banks' willingness to undertake

further lending, also play an important role in determining the cash-flow

effects on monetary policy"48.

In this context, Sijben remarks that in the modern literature on asymmetric

information on financial markets and the associated role of the operation of a

lending channel in the monetary transmission processes, it is assumed that

capital market imperfections exist, and in particular, an imperfect substitution

exits between bank loans and other kinds of external finance. A reluctance on

the part of banks to undertake further lending will generate real effects,

because bank-dependent borrowers which cannot tap the capital markets

directly have to adjust their expenditures.

The lending view of monetary transmission starts from the assumption that

68 Sijben, J.J., (19961, ' Rufes versus Discretíon in Monetary Policy: Revisited', Australian
Economic Papers, June, Tilburg University, p. 160.
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bank assets are imperfect substitutes: banks hold bank loans, besides bonds.

These intermediate loans are usually not marketable in comparison to bonds,

which are traded in open capital markets. Therefore, a monetary contraction

has an additional effect on the economy working through the asset side of

balance sheets of banks. Consequently, bank dependent borrowers are hit by

a possible reluctance by banks to undertake further lending and are forced to

cut their investment activities. According to this lending view, banks plGy a

special role as financial intermediaries ín the macroeconomy. In this context,

the Bank of Japan remarks, "Balance-sheet adjustment occurs when the

deterioration in the balance sheets of firms, households and financial

institutions resulting from the bursting of an asset-price bubble restrains the

expenditure of the whole economy". The bank points out that the adjustments

of the balance sheets have particularly affected consumption expenditures of

households in the United States, the United Kingdom, and the Scandinavian

countries, while in Japan this contractionary impact was concentrated in the

corporate sector49.

5.2.3 Regulation and Supervision
To complement the internal governance and market discipline, most countries

institute some form of official regulatory and supervisory oversight, the details

of which will come as follows:

5.2.3.1 The Scope of Banking Regulation
General regulation theory is concerned with the design of the optimal

regulatory rules50. It is therefore mainly normative. However, only a minor part

49 Sijben, J.J., (19961, 'Rules versus Discretion in Monetary Policy: Revisited', Australian
Economic Papers, June, pp. 160-61. In this context see also, Gertler, M. and S. Gilchrist,
(1993), The Role of Credit Market Imperfections in the Monetary Transmission Mechanism,
Arguments and Evidence, Scandinavia Journal of Economics, Vol. 95, pp. 44-68, also see,
Romer C. and D. Romer, (19901, 'New Evidence on The Monetary Transmission Process',
Brookings Papers on Economic Activity, Vol. pp. 149-213.

5o As already remarked, There is a competing school of thought that sees reyulation as the result
of opportunistic behavior of políticians, and considers that regulators ~re capturec by the

~~~~
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of the literature on banking regulation follows this "regulation desigrt"

approach. The main strand takes a positive approach -"regulation analysis".

Its aim is to analyze the consequences of a given regulatioh that either exists

or is under study by the regulatory authorities. Regarding, fbr instance, capital

adequacy requirements, those following this approach would ask questions

such as, would this regulation succeed in attaining its objectives ( reduction of

the bank failure risk)? Will it induce more risk taking by banks? Will it change

the equilibrium rates in the credit market?57

5.2.3.2 Banking Regulation
The failures in internal governance and market discipline suggest that the

standard corporate legal framework is insufficient to ensure that the banking

system operates soundly and that any disruptions are handled smoothly. Many

countries, therefore, have adopted a separate regulatory framework to govern

the entry, operation and exit of banksóz. Such regulations establish the

authority of supervisors to regulate banks and set such detailed requirements

as may be necessary to oversee and control bank behavior. They should also

foster cooperation betweQn bank regulators and regulators of nonblank

financial intermediaries, so as to limit the potential for regulatory arbitrage.

Although specific regulatory practices will vary across countries, there are

several broad categories, which are used to reinforce banks' operating

environment, internal governance, and market disciplineó3.

Banking regulation now exists in virtually every country with a well-developed

industry they officially supervise in the interest of the generel public.
51 Freixas, X. and J.C. Rochet, (1998), Microeconomics of Banking, (3`d ed.), MIT Press,

Massachusetts, p. 258.
5z In this discussion, the term "regulation" is used to encompass 4aws, decrees, regulations and

administrative rules which are intended to regulate (control) bank behavior. In Iran, practices
with respect to what is established by statute and what is dalegated to administrative
regulation differ substantially. In general, features considered either fundamental or
controversial are established in the law; which rules covering technical and relatively
noncontroversial aspects are íssued as needed and changed, as circumstances require.

s3 International Monetary Fund, (1996). Maintaining a sound Banking System. Supplement 2, on
Bank Soundness and Macroeconomic Policy, Washington, February, pp. 14-15.
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banking system. It is of capital importance because of its effect both on the

behavior of banks' managers and on the specific characteristics of the banking

industry. In fact, it is practically impossible to study the theory of banking

without referring to banking regulation. This is why the preceding pages have

already studied the effects of several aspects of the regulation of banks. Bank

regulation has .a long history: the production of (private) money has always

been taxed, the seigniorage or monopoly premium on coins being the property

of the government. Contemporary banking regulation contemplates more

complex problems, since the set of regulatory instruments has become richer

and the regulators have set more ambitious macroeconomic and prudential

objectives. Since the scope of this chapter is restricted to micro- and

macroeconomic banking theory, this discussion will address exclusively issues

related to the safety and soundness of the banking systemó4.

Regulation has tried to provide the banking system with stability to elude

the main negative effects of systemic crises. Another aim has been to protect

the small investor, who may be at a disadvantage where access to information

is concerned. However, regulation has secondary effects in terms of risk

taking and incentives for monitoring and there are associated political

economy problems55.

5.2.3.3 Regulations Reinforcing the Operating Environment
Prudential regulations typically control entry into the banking industry and the

scope of banking and set standards for international harmonization. Rules

governing entry into the industry are needed because some forms of

competition from new entrants can be destructive. While liberal entry rules

may increase competition and result in lower costs to customers. New banks

54

55

Freixas, X. and J. C. Rochet, (19981, Microeconomics of 8anking, (3`d ed.l, MIT Press,
Massachusetts, p. 257.
Eijffinger S.C.W., K. Koedijk and S. Yeo, (19991, Fiscal Policy Imbalances, The Monetary
Tiansmission Mechanism and Prudential Supervision: Issues Facing Europe's Central Bankers,
Papers of an International Conference Organized by CEPRlEuropean Summer Institute, Lisbon,

~-,-'~
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that are inadequately capitalized, or poorly governed or managed, often offer

above-market deposit rates to attract resources and then cover their higher

costs with riskier loansó8.

At the same time, excessively restrictive entry rules may also result in

unsound banks. While concentrated banking systems might expect to

generate significant economic rents, restricting competition rarely improves

soundness, as poor corporate governance and management thrive in protected

environments. Protected banks become vulnerable to loss and insolvency

when faced with unexpected financial developments or when introduced to

competition. The appropriate goal of entry regulations is not to protect

individual banks by providing them with monopoly rents but to bring about a

banking system, which efficiently serves the economy and the pubfic interest.

Well-designed licensing procedures ensure that banks entering the system are

sound and are operated in a safe and prudent manner, by requiring that a

business plan be in place and that owners, directors and managers be "fit and

proper"5~. The ownership structure of a bank as well as its ties to financial or

industrial groups must be carefully defined. Furthermore, the bank must have

sufficient capital to finance start-up expenses, conduct its intended business

on a profitable scale and safeguard it against unanticipated developments. If

the licensing conditions are not met initially, subsequently the supervisors

must have the authority to reject the application or revoke the license.

Regulations also define the industrial structure of banking and the scope of

activities which banks may conduct. Rules regarding entry and scope of

activities will determine the competitive structure of the banking industry.

17-18 September, pp. 75-80.
ss Examples include Spain in the 1970s, Malaysia in the 1900s and Estonia, Kazakhstan, Lithuania

and Russia in the 1990s, as discussed in: International Monetary Fund ( 19961, Maintaining a
sound Banking Sysiem, Supplement 2. On Bank Soundness and Macroeconomic Policy,
Washington.

57 In this Context, "Fit" refers to technical expertise wile "Proper" refers to the character and
inequity of the individuals.
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These will legitimately vary across countries, depending on economic factors

such as the size and diversity of the economy and institutional factors such as

prevailing industrial structures and attitudes toward antitrust regulation.

Inappropriate restrictions on banking may reduce the soundness and

efficiency of the banking system. The more concentrated are bank portfolios,

either by client base or region, the more exposed is the banking system to

cyclical fluctuations at the sectional or regional Ieve158. Permissible banking

activities need to be defined to allow adequate diversification of credit risk

and the conduct of appropriate related businesses. At the same time, banks'

ability to assume excessive risk, for example, through potentially damaging

involvement in non-banking businesses, should be limited.

Banks that are permitted to hold large equity positions may become more

vulnerable to asset price shocks and exposure to concentrated enterprise risk.

However, there is no basis for "a priori" assumption that systems of universal

banks are more or less prone to unsoundnessó9.

International harmonization of regulatory and supervisory standards can

improve the operating environment for banks that are internationally actíve by

simplifying banks' operations in an increasingly integrated international

economy. Harmonization can make easier the conduct of consolidated

supervision of domestic banks operating abroad, ímprove the oversight of local

operations of foreign banks and bring additional discipline to local regulatory

structures. Harmonization also prevents competitive deregulation or regulatory

56 For example, the U.S. ban on interstate branching exposed its banks to periodic regional
recessions. Agricultural banks failed in the earlier 1980s when commodity prices fell. Texas
banks failed when oil prices plummeted, and banks in New England and California became
insolvent when the recessions occurred in these regions ( in the late 1980s and early 1990s)
and property prices fell sharply. Canada, on the other hand, with a more diversified banking
sector, survived both the Great Depression and the oil price decline in the mid to late 1980
without significant trauma. In: International Monetary Fund, ( 19961, Maintaining a Sound
Banking System, Supplement 2. On Bank Soundness and Macroeconomic Policy, Washington,
p. 17.

59 Saunders, A., (1994~, 'Financial Institutions Management: A Modern Perspective', in: Banking
and commerce: An Overview of the Public Policy Issues, Journal of Banking a,~d Finance, Vol.

~~~~
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arbitrage. At the same time, there are practical limits to the ability to achieve

international harmonization; varying institutional frameworks (such as

payments system) will produce different o.perating conditions even with

harmonized prudential regulations. Nevertheless, regulatory harmonization

among countries that share similar exposures to factors that threaten bank

soundness is both possible and useful~.

In this. case of European community, Eijffinger and Yeo (1999) point out

that there are two tools essential to the program for integrating the financial

sector in Europe, freedom of capital movements and freedom of

establishment. The principles of home country control and mutual recognition

lay out a regulatory competition frame, which may be beneficial to avoid

regulatory burden over and above the minimum European harmonization. For

example, European countries may centralize supervision in the central bank,

have a separate agency or resort to a mixed solution. Supervision remains

decentralized at the national level. However, to attain the relevant objective,

this is our view that besides the cost incurring, there will be a set of conflicts

between the home banks and the multilateral regulations of the countries

concerned. Such conflicts could comprise: Excessive intervention of the

national authorities subject to domestic pressure, and regulatory jurisdiction in

the case of. multi-lateral institutions81.

According to Pilbeam (1998)6z, "The lack of regulation governing Eurobanks

has often led to calls for some degree of international regulation of their

activities. In particular, given the amount of interbank lending on the

18 (19941, pp. 54-231.
~ International Monetary Founds, (1996}, Maintaining a Sound Bank System, Supplement 2, On

Bank Soundness and Macroeconomic Policy, Washington, pp. 16-17.
61 Eijffinger, S.C.W., K. Koedijk and S. Yeo, (19991, Fiscal Policy Imbalances, The Monetary

Tiansmission Mechanism and Prudential Suppression: Issues Facing Europe's Central Banker's,
Papers of an International Conference Organized by CEPRIEuropean Summer Institute, Lisbon
17-18 September, pp. 78-79.

62 Pilbeam, K., (19981, lnternational Finance, (2"' ed.l, Macmillan Business Press LTD, London,
Section 12, pp. 323-24.
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Euromarkets, there has always been fear that were one Eurobank to fail this,

could trigger the failure of many others".

5.2.3.4 Monitoring Banks and Optimal Regulatory Approach
In recent years, most central banks have recognized the need for a return to

greater discretion in the use of monetary instruments. The aim of central bank

is to use its policy commitments to strengthen the credibility of the ultimate

objective of policy (price stability) and at the same time to improve the

information available to market participants about the aystematic factors

guiding the use of policy instrumentsB3.

Under the present circumstances, this role of central bank to be the price

stabilizer and the Lender of the Last Resort (LOLR) is accepted; however,

there are various arguments in favor of its having a supervisory capacity as

well. Such a policy will help to distinguish betweeri problems of liquidity and

of solvency in order to minimize the losses associated with loans granted. The

combination of such policies in the central bank concerning monetary policy,

LOLR, and supervision has brought about a conflict of interest between

various objectives, which goes beyond the discretionary policies of the central

bank6a.

Neumannó5 believes that by accepting the responsibility for the banking

supervision, in contrast, makes the central bank vulnerable to potential

demand for offering emergency credit assistance, to help out an individual

6a Crockett, A., (1994),'The Application of Monetary Policy, Rules verses Discretion in Monetary

sa

65

Policy', in: De Beaufort Wijuholds, O.J., S.C.W., Eijffinger and L.H. Hoogduin (eds.), A
Framework for Monetary Stability, Kluwer Academic Publishers, DordrechtlBostonlLondon, p.
166.
Eijffinger, S.C.W., K. Koedijk and S. Yeo, (19991, Fisca! Policy Imbalances, The Monetary

Transmission Mechanism and Prudential Suppression: Issues Facing Europe's Central Banker's,
Papers of an International Conference Organized by CEPRlEuropean Summer Institute, Lisbon
17-19 September, p. 77.
Neumann, M.J.M., (19931, 'Comment on Onno de Beaufort Wijnholds and Lex, H. Hoodguin:

Central Bank Autonomy, Policy Issus', Papers and Proceedings of and International Conference
Organized by De Nederlandsche Bank and The CentER for Economic Research at Amsterdam,
In: De Beaufort Wijnholds, J.O., S.C.W. Eijffinger and L. H. Hoogduin (eds.l, i1994), A
Framework for Monetary Stability, Kluwer Academic Publishers, Dordreeht, pp. 103-7.
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bank which is claimed to be temporarily illiquid but solvent (Goodfriend

199366). The problem with accepting the micro-responsibility of producing

emergency credit is to be seen ín the danger that due to moral hazard, the

central bank becomes the lender of the first resort. This helps me the function

of monetary policy making and banking supervision are kept institutionally

separate, though the central bank might usefully assist in monitoring banks.

Freixas and Rochet are also of the opinion that the central bank is assigned

the task of controlling inflation and of supervising the banking system, it may

be tempted to intervene excessively by supporting banks with problems the

aim being to avoid failures that could put in question its task as supervisors~.

Finally, Bruni and Paterno88 have analyzed the trade-off between rules

versus discretion in banking supervision in a game-theoretical framework, in

which the concept of time-consistency and credibility play a crucial role.

Analogous to the time inconsistency issue in monetary policymaking (price

stability versus unemployment) they remark: "... Prudential policies derive their

time inconsistency problem from the multiplicity of their objectives, which

include both stability and efficiency of the financial system". The authors'

analysis is emphasizing the determination of an optional bailout and policy,

incorporating the preference of both the supervision and the private sectoró9.

ss Goodfriend, M. (1993), 'Financial theory and Central Bank Policies', in: Frowen, S. F. (ed.),
Monetary Theory and Monetary Policy: New Tracks for the 1990s, Macmillan, London, pp.
105-18.

s~ Freixas, X. and J. C. Rochet, (19981, Microeconomics of Banking, (3`' ed.), MIT Press,
Massachusetts, p.25

sa gruni, F. and F. Paterno, (1995), Market Discipline of Bank's Riskiness: A Study of Selected
Issues, Journal of Financial Services Research, p. 313. In this context, See Mailath, G. and L.
Mester (19941, A Positive Analysis of Bank Closure, Journal of Financial Internstional, pp. 272-
99.

69 5ijben J.J., (19991, 'Regulation versus Market Discipline in Banking Supervision: An Overview',
Submitted to Department of Economics, Tilburg University, Section 2, p. 17.
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5.3 Banking Fragility

5.3.1 General View
Fragility means primarily the failure of a bank, because bank takes risks, and

subsequent events sometimes turn out to be worse than expected~o. Degree of

a bank's financial soundness requires evaluating its ability to withstand

shocks.

Banks with a fragile position fails subject to a destabilizing shock, even though

it may seem solvent prior to the shock~~.

Such bank failures or panics have a long history. In other words, as soon

as banks started to finance illiquid Loans through demand deposits, most

recessions were accompanied by losses of confidence by the public in the

banking system and led to fragility and then bank failure. To prevent such

panics and bank failures, governments decided to impose control on the

banking systems of most developed countries. For example, Calomiris (1993)

compares the panics in the United States during the U.S. National Banking Era

(1863 through 1913172 and the banking collapse of the 1930s. He argues that,

during the National Banking Era, few banks actually failed, and panics were

limited by temporary suspensions of convertibility during which banks note

circulated as a substitute for currency. Calomiris argues that the risk of runs

can be reduced dramatically when banks are allowed to form large net works

and to enter into voluntary coinsurance and other cooperative arrangements

~o Banks also fail, of course, as a result of misconduct and other improper business practices le.g.
fraud and self-dealingl. These causes of bank failure are not dealt with in this section because
they largely result from weak banking supervision and regulatory practices.

~' Baer, H. and D. Klingebiel, (19941, 'Systemic Risk when Depositors Bear Losses:
Mimeographed, World Bank', in: International Monetary Fund, Banking Sector Fragility and
Systemic Sources of Fiagility, Working Paper, 12, pp. 1-34.

72 Calomiris, C., (19931. 'Regulation, Industrial Structure, and Instability in US Banking: An
Historical Perspective', ín: Klansner, M. and L. White (eds.), Structural Change in Eanking, New
York University, New York. In: Freixas, X. and J. C. Rochet, (19981, Microeconomics of
8anking, (3`a ed.), MIT Press, Massact~usetts, p. 261 .
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with other banks73.

According to Sijben 11994), fragility of the financial system also increases

when relatively small changes in cash-- flows, the discount rate and

contractual repayments are influencing negatively the fulfillment of the debt

service commitments. As also mentioned by Sijben, Minsky argues that in a

situation of increasing debt financing it will be more difficult to meet these

debt service requirements with existing income-flows if there is a downturn in

the economic cycle. Therefore, "hedge-finance units" become "speculative-

finance units" and these agents find difficulty in refinancing their debts.

Moreover, the rate of interest will rise because of higher demand for credit,

increasing the riskiness of credit-extension. Next the rise of the rate of interest

will increase the reproduction costs of new capital goods and, according to

Tobin's q-mechanism, will further reduce investment activity.

On the other hand, the rise of the rate of interest will result in a fall of the

price of existing capital goods (equities) or in a higher required rate of return

also reducing investment activity. Feedback effects from rising interest rates

at the peak of the cycle lead both to financial distress in the business sector

and reluctance to lend by the banks, which may trigger a Fisher's debt-

deflation process. Corporations try to reduce the increased leverage build-up

during the expansion stage and banks refuse to continue to finance

investment spending74.

In order to cast a light on the banking crises, IMF76 has made a study of a

group of developed and developing countries in this regard. In 1980s and early

1990s, several countries experienced severe banking crises. This study

~~ Freixas, X. and J.C. Rochet, (1998), Microeconomics of Banking, (3`d ed.), MIT Press,
Massachusetts, pp. 257-88.

'" Sijben, J.J., (1994), 'Financial Fragility and Macroeconomic Performance: An Overview', in:
Fair, D.E. and R.J. Raymond (eds.), Credit Markets, Financial Fragility, and the Real Economy,
Financial and Monetary Policy Studies, CentER for Economic Research, Vol. 26, 4, SUERF,
Tilburg University, Tilburg, Reprint Services, 153, pp. 481-515.

75 Kunt, A.A. And E. Detragiach, (19971, 'The Determinants of Banking Crisis: Evidence from
~~~~
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attempts to identify which features of the economic environment tend to

breed banking sector problems by econometrically estimating the probability of

a systemic crisis using a multivariate logic model. The data come from a large

panel of countries including both developed and developing economies, and

cover the period 1980-94. Countries that never experienced banking problems

are included in the panel, and serve as controls.

It was found out that crises tend to occur in a weak macroeconomic

environment characterized by slow GDP growth and high inflation; also high

real interest rates are typically associated with the emergence of banking

sector problems. When these effects are controlled for neither the rate of

currency depreciation nor the fiscal deficit, is significant. The tests also

indicate that vulnerability to sudden capital outflows, a high share of credit to

the private sector, and high pasi credit growth may be associated with a

higher probability of a crisis.

Another factor that led to increase banking sector vulnerability in the

sample was the presence of explicit deposit insurance, suggesting that moral

hazard has played a major role. Finally, countries with weak institutions (as

measured by a"law and order" index) are more at risk.

To assess the prediction accuracy of the various specifications, the study

shows the percentage of crises that are correctly classified, the percentage of

non-crises that are correctly classified, and the total percentage ot

observations that are correctly classified. The model appears to perform fairly

well: the overall classification accuracy varies between 67 percent and 84

percent, while up to 70 percent of the banking crises are accurately classified.

It should be pointed out that the percentage of non-crisis observations that are

correctly classified tends to downplay the performance of the model, because

in a.number of episodes the estimated probability of a crisis increases

significantly a few years before the episode being and those observations are

Developing and Developed Countries', 1MF working paper, 106, Washington.
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considered as incorrectly classified by the accuracy criterion. While 26 percent

of the crisis episodes were not correctly classified by the model, in 35 percent

of cases the estimated probability :jumps up exactly in the year of the crisis; in

26 percent of additional cases the model classifies as a crisis also the year

before the crísis began, and, finally, in another 13 percent of the episodes the

estimated probability of crisis jumps as early as three years prior to the

starting date. ~These results suggest that the elements that contribute to

systemic banking sector fragility may be in place one or more years before

problems became Inanifest.

In conclusion, in order for a bank to remain in business and runs on a bank

be avoided, several forms of assistance have been recommended including:

Merger7ó or acquisition of the ailing bank, direct injection of additional capital

or other recapitalization schemes and different restructuring schemes

engineered in order to keep a bank open (e.g., change in management,

assisted gensralized rescheduling of loan maturities, removal of banks' bad

loans, etc.

As there is a difference between market and book insolvency, closure may

vary over time and across types of institutions. For example, "too large to fail"

consideration may influence regulators to postpone the closing of larger

institutions, making the period between insolvency and closure longer than it

would be the case for smaller banks. Similarly, faced with a large number of

insolvency occurring within a relatively short period of time, regulators may be

less willing or be able to close additional banks.

Sijben~~ (1993) says in this regard: "Without doubt the availability of a

~s Regulators may face significant constraints (e.g., imperfect information, and legal or political
considerations) limiting their ability or readiness to close insolvent banks promptly. An
important strand of the literature has centered on modeling the regulators' decision function of
closing a bank, Thornson, J.B., (19921, Modeling The Bank Regulator's closure option: A Two
Step Regression Approach, Journal of Financial Services Research, 6, pp. 5-25.

" Sijben, J.J., (1993), Credit Markets, Financial Fragility and The Real Economy, Kredii und
Kapital, Vol. 26, 4, pp. 481-512
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lender of last (LOLR) resort to avoid a possible financial crisis and to calm

ma~ket fears by supplying liquidity to the market (like the Fed in 1987), may

give rise to moral hazard manifesting by banks' acceptance of higher-risk

investment projects. The banks will be encouraged to take more risk because

they feel that policy makers are oriented toward preventing significant adverse

consequences. This behavior will also be stimulated by the so-called "too-big-

to-fail-doctrine" that appears to guide government policy. In this way, the

Federal Reserve tries to prevent a possible disturbance of the payments

system with negative spillover effects to other banks and the real economy".

5.3.2 Further Analysis on Financial Fragility
Emergence of bad loans in the banking system and its attendant increase in

outstanding debt of firms and households, coinciding in time with a cyclical

downturn, has increased financial fragility.

In the United States failures of commercial bank and thrift institutions have

reached levels not seen since the Great Depression. Many of the conditions

and the events of the eightïes have contributed to the fear of an impending

major economic crisis. In this context, Wolfson points out; "... the observed

financíal instability in the latter postwar period is a result of the interaction of

two developments, one cyclical and the other secular"7e.

Guttentag and Herring remark that conservative attitudes toward debt

creation and risk gradually began to change in the postwar period as memories

of the Great Depression faded and time went by without any great shocks to

the financial system79.

78 Wolfson, M., (1990), The Post Keynsian Journal of Economics, Spring, p. 334. In this context
see also Mishkin, F.S., (19901, 'financial innovation and current trends in U.S. Financial
Markets', NBER, Working Paper, 3323, April, and Friedman, B., 11990), 'Views on the
Likelihood of Financial Crisis', Working Paper, NBER, 3407, August, and also see Sijben, J.J.,
(19931, Credit Markets, Financial Fragility and The Real Economy, Kredit und Kapital, Vol. 26,
4, p. 505.

79 Guttentag, J. and R. Herring, (19841, Credit Rationing and Financial Disorder, Journal of

Finance, Vol. 39, 5, pp. 1348-57, and also see Sijben, J.J., (19931, Credit Markets, Financial

I-~-~]
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During the recent economíc downturn, these financial developments have

resulted both in increasing financial fragility and in enlarging bankruptcies. It

can be stated that with high debt levels of many companies and households a

cyclical downturn like in the early nineties could reveal a degree of fragility in

both the real and the financial sectors that has remained effectively hidden by

the long cyclical upswing in the eighties. This view links up with Fisher's debt-

deflation spiral and Minsky's financial instabifity-hypothesis with regard to the

debt accumulation during the boom of the business cycle.

Friedman argues that in the last few years the weakening of corporation's

balance sheets has increased ín such a way that the Federal Reserve is not

able through monetary tightening to eliminate a possible rekindling of inflation.

For in these circumstances there is a fear for either causing a recessíon or

sharpening an already set-going fall in economic activity. However,

Kindleberger (1978) has shown that financial crises without a lender of last

resort (LOLR), have been followed by greater depressions than in cases of a

crisis with the intervention of the central bank to supply markets with

liquidityeo,

In any case, a safety net will be necessary to preclude the development of

a debt-deflation-induced recession envisaged by Fisher during the Great

Depression (1930's decodel.

In this context, O'Brien and Brone (1992) mention that the forced Penn

Central bankruptcy in 1970, the problems with Drexel-Burnham and Lambert

and the collapse of the Junk bonds market (1989) are very illustrative. The

last event was caused by the fact that investors became aware of the genuine

risks on this market changing their behaviors dramatically.

Federal regulators also were sensibly unwilling to add further moral hazard,

Fragility and The Real Economy, Kredit und Kapifal, Vol. 26, 4, p. 505.
80 Sijben, J.J., (1993), Credit Markets, Financial Fragility and The Real Economy, Kredit und

Kapital, Vol. 26, 4, pp. 507-8.
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financial stability.

The last few years banks in the United States and also in Japan and Great-

Britain were very active in improving their balance sheet position by cost

reductions, shortening their balance sheets by securitisation of assets and by

strengthening their capital basis.

This behaviór also results in reluctance with regard to extending new loans

and in sharpening the terms of credit because the bariks were experiencing

increasing severe losses on the outstanding loans. However, the slowing of

bank credit expansion is also codetermined by a more cautious attitude

towards borrowing, as firms and households have reacted to the elevated

levels of debt accumulated during the eighties.

It is quite obvious that this credit or capital crunch coinciding in time with a

slowdown in economic activity will not foster real and financial stability. It

provokes fears that a credit crunch would be an additional drag on a slowing

economy sharpening the recession81.

5.4 Solvency
It is argued that, while a bank may be either solvent or insolvent at a given

time, its degree of fragility must be a forward-looking measure based on the

probability that it can withstand a destabilizing shock. Externalities are

particularly important because they can constitute serious source of systemic

risk. The factors that determine bank's soundness can be separated in the

bank-specific and that common to all banks (subject to micro prudential and

81 O'Brien, P. and F. Brone, (19921. 'A "credit crunch"? The Recent Slowdown in Bank Lending
and Its Implications for Monetary Policy', OECD, Working Papers, 107. See also Sijben, J.J.,
(19931, Credit M'arkets, Financial Fragility and The Real Economy, Kredit und Kapital, Vol. 26,
4, pp. 508-9, and Wojnilower, A., (19801. The Central Role of Credit Crunches in Recent
Financial History, Broodings Papers on Economic Activity, 2. See also in this context, Asset
Price Deflation, Balance Sheet Adjustment and Financial Fragility, Annex I, World Economic
Outlook, October, 1992, pp. 57-68 and Balance Sheet, Constraints and The Sluggishness of
the Current Recovery, Annex 1 World Economic Outlook, IMF, May 1992, Washington, pp. 47-
55.
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macro prudential considerations respectivelyl. The interconnection between

banking crises and currency crises (in both directionsl is also discussed. It

argues that, while a bank may be either solvent or insolvent at any given time,

its degree of fragility must be a forward-looking measure based on the

probability that it can withstand a destabilizing shock. The model distinguishes

between bank-specific shocks (subject to micro prudential regulatíon) and

those commons to all banks (subject to macro prudential considerations), as

well as between market risk and credit risk and analyzes how (implicit or

explicit) deposit guarantees influence depositors' behaviore2).

The case in which individual banks face externalities (e.g., information

asymmetries) is given special attention because these can constitute a major

source of systemic risk. The paper also attempts to identify a p~nssible

connection between banking crises and currency crisese3. While currency

crises leading to banking crises are a more obvious direction of causality (an

unexpected change in the exchange rate can constitute a macroeconomic

shock affecting banks), banking crises could also lead to currency crises and

indeed the whole process could become self-reinforcing. Specifically, it is

argued that the perceived higher probability that a banking crisis may unfold

would increase the relative risk of holding bank deposits. Even in the case

where all deposits are Iegally fully guaranteed, if the resources in the deposit

guarantee fund are limited and the probability that many banks may fail is

high, depositors would withdraw their (insured) thought from the banks

perceived to be unsound.

To the extent that depositors have little information about which banks

may be in trouble, they may withdraw their deposits from the overall banking

B2 International Monetary Fund, (1996), 'Banking Sector Fragility and Systemic Sources of

Fragility', Working Paper that was presented at the North American Economics and Finance
Association, Annual meetings held in San Francisco, CA., (January 5-7) IMF, Working Paper
12, pp. 1-34.

87 Hermosilo, B.G., W.E. Alexander, C. Pazarbasioglu and J. Green, (19961, 'Banking Sector

~~~~
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system. If depositors can hold foreign assets, the funds withdrawn from banks

would be converted into domestic currency denominated cash. The cross-

elasticity between these assets could be such that a significant portion of the

deposit withdrawals can be directed into foreign currency at the expense of

domestic currencyB4.

In order to elaborate further on the solvency, it could be said that solvency

is analyzed in two ways as follows.

5.4.1 The Portfolio Approach
The Portfolio Approach: This approach was developed originally by Kahane

(19771, Kareken and Wallace (19781, and examined later by Crouhy and Galai

(1986), Kim and Santomero (1988), and Koehn and Santomero (19801. The

main idea is that if banks behave as portfolio managers when they choose the

composition of their portfolio of assets and liability, then it is important to use

risk-related weights for the computation of capital-to-asset ratio. Banks show

that, in general, the solvency regulation entail recomposition of the risky part

of the banks' portfolio in such a way that its risk is increased. Consequently,

even if the global size of ihis risky portfolio decreases (because of the

solvency regulation}, the probability of the bank's failure may increase after

the solvency regulation has been imposed, which is rather ironic. Kim and

Santomero (1988) show that this distortion in the asset allocation of the bank

disappears when regulators use "correct" measures of risk in computation of

the solvency ratiose5.

Fragility and Systemic Sources of Fragility', IMF Staff Working Papers, 12, pp. B-32.
84 Sparve, R., (1996), 'Who should be the banking supervisors? In current legal issues affecting

central banks', IMF, Washington, ( Forthcomingl, for example, notes that banking supervision
has traditionally consisted "mainly of review mirror control" - based on reviewing the banks'
activities during the last financial year, quarter or month and comparing them to applicable laws
and regulations. He argues that banking supervision should emphasize the economic and
operational risks in the financial system and be less focused on the formal legal aspects.
Understanding the functioning of the markets, the balances of the institutions and the
macroeconomic prospects should be given priority.

gs Freixas, X. and J. C. Rochet, ( 19981, Microeconomics of Banking, ( 3`' ed.), M'T Press,

[-~-Tl
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5.4.2 The Incentive Approach

In this approach, solvency regulation is modeled as a principal-agent problem

between a public insurance system (operated, say, by the Central Bank) and a

private bank. The latter is run by managers who carry out risk projects (loans)

and invests in a safe asset (reserves). Both activities are financed by cash

collected from dépositors and by capital raised among outside shareholders.

Where there is no conflict of interest between shareholders and the managers

of the bank, the regulator simply attempts to minimize the expected loss of

deposit insurance under the individual rationality constraint of both managers

and shareholders.

Since insurance is costly (overhead, dead weight loss of taxation, etc.), the

cost of public funds will in the end determine the optimal trade-off faced by

the regulator between the cost of banking capital and that of insuring

depositors. The main results obtained in this regard by Giammarion and Lewis

(1993) is as follows88:

a. Practical separation between deposit and loan activities is in general

inefficient. In this setup, the proper allocation of capital is consistent with

some risk transformation, and this always implies some positive

probability of failure. In this regard, free and narrow banking appear as

special cases of optimal regulation when the cost of public funds is

respectively zero or infinite.

b. The optimal incentive scheme may be decentralized through a solvency

Massachusetts, pp. 272-73. In this context see, Kahane, y., i19771, Capital Adequacy and the
Regutation of Financial Intermediaries, Journal of Banking and Finance 1, pp. 207-18, Kareken,
J. H. and N. Wallace, (19781, Deposit Insurance and Bank Regulation: A partial equilibrium
Exposition, Journal of Business 51, pp, 413-38, Crouhy, M. and D. Galai, (19861, An Economic
Assessment of Capital Requirements in the Bankíng Industry, Journal of Banking and Finance
10, pp. 231-41 and see also Kim, D. and A. M. Satomero, (19881, Risk in Banking and Capital
Regulation. Journal of Finance, 43, pp. 1219-33 and see also Koehn, M. and A. Santomero,
(19801, Regulation of Bank Capital and Portfolio Risk, Journal of Finance 35, pp. 1235-44.
Freixas, X.F. and J. C. Rochet, (19981, Microeconomics of 8anking, (3`' Printing), MIT Press,
Massachusetts, pp. 274-90. See also, Giammarino, R.M., T.R. Lewis and D. Sappinton, (19931,
An Incentive Approach to Banking Regulation, Journal of Finance, 48, pp. 1523-42.

as
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lequirement that induces banks to interna~ize the cost of the deposit

insurance system. The suitable regulation imposes the capital-to-asset

ratio, which, at the margin, leaves unaffected the expected cost of

deposit insurance.

c. Appropriate regulation should be risk adjusted. Under the 1988

international Basle agreement, assets are essentially risk weighted

according to the institutional nature of the aorcower87. Here, another

dimension of risk adjustment is stressed, according to the size of the

portfolio of the bank: the risk brought about by a marginal increase in

loans of any credit category should be larger than the average risk of that

category. Hence, the marginal capital-to-asset ratio is set above the

average ratio. This may be achieved through :a system of lump-sum

deductibles, under which equity is not strictly proportional to the assets

outstanding.

d. Finally, the capital-to-asset ratio shouEd be contingent on the quality of

banks' assets, measured for instance by ratings performed by independent

agencies.

The Benston-Kaufman88 proposal concludes the matter of solvency position

as follows: There are four capital trenches in the development of the banking

solvency position. The intensity of intervention will be sharpened and the

punishment of the supervisor will be enlarged in proportion to the deterioration

of the capital structure of the bank. As far as the capital-ratios ( based on

market value) is in the first trench ( higher than 100~0), supervision will be

minimized. When the second trench is reached f6.10 percentagel,

B7 The Subsequent Regulation of Market Risks Ilncluding Exchange Rates, Interest Rates, or Other
Off-Balance Asset Risks) is Ignored; See the Basle Proposal on Banking Supervision, December
1993.

88 Benston, G., and G. Kaufman, (19861, 'Risks and Failures in Banking: Overview, History, and
Evaluation', in: Kaufman, G. and R. Kormandi (eds.l, Deregula[ing Financial Services: Public
Policy in Flux, Mid American Institute for Public policy Research Book Series, Harper and Row,
Cambridge; Massachusetts.
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supervisionary activities will be intensified and the banking business will be

monitored more intensively and more frequently. Besides, a proposal will be

required by the supervisor to strengthen the capital basis as soon as possible.

When the bank arrives in the third zone (3.6percentagel, the supervisory

intensity will be enlarged. Then, the decision can be made to stop dividend

payment and interest payments to subordinated bondholders. Moreover, the

bank has to draft an emergency plan aiming at a recaptitalization immediately

to return to the first trench.

As soon as the capital-ratio has fallen below 30~0, the supervísor has three

options. An immediate recapitalization can be implemented, a take-over or a

procedure of reorganization can be started, and finally it can be decided to

liquidate the bank.

5.5 Financial Markets and Supervision in Iran
Generally speaking, banks as well as the credit and financial institutions are

considered as intermediary between lenders and borrowers. Credit activities

are rendered in a way that directly affects the supply of monetary and credit

resources of the country. In the first place, the operations of a bank should be

carried out in a way that to insure the safeguarding of the profits of savers.

Secondly, the interest of savers who ultimately bear the operational risk of a

bank requires that the genuineness and stability of a bank from this point of

view be looked at. Thirdly, financial profits of the society for safeguarding the

value of money require the compliance of sophisticated financial and credit

rules and standards by the banks, and generally speaking, by the credit

institutions.

Since most of the banking operations affect the monetary and economic

variables, therefore it causes changes in the amount of money and quasi-

money.

Banking operations specially affect the mobilization of savings, granting of

credits, and liabilities, return of credits, and finally the volume of liquidity. It is
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natural that excessive changes in the amount of .liquidity shall cause

fundamental economic imbalances and a change in :the value of national

currency. If an unfavorable situation is brought about for the banks or, in

general, for the credit institutions, this will cause a risk for depositors,

shareholders, banks and financial institutions, a risk which may be extended

to other financial institutions, and finally brings about a critical situation in the

economic system of the country. Hence, mandate of the central bank

necessitates that this financial institution invariably a.nd constantly looks after

the safety and soundness of the banks or the cfedit institutions for

safeguarding the interests of the society. One h,as to .assure that the assets

quality of the banks as well as the capital adequacy of the banks enjoys

acceptability.

In this connection, Freixas and Rochet (1997)~ are of the opinion that:

"Contemporary banking theory classifies banking` functions into four main

categories:

1. Offering access to a payment system

2. Transferring assets

3. Managing risk

4. Processing information and monitoring borrowers"

This, of course, does not mean that every bank has to perform each of

these functions. Commercial banks will do this, but specialized banks need not

do all of them. In view of this classification, the definition of banks' role as

the institutions whose current operations consist in making loans and

supplying deposits may seem oversimplified. However, to illustrate the

proposed classification, the following pages will examine how banks perform

in Iran and how suppression over them should be exereised.

89 Freixas, X. and J.C. Rochet, (19971. Microeconomics of Banking, (3`a printing), MIT Press,
Cambridge, Massachusetts, Seciion 1, p. 2.
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Furthermore, Sijben (1999190, after explaining the history of financial

supervision after the war and the development of the subject matter in the

early eighties, is of the opinion that: "this new competitive financial global

environment implies new challenges for supervisors to design an appropriate

supervisory architecture".

Supervision over a financial system and regulation thereof is carried out in

most countries by the central bank, particularly, by the Banks' Supervisory

Directorate (BSD) concerned. This directorate is so organized that can

coordinate the affairs of all the domestic and foreign-based banks as far as the

banking law and regulations are concerned, and duly studies the impacts and

operation of such banks on the overall economic situation of the country. By

supervision it is meant the achievement of safety of banking and reflecting

thereof in the country's economy.

Supervisor, on the basis of authorities originated from the law and

regulations, supervises the monetary and financial organs, in order that

financial and banking commitments with respect to customers and depositors,

particularly small depositors, ín lieu of borrowers and debtors of banks, be

reflected on the balance sheet of banks and financial institutions.

The most regulatory organ is how to control and prevent a financial crisis;

how to improve the financing investment projects, and finally, how to

influence the financial intermediary activities.

As was described previously, based on efficiency considerations of banks

and financial institutions, some economists have emphasized a plea for a step

back of the supervisor and the introduction of more maket discipline in the

financial system. On the contrary, other economists just stress the importance

of government interventions both to guarantee financial stability and to avoid

a potential systemic risk. Both views are not easily compatible. Because of the

so Sijben J.J., (19991, 'Regulation versus Market Discipline in Banking Supervision: An Overview',
Submitted to Department of Economics, Tilburg University, 5ection 2, pp. 9-10.
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wrong experiences in the thirties, as yet the target of financial stability has

got the highest priority in banking supervision.

However, in the past decades it has appeared that notwithstanding the

government interventions, there have been periods with great turbulence on

financial markets with the ultimate associated high costs for insurance

corporations and the taxpayers. Hence, at present economists as well as

policymakers emphasize the need of a new institutional design of the

supervisionary architecture. This redesign has to give more áttention to the

working of the market discipline mechanism aiming at both preventing the

excessive risk-acceptance and improving the effectiveness of banking

supervision91.

Based upon the literature survey in thé first section, utmost effort has been

made for the collection of the country's official data and information, which all

shall be presented in the form of a comparative fin~ncial supervision study.

5.5.1 Financial Markets in Iran
In the past 30 years a series of varied events accompanied by high risks have

happened in the balance of resources and consummations in the country's

banks. The major resources of banks have been met through the deposit

accounts. In the first decade of revolution and at the time of the culmination

of the revolutionary events, especially in the first years, most of the country's

banks faced shortage of resources. After the nationalization of banks in 1979,

implementation of the interest-free banking operation law after 1984;

culmination of Iraq war against Iran; imposition of economic sanctions on the

country; blocking of the Iran's reserves and the banks' assets in the U.S. As

well as in ihe American banks branches in other countries; expatriation of

human resources from Iran, nationalization of manufacturing units and the

rigorous demands of such units on the banking resources during the first

91 In the context see, The Economist, 30 January 1999,
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seven years after the revolution, the banks were faced with the shortage of

resources and surplus of consumption (Table 3).

Table 3- Capital Account of Banks, Balance at the End of the Year

(Billion Rial)
Year Commercial Banks S ecialized Banks
1983 134l0 229l2
1984 8110 27212
1985 9817 21615
1986 8613 20918
1987 81 l1 20011
1988 6717 16514
1989 8511 17919
1990 9!1 187l7
1991 2214 40917
1992 567I1 43615
1993 368019 76515
1994 353819 177618
1995 346613 179714
1996 332617 193015
1997 434612 2130I0

Source: Central Bank of Iran, Economic Report of 1983-93

The capital account of banks due to the curtailment of their convertible

reserves and assets, as well as declining of deposits and the lack of ineeting

of their registered capitals, most of the banks were faced with violent crises.

But along with the natíonalization of private domestic and foreign banks (24

banks), out of which the three banks of Mellat, Commerce and Mines 8~

Industries were established. Equally, with the assignment of industries and

manufacturing units established prior to the revolution, the debts of banks and

manufacturing units practically increased as well as the fixed assets in the

banks Iby virtue of the law protecting industries and manufacturing units

approved in 1979 by the Council of Revolution). However, all the banks in the

years 1979-88 were incurring loss, and most of the banks' claims from the

private sector had remained as bad debts. In the years 1986-87, with the

suspension of war, supports of the government and the C.B., increase in the

reserve requirements of the banks with the C.B. for the reduction of the

banks' risks and the speedy growth of liquidity, most of the banks in these

years grew surplus resources.
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On the other hand, the C.B., with its limitation to offer credits and the

policy of quota making and establishing of ceiling to limit the powers of

managers of the state banks to offer credits and the day-by-day control of

resources of banks by the C.B., all the banks were suffering sensible losses.

On the other hand, government and the Majlis (parliament) in order to meet

the liquidity of the government's budget deficit and to compensate

government resources against high spendings of governrnent, specially

implementation of the quoting policies for goods and rationing of the society's

necessary goods such as fuel, energy, and vital commodities, subsidization

process had to be executed by the government.

Under such circumstances, government was faced with shortage of budget

and resources. It was forced to follow up the policy of "tightening of belts" in

the section of expenditures as well as in other fields, such as enhancement of

foreign exchange rate, selling of gold with a price higher than the world

markets', increasing various duties (lndirect Taxes) and charges; collection of

numerous taxes; imposition of general rates of taxes; and finally, collection of

heavy-burdened taxes from the banks and the manufacturing as well as the

commercial units.

With the implementation of two restraining heavy taxation policies on the

economy, repayment of loans, especially from the market and the companies,

were delayed. Borrowers not only were not able to repay the principle and the

interest of loans, but also after several times of extensions, were heavily fined

by the banks. Under such circumstances, the profit linterest) rates of banks in

addition to the accrued fines, reached over 25 percent per year. This situation,

more and less, has been brought about in the recent years and some of the

manufacturing, agricultural, commercial, and construction units have been

expropriated by the banks.

The state banks and the National Insurance Companies, some of whose

properties could not be turned into cash, were practically suspended. In 1989
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and after suspension of the imposed war, the first development plan as well

as the reconstruction of the war-damaged areas started. Equally, basic and

infrastructurl development projects with the aim of ineeting the social welfare

shortcomings were recommended. In this period, with the reception of foreign

short term borrowings around 33 billion US Dollars, coupled with the dramatic

reduction of oil price, relative economic líberalization movement towards

liberalizing foreign exchange, imperfect implementation of privatization policy,

all helped to increase inflation violently.

Expansionary policies of government caused augmentation of both deposits

and demand of credit from the banks, which were dramatically increased.

Most of banks were faced with shortage of resources, and many of them

heavily borrowed from the C.B. To restrain the shortage of resources in the

banks, government executed two policies in 1992. First, it reduced the

reserves requirements of banks kept at the C.B. from about 29 percent in

1991, to 22.5 percent in 1992 Secondly, government heavily fined borrowers

from commercial banks. On the other hands, they were obliged to buy

addjtional 36 percent of low-interest government bounds through the C.B.

With the start of the second development plan, the country was faced with

the negative balance of payments (-13,241.0 Billion Rials) and was practically

faced with difficulties regarding the re-payment of its foreign exchange debts.

As the trading risk of Iran in the international money markets mounted, a

committee, under the chairmanship of the President of the Republic, was

formed in which the Minister of Economy and Financial Affairs, Head of the

C.B., and the executive deputies of the President, were members. The said

committee was named "The committee regulating the status of market".

Again, the said committee imposed the contractionary policies of the years

prior to the first plan. The said committee also established the foreign

currency and the Rial ceilings of the credits; controlled the foreign exchange

with three rates according to the real requirements and quotas of the country.
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For 6ome of the strategic and necessary commodities of the country for which

subsidy was given, government established the coupon and rationing

mechanism. The committee suspended most of the large state projects, which

had a physical progress of less than 40 percent, or transferred them to the

private sector. Banks had to continue the completion of such projects through

partnership.

In the recent years, government again increased the foreign exchange rate

and by doing so the economic growth rate fell to 3 percent. 'This made the

attraction of real investment practically insignificant, as a result of which

stagflation was imposed upon the economy. Under such conditions, the

number of bank debtors increased and with the re-evaluation of banks' assets,

the payment of taxes in 1993 was once exempted. Hence, the non-cash

capital of banks increased in the capital account and the financial ratios in the ~

banks balanced. By application of such precautionary measures, foreign

exchange account and cashable assets of banks increased. Debts of Iran to

foreign countries totally came down to 11 Billion Dollars from the beginning of

November 1999, with the expiry date of over 3 years to 10 years. Foreign

currency reserve of Iran in foreign banks reached over 6.5 Billion Dollars.

The banks' assets in the manufacturing units and companies under the

relative stock exchange boom in the current year is easily cashable. Tehran

Stock Exchange, after a very vigorous booming years from 1990 to 1996, the

aggregate stock exchange indices reached 2265 and then from 1997 to the

end of year 1998, the aggtegate stocks indices dramatically fell and reached

1460. Fortunately, with the application of genuine policies the stock exchange

index started to improve from the beginning of 1999. At the moment that the

present literature survey is drafted, it has risen to about 2205, and the

flourishing of stock exchange has restarted. Banks, financial institutions as

well as firms and investment companies can attain liquidity for making well

their resources shortages through supplying of assets including stocks
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(shares).

Most of firms in recent years have undertaken to increase their capitals out

of cash contributions of stockholders, or out of revenues gained from the

annual profits, or sale of some of their non-productive properties and changing

them into liquidity. However, still manufacturing units and economic sectors

are suffering from liquidity. As it is noticed, as an example, from the analysis

of resources and spending of commercial and specialized banks in years 1993-

97, in 1997 the volume of the deposíts of private sector at the country's

banks, has enjoyed a growth equivalent to 61 .4 percent (Table 4).

Table 4- Increase in the Non-Government Deposits at the Commercial 8r
Specialized Banks

Resources Increase of Resources Increase of Consumption
1995 1996 1997 1995 1996 1997

1-Commercial Banks
Sight deposits 8,137.6 11,528.8 3,785.4 - - ~ -
Time deposits 11,716.5 14,974.2 8,425.6 - - -

19,854.1 26,503.0 12,211.0 - - -
Reserve requirement - - - (4,056.9) 19,464.4) (2,607.1)
Resources surplus 15,379.7 (15,901.8) 9,445.2 - - -
Interbank - - - (2,859.2) 990.6 1,329.1
Credits to private sector - - - 5,700.5 15,901.8 5,206.9
Credits to public sector - - - 3,450.0 7,202.6
Sur lus (with shorta el 3,370.0 836.7 (2,964.3) 3,370.0 4,123.2 -
2- Specialized Banks
Volume of deposit 3,964.0 2,434.2 3,384.8 6,823.2 3,736.9 4,357.0
Reserve re uirement - - - (122.0) (385.4) (98.2)
3- Preoayment of
documentary credits
from private to r,ublic 6,405.3 5,678.6 7,326.6

sectors
4- Surpluslshortagel of ~
the caoital account of f72.s1 113s.61 74.2 ;
banks

ource: Economic Report 8~ Balance Sheet of Cenira! Bank (f995-971.

5.5.2 Comparative Review between the Theoretical PrinCiples
and the Existing Realities

With regard to Table 5(Major Items of Assets and Liabilities of the Banking
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System), one notices that performance of the banking system is affected by

the price fluctuations of oil. However, in the performance analysis of 1998, in

comparison with the year prior to it, assets and liabilities of the banking

system with 10.9 percent growth, reached 271404.1 Billion Rials, which had

a less growth compared with 1996. The major reason for the fall in the

growth rate of the banking system assets relates to considerable fall in the

foreign assets as well as the fall of the rate of granted credit to the private

sector.

5.5.2.1 Banking System and the Foreign SectorsZ
In 1995, due to relative increase in the oil price and application of credit and

monetary policies, the international reserves and foreign assets of banking

system increased by the central bank so much so that the Rial value of foreign

balances amounted to 21,172.7 Billion Rials in the end of the year with a

growth equivalent to 34.3 percent. Out of this amount, 15,035.5 Billion Rials

(71 percent) related to the foreign assets of the Central Bank and 6,137.2

Billion Rials ( 29 percent) related to the Commercial Banks. The balance of the

liabilities of the Banking System was also declined to 23.1 percent, which was

mainly due to repayment of foreign currency of commercial as well specialized

banks and equally the governmental sector withdrawal from its foreign

currency deposits with the central bank. Also, with the continuation of the

price increase of oil in the international markets in 1996, the foreign assets of

banking system were 6;796.9 Billion Rials increased ( 32.1 percent).

Out of this amount, 4594.1 Billion Rials ( 67.6 percent) was related to the

foreign assets of Central Bank and 2,202.8 Billion Rials ( 32.4 percent) was

the increase in the foreign assets of commercial and specialized banks.

In 1997, with the dramatic decline of oil price in the world markets, central

bank embarked on using a part of its foreign currency reserves in that year.

92 Central Bank of the I.R. of Iran ( 1995-19981, Economic 8~ Balance Sheet Reports, Vol. 3,

~~~~
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Consequently, foreign assets of the banking system considerably declined at

the end of the same year, i.e., to 20,548.8 Billion Rials (26.5 percent or equal

to 7,420.8 Billion Rials).

On the other hand, balance of the foreign liabilities of the banking system in

this year with 8.8 percent rise, increased to 10,599.9 Billion Rials. Thís was

mainly related to the increase of the foreign currency liabilities of the C.B. to

the amount of 40.2 percent. Foreign currency liabilities of the commercial and

specialized banks were faced with a decline of 16.7 percent. Thus, duríng

1997, net of foreign assets of the Banking System with a 45.4 percent

reduction reached 9948.9 Billion Rials (Table 5).

Table 5- Major Items of Assets and Liabilities of the Banking System

Billion Rial
A t 8 Li biliti Ba~ance at the end of the ear Chan essse s ~ a es

94195 95196 96197 97198 98199 97198 98199
Assets 325,271,0 145,104.7 197,119.9 244,813.0 266,884.6 9.096 21.9oIo
Foreign Assets 12,334.3 15,765.6 21,172.7 27,969.6 16,213.8 -42.OoIo -23.90~0
Debt of Government 103,963.9 40,860.9 55,068.0 65,916.0 80,701.6 22.40~0 28.80~0
Debt of Non-
Government Sector i 1) 101,003.9 37,719.8 46,938.6 61,439.0 75,740.1 23.30~0 33.4ok
Others 107,968.9 50,758.4 73,940.6 89,488.4 94,227.1 5.3oIo 14.60~0
Liabilities 325,271.0 145,104.7 197,119.9 244,813.0 266,884.6 9.096 21.996
Liquidity 170,739.6 61,843.9 85,072.2 116,552.6 134,286.3 15.296 27.1 0~0
Deposits 8~ Funds of
Government Sector 1 g,264.9 7,411.3 10,089.9 12,848.2 14,461.7 12.6~0 33.20~0
Foreign Currency Debt. 9,797.5 13,241.0 10,188.1 9,740.6 8,018.5 -17.796 22.29~0
Central Bank 6,856.1 4,250.1 4,084.0 4,369.2 6,123.7 40.296 12.OoIo
Commercial 8~
Specialized Bank

2,g41.4 8,990.9 ~ 6,104.1 5,371.4
, 1,894.8 -64.79~0 55.20~0

Others (2) 125,469.0 62,608.5 91,769.7 ~105,671.6 110,118.1 4.2oIo 13.9oro
Source: Central Bank of Iran, Economic Report 8~ Balance Sheet (1994-991
(11 Without leasing
121 Covering also banking capital system account

In the recent years, particularly from 1999 up to now, due to the increase in

the oil price, the status of Iranian balance of payments as well as the foreign

exchange reserves and the repayment foreign debts has improved

significantly.

Prepared by the Department of Economic Investigations, Published by C.B.
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5.5.2.2 Net of Government's Liabilities to the Banking System
During 1994-98, net balance of the government's sector liabilities to the

Banking System was equal to 18,457.1 Billion Rials (Table fil, increase of

which compared. with the base year, 1994 has been, increased to 1.62 times.

In 1998, balarrce: of. ~he government's liability to the central bank enjoyed a

growth equivalenl, to..26.3 percent in relation to the previoUS year and reached

the figure of 58,593;6 Billion Rials. A major part of the liability increase ot the

government to the C,B. was as a result of the increase in the account deficit

of reserve account of foreign exchange commitments (5,076.7 Billion Rialsl.

Table 6- Change in the Net Debt Balance of Public Sector to Banking System (1)

(Billion Rials)
1994195 1995196 1996197 1997198 1998199

Goyernment Sector 7,032.7 11,528.5 8,089.7 13,174.1 18,457.1
Central Bank 5,335.8 8,183.7 3,836.7 5,664.2 9,038.7
Commercial 8~ S ecialized Bank 1,696.9 3,344.8 4;253.0 7,509.9 9,418.4

Government 5,283.3 5,032.8 1,820.8 4,890.7 8,233.2
Central Bank (2) 4,958.9 4,816.4 1,869.8 5,030.7 8,214.6
Commercial 8~ S ecialized Bank 324.4 216.4 -49.0 -140.0 18.6
Government Companies 8r 223 9101,749.4 6,495.6 6,268.9 8,283.4 , .
Establishments
Central Bank (3) 376.9 3,367.2 1,966.9 633.5 824.1
Commercial á S ecialized Bank 1,372.5 3,128.4 4,302.0 7,649.9 9,399.8
Source: Central Banks of Iran, Economic Report 8~ Balance Sheet ( 1994-981
(1) Does not include D.C. prepayment of govemment sector
(2) lnclude reserve a~c shortage of F.C. commitments
13) Include liabilities for differential of F.C. rate

In the continuation of the government policy on limiting the budget deficit

through reduction of the companies' and governments' establishments

dependency to budget resources and conducting them towards the utilization

of banking system resources. In (1997-1998) a considerable part of banking

system resources was also used to grant credits to the Budget Law Notes.

Furthermore, a substantial sum was also put at the disposal of companies and

government establishments in the framework of "Non-Note" commitments.

5.5.2.3 Balance of Credits of Private Sector to Banking System
Credit Performance of Banks in 1994-1998 was faced with an increasing
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growth (see Table 7 and 81.

Table 7- Balance of Bank's Credit to the Private Sector (1)

(Billion Rials)

411

12) (21 121
1994145 1995196 1996197 1997198 1998199

Commercial Banks 25,913.5 31,614.0 40,290.4 45,497.3 58,907.2
S ecialized Banks 7,111.7 9,353.7 13,016.7 16,926.9 22,213.0
Total Banks 33,025.2 40,967.7 53,307.1 62,424.2 81,120.7
Source: Economic Report 8~ Balance Sheet of Central Bank (1994-991
I11 Without leasing and future years profit
(2) It does not include the foreign-based branches of commercial banks.

Table 8- Percentage Changes 8e Share of Non-Public Sector in Granted Credits of

Banks

Chan es Share Chan es Share
94195 95196 94l95 95l96 96197 97198 96197 97198

Commercial Banks
S ecialized Banks

21 .8
17.6

22.0
31.5

78.5
21.5

77.2
22.8

27.4
39.2

12.9
30.0

75.6
24.4

72.9
27. i

Total Banks 20.8 24.0 100.0 100.0 30.1 17.1 100.0 100.0
Source: Central Bank of Iran, Economic Report 8~ Balance Sheet 11994-991
- Balance of the banks' granted credits to the private secior without computation of profiis of ihe

coming years.

As it is noticed, in the first years of Economic Development Plan and the first

year of the second plan, due to expansionary policies of the Central Bank,

facilities balance to the private sector had a high growth.

However, beginning 1994, with the implementation of the contractionary

policies in the monetary policy, growth of the credit balance of banks to the

private sector was meager and this policy was in contradiction with the jump

of the rate of foreign currency in the country. Economic implications of this

fiscal and financial policies (increase in the rate of taxes, increase of numerous

charges and indirect taxes, deposit making of enterprises before opening of

LIC, the tripling exchange rate, depreciation of domestic currency, and

increase in inflation, which brought down the national per capita income,

caused the reduction of the rate of economic growth to lower than 3 percent

in the recent years, particularly the dramatic stagflation. Finally, all these

negative processes have caused reduction of production and increase in the
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rate of unemployment up to 14 percent per year.

In recent years, credit's granted by the commercial and specialized banks

to the private sector increased, but was lower compared with the growth rate

of previous (before 1994) years. Share of specialized banks in these years

showed an increase. In practice, in the recent years, a major part of approved

credits has been absorbed by the companies affiliated to the government's

foundations. The private sector also absorbed a lesser amount.

5.5.2.4 Evaluation of the Banks' Granting of Credit Facilities in the
Execution of Interest-free Banking Operations

In the implementation of the Islamic Banking Law (19841, banks were obliged

that along with intermediary operations which are their traditional and

customary functions, deal equally with investment activities as well as

partnership in the real market (market for product of goods and services) and

to participate in the profit and loss resulting therefrom.

Success or fragility of banking system in the genuine implementation of the

said law could help somehow in the implementation of the supervisory

performance of the central bank, though part of the existing weak points

depend on the failure of banks or the structural difficulties thereof93.

According to Table 9, the highest percentage of the balance of the new

granting facilities of the bank to the private sector belong to the hire

purchase. In this process, the bank asks for collateral from the applicant,

because ownership of the purchased goods (which are maínly raw material)

shall be transferred to the purchaser and the period of the said transactions as

93 Some of the difficulties and shortcomings regarding the implementation of the law on Interest-

free Operations is as follows:
All kinds of credit facilities
Limited application of each kind of facility
Multiplicity and complexity of facilities
Lack of sufficient training
Difficutty of supervision over implementation by the bank
Difficulty in the collection of delayed penalty fee
Problem vf collateral and sale contract.
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to raw material is up to one year94.

After the installment, the highest ratio belongs to the civil partnership,

Modarabah, Jo'alah and forward transaction. The period for the respective

contracts is for one year and for Jo'alah, for two years.

Reciprocally, legal partnership, direct investment and hire purchase which

make a part of the long term contracts, has assigned an insignificant amount

of new facilities to itself. Consequently, should we consider hire purchase,

Modarabah, forward transaction, civil partnership and Jo'alah as short-term

investment and legal partnership, direct investment and hire purchase subject

to being owned, shall be considered as tong-term investment. In year 1984

the total short-term investment was 70ok and the total long term investment

covered 7.9 percent of the total bank credit facilities to the private sector.

This was correspondingly 80.9 percent and 8 percent in 1998.

As to observations made, it is to be noted that there exists also limitations

on working out long term contracts by the banks. For instance, according to

Article 8 of the law on Interest-free banking operations, the direct Investment

program, within the annual state budget should be approved by the Islamic

Consultative Assembly and the outcome of the evaluation of the project

indicates the non-incurring loss of the project. The main purpose in this regard

is the declining of the bank's operations in the "holding company", prevention

of banks' resources to their affiliated companies from one side, and prevention

for getting involved in the big monopolies from the other side. That is why

that "Currency and Credit Council"85 in March 1989 fixed the maximum of the

~ If installment sale contract is determined to provide working capital of manufacturing units, the
period of which should not exceed the manufacturing cycle and should be at most one year.
Installment sale for machinery and installations, the useful life cycle of which does not exceed
one year and the installment sale of housing will be for longer period of time. Separation of the
granted amount to each of the above-mentioned cases is not possible at the moment, however,
the first case ( raw material) is more general.

95 According to Article 27 of the interest-free banking law, if necessary, the central bank
determines the ratio of the relevant banks for investment ín the form of syndicate in the big
projects.
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granted facilities in the framework of legal partnership by each bank to be

equivalent to 2 percent of the total of deposits of private sector at the end of

each year and the rate of allowable direct investment to be equal to 1 percent

of the said deposits. It is to be noted that banks are allowed to enter into

long-term investments Ifor example, in the section of housing) in the

framework of other contracts. It is also to be noted that money under some of

these contracts~ are spent for other purposes and are not used for the

purposes envisaged beforehand.

Table 9- Structure of the Balance of New Granted Facilities of Banks to the Non-
Governmental Sector

(Percent)

Contracts 84
185

85
l86

86
187

87
l88

88
l89

89
190

90
l91

91
l92

92
l93

93
I94

94
195

95
196

96
l97

97
l98

Installment Sales 33.3 32.3 35.3 42.4 46.9 46.4 48.7 46.7 46.2 44.7 45.8 45.0 43.4 56
Civil Partnershi 14.7 13.0 13.7 13.6 1 1.6 12.7 14.4 17.7 17.5 17.3 18.1 19.4 19.6 19.6
Modarabah 18.1 15.7 15.3 12.4 10.3 10.7 10.2 9.6 ' 8.4 7.5 7.3 6.8 6.7 6.4
Jo'alah 0.3 1.4 1.4 1.8 2.7 5.0 6.6 7.0 6.0 6.0 6.6 7.0 0.1 1.6
Forward Transaction 3.6 3.1 3.9 3.8 4.9 6.6 5.2 4.9 6.6 6.9 6.2 5.5 5 8
Le al Partnershi 3.5 7.3 6.5 7.0 7.1 5.7 4.5 4.8 5.1 4.7 3.6 2.7 3.8 5.2
Qard-Al-Hassaneh 10.5 10.6 11.5 10.4 9.7 7.4 5.7 4:2 3.6 4.6 4.4 4.7 4.5 4.6
Hire Purchase 3.8 2.0 1.8 2.1 1.9 1.4 1.1 1.4 1.1 1.4 0.8 1.0 1.1 0.8
Directlnvestment 0.6 3.5 2.7 1.6 1.3 1.3 1.3 1.3 1.9 2.6 2.4 1.7 2.8 4.7
Debt Purchase 11.4 9.9 6.3 3.0 1.0 0.6 0.3 0.1 0.1 0.1 0.1 0.0 - -
Other Contracts 0.2 1.2 1.6 1.8 2.6 2.2 2.0 2.4 3.5 4.3 4.7 6.2 4.7 6.2
Total 100 100 100 100 100 100 100 100 100 100 100 100 100 100
Source: Central Bank of Iran, Economic Report á Balance Sheet 11984-991

5.5.3 Economic and Political FluctUations
Economic and political fluctuations at the internal and international level have

effected the banking system. With the culmination of the Islamic Revolution in

the middle of 1979, the first shock was felt by the banking system of Iran. On

those days, the banks reached the stage of bankruptcy due to the run of the

depositors on the banks to withdraw their deposits. Also, borrowers didn't pay

their dues. In other words, unusual withdrawal of deposits from the

9s For instance, as shown by form 28I1, Modarabah is used for purposes other than trade, such as

~y~~
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September 1978 reduced the balance of the deposits of the private seetor at

the banks by the amount of 29597 Billion Rials, while about 412.5 Billion Rials

was added to the notes and coins in circulation.

In 1980, due to the breakout of the imposed war, there was again a rush

on banks by depositors to withdraw their savings. This rush was so

tremendous that during the three months ending October, deposits of the

private sector at the commercial banks was reduced about 210 Billion Rials.

It should be notice that at both cases, the Iran banking system was only

able to continue its activities because of the98 assistance received from the

C . B99.

5.5.4 Bank Liquidity Risk
If a bank does not have ample liquidity or short-term marketable assets and

near cash assets, to meet its obligation, it will face the risk of liquidity. Hence,

banks should keep a minimum amount of cash to cover a percentage of

deposits.

In Iran, the standard set for the control of the banking risks is only

controlled under the credit risks of customers. Liquidity risk in Iran in the bank

branches in some of the seasons of the year is noticeable. Sometimes, the

bank branches are not responsive to the demand of their depositoríes for the

payment of cash, and they act through payment of guaranteed bank checks.

Modarabah for repair, or for generation of working capital.
9~ The parity of U.S. dollar with Rial at that time was 1 US S- 70 Rials
98 It is to be noted that the support of the central bank under the conditions of the occurrence of

"Banking Crisis' is not only limited to the state bank system or the weak banks. This can hold
true for any bank and for any system (as to the definition of banking crisis, refer to the history
of supervision on banks of the worldl.

99 Some of the activities of the Central Bank as discussed (which causes increase in the banking
resources) are as follows:
Release of the legal deposit of banks or reduction thereof
Rescinding of the bank obligations to buy bonds or changing the time deposit thereaf with the
central bank.
Rescinding of the bank obligations to grant facilities to the private and public sectors.
Granting of loan by the central bank to banks.
Reduction of the purchase rate of a debt or re-discounting

~~~~
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Generally speaking, the ratio of bank note and coins in the liquidity of the

country compared with other countries, stand at a higher level.

Table 10 - Ratio of Bank Note á Coins to Liquidity (Percent)

Develo ed Countries Develo in Countries
U.S.A. 9.0 Turkey 10.5
England 3.0 Pakistan 30.7
Japan 6.9 Indonesia 10.0
France 6.1 India 20.0
Germany 10.5 Malaysia 10.4
Canada 5.7 Egypt 13.5
Switzerland 8.6 Argentina 19.7

Philippines 12.8
Nigeria 26.3
South Korea 8.9
Iran 14.2

Souice: Centra! Bank of lian Economic Survey OHice

Expansion of the government's fiscal operations in 1995 caused a dramatic

liquidity growth of 37.6 percent compared with the previous year (1994). In

1996, liquidity growth was affected by the monetary base rate of 37.6

percent. This enjoyed a repeated growth equivalent to 23.8 percent. Hence, in

1997, liquidity as the result of considerable decline in the growth rate of

monetary base with 15.2 percent growth reached 134,312.5 Billion Rials. In

this year, the monetary base (MB) considerably affected the net of foreign

assets of banking system, which were the result of oil price control and the

decline of foreign currency reserves of the C.B. This enjoyed a growth rate of

10.9 percent, which showed a considerable decline compared with the

previous years.

Withdrawal of banks from the their sight deposits with the central bank
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Table 11 - Factors Affecting Liquidity

41 7

Balance at the ear end 1993 1994 1995 1996 1997
Monetary Base ( Billion Rials) 18,007.4 23,935.2 34,401.2 47,343.2 52,513.5
Chan~es - -

-
32.9oro

--
43.7oIo--- 37.696 - 10.9oIo--

Liquidity multiplier coefficient 2.67 2.58 2.47 2.46 2.56
Chan es -3.4oIo -4.39'0 -0.496 4.1 oro
Liquidity iBillion Rials) 48,135.0 61,843.9 85,072.2 116,552.6 134,312.5
Chan es 2S.5oIo 37.6~0 37.096 15.20~0
Souice: Economic Repori 8~ Balance Sheet of Central Bank 119931

In general, review of effective factors in the liquidity changes shows that

liquidity changes in the above-mentioned years stem mainly from the effects

of the performance changes of the domestic economy. As an example, at the

end of 1995 the cumulative factor of liquidity was mainly due to the dectine

of the banks' limited resources (the reserve account of banks with the C.B.) to

the general deposited resources, i.e., from 29 percent at the end of 1994 to

26.8 percent at the end of year 1995. Likewise, at this period, the monetary

base showed a growth rate of 37.6 percent, which was the highest growth of

this change during the recent two decades. In 1996, the net liability share of

the public sector to the banking system has reached from 38.3 percent in

1997 to 23.8 percent this year.

In the review of the share of effective factors in the growth of liquidity,

one may see the following table, which mainly shows the effective factors in

the change of liquidity internally and externally.
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Table 12 - Effective Factors in the Change of Liquidity According to Separate
Domestic 8~ Foreign Sectors

(Billion Rialsj
1993 1994 1995 1996 1997

Change in liquidity 12,269.0 ~13,708.9 ;23,228.3 ~31,480.4 ~17,759.9

~fect of domestic sector 14,780.3 ;8,950.4 ;16,838.1 ;19,837.1 ~25,080.9
Change of debt of non-publíc sector to the 6,035.1 !5,695.4 !7,942.5 ~12,339.4 ~9,117.1
banking system (1)
Change of net debt of public sector to the 8 745.2 '3,255.0 ':8,895.6 '7,497.7 i15,963.8
banking system (2) ; j ~ 3
Effect of Foreign Ex-change (net) 12,s4s.11 ~1,885.3 i8,os2.4 :11,821.8 ;(5,864.8}
Net of F.E. collections of non-public sector (9,922.9) `(8,584.5) ;(4,046.9) i(3,573.0) ~16,650.7)
Net of F.E. collections of public sector 7,273.8 ~10,469.8 :12,109.3 i15,394.8 j785.9

OtherS 137.8 ~2,873.2 i11,672.2) ;(178.5) !11,456.2)

Source: Economic Report 8~ Balance Sheet of Central Bank f1993-97)
(11 Without leasing 8~ future years profifs
f2J Include prepayment of documentary credit of government secior

Reviewing the effectíve factors in the growth of liquidity, show that the

change in the net debt of public sector to the banking system has had the

highest share ir, the years 1994-97 (14.50~0, 22.80~o and 13.80~0) in the growth

of liquidity.

Liquid asset requirements have shortcomings as either a monetary, a debt

management or a prudential instrument. As a monetary instrument, the impact

of a change in the liquid asset requirement on the money supply is

unpredictable because it depends on which assets banks choose to satisfy the

requirement. If banks satisfy an increase in the liquid asset requirement by

holding government or private sector securities, then there will be no first-

round effect on base money and broad monetary aggregates. A second-round

effect arising from interest rate effects on the demand for currency and bank

reserves could have an impact on broad money, but it is to be small in

absolute value. If banks satisfy the liquid asset requirement by holding central

bank securities or securities issued and negotiated abroad, then the maximum

effect on narrow money and broad monetary aggregates would be achieved.

According to the banking and monetary law approved in1962, determination

of the ratio of quick assets of banks to all the assets should be according to
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the type of bank's activities or other criteria of the C.B. However, in this

connection, a special instruction or supervision~~ is not applied. As it was

earlier mentioned, in some cases and when a direct inspectíon of the branch is

used, the amount of cash of the branch is looked at, in order to circulate the

current deposits.

5.5.5 Measurement of Banks Risks
There are several measurements of bank risk, including bad debt, reserve for

the bad debt, liquidity ratios and the rate of capital adequacy.

The exístence of a considerable amount of bad debt indicates a high level of

risk and may cause a run on a bank.

In Iran, the increase of bad debt is the result of the following policies.

I. Credit ceiling policy, which limits the amount of credit, which can be

granted to each customer.

II. Compulsory allocation of credit by parliament

III. Restriction of Islamic banking law on banks regarding equity partnership.

Existence of a considerable amount of deferred dues indicates an unsuitable

situation for the banks even in a state banking system.

Examination of such a case, even from the standpoint of banking supervision,

is of paramount importance.

Table 13 shows the amount-deferred debt of Iranian banks 11989-98).

,oo All banks have re-evaluated their capital in year 1991.
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Table 13 - Growth of Deferred Debts ( Percentage)

89I90 90191 91192 92193 93194 94195 95196 96197 97198
Commercial Banks
Old claims -17.7 0.4 17.3 0.7 -5.3 ' ' " "
New claims~o~ 189.0 -39.0 61.1 122.0 80.1 ' " ` '
Total cfaims 4.0 -11.1 26.1 31.9 31.7 21.1 63.0 15.5 14.9
Specialized Banks
Old claims -27.0 -4.0 -13.3 -6.2 - 6.0 " ' ' '
New claims 18.8 33.7 87.3 58.5 32.2 ' ' ' '
Total claims -20.1 4.8 16.6 24.7 17.2 36.4 21.0 49.4 18.0
Total of Banks
Old claims -21.4 -1.1 6.9 -1.2 -5.5 ' " ' '
New claims 106.2 -18.2 73.2 90.3 60.1 ' " ` '
Total claims -5.4 -5.8 22.6 29.4 26.8 25.9 48.8 24.8 15.9
Source: Absiract of general ledger of banks, supervision office over the affairs of banks, Central
Bank of LR. of lran.
Note: Data has been given according io the Iranian calendar year, where ihe 20"' of each March is
the end of the Iranian calendar year. Hence, the last three months of the Iranian year is
simultaneous with the starting 3 months of the next Christian year.
n.a.: not available

As shown in table 14, the increasing trend of new claims of commercial banks

is noticeable.

Part of the said claims stem from the obligatory credits102, which according to

the Budget law of parliament, or the sanctions of the Council of Ministers,

banks are bound to grant facilities. However, a major part thereof belongs to

credits paid by the banks to legal and natural entities, which it stands for the

inability of the banks' personnel to evaluate the projects of those who apply

for bank credit lfrom the stand point of teasibility study). It is to be noted that

though the total claims in question may enhance the bank's risks, however,

the risk relating to a portion of claims, which are not considered as obligatory

credit, may be controlled by the BSD. The said evidence indicates that serious

follovr-up is not made by the BSD in connection with the claims (dues) in

'o' Purpose of New Claims: Deferred and over-dues are those allocations (credits) which after the
implementation of Non-interest Banking Operations is granted to applicants in the framework of
new facilities. Old claims are related to loans paid by banks ( prior to 19851.

t02 Share of deferred balance of credits, subject of Note 3 budget law, which is equal to 0.02
percent in the total deferred and over dues at the end of years 1991 -7 (Data has not been

~~~~
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question~o3.

From the beginning of 1995, which the rather increased uniformity of forelgn

exchange rates has been put into practice, some of economic units which

were unable to adapt their own condition with the new situation which

brought about a shock, faced difficultíes.

Such units were unable to repay their liability to the banks, which may

enhance the risk of the banks. To meet such a difficult situation, the

supervisory authorities should look into the indices constantly and before the

emergence of any difficulty, should have taken the necessary actions.

Meanwhile, it is necessary that the banks, given the new economic conditions

into consideration, should revise the policies of evaluation of projects applying

for bank credits. The most important indices, which could be considered, are

as follows:

1. To look into the growth of the deferred claims of banks, subject to

separation of old and new claims.

2. Ratio of new overdue claims to new banks' claims from the private

sector.

As it was mentioned, the BSD does not constantly look into the above-

mentioned index. Of course, numerous circulars104 regarding the regulation on

separated for the following yearsl.
'03 Regarding classification of deferred over due claims and bad debts of banks, the information

bank of the Central Bank by forming a group which supervises the affairs of banks, has
undertaken the drafting of instructions notified to banks. In other countries, all the deferred
claims of banks will be followed up on the basis of expiry date and the possibility of
classification and direct as well as indirect inspections is merely made case by case and on the
basis of direct inspection from the relevant bank. However, in Iran this in done on sampling
when banks are inspected.

~oa In 1976, The Currency and Credit Council specified the headings of the banks' general ledger
as well as the features of each heading. In this case the daferred claims are as follows:
Protested documents credit in the current account as well as loans after 3 months from the
expiry date.
Current account of the debtor after elapse of 3 months from the unliquidated date.
Debts for payment of documentary credits after elapse of one year from the unliquidated date.
Debts for guarantees after 3 months from the date of payment of letter of guarantee by the
bank.
Other claims which after passage of a reasonable period is unliquidated.
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banks' claims are sent to the banks by the said directorate. However, the

follow up of the said variable trend, which is considered as one of the

important factors for the rise in the risk of the banks, is not looked into.

Table 14 - Ratio of New Deferred Claims of Banks in the Private Sector
(Percentage)

89190 90191 91192 92193 93194 94195 95196 96197 97198
Commercial Banks 3.6 1.5 1.6 2.8 3.9 5.4 7.3 6.6 6.4
S ecialized Banks 5.1 4.4 5.7 7.2 7.2 10.2 9.3 9.8 8.4
Total of Banks 3.9 2.2 2.6 3.8 4.6 6.5 7.7 7.4 6.9
Souice: Abstract of the banks genera! ledger, supervision office over bank affairs' of I.R. of lran.

In the abóve table, it is noticed that ratio of new deferred claims to the new

claims of banks has risen from 1991 onward. This shows the deterioration of

the quality of the said assets. It also demonstrates the lack of attention of

central bank supervisory system.

In the following Table 15 it can be seen that despite the increase of deferred

claims at the end of Esfand 1371 (March 1993)105, ratio of bad debt reserves

to total deferred claims has been reduced for both groups of commercial and

specialized banks in a way that the said ratio for commercial banks fell from

72.9 percent in year 1993 to 62.9 percent at the end of year 1998.

This shows the disregard106 of the supervisory office of the C.B. as well as the

management of the bank to the matter of estimating reserve. This matter has

reduced solvency of the banks against the enhancement of risk.

,os Growth of the new deferred and over due claims resulting from the Islamic contracts of
commercial banks from 6.1 percent at the end of 1991 reached 122 percent at the end of year
1992.

,os It is proposed that the BSD of the Central Bank obligates banks to keep escaping reserves
against the differed and over due claims.
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Table 15 - Relationship (ratios) in Connection with Bad Debt Reserves
(Commercial and Specialized Banks) at End of Year ( Percentage)

Ratio of bad claim reserves to the Ratio of bad claim reserves to the
total deferted and overdue claims total claims from the rivate sector

198811989:
Commercial banks 75.3 9.5
Specialized banks 26.9 5.0
Total banks 56.3 8.1
1993194:
Commercial banks 72.9 7.1
Specialized banks 33.6 4.3
Total banks 59.9 6.3
1994195:
Commercial banks 50.7 3.2
Specialized banks 29.3 3.0
Total banks 42.8 3.1
1995196:
Commercial banks 73.9 4.2
Specialized banks 33.2 3.0
Total banks 59.6 3.8
1996197:
Commercial banks 61.3 3.4
Specialized banks 29.2 2.7
Total banks 50.5 3.3
1997198:
Commercial banks 80.1 4.4
Specialized banks 25.1 2.2
Total banks 62.9 3.9
Source: Abstract of General Ledger of Banks Supervisory Department of Banks, Central Bank of
the I.R.I.

Table 16 shows the ratio of bad debt reserve to total bank expense has

decreased over time.

Table 16 - Combination of Banks' Costs

(Percentagel
Performance of

96197
Performance of

97198
performance of 98199

Operation cost 63.4 64.2 65.6
Personal Cost 19.1 22.1 21.4
Administrative cost 6.6 6.1 5.6
Depreciation reserves 1.7 2.2 4.5
Bad debtreserves 9.2------ - 5.4--------------------- 2.9-------------------------------------------------------Total - 100.0 100.0 100.0
Source: Supplementary banks budgeL table of years ~996-98 Icomparative of approved budget
and performancel

In Iran, banks do not use uniform accounting procedures to compute their
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capital as required by Basle committee.

5.5.5.1 Maturity Risk of Banks
When there exists no matching between the maturity of bank loans and bank

deposits, bank may be faced with solvency risk.

This risk is very high in specialized banks because the maturity of their loans is

much longer than their deposits. The specialized banks obtain most of their

required funds by borrowing from commercial banks. Table 17 shows the net

debt of specialized banks to commercial banks.

Table 17 - Changes in the Balance of Granted Credit of Commercial Banks to
Specialized Banks

(Billion Rials)

Specialized 1991192 1992193 93194 94195 95196 96197 97198 98199
Banks A roved! Performed A roved' Perforrrred

Agriculture 321.9 ; 271.0 290.0 j 141.0 ` ' ' ` ` `
Housing 321.9 j 180.0 216.0 ~ 6.0 ` " ` ` ` `
Mines 8~ Metals 131.8 ; 153.0 0 ~ 35.0 ` - - - - -
Specialized 775 6 ' 604 0 506.0 ' 149.2 43.40 135.3 6.4 33.3 -74.1 60.6
Banks ..

Source: Central Bank of Iran, Supervisory Department C.B. Absiracis of General Ledger Books of Banks.
' Separate Dafa was not obtained
(-1 Commercial Banks did noi make any credit allocation to the Bank of Industries 8~ Mine.

It is to be noted that in the recent years, specially from 1993 to 1998, the

interbank credit between commercial to specialized banks has been reduced;

specialized banks have satisfied their liquidity needs through the expansion of

branches and obtaining deposits with a rate of 20~0 over that of the depositors

to commercial banks, as well as, through the C.B.

5.6 Supervision in Iran
Supervision is defined as compliance of what exists with what should have

been existed, what is available with what is suitable, what has happened with

what should have happened, and finally, what has been done with what

should have been done. Suppression is looked at both quality-wise and
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quantity-wise. Supervision over quantity has a quantitative nature and easier

than suppression over quality of action.

5.6.1 Bank Supervision and Regulation in Iran

Currently the Banking Superintendent Directorate (BSD1 manages the

regulatory supervision and prudential regulatory system for the Iranian

Financial Sector, within the C.B. The BSD is a separate department within the

C.B. with a total professional staff of approxímately 120 people, including 90

bank examiners. This staffing level, particularly in qualified bank examiners,

appears inadequate given the broad nation-wide branch network that the

Iranian commercial banks have established~o~.

As a result of understaffing and an insufficient level of professional

training, much of the activities of the BSD have been more focused on the

gathering of data for the purpose of monitoring statistical and accounting

information than becoming involved in credit risk analysis, loan classification,

loan loss reserves, liquidity, or solvency issues.

The current regulatory system is lacking in both on-site and off-site

monitoring programs, while the financial performance of the existing

institutions continue to deteriorate. The BSD has shown little evidence of its

ability to address these problems or even monitor the performance of the

banking sector properly.

Compounding the supervisory problems of the BSD is the fact that the

banks have created subsidiary investment companies, which are conducting

its operations through the TSE, which are not being supervised~oe.

Also, the recent approval for the expansion of the financial sector through

~o~ Number of the staff of the commercial and specialized banks as well as the related branches

are respectively: 146972 personnel and 14252 Branches at the end of year 1998. These

figures have been reflected in the Economic Report and Balance Sheets of the Central Bank,

(1998), Published By The Printing House of the CB, p. 92.
108 The World Bank (1994), The Islamic Republic of Jran, Capital Markets and Financial institu!ions,

Industry and Energy Division, Country Deportment I, Middle East lf North Africa Regional

Office, Washington D.C., Report 13153-IR, Vol. 2, Annex 111, pp. 1-39 8~ Annex IV, pp. 1-25.
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the development of new Non-Bank Financial Institutions (NBFIs), which will

alsn grant credit in the market, will require the further expansion and

professionalization of the BSD staff.

Although the Iranian Parliament has passed several pieces of legislation

regulation for the financial sector in Iran, none have er~hanced the

effectiveness and independence of banking supervision from overlapping

institutional, political and religious levels, which appears to be greatly

inhibiting the ability of the BSD to carry out its responsibilities in an efficient

way.

There is a number of structural weaknesses in both the promulgation and

enforcement of prudential regulations. For example, there is an established

legal lending limit for any single borrower between 5 to 15 billion Rials when

was scrutinized, appears to have more exceptions than enforcement. Waivers

of this limit have been easily obtainable through petition to a separate

department of the Central Bank and there has been insufficient consideration

of the aggregation of credit under this limit for related or controlled

companies.

The BSD does neither actually examine nor classify the banking institutions

in the normal manner of a banking supervisor, as it depends almost completely

on the annual audit of the years' financial statements, which is given by the

Governmental Audit Organization, which is responsible for the statutory

examination and audit of all public sector enterprises. The BSD examiners visit

each bank on an irregular basis and seem to be primarily concerned with the

value of the collateral taken to secure loan assets; not the actual performance

andlor quality of the loan assets.

With such a small staff of examiners, it is virtually impossible for the BSD

to properly cover such an extensive and increasingly complex financial
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system. The five commercial banks have over 14252 branches~~ established

nationwide. Almost by default, BSD examiners have fallen into a passive role

of visiting the head office of the main banks periodically and gathering

internally prepared reports and reviewing collateral lists.

As the banks have become increasingly involved in capital markets

operations and the selling of the various companies they control, BSD

examiners have become even further removed from the monitoring of the daily

operations of these institutions.

The BSD depends on the annual audited financial statements prepared by

the Audit Organization under the government's role, but has an independent

status. These reports are in fact quite well prepared with a proper set of

schedules and explanatory footnotes. The problem arises in the timeliness of

these reports, which are made available, only once a year, and usually 4

months after the banks' fiscal year-end and banks publish by delay, their

annual statements.

The BSD is also responsible for the off-site monitoring and supervision of

the Iranian financial system. It appears that the basic underlying philosophy of

an effective off-site surveillance system has been compromised as this section

of the directorate has focused íts activities on the gatherin9 of static data,

which is not put to wide practical use. The BSD ís heavily involved in the

promulgation and circulation of various government decrees and directives, as

approved by the Council of Money and Credit.

This group is also concerned with monitoring bank conformity with Central

Bank reserve requirements, sectoral credit allocations, and foreign exchange

transaction reports; all of which are important issues for the overall

management of monetary policy, but do not fulfill enough the main purpose of

an efficient and dynamic bank supervision agency.

t09 Central Bank of Iran, (19961, Economic Report and Balance Sheet, prepared by the Eco~omic
Department of the Central Bank, Published By the printing house of the CB, p. 92.
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Banks submit a series of informational data reports to the BSD in such

areas as compliance with reserve requirements and directed credits extended

to specific sectors of the economy. However, these periodic reports are often

incomplete, inaccurate and late.

The role of the BSD in protecting depositor's funds and the potential formal

intervention steps it may take in case of a bank failure appears to be equally

very limited. There is no formal deposit insurance scheme in Iran and the

consensus opinion is that such insurance was unnecessary because of "the

nature of Islamic banking practices" and the fact that all the banks are

government-owned. BSD representatives stated that all banks have taken

more than the necessary level of loan loss provisions against a portfolio,

which, because'these credits are extended under Islamic Banking Practices,

and as in the Islamic Banking Loan Contracts, banks establish -a partnership

contract with the borrower, thus, adequate securities are avaílabte and cover

the banks claims.

All authorities are concerned with the effect of specific risks on the

economic situatiort of all banks and non-banks including new credit and money

institutions, the incentives within the banks, are the adequacy of existing

Islamic laws and the effects of the restructuring in the competitiveness in the

banking sector.

The central bank and the banking supervision authority have a common

interest in how banks make provisions for problem loans, since it may affect

both bank solvency and monetary policy. Also government behavior in its role

as owner of all banks is of interest to both, since it may affect both

restructuring costs and prudential behavior.

The Ministry of Finance and Economic Affairs and the C.B. share concern

over evaluating the general economic risks to which the banking system under

the subject of Islamic monetary policy is exposed to, because they may

increase bureaucracy of creditworthiness of banks and also increase their
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dependency to CB and government. The financial instruments used by both,
for recapitalizing banks are of interest to the central bank, since they have an
impact on the development of the securities and money market.

Finally, the central bank and the banking supervision authority share
concern over how market confidence in the banks develop during the

restructuring process of Islamic system since this affects their liquidity and

indirectly their solvency. Both authorities also wield some power of

enforcement to support banking system for restructuring decisions.

The CB and the supervisor support the banks tor operational restructuring
on the basis of law and regulations; the aim of which is the protection of
market discipline and the maintenance of the status of banks as the Lender of
the Last Resort (LOLR).

They also share the concern that restructuring should proceed in a manner,

which does not disturb ihe financial markets, or make them less transparent.

However, the general responsibílities given to these authorities do not include

responsibility for some of the main functions necessary for the restructuring

exercise:

1. Evaluation of bank assets ( enterprises);
2. Supervision of asset workouts in banks or special units; and
3. Implementation of bank or enterprise workouts, which remain the

responsibility of the government.

5.6.2 Method of Supervision in Iran
Banking supervisors monitor the condition of banks so that corrective actions

can be taken w'ien banks deteriorate. Prudential supervision is best carried out

through a combination of off-site and on-site inspections, although these

techniques receive varying degrees of emphasis by different countries. There

is, however, a recent tendency toward recognizing the importance of orl-site

inspection as the only way to assess the quality of internal controls and

management.
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Supervision over the atfairs of banks in Iran, are carried out in two ways:

1. Indirect method of supervision (off-site inspections)

2. pirect method of supervision ~on-site inspection)

5.6.2.1 Indirect Method of Supervision (off-site inspection)
Off-site method involves the following steps:

~ Collection of all types of data and information from the banks throughout

the country.

- Analysis of collected data and ínformation as well as notification of results

to the higher áuthorities.

- Checkíng the detáilëd statements as well as collected statements from the

country's banks.

- Analysis of the balance sheet, income statement and any kind of the

financial statements of the country's banks.

- ~ollection of letters of guarantee issued by the banks and conformation of

~the grand total of the issued letters of guarantee with the allowable limit

' fixed by the C.B.

- Other specific affairs within the scope of functions and responsibifities,

which are requested by the supervisory authority (Central Bank or the

Ministry of Economic and Financial Affairs of Iran1.

' Furthermore, the BSD supervises and controls the system through attaining

the following objectives:

1. Studying the financial relationship between each bank and the C.B.

2. Checking of banks on implementation of legal duties in connection with

monetary policies.

3. To act .as .a mirror which shows the situation of financial market in the real

ecqnomy,.to the authorities of the monetary policy makers of Iran.

5.6.~2.2 `Direct Method of Supervision (on-site inspection)
In lran direct supervision is carried out in two ways:

First, sending a prior notice by the supervisory office to ca; ry out the general
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inspection and secondly, case by case supervisory inspection without prior
notice.

Direct supervision of banks in Iran is done in the following ways:

- Examination of the amount of credits granted by each bank and

comparing those amounts with the appropriateness, suggested by CCC for

each economic sector and for each region.

- Checking the quantity of loan repayments (repayment of loans and the

paid up creditsl.

- Examining the quality as well as the quantity of bank's assets:

a. Comparison of the amount credits granted to each customer and the

maximum amounts, which is allowed.

b. Comparison of the amount invested in the stocks listed in Tehran Stock

Exchange with the maximum amount allowed.

- Studying the quality and quantity of the bank fixed assets such as land,

building, etc.

- Check the liquidity position of each bank.

- Examination of the quality of the accounting operations of the bank

including case-by-case inspection of the audited financial statements of

the bank.

- Examination of the quality of bank's assets including the investments in

the affiliated co.

Check the liquidity of the bank in relation to its liabilities.

Examination of the money circulating in the district and the willingness of

the general public to deposit in the banks.

Examination of books of the bank to discover fraud and forgery

5.6.3 Supervisory Instruments
The work of bank's supervisors consists of the following:

1. Promulgating prudential regulations;

2. Licensing new banks and new financial and monetary institutes,
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3. Monitoring the activities, performance and condition of operating banks;

4. Acquiring, availing (and in some instances also disctosing) relevant

information to banks and their customers;

5. Enforcing bank laws and regulations to correct banks' deficiencies; and

6. Intervening, for example, by revoking bank licenses where necessary~~o.

Their objective is to protect the banking system rather than individual

banks, but it also encompasses protecting the interest of small depositors who

are not able to monitor banks directly.

5.6.4 Capital Adequacy in the Iranian Banks
Capital usually accounts for a major part of resources of each economic unit.

Ratio of capital to the total assets of each economic enterprise depends on

the nature of the activity of that unit. This ratio in the banking industry ranges

between 80~0 of resources for some units and less than 20~o in some other

units. According to the international Basle Standardization Committee~~~, the

ratio of the banks' capital to assets accompanied by risk stands for the credit

position of the bank. In the recent decades in Iranian banking system, as it is

shown in Table 18 of this section, the ratio of capital account to the banks'

assets in the total Iranian banks Iboth commercial and specialized banks)

fluctuates at least from 0.7 percent in 1990 to at most 5.9 percent in 1993.

This situation has been much worse in the commercial banks, i.e., between

0.3 percent in 1990 up to 5.5 percent in 1993 respectively. Most of

economists are of the opinion that the higher the amount of capital, the less

risky will be the bank.

"o Because supervisors impose sanctions of various kinds in the exercise of their duties, provision
should be made for their actions to be subject to administrative or judicial review to discourage
them from acting in an arbitrary manner. At the same time, a balance must be struck to avoid
unwarranted interference that inappropriately impedes justifiable supervisory actions.

"' Basle Committee of Standardization on July 1998 and its amendments in 1992 and emphasize
1997 on the calculation of the sufficiency of capital as direct~y set forth in the principle text
published by the International Bank of Settlement.
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Table 18 - Ratio of Capital Account to Banks' Assets (percentage)

433

Year Commercial banks S ecialized banks Total Banks
1981 l82 2.4 10.7 4.3
1982183 2.2 13.9 4.6
1983184 1.9 12.6 4.2
1984185 1.2 13.7 3.9
1985186 1.2 10.3 3.1
1986187 0.9 9.6 2.5
1987188 0.7 8.9 2.0
1988189 0.5 6.4 1.3
1989I90 0.3 5.9 1.1
1990191 " 4.7 0.7
1991192 " (1) 7.6 1.2
1992193 (2) 1.4 6.6 2.2
1993194 5.5 9.3 5.9
1994195 4.3 16.2 5.7
1995196 3.2 12.3 4.3
1996197 2.4 9.7 3.4
1997198 2.3 7.9 3.2
1998199 2.1 6.0 2.7

Source: Central Bank of I.R. of Iran, economic reports and balance sheets of years 1980-
1998.
111 Increase stemming from the re-evaluation of assets in one of the specialized banks
(21 Increase stemming from re-evaluation of assets of one of the commercial banks
(") In years 1990-91 ratios relating to ccmmercial banks is near zero.

The main reason stemming from this procedure is that when an economic uhit

is faced with a risk, at the inception, capital is used as a protection means

against the risk. Since deposits account for the major part of the banks'

resources, and in view of the fact that banks are always able to generate

secondary deposits through their behavioral credit methods, therefore, their

amount of capitals in relation to their total resources could have a declining

tendency, which confront the existence of banks with a serious risk. Hence,

while central banks establish appropriate rules for the banks, they also oblige

banks or credit institutions to follow a certain relationship, i.e., the ratio of

capital to the total resources (or total assets).
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According to the Islamic Banking, a major part of the deposits of an Islamic

Bank is used as a capital in its credit operations. As a matter of fact, such

deposits have a role exactly similar to the role of capital in the Islamic Banking

Operations. Hence, the said deposits act as a supplement of the Islamic

~anking in the supervisory or partnership of economic activities. To illustrate

the matter further, banks act in the capacity of a proxy for the depositor in

utilizing the deposit in giving loans, and ultimately the profit gained (value

added) from the investment will be divided proportionally between the

depositor and the banker according to the CCC and C.B. regulations, which

were explained in Chapter 4.

Such deposits along with and proportional to the resources of the Islamic

Banking have a share and partnership role in the risks and economic activities

of the bank. Considering this feature in the Islamic Banking, capital is not

limited to the nominal capital and consists of a major part of the said deposits

as well. Consequently, capital in Islamic Banking always enjoys an acceptable

adequacy and thereby enjoys thoroughly a better position compared with

traditional and conventional banking.

5.7 Financial Fragility in Iran

~.7.1 General Approach
In the evaluation of supervision of central bank and with regard to the

Supervisory Department on Credit and Financial Institution in Iran and after

execution of "interest-free banking operation one notices that upon elimination

of interest from the banking system of the country, to participate in the

market (market for production of goods and services) along with the brokerage

of funds which is their traditional function, banks were obligated to share in

the profit and loss of their customers. Success or failure of the banking

system in the proper execution of the principles of the said law, depend on

the evaluation and performance of the bank in the selection of projects,
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amount of investment and selection of customers and more important than all,

the mode of supervision of bank on execution and usage of the granted

credits.

Making feasibílity studies, market research of goods and services, access

to efficiency of investment for credit-seekers, length of the project

implementation, dormancy of capital and gestation period, are among the

most important legal functions of the interest free banking operations.

Likewise, legal policy making of the plan and budget in the parliament and

payment of cheap credits to customers who lack skill and expertise (despite

the government guaranteel, government policies as well as those of monetary

and credit council, leave a great impact on the failure of banks and non-return

of the paid credits and facilities.

Some of the existing difficulties and shortcomings in the field of

implementation of the interest-free law of banking operations as well as the

problems brought about for banks and financial as well as credit institutions,

which have caused fragility of banks come in brief as follows:

- Numerous kinds of credit contracts and their sophistication.

- Limited application of each kind of credit contract.

- Multiplicity and sophistication of rules and criteria relating to each

contract.

- Lack of possibility to provide the specialized manpower required for each

service and manufacturing field with the object of supervising over

operations and performance of credit receivers.

- Difficulty of the banks' supervision over implementation of the credit

receivers.

- Difficulty of collecting the matured delays fine for the repayment of

credits.

- Problem of collateral and non-sufficiency of the securities of the projects

themselves.



436 5.7 Financial Fragility in Iran

5.7.2 Analysis of the Financial Ratios of the Commercial Banks
of Iran

Besides the above-mentioned points, usage of a number of ratios could be

useful for evaluation of financial fragility and insolvency of banks. In the

present treatise, the relevant ratios for commercial banks in the course of

years 1988-1997 have been calculated. It is to be noted that such ratios could

be utilized in several ways (reference to Table 19):

I. Reviewing the ratios of a bank during the respective period1z.

II. Comparison of ratios of one bank with another one (which are similar to

each other from the activity point of viewl.

III. Comparison of ratios of one bank with another similar group (on averagel

IV. Reviewing the ratios of a group of banks, which are similar to one another

from the activity point of view.

Considering the confidentiality of the statistics of individual banks, the

fourth method73 14 has been selected for presentation. Before dealing with the

study of ratios, mentioning of the following points is mandatory:

In the conventional banking system, usually profit is considered as the

most important criteria for evaluation of the operations of the banks.

However, in a governmental banking system the activities of which are carried

out in the framework of the law of interest-free banking operations, there will

be thoroughly a different situation. Hence, usage of classical criteria for

évaluation of a performance of a bank is not sufficient and the profitability

criteria fall into second importance. In Iran, besides profitability, some other

criteria for evaluation of performance of banks are considered by the Central

1z The best way to use financial ratios is using the method No. 1, which could be used by
supervisors as a tool to review the situation of banks one by one.

13 Despite the using of all ratios for the group of trade banks, it is necessary to mention this point
that the usage of some of these ratios to review the situation of a bank, offers a more logical
response, which may not be quite understandable for banks as a group.

"' Banking in Iran is governmentally based. In the recent years, some private monetary and
financial agencies have been given permission to undertake activities in limited way.
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Bank, some of them as target of ratios are briefed as follows:

I. Compliance with monetary, credit and banking policies as well as other

rules set by the responsible authorities as well as the effort made for

realization of he respective priorities. Notes of the law of budget and

planning and the directives of central bank are some of these priorities.

II. Compliance with the principles of interest-free banking operations

III. The further attraction of depository resources and effective granting of

credit facilities.

Now with reference to the above-mentioned points, the respective ratios,

considering the policy targets regarding the commercial. banks, are

summarized in (Table 19) and are defined as follows:

Considering the priorities and movement toward them:

In year 1988, one of the most important criteria in the positive performance of

a bank, was compliance with the credit allowable limit in the various economic

sectors.

Performance of commercial banks in this connection demonstrates that only

56 percent of the total credits are granted to the manufacturing sectors and in

this connection the share of agricultural sector (the principal priority of year

1981) accounts for only 9.9 percent against the 230~o already approved. In

1991, despite elimination of credit ceilings, priority for manufacturing sectorS

in the attraction of credits is still holding, which has attracted 63.7 percent of

the total credit, 9.9 percent of which pertains to the agricultural sector. In

1997, the main priority went for the sector of industry and mines; hence, ratio

credits to the agricultural sector has been dropped in relation to the previous

years and has come up to 8.5 percent. (1la 8~ 2Ib of Table 191.

Attraction of further deposits: The respective ratio shows that a major part of

deposits of banks is kept with the commercial banks (3Ic).

Success in attracting the sight deposits: This ratio in the commercial banks

shows the amount of sight deposits in the specialized banks (growth of sight
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deposits of specialized banks increased from 27.2 percent at the end of 1991

to 44.2 percent at the end of 1992 and then enjoyed a growth rate of 15.5

percent in 1993) (4Id1.

Suitable move of deposits: Introduction of new fisci3l toots in years (1990-93)

has increased this ratio. The increase effect of deposits' profits in the increase

of non-sight deposits has been well shown from 1992 onwards. (5le).

Appropriate Liquidity of Banks: Ratios mentioned under rows 68~7 (Table 19)

show the liquidity situation ot commercial banks, which have been reduced in

the years under review. Decline of ratios of row 6 can be viewed from two

angles. (1) Bank has kept less unutilized cash; 12) by using new financial

tools, the need of banks to keep cash has lessened. It is to be noted that the

low iiquidity may relate to the uncoordinated distribution of money supplying

between the Head Office and the banks' branches and also related to

illiquidity of banks' assets in the shorter time. In connection with Row 7, it is

to be noted that due to the volatility of sight deposits (withdrawal of deposits

by check), the amount of cash in banks equal to sight deposits, should be

higher than the said amount against non-sight deposits. The respective ratio in

year 1991 has been reduced due to the rece{~tion of general public from the

new financial tools. (6If8~7lg).

l5olvency of bank in granting facilities: Significant reduction in relation to item

8 in 1900 demonstrates the reduction of the bank's sight deposits with the

bentral bank. In the years that credit ceilings applied, surplus of banking

resources was kept as sight deposits with the central bank and with the fall of

the surplus of the banks' resources, the amount of such deposits has also

been dropped. In 1991-1993, with the elimination of credit ceilings, the said

ratio came down to its lowest point and the solvency of banks in granting

credits was significantly increased. It is to be noted that the sight deposits

with the central bank in years 1991-1992 had correspondingly a negative

growth ~f 84.8 percent and 51 .2 percent. (8Ih8~9l1).
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Effective Utilization of Bank from Resources:

Profitability consists of the ratio of a bank's income to the expenses of that

bank. Due to non-access of statistics relating to the income, calculation of the

ratio of profitability is not possible, though one may use other data and

information for looking into the profitability of commercial banks. Table 19

stands for the fact that the capital account of commercial banks has declined

during the years 1987-1990. This means that when the paid up (initial) capital

of the said banks has not increased, declination of capital account may stand

for the fragility of the banks under review. In 1991, increase is noticed in the

capital account, which relates to the profitability of commercial banks

resulting from the elimination of credit ceilings. The significant of the

respective increase in 1992 results from one part from the re-evaluation of

initial capitals of the commercial banks and from other part comprising of the

increase in the profitability of the said banks due to increase in the profit

(interest) rates of the credits. (10Ij8~111k).

Increase in the capital of the specialized banks from 1989 onwards result from

the capital increase of the agricultural bank176 and from years 1991-92, due to

the revaluation of initial capital of the banks in questions11e.

Declining Risk in Banking Activities: Declining of the ratios mentioned in Row

11, obviously indicate that commercial banks have collected a major part of

715 To remove shortages of the resources of the agricultural bank, increase of the said bank's
capital was approved to the amount of 20 Billion Rials. In the course of the first development
plan (1989-931.

16 The purpose for re-evaluation is consolidating the bank's capital to cover the loss incurred by
the banks. Immovable properties of banks in the current market price are several times higher
than the book ralue registered in the summary of the banks' general ledger. Hence, re-
evaluation of the country's bank capitals has been risen; however, application of this method is
not solely cogent to cover losses. In other words, along with this re-evaluation, which should
be inspired from a specified evaluation source, one has to realistically confront with the issue
of loss giving of the banks. Increase of the rate of profit of banks' facilities together with the
elimination of the credit ceilings as well as the reduction of the banks' surplus amounts ~re
among the measures used along with the increase of profitability of the banks. On the other
hand, throughout realization of the Islamic Banking with emphasis of the principle of
partnership has to be considered so that by economic recovery and gaining real profit resulting
from the banking resources, the efficiency of banking system may be enhanced. Meanwhile,

1~~~
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their overdue and bad debts. However, in fact thé~`speedy growth of the

banks' granted credits and consequent rises in 'the'` denomination of the

fraction has been effective in lowering the ratio. Row 12 shows thaf óver due

and bad debts relating to the new transactions (transactions reiating to the

Islamic contracts) not only has not declined but has íncreased, too. (1211).

Review of risk changes and profitability of the bank with due regards to

economic conditions: Increase in Row 13, despite its low percentage, indicate

that role of partnership in granting of credits to the private sector from years

1992-93 has slightly increased. This has been unrealized due to the increase

of credit profit ráte in the recent years and the establishment of closer

relationship wíth ihe market rate. This shows that the profit of commercial

banks ~as more and more depended on the conditions of the market.

However, the `said ratio shows a percentage of the Bank's credits, whose

profit is depended on economic condition. The rise of this ratio will be

considered as positive. (13~m1.

saving in the banking costs can also be realized through increase of efficiency.
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5.8 Solvency of Banks in Iran
Solvency of banks to repay their debts or repay their commitments at the

maturity date is another criterion, which is used for evaluation of supervision.

In other words, should the ratio of "Capital to assets of a bank" be equal to

zero or near zero, or the capital assets (stocks) of a bank have poor quality

(value) and is álso declining in value, the respective bank, from the point of

view of liquidity, is unable to fulfill its commitments.

Computation of the ratio of the banks' assets account during the years

1981-1991 (following table) indicate that the liquidity of commercial banks

has fallen with the passage of time, because the banks' assets, given the rate

of inflation have increased at a slower rate than their liabilities.

The situation of specialized banks in this regard, seems better than

commercial banks, as it was noticed before in this section on the capítal

adequacy (Table 181.

After the Re-evaluation of the assets of the banks in 1991, and once more

in the recent years, the said ratio (capital ta assets) has fallen compared with

that of Basle standard (Table 201.

Table 20 - Increase of Banks' Capital ( Billion Rials)

Name of Banks Previous New
1. National Bank ( 3anke Melli Iran) 25 1 145
2. Mellat Bank 33.5 605
3. Te'arat Bank (Trade Bank) 39 571
4. Saderat Bank ( Ex ort Bank) 18 928
5. Se ah Bank 8 400
6. Workers' Welfare Bank 10 95
7. Maskan Bank ( Housin Bank) 42.7 153.7
8. Industr 8~ Mine Bank 266.4 298.4
9. A riculture Bank 208.2 396.2
Total of Trade Banks (rows 1 to 6) 133.5 3744
Total of S ecialized Banks (rows 7 to 91 517.3 848.3
Sum total 650.8 4592.3
Souice: Approved in the extraordinary assembly of banks daied 24~11~1371 l12 February
1992).
Note: All banks' have re-evaluated their capital in Iran I19911
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5.8.1 Solvency and Fragility of Banks in Iran
Using respective ratios, given the socio-economic and prevailing political

conditions, demonstrate that difficulties of banks stem from inefficiency of

supervision and solvency as follows:

- Banks' sustained losses in the years credit ceilings were applied, has been

the result of policy making. In other words, in one part the existence of

obligatory facilities and from another part, application of the policy of

allowable credit limit as well as the generation of the surplus of the

compacted resources of the banks, have intensified the problem of

declining of the banks' profitability.

- Increase of over due and bad debts of banks from one part indicate the

granting of credits without collection of collateral and without reviewing

the solvency of collector, and from another part, shows the insufficient

endeavor of the bank in the collection of its credits. Banks managers

should apply their supervisory power in this regard.

- According to the bank circulars, violators should be warned against wrong

doings.

- The fact that the ratio of Row 13 (as explained in the section of bank

fragility in Iran Table 19) is low indicate that the banks due to theír lack of

commercial and manufacturing specialization, avoid getting involved in the

technical affairs of projects and are more inclined towards transactions in

which the least amount of profit accruing to the bank, is known in

advance. The principle of attorney and client relationship between banks

and client, the implementation of which is not practically noticed, should

be highlighted. To create a balance between efficiency and risk, it is

necessary that between the credits, the profit of which depend on

economic conditions and the credit, the profit of which is determined

before hand, a balance should be brought about. In this case, the ratio of

facilities the profit of which depends on the economic conditions to the
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whole of facilities may be used as a criterion for reviewing the risk

variations as well as the profitability of the bank. At the moment, due to

the ingenuous execution of Modarabah and civil partnership contracts,

facilities profits in the framework of direct investment and legal

partnership shall only depend on economic conditions.

5.8.2 Financial Instruments and Solvency Regulations
The use of financial instruments as well as solvency regulations for Iran are

characteristic of systemic crises since governments and C.B. must respond to

widespread illiquidity, given what has already been said in this regard.

Financial instruments can be defined as immediate rescue measures, which

instantly improve bank balance sheets and involve direct financial transfers.~ ..
Financial instruments and solvency regulations aim at improving asset quality,

boosting liabilities or directly raising capital, all of which improve bank balance

sheets and help the bank, to return to solvency~~~.

While unavoidable during systemic crises, the use of instrument involves
:i
some risks, which must be carefully managed, because of the important

solvency regulation element of "throwing good money after bad". Financial,
instruments do not describe the underlying causes of weakness of the banking

sector or of individual banks and therefore not sufficient to restore confidence.

To ensure market conformity, solvency regulation must hence be linked to

other operational and structural measures addressing the underlying causes of

bank instability and insolvency.

'~~ Financial instruments may have structural implications. For example, in 1986, in the
Philippines, two major banks were recapitalized and downsized by 54 and 84 percent
respectively. As a result, these banks' previous market share of close to 50 percent of banking
assets was sharply reduced and the structure of the banking market changed significantly.



Financial Supervision in Iran

Table 21 - Instruments of Systemic Bank Restructuring
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T e of Re ulations Exam les
Financial: Central Bank liquidity support

State guarantees
Immediate financial support to banks State support (bonds, grants, loans, etc.)

Private e uit and bond in'ections
Operational: Additional capital

Changing management
Improving governance and efficiency More efficient stafting and on-the-job trading

Balancing
Facilitate ent for re utable forei n banks

Structural: Closure
MergerJsplits and downsizing

Restore competition Asset management; debt restructuring
Privatization
Enter rise restructurin

Market-based instruments should be implemented and monitored by a designated lead agency
and supported by measures to improve the accounting, legal and regulatory environment.
Source: International Monetary Fund, (19981, Maret-Based Policy Instrumenis for Systemic
Bank Restructuiing. Washington, Working Paper, 113, August, pp. 8-9.

As it was stated earlier regarding the review of the safety ratios of the

banks, one may say that ail kinds of the normal banking risks in Iran have

been reviewed in the theoretical sector (method of indirect supervisionl, which

is one of the grave shortcomings in the Iranian banking.

As it is noticed in the section entitled "Measurement of Bank Risks" in this

chapter, according to both Tables 18 and 15, the ratios of capital account to

bank's assets from 1996 onwards, has reached less than 3 percent. Likewise,

the ratio of reserves to the granted credits in the commercial banks has corne

down to less than 3-4.4 percent. These ratios show that the banks

supervisory authorities in Iran should pay special attention to the above-

mentioned ratios. In order to achieve confidence in the financial liquidity of

banks, it is necessary that the credit, interest, and liquidity risks be looked into

and checked in the banking and financial institutions of Iran. A special control

also has to be exercised on the bad credits so that bank is guarded against the

moral hazard of some of their clients.

In general, it is believed that CB is often the first agency that individual

banks turn to when liquidity problems arise. To return to solvency, bank
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restructuring instruments shown in table 21 may be used: Financial

inatruments that address immediate problems, and generally involve a direct

financial transfer to banks; operational instruments that deal with governance;

and finally structural instruments that focus on restoring open competition and

soundness. In the end, appropriate instruments mix as shown in table 21 will

address immediate as well as underlying structural problems.
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6.0 Outline
On examining the research carried out, one may note that the monetary and

financial markets in Iran have undergone certain changes, particularly in the

years after the revolution. This means that over and above the existence of

the monetary and banking law as well as the Islamic Banking Law, the five

year development plans and the annual plan and budget laws, set down

certain obligations for the country's monetary policies and the Central Bank of

Iran. Consequently, this has resulted in the enhancement of restrictions such

as quota arrangements for credits and foreign exchange among the economic

sectors and sub sectors. Monetary policy planners, either the Currency and

Credit Council (CCC) or the Central Bank, have applied many rules and

regulations for the country's banks. In Iran, banks and banking, insurance,

large pension f~nds, as well as policy makers of the capital markets have

become government affiliated, and the system for running banks have become

vigorously government-oriented and non-competitive. Money market seriously

depends on government and is run on a centralized basis.

Before the revolution, government as well as the private sector depended

seriously on the foreign exchange revenues. After the revolution, interest rate

as a monetary tool, which plays a role in the monetary and fiscal policies of

other countries, was eliminated in the process of decision-making. It was duly

replaced by tha "partnership rate of profit" and the added value of each

activity up to the end of realization of any contract and services. During the

year, payment of profit to depositors and collection of profit from the banking

partnerships are made. At the end of each year, the bank's operational profit

in addition to the investments' profits of the economic enterprise are

calculated and become finalized subject to the approval of the CCC as well as
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the High Council of Banks.

The imposed war, serious economic sanctions, drop of capital and

manpower productivity, and emigration of specialized personnel to the

western countries had made a havoc to the economy. National currency was

weakened, double-digit inflation rates were prevalent, and finally the rate of

unemployment, due to the galloping population increase in the early years of

revolution, exceeded the standards.

In the recent years, due to the contractionary monetary polícy of the

central bank, the rate of unemployment has mounted to 16 percent.

Manufacturing units are seriously suffering from the problem of illiquidity; and

collateral to submit to the banks for the safe return of credit facilities has

made the cost of borrowing higher. Likewise, due to the enhancement of the

citizens' political common sense and the increase of the literate people in the

country, particularly at the university graduate level, the general publics' level

of expectation has been sensibly increased. Considering the ever-increasing

fevel of inflation, the rate of saving and investment has fallen compared with

the early years of the revolution. Hence, under such circumstances, the

monetary aggregates (M0, M1, M21 in the early years of the first and the

second development plans have increased drastically. By the end of 1999, the

amount of liquidity has stood at 184,000 Billion Rials, gross domestic product

(GDP) at 376,050 Billion Rials, and the general state budget relating to

government and government-affiliated companies has correspondingly reached

276,215 Billion Rials.

It is notable that various factors have affected the Iranian economy. They

included severe overlapping of monetary and fiscal policies and the lack of

development of the capital market as we11 as the severe "politicization" of the

economic decision-making process. Considering the above-mentioned facts

and other factors reviewed in this dissertation, the following recommendations

are hereby put forward.
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6.1 Monetary Authority and the Central Bank of Iran

6.1.1 Summary

Any study of the monetary and financial system in the Islamic Republic of Iran

-- and its evaluation -- must take note of the unusual events in the last 21

years. Since the revolutiori, Iran has had several extraordinary experiences,

including:

1. Massive nationalization and expropriations including the banking system,

insurance artd 'heavy industries.

2. Substantial capital flight from the financial system.

3. Freezing of Iranians' foreign assets in the United States, which partly

served as reserves.

4. Selected sanctions against Iran's exports and imports and financial flow.

5. Alterations in economic policies, including a switch from an import

(substitution) policy during the first decade to export-promotion policy

during the second decade.

6. Implementation of structural adjustment programs (SAPs) including

attempts to rationalize the price system, reduce budget deficits, cut

subsidies, initiate privatization and move towards a single-exchange rate

regime.'

At the core of Iranian monetary and financial system is the Central Bank of

Iran or Bank Markazi Jomhouri Islami Iran (BMJIII, which has a dominating

effect, by the extent of its multiple activities and the relative size of its

assets.2 The rr,agnitude of the central bank is equal to over 50 percent of the

combined assets of commercial banks and is almost equivalent to the total

amount of claims on the non-public sector.

' But in implementation, Iran did not succeed in the SAPs, partfy due to the aforementioned
events.

z The government of Iran owns shares of the central bank. Moreover, after Revolution the

~~~]
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Its activities include not only the supervision3 and regulation of banks but

also direct lending to government enterprises, supefSlsing and regulating the

affairs of the Tehran Stock Exchange, and even part ownership of the National

Investment Company of Iran.

In fact, the Central, Bank is so important that the Governor of Iran's Central

Bank sits in the government Cabinet. In order to comprehend this key role, in

Chapter 1 it was necessary to examine the legal and operational status of the

central banking system in Iran. Four important pieces ,of legislation form the

legal status of the present situation of the Iranian banking and the central

banking system:

- The Monetary and Banking Law

- The Nationalization of Banks Law

- The Law on Usury (Interest) Free Banking Operations

- The Administration of Banks Lawa

The Monetary and Banking Law ("the MBL"), which is the patriarch of all,

is divided into three parts. Part I deals with the currency, part II with Bank

Markazi Iran and part III with banking in general. This chapter was concerned

with Part II of this Law as it relates to the central banking scheme.

Additionally, the Usury or Interest-Free Banking Operations (IFBO) Law, which

is ihe most imperative modern Islamic banking legislation passed after the

Islamic Revolution.

According to the Monetary and Banking Law (MBL), passed in 1972, the

Central Bank is the authority responsible and accountable for the monetary

and credit system of the nation. According to this Law, Bank Markazi Iran is

government has become a monopolist and the "biggest employer" in the Iranian economy.
3 As it is covered in Chapter 5, the Bank Supervision Department independently supervises banks,

credit institutions and insurance companies. But, practically, this Department is under the
Central Bank's authority.

" The new law of Financial and Credit Associations or Saving 8~ Loan Associations was also
reviewed in this Chapter 1. Furthermore, due to the importance of the Islamic Banking in Iran,
the corresponding Law was translated and appears in the Apoendix to Chapter 1.



Summary and Recommendations 451

the responsible organ for the formulation and implementation of the monetary

and credit policies with due regard to the general economic policy of the

country. At the same time, the objectives are "to maintain the value of the

currency and equilibrium in the balance of paymenis, to facilitate trade

transactions and to assist in the economic growth of the country".

On the other hand, the Currency and Credit Council (CCC) is the most
important organ of the Central Banking in Iran. It is the monetary-policy
maker of the country. The functions of this important body includes the
determination of monetary growth, determination of credit rationing to various
economic sectors, determination of the banking system's deposit profit
(interest);. ra4~s, determination of the banking system's profit (loan) rates and
credit, artd investment facilities. In addition, CCC also determines the legal

reserve ratios of the banking system as well as governmént bond distribution.
CCC's membership consists of the Economics and Finance Minister, Central

Bank Governor, Managing Director of the Plan and Budget Organization,

Attorney General (or his first deputy), two "Economic" Ministers (such as

Industry, Agriculture, subject to approval of the Cabinetl; one banking expert

as a representative of the President of the Republic; Director of the Iranlan

Chamber of the Commerce, Industry 8~ Mines; Director of the Chamber of

Cooperatives and two Legislative Deputies from "Majlis" (from the Plan and

Budget as well as from the Economics and Finance Committees) as non-

voting members.

Central Bank and CCC directly intervene in the credit market. Every year,

the Budget Law, which is proposed by the Plan and Budget Organization (PBO)

and ratified by the Majlis, determines an overall "ceiling" of credits for the

Iranian government, public corporations and agencies. In implementation of

the said ceiling, Bank Markazi (Central Bank) approves all credit facilities to

the government, its public enterprises and agencies, whether the credit is

extended by the Bank itself or by other members of the banking system.
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7he loan rates are also set by the Central Bank in coordination with the

CCC on the basis of "Islamic Contracts," which differ across the sectors. The

reason for diversity and divergences has nothing to do with, for example,

demand or comparative advantages of the country. In the First and the

Second Five Year Development Plans which both emphasize growth in the

agriculture sector, subsidies are apparent in this sector. In turn, the trade and

service sector is "penalized". Given the housing situation, this sector also

receives a priority in rates.

The CCC plays a significant role in monetary policy makíng in Iran, thus

reducing the independence of the Central Bank in practice. The role of the

Council is to consider and decide upon the general policy of the Bank and to

supervise the monetary and banking affairs of the country. Recently, the

Central Bank and CCC have been concerned with liberalization of the Iranian

monetary and financial system.

Accordingly, the Central Bank is concerned that a rapid liberalization of

rates of return on bank assets and liabilities in a high and unstable inflationary

environment may cause more instability in the economy. Therefore, it is

thought that the liberalization of rates of return on bank balance sheet items

has to be synchronized to reduce its impact on bank margins. But without the

large pool of non-profit bearing deposits accounting for about 50 percent of

deposits in commercial banks, bank assets earning the average controlled rate

of return would not yield a sufficient gross profit margin when the cost of the

high legal reserve requirements is taken into account.5

~ Bringing deposit rates closer to the inflation rate would require a

compensating increase in the rate of return on bank assets through a

reduction in bank reserve requirements and a liberalization of rates of returns

on bank loans. Otherwise, a significant shift toward profit bearing deposits as

5 Iranian banks have invested heavily in new and ongoing projects and have made sizable "capital
gains". The sale of these assets compensates banks for their operations Icss.
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experienced in other countries would rapidly erode the banks' earning

capacity, and, in terms of capital adequacy, would render unsustainable their

current growth rate.

The first chapter then focused on the issue of central bank independence

as ref.lected in its theoretical underpinnings, types of independence and the

determinants of independence within a brief--yet comprehensive--survey of

literature. For demonstration purposes, we submitted that three categorv of

determinants best illustrate the results of our survey of

literature.

1. The Theoretical Determinar)ts

i. Time-Inconsistency Predicament

ii. Sargent and Wallace Paradigm

iii. Public-Choice Argumentation ~
2. The Independence Determinants

i. Policy Supremacy

ii. Financiallndependence

iii. Personnel Autonomy

3. The Determinants Categories

i. Debt-cum-Inflation Opposition

ii. Financial Supervision

iii. Political Instability.

the recapitulated

In the Independence Determinants, the following were defined:

i. Policv supremacy refers to the tactical prerogative conferred upon the

central bank in the formulation and the execution of its main function, the

monetary policy.

ii. Financial indeaendence is the ability provided (either directly or indirectly) to

the government to finance its own expenditures through the central bank

credit.
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iii. Personnel autonomv or staffing independence refers to the authority of the
ruling government in appointment procedures. It is notable that the bank

governor is the special focus of this domain.

Although we have proposed three categories of determinants, it needs to

be mentioned that there could, of course, be a variety of other factors

involved. Therefore, a categorical representation by Eijffinger and De Haan

(199018, as interpreted by the author, was used in our analysis. Along the

same line, it can be suggested that three general categories of determinants

including ( i) Political, ( ii) Economic and ( iii) Financial exist. With this view in

mind, a sundry of variables could be pigeonhoted into these three broad

categories, such as follows.

i) Political Determinants

i-1) Party Polítical Instability

i-2) Regime Political Instability

i-31 Left-Wing versus Right-Wing Governments

ii) Economic Determinants

ii-1) Fluctuations in Output Growth ( NAIRU)~

ii-2) (Very) Long-Term Inflation

ii-31 Inflation Compensation of Employees .

iii) Financial Determinants

iii-1) Financial Opposition to Inflation

iii-2) Government Debt Ratios

iii-3) Banking Supervision

iii-4) Universal Banking

The political-independence indicator focuses on appointment procedures for

s Eijffinger, S.C.W. and J. De Haan, (1996), 'The Political Economy of Central-Bank
Independence', Special Papers in International Economics, No. 19, May, Princeton University.

' NAIRU is non-accelerating inflation rate of unemployment
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board members, the length of inembers' terms to office, and the existence of

the statutory requirement to pursue monetary stability. Their economic-

independence indicator considers the extent to which the central bank is free

from government influence in implementing monetary policy.

Table 1 compares vacious aspects of the monetary systems in eighteen

different nations with fhose of Iran's central bank according to eight elements

of political independence, respectively, and the seven elements of economic

independence according to Grilli, Masciandaro and Tabellinie. By this "political"

measure, while according to the Iranian laws the Central Bank of Iran is

roughly only half-independent as compared to the Deutsche Bundesbank, it is

more independent than the aggregate of 18 developed countries (3.00 to

2.89).9 In terms of "appointments" it falls way behind, but in its "relationship

with government" and the "constitution" measures, it performs better.

e Grilli, V., D. Masciandaro, G. Tabellini, ( 1991), Political and Monetary Institutions and Public
Financial Policies in the Industrial Countries, Economic Policy, 13, October, pp. 341-92.

9 The 18 developed countries whose data and measurement are available are as follows: AustralFa,
Austria, Belgium, Canada, Denmark, France, Germany, Greece, Iretand, Italy, Japan,
Netherlands, New Zealand, Portugal, Spain, Switzerland, U.K. and the U.S.
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Table 1- Frequency of Observing Political Independence of Central Banks in
18 Countries According to Grílli, Masciandaro and Tabellini (1991) and a
Comparison with that of Iran's Central Bank

Relationship
Appointments with Constitution Average

overnment
Countries (1) (2) (3) (4) (5) (6) (7) (8)

Aggregate of 18
Countries 0.06 0.44 0.1 1 0.28 0.44 0.39 0.56 0.44 2.89

I.R. of Iran 0 0 0 0 1 0 1 1 3
Notes:
1.The measures for the Aggregate" of 18 countries are the frequency of observing "1" if the
answer is true" and "0' if the response is incorrect. In other words, in this table each column
refers to a differeni attribute perceived by GMT. The numbers of the fiequency of observing a"1 "
or positive response" which indicates that tire country under inquiry in fact owns thai atiribute.
2.The following criteria are used in the GMT (19911 approach:
1. Governor not appointed by government,
2.Governor appoiníed for longer than 5 years,
3.All the Board not appointed by government,
4.Board appointed for longer than 5 years,
5.No mandatory participation of govemment representaiive in the Board,
6.No government approvalof monetary policy formulation is required,
7.Statutory requirements that central bank pursues monetary stability amongst its goals,
B.Legal provisions that strengthen the central bank's posítion in conflicts with the govemment are
present.
3.The figure for the Islamic Republic of Iran is determined by the author on the basis of Central
Bank relevant data primarily based on Monetary and Banking Law of Iran 11972).

In terms of Central Bank economic independence, the autonomy of a

central bank in choosing the instruments of monetary policy is described by:

(i) the influence of the government in determining how much to borrow from

the central bank; and (ii) the nature of the monetary instruments under the

controt of the central bank. If the government can influence the quantity and

the conditions on which it borrows from the central bank, it also influences

the creation of monetary base and lessens the economic independence of the

central bank. Viewed this way, economic independence can be described

according to Table 2, and compared with Iran's Central Bank economic

independence in a similar manner. By the frequency measures, Iran's central

bank is less economically independent than the average of 18 countries (3 to

4.72). It especially does worse in directed credit to the government,

participating in the primary market for government debt instrumenTs and
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performing supervisory function in addition to monetary policy.
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Table 2- Frequency of Observing Economic Independence of Central Banks in
18 Countries According to Grilli, Masciandaro and Tabellini ( 1991) and a
Comparison with of Iran's Central Bank

Monetary financing of Budget Monetary Average
deficit Instruments

Countries (1) (2) t3) (4) (51 (61 (7)
Aggregate of 18
Countries 0.39 0.50 0.67 0.89 0.56 0.94 0.78 4.72

I.R. of Iran 1 0 0 1 0 1 0 3
Notes:
1. The measures for the Aggregate" of 18 countries are the frequency of observing "1 " if the
answer is true" and "0" if the response is incorrect. In othei words, in this table each column
refers to a different atvibute perceived by GMT. The numbers of ihe fiequency of observing a"1 "
or positive response" which indicates that the country under inquiry in fact owns that attribute.
2.The following criteria are used in this table according to GMT (19911:
1. Direct credit facility: not auiomatic,
2. Direct credit facility: market interest rate,
3. Direct credit faciliry: temporary,
4. Direct credit facility: limited amount,
5. Centra! bank does not Participate in primary market for public debt,
5. Discount rate set by central bank,
68~7. Banking supervision not enirusted to the centra!-bank or not entrusted to the central bank
alone. Overall indez of economic independence Ibeing ihe sum of the asterisks in columns 1-71 is
computed in the lasi column.
3.The figure for the Islamic Republic of Iran is determined by the author on ihe basis of Central
Bank relevant data primarily based on Monetary and Banking Law of Iran (f9721, the annual
Budget Laws and the Five year Development Plan Laws (for various yearsl.

The Governor of the Central Bank can refuse to expand money supply in

excess of annual budget requirements ratífied by the legislature (Majlis). In

case of a conflict, there are provisions in Monetary and Banking Law (MBL)

which strengthens Governor's position. In practice, sometimes the conflict is

resolved within the government. Furthermore, the government is obliged to

ask for the approval of the Majlis for excess expenditures over revenues in the

next year's budget.

In terms of overall central bank independence, Tab1e 3 sums up the

measures of central bank independence. It presents four measures of central

bank independence, as developed by Alesina (1989), Grilli, Masciandaro and
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Tabellini ( 1991), Cukierman, Webb and Neyapti ( 1992), Cukierman ( 1992),

Eijffinger and Schaling 11993) and Eijffinger and Van Keulen ( 1995)'0.

With regard to Alesina's index, Iran's central bank ranks at the minimum. In

regards to GMT, it ranks lower than the average, but does better in terms of

political index of independence. In terms of Eijffinger and Schaling's 11996)

index, it is also at the lower end. With respect to Cukierman's Index (LVAU1,

the Central Bank of Iran has a higher than average degree of independence.

Table 3- Aggregate Legal Indices for Central Bank Independence and
Comparable Measures for the Central Bank of Iran

Alesina Grilli, Masciandaro El~n9er Cukíermanand Tabellini Schalin
Non-weighted Average of 18 2 15 7.61 3.21 0.37countries
Maximum 4 13 5 0.68
Minimum 1 3 1 0.14
Standard Deviation of 18 Countries 1.33 3.02 1.46 0.18
I.R. of Iran 1 6 2 0.43
Notes:
1. Aggregates are non-weighted averages of 18 developed countries mentionedpreviously.
2. For GMT (1991) column, the figure is the sum ofpolitical and economic independence.
3. The figure for the Islamic Republic of Iran is determined by the author on the basis of Cenva!
Bank relevant data primarily based on Monetary and Banking Law of Iran f19721, lnterest-Free
Banking Operations Law (19831, the annual Budget Laws and the Five Year Development Plan
La ws (for various yearsl.

We also examined the turnover rate of the Central Bank governors as a

statistical proxy of independence. This issue is based on the postulation that

a higher turnover of central bank governors could be interpreted as a lower

level of independence~~.

~o Alesina, A., (19891, Politics and Business cycles in Industrial Democracies, Economic Policy, No.
8, April, pp. 55-98. Cukierman, A., (1992), Central Bank Strategy, Credibility and
lndependence: Theory and Evidence, MIT press, Cambridge. Eijffinger, S.C.Vb`. and E. Schaling,
(t993), Central Bank Independence in Twelve Industrial Countries, Banca Nationale del L:jvoro
Quarierly Review, No. 184, March, pp. 49-70. Eijffinger, S.C.W. and M. Van Keulen, (19951,
Central Bank Independence in Another Eleven Countries, Banca Nationale del Lavoro Quarterly

' Review, No. 192, March, pp. 39-83.
" Cukierman, A., S.B. Webb and B. Neyapti, (19921, Measuring the Independence of Central

Banks and its Effect on Policy Outcomes, World Bank Economic Review, b(31, September, pp.
353-98.
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Table 4 presents the aggregate average turnover rate of central bank

governors for a number of countries during the 1980s (for both developed and

developing countries) and compares the measures with Iran's central bank

turnover rates.

Table 4- Aggregate Turnover Rates of the Central Bank Governors and a
Comparison with Iran's Central Bank (1980-1989 Average Number of
Changes per Yearl

Count Tumover
Avera e Turnover Rate 0.36
Minimum Turnover Rate 0.10
Maximum Turnover Rate 1.00
Standard Deviation 0.25
Islamic Re ublic of Iran 0.40 ;
Notes:
1. Aggregate unweighted average of 19 selected developing countries is adapted from Table 3
of Cukierman, Webb and Neyapti (1992J.
2. The 19 selected countries are Thailand, Hungary, Honduras, South Afiica, Philippines, Israel,
Greece, India, Uruguay, Portugal, Pakistan, Turkey, Nicaragua, Holland, Venezuela, Singapore,
Chile, Brazil, and Argentina.
3. The figure for I.R. lran is computed by the author from the Central Bank Annual Reporis,
various years.

The turnover rate of Iranian Central Bank governor is a little higher than the

average rate of 19 selected developing countries implying that the

independence of Iran's Central Bank typical governor is a little lower than

these countries. Additionally, since various factors may have influenced Iran's

turnover rates during different eras, it may be interesting to measure the

Iranian Central Bank Governor's turnover rates during various periods. This

effort has been undertaken and it is reported in Table 5. Overall, the Iranian

governor's turnover rates do not seem to be "excessive" after the Revolution.

It relatively co:npares well with international standards. Interestingly, post-

revolution turnover rate is the lowest in Iranian history. The post-revolution

turnover rate is only half of the pre-revolution turnover rate. Therefore, it

seems that the independence of Iran's Central Bank in terms of governor's

turnover rate has considerably improved after the revolution.
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Table 5- Turnover Rates of Iran's Central Bank Govemors
during Various Periods IAverage Number of Changes per Year)

Courn Tumover
1950-69 0.40
1960-79 0.45
1970-89 0.55
1950-98 Tótat Period 0.41
1950-79 (Pre Revolution) 0.50
1979-98 (Post Revolution) 0.25

Note: The figures for I.R. Iran are computed by the author fiom the Central Bank
Annual Reports, 1951-99.

6.1.2 Recommendations
Given the clear evidence on theoretical and empirical grounds on central bank

independence, the question arises as to whether Iran's central bank is heavily

dependent and whether the nation should opt for more independence in

central bank. And, how should one go about achieving more independence--

without sacrificing growth and increasing investment--and through what

intermediaries? tn the meantime, it should be remembered that a country is

rewarded for stability once its central bank becomes more independent, while

there could be short-term disinflation costs of independence. Finally, it needs

to be mentioned that choosing central bank independence depends on the

politicians and the system's policy time horizon (discount factor). With longer-

term policy horizon, a nation would choose an independent central bank.

A few recommendations follow the stated theoretical and empirical

examinations presented in this chapter.

- Goals and Targets of Economic Policies

An economy must have long-term policy goals, which means amongst

others, price stability in the long run. It must also reduce inflation

expectations and keep the value of the national currency. Also, medium-

term goals must be planned in such a way that they target productivity

and growth in value-added sectors and enterprises.

- Governor's Selection and Term of Office
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It is recommended the President selects the Governor of the Central Bank

to be ratified by the Majlis for a term of 8 years-it would cover two terms

of Iranian presidency.

- A New Structure for the Currency and Credit Council

It is recommended changing the present structure of the Currency and

Credit Council (CCC). Its membership (numbered;seven) is recommended

as follows:

1.Governor of the Centrat Bank as Chairman: If the Governor is appointed

subject to the recommendation of the President of the Republic and the

approval of the Majlis, the Governor shall have the chairmanship of the

CCC instead of the Minister of Economics and Finance as well.

2.Attorney General (or his representative),

3.Economic and Finance Minister (or his representative),

4.One Majlis Deputy Ifrom the Economics and Planning Commission),

5.The Chairman of the General Auditing Organization.

6.One Minister from other economic sectors, to be proposed by the

President of the republic and approved by the Cabinet.

7.PIan 8~ Budget Organization chief executive.

The reason for our recommending the chairmanship of the CCC to be the

Governor of the Central Bank is the overlapping issue between the

monetary policy function and the functions of this Council.

- Development of the Securities Market

We recommend the establishment of a new Securities and Exchange

Council (SEC) due to the low capital formation in Iranian capital market as

compared to its financial institutions.12 In its organizational structure, its

membership could include the Governor of the Central Bank Deputy, the

12 It is estimated that only 2 percent of total (new) capital formation in Iran are generated in the
capital market. The rest is formed within the financial institutions. See Pourian, H., Capital
Market Analysis with Regard to Industrial Development in Iran, PBO and the Industry Ministry,
Tehran, 1993.
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Attorney General, the Head of Bank Supervision Department of the

Central Bank, the Tehran Stock Exchange General Secretary,

representatives of the security brokers and the Chairman of the General

Auditing Organization. Its chairman could be recommended by the

Economic Affairs and Finance Minister and ratified by the Cabinet.

- A New Deposit Insurance Scheme

It is recommended setting up a new Deposit tnsurance Scheme. It could

serve under the newly established Banking Supervision Board.

- Financia) Liberalization

It is recommended shifting from the current policies which has established

a"Repressed Financial System" (RFS). The country within these new

independent organizations would need to follow liberalization policies and

the unification of the exchange rate. The central bank's main function

within the new system would be to follow price stability -- as its first

priority -- with due regard to (long-terml high employment.

6.2 Financial Institutions in Iran: Bank-Based, Securities-
Based, Contractual-Based and other Non-Banks

6.2.1 Summary

Chapter 2 concerned a general taxonomy and theory of financial institutions,

credit rationing and asymmetric information. In this regard, the relevant

literature was reviewed, both in terms of theoretical foundation and

practicality of the financial intermediation process. In parallel, quantitative

performance of banking system was presented. Along the same lines, the

special attributes and the characteristics of the tranian lslamic (alias, interest-

or usury-free} banking and financial system were distinguished. In this

dissertation, proposed main distinctive components of bank-based (BB) and

securities-based (SB) systems were stipulated. In the same chapter, we briefly

introduced the importance and the functions of each institution, inclucing a
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comparative framework. Commercial banks, savings and loans associations,

insurance companies, pension funds, finance companies, unit trusts and

investment companies (open-end and closed-end), rating agencies, brokers

and dealers, and specialists (or jobbers) were described.

In recent years, much attention has been given to the issue of asymmetric

information and the related strategic market behavior of economic agents.

Recently, this new view has also been applied to the operation of the credit

market, emphasizing the issues of adverse selection and moral hazard resulting

in quantity adjustments on this market. Because of asymmetric informatíon,

the lender will be confronted with a heterogeneous group of borrowers, which

a riorí cannot be divided in various risk-classes. This means that the pool of

potential borrowers is completely different, manifesting itself in a different

chance of repayment of the loan. Analogous to Akerlof's "lemon's approach,"

a higher rate of interest (price of credit), applying to all borrowers, gives an

incentive to the high-qualified borrower to leave the market while the low-

qualified ones remain. In this way, the average degree of risk-aversion in the

remaining pool of potential borrowers will be lowered. Next to this so-called

adverse selection effect, a higher rate of interest will stimulate individual

borrowers to,undertake more.risky investment projects, with a higher default-

risk but with higher returns if these projects appear to be successful. This

incentive effe.ct is called moral hazard. In this chapter, the theoretical basis of

information,. :including asymmetry of information, the (pre-contract) adverse

selection and (post-contractl. moral hazard was reviewed.

To the contrary, the Securities-óased (SB) financial system (together with

its institutional framework), which itself is dominated by the sole Tehran

Stock Exchange and a handful, of closed-end investment companies, has a

size--measured in terms of annual trade volume--of less than 1 percent of the

Gross Domestic Product (GDP). Indeed, in the entire Iran's financial edifice,

banks are key players both in the money market and the capital market either
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direCtly or indirectly through their subsidiaries--for example, brokerage
companies. Problematically--in the view of this disSertation--the Central Bank

Governor supervises the banking system and heads the Security Council as
well. Along the same lines of problematic structural inefficiencies, the

Managing Director of the largest commercial bank of Iran (Bank Melli Iran)
presides over the Managing Board at the Tehran Stock Exchange.

This institutional and political interconnection generates inefficiencies,

interlocking flow of funds, conflict of interest and promotes adverse selection,

retarding the development of both money and capital markets. This makes the

transactions in the stock market non-transparent. Furthermore, the existence

of two interrelated complexitíes hinders the system efficiency:

1. The current Repressed Financial System (RFS1,13 and

2. As yet developing and under-developing Islamic Financial 5ystem (IFS)

Before the Islamic Revolution of 1979, Iran had 35 banks with a mixture of

government and private ownership. After the revolution, all banks were

nationalized and a number of formally private sector institutions were merged

into government-owned operation. Within a few years, the entire system was

reduced to only 10 banks, 6 commercial banks and 4 specialized banks. In late

1983, the "Usury-free Islamic Banking Operations Law" was passed. This law

forced the banks to make a radical change towards an "interest free" financial

system. This Islamization of the banking system has caused the banks to

adjust their operations and attempt to replace all interest-driven transactions

with a complex series of service charges, commissions and investment profits.

Due to credit rationing, the loan portfolios of the commercial banks are

skewed towards certain economic sectors as a resutt of directed credit

regulations promulgated by the Central Bank.

13 "Repressed" ín the sense of Gurley-Shaw-McKinnon approach. Especially, see, Gurley, J. and
Shaw, E., (1955), Financial Aspects of Economic Development, American Economic Review,
pp. 515-538.
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Table 6 is a representation of the taxonomy and also pigeonholes the

current financial institutions in Iran.

Appointments of senior bank managers are generally made by the Central

Bank, whose governor enjoys high power. The low salary for bank managers

and the excessive number of bank employees relative to the size of bank

assets are symptoms of the high degree of direct government involvement in

bank management. Two of the five largest commercial banks (Melli and

Sepah) have been ~tate-owned for more than seventy years and have

developed a special cor.Rorate-bank culture as state-owned enterprises. These

enterprises tend to vperate under a highly centralized structure that maintains

a close tie with the government. The three other commercial banks are

amalgamation of several private banks that were nationalized in 1979. Thus,

none of the Iranian commercial banks operated as a rip vate corporate entity.

In nominal terms, the banking system's asset growth has been impressive.

From 1981 onward, it has increased by a factor of over 20. However, in real

terms {using GNP price deflator), banks' assets have been flat until 1988,

slowly moving up during the first half of the last decade but then becomíng

stagnant. The ratio of capital to total asset has also done poorly until 1990.

This ratio has declined from 5 percent in 1980 to an estimated 0.5 percent in

1990. Afterwards, mostly due to the revaluation vf assets, this ratio has

improved. At the present (1998-991, this ratio stands at 2.7 percent.

Today, Iranian banks operate under a non-competitive nationalized system

in which they are heavily controlled by the Central Bank policies. Credit i9

allocated and negative real interest rates (limits on authorized investment

returns) are imposed on both deposits and loans by the Central Bank as part of

the centralized planning process. Over the years, banks have been effectively

decapitalized through a combination of operating losses, inflation, and

currency devaluation. We highlighted the balance sheet position of the five

main Iranian commercial banks as of 1998199 (the last accounting period for
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which complete fínancial data for each institution has been available). An

analysis of these reveals a number of interesting facts and weaknesses within

the commercial banking system.

This chapter compared the Iranian banking system with the comparable

international institutions. However, it is readily explainable that there are

various constraints set on this kind of comparative study. First, is the lack of

updated data for various countries, which can be compared with the Iranian

financial institutions. Furthermore, due to different accounting standards, any

comparison may have serious problems. Moreover, different practices as well

as regulations make financial environments largely heterogeneous.

Table 6- Financial Systems and Institutions in the Islamic Republic of Iran

Commercial Bank Melli Iran, Commerce Bank, Sepah Bank, Mellat Bank, Bank
1- Bank-Based Banks Saderat, Bank Refah Kar aran
System Specialized Bank of Industry 8i Mine, Agricultural Bank, Export Development

Banks Bank, Housin Bank
Insurance Iran Insurance, Asia lnsurance, Alborz Insurance, Dana InsuranceCom anies

Radio 8~ TV Pension Funds, Oil Pension Funds, Jahad Pension
2-ContraCtU81- Pension Funds, Steel Industry Pension Funds, Civil Servant Pension Funds,

Funds Banks Pension Funds, Central Bank Pension Funds, Municipality
BBSed SyStem Pension Funds, Armed Forces insurance 8~ Pension Funds

Social Social Security Organization, Social Security OrganizationSecurity investment CompanyOr anization
3- Non-Banks General : Bon ad Credit 8~ Financial Institution

FinanCial
Nonbanks S ecialized : Financial 8i Credit Institution lin Buildin Affairs)

InStitUtÍOnS
institutions Qard-al-Hassaneh Funds, Credit Cooperatives

Behshar.lndustries Development Investment
4- SeCUritV- Listed Companies Co., Iran nationál Investment Co., Bank
Based Investment in Stock Exchange Sepah Investment Co., Alborz Investment

Iranian Industrial DèvelopmentCo.
FinanCial Companies ,

Investment Co., ...
SVStem Unlisted Social Security Investment Co., Shahed

~ ~ Companies Investment Co., Housin Investment Co., ...
Souice: As surveyed by the author and proposed by ihe taxonomy of this dissertation Isee Chp. 21.

Finally, any conversion of bank figures to a unique currency--such as the

U.S. dollar--given the various exchange rate systems--such as Iran's multiple

exchan~e rate--makes any comparison even more formidable. Given these



Summary and Recommendations 467

constraints, nevertheless we presented a brief comparative view.

In comparing Iran vvith its neighboring Persian Gulf States, Iran's number of

banks--which is only 10--is not totally unusual among these states. As data

reveals, Iran's number of banks falls at the lower end. Nevertheless, Qatar has

even fewer banks.

Iran's sectoral creàit allocation can be compared with other neighboring

countries as weli. The sectora) distribution ot credit is reported in Table 7. As

it can be seen from the data, Iran rations significantly more credit to its

industry and agriculture than the Persian Gulf States do.

Table 7- A Comparison of Sectoral Credit Allocation

Sectw Iran Gulf States
A ricuiture 21.0 0.8
Minin 8~ Mánufacturin 35.3 5.5
Consiruction 30.5 20.5
Trade 8~ Commerce 13.2 28.5
Financial Institutions -- 4.4
Personal -- 11.7
Government ` 6.9
All others -- 21.8
Source: Iran's data from Iran's Central Bank.G.C.C. data from Gulf
States Finance, Bahrain, 1986.
~: lian's sectoraJ allocation is not separated as such but the ratio of
private to government sectors, but generally is 60~40.

Finally, a comparative view of the structure of banks' balance sheets will

be useful. Given the comparability constraints already mentioned, in Table 8

an attempt is made to detect any parallel by comparing the structure of

balance sheets between Iran and its immediate Arab neighbors. The second

column in this table shows the loanldeposit ratio. Iran's ratio ~is at the lower

end. On the other hand, Saudi Arabia and Kuwait rank high--not necessarily

desirable in this situation. Surprisingly, if we include all regions' Islamic banks,

we see an astonishing 93 percent loanldeposit ratio! We believe the Intention

for high monetary expansion may be a reason for the high IoaNdeposit ratio.
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Table 8- A Comparison of Number of Banks

Coun Number of Banks
Bahrain 2g
U.A.E. 28
Kuwait 28
Saudi Arabia 20
Oman 11
Iran 10
Qatar 3
Source: lran's data fiom direci observations by the author
G. C. C.da ta from Gulf State Finance, Bahrain, 1986.

A capital adequacy measure (capital to assets) is also reported in the third

column of Table 9. According to this data, all otkler countries' banking

systems (except Qatar's) have a better capital adequacy ratio than Iran does.

With 12.81 percent, Saudi Arabia ranked at the top. At the other extreme is

Qatar's capital ratio. In comparison, the Islamic banks have 7.22 percent ratio.

Table 9- Structure of Balance Sheets (1)

(Percent)
Count Loan-De osit Ratio Ca ital-Asset Ratio

Iran 56 4.0
U.A.E. 48 6.4
Bahrain 54 15.5
Oman 61 8.7
Saudi Arabia 78 12.8
Qatar 48 1.6
Kuwait 77 5.1
Islamic Banks 93 7.2
Source: Iran's data computed by the author fiom individua! bank balance
sheets in lian. Other data from Gulf States Finance, Bahrain, 1986

The essential foundations of the Islamic Banking System is based on the

following principles:

- Establishing sovereignty of Islamic values

- Elimination of usury. One of the most important instruments for this goal

was the qard-al-hassaneh ( interest-free) deposits and loans.

- Establishment of profits in banking operations: Banks were considered

"trustee agents" in the utilization of funds on behalf of thc ~!zpositors.
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Setting up a deposit system based on new Islamic form.

Granting credit facilities according to new Islamíc contracts in the "right"

(production) direction.

Applying new monetary policies in accordance with Shari'ah.

Secure economic independence and self-sufficiency and establishing a

system founded on "social justice".

The attítude towards interest and profit underline the most important

elements of financial intermediaries in Islam and affect the policies and

functions of Islamic banks. Islamic finance replaces interest by a return

directly .obtained from investment activities and operations that generate

surplus wealth.

The fact that lslamic finances excluding transactions debt carry a fixed rate

of interest has meant that despite the freedom in designing contracts, certain

key financial instruments are absent. There are no corporate bonds and

treasury securities are merely claims on the government held by the

government owned banks, and are neither publicly traded nor sold to the

public.

Given the general provision of uncertain outcome, the banking reforms

after the revolution introduced a dozen of financial instruments or credit

facilities that are extended by banks to their customers. In general, two types

of common Islamic financial instruments can be distinguished: those, which

are characterized by the sharing of profits (and lossesl, and those in which

profit sharing is not applicable. The instruments in the first group include

mosharika (profit sharing), direct investment, and modarabah (trust sharingl.

Those in the second group include qard-al-hassaneh, installment sales and

salaf transactions (purchase with deferred delivery). Table 10 provides a list of

Islamic financial instruments and their application.
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Table 10 - Modes of Islamic Financing Operation in Iran

production Mosharika, hire purchase, salaf, installment sales, direct
'investment, modarabah, o'aleh, ard-al-hassaneh

Commerce Modarabah, mosharika, 'o'aleh
Services Hire purchase, installment sales, mosharika, 'o'aleh

Housing Installment sales, hire purchase, qard-al-hassaneh,
'o'aleh, direct investment

Personal needs Qard-al-hassaneh
Note: This table is based on Chapter 2 of this dissertation.

Discounting, that is, the purchase of debt is permitted as one type of credit

facility. Banks can discount documents and commercial paper of production,

commercial, and services units in order to create the necessary financing

facilities.

6.2.2 Recommendations
- Further research on Isiamic Banking is required. Since it is the first time

that Iran has applied the Islamic principles to all of its financial system,

few shortcomings can be overcome by more research and improvement of

the execution of the aforementioned principles, especially in the following

three sub-areas:

a. The issue of "risk" in Islamic Banking, a subject which has not been

dealt with sufficiently.

b. The problem of Moral Hazard in "participation" (Mosharika) principle,

which is the conversation of Islamic Banking.

c. More training for the bank personnel and the public as well, especially

as it relates to the allocation of funds through the "Islamic Contracts"

or facilities.

Rethinking of the ownership phenomena of banks, r,on-banks and

contractual institutions. The problem remains unresolved in Iran w~ether

government banking serves the goals and objectives of the country. The

pioneer theorists of the Islamic Revolution may have th~orized
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government "control through ownership". But ownership is not the only--

and preferred--method of bankir'tg system control. According to the area

of "corporate governance," with less than 10-15 percent of shares,

"control" of the said enterprise would be possible. Moreover, "controls'

which could be exercised by the Central bank (and other oversight

agencies), makes the method of "control through ownership" redundant.

- Therefore, we recommend privatization of the commercial banking system

of Iran14. Of course a period for restricting of banks' balance sheet would

be weeded to increase the value of banks and to increase their chance of

survival in the more competitive environment.

- In paralleJ~-the privatization in other sub-sectors of financial institutes--

including insurance companies and pension funds--is recommended.

- Until privatization of bank proceeds, more capital injection into banks is

required. As it was shown in this dissertation, Iranian banks suffer from

capital inadequacy as judged by Basle concordat principles and criteria.

- Financial institutions' laws in Iran are rather old and out of date. They

have not been reformed or amended through the years. Therefore, it is

necessary to amend them as to reflect the modern banking principles with

a global touch. Beyond laws, new and modern procedures and methods

are required within the Iranian financial institutions as well.

- Finally, Iran needs to stop its method of "allocate planning" which

inefficiently allocates banking system funds to various uses without strict

profitability and thus, repayment principles. Continuation of this method

has led to poor profitability and performance of banks and has greatly

increased the non-performing loans, making Iranian banks rather fragile.

'" Hopefully, the Council of Guardians recently allowed the establishment of private banking in Iran

(April 20001. Previously, it had allowed private non-banking as covered in this dissertation.
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6.3 Financial Markets in Iran: Money, Capital and Informal
Markets

6.3.1 Summary
Chapter 3 presented a detailed description and the structure ot the Iranian

financial markets, together with their peculiarities. This description covered

both the Iranian money market as well as the capital market, especially as it
relates to the Tehran Stock Exchange. In addition, due to the "repressed

financial" system prevalent in Iran, we needed to deal with the "informal"

financíal markets.

To understand the peculiarities of Iran's (formal) money market, reference

needs to be made to the Treasury and the Ministry of Economíc Affairs and

Finance: The Iranian Treasury belongs to and is directed by the Finance

Ministry, but it is operated by the Central Bank. The following are examples of

funds which are deposited into the Treasury Account: All foreign exchange

receipts, pre-sale of oil and other foreign exchange earnings, taxes, fees, all

other government revenues received such as economic operations' profits,

sale of Government bonds, income from foreign exchange operations through

dealings and income from the gold transactions.

What has become to be known as "bridge financing" in the money market

in Iran is rather interesting. In practice, bridge financing is more or less like a

discounting paper mechanism, which exists between the Central Bank and the

commercial banking system. If and when a bank falls short of its loan

obligations, the Central Bank acts as a"lender of last resort" by advancing

loans to the said bank. But this mechanism is different from discounting

paper in that there is no "paper" to discount. Indeed, this mechanism is an

advance to the banks for the loan obligations, which they have already made

to the private and public enterprises. The source of this bridge financing at the

Central Bank is the legal reserve and clearance accounts of the commercial
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and specialized banks kept at the Central Bank.

A second type of interbank facility exists in the Iranian money market,

which is related to the flow of funds from the commercial banks to the

specialized banks. Notable is that, most specialized banks are not deposit-

taking institutions, or--better--their deposits and allocation needs do not

match. The Agriculture Bank and the Industry 8~ Mines are two examples. Th~s

"interbank market" in fact is created and directed at large by the Currency and

Credit Council (CCC) and managed by the Centrat Bank. The CCC uses its own

peculiar formula and procedure in determining what amount of funds could be

allocated to the specialiaed banks from the commercial banks.

In addition to the amount of funds flow within this "interbank system," the

CCC also determines the rate to which the commercial banks are entitled to

receive from the specialized banks. The interbank rate is set at low levels and

currently is about 7 percent. The rationale for the CCC to reach this rate is

the belief that this rate should be below the "cost of funds" at the commercial

banks. But, of course, this CCC "pricing" reduces the "spread" of Iranian

commercial banks and damages their profitability, and eventually their capital

adequacy together with their growth.

In the capital market, the lack of instruments always has been an obstacle

to development and growth in Iran. In line with financial development and the

need for expansion of financial instruments within an Islamic "Shariah" setting

in order to finance the investment projects of the private as well as

government sectors, including municipalities, in 1995 the Central Bank

considered the viewpoints of the university faculty and practitioners with

regard to design of a new type of security. Later, the CCC issued a decree

about the new "participation securities". Consequently, the rules governing

the issuance of this new security were established by the Central Bank. The

Tehran Municipality issued the first series of this new security.

It was in May 1966 that a law was passed establishing a stock exchange
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in Iran. Primarily, the Stock Exchange Law deals only with the secondary

market for trading of listed securities through the exchange. It lacks

comprehensive regulations on the primary issues market, underwriting

activities, and definitions for the timely disclosure and dissemination or

relevant data such as a new issue prospectus or audited financial statements.

The current legislation does not address the important issues of insider

trading, takeovers, (minorityl shareholder protection, or enforcement

provisions. Nor does it deal with the more modern theoretical underpinnings

such as "adverse selection" or "moral hazard".

With the emergence of the Revolution, many changes occurred in Iran's

financial markets. Nevertheless, some other new laws indirectly encouraged

the expansion of the securities markets. For example, third article of the

Constitution of the Islamic Republic emphasizes the "participation" of the

public in their economic destiny. The other item is emphasized ín the

Constitution is non-centralized and distribution of wealth ( individuals and

government as well), which could be interpreted to indirectly emphasize the

admissibility of the market for securities.

Although in 1988 a jump in transactions vfias observed, the fourth quarter

of 1989 was a turning point in the growth of securities transactions. From

October 1989, which coincided with the execution of the First Development

Plan with regard to privatizing (non-strategic) companies to the public, the

stock exchange was reactivated.

Offering the shares of the Government companies was greatty welcomed

by the public. The increasing demand led to price jumps, which in turn,

increased motivation on the part of the public to invest in sharés.

But from 1991, the TSE management did not allow supply and demand to

match ( in~ order to avoid prices falling quicktyl. tn other words, the stock

exchange was ptagued by "shortism" in controlling share prices. In our

opinion, this myopic performance was enforced by the view ihat " daily risks"
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had to be reduced! Subsequent events including creeping inflation and the

abandonment of the unification of foreign exchange rates caused stagnation in

Iran securities activities. .

This stagnation continued up to August 1993. Since 1997 a sevére

"recession" has hit the stock exchange. Privatization is also planned in thé

Third Plan (2000-20041. But according to the judgment of this dissertation,

little can be seen in the Third Plan to reform and revive the bond or stock

market during the relevant period.15

The organizational structure of the Tehran Stock Exchange includes four

elements: the Stock Exchange Council (SEC), the Tehran Stock Exchange

Brokers Organization ("the TSEBO"), ihe Securities Acceptance Committee

("the SAC"1 and the Stock Exchange Arbitration Board (" the SEAB"). Stock

Exchange Council is the most important element and its functions include

ratification of regulations.

For the sake of better understanding the present status of the Tehran

Stock Exchange, few indices from the international exchanges were also

presented.

After commencement ot renewed activity of the Exchange, volume of

transactions of shares (except in 1991) has had a huge increase. Criterion of

the volume of transactions can be sought and examined under two induces:

(a) number of the shares sold and (b) amount of the shares sold. Table 11

illustrates the number and total amount of shares sold in the TSE. In 1990,

about 13 million shares of the listed companies have been sold in the Tehran

Stock Exchange. In 1994, the number of shares sold has reached to about

150 million shares. Share transactions in the Tehran Stock Exchange have

increased substantially since 1996. After a decline in 1997, currently, 1

billion is sold.

16 Third Economic, Social and Cultural Five Year Development Plan of Islamic Republic of Iran:
2000-2004, PBO, Tehran, 1999.
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Index of the volume of transactions has also been calculated in the third

cotumn of Table 11 As it can be seen, this index from the base year

(1990 - 100) has increased beyond 6700 by the end of 1996 and 7300 in

1998. The related volume of transacted shares has been also increasing. In

1990, only about Rls 65 billion worth of shares was sold. But in 1996 nearly

4400 billion have been transacted. In 1998 the comparable figure stands at

Rls 2300 billion. It is worthwhile to mention that due to the great increase of

share prices in recent years (except in 19971, all previous records were

continuously broken.

The index of the volume of transacted shares has been calculated in the

column before last in the same table. This index increases from the base year

(1990 -100) to close to 7000 by the end of 1996. But due to "recessions"

experienced at TSE, this index has been dropped to 3500 in 1998.

Table 11 - Number and Amount of the Shares Sold in the Tehran Stock Exchange

Year Number of Shares
in Thousand

Index of
Number Changes AmouM of Shares

In millíon Rials
Index of amount

of Sharea Changes

1990 13,314.3 100.0 243.396 64,678.3 100.0 480.7aro
1991 62,593.8 470.1 370.1 gb 478,325.0 739.4 639.4oIo
1992 49,756.4 373.7 -20.5o~O 354,600.3 548.2 -25.9o~O
1993 97,328.3 731.0 95.696 515,668.9 797.2 45.4oi6
1994 149,237.5 1,120.9 53.3ai6 793,399.6 1,226.5 53.9a~O
1995 432,138.4 3,245.7 189.696 1,880,568.3 2,907.2 137.OoIo
1996 901,767.7 6,772.9 108.79~0 4,381,782.2 6,773.8 133.Oo~o
1997 568,102.6 4,266.9 -37.096 2,151,900.0 3,326.8 -50.90~0
1998 981,571.6 7,372.3 72.8~0 2,271,000.0 3,510.7 5.50~0

Source: Complied f~om T.S.E., Annua! Reports ( 1991-991.

According to the available statistics presented by the Federation International

Bourse Valeur (FIBVI, among the 80 organized stock markets of the world~l

xerms of number of listed companies--the Tehran Bourse has ranked 24.

,Clearly, the number of listed companies in the Tehran Stock Exchange

compared with other cities is rather insufficient.

The TSE can be also compared internationally with regard to the volume of

transactións, which has been published by the Federation International Bourse
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Valuer. The data shows that (in 1993), Tehran volume of transactions stood

at 249 million dollars. In the same year, e.g., Kuala Lumpur's volume was at

155,130 million dollars while Seoul's comparable data has stood at 211,639.16

A review of the organizational structure of the TSE reveals that it operates

under a heavy and direct influence of several government agencies. The TSE

is formally under the management of the Tehran Stock Broker's Organization

whose board appoints the Secretary General and his management team.

However, the TSE is further controlled by five separate groups called councíls,

committees or boards with the Governor of the Central Bank as the Chairman

of both the Stock Exchange Council and the Acceptance Committee.

The net result of this organizational structure is a stock exchange

operation, which is relatively inefficient, heavily influenced by government

officials and subject to the direct impact of government policies and

directives.

Major uses of the informal financial resources are first and foremost in

short-term commercial or trade affairs. Traders--e.g., in the Iranian traditional

Bazaar--rely on this type of finances rather than apply to the banking system.

Sometimes these are also used to reduce income fluctuations or at the time of

emergency needs for personal needs. In production and industrial affairs,

these trends are not that much useable, because they are short-term and rates

are high.

In a field study by Central Bank regarding informal and semi-tormal markets

was examined. The result shows that about 53 percent of the sample have

participated and received loans in formal markets, semi-formal and informal

markets (refer to the previous classification in the same chapterl. The average

of the repayment of bank loans was more than 80 months, which indicates

that most of loan-takers of this group in the formal banking section were using

16 FIBV, 1994 and the TSE Annual Report, 1994.
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housing loan. On the contrary, short-term borrowers had only 18 months time

to repay their loans. But the estimation in this thesis suggests a larger size for

the informal market.

With the more attempts of the Central Bank in the recent years, statistics

of Tehran's informal market rates {and other cities of the country for

comparison) have been accessible. In Table 12 informal market's interest rates

in Tehran and the major cities of Iran in the year 1991, which is collected

through a survey, are shown.

Table 12 - The Informal Iranian Financial Market Interest Rate
(Tehran and Major Cities in 1991)

Cit Minimum Maximum Ran e
Tehran 3696 4296 696
Ardebil - 4896 -
Esfahan 4096 6096 2096
Ahvaz 369'0 7296 3696
Buro~erd 2896 3696 896
Tabriz 3696 6096 249ó
Rasht 35oro 6096 2596
Ororne eh 40ok 8096 4096
Zahedan 30~0 48~0 18~0
Zan"an 42oIo 6096 1896
Sari 2496 480~0 249ó
Shiraz 360~6 4896 1296
Ghazvin 30oro 42oIo 1296
Qom 3696 4896 1296
Kerman - 480~ -
Kermanshah 30~0 4096 1096
Mashhad 30~0 5096 209~0
Hamedan 4896 609ó 1296
Yazd 3096 45oi6 15`Yo
Avera e 30.8996 52.3796 16.42~0
Source: Compiled by the author from Ceniial Bank field study as reponed in
Pourian, N., "Tehran's Financial Markeis and Distribution System," Tehran
Municipaliry, 1994.

In this year, the minimum interest rate in Tehran had been 36 percent and

its maximum had been 42 percent. Its range is 6 percent. In the same year,

the lowest rate in the entire country was 24 percent and was common in the

city of Sari. The highest rate was in the city of Orumiah with 80 percent. The

highest range could also be observed in Orumiah. In this year, the avera;;e of
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the minimum was about 31 percent and the average of the maximum was

more than 52 percent.

6.3.2 Recommendations
Ratification of a new Security Bill. When President Khatami came to power, he

ordered improving the legal status of the capital market of Iran. Accordingly, a

group of financial and legal experts was formed under the auspices of the

Economics Affairs 8~ Finance Ministry, which drafted a Securities Bill. This bill

is concerned with the following parts:

a. Definitions

b. Establishment of a new Securities Board

c. The Primary Market

d. The Secondary Market

e. Inside Information and Price Intervention

f. Penalties

- Iran's financial system desperately needs new financial instruments. These

new instruments can include Treasury bill for the Iranian Government in

order to avoid relying on banking system credits (which this excess

creation is extremely inflationary). Instruments for the private sector

includes commercial paper (for short-term needsl and (long-term) bonds

(over 5 years)~~.

- With or without the ratification of the new Securities Bill, there is a need

for an "administrator" and a"mentor" for the financial markets in Iran -

separate from the Central Bank1e. The newly established Securities Board

will admini5ter the capital market (its structure was recommended earlier

in this Chapter).

" Currently, "Participation" securities (which were discussed in this dissertation) are the only
"debt" instrument available in Iranian financial markets.

te It is a recommended that currently because of a sort of "undevelopment" in Iranian Money
Market (including the banking systeml, the Central Bank focus it energy in this sector.
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- 7here is also a great need to reform the Tehran Stock Exchange (TSE),

whose relevant law is more than 40 years old. In this regard, especially it

is necessary to inform the structure of the managing board of the TSE.

Currently, the chairman and most members of this board are managing

directors of Iranian banks!

- Beyond the legal apparatus, it is necessary to eliminate a sort of

"shortism" which exists in the administration of the daily operation of the

TSE. Stock markets are based on supply and demand forces, and

interference with them greatly reduces the efficiency of the market and

increase the chance of "adverse selection", thus inhibiting the

development of the capital market.

- The flow of information needs to be increased in Iran, wíth an aim toward

"symmetric information" in financial markets. Schemes such as "inside

information" and "price interference" contribute to the lack of

participating in the securities markets. ,

- As we have repeatedly pointed out the "repressed" nature of Iran's

financial markets, it is necessary to gradually liberalize the financial

markets (through a set timetable, with contingency plans). Free short ànd

long-term interest rates, market entry, free licensing, liberatizing foreign

exchange79 are examples of the components of such a liberalization plan.

- Beyond industry level, there are several recommendations- in Macro or

Government level- in order to help in liberalization and the establishment

of an orderly financial market. They include:

a. Separating the budgetary operations of the Government of Iran from

the monetary operations20.

b. More financial discipline in Iran by the government including less

'~ Currently, the foreign exchange system is being gradually liberalized in Iran.
20 The Iack of this separation has been t5e reason for `debt monetization", which has been the

cause of inflatíon in Iran.
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"crowding out" of the private sector.

c. More transparency and accountability in government's economic-

financial apparatus and by the government officials.

. Iran's informal financial markets- as discussed in this dissertation- are

large and growing. Growth of these markets cause "disintermediation"

of funds from financial intermediaries and "drain" of funds from

financial markets. Thus, it is necessary to implement the foregoing

recommendations, which do help in rechannelling funds from informal

markets into formal ones.

6.4 Monetary Policy in Iran

6.4.1 Summary
One of the targets of development plans in the economy is the optimization of

the monetary and fiscal approaches (against the real resources) in a way that

at the end of each plan and the economic period, the value of each human,

natural, and material asset be enhanced to the maximum accessible stages.

Monetary and fiscal policies should be applied for the optimization purposes.

For selecting any kind of monetary and foreign exchange policy, Central

Banks should have its specific insight bases. The existence of an insight basis

enjoys priority from this standpoint that it specifies action and reaction

mechanisms in the national economy. Hence, instruments, which are chosen,

for conducting liquidity towards any of the three kinds of human, natural, and

material resources, actually depend on the approach of the central bank on

the nature of tf.e connections existing between the three assets.

One may identify a wide spectrum of insights in various economic systems.

In this dissertation, effort has been made so that the achievements of the

schools and mechanisms applied within the framework of monetary and fiscal

policies in the European, American, Anglo-Saxon countries as well as Japan

and some of the developing countries such as Iran, be pointed out. Half a
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century of banking experience and planning as well as monetary policy in Iran

has been dealt with other subjects such as two periods of banking and

implementation of monetary mechanisms and policies (before and after the

Revolution of 1979) as wetl as the execution of the free-interest banking law

sanctioned on 1983, and casting some glance on the western countries'

monetary and fiscal policies ín the past 200 years, have also been elaborated.

Taking a glance on half a century of planning experience in Iran from one

side, and the examination of the legal framework of planning from the other

(which has continued from the first plan period up to the end of the 5`~

development plan in the pre-revolutionary era) shows that the monetary

policies in the framework of development plans have not occupied a

significant place, and plans have been applied in the context of short term and

annual policies. In the Second Five Year Development Plan (after the

revolution), application of monetary policíes in the planning has been more

conspicu~us. In substance, such policies have focused further on the views of

the supporters of the monetary theory. However, there is a doubt on many of

the convictions prevailing in the two monetary policy applications of the said

two plans in iran.

In briei`, one may say that following the revolution and after the approval of

the "free-interest banking law of Iran" approved in 1983, the highest attention

is paid to the "Islamic Shariah" in the capacity of a school of thought;

following which, Islamic contracts were chosen as instrument and

intermediate targets of the monetary policy. Herrce, banks as the monetary

intermediaries were chosen, on the one side, as proxies of depositors, and on

the other side, became the stakeholders in the added value of the borrowers.

This Islamic school is now going through a"trial and error" process.

~In the said plans, one can understand easily that instead of choosing

geriuine monetary instruments, monetary authorities gained recourse further to

thé targeting (arbitraryl policies rather than the inductive onps. In the recent
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years, the shocks inflicted on the foreign exchange policy of Iran, brought the

monetary policy to the edge of inefficiency and impotency. It seems that for

optimization of the monetary mechanisms, a further study should be made for

the success or failure of monetary instruments. Lack of information has made

the relevant studies more difficult.
,

Traditionally speaking and at a time when sustainable development was not

believed to be an extensive and dynamic concept for all the world's

economies, this concept, at least for countries such as Iran that is endowed

with natural resources (such as crude oil) for their national development, has a

special meaning. In such economies, sale of the natural wealth was

considered as a source of finances for foreign purchases, and had a special

status in the national economies and development plans of such countries.

In the traditional planning, there existed difference between the monetary

and fiscal approaches stemming from the sale of natural resources and the

monetary and fiscal approach resulting from the traditional economic

activities. After the revolution, concepts such as the value of domestic gross

product (without the oil price) were formulated, while this concept was not

materialized in any shape and form in all the monetary and fiscal sectors. In

1970's decade, to show the pursuance of the monetary policy from the

budgetary policy of oil-rich countríes such as Iran, certain studies were made.

In such studies, the focus was the fact that since the government sells the oil

by way of monopoly, and deposits the revenues gained in the central bank,

against which the government obtains national currency. This control of

money stock in the economic system was used to be always in a very poor

state. Hence, the monetary policy follows the budgetary policy. It was under

such an understanding that the state economic planning was always

considered a subsidiary mechanism, the effect of which on national economy

was very limited. Increase in the oil revenues following the energy crisis

(1972) also heightened this manner of thinking.
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In the framework of the economic behaviors of the oil-rich countries,

another theory of de-industrialization (before the revolution) came about. In

such a climate, the focusing of foreign exchange caused the economic

behaviors to depend on "rent seeking". Such economies were called rentier

economies, and under such circumstances, the monetary policy played a very

minor role for bringing national economy towards competitive and profit

seeking.

Despite this, in all instances the monetary policies have negated and

ignored this role; and finally, such policies have been a factor for avoiding the

national economy to follow a dynamic development role. It is without

exaggeration that nowadays the monetary policies of the central bank not only

affect the rate of inflation but severely influences the real variables as well. It

is with this belief that Chapter 4 tries to evaluate the practical position of

monetary and foreign exchange policies in the country`s economic system.

6.4.2. Recommendations
To provide the appropriate infrastructure, it is necessary first to separate

responsibilities among the monetary and financial policies in order to increase

the efficiency of the capital market in Iran. Hence, it is recommended that:

- The Central Bank of Iran and the monetary authorities should become

more independent since the prerequisites of independence are the

accountability of the C.B.

- The capital market in Iran should be expanded. The monetary and financial

policy of Iran should be harmonized for strengthening the capital market.

At the moment, it seems as if they are merged into each other. Taxation

laws should be revised in a way that they may encourage investment. Iran

has much to gain by reforming its taxation system. To encourage private

sector development, the marginal tax rates need to be reduced further. At

the same time, tax exemptions and reliefs should be removed, or

substantially reduced, except, in the cases where rra~:et failure may
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justify them.

- It seems that upgrading the state banking along with current advanced

banking industry of the world, which meets, activity and responsibility-

wise, over 80oi6 of the banking sources, is in contradiction. Hence,

legislator, like his decision on assignment of foreign trade to the private

sector, may likewise transfer the activities of banking to a specialized anc;

committed private sector.

In the recent years, according to the decree approved on 1992, the C.B.

has been allowed to set up financial and credit institutions; however, such

agencies are unable to open deposit current account for their customers. In

Iran, the least expensive account, is the deposit current account. Due to this

reason, the financial institutions are unable to compete with the state banks.

According to the findings of this thesis, it seems that monetary institutions do

not enjoy the necessary efficiency, anJ that is why it is recommended that the

relevant laws and regulations should be revised.

A- Regarding the re-establishment of economic growth, regulation of money

market, insuring and supporting depositors as well as prevention of

transaction risks, the following measures in the context of short-term,

medium-term and long-term recommendations are made as follows:

1- To attain the long-term goals, it is required that the mandate of the

C.B. of Iran as well as that of the monetary planners in the money and

banking law approved in 1967 should be revised.

2- In the said law, C.B. ís responsible for maintaining the value of the

national currency. Due to this fact, the important responsibility of the

C.B. is the maintenance of the price stability .To maintain the rate of

the economic growth higher than the rates prevailing in the past

several years, the guidance of the monetary policy, in relation to the

stable economic growth, should be considered.

3- Due to the high rate of unemployment and the Fact that the manpower
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in Iran is young, it is recommended that the attainment to full

employment (relatively) should be considered as one of the

responsíbilities and goals of the C.B.

4- Supporting the sustainable capital development in the said law should

be emphasized as an executive obligation for the monetary policy

makers as well as the CB.

B- To generate, develop and strengthen the necessary instruments for

monetary policies, it may be necessary for:

1- CB to withdraw from the transitional banking and public ownership of

banks, supporting private banking, and follow up the transmission

mechanism of monetary policy as explained in this chapter.

2- Administrative structure of commercial and specialized banks should be

revised, and their fully experienced and specialized personnel should be

selected. Under such circumstances, personnei training will become

one of the most fundamental plannings of the CB.

3- To enjoy efficiency and profitability, banks are required to be free

themselves from quoting foreign currency regulations as well as from

the obligatory credit facilities. Re-engineering should be conducted in

the structure of banks, and the best men should be chosen to produce

the best output and services.

4- ti1aintaining the value of national currency mainly through the price

stability, reviewing and modifying monetary and banking laws and

regulations, as well as establishment of coordination between the

monetary, financial, and foreign exchange policies with those of the

trade policies.

5- Selecting and choosing optimum monetary and financial policies for

sustainable economic development and establishment of social justice

and welfare.

6- Problems of the Iranian banks in the recent years are the multiplicity of
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regulations and dírectives, as a result of which the scope of activities

of managers have been restricted, and typically their responsibilities

have been over lapped with those of C.B. Hence, a restructuring has to

come about between the banks and the C.B. Symmetric information

should be controlled by the BSD, and the banks' managers should be

empowered to generate incentíves for the repayment of loans of the~

Islámic contracts so that the efficiency of banks may be upgraded.

7- Due to the opinion of some of the Islamic jurisprudence, value of

money, as a commodity, during the depositing period and using it as a

credit facility, is depreciating over time. Hence, interest, up to the

amount of real inflation and compensation of the real costs of the

banks, as well as the loss of the its value, from the "Shariat" point of

view is allowable. If this approach is accepted, one may establish

interest rate as en instrument for credit mechanism between banks and

customers21.

6.5 Financial Supervision in Iran

6.5.1 Summary

Experience shows that there are many problems in the financial market, which

may lead the banks into bankruptcy. The great depression of the US was

probably the best-known example where failures together with an inadequate

response by the monetary authorities led to a prolonged economic crisis.

z' See, Aryan, H., (1993), The Impact of Islamization of the Financial System, Routledge, London,

pp. 70-155.
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Analysis of the ratios of a bank may give an indication of the failure or

success of a bank. Banks have to control and select the risks inherent in the

management of deposíts, loan portfolios, securities, and off-balance sheet

contractszz.

Lack of trust may cause depositors to withdraw their money. Apart from

this traditional run on a bank, a liquidity crisis can also occur owing to

illiquidity in money or capital markets. Doubt about the solvency of a bank

may lead to a shift in portfolios away from bank liabilities in favor of

government securíties or corporate assets. When such a doubt arises, Central

Bank comes to the rescue of banks. When this happens, it is a time for more

supervision by the Central Bank.

In some countries banking supervision is carried out by the central bank

whereas in others this task is performed by another institution, sometimes in

close cooperation with the Central Bank. Following the recent adoption by the

UK and ~uxembourg ot the separation approach, EU member countries have

the Central Bank as the only authority responsible for banking supervisionz3.

Currently the regulatory supervision and prudential regulation system for

the Iranian financial sector is managed by the Banking Superintendent

Directorate (BSD), within Bank Markazi, the Central Bank. The BSD is a

separate department within the Central Bank with a total professional staff of

approximately 120 people, including 90 bank examiners. This staffing level,

particularly in qualified bank examiners, appears inadequate given the broad

nation-wide branch network that the Iranian commercial banks have

established. As a result of understaffing and an insufficient level of

professional training, much of the activities of the BSD have been more

focused on the gathering of data for the purpose of monitoring static fiscal

z1 Freixas, X. and J.C. Rochet, 119991, Microeconomics of Banking, Camóridge, MIT Press,

Chapter 8, p. 221.
23 Eijffinger S.C.W. and J. De Haan, (2000i, European Monetary and Frscal Policy, Oxford

University Fress, Chapter 3, p. 75.
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and accounting information than becoming involved in credit risk analysis, .loan

classification, loan loss reserves, liquidity, or solvency issues.

With such a small staff of examiners, it is virtually impossible for the BSD

to properly cover such an extensive and increasingly complex financial

system. The five commercial banks have around 15000 branches established

natíonwide. Almost by default, BSD examiners have fallen into a passive role

of visiting the head office of the main banks periodically, gathering internally

prepared reports and reviewing collateral lists. As the banks have become

increasingly involved in capital markets operations and the selling off the

various companies they control, BSD examiners have become even further

removed from the monitoring of the daily operations of these institutions.

Although the current regulatory system is lacking in both on-site and off-

site inspection programs, the financial performance of the existing institutions

continues to deteriorate. The BSD has shown little evidence of its ability to

address these problems or even monitor the performance of the banking

sector properly. Compounding the supervisory problems of the BSD is the fact

that the banks have created subsidiary investment companies which are

conducting operations through the Tehran Stock Exchange (TSE) and which

are not being supervised. Also, the recent approval for the expansion of the

financial sector through the development of new Non-Bank Financial

Institutions (NBFIs), which also grant credit in the money market, will require

further expansion and expertise of the BSD staff.

At the moments, some of the economic authories in Iran are of the opinion

that for the safe of enabling the better supervision, BSD be separated from the

C.B. and be placed over the government.

According to Lannoo (1999), that the C.B. should withdraw from the

supervisory functions, can be explained as follows:

First, banking is becoming an increasing complex business and less clearly

defined. Leading banks are active in several jurisdictions as providers of a
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whole series of financial services. Linked to this, are new developments in

financial supervision, which increasingly emphasize the role of self-regulation

and internal risk management in financial institutions. Finally, there is

increasing acceptance that the government, not the Central Bank, should take

responsibility for ultimate financial support. This was demonstrated earlier this

decade in Norway and Sweden, but also more recently in France. In those

cases there was no alternative but to rely on taxpayer funding, leading to

more demand fór political control of supervisory function.

With due regárd to the views presented above it seems that this is notion

appropriate opinion.

Although the Iranian parliament has passed several pieces of legislation

regulating the financial sector ín Iran, none has enhanced the effectiveness

and independence of banking supervision from overlapping institutional,

political and religious levels, which appears to be greatly inhibiting the ability

of the BSD to carry out its responsibilities in an efficient way. There is a

number of structural weaknesses in both the promulgation and enforcement of

prudential regulations. For example, there is an established legal lending limit

for any single borrower of between 5 up to 15 Billion Rials which when

scrutinized appears to have more exceptions than enforcement. Waivers of

this limit have been easily obtaínable through petition to a separate

department of the Central Bank and there has been insufficient consideration

of the aggregation of credit under this limit for related or controlled

cómpanies. Credit ceilings and supervision may serve a useful purpose in

certain circumstances, such as when monetary relationships are highly

unstable or during the transitional period until the financial markets are

sufficiently developed for full reliance on indirect monetary instruments.

Effective bank supervision can help to keep the banking system sound and

protect~ small depositors. Supervision should, however, complement and not

replace good corporate governance and the constructive force of market
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discipline. As is well known, over-regulation can detract from economic

efficiency, innovation, and growth. Finding the right balance is an important

challenge in,this reqard.

The BSD .pot , only actually examines but also classifies the banking

institutions in the normal manner of a banking supervisor, as it depends almost

completely on the annual audit of the years' financial statements by the

Governmental Audit Organization, which is responsible for the statutory

examination and auditing.of all public sector enterprises. The BSD examiners

visit each bank on an irregular basis and seem to be primarily concerned with

the value of the collateral taken to secure loan assets, not the actual

performance andlor quality of the loan assets.

The BSD depends on the annual audited financial statements prepared by

the government operated Audit Organization. These reports are in fact quite

well prepared with a proper set of schedules and explanatory footnotes. The

problem arises in the timeliness of these reports, which are made available

only once a year, usually 4-5 months after the banks fiscal year-end. The

banks do not publish and the BSD does not require the submission of any

detailed interim financial reports.

The uses of financial instruments are used to avoid crises, as governments

and central banks must respond to widespread illiquidity. Financial instruments

can be defined as immediate rescue measures, which instantly improve bank

balance sheets and involve direct financial transfers. Financial instruments aim

at improving asset quality and liabilities or directly raising capital, all of which

improve bank balance sheets and help the bank, return to solvency.

The BSD of central bank is also responsible for the off-site monitoring and

supervision of the Iranian financial system. It appears that the basic underlying

philosophy of an effective off-site surveillance system has been compromised

as this sectíon of the directorate has focused its activities on the gathering of

static data which is put to little practical use. The BSD is heavily involved in
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the promulgation and circulation of various government decrees and

directives, as approved by the Council of Currency and Credit (CCCI. This

group is also concerned with monitoring bank compliance with central bank

reserve requirements, sectoral credit allocations, and foreign exchange

transaction reports; all of which are important issues for the overall

management of monetary policy, but do not fulfill the main purpose of an

efficient and dynamíc bank supervision agency.

Banks submit a series of informational data reports to the BSD in such

areas as compliance with only reserve requirements and directed credits

extended to specific sectors of the economy. However, these periodic reports

are often incomplete, inaccurate, and late. More importantly, they do no

provide any real insight into the institutions' financial health. The BSD does

not publish any type of weekty or monthly statistical report on the financial

institutions it supervises.

The role of the BSD in protecting depositors' funds and the potential formal

intervention steps it may take in the case of a bank failure appears to be

equally very limited. There is no formal deposit insurance scheme in Iran and

the consensus opinion is that such insurance was unnecessary because of

"the nature of Islamic banking practices" and the fact that all the banks are

government-owned. BSD representatives stated that all banks have taken

more than the necessary level of loan loss provisions against a portfolio,

which, because these credits are extended under Islamic banking practices,

has a very low loan write-off history.

6.5.2 Recommendations
The role of the bank examiners must be reviewed and be more closely

integrated into the actual examination and qualification of bank portfolios. The

bank supervision department must place more emphasis on monitoring actual

bank financial performance as well as the quality of their loan and investment

portfolios. The bank supervisory department should be actively involved in
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forcing the banks to increase their capital base and in ensuring the public

disclosure of relevant financial data on a regular and timely basis. The bank

supervisory department must develop an efficient early warning system

against possible bank failure through the gathering and analysis of useful

operation data.

There are a number of proven models for the development of banking

supervision operations, several of which have been implemented in countries

with a similar financial structure and economic system such as Iran. it is

recommended that the bank supervision department becomes involved with

the development of a long-term technical advice necessary to address the

problems outlined above and develop the banking supervision department into

the type of financial supervisory unit which can meet the challenges of a

dynamic and complex financial sector.

In conclusion, it should also be added that even though the above-

mentioned supervision is exercised in more technically advanced countries,

Iran remains undecided between the modern and traditional system of

banking. Even though usually use is made of the western type banking, but in

parallel, Islamic partnership is widely used in most of the Iranian banks

(partnership was defined earlier in Chapters 1 and 4). The point is that the

rate of interest has been eliminated in the banking system of Iran, and it has

been replaced by profit sharing.

One can conclude that financial supervision in Iran, its responsibilities as

well as possibilities and potentialities should be according to the known

standards, which must be duly re-structured and re-engineered. As is well

known in Islam, stress is being made on elimination of "usury". Difference

between "interest" and "usury" lies in the fact that the rate of usury is

determined beforehand by the lender, without the application of loan being

known to the lender. Whereas, in Islam, granting of any kind of credit (loan)

for any particular activity, which is known to the lender, is applicable. This is
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especielly applicable through "partnership contract". Hence, the lender enjoys

a share in the profit or the added value of the borrower's activity. However,

implementation of the Islamic contract procedure is a very difficult task from

the supervision point of view. Hence, the BSD and the banking system of Iran

should mobilize themselves from every angle to cope with this difficulty.

With due regard to the above mentioned explanation, the relevant

recommendations are presented as follows:

1. Number of supervisors of BSD is determined in relationship with the

number of bank branches and other financial institutions as well as their

personnel. Envisaging these numbers; it seems that the number of the

BSD specialized personnel should be increased.

2. Setting down appropriate legislation for obligating the financial institutions

to submit up-to-date data and information to BSD.

3. A supervision department under the CB should try to develop itself into an

organ to accept more responsibility and become more independent-

oriented, and tries to be more dedicated to a more meaningful interface

with institutions it supervises.

4. Detailed computation of economic ratios and up-to-data evaluation

thereof.

5. Timely publicafión of the bank's balance sheet and the profit and loss

account to the general public.

6. To allow opening up of additional banks and non-banking institutions and

strengthening institutions' providing long term financing and promotion of

competition among thé banks.

7. Mobilization of saving and improvement of credit allocation by relaxation

of restrictions ón the rates of return and sectoral lending.

8. Reviewing the public sector credit demand, including the required holding

of government bonds, with a view to increasing credit to the private

sector.
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9. Expanding and modernization of stock exchange and moving towards

privatization process of manufacturing units as well as the banks, and sale

of shares thereof to the general public through the stock exchange. -

10. Encourage leasing arrangement, venture capital activities, and collective

investment vehicles (such as mutual funds).

11. Support of the government and CB from the investment firms to develop

economy and promoting privatization process through them.

12. Auditing organization should inspect and audit the banks more than once

in a year.

13. The Iranian banking system should be computerized in a modern network

system so as to be able to present the banking financial services on time,

subject to forwarding their portfolio to the BSD.

14. BSD should exercise its utmost in the field of control, supervising as well

as monitoring of banks to prevent committing of fraud, possibility of bank

failure as well as avoiding any bank crisis.

To achieve the above-mentioned objectives as well as implementation of

law and regulations, the following diagram is presented (description of the

said diagram has previously been explained in Chapter 5).
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Chart 2- Division of Labor among Authorities in Systemic Supervision in Iran

The diagram below indicates the area of responsibility relevant to central

bank, C.C.C., the Ministry of Fnance and 6conomic Affairs and banking

supervision authority, respectively.
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Appendix I

The Monetary and Banking Law of Iran

Approved on Tir 18, 1351 (July 9, 1972)



The Monetary and Banking Act'
Part One - The Currency

Article 1 '
(a) The unit of Iranian currency is the Rial. One Rial is equal to one hundred Dinars.
(b) One Rial is equal to 0.0108055 (point zero one zero eight zero five) gramme of the

gold.
(c) Changes in the parity of the Rial in relation to gold shall be effected upon the

recommendation of Bank Markazi Iran, the agreement of the Minister of Finance, the
approval of the Council of Ministers and the ratification of the Finance Committees of
the Houses of Parliament.

(d) The parity of foreign currencies in relation to the Rial, as well as the buying and selling
rates of foreign exchange, shall be computed and determined by Bank Markazi Iran in
compliance with the country's obligations towards the International Monetary Fund.

Articte 2
(a) The currency of Iran shall be in the form of notes and coins.
(b) Only such notes and coins as are in circulation at the time this Act is passed, or ere

issued thenceforth under the provisions of this Act, shall have currency and be legal
tender.

(c) The settlement of any committed indebtedness or liability can only be effected in the
currency of the country, unless other arrangements are made between debtor and
creditor in conformity with the Foreign Exchange Regulations of the country.

(d) Gold coins shall not be legal tender.
(e) Regulations concerning the import and export of gold and silver shall be effective upon

the recommendation of the Governor of Bank Markazi Iran, the agreement of the
Minister of Finance and the approval of the Council of Ministers.

(f) The denomination, form, material, color, size, design and other specifications of notes
and coins in circulation shall be determined upon the recommendation of the Govemor
of Bank Markazi Iran and the approval of the Minister of Finance, with due regard to
the provisions of this Act. The quantity of the coins shall be determined upon the
recommendation of the Govemor of Bank Markazi Iran and the agreement of the
Minister of Finance.

(g) Notes shall bear the signature of the Minister of Finance and the Governor of Bank
Markazi Iran.

Article 3
(a) The Government is the sole authority having the right of issuing notes and coins and

this right is hereby vested exclusively in Bank Markazi Iran subject to the provisions of
the Act.

(b) The maximum value to which coins may be used in the discharge of debts, as well
as the manner in which notes and coins are called in and the conditions under which
they are withdrawn from circulation shall be determined by Bank Markazi Iran,
subject to confirmation by the Currency and Credit Council and the approval of the
Minister of Finance and shall be communicated to the public through the Official
Gazette, at least one of the mass-circulation daily papers of the capital and the radio
and television networks.

Article 4
(a) The obligation of Bank Markazi Iran in respect of issued notes and coins shall be

restricted to the payment of value in the currency of the country.

' This is not an official translation of the Persian text of the law.
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(b) Bank Markazi Iran shall not be liable or responsible in any manner for any theft, loss
or destruction of notes and coins held by the public.

(c) Bank Markazi Iran shall, for a period of no less that ten years, replace with current
notes and coins the notes and coins which are withdrawn from circulation according
to Section B of Article 3 of this Act and which are no longer legal tender. Upon the
expiry of the said period, Bank Markazi Iran shall have no obligation to replace such
notes and coins and the value of notes and coins by then not presented to Bank
Markazi Iran for replacement shall be credited to the account of the Treasury.

Article 5
(a) Bank Markazi Iran shall at any time have at its disposal the following assets, as note

cover, equivalent to one hundred per cent of the notes issued:
1. Gotd, according to Article 6.
2. Foreign exchange, according to Article 7.
3. Securities and bonds according to Articles 8 and 9.

(b) The sum total of the assets referred to in Subsections 1 and 2 of Section (a) of this
Article shall at no time fall below 25 per cent of the total value of the liabilities of
Bank Markazi Iran on account of the notes issued.

No te
The assets referred to in this Article shall be valued at purchase price if such price is
lower than nominal value or at nominal price if purchase price is higher than nominal
value.

Article 6
Gold assets referred to in Subsection (1) of Section (a) of Article 5 shall consist of:
(a) Gold bullion, gold coins in the Bank vaults and gold deposited with foreign banks and

international institutions;
(b) Gold delivered under relevant statutes to the International Monetary Fund, the

International Bank for Reconstruction and Development and similar or affiliated
institutions as quota or subscription.

Article 7
The foreign exchange assets, referred to in Subsection (2) of Section (a) of Article 5, shall
(with due regard to the Note forming part of this Article) consist of:
(a) Convertible foreign bank-notes, acceptable to Bank Markazi Iran;
(b) Foreign exchange claims falling due in not more than six months;
(c) Any payments made under relevant Statutes to the International Monetary Fund, the

International Bank for Reconstruction and Development and similar or affiliated
institutions as quota or subscription;

(d) Securities issued or guaranteed by official international organizations or their affiliates;
(e) Securities issued or guaranteed by foreign governments;
(f) Claims on foreign countries, in foreign exchange or rials convertible into foreign

exchange, acquired through the implementation of international agreements for
payment and~or barter, within the limits provided in such agreements;

(g) Commercial bills in convertible foreign exchange, falling due in not more than six
months, drawn on foreign persons, natural or legal, bearing three first class signatures,
one necessarily that of the ceding bank;

(h) Foreign bills and securities convertible into currencies acceptable to Bank Markazi Iran.
(i) Special Drawing Rights holdings with the Intemational Monetary Fund, in accordance

with the relevant laws.
Note
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Foreign exchange, bills and foreign exchange claims referred to in this Article shall be in
convertible currencies acceptable to Bank Markazi Iran.

Article 8
Government bills and securities referred to in Subsection (3) of Section (a) of Article 5 shall
consist of:
(a) Treasury Bills and Bonds issued by the Government or guaranteed by the Ministry of

Finance, provided legal authorization is obtained for their issuance or guarantee;
(b) Bank Markazi Iran's claims on Ministries, government agencies and municipalities and

on agencies affiliated to the Government and~or municipalities operating ort a
commercial basis, provided such claims are guaranteed by the Ministry of Finance. ,

Note
The Crown Jewels, as set forth in the Act dated 25th Aban 1316, shall be collateral
for all undertakings resulting from the impfementation of this Article. Bank Markazi Iran
is charged with the keeping and protection of the Crown Jewels, which may only be
used in accordance with the provisions of this Act and under the supervision of the
Note-Reserve Control Board.

Article 9
Non-government securities referred to in Subsection (3) of Section (a) of Article 5 shall
consist of:
(a) Transferable commercial bílls in rials bearing three first class signatures one necessarily

that of the ceding bank, falling due within one year;
(b) Other short-term claims in rials secured by gold bullion or coins or other assets referred

to in Article 7 falling due within one year.

Part Two - Bank Markazi Iran
Chapter 1 - General

Article 10
(a) Bank Markazi Iran shall be responsible for the formulation and implementation of the

monetary and credit policies with due regard to the general economic policy of the
country.

(b) The objectives of Bank Markazi Iran are to maintain the value of the currency and
equilibrium in the balance of payments, to facilitate trade transactions and to assist the
economic growth of the country.

(c) Bank Markazi Iran has legal entity and shall be subject to the rules and regulations
pertaining to joint-stock companies in matters not provided for by this Act.

(d) Unless specifically stipulated by Law, Bank Markazi Iran shall not be subject to the
general laws and regulations applying to ministries, government corporations and
agencies and agencies affiliated to the Government, nor to the provisions of the
banking section set forth in this Act.

(e) The capital of Bank Markazi Iran is five thousand million rials which is fully paid up and
wholly owried by the Government and is made up of the Bank's previous capital, the
difference gained through the implementation of Article (1) of this Act and the Bank's
reserves. The Bank's capital may be increased upon recommendation of its General
Meeting and the approval of the Council of Ministers;

(f) The headquarters of Bank Markazí Iran shall be in Tehran but may, should the interests
of the country so require, be transferred elsewhere with the approval of the Council of
Ministers.
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(g) B~nk Markazi Iran may at its discretion open branches wherever necessary, appoint
Bank Melli Iran to act as íts agent or where Bank Melli Iran has no branch or agency,
eppoint another bank as agent;

(h) Bank Markazi Iran may only be liquidated through appropriate legislation.

Chapter 2- Functions and Powers
àrticle 11
Bank Markazi Iran, as the authority responsible for the monetary and credit system of the
country, shall fulfill the following functions:
(a) Issuance of notes and coins constituting the currency of the country according to the

provisions of the Act;
(b) Supervision of banks and credit institutions according to the provisions of this Act;
(c) Formulation of regulations pertaining to foreign exchange transactions, commitments

and guarantees with the approval of the Cun-ency and Credit Council and also control
of foreign exchange transactions;

(d) Control of gold transactions and formulation of regulations pertaining to such
transactions with the approval of the Council of Ministers;

(e) Control of the outflow and the repatriation of Iranian currency and formulation of
s~gulations pertaining thereto with the approval of the Cun-ency and Credit Councíl.

Article 12
Bank Markazi Iran, as banker to the Government, shall fulfill the following functions.
(a) Keeping of the accounts of ministries, govemment agencies, agencies affiliated to the

government, government corporations and municipalities, as well as organizations more
than half of whose capitals are held by ministries, government agencies, agencies
affiliated to the government, government corporations or municipalities and also
handling of all their banking transactions at home and abroad.

(bl, Sale of all types of Government Bonds and Treasury Bills and repayment of principal
and payment of interest thereof as the agent of fhe Government, with the right to
transfer such agency to individuals or other organizations;

(c) Custody of the country's foreign exchange and gold reserves;
,~(d) Maintenance of funds in rials for the International Monetary Fund, the International

Bank for Reconstruction and Development, the Intemational Finance Corporation, the
, International Development Association and similar institutions or their affiliates.
(e) Concluding payments agreements in the execution of monetary, financial, trade and

transit agreements between the Government and foreign countries;
Note 1

Ministries, municipalities, government corporations and organizations referred to in
Section (a) of this Article shall deposit their funds exclusively with and conduct their
banking transactions through, Bank Markazi Iran and shall furnish Bank Markazi Iran
with such information as it may require in the fulfillment of its functions;

No te 2
Ministries, corporations and organizations which, under special laws, are authorized to
conduct their banking transactions through other banks, shall not be subject to the
provisions of Section (a) and the first part of Note (1) of this Article.

Article 13
Bank Markazi Iran shall be vested with the following powers:
1. Granting of loans and credits to ministries and government organizations, subject to

legal authorization;
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2. Guarantee of commitments made by the Government, ministries or government
organizations, subject to legal authorization;

3. Granting of loans and credits to and guarantee of loans and credits obtained by,
government corporations and municipalities and organizations affiliated to the
government or municipalities against adequate collateral;

4. Rediscounting drafts and short-term commercial bills presented by other banks and
granting of credits to banks against adequate collateral; '

5. Purchase and sale of Treasury Bills and Government Bonds as well as bonds issued by
foreign govemments or accredited intemational financial organizations;

6. Purchase and sale of gold and silver;
7. Opening and maintaining current accounts with foreign banks, maintaining accounts for

domestic and foreign banks, carrying out all other authorized banking operations and
securing credits at home and abroad on íts own account or on behalf of domestic
banks.

Note 1
Granting of loans and credits to and guarantee of loans and credits obtained by,
ministries and government agencies shall be subject to reciprocal guarantee by the
Ministry of Finance.

Note 2
Regulations pertaining to the implementation of this Article shall be presentEd to the
Currency and Credit Council for approval.

Article 14
Bank Markazi Iran shall, for the proper implementation of the monetary system, have the
authority to intervene in and supervise monetary and banking affairs as follows:
1. By determining the official rediscount rate and loan interest rates which may vary

according to the type of loan, bill or document.
2. By determining, for different categories of banks according to their operations or on

the basis of other criteria at its own discretion, the ratio of the bank's liquid assets to
their total assets or to their different types of liabilities.

3. By determining the ratios of and the rates of ínterest payable on, the legal deposits
of banks at Bank Niarkazi Iran. The said ratios may differ according to the
structures and activities of the banks, but shall at no time fall below ten or exceed
thirty percent.

4. By determining the maximum and minimum rates of interest and charges receivable
or payable by banks.

5. By determining the ratio of the sum-total of paid up capital and reserves of banks to
their different types of assets.

6. By determiníng the maximum amount of commitment on the part of banks emanating
from opening letters of credit, effecting endorsements or issuing guarantees, as well
as the type and amount of collateral for such commitments.

7. By determining the terms and conditions pertaining to hire purchase transactions
financed by banks.

8. By formulating regulations goveming the opening of eurrent, savings and ojher
accounts.

9. By determining the types and amounts of prizes and other incentives offered by
banks to attract current or savings deposits as well as rules relating to publicity in this

respect.
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10. By auditing the accounts and documents and inspecting the operations of banks and
obtaining information and statistics from them with due regard to the principles of
professional secrecy.

11. By limiting the activities of banks to one or more specific areas of operation
whether temporarily or permanently;

12. By determining the manner in which savings and similar deposits with banks may be
utilized.

13. By determining the maximum aggregate amount of overall loans and credits granted
by banks or the maximum amount of their loans and credits in each specific field.

14. By determining the general conditions under which banks may obtain loans from
individuals or issue certificates of deposit.

15. By applying Sections 1 to 14 of this Article to non-banking credit institutions and
formulating regulations there-for.

Note
Application ,of the authority granted through this Article shall be subject to the prior
approval of the Currency and Credit CounciL

Article 15
The Governor of Bank Markazi Iran shall represent the Government at the Intemational
Monetary Fund. Bank Markazi Iran shall act as intermediary between the Government and
the International Monetary Fund, the fulfillment of all functions and duties and the
application of all authority vested in Bank Melli Iran under the Law Authorizing Participation
of the Government of Iran in the International Monetary Fund being hereby transferrad to
Bank Markazi Iran.

Chapter 3 - Organization
Article 16
Bank Markazi Iran is composed of the following organs:
I. The General Assembly
II. The Currency and Credit Council
III. The Executive Board
IV. The Note Reserve Control Board
V. The Supervisory Board

I. The General Assembly
Article 17
(a) The General Assembly of the Bank is composed of the Minister of Finance, the Minister

of Economy and one other Minister, appointed by the Councit of Ministers, representing
„ the Government. The Minister of Finance shall be the Chairman of the General

Assembly;
(b) Members of the other organs of the Bank shall attend the General Assembly and

participate in the discussions but shall have no votes;
Ic) The General Assembly shall have the following function:

1. To consider and approve the Balance Sheet of Bank Markazi Iran;
2. To consider reports submitted by the Supervisory Board and decide upon the points

raised therein;
3. To consider and approve the recommended appropriation ot the net profit;
4. To elect the members of the Supervisory Board upon the recommendation of the

Minister of Finance;
5. To fulfill other functions entrusted to it under the provisions of this Act.
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(d) The General Assembly shall be held at least once every year at the latest by the end of
Tir of the next year. Other General Meetings may be held at the discretion of the
Minister of Finance, or upon recommendation of the Governor of Bank Markazi Iran and
invitation by the Minister of Finance;

(e) The presence of all voting members and the Govemor of Bank Markazi Iran, or his
Deputy, shall be essential for any discussions and decisions in General Meetings;

(f) Resolutions of the General Assembly shalt be effective with a majority vote.

11. The Currency and Credit Council
Article 18
(a) In order to be in a position to consider and decide on the general policy of Bank Markazi

Iran and to supervise the monetary and banking affairs of the country, the Currency
and Credit Council shaU:
1. Examine and appr4ve the organization, budget, employment code and internal

regulations of Bank Markazi lran;
2. Examine and comment on the Balance Sheet of Bank Markazi Iran in preparation for

the discussions at the General Assembly;
3. Review and approve the regulations drawn up under the provisions of this Act;
4. Comment upon the banking, monetary and credit issue of the country as well as bills

concerning loans, credit guarantees and on any other issues referred to the Council
by the Government;

5. Give consultative views and advice to the Government on banking, monetary and
credit issues which, in the Council's opinion, may bear upon the economic
conditions and especially the credit policy of the country;

6. Comment on any other issues referred to it within the framework of this Act by the
Governor of Bank Markazi Iran.

(b) The Currency and Credit Council shall be composed of:
1. The Governor of Bank Markazi Iran;
2. The Prosecutor General;
3. One of the Undersecretaries of the. Ministry of Finance designated by the Minister of

Finance;
4. One of the Undersecretaries of the Ministry of Economy designated by the Mlnister

of Economy;
5. Head of the Budget Bureau;
6. President of the Chamber of Commerce, tndustry and Mines;
7. Managing Director of the Bankers' Association (Article 38 of this Act);
8. Two experts in financial and monetary matters accepted and appointed by the

Minister of Finance;
9. One expert in commercial and industrial matters accepted and appointed by the

Minister of Economy;
10. One expert in agricultural matters accepted and appointed by the Minister of

Agriculture;
Note 1

The Governor of Bank Markazi Iran shall be the Chairman of the Currency and Credit
Council.

Note 2
The experts mentioned in Subsections 8,9 and 10 of Section (b) of this Article shall be

appointed to the membership of the Council for a period of two years and shall be

eligible for reappointment.
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Note 3
In case of resignation, death, disqualification or incapaCitation for membership in the
Council of any of the experts mentíoned in Subsections 8, 9 and 18 of Section (bl of
this Article another person shall be appointed for the remaining term of office in the
manner prescribed;

(c) The Council shall convene at the invitation of the Governor of Bank Markazi Iran or at
the request of not less than three of its members and shall discuss issues raised by the
Governor or the members who have requested the meeting;

(d) Meetings of the Council shall attain quorum with the presence of eight members,
recommendations and decisions becoming effective with a minimum of six votes out of
those present;

(e1 The Council may invite experts for consultation;
(f) Members of the Council and those invited for consultation shall treat the proceedings

of the meetings as strictly confidential except where legally called upon to divulge
information or to stand witness;

(g) For attendance at the meetings, members of the Council shall receive a fee the amount
of which shall be determined upon the recommendation of the Governor of the Bank
and the approval of the General Assembly;

(h) Before assuming office, members of the Currency and Credit Council shall take oaths in
the General Assembly to exercise utmost care and impartiality in fulfilling the functions
entrusted to the Council and to the effect that all measures they adopt shall be in the
interest of the country and that they shall treat as strictly confidential all matters
relating to the Bank and the Council.

III. The Executive Board
Article 19
(a) The Executive Board of the Bank shall consist of a Governor, a Deputy Governor, a

Secretary General and three Vice Governors each with powers and responsibilities as
s4ecified in this Act;

Ibi
11. The Governor of Bank Markazi Iran, as the Bank's highest executive and

administrative authority, shall be responsible for all the affairs of the Bank
excluding such responsibilities as have been entrusted to the other organs of the
Bank under the provisions of this Act;

2. The Governor of Bank Markazi Iran shall be responsible for the proper conduct of
the Bank's affairs and the implementation of this Act and the regulatíons relating
thèreto;

3. The Governor of Bank Markazi Iran shall represent the Bank before all official
bodies, local and foreign, with the right of attomey;

4. The Governor may delegate part of his powers to members of the Executive Board
and the Bank's employees and empower them to sign on his behalf;

5. The Governor of Bank Markazi Iran shall be appointed to office by Royal Decree for
a term of five years upon the recommendation of the Minister of Finance and the
aoproval of the Council of Ministers and shall be eligible for reappointment;

(c) The Deputy Governor of the Bank shall be appointed to office by Royal Decree for a
term of five years upon the recommendation of the Governor of Bank Mar(cazi Iran, the
agreement of the Minister of Finance and the approval of the Council of Ministers and
shall be eligible for reappointment. The scope of authority of the Deputy Governor of
Bank Markazi Iran shall be determined by the Governor and in the case of the
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Governor's absence, resignation, hiatus or death, the Deputy Governor shall wield all
the powers of the Governor;

(d) The Secretary General of the Bank shall be appointed to office upon the
recommendation of the Govemor of Bank Markazi Iran and the approval of the General
Assembly and shall also be responsible for the Currency and Credit Council Secretariat.
The Secretary General of the Bank shall send the minutes of the Currency and Credit
Council meetings to the Ministers of Finance and Economy for their information;

(e) The Vice Governors of the Bank shall be appointed by the Governor of Bank Markazi
Iran who shall also determine their duties.

Article 20
(a) The General Assembly shall determine the remunerations of the Governor and the

Deputy Governor of Bank Markazi Iran, such remuneration being payable out of the
Bank's budget;

(b) Remunerations of the Secretary General and the Vice Governors of the Bank shall be
determined by the General Assembly upon the recommendation of the Governor and
shall be .paid out Qf the Bank's budget.

(c) Before assuming office, the Governor, Deputy Governor, Secretary General and Vice
Governors of the Bank shall take oaths in the General Assembly to treat as strictly
confidential all matters relating to the Bank and to perform their statutory duties to the
best of their abilities;

(d) During their terms of office, members of the Executive Board shall be subject to the
Act concerning Non-participation of Ministers, Members of Parliament and Government
Employees in Government and State Transactions and shall not own shares in banks or
in private credit institutions;

(e) During their terms of office, members of the Executive Board may not hold
remunerated positions in govemment or private organizations;

(f) The Governor and Deputy Governor of Bank Markazi Iran may accept non-remunerated
positions in charitable and philanthropic institutions only and as lecturers at universities
or institutes of higher education with the approval of the General Assembly. Other
members of the Executive Board may accept similar positions with the approval of the
Governor of Bank Markazi Iran.

IV. The Note Reserve Control Board
Article 21
(a) The Note Reserve Control Board shall be responsible for supervising the proper

execution of the provisions of Article 5 of this Act through taking delivery of and
safeguarding newly-printed bank notes, keeping records of the assets referred to in
Article 5, maintaining inventories for the Crown Jewels and formulating regulations
pertaining to their exhibition and controlling their transfer in and out of the Bank vaults
and finally supervising the destruction of the notes withdrawn from circulation;

(b)
1. Two Senators nominated by the Senate;
2. Two Majlis Deputies nominated by the Majlis;
3. The Governor of Bank Markazi Iran;
4. The Prosecutor General;
5. The Treasurer General;
6. The Head of the Government Auditing Tribunal;
7. The Chairman of the Supervisory Board.

No re
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The Senators and Majlis Deputies shall be appointed to the Board for a period
determined by the respective Houses of Parliament but shall remain on the Board until
such time as their successors are appointed.

(c) Regulations pertaining to the execution of the duties entrusted to the Note Reserve
Control Board shall be formulated and put into practice by the Board itself;

(d) For their attendance of Board meetings members of the Note Reserve Control Board
shall be remunerated at a rate to be determined upon the recommendation of the
Govemor of the Bank and the approval of the General Assembly.

V. The Supenrisory Board
Article 22
(a) The Supervisory Board shall be responsible for auditing the accounts and commitments

of Bank Markazi Iran and shall express its opinion as to the accuracy of the said
accounts and commitment;

(b) The duties of the Supervisory Board shall be as follows:
1. To audit the annual Balance Sheet of Bank Markazi Iran and to prepare a report

thereon for the Annual General Assembly;
2. To audit the detailed list of assets and liabilities of the Bank and to audit and certify

for publication the summary of its account;
3. To inspect the operations of the Bank in order to ensure that they conform with legal

requirements.
(c) The Supervisory Board shall be composed of a Chairman and four members selected

from amongst qualified auditors or persons well versed in accountancy or banking with
not less than 10 years of experience, appointed for two years on the recommendation
of the Minister of Finance and the approval of the General Assembly and eligible for
reappointment;

(d) The Chairman of the Supervisory Board shall, in the capacity of an intermediary
submit appropriate reports on the Bank's activities and current decisions to the
Minister of Finance.

Note
The Supervisory Board, in the performance of the aforesaid duties, may inspect all the
documents pertaining to the accounts and assets of the Bank and may have access to
all the regulations, decisions and writings of the Bank it deems necessary. The Board
may not interfere in the current affairs of the Bank but may submit suggestions to the
Governor of Bank Markazi Iran within the scope of its duties.

Article 23
(a) Remu~erations payable to members of the Supervisory Board shall be determined by

the Minister of Finance and shall and shall be payable out of the Ministry of Finance
budget;

(b) Before assuming office, members of the Supervisory Board shall take oaths before the
General Assembly to treat as strictly confidential all matters relating to the Bank and to
perform their statutory duties to the best of their abilities;

(c) Members of the Supervisory Board shall be subject to the Act concerning Non-
participation of Ministers, Members of Parliament and Govemment Employees in
Government and State Transactions;

(d) Members of the Supervisory Board may not hold remunerated positions in Government
or private organizations during their terms of office.
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(e) Members of the Board may accept non-remunerated positions in charitable and
philanthropic institutions only or as lecturers at universities or institutes of higher
education with the approval of the General Assembly;

(f) Internal regulations pertaining to the Board's affairs shall be drawn up by the Board
itself and shall be enforceable upon the approval of the Minister of Finance.

Chapter 4 - General Provisions
Article 24
(a) The Bank's fiscal year shall commence on the first day of Farvardin each year and shall

end on the last day of Esfand the same year;
(b) The Balance Sheet and Profit and Loss Account of the Bank shall be submitted to the

Supervisory Board at least one month before the Annual General Assembly;
(c) Bank Markazi Iran shall publish a summary statement of its accounts at lest once every

month.
Article 25
(a) The net profit of the Bank for each year shall be appropriated as follows:

1. Income tax, payable to th~ Public Revenue Account of the Government, on the basis
of regulations pertaining to Government Corporations;

2. Ten per cent of the net profit to the Statutory Reserve Account until such time as
the said reserve equals the Bank's capital;

3. A certain amount, as recommended by the Govemor and approved by the General
Assembly, to the Contingency Reserve Account;

4. A certain amount, as recommended by the Governor and approved by the General
Assembly, to be carried forward;

(b) The balance of the net profit, after the appropriation set forth in Section la) of the
Article, shall go to the Government.

Article 26
(a) The Govemment shall issue dated bearer Treasury Bills to cover Bank Markazi Iran

against probable losses sustained as a result of changes in the legal parity of the Rial in
terms of gold or foreign currencies or as a result of force-majeure and shall place such
Bills at the disposal of the Bank;

(bl Gains resulting from changes in the legal parity of the Rial in terms of gold or foreign
currencies or from force-majeure shall be used to amortise the principal and interest of
Government debts to Bank Markazi Iran and the surplus, if any, shall go to the
Treasury;

(c) Gains or losses resulting from the execution of the payments agreements subject of
Section (e) of Article 12 of this Act shall be for the account of the Government.

Article 27
(a) All binding documents issued by Bank Markazi Iran shall bear two authori~ed

signatures. Documents relating to the Bank's intemal affairs shall not be subject to this
requirement.

(b) The period of and procedure for preservation of the Bank's documents and books in
their originals and also the procedure governing the preparation of films, photo-copies
and the like thereof shall be in accordance with regulations to be prescribed by the
Currency and Credit Council. Such films, photo-copies, etc., shall, after the lapse of the
period prescribed in the said regulations, have the validity of the originals in court.

Article 28
Bank notes, gold, silver and coin banks belonging to Bank Markazi Iran shall be exempt
from customs duties and levies, commercial profit taxes and all other taxes or levies.
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Artiale 29
Where the economic and foreign exchange interests of the country require, Bank Markazi
Iran may, with the approval of the Council of Ministers, exempt exporters of one or more
types af commodities from submitting Foreign Exchange Undertakings.

Part Three - Banking
Chapter 1- Conditions Governing the Establishment of Banks

Article 30
(a) Establishment of banks, engagement in banking operations and the use of the word

"Bank" in the title of credit institutions shall be entirely govemed by the provisions of
the Act;

(b) Definition of the term "banking operations" shall rest with the Currency and Credit
Council;

(c) The establishment of a bank shall require prior approval of its Articles of Association by
the Currency and Credit Council and a permit from Bank Markazi Iran;

(d) Company registration authorities may not act upon an application for registration of a
bank in Iran unless the application is accompanied by the permit issued by Bank
Markazi Iran and a certified copy of the relevant Articles of Association as approved by
the Currency and Credit Council;

(el Any alteration in the Articles of Association of a bank shall require prior approval of the
Currency and Credit Council;

(f) The establishment and closure of branches, sub-branches or agencies by banks in or out
of the country shall be subject to regulations to be approved by the Currency and
Credit Council.

Note
Banks which have been established prior to the passage of, and whose Articles of
Association do not comply with the provisions of this Act shall modify their Articles of
Association to comply with the provisions of this Act within one year of its passage
and have the new Articles of Association approved by the Currency and Credit Council.

Article 31
(a) Banks may only be incorporated as public joint-stock companies with registered shares;
Ib) The Managing Director, the Chairman of the Board of Directors, the majority of the

members of the Executive Board and the Board of Directors of Iranian banks shall be
Iranian nationals;

(c) Any bank over 40 per cent of whose capital belongs to natural persons of foreign
nationality or to foreign legal entities, shall, for the purposes of this Act, be regarded as
a foreign bank and shatl be registered as such. For the purpose of this Article, any legal
entity with seventy-five percent of its capital not owned by real or legal persons of
Iranian nationality wifl be considered as foreign owned.

(d) Iranian banks may not transfer more than 40 per cent of their shares to foreign
nationals or to legal entities not having seventy-five percent of their capitals owned by
Iranian nationals. Shares of Iranian banks may, under no circumstances, be transferred
to foreign government and the ownership of more than forty percent of the shares of
any Iranian bank may not be owned by real or legal persons of foreign nationality
unless by a specific law to this effect.

(e) As from the date of passage of this Act, foreign banks and foreign non-banking credit
institutions engaged in conventional banking operations may be established only with
the approval of the Houses of Parliament. A non-banking credit institution is one which
does not use the word "bank" in its title but is considered by Bank Markazi Irar; as an

12



intermediary for the supply and demand of funds and credits whose activities bear
upon the volume and distribution of credits.

Article 32
(a) The share capital of banks shall be solely payable in Iranian currency;
(b) The minimum share capital of Iranian banks shall be two hundred million rials, wholly

subscribed and at least fifty per cent paid up. The paid up capital shall be deposited
with Bank Markazi Iran prior to the submission of the epplication for registration. The
minimum capital of foreign banks shall be two hundred million rials wholly deposited at
Bank Markazi Iran prior to the submission of the application for registration;

(ci Bank Markazi Iran, may, with the approval of the Currency and Credit Council, prescribe
the period within which the capital of Iranian banks shall be fully paid up and shall
notify the banks for necessary actions;

(d) Bank Markazi Iran may, with the approval of the Council of Ministers, increases the
minimum amount of the share capital (Section (b) of this Article) for all banks or for
banks operating in special fields.

Chapter 2 - Terms
and Conditions Governing Banking Operations

Article 33
(a) The ratio of and the rules governing appropriations to the Statutory Reserves of banks

as well as the manner in which they may be utilized shall be determined by the
Currency and Credit Council. Appropriation to Statutory Reserves shall not be less than
15 or exceed 20 per cent of the annual net profits. Appropriations to the Statutory
Reserve shall be optional once the accumulated total of such Reserve equals the capital
of the bank;

(b) Should, as a result of losses sustained, the capital of a bank fall below the minimum
amount prescribed in this Act, the bank shall restore the minimum capital in the manner
determined by the Currency and Credit Council;

(c) The Currency and Credit Council shall prescribe and accounting system resulting in a
balance sheet which will reflect all the assets and liabilities of the bank. All banks shall
follow the system thus prescribed;

(d) The ratas and methods of depreciation in respect of movable and immovable assets and
preliminary and development expenses, as well as the amount of Contingency Reserves
of banks, shall be determined by the Currency and Credit Council. All banks shall abide
by the requirements thus prescribed;

(e) Banks shall have their balance sheets and profit and loss accounts certified by Official
Accountants;

(f) The period of and procedure for preservation of bank's documents and books in their
originals and also the procedure goveming the preparation of films, photo-copies and
the like thereof shall be in accordance with regulations prescribed by the Currency and
Credit Council. Such films, photo-copies, etc., shall, after the lapse of the period
prescribed in the said regulations, have the validity of the originals in court.

Article 34
Banks may not undertake the following operations:
1. Purchase and sale of goods for trading purposes;
2. Dealing in immovable property except in the case of banks established for this purpose;
3. Purchase of shares or participation in the capital of any corporate body or purchase of

local or foreign securities for their own account in excess of the amount prescribed in
special directives and regulations to be drawn up by Bank Markazi Iran;

13



4. Granting of credits to members of their own organs and to organizations wherein the
said members hold interest and to other natural persons or legal entities in excess of
the limits determined by Bank Markazi Iran in special directives or regulations;

5. Granting of credits to the members of the organs, heads of departments and inspectors
of Bank Markazi Iran, except as provided in regulations to be approved by the Currency
and Credit Council in this respect;

6. Issuance of sight bills to the order of the bearer.
Noie

Acquisition of immovable property in lieu of claims or for the purpose of providing
working or living space for bank employees and dealings in such property in
accordance with conditions to be set forth by Bank Markazi iran shall not be subject to
the prohibition prescribed in Section 2 of this Article.

Article 35
(a) Those convicted of theft, bribery, embezzlement, breach of trust, fraud, counterfeiting

and dissimulation, drawing of checks without cover, bankruptcy through omission or
fraud shall be barred from responsible positions of any kind in banks. This restriction
shall apply whether conviction has been ordained by local or foreign courts and
whether the person in ~qiaestion has been the principal offender or an accomplice;

(b) Directors or managers of one bank may not own shares or accept positions in another
bank without permission from Bank Markazi Iran;

(c) Every bank shall be responsible for and shall indemnify losses sustained by its clients as
a result of its operations. The Managing Director, the Chairman of the Board of
Directors, the members of the Executive Board and of the Board of Directors of every
bank shall be responsible to shareholders and clients for losses incurced through their
individual infraction of the provisions of the bank's Articles of Association or the
provisions of, or the rules and regulations pertaining to this Act.

Note
The authority competent to define and adapt rulings issued by foreign courts in
connection with Section (a) of the Article shall be the Ministry of Justice.

Article 36
Bank Markazi Iran shall determine the manner in which,balance sheets and profit and loss
accounts of banks and credit institutions are to be prepared.
Article 37
Banks shall comply with the provisions of the Act and the regulations pertaining thereto,
the directives of Bank Markazi Iran issued on the basis of this Act or the regulations
pertaining to it and the provisions of their own Articles of Association.
Article 38
(al All banks operating in Iran shall be taken to be members of the Bankers Association;
(b) The Bankers Association shall have legal entity and be financially independent and shall
be managed according to Articles of Association to be approved by the Currency and
Credit Council.

Chapter 3- Liquidation and Bankruptcy of Banks
Article 39
In any of the following cases, the management of a bank Markazi Iran, other arrangements
be made for its management, or its operation permit be invalidated upon the
recommendation of the Governor of Bank Markazi Iran, the confirmation of the Currency
and Credit Council and the approval of a board consisting of the Prime Minister and the
Ministers of Finance, Economy and Justice;
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(a) Where the competent authorities of the bank so request;
(b) Where the bank has not commenced its operations within one year of the date of

receipt of its establishment permit;
(cl Where the bank stops its operations without any justifiable reason, for a period

exceeding one week;
(d) Where the bank fails to compiy with the requirements of this Act and the regulations

pertaining thereto, the directives of Bank Markazi Iran issued on the basis of this Act
and the regulations pertaining to it or its own Articles of Association,

(e) Where the bank is threatened by insolvency or is proved insolvent.
Note
As from the date its establishment permit is invalidated, a bank shall operate under
instructions from Bank Markazi Iran.
Article 40
The manner, in which banks, in cases referred to in Article 39, shall be managed as well as
the invalidation of the operation permit, shall be according to regulations to be approved by
the Finance Committees of the Houses of Parliament.
Article 41
(a) In cases where a bank's failure or bankruptcy is pronounced, the Court shall seek the

opinion of Bank Markazi Iran prior to arriving at any decision. Bank Markazi Iran shall
submit its views to the Courf in writing within one month of the date of receipt of the
Court's inquiry. The Court shall take the appropriate decision with due regard to the
views of Bank Markazi Iran and the evidence on hand;

(b) Liquidation of a bankrupt bank shall rest with the Department of Bankruptcy;
(c1 In all cases of dissolution or bankruptcy of banks, settlement shall be carried out with

the supervision of a representative from Bank Markazi Iran;
(d) In the event of a bank's dissolution or bankruptcy, repayment of savings and similar

deposits up to a maximum amount of fifty thousand rials and that of current accounts
and time deposits up to the same amount shall respectively have first and second
preference over all other commitments and preferential debts of the bank.

(e) Upon dissolution or bankruptcy, a bank's name shall be deleted from the registers of
the Registration Office.

Chapter 4- Penal and Disciplinary Provisions
Article 42
(a) Unless regulations to be drawn up by Bank Markazi Iran under Article 11 of the this Act

are complied with any purchase or sale of foreign exchange, any banking operation
resulting in foreign exchange transfers or commitments and transfer af Iranian or
foreign currency into or out of the country shall be prohibited. Violators shall be liable
for payment of cash fines of up to 50~ of the amount involved;

(b) The establishment of banks engagement in banking operations and the use of the word
"bank" by credit institutions in their titles is prohibited unless provisions in this Act
have been complied with. Perpetrators shall be liable to disciplinary confinement to up
to six months. Where necessary, the Public Prosecutor may, at the request of Bank
Markazi Iran, order temporary closure of the institution until such time as its fate is
decided upon by the court.

Note
In the aforesaid cases, penal prosecution shall depend upon charges brought by Bank

Markazi Iran.
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Article 43
Banks and credit institutions recognized by the Currency and Credit Council as having
failed to observe the ratios referred to in Sections 2,3,5 and 6,of Article 14, shall pay an
amount equivalent to 12 percent per annum of the amount involved. ,
Article 44 .
Violation of other provisions in this Act or regulations pertaining thQretó and the directives
of Bank Markazi Iran issued on the basis of this Act or regutations pertaining to it shall
entail the following disciplinary punitive measures;
1. Written waming to violating managers or persons in charge;
2. Payment of an amount up to a maximum of two hundred thousand rials per day over

the period of violation;
3. Temporary or permanent loss, on the part of the bank or the ndn-banking credit

institution, of the right to engage in certain banking operations. The authority vested
with the power to investigate violations referred to in this Article and.to issue orders for
disciplinary measures shall be the Banks Disciplinary Board which shall be composed of
the Prosecutor General's representative, one representative from the Bankers
Association and one of the members of the Currency and Credit Council as nominated
by the Council. The Secretary General of the Bank shall act as the prosecuting officer
of the Board. ~ ,
Orders issued .by the Disciplinary Board may be referred to the Currency and Credit
Council for reconsideration within ten days of the date the order is served. The
Council's verdict shall be final.

Noie 1
~Amounts referred to in Article 43 and in Section 2 of this Article, shall be cotlected
from the bank or institution involved by Bank Markazi Iran and shall be credited to the

, public revenue account.
Note 2

Investigation into and determination of violations, determination of disciplinary
measures for each type of violation, application for and methods of reconsideration and

, the implementation of decisions by the Disciplinary Board and the Currency and Credit
Council shall be on the basis of procedures to be approved by the Currency and Credit
Council.

Article 45
All other legislation and regulations conflicting with the provisions of this Act shall be

considered rescinded as of the date of enforcement of this Act. Prevailing laws and

regulations considered by the Currency and Credit Council as not conflicting with the

provisions pf this Act shall continue to prevail until such time as regulations pertaining to

this Act are drawn up.
...

The Act sei forth above, comprising forty five Articles and twenty Notes, was passed by
the Majlis in its sitting of Sunday, Eighteenth Tir in the Solar year One Thousand Three
Hundred and Fifty One subsequent to approval by the Senate in its sitting of Wednesday,
7th Tir, 1351 [19721.

Abdollah Riazi
Majlis Speaker
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By - Laws Governing the Management of Banks and
The Procedure for the Cancellation of Bank

Permits as Mentioned in Article 39 of
the Monetary and Banking Act

As required by Article 40 of the Monetary and Banking Act approved on 18th Tir, 1351

the By-laws governing the management of banks and the procedure for the cancellation of
permits issued for their establishment in the case stipulated in Article 39 of the Monetary
and Banking Act are, hereby, approved as follows:
Article 1
Should the management of a bank be assigned to Bank Markazi Iran in accordance with
Article 38 of the Monetary and Banking Act, Bank Markazi Iran may directly manage the

bank or, upon: the recommendation of the Board mentioned in Article 39, entrust same to
other natural or legal person or persons. The natural or legal persons thus entrusted with
the management of the bank shall be responsible and shall follow the guide-lines
determined by Bank Marka~i Iran,
Article 2
Bank Markazi Iran or the person on persons to whom,the management of a bank is

assigned shall have all the authority vested in the Board of Directors and the Managing
Director by the bank's statutes, the Said Board of Directors and Managing Director being
divested of all authority in the management of the bank as of the date of assignment. The
Board of Directors and the Managing Director shall, however, cooperate with the
management of the bank in case they are requested to do so.
Article 3
Should the powers vested in the directors by the statutes of the bank be deemed
insufficient by Bank Markazi Iran for the proper management of the bank, necessary
powers ahall be granted with the approval of the Currency and Credit Council and

concurrence of the Board mentioned in Article 39 of the Monetary and Banking Act.

Furthermore, should a need for additional capital 6e recognized for the proper management

of the bank, the capital increase and the issuance and sale of new shares may be
authorized with the approval of the Currency and Credit Council and concurrence of the
Board mentioned in Article 39.
Article 4
Bank Madcazi Iran shall determine the remuneration and benefits for the person or persons
entrusted with the management of the bank.
Article 5
Should any other arrangement be made concerning the management of a bank in

accordance with Article 39 of the Monetary and Banking Act, such arrangement shall be
enforced subject to the provisions of the present By-laws.
Article 6
Should no time limit be determined for the (vicarious) management of a bank, the

management of the bank shall be transferred to the authority appointed by the General

Assembly upon t~,e recommendation of the Governor of Banking Markazi Iran, the approval

of the Currency and Credit Council and the concurrence of the Board mentioned in Article

39.
Article 7
Should a bank's permit be canceled prior to that bank's going into operation, Bank Markazi

Iran shall so inform the said bank and the Companies Registration Office and shall

announce the fact in one of the mass circulation newspapers of Tehran. As of the date the

bank ieceives such notice from Bank Markazi Iran, it shall not use the word "bank" in its

correspondence, signs, etc.
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Article 8
Should the cancellation of permit come after the bank has begun operation, the bank shall
follow the directives of Bank Markazi Iran from the date of cancellation until liquidation is
complete and winding up announced.
Note

The liquidation board shatl be appointed upon the recommendation of the Governor of
Bank Markazi Iran and with the approval of the Currency and Credit Council.

Article 9
Should in instances where, in keeping with the banking and economic interests of the
country, credits in excess of amounts normally and customarily granted by Bank~ Markazi
Iran are necessary for the management of the banks subject of these By-laws, Bank
Markazi Iran may, with the concurrence of the Currency and Credit Council and approval of
the Board mentioned in Article 39 of the Monetary and Banking Act, place the necessary
amounts at the disposal of the management of the bank under conditions stipulated by the
aforesaid Board. There By-laws, comprising nine Articles and one Note, based on Article
40 of the Monetary and Banking Act, after being approved by the Finance Commíttee of
the Majlis on Wednesday, 27th Day, 1351, were approved by the Finance Committee of
the Senate of Sunday, 1 st Bahman, 1351. .

President of the Senate,
Jaffar Sharif-Emami
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Appendix II

The Law for Usury-Free Banking

Approved on August 30, 1983



In the name of Allah, the Compassionate, the Merciful
The Law for Usury (Interest) Free Banking

Chapter I- Objectives and Duties of the Banking System in the Islamic Republic of Iran
Article 1- The Objectives of Banking System:
(1) The establishment of a monetary and credit system based on rightness and justice

(as delineated by Islamic jurisprudence) for the purpose of regulating the sound
circulation of money and credit to enhance the health and growth of the country's
economy.

(2) Availing itself of monetary and credit mechanisms, to engage in activities
conducive to the attainment of the economic goals, po{icies and plans of the
Government of the Islamic Republic.

(3) Creation of necessary facilities for the extension of cooperation and Gharz-ol-
hasaneh among the general public through the attraction and absorption of surplus
funds, reserves, savings and deposits, and the mobilization thereof in provision of
conditions and opportunities for gainful employment and investments, as
stipulated in Clauses (2) and (9), Article (43) of the Constitution.

(4) Maintenance of the currency value and equilibrium in the balance of payments and
facilitating the commercial exchanges.

(5) Facilitating payments and receipts, exchanges, transactions and other services to
be performed by the banks, as determined by the Law.

Article 2- Duties of the Banking System:
(1) Issuance of notes and coins as legal tender, in conformity with the Law and

regulations.
(2) Regulating, controlling and guidance of the circulation of money and credit, in

accordance with the Law and regulations.
(3) Performance of all banking operations in foreign exchange and local currency, and

undertaking or guaranteeing the foreign exchange payments of the Government,
according to the Law and regulations.

(4) Supervision of transactions in gold and foreign exchange and the inflow or outflow
of Iranian currency and foreign exchange, and the formulation of regulations
governing thereof, in accordance with the Law.

(5) Performance of operations relating to valuable papers and documents according to
the Law and regulations.

(6) Carrying out the monetary and credit policies, in accordance with the Law and
regulations.

17) Banking operations related to those parts of the approved economic plans which
are to be conducted through the monetary and credit system.

(81 Opening of various Gharz-ol-hasaneh (current and savings) accounts and accepting
term investment deposíts and issuance of relevant certificates, as required by the
Law and regulations.

(9) Granting of loans and credits free of interest charges in accordance with the Law
and regulati ~ns.

(10) Granting of loans and credits and provision of other banking services to the legally
established cooperatives, for the realization of the provisions of Clause (2), Artiale
(43) of the Constitution.

11 11 Conducting transactions in gold and silver and holding and management of foreign
exchange and gold reserves, with due observance of the relevant Law and
regulations.

(12) Holding the Rial balances of international monetary and financial institutions or
similar organizations andior their affiliates, according to the Law and regulations.
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(13) Enteríng into payments arrangements in order to effect monetary, trade and transit
agreements concluded between the Government and other countries in accordance
with the Law and regulations.

(14! Accepting and holding in trust of gold, silver, valuables, securities and official
documents for real or legal persons and leasing of safe-deposit boxes.

(15) Issuance, confirmation and acceptance of Rial or foreign exchange guarantees for
customers.

(16) Performance of the services of attorney or guardian, in accordance with the Law
and regulations.

Chapter II. Mobilization of Monetary Resources
Article 3- Banks are authorized to accept deposits under each of the following titles:
(A) Gharz-ol-hasaneh Deposits:

1- Current
2- Saving

(B) Term Investment Deposits.
Note: Term investment deposits, for the utilization of which the bank enjoys the
power of attorney, shall be used in joint venture, Mozarebeh, hire purchase,
installment transaction, Mozara-ah, Mosaqat, direct investment, forward dealings
and Joaalah transactions.

Article 4
Banks are obliged to repay the principals of gharz-ol-hasaneh (saving and current)
deposits and may undertake andlor insure the principals of the term investment
deposits.
Article 5
Based on signed agreement, proceeds derived from activities stipulated in Note of
Article 13) of the Law shall, in proportion to the term and the amounts of investment
deposits and the banks resources as a proportion to the aggregate resources used in
such activities, be apportioned.
Article 6
In order to attract and mobílize deposits, the banks may, through promotional methods,
give the following rewards to the depositors:
(A) Non-fixed bonuses in cash or in kind to gharz-ol-hasaneh deposits.
(B) Exempting the depositors from, or granting discounts thereto, in payment of

commissions andlor fees.
(C) A"ccording priority to depositors in the use of banking facilities as specified in

Chapter III.
Chapter III. Banking Facilities.

Article 7
In order to bring about the necessary conditions for the expansion of the activities of
varíous productive, commercial and services sectors, the banks may, on the basis of
partnership, provide a portion of the capital andlor resources required by these sectors.
Article 8
The banks may directly invest in productive and development projects or activities. Plan
for such investments should be included in the State Annual Budget Bill to be approved
by Majlis Shoaraye Eslami and evaluation of the project should be indicative of no loss.
Note: The banks are by no means entitled to invest in the production of luxury and non-
essential consumer goods.
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Article 9
In order to provide facilities required for the expansion of commercial activities, the
banks might, within the framework of the commercial policies of the government, put
the necessary financial resources at the disposal of the customers on the basis of
Mozarebeh, according priority to the legally established cooperatives.
Note

The banks shall not enter into Mozarebeh with the private sector for imports.
Article 10
For the purpose of providing facilities necessary for the expansion of housing activities,
the banks may in coordination with the Ministry of Housing and Town Planning,
construct low-priced residential units for sate on installment or hire purchase.
Note: The banks are authorized to acquire land for the construction of low-priced
residential units subject of Article 1101, provided that they duly observe the law
Governing Lands Within City Limits.
Article 11
In order to create conditions necessary for the expansion of activities in industry,
mining, agriculture and services, the banks are empowered, upon the request of the
customer and his under-taking for the purchase, consumption andlor direct use of
goods or commodity thus requested, to purchase movable property, and to sell them to
the customer, on secured basis, on installment.
Article 12
In order to create the necessary facilities for the expansion of services, agriculture,
industrial and mining activities, banks may purchase movable and immovable

properties, at the request of the client and his undertaking to hire-purchase the same

for his own use, and place them at the disposal of the client in accordance with hire-
purchase arrangements.
Article 13
In order to create the conditions required for the provision of working capital needed by
the productive units, the banks may engage in any of the following operations:
(A) Upon the request of the productive units and their undertaking for the purchase and

uti{ization of the raw materials and the spare parts thus requested, to purchase raw
materials and spare parts needed by productive units and to resell them to the said
units on credit.

(B) Upon the request of the productive units, to purchase, on a forward basis, the easy-
to-sell products of the said units.

Article 14
For the realization of the aims contained in Clauses (2) and 19) of Article (43) of the
Constitution, the banks are obliged to earmark a portion of their resources, as gharz-ol-
hasanedh, to the applicants. The procedures for enforcement of this Article shall be
drawn up by the Central Bank and approved by he Council of Ministers.
Article 15
All agreements concluded in pursuance of Article (91, (111, (12), (13), and (14) of the

present Law, sh~ll, under the contract to be signed between the parties concerned, be

considered binding documents and shall be subject to the Rules Governing Legal

Documents.
Article 16
In order to provide the necessary conditions for the expansion of productive,

commercial and services activities, banks may engage in Joaalah.
Article 17
The banks may assign on Mozara-ah or Mosaqat agricultural lands andlor orchards,

which are at their disposal or in their possession.
Chapter IV. Bank Markazi Jomhouri Islami Iran (BNJII) and Monetary Policy.
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Article 18
Bank Markazi Iran, which shall be called Bank Markazi Jomhouri Islami Iran, shall with
respect to the state owned corporations the shares of which are not fully owned by the
Government, conduct only those operations sanctioned by this law.
Article 19
Policy for credit and short-term (one year) facilities shall be adopted upon
recommendation by the General Assembly and approval by the Council of Ministers,
and policy for credit and five-year and long-term facilities shall be incorporated in bills
for five-yaars and long-term development plans and submitted to the Islamic
Consultative Assembly for ratification.
Article 20
For the proper functioning of the monetary and credit system, BMJII, under rules to be
approved by the Council of Ministers, is empowered on the strength of Article 19, to
intervene in, and supervise, the monetary and banking activities through the following
instruments:
(A) Fixing a minimum andlor maximum ratio of profit for banks in their joint venture and

Mozarebeh activities; these ratios may vary for different fields of activity.
(B) Designation of various fields for investment and partnership within the framework of

the approved economic policies, and the fixing of a minimum prospective rate of
profit for the various investment and partnership projects; the minimum prospective
rate of profit may vary with respect to different branches of activity.

(C) Fixing a minimum and maximum margin of profit, as a proportion to the cost price of
the goods transacted, for banks in installment and hire purchase transactions.

(D) Determination of types and the minimum and maximum amounts of commissions for
banking services (provided that they do not exceed the expense of service rendered)
and the fees charged for putting to use the deposits received by the banks.

(E) Determination of the types, amounts, minimum and maximum bonuses subject of
Article (6) and the establishment of guidelines for advertisement by banks in the
cases referred to.

(F) Determination of the minimum and maximum ratio in joint venture, Mazarebeh,
investment, hire-purchase, installment transactions, buying or selling on credit,
forward deals, Mozara-be, Mosaqat, Joaalah and Gharz-ol-hasaneh for banks or any
thereof with respect to various fields of activity; also fixing the maximum facility
that can be granted to each customer.

Chapter V. Miscellanea
Article 21
In its dealings with other banks, BMJII is not authorized to engage in banking
operations which involve usury; nor are the banks among themselves.
Article 22
Upon authorization by BMJII, banks may engage in authorized banking operations with
state-owned institutions, government-affiliated organization and public corporations.
Article 23
The funds received as commissions and fees shall constitute the banks íncome and
cannot be divided among the depositors.
Article 24
Exemption from commercial tax andlor tax exemptions granted by law to factories and
productive enterprises shall also apply to banks when replacing them in matters of
imports or ownership.
Article 25
The units in which the banks have made investments andlor hold a share shall be
governed by the Commercial Code, unless they are subject to another law.
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Article 26
Consequent to the ratification of this Act, all contravening laws and regulations shall be
null and void and alt the powers and duties stipulated in the Monetary and Banking Law
and the Bill for the Administration of the Banks and the amendments thereto, but under
the present Law have been delegated to other authorized entities, shall be divested
from the previous authorities.
Article 27
With the recommendations by the Bank Markazi Jomhouri Islami Iran, the Ministry of
Economic Affairs and Finance shall draw up the By-Law under this Law and put it into
effect following its approval by the Council of Ministers. The drafting and approval of
the By-Law shall not exceed a four-month period.
This Law, containing twenty-seven Articles and four Notes, was ratified by Majlis
Shoaraye Eslami (The Islamic Consultative Assembly) in ite session held on Tuesday,
Eight Sharivar 1362 and approved by the Council of Protectors on 10~611362.

Akbar Hashemi
Speaker
Majlis Shorays Eslami
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Summery in Dutch

~etoetst in de praktijk in Westerse landen of recentelijk in een land als Japan,

iie een lange geschiedenis van financieel en monetair beleid kennen.

)eze dissertatie is gemotiveerd door het vermoeden dat er een andere weg

~estaat. In het bijzonder heeft de kritiek op rentedragende schuldfinanciering

neer economische overtuigingskracht dan soms door de ~ mainstream -

:conomie aangenomen wordt. Deze positie kent een traditie in de vroegere

Nesterse economische scholen van nken, maar is nu het meest duidelijk

intwikkeld in de Islamitische analyse van het bank- en financiewezen. Om die

eden begint het proefschrift met het uitleggen van de Islamitische kritiek op

ente binnen het financiele systeem en monetaire beleid van ee Islamitische

and zoals Iran. Daarom stelt het een niet- rentevergoedend bankwezen voor in

;amenhang met de Islamitische benadering van economische analyse. Hierna

inderzoekt het proefschrift de theoretische eigenschappen van het niet-

entedragende model n beoordeelt het de recente ervaring met Islamitische

iankieren in de praktijk, voordat de economische baten (en kosten) van een

iiet-rentedragend financieel systeem worden geschetst. In een tijd waarin de

inanciele krantenkoppen voortdurend getuigen van erugkomende problemen in

le huidige Islamitische benadering van bankieren en financieren, is het goed

rm na te gaan of een meer fundamenteel antwoord dan de gebruikelijke

apmiddelen zoals meer "bail-outs" en regulering nodig is.

iet is belangrijk op te merken dat Iran reeds voorzien is van de meeste

:lementen die noodzakelijk zijn om de financiele sector een markteconomie te

aten ondersteunen, waarbij deze in staat is om langdurige groei en welvaart te

~evorderen. Het beginsel van Islamitisch bankieren en financieren schijnt niet

nconsistent te zij met marktconcurrentie en efficiente allocatie van middelen,

~ndanks het feit dat hierdoor het spectrum van instrumenten voor

releidsmakers en economische agenten wordt beperkt. Niettemin is er een

iieuw financieel en monetair beleid vereist om af te komen an centrale
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Het Financiele Systeem en Monetaire Beleid
in de Islamitische Republiek Iran

Door Abolghassem Jamshidi

De voornaamste doelstelling van deze studie is om de regering

Islamitische Republiek Iran opties te helpen geven ter verbetering ~

financiele en monetaire beleid om een op kapitaalmarkt georie

omgeving te laten ontwikkelen. Dit beleid zal vastgelegd moeten wc

lange termijn doelstellingen van de autoriteiten die zij recentelijk onderst

door middel van een programma van privatisering van overheidsonderne

en sterkere stimulering van het bankwezen. De studie richt zich niet al

het verschaffen van een geintegreerd kader voor economische hervor

een volledig consistente en gefaseerde strategie voor de ontwikkeling

financiele sector. De ontwikkeling van het financiele en monetaire bel

de volgende stap dienen te zijn, wanneer de Iraanse autoriteiten het e~

geworden over de ichting van de hervorming van de kapitaalmarkt en

financiele markten. Daarom zal de analyse geconcentreerd worden ol

verschillende gebieden en onderwerpen, die ondanks dat zij verbond

door gemeenschappelijke draden en beginselen afzond lijk kunnen ~

behandeld. Op de basis van deze analyse zullen verschillende beleid

worden vastgesteld samen met specifieke suggesties en modellen, die

uitvoering kunnen worden gevolgd.

Het onderwerp van het financiele systeem en monetaire beleid is tot

nog niet uitgebreid onderzocht vanuit Islamitisch gezichtspunt en dit
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planning en om een economisch en ondernemingsklimaat te verzekeren, dat

gekarakteriseerd wordt door vertrouwen, eerlijkheid, transparantie en

efficientie en waarbij de interactie met autoriteiten beperkt, consistent en

voorspelbaar is.

Daarnaast is het kader van wetten en voorschriften enigszins gedateerd voor

het voeren van een geavanceerd financieel en monetair beleid en dient dit

kader gerevitaliseerd te worden om aan te sluiten bij de moderne realiteit.

Iraanse banken zijn indrukwekkende, grote instellingen met duizenden filialen

over het gehele land. n gebrek aan autonomie, winstgerichtheid en

risicobeoordelingsmogelijkheden verhindert hen om een sleutelrol te spelen bij

het mobiliseren en efficient alloceren van financiele middelen en bij het

efficient monitoren en leiden van productieve onderneminge De effectenbeurs

zou ook een sleutelrol kunnen spelen bij de mobilisatie, allocatie en prijs van

kapitaal in Iran. Ook in dit geval moet zijn autonomie, eerlijkheid, transparantie

en efficientie op een heldere wijze gegarandeerd worden om een substantiee

aantal binnenlandse en, wellicht, internationale particuliere beleggers aan te

kunnen trekken. Tenslotte ontbreekt het in de Iraanse financiele markten aan

een voldoende gediversificeerde verzameling instrumenten.

Nieuwe instrumenten en markten zijn nodig om twee redenen. Ten eerste zijn

deze instrumenten en markten nodig, om beleidsmakers in staat te stellen het

financiele en monetaire beleid op een meer doelgerichte wijze te voeren,

evenals om de kredietverlening e liberaliseren teneinde prijsstabiliteit,

economische groei en andere doelstellingen te bereiken. Ten tweede, zijn zij

nodig om spaarders en inversteerders in staat te stellen om hun financiele

portefeuilles

meer efficient te diversificeren.
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