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Abstract 

Micro financing is providing financial services and resources for low-income 

people to improve their financial situation. In many less developed countries, 

providing these services for low-income classes was next to impossible due to 

high interest rates and heavy collaterals and guarantees that banks and other 

credit institutions demand. Micro financing was used since 1960s as a 

fundamental approach to eliminate these barriers and could relatively provide 

credit and financial services to lower income and poorer populations. However, 

large groups of Muslim population, who prefer Islamic based financing for 

themselves and their families, do not have access to such financing. Considering 

this issue and the limitations in Islamic societies face in using financial services, 

this paper tries to propose a model of Islamic Shariah-based model of Islamic 

micro financing, suitable with the financial and credit needs of lower income 

Muslim societies. 

 

Keywords: Micro-Finance, Shariah Rules Financial Services, Low income 

Muslims 
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Introduction 

Social justice is achievable through reduction of financial inequality and 

a balanced income distribution. This can be achieved better at the macro 

economic and social levels through use of appropriate policies of social 

justice and through a trend, which brings together all issues and related 

factors. An issue in social justice is equality in opportunities, which has an 

important role in reduction of unjust distribution of facilities. A way to 

achieve this objective for poorer and lower income people, a target of all 

governments, is micro financing. These programs are drafted to improve 

the economic conditions, reduce unemployment, create job opportunities 

in self-employment programs, entrepreneurship, the elimination of social 

inequality, poverty reduction and more participation of women in the labor 

market. Experiences in the past three decades have shown that micro 

financing is a suitable approach to create new job opportunities, poverty 

reduction, and enabling people in less income regions. 

 The point to be considered is that all the successful experiences were 

based on the usual financing, that is, usury-based financing. This is while 

all Muslim populations, including those in Iran, prefer Shariah-based 

financing and avoid payment of usury. Micro financing lower income 

people using financial instruments compatible with Shariah, coupled with 

technical and educational aids through proper institutions can set the 

ground for more participation of Muslims in social and economic fields. 

Therefore, the search for, and the introduction of, proper micro financing 

instruments, as well as introduction of proper institutions in Islamic 

countries can be a priority in credit and fiscal policies in the state economic 

plans, with emphasis on poverty reduction and providing social justice.  
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Micro Financing Models 

Micro financing preceded modern banking in the sense that it was done 

through unofficial financial providers, financial enterprises, friends, family 

members, and markets. Most these were done against a debit for the 

receivers of loans, most of which were expensive due to lack of any 

collaterals or other guarantees. These methods of financing have usually 

resulted in exploitation of people in dire needs by opportunist financiers 

and have seldom led to expansion of poverty in society and even its 

generational carry-over among low-income societies. These can still be 

witnessed in many societies, despite presence of modern banking because 

groups that do not have access to banking services are forced to use 

unofficial financing. Therefore, considering the failure and the inability of 

banking systems in providing financial services to the poor, formation of a 

new organization in the context of non-government credit institutions for 

providing micro financing to the poor, aiding them in line with civil society 

economic growth and their participation in economic activities is of utmost 

importance.    

To this end, many countries across the world, in developing countries, 

national governments have established micro financing institutions to 

improve the economic situation of lower income people in their poverty 

elimination programs. This paper will briefly review some successful and 

unsuccessful examples.  

Bangladesh, the Model of Grameen Bank 

Bangladesh can be considered the birthplace of micro financing. Its 

experience of providing micro financing to small businesses, the poor and 

the special groups, like women, attracted the attention of many countries 

to the Bangladesh experience, especially the Grameen Bank. To evaluate 

the quality and performance of micro financing institutions in Bangladesh, 

one can refer to the practices in Grameen Bank, Bangladesh rural 
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development committee (BRAC), Rural Development Plan-12 (RDP-12), 

Bangladesh Renovation Organization {BURO), the Shakti Foundation, the 

Rajpur Donyajpur Rural Services (RDRS} and the Marginal and small 

farms system development plan (MSFSCIP). 

Although these institutions have been set up with different objectives in 

mind, their main approach and idea behind their formation is providing 

support to the poor, enabling them for economic activities and providing a 

minimum income for them. These institutions, especially Grameen Bank, 

focus on lower income strata and lower classes of the society. Because of 

the lower income of customers and their inability to provide heavy 

collaterals, loans are granted only against an obligatory saving. Payments 

are based on group mechanisms in order for branches to ascertain 

settlement of the loans. 

Malaysia, Non-Government Micro Financing 
Institutions 

With implementation of new economic plans in Malaysia in 1985-

95period, despite the extent of the poor population in rural areas, the ratio 

of poorer population fell from 45%to 15%. Two major factors in 

expansion of financial services to the poor in the plan were extensive 

government supports and the use of Grameen Bank experiences. The 

experience of micro financing by NGOs in Malaysia shows that, similar to 

Grameen Bank experience, lower income people are grouped and that 

each group supervises over its own loan, its spending, other issues and the 

welfare of others. It is interesting that loans are granted without collateral, 

without guarantor, at no interest and with no legal penalties.  
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Jamaica, Failure of Micro Financing 

In 1985, Jamaica drafted a joint plan for granting small amount loans 

for e\self-employment group projects and joint group responsibility for 

settlement of loans. The objective was employment by small entrepreneurs 

with a joint approach of moving toward suitable jobs in the official 

economy, especially in the developed sectors. The loan performance of the 

plan shows that the youth and the women were the main recipients of 

loans for development of their businesses. However, evaluations show that 

the plan failed due to lack of supervision over loans granted, lack of 

business abilities that require skilled human resources, failure to identify 

target people and inability to settle the loans.  

India, Self-Assisted Groups  

Before the outset of financial reform program in 1990s, providing 

financial services and loans to the poorer population in India was possible 

only in the state program of subsidies. This was the prevalent view among 

top policymaker and bankers but the de-regulation of the financial sector 

could gradually change this view. For example, as the result of interest rate 

liberalization, many banks, with the support of Koopervasi Kredit Rakyat, 

the national rural and agricultural development bank, started their ties with 

the unofficial self-Assisted poorer population to mobilize their saving and 

grant loans at appropriate interest rates.  

One of the biggest poverty eradication programs in the world was the 

one planned by International Rural Development Program (IRDP), which 

included over 45 million people. This program, in addition to providing 

cheap loans by the National Bank for Agricultural and Rural Development 

(NABARD) caused the formation of self-assisted groups in these regions. 

This is crucial in reduction of operational costs, sustaining level and 
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sufficiency of macro financial institutions, including attraction and 

absorption of savings.  

Nepal, the program to improve the condition of 
small farmers 

Nepal is a poor country and in dire need of land reforms. Given the 

failure of micro financing institutions in Nepal, the ground is set for 

flourishing of unofficial institutes. Among the most important poverty 

eradication programs in that country are the program to develop and 

improve small farmers’ conditions, the centralized banking plan with 

85’000 loan recipients and production loans to rural women. Most 

financing institutes in Nepal are not self-sufficient. Therefore, their ability 

to grant loans to the poorer population is limited and falling because the 

average ration of loans in these institutes is less than 18%. Among their 

problems are two factors. Firstly, the Nepalese central bank regulations 

limit the spread between interest rate on loans and to savings to 6% only. 

Secondly, obligatory loans are \frequent in that country and commercial 

banks are obliged to grant 12%of their loan portfolios to priority sectors 

of agriculture, industry, rural housing and services.  

Micro Financing and Its Compatibility with 
Shariah Laws 

Although most countries and models cited above are Muslim or have a 

substantial Muslim population, the institutes and models of micro financing 

are not Shariah based. These institutions, like the Grameen Bank, receive 

interest on loans granted to their customers and in return, pay interest on 

the deposits. In Islamic viewpoint, these constitute usury and are, 

therefore, forbidden. The question is whether these poverty eradication 

models and programs can be used on sustainable basis, given the 

inconsistency of these methods of saving attraction and financing with 
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beliefs and values of Islamic societies. In addition, will they not lead to 

higher rates of economic crimes, expansion of materialistic and consumer 

mentality among low-income groups in both rural and urban regions and 

ultimately to more poverty and deprivation of society of society of its ethic 

values? 

Using Islamic instruments and contracts instead of usury-based 

mechanisms of receiving and payment of interests in financing low-income 

groups will not only provide financial services to the target groups, but 

also it can avoid the aforementioned negative consequences. As was 

indicated in the review of previous models, most micro financing institutes 

have been forced to undergo losses due to subsidies given to loan 

recipients, and this has undermined their long-term operations. 

Substitution of these instruments with Islamic ones can both resolve the 

issue of limitations and losses and can facilitate their widespread use and 

consequently, quantitative and qualitative improvement of the living 

standards of Muslim populations. This method of micro financing can be 

done based on usual instruments of non-interest loans – the only 

permissible type of loan in Shariah – as well as term sales, future sales 

credits, project financing, lending  facilities in SMEs, etc. Muslims can use 

one or a combination of these instruments to finance their needs. They can, 

for example, use term sales for purchase of machinery, ownership rents for 

their properties, buildings, etc.  

Potential Instruments of Islamic Micro Financing 

Islamic micro financing is usually done using Shariah-compatible 

instruments. Yet, these should be also compatible with necessities of the 

modern world and with competing instruments and products. Most these 

instruments are designed to perform the same task as the usury-based 

instruments because services and financing needs of Muslim customers are 

not different from those desired by non-Muslims. The fundamental 

difference is in the type of legal contract between the customer and the 
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financier, especially about issues like rights and responsibilities of the sides 

concerning fines and penalties, products and real assets. However, these 

can also include other goods and services. This issue is one of the benefits 

of the Islamic micro financing, compared with the unofficial and the 

traditional methods, because the previous methods can have certain 

degrees of risks involved due to its unofficial and unregistered nature, 

which may lead to misunderstandings or which may cause exploitation of 

customers. Of course, drafting a legal contract necessitates additional costs 

but when there is a standard form and framework for contracts, these costs 

are considerably reduced. Standard contracts not only make them formal 

and official, they ascertain that contracts are free from any ambiguities, are 

clear and will not cause legal arguments and quarrels. These legal cases 

can have considerable costs for both sides, both in financial aspect and 

mentally.    

Islamic financial contracts are designed for special purposes relative to 

real businesses. For example, term sales contracts are used for purchase of 

goods while rental contracts are for rents of assets or capital goods. A 

production contract finances constructions and other development 

projects. All these instruments can be used in micro financing but in 

addition to these uses, many customers demand cash financing (working 

capital) for their businesses. Two instruments of non-interest lending can 

also be used for these types of micro financing.  

Theoretically, non-interest lending is more suitable to micro finance 

customers’ needs. The problem is it does not have any kind of benefit for 

financier. Although certain sums of money can be given as management 

charges, fees or other costs, if these costs are higher than the real costs of 

financing they will be considered as usury and are, therefore, forbidden.  

The basic problem here is that small personal loans and micro financing 

small businesses are not usually differentiated. In other words, it is difficult 

to decide which instrument should be used for which purpose. In Shariah, 

non-interest loans are considered the best option, with its own 
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complications. In the following part of this paper, tow models of Islamic-

based micro financing models are introduced. 

Organizational Structure and Management Models 
for Islamic Micro Financing 

Now, with respect to Islamic models of micro financing for low-

income Muslim population, we can introduce two different effective 

organizational structures to micro finance these groups.  

Group Participation and Power of Attorney Based 
Model 

A large part of micro financing requires good will of financiers in 

granting non-interest loans or constant supply of subsidies to loan 

beneficiaries. Therefore, access to cheap capital for financing institutes to 

low income people is of utmost importance.  

Setting a credit institute based on group participation models, with a 

professional financial management, can guarantee this objective. In this 

structure, all group members, under the management of partners of the 

credit institute, provide the necessary financing for the operations of the 

institute. All partners are eligible to receive financing from the available 

funds at any given time, conditional on the ratio of their shares, but cannot 

receive more at the same time, due to shortage of available funds. This 

mechanism means that a rationing system or a pricing system for available 

funds should become operational. Yet, using market mechanisms and the 

usual procedures for such pricing translates into another form of usury, 

which contradicts Islamic principles. Nevertheless, good will can substitute 

rationing as an instrument or as a mechanism so that partners can ignore 

their own rights in favor of the needs of others. This priority-mechanism is 

suitable for prioritizing financing applications or prioritizing projects in 

need of financing. People that cannot have feasible projects but show their 
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management skills or prove their ability to settle the loans can be given 

priority in receiving these loans. The technical management of the credit 

institute is responsible to reject or to approve these applications. Yet, an 

objective should be providing training for applicants whose projects have 

been turned down, in order to enable them to come up with better, more 

feasible projects, suitable for market necessities. The objective of the 

management is merely risk estimation and reduction and not risk 

evaluation since there is not any interest cost on the provided funds in such 

projects. This financing structure brings into account justice in financial 

deals.   

The resources of such micro financier institutes are provided through 

five sources. The first and foremost part is donations, contributions, or 

endowments of the partners or fund members, with no need to return 

them. This is a very cheap source of funds for these types of institutes for 

providing cheap products and services to their low income customers.  

The second part of financial resources is the charges levied against 

customers for their applications, feasibility studies, etc. These are usually 

used to cover administrative costs, organization and management of funds, 

drafting and sending bills to customers, partners, etc.  

The third source is from re-settlement of loans received by partners. 

Re-settlement guarantees that the nominal value of the fund resources will 

never reduce, although inflation and possible breaches of partners in 

settlement of their loans will leave such effect.  

The fourth resource is the subsidies received from charity 

organizations, endowments or religious funds like Zakat. To use this latter 

fund, it must be proven that the funds are used to aid the needy and the 

poor, and not for setting up businesses. 
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Graph (1): A Group Participation-Based Model 
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A Limited Partnership Model of Micro Financing 

Although a group participation-based model of micro financing has 

many advantages, another model can be used more effectively in business 

financing. This is the limited partnership model. This model has three 

major differences with the previous model. Firstly, since limited 

partnership contracts are based on partnership and participation in both 

losses and benefits, in this model, the micro financier acts as a direct 

investor and earns its share from this type of financial investment. This 

interest/benefit is a good incentive, coupled with other costs and charges 

of financial services levied against the loan recipients, for the institute and 

a guarantee that its activities will always be profit-making. 

The second difference lies is the organizational structure and the 

ownership of these institutes. Here, institute members do not provide the 

funds from endowments, donations or contributions but act as members of 

the institute in providing financial resources from others through their 

participation in economic activities. In addition, they earn the right to use 

institute funds for the members. In this framework, the dividends can be 

pre-determined between the institute and the financiers, based on a pre-

determined contract, acceptable to both parties while the manner of 

dividend distribution does not change. Although the interest is pre-

determined, because there is no similar determination of the period of 

interest and the real interest can change from one period to another or 

from one project to another, it cannot be considered a form of usury and 

thus, not inclusive in its ban.  

In the model of limited partnership, contrary to participation models, 

investment projects are treated differently. Here, identification of the 

owner of the material capital and the partner is of importance since the 

owner of material capital is held accountable and responsible to any losses 

incurred to the capital principle. For this reason, in this model, there is 

added incentive for the micro financing institute as the owner of the capital 

to ascertain the correct performance of the resources in economic 
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activities. In addition, because customers of the micro financing institute 

are considered limited partners, their demands for financing are for their 

own economic activities. Therefore, reduction of risks of the limited 

partners will encourage economic activities in general.  

 

Graph (2): Limited Partnership-Based Model of Micro Financing 
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the needy with the objective of social benefits and the poorer population of 

the society.  

Conclusion and Propositions 

Although this paper dealt with the theoretical and conceptual aspects 

of compatibility of micro financing instruments for lower income 

population with Islamic laws and principles, given the two models 

discussed in the paper, and their compatibility with the existing micro 

financing institutes in both rural and urban regions, their activities should 

be supported and expanded. This can done by re-organizing their 

structures, drafting fresh regulations and laws for them to utilize potential 

resources like endowments, Zakat, charities, etc. In addition, formation of 

a policy making council at the macro level, composed of ministers, 

monetary officials, ministers of welfare and labor and the organization of 

endowments and charities can be fruitful in increasing the capabilities of 

this sector and in improving the quality and quantity of its services.  
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Abstract 

The paper aims to investigate empirically the effects of several types of 

financial restraints on financial development for the case of the Iran. Two 

hypotheses addressed and discussed in the context of the McKinnon/Shaw 

and the monopoly bank model. A conditional co-integration model has 

been employed to carry out the empirical investigations. The long and 

short-run analysis show that financial restraints in general as well as 

ceilings on lending rates have had a negative effect on financial depth in 

Iran, supporting that the financial restraints policy has hindered rather than 

helped financial deepening. Therefore, in the context of the financial 
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system imperfections (the monopoly bank model) which is the case in Iran, 

the finding could be interpreted that the authorities have used a severe 

financial repression policy which has caused a negative effect on financial 

development rather than developing financial intermediation. In addition, 

our findings show that the per capita output is not weakly exogenous with 

respect to financial development, stating that financial development may 

bring economic growth in the long-run. Thus, policies that affect financial 

development are also likely to influence economic growth. 

The main implication of this paper is that if the government continues 

to tighten financial restraints in the banking sector, this policy does not 

develop financial sector; therefore, it may damage the economic growth 

which is the main aim in the FYDPs. 

 

Keywords: Bank, Financial restraint, Financial development, 

Conditional co-integration. 
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Introduction 

The role of banking sector policies in the process of financial 

development has received considerable attention in the literature as they 

have important implications for economic development. McKinnon (1973) 

and Shaw (1973) argue that financial repression, including government 

intervention in the pricing and allocation of loan able funds impedes 

financial deepening mainly by depressing real interest rates. In view of this, 

they suggest that the financial system should be liberalized. The same line 

of argument was followed by Fry (1997) where he recommended the 

liberalization of the financial system to increase the quantity and the 

productivity of investment. On the other hand, the recent growing 

literature emphasizes financial market imperfections. For example, Stiglitz 

(1994) argues that imperfect information between lenders and borrowers 

increase adverse selection and moral hazard in credit markets. He justifies 

some government intervention in the financial markets to address the 

agency cost. Furthermore, Courakis (1984) and Demetriades and Luitel 

(2001) focus on the structure of credit market that influence the way in 

which banking policies affect financial deepening. They argue that the 

structure of banking system in many developing countries is not 

competitive and show that under a monopoly bank model, a ceiling on the 

lending rate may lead to greater financial deepening in the presence of 

good governance in the financial system. Consequently, the effects of these 

restrictions on the process of financial deepening are different at the 

empirical level across countries (Arestis et al., 2002). 

The aim of this paper is to empirically examine the effects of banking 

sector policies on financial deepening for the case of Iran. I am interested 

in studying the case of Iran because first of all, the Iranian authorities have 

used repression policy for a long period; although they have started to 

partially relax the policy of financial repression during the early 2000’s. 

Second, to the best of my knowledge there is no similar previous study in 
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this area for the case of Iran. To fill the gap, this paper aims to analyses 

how banking sector policies have affected on financial deepening in Iran. 

In so doing, first of all, I have identified several important types of banking 

sector policies which have been use in the Iranian economy: ceilings on 

interest rates, liquidity and reserve requirements on bank deposits, and 

directed credits. Second, using the principal components method, I 

construct a summary measure of financial restraints1
 (repression) by 

collecting information on these three policy variables and finally, I analyze 

the direct effect of these policies on financial deepening independently of 

its influence via the level of the real interest rate. 

To examine the effect of the above policies on financial development, I 

construct a model and then address different hypotheses in the context of 

the McKinnon/Shaw model as well as a monopoly bank model. The first 

hypothesis says any financial restraint hinders financial development while 

the latter states a mild financial restraint on the lending rate may develop 

financial deepening. The above hypotheses have been tested using the 

Iranian data spanning over 1960-2005 by employing the conditional co-

integration approach, developed by Pesaran et al. (2000) and Harbo et al. 

(1998). I also construct conditional error correction models to analyze the 

above hypotheses in the short-run. 

The rest of this paper is structured as follows: section one reviews the 

banking sector policies implemented by the Iranian government; Section 

two provides a brief overview of the related literature as well as 

summarizes the existing empirical literature; Section three contains a brief 

discussion of model specification and econometric methodology; Section 

 
1-There is difference between the term “financial restraint” and “financial 

repression”. An important difference is that with financial restraint, interest rate 
controls are used to improve the efficiency of private financial markets; while 
with financial repression interest rates are typically a mechanism for the 
government to extract rents from the private sector (Hellmann et al, 2000). 
However, in practice it is difficult to distinguish between these policies, 
although financial repression is a severe type of financial restraint policy where 
the real interest rate is negative in financial repression. 
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four explains the construction of the measurement of financial restraints 

and outlines the data sources; Section five presents the main empirical 

results. Some concluding remarks are provided in the final section. 

1. Banking sector policies in Iran 

The banking system constitutes the central part of financial sector in 

Iran and plays a critical role in transmitting monetary policy effects to the 

entire economic system. Each year after the approval of government’s 

annual budget by the parliament, the central bank presents the detailed 

monetary and credit policies to the Money and Credit Council (MCC) for 

approval. In practice, the major policy issues like the interest rate of 

deposits and loans, directed credits and reserve requirement ratios were 

determined by the MCC. 

Interest rate of deposits and loans are determined administratively by 

the MCC in Iran1. Ceilings on interest rates were continued after the 

nationalization of banks in 1979. However, since 1990 the central bank has 

reconsidered the previous policy and has designed the policy to reconcile 

the rates with the inflationary situation in the economy. As a result, 

average loan rates increased from 4-12 percent in 1989 to 6-19 percent in 

1990. Furthermore, the central bank has started to partially relax control 

on interest rates. 

Consequently, the ceiling on loans interest rates was removed in 1991 

only for the domestic commerce and services sectors; but the minimum 

rate has been determined administratively and banks can determine the rate 

above the minimum rate according to the market factors. However, for 

other sectors the ceilings have still remained. Until 2004, as always, the 

 
1- The private commercial banks are not subject to controls on rates of interest. 

However, it was highly recommended by the MCC to set the rates at the 
maximum of 2-3 percent above the rates approved by the MCC for the public 
banks. As a result, their costs of funds, including deposit rates are higher, 
which tends to be reflected in higher lending rates compared with those of 
state-owned banks. 
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priority sectors like agriculture had the lowest loan rates and those for 

domestic commerce and services had the highest rates. Finally, in 2005 all 

rates unified and determined at 16% for all sectors. Recently, the rate has 

decreased to 12% in state banks. 

Furthermore, the central bank has relaxed slightly its control on the 

interest rates on deposits for longer term since 2001; therefore, since then 

public banks have been authorized to determine the rate of interest on 2-4 

year investment deposits within the range of 13-17 percent per annum. 

On the basis of the MCC approval, the average rate of interest on term 

investment deposits and rate of interest on banks loans extended by the 

public banks are plotted in figure (1). 
 

Figure (1) Inflation rate and the average nominal interest rates of 
deposits and loans in the Iranian state-owned banks, 1973-2005. 

 

 
As it is shown from the Graph, the interest rates of deposits as well as 

loans were constant until 1989 (except few years in the late 1970s). 

However, after that the rates were increased annually by the end of 1995 

due to inflationary situation in the economy so as to raise financial savings 

as well as increase the lending capacity of the banking system. This policy 

was initially successful in increasing non-sight deposits and “term 
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investment” deposits in the banking system. However, fiscal/monetary 

policies were inconsistent with the interest rate policies. With a big surge 

in the rate of inflation in the early to mid 1990s the real interest rate on 

five-year deposits (longest maturity deposit in Iran) began to decline quite 

substantially. The real interest rate on 5-year deposits has become positive 

since 2000; however, the short-term deposits have not enjoyed a positive 

real interest rate for decades reflecting a substantial degree of "repression" 

in the financial sector. 

In sum, a significant characteristic of interest rate in the Iranian 

economy during the period under consideration is that the real interest rate 

was negative in most years. This way of administratively determining 

interest rates more likely causes households and investors even with low 

productivity apply for the loan as borrowing from the banking system 

emerges as one of the most lucrative economic activities; thereby, 

rationing of credit among potential investors become widespread and the 

government plays a key role in its allocation; this policy may distort 

allocation of resources and may damage potentially economic growth. 

Apart from ceilings on interest rate other financial restraint policies 

such as credit ceiling, directed credits and liquidity and reserve 

requirements have been used by the authorities. This was partly because of 

the fact that there were no enough indirect instruments1. However, since 

1991 credit ceiling control on banks loans was removed in 1991. Also, in 

the framework of the 3rd FYDP (2000-2004), directed credits have been 

decided to decrease. The recent policy has caused banks to have more 

fundable resources to allocate freely. 

Structure of banking system in Iran: 

Following the 1979 Revolution, the new constitution stipulated that 

banks be government-owned entities. All commercial banks then were 

nationalized. However, in the context of the 3rd FYDP (2000-2004) 
 

1- The current main instruments of monetary control available to the central bank 
are reserve requirements; central bank participation papers; penalties for 
overdrafts by commercial banks from their agreed credit lines with the central 
bank; restriction on interest rates. 
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structural reforms in the banking system started. Therefore, the private 

non-bank credit institutions and private banks were licensed. As a result, 

since 2000 private banks have been given permission by the central bank to 

begin operations. They have started to exert competitive pressure on state-

owned banks, though they still are small1. According to the Iranian central 

bank report, the ratio of private banks credits to private sectors 

constructed 1.3, 3.3 and 6.9 percent of total credits expanded by banks 

during the years 2002-04, respectively. 

Table (1) shows the concentration ratio index for the banking system in 

Iran over the period 2001-04. The concentration ratio is a way of 

measuring the concentration of market share held by particular suppliers in 

a market. In our case, bank concentration is defined the ratio of each 

bank’s assets in total banking system assets. According to the computed 

index, for example, the two large banks, National and Export banks hold 

around a quarter of total assets in the banking sector. Furthermore, the 

three and four largest banks cover 31.8 and 36.6 percent of the Iranian 

banking market. These figures to some extent indicate the existence of 

monopoly situation in the banking system in Iran. 

Table (1) Concentration ratio of banks in Iran (%) 

Year 
1st Largest 

bank 

The 2 largest 

banks 

The 3 Largest 

banks 

The 4 largest 

banks 

2001 15.2 24 33.5 39 

2002 13.4 23.8 30.6 35.5 

23003 14.4 24 30.9 36 

2004 14.2 22.8 30.3 35.8 

Average 14.3 23.6 31.8 36.6 

Source: author calculation based on the balance sheet of corresponding banks and 
banking system. 

 
1- Currently, the banking system consists of six state-owned commercial banks, 

four state-owned specialized Banks, a state-owned Postal Bank (licensed in 
2004) and six recently established private banks and some small private non 
bank credit institutions. 
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2.Financial policy and financial development: 
theory and evidence 

Financial repression as a set of policies, regulations, implicit taxes, 

distortions, qualitative and quantitative restrictions and controls imposed 

by governments which do not allow financial intermediaries to operate at 

their full technological potential (McKinnon, 1973). 

McKinnon (1973) and Shaw (1973) argue that the policies of financial 

repression affect financial development through different channels: first, 

financial repression policies affect the equilibrium quantity of saving and 

investment through its effect on the real net return to saving. Second, 

financial repression policy affects how efficiently savings are allocated to 

investment purposes. The efficiency with which savings are allocated to 

investment purpose depends on the degree of financial development in the 

economy: the more developed (or the less repressed) the financial sector, 

the more efficiently saving will be allocated to investment projects. 

Because a more developed financial sector can reduce the costs associated 

with intermediation between savers and investors through economies of 

scale, risk diversification, and maturity transformation. It also helps to 

collect and screen information (see: Gibson and Tsakalotos, 1994). 

Furthermore, in repressed financial sectors, competition is limited and 

oligopoly conditions will lead to high cost of intermediation. 

The McKinnon and Shaw model implicitly assumes that banking 

institutions operate under perfect competition, perfect information 

(McKinnon, 1981; Fry, 1980). However, this model is not without its 

critics. Beside the well known neo-structuralist critique, emphasizing the 

importance of curb markets (Van Wijnnergen, 1983), there are other areas 

of criticisms. The first broad set of criticisms emphasizes more on 

microeconomic failure that are prevalent in financial markets (see: Gibson 

and Tsakalotos, 1994). 

Stiglitz (1994) argues that various types of market failure in the 

financial system provide scope for government intervention. He argues 
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that markets that are information incentive- as is normally the case in the 

financial markets- are likely to be imperfectly competitive. Therefore, 

asymmetric information is an important source of imperfectly competitive 

behavior in the banking system which leads to credit rationing even in 

liberalized markets. Thus, under conditions of imperfect information some 

mild forms of financial restraints including mild interest rate ceilings may 

contribute to reduce agency cost. In contrast, the high real interest rates 

which are associated with financial liberalization in monopoly market may 

make the financial system vulnerable to crises by worsening the problem of 

adverse selection and moral hazard (Arestis and Demetriades, 1997). 

Adverse selection problem happens as rise in interest rate may decrease the 

average quality of the loan applicant pool because only high risk projects 

continue to apply. Moral hazard happens as higher interest rate encourages 

firms to redirect funds to higher risk activities (Hellmann et al., 1997). 

Courakis (1984) argues that under monopoly banking1, a ceiling on the 

lending rate can raise the volume of deposits while this result opposes 

sharply with the McKinnon/Shaw school stating that any form of control 

reduces the volume of deposits and loans. 

Figures 2a and 2b, explains the effect of financial restraints on financial 

development under a monopoly bank and compares with the competition 

banks (the McKinnon and Shaw model). I assume that the banks face with 

a downward sloping demand schedule for loans (Ld) with respect to the 

loan rate from the banking system by deficit agents and an upward sloping 

supply of deposits (Ds) with respect to the deposit rate to the banking 

system by surplus agents. Following Demetriades and Luintel (2001), I 

also assume that a monopoly bank is able to increase the supply of 

deposits by non-interest rate activities such as increasing the number of 

bank branches and/or marketing which are subject to diminishing return 

technology. Therefore, a monopoly bank with flexible deposit rate 

minimizes the cost of collecting an extra pound of loan able funds either by 
 

1- The monopoly case is certainly closer to the oligopoly situations that   

  describe reality in LDCs. 
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increasing the interest rate of deposits or by non-interest activities where 

the marginal cost of raising an extra deposit by increasing the interest rate 

of deposits should equal that of non-interest activities. As a result, deposit 

collection technology will be an upward sloping marginal cost schedule 

(MC) for collecting loan able funds. 

In the absence of the loan rate ceiling in a competitive setting, 

equilibrium is defined by Ds=Ld (see: Figure 2a). Thus, at the competitive 

equilibrium the volume of loan is Qc and the loan and deposit rate is equal 

at rcl. Under a monopoly bank, on the other hand, equilibrium is defined by 

the intersection of marginal cost (MC) and marginal revenue (MR); and 

hence at equilibrium the volume of loan is Qm , the rate charged on loans 

being rml (see: Figure 2b). 

Assume now that authorities impose a lending rate ceiling. In a 

competitive setting, any lending rate restriction below equilibrium rate, say 

r, reduces the volume of loans and deposits. However, with monopoly 

banking a mild compulsory ceiling on the loan rate, by altering the nature 

of the effective marginal revenue curve, can result in higher interest rate of 

deposit and the volume of deposits and loans. With deposit and loan 

volume maximization as the objective and a loan rate as the only 

instrument available for the policy makers, the optimal ceiling on the loan 

rate will be at rate r* ml where marginal cost intersects demand curve. Note, 

importantly, that any restraint on loan rate ceiling at the level r ml * < r < ml r 

market clears and it does not lead to credit rationing. However, ceilings 

bellower ml *, result in some credit rationing as it is no longer possible for 

banks to satisfy the loan demanded without the marginal cost of loan 

greater than the marginal revenue (Demetriades and Luintel, 2001). If the 

ceiling on loan rate is determined below point A (MC=MR), this policy 

will decrease financial intermediation even below the case where there is 

no ceiling on the loan rate. Therefore, only mild repression of loan rates 

may raise the loan and deposit volumes while the sever restraint will 
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essentially decrease them. In summary, the effect of ceiling on loan rate on 

the financial intermediation depends on the market structure as well as the 

severity of the repression of loan rates. However, even if there is market 

failure, government policies designed to address such problem may make 

matters worse. 

Figure (2a) free market and ‘ceiling on loan rate constrained’ 

equilibrium under competition banks 

 

Figure (2b) Free market and ‘ceiling on loan rate constrained’ 

equilibrium under a monopoly bank 
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Ceilings on loan rates are not the only constraint used by the 

government in many countries. They impose reserve and liquidity 

requirements on the bank deposits. Also, direct credits program for 

preferred sectors is another instrument that typically applies to the prefer 

sector with the rate below market rate. Directed credits are not a necessary 

component of financial restraint policy, they are, however, a prevalent 

feature of financial policies of developing countries. In this policy the 

allocation of resources to preferred sectors is not determined by the 

marginal productivity of capital because political priorities are, in general, 

not determined by marginal productivity of different types of capital. Thus, 

they may distort the allocation of credit. This policy of government 

intervention may be justified under circumstances where there is 

divergence between private and social returns due to externalities and 

market failures (Hellmann et al., 1997). Directed credits to preferred 

sectors with high social return can be justified provided that the 

intervention does not create inefficiencies that exceed the gains from the 

intervention. 

Theoretical investigation associated with the role of financial policies in 

the process of financial development has motivated empirical studies in this 

area. For example, Demetriades and Luintel (2001) study the effect of 

various types of financial restrains measures in the South Korea. They find 

a positive association between financial deepening and the degree of state 

control over the banking system combined with mild repression of lending 

rates1. These results confirm the neo-Keynesian and neo-structuralist view 

that government intervention in the financial sector can enhance economic 

growth by positively affecting financial development. However, their 

results oppose the assertion of the McKinnon-Shaw hypothesis that 

interest rate ceilings and other financial restraints are harmful to economic 

 
1- The same line of research was studied by Arestis and Demetriades (1997) for 

the case of South Korea. They found that financial repression index has a 

positive effect on financial development. 



32                                                                        Money and Economy, Vol. 5, No. 3 

growth. While their empirical results for 1961-91 in India predict that 

severe financial repression negatively affects financial deepening 

(Demetriades and Luintel, 1996a, 1997). Furthermore, for the case of 

Nepal they found that all interest rate controls seem to have a positive 

effect on financial deepening whilst non interest rate controls seem to have 

a negative effect (Demetriades and Luintel, 1996b). 

Arestis et al. (2002) examine the effect of a number of financial 

restraints, including restrictions on deposit and lending interest rates and 

reserve and liquidity requirements on financial development in a sample of 

six developing countries: Greece, Thailand, Philippines, Korea, India and 

Egypt. They find that the effects of financial policies vary considerably 

across our sample of countries. In Philippines interest rate restraints have a 

negative and significant effect on financial development while in all the 

other countries the effect is insignificant (in Egypt it appears with a 

positive but insignificant). The Reserve and Liquidity Requirements 

variable enters negatively in the co-integrating vector for Egypt, and 

significant. In the case of India it enters significantly with a positive 

coefficient. In contrast, financial policies do not have a significant long-run 

effect on financial development in Korea, Thailand and Greece. These 

results indicate that institutional factors, which vary considerably across 

the countries, may be playing a critical role in determining how financial 

policies affect the process of financial development. Their findings 

demonstrate that financial liberalization is a much more complex process 

than has been assumed by earlier literature and its effects on financial 

development are ambiguous. 

The same line of studies has been done by Hachicha (2005) for Tunisia 

over the period 1961–2000, and Ang and Mc-Kibbin (2007) for Malaysia. 

The main empirical finding of both papers suggests that financial 

repression has had significant and negative effects on financial 

development. 
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3. Model specification and econometric issues 

3.1. Model specification 

In order to examine the role of banking sector policies on financial 

development, following Demetriades and Luintel (2001), I specify a 

financial development equation including measure of financial restraints as 

well as some other control variables such as the real interest rate of 

deposits and the real income as follows: 

tt4t3t21t uFRRILyFD                                             (1) 

In Eq (1), FD is an indicator of financial development1(depth) 

measured by the ratio of bank deposits to GDP, Ly is the logarithm of per 

capita real output, and RI is the real interest rate of deposits. 

FR is an indicator of financial restraints which stand for a summary 

measure of financial policies consisting of three policy variables: the ceiling 

on interest rate, the reserve requirement ratio on bank deposits, and 

directed credits. Although each of these policy variables affects on 

financial deepening through different channels and it is tempting to use 

them individually in the financial depth equation to estimate their individual 

effects. However, using them in this way may result in omitted variables 

since the Iranian authorities simultaneously impose all these controls on 

the banking system. Thus, I construct a summary measure of financial 

restraints utilizing the method of principal components based on these 

three policy variables mentioned above. Although in terms of magnitude 

theses policy variables have different effects, but all have same direction 

effect on financial depth. Therefore, the overall computed index is a 

reasonable measure for the total effect of financial repression. 

 
1- Financial development and financial deepening are used interchangeably 

throughout this paper, although the first refers to a host of instruments 
including the innovation of financial products, an increase in various financial 
savings mechanisms and in bank branches, institutional changes, and interest 
deregulation. 
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In Equation (1), it is expected output to have a positive effect on 

financial deepening (2>0) stating the demand-following hypothesis. That 

is, when the real side of the economy develops, it demands new financial 

services. Consequently, financial sector develops in response to the 

demand of financial services. 

The real deposit rate (3) under competitive market condition (the 

McKinnon/Shaw model) has positive effect but in a monopoly bank model 

with the presence of interest rate restriction on loan, change in the 

administrated real rate of interest is not as an important determinant of 

financial depth as in the competitive model because in the presence of 

ceiling on lending rate, variations in the administrated deposit rate are less 

likely to raise demand for loan able funds by the banking system 

(Demetriades and Luintel, 2001). 

In the McKinnon/Shaw model, 4<0. In the context of a monopoly 

bank model, when a sever repression is implemented, financial restrain 

expected to have a negative effect 4<0 while a mild repression of lending 

rate could have a positive effect 4<0. 

3.2. Econometric issues 

Following Arestis et al. (2002) and Hachicha (2005), I use conditional 

co-integration approach which was developed by Pesaran et al. (2000) and 

Harbo et al. (1998) to estimate Equation (1) as long run relations. 

Pesaran et al. (2000) and Harbo et al. (1998) essentially consider a 

sub-system approach in which a subset of random variables integrated of 

order one I(1) is regarded as structurally exogenous; that is, any co-

integrating vectors present do not appear in the sub-system vector error 

correction model for these exogenous variables. 

Consider an n 1 vector Xt in a VAR form as follows: 




 
p

1j
ttjtjt T,...,2,1tDXX                                   (2) 
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Where vector Xt includes all I(1) variables in Equation (1), that is,  

Xt = (FDt, Lyt, FRt, RIt)' and Dt is a shift qualitative variable and other I(0) 

variables. 

The error correction form of (2) (VAR-ECM) is obtained: 





 

1p

1j
tt1tj1tt T,...,2,1tDXAX'X                       (3) 

Suppose that Xt is decomposed into Yt of dimension g and Zt of 

dimension k: )'.Z,Y(X '
t

'
tt  Then we can define the g-dimensional 

conditional error correction model for Yt as: 





 

1p

1j
t1tjtj,11t1t0t T,...,2,1tDXAX'ZY         (4) 

and the marginal error correction model consists of the last k equation of 

(3) as: 





 

1p

1j
t2tjtj21t2t T,...,2,1tDXAX'Z                    (5) 

Without further restrictions, the marginal model (5) clearly has 

information about the co-integrating vector  (Harbo et al., 1998). Then, 

conducting inference on  from the conditional model (4) alone is 

inefficient. However, if Zt is weakly exogenous1 for , then the parameters 

in the conditional and marginal models are variation free and there is no 

information about  in the marginal model. 

Johansen (1992) shows that 02   , is a necessary and sufficient 

condition for Zt to be weakly exogenous for  and . In this case then the 

conditional models contains all information on and . Therefore, efficient 

inference on  and  can be conducted by analyzing the conditional model 

only (Boswijk, 1995). 

In this paper I employ the conditional approach of co-integration 

because financial restraints index, as an I(1) variable, is considered as 

 
1- Weak exogeneity means that the second set of equations has no error correction 

term or that the variables zt do not react to disequilibrium. 
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weakly exogenous variable1, i.e. Z=FRt. However, the possible endogeneity 

of the policy variable is checked by using Johansen’s (1992, Theorem 1) 

approach. In fact, conditional VAR approaches means that providing weak 

exogeneity is valid then we do not need to assume Zt is generated by linear 

time series model which may be a benefit when Zt is a policy variable 

captures better characteristic. 

Therefore, the conditional co-integration approach is used to estimate 

the long-run relations which are specified in Equation (1). Furthermore, to 

demonstrate the short-run behavior of variables (financial depth and GDP 

per capita), I construct and estimate conditional error correction models 

which appear to relate naturally to economic theory. 

4. Measurement and data sources 

4.1. Financial restraints 

In this study I construct a summary measure for banking sector policies 

by collecting information pertaining to interest rate controls, reserve 

requirement ratios on deposits and direct and concessionary lending 

program from annual reports of the central bank of Iran. 

The government uses different types of interest rate controls: a fixed 

deposit rate and a fixed lending rate, a floor as well as a ceiling on the 

lending rate. A dummy has been used to measure the intensity of these 

controls which take the value of 1 if the controls are severe, 0.75 if 

partially relaxed, and 0 if freely determined by banking institutions. 
 

1- However, it is worth noting that weak exogeneity does not mean there is no 
feedback effect from financial development to financial policy in the literature 
various factors have been mentioned motivating the policy of financial 
reforms. Amongst which we may refer to regional diffusion effects, banking 
crises, balance of payment crises, the openess of a country to international 
capital and the ideology of new government in power (Abiad and Mody, 2005; 
Simmons and Elkins, 2004). Abiad and Mody (2005) and Simmons and Elkins 
(2004) find that countries within a region possess similar characteristics, are 
likely to be motivated by similar objectives, including competition for the same 
pool of international capital. 
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Dummies are also constructed to indicate the intensity of directed 

credit programs. The dummy on directed credit program is set to 0 when 

there is no evidence of a directed credit program and to 0.5, 1 and 2 when 

the directed credit program respectively covers up to 5%, 5-15% and over 

15% of total banks lending. I collect data on reserve requirement ratio on 

all deposits where for financially repressed economy this ratio expected to 

be high. 

The policy variables can be used individually in the financial depth 

equation to quantify the effect of each policy. However, these polices are 

implemented simultaneously in the Iranian economy, then the coefficient 

estimated from such an approach can be biased due to the problem of 

omitted variables. The possibility of multi co linearity can also be happened 

if all of the variables entered into the equation due to the high correlation 

among these controls. Therefore, to solve this problem I construct a 

summary measure of the banking sector controls by employing the 

principal components method which basically involves the linear 

transformation of a large number of possibly correlated variables X1,..., Xk  

into a new set of variables P1,..., Pk. The new variables have two important 

properties. First, they are pair wise uncorrelated. Second, they are ordered 

in terms of variance, i.e., P1 has the maximum possible variance; P2 has the 

maximum variance amongst those uncorrelated with the first and so on. 

Therefore, only a small number of the principal components are needed 

to account for variation in the original variables1. 

A summary measure of financial restraints using the principal 

components method based on policy variables such as interest rate 

controls, required reserve and directed credits is computed. The computed 

overall index for financial restraints based on the first principal component2
 

 
1- For a good explanation see Theil (1971). 
2- Two aggregate methods were explored: a simple average and the principal 

component method. Both methods produced overall measures that were highly 
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is shown in Figure (3) and appears to reveal quite well many of the policy 

shifts that occurred during the sample period. According to the figure, 

during the 1960s and in the early 1970s, the index shows a gradual 

increase in the level of financial restraints. This behavior coincides with the 

increase of reserve requirement ratio on deposits. However, in 1974 the 

reserve requirement ratio decreased which seems to be explained by the 

rise in Iran’s external receipt due to the oil shock. With the nationalization 

of banks in 1979 the level of financial restraints index, however, rose 

which allowed the government to intensify its directed credit program and 

also to impose more controls on the interest rates as well as to impose a 

high reserve and liquidity requirements. This policy remained unchanged 

over the period 1983-97, except in the early 1990s when the government 

increases the level of directed credits. In the following years, however, the 

index dropped significantly which coincides with a partial deregulation of 

interest rate, decreasing the reserve and liquidity requirements, abolishing 

the ceiling on total credits and declining the direct credits. 

Figure (3) Financial repression (or restraints) index in Iran. 

 

                                                                                                            

comparable. The correlation between the two computed measures was above 

97 percent. 
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4.2. Financial depth and other data 

Financial depth is measured by the ratio of bank deposits to nominal 

GDP, where bank deposits are equivalents to the sum of demand deposits 

plus quasi-money (time and saving deposits). This is a fairly standard 

measure and it prefers to the ratio of broad money (M2) to nominal GDP 

which measures the extent of monetization rather than financial depth. The 

monetization of transaction can be increased without financial 

development occurring. This is particularly relevant in an economy like 

Iran because In Iran part of M2 is increased externally due to converting 

the revenue of the oil export to Rial (domestic currency). Therefore, M2 

may increase relative to GDP due to the monetization process rather than 

increased financial intermediation. 

The per capita series for real GDP is calculated by dividing the real 

GDP by population. The real rate of interest is measured by subtracting the 

current rate of inflation from the current average deposits rates. 

The interest rates and information about banking sector policies were 

obtained from the Economic Report and Balance Sheet of the Iranian 

central bank (various issues). The time series of all other data were 

obtained from the bulletin of the central bank of Iran which can be found 

on bank’s website www.cbi.ir . 

The data frequency is annual and covers the period 1960-2005. The 

choice of the period is based on the availability of time series data for all 

variables. 

5. Estimation results 

5.1. Unit root tests 

In this paper I use Augmented Dickey Fuller (ADF) test to determine 

the order of integrated of each variable. The results of ADF test for the 

variables using annual data over the period 1960-2005 are reported in 

Tables (2). The results show that all variables, except the real interest rate 
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are non-stationary, denoted as I(1), but become stationary after taking the 

first difference. 

Table (2) The ADF unit root tests of variables using annual data (1960-2005) 

Variables Mnemonic ADF Conclusion 

at the 5% 

level 

Levels difference 

Log of real GDP per capita Ly -2.39 -3.52 I(1) 

Ratio of total banks deposits to 

GDP 

FD -1.89 -3.94 I(1) 

Overall banking sector restraints 

index 

FR -0.64 -6.06 I(1) 

Real interest rate of deposits RI -3.16 - I(0) 

5.2. Long-run estimation results 

In order to estimate the long –run association between variables using 

the conditional co-integration approach, first it is necessary to check the 

weak exogeneity of variables in the model. The upper part of Table 2.3 

shows that the null hypothesis that financial restraints index (FR) is 

exogenous could not be rejected because the corresponding loading factor 

is not significant (p=0.65). Therefore, error correction model conditioned 

with financial restraints index is an appropriate model to conduct co-

integration analysis1. 

Since the co-integration test may sensitive to the lag length used, I 

conduct a series of diagnostic tests on residuals of VARs to determine the 

 
1- I also estimate co-integration relations using Johansen approach, but do not 

report. Given that the results are similar, I elect to report the conditional 

approach which is consistent with our data where we cannot reject that the 

financial repression index FR is exogenous. 
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optimal lag length (p) prior to employing co-integration tests. Given the 

sample size and frequency of data, I have considered a maximum lag of 

four. Then I used the sequential approach to choose the optimal lag length 

which is found to be three. The Lagrange Multiplier test is used to check 

autocorrelation in the estimated VAR residuals. In the chosen lags the 

result shows there is no autocorrelation [X2 (9)= 13.1(p=0.15)]. 

In Table (3) both the results of trace and maximum eigen value test 

unanimously point to the same conclusion that there is one co-integrated 

vector between variables in the model. The co-integrated vector as long-

run relations are estimated by maximum likelihood approach. In order to 

interpret economically, vector is identified by using exact identification 

approach where we impose r 1 just identifying restrictions including one 

normalization restrict on each equation (Johansen and Juselius, 1994)1. 

By normalizing the coefficient of FD to one, the long-run relationship 

between financial depth, real GDP per capita and financial restraints index 

is obtained. All variables entered with the expected sign and the estimated 

coefficients are reasonable in terms of magnitude. The likelihood ratio tests 

show that all coefficients are statistically significant. Therefore, the 

estimated equation shows that financial restraints (repression) index in Iran 

has had a long-run negative effect on financial depth, suggesting the 

importance of relaxing financial restraints in the banking system so as to 

deepen the financial system. The empirical results in this paper are 

consistent with those in Ang and McKibbin (2007) and Hachicha (2005) 

for the Malaysia and Tunisian experience, respectively. Moreover, the 
 

1-There is another identification approach so called over-identification where we 

impose more than r restrictions on each equation and the validity of restrictions 

can be tested by a likelihood ratio test. Furthermore, in any case these 

restrictions imposed can be checked by the rank order condition as set out in 

Theorem 1 in Johansen and Joselius (1994, p.15).  
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long-run financial deepening is positively affected by the level of real per 

capita GDP which is consistent with the theoretical prediction of the 

finance and growth literature. 

 

Table (3) Co-integration tests based on the conditional VECM 

VAR(3) ; ( FD, LY,FR ) ; LM test: X2 (9) 13.1( p= 0.15)  

Weak Exogeneity Tests 

 FD Ly FR 

Loading () -0.080 0.104 0.194 

p-value 0.001 0.06 0.63 

Conditional Co-integration Tests 

                                                        Maximal eigenvalue test        Trace test 

Null hypothesis r = 0 r  1 r = 0 r  1 

Alternative hypothesis r = 1 r = 2 r  1 r  2 

Statistic values 29.5 5.7* 35.2 5.7* 

Critical values at 95% level 18.0 11.4 23.3 11.4 

Critical values at 90% level 15.9 9.5 20.7 9.5 

Maximum Likelihood Estimation Results 

 FD Ly FR 

Restricted eigenvector  -1 0.986* -0.170 

Standard error n.a. 0.28 0.06 

Likelihood ratio statistic n.a. 29.3 12.3 

Notes: Asterisk * shows that the Null cannot be rejected. 
LR shows Likelihood Ratio test statistic. 
+ Shows significant at the 1% level using LR statistic. 
p -values are that of the likelihood ratio tests under the null the loading factor is zero. 
The equations include one dummy which is 1 for 1984-88, 0 otherwise. 

 

5.3. Short-run estimation results 

In order to investigate the short-run behavior of variables, I now 

consider conditional error correction models by dealing with only two 
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endogenous variable FD and Ly. Two econometric representations have 

been estimated which aims at investigating the effect of banking sector 

policies on financial deepening and real GDP per capita growth. 

The results of different estimation of the two equations are reported in 

Table (4). The findings indicate that the coefficients are acceptable at the 

economic and statistical level. The estimated models pass a number of 

diagnostic tests. The Breusch-Gudfery test indicates the absence of any 

autocorrelation problem. Moreover, there is no heteroskedasticity problem 

detected by the Whit test. 

In financial deepening equations (Eq. 1 and 2), the overall index for the 

financial controls at current time (FRt) has strongly a significant negative 

effect on financial depth. The result supports that the financial repression 

policy has hindered rather than helped financial deepening in Iran. 

Furthermore, Eq. 3 shows that ceilings on lending rate have had a negative 

effect on financial deepening in Iran. Therefore, in the context of 

imperfections in the financial system (the monopoly bank model) which is 

the case in Iran, the finding could be interpreted that authorities have used 

a severe financial repression policy which cause a negative effect on 

financial development rather than developing financial intermediation. In 

other words, it appears that the government has not managed properly the 

financial restraints policy by playing a prudential role, limiting moral 

hazard behavior by banks, instead they employed sever financial restraints 

such that depositors have received negative real interest rates on their 

deposits in the banks, impacting negatively on the financial deepening. 

Therefore, it may conclude that the government intervention has not been 

successful in developing financial system. 

The real interest rate does not have significant effect on savings. This 

result may be interpreted that in the case of severe restrictions on lending 
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rate which is the case in the Iranian economy, variations in the 

administrated deposit interest rates are less likely to raise demand for loan 

able fund by the banks. Furthermore, during the period under 

consideration, depositors experienced negative real interest rate. In this 

environment, change in the nominal interest rate is less likely to make 

enough motivation for depositors to supply funds to the banks. 

The estimated error correction term is significant which suggests the 

financial deepening adjusts towards its equilibrium level but the speed is 

not very high (-0.04) due to possibly distortions in policies and regulations 

in the financial sector. 

The conditional ECM for the real GDP per capita Eq. (4) shows that 

coefficient of financial depth is insignificant. It may be interpreted that in a 

repressed financial system, the role of financial system in promoting 

economic growth may not as effective as that in a liberalized system. 

However, the coefficient of error correction term (-0.08) is strongly 

significant. This suggests that per capita GDP is not weakly exogenous 

with respect to financial development, implying that such development 

may bring economic growth in the long-run. Thus, policies that affect 

financial deepening in Iran are also likely to influence economic  

growth. 
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Table (4) Conditional error correction models; OLS estimations: 
 1960-2005 

                                                                          Regressor  Dependent variables 

 Eq1 Eq2 Eq3 Eq4 

Intercept -0.038(-2.04) -0.037(-2.2)* 0.054(1.21) -0.062(-1.6) 

 FDt-1 0.276(1.46) 0.267(1.7)** 0.176(1.07) -0.361(-1.1) 

 Lyt-1 0.011(0.13) 0.002(0.09) 0.020(0.34) 0.238(1.7)** 

Dum79 0.097(3.03)* 0.096(3.3)* 0.095(3.58)* - 

Dum77-80 - - - -0.158(-4.9)* 

Dum90 - - - 0.114(-2.1)* 

RIt-1 -7.03e-5(-0.11) - -  

Financial restraints:     

Overall index     

Interest rate controls, 

required 

    

Reserve and directed 

credits 

    

FRt -0.016(-1.93)* -0.016(-2.0)* - 0.013(0.77) 

FRt-1 0.002(0.22) 0.001(0.23) - 0.006(0.32) 

Ceiling on the interest 

rates 

    

DUMLRt - - -0.082 (2.15)  

ECMt-1 -0.040(-2.3)* -0.040(-2.4)* -0.031(-2.05)* -0.086(-2.2)* 

Diagnostics:     

Adjusted R2 0.47 0.49 0.55 0.53 

Serial correlation: 

Breusch- 

0.44(p=0.50) 0.61(p=0.43) 2.33(p=0.12) 1.6(p=0.20) 

Godfrey LM test 33.8 (p=0.20) 28.8(p=0.12) 18.51(p=0.18) 15.7(p=0.92) 

While 

Heteroskedasticity test 

    

* shows significant at the 5% level 

** shows significant at the 10% level 
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5. Conclusions 

This paper assessed the effect of various banking sector policies 

including interest rate ceilings, reserve requirements and directed credits 

on financial development in Iran using multivariate time series approach. 

Conditional co-integration approach as described in Pesaran et al. (2000) 

is used to estimate the long-run relation between financial restrains and 

financial development. 

The results show that financial repression (restraints) policy in Iran has 

had a long-run negative effect on financial depth, suggesting the 

importance of relaxing financial restraints in the banking system so as to 

deepen the financial system. The short-run analysis using conditional error 

correction models show that the overall financial restraints measure as well 

as ceilings on lending rates has had negative effect on financial depth, 

supporting that the financial repression policy has hindered rather than 

helped financial deepening in Iran. Therefore, in the context of 

imperfections in the financial system (the monopoly bank model) which is 

the case in Iran, the finding could be interpreted that authorities have used 

a severe financial repression policy which cause a negative effect on 

financial development rather than developing financial intermediation. In 

other words, it appears that the government has not managed properly the 

financial restraints, instead they employed sever financial restraints. 

Therefore, it may conclude that the government intervention has not been 

successful in developing financial system. 

Furthermore, our findings show that per capita GDP is not weakly 

exogenous with respect to financial development, implying that financial 

development (deepening) may bring economic growth in the long-run. 

Thus, policies that affect financial development are also likely to influence 

economic growth in Iran. Therefore, these results indicate that if the 

Iranian government tightens financial restraints in the banking sector, this 

policy does not develop financial sector; thereby, it may damage the 

economic growth which is the main aim in the FYDPs. 
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Abstract 

After the revolution of 1979, all of the private banks existing in Iran 

were nationalized and the economic system was based on public, 

cooperative and private sectors and banking operations were categorized 

in public sector. Consequently, private sector and foreign banks were 

bared from doing banking operations in Iran. According to the recent laws 

and regulations passed in Iran, the Iranian private sector have been 

permitted to do banking operations in Iranian mainland and foreigners 

have been allowed to do so in Iranian free zones.  

With regard to the importance of the subject, the regulations prevailing 

in Iranian mainland and free zones shall be examined. 
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Introduction 

After the revolution of 1979 and ratification of the Law on 

Nationalization of Banks in June 1979, all of the private banks existing in 

Iran were nationalized and the then Government appointed Directors for 

each. Following the approval of the Iranian Constitution
1
 in January 1980 

(the Constitution), the economic system of Iran was based on three 

sectors: Public (under the control of the Government), Cooperative and 

Private, and banking operations were categorized in public sector; 

consequently, private sector was barred from doing banking operations in 

Iran. As a result of nationalization of banks, as well as broad interpretation 

of Article 812 of the Constitution, Foreign banks were and still are 

forbidden to establish a branch bank in Iranian mainland
3
. Currently, they 

are only authorized to establish representative offices4, which are basically 

liaison offices and barred from doing any banking transactions.  

 
1-

Article 44. 
2- “Granting concessions to foreigners for the establishment of companies and 

institutions in the commercial, agricultural, industrial, mining and services fields is 
absolutely forbidden”, (emphasis added). The historical root of this Article goes back 
to the period of granting concessions to foreign states and corporations in the past two 
centuries to have a monopoly in doing business in Iran; but, in practice, the Article 81 
was broadly interpreted, so that the foreign companies were forbidden to do business 
in Iran, unless they have a contractual relationship with Iranian Government. It is 
noteworthy that the recently passed Law on the Promotion and Protection of Foreign 
Investment (March 10, 2002) in its Article 2, para. C, defined the word "Concession" 
as a special right that makes an investor to have a monopoly position in business.  

3- Some lawyers believe that upon ratification of "Permission of Registration of Foreign 
Companies’ Branches or Agencies Act"(1997) and specially Article 1 paragraph 7 of 
the implementing regulation thereof (1999), foreign banks can apply for the 
registration of a branch in Iran; nevertheless, it seems that paragraph 7 of Article 1 of 
the implementing regulation is against the broad interpretation of Article 81 of the 
Constitution. However, no foreign bank has applied for the registration of a bank 
branch in Iranian mainland yet. It is noteworthy that banks and credit institutions are 
subject to particular and special laws and regulations, such as Monetary and Banking 
Act. 

4- To-date (April 2008), thirty-six foreign banks have established their representative 
offices in Tehran. 
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According to the recent laws and regulations passed in Iran, the Iranian 

private sector have been permitted to get authorization from the Central 

Bank of Iran (CBI) in order to establish credit institution and/or private 

bank in Iranian mainland, and also foreigners have been allowed to 

establish and/or participate in banks and credit institutions in Iranian free 

zones.  

With regard to the importance of the subject, the regulations prevailing 

in Iranian mainland and then the regulations governing in Iranian free trade 

zones (as to both private banks and credit institutions) shall be examined in 

two separate parts, respectively as follow:  

Part A. Regulations prevailing in Iranian Mainland 

Section 1. Private Banks1 

Nationalization of Iranian banks in 1979 lead Iranian legal scholars and 

bankers to search for ways to motivate the banks to compete and to 

encourage investment in banks, of course with due respect for Article 44 

of the Constitution. 

As a result of endeavors of this group of financial experts, the single 

Article on Authorization of Establishing Non-Governmental Banks (single 

Article), as well as Article 98 of Third Five-Year Development Plan were 

passed by the Iranian Parliament in April 2000. The Money and Credit 

Council2 (MCC) passed the implementing regulation of the aforementioned 

 
1- In this article, the words “non-governmental bank” and “private bank” have been 

used interchangeably.   
2-According to Articles 16 and 18 of the Monetary and Banking Act (1972), MCC is an 

organ of CBI and is the highest ranking legislative body for banking system in Iran. 

As per Note of paragraph 6, Article 10 of the Fourth Five-Year Development Plan 

(2004), it is presided by the Governor of CBI.  
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single Article in December 20001 (hereinafter, in this section, shall be 

referred to as “the Implementing Regulation”). 

With regard to Article 44 of the Constitution, Iranian lawyers have 

interpreted the single Article to be- banking is, and will remain under the 

category of public sector controlled by the Government. According to 

paragraph A of the said single Article, “monetary and forex policy making, 

issuance of bank notes and coins, portfolios management, supervision of 

banks and issuing license for doing banking operations are among the 

duties of Government and will remain the responsibility thereof for the 

purpose of exercising sovereignty”. 

Since Monetary and Banking Act (1972) as amended, vested the 

above-mentioned authority and duties with CBI as the regulator of 

monetary and credit system of the country and also as the banker of the 

Government, therefore, CBI should be the competent authority for 

granting authorization to, as well as supervising private banks in Iran. 

Accordingly, in practice, CBI-on behalf of the Government- grants 

authorization to the Iranian private sector to pursue banking operations so 

as to supplement the economic activities of the public sector and to cause 

economic growth and development of the country2. 

The following laws and regulations govern private banks: 

 
1-According to Monetary and Banking Act (1972), MCC is the sole competent authority 

to approve the articles of association of private banks and credit institutions in Iran. In 

order to make the procedures and practices transparent, MCC approved the said 

Implementing Regulation but the Administrative Court of Justice annulled it in 2002; 

but MCC approved another Approval on: "the Necessary Points in the Articles of 

Association of Non-Governmental Banks" on May 20, 2001, which contained the 

summary of the Implementing Regulation and it is still in force. However, it seems 

that MCC unofficially has a look at the Implementing Regulation when it is going to 

examine the applications and to approve the articles of association of a bank or a 

credit institution.     
2- "Regulating the Informal Money Market Act" (2005) reaffirms the authority of CBI 

in this regard.  



Establishment and Operations of …                                                                    57 

 

 The single Article on Authorization of Establishing Non-

Governmental Banks (April 10, 2000) and Article 98 of Third 

Five-Year Development Plan (April 6, 2000). The text of these  

two provisions are identical. They authorize the Iranian non-

governmental sector to establish bank in Iranian mainland. The 

qualifications of the non-governmental bank promoters have been 

enumerated in these laws; 

 The Implementing Regulation of the above-mentioned laws, 

passed by MCC on December 11, 2000. This Implementing 

Regulation  is about the process of establishing a bank, the 

minimum capital required and also the qualifications of the bank’s 

board members and managing director; 

 The Monetary and Banking Act (1972) as amended, on the mode 

of operations and cases of  liquidation of the bank; 

 Usury-Free Banking Operations Act (August 30, 1983) and its 

implementing regulations and directives issued in compliance with 

it on the objectives and functions of the banking system, granting 

facilities in the framework of usury-free Islamic contracts and 

regulating the terms and conditions which must be included in 

those contracts;  

 The other laws and regulations, such as Commercial Code of Iran 

and the directives of CBI.   

1.1. Establishment   

The private banks shall be established and registered in the Companies 

Registration Department of Iran only in the legal form of public joint stock 

company with registered shares1, when the promoters have obtained the 

 
1-The Implementing Regulation, Articles 1 & 2; Monetary and Banking Act, Article 31 

para.  A. 
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necessary authorization1 from CBI. According to Commercial Code of 

Iran2, the minimum shareholders of a public joint stock company are five 

persons. 

As per the single Article and the Implementing Regulation, only Iranian 

real persons and non-governmental legal entities may apply to establish a 

private bank; and, hence, public sector3 and also foreigners may not apply 

to establish a private bank in Iran. However this does not mean that 

foreigners may not have any share capital in private banks established in 

Iran. 

According to Monetary and Banking Act4, each bank 60% or more of 

whose share capital belongs to Iranians (either real persons or legal 

entities) is regarded as an Iranian bank; all the legal entities 75% or more 

of whose capitals belong to Iranians are regarded as Iranian. The Iranian 

banks are not authorized to transfer 40% or more of whose share capital 

to foreign persons5. 

By virtue of the single Article6, the following qualifications have been 

enumerated for promoters of a private bank: 

1. To have nationality of Iran; 

 
1-According to Article 1 of the Implementing Regulation, in order to establish and 

operate a non-governmental bank, three authorizations should be obtained: a) 

Preliminary Authorization: CBI’s first agreement with the establishment of a bank. It 

is necessary for filing an application in the Companies Registration Department and 

for subscription of the bank’s shares; b) Authorization for Registration: CBI’s final 

agreement with the registration of the bank in the Companies Registration Dept.; c) 

Authorization for Operation: CBI’s permission to start banking operation. 
2- Article 107. 
3-The Implementing Regulation, Article 5. 
4-Article 31, para. C.    
5-The Implementing Regulation, Article 1 para. 3; Monetary and Banking Act, Article 

31, para. C & D.  
6-Para. C. 
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2. To have the required experience and knowledge in the banking 

field; 

3. To have adequate capital for funding and financing; and,  

4. Not to have any criminal convictions. 

However, Monetary and Banking Act has anticipated that foreign 

banks may be established in Iran upon the Parliament’s approval1.    

The promoters of a private bank are jointly and severally liable for all 

acts and functions that they perform in connection with the formation of 

that bank2. 

1.2. Capital 

The Board of Ministers, in its session dated September 10, 2008, 

determined the minimum capital of the private banks as Iranian Rial "two 

thousand billion"3, of course 50% of which shall be deposited to CBI prior 

to applying for establishment4. The share capital of a private bank is only 

payable in Iranian currency. The share capital of a private bank shall not be 

funded through financing by another bank or credit institution5. 

Throughout the operation, the bank should maintain the minimum 

capital required. In the likelihood of losses, its promoters and/or 

shareholders shall fund the registered bank, so that its share capital, under 

no circumstances, shall fall below the referred minimum. 

No bank, whether public (controlled by the Government) or private 

and also credit institutions shall not have more than one percent of a 

private bank’s share capitals, unless otherwise authorized by CBI6. 

 
1-Article 31, para. E. In this respect, it seems necessary that the competent authority 

(Guardian Council) should interpret Article 81 of the Constitution and to repudiate 
the broad interpretation prevailing in Iran (see footnotes nos. 1 & 2). 

2- The Implementing Regulation, Article 19. 
3- The Board of Ministers' Decree no. H40881T/117772 dated October 5, 2008.  
4- The Implementing Regulation, Article 12. 
5- Ibid, Article 14. 
6- Ibid, Article 15. 
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Other conditions and regulations pertaining to the establishment of a 

private bank have been prescribed in the Commercial Code of Iran, under 

the title of “Public Joint Stock Companies”. 

1.3. Board of Directors and Managing Director 

The single Article lists the qualifications and requirements of the 

promoters of a bank, instead of being about the board members and the 

managing director thereof. However, the Implementing Regulation 

governs the qualifications of the members of the board of directors. 

According to the Implementing Regulation1, the members of the board 

of directors and the managing director of an Iranian bank should possess 

the following qualifications: 

1- Lack of  any criminal conviction; 

2- To hold a degree in banking field (minimum, the bachelor degree); 

3- To have minimum, five years, of experience in bank management 

position or in capital market; 

4- To hold no position or ownership (share capital) in any other 

bank, without prior permission of CBI; 

5- To have the legal capacity. 

The other conditions have been enumerated in Article 111 of the 

Commercial Code. 

Monetary and Banking Act2 requires that managing director, chairman 

and majority of the boards (executive board and board of directors) 

members of Iranian banks to be Iranian. 

Legal entities may be elected as director of a bank. In this case, the 

legal entity concerned shall hold the same civil responsibilities as a real 

person acting as a board member and shall introduce an individual as its 

permanent representative to exercise the functions of the directors3.    

 
1- Articles 8 and 9.  
2- Article 31, para. B. 
3- Commercial Code of Iran, Article 110. 
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Managing director, chairman and the board members of Iranian banks 

shall have the responsibility against the shareholders and/or the customers 

for the infringement of the provisions of Monetary and Banking Act or the 

Implementing Regulations relating thereto and the articles of association of 

the bank1. 

1.4. Mode of Operations 

A private bank, after having obtained the necessary authorization from 

CBI, may proceed with the banking operations in Iranian Rial, with due 

respect for the relevant laws and regulations and CBI's directives. Of 

course, doing forex operations and transactions require a separate and 

particular authorization from CBI2. 

Paragraph B of the single Article reads: “The mode of banking 

operations, e.g. observance of the determined financial proportions, 

contracts and banking operations shall be governed by and be subject to 

Monetary and Banking Act (1972) and the Usury-Free Banking 

Operations Law (1983)”. 

The banks are prohibited to do the following 
operations:   

1- Sale of goods for business purposes; 

2- Sale of real estates (immovable properties) except for the banks 

established for this purpose; 

3- Buying stocks and share capitals of companies and/or other 

securities in excess of the amount prescribed by CBI; 

4- Granting facility(ies) to their own members and/or to the members 

of the organs, heads of departments or inspectors of CBI, unless 

 
1- Monetary and Banking Act, Article 35, para. C; Commercial Code of Iran, Article 

142. 
2- The Implementing Regulation, Article 26 and Note 1. 
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respectively CBI or MCC authorizes otherwise; 

5- Issuance of sight bills to the order of the bearer1; 

6- Usury operations. 

According to the Usury-Free Banking Operations Law, banking 

operations in Iran shall be done through Islamic and usury-free contracts, 

regardless of the fact that, pursuant to Article 595 of the Penal Code 

recently enacted in Iran, paying/receiving usury (Reba) is regarded as a 

crime. 

1.5. Liquidation 

In the following cases, on the recommendation of the Governor of 

CBI, the confirmation of MCC, and approval of a board composed of the 

President, the Minister of Economic Affairs and Finance, and the Head of 

Judiciary, CBI may undertake the management of a bank, or another 

arrangement may be made for the management thereof, or the granted 

authorization may be annulled: 

1- "Upon the request of the competent authorities of the bank; 

2- Failure of the bank to commence its operations within one year 

after issuance of the authorization by CBI; 

3- Unjustifiable stoppage of operations, for a period exceeding five 

working days; 

4- Violation of Monetary and Banking Act and the implementing 

regulations relating thereto, as well as the directions of CBI, issued 

on the basis of Monetary and Banking Act and the implementing 

regulations pertaining thereto, or its own articles of association; 

5- Failure to meet its financial obligation (insolvency). 

6- As soon as the authorization of a bank is annulled, it shall be 

 
1- Monetary and Banking Act, Article 34.  
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managed as per instructions issued by CBI"1. 

In cases of insolvency or bankruptcy of a bank, the court, prior to 

passing a judgment, shall seek the opinion of CBI. CBI shall submit its 

written opinion to the court, within one month from the date it receives the 

court’s inquiry. The court, with due attention to CBI’s opinion and 

existing evidence in the file, shall make the appropriate decision2. 

Moreover, when CBI finds that the promoters have not performed 

and/or are not able to perform their obligations and duties, or they are not 

able to establish the bank, or they have provided false, misleading or 

incomplete information, or CBI considers that it is convenient for the 

banking system of the country, may annul the granted authorization3. 

Section  2. Credit Institutions   

As per Monetary and Banking Act4, non-banking credit institutions are 

credit institutions, which do not use the title of “bank”, but are considered 

by CBI as intermediary among the suppliers and demanders of funds and 

credits. 

The Regulation on the Establishment, and Operations of Non-Banking 

Credit Institutions were set forth in MCC’s July 1992 approval (MCC's 

1992 Approval); but according to Article 92 of Third Five-Year 

Development Plan5, the manner of establishment, mode of operation as 
 

1- Ibid, Article 39 and Note; the Implementing Regulation on the Mode of Management 

and the Manner of Annuling the Establishment Authorization of a Bank in Cases 

Mentioned in Article 39 of the Monetary and Banking Act, (1973). 
2- Ibid, Article 41. 
3- The Implementing Regulation, Article 25. 
4- Article 31, para. E.  
5- Third Five-Year Development Plan Act, Article 92: “In order to further promote 

competition among various banks, to develop financial markets and to encourage 

domestic savings by the public, CBI shall pave the way for authorized activities and 

operations by various non-bank (non-governmental) institutions, organizations and 

credit institutions and shall exert control and supervision over the activities and 

operations of such entities and establishments and shall prevent similar operations by 

unauthorized institutions. 
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well as dissolution and bankruptcy of non-bank credit institutions (non-

governmental) shall be subject to Monetary and Banking Act (1972); 

consequently, MCC’s July 1992 Approval shall not govern on those three 

subject-matters and they are subject to Monetary and Banking Act1, but 

other provisions of the said approval are still valid and effective.  

Therefore, the laws and regulations governing credit institutions are: 

 Monetary and Banking Act (1972) as amended, on the 

establishment, mode of operation, dissolution and bankruptcy of 

credit institutions; 

 MCC's 1992 Approval, on the required capital and also 

qualifications of the board members and managing directors of 

credit institutions; 

 Usury-Free Banking Operations Act (August 30, 1983) and its 

implementing regulations and the directives approved in 

compliance with it;  

 Other laws and regulations such as commercial code of Iran.   

                                                                                                            

    The requirements and conditions governing the manner of establishment and mode 

of operation, as well as dissolution and bankruptcy of non-bank (non-

governmental) institutions, organizations and credit institutions shall be subject to the 

rules and regulations, which are applicable to the banks, as mentioned in Monetary 

and Banking Act approved in 1972; such establishments shall be authorized to 

engage in the activities which, at the discretion of MCC, shall exclusively be carried 

out by banks. 

    CBI shall supervise good performance of the activities and operations to be carried 

out by non-bank (non-governmental) institutions, organizations and credit 

institutions, in compliance with approved rules and regulations”(emphases added).  
1- Interpretative Act on Article 92 of the Third Five-Year Development Plan Act (May 

24, 2000) reads: “Single Article- According to Article 92 of the Third Five-Year 

Development Plan Act, Monetary and Banking Act governs on the establishment, 

mode of operation as well as dissolution and bankruptcy of non-bank credit 

institutions”. 
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2.1. Establishment 

For establishing a credit institution, articles of association of which 

should be approved by MCC and then an authorization should be obtained 

from CBI. Any changes in the articles of association should also be 

approved by MCC1. 

The credit institutions may be established in Iran only in the legal form 

of public joint stock company, with registered share2. 

Foreign credit institutions shall be established in Iran, only after the 

Parliament approves thereof3. According to some lawyers, the branches of 

foreign credit institutions may be established in Iran by virtue of the Law 

on Permission of Registration of Foreign Companies’ Branches or 

Agencies (1997)4. 

As per Monetary and Banking Act5, each credit institution 60% or 

more of whose share capital belongs to Iranians (whether real persons or 

legal entities), is regarded as an Iranian credit institution; for the purposes 

of Monetary and Banking Act, all the legal entities 75% or more of whose 

share capitals belong to Iranians, are regarded as Iranian.  

The Iranian credit institutions are not authorized to transfer more than 

40% of whose share capitals to foreign nationals or to foreign legal 

entities, unless otherwise authorized by the law6. 

 
1- Monetary and Banking Act, Article 30, paras. C, D and E.  
2- Ibid, Article 31, para. A. 
3- Ibid, Article 31, para. E. 
4-Regarding the registration of foreign credit institutions and their branches in Iran, it 

seems necessary that Guardian Council should interpret Article 81 of the Constitution 

and to abolish the broad interpretation currently prevailing in Iran (see footnotes nos. 

2, 3 & 15); moreover, by virtue of "Regulating the Informal Money Market Act" 

(2005) the CBI’s permission should be taken as well. 
5- Ibid, Article 31, para. C. 
6- Ibid, Article 31, para. D. 



66                                                                        Money and Economy, Vol. 5, No. 3 

2.2. Capital 

The share capital of a credit institution is only payable in Iranian 

currency. The minimum share capital of a credit institution is Iranian Rial 

five billion, at least 35% of which shall be deposited to CBI at the time of 

applying for establishment1. 

The banks may not fund the share capital of a credit institution2. 

Throughout the operation, the credit institution should maintain the 

minimum capital required. In the likelihood of losses, the credit institution 

shall be funded so that its share capital, under no circumstances, shall fall 

below the above-mentioned minimum3.   

2.3. Board of Directors and managing Director 

The specialization and qualifications of the managing director, the 

deputy- managing director and the board members of a credit institution 

shall be verified and approved by CBI, and they may be re-appointed only 

upon the approval of CBI4. 

The managing Director, chairman and the majority of the board 

members of Iranian credit institutions should be Iranian5. 

In practice, when the said people possess the following qualifications, 

CBI shall approve the appointment of them: 

1- Lack of any criminal conviction; 

2- To hold a degree (minimum the bachelor degree in one of the 

banking, economics, or commercial management courses);  

3- To have minimum five years of experience or more in bank 

management position (i.e. management of a first class bank branch 

 
1- MCC’s July 1992 approval, Article 12. 
2- Ibid, Article 12 and Note. 
3- Ibid, Article 13. 
4- Ibid, Article 14 and Note. 
5- Monetary and Banking Act, Article 31, para. B. 
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or directorship of a specialized department in a bank); 

4- Lack of any position or responsibility in any other credit 

institutions or banks1. 

The highest-ranking executive authority, chairman and the members of 

the board of directors and the executive board of the credit institutions, 

jointly and severally, have the responsibility against the shareholders 

and/or the customers for the infringement of the provisions of Monetary 

and Banking Act or the articles of association of the relevant credit 

institution2. 

2.4. Mode of Operations 

Credit institutions are prohibited from doing the following operations: 

1- Sale of goods for business purposes; 

2- Sale of real estates (immovable properties) except for credit 

institutions established for this purpose; 

3- Buying stocks and share capitals of companies and/or other 

securities in excess of the amount prescribed by CBI; 

4- Granting facility(ies) to their own members and/or to the 

members of the organs, heads of departments or inspectors of 

CBI, unless respectively CBI or MCC authorizes otherwise; 

5- Issuance of sight bills to the order of the bearer
3
; 

6- Usury operations. 

In practice, the credit institutions give prize to the holders of the usury-

free (non-interest) deposits, by lottery. 

The present credit institutions are not allowed to open current account 

or other similar accounts, the sum of which is transferable through drawing 

checks or other similar negotiable instruments, according to their articles 

of association which was drafted and approved at the time of the validity 

of MCC’s 1992 Approval (which in part has repealed and replaced by 
 

1- MCC’s July 1992 Approval, Article 36. 
2- Ibid, Article 15 ;Monetary and Banking Act, Article 35, para. C. 
3-  Monetary and Banking Act, Article 34. 
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Monetary and Banking Act). In fact, the said prohibition was prescribed in 

MCC’s 1992 Approval1, but since it has been incorporated in the articles 

of association of the credit institutions, therefore they are not authorized 

to open current account, as per their articles of association, but not under 

the replaced MCC’s 1992 Approval. Furthermore, according to MCC’s 

1992 Approval
2
, banking operations on foreign currencies required a 

special license from MCC.  

The said approval was partly repealed but MCC has still the authority 

to approve or disapprove the articles of association of the credit 

institutions, which are to be established; considering this authority, in 

practice, MCC does not approve credit institutions to open current 

account and to do foreign exchange operations. 

However, considering Monetary and Banking Act, it seems that the 

credit institutions may change their articles of association and request 

MCC to approve them, in order that they get authorization to open current 

account and to do foreign exchange operations. 

2.5. Liquidation 

By virtue of Article 92 of the Third Five-Year Development Plan, 

dissolution and bankruptcy of credit institutions is subject to and governed 

by Monetary and Banking Act.  

As per Monetary and Banking Act
3
, in the following cases, on the 

recommendation of the Governor of CBI, the confirmation of MCC, and 

approval of a board composed of the President, the Minister of Economic 

Affairs and Finance, and the Head of Judiciary, CBI may undertake the 

management of a credit institution, or another arrangement may be made 

for the management thereof, or the granted authorization may be annulled: 
 

1-
 Ibid, Article 18. 

2  - Ibid, Article 22. 
3-

Article 39 and Note; the Implementing Regulation on the Mode of Management and 

the Manner of Annulling the Establishment Authorization of a Bank in Cases 

Mentioned in Article 39 of the Monetary and Banking Act, (1973). 
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1- Upon the request of  the competent authorities of the credit 

institution; 

2- Failure of the credit institution to commence the operations within 

one year after issuance of the authorization by CBI; 

3- Unjustifiable stoppage operations, for a period exceeding five 

working days; 

4- Violation of Monetary and Banking Act and the implementing 

regulations relating thereto, as well as the directions of CBI, issued 

on the basis of Monetary and Banking Act and the implementing 

regulations pertaining thereto, or its own articles of association; 

5- Failure to meet the financial obligations (insolvency). 

As soon as the authorization of a credit institution is annulled, it shall 

be managed as per instructions issued by CBI1. 

In cases of insolvency or bankruptcy of a credit institution, the court, 

prior to passing a judgment, shall seek the opinion of CBI. CBI shall 

submit its written opinion to the court, within one month from the date it 

receives the court’s inquiry. The court, with due attention to CBI’s 

opinion and existing evidence in the file, shall make the appropriate 

decision2. 

Part B. Regulations Governing in Iranian Free Zones 

By virtue of Note 19 of the First Five-Year Development Plan (1989), 

the Government was authorized to establish, at the maximum, three Free 

Trade-Industrial Zones (free zones) in the country's borderlands. 

Subsequently, in 1993, the parliament, by virtue of the Law of 

Administration of Free Zones, determined the following three borderlands 

as free zones: Kish and Qeshm islands and Chabahar port, and authorized 

the Government to administer them. Furthermore, according to "Law on 

Establishment of Trade-Industrial Free Zones in Abadan, Khorramshahr, 
 

1- Ibid. 
2- Ibid, Article 41. 
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Jolfa and Bandar Anzali" ratified on Aug. 24, 2004, some part of those 

areas were determined as free zones. 

In July 1999, the Expediency Council amended the Law of 

Administration of Iranian Free Trade-Industrial Zones (1993). According 

to the amendment, the legal rights of foreign investors have been 

guaranteed and in case of nationalization for a public purpose or 

expropriation, the Government shall be obliged to pay a fair 

compensation
1
. Moreover, foreign investment in Iranian banks 

incorporated in Iranian free zones allows up to 100% of the share capital 

of the relevant bank
2
. 

Following the amendment to the Law of Administration of Free Zones 

in July 1999, the Board of Ministers approved an implementing regulation 

on the “Monetary and Banking Operations in Iranian Free Trade-Industrial 

Zones” (hereinafter, in this part, shall be referred to as “the Implementing 

Regulation”) on November 30, 1999. The Implementing Regulation 

governs on the establishment, the minimum capital, qualifications and 

liabilities of the directors and mode of operations of private banks and 

credit institutions, as well as foreign exchange system prevailing in Iranian 

free zones. 

However, the following laws and regulations govern private banks and 

credit institutions in Iranian free zones: 

 The Law of Administration of Free Zones of Iran (1993) as 

amended in 1999; 

 Implementing Regulation of the Monetary and Banking 

Operations in Free Zones of Iran (1999); 

 The Money and Credit Council (MCC)'s Directive (herein after 

shall be referred to as MCC's Directive) on Monetary and 

Banking Operations in Iranian Free Zones (Sept. 2000); 

 Usury-Free Banking Operations Law (1983) and the 
 

1- The Amendment to the Law of Administration of Free Zones of Iran (July 1999), 

Article 21.          
2- Ibid, Article 18 and Note 1; see also footnote no. 64.  
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Implementing Regulations and Directives issued in compliance 

with it, on the objectives and functions of the banking system, 

granting facilities in the framework of Islamic contracts and 

regulating the terms and conditions which much must be included 

in those contracts; 

 Other laws and regulations, such as Directives of CBI, 

Commercial Code and Criminal Code of Iran.     

It is noteworthy that Standard Chartered, Europäisch-Iranische 

Handelsbank and also Future Bank got the necessary authorization from 

CBI and registered their branches in Kish Island. 

1. Establishment 

Establishment of a bank/credit institution and also registration of a 

bank/credit institution branch, whether Iranian or foreign, shall be 

determined upon the relevant Free Zone Organization’s proposal and 

obtaining CBI’s authorization
1.  The articles of association of banks/credit 

institutions and the future amendments thereto should be approved by 

MCC, after the proposal of the relevant Free Zone Organization
2
. 

The banks/credit institutions established and registered in each of the 

free zones, while their head offices are located therein, are considered 

Iranian, whether Iranians or foreigners incorporate them3.  

Iranian or foreign bank/credit institution’s representative office shall be 

established in the free zones upon the approval of the relevant Free Zone 

Organization and registration therein. Representative offices are not 

authorized to do banking operations
4
. 

 
1-The Implementing Regulation, Article 4; MCC’s  Directive, Article 4.    
2-The Amendment to the Law of Administration of Free Zones of Iran (1999), para. 2, 

amending Article 18, Note 1; the Implementing Regulation, Article 4 and Note 1.  
3-MCC’s  Directive, Articles 2 and 3. 
4-MCC's Directive, Articles 5 and 71; the Implementing Regulation, Note of Article 5.  
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The establishment of offshore banking units in Iran (either in the form 

of an off-shore bank or an offshore credit institution), for the first time was 

anticipated in the Implementing Regulation of November 1999. According 

to the said Implementing Regulation, offshore banking units are only 

authorized to do banking operations with foreign currencies, but not with 

Iranian currency. They are required to use the word of “Offshore”, after 

their names1. 

The banks/credit institutions shall be established in the free zones in the 

legal form of private or public joint stock companies, with registered 

shares
2
. According to Iranian Commercial Code, there should exist at least 

three shareholders in a private joint stock company, and the minimum 

shareholders in a public joint stock company are five shareholders3. 

After depositing 100% of the required capital with CBI, the necessary 

authorization for registration of the banking units (including private banks, 

credit institutions and their branches and/or representative offices, whether 

Iranian or foreign) in the relevant free zone, shall be issued by CBI4. This 

authorization is not transferable
5
, and the validity period of which is six 

months from the date of issuance6; hence, it should be registered in the 

same free zone prior to the end of the said period.  

2. Capital 

Up to 100% of capital of the banks/credit institutions in the free zones 

may belong to Iranians and/or foreigners (subjects of the governments 

recognized by the Iranian Government). Foreign legal entities, including 

 
1-MCC's Directive, Article 8 and Note; the Implementing Regulation, Article 2 and 

Note. 
2-MCC’s  Directive, Article 9; the Amendment to the Law of Administration of Free 

Zones of Iran (1999) para. 2; the Implementing Regulation, Article 4, Note 2. 
3- Articles 3 and 107. 
4-MCC’s  Directive, Article 18. 
5-Ibid, Article 19. 
6-Ibid, Article 20. 
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banks and companies which shall fund the capital of banks/credit 

institutions, should have been registered in the country the government of 

which is recognized by the Iranian Government and it should have at least 

three years record of operations.1    

The minimum capitals for the establishment of a bank and a credit 

institution are respectively: Iranian Rial 1000 billion2, 15 billion and for the 

registration of a foreign bank/credit institution’s branch is as follows: 

Iranian Rial 10 billion, 100% of them shall be deposited with CBI, in cash3. 

The foreign nationals or foreign legal entities, who wish to establish or 

fund a bank/credit institution or to register or fund a bank/credit institution 

branch, should change their currencies into Rial through one of the 

banks/credit institutions established in the relevant free zone. Otherwise, 

CBI shall not issue the necessary authorization for the establishment or 

registration of the banking unit4.    

The minimum capitals for the establishment of an offshore bank and 

offshore credit institution are respectively USD 10 and 5 million and also 

 
1-Ibid, Article 7. According to Article 18, Note 1 of the Amendment to the Law of 

Administration of Free Zones of Iran (July 1999), the banks and credit institutions 

shall be established in the zones with Iranian and foreign capital. But as per Article 3 

of the Implementing Regulation of it (Nov. 1999), the banks and credit institutions 

may be funded by Iranian or foreign capital or the combination of Iranian and foreign 

capital. Finally, Articles 2 and 7 of MCC's Directive, respectively provided that: 

"Banks and credit institutions with Iranian or foreign capital and or with the 

combination of Iranian and foreign capital may be established in the zones."; "The 

capital of banks and credit institutions may, up to 100 per cent, belong to Iranian or 

foreign nationals." (emphases added). Therefore, it seems that in this respect, the 

scope of the Implementing Regulation as well as MCC's Directive are broader than the 

scope of Note 1, Article 18 of the Amendment to the Law of Administration of Free 

Zones of Iran (July 1999).  
2- The Board of Ministers' Decree no. H40881T/117772 dated October 5, 2008. 
3-

 MCC’s  Directive, Article 10, Section 1; the Implementing Regulation, Article 7, 

paras. A, B and C. 
4- MCC’s  Directive, Article 10, Note 2; the Implementing Regulation, Article 7, Note 1 
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for the registration of an offshore foreign bank/credit institution branch is 

USD 3 million, 100% of them shall be deposited with CBI, in cash1. 

CBI is authorized to increase the minimum capitals mentioned above2. 

Throughout the operation, the bank/credit institution should maintain 

the minimum capital required. In the likelihood of losses, the bank/credit 

institution in the free zone(s), shall be funded, within six months, so that its 

capital shall not fall below the minimum mentioned above3. 

Transferring of more than 10% of the share capital of a bank/credit 

institution to other persons requires prior approval of CBI4.     

The legal rights of a foreign investor, whose capital has been imported 

with the permission of the Board of Ministers, shall be protected. In case 

of nationalization and/or expropriation, the Government shall compensate 

the said foreign investor5.  In this respect, reference should be made to the 

Law of Promotion and Protection of Foreign Investment (2002) and its 

implementing regulation (2002). 

3. Board of Directors and Managing Director 

CBI should approve the  professional qualification of the members of 

the Board of Directors, the Managing Director and the members of the 

Executive Board as well as the managers of branches of Iranian and 

foreign banks/credit institutions established and registered in the free 

zones6.  CBI should also approve any changes in the members of Board of 

 
1  - MCC’s  Directive, Article 10, Section 2; the Implementing Regulation, Article 7, 

para. D.  
2- MCC’s  Directive, Article 10, Note 4; the Implementing Regulation, Article 7, Note 3 
1- MCC’s  Directive, Article 70; the Implementing Regulation, Article 28. 
4-MCC’s  Directive, Article 21. 
5-The Amendment to the Law of Administration of Free Zones of Iran (1999), para. 3 

amending Article 21. 
6-MCC’s  Directive, Article 94; the Implementing Regulation, Article 31. 
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Directors, Executive Board, the Managing Director and Vice-Managing 

Director of the banks/credit institutions1. 

The Implementing Regulation does not define the professional 

qualification necessary for assuming the responsibility of a bank/credit 

institution in the free zones. However, MCC’s Directive provides that: 

“Those convicted, whether as principal offender or as abettor of theft, 

corruption, embezzlement, breach of trust, fraud, forgery, drawing of 

check without honoring it, culpable or fraudulent bankruptcy, whether in 

Iran or abroad, shall not be permitted to have any position in the 

banks/credit institutions in the free zones”2.    

4. Mode of Operations 

Except representative offices which are not authorized to proceed with 

banking operations
3
, since the functions and mode of operation of the 

banks/credit institutions and the offshore banks/credit institutions are 

different, they will be discussed separately: 

 Banks/credit institutions: All of the banking operations and 

transactions in Iranian currency shall be subject to Islamic banking 

laws, including Usury-Free Banking Operations Law. However, if 

they would have obtained the necessary authorization from CBI to 

engage in foreign exchange operations, their operations on foreign 

currencies shall be governed by international banking rules and they 

will be authorized to receive/pay fixed rate profits from/to their 

customers. The open market shall determine the rates of the profits 

and fees4. Any way, the credit institutions shall not be authorized to 

 
1-MCC’s  Directive, Article 21. 
2- Article 95. 
3- MCC’s  Directive, Article 71. 
4-

 The Implementing Regulation, Article 13, para. B and Articles 15, 16, 18 to 20; 

MCC’s  Directive, Articles 46 and 47.   
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open current account for their customers, whether in Iranian 

currency or in foreign currency1.    

 Offshore banks/credit institutions shall only be authorized to do 

banking operations on foreign currencies, but not on Iranian 

currency2. They are authorized to follow the rules and regulations 

prevailing in international banking
3
; hence, they may receive/pay 

fixed rate profits from/to their customers. 

Nevertheless, the banks/credit institutions established and registered in 

the free zones, are prohibited to do the following operations: 

1. Sale of goods for business purposes; 

2. Sale of real estates (immovable properties), except for the 

banks/credit institutions established for this purpose, in excess of 

the limits prescribed by CBI; 

3. Buying stocks and share capital of companies and/or other 

securities in excess of the amount prescribed by CBI; 

4. Granting facility(ies) to their managing director and members of the 

board of directors and the companies that they have any share(s) 

therein, in excess of the amounts prescribed by CBI; 

5. Granting facility(ies) to the members of the board of directors and 

the directors of the Organization of the relevant free zone and the 

directors and inspectors of CBI, in excess of the amounts 

determined by CBI4.         

All of the banks/credit institutions in the free zones shall be under 

supervision of CBI and shall be required to provide to CBI, any document 

or information that CBI deems necessary5.  

 
1- Ibid, Article 39; the Implementing Regulation,  Note of Article 17. 
2-MCC’s  Directive, Article 8, 40 and 41. 
3-The Implementing Regulation, Article 13, para. B and Articles 18 to 20; MCC’s  

Directive, Articles 38 and 46. 
4- The Implementing Regulation, Article 27.   
5-  Ibid, Article 29. 



Establishment and Operations of …                                                                    77 

 

Buying and selling foreign currencies and transferring them from free 

zones to abroad and vice versa is authorized. The open market shall 

determine the exchange rate therein1. 

5. Termination of Operations 

In the following cases, on the recommendation of the Governor of 

CBI, the confirmation of MCC, and approval of a board composed of the 

President, the Minister of Economic Affairs and Finance, and the Head of 

Judiciary, CBI may undertake the management of a bank/credit institution, 

or another arrangement may be made for the management of it, or the 

granted authorization may be annulled: 

1- When the competent authorities of a bank/credit institution request 

so; 

2- When a bank/credit institution unjustifiably stops its operations, for a 

period exceeding five working days; 

3- When a bank/credit institution violates and contravenes Monetary 

and Banking Act and the implementing regulations relating thereto, 

as well as the directions of CBI, issued on the basis of Monetary 

and Banking Act and the implementing regulations pertaining 

thereto, or its own articles of association; 

4- When a bank/credit institution fails to meet its financial obligations 

(insolvency). 

As soon as the authorization of a bank is annulled, it shall be managed 

as per instructions issued by CBI2. 

Conclusion 

For making competition among the banks and attracting private 

sector's investment, some of the Iranian legal scholars proposed a new 

 
1- MCC’s  Directive, Articles 33 to 35. 
2-Implementing Regulation, Article 34; Monetary and Banking Act, Article 39 and 

Note; MCC’s  Directive, Articles 103 and 105. 
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interpretation from Article 44 of the Constitution; so that banking 

operation is and will remain under supervision of the Government, but it 

may be delegated to private persons to engage in banking operations. Of 

course, private banking is an aspect of the general policy of privatization 

pursued by Iranian Parliament in the Third and Fourth Five-Year 

Development Plans (2001 and 2006), just the same as private insurance in 

Iran. However, considering the whole circumstances of the country, it 

seems that the Iranian free zones are a suitable channel for foreigners to 

get familiarity with the laws and regulations applicable in Iran and to enter 

into private banking in Iranian mainland. 
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Introduction 

Systematic endeavors to produce historical national accounts dates 

back to early decades of the first half of the 20th century, i.e. the era prior 

to the presentation of the system of national accounts. Ever since, not only 

such endeavors have not been decreased, but they also have increased to a 

great extent. Streamlining the possibility of quantitative studies in business 

cycles and its factors affecting is one of the most important reasons for 

preparing the historical accounts. Without accessing long term time series, 

these studies would not be materialized. Moreover, reviewing the history 

of economic and better understanding of what our predecessors have faced 

through using concepts, classifications and standards comparable to 

present time, are recognized as more common causes of this approach. 

The official results of Iran’s national accounts, covering the period 

1959 to 2006-i.e. 48 years- at present are provided and accessible to 

economic researches. Moreover, of these set of data, figures for 1988 to 

2006 have been prepared in the form of seasonal interval, as well. The 

results of the researches conducted in this area include the years dating 

back to 1936, so that the national accounts series covers a 70 years period. 

The above mentioned period entails various incidents resulting in deep 

scatter in time series of economic variables, especially in the real sector. 

The occurrence of World War II and the occupation of the country, 

instability and continuous administrative replacements, nationalization of 

oil industry, 1953’s coup, sudden surge of crude oil prices, victory of 

Islamic revolution, the protracted imposed war and similar issues may be 

considered as several shocks to the economy of Iran which complicated 

the quantitative study of the natural trend of economic process. Expansion 

of time series span to former periods might be considered as a way to 

compensate for the mentioned problem in the time series data. As 

mentioned earlier, the review of the history of Iran’s economy is by itself 

our perpetual need and is crucial with regard to the lack of systematic 
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information. The mentioned necessity has resulted in multiple endeavors 

made by many countries to compile historical national accounts, as 

Switzerland and the United States of America have estimations of their 

national income and product, since 1851 and 1750, respectively.  

Despite extensive tendency toward historical national accounts, their 

theoretical and operational practicability has faced challenges, as well. 

One of the most important challenges has been the lack of reliable and 

detailed information about the process of economic evolution in the former 

periods. This complicated issue is an important problem faced by historical 

economic estimators, but in spite of less accuracy and reliability, this never 

turned to a dilemma in presenting a quantitative impression. Among other 

challenges, the concept of non-market goods and services, and also the 

absence of integration in the national economy are issues which will be 

further surveyed below. 

In the recent decades the economic developments process was aimed 

at reducing the share of the production of non-market and increasing the 

production of market goods. This fact bears significant importance, 

particularly with regard to production and consumption by households. 

Despite the necessity of the estimation of manufacturing of commodity 

products, services like cookery, being done by the family members are not 

included in the production boundary in the system of national accounts. On 

the other hand, it is obvious that in the present time toward the past, a 

considerable portion of meal consumed by the household is offered by the 

market producers. But the meal production (in its general sense) has been 

also existed in the past. In the estimation of historical gross domestic 

product (GDP), as we recede to the past, this leads to underestimation or 

overestimation of GDP growth rate and level in the current periods. In 

other words, this issue leads to weakening of the time comparability 

between historical national accounts and that of contemporary periods. If 

we assume the GDP as an indicator of welfare, the bias will find longer 

dimensions, which is required to be considered, further. 

Although this matter should be considered as a real fact, it should be 
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noted that it does not emerge only in historical estimations but it can also 

be a cause of problems regarding inter-temporal comparisons. Because of 

rapid changes in the social and economic situation of societies, the 

dimension of the said issue can be put into scrutiny. This issue also proves 

applicable in country comparisons. The comparison of GDP of a country 

like United States (that a considerable part of her products are produced 

as market), and an undeveloped country, say in Africa would be a good 

example. However, this issue must not be considered as a serious obstacle 

in the implementation of historical estimations. Although, inter-temporal 

and cross country comparisons are done at present, regardless of the fact 

that scales and time intervals among various countries are not completely 

similar; estimations and historical comparisons shall be done without any 

anxiety while the mentioned considerations are maintained. Lack of 

economic and national integrity is among other limitations which should be 

considered in historical national estimations. In many countries, 

particularly in European countries, the integration of cantons and small 

governments and formation of modern and big countries and 

administrations is an issue which its extent has been extended to 20th 

century. Lack of economic integration, especially in late 100 years, has 

been also observable in Iran. Using different currency and weight values 

and scales is a proof to this dilemma. Above all, the lack of efficient 

transportation networks, resulting in high price variations in different parts 

of the country leads to economic disintegration. With the existence of this 

dilemma which has hindered the smooth movement of the commodities 

across the country, it is hard to talk about the gross domestic and national 

product, being characterized by the geographical districts of the national 

economy. 

The lack of integration is a real dilemma, and naturally it has been 

further serious dilemma for the countries with landlord-peasant systems. 

However, in spite of the fact that the reality of lack of integration is not 

deniable, it seems that this fact has not been an obstacle for national and 

economic unity of the country, at least in the end of Qajar era and the 
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periods following it. Considerable price diversity in various regions and 

cities of the country in the past periods has been a complicated issue for 

estimators. However, it seems that this fact has not eroded the lack of 

national and economic integration, completely. 

In the present research, it is tried to prepare the GDP estimation 

consistent to the Iranian economy during 1906-1933, using available 

information for different economic activities. The mentioned period is 

consisted of two distinct periods of high importance, both in the history of 

the Iranian economy and the political economy of Iran. The first period 

coincided with the triumph of the constitution revolution which last until 

the 1920' coup. Political instability and implementation of certain reform 

policies in the country’s political and economical arena were among the 

major characteristics of this period. Cancellation of the old tradition of 

landlord-peasant (feudalism) system during the said period is also 

noteworthy. Moreover, the mentioned period can also be regarded as a 

gateway toward modernization features which was opened in the political 

and economical life of the country. The second period covers the years in 

which Reza Khan reinforced his authority which led to his full strength, to 

be named as Reza Shah, or founder of the Pahlavi Dynasty. Despite 

Pahlavi despotism, the administrative, social and economical system of the 

country faced severe changes in the mentioned period. In fact, this period 

can also be considered as commencement of a 20 years period, the 

characteristics of which is utilizing the power and sovereignty of the 

government to grasp features of new civilization and modernization. The 

economic features approaches in the said period were observed as 

government controls on pioneering sectors of the economy and strong 

tendency toward industrialization. 

The present report consists of four chapters. In the first chapter, 

estimations of Iranian GDP level being presented by other researchers 

during the review period or periods approximate to the said period are 

surveyed. Chapter two presents the methodology being applied in this 

research. Chapter three includes estimations of GDP from production and 
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expenditure approaches. Chapter four gives the results of estimations 

together with related tables and figures. 

1. Review of Bharier’s Estimation of Iran’s GDP 

during the Beginning of 20th Century 

Bharier has estimated, Iran’s GNP (which seems to be GDP) for the 

year 1900 (1279 in the Iranian solar calendar1) at £ 70 million (equivalent 

to Qran 3.5 Billion, i.e. exchange rate of 50 Qran for one sterling pound). 

Of this figure, Qran 3.1 billion was that of private consumption 

expenditures (almost 89 percent), Qran 67 million as public consumption 

expenditures (1.9 percent) and Qran 300 million as gross capital formation 

(8.6 percent). According to Bharier, which seems to be true, a noticeable 

part of public sector expenditures corresponds to transfer payments, which 

in this case, bringing such payments into account as government 

consumption expenditures, does not seem to be correct. However, since 

the absolute value of figure is relatively negligible, it does not leave a 

remarkable impact on the final results. Bharier’s estimation of private 

sector consumption expenditures is based on the Sykes Report on the 

North eastern part of Iran, in which the per capita wheat consumption has 

been reported about 24 Kgs (Ibs 50). Thus, Bharier has multiplied this 

figure by total population of the country and after getting its total value, 

being added by 30 percent for other consumption expenditures it 

amounted to Qran 3.1 billion. The figure for fixed capital formation for the 

year 1900 is also derived from Bharier’s other book named: Capital 

Formation in Iran (not published). On the basis of the mentioned research 
 

1- The Iranian year begins on 1 Farvardin (21 march) except for leap years (20 march). 

Consequently, each Iranian year covers nine months of one year in the Gregorian 

calendar, plus three months of the following year. Hence, a year on the Gregorian 

calendar is obtained by adding 621 to an Iranian year or 622 if the 4th quarter of the 

year is considered. Here for the simplicity we have added 621 to Iranian year for all 

periods.  
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results, out of Rials 300 million for total fixed capital formation,              

47 percent was allocated to construction of housing by the households,                

37 percent to domestically manufactured goods, 14 percent to 

expenditures of other constructions, and 2 percent to imported goods and 

equipments. On the basis of Bharier’s estimations Iran’s per capita GDP 

reached Qran 3501 (£7) in 1900. According to Bharier’s calculations, the 

value of wheat consumption has been amounted to Qran 2385 million, and 

unit price of wheat (Kg) reached Qran 0.84 on the average2. Given 

Bharier’s figures for wheat per capita consumption and total population of 

9.86 million persons, total wheat consumptions have been estimated to 

reach 2.8 million tons. This figure is inconsistent with the figure for the 

production of wheat being reported by Bharier in the same book. Bharier 

reported average wheat production during 1925 to 1929 at 1.1 million 

tons which was less than the figure estimated by him for the year 1900, i.e. 

about 25 years before that. Thus, it seems that Bharier’s figures related to 

the wheat production and consumption level requires more subtle review. 

2. Methodology 

National Accounts is based on a series of concepts, standards and rules 

which are internationally accepted and is named as System of National 

Accounts (SNA). 

So far, three versions of SNA have been prepared by the responsible 

international organizations and are presented to member countries to be 

implemented. Following tentative and group work of economists of 

countries throughout the world, particularly economists in international 

agencies, such as United Nations, World Bank, International Monetary 

 
1- Bharier, Julian, Economic Development in Iran 1900-1970. 

2- In fact, inconvenient transportation situation has been among factors effective in 

economic dispersion which led to noticeable difference in price level in various 

regions of the country.  
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Fund, Europe Economic Commission, and OECD, the latest SNA version, 

after its 1953 and 1968 versions, was approved in 1993 and presented to 

international society 1. 

As it is stated in the book “Estimation of Iran’s GDP 1936-19582” the 

historical approach for the estimation of GDP differs from estimations 

which are done for the current years. In the latter case, the conditions and 

the time interval to a national accountant is consistent with the estimation 

period. Thus, all supplementary information which is required by the 

accountant is simultaneously available to him. It should be noted that such 

supplementary information include his intuitive perceptions, as well. 

Therefore, although the National accountant relies further on statistics and 

quantitative data which are available to him, in some cases particularly in 

cases in which applying indirect methods are inevitable, he can refer to 

other available supplementary information related to economic situation to 

guarantee consistency of the results of his calculations and estimations. 

However, the process for estimation of historical variables are much 

different, since the objecting of estimating period has been passed for 

decades; and the results of intuitive perceptions of the national accountant 

requires to be reconstructed. Moreover, the quantity and quality of data 

and figures available for historical periods are not of equal weight 

compared to those for current periods. More importantly, the available 

data bear solely the capability to clarify a small part of field under survey, 

and thus identifying those parts which are in the dark area, requires to 

apply indirect methods, and being reconstructed on the basis of 

assumptions and supplementary information. The process for estimation on 

this basis tends to be similar to attempts made by a paleontologist who 

 
1- To familiarize with System of National Accounts SNA version 1968, see “National 

Accounts of Iran 1974-1990” published by the Central Bank of Iran, Economic 

Accounts Dept. for SNA 1993, see: System of National Accounts 1993, Brussels, 

Luxembourg,… 

2- Khavarinejad. A 
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designs the complete feature of a prehistory dinosaur using only a piece of 

its bone (remains). This process of reconstruction or recreating, in addition 

to considering the conformity and consistency of parts, focuses on the 

consistency of each part to its surrounding environment as well as the 

conformity between type of the animal’s food and that of its teeth and jaws 

can be also noticed in this case. Similarly, the historical national accounts 

estimator in addition to focusing on internal consistencies of the 

quantitative impression which is presented, is also required to be sensitive 

(responsive) toward  consistencies of the results of his calculations and 

estimations with recognized economic trends. In other words, a historical 

national accountant shall be sensitive to internal consistencies of his results 

as well as their external consistencies. Thus to reconstruct the missing 

supplementary information and the undermined intrusive perception, and 

to materialize the possibility of judgment on the external consistency of 

results, in addition to utilizing the methodology of research and estimation 

of results, other available information about economic situation and 

general trends governing the economy during the survey period shall also 

be considered. Therefore, as in the case of former research on “Estimation 

of Iran’s GDP during 1936-1958”, a chapter has been allocated to the 

review of Iran’s economic situation using available data and information. 

In the estimation of this research, using production-expenditure 

approach, it is tried to make estimation on the basis of GDP components. 

In other words, basis of the method applied in this research is Component-

based Approach, and thus the Indicator-based Approach has not been 

applied. “Component” is a variable which composes the GDP such as 

value-added in agriculture or manufacturing sectors. “Indicator” is a time-

series variable which bears a strong correlation with the GDP in the period 

after borderline year1. Thus, its changes can be regarded as an indicator of 

changes of main variable. Indexes of industrial products, unemployment 

rate, number of construction permits and luggage and passengers 

 
1- The borderline year is a year which distinct two periods of estimation qualitatively. 
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transported through railroad can be also considered as examples of such 

indicators. Certain variables such as industrial products (at least in 

industrial countries) bear both characteristics i.e. being component and 

indicator, simultaneously. 

The Component-based Approach for the estimation of GDP tries to 

estimate various components composing GDP through utilization of direct 

and/or indirect methods in order to estimate GDP after adding up the 

results, ultimately. This method has been applied by Kuznets for the 

estimation of United States of America’s GDP. However, Kuznets was 

able only to estimate commodity manufacturing sector of the U.S. 

economy, directly, while there were no information about non-commodity 

sector of the economy (services and trade). Thus, he used the proportional 

relation between production level of commodity and non-commodity 

sectors for the years after the borderline year. He could also estimate the 

non-commodity sector production of the economy through estimating 

regression parameter(s) for non-commodity production on one or more 

indicators for the years after the borderline year and extended it to the 

prior years. 

In the Indicator-based Approach, GDP is estimated through using one 

or more indicators as a single item. To this end, first a time-series of 

suitable indicator(s) which typically have high correlation degree with the 

GDP are selected for the year after the borderline year. Then through 

fitting GDP on those indicators, the parameters related to each indicator 

are estimated, and after applying them on time-series indicator(s) in the 

years prior to the borderline year, GDP for those years are estimated, as 

well.  

The advantage of component-based approach is that GDP is estimated 

directly, and those changes which are occurred in the structure of the 

economy in the course of time are considered automatically while in the 

indicator-based approach the structure of the economy has been assumed 

to be constant. 
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Therefore, given commodity sector of the economy -in the component 

based approach- is estimated directly and the non-commodity sector is 

estimated indirectly, this method has an advantage compared to 

component based approach. Technical description of the privileges of 

component based approach is, in short, that given real GNP, Qt, is 

composed of two components, therefore we will have. 

Qt = X1t + X2t   

In which X1t is the vector for figures of part of production for which 

direct information are available for years prior to the borderline year, and 

X2t is the residual vector or part of production for which information are 

not available. There is no direct method to estimate X2t and it should be 

estimated indirectly; thus, we can use the following equation: 

X2t = a1 X1t + a2 Zt + e2t 

In which: Zt is the vector for other variables bearing information both 

for periods before and after the borderline year and can be used as 

explanatory variables. e2t is the component for residual. With the 

estimation of parameters for the above mentioned equations, estimation of 

components of real output shall be as follow: 

Qct = (1+ a1) X1t + a2 Zt + e2t 

Estimation of indicator based for real output is also based on 

regression with the same explanatory variables, with a difference that 

dependant variable is Qit instead of X2t: 

Qit = b1 X1t + b2 Zt + eit 

The component based and indicator based approaches which have been 

presented in the latter equations respectively, are appeared to be similar; 

however, it should be noted that the component based approach bears an 
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extra determining reservation which leads to more exact estimation of 

parameters. 

As it was noted earlier, the general method to estimate Iran’s GDP is 

component based approach, on this basis, first the value-added of each 

component of GDP is estimated, and then the aggregate of the 

components gives the GDP. In the estimation of each component of 

production it has been tried to apply the direct method, except in certain 

activities of the services sector which are produced through the results of 

regression relations. Since, the produced figures shall be consistent with 

the time series of 1936 and afterwards, the results of calculations shall be 

used as indicator. Thus, the method for calculations of production 

components shall be considered as “Extrapolation with Indicator” method. 

Precisely, it should be said that to estimate any activity, which is 

considered as a part of GDP components, initially calculations related to 

the value of output or value-added for 1906-1936 are done, using available 

information, and the results are presented as an index in which 1936 has 

considered as the base year (1936=100). In the next stage, the value-added 

for 1936 has been assumed to be 100, and on the basis of the calculated 

index the figures for the remaining year are computed. The benefits of this 

method are its conformity to different figures for the initial year, which is 

named base year or the borderline year. In other words, if the figure for 

1936 changes, figures for the preceding years shall change proportionately. 

The fact which shall be brought into consideration is the difference in 

the mechanism for estimations related to 1936-1958 period compared to 

that of 1906-1935 which is the topic of this research. Estimations related 

to 1936-1958 as in the prevalent methods in the “National Accounts 

System of Iran”, due to more reliability of output and value-added figures, 

GDP has been produced through production approach and final 

expenditures tables have been prepared proportionately. Consequently, 

figure for change in the inventory has been estimated as a residual figure of 

GDP out of other components of marginal costs. Thus, to maximize 
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utilization of available information a type of iterative and recursive 

methods are applied. 

In addition to the mentioned difference between estimations for 1936-

1958, and the method for estimation in the present research, breakdown 

level of estimations shall also be regarded as difference. In estimations for 

GDP in 1936-1958 all of GDP tables are estimated according to type of 

activity and GDP according to final expenditures are estimated similar to 

cover Iran national accounts tables. In the present estimation, breakdown 

level has a negligible change and is almost the same a general breakdown 

level. The mining sector has been integrated into manufacturing sector, 

due to its negligible share in the GDP, and financial institutions has not 

divided into sub-sectors of banks and Insurance companies, because 

Insurance service providers had not been established during the survey 

period. In the expenditure approach the breakdown level has been kept as 

before. 

3. Estimation of GDP 

3.1. Estimation of GDP through Production Approach 

3.1.1. Agriculture 

Estimation of value-added of the agriculture group, given its noticeable 

share of its value in the GDP during 1906-1935, is of utmost importance. 

However, information available on this group, particularly quantity and 

value of major agricultural produce, are negligible, scattered, and in some 

cases inconsistent. As it is stated in the introduction, the only available 

quantitative figure about major agricultural produce is those reported by 

Bharier which have been given in the form of five year average (mean). 

The first five year dates back to 1925-1929, in which the amounts of 

production of wheat, barley, rice, cotton and tobacco have been estimated. 

In the case of livestock, the first period refers to 1930-1934. Therefore, it 
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should be stated that there are not any information on the production of 

major agricultural produce during 1906-1925. 

We have formerly expressed our views on the reliability of Bharier’s 

estimations for the survey period. On the basis of results of the surveys in 

this research, it can be said that Bharier’s figures are consistent with the 

information available on the Iranian economy. For the period 1906-1925, a 

separate estimation has been done on the basis of structure of the 

country’s rural consumption which will be described as follows. 

According to Willem Floor’s report quoted by Binning, the per capita 

consumption of wheat by a household during 1950’s has been 75 

Kilograms. Given, annual population growth rate of %0.5, this figure 

amounts to 100 Kilograms per head in 1906. Thus, total wheat 

consumption is estimated to be 886900 MT as total population had 

reached 8869 thousand person in the mentioned period. Since, data related 

to the external sector of the economy is not indicative of either export or 

import of wheat during the survey period and year after the mentioned 

period, thus the figure for wheat consumption can be substituted as wheat 

production in 1906. Given the availability of this figure, and those of 

Bharier for 1925 year onward, implementation of certain methods for 

estimation of the missing years were provided. To this end, through 

applying average growth rate approach of the periods, the initial estimation 

of the missing years was materialized. As an example, the average growth 

rate of the period 1906-1925 (%1.17) was used for the estimation of 

1907-1924 periods. Since, the growth rates being calculated through the 

above-mentioned mechanism led to dispersion in period intervals, and 

erode the inter-temporal consistency and harmony among intervals, while 

do not show fluctuations of each period of various years; thus Hodrick-

Prescott filter has been used to eliminate such problems. 

In the third phase, this time series was used as an indicator. To 

estimate value-added in agriculture sector during 1906-1935 period. It 
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should be noted that, since other farm crops in Bharier’s figures, except 

wheat and barley, have not the importance of being considered as an 

indicator due to their relative weight; therefore, wheat has been applied as 

indicator in our estimation process. On the other hand, production of 

wheat and barley, on the average, have a ½ relation, as barley has been 

planted about half of wheat cultivation. Given this assumption, bringing 

barley into consideration or its replacement has had no impact in the final 

results. If barley had also been estimated, similar to wheat, on the basis of 

rural areas consumption pattern in 1906, extending of its results was not 

possible, as barley was used as livestock feed in addition to being used as 

human food item. Moreover, extending barley results had further 

complexities such as raising the likelihood of probable errors. This fact is 

true for the livestock number as it has been reported by Bharier. According 

to Bharier’s data, number of sheep (as the most important item among 

livestock) has been 15200 thousand during 1930-1934 on the average. In 

the next period (1935-1939) this number amounted to 14000 thousand. 

Since Bharier’s data relates to the sheep stock only, and do not give data 

on its increase or decrease, consideration of assumptions regarding meat 

consumption, export and related data shall increase computation errors. 

Therefore, the quantity of wheat production, which had a noticeable share 

in the value of agriculture sector, has been used as an indicator in the 

estimation of the value-added of this sector at constant prices. 

To estimate the value-added of agriculture sector at current prices, an 

appropriate price index was required. As it was stated in the chapter on 

“Reviewing Iranian Economic Situation”, no official estimate of changes 

of price indexes for 1906-1935 was accessible, and the only available data 

was those which had been presented in the “Unique Report” being 

reported and confirmed by Bharier. Since indexes reported by Bharier 

were based on Yeganegi’s wholesale price index, which was constructed 

on the basis of 50 domestically produced and imported goods in the 
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Tehran market, with similar relative weights, it seems that the mentioned 

report has had ambiguities in representation of the changes of commodity 

prices. In the numerous available reports on changes of commodity prices 

during the last years of Qajar dynasty and Pahlavi dynasty (during the reign 

of the first Pahlavi king) are indicative of explicit difference with those 

reported in the Bharier-Yeganegi figures. According to Bharier-

Yeganegi’S figures, the price index was increased by 56 percent during the 

period covering constitution revolution era ending to 1936. In other 

words, the price index has been increased by 1.5 percent annually. 

Meanwhile, as is disseminated in other reports which mentioned earlier, 

the price of wheat has been quadrupled during the mentioned period, and 

the prices of many other commodities had been increased noticeably, as 

well. Given the price changes of major agricultural products such as 

wheat, meat and rice (which its price had been decreased), it can be said 

that agricultural product prices have been increased by 2.5 times during 

the mentioned period. 

Since, assuming equalized relative weight of the selected goods is 

considered as the main problem of Yeganegi’s figures, thus fluctuations of 

the mentioned index -regardless of the size of these fluctuations- shall be 

admitted, and as the case maybe the mentioned figure can be adjusted and 

reconstructed through using other information. Accordingly, the 

Yeganegi’s figures were revised and reconstructed to be used as the basis 

for estimation of value-added of agriculture sector at current prices. 

3.1.2. Value-added of Oil Group 

Due to high importance of the oil group in the GDP and Iran’s exports, 

and the role of oil revenues in the public finance of the economy, the oil 

group has been shown in the national accounts of Iran as a separate group. 

Although, the share of oil group was negligible in the Iranian economy in 

the last year of the 19th century, the respective figures for the following 
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years indicate the increasing role of oil group in the Iranian economy. In 

order to maintain the consistency and time-comparability the mentioned 

classification has been considered in the present research. The value-added 

of oil group has been divided into two separate sectors i.e. the value-added 

of crude oil, and the value-added of oil products, which the prevailing 

share is generally that of crude oil export. In this system, the method 

applied for the estimation of the value of output is similar to the one used 

in farming and animal husbandry sectors, i.e. the quantity of exports 

(volume of exports for crude exports and production for oil products) 

multiplied by the unit value. In the calculations at current prices, the prices 

of current year and that of constant price, the base year prices have been 

considered as the basis for calculations. 

Figures for crude oil exports have been used as indicator in the 

estimations related to value-added of oil group (and oil export) during 

1906-1935. Since, export of crude oil has been considered as the only 

activity in the oil group of the Iranian economy during the review years, it 

is expected that the time-series give an exact impression regarding the oil 

group developments in the Iranian economy during the mentioned period. 

3.1.3. Value-added of Manufacturing and Mining Group 

According to the classification applied in the national accounts of Iran, 

the manufacturing and mining group includes sectors as mining, 

manufacturing, construction and electricity, water and gas which will be 

explained as follows: 

3.1.3.1. Manufacturing and Mining Sector 

Given the negligible share of mining sector (oil excluded) during the 

survey period, the manufacturing and mining group has been estimated 

together in this report. In the estimation method for this group, the 
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indicator figure obtained for manufacturing sector, has been extended to 

the whole manufacturing and mining group, using extrapolation approach. 

Information which was utilized as manufacturing sector indicator has 

been derived from the book “Socio-Economic Developments in Iran by 

Statistics”. These figures include cumulative aggregate of available 

manufacturing units of Iran in 1941. The time series reported in this paper 

covers a period from 1901-1941. The data present information on number 

of manufacturing units, number of employees by type of industry: Food, 

Textiles and Leather, Wood and Wooden products, Paper and Printing, 

Chemical products, plastic and rubber, Non-metallic Minerals, Basic 

Metals, Machinery and Equipment, Miscellaneous, and units active in 

rendering agricultural services. The reported data related to above units 

included industrial and traditional industries, as well. 

Considering the available information, in the first step the value-added 

of manufacturing and mining group at constant prices was estimated using 

cumulative time series of all employees of industrial units (including old 

and new industrial units) as indicator through extrapolation method. In the 

next step, the indicator for constant figures were obtained through dividing 

the obtained figure by unit value index, and through using extrapolation 

approach the figures for value-added at constant prices were estimated, as 

well. 

3.1.3.2. Electricity and Water Sector 

In the national accounts of Iran, activities related to the purifications 

and distribution of gas (natural and liquid) has also been included under 

this heading. However, since the mentioned activities have not existed 

during the survey period, therefore gas has been omitted from the said 

heading. 

The electricity sector has also had a fractional share during the review 

period out of “electricity and water” sector. Estimation related to 1936 
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indicates that out of Rls 7.5 million value-added of “electricity and water” 

sector at current prices, the share of electricity has been 1.5 percent. This 

ratio is estimated to be 2 percent at the maximum at 1997 constant prices. 

It is obvious that, the mentioned ratio had been severely decreased during 

the years prior to 1936, i.e. approximately zero. Thus, elimination of data 

related to electricity from the selected indicator would have no significant 

impact in the final results. 

Activities of the water sector include gathering, purification and 

distribution of water for non-agricultural purposes, mainly household uses. 

This sector has a strong correlation with the size of population. Given, the 

simple structure of exploitation or gathering of water during the survey 

period, which were depended to water wells and (underground) water 

canals (qanats), it is probable that the severity of correlation has been even 

further than in the contemporary periods. Considering the above facts, the 

value-added of water sector has been estimated through using regression 

relations as presented in the book “the Estimation of  Gross Domestic 

Product of Iran during 1936-1958”. 

3.1.3.3. Construction Sector 

The value-added of construction sector in the national accounts of 

Iran, is divided to private and public sub-sectors. The estimation of value-

added of this sector for the period 1936-1958 has been separately done 

according to public and private sectors, as well. 

Since, a noticeable part of private sector construction has been that of 

residential units during the survey period, as it is the same even at the 

present time, it seems that this sector has had a strong correlation with the 

size of population. However, with regard to the fact that there have been 

no sign of speculation demand, and on the basis of available information 

which was formerly referred to, land and other factors of housing 
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construction have been accessible relatively; the mentioned correlation has 

probably been stronger. 

Bharier has presented estimation on the number of housing units during 

1900-1936. On the basis of Bharier’s calculations a total of 16000 housing 

units have been annually added on the average to housing stock during 

1900-1935. The costs associated with each housing unit has amounted to 

Qran (Rials) 8750 in the mentioned years. If we accept the figure for 

change (increase) in the number of housing units, as Bharier has reported, 

the figure for costs of construction of housing units is not reliable as 

compared with other available prices. As it is reported in the book 

“Iqtesad-a-kucheh” price of each 300 Kilograms of plaster has been 8 

Qrans in Tehran in the beginning of the constitution era. However, the 

mentioned price was almost more than doubled at the end of reign of First 

Pahlavi. According to the said reference, costs of each square meter of 

construction has been Qran 40 to 50 in the beginning of constitution era; 

therefore, through adjusting this figure to other cities and rural areas (with 

a share of 80 percent of total population) and considering the structure of 

expenditure in the mentioned areas, the figure would reach Qran 20 per 

square meter i.e. would be halved at the maximum. Thus, considering 50 

square meter as the area of each housing unit in the country, on the 

average, the figure would reach Qran 1000 per housing unit. Bringing into 

account the price of plaster which had been increased during 1906-1936 

and almost doubled, it can be said that the growth in the costs of 

construction has reached about 2.5 percent during this period. In other 

words, costs of construction have estimated to be Rls 2000 per housing 

unit during 1935-36. It is worthy of note that, as a result of changes 

occurred in the composition of construction materials, particularly in urban 

areas and large cities, costs of construction increased in the mentioned 

area during the survey period. According to information available this 

context, construction materials during the Constitution era were consisted 
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of clay, mixture of straw and clay and the like, while for the latter periods 

brick, lime and plaster have been used as construction material. In the 

research, to maintain comparability, the price of plaster has been selected 

as our basis. 

Unfortunately, Bharier’s estimation numbers of residential units during 

1906-1935 have been done on annual average basis, while their 

fluctuations have not been included. Thus, such data cannot be utilized by 

itself as indicator in our estimations. As mentioned earlier, population 

changes have been used in order to estimate value-added (and private 

sector capital formation in construction sector). 

In the public sector constructions, Bharier figures have been used for 

the years 1906-1935, while estimations have been done on the basis of 

figures derived from budgetary documents after the required consistencies 

were implemented. 

In the field of price indexes, the basis and starting point as in the 

agriculture group has been the unit value figures (wholesale price index). 

These figures were reconstructed on the basis of ratio of plaster prices 

during 1906-1935, to construct an appropriate index to make the required 

adjustments in the prices of construction sector inputs. 

3.1.4. Services Group 

The services group includes activities such as: Trade, Transport, 

storage and communications; Financial Institutions services; Real state and 

professional services; Public services; and Social, personal and household 

services. The estimation process has been done through determining an 

indicator using available information as regards to each of mentioned 

sectors with the application of extrapolation approach. 

3.1.4.1. Trade 

The results of a regression relation, in which the value-added of trade 
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sector correlates to manufacturing and agriculture sectors, have been used 

in the trade sector. The result obtained has been used as indicator for the 

estimation of the value-added of trade sector, at current prices. To 

estimate figures for constant prices, Yeganegi’s index was applied. 

3.1.4.2. Transport, Storage and Communication 

3.1.4.2.1. Transport:  

On the basis of the available data, the transport sector has enjoyed a 

magnitude importance in most years of the survey period. This importance 

is not rooted in the appropriate transportation infrastructures, but 

conversely, it has been due to lack of such infrastructures. In other words, 

the status quo led the expenses on procurement of commodities in the 

country (i.e. price of commodities) to be allocated to transportation costs. 

To estimate value-added in transportation at constant prices, in the first 

stage, the aggregate of agricultural production for transaction, being 

considered as 10 percent of output after deducting the agricultural exports, 

plus total export and import was used as indicator. 

In order to convert the figures at constant prices, and to estimate 

transportation expenditures at current prices, at first an appropriate price 

index should be constructed. Thus, through utilizing information on the 

situation of Iran’s roads in the years prior to Constitution era reported in 

the book “Ganj-e-Shayegan”1, the average distance for various luggage’s 

to reach destination was estimated2. This distance amounted to 422 

kilometers roughly. The average of this expenditure was obtained through 

using information on the transportation cost for the mentioned period in 

 
1- Iqtesade-e-kucheh, p 168, the price of each 300 Kilograms of wheat has been per 200 

in 1936 that mean, each Kilogram of wheat has been less than 14 Shahi. 

2- Iqtesad-e-Iran page 192, table 1, since Bharier has assumed a one percent growth rate 

for the Iranian economy in the beginning of 20th century, the figure for wheat 

production in 1925 cannot be less than its products in 1900 by 1.7 million tons. 
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various references. According to the results derived, which seems to be 

acceptable, the costs of transferring goods per ton-kilometers has 

approximately been one Qran. Thus, on this basis –given the negligible 

share of costs associated to passenger and intermediate costs- it can be 

said that, the value-added of transportation sector in 1906 has amounted 

to Qran 282 million. This figure is comparable to Rls 287 million for the 

year 1936. Since figures for 1906 and 1936 (both at current and constant 

prices) are accessible, the lower and upper extent of the explicit index of 

the value-added in transportation sector has also been known to us. In 

order to estimate figures for the middle years of the period, the year 1921 

in which trucks were imported and put into operation in the modern 

transportation fleet was considered as basis for extrapolation of the explicit 

index of value-added in this sector. In the years prior to 1921, number of 

transportation means was gradually added and helped reduce the costs 

associated to transportation to a noticeable extent. Therefore, the 

correction coefficients were implemented downward on the unit value 

index, on the basis of the increase in the stock of transportation machinery. 

Ultimately, the obtained time-series was used to convert constant figures 

into current ones. 

3.1.4.2.2. Storage: To estimate the value-added of storage at constant 

prices, the volume of imports (goods) has been used, which 

through extrapolation these figures were estimated in 

consistency with estimates done in 1936. To convert the 

obtained figures into current prices, through using import 

explicit index, as indicator, the appropriate and consistent 

indexes for storage shall be estimated. Thus, by multiplying 

the value-added figures by constant prices of storage sector, 

figures at current prices shall be obtained. 

3.1.4.2.3. Communications: Calculations related to the communication 

sector is based on Bharier’s book. Bharier has reported 
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number of letter posted, both inland and outside the county, 

domestic and external telegraphs and the amount of 

revenues in this book for the years, 1915, 1930, 1935. 

Missing year’s figures were estimated through using mean 

distribution method and trend projections. The figures for 

revenue have been used as indicator for value-added at 

current prices, and the aggregate of quantitative figures 

obtained are used in the estimation of value-added of the 

communication sector at constant prices. 

3.1.4.3. Financial Institutions Services:  

Banking sector services have been in their infancy in Iran during the 

survey period. Thus, its economic and financial role and share had been 

negligible but growing. Banks deposits and credit payments shall be 

considered as a good proxy indicator for the estimation of value-added in 

this sector. However, although the available information in this field lacks 

the proper coverage, it seems that given the structure and trend of both 

deposits and credits as are reported can be used as an acceptable indicator 

to estimate value-added of this sector at current prices. In order to adjust 

the obtained figures, GDP implicit deflator (excluding financial institutions 

sector) has been used. 

Imputed bank service charges (being deducted from the aggregates of      

value-added totally) is also estimated on the basis of current and constant 

value-added of the banking services. 

3.1.4.4. Real Estate Services: Real estate services are services, which 

are frequently rendered by housing units. These services have 

been calculated both by the rental units and residential units 

used by their owners, and are reflected in the GDP. Since the 

amount of increase in the mentioned services depends, to a 

noticeable degree, to the increase in number of housing units, 
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therefore the value-added of the private sector constructions 

can be considered as an appropriate indicator. Thus, the value-

added of private sector construction at current prices has been 

used to estimate the value-added of real estate (and 

professional services) at current prices. However, the value-

added of private sector constructions at constant prices has 

been utilized to estimate the value-added of real estate services 

(and professional services) at constant prices. 

3.1.4.5. Public Services: Public services include services which are 

rendered by various layers of the government to the public. A 

remarkable part of government budget is allocated to the 

procurement of such services. In the present research, figures 

related to the government budget have been compiled from 

various sources including budget law (s), plan law (s) and 

other laws and approvals, and are used to meet the above 

objectives. However, in the absence of budgetary figures for 

certain years, estimations are done out of necessity. 

Since budgetary figures for the survey period were not available by 

current and capital expenses breakdown, and figures for transfers have not 

been reported properly, therefore it has been tried to recognize the nature 

of that item on the basis of notes under such heading and the appendix 

explanations, and classify the item, accordingly. Figures estimated upon 

the mentioned mechanism have been used as indicator for the value-added 

of public services at current prices. To estimate the respective figures at 

constant prices, Yeganegi’s index has been utilized. 

3.1.4.6. Social, Personal and Household Services: The social, personal 

and household services consist all social services including 

training and private health services, scientific and research 

institute’s services, vocational services, professional and labor 

union services, and private and household services such as 
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repair services, laundries, public bath’s; barber shops, 

photography shops, and household servants. To estimate 

value-added of this sector, as a result of the nature of the 

mentioned services which have a high degree correlation with 

population, the estimation of regression parameters in which 

constant value-added has been fitted on population, have been 

used. To estimate value-added at current prices, Yeganegi’s 

wholesale price index (consistent with implicit index of the 

value-added of the sector in 1936) has been utilized. 

3.2. Estimation of Gross Domestic Product through Expenditure 

Approach 

3.2.1. Private Consumption 

Estimation of private consumption expenditures, as the most important 

item in the marginal cost of the economy, had further complexities 

particularly during the survey period and estimation process. In the first 

step, consumption of rural households and total consumption of rural areas 

were estimated separately using information available in the Willem Floor 

book as reported by Binning. Then, through adding up of consumption of 

urban households (by affecting a 25 percent coefficient) total consumption 

was estimated and used in the next step as our base. Since we had the 

figure (estimate) for private consumption expenditures at current prices in 

1906 and the related expenditures for 1936; therefore, the starting point 

and ending year of time our series became available. 

In the second step, in order to estimate the middle years the aggregate 

of the sources providing goods consumed by the households, i.e. the 

value-added of agriculture, social, personal and household services, 

electricity and water; 80 percent of manufacturing and mining sector; 

trade; transport, storage and communications; and 80 percent of imports 
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were altogether used as indicator. These calculations were repeated to 

estimate value-added at constant figures. Then, through dividing current 

figures of the indicator to constant ones, the initial implicit index was 

calculated. With the dividing of the current figures obtained in the first 

step as the benchmark figure by the mentioned implicit index, the constant 

benchmark figure was obtained, as well. On this basis, the limits of time-

series at constant prices were also determined. In the next step, with the 

composition of the indicators obtained in the second step and the 

two limits existed for 1906 and 1936, the consistent time series was 

obtained. 

3.2.2. Government Consumption Expenditures 

Descriptions which were presented earlier on the estimation of the 

value-added for public services can be utilized in this sector, as well. 

However, it should be noted that the obtained indicator was affected on 

the figure for government consumption expenditures in 1936. 

3.2.3. Fixed Capital Formation 

In the present national accounts of Iran, the fixed capital formation is 

calculated and presented with decomposition of capital formation in the 

form of construction, and machineries, while each one give private and 

public breakdown. Capital formation in construction by the government 

include capital formation in construction by the general government 

(including central government, municipalities, and Social Security 

Organization) and public corporations1, which their figures are derived 

from government budget, municipalities, budget, Social Security 

Organization and public corporations. Private capital formation shall be 

estimated by Urban and rural breakdown using the results of statistical 

surveys of the Central Bank and Iran Center for Statistics. 

 
1- Public corporation is corporations which are listed in the budget law only. 
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Capital formation in machineries is estimated through commodity flow 

approach, in a way that with the adding up of imported capital goods and 

domestically produced goods, the total supply of such goods is calculated 

and by deducting capital goods exported, capital formation in machineries 

(after other necessary adjustments such as inclusion of installation charges 

in the calculations and adding transport and trade margins) shall be 

estimated. 

In our estimations for 1936-1958 periods, it has also been tried to 

make the estimations in accordance with the mentioned approach. In the 

present research, the said approach has been maintained and the related 

description shall be presented as follows fewer than two separate headings 

of fixed capital formation in machineries and construction. 

3.2.3.1. Capital Formation in Machineries: As it was noted earlier, the 

method applied to estimate such type of capital formation is 

the commodity flow approach. In this method, the capital 

goods from imports and those from domestically produced 

goods shall be recognized and their aggregate shall be used as 

indicator in the estimation of mentioned time-series. 

To recognize domestically produced capital goods, the value-added of 

manufacturing and mining sector estimated through production approach 

was considered as the basis of calculations. With the affecting of a 20 

percent coefficient to the value-added of this sector, its output was 

estimated. In the next step, it was assumed that 20 percent of the output of 

manufacturing sector shall be utilized in the production process as capital 

goods. In the case of imported capital goods, the estimation process 

underwent a three-step process. In the first step, on the basis of available 

data related to 1926 onward, on the composition of imported goods and 

the value of machineries and equipments, the share in the total imported 

final goods was estimated. Since the available data for 1909 to 1925 

period included solely the imported final goods, in the next step, with the 
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extending of the mentioned ratio to the information on imported final 

goods for the years 1909-1925, the value of machineries and equipments 

for the years were also estimated. In the case of 1906 to 1908, the value of 

machineries and equipments were estimated through use of trends. 

The aggregate of mentioned estimates of domestic and imported 

capital goods was considered on the basis for estimation of fixed capital 

formation in machineries at current prices. In order to make adjustments in 

the time series figures obtained at constant prices, components adjustment 

approach has been used. At first, domestically produced machineries were 

adjusted with the implicit index of manufacturing sector, and imported 

machineries were adjusted with implicit index of imported goods. In the 

next step, the aggregate of mentioned figures was used as indicator to 

estimate fixed capital formation in machineries at constant prices. 

3.2.3.2. Fixed Capital Formation in Construction: Explanations related 

to estimation of value-added in construction sector shall be 

substituted for this sector, as well.  

3.2.4. Exports and Imports 

Figures for exports and imports are estimated on the basis of figures 

which were reported by Bharier. These data have been compared and 

checked with other available information on Iran’s foreign trade statistics 

during the survey period. 

In order to estimate exports and imports figures at constant prices, the 

quantity of imported and exported goods have been used. In other words, 

the volumes of imports and exports have been used as indicator for 

constant value of the mentioned figures. However, for the current value 

estimations, the Rial value of imports and exports of county during the 

survey period have been used as indicator. 



110                                                                        Money and Economy, Vol. 5, No. 3 

3.2.5. Net Indirect Taxes 

The net indirect taxes, or as is commonly-used in the system of 

national accounts (1993), taxes levied on production and imports is an 

item which on the basis of its inclusive, GDP at various prices (factors, 

basic, producers and market) can be derived. 

Since, taxes or subsidies on manufacturing products of the economic 

agents inside the county have been very small during the survey period, 

and the only tax which could be consider significant as an indirect tax has 

been customs taxes (or customs revenues). Therefore, information related 

to this item has been used as an indicator. In order to calculate the 

constant prices, the GDP implicit deflator at basic prices has been used. 

3.2.6. Terms of Trade Effect 

The terms of trade effect shows profit and loss results of commodity 

exchanges in the external sector of the economy. As it is customary in the 

national accounts of Iran, terms of trade effect has been calculated through 

using Courbis-Kurabayashii method. As is shown in the results of the 

surveys the Iranian economy has faced a loss in the external sector 

exchanges during all years of the survey period. This has caused the gross 

domestic income, at constant prices, to be always less than GDP. 

4. Reviewing the Results of GDP Estimation 

GDP at basic prices shall be estimated with the adding up of the value-

added in various sectors of the economy, their method of estimating 

described earlier. As is shown in the appendix Tables, in the year 1906 or 

the first year of the time series, the gross domestic product of the country 

was estimated to amount Rls 1405 million (almost equal to Qran 1.4 

billion) at current and basic prices. With adding up of net indirect taxes the 

figure reaches Rls 1.45 billion for GDP at market prices. This figure is far 
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different with the figure estimated by Bharier which has been reached 

through final expenditures approach using a few simple assumptions. On 

the basis of Bharier estimation, the GDP figure for 1900, i.e. six years 

before our starting year 1906, has been amounted to Qran 3.5 billion, 

which shows overestimation, while compared with the results of this 

research. 

The basis of Bharier’s estimation dates back to his estimation of private 

consumption expenditures. Bharier has assumed, on the basis of Sykes 

Report of Northeastern parts of the country, the average wheat 

consumption of each Iranian 24 Kilograms per month. According to 

population statistics, as is presented by Bharier, Iran population has been 

9.86 million persons in the year 1900. Therefore, annual average of total 

wheat consumption reached 2.84 million tons. Bharier, then assumes that 

with a 30 percent increase in the costs of wheat consumption, the total 

private consumption amounts Qran 3.1 billion. Considering Qran 300 

million for capital formation and about Qran 70 million as government 

consumption expenditures, the GDP at market prices roughly reached 

Qran 3.5 billion1. 

On the basis Bhariers’ assumptions and the results obtained, the price 

of wheat in the year 1900 has been estimated to be more than 16 Shahi. 

However, as is shown in many reports available on wheat prices, the price 

of each 300 Kilograms of wheat has been Qran 30 to 40 in 1906; in other 

words the price of each kilogram of wheat has been less than four Shahi. 

Therefore, part of overestimation in the Bharier estimation has been the 

result of overestimation of wheat prices. The amount of consumption of 
 

1-As it was said earlier, Bharier’s estimate is in fact a very rough estimate. Net of 

exports which is -108 million Rials and figure for change in inventory which require 

to be separately estimated has been neglected in Bharier’s estimation. 

 

. 
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wheat has also been his other mistake. Based on Bharier estimation, wheat 

production has been 1.1 million tons during 1925-1929, on the average. 

Meanwhile, according to his calculations on the expenditure side, the 

households should have been used 2.8 million tons of wheat in the year 

1900. With regards to the significant difference between the two figures 

(about 1.7 million tons) and the fact that there have been no wheat imports 

during the mentioned years, it can explicitly be said that the figure 

presented by Bharier for private consumption, and thus the result of GDP 

estimated by him on this basis is highly overestimated. 

The results obtained from GDP estimation at basic prices and constant 

1997 price shows that the annual average growth rate has been about 3.9 

percent during 1906-1936. If this period be divided into two periods of 

1906-1920 and 1921-1936, the rates of annual growth shall respectively 

reach 2.5 and 5.1 percent which is indicative of doubling of the rate of 

growth during the second period. 

Gross Domestic Product By Value-added of Economic Activities 

(At current prices) 

(Million Rials) 

       Activity        

 

Year                

Agriculture  Oil  
Manufacturing 

and Mining  

Services 

group 

GDP at basic 

price 

1906 703/496 0/302 102/224 616/742 1422/490 

1907 721/683 0/171 104/453 634/823 1460/832 

1908 734/188 0/098 106/240 670/184 1510/474 

1909 740/829 0/088 106/812 673/831 1521/100 

1910 752/608 0/105 108/600 717/671 1578/498 

1911 769/855 0/161 112/368 771/199 1653/046 

1912 787/048 0/341 114/745 769/299 1670/930 

1913 804/241 12/386 118/387 797/301 1731/723 
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       Activity        

 

Year                

Agriculture  Oil  
Manufacturing 

and Mining  

Services 

group 

GDP at basic 

price 

1914 821/531 23/194 121/746 776/437 1742/222 

1915 910/508 14/923 137/534 806/265 1868/476 

1916 988/420 45/902 152/367 841/740 2027/636 

1917 1069/342 73/709 169/165 869/376 2180/843 

1918 1101/914 106/892 177/117 829/693 2214/684 

1919 1124/526 124/307 182/987 896/236 2327/262 

1920 1062/903 160/786 169/039 814/295 2206/266 

1921 1062/914 221/836 170/924 801/672 2256/823 

1922 1220/026 294/667 204/868 1055/973 2774/887 

1923 1207/407 263/373 177/683 979/631 2627/175 

1924 1316/580 353/960 192/980 1004/699 2866/881 

1925 1377/043 374/509 200/045 1066/421 3015/985 

1926 1458/960 449/911 227/632 1030/502 3162/610 

1927 1465/484 409/977 220/121 1090/138 3179/824 

1928 1499/541 713/383 232/393 1137/226 3570/942 

1929 1631/810 747/688 263/987 1333/127 3962/852 

1930 1757/539 690/986 277/901 1336/005 4030/460 

1931 1874/806 699/907 295/033 1389/282 4219/265 

1932 2018/290 786/080 335/149 1516/691 4580/514 

1933 2151/035 919/236 355/280 1603/737 5003/377 

1934 2444/083 960/375 420/646 1931/153 5666/894 

1935 2912/324 891/290 523/070 2107/341 6370/138 

1936 3203/697 1071/177 619/837 2402/126 7178/477 
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Gross Domestic Product By Value-added of Economic Activities 

(At constant 1997 prices) 

(Million Rials) 

       Activity       

 

Year                

Agricultur

e  
Oil  

Manufacturin

g and Mining  
Services  

GDP at basic 

price 

1906 2079033 215 224088 1281431 3584381 

1907 2090863 115 230897 1328682 3650132 

1908 2102653 88 239185 1427575 3769162 

1909 2114344 93 247058 1494230 3855064 

1910 2125894 138 255859 1602840 3984041 

1911 2137296 232 267624 1684476 4088894 

1912 2148611 409 275458 1706796 4130588 

1913 2159990 70497 287050 1768744 4285485 

1914 2171697 105109 297960 1774694 4348509 

1915 2184135 42912 306522 1724498 4257125 

1916 2197851 128813 317056 1727123 4369875 

1917 2213549 215081 330420 1733574 4491725 

1918 2232081 340281 346679 1720088 4637965 

1919 2254430 376726 364608 1810710 4805508 

1920 2281676 490538 390171 1913991 5075302 

1921 2314949 700493 416486 1885407 5316629 

1922 2355366 983971 434800 2232145 6005497 

1923 2403957 955185 406648 2114822 5879395 

1924 2461589 1313092 413069 2105156 6291278 

1925 2528891 1385931 428877 2210175 6551374 

1926 2606192 1642124 482457 2184912 6910212 

1927 2693478 1440436 505771 2375604 7007501 

1928 2790387 1879481 561179 2587056 7802995 

1929 2896224 1933049 605556 2920052 8338091 

1930 3010004 1964355 617184 2886035 8439246 

1931 3130517 1914170 644153 2967699 8609428 

1932 3256411 2099840 708399 3169363 9145960 

1933 3386280 2643472 738805 3380143 10116185 

1934 3518773 2586556 780283 3676178 10462536 

1935 3652697 2467272 812201 3562051 10428494 

1936 3768007 2888632 901035 3852529 11302334 
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Gross Domestic Product by Components of final Expenditures 

(At current prices) 

  (Million Rials) 

    

Expenditures 

            

Year                

Private 

Consumption 

Public 

Consumption 

Fixed 

Capital 

Formation 

Changes in 

Inventory 
Net Export 

GDP at 

market 

price 

1906 1043/000 101/342 81/494 159/886 73/835 1459/557 

1907 1061/091 115/819 86/379 207/135 45/411 1515/835 

1908 1068/804 144/774 92/508 149/714 92/936 1548/736 

1909 1115/900 166/490 97/091 97/583 88/277 1565/342 

1910 1169/972 197/161 103/505 106/288 52/987 1629/913 

1911 1274/958 206/611 114/711 75/109 33/073 1704/461 

1912 1301/349 209/185 120/498 39/075 57/021 1727/128 

1913 1386/214 220/827 132/506 40/295 -6/269 1773/573 

1914 1325/107 233/362 133/011 43/832 41/585 1776/898 

1915 1403/572 246/608 147/669 40/858 58/467 1897/173 

1916 1514/531 260/327 170/502 42/825 75/323 2063/507 

1917 1592/869 274/219 188/757 232/228 -64/185 2223/889 

1918 1616/819 288/845 207/997 371/482 -213/066 2272/078 

1919 1768/646 304/243 238/446 313/460 -236/552 2388/243 

1920 1628/189 318/907 236/339 234/086 -129/947 2287/574 

1921 1744/980 266/290 267/130 207/531 -139/430 2346/501 

1922 1957/731 426/576 324/719 83/349 92/516 2884/891 

1923 2019/824 325/833 235/270 42/306 115/143 2738/375 

1924 2207/510 317/871 248/481 -46/001 249/026 2976/886 

1925 2375/073 326/938 262/168 -39/433 202/440 3127/186 

1926 2396/406 321/251 351/304 -67/404 271/057 3272/615 

1927 2459/759 334/519 353/792 12/888 234/092 3395/051 

1928 2518/336 370/135 424/452 -4/131 520/421 3829/214 

1929 2773/114 463/209 498/450 51/234 465/011 4251/017 

1930 2837/899 450/045 497/138 68/197 479/695 4332/973 

1931 2858/797 496/789 549/949 -477/836 1021/143 4448/841 

1932 3031/904 552/495 698/815 -57/429 815/076 5040/860 

1933 3230/415 638/864 751/790 -28/417 825/635 5418/286 

1934 3677/659 750/126 977/859 -75/459 816/186 6146/371 

1935 4417/802 760/245 1134/660 -142/181 728/114 6898/639 

1936 4797/288 872/161 1403/503 -152/867 889/724 7809/809 

 



116                                                                        Money and Economy, Vol. 5, No. 3 

Gross Domestic Product by Components of final Expenditures 

(At constant 1997 prices) 

(Million Rials) 

    

Expenditures 

                                 

Year                

Private 

Consumption 

Public 

Consumption 

Fixed 

Capital 

Formation 

Changes 

in 

Inventory 

Net 

Export 

GDP at 

market 

price 

1906 2261726 275547 246475 -385080 1279273 3677941 

1907 2306010 317430 259031 -390025 1295352 3787799 

1908 2360005 403239 278176 -544710 1368092 3864802 

1909 2429401 475318 293026 -85589 855224 3967379 

1910 2483692 572420 309313 -194526 943130 4114031 

1911 2599450 604985 338820 -373944 1046978 4216289 

1912 2660261 617802 354633 -203249 840302 4269748 

1913 2752646 657857 383720 -111580 706584 4389227 

1914 2700020 701298 394458 -325426 964856 4435205 

1915 2676935 681336 399492 -371038 935893 4322619 

1916 2697745 675649 418487 -346310 1001742 4447314 

1917 2811492 671038 449596 338044 310364 4580533 

1918 2754942 706829 478898 543730 273964 4758363 

1919 2852702 755297 531465 259649 532527 4931640 

1920 2829043 910457 596577 461354 465229 5262661 

1921 2989406 800251 681649 343778 713168 5528251 

1922 3082706 1124165 726472 194482 1116152 6243978 

1923 3221593 930232 582170 209799 1184882 6128676 

1924 3344068 850780 576615 -46780 1808406 6533090 

1925 3537961 875049 607663 -76483 1849148 6793337 

1926 3587334 846600 777309 166200 1773536 7150979 

1927 3766032 955029 832304 19369 1909877 7482611 

1928 3929613 1112325 1012115 193699 2120563 8368316 

1929 4252950 1322429 1141073 273325 1955662 8945439 

1930 4300458 1243400 1118180 363038 2048669 9073746 

1931 4260991 1350760 1173926 -399833 2692831 9078674 

1932 4432815 1456001 1394581 454232 2329073 10066702 

1933 4665146 1658102 1471675 453159 2708425 10956505 

1934 4929330 1736397 1659539 146961 2877053 11349281 

1935 5303567 1479850 1715521 53563 2742669 11295170 

1936 5515498 1589336 1737235 287686 3168287 12298041 
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Share of Economic Activities in GDP 

(At current prices) 

(Percent) 

       Activity       
 
Year                

Agricultur
e  

Oil  
Manufacturing 

and Mining  
Services  

GDP at 
basic price 

1906 49/5 0/0 7/2 43/4 100/0 

1907 49/4 0/0 7/2 43/5 100/0 
1908 48/6 0/0 7/0 44/4 100/0 
1909 48/7 0/0 7/0 44/3 100/0 
1910 47/7 0/0 6/9 45/5 100/0 
1911 46/6 0/0 6/8 46/7 100/0 
1912 47/1 0/0 6/9 46/0 100/0 
1913 46/4 0/7 6/8 46/0 100/0 
1914 47/2 1/3 7/0 44/6 100/0 
1915 48/7 0/8 7/4 43/2 100/0 
1916 48/7 2/3 7/5 41/5 100/0 
1917 49/0 3/4 7/8 39/9 100/0 
1918 49/8 4/8 8/0 37/5 100/0 
1919 48/3 5/3 7/9 38/5 100/0 
1920 48/2 7/3 7/7 36/9 100/0 
1921 47/1 9/8 7/6 35/5 100/0 
1922 44/0 10/6 7/4 38/1 100/0 
1923 46/0 10/0 6/8 37/3 100/0 
1924 45/9 12/3 6/7 35/0 100/0 
1925 45/7 12/4 6/6 35/4 100/0 
1926 46/1 14/2 7/2 32/6 100/0 
1927 46/1 12/9 6/9 34/3 100/0 
1928 42/0 20/0 6/5 31/8 100/0 
1929 41/2 18/9 6/7 33/6 100/0 
1930 43/6 17/1 6/9 33/1 100/0 
1931 44/4 16/6 7/0 32/9 100/0 
1932 44/1 17/2 7/3 33/1 100/0 
1933 43/0 18/4 7/1 32/1 100/0 
1934 43/1 16/9 7/4 34/1 100/0 
1935 45/7 14/0 8/2 33/1 100/0 
1936 44/6 14/9 8/6 33/5 100/0 
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Share of Components of final Expenditures in GDP 

(At current prices) 

(Percent) 

        Expenditure 

                 

Year                

Private 

Consum

ption 

Public 

Consumption 

Fixed 

Capital 

Formation 

Changes in 

Inventory 

Net 

Export 

GDP at 

market 

price 

1906 71/5 6/9 5/6 11/0 5/1 100/0 

1907 70/0 7/6 5/7 13/7 3/0 100/0 

1908 69/0 9/3 6/0 9/7 6/0 100/0 

1909 71/3 10/6 6/2 6/2 5/6 100/0 

1910 71/8 12/1 6/4 6/5 3/3 100/0 

1911 74/8 12/1 6/7 4/4 1/9 100/0 

1912 75/3 12/1 7/0 2/3 3/3 100/0 

1913 78/2 12/5 7/5 2/3 -0/4 100/0 

1914 74/6 13/1 7/5 2/5 2/3 100/0 

1915 74/0 13/0 7/8 2/2 3/1 100/0 

1916 73/4 12/6 8/3 2/1 3/7 100/0 

1917 71/6 12/3 8/5 10/4 -2/9 100/0 

1918 71/2 12/7 9/2 16/3 -9/4 100/0 

1919 74/1 12/7 10/0 13/1 -9/9 100/0 

1920 71/2 13/9 10/3 10/2 -5/7 100/0 

1921 74/4 11/3 11/4 8/8 -5/9 100/0 

1922 67/9 14/8 11/3 2/9 3/2 100/0 

1923 73/8 11/9 8/6 1/5 4/2 100/0 

1924 74/2 10/7 8/3 -1/5 8/4 100/0 

1925 75/9 10/5 8/4 -1/3 6/5 100/0 

1926 73/2 9/8 10/7 -2/1 8/3 100/0 

1927 72/5 9/9 10/4 0/4 6/9 100/0 

1928 65/8 9/7 11/1 -0/1 13/6 100/0 

1929 65/2 10/9 11/7 1/2 10/9 100/0 

1930 65/5 10/4 11/5 1/6 11/1 100/0 

1931 64/3 11/2 12/4 -10/7 23/0 100/0 

1932 60/1 11/0 13/9 -1/1 16/2 100/0 

1933 59/6 11/8 13/9 -0/5 15/2 100/0 

1934 59/8 12/2 15/9 -1/2 13/3 100/0 

1935 64/0 11/0 16/4 -2/1 10/6 100/0 

1936 61/4 11/2 18/0 -2/0 11/4 100/0 
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GDP Growth Rate by Value-added of Economic Activities 

(At constant 1997 prices) 

(Percent) 

       Activity       

 

Year                

Agriculture  Oil  

Manufactu

ring and 

Mining  

Services  

GDP at 

basic 

price 

1906      

1907 0/6 -46/7 3/0 3/7 1/8 

1908 0/6 -23/2 3/6 7/4 3/3 

1909 0/6 5/3 3/3 4/7 2/3 

1910 0/5 48/8 3/6 7/3 3/3 

1911 0/5 68/2 4/6 5/1 2/6 

1912 0/5 76/0 2/9 1/3 1/0 

1913 0/5 17138/4 4/2 3/6 3/8 

1914 0/5 49/1 3/8 0/3 1/5 

1915 0/6 -59/2 2/9 -2/8 -2/1 

1916 0/6 200/2 3/4 0/2 2/6 

1917 0/7 67/0 4/2 0/4 2/8 

1918 0/8 58/2 4/9 -0/8 3/3 

1919 1/0 10/7 5/2 5/3 3/6 

1920 1/2 30/2 7/0 5/7 5/6 

1921 1/5 42/8 6/7 -1/5 4/8 

1922 1/7 40/5 4/4 18/4 13/0 

1923 2/1 -2/9 -6/5 -5/3 -2/1 

1924 2/4 37/5 1/6 -0/5 7/0 

1925 2/7 5/5 3/8 5/0 4/1 

1926 3/1 18/5 12/5 -1/1 5/5 

1927 3/3 -12/3 4/8 8/7 1/4 

1928 3/6 30/5 11/0 8/9 11/4 

1929 3/8 2/9 7/9 12/9 6/9 

1930 3/9 1/6 1/9 -1/2 1/2 

1931 4/0 -2/6 4/4 2/8 2/0 

1932 4/0 9/7 10/0 6/8 6/2 

1933 4/0 25/9 4/3 6/7 10/6 

1934 3/9 -2/2 5/6 8/8 3/4 

1935 3/8 -4/6 4/1 -3/1 -0/3 

1936 3/2 17/1 10/9 8/2 8/4 
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GDP Growth Rate by Components of final Expenditures 

(At constant 1997 prices) 

(Percent) 

         Expenditures                                 

 

Year                

Private 

Consumption 

Public 

Consumption 

Fixed 

Capital 

Formation 

Changes in 

Inventory 

Net 

Export 

GDP at 

market 

price 

1906       

1907 2/0 15/2 5/1   3/0 

1908 2/3 27/0 7/4   2/0 

1909 2/9 17/9 5/3   2/7 

1910 2/2 20/4 5/6   3/7 

1911 4/7 5/7 9/5   2/5 

1912 2/3 2/1 4/7   1/3 

1913 3/5 6/5 8/2   2/8 

1914 -1/9 6/6 2/8   1/0 

1915 -0/9 -2/8 1/3   -2/5 

1916 0/8 -0/8 4/8   2/9 

1917 4/2 -0/7 7/4   3/0 

1918 -2/0 5/3 6/5   3/9 

1919 3/5 6/9 11/0   3/6 

1920 -0/8 20/5 12/3   6/7 

1921 5/7 -12/1 14/3   5/0 

1922 3/1 40/5 6/6   12/9 

1923 4/5 -17/3 -19/9   -1/8 

1924 3/8 -8/5 -1/0   6/6 

1925 5/8 2/9 5/4   4/0 

1926 1/4 -3/3 27/9   5/3 

1927 5/0 12/8 7/1   4/6 

1928 4/3 16/5 21/6   11/8 

1929 8/2 18/9 12/7   6/9 

1930 1/1 -6/0 -2/0   1/4 

1931 -0/9 8/6 5/0   0/1 

1932 4/0 7/8 18/8   10/9 

1933 5/2 13/9 5/5   8/8 

1934 5/7 4/7 12/8   3/6 

1935 7/6 -14/8 3/4   -0/5 

1936 4/0 7/4 1/3   8/9 
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1. Introduction 

In winter of 1383, the Center for Research of Majlis Shura Islamic of 

Iran (CRMSII) published a collection of essays and commentaries, from 

hereon referred to as the Proposal, on the "logic" of the prevailing interest 

rates1, euphemistically called the profit rate that the commercial banks 

pay/charge on long-term bank loans. This document was intended to 

provide rationale for a Majlis' legislation requiring the executive branch of 

the Islamic Republic to lower the average rate of profit charged by banks 

by 4.5 percent within 18 months of passage of the bill by Majlis. 

Moreover, there were three amendments to the bill. The first amendment 

required the executive branch to reduce government's budget deficit by 

20.000 billion rials within two years of passage of the bill. The second 

amendment required the executive branch to prepare conditions for 

another 4% reduction in the profit rate on long-term loans also within two 

years after passage of the bill. Finally, Ministry of Economics was required 

to provide quarterly report to the Majlis on implementation of the law by 

the executive branch. 

In the Introduction to the volume, the CRMSII, graciously states that 

"… The Center for Research in no way considers itself to be free of errors; 

and accordingly, welcomes all points of views and criticisms pertaining to 

this collection". Given the pivotal role profit rates play in optimal 

management of macroeconomic systems, the following comments which 

are supported with empirical/statistical analysis, are prepared in the hope 

that some additional light be shed on this eminently important issue. For 

"rationalizing" the rate of profits the banks charge on long-term loans, 

should be based on economic logic rather than on legislative mandate 

emerging from the ideological preferences of the law-makers who are 

benevolently motivated to safeguarding the interests of their 

constituencies. 

 
1- Proposal for Rationalizing the Rate of Profit on the Bank Loans. 
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In what follows, I would first state and then critically examine-both 

empirically and theoretically-the validity of the arguments provided in the 

volume in support of legislative action on defining the rates of profit 

charged and paid by the banks. The results should enable us to pass 

informed judgments about the correctness of the claims and the prudence 

of profit rate legislative decree. 

2. Problems with the Existing Profit Rate Structure 
According to the CRMSII 

Based on the complaints of investors and producers in Iran about the 

high profit rate charged by the commercial bank, the proposal enunciated, 

albeit without empirical of theoretical support, a number of reasons in 

support of legislative action that mandated the profit rate on banks' long-

term loans. 

Among the many reasons stated in the Proposal, I examine the 

following main claims: 

a) The age of double digit inflation and interest rates in the 

world economy is over accordingly, the Third World 

producers as well as regional and global competitors of Iran 

pay single digit profit rates on investment loans, making 

Iranian producers less competitive in international trade. 

b) The competitive pressure on Iranian producers is 

compounded by the government's reduction of trade barriers 

in recent years. 

c) In spite of negative real profit rates in Iran, the volume of 

deposits at the banks has been on the rise. The author(s) of 

the Proposal claim that volume of banks deposits in Iran is a 

function of risk, and guaranteed non-taxable returns on the 

deposits. 
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d) Commercial banks' "unnecessary" spending on new 

buildings and luxurious office spaces. 

e) The profit rates on loans charged by the banks are an 

important determinant of the free money-market interest 

rate, approximately 60%1, which are historically charged in 

the secondary money markets. Further, it is argued that the 

high rate in the free money market has misallocated 

investment funds by having owners of financial capital to 

lend money in the secondary money market rather than 

invest the funds in the real sector of the economy. 

f) One of the factors that would attain the "suitable" profit rate 

is low bank spread, that is, the difference between the rate 

banks charge on loans and the rate banks pay on deposits. 

To lower the margin, the banks should lower interest rates 

on loans between 2 to 3 percent. 

3. Are the claims by the CRMSII valid? 

We now critically examine the validity of the claims that appear in part 

II above. 

a) The age of double digit inflation and interest rates in the world 

economy is over. Accordingly, the Third World producers as well 

as regional and global competitors of Iran pay single digit profit 

rates on investment loans, making Iranian producers less 

competitive in international trade. 

 
1- See Proposal for Rationalizing the Rate of Profit on the Bank Loans page 47. 
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Table (1): Deposit, lending interest rates, and Spreads in the Top 24 

Exporters to Iran: 2004 

Country 
Lending 

Rate 
Deposit 

Rate 
Spread 

Rank: 
Spread 

U.A. E 19.000 9.213 10.687 23 
Germany 5.410 1.940 3.470 11 
France 6.60 2.250 4.350 14 
Italy 5.500 0.670 4.830 17 
China 5.580 2.250 3.330 10 
S. Korea 5.904 3.874 2.030 6 
Russia 11.400 3.792 7.608 21 
Japan 1.767 0.080 1.687 4 
England 4.396 3.010 1.386 2 
India 10.917 6.000 4.917 19 
Swiss 3.195 0.390 2.805 8 
Brazil 54.925 15.416 39.509 25 
Turkey 38.000 21.415 16.585 24 
Belgium 6.700 1.973 4.727 16 
Singapore 5.300 0.408 4.892 18 
Netherland 2.750 2.309 0.441 1 
S. Arabia 3.750 1.734 2.016 5 
Austria 5.580 3.930 1.650 3 
Spain 8.360 2.040 6.320 20 
Ukraine 17.401 7.796 9.605 22 
Kazakhstan 7.000 3.280 3.720 12 
Malaysia 6.046 3.000 3.046 9 
Taiwan 3.470 1.170 2.300 7 
Thailand 5.500 1.000 4.500 15 
Iran 16.00 11.770 4.230 13 

Source: International Financial Statistics, IMF, and the Central Bank of the I.R. of 
Iran. 

 

In determining the validity of this claim, let us take a close look at 

Table 1 below. Table 1 shows the loan and deposit rates as well as the 

spreads for the top 24 leading exporters to Iran. According to the Central 
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Bank of the Islamic Republic of Iran1, the Countries listed in Table 1 

below were the top 24 leading exporters to Iran in 1382. 

Clearly the first assertion that "the age of double digit interest rates in 

over" appears to be true, at least for a large number of Iran's Leading 

trading partners. According to Table 1, the U.A. E, Russia, India, Brazil, 

Turkey, and Ukraine (lending rate) are the countries that have double digit 

interest rates. This implies that the inflation rates in these countries are 

double digit also. 

Is the related claim that as a result of low interest rate abroad, Iranian 

producers are less competitive true? To answer this question we first need 

to define what is meant by international competitiveness. 

International competitiveness may be defined in a variety of ways, 

however, let us define the ratio of foreign price and domestic price levels, 

when the foreign price level measured in domestic monetary unit as a 

measure of competitiveness. This ratio is called real exchange rate. 

Symbolically, let's express the real exchange rate,  as 

P

Pf

                                                                                         (1) 

Where  is the nominal exchange rate (the number of domestic 

currency per unit of a foreign currency), Pf and P are foreign price index 

and domestic price index, respectively. 

If >1, the foreign price level in terms of domestic monetary unit is 

higher that the domestic price level, implying that the domestic economy is 

more competitive than the foreign economy. Clearly, if >1, then the 

foreign economy is more competitive than the domestic economy. 

The real exchange rates with respect to Iran's leading trading partners' 

currencies and their ranking appear in Table 2 below. 

 
1- Central Bank of the Islamic Republic of Iran, Economic Report and Balance Sheet, 

1382. 
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Table (2):  Rial Real Exchange Rate with Respect of the Currencies of 

Iran's Leading Trading partners: 2004 

Country 
Real Rial 

Exchange Rate 

Iran's 

Competitiveness 
Rank 

U.A. E 5097.1 59.172 16 
Germany 4667.0 54.179 5 
France 4825.1 56.015 8 
Italy 5038.0 58.486 14 
China 5060.8 58.751 15 
S. Korea 5010.7 58.169 12 
Russia 7909.5 91.822 23 
Japan 4220.6 48.997 1 
England 4972.7 57.728 11 
India 5136.7 59.632 17 
Swiss 4641.5 53.883 4 
Brazil 6569.4 76.264 21 
Turkey 13372.8 155.245 25 
Belgium 4915.6 57.065 9 
Singapore 4458.1 51.754 2 
Netherlands 5011.5 58.178 13 
S. Arabia 5195.0 60.308 18 
Austria 4748.7 55.127 6 
Spain 5251.4 60.964 19 
Ukraine 5664.7 65.762 20 
Kazakhstan 6785.5 78.773 22 
Malaysia 4942.2 57.374 10 
Taiwan 4510.8 52.366 3 
Thailand 4820.7 55.963 7 

Source: Computed by the author. 

 

According to the data in Table 2, the only trading partner that Iran 

enjoys a competitive advantage with is Turkey; Note that the top 5 most 

competitive countries are Japan, Singapore, Taiwan, Switzerland, and 

Germany. 

What are the sources of the competitive advantages of Iranian trading 
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partners compared to Iran? Is the interest rate differential between Iran 

and her trading partners a variable that may explain why Iranian producers 

are not competitive? To answer this question, we test the following model 

which is based on the assertion that appears in the Proposal: 

)d(f i                                                                                            (2) 

*
1

*
1j rrd                                                                                          (3) 

Where dj is the real profit rate differential between the real profit rate 

in Iran, *
1r , and the real interest rate for Iran's jth trading partner. Please 

note that the real profit (interest) rate is the bank's leading rate less the 

inflation rate in the jth country. 

According to model (2), Iran's competitiveness, as measured by Iran's 

real exchange rate, is a function of Iran's real interest rate differential with 

respect to her trading partners. 

The cross-section regression output of model (2) appears below: 

Regression Analysis: Competitiveness versus d 
The regression equation is 

Comp Index =0/6619+0.000246 d 

S=0.227784    R-sq=0.08    R-sq(adj)=0.08 

Analysis of Variance 

Source     DF      SS                 MS      F      P 

Regression  1   0.00019   0.0001889  0.00  0.952 

Error    23   1.19337   0.0518858   

Total    24   1.19356 

 

According to the statistical results above (R2=0 and P=0.952), we can 

confidently rule out that the interest rate differentials and competitiveness 

have any correlation, and as a result, we can also rule out that interest rate 

differentials between Iran and her trading partners have any impact on 

Iran's international competitiveness. 
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b. The competitive pressure on Iranian producers is compounded by 

the government's reduction of trade barriers in recent years. 

It is not clear why the authors of the Proposal have set forth this 

argument in favor of profit rate reduction. I presume this argument is a 

reflection of concerns and misgivings of Iranian producers with respect to 

Iranian government's free-trade policies. 

The debate between free-traders and protectionists that started with 

David Ricardo in England over two centuries ago is well known. 

However, a brief discussion of the benefits of free trade and the costs of 

protecting inefficient domestic industries are in order. 

The opponents of free-trade policy contend that liberalized trade often 

results in exports of jobs abroad and decline in economic activities at 

home. The proponents of liberalized international trade policy reject the 

static view of open-door policy that is presented by the critics, arguing that 

the beneficial effects of liberalized trade outweigh its negative effects, and 

cite, for example, the low inflationary pressures resulting from 

international competition, as a benefit of liberalized trade. 

Additionally, the supporters of free-trade argue that the opponents of 

liberalized trade policy totally neglect the dynamic gains from trade. 

Moreover, in support of free trade, they point out that the dynamic gains 

of trade consist of increased competition and innovation resulting from 

international trade that are not immediately apparent, but take time to 

emerge. Finally, they assert that free-trade tends to make wide varieties of 

goods available to the consumers who, in absence of free trade, could not 

have access to these traded goods. Hence, they concluded that, free trade 

would enhance the welfare of the society as a whole1. 

 
1- A detailed discussion of the experiences of East Asian economies in adopting open-

door trade policy and export-led industrialization is out of the scope of the present 

work. I refer the interested reader to "Is Export Promotion a Prudent Trade policy for 

Iran?", that was presented by this author at the First Annual Conference on Trade 

Policy by Ministry of Commerce in Tehran is summer of 1998. This paper is 

available upon request from author. 
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C. In spite of negative real profit rates in Iran, the volume of deposits 

at the banks has been on the rise. The authors(s) of the Proposal 

claim that volume of bank deposits in Iran is a function of risk, and 

guaranteed non-taxable returns on the deposits. 

I ran a regression of bank deposits versus the real profit rate and found 

no correlation between the variables. The results are not reported here. 

However, I used the following model in testing the hypothesis of the 

Proposal. 

)R,T(fD                                                                                     (4) 

Where D is the bank deposit, T is the tax variable, and R is a measure 

of risk. I use wealth tax as measure of taxation on interest income, and the 

standard deviation of stock price index for Tehran Stock Exchange as a 

measure of risk in Iranian economy. 

Given the limited number of observations (I have 10 observations for 

each series for the period form 1994 to 2004), the results may not be 

robust. Moreover, I am using the wealth tax revenues as a proxy for non-

taxable interest income of depositors. Nevertheless, the results of 

regression appear below1. 

The data support the hypothesis that bank deposits in Iran are 

correlated to the degree of risk in the economy and a measure of (but not 

directly) guaranteed non-taxable returns on the deposits. The positive 

regression coefficients indicate that as both risk and taxes increase, the size 

of bank deposit rises also. 

 
1- I note that high R2 maybe due to the dependence of all variables of the model on time, 

making this a spurious regression. 
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Regression Analysis: Deposits versus Wealth Tax, Risk 

The regression equation is: 

Deposits = - 7233 + 70.2 Wealth Tax + 35.2 Risk 

Predictor   Coef  SE  Coef      T     P 

Constant   -7233    3805   -1.90   0.099 

Wealth Tax  70.227    3.214   21.85   0.000 

Risk    35.192    4.739   7.43   0.000 

 

S= 6290.11  R-Sq=99.58  R-sq(adj) = 99.38 

 

d. Commercial banks' "unnecessary" spending on new buildings and 

luxurious office space. 

This Statement reflects the preference of the authors of the Proposal, 

therefore, can not be empirically tested. 

e. The profit rates on loans charged by the banks are an important 

determinant of the free money-market interest rate, approximately 

60% which are historically charged in the secondary money 

markets. Further, it is argued that the high rate in the free money 

market has misallocated investment funds by having owners of 

financial capital to lend money in the secondary money market 

rather than invest the funds in the real sector of the economy. 

To examine this argument, one should start with a definition of the 

interest (in Iran profit) rate. A common definition one sees in the financial 

literature1, defines the nominal, or quoted rate as follows: 
 

r = rRF + DRP + LP + MRP                                                                 (5) 

 
1- See, for example, Brigham, E. F. and M. C. Ehrhardt Financial Management: Theory 

and Practice, 11th edition, Thomson-South-Western, 2005. 
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Where rRF is risk-free rate of interest (rates on the government 

securities) DRP is default risk premium, LP is Liquidity premium, and 

MRP is maturity risk premium. 

Note that     rRF = r* + IP, 

Where r* is real risk-free rate of interest, and IP is the inflation 

premium. 

Therefore, we can write the nominal rate as follows: 

R = R* + IP + DRP + LP + MRP                                                          (6) 

For a bank loan and a secondary market loan with similar features, the 

large gap between the market rate (60%) and the bank rate (Currently 

16%) in Iran, is the default risk premium (DRP) that investors require to 

take the risk of lending money in the secondary markets. In the absence of 

financial repression (freedom to lend and borrow at any interest rate) in the 

secondary money markets, the equilibrium rate, that is the rate at which 

the quantity of loanable funds demanded equals the quantity of loanable 

funds supplied, is approximately 60%. Given the conditions for the 

primary Iranian money market, where the official rate is substantially 

below the equilibrium market rate, the prevailing shortage in the money 

market  is perfectly understandable. 

Next, the empirical works in support of the argument that higher free 

market profit rate tends to divert resources from investment in real sector 

on the economy is lacking. Nevertheless, this argument contradicts and 

earlier statement by the authors of the Proposal that "… small and medium 

sized firms procure their required investment funds from official and 

unofficial money markets" (page 9). 

f. One of the factors that would attain the "suitable" profit rate is a low 

bank spread, that is, the difference between the rate banks charge on 

loans and the rate banks pay on deposits. To lower the margin, the 

banks should lower interest rates on loans between 2 to 3 percent. 

The authors of the proposal neither define what they consider as 

"suitable" profit rate, nor do they provide reasons for suggesting a 2 to 3 
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percent reduction in the profit rate. However, based on existing large 

profit rate spread between the bank loan rate and the prevailing free 

market rate, economic logic dictates that the bank loans rate should be 

increased to reduce the disequilibrium (excess demand) in the money 

market. 

IV. Discussions and Policy Recommendations 

The concerns of the authors of the Proposal for high loan rate charged 

by banks in Iran are legitimate. However, mandating a lower interest rate 

by legislative mean could have devastating economic consequences, 

particularly, could create higher inflationary pressure in the economy. 

Higher inflation, induced by an artificially determined profit rate can not 

and would not address the concerns of the authors of the Proposal. 

A cursory look at the inflation, interest, and exchange rates of Iran and 

her trading partners, as shown in Tables 1 and 2, clearly shows that 

interest rate is not the cause of Iranian competitive disadvantage. High 

profit rate in Iran is not a cause but is an effect. Inflation is the culprit and 

the cause of high profit rate. This can readily be seen by equation (6) 

above. To lower the profit rate one should lower the inflation rate, which 

is a quite a challenging task compared to passing a law mandating a lower 

profit rate. 

Lowering the official profit rate would compound the money market 

shortage by increasing the quantity of funds demanded in the official 

money market as well as lowering the quantities of money supplied, thus 

exasperating the very conditions the supporters of the proposal aim to 

remedy. The additional shortage resulting from a lowering of profit rate in 

the primary market would increase the demand for money in the secondary 

market which would put upward pressure in the rate in the secondary 

market. Moreover, additional lowering of the rate would further repress 

the financial markets and misallocate scarce resources. 
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In the final analysis, the present author jakes the following policy 

recommendations: 

1- Conduct a survey, based on a representative sample, of the 

participants in the secondary money market in Iran. This survey 

should define the number of the actors in the market (how many 

lenders and borrowers) and the size of the average loan, term to 

maturity of the loan, and the prevailing profit rate(s) charged, and 

gather other information of interest to the policy makers. 

2- Repeal laws requiring banks to pay a mandated profit rate on the 

loans. 

3- Pass laws to establish competitive structure in the banking sector and 

establish a regulatory agency to monitor structure (market 

segmentation, geographic distribution of the branches, barriers to 

entry, ownership, and cost structure), conduct (strategies, product 

promotion, sales, discriminatory lending practices, marketing, 

collusions, and banking innovations), and performance (the elasticity 

of loan demand, the interest rates on business loans and on time 

deposits, and the ratio of net income and total value of assets) of the 

banking industry. Implementation of this suggestion would ensure 

efficient operations of the banks, resulting in provision of better 

services to the public and lowering of the profit rate. Keeping in mind 

that studies have shown close correlation between the degree of bank 

concentration and market interest rates. 

4- Pass budget laws that would ensure fiscal discipline and balanced 

budget for the governments at the national and provincial levels. 

5- Lower the inflation rate, by implementing tight fiscal and monetary 

policies, so that the real profit rate is positive. Positive real profit rate 

would attract additional saving for the purpose of investment and 

capital accumulation. 
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banking.  

JEL: G32; E22; G11, G24; O16; R42 
 

 The General Director of Refah Bank. 

 



144                                                                        Money and Economy, Vol. 5, No. 3 

1. Introduction 

General welfare and implementation of social justice are among the top 

goals of the Islamic economic system and are achieved after reaching 

economic development. (1) Paying proper attention to Islamic banks (as 

the most important financial institution and an effective instrument in 

reaching development) is very crucial. (2)Islamic banking can facilitate 

social justice as the first objective of Islamic economic system.  

In this regard, I order to measure the effects of bank facilities on 

development in the 1984-2005 period, investment as a macroeconomic 

variable has been used since investment is the engine of production, 

continuous GDP growth, increase in production capacities and increased 

exploitation of present resources. One of the most important resources of 

investments is banking facilities and using idle savings.  

2. Research Hypothesis  

In the 1984-2005 period, Islamic banking, and as a result, banking 

facilities had an effective influence on investment.  

1- Economic development has two objectives: increase of welfare and 

wealth and eradication of poverty and job creation, both of which 

are in line with social justice.  

2- Economic development means: changes in social institutions, 

increasing productivity of present facilities, changes in the 

composition of production and the relative shares in production 

process, as well as changes in views in addition to quantitative 

growth (economic growth.) 

 

 



Establishment and Operations of …                                                                    145 

 

3. Methodology  

This research exploits library resources and case studies in Iran. It also 

uses the model used for assessing private sector investment in Iran, using 

time series date (1984-2005) by using econometric methods.  

4. Statistical Resources  

The needed information in this research are taken from domestic 

journals and the data and information provided by Central Bank of Islamic 

Republic of Iran and the Ministry of Economy and Financial Affairs.  

5. Literature on the Subject 

Most researches on the effects of banking facilities on investment are 

estimations of variables and functions related to private sector investment, 

in which banking credits are important explanatory variables in the model 

estimations. Among these researches are:  

1- Karshenas (1990) has pointed to the important effect of the volume 

of bank facilities on private investment, using explanatory variables 

of public investment, volume of bank credit to private sector, and 

the reserves of capital from the previous period. He has assessed 

the function with the time series data of CBI, and the IMF statistics 

for 1961 to 1977, having achieved a +0.36 coefficient for banks 

facilities to private sector. According to his calculated coefficient, 

the volume of banking credits has had a big effect on private 

investment in Iran.  

2- Khalili-Araqi (1998) In a study on effects of public investment on 

private investment on machinery, has concluded that both 

production level and the volume of bank volumes are tow 

important variables on private investment.  
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3- Robina Keshish Banousi (1999) in a research titled “Effects of Bank 

facilities on investment and production in the Iranian economy, 

with emphasis on industrial, mineral and agricultural sectors” she 

has used the variables of balance in the real facilities, non-oil GDP 

ch anges, inflation rate, formation of fixed gross non-oil capital 

and previous period as explanatory variables and formation of 

gross non-oil capital as dependent variable. According to this 

research, changes in the balance of real facilities are significant and 

meaningful and that there is a meaningful relation between the 

variable of balance of real facilities and formation of gross non-oil 

capital (with a coefficient of +0.16.)  

4- Hamidreza Talebi (2000) in his M.A dissertation titled “Analysis of 

real and nominal variables on private investment in the Iranian 

economy in the 1960-1994” has concluded that there is strong 

relation between the effect of financial currents, the real bank 

facilities to private sector and investment in this sector.  

5- Mostafa Salimi-Far & Masoud GhaVI ( 2003) IN A research titled 

“effects of bank credits on private investment and analysis of its 

results” have designed a model for private investment in Iran, in 

which private investment is a function of public investment, GDP, 

inflation rate, loans and bank facilities to private sector. The model 

points to a meaningful effect of bank facilities on private investment 

in Iran.  

6. The concept of investment and its resources 

Economists do not agree on the concept and importance of investment, 

and on its dimensions and roles. In this research, investment means costs 

that increase the amount of capital goods like factories, machinery, 

technical facilities or the goods in warehouses. In fact, other forms of 

investment like that on human resources are not considered here. 

Investment is generally done by utilizing foreign resources, banking 
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facilities, attraction of idle capitals, using the existing liquidity in society 

and using extra liquidity in essential investments.  

7. Islamic Banking and Features of Iranian 
Banking 

What the Islamic banking aims at is social justice. In fact, Islamic 

banking is based on sharing risks, physical exchange of goods, direct 

engagement in business, rents and construction contracts (using different 

Islamic-based deals.) Also, Islamic banking is based on asset management 

in order to increase public income.  

There are three known methods of Islamic banking:  

1- The customer gives his saving to bank with the intention of real 

participation in loss or profit. The receiver of loans invests it with 

the intention of sharing loss or profit with the depositor. The bank 

acts as an intermediary, collecting a collateral and letter of attorney 

from both sides, and finalising the contract.  

2- Banking operations of different types and without intervention in the 

necessities of each type (which are set by Sharia.) Operations are 

within guidelines set by Sharia.  

3- In the third method, deposits are considered non-permanent 

therefore losses to deposits should be avoided at all costs. On the 

other hand, the loan taker should provide adequate guarantees to 

settlement of loans to banks. (This is not in the contract but based 

on Fatwa.)  

In Iran, after the victory of the Islamic Revolution and establishment of 

Islamic Republic, the need to establish an Islamic economic system was 

discussed as a basic necessity. (1) In order to improve the banking system 

and eradication of usury from banking operations, following changes were 

made:  

 Nationalization of banks (1979)  

 Ratification of the bill on banking management (1979)  
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 Bank’s merger (1979)  

 Establishment of a guaranteed interest rate for deposits and charges 

for loans (1979)  

 Drafting and ratification of non-usury banking bill (1982, 1983)  

 Implementation of non-usury banking law (1983)  

So, the dominant Islamic banking in Iran is of the third type, given the 

contents of the non-usury banking law. In this law,  

1- The principle is sharing profits and losses so both the lender and the 

taker share the risks involved. Therefore, the fall in risks 

encourages private investment.  

2- Because the capital is provided by banks, the spread of production 

and financing and the zero costs of capital in many contracts like 

legal participation and civil participation, the costs of products are 

decreased leading to an increase in demand, production rise and 

therefore economic prosperity.  

3- In non-usury banking, non-existence of interest rates effects 

investment in two ways and increases it by a) encouraging investors 

by reducing the cost of investment and b) elimination of money 

whirlpool and direction of deposits to investment.  

4- Because of the Iranian economic structural features, non- 

development of capital markets and an advanced stock market and 

the low costs of borrowing from banks (relative to capital returns) 

banks finance projects of private sector, so an increase in bank 

facilities will lead to increasing investment.  
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5- Iranian banks review the cases of projects and companies before 

granting loans so that loans are granted to the most profitable 

projects. After the payment, they also supervise over project 

performances to ascertain return of the capital. Therefore, capital is 

invested in a way that assures the highest return for all people 

concerned, which in turn leads to highest rate of saving and 

increased investment.  

6- In non-usury banking, since banks are partners in profits of loan 

applicants, in inflationary circumstances, the amount of profit 

increases and the rightful interests on depositors are taken by banks 

and given to them. In other words, this form of banking moderates 

earnings and income and people with low to medium incomes can 

be cushioned against inflation, proportional to their deposits.  

Non-usury banking in Iran and its method of financing has the biggest 

positive effect on private sector investment because an increase in private 

investment, due to its higher efficiency and the higher rate of incremented 

capital output ratio (ICOR) compared with the public sector, leads to 

increased productivity and profits. This will strengthen private sector and 

will rise production and income, In addition, Islamic economic system pays 

much attention to the just distribution of income (through distribution 

before and after production and re-distribution.) Therefore, the two factors 

of increased production (as a guarantee for higher rate of production in 

economy) and the just distribution of income (as a means to facilitate 

public use of resources), together with formation of other social, cultural 

and political institutions, will facilitate and speed up the process of 

economic development in the Islamic country. 
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8. Introducing the Model of Private Investment in Iran 

Investment in the economy, especially in its present situation, is of 

utmost importance. Yet, due to higher productivity and efficiency of the 

private sector than the public sector, as well as the higher rate of capital 

needed in the private sector (which shows the ratio of investment in 

previous periods to production increase in later periods) many economists 

believe that higher private sector investment will lead to economic growth, 

more employment and national income and ultimately economic 

development. In addition, in developing countries like Iran, the majority of 

investments are done by the public sector. These cannot be explained with 

any model of investment behaviours. Therefore, this research relies only on 

private investment.  

That said, the dependent variable in this research is private sector 

investment and the independent variables (chosen on basis of the 

theoretical and history of the research) include banking facilities granted to 

private sector, non-oil GDP, non-oil GDP with a time lag, import of 

capital goods, inflation rate, public sector investment, volume of liquidity, 

oil revenues and private sector investment with a time lag.   

After several tests in the final designed model, the effects of 

independent variables on the dependent one were tested using the OLS 

method. The model, after elimination of independent variables without any 

meaningfully significant effect, is as follows: 

Dependent and explanatory variables are  

INP t : private sector investment, 

GDP t-1 : non-oil GDP with a time lag 

WKS t: import of capital goods 

ING t : public sector investment 

TAS t : banking facilities to private sector. 

Since the data on banking facilities were not available for all years and 

the only data are on the balance of facilities for each year, in order to 
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calculate the facilities, total new facilities and a third of previous year’s 

facilities were considered as the total. All variables are calculated based on 

fixed prices. (Base year: 1997) 

9. Model estimation and Result Analysis 

Considering the tests, in order to study the co-relation, linearity and 

co-accumulation, the model is acceptable for the function of private sector 

investment. In addition, given the output of E-view program and the given 

statistics, the final model is as follows  

Output of E-view program 

As the table shows, all variables, both in signs and in meaningfulness, 

are acceptable. In addition: 

1- Banking facilities to private sector has a positive and meaningful 

relation with investment in this sector. For every Rls. 100 increase 

in banking facilities to private sector in the said period, the 

investment by the sector increases by Rls. 27. 

2- The sign of the co-efficient of the GDP with a time lag variable in 

the function of Iranian private sector investment in positive at 

0.35. Theoretically, and based on the principle of acceleration, 

gross investment has direct relation to changes in the production 

rate and national income. The sign of variable on GDP also 

confirms the harmony with theoretical basis. 

3- Some macro-economic theories consider public investment as 

complementary to private investment. In this regard, government 

can facilitate private investment by investing on infrastructures and 

production of public goods. Yet, other theories hold that in 

developing countries, public sector does not strengthen private 

investment but does so in its place. The negative sign of the model 

confirms the second theory on the effect of public investment on 
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private investment.  

4- Because Iran is not industrially advanced and imports almost all its 

capital goods, an increase in the import of capital goods leads to 

an increase in private investment. The sign on the co-efficient of 

the import of capital goods in the estimated model above confirms 

this issue.  

In order to test the model for its explanatory ability of the independent 

variables, the dependent variable of private investment were calculated 

with real figures (of explanatory variables of 1984-2005.) Results show 

that the calculated figures for private investment conform to real figures of 

the said variable with an error level of only 5%. In addition, the model 

prediction on private investment in 2006 was also calculated and the result 

shows conformity with realities with a 10% error level.  

10. Research Limitations 

1- All research has its own limitations. This research was limited by 

the following: 

2- Because the model is looking into reviewing the role of Islamic 

banking in Iran in economic development, and since the onset of 

non-usury banking law is 1984, therefore, due to unavailability of 

seasonal information on variables, our time series has 22 

observations. 

3- Because time series (dependent variable and explanatory 

variables) have a strong inclination toward time, the reliability of 

variables were checked and showed a weak reliability of the time 

series.  
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Table (1): Statistics on Macro Economic Variables (1984-2005) 

 

Dependent Variable: INP 

Method: Least Squares 

Date: 01/21/08   Time: 15:55 

Sample(adjusted): 1365 1384 

Included observations: 20 after adjusting endpoints 

Convergence achieved after 7 iterations 

Prob. t-Statistic Std. Error Coefficient Variable 

0.0072 -3.139677 5191.137 -16298.50 C 

0.0041 3.421827 0.078245 0.267742 TAS 

0.0002 -4.925299 0.251441 -1.238421 ING 

0.0000 6.939258 0.049953 0.346640 GDP(-1) 

0.0000 6.387242 0.452718 2.891621 WKS 

0.2150 1.298922 0.192680 0.250277 AR(1) 

56317.15 Mean dependent var     0.983654 R-squared 

23748.92 S.D. dependent var 0.977816 Adjusted R-

squared 

19.42339  Akaike info criterion     3537.205 S.E. of regression 

19.72211  Schwarz criterion    1.75E+08 Sum squared resid 

168.4974 F-statistic -188.2339 Log likelihood 

0.000000  Prob(F-statistic)     2.322582 Durbin-Watson 

stat 

          Inverted AR Roots                 .25            
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Abstract 

Financial system of B&H is “bank dominated”, which means that banks 

(credit institution) is dominated financial institutions in the financial 

system. Banks have major role in financial intermediation process between 

deficit and surplus money unites. Having on mind specific features of 

financial systems in Bosnia and Herzegovina it’s important to analyses 

characteristics each segment of financial system, specially banking sector, 

and identify which elements can have impact on stability and safety of 

financial sector. Only stabile financial system can ensure real economy 

stability. Indirect role in stabilisation national economy have central bank 

through managing financial stability and cooperating with national 

government.  
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Currency board system put some barriers on central bank role in 

managing financial stability. So author in this paper will be analyses 

structure of BH financial system, to identified internal and external risk in 

banking sector, role of CBBH in managing financial stability, and analyses 

possible solutions in field of monetary policy and supervision for that 

purpose.  
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1. Introduction  

Banks in undeveloped financial systems, like as the financial system in 

Bosnia and Herzegovina (BH), have an important role in financial 

intermediation between creditors and debtors, implementation of monetary 

policy and improvement and growth of financial market. Financial system 

of Bosnia and Herzegovina is “bank dominated” system. Level of financial 

market development is one of the key presumptions of economic growth, 

but in changing environment for small, undeveloped financial system open 

to foreign capital can have negative effect on national economy. Especially 

problems in banks can have impact on all other segment in financial system 

(managing financial stability) and indirectly on real economy. Financial 

stability is defined as ability of financial system to absorb shocks with 

significant negative impact on financial system current and future operating 

and upon economy. Managing financial stability in financial system of BH 

is hard. There are two reasons that confirms this statement: currency board 

and role of central bank in that monetary regime and territorial 

organization of BH. Table 1 shows banking and non-banking financial 

institutions assets in total assets financial sector in Bosnia and 

Herzegovina. 

Table (1): Financial institutions asset in Bosnia and Herzegovina (in %) 

 2004 2005 2006 2007 

Banks  75.0 81.0 79.6 79.9 

Insurance company  4.9 4.7 3.7 3.3 

Privatisation investment fund 18.0 12.0 8.5 7.2 

Micro credit organisation 1.7 4.9 2.6 3.9 

Total assets of financial sector 100.0 100.0 100.0 100.0 

Source: Central Bank Bosnia and Herzegovina, Annual Report 2007, Sarajevo 



160                                                                      Money and Economy, Vol. 5, No.3 

In 2007, 83 percent of total capital in banking sector was foreign-

owned. All ten banks in Republika Srpska in B&H (RS) are privately-

owned. In entity Federation Bosnia and Herzegovina (F BiH) 78% of 

banks was in private ownership (table 3.). Banks in foreign capital 

ownership had share in total assets of banking sectors 93%. More than 

50% foreign capital in B&H comes from Austrian banks. 

Table (2): Basic indicators of banking sector Bosnia and Herzegovina (in %) 

Indicators  2003 2004 2005 2006 2007 

Banking intermediation 48.2 58.7 69.3 76.8 93.8 

Foreign capital in total capital  66.4 69.6 67.0 73.0 83.0 

ROAA 0.7 0.7 0.7 0.9 0.9 

ROAE 6.4 5.8 6.4 8.5 8.9 

CR3 
40.1 56.6 46.3 43.5 

40.8 

CR5 
51.2 61.7 59.3 59.3 

56.7 

HHI 
655 808 919 926 

890 

Source: Banking Agency Federation of Bosnia and Herzegovina, 2007: 11; 
Banking Agency Republika Srpska, 2007: 3 

 

If we know that intermediation of complete financial sector in 2007 

was 117% of GDP than is obviously how banking sector dominate in 

financial system of Bosnia and Herzegovina. According to data from table 

2 we can conclude how banking sector in B&H record: 

 Increasing foreign capital in ownership structure of banks 

 High profitability measured with ROAA and ROAE 

 Reasonable concentration of assets (concentration ratio – share three 

and five the biggest banks in banking sector assets), while in loans 

sector increasing to boarder of high concentrate market.  

Total banking sector asset in Bosnia and Herzegovina amounted 9.9 

billion euros at the end 2007 what present increasing for 32.8% in 

comparison with previous year (CBBH, 2007: 67). In the structure of 
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banks assets dominate credits and in structure of liabilities deposits. Such a 

structure shows that banks in Bosnia and Herzegovina are still “credit-

deposit” financial institutions, without developed investment function. 

Total loans amounted 6.2 billions euro at the end of 2007, while total 

deposits reached 6.2 billions euro. In the structure of deposits dominate 

short-term deposit (61% of total deposits). However, they developed 

some new activities (e.g. leasing, custody, bankassurance). 

Non-banking sector is relatively undeveloped. In Bosnia and 

Herzegovina few resent years we record development other sub-sector of 

financial system. In first place we talk about financial markets, investment 

funds, and leasing, insurance and micro-credit organizations.  

In 2007 there were 26 insurance companies that are 9 insurers more 

than in 2005, with the share in the financial market gradually declining, 

totalling 3.3 percent of GDP in 2007. The leasing market experienced 

significant growth in the last few years. On BH territory operate in 2007 

10 leasing companies. In 2007 they negotiate 7.031 leasing contracts, and 

realized total value of leasing about 388 millions euro, it’s 62% more 

comprised with previous year. On credit market significant role has micro 

credit organizations. Micro credit organizations supply with micro credit 

legal entities which can’t satisfy criteria for getting bank’s credit. On the 

end 2007 in B&H were 24 licensed micro credit organizations. Assets in 

these institutions were 485 millions euro. The major part of outstanding 

loans was retail credits.   

Two capital markets in Bosnia and Herzegovina Sarajevo Stock 

Exchanges (SASE) in Federation Bosnia and Herzegovina and Banja Luka 

Stock Exchanges (BLSE) in Republika Srpska began to operate in 2002. 

Over the three last years both capital markets experienced significant 

increase in number of trading companies, turnover, market capitalization, 

and main markets indexes. At end 2007 market capitalization on Sarajevo 

Stock Exchange (SASE) increased for 36.07%, while on Banja Luka 

Stock Exchange (BLSE) increased for 3.87%. In 2007 come to 
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transformation privatization investment funds in investment funds and 

opening possibilities for creating common equity funds. Future of 

investment fund is determinate with process of pension fund reform. In 

2007 in B&H operate 34 brokers’ houses. Begin 2008 two entities capital 

markets subscribe agreement about regional cooperation with capital 

markets in other countries of ex-Yugoslavia. 

According data above presented it's obvious that financial stability in 

BH is determinate by stability and safety in banking sector. This situation 

is common to all transition countries request identification and managing 

problems in baking sector. That is way to ensure financial stability for all 

financial system.  

2. Internal and external risks in financial system 

Bosnia and Herzegovina has a complex social order. Dayton Peace 

Agreement from 1995 has organized this country in two entities and in one 

district. In Bosnia and Herzegovina regulation and supervision of financial 

system has been divided between entities, implemented by the Banking 

Agencies, Offices for insurer’s supervision and Ministry of Finance, the 

one in the Federation BiH and the other in the Republika Srpska. They 

conduct financial regulation and supervision in the name of the entities and 

they are independent in the conduct of financial supervision. Practically 

Bosnia and Herzegovina has got a dual and a separate system of regulation 

and supervision on entities level. It is possible, that in this situation, two 

separate and independent agencies can bring different roles for the 

regulation and procedures for supervision. Impossibility to provide the 

unique regulation for banks on whole territory of the state is first internal 

risk in financial system. On the other side major part of financial 

intermediaries (majority of large banks are doing business over the entire 

territory of country through networks of branches work) on complete state 

territory doesn’t supervise unique supervisor because supervision has been 

divide between entities agency that present second internal risk. High 
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degree of foreign capital in banking and non-baking sector in financial 

system of Bosnia and Herzegovina make extremely high vulnerability and 

it is necessary for BH to continue the adoption of the international 

standards in the supervision domain that is third internal risk. 

Domination of foreign capital (major from west European countries) in 

the banking system raised the question of supervision of domestic banks in 

international banking group (graph 1). Right and obligation for supervision 

has country in which bank is established «home country». In this situation 

authorities of BH must develop cooperation and exchanges of information, 

staff and provide common on site examination and adjusting to standards 

in bank regulation and supervision in European Union.  

Graph (1): Foreign capital in BH banking sector 

Share of foreign capital by country in total capital BH banking 

sector
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Credit activities are increasing in last few years, with high share of 

credit to household in total structure of loans is four internal risks (graph 

2). Having in mind currency board limitation in using instruments for 

monetary policy as a solution for credit expansion, it is necessary to use 
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combination of required reserve and prudential regulation that is five 

internal risks. 

  Graph (2): Growth credit portfolio in BH banking sector  
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Credit expansion and high expose in retail banking, dominance of 

European capital in banking system, development of non-banking financial 

institutions, increasing trades on capital markets request improvement 

supervision framework financial sector transition countries. How these 

countries can response on currant situation and changes in financial sector? 

Improve legal and institutional framework? Adopt new organisation 

structure in supervision? 

Risk environment for banks in BH has next internal characteristic: 

 dual regulation and supervision  

 domination of foreign capital - financial conglomeration and home-

host supervision 

 increasing credit activities  

and external risk for BH banking sector: 

 macroeconomic stability 

 currency board system – no existing function of “lender of last 

resort” 
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 risk contagion. 

Activities of financial sector depend from economic activities. Financial 

institutions are significantly impact by changing in macroeconomic 

environment. Between major macroeconomic indicators we can chose: 

growth rate of gross domestic products, balance of payment, inflation, 

interest rates, foreign exchange rate, credit expansion, 

increasing/decreasing financial assets price, effect of contingent (Evens, 

Leone, Gill, Hilbers, 2000, 10-12). Table 3 present mactoeconomic 

indicator for BH in period 2000-2007 

Table (3): Macroeconomic indicators for BH, 2000-2007 

Indicators 2000 2001 2002 2003 2004 2005 2006 2007 

GDP rate (in %) 4,5 4,5 5,5 3,0 6,3 3,9 6,7 6,0 

GDP per capita 

(u USA $) 

1.337 1.397 1.614 2.184 2.607 2.800 3.181 3.802 

Inflation (u%) 4,8 3,1 0,4 0,6 0,4 3,7 7,4 1,5 

Budget deficit  

(u %GDP) 

-6,5 -3,3 -0,2 0,8 -1,1 -0,09 2,9  

Deficit balance 

of payment  

(u %GDP) 

-7,8 -14,1 -19,1 -19,4 -16,0 -18,0 -8,4 -13,1 

Source: Central bank of Bosnia and Herzegovina, Annual report, 2007, Sarajevo, 

pp.134 

 

Through macroeconomic analyses we can determinate problems, risks 

or benefits and possibilities for financial sector operating. Decreasing rate 

of growth GDP can means decreasing credit standing bank’s clients or 

increasing credit risks in bank’s balance sheet. Same effect had failure 

problems in individual industrial sector. Domestic risk for financial stability 

also is identified in BH fiscal position, significant rise of budgetary 

beneficiaries and a current account deficit financing. In BH as result of 
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financial crises we identified problems in metal industry, industry of lather 

and etc. Increasing deficit in balance of payment indicate foreign capital 

inflows and indirectly credit booms. Financial stability in country can be 

determinate by structure and maturity of direct foreign investments. With 

inflation in country we have volatility of financial assets prices, credit 

standings borrowers and volatility of collateral value. These entire events 

can result with problems in financial institutions liquidity and solvent 

position.  

The BH banking sector is mostly capitaly relate to banks from Austria 

and Italy, which increases risk of transmission of shock from abord. The 

debit to the mother-banks' deposit make two thirds of the banks' total  

foriegn debit which again indicates the high exposure of the banking sector 

to change of banks' business policy primarly from Austria. 

3. Role of central bank in managing financial 
stability in Bosnia and Herzegovina 

Parliament of Bosnia and Herzegovina 1997 established Central bank 

of Bosnia and Herzegovina (CBBH). The main goals and tasks of the 

Central Bank are defined by the Law and in accordance with the General 

Peace Agreement in Bosnia and Herzegovina. CBBH maintains monetary 

stability by issuing domestic currency according to the Currency Board 

Arrangement with full coverage in freely convertible foreign exchange 

funds under fixed exchange rate 1 KM: 0.51129 euro. CBBH have must 

achieve the stability of domestic currency. The basic tasks of CBBH are 

(Low, 1997): 

 Formulate, adopt, and control the monetary policy of Bosnia and 

Herzegovina 

 Hold and manage the official foreign exchange reserves of the central 

bank in a safe and profitable way  

 Support and maintains appropriate payment and settlement systems 
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 Co-ordinate the activities of the BH Entity Banking Agencies which 

are in charge of bank licensing and supervision. 

With aim to formulating and implementing monetary policy CBBH 

don't have possibility to manage with monetary policy instruments in 

relation to other central banks. Reason for that position of CBBH is pure 

(orthodox) currency board system. A currency board is a monetary 

institution that issues notes and coins fully backed by a foreign "reserve" 

currency and fully convertible into the reserve currency at a fixed rate and 

on demand. The reserve currency is a convertible foreign currency or a 

commodity chosen for its expected stability. The country that issues the 

reserve currency is called the reserve country. Table 4 lists differences 

between currency board and a typical central bank. 

Table (4): Differences between typical currency board and central bank 

Typical currency board Typical central bank 

Fixed exchange rate with reserve 

currency  
Pegged or floating exchange rate  

Foreign reserves of 100 per cent  Variable foreign reserves  

Full convertibility  Limited convertibility  

Rule-bound monetary policy  Discretionary monetary policy  

Not a lender of last resort  Lender of last resort  

Does not regulate commercial banks  Often regulates commercial banks  

Source: Adopted from Hanke, S., Schuler, K., Currency Board for Developing 
Countries-A Handbook, Institute for Contemporary Studies, San Francisco, 
USA, 1994, Access from http://www.users.erols.com/ currency/icegrev.html 

 

CBBH has limited possibility to use monetary policy instruments. 

CBBH can’t provide function of “lender of last resort”. Only reserve 

requirement is instrument of CBBH available for managing bank’s liquidity 

and restrict its credit activities. Through reserve requirement rate 



168                                                                      Money and Economy, Vol. 5, No.3 

manipulation and changing requirement base in process of calculate 

reserve requirements CBBH manage with financial stability in banking 

sector of BH. Increasing in reserve requirements can be use in useful in 

one-off sterilisation of excess or otherwise inject liquidity. In table 5 we 

show changing in reserve requirement rate in BH in period 2000-2005. 

Table (5): Manipulation of reserve requirement rate in BH 2000-2005 

month, year of change 
Reserve requirement rate - % change 

Reserve requirement base 

1. January 2000. 5 

1. January 2001. 5 

1. January 2002.  10↑ 

1. June 2003. 

  5↓ 

expanding base on deposits in foreign 
currency 

1. September 2004. 7,5↑ 

1. December 2004. 10↑ 

30. November 2005. 15↑ 

28. November 2006. 18↑ 

18. October 2008. 14↓ 

1. January 2009. 

differential reserve requirement  

14 - for deposits with maturity to 1 year 

10 – for deposit with maturity from 1 
year  

 

Credit activities are increasing in last few years, with high share of 

credit to household in total structure of loans. From table 5 we can see 

activities CBBH in period 2004-2008 in purpose to restrict credit 
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expansion in BH through increasing reserve requirements rate. Having in 

mind currency board limitation in using instruments for monetary policy as 

a solution for credit expansion, it is necessary to use combination of 

required reserve and prudential regulation: 

 Expression of concern in official letters to commercial bank 

 Informal contact with bank management  

 Thin cooperation with other supervisors 

 To grow sharp roles about providing «bad» loans 

 Prescribe or decreasing loan to household to total loan ratio 

 Prescribe implicit credit limits (condition for hypothecs, loans in 

foreign currency etc.) 

Also, with financial crises developing CBBH start to decreasing 

reserve requirement rate and on that way make easy to commercial bank to 

deal with increasing need in liquidity. Last change of reserve rate is result 

of attempt to ensure through banks cheaper money to real economy.  

In this situation and with undeveloped money market, banks must 

ensure adequate liquidity and involve best practise in managing liquidity 

risk. CBBH must supervise situation with significant reduction of foreign 

exchange reserves which can negatively impact bank solvency. Developed 

capital markets can protect the economy from some global financial shocks 

by providing them stable and secure sources of liquidity. Specially, central 

bank in cooperation with the Ministry of Finance and public agencies has 

important role in developing the domestic money market (Treasury bill 

market) and domestic debit market - government securities market  

(Živko, Slijepčević, 2006). CBBH with Banking Agency on entity level 

must continuously supervise expose domestic banking system to condition 

on home banking markets “contingent risk” and calculate stress test. 
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Conclusion 

Banking industry a resent years in Bosnia and Herzegovina has 

experienced change. Financial system is banks dominate system with weak 

non-banking sector. Banking sector is mostly foreign-owned pass through 

phase of liberalisation, deregulation, and involving of the new technology 

in it operating. Being the most important monetary institution within 

national economy, central bank has obligation to create and implement 

national monetary policy using different tools, instruments and measures.  

Functions and operation of central bank are primary determined with 

existing monetary regime in these countries. But CBBH has different role 

in banking system than other central banks in South-eastern European 

region. CBBH operate in system of currency board and has limits in yours 

discretion monetary policy. Reserve requirement is only instrument in 

monetary policy in BH. Reserve requirements present channel for 

managing liquidity of commercial banks and financial stability.  

Paper content data about financial system structure, major indicator for 

banking and non-banking sector, list of internal and external risk in banks 

operating environment with macroeconomic environment at the end 

historical review of manipulation reserve requirement rate. Managing 

financial stability in BH is limited. National authorities must work on 

improvement existing monetary regime or creating additional channels for 

helping banking sector. Also for problem in regulation and supervision 

must find solution. Commercial banks in such environment must careful 

supervise their liquidity position and kept excess liquidity on own or 

central bank accounts.  
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