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Abstract 

Different countries have implemented various methods in their poverty 

elimination programs. Redistribution policies, financing low income 

groups, subsidizing, enhancing the capabilities of the poor, and… are 

among the traditional policies for poverty elimination programs. 

The study of concept of poverty is always one of the most important 

considerations in Islamic thoughts. Islamic Shariat with special 

consideration of economic poverty roots and causes has introduced 

numerous bases and tools to cope with this sinister phenomenon in Islamic 
 

1- Professor of Economics, Allameh Tabatabai University, Advisor to the Governor of 

the Central Bank of Iran I.R. and the President of Monetary and Banking Research 

Academy, Tehran-Iran. (mojtahed@mbra- cbi.org)  

2- Faculty member and Vice President, Monetary and Banking Research Academy. 

(hassanzadeh@mbra.cbi.org- Alihasanzadeh2003@yahoo.com). 
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societies. Ihsan, zakat or alms, Waqf and Qard-al-Hasan are part of 

principles and economic behaviors of Muslims which have considerable 

positive effects on poverty elimination in these societies.  

By emphasizing on Qard-al-Hasan as a means of microfinance in the 

banking system and Islamic Shariat in order to finance the poor in 

accordance with modern financing tools, this paper will evaluate the 

effects and results of the application of interest-free loans in poverty 

elimination programs in Iran I.R. 

Accordingly, by compiling data of 28 provinces of the country during 

1996-2003, the effects of providing interest-free loans on per-capita 

income as a proxy variable for poverty elimination indicator will be 

analyzed and evaluated.  
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Introduction: 

The Islamic economic system is the outcome of the thoughtful and 

dynamic Islamic school of though, which tries to range the physical needs 

of the society in accordance with moral values to make human being free 

of need in the path to perfection and elevation by using a collection of 

rules, regulations and related institutions. Poverty alleviation and the 

creation of the necessary background to ensure the basic needs of human 

society is regarded as one of the main programs to fulfill one of the high 

ranking goals of this holly system, namely the establishment of social and 

economic justice in the society.         

Poverty alleviation programs have been introduced as one of the main 

axis in the economic programs of the developing countries in the past two 

decades, but many of them had not a good experience in this regard. The 

widening gap between classes and the increasing number and the 

percentage of poor are the outstanding manifest of this phenomenon. This 

has led to consider poverty as a granted social norm in most of these 

countries. 

The Islamic countries as a part of developing countries are not 

exempted from this process and today poverty is regarded as one of the 

main problems facing these countries, and poverty alleviation has become 

one of the main challenges in their economic system. 

Poverty and poverty alleviation strategies from 
Islamic point of view 

Islam considers poverty as a dangerous social problem which 

challenges human being to lose faith and threatens his identity. Poverty is a 

potential threaten for peace and stability of society and the purpose and the 

aims of shariah is to save the faith, soul, generation, property and thoughts 

of human being. These goals necessitate securing the important needs of 

human being such as food, clothing, dwelling and marriage, so that there 

are no probability of deviating from religion and moral boundaries. Islam 

orders the government and the society to share the responsibility of 
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poverty alleviation from the society and Quran and Sunnat of Prophet 

Mohammad (peace be upon him) which have been delivered through 

inspiration for all the times and places, have assigned the tools and 

methods of fulfillment of this responsibility. The first aim of Islamic 

economic philosophy is the alleviation of poverty by satisfying the main 

needs of human being, decreasing the gap between poor and rich, and to 

develop the physical potentialities for elevation of welfare of human 

society. To do this, regarding the basics of economic philosophy, Islam has 

introduced several strategies and tools for solving the problem of poverty. 

To be mentioned, Zakat, Ihsan, Sadaqah, Waqf and Qard-al-Hasan are 

some of these tools. Therefore, the institutionalized Islamic governments 

are expected by emphasizing on these subjects and giving priority to 

poverty alleviation in their economic and financial strategies and providing 

sources, support and necessary economic chances, to implement social 

justice and proper distribution of wealth and to reduce the gap between 

poor and rich.  

The poverty level in Islamic world 

The picture presented by international organizations for the level of 

poverty and human development represents Islamic world amongst the 

most back warded nations. All studies indicate that poverty widespread 

prevail in most African Sub-Sahara and South Asian countries. If we 

consider the 52 members of Islamic Conference Organization as the 

representatives of Islamic world, we realize that among them, 25 countries 

are amongst 56 very poor listed countries of African Sub-Sahara and 

South Asian countries. The attached table shows the position of the 

members of Islamic Conference Organization in the order of human 

development, and the life expectancy, literacy rate of the youth, child 

education and per capita income. This table represents the prevalence of 

poverty and deprivation in Islamic world. Only Broney is among the top 

50 countries which have the lowest number of population in Islamic word, 

and there are 23 Islamic countries amongst the lowest countries from 

human development point of view, 11 of which are amongst the poorest 
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countries of the world. Although the data on Islamic countries are not 

complete for some Islamic countries, the human development report of 

1994 estimates that there are 185 million people (26 percent) living in  

member countries of Islamic Conference Organization who live in absolute 

poverty. Since this data is not complete for all countries, perhaps the 

complete picture may be worse. Therefore, it seems the poverty in Islamic 

world, especially in African Sub-Sahara and South Asian countries will 

remain high for several years.   

The studies conducted in Iran confirm this. One study in 1996 shows 

that according to the defined indicators, 17 percent of the people of the 

country are poor which 60 percent of them live in urban areas. Statistics 

show that the implementation of poverty alleviation programs during 

1992-2000 have had good results in decreasing poverty in the country. For 

example, the total amount of poverty in urban and rural areas of the 

country has decreased from 0.132 and 0.165 in 1992 to 0.012 and 0.048 in 

2000 respectively1. Among these programs and policies, we can mention 

the banking and credit policies for financing the poor, which effectiveness 

have been emphasized in this paper.  

The relationship between social justice, providing 
basic needs and poverty 

In general, the implementation of social justice can be achieved 

through the decrease of physical and inequality of income distribution. The 

decrease of inequalities and more justified distribution of income can be 

achieved more easily through mechanisms at macro level. Suitable policies 

for achieving social justice through application of a package, in which all 

subjects and axes have close relationship, will make the fulfillment of the 

goals much easier. Here the point is that in applying equality in distribution 

of income, people in different groups and regions do not gain equally; 

therefore, which causes the achievement of social justice with lags. But if 

during this process poor people gain enough, we can claim that the 

 

1- According to Sen Index. 
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fulfillment of the social justice has obtained a better pace.  

Charts 1 and 2 show the process of decreasing physical and income 

inequality and their relation with basic needs of the society. As it can be 

seen, the achievement of social justice needs a process which causes the 

increase of just distribution of income, welfare, health and educational 

facilities, decreases class inequality and increases the efficiency. Therefore, 

we cannot say that social justice is a last point, but it is a circular process 

in the time and elevates in relation with the prevailing conditions. 

In this process, facilities and resources will be more available for the 

poor for the fulfillment of social justice. One of these facilities is the 

availability of credit and financial resources for their basic needs, or 

financing their economic activities. Since the poor may not be capable for 

conducting large activities, the global macroeconomic policies persuade 

cheep financing the low income people which has proved to be very 

efficient in poverty alleviation. In this context, the policy of governments, 

public institutions and even non-government organizations is to enable the 

poor and furnish them with infrastructure for starting their business. 

Chart 1: The decreasing flow of physical inequality and a more 

balanced income distribution: (to achieve social justice) 

Social 

justice 

 Balanced 

distribution of 

income and 

facilities 

 Health care, 

nourishing 

and suitable 

education 

 The increase 

of human 

efficiency 

 

The decrease 

of the gap 

between poor 

and rich 

 Economic and 

social 

development 

 The increase 

of total 

efficiency in 

the economy 
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Chart 2: The relationship between social justice and 

 provision of basic needs 

Equal health and 

Medicare 

 Suitable dwelling  Suitable job 

chances 

 

Suitable nourishing 
 Social justice  Equal educational 

opportunity 

          

Social and political 

freedom 

 Social security 

                                                                       

Family stability 

 

The interaction between microfinance, poverty 
alleviation and social justice 

In social justice discussion it was mentioned that the equality in 

chances and opportunities has an important role in decreasing unjust 

distribution of facilities and sources. One of the important tools for 

achieving this task for a special group (poor and low income group) which 

governments emphasize is micro credit program. 

These programs, with the aim of improvement of social environment, 

decrease of unemployment and creation of new job opportunities in the 

form of entrepreneurship and self employment, elimination of social 

inequality and decrease of poverty in urban and rural areas and also to 

increase women participation in labor market have been adopted in many 

countries around the world and for this end, microfinance institutions 

(MFI) have been developed. These institutions have coverage of 10 million 
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families in developing and developed countries1. These small credits can 

cause to create new small businesses by a rural woman or by inhabitant in 

a medium size city and in addition to job creation; by development of 

investment and saving, will change the economic condition of the family. 

The main point is that in microfinance program, the concept of 

employment and poverty reduction has an important role. This is because 

in all credit programs with the aim of long lasting stability of family income 

of low income and poor families, the creation of employment (in the form 

of self employment or else), is considered through microfinance. 

Therefore, there is a close relationship between micro credits, 

employment, poverty alleviation and reduction of inequalities. The 

allocation of micro credits through defined methods and by special 

agencies for this job is  for creation of a new small business or 

development of existing ones if this finance creates at least one job 

opportunity for the new business, or decreases production costs for the 

existing ones.  

Chart 3: The relationship between credit and saving in the process of 

 financial resources for rural development 

 

                                              Saving 

Development        Agricultural and rural      Development 

                                                Activities 

 

      

                                                      Credit 

Source: Seibel (2001) 

 

1- Gomez R. and Senator E. (2003). 
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Therefore, it should be mentioned that financing provide social services 

and finance (saving, loan, insurance and money transaction and payment) 

which enhance social capital that increases the efficiency of flow of funds 

for social justice specially for low income and poor families. 

A review of successful micro credits policy in 
poverty alleviation programs  

It is expected that by financing the low income and poor groups, they 

will be capable of financing themselves and cope with capital shortages in 

the process of economic activities and making themselves more capable. 

Therefore, financing them through providing credit and finance can have a 

major role in their economic life and solving their problems. The existence 

of hidden expenses, bureaucracy, disability of official sector in responding 

their needs, are among the most important factors for the need of activities 

of microfinance institutions in economic programs for alleviation of the 

problems of this group and they have had a very successful application in 

poverty alleviation programs in developing countries during the past two 

decades. In this context, 5 countries will be reviewed: 

1- Bangladesh 

This country can be considered as pioneer in microfinance. The 

experiences of this country in providing financial resources for small firms, 

poor, special groups, especially women has caused countries who select 

microfinance strategy to consider the experience of Bangladesh, specially 

the success of Grameen Bank. In order to evaluate the performance and 

the quality of financial services micro finance institutions in Bangladesh, 

we can refer to institutions or plans such as Grameen Bank, Bangladesh 

Rural Advancement Committee, 12 Rural Development Project, 

Bangladesh Reconstruction Bureau, Shakti Foundation, Rangipour 

Dinajpur Rural Services and the Development Plan of Agricultural and 

Marginal and Small Systems Corporation International Project.  
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Although the goals of these institutions are different, but their main 

concern is to protect the poor and enable them for economic activities to 

obtain a minimum acceptable income. For example, a special service of 

these institutions is to provide small loans for poor women which can be 

paid back in weekly installments within one year. Therefore the main aim 

of these institutions is the improvement of conditions of poor rural people 

through their access to credits, savings, facilities and some non financial 

social programs. The main concern of these institutions, especially 

Grameen Bank is on the gathering together and concentration of lower 

social class who have no collaterals, and providing them with small loans 

which are mutually guaranteed by all members of the group who are 

obliged to make saving to pay back the loan, if each member of the group 

wants to obtain loan in the future, payments depend on the ability of the 

group in paying back the loan. 

In order to decrease the dependency on subsidies, Grameen Bank 

charges a rather high rate of interest. Usually the evaluation of cost-benefit 

of interest rate is an effective way to reduce dependency on subsidy for a 

rural financial institution (or person). This extra charge is a source for 

existence and development of providing loan, because the scarce resources 

will be available for more people. The experience of Bangladesh in 

application of policies and methods in implementing microfinance projects 

not only had successful role in poverty alleviation in low income regions 

especially rural areas, but also the understanding of especial social and 

economic features of the rural and low income areas had a grate help for 

further development and implementation of these plans.  

2- Malaysia  

By implementation of new economic programs in Malaysia during 

1985-95, in spite of the spread of poverty in rural areas, the poverty rate 

decreased from 45 percent to 15 percent. This was caused by microfinance 

institutions to some extent. Some of the non governmental institutions in 

Malaysia which were working under a syndicate are: The Plan for Testing 

Grameen Bank Method for Poverty Alleviation of North-West Region, or 
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Amanad Inkhtiar Malaysia (AIM)1, Yayasan Usha Maju (YUM) and KKR 

(in the form of credit cooperative as asocial club for the youth). The AIM 

plan is the largest microfinance institution in Malaysia with poverty 

alleviation aim. The two important factors in the development of financing 

the poor are the full support of the government and the application of 

practical guidelines of Grameen Bank. The experience of payment system 

of micro credit by non-governmental institutions in Malaysia shows that 

like Grameen Bank, the poor people are divided into groups which 

supervise the proposed loan, its costs, and the borrower and micro 

problems and general welfare of the members of the group. It is interesting 

that these loans have no collaterals, guarantors, interest, or legal 

prosecution.  

The studies show that most of micro finance institutions in Malaysia 

are not self sufficient, that is to say that their commission income do not 

cover their costs. Regarding the Islamic principles prevailing in the 

country, AIM institution does not receive any interest. But they are 

dependent on government and non-government grants and that is why they 

are not self sufficient. Meanwhile, the coverage of the poor in the rural 

areas of Malaysia for micro credit is expanding and the increasing growth 

of the economy will decrease the number of the poor in the country, and 

the poor and low income people will be engaged in small firms, or self 

employment, or temporary and part-time jobs in the framework of small 

projects.  

3- Jamaica 

In this country a joint program in the framework of providing small 

loans for starting self employment activities in the form of groups of 

people accepting the repayment of the loan was planned to create 

employment by small firms in the official sector of the economy, especially 

 

1- Ali Hassanzadeh, Ali Arshadi. (2003). "The role of micro credit in rural 

development", Presented in the 13th annual conference on monetary and exchange 

policies-Tehran, Iran (I.R.). 
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in modern sector of Jamaica in 1985. Under this program, loan was given 

to unemployed young people to start a business, while training programs 

and preferential plans were introduced to them. 

There were different criteria for approving priority projects, the more 

important of which were the applicability of the project and the availability 

of a credible guarantor. This program was almost carried out in 

agricultural and comerece sectors (sale and distribution). The experience 

of this program shows that most of the people engaged in this program 

were women and young people who used the credits for developing their 

business. But studies show that the program was not successful which was 

mainly due to the absence of good supervision of the credits given, the 

lack of capability and expertise and the need for experienced labor force, 

the poor recognition of the people and their ability to pay back the loans. 

4- India 

Before financial reform programs (1990-99), giving credit to the poor 

vas through subsides. This was the view of many bankers, but deregulation 

change the view of the financial system. For example, the liberalization of 

interest rate caused many banks, with the support of National Agricultural 

and Rural Development Bank (Koopervasi Kredit Rakyat), create links 

with unofficial groups who helped the poor, to mobiles savings and 

provide loans with reasonable rates.  

The financial reform was a part of structural adjustment policies which 

was started by the government in 1990 to accelerate the economic growth 

and improve the bad living conditions (poverty alleviation program) in 

which the government used subsides as the main nucleus of its activities in 

poverty alleviation programs. One of the largest poverty alleviation 

programs in the world was the Integrated Rural Development Program 

which covered more than 45 million people. In this program, the increase 

of income of the loan users was through training the rural youth for self 

employment and improvement of the women and children conditions.  

The implementation of the above program for poverty eradication in 

rural areas and providing loans with reasonable rates by National 
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Agricultural and Rural Development Bank caused the formation of helping 

groups which had an important role in decreasing operational costs, and 

the continuation of self sufficiency of the micro finance institutions. One of 

the reasons for this is the increase of saving absorption (fund raising) by 

these institutions. The self- helping groups also help micro finance 

institutions to extend more loans and other facilities.       

5- Nepal 

 Nepal is a poor country which needs economic reconstruction. One of 

the economic reconstruction needed is financial reconstruction for targeted 

support for the poor and especial groups. Regarding the lack of success 

for micro finance institutions in the country, the circumstances or the 

flourish of unofficial institutions is ready. At present time, concentrated 

saving and credit groups are active in rural areas. It seems that the help of 

these unofficial groups has a better coverage of official ones. Some of the 

most famous poverty alleviation programs are: National Bank for 

Agricultural and Rural Development (NABARD) and Integrated Rural 

Development Program (IRDO) with 85 thousand loan takers of rural 

women.  

Most of micro finance institutions in Nepal are not self sufficient and 

this has limited the power of providing loan for the poor. To some extent 

it is because the average interest rate of loans is below 18 percent and the 

Central Bank of Nepal has defined the maximum rate of spread as 6 

percent. Moreover, instant credit is prevailing in the country so that 

commercial banks are obliged to allocate 12 percent of their loan portfolio 

to priority sectors defined by government such as agricultural, rural 

construction and service sector. 

Qard-Al-Hassan, the Micro Finance Strategy in 
Islamic Countries 

Qard-Al-Hassan (interest-free loan) is a kind of loan. Although Qard-

Al-Hassan is discussed under the title of “loan” in legal and fiqhi 



14                                                                         Money and Economy, Vol. 5, No. 2 

discussions, but its fulfillment has special conditions which distinguishes it 

from other loans. These conditions includes: the borrower should be needy 

and the lender should have spiritual incentives for lending. By inducing 

spiritual incentives, the rich Islamic culture tries to adjust the materialist 

behavior of human being to satisfy economic needs. The improvement and 

expansion of Qard-Al-Hassan in Islamic society means the movement 

towards the implementation of one of the most important aims of Islamic 

economic system which is the answering the material needs of the people 

and alleviate poverty from Islamic society. 

The applications, tools and methods of providing and mobilizing the 

necessary funds and lending according to Qard-Al-Hassan contract are the 

reasons that places this kind of loan in micro credit category in the credit 

system of Iran. Therefore, in order to have a better understanding of this 

similarity, we will explain here the tools and methods of providing this 

kind of loan in the monetary system of Iran.  

a) Domain: The domain of this loan in Iran includes the provision of 

the needs of families such as home repair and dwelling, helping to 

pay educational expenses, payment of medicare expenses, 

providing marriage expenses and other necessary loans from 

consumption point of view, providing the necessary capital and 

work tools for the low income families, revolving capital for small 

production firms and even providing the needs of those people 

who have suffered from unexpected natural disasters.  

b) Conditions for granting Qard-Al-Hassan: These include the 

ceiling, terms of repayment and commission and guarantees which 

are methods of micro financing. 

The maximum ceiling of this loan for expenses such as marriage, 

medicare and even for providing work tools for low income families is 5 

million Rials ($555), for dwelling and home repair, education and even 

starting a small business is 30 million Rials ($3333).  

The grace of consumption Qard-Al-Hassan is one month to three 

years, and production loans is up to five years.  
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The commission of Qard-Al-Hassan is 2.5 to 4.0 percent. 

According to the article No. 15 of Usury-free Banking Law, Qard-Al-

Hssan does not need any collaterals and guarantees, and its contract is 

considered as a legal and binding document is under the operational 

regulations concerning the legal documents. 

A review of the performance of Qrad-Al-Hassan in Iran 

Qard-Al-Hassan is an important source of providing loan for low 

income groups of the society in the framework of banking system of the 

country, as well as in Qard-Al- Hassan funds. Organizing and making this 

credit sector more aiming, can create the necessary structure and 

background for the development of poverty alleviation programs through 

planning and implementing micro credit projects in the country. 

The statistical performance of Qard-Al-Hassan paid by the banking 

system of the country in 1984 showed that about 7.5 percent of the total 

facilities and credit (337.6 milliard Rials) were paid to the low income 

families of urban and rural areas. This kind of loan, with an average rate of 

15 percent increased to 849.2 milliard Rials in 1992. Regarding the rapid 

rate of growth of the country and expansionary monetary policies of the 

country after 1992, the average rate of growth of Qard-Al-Hassan 

increased to 40 percent and the amount of this loan reached to 26543.8 

Bilion Rials in 2003. Since the ceiling of this loan was not changed during 

these years, we can conclude that the number and coverage of this loan 

have had an acceptable growth in 20 years.  

Keeping in mind, we can conclude that the increase of the income of 

low income groups of the country has been affected by providing them 

with necessary background and tools through cheap capital resources.  

Poverty indices Gini Coefficient and the ratio of income of 10 percent 

higher income families to the income of the 10 percent lowest income 

families show the partial improvement of living conditions of the society 

and poverty decrease during this period. The Gini Coefficient has 

decreased from 0.453 in 1984 to 0.3996 in 2004, and the above mentioned 

percentile ratio has decreased from 24.8 in 1983 to 14.4 in 2003 confirms 
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that income condition of the population, especially low income groups 

have improved. 

Table No. 1- The performance of Qard-Al-Hassan loans and credit 

system in Iran 

Qard-Al-Hassan 

Year Milliard Rials Growth (%) 

The ratio of Qard-

Al-Hassan to total 

facilities 

1984 337.6 Na 7.5 

1985 335.4 -.65 6.6 

1986 641.5 91.26 11.5 

1987 666.6 3.91 10.5 

1988 718.0 7.71 9.6 

1989 717.6 -0.06 7.4 

1990 749.9 4.50 5.7 

1991 750.2 0.04 4.1 

1992 849.2 13.20 3.6 

1993 1257.2 48.05 4.6 

1994 1453.1 15.58 4.4 

1995 1925.5 32.51 4.7 

1996 2398.8 24.58 4.5 

1997 2866.8 19.51 4.6 

1998 4203.7 46.63 5.0 

1999 5908.0 40.54 4.6 

2000 7177.5 21.49 4.2 

2001 10410.9 45.05 4.5 

2002 23097.3 121.86 7.2 

2003 26543.8 14.92 6.0 

Source: The balance sheets of banking network of Iran (I.R.). 
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Table No. 2- The trend of changes in Gini Coefficient in Iran 

Year Coefficient 

1984 0.453 

1985 0.452 

1986 0.466 

1987 0.446 

1988 0.438 

1989 0.437 

1990 0.428 

1991 0.486 

1992 0.435 

1993 0.425 

1994 0.424 

1995 0.427 

1996 0.430 

1997 0.420 

1998 0.430 

1999 0.420 

2000 0.430 

2001 0.423 

2002 0.420 

2003 0.410 

2004 0.403 

Source: The Management and planning organization of Iran (I.R.) 

 

The study of the distribution of Qard-Al-Hassan loans confirm that 

increasing share of this loan in the loan portfolio of the poor provinces and 

deprived regions has been able to provide the necessary background to 

decrease poverty in the country.  
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Statistics show that the poorest 4 regions of the country, that is to say, 

Sistan and Balouchestan, Kurdistan, Hormozgan and Qum, have received 

the highest share of Qard- Al-Hassan. 

Table No. 3- The comparison of per capita income and Qard-Al-Hassan 

share of the total Qard-Al-Hassan paid in poor provinces in 2003 

Province 
Per capita income 

(Rials) 

Qard-Al-Hassan 

share (%) 

Sistan and 

Balouchestan 

4109459 9.7 

Kurdistan 6926720 6.5 

Hormozgan 669479 5.8 

Qum 7083031 5.7 

 

Regarding this, we have tried to evaluate the effects of application of 

poverty alleviation programs in the country by using a combination of 

cross-section and time- series in the framework of a simple econometric 

model. 

Methodology and data description    

In order to show the effect of micro credits (Qard-Al-Hassan) on 

poverty alleviation, we have tried to use related indices to the target 

variables. To do so, we have used a Data Insertion Model between 28 

provinces of the country available in some years during 1996-2003. 

The applied variables in this model are as follows: 

Yiy = per capita income in different regions (indicator of income 

inequality and poverty) 

X1it = family dimension (size, or social indicator) 

X2it = employment rate (socio-economic indicator) 
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X3it = the ratio of Qard-Al-Hassan to total loan (indicator of micro 

credit) 

i = 1…28 (number of regions) and t represents time. 

The estimation model is: 

Equation (1): 

Log(Yit) = Cit+1itLog(X1it)+ 2itLog(X2it)+ 3itLog(X3it) +it     

Per capita has been considered as a good proxy of poverty. 

As it was mentioned, the estimation of the model is through Panel Data 

method. This method not only makes it possible to use cross-section and 

time series data for estimating econometric models, but also is a basis for 

policy-making and planning inferences which is very considerable. We can 

study the literature of the subject in studies carried out by Maddala (1993), 

Hsiao (1986), Dielman (1989), Matyas and Sevesstre (1986), Raj and 

Baltagi (1992), and Baltagi (1995). The priority of Panel-data models to 

Pure cross-section models is that they have more flexibility in dealing with 

behavioral difference of phenomena in time. The skeleton of this model is 

presented below: 

Equation (2): 

Yit = +´Xit +it +ui 

where t = 1,2,…,T and i = 1,2,…, n and n is the number of provinces 

and T stands for the number of time series yearly observations. There are 

K descriptive variables in Xit (except for the base year). It should be 

mentioned that the above panel data model is one of the balanced panel 

data models; that is to say in each of n provinces there are T annual 

observations. In this equation, i is the distance from the origin of ith 

province which is considered constant in time. In practice we can 

introduce the difference of provinces (or i) into the equation by using 

Common effect, Fixed effect or Random effect methods. 

Model estimation 

We have here estimated three models according to equation (1). All 

three have been estimated by using Data insertion method of 7 year time 
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series and cross-section (28 provinces) data. The results are presented in 

tables 4 and 5. 

 

Table 4 – The estimate of data insertion model 

(Dependent variable is per capita income) 

 
Variable 

Fixed effect (first 
model) 

Random 
effect (second 

model) 
Constant coefficient 

Family 
dimension(size) 

Employment rate 
Ratio of Qard-Al-

Hassan to total loans 

C 
X1 
X2 
X3 

8.04 (2.2) 
-2.25 (-4.9) 

2.4 (3.3) 
-0.03 (-1.95) 

 

10.95 (2.3) 
-1.44 (-4.8) 

1.5 (2.8) 
-0.04 (-1.8) 

R2 

 

D.W. 

Index 
coefficient 

Durbin- 
Watson   

81% 
 

2.2 

80% 
 

2.1 

 

According to the results of model estimation in table 4, it is seen that 

family size has a negative effect on per capita income. Employment 

variable is positive and both coefficients are significant from statistical 

point of view. Although the variable ratio of Qard-Al-Hassan to total loans 

is statistically significant, its effect in comparison to other variables is low. 

Therefore we conclude the Qard-Al-Hassan provided in 28 provinces as 

micro finance credit has a positive effect on the increase of per capita 

income and poverty alleviation during survey period (1996-2003). But due 

to the existence of challenging problems and the low ratio of Qard-Al-

Hassan to total loans, the effectiveness of this coefficient is low. 

In order to scrutiny the model, by considering the constant coefficients 

in the provinces, we obtain the results which are shown in table 5.The 

results of this model show that the family size negatively and employment 

rate and Qard-Al-Hassan positively affect per capita income. But the 
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effects of Qard-Al-Hassan are less than the two variables of family size and 

employment rate. Of course the degree of effectiveness of Qard-Al-Hassan 

in various provinces differs, so that the low income provinces have 

received more Qard-Al-Hassa. This effect has been much more in 

provinces of Tehran, Isphahan, West and East Azerbaijan and 

Hamadan.  

Table 5- Third model: the estimation of data insertion1 
(Dependent variable is per capita income, No. observations =224) 

Dependent variable Coefficients and (t) statistic 

Constant coefficient -8.89(-1.5) 

Family size -2.9(-3.6) 

Employment rate -2.5(-2.2) 

Qard-Al-Hassan Ratio (East Azerbaijan) -0.21(-1.53) 

Qard-Al-Hassan Ratio (West Azerbaijan)  -0.25(-1.48) 

Qard-Al-Hassan Ratio (Ardabil) -0.07(-9.9) 

Qard-Al-Hassan Ratio (Isphahan) -0.92(-1.89) 

Qard-Al-Hassan Ratio (Ilam) -0.37(-2.14) 

Qard-Al-Hassan Ratio (Boushehr) -0.15(-1.74) 

Qard-Al-Hassan Ratio (Tehran) -1.12(-1.4) 

Qard-Al-Hassan Ratio (Chahar Mahal and 

Bakhtiary) 

-0.05(-2.23) 

Qard-Al-Hassan Ratio (Khorasan) -0.22(-4.39) 

Qard-Al-Hassan Ratio (Khousestan) -0.03(-3.25) 

Qard-Al-Hassan Ratio (Zanjan) -0.13(-1.49) 

Qard-Al-Hassan Ratio (Semnan) -0.06(-2.24) 

Qard-Al-Hassan Ratio (Sistan) -0.09(-4.43) 
 

1- Figures in parenthesis 
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Dependent variable Coefficients and (t) statistic 

Qard-Al-Hassan Ratio (Farce) -0.16(-0.34) 

Qard-Al-Hassan Ratio (Khazvin) -0.08(-0.31) 

Qard-Al-Hassan Ratio (Qum) -0.24(-2.62) 

Qard-Al-Hassan Ratio (Kurdistan) -0.13(-4.6) 

Qard-Al-Hassan Ratio (Kerman) -0.07(-7.2) 

Qard-Al-Hassan Ratio (Kermanshah) -0.07(-2.31) 

Qard-Al-Hassan Ratio (Kohkiloye and 

Boirahmad) 

-0.11(-3.61) 

Qard-Al-Hassan Ratio (Golestan) -0.16(-1.55) 

Qard-Al-Hassan Ratio (Gilan) -0.18(-0.53) 

Qard-Al-Hassan Ratio (Lorestan) -0.22(-3.05) 

Qard-Al-Hassan Ratio (Mazandaran) -0.06(-1.14) 

Qard-Al-Hassan Ratio (Markazi) -0.15(-2.62) 

Ratio of Qard-Al-Hassan (Hormozgan) -0.12(-3.54) 

Qard-Al-Hassan Ratio (Hamadan) -0.34(-1.1) 

Qard-Al-Hassan Ratio (Yazd) -0.19(-1.51) 

Source: findings of the study. 

Conclusion and policy recommendations 

The development of micro credit in Iran has always been facing 

challenges. Micro credit in the form of Qard-Al-Hassan have been paid for 

self employment, buying necessary goods and starting self employment in 

the last few decades in unofficially or semi official ways. But, what is 

important in the framework of micro credit expansion is, as it was 

mentioned, its aim which is different from other kinds of loans and has 

socio-economic justice feature which is more interesting. In this case, the 
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target groups should be identified and all inequalities in this field should be 

minimized, otherwise, reaching social justice by application of this tool will 

be very difficult. In other words, targeting the distribution of micro credit 

is one of the government priorities for alleviation of poverty and reducing 

the socio-economic obstacles of low income and poor people. It should 

also be mentioned that micro credit has not been used in a concrete and 

regulated program and has always been subject of changes and review by 

policy makers. Therefore, regarding these conditions, it is necessary to 

prepare a suitable plan for development of micro credit, especially for low 

income and poor people in rural areas and in poor urban areas so that this 

framework together with the aims of strategic policies and supportive 

packages for the poor is applied to micro finance. 

As the results of the fitted model suggest, the achievement of goals of 

increase of per capita income in different regions of the country and 

poverty reduction of poor and deprived families is through creating 

permanent job opportunity and providing the with finance is possible. 

Therefore, it should be mentioned that providing loans in the framework of 

micro credit (Qard-Al-Hassan) cannot alleviate the poverty by its own. So, 

developing a targeted model to optimize the distribution of credit 

resources among low income and poor people of the society can play an 

important role in the stability of strategic poverty elimination program. In 

this way, the government with the cooperation of banking system and 

financial institutions in the frame work of targeting allocation of low cost 

loan of Qard-Al-Hassan for small operational projects which create jobs 

and preparing the necessary background to increase the income capability 

and businesses suitable for low income people is necessary. Regarding this 

aim, the structure of micro credit programs in the form of Qard-Al-Hassan 

with poverty alleviation goal and the increase of income capacity of the 

low income groups of the society can be presented in the following chart.  
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Chart 4: Micro finance development model in poverty alleviation 

programs 
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Attached table 

Indicators of Human Development in Islam World 

 

Country 

Indicators of 

Human 

Development 

in Islam 

World 

Life      

Expectancy 

Youth   

literacy 

Average 

school 

years 

Average 

per capita 

income($) 

Economic 

growth 

(%) 

Population 

(million) 

1 

2 

3 

4 

5 

6 

7 

 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Brunei 

Kuwait 

Qatar 

Malaysia 

Bahrain 

Ghazaghistan 

United Arab 

Emirates 

Saudi Arabia 

Turkey 

Azerbaijan 

Syria 

Albania 

Libya 

Turkmenistan 

Tunisia 

Kyrgyzstan 

Iran (I.R.) 

Uzbekistan 

Oman 

Tajikistan 

Jordan 

Iraq 

Lebanon 

Indonesia 

Algeria 

44 

51 

56 

57 

58 

61 

 

62 

67 

68 

71 

73 

76 

79 

80 

81 

82 

86 

91 

92 

97 

98 

100 

103 

105 

109 

74.0 

74.6 

69.6 

70.4 

71.0 

69.0 

 

70.8 

68.7 

66.7 

71.0 

66.4 

73.0 

62.4 

66.0 

67.1 

68.0 

66.6 

69.0 

69.1 

70.0 

67.2 

65.7 

68.1 

62.0 

65.6 

86.0 

73.9 

79.0 

80.0 

79.0 

97.0 

 

65.0 

64.1 

81.9 

96.3 

66.6 

85.0 

66.5 

97.7 

68.1 

97.0 

56.0 

97.2 

35.0 

96.7 

82.1 

62.5 

81.3 

84.4 

60.6 

5.0 

5.5 

5.8 

5.6 

4.3 

5.0 

 

5.6 

3.9 

3.6 

5.0 

4.2 

6.2 

3.5 

5.0 

2.1 

5.0 

3.9 

5.0 

0.9 

5.0 

5.0 

5.0 

4.4 

4.1 

2.8 

14000 

13126 

16750 

2790 

7130 

1680 

 

22020 

7510 

1980 

740 

1160 

930 

5420 

1230 

1720 

820 

2200 

850 

6480 

490 

1120 

3558 

1234 
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1840 

Na 

Na 

-6.6 

5.6 

0.1 

1.2 

 

-1.8 

0.4 

5.4 

1.5 

1.4 

Na 

Na 

2.5 

3.5 

1.9 

2.5 

2.6 

9.3 

2.9 

0.6 

Na 

Na 

5.8 

Na 

0.28 

1.4 

0.51 

18.6 

0.53 

17.0 

 

1.7 

16.8 

58.5 

7.4 

13.0 

3.4 

4.9 

3.9 

8.4 

4.5 

59.6 

21.5 

1.6 

5.6 

3.9 

19.2 

3.8 

184.3 

26.3 
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Country 
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Expectancy 

Youth   

literacy 
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school 

years 
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per capita 
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growth 

(%) 
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26 

27 

28 

29 

30 

31 

32 

33 

34 

35 

36 

37 

38 

39 

40 

41 

52 

43 

44 

45 

46 

47 

48 

49 

50 

51 

52 
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Pakistan 
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168 
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172 
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52.9 
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55.3 

58.3 
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55.4 
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48.7 

52.2 
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42.6 

46.1 
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46.5 
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42.9 

46.4 

44.4 

45.4 
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42.4 

42.9 
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43.9 

50.0 

52.5 

62.5 

92.0 

56.5 

36.4 

52.0 

55.0 

41.1 

40.0 

36.6 

28.2 

50.5 

25.0 

35.0 

23.5 

19.0 

39.0 
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30.0 
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26.9 
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820 
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60 
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Na 
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0.9 
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2.1 
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Na 
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Na 

3.3 

Na 
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2.5 
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Na 
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5.0 

2.1 

16.5 

0.55 

1.0 

8.3 

1.0 
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8.2 

4.4 
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Economic Indicators: 

Minimum Monthly Nominal and Real Wage Rate in 1999-2004 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Social Security Organization, 

Extracted by: Bureau of Macro-economic Planning, Management and Planning 

Organization.  

Minimum 

real wage 

growth 

(percent)

Minimum  

real  wage 

(Rials)

Inflation 

rate 

Average 

CPI 

(1997=100) 

Minimum 

nominal  

wage 

growth 

(percent)

Minimum 

nominal  

wage 

(Rials) 

Year 

1.5 255169 20.1 141.8 21.83618301999

12.4 286794 12.6 159.7 26.6 458010 2000

11.7 320405 11.4 177.9 24.5 570000 2001

5.8 339058 15.8 206.0 22.5 6984602002

5.7 358262 15.6 238/.2 22.2 8533802003

8.4 388342 15.2 274.5 24.9 10660002004
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Annual Wage Growth of Government Employees in 1999-2004 (percent) 

Year Base wage 
coefficient  

(1) 

Base wage 
coefficient 

growth rate 

(2) 

Annual 
percent 
increase 

(3) 

Sum of the 
increase 

(4) =(2)+(3) 

Inflati
on rate 

(5) 

Net growth 

(6) =(4) -(5) 

1999 200 11.1 5 16.1 20.1 -4.0 

2000 230 15.0 5 20.0 12.6 7.4 

2001 260 13.0 5 18.0 11.4 6.6 

2002 290 11.5 5 16.5 15.8 0.7 

2003 320 10.3 5 15.3 15.6 -0.3 

2004 350 9.4 5 14.4 15.2 -0.8 

Average of 3ed
 

Development 

Plan  

(2000-2004) 

290.0 11.9 5 16.9 14.1 2.7 

Source: Central Bank of Islamic Republic of Iran, 

Extracted by: Bureau of Macro-economic Planning, Management and Planning 

                           Organization.  

 



 

 

Indicators of Financial Instability 
 

 

Mehdi Monadjemi & John Lodewijks1 

Received: 28 Apr 2009                             Accept: 1 Jun 2009 

 

Abstract 
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1- Introduction 

Since the mid-1980s the global economy has been characterised by 

generally robust growth accompanied by credit, asset price and investment 

booms, often followed by financial difficulties. Crises in Latin America and 

Asia stand out in indicating the severity of the resulting economic 

dislocation and how quickly it can spread to other countries (Prasad, 

Rogoff, Wei & Kose, 2003). Given these painful experiences, suffered 

particularly over the last decade, it is important to monitor indicators of 

financial instability, to develop institutions for reducing global financial 

instability (Rogoff, 1999) and to know if economies have now become 

more resilient to shocks. A number of economic indicators look promising 

in this last respect. Countries seem less committed to rigid exchange rate 

targets, inflation, current account and fiscal policy positions seem 

sustainable, foreign reserves are at high levels and financial sector 

supervision seems stronger. Yet a recent Annual Report of Bank for 

International Settlements (BIS 2005: 34) suggests that these observed 

gains may be the result of favourable cyclical factors.  A global slowdown, 

rising oil prices, and monetary tightening in industrial countries may lead 

to net capital outflows which accentuate high ratios of short-term to total 

external debt. 

This paper focuses on finding consistent indicators of financial 

instability. Knowledge of these indicators should assist attempts to 

implement institutional financial reform and improve an economy’s 

resilience to shocks. It is highly useful to provide policy-makers with tools 

that measure financial crises, and in particular, to examine how 

macroeconomic aggregates behave during episodes of financial instability 

cycles. This is the objective of what follows and these indicators signal the 

variables that need to be monitored for effective policy responses to 

emerging financial difficulties. 
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2- Identifying and Timing of Financial Crises 

A measure of external market pressure was first introduced by Girton 

and Roper (1977) and it consisted of two components, changes in official 

reserves and changes in exchange rates. The authors showed that the 

measure of foreign exchange market pressure is not sensitive to its 

components, implying that it can exogenously indicate the volume of 

foreign exchange market intervention required to keep the exchange rate 

at a target level. Subsequently Eichengreen, Rose and Wyplosz (1995) 

adopted this measure for identifying the timing of speculative attacks. 

They argued that a speculative attack on a currency is associated with a 

loss of foreign reserves, a rise in domestic interest rates and a depreciation 

of the currency. Accordingly, a weighted average of foreign reserves, 

interest rate and exchange rate changes can indicate the extent of 

speculative attack on the local currency. In their measure, Eichengreen, 

Rose and Wyplosz assigned the highest weight to the reserve changes and 

the lowest weight to the interest rate changes. 

In a separate study, Kaminsky and Reinhart (1998) constructed an 

index for indicating the severity of the currency crises. They argued that 

generally, currency crises are associated with a significant depreciation of 

the exchange rate after the crises and a substantial loss of central bank 

reserves, prior to the crises. The index of currency market turbulence is 

presented in equation 1. 

I=∆e/e-∂e/∂r*∆r/r                                                                                      

(1) 

In (1), e, r, ∂e and ∂r are the exchange rate (price of foreign currency), 

the reserves, the standard deviation of the rate of change in the exchange 

rate and the standard deviation of the rate of change in reserves 

respectively. The change in e appears with a positive sign and the change 

in r takes a negative sign. The weight ∂e/∂r, ensures that the index is 

equally influenced by volatilities of both components. The higher standard 
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deviations of I indicate more turbulence in the currency market. According 

to Eichengreen, Rose and Wyplosz (1995), a period of crises is identified 

when the index moves two standard deviations above or below the mean.  

We plot the indices for Australia and six countries that experienced 

major financial crises during the past three decades in Figures 1-7. In most 

of the cases, these figures tend to identify the timing of turbulences 

accurately. They indicate sharp fluctuations during the late 1990s for the 

four South East Asian countries and in the early 1980s for Australia when 

the Australian dollar was devalued by 10%. Mexican crises of the 1980s 

and the mid 1990s and Argentine’s crises of 1990s and the early 2000s are 

also revealed by Figures 1-7.  

In the construction of the index of currency turbulence, fluctuations of 

the reserves are given a larger weight than fluctuations of the exchange 

rate. This development implies that during periods of financial crises the 

central banks attempt to offset the volatility of the exchange rate by 

depletion or accumulation of reserves. The standard deviations of reserves 

and the exchange rates are shown in table 1 and the greater volatility of the 

reserves is illustrated for all countries except Argentina. 

Table (1): Standard Deviation of Changes in Reserves 

 and Exchange Rates 

 

Country Argentina Australia Indonesia Korea Malaysia Mexico Thailand 

Reserve

s 

0.33 0.17 0.16 0.16 0.09 0.22 0.09 

Ex. Rate 0.36 0.05 0.11 0.07 0.04 0.11 0.05 

Note: The above results are based on annual data 1970-2002. All data for the tables and 
figures in this paper come from the IMF International Financial Statistics CD-
ROM (2002). The data for Tables 2 and 3 are quarterly series. 
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Figure (1): Argentina 

Figure (2): Australia 
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Figure (4): Korea 
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Figure (5): Malaysia 

 

Figure (6): Mexico 
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3- Timing of the Financial Crises 

Figures 1-7 show the movement of the indices during the past three 

decades. We do not attempt to explain the performance of each country 

here as there is a detailed literature available (for example, McLeod & 

Garnaut 1998). For the sake of simplicity and avoiding having too many 

periods of crises, the remainder of the analysis concentrates only on the 

period since 1990.  As we noted earlier, Eichengreen et al (1995) 

suggested that a period is considered to be financial crises when the index 

changes by 2 standard deviations above or below the mean. Applying this 

criterion, Table 2 shows periods of financial crises for all seven countries 

since 1994. 

 

Figure (7): Thailand 
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Table (2): Periods of Financial Crises 

Country Arg Aus Ind Kor Mal Mex Thail 

Periods 2002(1) 98(2) 97(3,4) 

98(1,2,3,4) 

99(2,3,4) 

2001(3) 

97(4) 

98(1) 

97(1,2,3,4) 

98(1,2,3) 

94(4) 97(3,4) 

98(2,4) 

(Numbers in brackets refer to quarters). 

 

Table 2 indicates that among the four Asian countries, Indonesia and 

Malaysia experienced more persistent crises relative to the other 2 

countries. For three of these countries the crisis lasted only two years but 

for Indonesia the crisis dragged on. Korea’s crises were the shortest. 

Mexico’s crisis of 1994, and Argentina’s currency board crisis of the early 

2000s, are revealed by the table.  

Australia’s short period of financial crisis consists of a period of sharp 

depreciation coupled with the loss of foreign reserves in 1998. The 

Australian financial system was severely tested by the activities of large 

hedge funds in mid-1998. The major hedge funds established very large 

‘short’ positions in the Australian dollar. They were selling not only their 

own holdings of Australian dollars, but entering into contracts to sell 

currency they did not yet own, to drive the $A down. They would then 

buy it back up at a lower price, settle the amounts they had borrowed and 

make a large profit on the transactions. Their estimated borrowing was 

$12 billion in May 1998.  They let the rest of the market know that they 

intended to attack the $A and concentrated sales in periods of thin trading. 

This led to classic herd-behavior on the part of other market participants. 

The Reserve Bank of Australia intervened and spent $2.6 billion in three 

days buying Australian currency. This, in addition to the cut off of credit 

to hedge funds from the banking system in the context of the collapse of 

Long Term Capital Management, stabilized the foreign exchange market. 

This episode is well documented by Bob Rankin (in Gruen & Gower 1999) 

and in HRSCEFPA (2001).  
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All of the periods of crises shown in table 2, occur during periods 

ranked as financial liberalization by Abiad & Mody (2005) who have 

constructed an index of financial liberalization for 35 countries. The link 

between financial liberalization and financial instability has been explored 

extensively (for example, Stiglitz (2002), Gruen & Gower (1999), 

Monadjemi & Lodewijks (2004)). 

4- Financial Crises and Macroeconomic Variables  

Eichengreen and Wypolsz (1995) showed that macroeconomic 

variables tend to behave differently during periods of exchange rate crises 

as compared to tranquil periods. The authors graphically examined the 

behavior of 16 macroeconomic variables for 21 OECD countries within 2 

quarters before and 2 quarters after the crises including the period of 

crises.  

We have adopted a different approach. Standard deviations (SD) of 10 

macroeconomic variables for six countries that experienced financial crises 

during the 1990s and Australia are compared with standard deviations of 

the same variables during tranquil periods. Periods of financial crises are 

those that were earlier reported in Table 2. Of the ten variables, six proved 

highly inconsistent and unreliable indicators of financial instability. These 

were the growth of credit, nominal GDP, monetary aggregates, inflation, 

average weekly earnings and a stock market index. Only four indicators 

proved generally reliable in charting the course of financial crises in five of 

the countries. Table 3 shows the SDs of these four selected 

macroeconomic variables during periods of financial crises and during 

more tranquil periods. Tranquil periods are all of the quarters outside of 

periods of crises since 1990.  These four macroeconomic variables 

generally become more volatile during  crises, with Australia and 

Argentina demonstrating a typical behavior.  
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Table (3): Standard Deviation of Macroeconomic Variables during Crises 

Country 

Variable 
Arg Aus Indon S. Kor Malays Mexico Thail 

Current 

account 

0.36 

0.97 

143.5 

250.5 

1333.8 

623 

5.87 

2.66 

NA 276.2 

129 

230.6 

92.4 

% ch  

ex. rate  

47.11 

0.16 

0.06 

0.04 

0.25 

0.005 

0.21 

0.01 

0.09 

0.02 

0.22 

0.02 

0.16 

0.009 

Interest 

Rate 

24.6 

747.7 

0.03 

3.28 

20.8 

3.14 

6.13 

2.11 

1.36 

1.19 

33.3 

4.65 

7.04 

2.57 

% ch 

reserve 

0.14 

0.24 

0.11 

0.08 

0.07 

0.07 

0.21 

0.06 

0.09 

0.13 

0.52 

0.07 

0.08 

0.04 

Note: Bold figures represent periods of crises. NA indicates unavailability of quarterly 
data.  All of the current account figures, except for Indonesia, are percentages of 
GDP. Quarterly data for GDP in Indonesia is not available. The exchange rates 
are national currencies per US dollar. The interest rates are money market rates 
except for Argentina, due to excessive volatility, the deposit rates were used. The 
current accounts are percentages of GDP except for Indonesia. The reserves are 
non-gold foreign reserves of the central bank. 

 

The four selected variables in Table 3 – the current account balance, 

exchange rate, interest rate and foreign reserves - are the most sensitive 

macroeconomic variables to external shocks.  Table 3 provides support for 

the volatility of these macroeconomic variables during crises. In the case of 

the four Asian economies, all of the variables (with the exception of 

reserves in Indonesia) were more volatile during periods of crises.  

The unusual experiences of Argentina and Australia require some 

comment. In the former case, the peculiarities of the currency board 

system and its collapse account for much of the data peculiarities. The 

Argentina’s case is complicated by the currency board which was in effect 

from 1991 to 2001. A high standard deviation of the change in the 

exchange rate is reflective of movement from the currency board to a 

floating exchange rate system after 2001.  The Australian data behave 

contrary to the hypothesis; they are more volatile in tranquil periods than 

in crises. We have discussed this ‘surprising’ episode elsewhere 
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(Lodewijks & Monadjemi 2004) and it is apparent that capital flows 

became larger and more volatile after the deregulation of financial markets 

in mid 1980s. However, the average growth of GDP was higher and more 

stable during the period when capital mobility was more volatile. 

Caballero, Cowan & Kearns (2004) argue that there are at least three 

ingredients that helped Australia during the recent episode: (i) Australia 

had no concern (at least in relative terms) with capital flow reversals; (ii) 

Australia could count on ex-ante external hedging against exchange rate 

fluctuations; and (iii) Australian banks had access to a deep currency 

derivatives market to insulate themselves (and their borrowers) from 

exchange rate fluctuations. 

It is interesting to note that unlike South East Asian economies, 

increased capital mobility in Australia has been associated with more 

stability of the economy. Prasad et al. (2003) show that with well 

developed financial institutions international financial integration can 

promote growth and reduce volatility in industrial countries. The 

Australian evidence is consistent with this finding. 

5- Conclusion 

Financial crises can have significant perverse affects on economic 

activity leading to significant losses to community welfare. Avoiding such 

instability through better financial institutions and appropriate economic 

policies are welfare improving. Discovering better indicators of impending 

financial problems are key ingredients to this effect and that has been the 

purpose of this paper.  Four indicators – the current account balance, 

exchange rate, interest rate and foreign reserves – appear the most 

sensitive macroeconomic variables to external shocks, particularly in less 

sophisticated financial systems.    
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Abstract 

Advances in leasing industry as a means of finance mainly started in 

1900 though leasing dates back to centuries ago. Despite its differences in 

different countries as a result of differences in laws and regulations, 

finance function has been a common distinctive function of leasing all over 

the world.  

Leasing has its modern and unique features and advantages to establish 

itself as one of the most important means of finance in countries' 

economies. Studies by famous economic and research institutes of the 

world indicate that leasing ranks second among methods of finance with 

banks standing at the top. Although a major portion of leasing activities 
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has mainly occurred in highly advanced economies, it will keep growing in 

such newly emerging markets as Iran in the future.  

Having existed in Iran for 30 years, leasing industry is making progress 

toward completion. Figures show that over 300 leasing companies have 

been established in Iran most of which have been set up in the last 5 years. 

This article sets out to explain the role of leasing industry in the 

country's credit system. It first gives an account of the theoretical bases of 

leasing industry and continues with the status of leasing in Iran and in the 

world. The final sections explain the different aspects of leasing including 

its legal aspects, pricing, credit risk, methods of financing, and its 

development capacities in the country. 

 

Keywords: Leasing, Bases of Leasing, Types of Leasing, Gross Domestic   

 Product (GDP) and Credit Risk 

JEL Classification: G23 
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1- Introduction 

Although leasing is not a new phenomenon, it has not yet made its 

breakthrough in developing countries as a means of finance for small-scale 

companies. This is while leasing has many advantages the most important 

of which is the ability to use the leased asset while still not owning it. 

Another advantage is the obviation of the need for collateralization. Still 

another advantage is its capability to prevent fund deviation, which 

establishes a great danger and threat to small-scale finance companies, by 

channeling the finance provided toward its sheer purpose, i.e. asset 

financing, rather than any other purpose, like debt servicing. Leasing 

breakthroughs have mainly occurred in the 20th century, although the 

industry is a far older one. Despite differences in leasing practices in 

different countries which are the result of varying laws and regulations all 

over the world, leasing as a method of finance has been a unifying concept 

and a common function in its different practices. 

Leasing has its modern and unique features and advantages to establish 

itself as one of the most important means of finance in countries' 

economies. Studies by famous economic and research institutes of the 

world indicate that leasing ranks second among methods of finance with 

banks standing at the top. Although a major portion of leasing activities 

has mainly occurred in highly advanced economies, it will keep growing in 

newly emerging markets such as Iran in the future.  

Having existed in Iran for 30 years, leasing industry is making progress 

toward completion. Figures show that over 300 leasing companies have 

been established in Iran most of which have been set up in the last 5 years. 

The purpose of this paper is to investigate the role of leasing in Iran's 

credit system.  

The first part of this paper gives an account of the bases of leasing 

industry and a summary of its common methods. Next is an account of the 

leasing volume in Iran and other countries. And finally, some important 

aspects of leasing including regulations, legal considerations, pricing 

methods, credit risk, methods of financing, and leasing development 
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capabilities in Iran are examined. 

2- Fundamentals of Leasing 

The term "leasing" equates with renting in Farsi language. The best 

term in Farsi equivalent with leasing is "credit renting". Leasing is defined 

as a completely specialized credit process following rental method in 

which an agreement is reached between two or more parties including both 

real and legal entities to make available the use of a consumer or durable 

commodity, or its benefits. This process has as parts of itself such 

transactions and trading acts as buying, renting, and selling. 

Leasing industry has developed in the form of a development cycle 

which is evident in other industries as well. The steps of this cycle include: 

Illustration (1): Steps of Leasing Cycle 

 

 

Different countries lie at different stages of the leasing cycle. Most 

undeveloped and underdeveloped countries including Afghanistan, 

Cambodia, Sudan, and some countries formerly part of the former Soviet 

Union are at the stage of the non-existent. Countries like Egypt, 

Nikaragua, Ethiopia, and Tajikistan are at the stage of nascent. Those 

countries in which leasing are at the state of emergence include Asian 

Pacific Countries, Latin American countries, Central and Eastern Europe 

and African countries. And finally at the maturity end of the continuum lie 

countries like Britain, the U.S.A., Australia, etc. 

Nascent stage in Iran dates back to the Iranian calendar year of 1970. 

The first Iranian leasing company called "Iran Leasing Company" was 

established in 1975 by the French bank Credit Lione. A year later, the 

second leasing company in Iran was established called "Aria Leasing 

 Non-existent  Nascent  Emerging  Maturity 
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Company" by the French Societe Generale and the Iranian Industry and 

Mine Bank.   

Iran's leasing industry has changed a lot since then. Formal figures 

indicate that about 280 legal entities have been established in the leasing 

industry in Iran which offer a range of services. A wide range of assets 

including private and commercial vehicle, housing, medical equipment, 

office equipment, agricultural machineries, software, airplane, ship, etc are 

transacted through leasing. 

While most leasings carried out are finance leases, operating lease is 

also done in some companies. It seems that in the near future new 

products in the lease industry will be offered by the leasing companies. 

What all this shows is that leasing industry in Iran is at the stage of 

emergence. Optimistic to some extent about the future and regarding our 

rapid growth in the past, we can be fairly sure that the near future will 

witness Iran's passing onto the next stage of the leasing cycle. 

3- The Six Phases of the Leasing Cycle 

 Leasing industry goes through six stages to completion since its birth: 

3-1- Rentals 

Rental phase is the first phase before a leasing product has emerged. 

This phase has existed for centuries and is still widely practiced all over the 

world. Among the characteristics of rentals are their short term and the 

return of the asset to the owner at the end of the rental period. Its period is 

usually less than 12 months all over the world. 



52                                                                       Money and Economy, Vol. 5, No. 2 

Illustration (2): The Six Phases of Leasing Cycle 

 

3-2- Simple Finance Lease 

The first phase of leasing is marked with simple finance lease which 

came into being in the 1950s. This is the first lease product in all the 

countries. In fact simple finance lease is the prerequisite for the emergence 

of the creative finance lease. This lease type is only a means of asset 

finance in which the leased asset is at the end of the lease period retained 

and owned by the lessee at a nominal cost. Therefore leasing exists with 

the lessee, the final owner of the leased asset but at a nominal cost. Here 

ownership risk falls on the lessee and the lessor has to bear the credit risk. 

Leasing companies are rate oriented and do not give weight to lease value 

Rentals 

Simple finance lease 

Creative finance lease 

Operating lease 

New products 

Maturity 
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added.  Among the countries at this stage are Bangladesh, Romania, and 

Honduras. 

3-3- Creative Finance Lease 

At this phase, leasing enjoys the highest degree of lease volume and 

market penetration. Lessors design different models and forms of finance 

lease and put forward different end-of-the-term options including, rental 

extension or renewal, asset purchase, renovation, and exchange. Another 

development at this phase is the establishment of new subsidiary leasing 

companies by those manufacturers who previously used independent 

leasing companies to lease their products.  

Tax authorities are other role players at this phase when they start to 

have a closer look at the issue and make the pertinent laws and regulations 

for this industry.  

While leasing companies at this phase are still as a general rule rate-

oriented, as a result of intense competition, some pay attention to added 

value of lease. Among other things deemed important for these companies 

are the least possible response time since the application made to them and 

the packages to be sold to the customers that consist of services like asset 

maintenance. 

Countries like Guatemala, India, Pakistan, Peru, and Portugal are 

among the countries at this phase. 

3-4- Operating Lease 

Factors like extreme competition, lease knowledge transfer among 

countries, application from multinational lessees, and developing and 

developed secondary markets have contributed to the transition of the 

leasing industry to the fourth phase of operating lease. In some countries 

like Mexico, however, factors like accounting policies or finance lease not 

being considered as a true lease has lead the industry toward operating 

lease phase.  

Operating lease can be simple or full service. In a full service lease, the 

lessor provides the lessee with a full package of services. Lessee can, at 
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the end of the lease period, return the asset, purchase it, or continue to use 

it for another period. About 35 countries in the world - mostly developed 

countries - make a great use of operating lease.  

3-5- New Products 

Intense competition, more innovative plans, and transfer of leasing 

knowledge among countries have been factors that have pushed forward 

the industry into the next stage, the new products. The stage features a 

more advanced operating lease and more term-end options including 

purchase option and sale option. Among other options are early 

termination, asset upgrade, contract renewal. At this stage, new products 

like balance sheet foreign loans, synthetic lease and venture lease are 

concocted and offered to customers. 

3-6- Maturity 

A feature of this stage is the combinations and consolidations like the 

consolidation and acquisition of companies. Another characteristic of the 

maturity stage is its lower margin that leads to the lessors' seeking higher 

operation efficiencies and service qualities. Furthermore, leasing industry 

at this stage has a higher market penetration. This means that a greater 

proportion of trading in assets and services is carried out through leasing. 

And finally, use both finance and operating lease and a combination of 

them in their lease offers.  

A few countries in the world including the U.S.A., the Britain, and 

Australia are at this stage. 

It should be noted that the six stages of lease growth are not exclusive 

of one another. In other words, a country like the U.S. A. for instance, 

that is at the stage of maturity has lessors that still make use of finance 

lease and other leases like operating lease. 
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4- Lease Types 

Owing to its wide application and its making use of various operational 

and profiting techniques, leasing industry has been practiced in different 

types in different operations. Different types of leasing are as follows: 

4-1- Operating Lease 

Operating lease is the oldest type of lease and the simplest one. In an 

operating lease, lessee has the right to use the leased asset and is required 

to return it at the end of the lease period. Asset cost is fully incurred by the 

lessor. 

4-2- Finance Lease 

Finance lease is completely similar to hire purchase agreement in terms 

of usury-free banking principles. The only difference is that the lessee has 

the purchase option in finance lease. This lease type is one of the most 

advanced of its kind in the world. Purchase option and asset ownership 

right at the term end allows this lease type to have a widespread use in 

credit market. 

4-3- Sales-Aid Lease 

In this method an arrangement is made between the lessor and the asset 

supplier and producer in which the supplier/producer leases its products 

throughout lease plans and via the leasing company and increases its sale.  

Sales-aid lease, also known as vendor lease or program, is widely used 

in advanced countries and has enabled producers/suppliers to promote 

greatly their sale and marketing. 

This lease plan has established a major proportion of lease market in 

Iran as well. 
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4-4- Leveraged Lease 

This type of lease is mainly used in big ticket items like airplane, ship, 

satellite, and oil establishments.  

The leasing company obtains financial facilities from different financiers 

like banks to provide the necessary finance for leveraged lease.  

4-5- Sale And Leaseback 

In this arrangement the client, the lessee, sells the asset to the lessor 

and leases it back from the lessor. This allows those lessees in short of 

cash to acquire an asset and use it while the required finance is provided 

through leasing, i.e. sale and leaseback method. The seller finally owns the 

asset. 

4-6- Cross-Border Lease 

This lease type occurs when the lessors and the lessees are in two 

different countries and helps the industrialized countries to sell their 

products in developing ones.  

5- Global Lease Volume 

According to the World Leasing Yearbook (2007), lease volume has 

boosted to 582 billion dollars in 2005 from its 2004 figure of 579.13 billon 

dollars.  

As can be seen in the table, North America has witnessed a decrease in 

its lease trade volume from 2004 to 2005 while Europe has had a 0.8 

percent increase and has accounted for 39.7 percent of the global market. 

The figures in the World Leasing Yearbook reveal an important fact 

about Iran and that is the 64 billion Dollar lease volume in Iran which has 
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ranked the country 43, above countries like India, Malaysia, and Saudi 

Arabia. Iran has also gained the highest rate of volume increase (100 

percent). Unfortunately restrictions imposed on lease interest rates have 

acted as a detrimental factor to the industry's growth and has led to the 

decrease of its growth rate. 

The last 20 years has witnessed a noticeable increase in leasing activity 

and leasing industry has during its relatively short life of 50 years financed 

about one third of the capital market in durable goods and capital assets. 

 

Table (1): Lease Volume by Region 

(Billion Dollar) 

Area 
Lease 

volume 

Growth from 

 2004 to 2005 

Percent of 

total, 2004 

Percent of 

total, 2005 

Percent of 

change 

North 

America 

236.7 -1.7 41.6 40.7 -.9 

Europe 231.6 .8 39.6 39.7 .1 

Asia 82 -3.5 14.7 14.1 -.6 

Australia & 

New Zealand 

8.2 1.9 1.4 1.4 0 

Africa 9.6 18.6 1.4 1.7 .3 

South 

America 

13.9 86.5 1.3 2.4 1.1 

Total 582 - 100 100 - 
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Illustration (3): Percentage of Lease Volume by-Area, 2005 

 

One can approach the measuring of the market penetration of the 

leasing industry in two ways. One way is to regard leasing as having a 

share in the fixed investment in the provision and financing of capital and 

durable consumer goods. This method has been used in several countries 

since 1978. As the following diagram shows, lease finance has contributed 

greatly to the financing of capital goods in the large economies of the 

world. In the last 20 years, leasing industry has been one of the most 

influential financing sources and has enjoyed an upward trend in market 

penetration of capital and durable consumer goods financing. 

Illustration (4) : The Growth of the Lease Share in Asset Finance in the 

5 Largest Countries 
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In the second method, the share of the leasing industry in the country's 

gross domestic product is investigated. With this measure we can 

determine the relative strength of the leasing industry in a particular 

country and analyze the authorities' view to leasing as an important finance 

source in that country. This method has been increasingly used in 

developed countries like the U.S., Germany, and Japan. Its indices in the 

countries Estonia, Hungary and Slovakia stand at 5.26 %, 4.8 %, and 4.44 

% respectively. Iran has been measured at .2 % which has ranked the 

country 50th. In comparison with Estonia, Iran's index measures 263 times 

lower. This is while this proportion in Turkey and Saudi Arabia is 60 and 

43 in comparison with Estonia respectively. What all this shows is that 

Iran's leasing industry is endowed with a great growth capacity. This 

growth will occur provided the state authorities and the regulations take 

steps in this regard. 

6- Leasing in Iran 

Iran's leasing industry started in the Iranian calendar year of (1975) but 

most of the leasing companies to date have been established in the last 5 

years. This is indicated in the following table. 

Of all the registered leasing companies in Iran, 6 have been dissolved 

and 20 are public ones with a total registered capital of 2,479 billion Rials. 

These companies have been set up by banks and other public entities. The 

other 256 leasing companies are private entities and have a total capital of 

1,024 billion Rials. 

The earliest established leasing companies in Iran are Iran Leasing 

Company and Industry and Mines Leasing Company. Uncommon among 

the public and lack of familiarity with the potentials of leasing in the post-
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revolution Iran mainly led to its low growth and the  few number of the 

leasing companies in the two decades after the Islamic revolution. The 

whole lease finance provided by the first two companies until the 1984 had 

been 396 million Rials and this amount increased to 8.8 billion Rls in 1992, 

an increase and a cash flow yet considered unpleasant. 

Table (2) : Registered Leasing Companies in Iran 

Year 
Number of registered 

companies 

Registered capital by year 

end 1384 (Million Rials) 

2005 73 448,828 

2004 142 787,894 

2003 30 145,553 

2002 16 1,176,972 

2001 5 104,112 

2000 3 130,000 

1999 2 3,001 

1996 1 1,000 

1995 1 800 

1991 1 5,000 

1977 1 400,000 

1975 1 300,000 

Total 276 3,503,050 

 

Development of leasing industry in Iran has attracted the attention of 

the international interested bodies and Euromoney Institute's 2007 

publication has referred to leasing statistics in Iran. Iran's lease figures 

according to this source come in the following table: 



Monetary Policy in Iran: The …                                                                           61 

 

Table (3): Lease Volume in Iran 

 2003 2004 2005 

Gross fixed capital (Billion 

Rials) 
185,126 240,664 281,622 

Lease volume (Billion Rials) 4,500 9,000 18,000 

Growth (Percent) 100 100 100 

Share of equipment leasing 

(Billion Rials) 
2,925 5,850 11,700 

Market penetration (Percent) 1.58 2.43 4.15 

Market penetration: Ratio of total lease volume to gross fixed capital 

 

The lease volume in Iran was not noticeable before 2002 but during 

2003 to 2005 this volume witnessed a sharp rise. This rise has not been 

supposed and predicted for the year 2006 due to restrictions imposed on 

finance interest rates.  

The following table illustrates the leasing industry market penetration 

in different sectors which shows a major role for the leasing industry in 

2005. 

In comparative study of leasing in Iran and in the world, rough 

estimates and figures of leasing in Iran for  the years 2004 and 2005 show 

about a hundred percent growth in leasing industry. According to the same 

statistics, the proportions of lease volume to GDP were 0.65 and 1.07 for 

these years respectively. The 21% growth in GDP and rise in the 

proportion makes lease growth in the country a necessity. The proportions 

in global scale were 2.6 and 1.36 times bigger than those for Iran for the 

same years respectively. 

All these figures highlight the necessity of the introduction of 

organization and clarification into the industry and the role that it plays in 

the country's credit system. 
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Table (4): Proportion of Lease Volume to GDP in Iran 

(Milliard Rials) 

Description 2004 2005 

Lease Volume in Iran 9000 18000 

GDP with Oil 1.384,819 1.691.814 

Lease Volume to GDP with oil in 

average 
0.65% 1.07% 

Global Lease Volume to GDP 

with oil in average 
1.79% 1.45% 

Average global-Iranian ratio 2.76 1.36 

 

Leasing market penetration for Iranian private cars in 2005 was 13.8 

percent and that for commercial vehicles and building equipment was 22.6 

percent and 4.9 percent respectively. Table 5 indicates that a major portion 

of leasing operation in Iran belongs to passenger cars and commercial 

vehicles. 

Table (5): Market Penetration of leasing in Iran in 2005 

 Sale (Billion 

Rials) 

Lease finance 

(Billion Rials) 

Market 

penetration 

Private cars 73063.0 10085.9 13.8 

Commercial 

vehicles 

20389.6 4600.0 22.6 

Building 

equipment 

1863.3 91.1 4.9 

Market penetration: Ratio of lease finance to sale in each sector 
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Illustration (4): Market Penetration of Equipment leasing 

 

Leasing companies are categorized into three groups in terms of 

affiliation: 

A- Bank Leasing Companies  

Bank leasing companies are those companies owned and controlled by 

the banks both state and private ones. These companies include Industry 

and Mines Leasing Co., Iran Leasing Co., Parsian Leasing Co., Eghtesad 

Novin Bank Leasing Co. These companies have complemented the 

banking services range of their parent companies. 

B- Captive Leasing Companies 

These lessors are owned by the producers/manufacturers of the leased 

assets. Marketing and sale promotion of the parent company has been the 
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major purpose in the creation of these companies. Some examples are Iran 

Khodro Leasing Co., Rayan Saipa Leasing Co., Bahman Leasing Co. 

C- Independent Leasing Companies 

These are independent companies not regulated by any parent company 

or major shareholders. 

7- Regulations In Leasing Companies 

Leasing companies confront special legal risks. These risks show up 

especially when the customers of a leasing company are small-scale 

companies and this is because owners of these companies might not be 

familiar with legal issues. Lessors, therefore, should expect 

misunderstanding and disagreement with some lessees to occur. This is 

while strong and well-established leasing laws and regulations in a country 

can minimize legal risks in this industry. 

In many countries a legal framework can be established for leasing by 

drawing leasing laws and regulations. These laws and regulations involve 

the following issues: 

 Definition for leasing 

 Rights and obligations of the different parties to a leasing 

agreement 

 Lessor's right to repossession of the leased asset 

 Claims about asset residual value 

 License  

 Care taking requirements and measures 

Lease laws and regulations determine the legal authorities to refer to 

and tax regulations for the lease parties.  

Legal risks involved in leasing stem from the fact that asset ownership 

is different from its use and possession. In any legal conflict involving 

leasing there is conflict between the lessee who has the right to the use of 
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the leased asset, the lessor who is the owner of the asset, and the producer 

which has sold the asset to the owner but has also given the guarantees to 

the user. Different parties to the contract might have different 

interpretations regarding their rights to the leased asset and their 

obligations against the other parties. According to the lease agreement the 

lessee has the right to use the asset. The lessor on the other hand should 

give the lessee unlimited power to use the asset. The agreement should 

oblige the lessor to accept the fact that his creating any problem for the 

use of the leased asset by the lessee will bring about changes in the 

liabilities of the lessee. The lessee, on the other hand, is required to use the 

asset for purposes as stipulated in the lease agreement. The pertinent laws 

and regulations for the producer/supplier are stipulated in the laws of 

goods and commodities sale in every country. These laws and regulations 

hold the seller accountable for goods quality and the suitability of the 

goods with the stated purpose for them. 

Iran's Central Bank has set out and issued the directions and rules for 

establishment, activities guideline, and the relevant regulations for the 

leasing companies. A summary of these regulations and directions and 

some of the ambiguities thereof are as follows: 

1-Leasing both movable and immovable properties (Articles 1 and 14 

of Iran Central Bank's regulations) are carried out via two 

agreements including installment sale and hire purchase. The 

inclusion, however, of the phrase "through different methods" can 

lead to the conclusion that the different methods of installment sale 

and hire purchase like sale and leaseback are allowed by law 

according to the principle of will power. 

2-Obtaining license from Iran's Central Bank following the conformity 

of the leasing company with the stipulations of the abovementioned 

directions and regulations, completion of form 2 and submitting it 

to the Central Bank (following the Articles 4, 10, and 11). 
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3- Having the least possible or base capital (paragraph C of Article 5) 

4-Observing the regulations of interest rate and its calculation 

according to the formula approved and dictated by the Credit and 

Money Council (Article 14 and the Note thereof).   

5- Acceptance by the leasing company of down payment binding  it to 

structure an agreement. The down payment is payable on demand 

and does not earn interest. Furthermore, offering discount to the 

customer in this regard is optional (Articles 15, 17,19). 

6-Receiving any amount under such various concepts as deposit, 

guarantee deposit, and the like is prohibited (Note 1 of Article 15). 

7-The leasing company should present the customer a list of the 

required documents and the requirements and conditions for 

obtaining finance and should be clearly articulated to the customer 

(Article 16). 

8-The leasing company should stipulate and determine in the contract 

the necessary bond to be accepted from the customer (Note 2 of 

Article 16). 

9-The leasing company should agree to the customer's transferring of 

the financial facilities to a third party (Articles 13-16). 

10-The leasing company should draw out the company's memorandum 

of association and should accept the Central Bank's laws and rules 

as the accepted and valid laws and rules the company shall refer to 

(Article 28). 

11- At least 75 percent of the leasing company's funds and resources 

available to it should be allocated for financial facilities. 

It appears that big ticket leasing companies are operating and 

extending financial facilities in accordance with the directions and 

stipulations of the Central Bank as to the establishment of a leasing 

company and the regulations thereon. It also appears that the following 
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ambiguities resolved and some changes made to the facilities contracts, 

most concerns regarding the abovementioned issues will be removed. 

8- Some Ambiguities 

1- On the one hand, the directions of the Central Bank restrict the 

leasing operations to the different methods of installment sale and 

hire purchase. On the other hand, these directions identify the 

company's memorandum of association as the company's set of 

laws and regulations that must be followed as obligatory. The fact 

is that other activities like factoring and futures are also mentioned 

and allowed in the leasing company's memorandum of association. 

The question is, can a leasing company carry out other activities 

apart from the installment sale and leasing as part of "facilities 

operations"? 

2- Is there a similar restriction on leasing companies as to the 

maximum amount possible of financial facilities to be extended to 

real and legal persons as there is on banks? 

3- What should some other operating expenses incurred in finance 

extension including assessment fees and others labeled and how 

should they be accounted for? 

4- Supposing the governance of the Central Bank in terms of its 

directions and regulations and following by the leasing company 

the stipulations of usury-free banking system, are leasing 

agreements reached legally binding and enforceable? 

Regulations for the establishment of a leasing company in Asia , in 

comparison with those in Iran are as follows: 
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Table (6): Legal Requirements for establishing a leasing Co. by Country 

Country 

License required 

for a leasing 

company 

Minimum capital 

to start a leasing 

company 

Are banks allowed 

to make direct 

investment 

Australia No No Yes 

Bangladesh Yes 4 million Dollars Yes 

China Yes 60 million Dollars No 

Indonesia Yes 1.25 million 

Dollars 

No 

Japan No No No 

Korea No 19 million Dollars No 

Malaysia Yes No No 

Maldives Yes No Yes 

New Zealand No No Yes 

Oman Yes 13 million Dollars No 

Pakistan Yes 3.1 million Dollars Yes 

Philippine Yes 180 million 

Dollars 

No 

Singapore No No Yes 

Sri lanka Yes 75,000 Dollars Yes 

Taiwan No No No 

Thailand No No Yes 

Turkey Yes 2 million Dollars No 

Iran Yes 2 million Dollars Yes 

Pricing Of Leasing Services 

A leasing company obtains most of its funds from external sources like 

banks and uses them to provide finance to customers. Another way to 
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obtain such funds is by issuing shares of the company. These funds are 

extended to customers in the form of lease finance.  

A question arises here. How should the rentals to be received from 

customers be structured so that the investment is recovered, bad debts are 

set off, money value is saved against inflation, and finally so reasonable a 

margin is obtained by the leasing company that the company can service its 

debts to banks (capital and interest) and pay the expected dividends to its 

shareholders? The two important factors in lease services pricing are 

finance cost and administrative costs. 

Pricing should be approached taking both sides' views, the lessor and 

the lessee. For the lessee the price of the finance influences its decision to 

accept lease finance or not. The lease pricing should be competitive 

enough. This is possible taking into account the net present value (NPV). 

While lessees can make use of NPV, lessors regard the profitability of each 

individual contract. Capital recovery in minimum is required by the lessor 

and it calculates the rates in proportion to this minimum value. The 

amount of investment in the lease agreement is equivalent to the purchase 

cost of the asset. The lessor seeks to recover its capital investment and 

achieve a rate of return on investment. This return on investment should 

cover the lessor's operating costs and interest costs on the finance it has 

obtained and a reasonable net profit for the lessor. 

Lower pricing for lease products can only be achieved if the lessor can 

obtain funds with lower costs. There are a lot of limitations for a leasing 

company in Iran in obtaining the required funds for its operations. Funds 

diversification is one way to solve this problem. 



70                                                                       Money and Economy, Vol. 5, No. 2 

9- Legal Considerations in Leasing 

Structuring a lease contract and a guarantee is done by the parties' 

agreement. An article or note in a contract which might make one side to 

sustain a loss will deter that party from signing the contract. In fact a 

contract should be structured in accordance with the requirements, wishes 

and in the best interests of all the parties to a contract. 

For the leasing industry to be promoted and popularized in the country, 

the legal considerations of leasing and the rights of all the parties should be 

taken into account. In fact structuring a leasing agreement is not possible 

unless there is an authority the parties can refer for solving any 

disagreement or conflict that might arise from the contract they have 

concluded. Iran's Judiciary constitutes the authority to refer to and 

safeguards people's rights and any issue arising from the contract between 

lessor and lessee is no exception. This is a generally understood fact the 

whole world over and the leasing industry's penetration into over half of 

the transactions in the world is for sure possible with the protection 

of the contents of an agreed-upon contract afforded by the legal 

authorities. 

10- Steps of a Leasing Operation in Iran 

Leasing in general has 15 steps to be completed. These steps are as 

follows: 

1- The lessee chooses the asset and the supplier/manufacturer 

2- The supplier prepares an inquiry letter 

3- The lessee lodges their application 

4- The lessor processes the lessee's application 

5- The contract is drawn and the parties sign it 

6- The lessee pays rentals 

7- The lessor puts in an order for the asset 

8- The supplier delivers the asset 

9- The lessee registers the asset and takes out insurance for the asset 
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10- The supplier provides after-sale service according to the contract 

11- The lessee uses the asset with care 

12- The lessor supervises the lessee's paying the rentals 

13- The lessee pays rentals 

14- At the end of the lease period the lessee returns or purchases the 

asset 

15- In case the lessee purchases the asset, they should pay the final 

agreed-upon amount (sometimes a nominal amount) and the lessor 

transfers the ownership to the lessee. 

Leasing companies are in general intermedies between funds provider, 

the manufacturer/supplier and the customer. In other words, a leasing 

company buys the goods and commodities from manufacturer/supplier and 

leases them out to potential customers. The funds needed by the leasing 

company to do all these are provided from different financiers including 

banks, credit houses, etc. Leasing companies do business with customers 

either directly or through their agencies. Potential customers can lodge 

their lease application and submit the required documents to the leasing 

company and wait for their credit appraisal to be done by the leasing 

company. Then the lease contract is drawn and signed by the lessor and 

the lessee, and the lessee can receive the asset.  

The leasing company determines the amount of the facilities to be 

granted to customers. The leasing company with the help of its credit 

appraising committee decides on the amount of the lease finance a 

particular customer can be entitled to. Credit appraisal system in leasing 

companies in Iran tends to appraise and base the creditworthiness of the 

customers on their employment certificate and in general the 

documentation that they make regarding their work status and ability to 

pay their debts. Guaranteeing the customer's debt servicing is done by 

requiring the customer to be backed by some guarantors. The guarantors 

are also required to provide documentation like employment certificates 

and some checks and/or promissory notes.  
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It should be noted that although credit appraising is an important part 

of lease finance process, the need for some independent credit appraising 

companies is felt. Despite this, we do not have such companies in Iran. 

11- Risk Management in Leasing 

Leasing industry faces the following risks: 

A- Credit Risk 

There are three types of credit risk in the leasing industry: 

A-1- Customer Risk 

The lessor is exposed to the risk of non-payment or late payment of 

rentals by the lessee. 

A-2- Asset Risk 

The asset itself is considered the main security in a lease agreement. 

The risks pertaining to the asset itself include the problems in the return of 

the leased asset to the lessor by the lessee, the problems arising from the 

sale of the returned asset in the second-hand market including the time and 

the possible costs incurred, and the gap between the second-hand market 

value and the predicted residual value of the asset and the undesirable 

condition of the asset on return by the lessee. 

A-3- Supplier Risk 

When the supplier can not live up to the demands and orders made to it 

or when the leased products are defective and have malfunction, this will 

affect the lessee and the lessor subsequently. 

B- Transaction or Operation Risk 

  Transaction or operation risk concerns the strategies and systems of 

control in a leasing company. This kind of risk involves the technology 

used, the employees, organization of the company, and other factors 
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playing role in the administration of the company. In fact this risk arises 

from the inefficiency or problem in any of these factors and in the systems 

of control in the company. Management of this risk requires the great care 

to be taken by the management of the company in their employing the right 

strategies and systems and processes of control. 

C- Legal Risks 

Legal issues involved in leasing make leasing a highly risky business in 

comparison with other businesses. The risks arise mainly from the two 

relatively problematic concepts of asset ownership and right of use or 

possession that might bring about problems and conflicts among the three 

role players, lessee, lessor, and supplier and the added problem of the third 

party claims. Here the third party might be affected in some way or 

another and make claims.  

All these conflicts and problems can delay the realization of the 

revenues resulting from delayed rentals and put the company to the 

expenses of solving these problems. 

D- Tax Variation Risk 

A lease is arranged on the basis of the tax rules applying at the time. 

Any unpredicted change in the rate of taxation will affect the profitability 

of the lease. Such a risk is higher in countries where there is no medium-

term stability in the economic programs of the government. 

E- Reputation Risk 

Reputation risk arises from the damage that might be inflicted upon the 

leasing company or the industry itself as a result of malfunctions or 

breaking the rules. Reputation risk management is difficult today. 

Measures have to be taken on a national level to compile standards for 

leasing activities and making them law-oriented and rule-governed. On the 

leasing industry level, codes of practice have to be formulated by the 

leasing association. And finally, every leasing company have to study the 

context in which it is operating and identify and control the areas of 
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danger. Establishing a customer relations management system is one of the 

modern ways to tackle the reputation risk management.  

F- Interest Variation Risk 

Interest rate variation affects the lessor's income, costs, assets value, 

and the liabilities. Such a variation might bring about losses for the 

company. 

G- Liquidity Risk 

Liquidity risk refers to the consequences that lack or shortage of 

liquidity might have in meeting the liabilities when due. In the worst, 

liquidity shortage might lead the company toward bankruptcy. Optimum 

allocation of the resources and use of a technique for maintaining the right 

proportion between cash inflow and outflow are among the measures used 

in liquidity risk management. 

H- Price or Market Risk 

Price risk refers to a condition in which changes occur in the price of 

financial products such as stocks, participation papers, and derivative 

products like options which are not currently traded in leasing companies. 

I- Foreign Exchange Risk 

This type of risk arises from the variation in foreign exchange rates 

when a leasing company takes out foreign exchange finance, has foreign 

exchange lease arrangements, or has cross border leasing activities. The 

best way to tackle foreign exchange risks is to arrange foreign exchange 

lease agreements that involve the practice and use of foreign exchange 

liabilities. Concluding a foreign exchange lease agreement is suitable in 

those economic sectors which have revenues in foreign exchange and as a 

result credit risk is lower. 
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J- Strategic Risk 

Strategic risk refers to the risks involved in deciding on the goals, 

strategies, business lines, and the like in a business. To manage this kind of 

risk, management should develop a strategic mind in the organization, 

launch a careful investigation of the environmental factors, concentrate 

more on strategies and strategic decisions, and formulate and implement 

rolling plans. 

12- Financing in a Leasing Company 

Suitable funds are required for a leasing company to develop and 

widen its activities. Studies by International Finance Corporation indicate 

that lack of enough funds has proved the biggest obstacle to the growth 

and development of leasing companies. A leasing company's funds and 

finance composition have direct effect on its capital cost and finally on the 

pricing of its lease products. Therefore, one of the major challenges a 

typical leasing company may face is obtaining funds and financing from 

different sources and with suitable cost.  

Financing sources can be grouped into different categories: 

12-1- Equity Based Financing 

Equity finance refers to the money provided by the company's 

shareholders to form the capital of the company. 

12-2- Debt Based Financing 

Financing acquired through issuing participation papers or obtaining 

loans is called debt based financing. 

12-3- Derivative Based Financing 

This type of finance comes from the sale of derivative products. 

Derivatives are offered based on underlying assets. Examples are share 
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options based on shares and rental investment products based on a 

portfolio of rental contracts.  

12-4- Embedded Based Financing 

Financial contracts constitute another source of finance. For example, 

cross border lease is a kind of embedded based finance source.  

These finance types can be obtained through formal markets, i.e. stock 

market, or informal markets, inside or outside the country. 

Major financing sources for Iranian leasing companies are equity based 

financing and bank facilities. 

A- Equity Based Financing 

Shareholders of leasing companies do not cherish the idea of issuing 

the company's shares so that they can have more centralized control over 

the company. Another factor in this reluctance is the ownership 

composition of these companies. Iran Leasing Company, Industry and 

Mine Leasing Company, and Rayan Saipa Leasing Company have been 

listed in Tehran Stock Exchange in the last two years and this joining has 

enabled them to acquire more funds via share floating. The major 

shareholders of these companies, however, have displayed a reluctance to 

float more shares for reasons stated earlier.  

It should also be noted that many of the leasing companies in Iran are 

not qualified and do not satisfy the requirements to join the stock market. 

Therefore, equity financing does not seem to satisfy their great need for 

fresh funds. 

B- Bank Facilities 

There are limitations placed on leasing companies in their securing 

bank loans. Collateralization as required by banks, high profit rates even 

for leasing companies which are categorized in the service sector, and 

limitations in the amount of the facilities that can be obtained are some 

examples. These are only some of the problems which have proved 
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formidable obstacles for leasing companies' raising finance from the 

banking system. 

13- Agency Arrangement With Banks 

As stated earlier, there are limitations in the amount of the facilities 

that can be obtained from banks as the country's Central Bank's directions 

and the credit procedure of the banking system have allowed a legal or real 

person to make use of a certain amount of bank facilities. To overcome 

such problems, leasing companies have proposed agency arrangements 

with banks. A leasing company according to this proposal acts as the 

bank's agency and concludes contracts with the lessees and offer services 

to them. The leasing company charges commissions from banks for these 

services. 

14- Development Opportunities for Leasing in Iran 

Lease markets are grouped based on the types of assets and customers. 

In terms of asset type, market is divided into micro ticket, small ticket, 

medium ticket, and big ticket items of assets. In developed countries lease 

markets are mainly involved in leasing medium and big ticket items in 

household, economic establishments, and state organizations sectors. This 

is while in less developed countries leasing companies are mainly involved 

in micro, small and medium ticket items for households and small-scale 

and large-scale economic establishments. Iran is no exception to this rule. 

Very few instances, however, of leasing arrangements  have been made for 

large scale items with industrial companies. It is estimated that 40 percent 

of the leases in Iran have been arranged for private cars and 25 percent for 

commercial vehicles. 



Monetary Policy in Iran: The …                                                                           79 

 

Table (7): Leasing Market in Iran 

Market Household 
Economic 

establishments 
State organizations 

Micro-ticket items * *  

Small-ticket items * *  

Medium-ticket 

items 

* * * 

Big-ticket items  * * 

15-Major Stimulants for Leasing Industry Development  

 Simplification of credit arrangements (solving collateralization 

problem) 

 Promoting sale 

 Tax  

 Job creation and alleviation 

 Major stimulants of leasing industry development in Iran 

 Promoting sale (affiliate and subsidiaries) 

 Funding and finance (bank related lease arrangements) 

Leasing industry in Iran is at the stage of familiarization and growth 

and has a long way to go to achieve a higher degree of market penetration. 

Some major stimulants of Iran's leasing industry development in the future 

are as follows: 

 Lower bank interest rates 

 Problems in sale of durable products 

 Development of small-scale, medium-scale, and large-scale 

industries 
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 Job creation 

 Coming into play of foreign leasing companies 

 Funds shortage in public sector organization like municipality, 

subway, railway, and airlines 

 Engaging of the present leasing companies in international lease 

markets and big ticket markets 

Iran's expanding its global contacts and promoting foreign investments 

can pave the way for the presence of foreign leasing companies in Iranian 

markets and Iranian leasing companies in international markets and finally 

the development of big ticket lease items.  

16- Conclusion and Suggestions 

Leasing industry in Iran is still a new one despite its increasing growth 

in the last three years. History of world leasing testifies to the prominent 

role of leasing in economic development of countries and this fact must 

encourage Iran's authorities to make efforts to promote this promising 

industry. The following facts characterize Iran's leasing industry: 

1- Leasing is mainly a financing method that has for the most part 

taken the shape of finance lease. 

2- Leasing has a long way to go to reach maturity and play its real 

role in the economy 

3- Operating lease which can be considered an indicator of leasing 

development in a country has not yet been promoted in Iran 

4- While most of the leasing companies registered in the last few 

years are private ones, bank related affiliate and subsidiary leasing 

companies and those leasing companies related to public institutes 

have the largest share in the holistic nationwide registered capital. 
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5- profit rate ceiling of up to 17 percent for lease products has 

exerted a damaging effect on the lease volume.  

6- The rules and regulations for the establishment of leasing 

companies have not yet been completely enforced. 

7- Iran ranked 43rd among the 50 highest ranking countries of the 

world in terms of lease volume in 2005. 

8- In the same year, the ratio of the country's lease volume to its 

gross domestic product was 2 percent which has earned a ranking 

of 50 for the country in the world. 

9- The government resolution to provide people with lease-held 

housing and the possible assumption of this duty by the leasing 

industry can be a turning point in the development of operating 

lease in the country. 

10- Market penetration of the leasing industry in Iran is deeply low in 

comparison with that in developed countries. 

11- Taking into account the above-mentioned facts, I would like to 

put forward the following suggestions:  

12- The limitations and the ceiling for financing facilities obtainable by 

leasing companies should be reviewed. 

13- Leasing companies should be considered and classified as 

production companies so that these companies can be granted 

facilities extended to the production companies. 

14- Rules and regulations for the establishment and functioning of 

leasing companies ought to be enforced and supervised efficiently 

by the Central Bank so that the operation sphere and range of 

activities of these companies will be clearly defined for the current 

and potential investors. 
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15- The association of leasing companies ought to be a professional 

one and make great efforts to launch appropriate informative 

advertisement and communication directed both at the public and 

the authorities. This establishment should also take measures to 

exchange the latest information and developments in the leasing 

industry with other countries especially developed ones. 
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1- Introduction    

Although using electronic means of communication was prevalent in 

banking industry, but the globalization of internet lead to "electronic 

commerce". Due to its facilities, the thought was supported that the 

bankers can use electronic communications in an unlimited environment of 

internet. Obviously in the global commerce, these technical possibilities 

were hardly acceptable from the view of law and national economy. 

Electronic payment methods have been resulted in convenience and 

cutting the costs whereas its novelty and some ambiguous view points on 

its insecurity feature is remained. Fundamental problems are arising 

whenever the payment systems have been developed over borders by 

transnational companies and via internet. Prima facie, some issues like 

sovereignty of states, application of the roles of central bank in these areas, 

control of money, foreign currencies and transactions are in conflict with 

international internet banking. Many of these problems are derived from 

unfamiliarity of legal systems and ignorance to the importance of monetary 

and financial policy for the states. 

In this paper, legal aspects of internet banking have been reviewed by 

using the comparative point of view and finally some guidelines have been 

presented to Iranian Islamic banking system to use these new inevitable 

means for banking services.  

2- The Concept of Internet Banking 

Appearance of internal networks and international webs supported the 

idea of possibility of commerce via internet. So the financial and banking in 

the same line are considered as essential and complementary to progress. 
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The abilities of computers such as a two way communications and visual 

face to facing that was not available in television and telephone have made 

confidence about accuracy and reliability of internet commerce. 

Nevertheless some uncertainties like anonymity, identity theft and 

endangering the role of central banks, still remain.  

In simple internet banking, an entity who has banking permissions, is 

designing a website by means of it, the customers could have transactions 

with bank and they can do many of the banking affairs. Internet has 

allowed a number of totally new services such as "digital money", 

"electronic check" and "internet cash", which provide feasible and easily 

access for customers all over the world.1  

In Iran, according to Article 10 of 4th development program, the 

government should establish electronic banking system and should provide 

national and international electronic monetary services in all banks and for 

all customers. This shows the importance of the role of new 

communications in financial and monetary system of the country. 

Notwithstanding, internet banking as mentioned, have some legal 

ambiguous aspects which can lead to some restrictions in the extent of its 

development. In the following pages, this problem will be considered 

exactly.  

3- Contractual Aspects of Internet Banking 

There are many forms of contracts in internet banks' process of doing 

affairs. At least, a contract between a bank and a customer and other 

 

1- Giannakoudi, Sofia, Internet banking: The digital voyage of banking and 

money in cyberspace, Information & Communications Technology Law; 

Oct 1999. p. 207. 
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contract between the bank and ISP1 can be supposed. Such contracts don’t 

have any new features from the view of contract law. 

In internet banking, a standard form of contract is signed online by 

customer by clicking on the icon of "submit" or "I agree". Thus in an 

internet banking contract, general provisions "are completely formulated 

by the bank and they will be interpreted against the bank by the judge in 

the event of a dispute".2 

In the contract, the bank has obligations to making available all of its 

internet services and process of orders for customer through online 

communication. To secure this process, the bank should have encryption 

technologies and data-processing facilities which are updated and 

improved suitably according to the new needs of information technology 

(IT). 

Reciprocally, the customer admits obligations according to his 

contractual submission, including making precautions to protect his 

confidential information in order to prevent fraudulent use by unauthorized 

persons. Furthermore, the customer is bound by all effects of contract 

from contract law perspective, containing performance of his obligations 

on behalf of bank, payment of money or providing credit to operate his 

account and etc. 

 

1- "An Internet service provider (abbr. ISP, also called Internet access provider or IAP) 

is a business or organization that provides consumers or businesses access to the 

Internet and related services. In the past, most ISPs were run by the phone 

companies. Now, ISPs can be started by just about any individual or group with 

sufficient money and expertise. In addition to Internet access via various 

technologies such as dial-up and DSL, they may provide a combination of services 

including Internet transit, domain name registration and hosting, web hosting, and 

colocation". See for more information: wikipedia.org  

2-
 Magnin, Cedric J, Telebanking Contract in Swiss Law, ILSA Journal of International 

& Comparative Law, Vol. 8, 2001-2002. p. 86.  
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In relation to ISPs, due to their abilities to dictate the online 

environment in which their customers are operating through the use of 

written control policies and guidelines and their capacity for screening 

materials on the network automatically,1 the bankers shall contract with an 

ISP as a bridge between them and customers. Because the ISPs prefer to 

be in the position of distributors in the process of internet commerce, their 

liability in financial crimes may depend directly on the content of the 

contract between them and the banks. Although it is difficult to generalize 

ISPs into one group considering the different services rendered by them,2 

but in all types of service contracts, the ISP could be held liable for its 

misdeeds. Of course, the contractual liability for ISP may arise from an 

implied warranty of serviceability by the action of breaching service 

agreements.3  

The changeable nature of new environment of banking may affect the 

content of contract between internet bank and ISP or customers. It is not 

the case  in Iranian law, according to Article 219 of Iranian Civil Code 

which reads as follows , "Contracts made according to law are binding on 

the parties or their substitutes, unless they have been cancelled by mutual 

agreement or for some legal reasons". In internet, the content of contract 

could be changed in the direction of its security and be completed in 

conformity with new requirements and changes. Of course these changes 

should not affect vested rights or any provisions for consumer 

protection. 

 

1- Zhao, Yun, Internet Service Providers and Their Liability, Law Technology, Vol. 

34, 1st Quarter 2001. p.2.  
2-

 Luftman, Douglas B, Defamation Liability for online services: The Sky is not Falling, 

George Washington Law Review, Vol. 65 (6), 1997. p. 1096. 
3-

 Zhao, op. cit, p. 4.  
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4- Security of Internet Banking 

Security of system is a primary fear in internet banking because in the 

internet, there is no interface and original presence and thus someone may 

break legal lines and become appear in the position of authorized person. 

Furthermore, data and information which are stored in an electronic form 

are subject to manipulation or destruction, either intentionally or 

unintentionally.1   

Usually, the customers expect that banks protect confidential data and 

provide reasonable measures fitted with new threats in the new 

environment. For safeguarding the confidentiality of information, the 

internet banks stipulate in their contracts with customers, ISPs, employees 

and other related persons, their obligations to protect the system and 

nondisclosure of private information to others. 

In the other hand, banks are using (a) preventing measures, including 

cryptography, online authorization, supervising and monitoring by a 

central operator; (b) detection measures such as transaction traceability 

and monitoring, interaction with a central system and (c) containment 

measures, including limits on the value stored, expiration dates on devices 

and on values, registration of the identity of the users with the issuer or 

central authority.2  

In Iran, Article 2 (i) of Electronic Commerce Act [IECA]3 defines" 

secure method" as follows: 
 

1- Douglas, John, Cyber banking: Legal and Regulatory Considerations for Banking 

Organizations, North Carolina Banking Institute, Vol. 4, 2000. p. 75.  

2- Report of the Task Force on Security of Electronic Money, USA 1996; Giannakoudi, 

op. cit, p. 208. 

3- Iranian Islamic Parliament approved the Electronic Commerce Act on January 7th 

2004. This implicates interest for fighting underdevelopment which didn’t have 



Monetary Policy in Iran: The …                                                                           91 

 

"A method to authenticate the correctness, the origin and the 

destination of a “data message”, along with its date and to detect any error 

or modification, in communication, content, or storage of a “data 

message” from a certain point. A secure method is generated using 

algorithms or codes, identification words or numbers, encryption, 

acknowledgement call-back procedures or similar secure techniques". 

Article 65 of IECA has defined "trade secrets" extensively, so that it 

includes "information, formulas, patterns, software and programs, means 

and methods, techniques and procedures, unpublished writings, businesses 

and transaction methods and procedures, strategies, plans, financial 

information, customers list, trade projects and the like which have an 

economic value by themselves".  

Trade secrets have been protected in electronic commerce by imposing 

rules of competition and criminal law to criminals and careless persons. 

Article 64 of IECA reads as follows: 

"In order to protect legitimate and fair competitions in electronic 

transactions, illegal acquisition of trade or economic secrets of agencies 

and institutions or the disclosure of such secrets to third parties in 

electronic environment is deemed an offence and the offender will be 

sentenced according to this Law". 

                                                                                                            

typical objective supported by trade and economic sector of country.  IECA, from 

many aspects has similarity with both Uncitral Model Law on Electronic Commerce 

which was adopted at 1996 (and completed with Article 5 bis at 1998) and Model 

Law on Electronic Signatures (2001), of course, it has some initiatives on consumer 

protection (Articles 33-49), protection of data messages in electronic transactions 

(Articles 62-65), offenses and punishment (Articles 67-77) which hadn’t been 

predicted by Uncitral model laws. In some of these subjects, the IECA may be 

comparable with USA Acts, i.e. Uniform Electronic Transactions Act (UETA) and 

Electronic Signatures in Global and National Commerce Act (ESIGN).  
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Some countries have bilateral treaties to ensure on security of banking 

activities in international sphere. "The American-Swiss treaty on mutual 

legal assistance in criminal matters"1 can be considered as an example for 

this cooperation. The treaty comprises frothy-one Articles. It has two 

aims: Controlling mutual legal assistance in general and fighting organized 

crimes.2 In internet banking, it seems essential for countries and private 

banks to have collaboration for safeguarding security of banking and to 

prevent internet crimes. 

5- Crimes Against Internet Banking 

Due to the fact that the cost of committing financial crimes has 

increased by the use of advanced technologies in detecting and prosecuting 

computer criminal conducts, offenders promoted their skills and tactics 

simultaneously by employing experts in different fields of information 

technologies. Nevertheless, offenses against internet banking can be 

categorized from different aspects. Some of these offenses remain 

undiscovered or committed by anonymous offenders. Main types of these 

crimes are explained briefly in the following parts. 

A- Phishing  

Unauthorized access to financial information constitutes an important 

part of financial crimes in the internet. Phishing attacks rely upon both 

technical deceit and social engineering practice. In the majority of cases 

the phisher persuades the victim to intentionally perform a series of actions 

that will provide access to confidential information.3 Thus, phishing "is 
 
1- The American-Swiss Treaty on Mutual Assistance in Criminal Matters entering into 

effect as of January 1, 1977. 
2- Lauchli, Urs Martin, Swiss Bank Secrecy with Comparative Aspects to the American 

Approach, Saint Louis University Law Journal, Summer 1998. p. 874. 
3- The Phishing Guide, NGS Software Insight Security Research. P. 5. At:  

     www.ngsconsulting.com  
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online identity theft in which confidential information is obtained from an 

individual".1 User names, passwords, social security numbers, credit card 

numbers, bank account numbers and personal information may be kinds of 

secrets which have been theft and are used against the owner of such 

information. 

As a real example, the phisher impersonate the sending authority, e.g. 

the online bank at which the victim has an online account and sends him an 

e-mail by spoofing the source e-mail address and embedding appropriate 

corporate logos. The e-mail recipient is likely to believe that his banking 

information has been used by an unauthorized person and then he attempts 

to reply to his mistake report. For this, he must type his confidential details 

to reverse transaction.2 After this process, all such information is under 

misappropriation of the phisher. 

Phishing often perpetrated by an organized crime. To prevent this 

crime, affected institutions should pursue offenders for legal remedies. 

Furthermore, to go update with technological changes is an integral 

component of a sustainable prevention.  

In Iran, according to Article 2 of Iranian Bill for Punishment of 

Computer Crimes, anyone deliberately and without permission has access 

to confidential data or computer or communicational system, will be 

convicted to imprisonment from one month to 91 days. Therefore, to deem 

"unauthorized access" as a crime, it should be intentionally and without 

permission. About internet banking, this element seems unnecessary 

because it is not admissible from an offender or any financial criminal in 

internet when he argues that he has broken all confidential measures 

without intention. 
 
1- ITTC Report on Online Identity Theft Technology and Countermeasures. P. 6. At: 
      www.antiphishing.org/Phishing-dhs-report.pdf  

2- The Phishing Guide, op. cit. 
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B- Fraud 

A false representation by means of a statement or conduct made via 

electronic communication if it has been knowingly or recklessly in order to 

gain material advantages, is called "fraud" in electronic environment. In 

majority of countries, intentionally accessing a computer system to execute 

a scheme to defraud has been criminalized and will be punished by 

imprisonment.1 

About internet banking, one can say that the inter-linkage between 

computers and circulation of large amount of monetary values through it in 

a short time facilitates the perpetration of financial fraud resulting in 

widespread and immeasurable losses.2 

Fraud and phishing are much interconnected offenses in internet 

banking area which have the same prevention and prosecution measures. 

For prevention, the financial institutions shall imply staff education and 

training in technical matters, usage of superior technology of anti-spyware 

and cooperate with each other and with internet criminal police. Article 12 

of Iranian Bill for Punishment of Computer Crimes has been criminalizing 

activities in which computer and communication systems have become all 

or partial tactics of offenders for committing fraud. 

C- Money Laundering in Internet 

Money laundering is defined as "a process by which the origin of funds 

generated by illegal means (drug trafficking, gun smuggling, corruption, 

etc.) is concealed. "The objective of the operation, which usually takes 

place in several stages, consists of making the capital and assets that are 

illegally gained seem as though they are derived from a legitimate source, 

and inserting them into economic circulation. Money laundering is not a 

 

1- Corbett, Patrick E, Prosecuting the Internet Fraud Case without Going Broke, 

Mississippi law journal, Vol. 76, 2006-2007. p. 844.  

2-  Giannakoudi, op. cit, p. 217.  
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new phenomenon: it's as old as crime itself. Criminals have always 

endeavored to conceal the origin of illegally generated funds in order to 

erase all traces of their wrongdoings".1 In an open environment like the 

internet, the exchange and transfer of money without the intermediation of 

financial institutions with filing records and process of transfer, it is easily 

possible for criminals to clean their dirty money in the cyberspace chaos. 

The existence of anonymous digital cash and non controlled version of 

monetary values may intensify this problem. The difficulty of control, at 

least in theory, is resulting in other crimes like tax evasion because 

transacting large amounts via electronic means that leaves no paper trail 

eliminate records many traceable transactions and consequently limits the 

state authorities and police from prosecution and control. 

Accordingly, the new monetary world has uncertain impacts on some 

legally accepted norms in the national system. For preventing or at least 

redressing damages arising from misuse of new technologies, it is possible 

to resort to traditional strategies: 

 Limiting the amount of the value stored or providing large 

traceability of important transactions or large number of 

contracts.2 

 Providing conditions on internet banking contracts with 

customers reminding them that the bank is not responsible for 

their fraud or money laundering and such crimes may be traceable 

for unlimited times. 

 

1-http://swiss-bank-accounts.com/e/banking/secrecy/money.laundering. definition.html  

2-Froomkin, A. Michael, Flood Control on the Information Ocean: Living With 

Anonymity, Digital Cash, and Distributed Databases, University of Pittsburgh Journal 

of Law and Commerce, Vol. 15, 1996. p. 403.  
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 Improving authentication methods and procedures and a 

recording system to protect against the theft of confidential 

information,1 tax evasion and money laundering. 

 Increasing suspicious activities monitoring and employing 

additional identity verification control.2 

 If crimes are detected in connection with customers' accounts, the 

bank should report the details of crime to the police and all its 

customers and take reasonable steps for preventing similar crimes 

in future. 

6- Consumer Protection 

The concept of "consumer" is defined in Article 2 of IECA. According 

to this paragraph, consumer is "Any person acting for any purpose other 

than business or professional occupation". The Act has comprehensive 

protecting provisions for consumers in Articles 33-49. Of course, Article 

49 stipulates that "Consumer's rights when dealing with electronic payment 

systems are subject to rules and regulations which have been or will be 

ratified by the relevant legislative authorities". Thus this is an unsaid matter 

in Iranian positive law that the consumer in electronic payments must be 

protected by statutes. 

In the meantime, the rise of consumer trade in internet presents a 

factual pattern never seen before.3 The internationality of these 

transactions has offered the fact of thinking to general coverage for cross 
 

1- Gillett, Mark T; Obrea O Poindexter; M Sean Ruff, Developments in Cyberbanking, 

The Business Lawyer, May 2004. p. 1336.  

2 - Ibid, p. 1337. 

3- Davis, Lars, The Internet and the Elephant, International Business Lawyer, April 

1996.  
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border consumers. For determining the limits of consumer protection, it is 

important to realize applicable law on consumer contracts. For this, some 

of the traditional connecting factors may be used, such as the place of 

contracting or performance and these factors can become fortuitous in an 

online environment.1  

Basically, in internet banking, these factors are not applicable because 

in standard form of contract which is provided and downloadable from the 

website of a bank, this clause is often included that the contract between 

bank and any customer is subject to applicable law determined by the 

bank. Of course, this determination is facilitating fact for banks which is 

securing them to confront with different laws from different systems. 

Notwithstanding, the applicable law for a bank-consumer contract can not 

be interpreted so far as obstacle depriving consumer from certain 

protective provisions of his country (the place in which he has 

domiciled). 

In spite of purchase or supply contracts, the concept and scope of 

consumer protection are practically limited in internet banking. Thus "the 

right to withdraw", which is recognized for the consumer by Article 37 of 

IECA, will not be established in internet banking contracts because the 

standard form of contract between a bank and a consumer is stipulating 

this clause and as another reason, due to preserving third party's rights, 

e.g. seller of goods for consumer, there is no justification for recognizing 

the right of withdraw for consumer in payment contracts. 

 

1- Schu, R, The applicable Law to Consumer Contracts Made over the Internet: 

Consumer Protection Through Private International Law? International Journal of 

Law and Information Technology 5 (2), 1997. p. 194. 
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7- Supervision and Monetary Policy in Internet 
Banking 

Many countries have revamped their regulatory systems to establish a 

single regulator for all three sectors, i.e. traditional financial sectors,1 

banking securities and insurance. In summery, financial services (banking 

and insurance) are subject to a single organization. But in other countries, 

including Iran, have separate regime for supervision for banking and 

insurance, i.e. The Central Bank of The Islamic Republic of Iran for 

banking affairs and The Central Insurance of Iran for supervising insurance 

services and companies.  

Another problem is about the combination or separation of monetary 

policy and bank supervision. Should the central bank undertake both the 

policy and supervision in internet banking? In Iran the roles are recognized 

for central bank of Iran. Therefore there seems to be no difference 

between traditional and new methods of banking from the view of 

supervision and monetary policy. 

The role of central bank as supervisor of the payment system may 

extend to cover new areas; for example through consulting market 

operators, promulgating rules for market operators to certain behaviors 

and to offer directly certain services.2 "The benefits of combination do not 

reset solely on what happens in successful times. Combining bank 

supervision and monetary policy allows central banks to consider the 

 

1- Schooner, Heidi Mandanis, Central Banks' Role in Bank Supervision in the United 

States and United Kingdom, Brooklyn International Law Journal, Vol. 28, 2002 – 

2003. p. 411. 

2- Cipparone, Mauro, The Role of the Central Bank in the Growing Industry of Internet 

Payments, Journal of Internet Banking and Commerce, Vol. 1, No. 5, September 

1996.  
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border consequences of supervision".1 Thus concerning internet banking in 

Iran, from legal aspect, it seems that a single organization should be 

undertaken both monetary policy and bank supervision. The best choice 

for this combination is The Central Bank of Iran which can be considered 

as a bridge between traditional and modern banking. 

8- Conclusion 

In the ocean of information, exchange of financial information should 

not be considered as strangers' ramble in the desert. Because, on one hand, 

not all of internet banking transactions has a new nature from the view of 

law so there is no need to elude further from new chances opened for 

economic development. On the other hand, any new method can have 

linkage with traditional bases of law. Therefore, we can justify modern 

banking methods of transaction by necessities deriving from information 

technology revolution.    

Of course, the new system of banking should be designed and 

developed within constrains and norms of the legal requirements. Hence, 

internet banking should not be supposed as an exceptional structure that is 

able to break legal rules and draw disparate regime. Our country, for 

collaboration with other systems and for keeping step with the new world, 

needs a comprehensive Act on different aspects of internet banking. Use of 

new technologies in banking is considered as innovative and competitive 

factor for financial sectors. Thus, these means of communication should 

not be denied or rejected only by reasoning on it's primarily damages to 

national economy. The future belongs to provident men and  the world, in 

the way of development, will not wait to anyone.  

 

1- Haubrich, Joseph G, Combining Bank Supervision and Monetary Policy, Economic 

Commentary, Federal Reserve Bank of Cleveland, November 1996. At:  

www.clevelandfed.org/research/Commentary/1996/1196.htm#int 
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Abstract 

Many of the pious bequest policies (Vaghf)2 at present time are 

denominated by old or ancient coins, the present value of which is not well 

known. Therefore, fixing the annual custodian fee for Vaghf is quite 

difficult. Moreover, the difficulty of evaluation of the present value of the 

dowry the husband has to pay to the bride after the marriage (Mahr)3 has 

created lots of difficulties for Ministry of Justice. Regarding the methods 

of minting coins in the past which were not centralized and the coins were 

“hammer hardened”, they were of different value, different weight and 

even different names and place of issue. This variety makes the evaluation 

of the ancient coins very sophisticated. In addition, the evaluation of the 

present value of the ancient coins which were themselves mediums of 

measuring the value of other goods is rather a difficult task. For this 

reason, the correct method of evaluating the present value of these coins is 

to recognize first the characteristics of these coins, and then selecting the 

best method of evaluating its present value as considered in this research. 
 
1-  Researcher, Economic Research and Policy Department- Central Bank of Iran (IR). 
2- Vaghf in Islam is the action of keeping a property and using it (or its income) for 

charity purposes. 
3- In Islamic culture and jurisprudence, husband promises an amount of money or 

property (Mahr) to his bride after the marriage and this bestow is on demand; that is 

to say, whenever the wife asks for it, the husband should hand it out to her, but 

husband is obliged to hand it out to her in case of divorce.      



104                                                                       Money and Economy, Vol. 5, No. 2 

1- Introduction 

Although gold and silver coins are not used in economic transactions 

anymore, the evaluation of some ancient documents obliges us to know 

them well. The old pious bequest policies which are related to very ancient 

times are set according to old coins. Therefore, fixing the annual custodian 

fee for Vaghf is quite difficult. Moreover, the difficulty of evaluation of the 

present value of the dowry the husband has to pay to the bride after the 

marriage (Mahr)1 has created lots of difficulties for Ministry of Justice.  

The study of monetary conditions of the past shows the disturbed 

conditions of minting coins. The hand-made method of minting coins, 

together with frequent political changes was the source of many of these 

disturbances. After the change of hand-made method to a centralized mint 

factory, many of these disturbances and difficulties were vanished. That is 

why the characteristics of the ancient coins (quality, weight and value) 

which are used in evaluating their value, are different from year of made 

and the method of minting point of view.  

Meanwhile, the evaluation of the present value of the ancient coins 

which were themselves mediums of measuring the value of other goods is 

rather a difficult task. The removal of these difficulties require the 

recognition of the monetary conditions of the past which is considered in 

this research. As it was mentioned before, the evaluation of the present 

value of the old coins is mostly used to evaluate the present value of 

custodian fee and also to solve legal disputes. Therefore, the selecting 

method for evaluation of the present value of the ancient coins should be 

 

1 - In Islamic culture, husband promises an amount of money or property (or Mahr) to 

his bride after the marriage and this bestow is on demand; that is to say, whenever 

the wife asks for it, the husband should hand it out to her, but husband is obliged to 

hand it out to her at the time of divorce.      
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in accordance with Islamic jurisprudence which the writer has done his 

best to do so. 

This research is divided into three sections. It has been tried to study 

all sources of data related to the evaluation of the present value of the 

ancient coins in the first section. The monetary conditions during different 

dynasties have been studied in the second section. It should be mentioned 

that the time period of the study is from the beginning of Safavieh dynasty 

to the end of Pahlavi. The third section of the study deals with the 

evaluation method of the present value of the ancient coins. The results of 

this study are also available in a soft-ware which makes the evaluation very 

easy for the users. 

2-Sources of the Study 

One of the necessities of a thorough research is the study of all 

available sources and data related to the field of study. The prevailing 

method to study the sources in economic research is the recognition of the 

methodologies of the research and comparison of the results. But the 

characteristic of our research obliges us to study all the sources about 

ancient coins, including: name, quality, weight, value and the period of its 

issuance. 

After a hard study, it was realized that no extensive study has been 

carried out in this field yet. There are massive historic studies partially 

pointing out to coins issued during the study period. Therefore, it has been 

decided to study every kind of sources partially related to this study. These 

sources include a vide range of historic and economic texts. In spite of 

this, it has been tried to classify the sources as follows: 

 Historic books and travelogues 

 Research books and specialized theses about ancient coins  
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 Articles 

 Data available in museums  

2-1- Historic Books and Travelogues 

As it was mentioned before, it has been tried to study all available data 

regarding name, value, date of issue, quality and the weight of the coins 

which will be considered here.  

Ms. Shirin Mahdavi describes the monetary conditions during Naser-

Al-Din Shah in the biography of Haj Amin Company (known as Amin-Al 

Tojjar or trustworthy of merchants). This study presents lots of 

information about numerous mints, different current coins and their 

weights, and the disobediences of authorities of mint houses in minting 

coins.  

George Nathaniel Curzon has presented his observations about Iran in 

a book. He entered the country in autumn 1889 as the reporter of "The 

Times" and mentioned about the multiplicity of mints and the forgery 

created because of this. In addition, he provides information about the 

fineness and standards of the coins. 

His book also refers to suffisticated researches concerning the 

monetary conditions of Iran. Pachen was an Austrian researcher who was 

invited by Naser-Al-Din Shah to Iran to systemize the minting of coins. 

His study also represents the prevailing chaos caused by the multiplicity of 

mint factories. 

Mohammad Ali Jamalzadeh in his ponderous book called “Ganj-e-

Shayegan” presents a short history of mints during the Ghajar dynasty. 

This source also furnishes us with valuable information about the problem 

of multiplicity of mints during this period which are coin forgery, and data 
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about the coin standards during this dynasty and some hints about minting 

during the Safavieh dynasty. 

Mr. Walser Schuster has probed travelogues of Europeans traveling to 

Iran during Safavieh dynasty in the field of monetary conditions. Adamiat 

Fereidoun, and Nategh Homa in studying the thoughts of the leaders 

during Ghajar dynasty refer to monetary condition. During this period, the 

transaction ratio of gold coins to silver coins which has been kept constant 

for a long period was changed due to the discovery of new silver mines 

and ended in monetary chaos.  

Eesavi Charles presents a rather comprehensive picture of economic 

conditions of Iran during Ghajar dynasty. This author allots a separate 

chapter of his book to the study of financial conditions in this period. In 

addition to presenting the transaction ratio of Gharan1to Pound Sterling 

(as an important exchange at that time), provides us with valuable 

information about the standards of Gharan in that period. 

Parizi Bastany Mohammad Abraham presents valuable information 

about the standards of coins during Safavieh dynasty. Katouzian 

Homayoun Mohammad Ali describes the economic conditions of the 

country very chaotic at the beginning of constitutional government in Iran. 

He emphasizes that the currency of the country was based on silver coins 

during that period. Nafisi Saied in studying the monetary conditions of Iran 

during Ghajar dynasty refers to numerous decrease of the weight of coins 

in this period which causes devaluation of money and creation of inflation. 

Colonel Cozocofski who was the commander of Ghazagh brigade for 

10 years during Naser-Al-Din Shah era, refers to monetary conditions of 

Iran in his diary book. He refers in his book to the minting of too much 

cupper coins which decreases the value of this currency. 

 
1 - The Iranian currency at that time. 



108                                                                       Money and Economy, Vol. 5, No. 2 

2-2- Research Books and Specialized Theses About Ancient 

Coins  

The second part of our sources consists of specialized studies 

concerning coins. These studies have been carried out with different 

purposes, but most of them can be classified as historic and coinage 

studies. These studies have been good sources for extracting the 

characteristics and standards of ancient coins. 

Tloury Saffari Mohammad Taghi has listed the coins of Malek museum 

in his master thesis. Al coins of Islamic era of this museum have been 

studied by librarian method and an ID cart with picture has been created 

for each piece of coin. Ghaeinee Farzaneh has tried to study the evolution 

of coins in the framework of historic and economic evolutions during 

Safavieh dynasty in her master thesis. Dianat Abu-al-Hassan has presented 

a valuable complex of units and quantity measures prevailing in Iran from 

the beginning of Achamenian dynasty in his book called “The cultural 

history of measures and scales”. The second edition of his book is allotted 

to cash, coins and valuable documents which provide valuable information 

about the ancient coins. 

Moghaddam M. and Ansari Mostafa have carried out a vast study 

about Iranian coins which is published in English. The time period of this 

study covers Safavieh, Afghan, Afshari, Zandieh and Ghajar dynasty and is 

quite concrete, but has no information about the weight of coins. Farahani 

Shahbazi Daryush has studied coins during Ghajar dynasty. Coins issued 

by different kings of this dynasty have been detailed in this study.  

Farah Bakhsh Farhang and Novin Houshang Farahbakhsh have studied 

minted coins during the last hundred years. They have studied coins used 

as currency, as well as memorial coins issued for coronation of kings.  
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Tabatbaee Torabi Saied Jamal has carried out a detailed study on 

Islamic coins. One of the sections of this study is about the official coins 

issued in Iran from Safavieh dynasty to Naser-Al-Din Shah (the beginning 

of minting coins instead of hammer hardening it). Moshiri Mohammad has 

studied coins and medallions of Pahlavi era in a section of his vast 

research.  

Farah Bakhsh Houshang has collected information about the coins 

issued during 1495-1879. This period covers dynasties of Safavieh, 

Afghans, Afsharieh, Zandieh and Ghajarieh (until Naser-Al-Din Shah, or 

the beginning of minting coins). Moshiri Mohammad has studied coins 

during the Agha Mohammad Khan-e-Ghajar and his father, Mohammad 

Hassan Khan. 

2-3- Articles and Papers 

The study shows that there are few research articles about ancient 

coins. Zara Nejad Mansour has estimated the value of Dinar and Derham 

according to their purchasing power parity and the amount of valuable 

metal of these coins. Although the research does not present any kind of 

information about the coins which we are looking for, is interesting 

because of using different methods of estimation. Moreover, the findings 

are mostly published in ordinary publications which necessitate being 

cautious about them. For brevity, we do not refer to these articles. 

2-4-Museums Information     

Museums are one of the main sources of information about ancient 

coins regarding the subject of the research. Moreover, because of the 

objectivity of museum information in comparison to other sources of 

information, this source of information is regarded as the decisive source if 

information from different sources is controversial.  
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Visiting the museums showed that the information of some of the 

museums about ancient coins are much more convenient for the study. 

Tamashagah-e-Poul and Coins Museum (affiliated to Bank Sepah) are 

keeping the ancient coins more technically. But, in addition to the 

information of these two museums, the information of other museums with 

listed ancient coins has been used. 

3-Monetary Conditions of Iran in the Past  

Before studying the monetary conditions of Iran, the characteristics of 

metal money system which is the main subject of this study, will be briefed 

here. 

As we know, the physical characteristics of gold and silver, together 

with their scarcity, have caused them to be useful in minting. The high cost 

of extracting these metals for a long period of time has caused the amount 

of extraction of these metals to be in-proportional with the production of 

other commodities; so that together with the growth of the production of 

other commodities and the relative increase of the price of these metals (in 

comparison to other commodities), the production of these metals 

increased. 

Conversely, at the time of decrease of production of other goods, the 

relative price of these metals decreased and the extraction did not pay 

back. Therefore, there was a long-term stabilizer mechanism of inflation in 

the nature of metal monetary system.  

But the disobedience of the rulers from this mechanism by minting 

more coins and increasing the supply of money, created the necessary 

background for inflation. In this regard, we can mention the reduction of 

the weight and fineness of coins and the increase of the face value of them. 

The increase of supply of money in any form functioned as final direct tax 

through devaluation and transferred the sources from people to 

governments.  

Metal money (gold and silver) systems are applicable in three general 

forms. In the first form, no parity price between the two metals has been 
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described in advance. Therefore, the transaction value of these metals and 

coins will be defined according to their scarcity. So the value of these 

metals will always fluctuate and the reaction of the people to this 

fluctuation will introduce repeated shocks to the economy. 

In the second form, a parity price between the too metals has been 

defined and thus, gold and silver coins can be changed with each other 

according to this terms of trade. Although this system is not facing the 

fluctuations of the first form, but it created other new monetary crises for 

which Gresham Law was introduced. 

The distortion of the pre-defined parity price from the actual parity 

price causes people to settle their payments with lower priced metal, and 

keep the more valuable metal. Therefore, a fraction of the money supply 

slips out of the economic transaction flow.  In this situation, “bad money 

sends out the good money” and the procedure is called Gresham Law.  

The third form of metal monetary system was developed to cope with 

this difficulty in which governments decided to adopt a single-metal 

monetary system in which the weight and fineness of the used metal was 

defined by government. So the transaction value of the coin was always 

equal with the real value of it and none of the previous problems would 

occur. Regarding the above explanations, we start the study of monetary 

system of Iran in the reference period.  

3-1-Monetary Conditions During Safavieh Era         

Safavieh was one of the most potent dynasties who ruled Iran about 

300 years ago for more than 150 years. One of the most important points 

about Safavieh is the political unity and relative order of economic 

conditions during this era. The currency during this period was silver and 

cupper coins and gold coins were not used in day to day transactions and 

were regarded as formality. Abbasi was the largest silver coin which was 

valued equal to 200 Dinars. This coin was first issued after the name of 

Shah Abbas, the founder of this dynasty. The second largest silver coin 

was called Mohammadi, which was equal to 100 Dinars. This coin was 

first issued by Shah Mohammad Khodabandeh, who was the father of shah 
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Abbas the first. Shahi was the third silver coin which was equal to 50 

Dinars. The smallest nickel was called Bisty which was equal to 20 Dinars. 

Of course during this time there was an accounting unit called “Touman”1 

which was equal to ten thousand Dinars, but there were no such a coin 

issued. Another kind of silver coin was prevalent across Persian Gulf with 

an un-ordinary shape (like a folded twisted wire) and equal to 1250 

Dinars. There were smaller coins, made of cupper called Folous and was 

equal with 5 Dinars. So, we can see that the coins during Safavieh dynasty 

were in decimal order and this order was followed in the next periods.  

During this era, Ashrafi gold coins were also minted. It is worth 

mentioning that except for the era of Shah Abbas the first, during the era 

of other Safavieh kings, there was no pre-defined terms of trade between 

silver and gold coins.  

The decreasing trend of the weights of silver coins during Safavieh 

dynasty is shown in the first attached table. As it is seen, the weight of 

silver content of Touman has a decrease of 87.5 percent2. The highest 

decrease was during the governance of shah Ishmael the first (57.8 

percent), shah Tahmaseb the fist (40.8 percent) and shah Hossain the first 

(37.8 percent). 

3-2- Monetary Conditions During the Governance of Afghans            

Mahmoud Afghan, coronated as the king of Iran after conquering 

Isphahan- the capital of the country. After two years, he was killed and 

Ashraf Afghan was his successor who ruled the country for five years. The 

currency used during Afghans governance was the same as the coins 

during Safavieh. During this period, there were no pre-defined terms of 

trade between gold and silver coins. The fluctuations of the change of 

weight of coins are shown in the attached second table. As it is seen, the 

weight of silver coins increased 27.1 percent during the governance of 

Mahmoud Afghan. This increase was compensated the decrease during 
 
1 - Touman is originally a Mongolian word meaning ten thousand.  
2 - Regarding the pre-defined terms of trade between various silver coins, this decrease 

was proportional with the decrease in other coins. 
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Ashraf Afghan.  

3-3- Monetary Conditions During Afsharieh Era   

Afsharieh governed the country about 150 years ago. The founder of 

this dynasty was Nader shah, whose vast country was divided after his 

death because of incapability of his successors and the merging of new 

claimers. The last kings of this dynasty were Shahrokh Mirza and Nader 

Mirza. During this period, in addition to coins of Safavieh, another silver 

coin called Naderi or Rupee (equal to 500 Dinars) was used. There were 

also two gold coins called Ashrafi Mehr and Dokai Hendi minted, but 

there were no pre-defined terms of trade between them.  

The trend of the changes of the weight of coins during Afsharieh era is 

presented in the attached table tree. As it is seen, the weight of Touman 

has decreased during this period about 14.3 percent (38.3 grams) and this 

decrease has occurred only during the governance of Nader shsh. 

3-4- Monetary Conditions During Zandieh 

Karim Khan-e-Zand, known as Vakil-Al- Roaya, who was the viceroy 

of shah Ismaeil the third for a long time, became the ruler of the country 

and died after 20 years. After his death, the country was faced with 

upheaval of disorder until Agha Mohammad Ghajar came to power. The 

fluctuation trend of the coin weights during Zandieh is presented in the 

attached table four. The table shows that the decrease of the weight of 

silver coins occurred only during the governance of Sadegh Khan. Also, 

no pre-defined terms of trade between gold and silver coins was available 

during this period of time. 

3-5-Monetary Conditions During Ghajarieh   

Ghajarieh dynasty started with the coronation of Agha Mohammad 

Khan Ghajar and ended with the dismissal of Ahmad shah in 1925. Naser-
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Al-Din shah introduced centralized coin minting, while before him, coins 

were hammer-hardened in different places. Before that, governors of 

different provinces bought the license of making coins from the central 

government and issued coins and there were no supervision on their job. 

This procedure caused monetary disorder, so that the weight and the 

fineness of different provinces were different. Moreover, since the 

transaction price of cupper was different from the face value of cupper-

coins, mints were not willing to mint cupper-coins. This caused the 

cupper-coins to devalue, so that the face value became equal to the value 

of its cupper content. Therefore, the government replaced cupper-coins 

with nickel- coins called Pashiz. Moreover, the Shahi coins which were 

previously made of silver, were minted with cupper.  

Silver-coins during Ghajar dynasty included Rial1 (1250 Dinars), 

Gharan (1000 Dinar), Panah Abad or, Paneh Bad (500 Dinars), Panj Shahi 

(250 Dinars), and Se Shahi (150 Dinars). Cupper-coins included Shahi (50 

Dinars), Nim Shahi (25 Dinars), and Ghaz (5 Dinars).  

Gold-Touman coin was minted in this period which was equal to 10 

thousand Dinars and a defined ratio between gold and silver coins could be 

calculated. Therefore, the monetary system of Ghajarieh was bi-metal with 

a defined relation between gold and silver. The trend of changes in the 

weight of coins is presented in the attached table five. As it is seen, the 

decrease at the beginning of this dynasty is significant. This decrease was 

probably due to buying arms during Agha Mohammad Khan Ghajar (in 

order to strengthening his power) and the war with Russia and the 

payment of indemnity during Fath Ali shah. The decrease of the weight of 

silver-coins during Mohammad shah and Naser-Al-Din shah was perhaps 

intentionally to privent silver flight, especially to India. 

 

1 - During Agha Mohammad Khan and Fathali shah only.  
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3-6- Monetary Conditions During Pahlavi Era 

After the dismissal of Ahmad shah, Reza shah became the king of Iran 

in 1925, and he coronated next year, but kept the monetary system of 

Ahmad shah until 1929. In this year, the new monetary law of the country 

called “The law of defining units and money scale of Iran” was ratified in 

the National Consulting Assembly. 

The money unit of the country is announced as gold-Rial in the fist 

article of this law, which is equal to a hundred Dinars. Rial was defined 

equal to 0.3661191 grams of gold. Therefore, the 20 and 10 Rials coins 

(called Palavi and Nim Palavi respectively) were equal to 7.322382 and 

3.661191 grams of pure gold. Each silver Rial had 4.5 grams of pure 

silver. Therefore, the terms of trade between gold and silver was easily 

estimated. The fineness of gold and silver was defined as 900 in 1000. 

Meanwhile, English Shilling was equal to 4.5 grams of silver. 

Therefore, the monetary system of Iran in that time was close to the 

monetary system of England. But economic developments in Europe 

(including the great recession) forced England to abandon gold monetary 

system. For the same reasons, Iran also abandoned this monetary system 

and was only bound to the silver part of the Iranian monetary law.  

The above fact necessitated a new monetary law. The new monetary 

law was ratified in 1931. The value of Pahlavi (20 Rials) and Nim Pahlavi 

(10 Rials) coins were increased to 100 and 50 Rials respectively according 

to the new law. Therefore, regarding the amount of gold of these coins, 

the value of one Rial was equal to 0.0732238 grams of gold, which is 

equal to 20 percent of the previous one. The net silver of one Rial was also 

equal to 4.14 grams which had decreased from the previous one (4.5 

grams). The fineness of the gold-coins was kept at the same level 

(900/1000), but the fineness of silver-coins were reduced to 828/1000. 
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In 1943 a new monetary law was ratified in which the government was 

allowed to reduce the amount of pure silver of Rial to 0.96 grams. The 

fineness of silver-coins was also reduced to 600/1000. This reduction was 

also applied to two, five and ten Rials coins. In 1958, another monetary 

law was ratified which allowed the government to mint 5 and 2.5 gold 

Pahlavies with 36.61191 and 18.305955 grams of gold. In 1973, the 

‘Monetary and Banking Law” of the country was ratified which defined 

the amount of gold of one Rial as 0.0108055 grams of pure gold. A new 

monetary law was ratified in 1976, which looked like as an amendment of 

1958 law. In addition to the previous gold Pahlavi coins, the new law 

allowed the minting of 10 Pahlavi coins with 73.223820 grams of pure 

gold. The trend of the net content of gold in Rial is shown in the attached 

table six. 

4- Evaluating the Value 

4-1- Value in Economic Discussions 

Before evaluating the value of ancient coins, we should first identify 

the meaning of “value”. Since “value” is a key concept of economics and 

has a high position in the construction of economic theories, it was a 

controversial subject for economists since long ego. Although Economics 

as a modern science was founded by Adam Smith, but the discussion about 

“value” goes back for many years before Adam Smith.  

Canonists, who were very influenced by Catholic Church ideas, defined 

“value” in the framework of justice. They believed it is advisable to follow 

fairness and define the “value” equal to the cost of production. Instead of 

describing the meaning of “value”, they were proposing a normative 

(directive) theory of “value’.  
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Later on, Mercantilists introduced the “usual prevailing price” to justify 

transaction profit. They believed that the willingness of the consumers to 

buy the commodity at the offered price by the merchant, which covers a 

profit margin in addition to the production costs, creates the “value” of the 

good. Therefore, the theorem of Canonists about the role of costs (supply 

side) in defining value was changed into defining the value according to 

the willingness of consumers (demand side) to buy.  

After that, the ideas of Adam Smith and David Ricardo (classic 

economists) and Karl Marx in the interpretation of the position of “work” 

in defining “value”, created a collection of value-work theorems. 

According to Adam Smith, “work is the real transaction value of all goods 

… the real price of everything … is equal to the trouble and pain one can 

be excused by buying a commodity instead of producing it1. But in 

capitalist societies, in addition to work (wage), land (rent), and capital 

(profit) are influential in defining the “value”. Smith differentiated the 

“market price” with the “natural price” or “value”, but he believed that 

market price tends to natural price.  

In contrast, Ricardo believed that “the amount of work in a commodity 

adjusts the transaction value of them”. He believed “the value of a 

commodity depends on the work necessary for its production2.  In spite of 

Smith, with putting away the capital and land, Ricardo believed work is 

the only determining factor of “value”. He considered capital as the 

accumulated work of the past, and considered rent as the work done on 

infertile land to convert it to a fertile land. 

Also Marx believed that “all commodities are the product of work and 

struggle of the human beings, and is considered as a common factor in 
 

1 - Ronald Mike, classic economist.  

2 - Ronald Mike, classic economist. 
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determining the value of all goods". Therefore, by increasing the amount 

of work in a production, its value goes up. Although he believed work 

creates “value”, the payment to the worker is less than the value of the 

production. This difference is obtained by the capitalist as the “excess 

value” which is manifested by Marx as the exploitation of workers by 

capitalists. In spite of believing the concept of “work-value”, Ricardo 

remained loyal to capitalism, but Marx rose against it. 

A new group of economists appeared at the end of 19th century as 

“Marginalists” who, in spite of their predecessors, believed in the role of 

utility in defining the value. Marginalists who used mathematics in 

presenting economic concepts, answered the question of Classic economist 

about the theory of value-utility by introducing the concept of marginal 

utility. Their question was named the “puzzle of diamond-water” by Adam 

Smith. 

Among Marginalists, the theorem of Alfred Marshal, who combined 

the Classic theory of value-work with the Marginalist theory of value-

utility, has a special position. In Marshal’s view, “value” loses its position 

and decreases to market price. Marshal compares the role of production 

cost, or utility in defining the “value” with the two scissors blades in 

cutting paper in which cutting is not done by only one blade. Therefore, 

production cost (supply side) and the utility of the consumer (demand 

side) are both effective in defining the price. So, price is fixed when supply 

is equal to demand in a set of two mathematical equations.  

4-2- The Feghi1 Bases of the Value 

The subject of “vale” or “wealth”1 is described in concepts such as 

trade, business and the terms and characteristics of exchanging goods in 

 

1 - Religion rules.  
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transaction. Wealth is described in three ways in feghi texts. The first 

group of the religion scholars, such as Allameh-e-Helli (May he rest in peace)
, Shikh-

e-Tousi (May he rest in peace) and Moghaddas-e-Ardebily (May he rest in peace) in describing 

the concept of “wealth” have referred to “being wealth”. That is to say, 

wealth should be useful in order to be exchanged. So, the utility or the 

usefulness for the consumer is necessary for a good to be regarded as 

“wealth”. But there are no references in these texts about the role of utility 

or usefulness in evaluating the amount of “wealth”.   

The second group of religion scholars emphasis on the role of work in 

defining the “value” or “being wealth”. Mohghghegh-e- Irvani has written 

in his introduction to the book of Makaseb, written by Sheikh-e-Ansari, 

that in identifying the amount of being wealthy of a good, the need of the 

people and the work done to utilize that wealth should be considered. 

Regarding this logic, water on the bank of a river is not considered as a 

wealth, but if that water is brought away from the river, it will be 

considered as wealth, the longer the distance to the river, the higher will be 

the value of that wealth (water). 

The third group of religion scholars, such as Aiat-Allah Hakim (May he rest in 

peace)
, Imam Khomeiny (May he rest in peace), and Martyr Sadr, have made it clear 

about the simultaneous role of supply and demand in evaluating the 

“value”. Aiat-Allah Hakim writes about considering a good as “wealth”: 

“to be wealth is a rational credit which is the result of creating a need or 

willingness of people to obtain a good; so that people struggle and 

compete with each other to obtain it. Of course this competition is not just 

for the goodies of that wealth, but also its scarcity affects this 

competition”2. 

                                                                                                            
1 - Transaction value in economic literature is equal to the value of wealth in feghi 

texts. 
2 - Aiat-Allah Hakim, Nahj-Al-faghahe, p. 325.  
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As it is seen, in addition to utility, Aiat-Allah Hakim emphasizes on the 

production cost which represents the scarcity of the good. Imam 

Khomeiny clarifies the role of supply and demand in defining a good as 

being wealthy. He mentions that wealth and the rank and amount of wealth 

is a function of supply and demand1. Also Martyr Sadr in defining the 

“wealth” has referred to supply and demand2. Therefore, the third group of 

religion scholars, like Marginalists, has the same idea about “value” 

through the concepts of supply and demand.  

Considering the fact that the concept of “being wealth” comes from the 

relation of the human being with goods, in recognizing this concept we 

should refer to the opinions of scholars and learned people about goods. In 

defining the concept of “value” the same method has been used in the 

analysis of Aiat-Allah Hakim, Imam Khomeiny, and Martyr Sadr. 

Although there are some differences in their method of facing this concept, 

but this difference is not substantial. We should also follow the same 

procedure in dealing with the concept of “value”. 

4-3- Selection of the Method of Evaluating the Present Value of 

Coins   

The inherent and credential value of money has been considered more 

than everything in the course of the study of development of money. In the 

past, gold and silver-coins in addition to the functions of medium of 

keeping value, medium of exchange, and the medium of measuring value, 

had also intrinsic value. But money today has no intrinsic value and has 

only credential value. This fact has complicated the evaluation of the 

present value of old coins. In general, the present value of these coins can 

be evaluated in two methods: 
 

1 - Imam Khomeini, Almakaseb, p. 164. 
2 - Martyr Sadr, Eghtesadena, p. 198. 
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- Purchasing power parity of coins 

- The intrinsic value (the value of precious metal in the coin) of the 

coin. 

These methods will be discussed here: 

a. Purchasing power parity method: in this method, the transaction 

value of a reference basket of goods will be compared in old coin 

terms, and in today money term. From the equation of the value 

of this basket, the ratio or the terms of trade of the old coin with 

today’s money can be obtained. The application of this method 

requires a lot of price information of the old times1. Moreover, 

the selection of the reference basket has its own difficulties. The 

methods and cost of production of goods and services have been 

changed over a long period of time. Neither the quality of goods 

and services has been the same over time. Moreover, 

transportation methods which is an important component of 

production costs, has been changed dramatically.    

b. The intrinsic value (the value of precious metal in the coin) of the 

coin: in this method, the value of the precious metal of the coin is 

calculated. Regarding that in the old times, coins had intrinsic 

value which was proportional with the amount of precious metal 

in the coin; it seems that this method is more convenient. 

 

1 - Historians have only registered the highest, or the lowest current prices.   
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Table 1- The silver weight of one Touman during Safavieh governance 

Name of the 
king / period 

Coin weight 
at the 

beginning 

Coin 
weight at 
the end 

Difference Percent 
change 

Shah Ismael 
 the first 

1840 776 -1064 -57.8 

Shah Tahmaseb 
the first 

776 459.3 -316.7 -40.8 

Shah ismael 
 the second 

459.3 459.3 0 0 

Sultan 
Mohammad 

Khoda Bandeh 

 
459.3 

 
459.3 

 
0 

 
0 

Shah Abbas 
 the first 

382.8 382.8 -76.5 -16.7 

Shah Safi 382.8 382.8 0 0 
Shah Abbas 
 the second 

382.8 368.4 -14.4 -3.8 

Shah Soleiman 
the first 

368.4 368.4 0 0 

Shah sultan 
Hossain the first 

368.4 229.7 -138.7 -37.7 

From the 
beginning to the 

end of period 

 
1840 

 
229.7 

 
-1610.3 

 
-87.5 

Note: weights are in grams. 
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Table 2- The silver weight of one Touman during Afagheneh 

governance 

Name of the 

king / period 

Coin weight at 

the beginning 

Coin weight 

at the end 
Difference 

Percent 

change 

Mahmoud-e-

Afghan 

229.7 291.8 62.1 27.1 

Ashraf-e-

Afghan 

291.8 230 -61.8 -21.2 

From the 

beginning to the 

end of period 

 

229.7 

 

 

230 

 

0.3 

 

0.2 

Note: Weights are in grams. 

Table 3- The silver weight of one Touman during Afsharieh 

governance 

Name of the 

king / period 

Coin weight 

at the 

beginning 

Coin weight 

at the end 

Difference Percent 

change 

Nader shah 267.9 229.7 -38.3 -14.3 

Aadel shah 229.7 229.7 0 0 

Shahrokh shah 229.7 229.7 0 0 

From the 

beginning to the 

end of period 

 

267.9 

 

229.7 

 

-38.3 

 

-14.3 

Note: Weights are in grams. 
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Table 4- The silver weight of one Touman during Zandieh governance 

Name of the king / 

period 

Coin weight at 

the beginning 

Coin weight 

at the end 
Difference 

Percent 

change 

Karim Khan 229.7 229.7 0.0 0.0 

Sadegh Khan 229.7 229.7 0.0 0.0 

Ali Morad Khan 229.7 191.4 -38.3 -16.7 

Jafar Khan 191.4 191.4 0.0 0.0 

Lotf Ali Khan 191.4 191.4 0.0 0.0 

From the beginning 

to the end of period 

 

229.7 

 

191.4 

 

-38.3 

 

-16.7 

Note: Weights are in grams. 

Table 5- The silver weight of one Touman during Ghajarieh 

governance 

Name of the 

king / period 

Coin weight at 

the beginning 

Coin weight at 

the end 

Difference Percent 

change 

Agha 

Mohammad 

Khan 

114.8 91.9 -23.0 -20.0 

Fath Ali Khan 91.9 68.9 -23.0 -25.0 

Mohammad shah 68.9 53.6 -15.3 -22.2 

Naser-Al-Din 

shah 

53.6 46.1 -7.5 -14.0 

Mozaffar-Al- 

Din  shah 

46.1 46.1 0.0 0.0 

Mohammad Ali 

shah 

46.1 46.1 0.0 0.0 

Ahmad shah 46.1 46.1 0.0 0.0 

From the 

beginning to the 

end of period 

 

114.8 

 

46.1 

 

-68.7 

 

-59.9 

Note: Weights are in grams. 
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Table 6- The silver weight of one Touman during Pahlavi governance 

Name of the 

king / period 

Coin weight 

at the 

beginning 

Coin weight 

at the end 

Difference Percent 

change 

Reza shah 0.366119 0.073224 -0.293 -80.0 

Mohammad 

Reza shah 

0.0732238 0.0108055 -0.062 -85.2 

From the 

beginning to 

the end of 

period 

 

0.3661191 

 

0.0108055 

 

-0.355 

 

-97.0 

Note: 1- Weights are in grams. 
Note: 2- At the beginning of Reza shah governance, the monetary system of Ahmad 

shah was prevailing.  
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I. Introduction 

Iran has had high inflation for more than three decades, but the need to 

reduce it to a single digit level has become compelling in recent years for 

the following reasons. First, world-wide inflation has come down 

significantly and double-digit inflation rates persist only in a handful of 

countries. Second, high inflation was tolerated when the Iranian economy 

was isolated from the rest of the world because of the economic sanctions, 

the widespread restrictions, and the administrative controls that had been 

imposed on trade and exchange transactions. With the gradual integration 

into the world economy in recent years and the important reforms that 

were launched during the Third Five-Year Development Plan, persistent 

high inflation has become a serious impediment to competitiveness and 

long-term growth, not to mention the hardship it imposes on the more 

vulnerable segments of the Iranian population. 

While there is a consensus on the need to reduce inflation, the question 

arises regarding the priority accorded to this objective by the authorities, 

and the extent to which macroeconomic policies in general, and monetary 

policy in particular, are geared toward achieving this objective. This leads 

us to discuss the effectiveness of monetary policy in controlling liquidity 

growth and inflation as well as the consistency of fiscal and exchange rate 

policies with the need to reduce inflation. While this paper is mainly 

focused on monetary policy, it is clear that monetary policy alone cannot 

achieve the disinflation objective. As in many other developing economies, 

the role of monetary policy is heavily dependent on other factors, 

particularly fiscal policy. Monetary policy is often assigned multiple 

objectives that are pursued with few, sometimes inadequate, instruments. 

As some of these objectives may not be mutually consistent, assessing 

policy performance may imply a complex evaluation of policy choices and 

trade-offs. 
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This paper looks at the recent performance of monetary policy by 

comparing actual outcomes for some key variables (inflation and money 

growth) with the targets formulated in the Five-Year Development Plans 

(FYDPs) (Section II). Although the performance in attaining the inflation 

target has recently improved slightly, the still large gap between monetary 

targets and outcomes points to significant difficulties in monetary control. 

Section III examines the changes in the monetary policy setting, and 

discusses the consistency of the overall macroeconomic policy framework 

with the disinflation objective. Section IV focuses on the consequences, 

namely the trade-off between various objectives and the implications for 

monetary policy formulation. Section V offers some possible avenues for 

policy changes, drawing on the work conducted at the IMF in recent years. 

Section VI presents the main conclusions. 

II. Assessing the Recent Performance of Monetary policy 

In their survey of the literature on the relationship between money, inflation 

and growth, Orphanides and Solow (1990) write: “Different long-run rates of 

growth of the money supply will certainly be reflected eventually in different rates 

of inflation.” (p. 224). This summarizes a fundamental tenet in monetary theory. 

While inflation and money growth may temporarily deviate, in the long-run 

inflation is essentially a monetary phenomenon. Recent research at the IMF has 

focused on the identification of a stable money demand function and the main 

determinants of inflation. The influence of money on inflation in Iran is fully 

confirmed. Liu and Adedeji (2000) estimated various long-term equilibrium 

conditions to determine the short-run dynamics of CPI inflation and found a 

strong impact of monetary factors on inflation. Celasun and Goswami (2002) 

came to the same conclusion using a real money demand equation. The estimated 

exchange rate impact on inflation is strong in Celasun and Goswami (2002), weak 

and transient in Liu and Adedeji (2000). Kramarenko (2004b) estimated an 

inverted money demand function and found a one-to-one relationship between M2 

and inflation in the long run, with a significant exchange rate effect. 
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The exchange rate pass-through on inflation reflects various influences. 

The Iranian economy has made substantial progress in opening up to trade 

in the early 2000s and the share of tradable goods and services, which are 

directly affected by exchange rate movements, has likely increased in the 

economy. Moreover, an appreciating rial increases money demand as 

confidence in the currency rises. 

Therefore, movements in the exchange rate and the ability of monetary 

policy to control liquidity growth are expected to have a direct impact on 

inflation. The Five-Year Development Plans (FYDPs) present quantitative 

annual targets for the main macroeconomic variables; including consumer 

price inflation and a broad money aggregate. This is consistent with the 

choice of a monetary aggregate as the de facto nominal anchor (Jbili and 

Kramarenko, 2003). Although these targets are not binding, and there are 

no consequences for breaching them, they are approved by parliament and 

are used as benchmarks for formulating monetary programs by the central 

bank. Therefore, they provide a useful, although by no means exhaustive, 

guide for assessing policy performance. 

It is useful to recall at the outset that the experience under the first two 

FYDPs was one of systematic underperformance, with inflation exceeding 

the targets by about 4 percentage points on average under the First FYDP 

(1989/90-1993/94) and by almost 14 percentage points on average under 

the Second FYDP (1995/96-1999/2000) (Kramarenko, 2004a). Figure 1 

shows the evolution of both inflation and money (M2) growth relative to 

the FYDP targets in the latest period, starting in 2000/01. The situation 

has somewhat improved. In the first two years under the Third FYDP 

(2000/01-2004/05), inflation overperformed the targets substantially, 

mainly on account of the parallel market appreciation that preceded the 
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2002 exchange rate unification.1 However, once the impact of these 

factors receded, inflation rose again above the target. The success in 

meeting the target in 2005/06 is due to both a decline in inflation, to which 

price freezes and large increases in subsidies have substantially 

contributed, and the higher target envisaged under the Fourth FYDP. 

Figure 1. I.R. of Iran: Inflation and M2 Growth, Targets and 

 Outturns, 2000-06 

M2 Growth
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Sources: CBI, and IMF staff estimates 

 

The evolution of M2 sheds light on the immediate cause of the 

disappointing inflation performance. The authorities have been unable to 

attain the intermediate monetary target since the inception of the FYDPs, 

 

1- Other factors that contributed to disinflation in the early 2000s were the impact of 
favorable weather conditions on agricultural prices, the effects of trade 
liberalization, and stricter annual limits to the price increases for goods and services 
provided by public sector enterprises (Celasun and Goswami, 2002). 
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with the target being exceeded by almost 16 percentage points on average 

under the First FYDP, and by 13 percentage points under the Second 

FYDP. Even in the last period since 2000/01, the situation did not improve 

significantly, with the actual increase in M2 constantly exceeding the target 

by a wide margin. Under the Third FYDP, the difference between targets 

and outcomes remained almost unchanged at 12.5 percentage points on 

average. Even after the target was adjusted under the new FYDP in 

2005/06, M2 growth turned out to be substantially faster than envisaged. 

In sum, the attainment of the inflation targets improved somewhat 

under the Third FYDP. Inflation was on average almost 2 percentage 

points below target in the period 2000/01-2004/05, owing entirely to the 

over performance in the first two years, when the exchange rate was 

appreciating. Nonetheless, the overall inflation performance can hardly be 

characterized as satisfactory. The inflation target, though not excessively 

ambitious, has been exceeded in three years out of five. More importantly, 

the decline in inflation envisaged in the FYDPs has clearly been missed; 

with inflation remaining stubbornly well above 10 percent. Although 

inflation fell below the target in the first year of the Fourth FYDP 

(2005/06-2009/10), it is less clear that it will continue to do so in the 

period ahead, particularly when price freezes are lifted.  

Let us now briefly review the main reasons behind this outcome. While 

several factors can explain the deviation from the inflation targets under 

the plan (including changes in agricultural output due to weather 

conditions, terms of trade shocks, and price controls), these factors have a 

temporary impact. Money growth, on the other hand, has been excessive 

and persistent throughout the period, as indicated by large breaches of the 

monetary targets. Excess money growth was largely due to unsterilized 

injection of oil revenue through government spending (see Section II.A). 
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Figure 2. I.R. of Iran: Nominal and Real Effective Exchange Rates, 2000-06 

(January 2000=100) 
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Second, the gradual nominal depreciation of the exchange rate had 

been a contributing factor.  

Figure 2 shows both the nominal effective exchange rate (NEER) and 

the real effective exchange rate (REER) since 2000. After appreciating by 

about 15 percent before the exchange rate unification in early 2002, the 

NEER has continued to slide and its current value is about 15 percent 

lower than in January 2000. This depreciation seems to reflect a deliberate 

policy choice by the monetary authorities to minimize variations in the real 

exchange rate, out of concern for the competitiveness of the non-oil export 

sector. In fact, while the REER remained fairly stable between 2002 and 

2005, the NEER continued to depreciate despite the favorable terms of 

trade shock caused by the oil price boom, mirroring the inflation 

differential between Iran and its trading partners. It is interesting to note 

that the only declines in inflation experienced over the period coincide with 

the two episodes of NEER appreciation (2000-02; and 2005). 
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III. The Consistency of Macroeconomic Policies 

In recent years, important reforms have changed substantially the 

setting in which monetary policy operates. The most important change was 

the unification of the exchange rates in March 2002. Until then, the 

exchange rate system had been heavily controlled and multiple exchange 

rate practices and exchange restrictions prevailed. With the unification of 

the exchange rate system, the authorities adopted a market-based managed 

floating system, and eliminated most multiple exchange rate practices and 

exchange restrictions (in September 2004 Iran accepted the obligations 

under Article VIII of the Fund’s Articles of Agreement). Under this 

system, the authorities chose to target domestic liquidity growth (M2) to 

achieve their inflation objective and anchor inflationary expectations. This 

task, however, has turned out to be quite challenging as sizable increases 

in government oil revenue have fueled government spending and put 

upward pressure on liquidity growth, thereby making it more difficult for 

the central bank to control liquidity growth. With these changes and the 

gradual transition to a more market-oriented economy, the challenges for 

monetary policy have increased: 

 First, the authorities’ preference for using fiscal policy to stimulate 

growth and improve employment opportunities seems to have taken 

precedence over reducing inflation. This, together with the 

availability of abundant oil revenue, has strengthened fiscal 

dominance in Iran fueling domestic liquidity growth. 

 Second, despite the sizable increase in oil export revenue and 

private capital inflows, the exchange rate has exhibited a downward 

drift imparted by policy out of concerns for competitiveness. This, 

in turn, has made it more difficult to contain inflationary pressure. 

 Third, monetary policy has few effective instruments at its disposal 

to control liquidity growth. In the circumstances, the evolution of 
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prices remains largely unpredictable and expectations lack a credible 

anchor. 

 Finally, the central bank’s mandate to achieve price stability is less 

prominent than in other countries at comparable level of 

development, and the current institutional setting provides only a 

limited scope for timely arbitrage between conflicting objectives. In 

the rest of this section, we look at these sources of inconsistency. 

A. Fiscal dominance 

Fiscal dominance, the subordination of monetary policy to fiscal 

financing requirements, is arguably the single most important reason for 

the difficulties faced by the central bank in controlling the money supply. 

 

 

 

Figure 3. Islamic Republic of Iran: Sources of Base Money Growth, 

1991/92–2005/06
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The non-oil fiscal deficit is by far the largest source of base money 

creation (Figure 3). Although central bank net financing of government 

deficits is limited, the government budget relies to a large extent on dollar-

denominated oil revenues, with very little domestic and foreign bond 

financing. Therefore, spending out of oil revenues, results in large 

injections of high-powered money that the central bank is unable to offset 

owing to their sheer size (Kramarenko, 2004). Although these injections 

have been very large over the last 15 years, ranging from about 40 percent 

to almost 190 percent of base money, the recent increase in oil prices and 

the ensuing growth in government spending have exacerbated this 

problem. On the other hand, the ability of the CBI to sterilize these 

injections, either through a tightening of credit to banks or, more recently, 

through the issue of central bank participation papers (CBPPs) has been 

very limited. 

B. Exchange Rate Management 

The managed float regime has worked well in providing stability to the 

foreign exchange rate. However, as previously shown in Section II, 

exchange rate policy does not seem consistent with the objective of 

reducing inflation. With the exception of the period leading up to the 

exchange rate unification and the recent moderate appreciation in 2005/06, 

the NEER has constantly drifted downward, depreciating by almost 5 

percent per year on average. This may have added as much as one 

percentage point to inflation every year.1 A constantly depreciating 

exchange rate may only contribute to fuel inflation, particularly if high oil 

prices persist and fiscal policy continues to be expansionary. This 

 

1- The impact is calculated by using the coefficient of -0.21 estimated by Kramarenko 

(2004b) for the exchange rate in the long-run equation, which implies that a one-

percent depreciation in the NEER increases inflation by 0.21 percent. 
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eventually frustrates the authorities’ attempt to maintain the 

competitiveness of non-oil exports. More generally, it prevents the flexible 

exchange rate from playing its useful role of shock absorber, which 

requires the exchange rate to appreciate when positive shocks to the terms 

of trade, such as the recent oil price increase, occur. 

C. Weak monetary instruments 

The array of instruments available to the monetary authorities has 

evolved over time, but is still inadequate.1 Direct administrative controls 

on credit allocation and rates of return on lending are still pervasive. 

Although the share of banking sector credit subject to sectoral allocation 

limits has been gradually reduced, state-owned banks —accounting for 

about 95 percent of banking assets — are bound to apply rates of return 

on lending set by the Monetary and Credit Council (MCC). These rates are 

changed infrequently and their setting is often inconsistent with monetary 

policy objectives, as indicated by the recent decisions to reduce rates of 

return despite excessive money growth. 

A step toward the adoption of indirect monetary instruments was taken 

with the introduction of CBPPs in 2001. Despite some limitations in their 

design, it was hoped that a secondary market for these instruments would 

develop and provide a market-determined benchmark for setting the rates 

of return in Iran. In fact, their main function consisted of providing an 

instrument to mop up excess liquidity, and help to reconcile the gradual 

exchange rate depreciation pursued by the authorities with increasing 

injection of government oil revenue in the system.2 Nevertheless, the cost 
 
1- Kramarenko (2004a) provides a thorough description of the monetary instruments 

available to the CBI. 
2- The primary issuance is made at a fixed rate of return set by the MCC; secondary 

trading can only be done at par; and banks are authorized to buy them in the 

primary market only. Moreover, under the Fourth FYDP, the authority to approve 

the issue of CBPPs was shifted from the MCC to parliament, further reducing the 

operational autonomy of the CBI and the effectiveness of the instrument. 
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of sterilizing the supply of foreign exchange connected with oil revenues 

and foreign direct investment has turned out to be too high and the issues 

of new CBPPs have remained well below what would have been necessary 

to mop up the excess liquidity (Figure 3). 

D. Institutional setting 

The objectives of the Central Bank of Iran (CBI) are listed in Article 

10 (b) of the Monetary and Banking Law, which reads as follows: 

“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.” 

This formulation is far too general and assigns too many objectives. 

What should the monetary authorities do when some of these objectives 

are conflicting? Take, for example, the objective of “to assist the economic 

growth”, which calls for accommodating fiscal stimulus and rapid credit 

growth, which can come into conflict with the need to control liquidity 

growth and inflation. Also, a policy to preserve competitiveness leads the 

authorities to buy large quantities of foreign exchange in the market to 

allow for a gradual depreciation of the nominal exchange rate. The 

liquidity so created cannot be possibly sterilized at a manageable cost with 

the available monetary instruments. Therefore, stimulating growth through 

fiscal policy and protecting competitiveness through the exchange rate are 

objectives that conflict with monetary control and, ultimately, with the 

price stability or low inflation objective. 

This example epitomizes the difficulties a central bank can face when 

trying to interpret an unclear mandate. The Monetary and Banking Law 

does not provide a clear priority structure that could guide the central 

bank in pursuing conflicting objectives. The outcome, which seems to 

favor consistently the growth and employment objective, as well as 
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competitiveness, in some sense reveals the preference of policy makers, 

which may or may not be consistent with a mandate for price stability. 

The ambiguity of the mandate reduces transparency and limits the 

extent to which policy makers can be held accountable for their 

performance. Moreover, an unclear mandate may increase the exposure of 

monetary policy decisions to undue political influences. The setting of 

rates of return is a possible example of this problem. 

IV. Should Low Inflation Be given a Higher Priority? 

Is the current state of affairs satisfactory? Or are there problems that 

need to be fixed? The answer depends on the costs and the benefits 

associated with inflation and the possible alternatives. In the last two 

decades more and more countries have come to realize that 

macroeconomic stability has significant permanent benefits while the costs 

of disinflation are only temporary. If policy makers are not unduly driven 

by short-term concerns, the outcome of the cost/benefit analysis should be 

obvious, even when the costs of disinflation are significant. An increased 

emphasis on reducing inflation has inspired monetary policies in many 

industrial and developing countries, and the global disinflation experienced 

since the mid-1980s is testimony of the remarkable success of these 

policies. As of today, there is only a handful of countries where double-

digit inflation is still present. 

High inflation has negative effects on the economy that have been 

increasingly recognized by economists and policy makers alike. It impedes 

an efficient allocation of resources by obscuring relative price signals; 

imposes welfare costs on society by increasing distortions, including by 

interacting with nominally-based tax systems; inhibits financial 

development, making intermediation more costly; negatively affects the 

distribution of income and wealth as low-income households do not hold 

assets to hedge against inflation. Although there are many cases of 
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economies, like the Iranian, where robust growth is associated with 

moderate inflation, these countries would most likely grow faster if 

inflation were lower. In fact, most studies find that, when it exceeds a 

certain threshold,1 inflation reduces growth significantly over the medium 

term. 

Another important realization of both the academic profession and 

policy makers is the acceptance of the principle of long-run money 

neutrality. Most economists now believe that monetary policy can have 

real effects in the short term due to wage and price rigidities, but that it 

can only affect inflation in the long run. The absence of a long-run tradeoff 

between unemployment and inflation (the “natural rate” theory) has 

important consequences for policy. Inflation is the appropriate objective 

for monetary policy, and concerns about the long-term level of output or 

unemployment should be addressed by structural policies (although 

monetary policy can help minimize output and employment volatility in the 

short term). Attempts to reduce unemployment below its natural rate 

through continued expansionary policies are bound to spur inflation, with 

unemployment eventually reverting to its natural level. The implication is 

that the best contribution monetary policy can provide is to maintain low 

inflation. This conclusion, which is generally accepted for industrial 

economies, applies also to developing countries with some qualifications.2 

If monetary policy cannot affect real variables in the long run, attempts 

to increase competitiveness by inducing the nominal exchange rate to 

depreciate below its equilibrium level are also doomed to fail. The 

resulting acceleration in inflation will inevitably lead to a real appreciation, 

and a corresponding loss of competitiveness. This dilemma is particularly 

 

1- Khan and Senhadji (2001), for example, estimate the threshold at 7 percent for 
developing countries. For Iran, Bailén (2004) estimates a strong negative effect of 
inflation on non-oil GDP growth. 

2- One obvious qualification is that the optimal inflation target is normally higher in 
developing economies, where rapid structural change and productivity catch-up 
(Balassa-Samuelson effects) are prevalent. 
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relevant for countries endowed with natural resources, where positive 

terms of trade shocks can lead to currency appreciations that damage the 

export sector (the so-called “Dutch disease”). It should be taken into 

account, however, that attempts to resist nominal appreciation are only a 

temporary solution to this problem. If real appreciation cannot take place 

through the exchange rate, it will occur eventually through an increase in 

the inflation differential of Iran vis-à-vis its trading partners. 

V. What can be done? 

In the last few years, the IMF’s policy advice to Iran has focused on 

the factors that are at the root of inflation persistence. Fiscal dominance is 

certainly the hardest problem to tackle for a credible disinflation effort in 

Iran. With large cohorts of new workers preparing to enter the labor 

market due to demographics, the unemployment problem is certainly 

bound to become more pressing in the next future. The increasing oil 

prices provide Iran with the opportunity to use substantial additional 

resources to address this problem. Against this background, is it realistic 

to think that government spending out of oil revenue can be reduced? It all 

depends on which type of spending. The largest payoff in terms of 

sustainable employment creation can be obtained by focusing resources on 

projects that would increase the growth potential of the economy, while 

substantial saving could be achieved by reducing energy subsidies and 

targeting them to the poor. 

More generally, the use of oil resources needs to be carefully managed 

and more stringent fiscal rules should be considered.1 Although the actual 

use of these resources may be below the level deemed sustainable based on 

long-term oil price expectations, spending decisions should be consistent 
 

1- See, for example, the guidelines for the use of the resources of the Norwegian 
Government Petroleum Fund described in Skancke (2003). Although they may not be 
appropriate for Iran, these guidelines provide an interesting example of a fiscal 
framework consistent with the prudent management of oil resources. 



144                                                                       Money and Economy, Vol. 5, No. 2 

with the macroeconomic circumstances.1 The current policy setting seems 

to lead to suboptimal results in terms of macroeconomic stabilization, as 

both fiscal and monetary policies are strongly pro-cyclical. Spending out of 

oil revenues increases when oil prices are high, making fiscal policy more 

expansionary when it is less needed. At the same time, the inability of the 

monetary authorities to sterilize the associate inflows of foreign currency 

creates excess liquidity that adds to the overall policy stimulus, 

exacerbating macroeconomic fluctuations. 

In addition to a tighter fiscal stance, effective monetary instruments are 

crucial to attain the monetary targets. In this regard, the available 

instruments are unlikely to be sufficient, and new money market 

instruments compliant with Islamic law could be developed, following the 

example of central banks in Malaysia, Sudan, and Bahrain (Kramarenko, 

2004a). However, no instrument is going to be fully effective unless the 

CBI has the ability to employ it rapidly in response to changes in money 

and credit conditions. The current legislation does not provide the CBI 

with the necessary authority and flexibility to do so. As mentioned before, 

the issues of CBPPs have to be approved by parliament, and the setting of 

minimum rates of return is assigned to the MCC. If any progress is to be 

made on monetary policy making, the legislation needs to be amended to 

transfer all decisions about monetary instruments to the CBI and to grant it 

full operational independence. 

In order to move in this direction, a clarification of the monetary policy 

mandate is also necessary. A clear definition of CBI responsibilities would 

increase monetary policy transparency and public understanding of the 

central bank actions. Together with a move toward full operational 

 

1- Bailén and Kramarenko (2004) present estimates of sustainable oil use consistent 
with different criteria, while Dhonte (2003) argues about the need for additional 
coordination between fiscal and monetary policy. 
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independence, this would strengthen the role of the CBI while increasing 

its accountability. The upcoming review of the Monetary and Banking 

Law provides the opportunity to do so by specifying inflation as the 

overriding objective of monetary policy, in line with what has been done in 

many other countries. Exchange rate considerations should be fully 

subordinated to the achievement of the inflation objective and take into 

consideration permanent exogenous shocks that can cause the equilibrium 

exchange rate to change (such as a permanent increase in oil prices). 

Under these conditions, monetary targeting can be an appropriate policy 

strategy as long as the demand for money is sufficiently stable. Research 

by IMF staff does not contradict this possibility, despite some instability in 

money velocity due to various financial innovations in recent years. 

VI. Conclusions 

When looking at the ability to meet inflation and monetary targets set 

in the FYDPs, the performance of monetary policy in Iran has been less 

than satisfactory. Although the attainment of the inflation targets has 

improved somewhat recently, the gradual disinflation targets set in the 

FYDPs have not been achieved. Excessive money growth, as shown by 

large persistent breaches of the monetary targets, is mainly responsible for 

persistent double-digit inflation, while exchange rate appreciations may 

have contributed to achieve the inflation targets on two occasions since 

2000/01. The difficulties encountered by monetary policy in controlling 

money supply and inflation stem from an unclear mandate and inadequate 

instruments, but also from inconsistencies in the policy mix, namely the 

expansionary fiscal policy, and the gradual exchange rate depreciation to 

preserve competitiveness. 

The Iranian authorities are focused on tackling growing unemployment 

and promoting growth of the non-oil sector. Nonetheless, inflation should 

be as prominent on their policy agenda for three reasons. First, inflation 

has high costs in terms of welfare and economic growth and hits the poor 

disproportionately. Second, there is no inconsistency between reducing 
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inflation and reducing unemployment in the long run. Lastly, exchange rate 

policies that conflict with the inflation objective can do little to preserve 

the competitiveness of the non-oil sector. 

In order to tackle these problems, the authorities should tighten fiscal 

policy, mainly by reducing and targeting subsidies to the poor, including 

subsidies on energy prices, while focusing resources on projects that are 

expected to increase the economy’s growth potential. To improve 

macroeconomic management, the authorities should also consider 

adopting stricter guidelines on the use of oil resources that would lessen 

the link between oil revenue and government spending, thereby reducing 

the pro-cyclicality of fiscal policy.  

A coherent macroeconomic framework aimed at achieving a relatively 

fast pace of disinflation can be developed and updated regularly as needed. 

Under such a framework, fiscal, monetary, and exchange rate policies 

would be closely coordinated and geared toward achieving the inflation 

objective. A clear monetary policy mandate is needed to state inflation as 

the primary objective of monetary policy. Given the existing managed float 

exchange rate regime, the growth of a monetary aggregate (M1 or M2) 

should be used to anchor the system. In order to do so, it is necessary to 

promote the development of new financial instruments while granting full 

operational independence to the CBI. This would also increase 

transparency and accountability in monetary policy making, thus 

strengthening the role of the CBI. 
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